	
	


	
	



9
Options for future airport regulation
Do not delete this return as it gives space between the box and what precedes it.
	Key points

	· Airports and airport investors say that light-handed regulation works well; airlines and other airport users contend that airports abuse their market power; and the key regulatory bodies have differing views.

· The light-handed regime includes safeguards that enable concerns about an airport’s behaviour to be acted on, yet:

· the Australian Competition and Consumer Commission (ACCC) has not called for, nor has the Minister instigated, a price investigation

· since the privatisation of airports, there has only been one application by an airport user — and none by the Minister — to the National Competition Council to have airport services declared
· notwithstanding criticism levelled at Sydney airport consequent to its domestic airside services being declared for five years to December 2010, only one user notified the ACCC of a dispute — which was resolved commercially — and no user sought to have the declaration renewed.
· Airlines are concerned that the ACCC’s suggestions that airports have abused their market power have not resulted in any action by Government.

· To ensure a ‘determined’ response to monitoring reports the ACCC should be able to request an airport to show cause why its conduct should not be subject to a Part VIIA price inquiry — this would be contained in a draft monitoring report which identifies the basis for such a request.
· Where the ACCC is:

· satisfied with an airport’s response, the final report should reflect that and no further action will be taken
· dissatisfied with an airport’s response, it should recommend that the relevant competition Minister invoke a Part VIIA inquiry — with any such inquiry guided by the Pricing Principles.
· A price monitored airport should not be subject to the show cause process where the airport includes recourse to an approved independent binding dispute resolution process for contract formation.
· Price and quality of service monitoring, including for car parking, should continue. 

	

	


The economic regulation governing Australia’s major airports will shape the efficiency, effectiveness and productivity of the aviation sector and, ultimately wider regional, state and national economies. This chapter addresses these matters. 

9.1
The anecdotal evidence is contradictory
The Commission received contradictory views on virtually every aspect of light-handed regulation (box 9.1). From this evidence base, the Commission has had to assess the effectiveness and efficiency of the regulatory regime, including the merits and the intended (and potentially unanticipated) effects of reform proposals.

Do not delete this return as it gives space between the box and what precedes it.
	Box 9.1
The 2011 review — claim and counter-claim

	The airports contend that the arrangements are working well, 

… [s]tarting from a zero base at the time of privatisation, there is now a network of mature, flexible and mutually beneficial commercial arrangements that have been negotiated between Australia’s major airports and their airline customers. (Australian Airports Association, sub. 18, p. 3)

whereas the airlines argue that outcomes are unreasonable. 
… the current regulatory framework does not strike the appropriate balance between providing incentives for airports to invest in airport infrastructure and ensuring that mechanisms are in place to prevent airports’ unreasonable behaviour and excessive pricing of facilities and services. (‘The Airline Industry’ — Qantas Group, Virgin Blue, Regional Aviation Association of Australia, Board of Airline Representatives Australia, sub. 55, p. 1)
Airport investors consider the arrangements facilitate necessary investment …  

The industry has grown and performed strongly under the current regime as is demonstrated by the strong investment over the 2005–2010 period, with approximately $3 billion invested in infrastructure (e.g. new passenger terminals, runway extensions) at the airports in which Hastings’ funds are invested. (Hastings Funds Management, sub. 33, p. 2)
as does the Government’s Department of Infrastructure and Transport.

… Australia’s major airports have continued to invest in, improve and operate aeronautical infrastructure to meet steady growth in the aviation market. They have been able to finalise negotiations for commercial agreements with the airlines on airport charges notwithstanding the inevitable tensions from time to time. The airports have delivered relatively efficient pricing, high levels of productivity and operational efficiency in international terms … (sub. 43, p. 1)
But, the two regulatory authorities have differing views on future directions.
· The ACCC proposed that aeronautical services be deemed declared to enable airports and airlines ‘to carry on “business as usual”, but with the threat of ACCC arbitration in the case of a dispute’ (sub. 3, p. 3).

· The National Competition Council argues that the ACCC’s proposal bypasses existing protections in Part IIIA (sub. DR87, p. 4), increases the risk of regulatory error, would be problematic for implementation and ‘[t]o so impose regulation by legislative fiat … reduces confidence in the integrity of the National Access Regime’ (sub. 21, p. 15).

	

	


Airports contend that the light-handed framework is working well. Indeed, Adelaide and Perth airports argue that, as monitoring reports have found no indication of misuse of market power on their part, they should be excused from monitoring. In contrast, the airlines consider that airports, including some regional airports, adopt unreasonable ‘take it or leave it’ tactics, with Sydney airport nominated as especially culpable. Other airport users such as car rental firms, land transport operators and logistics companies also take issue with the way that airports approach negotiations on pricing and terms. While consumers and their advocacy groups appear generally ambivalent about airport car parking charges,  the cost of car parking flares periodically as an issue for airport users.
Airport investors (such as QIC Limited, Hastings Funds Management and Industry Funds Management) say the regime provides the necessary foundation for airport infrastructure investments and the Department of Infrastructure and Transport considers light-handed monitoring to be a success.
The ACCC, however, contends that airports should be deemed declared and that monitoring should be terminated (sub. DR125, pp. 3–4). In contrast, the NCC — the agency charged with making declaration recommendations — argues that the ACCC’s case for deemed declaration is flawed, and that such an approach would side-step the checks and balances of the declaration process (sub. DR87, p. 3).
Policy analysis in the presence of conflicting views 

The Commission approaches this review from an economy-wide perspective through an ‘efficiency lens’ (chapter 5). In advanced economies, market failures are normally addressed in an ex post conduct context through general competition laws. Consequently, very few industries are subject to industry-specific regulation. Those industries are typically integrated network infrastructures such as electricity transmission, fixed telecommunications and gas pipelines — which are quite dissimilar to multi-product, stand alone entities like airports. Moreover, Commission consultations with infrastructure investors found that they generally regard airports as a riskier class of assets with greater exposure to shocks than, say, energy infrastructures, involving poles, wires and pipes. 
In an airport context, a case must be made that:

· an airport is using its market power in a way that creates distortions that detract from community welfare (that is, the market failure is policy-relevant)
· a regulatory response is the most appropriate response 
· it is feasible to devise a regulatory response that can address the market failure without imposing costs greater than those arising from leaving the market failure untreated.
All these conditions should be met because the trade-off between imperfect competition and imperfect regulation is heightened by the asymmetric nature of regulatory risk. In essence, while ‘permissive’ regulation can allow income transfers from customers to airports, overly restrictive regulation can distort production, chill investment, and deter risk taking and innovation — which would work against the long-run interests of Australian consumers. These are not just theoretical possibilities — as the Commission noted in 2002 in relation to Australia’s price cap ‘experiment’:
At best, a lack of clarity has promoted strategic behaviour by all parties, increased compliance costs and discouraged commercial negotiation. At worst, the arrangements, which combine elements of incentive and cost-based regulation, have discouraged efficient investment by sending poor price signals both to airport operators and users about the costs of providing aeronautical services and by requiring very detailed regulatory assessment of every investment proposal. (PC 2002a, p. xxxii)

Where an airport has the ability and incentive to misuse market power and chooses to do so, the concern is that airlines will pass on inflated aeronautical charges, resulting in reduced demand for air travel. As noted in chapter 5, this effect is unlikely to be significant because of the minor influence that such charges have on airfares, even after taking account of their relatively greater impact on low‑cost carrier airfares. 
Nevertheless, at the margin, higher prices will have some effect on the demand for air travel or increase the cost faced by airlines’ users, including business travellers and leisure passengers. But overall the evidence indicates that the concerns about aeronautical charges mainly reflect a distributional tussle between airports and airlines, rather than inefficient impacts on the demand for air travel by consumers. While distributional issues involving people are clearly important, it is less clear that battles by corporations over profits have any significant regressive impacts. Moreover, the Commission’s focus is on outcomes for the Australian community as a whole. To this end, it outlined the principles for economically efficient airports in chapter 5 and it is against these principles that chapters 4, 6–8 and 11 have assessed the performance of airports. This has been no easy task because the nature of the evidence received is not readily verifiable.
9.2
How is the light-handed regime performing?

The Commission has focused on whether outcomes under the regime and the processes to achieve them are at least consistent with, or systematically diverge from, efficiency.

Against this background, several indicators suggest that the major airports sector is progressing well. 

· There has been substantial growth in air travel over the last decade, aligned with large reductions in average airfares (chapter 2). Airports have responded without the bottleneck problems that have bedevilled other infrastructure sectors — there has been a large increase in aeronautical investment since the removal of price‑caps in 2002, with new facilities and a projected $9 billion in the pipeline (chapter 6). While airlines raised concerns over the consultation, transparency, timing and efficiency of airport investment, there is little evidence to suggest systemic failure in the delivery of investment; rather the evidence points to the contrary (chapter 6).

· While there are difficulties in benchmarking airports — especially across the small sample of markedly heterogeneous Australian airports — international benchmarking with a sufficiently large sample size can help determine whether Australian airports are atypical in any systematic way. The evidence suggests that across a wide range of measures (such as aeronautical and non-aeronautical revenue per passenger; operating costs, profits and capital expenditure per passenger; and return on capital employed), Australian airports are like many others operating overseas (chapter 4). These comparisons include overseas government-owned airports (appendix C) that lack a commercial focus and that may subsidise aeronautical charges for national ‘tourism’ reasons. 

· Examination of airports pricing and financial information data does not provide evidence of misuse of market power. Airport revenues do not reveal systematic and egregious pricing behaviour. The overall quality ratings for all airports over the last five years are ‘satisfactory’ to ‘good’. From a distributional perspective it is notable that passenger ratings are more favourable than airline ratings. Although airlines are well-informed users of airport services they have an incentive to give low scores for strategic reasons (chapter 7). 
· Commercial negotiation between airports and airlines is maturing slowly, albeit differentially across airports. Because genuine commercial negotiation commenced only after 2002, this process has tended to involve discrete stages, each with a learning curve, from relatively rudimentary ‘conditions of use’ to increasingly sophisticated agreements. Today many agreements include features (for example, service level standards) that were, not very long ago, quite novel. While airlines consider that negotiation is unnecessarily protracted and have concerns about aspects of the approach adopted by some airports, there is little substantive corroborating evidence that there are systemic failures that would justify airlines’ dissatisfaction (chapter 8).

· There are many transport options to access airports including private cars, taxis, rental cars, shuttles and, where available, mass transport such as rail and buses. Australians generally access airports by private car, opting mainly for free kerbside ‘pick up and drop-off’. Beyond that, there are various choices for parking, all subject to a direct relationship between convenience and price. The evidence suggests that airports generally have tended to invest ahead of demand for on-airport car parks and that they charge reasonable access fees for transport providers, including competing off airport carpark operators. However, information about terms and conditions of access is less transparent (chapter 11). 

Little appetite for re-regulation, but there is scope for improvement

Notwithstanding the difficulties of sifting through claims and counter-claims, most participants accept that the current arrangements are an improvement on price caps. Unsurprisingly, the Australian Airports Association (AAA) said:

… the major airport sector has matured significantly under the interim monitoring arrangements. There is now in place an extensive network of commercially negotiated agreements between airports and airlines — agreements that are becoming increasingly refined over time. This outcome is what one would expect to see in any industry characterised by well-informed sellers and equally knowledgeable buyers.
 (sub. 18, p. 16)

And, while airlines’ submissions highlight an imbalance of bargaining power that makes commercial negotiations with airports difficult, they see no basis for supplanting negotiation with heavy-handed regulation:

The airline industry remains committed to a process of constructive engagement between airports and airport users in Australia. While we support improvements to the current regime, there is no interest in re-regulating airport services and pricing, by introducing a requirement for regulatory approval of all changes to pricing. Such re-regulation would only increase costs for all parties and lead to inefficient outcomes. (‘The Airline Industry’, sub. 55, p. 1)

In essence, airports and airlines want to negotiate rather than have prices and terms set externally. However, the analysis in this report highlights some problems with the present regime.
· There are concerns about the efficacy of monitoring as it is presently configured. The information collected does not appear to be used systematically to determine whether a monitored airport should be subject to further scrutiny.
· Assessing the true state of commercial negotiation between airports and their customers is an exercise in sifting through conflicting accounts of the extent to which agreements have been negotiated in accordance with the Pricing Principles and the degree of genuine consultation and exchange of information.
· Governments have appeared reluctant to act in response to the ACCC’s suggestions that some airports may be misusing their market power.  

The question for the Commission is how the current regime can be improved. 
9.3
What remedies exist now?

Before examining the merits or otherwise of changing the regulatory framework, it is instructive to recap the requirements that airports face currently. 

· The Government continues to exert influence over the privatised airports through lease conditions. For instance, it can request an airport to provide plans within 60 days to bring the airport site up to the standard required under its investment obligations (see chapter 3, box 3.1).

· The Airports Act 1996 (Cwlth) prohibits vertical integration of airlines into airports, limits cross-ownership of major airports, and imposes site use obligations and requirements to submit master plans and major development plans. It enables the Government to establish movement restrictions/curfews and provides for monitored airports to forward regulatory accounts to the ACCC.

· Instruments under Part VIIA of the Competition and Consumer Act 2010 (Cwlth) (CCA) empower the ACCC to control the price of regional air services at Sydney airport (not under reference) and monitor the prices, costs and profits related to the supply of aircraft- and passenger-related services and facilities and car parking services.

· Part VIIA of the CCA enables the ACCC to recommend to the relevant (competition) Minister that there be a price investigation of an airport. In fact, the Minister can require the ACCC or other body to conduct an inquiry without such a recommendation.
· Section 46 of Part IV of the CCA prohibits the misuse of market power where a corporation prevents or deters competitors entering into the market. These provisions may be relevant for upstream or downstream services such as car parking services, where an airport operator might impede a competitor from entering the market. 
· Section 155 of the CCA confers a mandatory information-gathering power, which enables the ACCC to require a person to provide information, documents and/or give evidence under oath or by way of affirmation if it has reason to believe that the CCA has been, or may be, contravened. 
· In the event that an airport had an improper ‘understanding’ with a particular airline, or group of airlines, it may be subject to the cartel conduct regime in Part IV of the CCA or the prohibition on anticompetitive agreements in section 45 of the CCA.
· An airport user can initiate an application to the NCC that an airport be declared under Part IIIA of the CCA. If the criteria are satisfied, the Minister may declare access to the relevant services, thereby providing a right to negotiate the terms and conditions of access with resort to arbitration by the ACCC. Alternatively, the Minister can commence an application to the NCC to make a recommendation that a service be declared. 

So many triggers, few shots fired

In relation to the powers to initiate a price inquiry at any time, Perth Airport said:
… the availability of this response represents a credible prospect of intervention/sanction if an airport abused market power. The Minister is open to call an inquiry if and when considered necessary and the outcomes would be expected to inform the Minister on whether any further action was required. (sub. 41, p. 74)
The ACCC has, however, not recommended a Part VIIA inquiry and the relevant Minister has not instructed the ACCC, or any other body, to undertake one. The Board of Airline Representatives of Australia (BARA) considered that this lack of recourse to potential sanctions has sent a signal to airports that behaviour outside the Pricing Principles will be tolerated: 

… the current regime is being rendered largely ineffective because the findings of the ACCC and concerns raised by airlines are not being acted upon by the Australian Government. (sub. 19, p. 40)

· SACL [Sydney Airport Corporation Limited] has now probably progressed to a point where only the imposition of stricter economic regulation is likely to be capable of improving its long term commercial conduct.
· For other price monitored airports, making the probability of being ‘caught and convicted’ of poor commercial conduct high will likely remedy their behaviour without the need to impose stricter price controls. (sub. 19, p. 29)
There have been few Part IIIA access cases for airports.
 Some freight-related services were declared at Melbourne airport (12 months in 1997) and Sydney airport (five years in 2000). Following an application from Virgin Blue, domestic airside services at Sydney airport were declared in 2005 for five years (chapter 3). The NCC reported that no airport user sought to have that declaration renewed:

The declaration of airside services at Sydney Airport expired on 8 December 2010. During the period of declaration one access dispute was raised with the ACCC, although this was resolved commercially and no arbitration was required. No inquiries or applications were received by the Council in relation to declaration of the services for a further period. (sub. 21, p. 9)
Virgin, however, noted that a party wanting to renew the Sydney airport declaration would be required to undertake the declaration process from the beginning. Given the time and cost involved in this process, it observed that it is not surprising that no party sought to have that declaration extended (sub. DR126, p. 6).
At public hearings, the NCC responded to this view:

… [Virgin] could have tested it by putting an application in at any time in the years up to [the declaration’s] expiry. We are, under the statute, required to deal with these matters in six months. That can be extended on one or two occasions if there is specific reason. Six months is a commercially realistic time frame for dealing with these matters in my view. It would be less onerous on a party seeking a renewal or an extension of a matter that has already been dealt with, most of the information is there, most of the arguments are there. (trans., p. 261) 
More generally, Regional Express (sub. DR93, p. 13) argued that the fact that regional operators are not instituting Part IIIA applications should not be taken to mean there are no problems with airport charges. Rather, small airlines and charter operators simply do not have the resources to mount such an application.

While acknowledging that the Part IIIA route can be costly and time consuming, its lack of use, including during the declaration period, is nonetheless noteworthy, particularly given the major airlines’ claims that negotiations themselves can take years (chapter 8). The Minister also has not seen fit to exercise powers to commence a declaration application.
Finding 9.1
Despite complaints from airport users and the public stance on airports taken by the Australian Competition and Consumer Commission (ACCC), existing safeguards have been very little used.

· The ACCC has not called for, nor has the relevant Minister instigated, a price investigation of any airport.

· Since the privatisation of airports, there has only been one application by an airport user to the National Competition Council to have airport services declared. Further, during this time, the relevant Minister has not commenced an application. 
· No user sought to have the declaration of domestic airside services at Sydney extended beyond the December 2010 expiry date.

Fundamental to the effectiveness of the light-handed approach is the threat of sanction for airports that abuse their market power. The availability of potential remedies through the CCA suggests that a credible threat should exist through present avenues. However, rather than respond with direct instruments such as a Part VIIA price inquiry, Governments instead have referred these matters to the Productivity Commission. While the Commission is suited to system-wide reviews from an economy-wide perspective, it is less suited to undertaking forensic evaluations into individual airports’ conduct. 
In its 2006 review, the Commission referred to the need to replace ‘passive’ inaction with ‘determined’ inaction or action (PC 2006). It made recommendations to this effect that were accepted, but ultimately not implemented (see below). The same problems identified in 2006 are present today. 

9.4
The regime would benefit from a credible threat

In its 2006 review, the Commission recommended that the Minister for Infrastructure and Transport be required to draw on the ACCC’s price monitoring reports and other relevant information to publicly indicate each year either that for the period covered by the relevant monitoring reports:

· no further investigation of any airport’s conduct was warranted

· one or more airports be asked to show cause why their conduct should not be subject to detailed scrutiny through a Part VIIA price inquiry, or other appropriate investigative mechanism.

The Commission stressed that any ‘show cause’ threat should only be exercised ‘if an airport has clearly misused its power, and that the consequences of that misuse are significant’ (PC 2006, p. 63). It further emphasised that:

· because the potential for misdiagnosis of misuse of market power is considerable, the possibility of re‑regulation should not come into play unless a prima facie case of inappropriate behaviour has been clearly established

· recognising the potential costs of regulatory intervention, invoking the threat of reregulation for minor indiscretions would be counterproductive
· because airports have to reach agreement with many customers on many issues, and re-regulation would impact on all such negotiations, claims that an airport has seriously misused its market power should be assessed in this wider context.

Notwithstanding this advice, the Government’s draft show cause proposal enabled the transport department to consider complaints or information about an airport provided at any time, by any person. Complaints also could be made in confidence. The proposal essentially was silent on the materiality of the consequences of any misuse of market power, so that issues of little consequence (for instance, minor issues raised by a member of the public) could trigger unwarranted intervention. 

With the global financial crisis occurring at the time, airports indicated that enacting the proposal in that form would add to uncertainty, with likely adverse consequences for investment. The proposal was abandoned. The Government’s aviation white paper observed: 

The Government is sensitive to any potential impact a show cause assessment could have on airports’ ability to attract capital, particularly because of the impact of the global financial crisis on investor confidence and access to finance, now is not the time to introduce this. However, should the ACCC monitoring report or other evidence indicate that an airport warrants further investigation for its pricing behaviour, the Minister retains the discretion to recommend a formal inquiry under the Trade Practices Act. (DITRDLG 2009a, p. 180) 

As the Minister has not seen fit to exercise discretion, the Commission considers it is now timely to revisit determined inaction/action through a show cause concept, but with more tightly defined parameters and roles for those agencies at key decision points. Chief amongst these is to designate the ACCC as the body solely responsible for assessing whether an airport should be asked to show cause. The ACCC is independent and has the requisite skills. Being outside the political process, it would not be subject to pressures, such as public opprobrium for being seen to not deal with constituents’ complaints.

Indeed, the Commission considers that a request to show cause should not be contingent on a complaints-based mechanism at all. Rather, the ACCC could make an assessment based on its interpretation of the price and service quality monitoring data it collects. These long-term data series, which are supplemented annually, should be sufficient to enable the ACCC to nominate an airport to show cause. After all, a show cause request would not be a ‘conviction’ but only an indication that, without an adequate response, the matter might go to ‘trial’. 
BARA also considers that the monitoring reports are sufficient for this purpose: 

The role of the prices monitoring reports is to initially identify any likely issues of concern with each price monitored airport. In doing so, the current reports provide sufficient evidence of emerging issues without requiring each airport operator to provide excessive levels of detail on its prices, revenues, costs and non-price terms and conditions. Evidence to date suggests that the current information is sufficient to identify issues of concern.

BARA, therefore, does not consider that there are any material gaps in the information currently collected by the ACCC for the purposes to which it is put. An important feature of the current regime is that the ACCC also undertakes analysis of the information and provides its opinion of whether abuses of market power are likely to be occurring. (sub. 19, pp. 36–7)

The ACCC itself has noted that monitoring reports can point to misuse of market power, even if monitoring cannot rectify such misuse: 

Although monitoring has gone some way to identifying issues related to the exercise of market power by airports, it has not facilitated the competitive process. (sub. 3, p. 4)

Although monitoring has played a role in problem identification, it is ineffective as a tool to address the problems it identifies. (sub. 3, p. 6)

The ACCC did not propose or endorse a show cause mechanism. It considers that as the benefits of monitoring are unlikely to outweigh the costs, monitoring should be discontinued and replaced by deemed declaration (see below). 

A proposal for a ‘show cause’ mechanism
In its draft report, the Commission proposed a show cause mechanism whereby:
· at the time of publication of its annual monitoring reports, the ACCC could choose to issue a direction that a particular airport show cause why its conduct should not be scrutinised under a Part VIIA price inquiry

· any airport that did not receive a show cause direction would be taken to not warrant closer scrutiny at that time

· if the ACCC were dissatisfied with an airport’s response, it would recommend that the relevant Minister initiate a Part VIIA inquiry to be conducted by the ACCC or other suitably qualified body. 

This process would place a responsibility on the ACCC to be robust in its process, explicit and definitive in its judgment and be prepared to stand by and act on that judgment. This process would improve the focus and quality of the information on which the ACCC would base any decision to recommend proceeding to a Part VIIA inquiry. It would, for example, address concerns that airports have no opportunity to respond to claims of inappropriate conduct (SACL, sub. DR124, p. 17) or that information on which airports’ behaviour is judged is not subject to adequate scrutiny (Adelaide Airport, trans., p. 220; Melbourne Airport, trans., p. 245).
To underpin this proposal, the Commission sees merit in continuing annual price and service quality monitoring (section 9.6). There is a case for moving to biannual or triennial assessments — which might be more appropriate for identifying a pattern of misuse of market power — but this would likely create staffing, resourcing and work flow problems for the ACCC, potentially leading to loss of corporate memory and expertise. 

However, the Commission considers it imperative that a show cause request not be issued solely on the basis of particular outcomes in any one year. Rather, the ACCC should, after drawing on the latest and prior monitoring reports, come to a view that there is prima facie evidence that an airport has, over time, shown a consistent pattern of achieving aeronautical returns in excess of a reasonably expected band of outcomes, having regard to price paths, the quantum and timing of investment and how that bears on quality outcomes, and market conditions such as passenger growth. As data from the existing monitoring program provides a suitable time series from which the ACCC can draw, the availability of information would not be a barrier to the show cause process beginning next year if that was deemed appropriate by Government.
RBB Economics (sub. DR114, p. 13) questioned whether excessive returns were a practical measure for assessing airports’ behaviour, noting the difficulty inherent in identifying efficient prices for a multi-product firm recovering its fixed and common costs across multiple transactions and customers. However, while acknowledging that ‘efficient’ prices might be impractical to determine for any airport, returns in excess of a reasonable band of outcomes represent a practical proxy to indicate misuse of market power (box 9.2).
Do not delete this return as it gives space between the box and what precedes it.
	Box 9.2
What is a reasonably expected band of outcomes?

	Stephen Littlechild (2010a) looked at how various authorities in the United Kingdom define ‘acceptable’ returns. He noted that regulators tend to regard ‘appropriate profits’ as about equal to the cost of capital, whereas competition authorities tended to accept that profits in excess of the cost of capital could be efficient: 
· Regulators — weighted average cost of capital (WACC) of about 7 per cent 

· Mergers and Monopolies Commission — in the range 7–10 per cent real (pre-tax)

· Office of Fair Trading — ‘referrals’ where returns are about 20 per cent real (about three times the regulatory WACC)

· Commerce Commission — ‘not guilty’ at about 10 per cent real, but ‘guilty’ when returns hit about 35 per cent real (about five times regulatory WACC).

	Source: Littlechild (2010a).

	

	


What constitutes acceptable competitive returns can depend on factors such as airports’ investment cycles or whether passenger traffic has exceeded or undershot projections (chapters 5–6). As the Commission noted in 2006:

… price monitoring arrangements must continue to provide for a degree of latitude on outcomes if they are to foster commercial relationships between airports and their customers … (PC 2006, p. xxi)

If the ACCC were not convinced by an airport’s response to a show cause request, it could recommend that the relevant Minister issue terms of reference for a Part VIIA inquiry — to be conducted by the ACCC or other suitably qualified body. The review body would go beyond the monitoring reports and take evidence from, and consult with, the airport operator, its customers and other relevant parties. The review would be guided by the Pricing Principles and in particular, the new principles arising from the Commission’s recommendation in 2006 relating to commercial negotiations. These principles included that negotiation should be conducted in good faith with: information exchange; processes for resolving disputes in a commercial manner; and a reasonable sharing of risks and returns, as agreed between airports and their customers (box 8.1).
Participants’ responses to the show cause proposal
Responses to the show cause proposal centred on the following issues:

· whether such an option was needed (to address market power or provide a credible threat)
· whether it could deliver solutions appropriate to the problem it aims to address
· the added time for a show cause mechanism
· adequacy of information on which show cause is based
· appropriateness of the threshold for show cause

· possible adverse consequences arising from a show cause mechanism.
The Commission also sought participants’ views specifically on whether the ACCC should be responsible for both show cause and any subsequent inquiry.
Show cause needed?

Participants, such as BARA (sub. DR83, p. 1), IATA (sub. DR100, p. 1) and the Department of Infrastructure and Transport (sub. DR117, p. 1), endorsed the proposal, with IATA categorising it as the first step on the road to more effective regulation. Similarly, the NCC observed that the show cause process may enhance the consideration of whether to initiate a price inquiry by requiring a more formal exchange of views between the ACCC and airports, and so reduce the risk of inappropriate regulation (sub. DR87, p. 1).

But some participants argued a show cause mechanism is not needed as there is no evidence of market failure that the option is designed to address and/or there are sufficient credible alternatives (e.g. Melbourne Airport, sub. DR99, p. 4; WAC, sub. DR106, pp. 4, 8; RBB, sub. DR114, pp. 8–9; Hastings, sub. DR118, p. 3; SACL, sub. DR124, p. 3; AAA, sub. DR135, p. 1).
However, while chapters 6 and 7 present the case that, to date, airports have not exhibited a misuse of market power and that airlines have significant countervailing bargaining power, chapter 5 notes that some airports have policy-relevant market power (and thus the potential to misuse that power). Further, section 9.3 has shown that while regulatory options abound, they have yet to be used and this alone raises questions about their credibility as a threat to restrain misuse of market power in the future.

An appropriate response?

Margaret Arblaster (sub. DR102, p. 5), RBB Economics (sub. DR114, p. 10), and Virgin (sub. DR128, p. 5) expressed concern that the show cause process, which might lead to a Part VIIA inquiry, will not deliver the regulatory solutions to the misuse of market power problems it is designed to address. 

Show cause though may lead to a variety of responses, as a Part VIIA inquiry has open to it a range of regulatory solutions, including price freezes, price notification, deemed declaration or price caps (see chapter 3). Accordingly, the regulatory responses ultimately flowing from a show cause mechanism could be tailored to the particular circumstances of misuse of market power.
Added time and adequacy of monitoring information

The Commission’s draft proposal envisaged a show cause mechanism following the ACCC’s final annual monitoring report. Margaret Arblaster (sub. DR102, p. 4; trans., p. 195) and RBB Economics (sub. DR114, p. 13) raised concerns about the time needed to complete the show cause process, with any outcome being far removed in time from when a problem first came to the notice of the regulator. The NCC responded to these concerns with the view that: 

… you need to be very careful to consider all the elements that result from a change such as putting a show cause in. … it might potentially add time but if it improves the regulatory outcome, then you've got to balance a potential increase in time with the improvement. (trans., p. 264) 
Nonetheless, concerns about the timeliness of a show cause process could be partly addressed by incorporating a show cause request in a public draft monitoring report (in a process akin to the Commission’s public inquiry and draft/final report process). This would pull forward the timing of any show cause and its outcome compared to the process proposed in the Commission’s draft report.
Incorporating a show cause request in a draft monitoring report would add some time (in the order of 10 weeks), but it would also embed it in a process designed to improve the quality of regulatory decision making. The Commission considers this time is a worthwhile investment in improving regulatory outcomes.
Some participants, such as Margaret Arblaster (sub. DR102, p. 3) and Virgin (sub. DR126, p. 5), questioned the adequacy of the monitoring information on which show cause will be based. Others, though, such as BARA (sub. 19, p. 5), WAC (sub. DR106, p. 7) and the Department of Infrastructure and Transport (sub. DR117, p. 1) considered the monitoring process is sufficient to deliver the information needed. 

Concerns about the adequacy of information on which show cause outcomes are based can also be addressed by incorporating show cause in a public draft monitoring report process. Doing so would elicit the specific information needed to make or rebut a conclusion about the exercise of market power. A draft report with a show cause request which identified the information and analysis on which that request was based would improve transparency. This approach is consistent with the suggestion from Brisbane Airport:

… for the ACCC to formally consult with airports during the annual review process. This early intervention would enable the ACCC to better understand the background to the ‘numbers on the page’. (sub. DR105, p. 4)

It is also consistent with the Department of Infrastructure and Transport’s position:

… the Department views the ‘show cause’ process as both a chance for the ACCC to follow through on its prima facie evidence while affording airport operators the opportunity to provide their reply before a price inquiry is contemplated. (sub. DR117, p. 2)
The broader issue of the quality of monitoring information and how that information might be made more useful is considered in detail in chapter 10.

Threshold criteria appropriate?
The proposed criteria against which show cause should be assessed were endorsed by most of those who commented on them (e.g. BARA sub. DR83, p. 1; NCC, sub. DR87, p. 1; AAA, sub. DR97, p. 6; WAC, sub. DR106, p. 4; and Hastings Funds Management, sub. DR118, p. 4). The importance of viewing returns over a multi-year period was particularly emphasised. 
In addition, AAA (sub. DR97, p. 6), Hastings Funds Management (sub. DR118, p. 4) and Melbourne Airport (sub. DR99, p. 5) saw value in enshrining the criteria in legislation so as to provide guidance for the regulator and consistency in the application of any show cause mechanism. The Commission sees merit in that suggestion.
Virgin (sub. 126, p. 5) and Qantas (sub. DR136, p. 4) argued that the criteria were too onerous, with Virgin noting that the proposed criteria would allow abuses in any one year which would not breach the ‘sustained’ hurdle. 

However, the proposed criteria essentially represent the same test that the ACCC would need to apply to determine if the monitoring information results warrant a recommendation for the Part VIIA inquiry. As such, the Commission’s proposed criteria are no more or less onerous than those implicitly applying under current arrangements.

Added regulatory risk?
AAA (sub. DR97, p. 6), Melbourne Airport (sub. DR99, p. 5), Hastings Funds Management (sub. DR118, pp. 3–4) and SACL (sub. DR124, p. 4) opposed the show cause proposal on, among other things, the basis that it would increase perceptions of regulatory uncertainty and thus adversely affect their access to funding for new investment.
However, the Commission notes the current monitoring regime already generates regulatory uncertainty, with the ACCC’s public comments on its monitoring report findings effectively subjecting some airports’ to trial by media. 
Setting the Commission’s show cause mechanism within a draft monitoring report (rather than after a final report) would bring forward the airing of ACCC concerns about airport behaviour. So too would it bring forward ACCC views on whether additional action was needed. But that process would provide the procedural fairness of a disciplined forum where:

· such concerns (and the basis for them) would need to be clearly set out
· airports could respond to those concerns and provide evidence to substantiate their position
· all parties would be publicly accountable for their position. 
The Commission expects that the discipline and transparency of such a process would reduce the likelihood of inappropriate market responses to perceptions of regulatory risk.
In addition, having threshold criteria for show cause enshrined in regulation (as noted above) would provide airports (and their investors) with a clear signal on where regulatory intervention would occur. This would allow them to self-assess their performance against those criteria and make changes as appropriate. 
ACCC responsibility for show cause and any subsequent inquiry

Participants had mixed views on whether the ACCC should both issue show cause and conduct any subsequent inquiry. Those representing most major airports (Adelaide Airport, Melbourne Airport, SACL, Brisbane Airport Corporation) and Hastings Funds Management were against it on grounds of likely conflict of interest. Brisbane Airport Corporation’s comments exemplified their views:

BAC contends that it would be difficult for the ACCC not to carry over any preconceived views from the ‘show cause’ into the Part VIIA review. To overcome the potential for implicit or explicit bias the Part VIIA review would be better conducted by another suitably qualified government entity … (sub. DR105, p. 4) 
Others such as the NCC, Regional Express, IATA, WAC and the Department of Infrastructure and Transport accepted that the ACCC had the necessary experience and expertise and that it should not be excluded from being responsible for both show cause and any subsequent inquiry. 

Moreover, any subsequent inquiry would be a public process, subject to the normal checks and balances that that entails, and any ACCC findings and recommendations would still be subject to decision by the relevant competition Minister.

The NCC (sub. DR87, p. 2) and WAC (sub. DR106, p. 8) further noted that the responsibility to initiate an inquiry ultimately rests with the Minister.
On balance, the Commission considers that the ACCC should not be excluded from conducting any subsequent inquiry, and that the responsibility for determining who would do so should remain with the Minister.

The Commission has also taken into consideration participants’ expectations about the conduct and coverage of commercial negotiations. These include the airport industry view expressed by the AAA and airlines — for example, matters that Qantas submitted should be covered under an airport code of conduct (box 9.3). Some of these proposals have been incorporated in the Commission’s recommendations. 
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	Box 9.3
Airports and airlines views on negotiation requirements

	AAA submitted that, in relation to facilitating commercially negotiated outcomes:

(a) airlines and airports should operate primarily under commercial agreements and in a commercial manner, with airport operators and users negotiating the terms and conditions of access to airport services;

(b) airports and airlines should negotiate in good faith, including to agree upon processes for resolving disputes in a commercial manner during the term of agreements;

(c) arrangements should allow for a reasonable sharing of risks and returns between airports and their customers, including those relating to productivity improvements and changes in passenger traffic;

(d) airport charges — including those contained in commercial agreements — should not be set at a level higher than would be justified on the basis of costs, new investment requirements and/or other enhancements to service quality;

(e) non-price terms and conditions are an important component of the agreements between airports and airlines, e.g. the allocation of gates and parking bays, dispute resolution mechanisms and the right of the airport to vary such terms and conditions;

(f) in order to allow commercial arrangements to develop, price monitoring arrangements must provide for a degree of latitude and flexibility in regard to charges, rates of return and other outcomes; and

(g) consultation mechanisms should be established between airports and stakeholders to facilitate the two way provision of information on airport operations and requirements, including users’ reasonable expectations. (sub. 18, p. 11)
Qantas proposed a binding code of conduct for tier 1 and tier 2 airports to cover: 

(a) Regulatory modelling process

(b) Capital expenditure planning and pricing

(c) Definition of aeronautical services

(d) Benefit sharing

(e) The use of precedent leases for commercial airport lease negotiations

(f) Clarification and extension of the application of the ‘line in the sand’ approach to asset valuation

(g) Binding independent dispute resolution. (sub. 52, p. 87)
Qantas further proposed that a less onerous voluntary code of conduct for regional airports should cover (a), (c), (f) and (g) above (sub. 52, p. 87).

	

	


The Commission’s recommendation 9.2 (show cause) goes to matters of misuse of market power, whereas recommendation 9.4 (Part VIIA inquiry) goes more to matters of airport conduct.
Recommendation 9.1
The Australian Competition and Consumer Commission should publicly release a draft monitoring report and, following consultation with the monitored airports in response to that draft report, subsequently publicly release a final monitoring report.
Recommendation 9.2
As part of its monitoring report process, the Australian Competition and Consumer Commission (ACCC) should be able to nominate that an airport show cause why its conduct should not be subject to scrutiny under a Part VIIA price inquiry. Such a nomination should be contained in the draft monitoring report which should present, and set out the basis for, the ACCC’s preliminary findings.
Recommendation 9.3

To nominate an airport to show cause, the Australian Competition and Consumer Commission should form a view that there is prima facie evidence that the airport has, over time, demonstrated a consistent pattern of achieving aeronautical returns in excess of a reasonably expected band of outcomes, having regard to price paths, the quantum and timing of investment and how that bears on quality outcomes and market conditions. These criteria should be included in regulations.
Recommendation 9.4

An airport’s response to the nomination in the draft monitoring report should be made public. Where the Australian Competition and Consumer Commission (ACCC) is satisfied with the airport’s response, the final report shall reflect that and no further action will be taken. Where the ACCC is dissatisfied with that airport’s response to a show cause request, it shall recommend that the relevant competition Minister invokes a Part VIIA inquiry. If the Minister initiates a Part VIIA price inquiry, the review body would draw on the monitoring reports and also take evidence and consult with the airport operator and its customers. In forming a view about an airport’s exercise of market power, the review should examine:
· whether charges for airport services have consistently been set at a level higher than would be justified on the basis of costs, investment requirements and changes to service quality

· how non-price terms and conditions are treated in agreements and how rights to vary such terms are set 

· the extent to which consultation mechanisms allow for the reasonable provision of (two way) information.
The review body must be guided by the ‘Pricing Principles’.
Recommendation 9.5
Assessments of airport behaviour during the next period of price monitoring should continue to be governed by an overarching set of principles. All the current ‘Pricing Principles’ should be retained. 

9.5
Is an arbitration mechanism also needed? 
A show cause request and any consequent inquiry would be an ex post mechanism. As such, it would not resolve ‘live’ disputes directly by addressing the fundamental problem referred to by airlines/airports — that of forming mutually agreed commercial outcomes. 
Agreements generally already provide for disputes to be resolved — typically by escalating disputes up the chain of command and, failing resolution, recourse to mediation and in some cases arbitration. However, these dispute resolution mechanisms relate to issues within contracts. The ACCC’s deemed declaration proposal,
 in part a response to perceived time, uncertainty and cost issues with Part IIIA, would enable access to arbitration during contract formation. As the ACCC noted: 

 … the general provisions of Part IIIA do not present an effective constraint on the behaviour of the airports given the considerable time, costs and uncertainty faced by airlines seeking declaration. (sub. 3, p. 8)

The ACCC considers deemed declaration under Part IIIA to be the most appropriate regulatory option for constraining those airports that exercise market power in the provision of aeronautical services. This approach would encourage the airports to behave as if their activities were carried out in a competitive marketplace. It recognises that each of the major airports operates in a different market, and enables a targeted regulatory response. (sub. 3, p. 21)

The NCC saw little merit in this proposal, and argued: 

[i]t is critically important that regulation of access is predicated on an objective decision maker being satisfied that the declaration criteria are met. If it is not, there is no basis for confidence either that such regulation is likely to enhance competition and efficiency or that access decisions will be made consistently, fairly and with minimal risk of error … if aeronautical services would not satisfy the declaration criteria, then it is hard to see how a deemed declaration would not amount to the promotion of particular interests rather than the promotion of effective competition which is, after all, the fundamental object of Part IIIA … To so impose regulation by legislative fiat … reduces confidence in the integrity of the National Access Regime. (sub. 21, pp. 15–6)

Further, the NCC refuted the ACCC’s claim that deemed declaration is justified because of perceived delays and uncertainty in the declaration process. On the issue of delays, the NCC argued:
… the amended Part IIIA processes (which were designed to reduce delay) are yet untested … [and] to the extent that timeliness in making declaration decision is an issue, this requires a general response rather than the adoption of ad hoc measures to bypass the process in particular cases. (sub. DR87, p. 3) 
On the issue of uncertainty, its response to the draft report reiterated that deemed declaration would side-step the checks and balances of the declaration process, and that:

… rather than increasing regulatory certainty, deeming declaration may indicate that regulation of third party access can more readily be achieved through lobbying and ad hoc interventions than through the mechanisms set out in Part IIIA. In the Council’s view this is likely to reduce the transparency and predictability of such regulation, not enhance it. (sub. DR87, p. 3) 
The NCC also noted that if improving timeliness and certainty of decision making were the objective, then consideration should be given to removing merits review of declaration decisions and relying instead on judicial review (sub. DR87, p. 3).
The Commission has similar reservations to those expressed by the NCC. It further considers that expedited access to arbitration by the ACCC at the contract formation stage could fundamentally undermine light‑handed regulation. It is difficult to conceive how provision for ACCC arbitration would provide both airports and airlines with strong incentives to engage in genuine commercial negotiations. For example, during this inquiry the ACCC’s public comments on airports’ behaviour suggest that one party — the airlines — would have an incentive to expeditiously seek arbitration by the ACCC. As the Commission has noted previously: 

… it seems likely that arbitration would come to be viewed by airlines as the default option, with negotiations increasingly centred in a narrow band around previously arbitrated outcomes. The net effect would therefore be a return to ‘institutionalised’ determination of charges and conditions for airport services, with its attendant costs. (PC 2006, p. xxv)

This view is contested by the ACCC and others (box 9.4). A difficulty with citing a lack of recourse to ACCC arbitrations as evidence of a well functioning regulatory framework is that the previous declarations operated concurrently with commercial agreements, which already had dispute resolution mechanisms. In addition, during that time price caps were imposed and, as such, prices could not be arbitrated. Ready access to arbitration is far more likely to have an impact during those ‘windows’ that arise during the contract formation stage. Hence, the possibility that the ACCC might deconstruct charging and investment proposals using the building blocks approach would provide scope for airlines to get a decision from an umpire predisposed to their point of view.

The ACCC claimed that deemed declaration was a light-handed approach that would in practice result in few disputes being arbitrated by it as such arbitration would be a ‘fallback’ option only (sub. DR125, pp. 4, 8, 10–11). Qantas similarly argued that ACCC arbitration would simply act as a circuit breaker and would not be invoked in the majority of cases (sub. DR128, pp. 2–3).
MAp, which had a portfolio of airports
 across jurisdictions with different regulatory regimes, drew on its experiences to caution that:  

In MAp’s experience it is difficult to see how commercially negotiated deals could survive in the long term if the regulator is easily available and pre-disposed to intervene — and leadership changes can change the regulator’s attitude towards intervention over time. (sub. 22, p. 12)
Stephen Littlechild, though, cast doubt on the relevance for Australian regulatory outcomes of the European experiences to which MAp referred (sub. DR116, p. 3).
Perth Airport (formerly WAC), drawing on Australian experience, was also sceptical of the claim that deemed declaration represented a light-handed approach and would be rarely used. It observed that the ACCC’s view does not accord with experience for declared telecommunication services under Part XIC of the CCA; where there have been 92 ACCC arbitrations of access disputes from 2005-06 to 2009-10 (sub. DR131, p. 10). 

The Commission notes that it is not so long since combative airlines and airports focused on getting the best regulated outcome. Having moved to commercially-focused negotiations with at least some form of constructive engagement, it would seem retrograde to allow a reintroduction of heavy-handed regulation that could displace commercial negotiations and encourage gaming.

Do not delete this return as it gives space between the box and what precedes it.
	Box 9.4
ACCC view on the role of arbitration under deemed declaration

	Proponents of deemed declaration point to the time when the privatised airports were all initially deemed declared for five years. Also cargo handling and domestic airside services were declared for five years at Sydney. Despite the total combined period of declarations, no ACCC arbitrations ever arose.

The ACCC noted that the Productivity Commission had previously expressed the view that an airport-specific arbitration mechanism could ‘come to be viewed by airlines in particular as the default option, effectively leading to a return to heavy-handed determination of charges and conditions for airport services, with all of its attendant costs’ (PC 2006, p. 95). The ACCC countered this view, arguing that experience with Part IIIA suggested that airlines have not seen arbitration as a ‘default option’. The ACCC submitted that:

… it appears that dispute resolution mechanisms have also been successful overseas. Based on the experience in the United States and Canada in energy regulation, and in the United Kingdom (UK) for airport regulation, Littlechild found: 

“… evidence continues to accumulate that parties in a regulatory framework are willing and able to negotiate settlements to the extent that they are allowed to do so. These parties effectively have the ability to trigger regulatory arbitration simply by declining to reach agreement. Nonetheless, they have not in general found it necessary or advantageous to do this”. (Littlechild 2010b, p. 21)

The ACCC has also drawn on Littlechild’s work on Constructive Engagement, as instituted by the UK Civil Aviation Authority, to support its view that: 

… under declaration of aeronautical services, airports and airlines are likely to reach commercially negotiated outcomes in preference to those of a regulator … While Professor Littlechild describes determination by the CAA as a form of regulatory arbitration, the ACCC submission discussed the UK model more broadly in the context of dispute resolution mechanisms. (sub. 66, p. 1)

In sum, the ACCC maintains its view that it is more likely that the threat of arbitration under Part IIIA would create an incentive for parties to negotiate on a commercial basis (sub. 3). This view is echoed by Qantas (sub. 52) and Virgin Australia (sub. 54).

	

	


Arbitration by the ACCC could well become the default option for an airport customer. Notwithstanding that agreements have captured greater complexities over time (such as service levels, dispute resolution, and information exchange) there is a risk that airlines might see it in their interests to have building block parameters examined by regulatory decisions — an arrangement that might, through precedent, lead to a default form of revenue capping, antithetical to commercial negotiation.

Nevertheless, the Commission accepts that ‘best practice’ negotiation occurs at some airports and not others. It considers that faster progress to better practices could be expedited by guidance targeted towards commercial negotiation. As noted (box 9.3), Qantas sought development of a binding code of conduct to facilitate commercial negotiations between Tier 1 and Tier 2 airports and airlines. 

In a similar vein, Virgin proposed that:

… guidelines prepared by the ACCC on the following issues would greatly assist parties in commercial negotiations:

· the valuation of airport assets, including:

· how an initial asset value should be determined;

· how that value should be adjusted over time, including guidance on depreciation rates and whether the asset value should be indexed for inflation;

· the time at which charging should commence for new increments to capacity;

· the allocation of costs between aeronautical and non-aeronautical services and other cost measurement issues; and

· the parameters or methods for estimating the WACC that the ACCC considers would be appropriate. (sub. 54, p. 48)

The Commission considers that these prescriptive proposals are ‘a bridge too far’. An alternative approach might be to develop a voluntary industry code of conduct devised by, and agreed between, airports and their customers to support the Pricing Principles (box 9.5). 
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	Box 9.5
Industry codes of conduct

	There are various types of codes of conduct. Essentially, codes establish ‘acceptable’ boundaries of conduct between the parties but do not dictate particular outcomes — that is, codes establish ‘inputs’ but do not control ‘outputs’.

There are three recognised types of industry code, namely:

· non-prescribed voluntary industry codes of conduct. The ACCC is not involved with the administration, oversight or establishment of specific, non-prescribed voluntary codes, but it has published guidelines for developing an effective voluntary industry code of conduct

· prescribed voluntary industry codes of conduct. These must be established by Government regulation and are voluntary for each corporation that opts in. Currently, there are no prescribed voluntary codes of conduct

· prescribed mandatory industry codes of conduct. These are mandatory for an entire industry and can only be established by Government regulation. There are four mandatory codes in operation: Franchising Code, OilCode, Horticulture Code, and Unit Pricing Code. 

	

	


Such a code could include matters already embodied in the Pricing Principles (for example, good faith negotiation; information exchange; service level agreements; processes for resolving disputes) but also add a degree of mutually accepted specificity. Airlines, in particular, sought greater information disclosure on strategic issues revolving around investment — whether existing assets were being deployed as efficiently as possible and whether improved demand management practices could delay new investment — and processes to facilitate agreement on effective service level agreements with airports. In relation to service level agreements, while Qantas favoured financial penalties akin to the model used in the United Kingdom, it also noted that:
… great benefit could still be derived by enshrining the concept of formal Service Level Agreements (SLAs) between airlines and airport operators for the provision of terminal and infrastructure related services. This could be achieved by the Government including in its Pricing Principles a provision that airports and airlines were expected to conclude SLAs as part of the commercial negotiation process. Qantas is a strong supporter of the need for SLAs and has negotiated limited SLAs with a number of major Australian airports. The presence of an agreed SLA, particularly where there are remedies if service levels are not met, provides a commercial imperative in addition to the airports desire to provide a high level of service. (sub. 77, p. 3)
Ideally more embracing Pricing Principles or a code could become ‘model negotiation and agreement making guidelines’. 

Strengthening the Pricing Principles would have the added benefit that the Principles would play a key role in any Part VIIA price inquiry triggered under the draft show cause process. Behaviour in contravention of the Principles would likely be viewed unfavourably, which would give the Principles more ex ante ‘teeth’.
The Commission sought participants’ comments on whether additional guidelines were needed to improve the Pricing Principles.

Some participants, such as the Department of Infrastructure and Transport (sub. DR117, p. 2), Regional Express (sub. DR93, p. 15) and Qantas (sub. DR132, p. 6) believed the pricing principles could be enhanced to improve the conduct of commercial negotiations. Regional Express, for example, suggested expanding the areas to which the principles apply to include other items, such as hanger rent, while Qantas suggested expanding guidance to include areas such as the aeronautical versus non‑aeronautical split.

The major airports (Melbourne Airport, sub. DR99, p. 10; Brisbane Airport Corporation, sub. DR105, p. 5; WAC, sub. DR106, p. 9; SACL, sub DR124, p. 9; AAA, sub. DR97, pp. 7–8) and Hastings Funds Management (sub. DR118, p. 5) opposed additional guidelines. They argued that as market failure has not been shown, and negotiated agreements are widespread and long term, there is thus no need to impose further guidelines to assist commercial negotiations.

These responses (coupled with the Commission’s findings in chapter 8) suggest there is currently no compelling case for added guidelines to improve the Pricing Principles for negotiations at major airports, although the option should remain for parties to voluntarily develop guidelines to address individual circumstances.
Submissions from regional interests representing airlines and airports (ALGA, sub. DR90, p. 1; Parkes Shire Council, sub. DR92, p. 1; and the RAAA, sub. DR115, p. 6), however, generally saw benefit in developing some form of pricing principles for regional airports. The City of Greater Geraldton presented a different view. It noted that as the circumstances of regional airports differ so much from the major airports, the usefulness of the Pricing Principles to regional airports (and, by extension, of additional guidelines) was questionable (sub. DR111, p. 29). (The issue of whether Pricing Principles should be extended to regionals is addressed in chapter 13).
The Commission stresses that, in the event that the parties could not agree to any voluntary code or additional guidelines, mandating these should not be contemplated. It would be unfortunate if a code or guidelines developed in a way that, for instance, unduly constrained the range of outcomes and stymied innovation.
Other reform proposals 

The show cause recommendations 9.2 to 9.4 aim to address a weakness in the light‑handed monitoring arrangements. The Commission considers that rectifying this should secure the workable future economic regulation of airports. 
Reform proposals proffered by participants ranged from the abolition of monitoring, through to mandatory codes of conduct and access to arbitration (box 9.6). Many proposals were couched ostensibly as adjuncts to light-handed regulation that would operate in conjunction with the ACCC’s deemed declaration proposal. In reality, some of these proposals were tantamount to heavy-handed regulation. 
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	Box 9.6
Range of options

	Options range from no regulation (1) to price regulation (10). Commercial negotiation is most prominent, and least ‘balanced’, at Option 1, but has almost no role by Option 10. Options in between change the power balance in negotiations.
1. Terminate the price and quality monitoring regime

2. Replace monitoring with self-reporting by airports — the tier 2 monitoring model

3. The status quo

4. The status quo underpinned by a voluntary code of conduct

5. The status quo with a more credible threat of sanction for abuses of market power

6. Legislative requirement that commercial negotiations during the ‘contract formation’ stage provide for a dispute resolution mechanism where the parties agree to either (a) private commercial arbitration, or (b) ACCC arbitration

7. Commercial negotiation conducted according to a mandatory code of conduct

8. Deem airports covered under Part IIIA, thereby making ACCC arbitration available at contract formation stage

9. Regulatory specification of modelling processes; revenue capping by setting the WACC, asset betas, market risk premiums; re-specification of aeronautical services

10. Price regulation such as:

· (a) price caps, or (b) price notification 

11. Part VIIA price inquiry into an airport or airports. As the Government has stated:
… should the ACCC monitoring or other evidence indicate that an airport warrants further investigation for its pricing behaviour, the Minister retains the discretion to recommend a formal inquiry under the Trade Practices Act. (DITRDLG 2009a)

Options 1 and 2 effectively end the monitoring regime. Option 3 was found by the Commission in 2006 to require strengthening, so it proposed Option 5, which was not implemented. Option 4 codifies expected behaviours but, on its own, lacks ‘teeth’. Option 6 operates at the contract formation stage. Option 7 is a stronger, prescriptive version of Option 4. Option 8 is similar to Option 6(b). Option 9 was couched as matters that might be covered in a mandatory code of conduct — it would essentially be heavy-handed revenue capping. Option 10 has been shown to have a high risk of regulatory failure (PC 2002a). It was not supported by any stakeholders. Option 11 need not be stand alone and could arise in conjunction with other options.

	

	


Under all of the options considered in box 9.6, the requirements of the airports’ leases, as well as Parts IIIA, VIIA and the general competition provisions of the CCA, would continue to apply. 

The Commission is satisfied that a show cause mechanism will achieve the necessary balance to help further commercial negotiation. It agrees with BARA (sub. 19), that having such a system will condition how an airport — the entity that typically, but not always, has the upper hand — approaches negotiations. In making decisions, airport management would need to reflect on the (cumulative) probabilities of the:

· ACCC, after the show cause process, determining that an airport operator had abused its market power

· Government acting on a subsequent ACCC recommendation for a Part VIIA inquiry
· Government acting on the findings of the subsequent review, including introducing stricter controls.

This is demonstrated in the regulatory enforcement pyramid (figure 9.1). The strength of the implied threat comes from the top of the pyramid. While the show cause mechanism has in essence always been there since 2002, its activation potentially looms large under the Commission’s proposal — ‘passive inaction’ would no longer be an option. It is not appropriate for the Commission to speculate about what the particular outcomes of any Part VIIA inquiry would be, but possibilities include:

· continuation of the status quo

· deemed declaration of the airport

· price notification

· price controls.

And, if the ACCC and relevant Minister fail to act and an airport customer is sufficiently aggrieved, it could always initiate a Part IIIA declaration application to attempt to achieve a similar outcome.  

Figure 9.1
Proposed regulatory enforcement pyramid for airports
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A risk with the show cause process is that it could erode the likelihood of airports and airlines agreeing to their own dispute resolution mechanism, including binding arbitration. For example, an airport would be reluctant to submit to such an arrangement if it was also exposed to a show cause process which could lead to an outcome of arbitration by the regulator (particularly where the ACCC’s public comments about airport behaviour throughout this review suggest it has a predisposed view). Given the value of dispute resolution mechanisms in assisting commercial negotiations noted by airports and airlines (AAA, sub. 18, pp. 11, 14; IATA, sub. DR100, p. 2; Virgin, sub. DR126, p. 3), this is a risk to avoid.

To address this issue, Stephen Littlechild suggested an airport should be able to opt out of the show cause process if it voluntarily committed itself to adopting an independent dispute resolution mechanism:

… neither assessment and investigation by the ACCC, nor deemed declaration, would be necessary or appropriate for a major airport that voluntarily agreed [to binding independent arbitration] with its airlines. Indeed, the [Productivity] Commission might deem it sufficient for an airport unilaterally to declare that it would be willing to enter into such an agreement with its airlines, provided there was evidence that such an offer was made in good faith. (sub. DR123, p. 2)
The Commission sees considerable merit in this option, where an airport that offers independent dispute resolution during contract formation would not be subject to the show cause process.
Airlines would benefit from such an arrangement because it directly addresses their concerns about the potential for misuse of market power at the contract formation stage and obviates the need for an ex-post show cause process. As Virgin, for example, noted:

… an incentive is needed to encourage airports to negotiate commercially in relation to the supply of these services. Virgin Australia believes that the best way to retain the efficiency and flexibility of commercial negotiation whilst providing an incentive for airports to negotiate is to provide for a ‘circuit breaker’ where a party would have the option of referring a matter to independent arbitration if the parties could not agree commercially. (sub. DR126, p. 3)

This approach would also address the ACCC’s concerns about the undue exercise of market power by airports in commercial negotiations:

… the existence of a credible ability to seek arbitration would balance the bargaining power of the parties. It would encourage, not inhibit the development of commercial relationships between the airports and their customers. (ACCC, sub. DR125, p. 4)

The price and quality monitoring regime would, however, continue, as this would still serve the function of providing ongoing information about the behaviour of airports.

In practical terms, any offer from the airport to submit to binding dispute resolution would need to be unilateral rather than through bilateral or multilateral agreement with airlines, otherwise one airline could ‘hold out’ to ensure the airport remained covered under the show cause regime. 
However, for an airport to not be subject to the show cause process, its unilateral dispute resolution offer would need to be ‘approved’ as genuine (figure 9.2).
The Commission proposes that a price monitored airport could lodge with, and seek approval from, the Minister for Infrastructure and Transport for a standing default arrangement under which it would agree to enter into binding independent arbitration if it and an airline were unable to agree to terms and conditions. That ‘default’ would not preclude the parties themselves from agreeing to a different, better tailored, dispute resolution approach.
Figure 9.2
Monitoring, ‘show cause’ and dispute resolution
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The default arrangement could draw on existing alternative dispute resolution models, established commercial practice and recognised bodies to assist parties — such as nomination by, and use of, the Institute of Arbitrators and Mediators or the Australian Commercial Dispute Centre (AAA, sub. 18, pp. 54–5; sub. DR135, p. 2).
To approve an exception from show cause, the Minister need only be satisfied that the offered binding independent dispute resolution arrangement:
· is available to any airline seeking to enter into a contract with airports; other infrequent user airlines that wished to avoid the transactions costs of contracting would be subject to airports’ standard conditions of use

· operates during the contract formation stage 

· at no point prevents parties from reaching agreement themselves, that is, it

· includes provision for escalation of disputes to Chief Executive Officers and, if unresolved, to independent mediation and ultimately arbitration

· provides scope to refer technical matters (such as price escalation methodologies) to expert determination and mediation, rather than immediate arbitration.

The show cause process would not apply as long as an ‘approved’ dispute resolution mechanism operated. As noted, monitoring would continue and none of this would preclude an airport customer from seeking declaration of an airport service, nor constrain the relevant Minister from instigating a Part VIIA inquiry through the general channels.
This show cause model may provide some impetus for a transition to greater use of independent dispute resolution. Looking to the future economic regulation of the monitored airports, if the airports and airlines were to have dispute resolution in place, (Tier 1) price and quality of service monitoring by the regulator could become redundant — a point implicitly acknowledged by the ACCC (sub. 3, p. 6).
This raises the issue of whether there are public interest considerations such that ACCC arbitration would be more appropriate than any alternative.
Should public interest considerations determine who arbitrates?

In the airports arena, there are already several ‘levers’ to protect the public interest in addition to the provisions of the CCA. For example, airport master plans cover environmental and planning requirements (including community consultations), airport leases guarantee airline access to airports and specify continuing investment (and hence, quality), and the Airports Act prohibits vertical integration of airlines into airports and limits cross-ownership of major airports that otherwise could lead to behaviour that could damage competition.
The threat of sanction for misuse of market power aims to condition behaviour ex post, whereas third‑party dispute resolution is an ex ante measure. Independent arbitration provides an incentive for commercial agreement because both parties face risks — if arbitration is a ‘black box’ it will encourage both parties to use it only as a last resort. Arbitration in this respect puts both parties on an even footing.
If the arbitrator is also the regulator, it typically would consider broader public interest criteria. While the aim might be consistent with efficient outcomes, this could expand the scope of arbitration and have the effect of reducing the proportion of the agreement reached through commercial negotiation (expressly promoted by the Pricing Principles). Given the weight that airports and airlines would attach to the regulator’s decisions, its arbitrations would likely set precedent. To the extent that the arbitrated outcome becomes the new benchmark, the likelihood of one side preferring arbitration over continued commercial negotiation increases. This could amount to ‘shadow’ price‑setting that not only detracts from the ability to negotiate tailored outcomes but also discourages innovation in agreements.
Indeed, the Commission notes that commercial agreements are now primarily about price paths arising from new investment. This has strong parallels with the earlier price cap era in which the regulator had to form a view about price increases that arose from necessary new investment. Hence, deemed declaration could be far more intrusive than implied by the ACCC’s characterisation of deemed declaration as ‘business as usual’ with arbitration only in rare cases.

Independent commercial arbitration can be confined in both coverage (such as the passenger forecast) and factors to take into account (for example, a pricing principle). Further, as it is in‑camera and non‑precedential, the impact of decisions is confined to the parties. Commercial arbitration can thus neutralise market power, without the added cost that precedent set under arbitration by the regulator could introduce.

Residual public interest concerns — arising from the possibility that an airport and airline might collude to reduce competition and harm consumers — could be dealt with through the collusive conduct provisions of the CCA. These provisions are a genuine threat, as evidenced by the recent case against airlines (Qantas included) for price fixing in the air cargo industry, which has resulted in total penalties of $52 million against cartel participants (ACCC 2011b).

Recommendation 9.6

Where an airport includes recourse to an approved binding independent dispute resolution mechanism as part of its contract formation process, it should not be subject to the show cause mechanism. To be eligible for this exception, the airport’s default binding dispute resolution mechanism must be approved by the Minister. The approved binding dispute resolution mechanism would not preclude the airport and its negotiating partner from subsequently agreeing to their own independent dispute resolution mechanism.

Recommendation 9.7
An airport-specific arbitration regime activated by deemed declaration of airport services under Part IIIA should not be introduced. Similarly, mandatory codes of conduct and mandatory guidelines to specify matters such as, the allocation of costs to aeronautical and non-aeronautical purposes and building block parameters, should not be introduced.

9.6
Future role for price and quality monitoring?
As noted, the ACCC contends that price monitoring is ineffective as a tool to address the problems it identifies and that ‘In recognition of the costs it imposes, there is little justification for its continuation’ (sub. 3, p. 6).
The Commission’s view is that ACCC price and quality monitoring is fundamental to providing the information base necessary to establish whether there is a prima facie case of misuse of market power.
 In essence, with an effective show cause mechanism in place, having a robust and consistent time series of relevant data would be a critical informational foundation. Without continuation of such evidence gathering, any show cause mechanism would have to be triggered solely through a complaints-based process — an arrangement that the Commission considers would be undesirable, particularly given the problems with the Government’s previous attempts to devise a complaints-based show cause mechanism (see section 9.4). As such, the Commission considers the monitoring program should continue.
However, information from airlines and the AAA (chapter 5) provide evidence that Adelaide airport does not exercise policy-relevant market power. Accordingly, the Commission considers there is no compelling reason for Adelaide airport to be subject to formal price and quality of service monitoring and that Adelaide should adopt Tier 2 self-administered monitoring arrangements.
For those airports which remain subject to monitoring, a key question is whether the underpinning price and quality monitoring data might be improved in a way that does not cause ‘breaks in data series’ that would diminish the value of earlier data collections and hence the capacity to identify a persistent misuse of market power. This question is discussed in chapter 10. 
Recommendation 9.8
There should be a further period of price and quality of service monitoring at Australia’s major airports when the current arrangements end in June 2013. The new arrangements should continue to apply to Brisbane, Melbourne, Perth and Sydney airports until June 2020 and be subject to a review in June 2018. 
� 	The AAA added that monitoring arrangements have been successful at recreating what Darryl Biggar describes as: ‘the long-term contract that the parties would have agreed to if they could have negotiated costlessly prior to making any sunk investments’ (sub. 1, p. 3).


�  Some parties expressed frustration that lease conditions were not public documents.


�  On 27 September 2011, the Board of Airline Representatives made two applications for the declaration of services provided by jet fuel supply infrastructure at Sydney airport (NCC 2011). Although these services are provided at the airport, they are not services controlled by SACL.


�  Price notification for regional services (including those operated by Rex Express) applies at Sydney airport (ACCC 2010c).


�  The Commission notes that the Part VIIA framework for prices surveillance has not been comprehensively examined since the 2001 Commission review of the Prices Surveillance Act 1983.


� 	According to the ACCC, ‘[a]eronautical services, for the purpose of declaration, could be defined as services, provided by an airport, that are being used for the operation and maintenance of civil aviation services. Deemed declaration could be effected by an amendment to the Airports Act to deem aeronautical services provided at major airports to be declared services for the purposes of Part IIIA. Such a deeming provision was previously included in the Airports Act under s. 192 … [which] was repealed following a decision that airports should be subject to the general provisions of Part IIIA …’ (sub. 3, p. 21).


	The NCC argued that, ‘[l]eaving aside the distinction between a service and the facility by which a service is provided, the definition suggested by the ACCC may describe the ‘minimum bundle of assets required to provide the relevant services’ [The Tribunal in Sydney Airport No 1 found that, in practical terms, the whole of the airport constituted the relevant facility within the meaning of Part IIIA] or it may be under- or over-inclusive. Adopting a definition developed for one purpose and applying it in a different context does not provide a basis for confidence. Defining the minimum bundle of assets necessary to provide a service is commonly a matter of some debate in submissions to the Council or before the Tribunal. A deemed declaration has a greater risk of regulatory error because it limits the ability of interested parties to inform the declaration process.’ (sub. 21, p. 16)


� 	Airport companies in which MAp had significant investments are: Bristol, Birmingham, Sydney, Aeroporti di Roma (Rome Fiumicino and Rome Ciampino), Brussels, and Copenhagen. It has had smaller investments in airports in Japan and Mexico, and evaluated potential investments in other airports in Europe, US, Asia and Australia (sub. 22, p. 4).


�  Should the airport in future no longer qualify for an exception to the show cause process, continued monitoring would ensure a time series was available to support a show cause request by the ACCC.


�	The Commission accepts the ACCC’s view that under a deemed declaration model, price and service quality monitoring would be redundant.





	214
	Economic regulation of airport services
	


	
	Options for 
future airport regulation
	179



_1384860963.vsd
General competition provisions in Competition and Consumer Act 2010



_1384937188.vsd
�

�

ACCC receives monitoring data  from airports


ACCC releases public draft  monitoring report


Airport/s respond to draft report, public submissions available online


ACCC  releases  public final report, with airport responses  as  attachments


If satisfied with airport response, no further action


If not satisfied, ACCC recommends Minister initiate Part VIIA inquiry


September


February


April


June


ACCC ACTION


TIMEFRAME


AIRPORT ACTION


Airport proposes independent  dispute resolution for contract  formation to Minister


If Minister agrees, airport subject to monitoring but not show cause process


No further action for airports with  independent dispute resolution


Draft monitoring report requests airports of concern to ‘show cause’



