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1. Introduction

This submission presents the response of the Board of Airline Representatives
of Australia (BARA) to the Productivity Commission’s Draft Report on Price
Regulation of Airport Services.

BARA is deeply disappointed in the Draft Report.  BARA is concerned that
the Productivity Commission (the Commission) has failed to establish that its
draft recommendations would promote economically efficient outcomes
relative to the status quo.  If implemented, the Commission’s draft
recommendations would result in significantly higher airfares, delivering
poor outcomes for the travelling public, Australian business dependent on
airline travel and the Australian tourist industry.

International and domestic airlines have been under significant pressure for
some time with falling yields and increasing costs.  This pressure has
increased substantially as a result of the recent events in the United States.
Airlines and the aviation industry more broadly are experiencing significant
turmoil.  Passenger travel throughout the world has declined sharply.  The
current tumultuous period is likely to continue for some time as the
consequences of the terrorist acts in the United States unfold.

BARA is concerned that the behaviour of airlines in disputing increases in
airport charges are dismissed by the Commission as squabbles over surplus.
This is an over simplification.  Aeronautical charges can have important
consequences for passenger numbers, airline schedules and fleet viability.
The recent demise of two domestic airlines comprising between 30 and 40 per
cent of the market is evidence that airline costs can have real and significant
consequences.

In the current environment the short and long term implications of the
Commission’s draft recommendations are highly uncertain.  Potentially the
Commission’s draft recommendations, if implemented, could worsen a fragile
situation to the detriment of the aviation industry and the travelling public
more broadly.  BARA urges the Commission to reassess the likely
consequences of its recommendations in light of the current situation in the
world aviation industry.  In BARA’s view this is not the time for radical
changes to airport price regulation.

BARA is also concerned that the Commission has accepted many of the
assertions made by airports without subjecting them to sufficient scrutiny.
Examples include allegations of ‘cross subsidies’ between non-aeronautical
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and aeronautical services, regulatory ‘gaming’ and that current aeronautical
prices are insufficient to justify new investment.  BARA expected that the
Commission would subject claims made by all participants to the inquiry to
rigorous scrutiny.  This does not seem to have been the case.

BARA is also concerned by the Commission’s failure to provide details of one
of its key recommendations – price monitoring for a small subset of airports.
The crucial element of the Commission’s proposal is the development of ‘clear
criteria’ against which airport – and airline – performance is to be judged, in
order to decide whether or not to re-regulate.  The Commission admits that
developing such criteria would be difficult.  However, although it appears
that the Commission has been considering price monitoring as a policy option
for some time, no criteria have been suggested.  The first time that
participants will be able to comment on the Commission’s ideas on the criteria
will be once the final report has been released.  This is too late and
unacceptable to BARA as it is likely to be to most participants in the Inquiry.

Since the Commission expressed a ‘strong preference’ for price monitoring,
the Commission has an obligation to indicate how it would work and how it
would deliver better outcomes over the status quo.  Inquiry participants have
been denied the chance of commenting on the Commission’s thinking in this
regard.  In BARA’s view, this reduction in transparency and the limitations on
debate are unacceptable.  BARA requests that the Commission separately
publish its draft views on this topic, to provide participants with an
opportunity to respond.

BARA is pleased that the Commission has included an alternative regulatory
solution in its draft report: a slightly modified version of the current price cap
arrangements.  Without further evidence to the contrary BARA is of the
strong view this approach will promote more efficient outcomes.

2. Commission’s economic framework and
analysis

In BARA’s view the Commission, in its draft report, has not adequately:

� analysed the economic efficiency implications of monopoly pricing of
airport services;
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� analysed the likely effects of monopoly pricing on the level of prices
for airport services;

� analysed the economic efficiency implications of dual till pricing; and

� characterised the features of efficient airport pricing.

The Commission appears to have based a number of its draft findings on an
economic framework of expected airport pricing behaviour under various
forms of regulation (including no regulation).  Reliance on such a framework
is understandable given the lack of empirical benchmarks to assess either the
implications of monopoly pricing of airport services or the likely
consequences of the Commission’s draft recommendations.  Unfortunately
however, the Commission, in its draft report, has not clearly specified the
economic framework that underpins much of its analysis.  This limits the
extent to which a key underpinning of the Commission’s draft
recommendations can be assessed.  BARA encourages the Commission to
more clearly set out its economic framework so it can be subject to review and
comment.

BARA’s concerns with the Commission’s economic framework fall into two
groups.  First, it appears that the Commission’s framework has not fully
captured the demand and supply characteristics of airports.  Second, the
Commission has overlooked issues that affect the efficiency implications of
monopoly pricing of airport services.

Demand and supply characteristics of airports

As noted by the Commission, uncongested airports have three significant
characteristics.  Specifically uncongested airports:

� incur high fixed costs and low variable costs in providing aeronautical
and non-aeronautical services;

� reap economies of scope in providing both aeronautical and non-
aeronautical services; and

� face strong interdependencies in demand between aeronautical and
non-aeronautical services.

Although the Commission recognises these characteristics, it does not appear
to have analysed their joint effects on airport pricing.  In BARA’s view this is



Submission in response to the Productivity Commission’s Draft Report on
Price Regulation of Airport Services

October 2001 4

an important oversight.  The efficient approach to pricing and the
implications of the use of monopoly power must be analysed considering
each of these factors simultaneously.  It does not appear that the Commission
has undertaken this analysis.

An example may assist in demonstrating the need to consider all the factors
simultaneously.

Interdependencies in demand and economies of scope

A significant proportion of the costs of providing airport services are not
directly attributable to the provision of one service or another.  Specifically,
there are significant costs that are common to the provision of aeronautical
and non-aeronautical services.  These include the costs of roads servicing
terminals and car parks, common areas in terminals, utilities such as air
conditioning and lighting servicing the terminals, the costs of airport security
that serves retail and aeronautical activities, and so on.

The Commission appears to recognise this where it states:

Economic efficiency generally requires that prices should reflect marginal costs.
However, as airports have natural monopoly characteristics and substantial
common costs, pricing at marginal cost is not feasible.  A desirable objective in
this situation is to price to recover average costs but in a way that has the least
efficiency reducing effect.  A standard economic solution in multi-product firms
has been to implement ‘Ramsey pricing’, where the setting of prices reflects the
inverse of the demand elasticity for the good or service.  Thus, the less price
responsive the demand for the good or service is to price changes, the higher the
price.1

As recognised by the Commission in the presence of common costs, pricing
each service at its own incremental or marginal cost will not provide sufficient
revenue to recover the airport’s common costs.  Pricing to recover common
costs necessarily involves increasing the prices of one or all services above
their marginal costs.  These departures from marginal cost necessarily result
in reductions in economic welfare (efficiency losses).

                                                

1 Productivity Commission, Price Regulation of Airport Services Draft Report, August 2001,
p.238.
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However, it appears that the Commission has not recognised that efficient
pricing in the presence of common costs differs significantly when there are
complementarities in the demands for the services (as is the case for
aeronautical and non-aeronautical services provided at airports).  As noted by
Crew and Kleindorfer in relation to the inverse elasticity rule (referred to by the
Commission in the above quote):

This intuitive and important result holds so long as the demand for each product
is independent.  Where demands are interdependent, some modifications are
required to this rule.2

The findings from the economic literature on Ramsey pricing in the presence
of interdependent demands indicates that efficient pricing can involve pricing
one of the services at or below its marginal or incremental cost. That is all the
common costs are allocated to the other services.  This is most likely to be the
case where the interdependencies in demand are strong (as in the case of
aeronautical and non-aeronautical services) and where the complementary
services (non-aeronautical services) provide for a large share of total revenue
(as is also the case with the major Australian airports).3

It appears that the Commission has analysed efficient pricing in the presence
of common costs and interdependencies in demand separately.  For instance,
in the analysis in Appendix C titled The effect of non-aeronautical profits on
aeronautical charges, the Commission has analysed some of the economic
consequences of interdependent demands using a framework that does not
include common costs.  BARA contends that the implications drawn by the
Commission would be significantly different if the analysis was extended to
incorporate common costs.  This is necessary in order to fully capture the
economic characteristics of airports in Australia and to characterise efficient
airport pricing.

Further failing to extend the analysis in this fashion is likely to result in an
underestimation of the economic efficiency losses from the monopoly pricing
of aeronautical services.  If there are departures from marginal cost pricing in
non-aeronautical services as a result of economies of scope or economies of
scale for instance, the efficiency loss from monopoly pricing of aeronautical

                                                

2  Crew, M. and Kleindorfer, R. The Economics of Public Utility Regulation, Macmillan Press,
1986, p.18.

3 For details and exposition of these results see ibid. Chapter 2.
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services consists of two parts.  First, by increasing the price of aeronautical
services monopoly pricing will reduce air travel below the socially optimal
level.  Second, the flow on effects to non-aeronautical services will further
reduce the consumption on non-aeronautical services below their efficient
level.4  This result holds independently of whether of not the airport has any
market power in the provision of non-aeronautical services and
independently of whether or not it achieves locational rents from providing
non-aeronautical services.

The Commission does not appears to have recognised the second of these
efficiency costs.  Extending the Commission’s analysis to jointly consider the
implications of interdependent demands and common costs should reveal
this.

Other efficiency issues overlooked by the Commission

The Commission’s economic analysis also seems to overlook other potentially
important efficiency issues.

For example, the Commission seems to have overlooked the consequences of
the diverse ownership of airports within Australia.  Traditional monopoly
analysis (as applied by the Commission) will underestimate the actual
efficiency loss where two or more independent monopolies provide services
within the same production chain.  In an unregulated environment each
airport will set prices for aeronautical services largely independently of the
other airports.  This raises the problem of double marginalisation.  The
problem of double marginalisation has been analysed in the literature on the
structural separation of monopolies.  As noted by King and Maddock:

Vertical separation of an integrated monopolist thus has the potential to
considerably raise the final price to consumers, …

                                                

4 The two sources of economic loss from departures from marginal cost pricing in the
presence of interdependent demands is also recognised in the literature on the economic
welfare effects of taxation.  For example see Harberger, A.C. “Three Basic Postulates for
Applied Welfare Economics”, Journal of Economic Literature, Vol. IX, No.3, September 1971, pp.
785-797, reprinted in Harberger, A.C. Taxation and Welfare, University of Chicago Press, 1974.
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Significant social losses can result from splitting a monopoly into two
sequential monopolies. 5

The intuition is that two separate monopolies in a production chain will
individually set monopoly prices without taking into account the impact of
their individual actions on the other monopoly firm.  As a result, loosely
speaking the outcome is one monopoly price on top of the other.  The price
increase and efficiency loss will be greater than in the case of an integrated
monopoly.

Airlines face an independent monopoly at each end of most flights.  In the
absence of effective regulation, each airport will monopoly price on top of
each other.  This will result in higher prices and larger efficiency loses than if
the airports had the same owner.

By overlooking this problem, the Commission may have significantly
underestimated the efficiency losses from monopoly pricing of airports.

A way forward

Probably the most effective and transparent way in which the Commission
could develop a more rigorous foundation upon which to base its
recommendations is to develop an economic model of airport pricing
behaviour.  Such a modelling exercise would enable the Commission to
characterise efficient pricing of airport services and determine the
implications for prices, investment and economic efficiency of departures
from the efficient prices (such as monopoly pricing and dual till).  Given the
complexity of the economic characteristics of airports and the lack of
empirical benchmarks to assess the Commission’s findings, such a modelling
approach seems the most sensible and rigorous approach to push the debate
forward.  It will also open the Commission’s analysis to review and comment.

                                                

5 King, S. and R. Maddock, Unlocking the Infrastructure, The Reform of Public Utilities in
Australia, Allen and Unwin, Sydney, 1996, p.91
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3. Price discrimination

It appears that the Commission, in its draft report, considers the adverse
consequences of the monopoly pricing of airport services will be reduced by
the scope for price discrimination by both airports and airlines.  The
Commission concludes:

The ability of airlines to discriminate in pricing in a quite sophisticated manner,
coupled with aircraft weight-based charges levied at most airports, and low entry
prices for marginal flights and new airlines, may reduce the efficiency impact of
airport charges set above marginal cost, whether of not these charges are set
above efficient cost-recovery levels.6

In considering the implications of price discrimination by airlines on the
efficiency cost of monopoly pricing by airports, it must be recognised, as the
Commission has done in its draft report, that airports face a derived demand
for airport services.  The implications of this are twofold.

First, the more efficiently airlines can price discriminate, the more an
unconstrained airport will increase airport charges and the greater will be the
increase in airfares.  To see this say, for the purposes of demonstration, that
airlines can perfectly price discriminate at the margin.  As a result, at the
margin, an increase in airport charges can be passed on to consumers with no
affect on the consumption of air travel or the consumption of airport services.
At this point the derived demand for airport services is totally inelastic.

However, as recognised by the Commission, an unconstrained monopolist
will continue to increase price to a point that the derived demand for airport
services is affected.  Specifically, airports with market power will increase
charges up to the point that a further increase will not affect profits at the
margin.  This will be a point on the derived demand curve where the
elasticity of demand exceeds one.  That is unconstrained airports will increase
price up to a point it has a substantial effect on the derived demand for
airport services.

Second, although the extent to which airlines can price discriminate will affect
the efficiency loss for a given increase in airport charges, it is not at all clear
that the efficiency loss associated with monopoly pricing of airport charges

                                                

6 Productivity Commission, op.cit., p.173
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will be lower.  As noted above, the extent to which airlines can effectively
price discriminate will affect the ultimate difference between the price
imposed by the monopoly airport and the marginal cost of providing the
service.  The size of the difference is a major determinant of the size of the
efficiency loss.

To the extent price discrimination is likely to affect the size of the efficiency
loss of monopoly pricing, it will primarily be through price discrimination by
airports (not by airlines).  In BARA’s view the ability of weight-based pricing
to significantly limit the efficiency loss is minimal.  Weight-based charges
tend to result in higher charges per passenger on flights travelling longer
distances (such as international flights).  However, it is not clear that these
travellers on average are more or less price sensitive than business domestic
travellers for instance.  Even if they are, monopoly pricing of airport charges
is still likely to have a significant effect.

4. Broader implications of the Commission’s draft
recommendations

The terms of reference for this inquiry require the Commission to ‘analyse
and, as far as practical, quantify the benefits, costs and economic and
distributional impacts of the current arrangements and the alternatives
identified’.

In the draft report the Commission has not quantified the potential impacts of
its recommendations, or the costs associated with current regulatory
arrangements.  BARA considers that understanding of the Commission’s
recommendations could be improved if this analysis was undertaken.

BARA considers that two areas are of particular importance.  First is the likely
effects of the Commission’s recommendations on airfares.  Second is the
economy-wide implications of the Commission’s recommendations.

Likely effects on airfares

The likely effects of the Commission’s recommendations on airfares are
somewhat difficult to assess.  There is a spectrum of possible outcomes.  At
the lower end, the Commission’s draft recommendations will result in the
major airports moving to dual till pricing.  At the upper end, the
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Commission’s recommendations will allow the airports to monopoly price.
The implications of each on airfares are difficult to determine.  However, we
know a number of things.

First, the move to dual till pricing by Sydney Airports Corporation Limited
(SACL) resulted in an increase of aeronautical charges of 97 per cent.  The
Australian Competition and Consumer Commission (ACCC), in its decision
on SACL’s proposal, indicated that this would increase round trip
international airfares by between 0.8 and 3.7 per cent.7  This provides a
starting point to assess the impact on airfares at the lower end of the
Commission’s draft recommendations.8

Second, given the derived demand for aeronautical services is quite inelastic
at current prices, it is likely that monopoly prices for aeronautical services are
significantly higher than the dual till levels.

Economy-wide effects of the Commission’s recommendations

BARA is concerned  that the Commission has not explored the economy-wide
implications of significant increases in airport charges.  This is particularly
surprising given the rich history of the Commission in examining the
economy-wide implications of its recommendations.9  Questions remain as to
the likely effects of the Commission’s draft recommendation on related
industries including the tourism industry.  For instance, Mr Euan Morton, a
principal at Network Economic Consulting Group, recently noted:

Australia receives more than 4 million international tourists each year.  The
Tourism Task Force has estimated these tourists spend more that $16 billion a

                                                

7 Australian Competition and Consumer Commission, Sydney Airports Corporation Limited,
Aeronautical Pricing Proposal Decision, May 2001, pp.231-232.

8  In order to accurately determine the impact it would be necessary to examine the likely
increase in charges of each airport separately.  As a result, the experience at Sydney Airport
only provides a guide.  BARA also recognises that this is the impact on discount airfares.
However, as the degree of price discrimination for international travel is less than for
domestic travel this is likely to provide a fairly accurate picture.

9 Most recently the Industry Commission used general equilibrium modelling to assess the
economy-wide implications of its recommendations in the textile clothing and footwear
industries and the automotive industry.
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year on Australian goods and services.  The tourism industry is Australia’s fourth
largest export earner and employs more than 500,000 Australians.

Economic modelling with the Monash model indicates that each 1 per cent
reduction in the number of overseas visitors is likely to cost the Australian public
about 1,700 jobs.10

As noted above, a conservative estimate is that the Commission’s draft
recommendations will increase international airfares by between 0.8 and 3.7
per cent.  Based on price elasticity of demand estimates for international
travellers of between –0.23 and –1.1911 and assuming that on average
international airfares increase by 2 per cent (about half way between 0.8 and
3.7 per cent), the Commission’s recommendations could result in a reduction
of over 4,000 jobs in the tourism industry.  Providing the scope for airports to
monopoly price could result in significantly more job losses in the tourism
industry.

In any event the broader effects of the Commission’s recommendations are
clearly significant, and in BARA’s view need to be well understood.

5. The Commission has not established that the
current regulatory regime has failed to produce
acceptable outcomes

In BARA’s view, the current regime works reasonably well.  While it could
certainly be improved, on the whole it has managed to protect the interests of
airport users and maintain a steady stream of necessary new investment.

BARA’s view has not been changed by the Commission’s draft report.  The
Commission has not substantiated that economic outcomes would be
improved by the abandonment of the current regime.

The Commission appears to have accepted airports’ claims that:

                                                

10  Australian Financial Review, 20 September 2001, p.66

11  Productivity Commission, op. cit., p.99
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� current prices are insufficient to cover appropriate new investment;
and

� the current pricing structure involves cross-subsidies between
aeronautical and non-aeronautical services.

As discussed below, the Commission has not defined cross-subsidies in the
presence of interdependent demands accurately.  Even if it had, the
Commission has not undertaken the type of detailed cost analysis that would
be required to prove claims of either genuine cross-subsidies or a failure to
cover the costs of new investment.  Therefore, BARA finds little justification
for the conclusions at which the Commission has arrived.

5.1. The Commission has not established that current
prices are insufficient to warrant new investment

The Commission finds that:

The single-till basis of the starting prices (also incorporating some cross subsidies
between airports), and the real declines in aeronautical prices at most airports
under the price cap suggest that, for many airports, aeronautical prices at the end
of the five years of the CPI-X regime may be below the level necessary to justify
future aeronautical investment.12

BARA considers this to be an odd finding.  The Commission has not collected
the evidence necessary to prove such a statement.  This is not surprising, as it
would be an enormous undertaking that would be beyond the scope of the
Inquiry.  In the absence of proof, however, it seems inappropriate for the
Commission to make a finding on this matter (albeit a qualified finding).  The
value of such a speculative finding is itself questionable.

As the Commission acknowledges, the incentive to undertake aeronautical
investment is not governed by aeronautical revenues alone.  Most
aeronautical investments also generate additional non-aeronautical returns.
Therefore, the additional revenues on an aeronautical investment is the sum
of additional aeronautical revenues plus the associated increase in non-
aeronautical revenues.  Therefore, the fact that prices were set on a single till

                                                

12  ibid, p.XLII
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basis, of itself, does not indicate that they will be too low to support new
aeronautical investments.

Furthermore, incentives for new investment under the current regulatory
arrangements are to some degree protected by the necessary new investment
(NNI) provisions.  These provisions provide the avenue for airports to
increase charges to achieve a commercial return on new investment.  Further,
as to date the ACCC has implemented these provision on a dual till basis, it is
arguable that these provisions provide in excess of a commercial return to
new investments in aeronautical services.

Regarding the issue of cross-subsidies between airports, under the FAC’s old
policy of network pricing, revenues from large airports supported the
operation of small airports.  Ignoring the issue of single till for the moment,
on a stand-alone basis, this would imply that previous prices at large airports
are higher than they need to be.

Incidentally, it may not be true to say that there were cross subsidies under
the old FAC network pricing regime.  Activity at small airports often
generates demand for services at large airports (eg passengers travelling from
Launceston to Melbourne).  In other words, the demand for services at small
and large airports are interdependent.  In this case, genuine cross-subsidies
would only exist if the revenue generated by small airports were lower than
the incremental cost of providing their own services minus the incremental net
revenue that activity generated at large airports.  The Commission has not
demonstrated that this is the case.

Moving away from operating airports as a network implies that each airport
must cover its own costs on a stand-alone basis.  This is logical, given
different owners, but not necessarily efficient.

5.2. The Commission has not established that
aeronautical services are being cross-subsidised by
non-aeronautical services

At several points throughout the report, the Commission asserts that
aeronautical services are being cross-subsidised by non-aeronautical services.
The Commission notes:

Prior to 1997, most major airports were operated by the Federal Airports
Corporation (FAC). The FAC set its landing and terminal charges on a
network-wide basis. More profitable airports subsidised unprofitable or less
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profitable ones and revenues from complementary (non-aeronautical)
activities, such as car parking and retailing, subsidised aeronautical services.13

BARA agrees that cross subsidies are bad for economic efficiency, and should
be eliminated from regulated pricing structures.  However, assessing whether
genuine cross subsidies exist in this instance is complicated by two factors:

� common costs in providing aeronautical and non-aeronautical services;
and

� interdependencies in demand for aeronautical and non-aeronautical
services.

The Commission acknowledges the fact that common costs exist (they are
identified as a complicating factor in the application of dual till pricing), as
well as the existence of interdependent demands (which, in the Commission’s
view, constrain the incentive to abuse market power in aeronautical services).
Despite acknowledging these complicating factors, the Commission appears
to have adopted a definition of cross subsidy that is only appropriate for a
firm facing no demand interdependencies.  This is incorrect.

A product is said to receive a cross-subsidy in the presence of common costs
only if the revenue that product generates is less than the avoidable costs of
providing that product.  A product is said to generate a cross-subsidy in the
presence of common costs if the revenue it generates is greater than its stand-
alone costs.14

Further, taking demand interdependencies into account, a product is only
said to receive a cross subsidy if the revenue that it generates is lower than the
avoidable costs of providing that product minus the net revenues generated
through additional sales of the related product.

In the case of airports, aeronautical services would only be said to be
receiving a cross-subsidy if:

                                                

13 ibid, p.XV

14 See Faulhaber, “Cross-Subsidization: Pricing in Public Enterprise,” American Economic
Review, December 1975.
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� aeronautical revenues were below the avoidable costs of providing
aeronautical services; and

� the additional contribution of net non-aeronautical revenues that are
related to aeronautical activity are not sufficient to make up any
difference between the avoidable costs and aeronautical revenues
observed in the above calculation.

This does not appear to be the basis of the Commission’s analysis of cross-
subsidies.

5.3. Most of the problems associated with the current
regime are a result of poor pre-sale planning

The Commission highlights the fact that bidders for the airports were not
provided with sufficient clarity over the details of future regulatory
arrangements. In particular, the definitions of aeronautical services and what
would classify as necessary new investment were particularly vague.  BARA
concurs with this assessment.  BARA’s previous submissions also raised these
issues.

As noted in Section 10, the Commonwealth Government risks repeating these
mistakes in relation to the privatisation of Sydney Airport.  If this is the case,
it is unacceptable.

5.4. The Commission’s support for dual till is
questionable

In its draft report it appears that the Commission has formed a view that dual
till pricing is appropriate, at least for uncongested airports in Australia.  The
Commission notes:

The Commission considers that, if price-cap regulation were considered
warranted, the cap should apply only to those aeronautical services in which
the airport has significant market power.  Profits earned in non-aeronautical
activities should not be taken into account in setting this price cap.15

                                                

15 Productivity Commission, op. cit., p.265
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This conclusion appears to be based on two factors, the Commission’s view
on the relative merits of single till and dual till pricing and the Commission’s
concerns over sovereign risk.  The Commission notes:

However, the longer-term disincentive effects imposed by a single till on
airport development of both aeronautical and non-aeronautical services could
generate large efficiency losses.16

The Commission also concludes:

In view of commitments made to airport buyers regarding commercial
opportunities at airports, and the large amounts airport operators claim they
have paid to the Commonwealth Government for these opportunities, it also
would raise issues of sovereign risk.17

Dual till pricing is not efficient

Dual till pricing treats the aeronautical and non-aeronautical parts of the
airport as separate businesses.  However, as recognised by the Commission
there are strong interdependencies on both the cost and demand sides of
airports.  Treating the businesses as separable when many parts of airports
are indivisible from an economic point of view seems to make little sense.

The efficiency of dual till pricing can easily be tested by appealing to reality.
There are numerous examples of businesses with demand and cost
interdependencies similar to airports.  However, unlike airports, many of
these businesses  face competition.  Given these businesses are subject to
competition, it is mostly likely (in the absence of other economic distortions)
that the pricing structure they adopt is efficient.

Consider the pricing of retail petrol outlets.  Retail petrol outlets provide two
types of products.  One is petrol products.  The other is convenience products
(such as newspapers, confectionary, cigarettes, etc).  Similar to airports a
significant proportion of the costs of providing petrol and convenience

                                                

16 ibid, p.XXX

17 ibid, p.XXX
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products are common to both.  Furthermore, there are strong
interdependencies in demand.  The more petrol the retail outlet sells the
greater the number of people that come through the outlet and the greater the
sales of convenience products.

Retail petrol outlets have little or no market power in the supply of petrol or
convenience products.  However, as the convenience part of the retail outlet is
close to the petrol pumps it is possible, in the Commission’s terminology, that
the retailer achieves locational rents on its convenience products.

Considering such an example is instructive as it makes clear a number of
issues in relation to efficient pricing and the incentives for investment in the
presence of common costs and interdependencies in demand.

First, dual till pricing is not efficient.  Retail outlets price petrol taking into
account two factors.  First is the margin (if any) achieved on petrol sales.
Second is the margin on convenience products sold to customers who
purchase petrol.

Second, competition among retail outlets pushes the price of petrol products
toward marginal cost.  Without the throughput of customers purchasing
petrol the demand for convenience products falls away.

Third, there are two parts of the returns to investments in additional petrol
pumps.  One is the increase in petrol sales.  The other is the increase in sales in
convenience products.

The implications of the above are that dual till pricing is:

� inefficient18;

� inconsistent with what would occur in a competitive market; and

� will over compensate airports for aeronautical investment.

                                                

18 It should be noted even in the presence of congestion a price of aeronautical services below
the dual till level may be efficient.  See Zhang, A. and Zhang, Y., “Concessional Revenue and
Optimal Airport Pricing” Transportation Research – E, Vol.33 No. 4, 1997, pp. 287-296
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Although the Commission appears to have recognised the first of these, it
appears to have overlooked the second and third.19  In particular it appears
that the Commission has not sufficiently examined the economic efficiency
implications of providing airports with a returns to aeronautical investment
in excess of that necessary to encourage efficient investment.

Comparisons of dual till and single till pricing reveal little about efficient
pricing at airports

BARA agrees with the Commission that neither dual till nor single till form
the most efficient basis for regulating aeronautical charges.  Single till and
dual till approaches are two ends of a spectrum of possible pricing
approaches.  Single till uses 100 per cent of any excess profits from non-
aeronautical services to reduce aeronautical charges.  At the other end of the
spectrum dual till pricing uses none of these excess profits.

BARA also agrees with the Commission that there are likely to be adverse
incentive effects under a single till approach.  However, BARA is also of the
view that these effects can be ameliorated by pricing approaches that involve
airports retaining a proportion of some of the excess profits from non-
aeronautical services.  Such an approach was advocated by BARA in response
to SACL’s recent proposal to increase aeronautical charges at Sydney
Airport.20  By delivering pricing outcomes between the single till and dual till
approaches, BARA’s approach is aimed at determining the most efficient
approach to determining regulated prices, recognising there is a trade-off
between improving efficiency by reducing aeronautical charges below dual
till levels and creating incentives for airports to efficiently invest in non-
aeronautical services by raising aeronautical charges above single till levels.

                                                

19 The Commission has attempted to examine what would happen in a competitive market by
reference an example provided previously by BARA.   The Commission concluded that: Even
in competitive markets, fixed factors such as land earn quasi-rents that are driven by willingness of
consumers to pay more for relative convenience etc.  Thus even if there were competing airports
operating in a city, some would have been preferred to others.  Prices at those preferred airports could
be higher and locational rents could be earned by owners of the site. (p.c.6).  The Commission’s
comments seem to miss the point that the locational rents that it refers to throughout the
report are rents achieved by the airport in providing non-aeronautical services in close
proximity to the airport, not the locational rents achieved by the convenient location of the
airport itself.

20 See Board of Airline Representatives of Australia, Submission to the ACCC regarding Sydney
Airports Corporation Limited,  Draft Pricing Proposal, 30 November 2000
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BARA encourages the Commission to consider such an approach further.

Sovereign risk

Finally, BARA notes that the Commission’s favour for the dual till pricing
approach seems to be based on concerns of sovereign risk.  The Commission
notes that:

Leases for privatised core-regulated airports were sold with the undertaking
that a single till would not be mandated.21

BARA wishes to make a number of comments in relation to this.

First, the relevant issue here is what undertakings were made in the lease and
the data provided to prospective bidders in the data room.  BARA is not privy
to either.  It is this information that is integral to determining the expectations
of winning and losing bidders.  If it is the case that no undertaking was made
either in the lease or in the data provided in the data room then there are no
issues of sovereign risk.  To set policy today based on information that may or
may not have been conveyed to some or all of the bidders outside those
processes would do severe damage to the integrity of such bidding processes
in the future.  In particular, it is incumbent on the Commission to establish
what the expectations were of all bidders (not simply the winning bidders)
before basing policy recommendations today on the basis of concerns of
sovereign risk.

Second, as noted above there is a vast difference between the single till and
dual till pricing approaches and an infinite number of pricing outcomes in
between.  Arguing that the term ‘not mandating single till’ implies ‘must use
dual till’ is analogous to arguing that as I do not mandate that you go to
Brisbane for your holidays that you must go to Perth.

5.5. Design of the price cap

BARA is pleased that the Commission has addressed a key issue in the
regulation of airports in Australia, namely the design of the price control
arrangements.

                                                

21 Productivity Commission, op.cit., p.XXIX
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BARA wishes to make some comments in relation to the design of price caps.

First, BARA agrees with the Commission that, to the extent practical, the
operation and coverage of price caps should be as transparent to all parties as
possible.  This will limit disputes and create a more certain environment
within which airports and airlines can invest and conduct their businesses.
However, it must be recognised that there is a trade-off between certainty and
prescription.  That is, a price cap regime that is certain may limit its flexibility
resulting in unintended detrimental consequences for both airports and
airlines.  In all regulatory approaches (including price monitoring) some
independent party (whether it be the regulator, the government or the courts)
must be provided with some discretion.  Regulatory regimes gain certainty
and transparency primarily through precedent.  It takes some time for the
operation of any regulatory regime to be ‘bedded down’.

As a result, BARA is extremely concerned that the cost and effort on the part
of all parties in understanding and operationalising the current regulatory
regime will be foregone if there are significant departures from it.  Unless
there is clear evidence of fatal problems with the current regime BARA sees
no point in repeating the process of understanding and operationalising a
new approach.  The adjustment costs must be weighed against any perceived
benefits of change.

Second, as noted in BARA’s previous submissions to this Inquiry, BARA
supports the current approach where price increases to encourage necessary
new investment are separated from the price cap.  This approach guards
against the operation of the price cap unintentionally deterring new
investment, while providing users a forum to state their views on investment
proposals (and hence guard against inefficient investment).  As noted by
BARA in its previous submissions, there is little evidence that the current
regime in discouraging efficient investment.

6. Price monitoring

In seems to BARA that there are three possible rationales behind the
Commission’s preference for price monitoring:

� the Commission believes that abuse of market power by airports is a
possibility, and should be actively guarded against;
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� the Commission believes that complete deregulation is a preferable
option but involves significant adjustment costs; or

� the Commission believes that airlines are ‘gaming’ the current
regulatory processes.

6.1. Price monitoring as a means of guarding against the
abuse of market power

If the Commission is of the view that price monitoring can serve a useful role
in guarding against the abuse of market power, then its draft
recommendation is vague.  The Commission stresses the need for clear and
unambiguous criteria against which the behaviour of airports – and airlines –
is to be judged.  The Commission recognises that this will be difficult to
achieve in practice, given the difficulties of disentangling the effects of market
power versus entrepreneurial skill or unavoidable increases in costs.

BARA is concerned that airlines are being set an impossible task: to prove
efficiency losses caused by monopoly pricing.  It is relatively easy to prove
that prices are set far in excess of costs.  It is easy to prove high levels of
profitability.  However, according to the Commission’s draft report, neither of
these facts will be sufficient to prove the abuse of market power.  Presumably,
the one piece of evidence that would be sufficient is to prove that passenger
travel has been reduced because of monopoly airport pricing.  Unfortunately,
this is the one piece of evidence that is impossible to provide.

Unmet demand cannot be measured – it can only be estimated.  No one can
say for certain how many extra flights would have been undertaken if airport
charges had been lower.  While econometric studies of air travel demand can
be undertaken, the best that can be achieved is informed guesswork, not hard
proof of displaced demand.  If the true shape of the demand curve could be
accurately determined, no doubt the Commission would have included this
evidence in its draft report.

Airlines could point to changes in demand trends.  For example, if growth of
airline travel was lower in the five year period in which prices were
monitored compared with its past average, this could suggest higher airport
charges were inefficiently excluding some travellers.  Of course, it could also
be a reaction to other events, such as an economic downturn in Australia and
other parts of the world, or a range of other factors.  Similarly, if growth over
the five year period was at the historical average, or even higher, this does not
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mean that some travellers are not being excluded: growth might have been
even higher had airport charges been lower.

BARA submits that the Commission should carefully consider and state
explicitly the proof that should be required before airports could be re-
regulated.

BARA suggests that the Commission should not place too much faith in
negotiated outcomes as evidence of efficiency.  Negotiated outcomes only
represent trade that did go ahead: they do not measure the trade that was
excluded due to monopoly behaviour.

BARA is also concerned that the Commission has not declared its views on
what would constitute good and bad behaviour by airlines.  Although this
was perhaps not the Commission’s intention, the draft report creates the
impression that any airline that refuses an airport’s pricing offer on the basis
that it is too expensive in relation to the cost of the project is somehow
‘gaming’ the system by appealing to the regulator.  Similarly, airlines’ actions
in defending the only right they held in relation to airport charges in New
Zealand – the right to be consulted – also appears to be interpreted as gaming
by the Commission.  BARA is concerned that the Commission will devise
criteria in relation to airline behaviour that remove any rights to object to
airport behaviour in any fashion whatsoever.

6.2. Price monitoring as a transitional measure

Another possible rationale for price monitoring is that it is a transitional
measure to complete deregulation.  The Commission has suggested that if
airports have been ‘well behaved’ in the preceding five years, the removal of
price monitoring provisions is an option that could be considered at that time.

BARA considers this to be both naïve and dangerous.  In the absence of new
airports being built in the vicinity of existing facilities, airport market power
will not disappear in five years’ time.  Price monitoring is a medicine
designed to treat the symptoms of market power; it is not a cure.

Recognising that price monitoring is not a short-term solution has important
implications.  It implies that airlines and airports are consigned to a
permanent state of regulatory limbo.  BARA sees nothing desirable about this
state of affairs.
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Price monitoring is not a ‘low cost’ regulatory option

In practical terms, BARA members will need to be in a constant state of
preparation for the next regulatory review: collecting information, verifying
information, and defending their rights to do so.  It is difficult to see how the
compliance costs associated with this are lower than under the current
regulatory regime.

The Commission should not assume that the provision of ‘audited’
information on costs would be sufficient, especially in relation to airport costs.
Auditing by accountants is of limited value for this function, especially in
relation to whether:

� the costs noted have been appropriately identified as aeronautical
costs; and

� whether they are efficient.

These difficulties are at their greatest in relation to capital costs.  As shown in
the dual till exercise at Sydney Airport, a rigorous cost assessment is a
daunting task.  BARA needed to engage engineers and quantity surveyors to
assist its members assess SACL’s claimed aeronautical cost base.  Moreover, a
great deal of the time of airline staff, who had a good working knowledge of
the airports in question, was needed.  Airlines, with the help of their technical
advisers, were required to:

� check that the assets listed on SACL’s asset register actually existed;

� check that the assets were of the type and size listed by SACL;

� assess the cost of replacing the asset with its modern equivalent;

� assess the useful economic life of the asset;

� assess the depreciation policy used for the asset; and

� check that the asset fell within the definition of ‘aeronautical’ assets,
and that common costs had been allocated on a reasonable basis.
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Even though BARA’s resources and timeframes only permitted a sample of
assets to be examined, problems were identified at each of the checking stages
listed above.

If the Commission does not intend either the regulator or the reviewer to
undertake such a rigorous process, then the review in five years’ time will not
be well informed, and, hence, unlikely to be credible.

6.3. Regulatory ‘gaming’

BARA has difficulty commenting on the third possible rationale.  Although
the Commission seems concerned about ‘gaming’ it has not, in BARA’s view,
provided sufficient details of what it means by ‘gaming’ or any concrete
examples to enable BARA to comment on these concerns.

It is possible that the Commission regards the failure of airlines and airports
to reach commercial agreements on new investment (and hence the
intervention of the regulator) as ‘gaming’.  However, this is also consistent
with the use of market power of airports and the pressures on airlines to
scrutinise their costs during times of increasing financial pressure and
economic uncertainty.

6.4. Price monitoring creates unacceptable uncertainty

In its second submission to this inquiry, BARA suggested that price
monitoring would create an unacceptable level of uncertainty.  The draft
report has not addressed this issue adequately.

The Commission states that the criteria are meant to be clear and
unambiguous, and yet they are also meant to be a set of ‘broad principles’,
implying significant scope for the reviewer in five years’ time.

The resulting uncertainty is likely to have a detrimental effect on investment:
one of the incentives the Commission appears most anxious to preserve.  This
will affect both airlines and airports.

The Commission also appears eager to substitute transparent regulatory
processes with:

…moral suasion, publicity, and particularly the threat of reintroduction of stricter
forms of price regulation at the completion of the monitoring period. Such
monitoring would be a less explicit or intrusive method for influencing airport
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behaviour than price caps or cost-based regulation, though it could have similar
effects on pricing and costs.22

In BARA’s view, this would be a retrograde step.  In a regulatory system, the
Government’s views on the boundaries of acceptable behaviour must be
clearly enunciated.  Price monitoring has the potential to substitute public
processes with behind-the-scenes political deal between Governments,
airports and airlines.

7. BARA’s suggested criteria to apply to the price
monitoring approach

As noted above, in BARA’s view the price monitoring approach suggested by
the Commission in its draft report is scant on detail.  As a result it is difficult
to determine what the Commission has in mind.  Without at least a little
detail it is difficult for BARA to provide an informed response on what
constitutes ‘good behaviour’.  Without doubt the appropriate criteria depends
upon the form and structure of the price monitoring regime the Commission
is suggesting.

Nevertheless, in order to progress the debate, BARA has a number of
suggestions.  However, BARA wishes to indicate that before such a regime be
put in place significant consultation with airlines and airports must take
place.  Otherwise there is a risk of a regime that makes airports, airlines and
most importantly airline passengers worse-off.  Clearly the Commission is
taking the industry into ‘uncharted waters’.

7.1. Criteria regarding ‘good behaviour’

Unfortunately there seems to be an inherent inconsistency in the
Commission’s approach to price monitoring.  On the one hand the
Commission notes:

Parties would need to be given guidance as to what was acceptable conduct
and what was not and would be encouraged to negotiate commercial

                                                

22   ibid, p. 304.
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agreements.  While guidelines for such agreements should not be
prescriptive, the Commission sees a role for formal guidance to assist all
parties.23

On the other hand, the Commission notes:

..there seems to be scope for reasonably normal commercial relationships
between airports and users, provided there is some effective, ultimate
constraint on the abuse of any market power.24

In the marketplace commercial negotiations generate efficient outcomes
primarily because parties to the negotiation have the option of ‘taking their
business elsewhere’.  The credible threat of both buyers and sellers to seek
other parties to do business with drives prices toward costs, generating
efficient outcomes.

The Commission seems to be of the view that commercial relationships in the
absence of this option can nevertheless generate efficient outcomes so long as
there are constraints on the abuse of market power.  It also seems to be of the
view that these constraints should not be prescriptive.  The inherent
inconsistency is that the constraints imposed on actions and behaviour in
competitive markets are restrictive.  In a competitive market sellers are
required to meet the prices offered by their competitors or lose business.  In a
competitive market sellers are required to meet the levels of service offered by
their competitors or lose business (or reduce their price).  It is these
constraints that underpin the efficient outcomes generated by competition.
The constraints imposed in a competitive market are restrictive.

As a result, in order for the Commission’s price monitoring approach to
generate efficient outcomes, the guidelines in themselves must be restrictive.

7.2. Criteria for good behaviour

In BARA’s view the criteria should not focus on ‘good behaviour’ but rather
on unacceptable behaviour.  As a broad standard unacceptable behaviour is
behaviour that would not be sustainable if the provider of the services faced

                                                

23 ibid, p.311

24 ibid, p.311
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effective competition.  That is, if parties had a choice of who to buy from and
who to sell to.

7.2.1. Constraints on pricing behaviour

Competition constrains pricing in two ways.  It affects the level of prices and
what determines changes in prices.

Level of prices

As argued above, given the characteristics of airports (particularly
interdependencies in demand and the prevalence of common costs), the
efficient level of prices for aeronautical services is below (and probably
significantly below) the outcome under a dual till pricing approach.  How far
below will depend upon a range of factors including the strength of the
interdependencies in demand and the size of the revenues from non-
aeronautical facilities.  Furthermore, as also noted above, a dual till pricing
approach provides airports with returns from investments in aeronautical
facilities in excess of the required return to encourage efficient investment.

As a result, an extremely conservative and quantifiable upper bound to
efficient aeronautical charges is the outcome under a dual till pricing
approach.

Criterion 1: Charges for aeronautical services (at uncongested airports) in
excess of the outcome under dual till approach is strong evidence of the abuse
of market power.

As noted above, a major driver of the extent to which efficient aeronautical
charges are below the outcome under dual till pricing depends upon, among
other matters, the strength of the independency between the demands for
aeronautical services and non-aeronautical services.

Criterion 2: Charges for aeronautical services (at uncongested airports) that
do not take into account the interdependency between the demands for
aeronautical and non-aeronautical services is evidence of the abuse of market
power.

Changes in prices over  time

Assuming that aeronautical prices are close to their efficient level, changes in
prices over time should reflect changes in the efficient costs of providing the
services.  That is in the presence of effective competition, competing providers
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will over the medium term, change prices in line with changes in the efficient
costs of provision.

Criterion 3: Changes in the prices of aeronautical services over the medium
term should reflect changes in the efficient cost of providing these services.
Assuming that prices are close to their efficient levels, increases in charges at
a rate greater than increases in the costs of providing the services is evidence
of the abuse of market power.

7.2.2. Constraints on other behaviour

Effective competition also places constraints on other behaviour of service
providers.

Service level and quality commitments

Part of the value of normal commercial negotiations is that they provide a
forum for each of the parties to signal to one another the costs of each others
actions.  The seller can signal to the buyer the costs it will incur in providing
the service and of providing services at different levels of quality.  The buyer
can signal to the seller the costs it incurs if the service falls below a certain
quality or if the service is not provided in a timely manner.

As a result, commercial contracts capture terms and conditions that
internalise these costs and impose penalties on parties if they impose costs on
the other party through failing to meet their commitments.  Interest costs on
late payments is an example of such a penalty.

There is scope for the airlines to impose costs on airports and airports to
impose cost on airlines.  For example, if insufficient gates are operating (due
to delays in maintenance for example), airlines can incur significant extra
costs in delays.  Not only do these delays result in the dissatisfaction of airline
travellers (which are most often directed toward the airline), it affects the
airlines schedules, resulting in significant costs.  Another example is if
baggage handling facilities are not working.  A recent example is the failure of
a new baggage handling system at Sydney Airport (which SACL introduced
on the first day of the school holidays).  As baggage could not be loaded or
unloaded, aircraft and airline passengers were significantly delayed,
imposing enormous costs on the airlines.
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Criterion 4: Commercial negotiations between airlines and airports should, in
good faith, include service level and quality guarantees and penalties for the
failure of parties to meet their commitments.  These penalties should be
commensurate with the costs that  failure to meet commitments imposes on
the other party.   

Exchange of information

Commercial negotiations over multi-million dollar purchases (such as
aeronautical services) involve extensive exchanges of information.  In these
negotiations buyers most often demand detailed knowledge of how the
provider will deliver the service.  In many cases the level of detail exceeds
that required under current regulatory processes.  This detail is required to
provide some certainty to the buyer that the service will be delivered and to
assess whether other providers will be cost competitive.

This is particularly relevant in relation to proposals for new investment.  If, as
is the practice at the moment, that airports undertake new (rather than
replacement) investment and pass the bill onto the airlines, the airlines should
be provided with sufficient details to assess the merits of any part of the
project that effects aeronautical services and the costs of the project.  Airlines
should have the ability to refuse to pay for the investment if they are of the
view that the costs exceed the value of the additional services provided.

 Criterion 5: If airports seek contributions from airlines to the cost of new
investment, airports must provide the airlines with sufficient detail to assess
the value of any additional services provided to the airlines through the new
investment relative to the costs.  Airlines should have the right to refuse to
pay for such new services if the value they place on them is less than the cost.

8. Market power for different airport services

BARA agrees with the Commission that, where an airport has market power,
its market power in relation to aircraft movement services and passengers
processing facilities is significant.  However, BARA disagrees with the
Commission in relation to its draft conclusions in relation to the degree of
market power airports have over check-in counters and lounge spaces.

Check-in counters

In its draft report the Commission concludes:
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Of the passenger processing facilities, market power is likely to be least
significant for check-in counters.  Though necessary, these also are most likely
to be amenable to off-site provision.25

In this regard the Commission notes:

Indeed, off-site provision already exists in a number of places overseas
(sometimes for international, as well as domestic, passengers) — at Gatwick
(Victoria Station), Heathrow (Paddington Station), Hong Kong (Hong Kong
Island Station) and Geneva (Coravian Station).26   

In BARA’s view the Commission has confused off-airport check-in sites that
have been developed largely for convenience with substitutes that are likely
to constrain the behaviour of Australian airports in setting prices for check-in
facilities.  Rather than identifying whether or not it is possible to locate check-
in facilities off the airport site, the relevant issue for assessing market power is
to ask the question what would be the response to a significant non-transitory
increase in the price of on-site check-in facilities.27  To the extent airports do
not have market power one would expect a significant increase in the supply
of off-site check-in counters.

Now consider the case of check-in facilities for international air travel
originating from Melbourne Airport.  Say Melbourne Airport made a
significant non-transitory increase in the charges for check-in facilities.  What
would be the reaction in terms of shifting to off-site check-in facilities?

It is possible that a few of the larger hotels may establish these facilities.
However, they would only cater for a small proportion of passengers.  There
is no central point where a large number of passengers congregate (such as a
train station).  Electronic check-in is unlikely to be effective as most
international passengers have baggage.  The scope for supply-side
substitution is extremely limited.  It is highly unlikely that a significant non-
transitory increase in charges for check-in counters would have much affect
on the supply of off-site facilities.  The Commission’s conclusions seem
questionable.

                                                

25 ibid, p.133

26 ibid, p.133

27 This type of analysis is well grounded in the anti-trust literature.
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Lounge space

It appears that the Commission has concluded that airports have little or no
market power in the provision of space for customer and VIP lounges.  It
appears that the primary reason underlying this conclusion is that
expenditure on lounge space is discretionary.

The Commission states:

The degree of market power that airports hold in the provision of these
services depends largely on the extent to which airlines have discretion over
the quantity and quality of lounge space that they use.28

Whether or not expenditure is discretionary is not a  test of  market power.
The statement above appears to be implying that if airports increased the
charges for lounge space less lounge space would be demanded.  That is, the
demand schedule for lounge space facing the airport is downward sloping.
The higher the price airports charge the lower will be the amount of lounge
space demanded by the airlines.

However, as noted by the Commission (Figure 4.1), monopolists face
downward sloping demand schedules.  The relevant test for market power is
not whether the expenditure is discretionary29, but rather what are the
constraints either from supply-side or demand-side substitutes on the pricing
behaviour of airports.  As argued by BARA in its previous submissions, in
terms of lounge space these substitutes are weak.

Administrative office space

As with space for lounges, the Commission, in its is draft report, has stated
that:

                                                

28 ibid, p.134

29 It is possible that by discretionary expenditure the Commission is implying that the
demand for lounge space is highly responsive to increases in price (i.e. the price elasticity of
demand exceeds one).  This may or may not be the case.  However, a price elasticity of
demand in excess of one does not imply that the airport does not have market power.  The
profit-maximising point of a monopolist on a linear demand schedule is a point where the
price elasticity of demand exceeds one.  The Commission seems to recognise this earlier in the
draft report where it notes that “the demand elasticity measured from a ‘monopoly price’
would give an erroneous indication of the degree of market power held.” (p.96).
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On balance it appears that, although airlines require some office space,
discretion over the amount procured at airports is fairly high, and airport
market power is moderate at most.30

Again BARA wishes to note that the degree to which expenditure on a service
is discretionary is not a valid test of market power.  The relevant issues are
whether or not there are sufficiently close substitutes to constrain the pricing
behaviour of the airports.

For major international airlines travelling to and from airports in Australia
there are no substitutes for office space within the international terminal.
International airlines need office space to keep spare supplies including
tickets, boarding passes, headsets, etc.  As these spare supplies are often
required at short notice, off-airport space is not an alternative.

Access to the airport and access to space on the airport

On a number of occasions the Commission in its draft report refers to the
source of any market power being access to the airport site.

In relation to aircraft light and emergency maintenance sites the Commission
notes:

Overall, airports with market power are likely to have some market power in
the provision of aircraft light/emergency maintenance sites, though this
predominately is an issue of access to the site to enable third parties to
provide the service.  It does not appear that access has been an issue so far.31

Similarly in relation to flight catering facilities the Commission states:

In this case, the market power of airports appears to be negligible, as long as
access to the airport is provided.  Although airports could limit access, it does
not appear that access has been an issue to date.32

                                                

30 ibid, p.153

31 ibid, p.147

32 ibid, p.149
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Although the Commission acknowledges this market power, it does not
appear to have addressed the consequences of airports taking advantage of
this market power.

9. Market power of particular airports

Although BARA is primarily concerned with airports in Australia that
provide services to international airline traffic, it nevertheless appears to
BARA that the Commission has formed a narrow view of which airports in
Australia do and do not have market power.

Although BARA has not assessed the Commission’s analysis on the market
power of particular airports in detail, it wishes to make a number of
comments.

First, BARA finds it curious that the Commission has formed the view that the
potential for modal substitution for Adelaide Airport is moderate.  It is likely
that the Commission is referring to modal substitution for travel between
Melbourne and Adelaide.  Certainly for business travellers such substitution
is limited (given the time difference between air travel and road travel
between the cities).  For the majority of travel between Adelaide and other
cities the substitution is likely to be even more limited.  To assess the degree
of modal substitution for Adelaide Airport requires information on the origin
and destination of persons using Adelaide Airport.  This does not seem to be
provided in the Commission’s draft report.

Second, since the Commission released its draft report additional evidence
has become available that may shed some further light on the market power
of particular airports.  As with many providers of services to airlines, airport
revenues have decreased as a result of the demise of two domestic airlines.  In
response to this some airports in Australia have sought to increase the
aeronautical charges paid by its remaining customers.33  For instance,

                                                

33 It should be noted that Melbourne Airport has stated that it would not increase
aeronautical charges in response to the decrease in traffic.
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Westralia Airports Corp chief Mr. Graham Muir was recently quoted in the
Australian Financial Review34 as saying that:

“…revenues at Perth airport were down about 14 per cent in the past two
weeks.”

“We’re a fixed-cost operation and substantial revenues have been taken away
from us.”

“We think it’s fair that airlines should be wearing part of the cost.”

BARA is also aware of Coolongatta and Canberra Airports seeking increases
in charges for similar reasons.

This behaviour by these airports provides some evidence of the competitive
constraints they face and how they may behave in the absence of effective
regulation.

In most markets, competition limits the scope for businesses to increase
charges in response to declining demand.  In competitive markets the
opposite is the case – prices fall with declining demand.  For example,
consider the hotels that, up until recently, were serving out-of-town Ansett
crew.  As with the airports, they have suffered a decrease in their patronage.
However, as they operate in a competitive environment they are constrained
from increasing their charges to their other customers as a result of losing one
of their major clients.  It appears that Perth and the other airports seeking
increases in a charges to recover the loss of revenues from lost patronage are
of the view that they are not constrained by competition.

10. Issues pertaining to Sydney Airport

The Commission’s draft report recommends that no pricing constraints
should apply to Sydney Airport.  The Commission notes that this airport is
artificially congested; unfettered pricing by the lessee of the airport is viewed
as a means of ensuring scarce capacity is allocated to those that value it most

                                                

34 ‘Airport seeks government approval to lift charges’, Australian Financial Review, September
29-30 2001.
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highly.  The benefit to the airport lessee of earning congestion rents is
assumed to be transferred to the Commonwealth Government in the form of
higher bid prices.

The Commission suggests in several instances that airlines are the current
beneficiaries of scarcity rents.  This is because fewer discount fares are sold on
peak hour flights.  However, the Commission also suggests that airlines use
these rents to help defray the costs of other flights.  The Commission does not
explore the implications of its own reasoning.  There are high fixed costs
associated with airline services, most notably the cost of buying or leasing
aircraft.  As the Commission suggests, airlines may be able to recover a
greater proportion of these fixed costs peak hour flights into congested
airports than on other flights.  If the higher returns on peak hour flights are
removed, other flights will be required to carry a greater burden of fixed cost
recovery, implying higher airfares on these flights.  If the traffic on these
routes cannot bear higher airfares, the logical conclusion is that airline fleets
will shrink, and fewer services will be viable.  The travelling public is the
loser in this equation.

The Commission does not discuss the issue of clearly defining property rights
in relation to Sydney Airport.  Any pricing system is more likely to work
efficiently if such rights are clearly defined.  Currently, it is not clear who
legally owns slots.  Although limited trade in slots does occur currently, such
trade would be facilitated by more clearly defined rights.

The Commission suggests that whatever regulatory arrangements are to
apply to Sydney Airport in the future, they should be clearly communicated
to bidders before the sale.  BARA strongly agrees with this suggestion.  BARA
members have not been informed by the Commonwealth Government of
exactly what was said to bidders currently.  This is unfortunate.  The clear
lesson from the current regulatory regime is that more effort needs to be made
prior to privatisation to ensure that all parties have a common understanding
of the ground rules.  This does not appear to be the case in the sale of Sydney
Airport.

It should be noted that whatever the outcome of this process, the congestion
at Sydney Airport is, with the recent decrease in domestic and regional airline
traffic, not currently a pressing issue.  Allowing Sydney Airport to set
aeronautical charges without constraint in the current environment, is simply
allowing Sydney Airport to set monopoly prices.
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11. International comparisons

The Commission has quoted the results of research by the Transport Research
Laboratory (TRL) on international comparisons of airport charges.  The
Commission itself notes that such comparisons are problematic, given the
different range of services offered by different airports.

In relation to the material used in the SACL proposal and the ACCC’s
analysis of that proposal, it should be noted that:

� Sydney Airport’s charges are compared with a random sample of
airports, not airports that are ‘like’ Sydney;

� the aircraft used in assessing aeronautical charges in the study are not
good indicators of ‘typical’ aircraft using Sydney Airport;

� several airports in the sample offer large discounts to frequent users,
and/or levy charges which depend on the destination or origin of the
aircraft.  These facts were not taken into account in the analysis;

� the impact of different charging policies in relation to transfer
passengers is not taken into account; and

� the study excludes taxes, even though at several airports, taxes are
used to recover costs in the same way as aeronautical charges in other
airports.

As a result, the TRL study is of limited assistance.


