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PREFACE

This submission responds to the Productivity Commission’s draft report, Price Regulation of
Airport Services, dated August 2001.

The efficient operation of, and investment in, major airport infrastructure is an increasingly
important contributor to national prosperity.  The Productivity Commission inquiry into the
Price Regulation of Airport Services is an important opportunity for all stakeholders to
contribute to an open discussion of the merits of regulating Australia’s major airport
gateways.

Sydney Airports Corporation Limited (SACL) appreciates the opportunity to contribute to the
inquiry process and has, to date:

•  Made a submission to the inquiry in March 2001; and

•  Appeared at a public hearing on 2 April 2001, and a subsequent hearing on 17 October
2001 in response to the draft report.

SACL congratulates the Commission on the release of a Draft Report that includes a
comprehensive discussion of the key issues, and is pleased to present this further
submission in response to the Draft Report.

Since the release of the Commission’s draft report, domestic and international events have
dramatically changed the environment in which airlines and airports operate.  These changes
demonstrate that airports are not insulated from risk, and require a sound regulatory
environment to allow them to price efficiently, respond to change, and develop commercial
relationships to better serve airline customers, travellers and other airport-related
businesses.

This response provides Sydney Airport’s views on the Commission’s draft recommendation
on the next five years’ of price regulation, and provides further discussion on key issues such
as market power, the access regime, and congestion issues at Sydney Airport.

We have also taken the opportunity to provide views on those areas in which the
Commission has sought further information, being: likely conduct of unregulated airports;
views on the Commission’s default price cap option; framework for assessing ‘good
behaviour’; development of commercial agreements; and passenger based charging.
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EXECUTIVE SUMMARY

Sydney Airport strongly endorses the Productivity Commission’s recommended approach of
a five year probationary period of light-handed regulation, involving prices monitoring of
various airport services.  This recognises that:

•  The best economic outcome is not achieved by maintaining artificially low prices, but by
ensuring economically efficient prices.

•  Airports do not have a significant degree of market power in all areas of their business.

•  Where airports do possess market power, there are sufficient balances to prevent them
from misusing this power.

Inefficient pricing structures - at most Australian airports derived from the former Federal
Airports Corporation’s network charge structure and a “single till” - are unlikely to provide a
satisfactory return to airport operators or appropriate incentives to invest.  For Sydney
Airport, restrictions on using price to respond over time to increasing capacity constraints will
lead to a sub-optimal use of airport capacity and incorrect signals for the need for additional
investment.

Against the existing framework of price regulation, it is both likely and reasonable that
aeronautical charges will rise for at least some airports.

Sufficient pressures and incentives exist under the proposed monitoring regime for airports
not to misuse market power by raising charges above efficient levels:

•  The threat of reintroduction of a more onerous regime at the end of the five-year period.

•  Prices monitoring will ensure that Government, industry and the public are well informed
of any unjustified price increases.

•  The continued countervailing power of airlines.

•  The commercial incentives that airports have to increase airline traffic.

•  The broader anti-competitive regime under the Trade Practices Act.

The deregulated environment will be characterised by commercial agreements between
airports and its key customers.  Under the existing regulatory structure, airlines do not have
an incentive to reach a compromise position during negotiations, as the ACCC’s assessment
process of price notifications may achieve a better outcome for them because of the conflict
between the ACCC’s consumer advocacy and efficiency considerations. The move away
from price notification will actually enhance airports’ ability to conclude commercial
agreements with airlines, and indeed, other key airport users.

The Commission’s less preferred, modified status quo option would retain many of the
undesirable features of the existing regime and entrench economically inefficient charges.

For Sydney Airport, it is difficult to see how the modified status quo regime would work to
achieve aeronautical prices that reflect opportunity cost.  The Commission suggests that, at
most, the modified status quo should involve price notification for increases above CPI to
allow for peak period demand and accommodate investment.  However, this would make
little appreciable difference compared with current arrangements.  As the airport becomes
increasingly constrained, particularly in advance of a decision regarding a second Sydney
airport, Sydney Airport will need to be price responsive to cater for peak demand and
undertake new investment to optimise capacity.

Assessment of reintroduction of more onerous regulation at the end of the probationary
period should be based on significant, demonstrable abuses of market power.
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Considerations such as the number of complaints by airport users, the extent to which
commercial agreements have been developed with airport users, and the number of
applications for access declarations would be relevant in considering the success of the
period of ‘light-handed’ regulation.  Other indicators of behaviour that could be considered
include actions taken to restrict capacity and quality of service.

Guidelines for ‘good behaviour’ can be beneficial, but are not essential to the success of the
preferred, light-handed regulatory model.  While price efficiency is a primary indicator of
whether charges are excessive, criteria for good behaviour that focus too much on a detailed
scrutiny of the efficiency of individual prices would send the wrong message to airport
operators.  This may lead to cost inefficiencies and incentives to manipulate reported data.

In terms of access, section 192 of the Airports Act needlessly extends the access regime
beyond services and facilities that are uneconomic to duplicate and are of national
significance.  Application of Part IIIA of the Trade Practices Act provides a suitable and
adequate means for resolving intractable disputes about pricing or other terms and
conditions of access to airport facilities.

There are, however, a number of procedural changes to Part IIIA that Sydney Airport would
endorse.  These are aimed at: providing a better balance between price setting and the need
to promote adequate investment in infrastructure; better facilitating development and
acceptance of access undertakings; and improving the incentives for parties to reach
commercial agreement.
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1 RESPONSE TO DRAFT RECOMMENDATIONS

As outlined in our March 2001 submission1, SACL believes there are only very small
economic and social risks associated with the full economic deregulation of airports.  When
balanced against the substantial risks that regulation may retard investment and innovation,
and the social and economic costs of this, the case for complete deregulation becomes
compelling.

Given this position, SACL strongly supports the Productivity Commission’s draft
recommendation that a new industry-specific monitoring regime be introduced for Australia’s
major airports for a probationary period as a step towards continuing reform in the sector.

The Productivity Commission’s recommended approach to the next five years’ regulation is
valid because:

•  Airports do not have a significant degree of market power in all areas of their business.

•  Where airports do possess market power, there are sufficient balances to prevent them
from misusing this power.

•  The best economic outcome is not achieved by maintaining artificially low prices, but by
ensuring economically efficient prices.

Against this background, this section responds to each of the aspects of the Commission’s
draft recommendation.

1.1 Mandatory Price Monitoring

Prices monitoring, under the Prices Surveillance Act 1984 or successor regime, is an
adequate and appropriate level of pricing intervention for the major airports.

Sufficient incentives would exist under the proposed monitoring regime for airports not to
misuse market power by raising charges above efficient levels, namely:

•  The threat of reintroduction of a more onerous regime at the end of the five-year period.
The reintroduction of prices notification for Sydney would be highly undesirable, given it is
time-consuming, cumbersome and with uncertain outcomes. Clearly, a reintroduced CPI-
X regime would be even less attractive from an airport’s point of view because of the
assumptions it requires up-front on inflation and productivity.

•  Information provided under prices monitoring will ensure that Government, industry and
the public are well informed of any unjustified price increases.

•  The continued countervailing power of airlines.

•  The commercial opportunities to increase non-aeronautical revenue by increasing airline
traffic.

•  The broader anti-competitive regime under the Trade Practices Act, which provides an
overriding deterrent and effective remedy to misuse of market power.

Section 2 provides further discussion on the factors that constrain an airport’s incentive and
ability to misuse market power, while Section 3 responds to the Commission’s request for

                                               

1 Sydney Airports Corporation Limited, Submissions to the Productivity Commission in relation to its
inquiries into: Price Regulation of Airport Services, National Access Regime and Prices Surveillance Act
1993, March 2001, Section 1.
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information about the likely behaviour of unregulated airports.  Section 4 responds to the
default price cap option put forward by the Commission.

1.2 Information Provision

The ACCC, or any other monitoring body, clearly will need adequate provision of information
to undertake its monitoring functions.  Sydney Airport notes, however, that the information
requirements of the current regulatory reporting framework should be more than adequate to
facilitate prices monitoring.  Sydney Airport endorses the specification at the commencement
of the regulatory period of the reporting requirements.

1.3 Voluntary Commercial Agreements

This aspect of the Commission’s recommendations is strongly supported by Sydney Airport.
We have long proposed that individual agreements are the most appropriate way to manage
pricing and other aspects of commercial relationships at airports.

The ability of an airport to reach a satisfactory commercial agreement with its customers was
demonstrated by the resolution of the recent dispute between Sydney Airport and a number
of its airline customers.  The airport was able to reach agreement on the terms on which
airlines access the airport, the conditions of use, and a preferred manner of collecting
aeronautical charges through a passenger based fee.

Indeed, we consider that the move away from price notification will actually enhance airports’
ability to conclude commercial agreements with airlines.  Under the existing regulatory
structure, airlines do not have an incentive to reach a compromise position during
negotiations, as the ACCC’s assessment process of price notifications may achieve a better
outcome for them.  The prolonged ACCC notification process also defers any price
increases, to the interests of airport users.

Of particular importance in a framework intended to promote commercial agreement is a
robust and effective dispute-settling mechanism.  This should focus on mediation in
preference to arbitration, although Sydney Airport recognises that arbitration may ultimately
be required in some instances.  The mediator, and potentially arbitrator, should ideally be an
independent party other than the regulator, as they would be better placed to assess the
dispute without considerations arising from potentially conflicting roles.

1.4 Guidelines for Good Behaviour

The success of the Commission’s preferred light-handed approach would be assured by the
credible threat that more intrusive regulatory mechanisms would be put in place if airports
abuse their market power.  For this to be even more effective, parties would benefit from
guidance as to what constitutes unacceptable conduct.

The Commission has suggested that a broad set of principles might be preferable to specific
criteria and, rather than defining such principles, the Commission has sought participants’
views regarding suitable criteria for “good behaviour”.

Reintroduction of a more onerous regulation at the end of the probationary period should be
based on significant, demonstrable abuses of market power.  Considerations that would be
relevant in considering the success of the period of ‘light-handed’ regulation include:

•  the number of complaints by airport users,

•  the extent to which commercial agreements have been developed with airport users,

•  the number of applications for access declarations;
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•  actions taken to restrict capacity; and

•  quality of service.

Guidelines for ‘good behaviour’ can be beneficial, but are not essential to the success of the
preferred, light-handed regulatory model.  While price efficiency is a primary indicator of
whether charges are excessive, criteria for good behaviour that focus too much on a detailed
scrutiny of the efficiency of individual prices would send the wrong message to airport
operators and be seen as regulation by formula.  This may lead to cost inefficiencies and
incentives to manipulate reported data.

1.5 Independent Public Review

The multiple roles of the ACCC, particularly that of ‘consumer advocate’, would provide it
with a conflict in assessing the behaviour of airports as part of the review of the probationary
period.  The ACCC may not have the appropriate incentives to assess price movements
during the period on the basis of their economic efficiency, but rather may be inclined to view
them from the perspective that price rises in themselves are undesirable from the
consumers’ perspective.  This sentiment is apparent in the ACCC’s response to the
Productivity Commission’s draft report2.  We discuss this further in Section 3.

The ACCC’s high public profile may be a useful tool in disseminating price monitoring
information during the five year period.  Indeed, it may provide a degree of countervailing
power to airports seeking to misuse market power.  These dynamics would not, however, be
appropriate for the end of period review.

For these reasons, Sydney Airport agrees with the Productivity Commission’s view that the
review would be most appropriately undertaken by a body independent of the ACCC.

1.6 Access Provisions that mirror Part IIIA of the Trade Practices Act

The Productivity Commission has recommended that access provisions for airports mirror
the declaration criteria under Part IIIA of the Trade Practices Act, only supporting an airports-
specific regime in the event that procedural improvements are not made to Part IIIA.

In its March 2001 submission to the Productivity Commission’s price regulation inquiry,
Sydney Airport supported an industry-specific access regime for airports.  This was based in
particular on a view that optimal access outcomes would be derived through commercial
negotiation, recognising that airports are not vertically integrated with their major customers
and have little incentive to deny access.

Sydney Airport recognises, however, that the amended regime recommended by the
Productivity Commission addresses the majority of the airport’s concerns about access,
removing the less stringent access criteria under section 192 of the Airports Act, and
improving procedures under the Trade Practices Act.  As such, Sydney Airport supports the
Productivity Commission’s finding.

Further details of Sydney Airport’s views regarding access are provided in Section 6.

                                               

2 ACCC Price Regulation of Airport Services, Submission in Response to the Productivity Commission’s Draft
Report, October 2001, Page 9.
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2 MARKET POWER OF AIRPORTS

The Draft Report presents the view that generally “it appears that Brisbane, Melbourne, Perth
and Sydney airports possess significant market power.”3  While Sydney Airport recognises
that it possesses a degree of market power in a range of areas, the potential to exercise
market power is limited by factors including:

•  the countervailing power of airlines in negotiating prices and services;

•  commercial incentives;

•  application of the broader anti-competitive legislative framework;

•  competition for aviation services from other airports and other modes of transport;

•  competition for many of the non-aeronautical services provided by the airport.

These items are discussed in more detail below.

2.1 Countervailing power of airlines

In its Draft Report, the Productivity Commission recognised the potential for the
countervailing power of airlines to limit any abuse of market power by airports.4  However,
the Commission concluded that airlines’ countervailing power appears limited.

SACL submits that individually, and through representative bodies and alliances, airlines
have a significant degree of countervailing power.  Airports derive a substantial degree of
their revenues from comparatively small number of airline customers, who, individually and
collectively, are sophisticated and well organised.

This was demonstrated in the context of recent litigation brought against Sydney Airport by a
group of its airline customers.  The airlines held significant bargaining power through
challenging the validity of the existing conditions of use.  Sydney Airport was not in a position
where it could realistically deny access to the airport by the airlines, yet was subject to the
possibility of airlines withholding landing fee payments and uncertainty over the airlines’
acceptance of the terms for using the airport.  Acting as a group, withholding even a
component of landing charge payments would seriously affect the airport’s cash flows.

In other areas, airlines are able to exert countervailing power, albeit that this is in some
cases at the margins.  This would include airline decisions on additional services to or from a
particular airport, service frequency and hubbing locations.  Airlines can also withdraw, or
threaten to withdraw, aeronautical related activities at airports, such as aircraft heavy
maintenance and freight activities.

Airlines also demonstrate countervailing power through their use of the media and lobbying
of Governments and regulatory bodies.  Airlines operate in a high-profile industry and the
community, governments and politicians tend to be sympathetic to airline views.  This is
particularly the case where an airline is viewed a national or ‘flag’ carrier.

                                               

3 Draft Report, p120.

4 Draft Report, pp164-171.
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2.2 Importance of commercial incentives

Even where the characteristics of demand and supply suggest that an airport has a degree of
market power, the airport operators are likely to have substantial commercial incentives to
avoid abusing that power.

Non-aeronautical activities such as retailing and car parks are an important source of
revenue to airports. They represented approximately 67% of revenue for Sydney Airport in
the 2000 financial year.

Sydney Airport has an incentive not to discourage air services, causing it to forego landing
charges and non-aeronautical revenues such as from retail and car park facilities.  SACL’s
intention to encourage additional air services is demonstrated by the provision for offering
off-peak discounts to more marginal new entrants and new services.

2.3 Broader anti-competitive regime

Airports are subject to the Trade Practices Act, and in the case of access, privatised airports
are also subject to section 192 of the Airports Act.  Even in the absence of section 192
provisions, airports will be liable to access regulation under Part IIIA.

These pieces of legislation provide very real protection to airport users, or potential users,
from abuse of market power.

2.4 Competition for Aviation and Non-Aeronautical Services

Sydney Airport considers that the Productivity Commission has taken an appropriate
approach in focussing its market power assessment on individual airport services.

Competition and market power in specific airport services is discussed in Attachment A.

Should some form of price regulation be maintained in the future, it would be important to
focus only on those services with a high degree of market power, and define precisely these
services.
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3 LIKELY CONDUCT OF UNREGULATED AIRPORTS

The Productivity Commission has requested further information about the likely behaviour of
airports in an environment of light-handed regulation.

In its draft finding 7.5, the Commission concludes that aeronautical charges at some airports
could be expected to rise in the absence of price regulation, in part because current charges
will not cover the costs of investment.  The Commission concludes that:

“Whether prices rise above efficient levels, due to exercise of market power, cannot
be predicted.  However, there appears to be reasonably strong evidence that a range
of market influences will moderate the degree of excessive pricing and any negative
effects of such pricing.  Chief amongst these are the effects of non-aeronautical
earnings and scope for price discrimination so that marginal users are not
discouraged.”5

The existing price regulation framework of price notification does not necessarily lead to
efficient pricing outcomes.  It is Sydney Airport’s view that the ACCC’s recent decision on
pricing at Sydney Airport has resulted in prices that move much closer to, but do not cover
the costs of efficient investment.

Privatised Australian airports inherited an inefficient charging structure, based on the former
Federal Airports Corporation’s network structure.  Major airports were then subject to real
decreases in charges under a CPI-X regime, based on assumptions by the regulator as to
expected productivity gains.

Against this framework, it is likely and reasonable that aeronautical charges for at least some
airports should rise under the lighter handed regime.

Prices that are too low provide a disincentive to investment and replacement of capital.
Examples such as the regulation of British rail track and the Californian electricity industry
illustrate that low prices for their own sake do not advantage either consumers or the
economy.

There are also strong efficiency arguments, recognised by the Commission, that would
support an increase in charges at Sydney Airport during periods of congestion.  Using price
to ration demand during congested periods will ensure that the airport is used by those who
most value it.

The ability to manage peak period traffic at Sydney Airport will be extremely important to
consideration of a second Sydney Airport.  Aeronautical charges set at inefficiently low levels
will create incorrect price signals for the need for additional airport capacity, because peak
usage is not effectively rationed.  Without appropriate price signals it will be impossible to
determine when a second airport is required.  This is discussed further in Section 8.

Attachment B provides a technical discussion of the manner in which efficient prices should
be set at uncongested and congested airports in the absence of price regulation.

As noted elsewhere in this submission, there is a range of balancing influences in the
markets in which airports operate, which act to moderate misuse of market power by airports.
These were also outlined in some detail in Section 1 of SACL’s March 2001 submission.
This balance will ensure that such price increases that may take place under lighted handed

                                               

5 Draft Report, p 177.
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regulation will not exceed those required to secure economically efficient pricing, if for no
other reason than to avoid the reintroduction of price control.

The ACCC, in its response to the Productivity Commission’s draft report, states that:

“in a genuinely unconstrained environment Sydney Airport would maximise profits by setting
the following charges: $120 per departing domestic passenger; and $510 per departing
international passenger” 6

Sydney Airport takes strong exception to the ACCC presuming to make public assertions as
to how Sydney Airport management would behave in a deregulated environment.  We are
also disappointed that the ACCC should seek to sensationalise the discussion of the
appropriate regulatory framework by presenting figures that the ACCC itself acknowledges
are unrealistic.

Notwithstanding this, the ACCC’s assertions appear to be based on a flawed analysis:

•  By definition, the ACCC has not taken into account the range of pressures and incentives
that will act to temper any ability to misuse market power.

•  The ACCC itself notes that “it would not expect prices of this magnitude because of the
threat of Government intervention”.  By this, the ACCC is explicitly recognising that
political pressures and the threat of reregulation would effectively counter market power.
This begs the question as to why the numbers have been included in the ACCC’s
submission at all – presumably for the shock value inherent in what the ACCC recognises
are unrealistically high prices.

•  The ACCC, as regulator, has recently approved an increase in charges for Sydney
Airport under the price notification process.  It is not clear from the ACCC’s response to
the Productivity Commission how the assumptions used in that document could produce
such a vastly different result from the modelling it undertook in the price notification
assessment.

                                               

6 Australian Competition and Consumer Commission, Price Regulation of Airport Services,  Submission in
response to the Productivity Commission’s Draft Report, October 2001.  Page 9.



SACL Response to the Productivity Commission Draft Report October 2001

8

4 COMMENTS ON THE DEFAULT PRICE CAP OPTION

4.1 Option B – Continuing Reform

As outlined in Section 1 above, SACL supports the Commission’s draft recommendation that
a new industry specific monitoring regime be introduced for Australia’s major airports for a
probationary period (Option B).  Our comments on the particular elements of the proposed
regime, as outlined in the Commission’s draft report, are also presented in Section 1.

4.2 Option A – Default Price Cap Option

For an airport such as Sydney Airport, characterised by peak period congestion and a highly
constrained site, SACL agrees with the Commission’s assessment that a CPI-X form of
regulation would not be appropriate.

Such a regime, with anything greater than a zero X value, would not only lead to real
decreases in aeronautical charges, but would send highly distortionary signals about the
requirement for additional capacity.

The Commission proposed that its less preferred option of modified status quo should, for
Sydney Airport, allow for aeronautical prices that reflect opportunity cost.  Such prices would
be best derived in an iterative manner and through negotiation, which would require flexibility
not consistent with regulation.

At worst, in the Commission’s view, the modified status quo would involve price notification
for increases above CPI, with increases allowed to reflect peak period demand and
accommodate investment.  This apparent easing of the current price controls would make
little practical difference for Sydney Airport, as it contains the undesirable features of price
notification and would not better facilitate price responses to peak demand and capacity-
induced investment requirements.

Issues relating to congestion and slot management at Sydney Airport are discussed in
Section 8.
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5 COMMERCIAL AGREEMENTS

As noted in Section 1, Sydney Airport considers that the existing regulatory framework, both
prices surveillance and access, provide a disincentive for parties to reach commercially
negotiated outcomes, as an arbitrated outcome exists as a fallback option.  The ACCC’s
apparent inclination towards to maintaining lower prices means that an arbitrated outcome
offers a strong likelihood of a better result for the service user.

The price monitoring regime recommended by the Productivity Commission would remove
the disincentive for users to reach commercial agreement that exists under price notification.
The suggested amendments to the national access regime, discussed below, would improve
the incentive structure created by the access regime.

Commercial agreements should be negotiated voluntarily by the parties.  The regulator does
not have a role in the negotiation or ‘endorsement’ of such agreements, as by definition, this
would reintroduce the disincentives that currently exist to concluding commercial
arrangements.

For the airport operator, agreements would provide them with contractual certainty from
users of particular services, and a counter to claims of price-setting based on market power.
In addition, such agreements could reduce the risk to the airport operator of less attractive
terms being arbitrated as part of an access declaration, as the established prices and terms
could be used as a precedent.
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6 ACCESS REGIME

In its initial submission to the Commission’s inquiry into price regulation of airports, Sydney
Airport proposed that an industry-specific access regime would be appropriate for airports,
recognising their peculiar industry circumstances and the non-vertically integrated nature of
the business.  That submission also proposed a number of amendments to the existing
access regime in the event that the Commission considered an industry-specific regime not
to be appropriate.

Sydney Airport appreciates the Commission’s broader policy perspective that a range of
industry-specific access arrangements may be less desirable than a consistent economy-
wide approach.  We note that the Commission and Sydney Airport have a similar view that
the existing regime for privatised airports under section 192 of the Airports Act is less than
optimal.

The Airports Act automatically declares airport services under Part IIIA of the Trade Practices
Act after an initial 12 month period.  This is more stringent than the economy-wide regime,
where services are assessed on a case-by-case basis under the Trade Practices Act.  We
note also that the criteria by which the ACCC assesses an application prior to arbitrating
terms and conditions are less stringent than the Trade Practices Act, a view shared by the
Commission in its report7.

Airports are not vertically integrated and do not compete directly with users of their services.
As such, there are few circumstances where it would be in the interests of an airport to deny
access.  In practice, resort to section 192 has been unnecessary to ensure access to airport
facilities, including for new entrant airlines.

Section 192 needlessly goes beyond services and facilities that are uneconomic to duplicate
and are of national significance.  Application of Part IIIA of the Trade Practices Act provides a
suitable and adequate means for resolving intractable disputes about pricing or other terms
and conditions of access to airport facilities.

The operation of section 192 also has the potential to restrict an airport owner’s ability to
legitimately manage capacity and safety at an airport.

While we recognise the Commission has now finalised its review of the National Access
Regime and sent the final report to the Commonwealth Government for consideration, we
would like to briefly reiterate some of the changes to the Part IIIA access regime that Sydney
Airport would endorse, broadly derived from the provisions of Part XIC of the Trade Practices
Act.  These were discussed in more detail in SACL’s March 2001 submission to the
Commission’s price regulation inquiry.  In summary:

•  Part IIIA should include a statement of objectives, to provide the ACCC with guidance in
balancing the desire to set low access prices with the need to promote investment in
infrastructure.  This should allow the ACCC a greater focus on the investment return
requirements of infrastructure developers.

•  With regard to access undertakings, the ACCC should be required to provide a statement
of reasons for a rejection of a proposed access undertaking.  The decision should also be
able to be appealed to the Australian Competition Tribunal.  This would act to address
some of the shortcomings of Part IIIA that led to no access undertakings being accepted,
or subsequently attempted, for the privatised airports.

                                               

7 Page 282
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•  Part IIIA does not promote the development of commercial agreements, providing a
fallback option to approach the regulator rather than conclude a commercially negotiated
agreement.  The Part should be amended to provide the ACCC with the power to issue
enforceable directions to parties to negotiate, with the ACCC able to mediate at the
request of the parties.
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7 PASSENGER-BASED CHARGING

The Commission has sought views about the rationale behind, and likely ramifications for,
airfares and efficiency of passenger-based charges.

Sydney Airport is scheduled to implement a passenger services charge for international
services from 1 November 2001.  This approach was agreed with major airlines and the
Board of Airlines Representatives of Australia (BARA), and was approved by the ACCC on
23 August 2001.  The ACCC did not agree to the implementation of a proposed passenger-
based charge for domestic services at the airport.  This was on the basis on objections
raised by a domestic service provider that a passenger based charge would penalise
operators with relatively high load factors.

The passenger charge will replace the existing runway charge; international terminal
charge; counter terrorist first response security charges; international passenger
screening charges; and international checked baggage security screening charges.
Apron parking charges will continue to apply.

The passenger based charge is considered to be more appropriate than traditional charge
structures, because the costs of providing terminal services and most security services are
more closely aligned with passengers than aircraft weight.  In terms of runway use,
passenger numbers are a reasonable proxy for aircraft size.  The passenger charge enables
more efficient, Ramsey-style, charging for the recovery of the fixed cost of runway provision,
as a greater proportion of the runway use component of the charge can be passed by airlines
to those passengers with a lower price elasticity.

The passenger charge is to be shown separately on passengers’ tickets, providing greater
transparency as to the costs of provision of airport services, and more direct accountability of
the airport to passengers for the quality of services provided.

The quantum of the charge has been set, based on financial modelling and using passenger
forecasts, to provide equivalent revenues on average to a weight-based charge.  That said,
its implementation will see Sydney Airport share to some extent airline risk in passenger load
factors, converting fixed costs of airport use to variable.

Average airfares, excluding the separately identified passenger charge, should fall by the
value of the superseded aircraft weight-based charges.
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8 CONGESTION AT SYDNEY AIRPORT

8.1 Capacity at Sydney Airport

The following chart shows allocated slots for the Northern Winter season.  All slots are
allocated for four peak hours, and are substantially allocated in shoulder hours.  In response
to September events, the outgoing Government acted to preserve slot rights whether or not
they were used during the past season and the coming Northern Winter season.

Despite some current reductions in slot utilisation, the threat of capacity constraints at
Sydney Airport cannot be ignored, particularly given that it may be some 5 to 10 years before
a second Sydney airport is operational.
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8.2 Congestion Pricing

The Productivity Commission has noted in its report the desirability of aeronautical charges
at Sydney Airport reflecting peak period demand and facilitating investment8.

The ACCC9, drawing on advice from the Network Economics Consulting Group10, states that
congestion pricing should not be considered in the context of land valuation because Sydney
Airport’s congestion issues arise from the policy constraints of the movement cap, curfew
and regional ring fence.  The ACCC goes on to suggest that the relevant decision maker in
considering whether to undertake capacity-augmenting investment is the Commonwealth
Government.

While the capacity pressures facing Sydney Airport are primarily imposed by Government
policy, these are nonetheless real constraints and the need to manage demand is no less
imperative.

Sydney Airport agrees with the Productivity Commission’s view that the ACCC’s decision to
use indexed historic cost as an estimate of land value provides no information or signals
regarding the opportunity cost of continuing to use this land for aeronautical services.

However, airport land is probably not the best basis for establishing peak period pricing, as it
is heavily assumptions-based (particularly if indexed historic cost) and does not necessarily
derive prices that reflect market demand.

A market driven price would offer a superior outcome, however, slot trading itself has
shortcomings.  With the current structure of the aviation industry, slot trading would be
unlikely to lead to a dynamic market for slots, because of inflexibilities in trading slots
between international airline alliances, and the current dominance of the domestic market by
Qantas.  Another shortcoming of slot trading would appear to be the difficulties that an airport
operator would have deriving investment signals from the remote slot market.

The current administrative slot allocation system is also imperfect, as it does not provide for
an outcome where premium slots go to those airlines that value them most.  Because holding
scarce peak slots does not have a relative cost attached to it, peak utilisation is likely to
signal the need for additional capacity before it is actually required.  The view of Professor
Alfred Kahn, in a paper prepared on behalf of Sydney Airport11, is that:

If the decision of when and how much additional capacity is to be efficient, users should be
confronted with prices reflecting either those short-run congestion costs – rising over time – or,
once the expansion of capacity is clearly on the planning horizon, the long-run incremental cost of
adding to capacity.

In 2005, when considering the need for additional airport capacity in the form of a second
Sydney Airport, the Government will need to be able to base its judgement on a pattern of
airport use derived from efficient pricing.

                                               

8 Draft report, Page 307.

9 ACCC Submission in Response to the Productivity Commission’s Draft Report, October 2001, Page 16

10 NECG: Productivity Commission’s draft report on price regulation of airport services, Comments on land
valuation and congestion issues, September 2001.

11 Kahn, Professor Alfred, Evidence on behalf of Sydney Airports Corporation, 17 January 2001, page 10-11.
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Sydney Airport considers that better starting point to pricing peak usage would be an iterative
rebalancing of peak/off-peak charges to better reflect the costs of providing peak slots as
well as airlines’ willingness to pay for scarce slots. The airport’s March 2001 submission to
the Commission’s inquiry12 stated that:

An unregulated environment would provide the maximum flexibility for SACL to “micro-manage”
the price settings of various services and facilities to generate efficient outcomes.  This could
include time of day (peak/off-peak) pricing, the extension of the current system of off-peak
discounts for new services and greater levels of facility specific pricing to manage excess
demand at any choke points where expansion is either not possible or where the incremental cost
of expansion exceeds current price.

In addition to providing appropriate signals for slot rationing and investment, landing charges
reflecting marginal costs may increase the capacity of the airport in terms of passenger
throughput.  Among other things, the maximum number of passengers using Sydney
Airport’s services will depend on landing slots, terminal facilities and the types of aircraft
used by airlines.

The greater the proportion of small aircraft used, the more likely it is that slot capacity will set
the limit for total airport capacity.  In contrast, the larger the average aircraft size, the more
likely it is terminal facilities will act as a constraint.

That peak period capacity is currently constrained by slot availability suggests the size of
aircraft being used is lower than that which would be required to maximise passenger
throughput.  This suggests it is currently more viable for airlines to use smaller planes more
frequently than larger planes less frequently.  The capacity constraints experienced at
Sydney Airport suggest the financial incentives on airlines may not be aligned with the total
costs (including congestion) of providing particular services.  Prices that better reflect
marginal costs will encourage airlines to change the mix of aircraft to increase passenger use
of the airport for a given number of movements.

Accordingly, adjustments to charges to manage demand could include raising minimum
landing charges for peak periods to encourage use of larger aircraft.  These measures
would, of course, be implemented with regard to the Government’s policy of the regional ring
fence.

Over time, as capacity becomes increasingly scarce, charges at the peak may need to rise
beyond a rebalancing of charges.  It would also be appropriate for peak charges to reflect a
component of the costs of developing additional capacity in the form of a second airport.

A framework that allows for commercial agreements on airport pricing and cost recovery will
also allow airports to better prepare for the proposed introduction of new large aircraft.

                                               

12 Sydney Airports Corporation Limited, Submissions to the Productivity Commission in relation to its inquiries
into: Price Regulation of Airport Services, National Access Regime and Prices Surveillance Act 1993, March
2001, Page 27.
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9 CONCLUSION

An efficient, responsive airport industry requires a regulatory framework that allows airports
to earn a fair rate of return, undertake new investment, and be responsive to customer
needs.  The light handed regime proposed by the Productivity Commission would go a long
way to providing such an environment.

When the Commonwealth privatised the Federal airports, its stated objectives included the
“provision of quality airport services” and “responsive economic development of the
airports”13.  Its intention to privatise Sydney Airport is supported by similar goals.  This can
only be achieved under a regulatory regime that allows for efficient pricing, management
flexibility and responsiveness to market dynamics.

                                               

13 Australian National Audit Office, Sale of Brisbane, Melbourne and Perth Airports, Audit Report No.38, tabled
24/03/1998, Part 1.
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ATTACHMENTS

A. Market Power In Particular Airport Services

B. Setting Economically Efficient Prices For Constrained And Unconstrained Airports –
Technical Considerations



Attachment A

1

MARKET POWER IN PARTICULAR AIRPORT SERVICES

Aircraft Movement Facilities

SACL recognises that it has a degree of market power in this area.  Passengers wishing to
travel by air to or from the Sydney basin, internationally or interstate, must currently use
Sydney Airport.  However, there are a number of factors that limit SACL’s market power:

•  Domestic and intrastate passengers have a choice regarding their mode of transport, with
substitutes including rail, bus, and car.  Airports have a strong incentive to ensure that air
travel represents an attractive and viable alternative.

•  Airlines can and do vary the services they provide to and from Sydney by reducing
services, flying to different destinations or code sharing.  As Australia is at the end of
international legs, it is more prone to service changes by international airlines in response
to market conditions.

•  Sydney must compete with other Australian airports to be the ‘hub’ for international
carriers.

•  Some airlines are more price sensitive than others, and Sydney Airport actively offers
aeronautical charge discounts to attract new or more marginal services to the airport in
off-peak times.

•  Intrastate airline services can choose Bankstown as a substitute for Sydney Airport.

Passenger Processing Facilities

Any market power held by Sydney Airport in relation to passenger processing facilities is
limited by a number of factors, including the:

•  Potential for airlines to establish off-site processing facilities.

•  Ability of domestic carriers to check-in passengers at their leased terminals where those
passengers are transferring to an international service.

•  Ability of airlines to choose the amount of check-in counter facilities that they consume.  If
charges for use of check-in counters were considered to be too high, airlines would
choose to manage their passengers through a smaller number of counters.  This would
clearly also be a concern for airport operators in managing terminal congestion.

Lounges

SACL agrees with the Commission’s conclusion that airlines have a significant degree of
discretion about the nature of lounge facilities they provide at airports.14  Airlines choose the
amount of lounge space used and the location/quality. This significantly limits any market
power held by the airport in relation to charges for lounge facilities.

In any case, as recognised by the Commission, the price charged for lounge facilities reflects
the opportunity cost of that space.  Space is limited at the airport, and within the terminals,
and there are competing uses for that space (such as retail uses). Airlines generally prefer
windows overlooking the airfield, and locations near departure gates. Prices should reflect
the opportunity cost of the space used, which is likely to incorporate locational factors.

                                               

14 Draft Report, p134.
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Landside Access

SACL considers that any market power in relation to landside access is tempered by the
range of substitutes available: taxi, rail, bus, drop-off/pick-up, off-site parking, rental cars.

In relation to ‘front door’ access, SACL acknowledges that it possesses a degree of market
power.  However, SACL incurs significant costs in providing and managing kerb side access
facilities, such as drop-off points, taxi ranks, holding bays and management services, and car
rental bays.  Airports around the world are increasingly realising that kerb side congestion
can be a significant problem, and efficient pricing structures can offer a means of managing
this.  Further, legislated access provisions protect against any misuse of market power in this
area.

Car Parking

SACL considers that it does not hold significant market power in relation to car parking
facilities.  There are multiple alternatives to SACL’s facilities, including alternative modes of
transport (taxi, bus, rail), off-site parking, and valet parking. It must also be recognised that
space at the airport is limited, and there is a high opportunity cost in providing on-site parking
facilities.  This opportunity cost should be reflected in efficient prices.

As noted earlier, airports also have a strong commercial incentive to offer car park customers
value for money, as this enhances their dwell time and propensity to consume other airport
services.

Commercial and Retail

SACL also supports the Commission’s conclusion that airports are do not have significant
market power in relation to commercial and retail activities.  Customers’ purchases at the
airport are purely discretionary – they can purchase goods elsewhere in the city.  Any price
differentials are likely to reflect locational factors, and this is consistent with the difference in
prices seen in other parts of the city.  Airport facilities must compete on quality, price, range
and perceived value for money.

Other services

In regard to aircraft light maintenance, ground services, and waste, SACL notes that it has an
incentive to provide access on reasonable terms for such facilities, to ensure the efficient
operation of the airport.  Operators are provided with access to these facilities commensurate
with their requirements, on terms that reflect the opportunity cost of the space that they
occupy.

SACL agrees with the Commission’s conclusion15 that it has negligible market power in
relation to heavy maintenance facilities, flight catering, and freight facilities.  Such facilities
can be provided off-site, and frequently are in the case of catering and freight.  Many of these
services can also be provided at alternative locations, both domestically and internationally.

Airlines have significant discretion regarding the amount of administrative office space they
require at the airport, and SACL therefore does not hold significant market power.

                                               

15 Draft Report, pp 147-151.
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SETTING ECONOMICALLY EFFICIENT PRICES FOR CONSTRAINED AND
UNCONSTRAINED AIRPORTS – TECHNICAL CONSIDERATIONS

Revenue Recovery

Basic economic principles dictate prices should be based on marginal costs in order to send
signals to consumers and producers encouraging them to balance the benefits obtained by
consuming goods and services with the (additional) costs of providing them.  Prices below
marginal cost encourage resources to be wasted meeting customers’ demands that cost
more than the benefits derived.  Prices above marginal cost discourage purchases that
would have led to benefits higher than the cost of supplying these demands.

However, as the Productivity Commission notes, although short-run marginal-cost pricing will
promote efficient use of existing airport assets, it may not provide adequate returns on airport
investment and may have perverse long-run implications for airport users if airports fail to
sufficiently invest in capacity.  If marginal costs lie below average total costs, as may be the
case for non-congested airports, marginal cost pricing by itself will not provide an adequate
return on existing assets or appropriate incentives for airports to undertake efficient
investment.

Figure 1
Illustration of Costs at Non-Congested Airports
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As pointed out by the Productivity Commission, given a requirement to cover total costs,
efficient prices in non-congested airports typically will exceed short-run marginal cost so as
to signal the need for, and provide an adequate return on, incremental investment – but will
not be so high as to generate substantial persistent excess profits.

This dichotomy between prices based on SRMCs and prices that allow an appropriate level
of revenue to be recovered can be resolved through the use of more sophisticated pricing
arrangements.  This includes the use of multi-part tariffs, which can be combined with
Ramsey pricing principles and long-term contracts between airports and airlines.
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Price Efficiency

The above discussion illustrates the situation where the short run marginal cost curve lies
below the average total cost curve.  This will not necessarily be the case if an airport suffers
capacity constraints and congestion.  In this situation marginal costs, including congestion
and crowding out costs, could lie well above average costs, as recognised by the Productivity
Commission.  Under these conditions, the appropriate test for abuse of market power may
not be the revenue test discussed above.

SACL agrees with the Productivity Commission’s statements that, in a capacity constrained
situation, whether prices provide an adequate return on existing assets is essentially
immaterial to efficiency considerations.  In order to promote efficiency, today’s prices should
signal the incremental cost of efficiently maintaining services into the future.  The efficient
price level will be determined by the need for, and cost of, investment to maintain services in
the longer term.  Revenue in excess of levels sufficient to provide an appropriate return on
investment may not represent an abuse of market power but, rather, an efficient mechanism
for allocating scarce resources.

Figure 2 illustrates the situation at a capacity constrained airport, where demand exceeds
available capacity when prices are set according to the average total cost.

As the capacity limits are neared, the short run marginal cost curve (SRMC) rises sharply.
This is because SRMC is premised on given capacity limits at an airport and operational
expenses generally rise as airports attempt to meet demand.  Thus, at points close to the
capacity limit, the SRMC is very high, reflecting the opportunity cost of airlines that are
unable to utilise as many slots as they would like, as well as congestion and delay costs.  For
airports, the SRMC curve could be expected to cross the capacity limit at a very high price,
reflecting the fact that there may be few viable alternatives to airport services.  At this point,
the SRMC will reflect the costs associated with replacing airport services at Sydney Airport
with other alternatives, such as road or rail options, or airports at other locations (ie
Canberra, Newcastle, etc).

Figure 2
Costs at Congested Airports
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The average cost curve will initially be high but will fall as output rises.  Figure 2 illustrates
that setting prices on the basis of average costs can lead to excess demand if an airport has
reached capacity constraints.  This implies that, under these circumstances, prices based on
average cost will require non-price mechanisms to allocate scarce landing slots.  SACL
agrees with the Productivity Commission’s statements that non-price mechanisms, although
leading to market clearing, result in inefficiencies, as there is no guarantee slots will be
allocated to those who value them most highly.

When determining whether behaviour has been acceptable, care must be taken in
interpreting prices that lead to revenues in excess of costs.  When average cost based prices
lead to excess demand, higher prices will improve dynamic and static efficiency.  Thus,
rather than indicating abuse of monopoly power, such prices reflect appropriate mechanisms
for encouraging efficiency in the market.

Capacity should be increased when demand has increased to the extent that the price
airlines are willing to pay for slots is sufficient to recover the costs associated with that
increased capacity.  In other words, capacity should be increased when the expected net
present value of congestion and crowding out costs reaches the point where it is at least as
high as the NPV of increasing capacity (the incremental cost).


