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Foreword

The US Airtines Deregulstion Act of 197 und the prioe de facw deregu-
lation accomplished by the Civil Asronmutacs Board constitute one of the
Tew contempornry exsmples of rapid and subatantial deregulation of an
Ind-';-lh sigmaficance is obvioas. To the applbed sconomst it

figund in rhat, while falling shon of being o controlied
-.-:pﬂmu this epiande nevertheless provides unusually good oppor.
tunities for empirical testy of theonies shout the offects of regulation. A
mumber of such studies have already appesned, and doubileds many mone
will be mnde. In this volume Michsel Kithy sumimariaes (he major
spparent effects on the United States industry’s seructore and perfor-
muance. In the same vein, & detadled shidy by Starkie snd Stums of the
effects of some relaxsion of regulaton on regional e operion in
South Austrulis ks abvo inchoded in the vohame.

It is also significant that st the ssme time s the iniefactsal impetus
towand sirline deregulsiion occurred, @ mew theory of the relationship
between market structure and performance win developed, and that, in
part, the same people were involved in both endeavours The develop-
mieal of the fheory of marker comestability, i seems clear, was stimulpied
by the practical concerns of the airiine deregulators and by their empincal
Wﬁmm

Findlay poinis oul, ihe mapw rabonale for ailing
ul:ul"lmhnhuﬂluhlhf“&mhl-ﬂm
Comtestahibiry theory — sammarised here both by Findlay and by Starkie
wnd Starms — casts comiderable dowbt on this beliel. This i because cven
whie operator, they are comiestable., i.e., vulpersble o entry by cutsiders,
who can enter without ncurring substential sunk costy. The single
operalor may, in o sense, be o monopolist, but his monopoly power is

lirmited by the threal of cniry.
ﬁrmﬁmauﬂ:whmmﬂhﬂhquﬁq.mrn
big addvances that have heen made in recent years 0 ous
undentanding of economic aspects of air transport wd of the issaes
invalved in ifs regulathon — sdvences in the making of which the authors
represenied here have figured prominentsty. The Centre for Independent
Studies is prowd 10 have sponsored the Conference on whach this volume
is based, and 1o bring the paricipsnts” contributions (o o wide audience

wil



Is Air Transport a Contestable
Market?

Christopher C. Findlay



Christopher Findlay (s 4 Lecturer in the Economics Department of the
Univerity of Adelaide. He completed his Ph [, in The Faculties at the
Australian University in 1982 on the topic of Australisn regulation of
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Is Air Tunmgunmhh

Christopher C. Findiay

L AVIATION POLICY ISSUES

The recent sternpt by East-West Airlines 0 compete on domestic trunk
rowfes has rencwed interest in the question of the mumber of sirlines
permitied b operaie of varoas fostes in Australia. There b 3 fear thal
only one airline woulkd survive competition on trunk rowles. Some com-
mentators argue it would be efficient m limit the number 1o one, while the
curreni regulations protect two, and some people — like East-West —
wotlld prefer three.

The size of the Australian market and the vicw that scale economies ane
significant in civil aviation have led w the conclusion that air trasispor is
a natural monopoly. The surviving fimm could be expecied o use it
power 10 explodt consumen The response 10 i afalyis of the chsrc-
teristics of air transpor has been extensive regulation (far @ thoroagh
review see Kirby, 19811 Two airlines were designated wo operate on the
trunk routes. Regulation anempted o strike o balance between the cost
advaniages of a single carricr and the opportunity for competition. The
designated carmens were protected from eniry, so they could plan in a
stable market and cxploit any economies, In return for this privilege they
had obligations. They were expected 10 provide servico 1o relatively
sl and 1solated communities and 1o cater for a wide range of wates
all a1 reasonable’ prices.

The theme of this perspective wus smallness. The Australian market
was srmall, w0 it was in danger of explostation by & monapolist, Sorme
routes were small, so they may nol have been werved. Some groups of
passengers were small. s they may not have been m
service . The question in this paper i whether ‘small’ s bad o

1L CHARACTERISTICS OF AIRLINE COSTS

Although commentary on the Two-Airfine Policy wsually stresses the
relatively wmall size of the market in Awsaralia. it 18 not size abone that

1



Charmgrn im dhe Air "

important. The same Australian market supports s number of prodicers
of aather commuodities and services whene marken are highly competitive
The assumption being made about sir ranspon echoology is that there
e sgmificant scale ecomombes in the production of the service. To asess
the merit of regulation, we Mand dart by examining rhe characteristics of
mir IRASPO Cosis,

Adrcralt size

There are substantial scale econormes with respect 1o sircrafl size. Costs

Eﬁﬂﬂ:ﬂh“ﬂ.ﬁh“ﬁmnﬂ
5 taken a paper by Bailey and Punzar. Average cost on the larger
wircrafl is kower for each simge bength,

TARLE 1: Economies of Alrerah Slee, 1980

Stage Alreraf Seaty Avernge Cont
Lengtih FT"
R OV 580 ] Al
B TIT-Xm . &3
sl B 7E7-200 1] el
I XY o 82 i
280K km B 727-20 162 L
D 10- 10 180 o
* T4 per cent kowt facioe
Searce: £ E and §.C. Panrar, “The Contestahility of Alfting Mt
Durning the o Dencgulation”, Law and Contrmporirs Proflems. 44,

Wimer, 1951, pp, 125146

mi.mmﬁmmmmhmné
smalier commanites
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Fimallaw: |1 Adr Tranamairy {omysiobly *
Smaller pommunithes

Oine option for serving smaller communities is 1o offer dimect Mighis o
all destinations. The flight frequency on each route i low under this
option in order 10 explhoil the econombes in aircrafl sine. Anaother option b
grester use of networking. Smaller communities are served by more

flights to a local hub where passengers change planes, joi
others from their region, and Ay o asother hub on & lerger sircraf
Elizabeth Bailey, dunng her recent visil to Australia, emphasised the
increased wse of hubbing tn the deregulated US market.

The local community would probably prefier diroct service, since the
total trp tme will be shomes. O the oiher haml, Might frequency inay
increase with hubbing. so the met effect is uncertain,

Bome communities may not jostify commercially any air tronspsn
service, Passengers in that case will be forced o use other modes of
transport. 1f the broader community believes it i valuabie w0 have high
guality aw transpon within close reach of all consumen, then it could
demand that regulated carmers crows-subsidise powies. Bul the mone
efficient approach in 1o subsidise the service directly s that & relatively
small barden is bome by all tanpayers rather than taxing o smaller grosup
of consumers at o higher rue

Range of service on esch Might

The economies in arrcraft size explain why s craasport o provided in
lumpry wnits o discrete inservals. When cach Might provides just one type
of service, and when the market is small, it mplies long wakis by
comsumers for a particules type of travel. Thus there ane ecanomies from
combining various types of service on one (light. Thess inclade the
Oopportunity for passengers o buy a seat on the Tlight st very shor aotice.
This service can be made available by reserving s block of seaty that
normally has & low load factor ot & relatively high fare. There are b
economees from combining frebght and passenger service.

In the markets where passengens regand intervaly berween (lights as
significant. cach flight will provide a range of types of service. Some
Tvpes of service may not be avadlable, If the boader community belioves
sich service should be available, the efficient approsch is w sabsidize
thirse services directly rather than tax some conumern of air manspon wnd
ni:t:hlum

summary, there are sconomies from combining various types of
traffic on the same Might, cither peisengen from differeni Incations in 3
region of passengens who prefer different degroes of service quality.

]



i hanged i the Air
Mumbser of firms on & roule

These characteristics of abr framspor mean that on some rowtes there
wre lew fights per week. What is the implication for the nmmber of firms
oy thee: Pownes”
There may be significant Mued costs of enry 0 o moote s el s more
wre midded the couts per unid fall. This charscieristic sugpews thal
roiates with few Maghts will tend 1o be served by only one fiem, These
econmies xre likely o be exhausted afier & couple of Mights per day =0
thai demser routes can suppon & larger number of opersiorn. Whie
concluded that scale coonormies would by importw only on ciry pairs o
‘low’ output ( 1979:571).

Summleir of firms (6 s eetwork

Even if scale economics are quickly exhausted on cify-palr moutes,
there could be poosomics over the whole network, The number of finms
inthe network will depend on economies in firm stee.

Reviewers of the liferature on scale economaes penerally report that
there are no significant economies in firm sise (Bailey and Panzar, 1981,
Ciremning and Coat, 1970; Kirhy, 1981; White, 1979). Kirby evtimates
ihat the mimimum efficicnd scale of operation involves five slrcralt
{ 1981347, These results support the view thal econormies ot an indi-
widual roite will be exhausied on dense roules, and suigged thal mone
than one firm could sarvive in o notwork .

The popular view i that scale economios af the lem level ane signifl-
cal, Kirbry reporis that many paricipants in the sitline regulation debase
claim ihe existence of significant scale sconomies (1981 ch. X). Bropden
i 1980) argues that open competition would lesd o 6 single sirfine,
implying thet wale economics arc significani. The sfatitcal evidenoe
docs ool MEPPOTT thewe views.

Sumrmary

There may be single firms operating on some moutes cwing o econo-
mibes in abroraft slee and in increased output o low kevels of output, Cin the
denser routes, und over a whole network, a number of carmer can
continue 10 srvive. In thet case, operatons will be discrplined — i the
sbsence of regulabion —— by their competinorn. How can the single
operaton on & moute be disciplined !

]



Finllay Iy Air Trumspeey (oniy suble

Il CONTESTABLE MARKETS

Ideally, & single firm should be continually valnersble 0 competitive
forces, If the incumbent s inefficient or charges excessive prives, then
sucoesaful entry by new fioms shoulkd be possibbe and profitable (Baikey .
19810, This will happen i the market is contestable | Balley and Fried-
lacmder, 1982, Haumol, 1982), Chber firms should be able 1o enter the
roite on equal kerms to the mcumbent and have frecdom ovir pricing.
Ease of entry thist durshle goods that sceount for high liued costs
be readaly o other markets — fior examiple, by seoomd- hand
sl or aliernative deployment — o thal their coal is recouped . Similery,
hman skills specific o the industry shoskt nit be spocific o o paricoular
route but iransfersble from market o marker. These condiions mean that
potestial entrants can "hil and run’ pe linke cost.

Sunk cosis — that is, cosis that must be incummed o enber a inarkel bt
cannct be recovered on exit — will deter entry. Thene will aleays be
e wink costy so few markets will be perfectly cositestable, When sunk
el are wgnificant, the envimnl must estimaie more carcfully the profin
that can be carned before the incumbent responds and the peobabiny that
the entry bid will not succoed. Sire of wnk costs remains o critical

Adr tronsport Envolves substantial copitel costs bul these wne ol sank
For example, the major iem of capical i ibe airoraft, which can be fvan
ofl any rowte making enkry easy 1o panticular roates. The major sunk cost
in alr fransport are sirpors. Access o these facilithen, whether privately
of publichy owned, should be srranged o avedd explodtation of monapaty
power (Bailey, 1981),

There muist be & pool of potential entrants for incumbents 0 be
villnerable to competition. This is the case in Amtralia. There ane anly
itwo trunk opersdons but many regional opersitors and comier fimms
There are other firms in the ecomomy — particularty freight carmien —
when currently operste mrcrafl sl could enter these markets. Finally. »
large member of istermational carriers who fly o Australin could be
potential entrants fo the runk routes,

There is some pricing freedom under the current regulatory system bl
there ix not free entry. Behaviour ender this system should nes be used 10
predict the type of behavious that would be observed with froe eoiry and
pricing freedom . Under the curment sysiem. incumbents have incentives
10 cul prices 10 drive out other firma (perhags cntrants on substitute
rouies ) because the restriction on entry makes future profies likely and
those profits coubd for losses during the Tare war

Behavioor in muirkets i the US can be used o predict
b harviour under deregulation in Assradin. The totsl market s ihe LIS n

)
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tisn and even if the outcome is one, the threat of potential entry can
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The US Airline Deregulation
Experience and Its Implications
for Australia

Michael G. Kirby

L. INTRODUCTION

In Australia, s claewhere, the haue of the mos! appropnaie eoonoMIC
policy for the airline industry provokes a lively debate. Participants in
thin debate cannot afford to igoone the expenence in the LIS idusary over
recent yearn, partbcularly the government’s revolstionary deregulataon
policy. This experience provides an impoftant source of empirical infoe-
mation sboul airfine sconornics snd policy . However, inmany Ausiraiian
circles knowledge of the US deregulniory experience s ofien only
sketchy and anecdotal in nature. Thas paper sarveys the extensive lsera-
ture on LS pirline deregulation, presenting & brie! sammary description
of receit events and developmenis in the US ndustry snd commmeesis on
the rebevance of this experience o the Austrulian sitaton

ILTHE US ATRLINE INIMUSTRY BEFORE DEREGULATION

The regulatory framework

The US airline indastry has & tradition of extenuive regulaiios dating
froen 1938 | more detailed descriptions of the regulatory framework in the
US girline industry are svaalable in Douglas and Miller, 1974; Kennedy,
1975; and Keeler, 197K), Policy was onented wwanks govemment pro:
vt off the wir tramsport systemn and prstection of the industry and was
pursued through public stlity style megulation, In particalar, airfine
ml?mwmrmwmmmug

regulstory suthority, = o requinng
competitive palices

Wach ool the research for this pmpor was sndenakes shilke te sise soempleed
o the Australian Matonal University  The views expeeised do mo mecovsanby
refleci those of the Bismmn of Agncslnira Boaomio.

I3
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The CAB controlled the number of airline carmiers in the industry and
the muies on which each could fly. This coatrol was typically excrcised
in & highly restrictive mannet. For instance, no new trank carriers were
certificuted from 1938 1o 1976, In sddition. eniry was controlled into
every individual sirline market by means of route authority cases, which
effectively limited most routes o two or throe carriers. Under a moule
mOrationinm no new roale authantics were gramed from 1970 oraands.

Fares were set according 10 8 formula that related standand fares 1o
distance travelled. The lormula was based on average mdus-
Iry costi, assuming u 55 per cont boad and 12 per cent relum on
capital However, the chosen formuala resubied in fares less than cost for
distances under 400 miles and grester than cost for those over 400 miles
(Kahn, 1983} While some discounts were allowed sf times, sirlines were
not generally permitted W set prices below the standand fares.

Subsidies were available 10 trunk snd local service sirlines W provade
mmimal adequate service 10 smaller communities. This often consisted
of one flight per week.

It in alo 1o nute the arcas of sbrline sctivity that were mof
subject 1o regulatory controls. These incloded iroraft type and
capacity, inflight services, and timetable schodibes

Fonnionic sssrssmeni

This syuem of sirline regulation was sharply critiched by many
econmmists as being inefficient and contrary 10 genersl commumity in
teresits (Levine, 1965 Dougles and Miller, 1974; Koeler. 1978). Fares
were alleged i be set 100 high i that the allowed rate of retarn on capatsl
was in encess of that required 10 ewrn 2 normal rate of profits. In response
to these administered prices and the supernormal profits implicit in them
-mmmwmwmmzmd
monprice competition, e g, improved scheduling, aircraft rype snd sise
me-ﬂmﬁdhhum.hﬂ:mi
irequent flights, and average or normal financial returns 10 the camen
m&mww“mﬂwﬂ
was pencrally thought the price/quality combinathon of services
provided wan higher than desired. Empircal evidence 1o suppon this
sntalysis was found in the behaviouwr of intrastate camiers in Califormis sod
Texas, which wese outshide CAB control snd charged lares up 1o 30 per
The lack of new entry imto the industry and into individual markers
snhibited innovation and the provision of aliernative prce/gaality optom
for air wravellers. In addition, airline networks were poorly imegrased,
with suboptimal route tructures owing o the difficulty of scquiring new

14
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routes, The CAB awarded routes with Little thoughi for selecting the
strengthening aimed at improving the financial vishiliry of camers.
result was an indusiry characterised by geographic specialisanon and
sharp boundaries between camiers (mrunks, Jocal service snd commuiers|
— charscieristics largely unrelated w economic and market realities.
Finally, the lack of competition meant that airline managements had
reduced ncemtives o nesist undon demands, which led w0 wo-called
y explofiation’ by employess. The resultant hagh labour costs
the form of mot only higher wages and salarkes but slso restnective
wioerk males.

L US AIRLINE DEREGULATION

Two phased of deregulaon can be kenofied: firm, de fuosr dermgulanon
where burenucratic decivions gave the industry increused freedoms; and
m*mm'ﬂhmmdﬂm

From the mid- 19708 onwards the CAB began 1o sdop 8 less restrictive

stance (CAH, 1982a), The route morstorum ended in 1973, In
October 1976 the CAB relasied ithe group affilistion males for chaner
flights, thus providing & competitive sliermative to existng schediled
services, In April 1977 restricied deep discount fares, ¢. g, the American
Adrlines” Supersaver fure, were allowed 5o that scheduled carmiers could
muatch the charter operators, By March 1978 ihese had spresd ihroughout
the networks. In September 1978 the CAR introduced its “sone of
reasonahleness’ spproach 1o air fares under which carmers could readily
vary their fares from the standard formula rates within (he mage minus 30
per cent to phus 10 per cont. In addition, rouls awerd procedures were
stream]ined menﬂmmhﬂhuﬂi‘m:m
from early 1977, while procesdings swarding rowies o severnl camers
were introduced in 1975 By Janusry 1979 the CAB hal exsentially
remved mosl enry barrien,

The Airlines Deregulation Act of 197K signalled the de e phane i lor
a detaibed summary of the Act, see Dubuc, 1979, This Act prowided, on
a phascd basis, for exiensive deregulation of the airfine industry  In
particular, it introduced virtuslly unrestricied entry and fare sdjusement.

The Act provided a timsetable for reform. The CAB would ke its route

in December 1981 amd its rate suthority in Janears 1941, atule
the CAB itsell would be terminated in Jusuary 1985, However, the
cffects of the Act were almost immediate. In ordinary route swand cases
willing entrants were usually admitted and the burden of proof was
shified so thit opponents o eniry werd nequiied o show thal the propoesd
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entry was agninst public convenience and neoessity The Act also pro-
vided a statutory rone of ressonableness for air fares.

deregulatory acnioas of the CAB, thus protecting the CAB from possible
cour cases. But, more importanily, it provided s permanent liberaling-
tion of the industry. Thas the new approach o airfine regulation woukd mo
longer rely o heavily on barcaucratic whim or neerpeetation, wouks
he more difficull 10 reverse, and would encourage and enable a
%ﬂﬂﬂﬂwhm’.

Economic amalysis of policy proposals often utilises companstive static
asalynis Insuch an approach the ceteris paribus sssumption, ie , that all
other (actor or parsmeters in the sxonomic system remam unchanged, s
important in order © isolste the effects of the polucy peoposal ieself from
other possible changes within the system
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In reality, hiswever, it is unlikely that the ceverts paribus sssamption
will hold  This has certainly been the case in the LS sirline industry since
deregulation. In . the indusiry has faced chasges in input poces,

m the business cycle, and stmkes and other stoppages. For

. the airfine input prices index rose 105 per cent from the fourth
quarter 1976 w 1981, compared with & comsumer prices ndea nse of 62
per cent (Kahn, 1983: 142). Fuel prices nowe 200 per cent over the same
period while inlerea rates dousbled from 9 per ceml in 1978 1o 18 per com
i 198, There were boom conditions amd rapid growis in GNP e LS
economy during the period 1977-1979, whereas |97%- 1962 was charsc-
terised by recession conditions. Demand for sirline services s closely
related wo economic conditions. The air traffic costrollen” strike
in miadk- 1981 had an uneven ifpact on fophsn, Erpom, and carmers & it

wmmmmmmmmﬂ
continued regulation must be made under dentical crcumsEEnces e

lating 1o exogenous |

Fares and costs

There have been fundamental changes i the stractare of s fares i the
IS since deregulation. In particular, the number of discount sir fares and
ihe sizes of discounts have significantly increased  Wherdas mownd 210
pmﬂumhwummmm

cent were on discount funes i 193] with an sverage
mdnpdm percent (Teme, 1983). While this may be consiaent
with increased price discrimination, i is generally helieved thai the mon
corroct explanation ks that air fures are now mone closcly relaied o costs

of i

observations give support o dus explanstion First, shor-
hmisl, thin routes have become relmively more expensive tum bong-haul.
dense moutes. This refleon cost ecomnomees of longer stuge lengihs and
incressed market density allowing the e of larger sercraft. In sddition.
long, denne routes often tend 0 have a grester proportoen of dscrethonany
travellers. This tends 1o have an impact on relative noute cosss since Mn
Mo expensive 1o provide a regular, frequent, kv load factor service

17



Chanper in the Air*

‘ reports
seating density by over 10 per cent between 1976 and 1981 {1983:143),
and that the average load factor of all certificated carrien was 640 per cent
the 1977- 1982 comparcd with 53 per cemt during 1971-
1976 (1983:144). The CAB roports average aircraft utilisation by the
trunk sirfites was 9.5 howrs per day during 1977-1 980 compared with §.9
m“_“;w diy during 19731976 (CAB, 1982a). This was aided by
changes cnabling more effective susmer/winter sse of equip

ment and incressed averuge stage lengihs (up 5 per cent hetween the
above time perinds). Carmiers have also sought 10 lower cous by negotis-

I9H3: 140, These differences have been aitributed 1o o less unionised
workforce with lower wages and conditions and lewer senior staff (i e | g

Changes in the quality of service (e. g, seating density and load fscors)
complicale uttempis by measure the cutent of any cou reduction achieved
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after deregulation. However, one econometric study that allows for the
changes in these sspocts of airline service suggests thal the cosls of

trunk and local service cammens were on averape around 3 per cent
lower in 1977 mnd 1978 than they would have been withou deregualarusn
(Kirby, 1984)

In recent years the US mirkine industry has expenenced severe financial
hardship. Eamings have fallen markedly. in swne cases (0 the paint of
bankruptey (e.g. . Brunifl), However, i shoubd be rememberod that ciher
industricy and airfines in olber countmes heve expenenced similar reiles
in this In sddition, finencial performance in the sirfine industry
has preatly among atrlines and cver time, The average metam on
investment for tunk and local service operstors was 8.8 per cent duning
the yean 19771980 compared with 3.5 per cent dunng 1970-1976
(General Accounting Office, 1981}

The financial difficulties facing the sirline industry can be traced o
sevieral factor:

a) the cconomi recession durmg 1979-K2, which nvalled the worst

since the depression. While demand fell overall, the recession had its

groatest effects in leisure markets.

bi & rapid increase i focl prices, whsch rendered many alder mrcrai

vimually obsolete and increased the difficulty of redeploying larger

arcruft.

€) management efrors, ¢, the expansion plam of Bl and Pan

Am_ i appears thal camen worrying sboul market shares performed

relatively worse then thoss concentrating on profiakliny (Coben,

1981).

d) deregulation, under which incflicient. high-cost asdines had -

creased difficuity competing

el the equipment legacy of the obd regulsory system. For cxample,

rthe trunk airlines, with around 35 per cemt of thelr capacity in wide-

bodied aircraft in 1978 (Graham and Kaplan, 1982:17), sere lews ahle

1o cope with deregrulation end the exogenows pressures in the imdusiry,

s reflected in their relanvely poorer financisl performans

Setwork developments

Substantial changes have occurred i the US dosmestiee aliine network

sructure since deregulation (although stanistical resubts relating w
changes in network structure and services are very sensitive o the chosen
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time period and therefore miust be interpreted with considerable care )
Manmy of these reflect a continuation of previous trends and
respofises o changes in the economy. e g, changing business cyeles and
fuel prices. However, changes have probably heen occurming faster than
they would have under the old CAB repulatory sysiem, This has been
welonmed by many inchuding the indusiry isell, which now has the scope
1o he more responsive and flensble in the tace of exopenous shocks.

There has been a marked realignment of networks by carmens. Airline
are genefully moving wrwands longer routes than thoss they have been
operating. For example. in 1979 when trumk seriines opersed with an
average stige length of 659 miles, the avernge stage length of roules
added to thew networks in thet year was 797 miles. The average stage
length of routes deleted was W66 miles. For focal service carriens the
figures were 268 miles, 428 miles, and |81 miles, respectively (Lanrisc,
1980}, Such chanpes are closely relaied 10 the equipment legacy of the
peevious regulatory system.

While overall service seems 0 have improved, the changes have boen
uncven between states und between hub types. Large cities generally
appear (o have more service while smaller ones have kess For example,
between June 197K and June 19H1 departures a8 varous hib types
changed thus: + || per cont of 24 large bsbs. +6 per cent ot 17 medium
habs, ~0.4 per cent at 70 small hubs, and 2 per cent ut 480 pontbs.

were up owerall (CAB, 1962h). However, these quantatstive
micasires tend o mask gualitative changes,

The consenus seems w0 be that the airline network 5 now bemer
iraegrated and more closely malches desired rafTic flows. There has been
an incressed use of eapr hubs and 8 de-cmphanis on the vse of secondan
hishs. For example., m | 978 three out of 16 trank and local service airlines
operated mare than M per cent of their deparntures from their lending oty
In 1981 the figure was 100 out of 16 (CAB, 1987). Locsl service airfines
have extended thewr nerworks 1o retain the waffic they previously fed into
the trunk systemn. In 1981, 11 per cent of the local service airfines” Mights
were nonstop and loager than (000 miles. In 1978 there were no such
services (Ciruham and Kaplan, 1982:29). Thus, while roaghly the same
proportion of mivellers made connections in 1981 e in 197K, the propor-
twom travelling on the same sirline incressed 23 per ceni. Beter integra-
ton of the network s also reflecied in an incressed emphasis an direct
flights. While the number of departures from sos-hubs decreased be-
tween 1978 and 1981, the number of depamures from these 1o large and
mediaen airports increased in the same period by 3 per cent and | per cent.
respeciively (CAB, 1982b). This reflects increised access 1o major cities
and fewer o “milkrun’ services

Looking specifically at small community service, there has been lintic
evidence of wholesale shandorment of service or of @ collapse of the
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network, Commuter airlines have offen been quick o replace any termi-
nated services, although teere was some initial resisance o certain
mdmmig lower akitude Mymg in

umall, unpressurised cabins. The 72 small commumites shandoned by
mmmwmmtmmmxwamm
cent increase in the number of Mights available o them (Grsharn sod
Kaplan, [962:30). Furthermore, subnidy smangementy wnder the Air-
lings Deregulation Act appear n be g moe cost effective means of
aindaining mkaiiiel service levels than the former local service airlines
subsidy scheme From deregulation omtil 1982 local service carmen
dropped 36 destinations cligible for submady . However, only atout half of
these necded o subvady under the Essential Air Service Program and the
subsidy costs per airport were less than 50 per cent of those necessary
under the former scheme (CAB, 1982a).

Cohet eriphasines thai the network restruciuring to deie has a signifi-
cant transitional elewent to it. It largely reflects the equipment legacy of
the old regulmory sysiem (e, & ghet of lege snd shomsge of small
wircrafi) and an incressed rete of sircraf ohsslescence due i higher Toel
prices. Al any given poind in time there s & finiie supply of aircrafi
services determmined by maximum fleet wilination. Efficient use of the
community’s resources s mude when this supply b allocsed w its raos
profitable uses, although i implies that some profitable derand for
sorvices may, o that point in lime, remain onsetisfied. This is the struiegy
under derejulation subject 1o the Exiemtial Al Service provisons . How-
ever, in the longer run, whon carmiens have had the opportonity o sdjust
their Meer sise and composithon, all markets can be expecied 0 meoeive
service commensurate with demansd

Indestry structure

former intrastate carmers have expanded their operations and new cn-
iranis such = Midway, People's Express and MNew Yok Air have
emerged. Theie low cost carmers have beed sble io find sources of capital
o finance their operations, which are often specialised, point 1o poini,
‘no-frills” services. The local service sirfines have extended their activi-
iies by comwentrating on holding their ong inating ralfs . Ther Neets hasve

i the ENVITORITE, Ehery Ay PR vE
B e o R i
have iried 1o esiend downwsds since they can no longer rely on other
nirlines 1o feed thelr services. This hes proved difficult for them given
their fleet min, Commuter arlises have iscressed thesr operathsns. in
wmnaller cities whero they ane replacing trunk and local service camieTs.
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Charier operators have penerally performed poorly sinoe their operations
were mainly long-haul where there has been a glul of capacity, and they
have & lower relative cosl asdvantage companed with mew estrunts.

There s less concentration in ihe industry as s whole and s abmost all
mariel cotegonies. Smaller carriers have been growing more mgedly .
Berwoen 1978 and 1980 munk airlines” rafTic grew |3 per cont companed
with 33 per cent for the local service airlines and 42 per cem for other
carmers. As a result the trunk sirlines’ market share of revense miles
performed declined from B8 per cent i | 976 o 79 per cent in 1982, while
that of local service carriers grew from 8 per cent 1o 12 per cent over the
same period (CAB, 19025, 19R3),

the periodd 1977 1o 1982 was less than half the average for the period 1971
to 1976, Similarly, in 1982 the commuser industry recorded the lowest
tistal and fatal accident rates in the eight years for which statistics have
been availuble (daty from North, |983).

The available evidence strongly refules the cuaggerated claims of
wome crunmentatons that deregulation will nocessarily result in @ lowering
of air safety standards

H

As with all regulatory changes there are both wainners and bosers
Groups sending 10 be worse off under airfine deregulation include travel-
lers and airpon operators et some small fownships, some high conveni-
ence travellen, employees of cerain exisiing airlines, snd poor mirline
reanagers. However, there are offsctting groups of winnens including
dmcretionary traveller, new emphoyvess, and efficient canmen

Prohably the most ootuanding festure arising from the policy reform
has been the dynamic nature of the industry when unimpeded by regula-
fory constrainis. This is revesled by industry responsiveness 1o exog-

b4



Kby 1S dirtie Deregualaion

enodi chafiges in s operaling envuoament and ity active pursuit of
CORMITIES vis coal reductions, inhovalive services, and diver-
ﬁz . Devegulation has led to fondamental irprovements in tho
work restrocturing, and grester cffcency overall,

V. IMPLICATIONS FOR AUSTRALIA

The expenence of the US airline mdestry with both regulabon under the
CAB and the recent deregulation is highly relevant for Australia and
offers several lessons to us, 18 provides important empancal evidence
regarding the economics of sirline markets

Dipponents of deregulation in the US pul forward many argumenis o
jusiify their position, e.g., claims relanng W wasieful competition,
manipoly , destruction of airbne acrworks., and reduced safety standards .
The experience 1o date seeins b0 refute their fears and gives credence
the procompetitive siance of many economic rescarchers of the industry
Semular arguments have boen weed in the debate over Australian nirfine
regulation (for & discussion of this debate, see Kirtwy, 19815 In light of
the US experience, supporsers of our existing regulsiory policies must
now argue thal & competitive market approach B ool spplicable in
Australia, mther than that it is fundamenially deficiens

ThMmﬂuTwhﬂhnFuH:rummdeuhnm
US regulstiry fromework, In particulat, B cieris gresier control on
nonprice competition, especially with respect 1o capacity, whach has
probably resulted in o more desirable tracde-off between Might reguency
ared load factor . However, is cosi-phs pricing sysiem in & markel with
TESINCIIONS On cairy roduoes incentives 1D be ool afficient. The A
trulian regulmiory system can be cniticised for s lack of competition.
minimal innovathon, poor consumer cholee, and high costs and fares
(Albon and Kirby, 1983; Kby, 1979; Fooyih and Hocking, 1980)
Cnﬂ'r:uwmﬁmhnw:dmph
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The US expenence indicates that burcaucratic direction m el an
insttution well adapted to coping with the dynamics of this mdustry This
is also ihe cuse in Ausiralis and b well illustroted by the Ausiralisn

"s prevccupation with the concept of “the national network”
;:;h“u“rmmﬂlht-hllm
[

It is impuoitant o sapprecieie that the direct relevance of the US experi-
ence tothe Australion situatbon comes from the informution it provides on
the marke! process snd the broad, qualitative nature of the likely resuln
from a8 move ko s competitive sirline market environment — pot from the
preciie detalls of the LIS market outcome. The LIS deregulation expern-
ence indicates thal competimion can work in aifling markets. However,
simce conditions of both demand and supply differ between the LS and
Awstralia, o s unlikely that market outcomes will be identical in any
precise, quantitative sense. Thus in @ deregulated Australian sirline
market ooe should expect o observe levels of fares and coats, aircmft
types and tumbers, petwork rowte stnsctunes, snd other features different
o those occurring in the deregulsted US wystem. In particular, it is
important o notc that the smaller absolate sire of the otal Austrafian
market compared with the 1otal LS market does not nocessarily invalidate
the procoimpetitive approach in Australia noe the relevance of the US

SAPETIENCE,

Events in ihe LS also sugpest several polential problem areas ssaoci-
anmd with latian in Australia. First, i is neceusary W ensire that
manigement of Girpor infrusinsciunes, o .. scooss b0 departure shoty and
terminal Tacilities, sopports & p?ur;.mw-ﬂl

effective policy reform. New and potentisl entrants provide an importam
wowiree of stimialus (o the deregulatsd indusary . This may be frostrated if
anions achieve domingnce similar 1o (hal oblmned uwader euisting

Fkﬂlmilnﬂhun-hdﬂ'-thmhnthliﬂﬂmpﬂhy
reform in the shape of deregulation does pot seem favoursble for A
palia. There are several focion nol &0 present in Australia that were
important o the tme lending up o devegulation im the US, These include
greaies scope for political entrepreneurs (6 the LIS political system fe.g. .
Senator E. Kennedy: wee Weingast, 198 1) and widespread dissatisfaction
with government regulation in gencral and CAB sctivities in particular,
When ihe Two-Airine Policy was last renesed in 1981 1 appeared that
ihe time may have then becn appropriaie for policy reform. There weie
reports, unusually active agitation within government circles, und wide-
sprewd covernge of the nsues in the popular press (Kirby, 1979, 1981;
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and Hocking, 1980, Department of Transpor, 1679, Report of
nidependens Public Inguiry into Domestic Air Fares, 1981). How-
ever, the putcome was in mamy ways an cven mone restrictive policy
Although the recent change of Federal Government adds a further ele-
memt of uncertainty, it seems andikely that the Australisn isdusiry will see
policy reforms in the near future.

o
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Discussion

: The development of hubs was one of the resilts of deregulation in the
United States. The way that they were described this moming seemed 1o
indicsie that they would be quite s wignificant part of the whole process
within a deregulsted Australian market. Where do youl see the increased
development of the these bubs, given the distnbution of significam
cettres of populstion by Auwstralusn sandands?

Christopher Findluy: It is enormously difficult 1o predict where hubs
will develop. 'What | am erying o get is 6 stractare for ihinking about how
the market s going o develop . Semall commumitses are clearly concerned
about what is going to happen to their service. We cam say that in the US
throwgh. Through hubs we can see the cconamies of consoldating people
on large aircrafi and we can also see the effects on service from the sinall
communities to the hubs . S0 some of their concerns may not be pustified.

In a very spamely populated region the hubs will be very difficult 10
predict and may take a long time o develop. Then perhaps the srategy o
mdopt if you are concerned shout servioe 1o those commusithes @ @ dmect
submidy to the airfines. You could do that if you had enough resmunoes.

Dr if you had enough research resources you could et up an experi-
mient and design the beast-cou network for Austrabia, bl I'd sy thal wes
ol pecesiary 1o do in advance because the least-cost nerwork would

emerge from the competition enyway

Michael Kirby: Like Chris, | would not wam w predict where hubs
would develop. I'm not in the airline management business. In werms of
smaliness, there are some prefty small commanities in the LS i and 1
seems that all but the very smallest of them huve received or are capable
of receiving unsubsidised airfine sorvices. The CAB wsed 1o think that
someihing like 40 pussengers § day would support unssbssdised air
services. 5o | think thut for s lod of the small commusnities in Australia tse
prospect is there for the continuation or even cutention of airfine services
wnder a more compelitive environment.

Q: Michael, have you ever halind the reports [™ve hesnd that some of the
entrami mirfimes i the Steies huve been able 10 redocr their operating snd
lbour costs by wp i 30 per cemt with new kinds of coniracial arrange-
muents with stafT™ What sorts of implications does this have for the likely
fall in the sverage costs of airfine services in Australia in » dereguinted
en v it

b
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potentially one of the bigped wreas of gain from a deregulnted
EnNvirnRment.

Ray Ball: Before | close this first moming session off | want o take
Chairman’s prerogative and make an observation myself in relation o the
issoe of hubs . | am not spesking as an avistion expen — | know very lintle
about the indusiry ai all — but as a person whao spends a hithe time looking
sl markets and how companies and managers operute within murkets 1'd

of what can happen when you allow people 1o be innovative with
solutions, | think the answer i your question would be that in general we
don’t have o plan thess things in advance. When marke! forces anc
operating we do pot need 1o specifically sy what the outcome will be in
order W ssy that there will be gaina from allowing innovation and
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1. INTRODUCTIHON

The argument presented i this paper 18 not erudite, nor is i supponed by
s mass of skillfully manipulated quantitative evidence It is based on &
single iden — not a new wdea, and ai present a seemingly unfashionable
one MNevertholess, it introduces another dimension 10 the discussson of
domestic aviathon i Asstralin.

Basically. the is that we are discussing ‘domestic avialion and the
Two- Asrhine Policy ot because there is any natural of functional disting -
thon between domestic and ntermationsl avistion, b because there has
heen for many years in Australis an smificial and instistionalised di-
chosomy belween them,

IL. THE ATTITUDE IN WESTERN AUSTRALIA

At this stage the reader may be apprehensive sboul being exposod o
another boring lnany on the ‘unigue probloms’ of Westorn Australia.
That is not really what this paper is about; the issue has much wider
nabional sirline services (5 discussed s the context of the nation’s major
transcontinental mir rowte — that linking Perth with Melbourne and
Sydney (and Adeluide) — and of the lesser transcontinental mie rowe
linking Darwin to the populited soatheast comer of the continent.

It cannot be denied that sme changes in air ransport polkcy . particu-
larly at the national kevel, have favoured ramscontinestal air travellen.
However, in Perth most of the changes wonld be regarded as progress
towards redressing o blas against the caplive trsnscootinental air pas-
senger — & bias that has been inherent in the evolution of the nation s wr

(T o s B el
The formation of the Indepondent Air Fares Commantes (TAFC) did
allow the States and others w present their cases reganding the domestsx

1
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murine system. And, in its August 1982 cost allocation review, the TAFC
did respond favourably 1o the cuse pur by Western Australia. i can no
bonger be claimed thai there s & cost-based biss againa long distance
travellens inherent in the formulse wsed o derive standard economy air
fares, nor can o be clnimed that there s 8 cosi-hased bios against shewt
distunce travellens.

It canmi be infermed from this improved set of cirowmstances thal the
Covernment of Western Australia should have a long-term commitment
1 either the LAFC or an air fare formulae approach 1o setting air fares. I
policy attitude mist spring from a concem for the kot of ranscontinental
nir truvellers. Now aa in the past, commitment 1o institutionalised and
cogl-hased wir fare formailes miber than markei-detennined oir fares resis
on the following tenet: while Ansett and TAA ane shielded from compets-
o, the Federal CGoveranent has o responaibility i efsie that arr fares
refioct operating costs,

HL CABOTAGE AND THE TWO-AIRLINE POLICY

What shiclds Ansett and TAA from competition is, of course, the Federal
Government's Two-Airline Policy

Within Ansiralia, nearly all of the long distance passenger air transport
1s undertaken by regular snd scheduled mirline services operating on what
arc known as major domestic routes: that ks, routes connecting the
nanon’s major cities and wwns. For 30 years the Two-Airline Policy has
pummniced Anscet and TAA exchusive sccess o these rowtes.

Many obscrvers have pointed out that the Two-Asrline Policy has
continued unchallenged only because of the power of the Commonwealth
tos comntral the smportation of aircraf under the trade and commerce powes
in the Constitution. 18 is sugpested here that the unwritten (until 1981)
Federal policy of segregating imternational from domestic camiers was
also pecessary for the maintenance and survival of the Two-Airfine
Pobicy This podicy of segregation was formally recogrised in the tighier
pckage of Adrlime Policy legislation, which was ranified by the
Federal Parliament in 191 . Domestic and infernational segregation was
enshrined i the 1981 Airlines Agroement | Section 15 of the Schedule o
the Act). Auatralia's inlernational operator, Qantas, wis not a signatory
i the Agreement.

We are w0 used 1o this situation that questioning the segregation of
internal snd imtermational airfine nmsles may wem like guestioning un
article of faith The dogma of airfine cabwnage in Australia prevents not
oaly foreign internatsonal airfines but also our own mtematkonal airdine
from operating on Australia’s major domestic routes. We tend to forgen
tht this situstion is uniquely Australisn. Within Europe u good deal of
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w air wansport is camied oul by charer operators. In the
Siates demestic airlines operate on some international routes and
vice versa. In Indonesia Ciarida serves hoth domestic and imtermstional
roabes. In Camody the situation is similer. and so o

IV, DEREGULATION: IMPLICATIONS FOR WESTERN
AUSTRALIA

Careful ohservers will have noticed that, despite the mood of dissension,
the Government of Westem Australis has never called for complete
shandenment of the Commonwealth’s Two-Airline Policy. There we
practical difficulties sssocisied with (mmeditely dismantling the prosec-
tion of the two airline system. Not the least of these is the present Two
Airline Agreement Act, which has the force of law until ot lesse 1986,
Howover, these difficulties apar, lhh-huhdpuin-mh;

Scemanio A: deregulstion of domestic aviation, withowt allowing
domestic and international traffic o mix; or

Scenario B: deregulation of domestic aviation, side by side with o
policy that does away with domestic and imternational airline
S Eregidion

I we sk imtes the Tuinire 60 iy §o envicage whal son of wstem would

puﬁnuh.-ﬂhhhmﬂuh-hrnhmy Their price
elasticity of demand is low amd they would continue 1o be captives m the
The asirdineis) would quite seasibly imdulpe in price
The mark-up on costs would be higher on the trsm-
continentsl routes than on shor-haul east coast routes,

3
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Transcontinental lrl'-n;:-u probably be st just htm
discourage competition on profitable route. Whether
woild be lower than existing air fares is & moot poine. In fact it bs quite
likely that they wiabd be . but this by not o prediction that can be made with
confidence

Under total deregulaton under Scenario B, ranscontinentsl airfine
wervices would operate i an entirely differont environment The trans.
continental route would become part of the international Pouse nerwork
that hubs mainly on Singapore and on Sydaey/Melbouwmne . The number
of faghts betwen Perth amd Australia’s cast coust would fall E
simply because the route would be served by larger sircruft. Thene would
still be a mis of aircradt types on the route, mnging from B747s 1o B717s.
However, the accent would shift from B727s to larger akrcrafl like the
B747 and the A M0 Airbus. The frequency of service between Perth and

Under Scenanio B, some interesting new roule structures emerge. For
instance. it is conceivable that there could be an Amsen H727.200
operating wice a week in gach direction on the Perth-Jakana-Singapone-
Diarwin-Alice § triangular route pattern

Under Scenario B, there would undoshiedly be o greater rangs of
lower air fares svmlahle for travel berween Perth and the east coast of
Agstrafia. For fird class and business class travel, fares would remain
high. Bul. most imponantly, consumens would encemmier a grester range
of fres and travel choloes,

V. IS THIS AN ISSUE NOW?

The cynics, particularly among the sirline operating fraterniry, might say
why bother about this isswe mrw | Cantas, who was apparently quite keen
T et kb0 domesic aviation two yeam ago, partculsrdy on e majpor
transcontinental mule, now seems (o have gone cobd on the sdea. Besides.
Ihe present series of Acts and Agreements effectively emshirines the two
uirline system until 1986, if not 1989, The present Federal Government
does ol appear o have a policy commitment to aliering that legislanon
(e possible reanon why Qantas s no longer infervated i domestic
e i that both Cunias and the two major dormestic operation now (ind
cowld only exacerbute that situation
(There ure two interesting reasans For this excess capacity situition (1)
It reflects & worldwide downturn in demand for air travel — which i, in
wrm, an effect of severe cconomic recession. (24 1t is alwo a comequence
of airfine investment decisions made three of four years ago — the
dectsions by Ansctt and TAA o got into wide-bodied jets. Thus they were
L]
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sble po dangle those "shiny new toys' in front of ihe then Federal
Grovernment as an irresistible moentive (o el continued protection of
the two airline system. )

Mow 15 the time Tor the people in Cunberrs t start thisking seriously
again abowt domestic airline deregulation. As Western Australuns know
from bitter it can take years for acceptsble idess o bocome
reality policy mplementation.

It should also be noted that when the present package of domestic
airline legislation wus unvelled in curly 1981, an extensive public review
of domestic aviation policy was promised. This feview was 1o be com-
pleted by the end of 1983, Whether the present Federal Government has
mmwmmumhummmm

no public pronouncements 10 sugged that it does, However, il il does
bave any such commitment the Federal Government must get the review
undenway some time in the next 12 months if it eview lindings ano w be
pertinenl o g decinmon o cither exiend the presenl Two-Airline Agree-
ment of allow i o lapse. The Western Austrulion Government will
undoubtedly suggest in the stronges ferms thal such 8 rview should
senously consider the impact of scgregating domestic and niemational
airlines on the two air ransport corridors that link Perd snd Darwin o the

southesst cormer of Australia

I wach & review is nol immanent, then perhaps this mose s one o which
some relatively erudite organisation, sach as the Buresi of Teanspor
Economics, could focus its conskderuble reseanch resounses over the mexl
two or three years.
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L INTRODUCTHON

Domestic airfines i Aostralis arc recovering from & difficalt peniod
Trans Australis Adrfines (TAA) made o boss i [FR1-R2 and 1982-8%s
result was much womse. Ansett also reconded @ worse fimencial perfior-
mance for 1982-83 than for 1981-8, Tralfic oot only slowed but actually
fell, mmild mirfives normally plan for growth even in poor yean. Kegional as
well ns trunk sirlines wery affected, and comemuter sirlines were poasibly

luﬂurnd:lmddrhmm mevonues and profits are
evarnined m general terma. Ths provides the basis for a discussion of

Conts

There is very linle informution svatlable on how sirline costs vary in
respaiise o short term traffic changes. This reflects the fact tae demand
growth is the nom, and that it is usually easier 10 adjust 10 reductions in
ihe rate of growth than o sctual falls is reffic. 1 B womebmes Fiely
psscried that the shor ran marginal cosis of sirlines are low because load
factors (the peroentage of seats or capacity filked) are rancly 100 per com.
In fact, for en efficiently priced atrline short ren marginal cosss will equal
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the price that covens costy and yields & “normal’ profin (that is, there i
uﬂ:mamdm;.mmm-ﬁmu
marginal cost when output varics from the levels for which long run
deciuions were made (i, planned output levels)!

Economists have sand litile on this question because the data necded 1o
resalve it ure iod wsually available outskde the firm (recent US experience
provides some observations, unrelishle though they may be) Most
discussions of airiine profitability concentrate on the dernand side ansl
assemne that costs are flexible (Miller, 1977). This may be spprosimately
wrae for different levels of growth, bat it i unkikely 1o be true for falls
eistput. We cannit get round the problem by classifying costs into *fixed’
and “variable’ and assuming that the fined costs must be incurred. The
distinetion between fined and varshie costs depends on the penod being
planied for | Alchian, 1959), Thus an airtine's response 1o & five per cent
drop in traffic for vix months depends on whether it expects the drop o
continue for the next six months, the next year, rwo years, or however
qu.'."mu'ildjﬂ' more for changes that are expected 1o be
long lasting.

By and large, nirlines are likely w believe that downtums n demand
will be shorthived. I traffic growth i expected to be high in the fotur:,
aitlines will not wish 1o reduce their capactry to serve it by very much.
Custs will thus be relatively insensitive to curment traffic but will depend
on plannced traffic level, and they may be difficult b reduce on whort
motice. It is mot casy to aller capacity, expecially if it means buying
aircrafl in @ boom or selling in a shump. {This, of course, need oot be the
case with Ausirabian airlines, because Australian raific cycles need mot
correspond to LIS or woekd cycles ) Many nonsircraft costs are related o
availabbe arrcraft Y, nol capacity m use. The namber of trained
flight crew and the size of maintenance and serving facilities will depend
o capucsty  Costs are fikely to be relatively mvariant wo raffic whea only
besef changes arc snticipaied.

While capacity may be fiirly fixed, the rate st which it is used need not
be. Fewer Mights may be schesuled, fuel may be saved ( 20-2% per cent of
tetal pirtine costs), and other materialy necd not be purchased. However,
the presence of fived costs and marginal costs that fall below average cost
when traffic w below forocast kevels will mean thal koad facion fall in s
recession, This will happen in regulsied and unregulated markets. Reces-
unns viewed as lemponiry intrsdisce another complicating factor, Aur-
lis may be unwilling 1o reduce their use of capacity as much s would
be economically warranted because they fear loaing o long term comgseti
tive advantage to a rival. especially on thin mutes. This sl reduces the
flexibilicy of costs
The foregoing arguments suggest that in the shirt term sirline costs in
Australes may be fairly fixed. Shoet run marginal cous may vary widely
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with economic conditions, but in practice airfines do have some scope for
adjusting capacity poasessed or operated, Recessbons are spurs 1o greaber
efficiency, so adpstments are likely o occur then.

Heveries

The revenue side i straightforwand. Demand for wriines s quite
sensitive to overall income changes and responds quickly 1o them. Mot
evidence points o an income elestscity in excess of unity, snd this meam
that downturms in the economy will lead o magnificd downbturms in
girfing demand. Thes will be true of both business snd lemune demancd.
The traflic downierm in 1942-83 was a predictable result of the recesson
in Australia.

Somne inidustries have low profit margine, but ol costs vary widely
and demand is fairly stable (for example., the retail food indestry ). Others
hove inflexible cosis bul high marges (for example, mimil fashion
clothes). In the airline indhustry demand s highly variable, or st least
semsitive to economic conditions, costs are relatively inflexibie, and
profit margins are low — on average around two per cent. All of this
suggests thai profits would be quite volatile. To examine this question we
need o louk at pricing  Regulated and deregulated masket will differ in
this respect because of different pricing arrangements,

1. PRICES AND PROFITS UNDER DEREGULATION

hllh:huhuiluhlmhliﬂ:hﬂnpmﬁlﬁmbdum.
Prices will tensd w be st st short run marginal cost, this they will fall
during recessions and rise during booms. What thes means for profiss
on demand elasticity. 1 demuand elasticity is around unity (which

it may be in the shon run; see Trans Australia Airlnes, 1987 of kess. the
price fall will add nothing 0 revemse, though i will inresse costs
hecause traffic will be higher than of had remained constantl. B is
possibibe, however, that if demand elastic {in the shor run) kewer

midernie losses.

Thus, in & deregulated envirommeni. profits will tend 10 be mome
volstile than if prices were kept constant or manspulated o preserve
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profitability. Traffic. on the other hand, will be less variable, us its fall
will e meoderated by the fall in price. From an allocsiive eificiency poimt
of view, this is & good resull. When capacity is understilised, there will
be touse it. Likewise, when cagaciny i i short supply it will be
rlm:.ﬁzluly. But airline profit volatlity does have 3 cost It
increases the risk sssociated with the firm, which in tem increases the
fim's cost of capital. The cost incresse meed not be preat since the
volatility in predictable and quite systematic. (For this resson, lenders ane
willisg b lend money 1 LS sarlines that have been making tig losses )
Airline in America happened during a boom in the LIS
cconomy, and then the most severe recession since the Second Waorkd
War. For a ime profits reachod record levels, and they were foliowed by
record lowses. Neither, us such, was the product of deregulation (what-
ever il supporiens of opponents may claim)  Deregulation probably
icreased the volatility of profis, but not the sverage level of profits
{Forsyth, 1981}, The mcovery in providing a sest of this. Already airline
prrofits are incremsing sharply | TrafTic has been highet than it would have
et of Crnil Acronaustics Board regulation of fares hal been maimtained
Commuter airlines are less regulned in Australia than trunk sivimes as
to entry and, effectively, prices. They may have moee varisble costs than
truoks ithey can sell aircrall and lay off coployees maore casily), though
demund b probably just as sefitive o cconomic conditions and profit
muargine are low. The commuter girline (ndustry has been having a
difficult period, and individusl operstors have been forced o beave.

IV, PRICES AND PROFITS UNDER REGULATION

It = possible under regulation for prices 1o be mised in & rocesion 0
profitability and beld down durtng a boom i restrict hagh profics.
o of el .

prices,

pacity, makes il possible for the regulstor, possibly jointly with the
industry . to choose any price. Hence price regulaton cuentially creates a
monopoly. This monopoly power need not be used, bt there will be
strong pressuse from the industry for countercyclical prices 1o cven out
profits. Ofien regulstors will see their job as ensuring that prices are sct of
(average) cosia for each individual year or period This implies raising
poces in the rocession

The Australian airlines have had o remarkably even history of prefit-
ahility, expecially since 1960, which cannaol be expluned solely in temis
of conaistent growth in the economry (Holcrofi, 19815 A panemn seems to
have developed. When demand growth faliers, s i did in 1973, prices
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rise n real (o relative 1o airfine inpul cost, snd s demand
E:l.:-hlltf h“pﬁnnﬁmﬂqhw

The conseguences ﬁﬂpﬁr#”ﬁmﬂhmm
iraffic and lower allocative efficlency. Just st o time when capacity b
resdily available, its utibisstion is further kovered. Thes may not maiter i
the full hﬁmﬂhﬂﬂhﬂhﬂmuhﬁ Falls in will have &
big effect. Suppose demand falls by 5 per comt and the elasticity of
dmih-ﬁr Suppose further that 50 per cent of an airdine"s costs are

p-nhdhzlq:mﬂ:d If costs mre o be covered,
real prices willl have to rise h!pﬂﬁﬂﬂnﬁlﬂhmﬁm
Protecting profits has doubled the downturn e ralfic

prrssible can be ased w0 redoce the valatilty of profits, bat the
cost of doing this s increased volatlity of demund and bower allocative

. These costs could be significant. To messure them we meed 1o
inke 3 hase situsison. Suppost we asspme oomatant prices. (CF courss,
this is not an weal policy since prices ought o vary with demand o
achieve efficiency . Sec section U ) As 8 rough mdicaion, e allocanve
losses from a 3 per cenl reduction in imffic due o higher prices, with
unitary elasticity of demand. coubd be ansund 0.25 por cent of ixdustry
revenues. In Australia, these are currently well over $1000m per year.
Put slighily differenily, to avoid a loss of $2%m bebing incurred by the

higher)?

If profits sre o be protected during & recession, the most efficient way
of doing so s through discriminatory prcing, of cross-subsidiation of
one group of passengers by another, This is another cuamgile of the
Ramsey-Boseun solution 1o the pricing problem when ooty must be
covered (Haumol and Bradfond. 19700 11 1s 2 second-best solution o be

hnhdnmmhﬂhwrlmmu
overall traffic. To & degree, by introducing no-frills fares and simul-
lancously iz economy fares up the Australian airlines s adoping

g
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V. AIRLINE LOSSES: CONSEQUENCES AND POLICTES

Airline loasés are 1o be expocted for some periods, |ndividual sirfines
mury be abbe to avoid osses by good managesient and good fortune, or fo
disguite them by use of creative aconunting technugues 11 is important o
see the probable losses for what they are — the response of 8 sensbtive
iRdERTY b3 8 fecesaon, Any proposed polices o desl with such problemrs
should take account of this.

Losses are not necessanily a sign of inefficiency or poor management

ithough both coubd be present ). Since sirfines rely 1o s degree on different
rarkets (business, leisure ) phd operate different types of leets, they may
be differentially sensitive 10 the recession. Thus_ a better financial per-
formance by ohe aitine need not indicate greaier effickency (though this
could be present). Losses are ot the result of re-oquipment programa,
though they may have been made worse by the lming of the armival of
“EF‘.I‘I‘F,
It is possikle that airling sccounting lechmigues will make lowses seem
greater. Adrfines depreciate thewr aireraft in the books mone rapidly than
their market valoe falle. This, when they sell pircrsfi they make sn
‘sboormal’, though entirely predictsble. profii. Soon sfier & re-
equipment progrm depreciation provisions increase shamly. by rather
mure than the true ecomomic deprecistion. Profits are thus understated.
Later, when the aircrafi are obder (an was the case in the late 197k),
profits are be overstmed as depreciation expense lalls (because the
aircraft have already been written off). As both major sirfiees, snd
especially Ansen, have been purchasing new sarcraft recently, profits
ﬂuhuuhmﬂmﬂnhwuﬂh.nml
current accounting proctices are maintained.

Periods of losses ofien induce industries o srive 0 cut costs and
merease efficiency If their prodfits are protecied they have less incemtive
10 do this. There are probably gains o be made i the Australian airfines
week o improve thelr production efficiency. A good examphe s British
Airways. This mirline made very large louses owing mainly 10 external
factors, such as the high value of the pound (end not 10 US deregulation
This prompied 4 cou reduction exercie that is significantly improving
efficiency and competitiveness.

Hﬁngﬁobrpﬁudvh.hwmmﬂm
has u i task . If it troes b ensure thst fares are set ot average costs o
may appesr (0 be conforming o its terma of reference Yet this would
hardiy ensure that air services wene being operated on an *cfficient and
cconomic basis’, as it would increase the vanability of demand and
encournge allocative inefficiency. Alematively the LAFC might seek m
schicve efficient prcing, which wouldl induce grester fosses Tor the
mriines in some vears and grester profits in others. But i s far from
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abwious how the LAFC woubl obtain the data needed for efficient pricing
It might seek to steer a middle coarse by trying to keep real fares consmant,
or by relating fares 10 an inpot price indes. It would then be putting some
of the burden of Mluctuations on to the sirfine

The other policy problem the IAFC must face i the siructure of air
fares. The hest way o preserve airline profitability during a recession is
o allow some price discrimination. Given its terms of peference. the
Commities may find it unpalmsble w approve of & simabon whers one

of passengen s required to pay more 8o that other can have lower

. This group would be paying more than iis costs, in that serviee
couild be supplied 10 them more cheaply if other passengers were nol
being served st 8 lower price, (In boom periods, on the other hand, the
price inscasitive group woulkd kave o be charged less then cost if
abnormal profits were io be avinded,

Opee one inefTicient rube has been sdopted, it no bonger follows that
other normally inefficient practices are undesirable. For evmmple, price
discrimination and cross subsidisation may be the best avalable ways of
cowrecting the problems caused by righdly adopiing & "revenues cover
costs” rule. Devising and implementing an efficient fare structure in
nommal times is difficull. When boom and recession altemate, the jsob-
lemn of regulating sn efficient fare struciure becomes even more comples
and difficult. 1T the main purpose of price regulation is W prevent airiines
from using the monopoly power crosted for them by the Two-Akfine
Policy, i may be preferable o replace it with rate of refurn regulaiion, as
is often used in the US.
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Discussion

Q: What is your reaction o the suggestion that perhaps IAFC docsn’t w
much seck 0 even out profits as 0 redoece the volatility of profin® As we
understsnd it their approach i in fact not o allow the same rue of profit in
& rocession s in @ boom, bat 10 apply varying rates of retum depending on
how they see the CUTTER! eCOMBIMIE CICUMAENCES

Peter Forsyth: What | suggest is that it is nod so much shat they iy o
make it perfectly even, but | do sugpest thai they lop off profits in the
good years and shore up the airlines in the had years. | am really not quite
sure what the cuact rade-off i, because they do draw the lme some-
where Bur my impression of previows regulmon in the Department of
Transport and my impression of the IAFC at the momen w that they are
certainly to an exient irying o lower the volauliny of profits and it would
he interesting 1o know just exactly bow far they would go on that

(: Frank , has the new government hacd occasson to prepare s poatsen of
the particular policy msue that you addreswed?

Frank Gallagher: | think you can take i thal the new poverniment s vew

is very much the same as the old government's view. They have certainly

made noises about i, but withowt being s specific @ the provious

wan. | am sure they will bocome more vocal over the nex

months, | think they are simng patiently waiting 1o see how the new

45 per cem discounts pan out, how availshle those discosnts will be, and
what effect they will have on iraffic.

(Q: A question for Peter Forsyth about the TAFC . As | undentand, what
you sad is thal the best siep would be 10 move from an average cost
ﬁnwn:nﬂ_ﬁmmmdhﬂ

would be o some form of fare discnmination Could you explain
tvrw you see the LAFC has the scope 1o indulge in market-based pocing of
fare discrirmunation when it has direct condrol only over economy fares I
scems i me that you have got 10 have controd over discount fares (o
achieve those things.

Forsyth: 1t's difficult because it"s all & bit vague what actual power the
IAFC has. For example, there sre things writien in abowt b in sppnoy -
ing discount fares it should check 1o see that other passengens are miot

I you argue it srictly, some passengers will always be
bess well off with one set of structsres us compared o mother so, under
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which other people will be worse off. The real guestion s how musch
freedom the LAFC has i isterpreting s term of reference, snd that can

I think part of the prob i that quite ofien, especially given its lerms
of reference, the han 10 square the circle. There are references In

average cosis. Thai's probably the sifuation ot the moment. Efficient
fares should equal marginal costs — e other words, the aictines would be
allowed 10 make a loss. Of course there might be 3 constraint imposed
that the airlines cannot make s loss, or »t loast that sny Joss will be

1F that is the sim, what | suggested b that rathes than just taise all farcs
proportionally. it might he preferable 10 minimine the overall impact on
traffic. To do that you would try 1o find the categories least semitive o
price and lomd them, and find the categonies most sensties and give theen
prices approvimately equal to marginal cost. In other words there is a boss
being rmade but business traffic perhaps pays for that loss. Likewise, ina
bowen periost it might well be that buseness fares tend 1o come down

E

Cumin

Colin Ganmon: 1'd like 10 follow thel p & bit. Under the current
regulatory arangement and the legistation that is in place (which the
TAFC is somehow obliged to find its way through without s termibly good
legislative hroker) some very complex questions wre reised with regan o
fare structure and fare level As with many pieces of legislation in this
arca, there are all soms of potential and natural conflicts. There s in the
IAFC At an obligation on the part of the Comminee 10 have regand 1o the
cost hase. In spproving discound fares the Comrmanioe shosld ensure i
have forgotien the exact language) that they do not lead o incroases in
DUy o oot fares
Tmmkmmuh.ﬂﬂmmtlnnﬁqwm
the levels of core . There is perhaps the pavchological
lﬂﬁﬂ!ﬁﬂmmimﬂlm]hﬂﬁ « that people
winildd regand any change, particularty i it wis an injurtous one, as bad
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news. Bul there is o bit of & way out and that is (hat we have got an
is o fairly extensive network of wint costs, The
IAFC is obliged under the cost allocation review o somebow deal with
those ander the hesding of residuals. A potential way ;et o0 coonamic
grounds with regard o the legislative provisions would be o address
whether the existing economy core fares are “cost-hased’ or “efficient”

Forsyth: Just following up on Colin's comments, | ugree that this is an
area of doubt that can be taken advantage of . The only query might be that
you cus't have one mle one year and then the nexi vear chahge coen-
the hases of allocation because there is a recession. S0 the
reedom o manoeuvre, particularty over time, isn't that great
But the question arises. whal exactly i an cconomic fare” We can
sketch certain aspects of i, but there are all sons of problems in sctually
masufing incremmental or marginel cost and so forth that are quile
complex wwd become more complet duning booms and shamps. Econo-

Moving in that direction will nol necessarily improve the present vitua-
tion, and i may moke it worse than it alresdy . A it seers (o me that it
doesn’t really change things but just comtinues the present policy. If the
LAFC were bo bnsist on @ uniform raie of netumn mstesd of averaging it aver
the business cycle, i might introduce even grewter instability in other
fuctors while stabilising prices. Moving o that sor of solistion would
mean kooking a1 some long-term aversge rate of renam nuther than ai the
shori-term rale of return, and it B not clear to me that the commuitiee
wingld do that .

What we really have bo sddress ane market-hased messunes that will get
rid o svime of the present incentives for cost padding. and it s oot clear
thaat the rate of return i the way to go sbout doing it

L]
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Forsylh: | take your posmt and |"m not sdvocating rate of retumn regila-
mﬁhnmﬂhﬂﬂmwmmuum.
price regulation trying 1o do the job of rate of return regulstion. This
was what happened with the Civil Acronautics Board in the US in yoars
gone by, In general in cases in the US same rate of return is set us being an
allowable rate of retum. And indoed we've got onc exsmple of this in
Sydney in the Australion Cas Light Corporation. They are told that they
may earn no mare than & given rate of retum, and there are all sorts of
problems with AGL.
0= What exsentially in your policy on intrestate sir licensing with the use
of your new scenaros”

Gallagher: As you probably know, the previous government in WA had

sef in motion & progressive deregulation of intrastale aviathon and the

g g ey o o

— for instance u

flight from Perth to Pon Headland o Bali. | think the Government would
actually welcome them.

James Kimpton (Ansett Transport Industriesi: I might be worth
making the observation from AT and Airlines of Western Awsaralia that
we would like o get into regional overseas services from Western
Australia by meami of Awlines of Northern Australia out of Northern
Temritory. And we pursue whesever we can the opportunity o do that,
cither by making appropriate arrangements with Qantas or whatever
opportunilics arise.
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I INTRODUCTION

The asriine market o South Australis expenicnced a sabstamnal relanation
il regulafion in 1979 as & resali of 4 Commonwealilh Covermmen
decision mot o hinder the orderly development of competition in regional
air transport (Bureaw of Tramsport Economics, 19811 The change of
policy was manifesl in & greater willingness o sanction regular poblic
transpori (RPT) services by small sireraft opersiors holding charter
ligences and o approve applications e operalon propesing bo com-
peic with establivhed sirfines on regional noes. |

In the majorty of Staes this development has been of listhe comse-
guence. [n Western Australin, Quocmsland, MNew South Wales, and
Tasmania, separaic Stale power io regulale intrastsie svisbion exisis and
huss been used io this end; only South Austrulis snd Victons do not have
such regulation. With the new appmach ul the Commonwealth jevel.
both Stales presen an opporiunity i aiabse how ardioe makets sork in
an eavimonment of miiimal regulation and how moumbent forms resct 1o
the change of policy . In both cases the operating envinonment povides a
pood basts For iesting theory, The overall size of each market s limited
and there are o number of low demand or “thin rogtes. In sddition, in te
Souh Avatvalian netwiork there o s cofisnlerable range of slige lengths

We would like 1o thank lan Unssorth of the Indepondent At Fare Commmeze,
Harry Hobers ane Johin Serocter of the Departiisent ol Aviation: Derei Somfum of
ihe Depariment of Troospor South Assirabia. asd Heles Wickens, Bromeo
Karagich, Kerry Clift, snd lan MeLaan of it Departmsni of Ecmomics, Univer-
sty of Adelaide for help in compiling, processing and commenting on mmerial
We rernain, of course, solely responsible for the views expressed berpin

i Operaiors ane sl Feguired ko sulmil proposals for ressem of sr wafory. A
benign appecach alw appedns i have o stogond i far by e TAFC,
whiich hos had explics powens of approval with respect o fees dmor Lase
i,
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This paper analyses what has happened in South Awstralia unce 1979,
emphasising how firms are reacting in the mone competitive environ-
ment. Although the thrust of the paper is empirical and descriptive., in
section |1 we set out the new theory of market behaviour. W belweve this
Mhﬁhh-d“dﬁhhmmmm
wie analyse in brosd terms the current South Australian position. Section
IV focuses oo developments during the last four years. Finally . @ section

1. A BRIEF REVIEW OF THEORY

The mujor contribation of the “new” thoory of contcstability has boen 1o
show that the srocture of an industry — the umber of competing firms
— may have no bearing on the degree 1o which production will be
wiswe. As Baumol points out, the received theory of market behaviour
tends w0 view efficiency in resource allocation as 8 momtonically -
creasing function of the number of firms in an industry . with anregulated
mutrrpoly and perfoct competition representing polar cases (Baumol,
19821 Conversely, the noed 1o regulate w achieve an efficient price und
oulpul combination s ssen by received theory Lo vary irversely with the
namber of fims: in an industry inclined towards pure monopoly (hecaws
of o limited market and substantial fived costs leading to economies of
scale ) regulation is considered exaential

In contrast to this conventional viewpoint, the new iheory of imduserial
structures revolves arownd the ides that the competitive pressiares re-
wuired for an efficent solution can come egually well from outvide an
industry, The key is an ability 1o contest for 3 market mther than 1o
compete within it. Thas ability 10 contest depends upon how costly it is for
a firm to enter and exit a market, which i nam depends upon whether the
capital required is mobile or imetrievably commitied o producing &
particular prouct

i s e ihat the power of & finn o exmict
idepends. upon mw-hhhm-mnmm
capital, that is, the extent to which the fixed comts of prodaction mre sl
sunk’ coats. Sunk costs are one-lime costs fecing a potential cotram; they
dor not have 10 be paid again by the incumbent. To the potential entram
they constitute a barmier o eniry, On the other hand, if all capital s
ubeable and reusable in altermative markets withoul kess (other than that
pwresponding 15 normal depreciation n uae) i potential entrant b an
of the incumbent firmis). Consequently s industry without sunk cosis —
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even a natural monopoly industry — is xaid w he perfecty contestable
becauue the posssbility of entry by rival firms i & conntam thest

The ahility 10 contest a market in thise circumstances has 3 number of
important consequences in termi of welfare. First, 8 coniesisble marker
in long-nm equilibriom never offer more than a normal e of profit,
The existence of (lemporary ) supernormal profits will stract rival firms
willing 1o offer the same output at lower prices. Comequently . manopeo-
lists in perfectly contestable markets will earn sero economic rent.
Second, production incfficiencies akuo will he wtally sbwent in bong-run
equilibrivin; unpecessary costs (like abaormal refurms) constitute an
mvitation to entry . Third, in long-run squilibrauem no prodect produced in
a contestable market can be sold w o price bess than s marginad cost. A
price less than marginal cost will allow s rival firm o cater the market wnd
offer a smaller output at & slightly kower price and yet, by eliminating the
unprofitable marginal unit, cam at lcast as mach s the mcumbent
Comsequently, cross-subsidies and predatory pricing practices are in-
feasible in the long run. And fourth, if & market contabm two or mone
firma, again in the long run, prices canool exceed manginal costa

The only contrary nobe in berms of conditions required fof mamising
wellare arses in the case of a monopolit. 1 may be possible for &
manopalist’'s price o excesd marginal cost. The reason for this is that an
attempt by an entrant to sell 8 grester output 4 & (lower) price equal o
marginal cost may be thwaned by a low elasticity of demand so that there
is no price covering marginal cost at which the market will absorh the
pdditional output, Mevertheless, even ihough price may exceed margaal
m*lmmwmwlmdmﬂh
inclined w adopt prices that refloct what the market will bear {ie..
Ramsey-optimal prices) Therelore, as Basmod remarks, o contestable
market offers us some presurmption (bt no gaaranice ) tal @ monapolist,
required to cover total costs from revenues, will behave in & manner
consistent with g second best optimem — that is, that mefficences will
b mimimised .

Of course., a problem may arise if it is not posssble for the moaopolist 0
price in excess of marginal cost. In these cicumsances, @ natursl
monopaly that is contestable may o konger be swstainable — meaning
that there is po price and output vecior such that entry by a rival firm is
unattractive while all demand is satis fred al sevenoes cover wotad coss of
production. A ncoesaary but mot sufficiens condeion for sestainabiity v
that aversge costs of production fall s output expamds. However, i
average costs, first fall and then nise with owtput, such that the demand
curve culs the average cost curve in its rising section, then natural
monopoly is, unequivocally . not sustainable; it will b possible for a rival
firm o enter the market and produce s more limifed outpet & a lewer cosit
1w are using Pancar and Willig's 1977 definitson of & naneal mosopoly
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as o firm that is the sobe seller of a set of goods whose technology mskes
single firm production cheaper than sy m:l'. As i

A be able o sstain in all i
submarkets or only in a few or them. Thas, the theory of
contestability has reduced the case for prive and eniry

tainabde at prices that cover the finns' sverage costs and @ vutput levels
thul fully satisfy the demand for air travel. The it of these rwo proposi-
toms has received comidersble suppont in the writings of Elizabeth
Bailey. ?ﬁ:ﬂ-ﬂlhﬂ:ﬂlhﬂ!ﬂ‘hﬂm!ﬂd[ﬂﬂh}'. i9d1;
Bailey and Panzar, 1981). Her cuse bs thit there is no reason, o prior, to
expect economies of scale with respect 10 sise of aircraft 10 lead 0
substantial barriers b entry because airfine capstal costs, while sabstan-
tial, are not sunk costs. The chief swnk costs n avision — namways,
ground facilities, and air navigational aids — are incurred us & rule by
governments and mot by girfines (nevertheless, povernments can and do
try to recover such costs from ‘remtal’ fees). The second
however, appean i have reoeived less atiention in the specific comext of
airdine (e pregulation

Next we examing thn theory by reformng o the Sosth Awustrulian
abrling market. Specifically, we consider the case advenced by o former
enceutive dirccior of aviation at Anscti Transpon Indusiries that the costs
of routes could constitute en entry harrier and that Teres will
differ o the degree of competition in the marker (Puscne,
1983). We also consider how the siructure of the South Awstralion
industry has changed since entry policy was revised in 1979 amd how a
e monopolist has reacted 1o entry by competitom.

2 Thre w il the mane of increismg feturm o users fram enbenced servce
frequency with the revult that an efficient solution may reguine sbskdies cven
if the airiine imbisiry is sobject io0 consani retarms be scale (s Foevyid sl
Hocking, 197K, Findlay, | 9873, 'We do not cansider this kssue m this paper
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1. COMPETTTION AND THE SOUTH AUSTRALIAN MARKET

In May 1983, || South Australian hased operators were operating RFT
services within the Stale. Among them was Abrfines of Soath Australis
(ASA), an operating division of Ansett Transport [ndlustries Limidoed.
ASA operates under an airline licence (the only one 10.do soi using F27s
The rest of the South Australian aircraft floct is made up of different types
of smull aircraft, with the eight-ses Ceasna 4025 being il mod com-
monly used. The largest sircrafi opersted under the Sepplomeniary
Airfine Licence is the 15- o 18-scwl Bandebrante used on scleced ser
vices by twi operstors (Commodore and Trans Heglonall, The majorty
of operators wse o mis of two sirceaft rypes as shown in Table || Five
operaion { Evre Chaner, Albatross, Erou, Opal and Skyvesours) (ly o single
roule; i the cuse of Alhaiross and Skytours i is o simple end-to-end moule
with o inicrmediate siops. The larpos number of SA routs opcrstsd by
one “airling” s sia (Commodore); ASA ael O Cosniors [y four and
Ressair and Trans Regional Abrlines three each.

The poute strocisre s irongly focused apon Adelaide with wll powies
having Adelaide as the hub, In other respects, the network defies casy
generalisaiion, I is complex and subject fo change. In the middle of 1983
there were 32 ports on the commercial metwork.” These are shown in
Table 2, which alss lists the numbser of flights per week from Adebasde #
exch port. Thireen of these wene served by mone than ane operati. The
ports served by the lurgest number were Kingacote and Port Lincoln with
five oporsions cach, Whyalla with Four opersiors, and hen Ceduna,
Broken Hill, Mount Gambier and Port Pinie with three different operator
each, However, once the agreement between ASA, O'Connor’s and

3 mw“wwm imtroshuml | Febmiary
19E3, amnd euemgeions wnder Abe Naeolgatios Ovaer 200 1) The firner i s
the process of replacing U lafics and by Pebriary 1984 all RIFT Sereicis nol
opcrmind ander & full sidine boemce will aperete anled o applcisniary
licence.

4 Both Rossair snd O Connor s e sgreesniesis wiih ASA Hossair sppears in
ASA" taneiahies and iy Coanas are hived by ASA om 8 daner hails o
operate these services. (' Conmor s maan business m & freight contrac flymg
bah conmgrater lagecs imn Adelande on s deily e passengen s crabarkod
&l ‘pom” serviced by ARA oaly by agieemmens wih ihe latier

5 The commercil setwork enchudes one roule opereied by Diconan A viston
hatween Adelabie and station propesies s ihe L noth-ca of the State sl
i -t Oueenaland. The Foise (s sibsidissd by the Saae Govemmens,
Federal Govemmeni srl Australls Posi, sl s sof comsslere in the nest of
the paper
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TABLE I: South Amtralia Based Operators

A hperutor Abroreft Type
Ll ™
Airlimes of South Australkia Fokier FXT (4)
Albminms Air Charer Piper P& 3320
Beosch &5 (1)
Cimmmusione A vistion Bandearunie i | |
Cesama #0104}
[weaman Awianon Partonavia PRER (1)
Erm Airwesys Cmung 40132 i 23
Eyre Charner Piper PASS 1}
Ul 803 | | )
OV Comnct s Alr Service I s XY (3
Panenavin i )
el Ak Uit 421 (30
Himiasr Clewana 0T {4}
Shynomin A U inandes GA0
Reech @il
Trams Regmnal Alrlines Fiper PAJE (20
Hamieiramie (1)

* Inddicative only . subiject 1o freguent change



il
i

F
S i

i
g

R e D A

LA R

T

B Bl L R LA R S

LE L ]

Ayers Rock (NT)
Souree: analyvais of tietables

hl“dmpﬁ““lﬂhqﬁﬂmmh
driving distaice of “ghﬂ im this respect, cach may be con-
sudered to be serving a submarket. Kanguroo lilend, for example,
hax four differens ports on the RPT network and the southem tip of the
E‘ﬂ"!‘“hhl?ﬂi Lincoln, Cummins, and Tumby Bay)
of submarkets does not, in the case of Kangaroo lsland,

alier the competitive balunce { the Total rumber of competiton i five, the
s pimber thal wrve Kingscole) but in the the Evie Pemirsuls ciss &
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does have the elfect of increasing the number of competing operstors
from thiee fo four.®

The fact thal & poit is served by more than one operator gives only &
lemited insight inso the extent of competiton untl schedules and Tanes an
taken indo scoount. Duily schedules omt of Adelaide (valid during the
second quaner of 1983) have been analysed for the ten ports served by

operators, Directly competing schedules occur for early
m-iqth-nu-ulhn-hﬂrﬂ:m Although there ane
competing whodules w other times, sch occurmences are restriciced
largely w Kingscote; midday, evenmg and weekend schedules by an
operaior generally remain unopposed. [0 sddition, competition on sofme
moming schedules s empened by the indirectness of altermative
Four erample, this fector reduces the atructiveness of Mights by
Commadore w Broken Hill: e fact that Tram Regmomal Adrfimes snd
ASA operate o Brken Hill on different days mesns that sctual competi-
thom o s Fokse s Himited.

In contrast to competithon with nespect 1o roules and schedules, price
competition is miher mone constrained, The constraint in this case derves
from the Indepemdent Air Fares Comminer Act, 1981 The'Independent
Air Farcs Committer {1ARC) m responsible for determining ait (ares on
RPT services, including intrastate services, by incorporaied bodies (this
rellects the foct thal the Act s based on the Commonrwesit construtssnal
powers covenng corporate affair ). Since o was established lase in 1981,
the Comimines has been precccupiod with fare desemmunaiions on the
strajoor trunk airline routes and ds iovolvement in local markets has been
more limited. Nevertheless, s chiel concern with the simall ‘girfines’
reemains the same s thai for ithe major operabors — o e that farcs
charged have regand 1o costs of operation. s enabling legislatom re-
quires the TAFC “1o ensure that the level of air fares w related as closely as
practicable to the mpfmhquhmhmhhﬂrm
are charged” (The Act, 1981, part 115 In practice, they have
cimmined {are applications snd compared the proposed fare winh the
distances involved, drawing siiention 1o major departores. from incdustry-
wide standards, Naturally, a certain degree of ‘reimng-in' b o be

6 The chome prosbmity of poris eh thess teo ssbmurkon millifes he sffect of
bty Cunirirtiiie and Penheshas beamg povasely owned ports st the poses o
TERERCE cnEry W e market 16 the case of Proneshane this barmer wm ef fecied
when the caner recently refused sooess i T Reglonal in fevosr of
Commiodions, Cumming is snother interesting case, the strip being owned by
the local operator, Eyes Chaner, Comsedguiemty, 10t sertically imegranesd
atrimtiaty, gt of the choel sink ooy (o e abon — the oot of grporn plang —
is imciarmed by he ‘aarfine”.
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expecied, but the Commitioe doos allow o degroe of latinde when
matching its own judgment againsi that of the operator. Consequently , it
s pomsibsle bo examine whether the contestubility proposatuses ane s reality
in the South Australun market. specifically, whether there 1w o difference
in fmre structures (afbeil wmall in view of ithe LAFC s inflience j borwesn
single operstor and mult-operator routes. I such & difference does
prevail, if would suggest ihe cusience of bamens o entry .

We examined this cose by regressing the basic one-wiy economy fare
againal both grest cimcle distances amd a dummy varbable, The dummy
waruble took the value | if the fare wis on 2 route flown by mong than one
operator; otherwise i@ was fero. All fares, including those for travel
between inlermedistie ports en route, wene cvsmined i this say, Just
under half of the 62 fares included in the regression were for ssciors Nown
by e than ooe operabor; the mean distance wis M8 kborsetres (with §
sinndard deviaton of 2105 and the mean fare 580 65 (with @ sandand
deviation of 3421 The dummy vanable wans insignificas) indicating no
difference in the basic fane strocture between smgle opersior and muln-
operafor rowies, The “Mag-full’ component was 34, 14 ancd the distance
raie |8 8¢ per kilometre, with distance “eaplaining” %0 percent of the fare
vanatwn

We ulso need o ke into account promuotmnal fares. These eximt only
on hall a doren rouies. The crucial fscior bere & the suent 1o which
PrOMOLIONS T & genuine atiemgd o sdjiust fares m line with the lower
murginal costs of some products. Apan from rwo stend-by fares, the
largest discounts are offered by ASA in relation o its FI7 services, The
FI7 has a larger seating capacity than sircraft opersted by other South
Ausiralian firms, and nonmslly is available scst mile cost sould be much
lowes than for the small twip-engined competing sircrafl, (Actual sest
mile costs depend, of course, on load facton. | The ASA promotions,
currenily & seven-day sdvanced purchase fare and & concession Fare for
residents of Kingscote, Port Lincoln, and Whyalls, coild be nterpress)
im s light. Thee foct that prommsstions sre ol svailable on wpplementary
Rossair flights shown in the ASA umetable (these are Mown by Cessha
HiZs)h, and that the residenis’ comcesson {intmodocoed in May 1983) s
intended for winter {off-peak) months only, tends 10 sappon this view
However, the residents’ concession fare is not svailable from Broken
Hill, where actual competition on the route is mibied, nor from Mt
CGiambier or Ceduna. The sl fwo centres are served only by ASARowast
and by noncompeting flights by O'Connor’s, sithough other operston
have competod in these markets in the past. Both are nelatively “thin’
roules with comparatively poor load faciors, Consegquently, in the case of
these products, ASA might be operating oa a sharply falling segment of
the average cost curve so that prices in excess of marginal costs are more
easily sustainable.
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IV. CHANGES SINCE 1979

We have concentrated thus (ar on the currenl situanon in the South
Ausiralian mdusry  Mow we consider the degroe of change that has taken
place since the adoption in 1979 of a more liboral aiiude 5 coiry &
Federal level. Table Y compares the number of weekly Mights and ports
served on scheduled services by South Australian based operaton
September 1979 and May 1583, There has heen a net increase of tree in

TABLE 3: South Australia Scheduled Services, 1979 and 1963

September 979 Py 103
Ports Weekly Ports  Weekly

TOTAL FLIGHTS

Served

Flaghts

Ll

4M

7

1]

*a

Flaghts
10
s

E B ¥

12
in

Seurce: HTE, Slasir Characterisnes of Cheaeral Avigines s Aesralls, Oocssenal

Paper 33, Canberra: AGPS. 15980 snd snaldysis of ometsbles.

* Avorage iver the wihile year.
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the number of operatrs providing RPT services: four firms are offering
services for the first time since September 1979 and one, Williams
Aviation, has passed into receivership !

Three of the new entrants { Albatroas, Eyre Charter and Skylours) sre
single route operators. The exception is O'Commor’'s which, in termw of
ports served. is now the langest operstor. However the ‘milk-run” nasure
of O'Connor's services mesns that, in terms of seekly fights, it i much
less extensive than the longer-established Commodore. During the last
lmmmmmcmumup&uﬂynum
and in the past few months has developed rwo roates iotally mitiide South
Australia | Mildurs-Melbourne and Mikdurs-Broken Hill). Commuadore’s

has been the result of picking up some of the peeces after the
demise of Williams Aviation and wking over seme of the ssets snd
resies of the old Pagus company . Pagas’s remaming asscts and rowtes are
operated now by Trans Regional Airlines

Other cxtant in September 1979 have on the whole mam-
wined 1 fairly stable level of operation. ASA, for example. operates the
same foute stracture although at o shighly lower frequency © Rossair has

the most, and in terms of is network of services » now similar
in size b Emu and Opal, On the oer hand, both Emi s Opal have
contracted considerably their numbens of weekly flighas although the
nmber of ports served by each has remained comslant Taking ihis
comtraction of flights into sccount. the fact thal the single roule Dew
chtramis have thus far shown litthe inclinstion 1o expand suggests that. n
mdw'tmb&:m.mﬁmn
limited. The co-existence of large amd small “commnuster’ operaton —
evident also on a national scabe — appearns 1o wipport this vew

Hetween Scplember 1979 and May 1981 the total number of weekly
flights into and out of Adelude by “commuter’ operators expanded by
one-third, while the total namber of wheduled flights incremed by 20 per
cent. The expansion of svailshle swats was less. we ignor this aspect.
The consumer's preference functon will include fares, the number and
viming of flights, and ke-flight quality: these an: the spect we take inte
account, The data available for Sepiember 19749 (Bureaw of Transport

7. Williams passed into recervership in February 1981 Informed opsaioi sieg-
Fh‘hiﬂhﬂhmﬂ-mduﬂuﬂp
pcreate, the mtroducton of inexperienoesd manageenend. sl 8 g cupan-
mﬂr—mmmnﬁdﬂm s amil
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Economics, |980-Figure 4 4) classify pores by ranges of flights per week
o that & precise comparreon with the |98 sbtuntion, port by pon., is not
gbh. Ban much of the incremse in weekly Mlghis appears fo derive
the development of aew mutes rather than from competition i a
particular market. Motable in this consext are the new ('Connor's ser-
vices, Byre Charter’s Services to and from Cummins and Tumby Bay,
asd Opal"s Services wo and from Marla and Olympic Damn. None of the 13
centres thus served were on the network i September 1979, Exira
services have also been introduced on single firm routes bo places such as
ﬂ,ﬂﬂuﬂr Wootners, and Penneshaw. Within the Stale. there are
ports evidently worse off in May 1983 compara) with four
yean provioushy: Andamooks snd Ouodusdsna, which now have o
Mights, ansd Mr. Gambicr. In the st few yenrs, rood services between
M. Gambier and Adelaide have improved considerably amd new air
services emstwands into Viciors have developed wlso. These facion
prossibily explain why this por now has fewer weekly flights o and from
Adelaide and why ASA now has an effective monopoly | albeit contess-
ahle, on this route.

A cride comparison of changes 10 the number of Mlights per comsmiter
operator amd per port gives mn insight dnno the sdaptive bebavioar of lmm
aid the extent io which services have improved or deterioried for each
port. Changing schedules and fare structures need 10 be taken Mo
sccount also, This i particularly the case in those ports where compen-
tion in the market s more prevalent than it was in 1979, We need 10
consiler, fof example, whether competition has led o o bunching of
departure and arrival times and & matching of feres. Consequently we
have cxamined developments in the comparutively large Port Lincoin-
Adeluide submarket in some detail In May 1983 there were four opera-
ters (ASA, Commodore, (' Connor's and Rossar) flying RPFT services
between Adelaide and Port Lincoln. In sddition, Eyre Charter offered
services from Cummings. about 50 ki north of Pon Lincoln (with
Temby Hay as sn optional pon of call) while Trans Regional Airlines was
shoat 10 commence twice weoekly Mights to Port Lincoln (via Kingscote ).
However, O'Connioe’s iip passengers oaly & the reguest of ASA,
and Rousair is by ASA 1o supplement its F27 services. Conse-
guenily there were three operstons competing i the market i May, &
raher different situstion from mid- 1979 when ASA was the sole

operalon,

We have analysed timetables for the route st eight poiats in time
rhemin some indicatson of the changes in service levels that have occurred
it the mote competitive environment (Table 41 In Seprember 1978, for
eumple, priow 1o Commodore eniry o the market, ASA provided 40
Mhighis per woek between Adelnide and Port Lincaln, 20 i coch direction
Day return inps from Port Lincols to Adelalde were possible an thme

iy
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weekdays (Monday, Tuesduy and Frday). Since September 1978 the
nisiiber of per week has increased from 40w 108 @ March 1961,
with a peak of 138 in February 1982, jusi sfier Eyre Charter entered the
market. Since that time both Commodore and Rossur have reduced the
number of Mights they operate. ASA haw maintsined ity weckly Mgt
frequency at 34 dince |1980; this compares with 40 price o the more

envirominent. The relative consiancy of ASA"s schedule
climinates the npeed o interpret trade-offs botween high quality F27
Mighis operating at o lower froquency amd lower quality commutes
services operating with increased frequency

TABLE 4: Flights per Week Between Port Lincoln/Camming und
Adelaide by Operator, September 1978 - March 1983

hate ASA® i mmamoidors Eyre Tumml
278 40 - = &0
P Al a2 a2
el ] k| 5 - a9
58 XA (4) L] - 110
m2 LTI #A s (8]
w2 LAY L I 2
A2 KM 45 18 i
LEy IR sy £ 8 W
Samuree: enalysis of imetabie

& m-mmmmnwurm

To examine the possibility of parallel scheduling we have taken a
Tuesday and snalvsed departute times for services 1o Adetaade, again ul
varous times over a four-year period (Table 3) % Commodore com-
menced operation by swheduling Mights sround ASA™ For example.
Commodoee scheduled 7,3 am sid 900 am flights as oppossd 1o oie
I.HHHUIHMH.TI:“WMML“-'#
obwiousty popular as Rossair then & flight at 7.20 am, although

9 . and Thursday all have smilar finetables. anel
e

Mights fist weekend trige. Wednesdsy appests i he the inas

&7
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this was later dropped. ASA its Junch-time departure and this
time shit was takien up by (December 1980). By May 198
Commodore had introduced a light akreraft in the 400 w0 5 00-pm sl
after ASA had moved there ¥ six months carlier. In Sep-
tember 1942 Commaodore forward that flght by an bour but then

dropped it from the timetable. Eyre Chaner offers Maghi
M+m1-m.mﬂhhmﬁ:‘rﬁzhh:
near-hy Curnmins rather than Poet Lincoln,

TARLE 5: Port Lincoln, T ummine — Tuesday Flights to Adelaide

TIME DATE
T e sm 2 wa M A

P05 C 5 C RC C C C
L iRILEE] A A A A AE A AE AE
-5 C C C C

- | e

1100-1 159

1200 ] 25% A A C c C = C C
1500 | 159

LB T B

500 559

10 | 59 A A ML A A
|G- 1 759 C C T C C C
TE0- | K50 A&

1900- | 95 A A A A A A A

TOTAL i ] i 7 [ 1 i ] 7 7
Sowree: analyie of Binetables
Moz © — [ memewioes

A — ASS

B — Rosigur

E — Eyre Charter
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Thete appears . therefore, o be lithe evidence of paralie] schedaling. In
September 1978 services were offered between 5,25 am and 633 pm
with an average imerval between Mights of over five hoars; by Manch
198} services were offercd between 7.30 am and 7,10 pm with an
avernge inderval between Mights of one howr fomy minekes, Theme were,
however, iniervals in the maddle of the day of throe and 2 half snd four
horiars. Based on the changes in the timetables this seems 1o be snply
becass of lifthe dewnand ot these times.

In summary, the list fow years have seen 8 marked incrosse in fre-

on the route. There has been a betier covernge of departure times

the day, and the number of return trips o Adelaide possible

within the day has increased comsiderably, Based on a minimum penod of

stay in Adelaide of five hours, residents of Pon Lincoln and the surroumnd-

ing dastrict sow have 20 Mights 1o choose from in contrast o three only a
the time of ASA"s monopoly (see Tabie &),

TABLE #: Duy Return Trips Per Week: Port |incoln/{ wmmins to

Adelaide ( Werkdays Onby)
DATE CFERATOHR

AR Commaosiens Eyre Towal
L 3 = . §
LT 3 - : i
Ll il | i - ]
S/l 3 o - i
e Ty o 3 n
SNz 5 i i n
[LHTL 5 » 5 L]
Ll 3 A ] 5

* Ty departure nrees poasible 7 am s % am
=& Fomr by Bossmir,

The chasges i (ancs Berween Port Lincotn/Cammans smd Adelasbs are
summarised in Figure | Commodore was the first i introducs proemsos-
tional fares on the Pon Lincoln roue. In November 1979 4 wame day
return of $60(n 10 per cent discount) wis available and in December that
fare was eviended 10 all retam fighis. ASA responded in March 1980 by
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designating ten flights per week as off-peak and offenng o retum fare af 2
| 5 per cent discoant. n Sepiember 1980 Commaodone offered an “Excom’
fare s 22 per cent discount on return Mights. The Excom was an advance
purchase fare with a seven day pro-paad time it In 1982 Commodors

its Excom fare and introduced o discount of 11 cent (in-
creased 10 17 per cent in February 1983 restricied w0 Lincoln
rnesidents. The retum discount, which applied 0 all passengen, wn
disontinted in February 1983,

'i

FIGURE 1! Changes in Fares beiween Port Lincoln/Cummins and
Addelahle.

i m R rErEy pr TR e | Fmamg ek | FEIEE AR
— - = =

ASA did pot respond 10 Commosdons's Exoom until March 1982, when
it mimdsced an APEX fare with Wi-day hooking and 14-day
pﬂﬁﬂ-hz:nudm In the umierim AS A contimsed

and incressed the number of designated of -peak
b 14 per week. In May 1983 ASA matched Commodone s single
and retam fares for Port Lincoln residents, offering a discount on its base
fare of over M) per cent with no sdvance booking or payment requine-
ment. The hase farei on ASA and Rosssir Mights are the same; no
promuotional fares are gvailable on Rossair flights. The ASA base fure has
continued o be higher than those of all other operstors, and has mcoreased
in real e over the penod. Bul ihe discounis offered by ASA ar
substantinl; perioos who can aveil thenmelves of ASA’s promotional
fares would pay the same or only slightly more than of they flew with the
smaller openitors

N
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ASA’s reactions o the fares offered by the comrmuter opersion mus
be seen a background of falling passenger loadings and signafi-
cani in ASA whare of the marke since 1979, The murmber of
pansengers embarking on ASA s Port Lincoln services fedl by 17 per cont,
although during 1982 the position had statwlmed snd members mcneassd
slighuly. During 1980 commuters held 13 per cent of the markel. » share
that increased to 31 per cent in 1982, ASA's experionce on the Port
Lincoln moute is rypieal of its general expenience in South Awtrali Unal
1979 it had operated for the most pan s a0 anconiesied momopoliss smd
therefore had most (o bose from the advent of 5 coalestable markot

The sdjustment on the pan of ASA has boen interesting. ASA operates
an all-F27 flect in fined 44-seal configurmion Consequently it does mot
have the in-house Nexibility o adjust the type of sircrsfl used on &
particular service to anticipated loadings. Its reaction Lo this problem has
heen threefold. First, it has chanered small Cossna sircraft from Rossasr
o supplement itn own schedules. Second. it hus shaved schedules
operaied by F2Ts. And thind, it has ansferred capacity to charter wark,
includding a large contract ferrying workers in snd out of the Moomba gas
fields in the far north of the Sisie. This entry and ¢uit behaviour within
and between markets has had the effect of maintaining load facwors | we
Tahle 7) and maintainimg if not slightly improving iotal revenae boun per
ghreraft, even though o fourth F27 plecraft was sdded o the feer,

TABLE 7: Performance Indicaiors: ASA

Hevenue  Weight Losd  Anmusl Bevemss Tatal Fiers
Famenger Fuctar Humars Per Abrerafl  om Scheduled

Laail Facior (Total) (RIFT Services)  Services
1R .7 2 3.5 1620 3,
(LT sl N L 2 W 1,938 4.0
180 il 5R4 .19 2004 6,313
1979 6o 2 0.8 2.Im Lo87 (% 1}
1% s 2 LI 1515 = -
77 BTN (5] i s e

Source: Deparement of Tranapon Annual Heports und CDeparmment off Aviation
* 1982 figares proy el

**Not wesilabie.
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V. CONCLUSIONS

Simce 1979 the number of services offered in the Sonth Australian air
wmhmm Wew single-firm rouses
been

three fiemm, with the major exceptions of the Adelaide-Kingsome and
Adclasde-Port Lincoln/Cummins routes. These are subjoct 10 8 more
pronounced seasonal pattern of demand. Badley and Panzar { 1981 ) have
argued thai in the market will be more evident o ourist
centres becouse the grester MNexibility of the discretionary traveller, who
i bess concermed about schedules and the gvailability of & scal of the last
minule, Cresles o OpPOMUIEY 10 cover joint costs by price discriming-
i, Liad Tacrors can ihen be made high enough ty sappon the entry of
several firms. The Adelaide-Kinigsoote and Adelasde-Pon Lincoln mar
mhﬁhm

i important in a contestable market. To achieve this it is
likely thai airlines will i turm b aircrafl leasing instesd of
outright purchsswe, sircraf , nd the subcontracting of specific
services, Thes development mumwwnm-
chaner of Rossair's Cessna #0728 and Commodore’s recent lease of &
Bandeirante. It is assisted by what we discem e be limited economies of
scope, which allow for the long-run co-existence of many firms of
different sizes and thus a pool of eperaston svailable for subcontract. In
this respect & close puraliel can be drawn with the exmbing fmoad freigh

£

replacing the F217s with more modern and superior aircraft, (By implica-
tiosi the refurns 1o & regulsicd monopolist would have allowed for this.
The new aperating enveronment may well mean that s pressurised aircealy

i



Sl and Yiarry Bepedaiory {hampe

mﬂhh—ﬁ:m.m-tm-h-ﬂrhhiuhﬂ factors, it &
If a0, wie age mot convinced that the comumer will he

m s it is umlikely that sircraft size per ae in in e consumer”s
mfln:ﬂll Bur whatever sure of sircrafl i thought appropniate .

leasing arrsngerments would appear (o reduce the nsks involved =

B0 Aoiher opiuen woukd be o el e F27 woth op- e Mark 33 Dort
engines. oocs they ar available s certified for Aasiralion spersiion

73
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Sydney ion: The Problems of
Al and Expansion
P.J. Forsyth
I. THE PROBLEMS

There are three main cconomic problems assocuated with sirpaort capacty
in Sydney: (1) allocation of truffic betwern available airpori: (2) the
extent o which Kingsford Smith Alrport (KSA) shoukd be sllowed o
capand; and | 1) the related though distinet probdem of the nose generaed
by operations al KSA .

Locating & second alrport is pof & majer eoonomic prioblem. Troe,
ECHROIIC aspeci do anse oo matier whene the airpon b locsnd, bt these
wre secondary. The main problem b choosing among & mage of very
inconvenient siies with different environmental smpects. The cholee
among sides s politically difficull, ievolving & balance mmong very
different environmental chodces {for example, wombats v iraffic noise in
subwerbs vi trecs). However, the economic aspects of different sites ane
relatively straightforward and messurable,

The timing of srpon capecery expansion s moee difficull snd depenids
on the answers given oo the three main questions. Tdeally timing should be
determined by following the pattern of policies thal yields the highest met
benefit. Most of the noneconomic aspects af 1 secomd pirpon e negs-
tive, w0 from this poim of view postponement is probably desrshie. Rota
pomaible poneconomic benefit B el @ socond grpon muy reduce e
niitse nuliance o Sydney residents. 11 is also desirable o ke elMicen
use of existing capacity before new capeciny is made avallable. There is
no guarantee that this will happen; the experience of most oiher seoond
airpor developments sugpests that it will mo

1. SOME GENERAL ISSUES

Socund airpors are usvally disasiens. Befon: they arc buili there mw ofien
miuch argument, lidgation and gven warfare sbout the site. When they are
completed. neither passengers nor airlines wanmt o use them They e

i
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usually far from the centre of the ciry and from the other azrpont, and they
offer only a restricted range of flights. It often takes 20 yean or mone for
them bo come of age and become popular. No manter bow congested the

of the more successful scoond owing in paf o ithe {relatively)
efficient pricing/allocation policies miopted by ihe British Airports
Anthority (Amos snd Bullock, 1979, Linle and Mcleod, 1972)

Socond sirports vsually mise o vanety of environmental issues. They
may alleviate some problems — such as sircraft noise in the city — but
they create new problems or merely shift the old ones W new arcas. The
face of the s chunged aloag with the ecology of neighbour-
hisods, Roads 1o the alrport misst go through urban sreas, creating nolse
wnd pollution (though sometimes relieving scoess rowies 10 the old sr-
1. The Foulness/Maplin sile was onyginally sdopied as sn envvinon-
‘pood” sie for a third London airport. Only after ks sdoption dad
the problems (previously pointed out by the Roskill Commyission, which
wis overrubed lin the site chioice ) become clear.

The second Sydney airport (SSA) has been subjected 0 mone eco-
iomic and environmental unalysis than perhaps any other project in
Apuralis, There ks & bewildening variety of reports on the mbject (see
Mills, 1982, for @ survey and critigue of the most recent group of siudes §
The resuli, unfortanaiely . i that the main aliermatives o Bl emerpe very

EE

I

The purpose of ths paper i not o review the reports nor o put forwand
wiews shoul which specific aliernative is best. Most of the options have
been analysed: our purpose hene is o disti] the trade-offs. Some goneral

of the economics of mimports wml the sirpoft system of
Svdney will set the stage for a discumon of the three main problems.

L, AIRPORTS AND THE SYDNEY REGION
!‘-mﬂdrpmu:hm "required” in ten years' time. In fac1, many

Fﬂpﬂjwmm pred changes in methods of
operation make it possibie for prionty users o be catered for, Low value
ey are diverted. Airpors are often subjoct to sharp peakis in demand.
meaning that capucity may he pressed hand during part of the day yet be
mndderused st other times. In these reapecty KSA Sydney s farky typical

™
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MHHWHMMﬂMﬂwm
for much of the mraffic. It is subject 1o peaks in demand during which
delays may develop, The main usens are (niernatonal, inlerstale aod
intrustaie sirfines, these accounted for 587 per cont of the traffic in 1980
iMills, 19821 TH). The remaining 41 3 per cent of the truffic was general
aviation, includimg commuater airiines.

The wrgency of the need for exirs capacity is usually justified i erems
ol the rapid growth rate of sir ransport. On the other hamd, o roagh ides of
ithe scope for pastponing i imapor few arpeon can be gained from moting
ihat the lorecas) demand by airlives in wear 2000 i less than the sciual
total demand including general aviation in 1980, However wirlines” we of
peak pervod capacity may be greater than this indicates, sod 1t should rot
be axsumed that gencral aviation will be enterely removed from KSA.
cargo and chaner operaion, and other small sircraf asen. For many of
them K5A is & convenicnt ainport and b distinctly misre desirmbio than the
alternatives Currently, most gemeral avistion operators pay mothing o
use the facilities. The value they put oo using K5A would vary widely,
with those carmrymg & high proporion of feeder mallic (2., commuer
pirlines) putting a higher value on it than others.

The anractiveness of KSA vis-a-vis ity abernatives lies pandy in in
prosimity io the centre of Sydney, An 5854 sould have o be comerucied
on the urban fringe, nvolving high financial snd time costs 1o gain
pccess. This will be the case whether of Bol specialised sccess roules afe
developed, For general aviation the sirport st Bankshosn il s nemiose
as un SSA wite, bt there are difficulties in gaining access to the City o
KSA. It oo is beooming crowded, bui ofher poneral gvistion airporis
exisl on ihe urbon fringe.

There are substantial coomomies of scule m sipers, oot 5o much in
fimancial cost as in wser convenienos. O mesi (ights, a propormion of
passengers wish 1o travel farther on other flights. Af s big st connex-
thons will be casy: ol a semall abrport they may nod exisi of may eolve
consideruble wwaltiing time . Other things belng egual, passeagens jprefer to
traved through busy rather than leis busy sirports. Cargo imterchange s
m—h:mmmmmnmmrﬂmm
wt one pirport. Thus, siflines strongly prefer b operate oul of the majr

tﬁht‘ufﬂ:ﬂ.mdm@hm n|i.-mlln-
new mirports are unpopular. They will make the S5A & distinctly less
itrachive aliernative 1o K5A for both passcogers and sirlines. This ihe
division of tnaffic between the o airporss will be critical . The shaort erm
is whether general aviation should comnimee 1o be able 10 sy
freely, and the longer werm question will be what traffic will have 1
move bo the 554,

™
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IV. THE THREE MAIN QUESTIONS

The allecation problem

The fandamental question, in both the short and the long ienm, s who
In going to wse what airporn in the syssem. Efficient allocation of traffic
between the sirports is desirable bt is definiely not suonatic. Conges-
non may develop, raffic may be srbitranly divenied 0 insppropriste
akrparts. or cxpensive imvestments may be madke bn an stiempt o avoid the
allocation problem. Bul the problem cannot be svoided, and i ming be
salvesd somehiow. The reason for providing additional capocity, such as
an S5A, is chat Bt is not possibie o enough capacity st the most
desimed location. When additional is provided, some traffic mus:
necessarily be diveried there.

the mirpsrt, but ko @ what tomes they shoubd wee i Demand st
may excoed capacity. The inefficiens way W mtion & through
4 by e e st oo
of the airpar i it comis
Mm.hwmﬂ-ﬁumm
at different rimes of the day.

The price sodution 1o the problem is w charge higher prices for peak
and for the preferred airport until demand no longer oxceeds
Fow airports use a pure price system, partly because demand is
0 variation from day 0 day and week 1o week, yet capacity s
A cormmon practice is i declare s capacity of the aimpon for each
period. Rights o use (or slots) can be auctioned or arbitrarily given
the potential users. IF these users can, and are willing. 1o rade among
themsglves, those willing 10 pay most for the slots wifl obtain them.
Arbitrary allocation of shots conveys consiberable benefis on airkines that
ahtain them snce (hike import quotas) they can be sold. An airpost can
most of the revenoe from a price sysicm and yel maintain the
of & wlot gystern by charging a litthe kess than market clearing
. and ensuring that the slois it gives away are not very vahusble. I

i
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can keep a lintle capacity for sale st a given (high) price for any users who
do not obdain shots through trede, Hmmmumlhﬂph
An allocation system of approxsmately this type would probably be
mosl suited to KSA. Arlines would be ﬂmmﬁumm
scheduling committees. The initial allocation of shots i oot mportant
excepd in that they are valuable General svistion esers would probably
e kpen i sell oF irade their shots as demand grew because the sl winakd
bevome more valusble, No users need be arbitrarily excluded from the
aprpant. Sysiems like this operate o London and i the Linited Stabes.
The gﬂwd.ﬁqmmmuummu

When 8 socond amrpon is availabic, hmduﬁuﬂwﬂlulﬂi
thian that of using the preferred airpon. This woukd indisce some wsers o
switch The price premium for KSA might be largs, because the 554 will
be a distinctly infenor airport. While there may be some jistification for

ehther domestic or mternations) Mughts ot the SSA it s
guile possible that this will he sn mefficient solution. An abvious reasm
is that people will wish to transfer between domestic amd intermational
Mights, and separsting them will impose large costs.

If airlines are allowed 1o choose which Mights they oporaie our of the
554, it is unlikely that they would cnd wp operating only domestic o
imernational flights out of &, This rarely hagpons when airfimes have
soime choice. Rather, the second airport is likely to stiract wsers who do
st weiah to translfer (or interfine ) and who wish w travel o the airporn by
car, The experience of London sirports s instroctive. The two "second’
sirports, Gatwick and Luwon, concentrated on charer unffic, ie.. low-
cost ledsaere traffic, for years. This traffie did oot mind inconvesience as
the price of saving, and did not wish w interline. As Gatwick hocsme
larger and offered & range of Mights. ity role as an intertining wirpor
increased. Thin may be the most effective mle for an 55A. The cxisience
of specialist chaner airlines i not necemary 1 achieve this resub; ruther,
it 1 pmportang to adentify cortain flights as boing mainly leivene -onented

Reliance on allocstion systems may ot kewet oversl]
mhﬂhﬂmmuﬂh—dm
It will however ensure that the svailable capacaty is efficiently med An
attempt 1o avoid the sllocat ion problem by budkding an S5A earfy will ot
mﬂm.n-ﬂﬂ As soon gs i is compleic the allocation

will poed o be sobved, and if this is done incificiently major
puﬂmﬂmﬂldhmhmﬂhmﬂaﬂh
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The hingsford Smith expansion problem

The question of whether 1 expand KSA can readily be pul o the test of
cosi-benefit anslysis, Construction costs of an extra runway and other
facilities are relatively high becsuse i is & constricted site. The alierna-
tives are o advance the date of the S5A or 10 increase general aviation
alrport capacity, the former beinyg the more costly. There s the possibie
cout of additional neise nuisance. though this may be zero if the use of the
airpor by noisy sircraft i restricted. The mapor benefit is that the extra
capactty will be ar the most prefermed mrport, where inserlining is casies

Several levels of development arc possible st KSA. The cheapest is 1o
butld & shwort twke-off rumway. A close-spaced paralle] ruway woubd add
sbout 40 per cent 10 capacity; a wide-spaced runway would add close 10
100 per cent and would cosi o listle mote than the close-spaced rumway .,

The mobse bevel at Kingsford Smith

The decisian shout permissible nomse crested by oporstions st KSA
distinct from the question of 1otal capacity. Jets are the only s
creators of nodse, and they are operated madnly by the major sirlines.
Thus the mix of raffic affects the noiiness of an sirpori.

The noise pumance W & given anca s often measured by the nominess of
cach Might in that area and bry the mumber of Mights | Indeses of notsiness
and masmber of flights can be developed, though they ane pot precise. 1 17 it
were decided to keep nowe mubsance af current levels, a pradual increase
ity jet operations coukd be permatted because over time the noise generated
by jet sircruft can be expected to decline — aleeady quicter fypes are
coming info operation. An incresse in runway capacity st KSA would
involve mainly low noise sircraft. If KSA capacity is not incressed the
nOmE faisance may mcrease because there will be more jet flights,

each flight will be quicier. An SS5A need not reduce nokse at
K5A the nobser gircrafl may still iend 1o se it

In the near future, the policy that is best by other criteris will be 1o use
KSA more for jets — and this necessanly incroases af least one compe-
ment of the noise nuisance index. Reduction or limitation of notse crested
at KSA will not be consisternt with policies that ame otherwise efficient
Thn-ﬁﬂﬂmﬂhqmimﬂdntwﬂchpﬁqmmhuhh
niwse bevels established. of a price for nome creation set; otherwise noise
generation st KSA may be greater than the efficient level Compensation
of residents who lose by noise may well enable an efficient allocation of
traffie: between airports 1o become palithcally acceptable

B2
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V. CURRENT ALTERNATIVES

It s important that a policy be developed 1o meet the problem of increas-
mﬁ_ﬂimm_ﬂﬂdh‘mmhﬁ-.n

SSA. A system of arbitrary traffic allocation elsewhene would be ineffi-
cient af least in soune degree.

Unless some airports have evcess capacity, the allocation system is
neceasarity limked w the question of where to expand capucity. The
investment options for comstructing more gencral aviation capacity ae
[ KSA (with short take-of, close- or wide- spaced runwuys ) and

ing the S5A . As demand expands more than one of these may have
iy be undertaken, and thming bocomes the ingportant questson.

Building more capacity ai KSA i an expenuive way o avold the
allocation problem. If it s intended to allow general aviation to continee
using the major airpon i i very fikely m be socially wastsecful. There are
benefits in general avistion being able o use KSA, but the cost of
providing those benefits is likely w0 prove high relative o the cosis of
using exrsting amrports such as Bankstown. The cheapest way of provid-
ing for gencral avistion w KSA may be skiing a shon runway, The
benefits of this could conceivably outweigh the extrs cost though i seems
unlikely, The only way 1o tesi the iden is bo razse prices af KSA and see
whether this traffic & prepared 10 pay the extra cost.

I i s doubiful whether general aviation would be prepared 1o pay the
costs of & short rumway a2 KSA. it cenuinly would not pay for a full
runway. Thus a full ranway, chse- or wide-spaced. would be a wasteful
investment in the short term, bat it coukd be an efficient solution i the
long term. That is, it is oot worthwhile now.

A opening of the SSA could alw enable peneral pviation W day
at KSA, if, for example, international waffic were o be reallocated o the
S5A. This would be highly inefficient, however. It would mean that
pircrafl with 400 passengers were being diverted 1o bevond Liverpoul m
onder W allow aircrafi with ien or fewer pmacngen W svoid heing
diverted 10 Bankstown. It is difficult i escape the conclusion that the
effichent solution ks almost cerain to involve the diverson of generl
aviation from KSA — probably i Bankstown — though ihere i a chance
of a short runwsy sl KSA being worthwhile 10 s also clear that sy major
investments in capacity for airline traffic should come shier the general
aviation allocation problem has heen solved.
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Consadering the two aptions for KSA expansion, i is also ¢ bear that the
close-spaced paraliel solution, s favoured by the previous federal pov-
ermment , is wasteful It looks very much like a high-cost way of svoiding
the allocation problem and stiempting o please everyone — except the
residents affected by noise. [T it i worth developing KSA, it i worth
mvesting in a wide-spaced runway and schieving a much grester capacity
—H-TnﬁMIﬂuMﬂmm:uﬂnudhnﬂhmm
i wery . Compared 1o volving diversion of general
aviaton, development st KSA will not create more moise muissnce in the
sheort tevm as the mumber of pets uning the airport will be o greater. In the
lonyg term, however, mwre jets will operate out of KSA. though they will
be It i difficult 0 predict the net change in noise nuisance.

lonyg tenm aliernative s between KSA with

VI CONCLUSHOINS
The complexitien of the second Sydney airpon question owe mainly 1o
the wide range of incfficient allocation possibilities. snd to politscal

Additional capacity may be needed for divened trafTic; it will be relative-
ly cheap o provide Clearly these deps shoubd be undertaken befire



Fawwvrh, & jmgoor Rusrasry Cigpaidy

mmuﬂrhﬁvﬂimﬁrﬂn}dﬂrm
undertaken. Obscrving the prices thal usens are prepased (and not pre-
mhmﬁlﬂ Mhﬂﬂdmlmm
choce between an and wide-spaced runways s KSA will become
chearer, even though some questions (such as permissible nokse levels)
will still be disputable. Even granted the lags associssed with major
investments, the growth of traffic is mod wo that tecisions are needed
immediately . I efficient ralfic allocation methads are sdopred, we sill
have a few years in which o consider the alernatives.
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Discussion

Q: I have a question for Peter Forsyth about the pricing of buying & vot ar
ihe airport. I seemed to tne thal you were saying that there would be littke
difference between prices sel i advance, and an suction yysiem, | wouold
have gone for the suctions siraight away since bidding for the slots is
going to reveal information shout the congestion of the aifport. Planners
will gt & ugnal shout increasing capucity and can see the offiect it will
have on the cost recovery program. Why did you sppesr indifferent
between the rvo plans”

Forsyth: | didn't mean w give the ideo that | was indifferent. | would
prefer the auction plan mysell. | woald think that as you sy constructing
& price sysiom woulkd be fairly difficult given that vou don't know g ot of

2 Two gquestions for Peter Forsyth. You said ihat if the price you get is
bow or if it is high, then perhaps that indscates that there i no need for
additional airpont capacity. Is there a middle ground where there is o
need” And woond, would you assame that Bankstown is ready o ke up
the etcess demand, or perhaps that it may mst be able 0 handle the
addstivnal operational problems?

Farsyth: | don't see that there is a middle ground. No maner which way
you look of it there s no urgency for & second Sydney abrport o for
committng curselves 1o majos investments hefore working ot who s
RO, b o w e e o wl least bryamg: o Fnd owt who i woilling u go whiene.

iChn e guestion of Bankstown, sure there may be operational problemas
at Bankstown, What would then be needed would be more gencral
avuabon capecity — nod pecessarily st Hankstown but s some of the other
outskinl aerodromes like Farrfield, Camden, and so on, The point here is
erﬂhdmwﬂlm Perhaps Bankssown will be used
more and mare for passenger charter and commuter aircraft. and the acm
Clubs a0d so lorth will iend io po further out — pressming of course that
they are not prepared 10 pay the same price for the convemence s the
commuer airlines would be | recogmise that there are problema with
Hulu:.n Iﬂhﬂdﬂuu:p:;dﬂ-;ﬂmmm-mi

o e than bui &

Creek ﬁ ldlu. cheaper building a major

Qr | am wondering how you stan the process of & shat sysem s you
describe (1T Do you toss everyone oul (st sl then stan off freb? For

o)
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o imiermathongl sirlines schedule several months i sdvance and
Australia is a1 the end of the ling on a ot of long mles. There ks & small
window they must gei into, If they don’t know o of thive months in
advance that they can have thal spot in Sydncy, they will stan geming the
ment apot in Hong Kong and the next one in London and Pesth,

for example you mn & sample on computer and got the tm prime
slots from the international poeint of view, Megotistioms could go on
indefimtly for the right price. It could be the last day before the swhedule
s dise o start before the intemutional airfme gess its sbot. How s that
maote efficient than the present congestion whene you keave i o the users
o wort it il for themselves?

Forsyth: Aidine congestion i just pure wasiod fuel, wasted time. and
wasted cverything clse. | sgree that it b sovpetimes Fodrly difficud 1o work
o @ shot systern where everyone gets what they wand i time, But most
major U'S sirports, London, and | think some other Exropean sirports use
slof systers. What happens s that you get allocsted slots o Fairly long
time in svance. 1T you are woiried about stability you can always reserve
& certpin mumber of oty — say 90 per cent allocwmed in sdvonce and
another 10 per cend that you are prepared 1o allocue, o o price, on shonier
AT

: When a new operator comes on the scenc fow does he fil o the
system that has alresdy allocated the slots?

Forsyth: |1 depends on the slot system in operation. In some LS airports
they can irsde off slots with other airlines. For example one airline might
huve a bit of spare capacity @ Chicago and might make & deal with
another sirfine 1o trade the two o'chock et in Chacago foe an evtra shot in
Rew York — something along those lines. How does & new airline gei s
slot? In muction sysiem it could hid: sometimes in the US they
retain certain for just random allocation or st new ifines, and so
forth. There are a range of possibilitaes, but my preforence woukl be ane
where trading skots would he encournged and where # would become
profitable b0 buy s certain proportion of them el & price

0k Can you imagine the IAFC tking inio sccount whal the sirline pays
for that slol as part of i fare structure ?

Forsyth: Well. presumably more of the air navigabonal charges would
be boadedd onto adrport use 55 an sirpont use charpe, and the busy pirpons
would be charging higher fees. 5o users would hive 1o scramble less and
pay fewer ngvigotional charges. This would help to avoid the situation
where three or four W-seater aircraft bold up severnl jumbos.



s

Forsyth, T think you sasd in your paper that where § second
airport is located i not & greal economic problem. Would you elaborate
Perhaps

| whould say it s litthe more procisely . | don’t mesn that
it is not o major problem, HBot from an analytical point of view we can
fuirly cosily point out what is ivolved. We can sy for example that
Badgery's Crock would be 2 more convenieni site than Goulburm. That i

bos wark out that son of balance But it is o straightfoward tradeofT.
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I INTRODUCTION

Ciiven the nature of s ooceaon, | hoaghn 0 woulkd be approprses w
make a few speculative and ¥ pmecaiive remadis about domes-
tic aviation policy in An uniderlying thems of my rermarks is the
ﬂmmwh:hnﬂmpﬂnyu-ﬂrnmhymm
the outcomes of altermative policies. Therefore | may be somewhat
vulnerable i the charge of inconsisiency , bat | have naot lot fhis cercam-
scribe my remarks.

I would like 1o indulge in 8 very brel review of Ausiralen’'s domestic
avistion policy under throe headings: regulanion, redistribation and nsk
Although these three R's may be somewhat contrived, 1 hope wo (llustrate
how they provide a useful, if not particularly novel basis for understand-
ing the ongins, curment status and probable future of domestic aviation
policy in Australia. Al the same time | shiild confess 1o anothes mther
anificial construction: | intend to relate these three Ry 1o three hroad
issues — (nefficiency, imeguity snd inssbiliny — and i three ¢lements of
policy — princyples, presamiptions and performance. This contrived
scheme for reviewing the core of Amstrulia’s domestic sviatmn policy
be., the "Two-Alrline Policy”, Is set oot in Flgun 1. 1 will refer w the

headings on the right of the figure o litke laer

1. REGULATION: THE TWO-AIRLINE POLICY

An appreciation for the histoncal importance of regulaton, redistribution
and risk can he readily gaioed by examining the origin amd development
of the Two-Airline Policy, In the loe 1940s and carly 1930 the airfine
industry underweni considerable orgemsational restrucianng., as we
woihd expect of a relatively new and expanding industry, Such mestruc-
TEring wiis socn in many quariers s reflecting sn inherent maiabaliny

9



Champen i the A"

EEVIEW

ISSUES

POLICY

REGLLATION
REDISTRIBUTION
RISK AVERSION

INEFFICTENCY
INECLITY
INSTARILITY

PRINCIFLES
PRESLIMPTHINS

RESEARCH
RELIABILITY
HEFIRM

INTHCATORS
INFLEXTRILITY
INSOWATION

PRICES
PROGUTTIVITY
PROETTS
FURLIC

FIGURE I: One view of the Two-Alrifine Policy from ihree

perspectives

unsccepisble in such an industry, ﬁmhmmmum
winuld lead 10 one major skrline (which happened 1o be the

owned mirfine ), an “idenlogical compromise” ||Il'ulnnl-ﬂhm-¢-lﬁ'iu
policy (one publicly owned and one privately owned) won estublished —
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with the attendant regulations. This, exposrs o major peroeived risks
was rernoved, imancial security of the sirfines was provided for, aid the
Instability of the industry was resobved. While there have boen significand
e lanations ai the periphery (for cxample, air freight, specmlned servaces.
and discouit fares), the evential core of the Two-Airline Policy remains
intact after more than three decades — a penod over whach the aviation
industry has matured considerably,

The Two-Abrline Policy has been described as probibizive, prodection-
s, o paternalistic — (eatres of industry policy th sre hardly un-
known in Austmalia, However, sdidle other industries may be subject 1o
comsdersble government inkervention, domesiic svinbon siands ol
lerms of the directness and comprebensiveness of it economic neguala-
thon. Quantéty and gquality of inputs and outputs are controlied by the

of Aviation, end prices are subject 0 spproval by the
Independent Air Fares Commiftee, Substustive business decisions able 1o
be tuken by the sirlines are limied — sithough s lirde less since the 1981
legislamnon. For some decubons, such s scheduling, sirlme discretiom
circumscribed,

At the sarme time. the agroement between the sirlines and the Covern-
Mot provided consaderable scope for dealing with alieged inequitics
associabed with the provision of air services, especuslly conceming
romites, levels of servicoe and fares. Eventually, & fare fosmals was
introduced o that fores differed essentially only by distance Dovwn (end
indeed, antil meemtly, ihe difference in fares was proportional o the
difference in distance Mown i, Thus, throsgh soonomic egulason, fares
could be moukded o refloct pereeived oquity, even though suech fares
were in many cuscs demonstmably inefficient.

1L REDISTRIBUTION

Governments have ised the regulition of industry, in this case ihe
aviation industry, ss an instrumsent for cedistribution o serve pariculas
social and political ends. There is nothing aew in thet. Numeros studies

identify industry regulition as & device outskde the explicn budgen ap-
propriation process that can effect paricular forms of redutribamon.
While the provision of subsidies to specilic growps ts a proper function of
Hmhﬁﬁhmpﬂkﬂlﬂhﬂuiﬂm
be explicii and visible, and serve their intemled purposes. in the most
cost-gflective way.
A key quesiion tn be answencsd bere n who s ibe peines and whio are
ihe lemors under the Two-Airline Policy compared 1o some alicmative
policy. Groups with o vested imterest in the Two- Arrdine Policy sl who

9
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have miseried varving degroes of influence in shaping snd preserving i
include: (1) the airfines” owners, sharehobders and employees (staf amd
management ), (2) cenain consaeners of airline services (particular types
of traveliers and destinations; (3] suppliers of sirline mputs; (4} other
business interests involved with complementary sctivities, such as our-
ism operators, OF chose substities, sech as international carmers and
surface mode opersion; and (%) regulstons, bureascris, pobitcwns, end
even scademics, who sre affected by and respond o the degres
of jon ol the industry
Identifying rent-seeking in the Australian civil aviation industry and
estimating its forms and size would be & fraiful ares for
rescarch. 50 oo would funther investigntion of cross-subssdisation in the
provision of air services. This issee s pertinenl o sn appheciation of the
operation of the Two-Adrdine Policy isell and 1o hikely origing of resis-
tance 1o changes in if. On this feese of redistribution, let me nole thet
provisions of the IAPC Act (1981} call for the development of a wirkahle
and sppropriate definiton of cross-wibsidisation in the comtent of the
trunk roule petwork — where joint costs e subsiantial.

I'V. TWO KINDS OF RISK

Now It me turn to the question of risk in the context of domestc aviation
o 1 actually have in mind two different matters in relation to this

. The first concerns the schual exposure 10 risk of an accident
nu:lndﬂlurndhr-h There are somw: important resesrch goes-
tions here associsted with the proper chamcleriaanon of very low
iy evenis soch sy mrhine sccidents and incidents. Clearly, wir
iravelbers and the i large perceive ihe risk of un air sccident quie
differently from the risk of a road scoident, Tt i worth roting that the
safety recond of the mirline industry in Austrabia over the last 23 years or

The secomd matter | want i rdse i conpection with risk is the pveraon
b risk that temds 1o be 2 part of bureaucratic and political behaviosr,

cconomic considerations — if cosls rmoney to mamtain, The sclecied oo
elfective strplegy may be the one that achieves may imum wlerable levels
of fik — despile a strong reluctance on the part of polisciens and

B



regulstons to concede publicly the necessity 1o deal with such difficuli
questions and the trade-offs they involve.
Burcaucratic risk averion i ugmficant factor se the polscy making
ﬂ:m.hpﬁuh.[ﬁﬂhhmmhmhvmhhmmw
iy, Quute simply. | suggest that there tends 0 be an inherent con-
servatism on the pan of politiciam, burcsicrats, and regulators i their
Wumnﬂﬂwwnmm.w&
if that policy is working well from a techiical standpoin: This is quite
underttandable when we think of the rapidly dirminishing ouirginal gains
{utility " § ko the politicisn or regulator personally from successful policy
changes. Moreover. there ane constraints on how fast policies cun be
 Fuor the hureaucrat, the best policy tends 1o be the one that works
tolersbly well and involves the least dowmside rik in terms of its potential
effects, including carcer consequences for those who might be held
responsible, Whether such an approach leads 1o & combination of resks-
tance o change and ineriia, of & & combination of respensibility o
passengens and carefully measured reform, is open o debate

V. ANOTHER THREE R'S: REVIEW, RESEARUH AND
REFORM

My focus on regulsson, redistribution and nisk is designed 10 illustrase
another nspect of domestic aviation policy. samely the policy review
process. | want 1o briefly ramse the guestion of the perinence of rescarch
in this conext and also comment on some characterstics of polincal and
buresucraric behavioar.

Orver the past six years or so { since the Domestic Alr Transpor Policy
Review ) considerable rescarch has been undertaken in Austrahia on the
domestic wirline induatry, The main focus of this rescarch has been the
assevament of the Two-Airling Policy, with partcular reference 1o the
cconomic performance of the two airtines | factor productiviry , profitatil
ﬂr.ﬂﬂ:ﬂq-ﬂmluﬂhmﬂhﬂdm These are
quite comples research sres and results have been subject w0 ceriain
qualifications. Clairms of incompleteness and inaccuracy have been ad-
vanced, some of them legitimate bl others merely 1o rstionaline 2
conservative policy posture — a pomnt 10 which | will retem later
However, & substantial body of roscarch s pow avilable thas suggesds.
on the hasis of several indicaton, that the economs: performance of the
two major akrlings in Australia does st compare favourably with thal of
other airtines. 1typically those in lesa regulsted environments. Yei thi
rescarch has had only a minos influence in the policy arca

Of course, it i not unusual for such research wo have linde mpact. |
suggest thai this is especially tue in the Australian contesr. Change and

€
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nmprovements in aitline performance and efficiency are most Tikely o he
achieved by experimentation i the market place. This can occur when
the incumbents introdaice ew services and new fires (which have been
maodest until reoently) or when new entrants provide effective competi-
tion (which has boen essentially non-caistent until recently and s still
very limited). The latter i more fikely to put pressare on incumbents o
improve their cost performance. Without thess “experiments’, i is still
pisible for pressure o be exerted from outside, albeit bluntly. For
example. if comparable air services ane provided suiccessfully olsewhere
ot much lower prices, the demonstraton clfect can couse passengers and
mw i exert political pressuse for change (of  Laker)

. e the of incumbent airfines s prosly in-
hh.nnﬂy&liﬁ-:':lmﬁuy-ih_mihw+
artniwating it 10 a regulatory environment such as the Two-Airline Pulicy |
15 unlikely to initiste policy review and refomm.

[ am not saying that mone snalytical work on the economic efficiency
of the airfine indusiry is not valuable — on the contrary | firmiy believe i
in. Rather, | suggest that rescarch uho noeds 1o be directod 1o arcas other
than cconomic efficlency, and this may mean some reallpcation of
research priorities — af least as | see theim. Specifically, in the comeat of
review and ssessment of the Two-Airline Policy. | submit that the issues
of redistributhion and risk are at least as important s the e of econamic
efficiency in aviation policy deliberations. Maore rescarch into these areas
may ot lead 1o a change i policy, but it will clanity and improve general
understanding of the policy obpectives of the Two- Arrline Pelicy wnd how
they are being served.

A final maiter in respect of my heading of policy review , research and
rﬁmn_r concems the sine and path of change. Mwmmm
new [wo-Airdine Policy leginlathon are marginal — for » greaier
entry i3 allowed o provide “specialised services’ A fundamental policy
question 1 whether small churges 10 a policy provide an sdequate buis
for commercially visble experimentation, und abw feedback on the likely
el benefits of further change. The ‘toe-in-ihe- witer” approach is consin-
tent with rixk aversion — small changes can waally be modified or
withdraws if the effects are judped ansatisfactory. Maoreover, many
believe that the effects of small changes ure mare predictable than the full
wﬂh—'m‘w. b

¥ be warth sssessing carefully the conclason reas Al fred
Kabn, Chairman of the US Civil Acronsutics Board during the intruoduc-
tory phase of the recent deregulanon of the U'S domeatic airline industry
Kahn came 10 the view that the change from s more reguliied o @ lew
regulnied or deregulated regime should be implemented quickly and o
hlﬂﬂﬂhﬁn.ﬁﬂﬁtﬁmﬂhﬂhﬁh‘ﬁr&nﬂ'
with the mstimunonal framework can prevent sdequate soope for airlines
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b explore markets, develop new services, mwie stnsctures snd fares, and
underuke organisational rationalisation, mergers und so on.

Whether Kahn's conclusion and the logic behind it are applicabile in
Anstralia is md immedistely apparent. There we subitantial differences
between Ausiralia’s Two-Airline Policy snd the US regulatory regime
prior to deregulation. Moreover, the Ausralisn mink route network
constst of 8 wide mx of moute denssties and stuge lengths (including
several long thin routes) and, overall, a relatively small marker. The
outcome of parial relaxstion of entry. s in paricular its commerncial
viability, will depend on the specific routes and pricing conditions. that
pre nominated There s coniderable scope for policy -reievant research
in this area. Such research could examine not anly the likely ouicoms of

However, it should be recognised thal business activity by it very
nature tnvolves uncerminty and commercial risk. This risk may be
reduced and/or spread by ecoaomic regulations, particularly the control
of entry and exit. A degres of financial stability may be achieved and this
may be satisfactory to the airlines and even reassunng o govemnment.
But the opportunity costs may be high. By suppressing or remwiving the
incentive for entrepreneurial effon, the search for profitable innovatsom
— mew markets, products and procedures — i discouraged and eco-
nomic performance cun suffer.

Regulation of ccomomic activity. including asrfines, is ypically

o meet & number of objoctives. Often these obgectives are not
defined and invariahly they are in conflict. A proper starting poind
for debate tn this snea s explacit and rutonal considersting of the extent o
changes that would happen (Le. . the vanious ‘opportunity costs” ) under
alernative policies. Given the inhenent uncerainties invalved i weh a
process, it is difficult to avoid appeal a8 some point 0 personal judgmcnt.
An important task for rescarch i o improve predictabiliny and the
information base so that there n reduced noed for judgments about
individual policy outcomes and an improved basis for mading chosces
AL abermatives themaelves.

VL CONCLUSION

Bearing in mind the current sate of knowledge und udgment, ket me
conc lude by expounding three different views of domestic sviation policy
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m Australis. These views capture many of the points | have touched

upon.

lﬁm“ﬁp:hnlrhi- I8 MESIMARCE , ineriia snd procrastinion.
secornd see responsibility, inquiry and perspicacity. The thind

#hﬂimwﬂmlmuwmu”

which perpective may characierise domestic aviation policy de-

wveloprient in Axstralia
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Discussion

Kevin Cairma (member of IAFC): | would Kke o make one o two
points in relation o Colin Gannon®s remarks. Firsi, if you are booking =
an overall policy change that affocts people all around the country . they
will want 1o know what their ultimate posithon is going o be. It & pot
sufficient 1o say that the market wysiem will look sfier everything., the
allocation of resources will see that you are OK, therelore we can go on,
That is just not on. Changes can only go al the pace st which people will
understand whal is gomng o happen  That always deserves 1o be borme in
mind when looking st the Two- Airline Policy and regulation.

O ceher comment There are industraes. that are maore regilaied than
airfines. Michael Kirby was here this moming and Michael is an agneal
pural economisi, He should el us something about the siger mdustry .
hecauss the sugar mdustry would think the airline indastry '« o an apen,
free-murket set of anarchisis. 50 1 think those things ought be bome in
rmiml,

Now | wam W say o few things shout the application of the Air Fares
Cosmmitier Act inelf and the way we have adminviensd @ You may pot
be aware of the details There are seversl types of reviews thal spply w
pricing policy for airlines. There is what is known s 2 major sirfares
review , which takes o sccount many costs phis 8 few other thangs aml
applies 10 changes in air fares in excess of 3 per cont. There is & minor
airfares review, which takes into sccount smaller changes in cost on @
wmall number of ilems such as fucl, sages, und o o, Mimor reviews ane
done from time to time. There is a cost sllocation review, which is the
occasion on which you can have public representabion concemming the
cost within the system as well us being the occasion on which sigmaficant
demand faciors can be taken into sccount. In & cost alliscabon review the
review process imsell applies o an existing mir syviem. And finally
discount fares are reviewed as well | ihink that thas makes up the notal.

The difficulties of deciding wpon o pricing policy thal is understood
and scceped by the Australian publbic I'll Hlustrale in a couple of ways.
You go around the country and everybosy has a view abwat airfares and
ri0 one gver wiits them 1o go up. In Western Australia, they have one
simple theme always: they have been the subject of an mjustice over
mwﬂﬂhﬂﬂiﬁhﬂ‘hﬂ.h!h,hﬂﬁhu
that it's the commenical capital of Auwtralia and s it ought 1o have 2
system of sdrfares that makes i available b mest people in the country
reasanabie costs and preferably by wr. Canberru, of course, has i that
it s the cultumal of Australia and everybody ought 1o be able o
travel there by mir. | think the Tasmanans are ihe most ingeauous, They
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nay thal pricing on alrfares o and within Tasmania shoubd be
regarded m of incremental ko the rest of the Australia. The fact
that | have beft out Brishane and Melbourne merely means that they were
too dothful 1o think of something pew  But everybody bas o view with
respect o airfares and all of them must be taken into account. S0 you get

| want to deal with a fow of the misunderstandings that have occurmed
andd boen referred 10 in the press recently | saw an anticle the other day
written by John Siackhouse. He said the Independent Alr Fases Commit-
iec acts as & harmier between people and the pricing policies. He also
misunderstands discount fares. There are cost-based discount fares and
dernand-based discount fares. The second rype ocours much meore fre-

within the total system than the first. |t woubd be fair 10 say that

il commpetition huve boen into the sysiem more over

the last |4 months than ever before. Lo fact we have dealt with shout 164

discount fares and discound fare applications since we have been in
exmene

We do have some problems with discount fares Under the discount
procedures of the Act itself, there are three criteria 1o be bome in mind:
the effects of discounts on other fares; that they are 1o be applied withous
discrimination (I'm not going w go through this section of the Act in
detsil): and that they are 16 sdd W profitability. But ane thing the discount
Tares & we inlerpret il doesn’t enable us to do is make very
mm.uummmmm.mm
there can be significant discoant fares oo one pant of the system. & thind of
those operating on one pant of the same sirline system, and yet cross-
subsidisation, which some might sy could occur under such circum-
stances, is nol allowed w0 be comemplated within the discount fares
procedure.

There sre three mmportant points o comsider when making dociskons on
discouniit fares: discount fares should be aimed w1 generating new travel-
hers, at topping up aircrafi usage, and ar cnsuring tsar the basic fares paid
bry the majority of Australians don't kave o be mereased. That semence
acknowledges the limitations of the discount fure procedure in desermin-
ing cross-submidisation Where discount fare waffic becomes predomi-
naml on 8 roote, there s a danger that discoumt passengers may be
cross-subsidised by that sirline's normal fare-paying passengers. S0 we
do have 10 concern ourclves with these issaes and we do have o make
Judgments in relation 1o them.

One final commen. We do have to make choices, sometimes very
difficalt ones 1t is not & mutter of making recommendations or giving 4
bit of advice and sitting somewhere letting swmeone else make the
decisions We have 0 make the choices and sometimes those chances are
difficult. But I can sssure you that they are always just
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General Discussion

Findlay: Mr Cairns’ cominwnis sboul perceived |asrness prosmpt me o iy
o srticulsie another view af bow we should allocste resoirees. He wiid i
wasn 't on that we didn’t know in advance what the oulcome was going 1o
b If seems o me thst"s anepormogs and formedable el and i raises the
fundamental question ahout whot criteria snd wht instifutions we ae
going o use 1o allocate resources. Our msources sre 0o scarce 1o be
thrown away: they doa't fall like manna from heaven If we use them
efficiently then we can pursue moee social goals. The question i how are
we going (o do i,

IV we wanted 10 know in advance what the outcome wa going o be, we
would have to have n very highly planned sconomy . The sltermative is to
let market forces make those allocative decissons | agree in principle
wilh the view that that creales. en enormous. siounl of unccnmny in the
world, and peopie are unsure sbowst whether they ane goung to be om-
ployed or not or what prices they are going to pay for the goods

Bt it soems to me that the market is more likely 10 be sccepied as an
albocative device if we can create an environment where people have fuith
in redisributive devices, In other wonds, we compensaie people afier the
event W we want o, And 1'd rsther hesr o view that it's beser 1o build op
ihai feeling in the community than & go the ofher mule s sy that we
always need o usow in advance exsctly what ks going happen.

Cabrns: When | say that people oughi 1o know in sdvance, |'m not bemng
unreasonable and saying that they ought 1o know cverything in advance.
but they ought to know the rmnge of likely oucomes the would affect
thern | think you have wouched upon one of the underaanding that
people in Australia always want. They do want 10 see that there s 8 scnsc
ﬂq-tyuhhﬂu-unmw.ﬂnnmmhh
gainers and the losers, who will be in the plus simation and whe in the
iy sdriation as far as it is roasonable 1o be able 10 sce 1 nod gaing w
e sulficient just o withdraw from that kbind of jadgmen: snd sy let's
ignone it and go on, because i i nol going W work | em always
impressed that that sense of equity. or like with like. seenm stronger in
Auntrulis than in almos any sher country in e wiorld

In respect of the air pricing system we Ml be acuticly aware of the
natbonal snd the hocal cross-subsidies that would spply so that the pelicy
can be accepied by people m general. | think that there is o strumn of that
type renning wround Australia and it will apply 1o the scoeptance of uny
public economic policy.
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mthHﬁiﬂmh;“mﬂrnﬂymx
burcaucracy and the politicians, and I'm just wondering how moch
regulatory structure itself has affected the sirlines and other people in the
business wanting 1o take risks in getting into the new arcas. ['m im-
pressed with what Enst-West has been doing recently and would Jike o
hear your observations oa the effects of the regulatony structare on the
likelthood of businesses wking nsks.

Cadrns: You are night in picking me up on that with respect 1o thas sirfines
case. Chearty Peter wis discussing a policy position that goes back quite a
long time and that, while it docsa’t guarantee o rate of retuen. provides s
fair mechamism by which mormial risks — systematic risks in particular —
0 which basiness is exposed can be predicted. Comsequentdy the rate of
return s more stable and the variations are lower, and tha is 3 conse-
quence of the regulatory S to the wirfines, if you like, the cost
of capital or degroe of risk is lvwer.

But you might, | think, be fair in saying we shoald “speculate” (and I'm
nof playing with wonds) that there should be a bit of guid pro gue when
there is regulation. At least there should be s parmnership and diversified
reaponsibiliny between government and the airlines with respect to prices,
comtrol neaus i broken. But this is speculation on principle It pressmes
that under such a climate there is loss demand for mansgement 1o exercise
ﬁrthﬁdmﬂmﬂmm.wﬂ
puddgment than would be called for in & risky cnvisoment.

Kimpton: | want o make two comments becaase | think there are some
EsMMPioNs being incorpored i people’s upprooshes o this lopic, and

perhaps o different view of those might be of some bemefil
First of all, | want 1w ik ahout wha refer 1o as the “two airfine
symem’, B has been a numiber of times sty that this sysiem

ot thghter rather than when it was renegotisied in 1981 In my
wiew that is pot quite the correct assessment of the siuation There were
thive major changes made w0 the nirlines agreemens when i was repewed
mlul.w.hmwmmm:ﬁumdm

) access (o trunk routes was opened up to gl opers-
ton whose prescribed moutes connected thunk m:m But let’s
avand talking in the legal terms and 1alk in eoms of exampies. What the
agreement really does is 1o allow Easl-West, for imtance, who services
Sydney to Albury and then a connecting service from Albury 1 Mel-
bourne, to carry passengen all the way throagh rsther than just between
E}h}.ﬂﬁhﬁ.ﬂhﬁﬂnﬁ,hﬂhthﬂhﬂgkﬂm
m.mnﬂnﬂmhyn-ﬁ:hmmmhmiu
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mﬂhﬂhhm anad it in limited 10, and tis i 0ol the caact

?l.lim 4 minority of passengers. But It s o step forward in
oS socess i tmank rowies, so o me that
nhﬁnmwmhmhmﬁnmm.l
think i ks probably common knowledpe tht B West wes weking
enploar this increased bevel of competitnen alkowed

The second anca wihere compeliton was erhanced i guite a bosd way
was that freight was comphetely taken out of the scope of the agreement.
Air freight is no fonger subject (0 the armangements comained in the
sirlines agreement. And that has had all sorts of impoct on all tvpes of
iperatons in terms of enhancing the degroe e wihdoh they can sun business
1o their ancas and offer competitive pricing straléghes b ohigin basiness

The thind greg where competition was enhances! was in the degree of

competitiveness hetween ourselves and TAA s tronk roule operabors
Unsder the old systen, thene was & reguirement that al varmually all times
ithe fares charged by Ansen and TAA be the same, 5o we mwved o one
with respect to core fores ansd discound farcs. Fut the 1981 agreement
does in fact allow and encournge Amsett and TAA w0 be imnovative in the
area of discounting. And | like 1o think in fuct that we are. Quite
frequently one or the other of the trunk route operstors i first inso the
marketplace with a new fare. Subsoguently that fare may be masched by
the olther trunk route operator, O one o the other of the runk me
apermtors inay in (e offer o discount that "t matched by the other trunk
FOUME OpeTaior.
It scems to me worth drawing stiendion io those changes bocanse they
are often overbooked, and when talking about s two-giriine sysiem | think
we are ol doing justice 1o the legivlative smsngements. In fact | think we
are talking shout perhups 8 two-and-s-third o o two-and-a-guaner sriine
system, And if vou kook st that in e of hisoscal contimeam it s a
imave iowarnds deregulation,

I alsoy wamt 1o say that | fownd soday very uscful, T thank | probably
reflect the opinicn of ather peopde Trom the sirlines industry who ane here
tiday because those af us who work in the industry don't perhups have as
mENY opporiunities as we should o hear our industry talked aboa by
analysts from outssde. Having said that though, | beleve that we noed o
fook. for opportunitics 0 explain ourselves bemer to those of you who
derive yoar Hyvings as coopomists in unkversities snd other places, o give
muhuuhmﬂhﬂh“mﬁnm-ﬂhn

Lt me just give two eunmples that showed up tiday . One was the area
that Rob Elder of the DOA talked shout in relation o Peter Forsvih's
paper on the Sydney awrport: the sheer operational difficultes of suctaon.
ing and allocating slots, given the logistical difficulties facmg the inter -
nathonal asirline operators. Those difficulties s of course 5 function not
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only of their e strictares and whenever their poumeys wtar or finesh
bt abwo of the curfew that operates at Kingsford Smith Airport. 50 o fact
you mus compress a Joi of sctivity into a relatively small space of time
HH“HHHWhm-kum
ihiata al Svdoes”s Kingsford Smith Airpori oughi io be msde available

5o the mssumption that a very high propomion of costs in the sirfine
industry is fixed is not horne out by our experience, and it is pof borse out

& situalion where we can otherwise reduce it and reduce the couns that go
with i1 — unbess of course the fares cover the cots of that addithomal

That bs probably s much as | cught to sy but | am one of the last beo
resiainmg airfine respresentatives here, and | think we cught o thank the
CI15 for puting this comference on. 11 has been o useful cxercise and [ hope
that it leads oo farther exchanges of views over the months and vesrs
whend.

Rob Eldor (DOA K | want to make a phea on behalf of the policy adviser
among us. We don't have the luxary of going lo our political masiers and
wsking theen 1o take all their clothes off and jump imo Lake Burley Griffin
in the middie of winter, safe in the knowlodge that the market forces will
sort oul their problems. Withowt that altermative we have o look o

8 fremework of where we are going from owr ownm

Immmﬂm Yo developed a ot of
iboughis on Amenican devegulstion practice and experience, and then
took it one -pmﬂwhlulhhppmhmnummwun
Kevin Caims raised the question of hubs and so forth the discussion
vﬂnﬂymlﬂm'nlhl-whlﬂuﬂwulhulm
problem. And then it wasn'i the sirlines’ problem but somebody else's
problem. The policy sdwiser iv stuck in the middie of sl that. What | sm
mally making is & plea for & some more work 10 he done by the
ecomomists on these ssoes 10 give us some more gusdance, s that the
debate on deregulntion hecomes more rationad and more open and more

I
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people get involved in i | think that way we sre les likely o make
mistaken, whalever moves are made in the next few yean

Lindasy: Others here are & litthe bit more familiar with the Amencan
experience, bul would an American policy sdviser of showt |5 yeans ago
have asked the same questions shout hubs™ And il s whst would Fewve
been the smwwer” | don’t know ihat it would have been predictable whai
barbs woukd develop, and certainly what hubs have developed recently by
even some of the very small airkines. | just nonced in the press very
recently that Piedmom, which operstes in South Carolina, has developed
a very small hubbing/spoke sywem of its own nerworking inio Delta.
Taking up what Chris has said, such hubbeng would be fairly
unprediciable.

Fiadlay: The LIS experience is an obvious source of deta on what peneral
darectaon things will take. Mow whether o aim for 8 full scale analysis of
what it will be like with deregulation woems o be an investment decisisn.
Is it poving 1o pay off, or how much is it gotng to contribate o reform?
Thau wont of work is pant of the strategy for reform. Whist | was trying w

conming up with specific proposals. Ouoe of the features of the unreguiated
market s the extent 10 which individuals engage in trisl and ermw or
engage in the nonplanning sorts of solutions that Chiris was relerring 1o
I°s just not possible bo specify in advance what the end resalt of all
will be. People try something, they don’t make maney, in other
consumers don’l sappornt them, they shandon i, they iry sene-
tlse. There is a lot of uncertainty at the outset in an unnegulstod
environment that just canmd realistically be prespecified  So 10 sk
people here 10 write down what woulkd happen in an unregulated market i
I think it is o totally unfalr question

Elder: We are not looking for details, but also we can't really work
within the framework of just coatiouity of ihe st guo sad the istro-
duction of a deregulated environmend. There must be womething in

L
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Ball: Let me say something about ihe Australian politicsl straciane tiai
makes it even harder o spesk abowut changes n the sysbem. 18w
mentioned this moming — the fact that we have no political entrepre-
neun, of of best very few. The only way o new bwsue, & specific issee can
emerge without widespresd support in our political agenda is for a

party b arise, as did the Australian Democrais. Our politicians

always voie on parry lines. In the US you can get politicians w
u_hﬂnu.ﬂhﬁqnmvﬂiﬁtpmk:rh-.m
ther is & sulficient constituency, & politician o set of politicians can be
eftreprencurs i repnesending thal constiiuency and ihe ssiee will ame in
the Coagress. That has happened sround dercyulation of various

I understand that you are in & very uncomfortable position becavse it i
very difficull o see 2 widespread polibcsl constituency for deregulation.

Starm | would have thoaght from what wo have heard here
tosday that if evidence were needed w convince the Minister that deregu-
lotion was the way o go i could be found in what we have presenied
oy here. We had Michael Kirby iciling us thad Austrafian airtine costs
ire 35 per cent higher than American sirfine costs, and that in the
American siuation that there are 8 lot of promotional fures — | mcan, |
dan'i see that the gvidence isn't there if you st o make a case,

Flﬂ'm_Fﬂth on from thas, if you look af the debate in the LIS for
wonld happen of that would happen, But if you look at the rnge of fairly
sEroun ecomomic dudies on the likely impact. sure they got some things
wroang bat the broad piciumn was very muoch as they predicted. Admitiedly
some things they didn’t predict so well, one of these was the pressure on
effects preity well.

Starrs: | think one of the interesting resalts of the Amernican deregulation
experience, and i was 8 fusction of the repulstory framework in
America, wis thal (here was an incoewse in load factors, slthough the koad
fctor in Aumerics are still lower thon Australisn boad factors. And that
always wormies me when | think about deregulstion. Will that be an
oawome of Australian deregalation” That would therefore be 2 cost
increase really, woukin®i it?

Fersyth: We oficn hear from people who don’t think deregulation in
Agstralia and the US are comparable. and cemainly you can't compare
everything. In fact | think in terms of load facion they sre not compar-
able. The main resson is that in Australia we have a fniry MNexible
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scheduling system, making il easker b0 pul extra Mights an or drop ssme
Mights o, and that means il s possible 1o have higher losd facton. In
America they tend mone o jus) sehedule three Nights snd fhae”s dat. This
muskes i more difficull wo gen high load facions.

Elder: | have found the Last twenty minules of w0 {ascinating. We haven 't
menthoned the consumer once in that time | thosght the whiole thinust of
deregiilation was aimed ai the wltimate interest of the comamer

Ganmon: | understand and | think Bob Elder s nght n charsciersang the
problems from where be sits o8 8 policy advisir. Dne way @ repest the
point he msde is 10 ask, when be goes back w0 Canberr what useful peece
of information does he take oul of this kind of discession? | don't
necesarily mean deregalstion of nol deregulstion bat information thai
points fo performance or changes or how w change the curent sifuation.

There is an inherent conflict, which | tned o bring out, m the politician
who wants 0 know within reasonable bounds what happens of | do
something ! Why should [ do ir™ And | piess just obwerving the discmsion
ot wioald have o conclude that wo Tar e information thed i around @
ml adequate, as perceived by policy advisom anilfor policy makers, bo
generate change. | know thai's o generalisation boi 1 dunk i i 2
jprobilerm periists i presamably means i s ol sufficientdy documentod as
seen by those in power. Enther that or the comsequences sre reasonabily
wiell perocived and we are beck 10 that gaimers amd bosers snd redistriba-
thon question, 50 b it insdequate information and risk aversion, or b it
redistribution — or ks i that the performance us perceived by the poople
of Australia is not that far owt of kibter. | bave iried o make the poin thal i
is the initiatives and evaluations in the lomng term that the Fast-Wests and
w0 on meke that do srouse and call for ssme deciion on whether any
action is needed or not | just wonder whether out of this any useful
information will go back to Canberry on this issie shout how the industry
i dealt with in the future.

Lindsay: The CIS is trying here inday 1o provide neutral pound where
wa can all get iopether. When we s this particular forum sp we fited
all the people wo perceived as interestod in the aviathon sreaio partscipate
and if possible o give papers of commeists. The people b gave papers
tnday are those who sccepied our nvitamson, | would like 1o have had
iothers as well.
In the futwe we will be looking o other policy srem and

providing this sort of foram where ideas can be exchanged -
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