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Preface 

Government regulation of an i r K r e a s i n g level of economic 
activity has become a feature of modem l i f e . The 
traditional justification for economic regulation is that inter
vention IS needed to correct so-called "market failure ' and i s 
thus intended to serve the public interest. There is, though, 
some degree of argument as to the extent of market f a i l 
ure. This argument has become more current given the 
evidence of the fai lure of government to deal in any 
satisfactory Vk'ay with some of the problems it has set out to 
cure through intervention. Perhaps markets do f a i l , but it 
may be that the costs of 'government failure ' are fa r greater. 

Some argue that the fai lure of the regulatory process to 
achieve its ends in correcting the p e r f o r m a i K e of the market 
is sound enough reason on grounds of eff iciency for aban
doning regulation altogether. Others argue, with increasing 
force that any interference with the voluntary market 
process ir>evitably leads to unwanted side-effects. 

There are aspects to government regulation which can 
never be fu l ly appreciated - often because the e f fec t s are 
unseen. These include the burden of costs of compliance 
with tlie regulations upon individuals and companies (and their 
customers). 

More fundamentally, regulation leads to a serious 
disruption of the market process itself, resulting in a myriad 
of foregone innovations and lost opportunities d u e to the 
stifl ing nature of many regulations. This disruption of the 
market process has another aspect. An unregulated market 
generates a discovery process under competition which regu
lation hinders. The competitive market process is a way of 
discovering who can do a job best in given circumstances. 
The person (or company) who does best is not the same in al l 
circumstances, but wi l l change as conditions change. Regu
lation acts as if to decide the winner in the competition 
stakes in advance Atvi to prevent those who may wish to join 
the race f rom competing on anything like equal terms. The 
costs to e f f i c iency and consumer welfare may then be very 
high. 

In recent times, the pendulum that was swinging 
towards greater interference in the ecorwmy has slowed. 

vU 



Serious attempts have been made to determine if there are 
other reasons why regulation exists. H regulation is 
instituted in the name of the 'public interest' and it can be 
shown that the public interest is not being served, then 
perhaps other explanations are called for. If in fac t 
regulation does operate entirely to correct market fa i lure 
(bearing in mind that there are strong views about whether 
regulation could ever do this sat isfactori lyX then there may 
be little argument about the need for regulation. However, 
on (Aserving just some incidences of economic regulation, a 
number of points which go counter to the market fa i lu re / 
public interest rationale, seem to arise. 

For instance, regulation frequently acts not to improve 
the eff ic iency of markets, but to a f f e c t a redistribution of 
income towards those groups subject to regulation, and away 
from, and at the expense of, the larger body of consumers. 
As well, regulators can fa l l captive to the groups which they 
are charged with regulating and so er^ up serving a small and 
privileged group of the regulated at the expense of new 
entrants to the industry. 

There are further undesirable features of regulation -
too many to be dealt with in a short preface. The Centre for 
Independent Studies has long been concerned with the e f fec t s 
of government economic regulation, and indeed of regulation 
of all individual act ivi ty. In establishing this new series of 
Research Studies in Government Regulation, the Centre wil l 
employ some of Australia's ablest social scientists to 
undertake specific studies. By examining regulation in the 
context of particular cases, general principles with which to 
deal with broader issues of regulation wi l l be established. 

Thb f i rs t study by Michael G . Kirby, an economist from 
the Australian National University, is a substantial piece of 
research into the regulation of an industry which exhibits 
some of the more notorious s ide-effects of regulation. 

To Australians, the existence of the Two-Airl ine Policy, 
and regulation of the airways in general, have come to signify 
the problems of regulation of industry in a highly visible 
way. The presence of a government-owned airline has not 
helped matters. The continual public squabbling over some 
aspect or other of government policy as it a f fec ts the domes
tic airline industry has not only diverted the government 
away from its more legitimate functions, but has made sure 
that the machinations of airline regulation are continually 
dragged into the daily press. Is the fac t that an airline 
serves sandwiches or chicken really worthy of front-page 
headlines? In short, the whole issue has become one of 
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unnecessary prominence, reflecting the inordinate social cost 
of making such decisions in a political process. 

The debate over the regulation of Australia's airlines 
has been loaded with contradiction, political expediency and 
unsupportable economic argument. Mr Kirby has helped to 
c la r i fy the issue with his thorough sifting of a broad cross-
section of opinion. He careful ly analyses the many 
propositions put forward in the defence of regulation and 
ski l ful ly shows how so often its champions fa i l to survive even 
the most basic economic test. On surveying this study it is 
hoped that the reader may gain some insights into the com
plex issue of economic regulation in the general sense, as well 
as a better understanding of the development of what has be
come in a short space of time a policy which seems to bestow 
no credit on those whose aim is to serve the 'public interest'. 

In the end, the reasons for instituting regulation may be 
at odds with the 'public interest' rhetoric with which it is 
clothed. Rigorous empirical analysis allied with the insights 
of theory may bring more to bear on the issue than is now ob
vious. Out of it a l l , and this is the purpose for the 
establishment of this series of studies on regulation, the 
viability of a competitive market may be maintained and the 
opportunities of service to the consumer enhanced. 

Adam Smith long ago saw the virtues of competition. 
He delivered many warnings, but perhaps none was more per
ceptive than: 

People of the same trade seldom meet together, even 
for merriment and diversion, but the conversation 
ends in a conspiracy against the public; or in some 
contrivance to raise prices. It is impossible indeed 
to prevent such meetings, by any law which either 
could be executed, or would be consistent with 
liberty or justice. But though the law cannot hinder 
people of the same trade from sometimes assembling 
together, it ought to do nothing to facili tate such 
assemblies, much less to render them necessary. 

The Centre for Independent Studies is pleased to publish 
this book, which it feels makes a significant contribution to 
the debate on airline policy and regulation generally. 
However, the conclusions of its author remain his alone and 
cannot be considered to be those of the Centre's Directors, 
Trustees, Advisers or o f f ice rs . 

Greg Lindsay 
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Introduction 

. . . a world of half-measures, complicated com
promises, and polit ical 'realities' created by fervent 
repetition of untruths . . . [Levine (1975, p. 703)1 • 

The debate on the regulation and possible deregulation of the 
Australian c iv i l aviation industry consists of many complex, 
interrelated and sometimes conflicting arguments, which are 
often presented in the context of subjective value judge
ments. This study cr i t ica l ly and comprehensively reviews 
the many arguments presented throughout the development of 
Australian aviation policies, and is intended to serve as a 
guide to interested participants in, and observers of, this 
airline regulation debate. While the above quotation refers 
explici t ly to the U.S . experience, it will soon become 
apparent that it is also applicable to Australia. 

The study is directed mainly towards the regulation of 
the Australia's domestic air transport industry.' There is 
also a tendency to concentrate on the provision of trunk route 
services, although the analysis is not limited in its application 
to these particular services. This concentration reflects the 
overwhelming importance of the Two-Airline Policy for dom
estic c iv i l aviation. However, while there is a definite 
domestic setting, much of the discussion also has direct 

* Due to the research emphasis of this study and its exte
nsive use of quotations and other supporting references, 
a combination of the Harvard system (author, date) and 
standard footnoting has been used. For those unfam
iliar with the Harvard system, an example such as: 
Levine (1975, p. 703) refers to a 1975 study of Levine's 
as listed in the references at the end of the book. 
The principal features of this regulatory system are 
detailed in Appendix 1. 
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relevance to the regulation of Australia's international 
aviation; though, of course, the latter has many unique 
features which are not considered here. 

This book is intended to be an examination of a genuine 
and continuing debate, not merely a list of straw-man 
arguments. To achieve this purpose and to present with 
clarity the many different points of view, the study makes 
extensive reference to the many previous contributors to dis
cussions of c iv i l aviation policy. In addition, the empirical 
experience of the airline industry, mainly in Australia and the 
U.S., is used wherever possible as evidence when assessing 
these various points of view. 

The study also seeks to analyse the Australian airline 
regulation debate within a sound economic framework. The 
discipline of economics offers c r i te r ia for the choice of 
industry policy likely to increase the community's welfare . 
In particular, it provides two necessary conditions for an 
economic eff ic iency justification of government intervention 
with market forces. F i r s t ly , one must demonstrate the 
existence of market fai lure where the market outcome dif
fers from the socially optimal one, and hence where there 
exists the potential to increase e f f ic iency through govern
ment regulatory actions. Secondly, the benefits from any 
proposed market correction policy must exceed its costs. 
Hence a thorough analysis of the airline regulation issue must 
involve a consideration of the likely extent of both market 
failure and regulatory fai lure. A constantly occurring theme 
throughout such an analysis is the e f f ec t on the economic 
performance of an industry of the incentives facing its 
participants, i.e. f i rms, consumers and regulators. 

Chapters 1 to 5 scrutinise the various arguments regard
ing alleged market fai lure in the provision of airline 
services. Chapters I and 2 examine the industry structure 
and patterns of behaviour which are likely if open market 
competition among airlines were permitted. These chapters 
consider the likelihood that airline competition would be 
destructive and/or wasteful, and the alternative possibility 
that the industry would tend towards monopoly and a lack of 
competitive behaviour. One of the special features of the 
Australian air transport industry is the existence of a govern
ment-owned f i rm . Its rationale and impact are discussed in 
Chapter 3. The important question of air safety and its 
relevance to the economic regulation of airlines are con
sidered in Chapter f , while Chapter 5 examines some social 
objectives which are frequently mentioned in the c iv i l 
aviation context. 



The following two chapters examine some issues relat
ing to government fai lure in Australian air transport. The 
debate on the Two-Air l ine Policy is surveyed in Chapter 6. 
This chapter discusses the need for policy reform and broadly 
considers some of the available regulatory options. Chapter 
7 reminds the reader of some of the inherent tendencies of 
the regulatory and competitive processes and suggests that a 
more useful explanation of current aviation policies may be 
found in the private interest theory of regulation rather than 
in the public imprest theory which underlies a concern with 
market fai lure. 

The study's Conclusion briefly summarises the implicat
ions of this analysis of the airline regulation debate for policy 
reform and speculates on its likelihood. 



1 
Competition Among Airlines: 

Too Much? 
L D E S T R U C T I V E C O M P E T I T I O N 

Chaos and instability 

The claim has often been made that permitting open market 
competition would lead the airline industry into a permanent 
state of chaos and instability. Thus: 

Competition can exist to such a degree as to destroy 
all the several airlines, . . . * 

The poor f inancial returns earned by some airlines during the 
post-war decade were frequently attributed to the e f fec t s of 
competition. Certainly Government policy of the time was 
dominated by a fear that a competitive airline industry would 
be inherently unstable. Senator Paltridge (Minister for C i v i l 
Aviation, 1956 - 196'*) remarks: 

I t is not very rewarding in these circumstances to 
find a f inancial crisis developing in the industry every 
few years . . . it is essential that we get a stable 
pattern for future development which holds some 
prospect of the industry finally emerging as a self-
suff ic ient arm of our transport services. ' 

The Government's response to achieve stability con
sisted of tighter restrictions on competitive forces in the 
industry. Import controls were used to prevent the entry of 
other operators, rationalisation procedures for air l ine 
services were strengthened, and measures to control capacity 
were introduced. A further example of the anti-competitive 
nature of the Government's policy is provided by Brogden 

* Bland, Commonwealth of Australia, Parliamentary 
Debates (hereafter Hansard), House of Representatives 
(hereaf te rHH) , 29 October 1952, p. 3885. 

' Hansard, Senate (hereafter S), 3 September 1957, p. 82. 



(1968, p. 151) who reports that under the Cross Charter 
Agreement I960 the airlines agreed not to introduce or 
propose any reduced fare services. The Two-Airl ine Policy 
(hereafter T A P ) allegedly grew out of post-war chaos,* and, 
as a result of this policy, 

. . . the industry has been spared for many years the 
periodic economic crises that bedevilled it for so 
much of its history. lAnsett (1976, p. 5'*)) 

The argument that competition must be restricted in 
order to prevent a collapse of the airline industry is stil l an 
important influence on regulatory policy. Robinson asserts: 

. . . whilst there is a competitive situation in certain 
respects obviously there must be basic things that 
have some common ground or the whole industry 
would be in chaos . . . 

Similarly, Hocking (1979a, p. 72) warns that if the possibility 
of greater price differentiation is allowed in the industry: 

Some degree of co-operation between airlines will 
probably be essentiaL as widely differ ing prices 
between airlines, even if only temporary, could be 
destabilising. 

While most authors agree that the T A P has maintained 
stability in the airline industry (e.g. Forsyth (1979, p. 66)1, it 
is not clear that the industry would have been subject to 
destructive competition and instability in the absence of such 
a policy. It is also not clear that the competition-and-chaos 
scenario is the most accurate interpretation of events in the 
post-war period. 

Destructive pricing and airlines 

Kahn (1971, p. 173) identifies two prerequisites for des-

* Ansett (1972, p. 39). Sir Reginald Ansett was founder. 
Chairman and Managing Director of Ansett Transport 
Industries ( A T I ) . 
Robinson, Commonwealth of Austral ia, House of 
Representatives, Select Committee on Tourism 
(hereafter Hansard, S C D , 8 February 1977, p. 799. 
Robinson was subsequently Minister for Finance. 



tructive pricing to occur in an industry. First ly, f ixed costs 
must be a large proportion of total costs; and secondly, the 
industry must be characterised by sustained and recurrent 
periods of excess capacity. When these two conditions are 
satisfied the f i r m is operating on the downward-sloping 
portion of its short run average cost curve and its scale of 
operations is too large for its level of demand. Since 
marginal costs are less than average costs in such circum
stances, competition tends to depress prices towards the 
former and firms incur losses. When this argument is applied 
to the aviation industry we have the 'sacred truth' referred to 
by Levine (1965, p. l'»23): without restrictions on compe
tition, airlines would indulge in a frenzy of below-cost selling 
which would ultimately ruin them al l . 

Does the airline industry possess these prerequisites for 
destructive pricing? Supporters of regulation argue that the 
industry is characterised by a substantial degree of f ixed 
cos ts . ' However, there is a strong consensus among econo
mists that the ratio of f ixed to variable costs is low for 
airline operations. ' Attention should also be directed 
towards the second necessary condition for destructive 
pricing which requires that the f i rm is unable to readily 
adjust its scale of operations to its most eff icient level. 
However, it appears that airlines are capable of adjusting 
their scale fa i r ly rapidly: 

. . . the airline industry is very flexible and will gear 
up swif t ly to meet public demand when growth 
returns to the industry. (Ansett (1976, p. 53)] 

lany f ixed costs can be quicklv altered since an airline's 
apital assets seem quite mobile." For example, a i r c ra f t can 

M£ 
capit 
be bought and sold or leased without great difficulty and 
readily shifted from one market to another. Computer 
systems, and perhaps even maintenance and engineering f a c i -

* E.g. Goodrich (1960, p. 229), Chippindall (1%5) and 
Brenner (1975, p. 798). Sir Giles Chippindall was 
Chairman of Trans-Austral ia Airlines (TAA) . 1959-1966. 

' E.g. Smith (1978, p. 58), Grenning and Coat (1979, p. 12) 
and Keplinger (1976, p. 195). The validity of this con
clusion a likely to have been enhanced by the rapidly 
rising fuel prices of recent years. 

• The nature and mobility of the fixed cost assets of 
airline operators are also important considerations for 
barriers to entry into the industry [see Chapter 21. 



l i t i e s , c an be t r a n s f e r r e d w i t h r e l a t i v e ease to other f i r m s fo r 
use in the same, or o f t e n a d i f f e r e n t , i ndus t ry . These 
considerat ions of the na ture of a i r l i n e cos t s ind ica te tha t 
des t ruc t ive p r i c ing and chaos would be un l i ke ly to r e su l t f r o m 
open marke t compet i t ion in the a i r t r anspor t indus t ry . 

T h i s assessment is supported by the U . S . e x p e r i e n c e 
w i t h c o m p e t i t i v e a i r l i ne m a r k e t s . L l o y d - 3 o n e s (1975 , p. 815) 
c l a i m s tha t when the C i v i l A e r o n a u t i c s A c t was in t roduced in 
1938 the industry was in chaos w i t h most c a r r i e r s e x p e r i e n c 
ing serious f i n a n c i a l p rob lems . H o w e v e r , a c c o r d i n g to 
Kepl inger (1976, p. 19'f), this a l l eged chaos was 'more a 
f i c t i o n . . . than a r e a l i t y . * ' T h e be low-cos t bidding f o r m a i l 
con t r ac t s wh ich occu r red a t the t i m e r e f l e c t e d a des i re to 
ma in ta in a route monopoly on passenger t r a f f i c , as w e l l as 
the knowledge that any losses would be c o v e r e d by gove rn 
ment subsidy and that f u r t h e r p r o t e c t i v e l eg i s l a t i on w a s 
l i ke ly to be f o r t h c o m i n g . Thus any cu t th roa t c o m p e t i t i o n 
which then e x i s t e d could be more a c c u r a t e l y a t t r i b u t e d to 
government regula t ion m d e r the M a i l A c t , r a the r than an 
inherent tendency towards d e s t r u c t i v e p r i c i n g . A n e x a m m -
ation of the C a l i f o r n i a n i n t r a s t a t e a i r l i n e indust ry , w h i c h was 
v i r tua l ly f r e e of economic regu la t ion pr ior to 1966, a l so 
r evea l s that a i r l i ne c o m p e t i t i o n rwed not be ruinous or 
chaot ic fcee L e v i n e (1965, p. I't'iO)]. F o r s y t h and H o c k i n g 
(1978, p. 22) summar i se th is e x p e r i e n c e by not ing tha t f r e e 
entry did not lead to i n s t a b i l i t y , e i t h e r in t e rms of the routes 
served by the d i f f e r e n t c a r r i e r s or in t e r m s of i n c r e a s e d 
v a r i a b i l i t y of p r o f i t s . 

I t is important not to c o n f u s e the phenomenon of des
t ruc t i ve compe t i t i on w i t h the n o r m a l c o m p e t i t i v e process . 
When e x c e s s c a p a c i t y occu r s ( through, say, a dec l ine in 
demand or the en t ry of a new f i r m in to the i ndus t ry ) and a 
f i r m is opera t ing on a s c a l e g rea te r than i t s most e f f i c i e n t 
l e v e l , short run losses and r educed i n v e s t m e n t in or e x i t f r o m 
the industry represent the usual c o m p e t i t i v e ad ju s tmen t 
process towards a new long run e q u i l i b r i u m posi t ion . T h i s 
process encourages f i r m s to opera te at the appropr ia te s c a l e 
and enables the most e f f i c i e n t f i r m s to cont inue produc t 
ion. H o w e v e r , e x i s t i n g f i r m s a re l i k e l y to de f ine i n s t a b i l i t y 
in terms of the poss ib i l i ty of t h e m s e l v e s s u f f e r i n g a dec l in ing 
marke t share or going out of business. S i m i l a r l y , as K a h n 
(1971 , p. 173) notes, a l l c o m p e t i t i o n is po t en t i a l l y d e s t r u c t i v e 
to the equi ty of f i r m s sub jec t ed to i t s ince they may be 
replaced by more e f f i c i e n t ope ra to r s . Consequen t ly , i t is 

' L e v i n e (1965) and M i l l e r (1975) a lso support this v i e w . 
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t y p i c a l f o r these f i r m s to r e f e r to any p r i ce compet i t ion in 
t h e i r indus t ry as d e s t r u c t i v e , e x c e s s i v e or cu t th roa t . 

T h u s , w h i l e open compet i t ion among a i r l i n e s may 
inc rease i n s t a b i l i t y in the sense that the r e l a t i v e m a r k e t 
fo r tunes of p a r t i c u l a r operators may v a r y over t i m e , it does 
not n e c e s s a r i l y f o l l o w tha t s e r v i c e s to the consumer a re 
uns table or d i s rup ted . Bu t is it possible for these c o m 
p e t i t i v e f o r c e s to have an adverse impac t on consumer 
w e l f a r e ? 

D e c l i n i n g q u a l i t y s t andards 

One a rgument suggests tha t c o m p e t i t i v e f o r c e s w i l l lead to a 
lower qua l i t y s e r v i c e s ince p r i ce s , schedules and other 
product c h a r a c t e r i s t i c s would be wide ly f l u c t u a t i n g . 
F u r t h e r m o r e , in such c i r c u m s t a n c e s consumers would be 
unable to e v a l u a t e this range of s e r v i c e qual i t ies s ince they 
l a c k the neces sa ry t e c h n i c a l e x p e r t i s e . However , th is 
' bewi ldered consumer ' ou tcome is un l ike ly . F i r m s have an 
i n c e n t i v e to m i n i m i s e needless changes in pr ices and sche
dules s ince th is s t r a t egy lessens t ransac t ions cos t s to the 
consumer and hence i n c r e a s e s demand [see Mi l l e r (1975, p. 
6 9 6 ) ] . T h e c o m p e t i t i v e U . S . i n t r a s t a t e marke t s have 
provided no e v i d e n c e of de te r io ra t ing qual i ty s tandards 
through w i l d l y f l u c t u a t i n g product c h a r a c t e r i s t i c s in an open 
m a r k e t s e t t i n g . Whi le some p r o l i f e r a t i o n of d i f f e r e n t f a r e s 
and s e r v i c e s a v a i l a b l e might be expec ted immedia t e ly f o l l o w 
ing the deregu la t ion of a i r l i n e s , th is process is l i k e l y to be 
r e l a t i v e l y s h o r t - l i v e d ; th is has been the recent exper ience in 
the U . S . [see K a h n (1979 , p. 1 1 ) ] . A wider range of p r i c e / 
qua l i ty opt ions w h i c h may be o f f e r e d in the longer t e r m in a 
c o m p e t i t i v e a i r l i n e m a r k e t would r e f l e c t c loser s a t i s f a c t i o n 
of consumer demands , and expe r t advisers (e .g . t r a v e l agents) 
could ease any d i f f i c u l t i e s posed by inc reased compl ica t ions 
f a c i n g c o n s u m e r s . F i n a l l y , the argument a t best ind ica tes 
the possible need f o r po l i c i e s designed to d i r ec t l y a t t a c k the 
supposed q u a l i t y problem (e .g . c e r t i f i c a t i o n of s tandards or 
f a i r a d v e r t i s i n g l a w s ) r a the r than comprehens ive m a r k e t 
en t ry r e s t r i c t i o n s . 

C o l l a p s e o f a i r l i n e i n v e s t m e n t 

C o m p e t i t i o n is also a l l eged to have a h a r m f u l e f f e c t on the 
a i r t ranspor t indus t ry through i ts impac t on i n v e s t m e n t . 
Brenner (1975 , p. 812) cons ide r s tha t i t would be impossible to 
f i n a n c e the l a rge c a p i t a l i nves tmen t s of a i r l i n e s if f r e e en t ry 
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were p e r m i t t e d . L l o y d - J o n e s (1975 , p. 825) c l a i m s that th is 
impac t w i l l a lso hinder t echno log ica l progress i n the 
industry . The resu l t an t need f o r route s e c u r i t y and s t a b i l i t y 
as a prerequis i te to f i n a n c e a i r l i n e i n v e s t m e n t s has a l so been 
a popular a rgument in A u s t r a l i a . Sena to r C o t t o n ( M i n i s t e r 
f o r C i v i l A v i a t i o n , 1969-1972) a rgues th is c a s e , " w h i l e 
Anse t t ( 1 % 5 , p. 13) notes: 

S t a b i l i t y is e s sen t i a l in an indus t ry spending mi l l i ons 
on f u t u r e equipment needs . . . 

T A A holds a s i m i l a r v i e w : 

The s table economic e n v i r o n m e n t has provided a 
sound base fo r the la rge c o m m i t m e n t s necessa ry f o r 
f l e e t p u r c h a s e s . ' ' 

H o w e v e r , the a rgument i s m i s l ead ing . Whi le e v e r y f i r m 
would undoubtedly enjoy guaran teed p r o f i t s , s imple observ
ation indica tes that r i sk c a p i t a l is f o r t h c o m i n g in many f i e l d s , 
including av i a t i on , in the absence of such gua ran tees or 
s ecu r i t y . Thus one would not e x p e c t inves tment in the 
a i r l i ne industry to co l lapse in the presence of open c o m 
pet i t ion . F u r t h e r m o r e , the c l a i m that c omp e t i t i o n would 
result in des t ruc t ive p r i c ing and f a l l i n g i n v e s t m e n t appears to 
be in te rna l ly incons is ten t . T h e losses f r o m e x c e s s c a p a c i t y 
which a l legedly lead to a f a l l i n i n v e s t m e n t have resu l t ed 
f r o m too much previous i n v e s t m e n t . T h i s process cannot be 
susta ined i n d e f i n i t e l y . A t best , the a rgument is a desc r ip t i on 
of the period of a d j u s t m e n t to the op t ima l s c a l e of 
operat ions; a t wors t , the a rgument i s i l l o g i c a l . F i n a l l y , i t i s 
more probable tha t c o m p e t i t i t i o n would encourage technolog
i c a l progress, s ince those f i r m s using the c u r r e n t best-
technology techniques would be the ones most l i k e l y to 
prosper. 

I r r a t iona l behaviour 

Many of the c l a i m s made in support of a i r l i n e regu la t ion and 
examined in this study a re l i k e l y to be va l id only if a i r l i n e 
f i r m s behaved in an i r r a t i o n a l manner . Whi le it may be 
sensible and e f f i c i e n t to opera te e x i s t i n g c a p i t a l asse t s a t 
short run marg ina l cos t s when f a c e d w i t h c o m p e t i t i v e 

Hansard, S, 29 Augus t 1972, p. 1 * 7 6 . 
«> Hansard, SCT, i F e b r u a r y 1977, p. 706. 
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pressures , i t wou ld be i r r a t i o n a l to invest in such an industry 
knowing tha t p r i c e s would not f u l l y cove r total cos t s of 
opera t ion . Al though Rasenbe rge r (1975, p. 857) c l a i m s : 

. . . t he re is an a l l u r e to running an a i r l i n e that seems 
to d r ive o t h e r w i s e sens ib le people toward economic 
s e l f - d e s t r u c t i o n . . . , 

economis t s would tend to r e j e c t this notion of i r r a t iona l i t y . 
It a lso appears tha t A u s t r a l i a n a i r l i ne operators have not been 
as qu ick to c l a i m s e l f - i r r a t i o n a l i t y ! 

S e v e r a l c o m m e n t s a re r e l evan t . F i r s t l y , the economic 
theory of c o m p e t i t i v e m a r k e t s does not p red ic t that f a i l e d 
i nves tmen t s w i l l not o c c u r . C o m p e t i t i o n involves r eward ing 
good m a n a g e r i a l dec is ions and penal is ing bad. Thus one 
should not c o n f u s e m i s t a k e s w i t h i r r a t i o n a l i t y . It f o l l ows 
tha t s ince one must a l l o w fo r mis t akes , wh ich need not imply 
i r r a t i o n a l i t y , any a n a l y s i s of the p e r f o r m a n c e of the indus t ry 
should be p r i m a r i l y conce rned w i t h ave rage behaviour over 
t ime and not w i t h the f i n a n c i a l fo r tunes of pa r t i cu la r a i r l i n e 
compan ies . 

H o w e v e r , more m i s t a k e n inves tments might be e x p e c t e d 
in the period i m m e d i a t e l y f o l l o w i n g the removal of r e s 
t r i c t i v e indus t ry r egu l a t i on . This could be due to a r e l a t i v e 
l a ck of knowledge regard ing demand and supply condi t ions 
f o s t e r e d by c o n s e r v a t i v e regula t ion l i m i t i n g the indust ry ' s 
opera t ions to p a r t i c u l a r segments of the marke t . E v e n 
e x i s t i n g operators may not be c e r t a i n of these condit ions, 
e x c e p t fo r those segments of the m a r k e t fo r which they 
c u r r e n t l y c a t e r . I t is l i k e l y tha t this s i tua t ion would be 
q u i c k l y s t ab i l i sed by the na tu ra l learn ing process and re l a t ed 
m a r k e t a d j u s t m e n t s . T h i s point is i l l u s t r a t e d by the expe r 
i ence of the U . S . a i r l i n e industry f o l l o w i n g its r ecen t 
deregula t ion . T h e U . S . po l icy l i be r a l i s ed m a r k e t entry, gave 
inc reased f r e e d o m to reorgan ise a i r l i ne ne tworks and o f f e r e d 
prospects for a r i s e in c o m p e t i t i v e behav iour . ' ^ Seve ra l of 
the m a j o r opera tors , e s p e c i a l l y B r a n i f f , r eac ted to th is less 
cons t ra ined env i ronmen t w i t h ove r ly ambi t ious expansion 
e f f o r t s . Subsequent losses have led to various merge r 
negot ia t ions , e.g. be tween B r a n i f f and E £ « t e r n A i r L i n e s . ' * 

F i n a l l y , the o f t e n noted low p r o f i t a b i l i t y and m a r g i n a l 
na tu re of the a i r l i n e indus t ry may m e r e l y r e f l e c t the l eve l of 
n o r m a l p r o f i t s r equ i red by owners of a i r l i ne asse ts . 

" See Ins t i t u t du T r a n s p o r t A e r i e n ( i T A l (1979) . 
' ' See Time, k Augus t 1980, p. ^9. 
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A l t e r n a t i v e l y , low p r o f i t s and perhaps a r e l a t i v e l y high 
v a r i a b i l i t y of re turns m a y to a c e r t a i n ex t en t have been 
compensated fo r by a t runca t ion of the range of possible 
ra tes of re tu rn , i .e . the v i r t u a l gua ran tee of p ro t ec t i on f r o m 
bankruptcy . 

n . W A S T E F U L C O M P E T I T I O N 

T h e problem of v/as tef ul c o m p e t i t i o n 

Proponents of a i r l i ne regu la t ion pursue a s l igh t ly d i f f e r e n t 
d i rec t ion when the concept of w a s t e f u l c ompe t i t i o n is i n t ro 
duced. It is o f t e n f e a r e d tha t a f r e e l y c o m p e t i t i v e a i r l i n e 
marke t w i l l be c h a r a c t e r i s e d by w a s t e f u l c o m p e t i t i o n through 
increased s e r v i c e qua l i t y r e s u l t i n g in higher p r i ce s . 
Regu la to ry pol ic ies are thus s i ^ p o s e d neces sa ry to r e s t r i c t 
th is compet i t ion and to p ro t ec t the consumer . H o w e v e r , it 
seems c lea r that f a l l a c i o u s reason ing under l ies much of this 
f e a r . 

One l ine of a rgument suggests that s ince we observe 
cos t - inc reas ing compe t i t i on w i t h i n the r egu la t ed e n v i r o n 
m e n t , t h e s i tua t ion would be e v e n worse i f the m a r k e t were 
fu l ly c o m p e t i t i v e . Hence more , not less , r egu la t ion is 
needed. H o w e v e r , this conc lus ion does not n e c e s s a r i l y 
fo l low. It is the inab i l i t y to c o m p e t e w i t h respect to p r i c e s 
that encourages f i r m s to engage in non-pr ice compe t i t i on . 
Hence a v i ab le a l t e r n a t i v e approach to reduce any observed 
w a s t e f u l compe t i t i on is to r e m o v e p r i c e and e n t r y r e s t r i c t 
ions. K a h n ( 1 9 7 1 , p. 209) s u m m a r i s e s the economic p r inc ip l e 
involved: 

. . . when l i m i t a t i o n s are p laced on p r i c e c o m p e t i t i o n , 
but m a r k e t condi t ions a r e such as to make con t inued 
i n t e r f i r m r i v a l r y l i k e l y , the consequence w i l l be 
accen tua t ion of s e r v i c e c o m p e t i t i o n . . . S p e c i f i c a l l y , 
they w i l l be inc l ined to improve s e r v i c e in one w a y or 
another, un t i l thei r m a r g i n a l c o s t s , i n f l a t e d by the 
s e r v i c e improvements , a re equa ted to p r i c e . 

Thus w a s t e f u l qua l i ty c o m p e t i t i o n c a n o f t e n be t r a c e d 
d i r ec t l y to p r i ce regu la t ion . In f a c t , s ince there i s a d i rec t 

F o r example , the f r e e ' d r inks and m e a l s w h i c h A n s e t t 
A i r l i n e s of A u s t r a l i a ( A A A ) i n i t i a t e d in the e a r l y months 
of 1980 a re e s t i m a t e d to cos t the opera tor a t l eas t $5m 
per annum [ T h e C a n b e r r a T i m e s , 7 May 1 9 8 0 ] . 
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pos i t ive r e l a t i o n s h i p be tween p r i ce and qual i ty when r i v a l r y 
among f i r m s r educes p r o f i t s to normal l eve l s , the observat ion 
of ' e x c e s s i v e ' non-p r i ce compe t i t i on ind ica tes that the regu
l a t e d p r i c e is se t ' too high' . T h e r e a re three pol icy cho ices : 
f u r t h e r r e s t r i c t i o n s in an a t t empt to remove a l l poss ib i l i ty of 
c o m p e t i t i v e behaviour and to enable f i r m s to enjoy super
n o r m a l p r o f i t s a t the cu r r en t regula ted pr ice ; set a lower 
regula ted p r i c e , i m p l y i n g less qual i ty compet i t ion ; or r emove 
p r i c e and e n t r y r e s t r i c t i o n s and pe rmi t marke t f o r c e s to 
de t e rmine the p r i c e / q u a l i t y outcome. 

The cho ice among these approaches depends upon an 
assessment of w h e t h e r the regulatory au thor i ty or the m a r k e t 
m e c h a n i s m is be t t e r ab le to ach i eve the p r i ce /qua l i t y option 
p r e f e r r e d by consumers . Many economis ts would f avour the 
o b j e c t i v e assessment of p r i ce and qua l i ty o f f e r e d by a f a i r 
m a r k e t tes t . I f t he m a r k e t ind ica tes tha t consumers p r e f e r a 
higher p r i c e / h i g h e r qua l i t y combinat ion than is present ly 
provided, th is c a n hardly be in t e rp re t ed as w a s t e f u l 
c o m p e t i t i o n . T h e l ike l ihood of regulators being be t te r able 
to provide m a x i m u m consumer s a t i s f a c t i o n diminishes rapidly 
w i t h the knowledge tha t the observed i n e f f i c i e n c e s are due to 
cu r r en t r egu la to ry po l i c i e s and w i t h the recogni t ion that the 
demand fo r a i r s e r v i c e s is not homogeneous, y ie ld ing the 
poss ib i l i ty tha t many p r i c e / q u a l i t y options may be in demand-

Some a d v o c a t e s fo r regula t ion c l a i m that p r i ce c o m 
pe t i t ion is not f e a s i b l e in a i r l i ne m a r k e t s . Brenner (1975, p. 
803) e r roneous ly suggests that c o m p e t i t i v e pr ic ing behaviour 
impl ies d i f f e r e n t p r i c e s among a i r l i n e s . In f a c t , the process 
lead ing to u n i f o r m p r i c e s , which he descr ibes , is p r i ce 
compe t i t i on . He a lso argues that a t y p i c a l operator, when 
f a c e d w i t h a c o m p e t i t o r o f f e r i n g a lower p r i ce / lower qua l i ty 
product , wou ld m a t c h the p r i ce cut but ma in ta in the higher 
qua l i t y and thus cap tu re the en t i re marke t . However , in a 
c o m p e t i t i v e m a r k e t th is s t ra tegy involves short run losses. 
Such preda tory p r i c i n g c a n be succes s fu l only if the f i r m is 
able to ea rn s u p e r n o r m a l p r o f i t s in l a te r periods to o f f s e t the 
cu r r en t losses . In turn this poss ib i l i ty depends on the 
e x i s t e n c e of e n t r y b a r r i e r s . T h e quest ion of entry b a r r i e r s is 
d iscussed in g rea te r dep th in the fo l lowing chapter ; it is 
s u f f i c i e n t here to suggest tha t predatory p r i c ing is un l ike ly to 
be prominent in c o m p e t i t i v e a i r l i ne mau'kets. 

T h e r e m a i n d e r of th is sec t ion e x a m i n e s three areas of 
c o n c e r n wh ich are c l o s e l y associa ted wi th the notion of 
w a s t e f u l c o m p e t i t i o n in the cur t ransport industry: the 
provis ion of e x c e s s c a p a c i t y , the a i r l ine equipment race and 
the o c c u r r e n c e of p a r a l l e l schedules . E a c h of these cases 

13 



i l lus t ra tes the general p r i nc ip l e s d i scussed above. 

E x c e s s c a p a c i t y 

A persis tent f e a r expressed in the a i r l i n e regu la t ion debate is 
that open compet i t ion w i l l f o r c e the indus t ry into a s t a te of 
chronic o v e r c a p a c i t y . I t is a l l eged tha t the n o r m a l m a r k e t 
f o r c e s of supply and demand do not apply in the a i r l i n e 
industry, resu l t ing in the absence of any s e l f - a d j u s t i n g 
equi l ibr ium and a bu i l t - in tendency towards o v e r c a p a c i t y (e.g. 
Brenner (1975)1 . In p a r t i c u l a r : 

the product of an ci ir l ine can e a s i l y become e x c e s s i v e 
in supply as an opera tor ' s c o m p e t i t i v e posi t ion is 
pos i t ive ly r e l a t ed so d i r e c t l y to the quan t i ty o f 
p roduc t . ' * 

Hence, it is argued: 

. . . c a r e f u l c a p a c i t y regu la t ion is a p re requis i t e fo r 
the s u r v i v a l of e c o n o m i c a l l y v i a b l e a i r t r anspor t 
ope ra t ions . ' • 

T h e c a p a c i t y de t e rmina t ion procedures of A u s t r a l i a ' s T A P 
ensure cont ro l of the a i r c r a f t c a p a c i t y a v a i l a b l e to be o f f e r e d 
by the two ma jo r opera tors . C h i p p i n d a l l (1965) f o r e s e e s the 
' c rea t ion of was te in unused c a p a c i t y ' i f t h i s po l icy w e r e to be 
abandoned. S i m i l a r l y , when r e c o m m e n d i n g r e t en t ion of the 
pr inc ip le of c a p a c i t y c o n t r o l , D O T ( 1 9 7 9 a , p. 59) conc ludes : 

. . . abol i t ion or ma jo r r e l a x a t i o n of c a p a c i t y c o n t r o l s 
could produce undesi rable e f f e c t s s i m i l a r to those 
expe r i enced overseas . 

The overseas exper ience r e f e r r e d to is probably tha t of the 
U . S where , under C i v i l A e r o n a u t i c s B o a r d ( C A B ) r egu la t ion , 
the ach i eved load f a c t o r was c o n s i s t e n t l y less than the t a rge t 
load f a c t o r . Consumers a re a l l eged to s u f f e r f r o m the 

Depar tmen t of T r a n s p o r t ( D O T ) , Annua l Report, 1975/ 
76, p. 29. C i v i l a v i a t i o n b e c a m e the respons ib i l i ty of 
D O T in November 1973 when the D e p a r t m e n t of C i v i l 
A v i a t i o n ( D C A ) was a m a l g a m a t e d w i t h the prev ious 
D O T . S ince i ts f o r m a t i o n i n 1938 D C A had been 
responsible f o r c i v i l a v i a t i o n . 
D O T , Annual Report, 197^/75, p. 19. 
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c o m p e t i t i v e o v e r c a p a c i t y s i tua t ion through the resu l tan t 
upward p ressures on cos t s and hence p r i ce s . Thus: 

I t w a s . . . the cons ide ra t ion of the public in te res t 
tha t w e should not a l low a f r e e - f o r - a l l s i tua t ion 
w h i c h in our v i e w would f o r c e p r i ces up rather than 
d o w n . ' ' 

A m a j o r problem w i t h the e x c e s s c a p a c i t y scenar io pre
sented above is t ha t i t pays i n s u f f i c i e n t a t tent ion to the 
c e t e r i s par ibus assumpt ions i m p l i c i t in the argument . While 
i t seems c l e a r t ha t , i f a l l other f a c t o r s r ema in unchanged, a 
more f r equen t schedule would o f f e r an operator an advantage 
over his r i v a l s , i n a c o m p e t i t i v e m a r k e t th i s s t ra tegy must be 
accompan ied in the long run by a higher p r i ce . In this more 
r e a l i s t i c s e t t i ng a higher p r i ce /h igher qua l i ty product w i l l not 
n e c e s s a r i l y be p r e f e r r e d by consumers . The tendency 
towards ove ruse of f r e q u e n c y compet i t ion can be a t t r ibu ted 
to a l a ck o f p r i ce c o m p e t i t i o n , i .e . to the cont ro l of f a r e s . In 
the U . S . case the regu la ted p r i ce s , wh ich were set by the 
C A B on the basis of a s p e c i f i e d r a t e of re tu rn at a ta rge t load 
f a c t o r , i m p l i e d s u p e r n o r m a l p r o f i t s and, not unexpectedly , led 
to non-pr ice c o m p e t i t i o n , ma in ly in the f o r m of increased 
s c h e d u l i n g , I f the c a p a c i t y o f f e r e d is judged to be 
' exce s s iv e ' , the b l ame l i e s w i t h the au thor i t i es who set the 
p r i c e 'too high ' . H e n c e , w h i l e Brenner (1975, p. 802) c l a i m s : 

. . . s i m p l e log ic would suggest that , if the e x i s t i n g 
l e v e l of c o m p e t i t i o n has c r e a t e d too many sea ts , 
t o t a l l y un re s t r a ined compe t i t i on would c rea t e s t i l l 
more e m p t y s ea t s . . . , 

the above d iscuss ion ind ica tes that this logic , whi le s imple , is 
a lso i n c o r r e c t . 

The observed e x p e r i e n c e of c o m p e t i t i v e a i r l ine m a r k e t s 
also i n d i c a t e s l i t t l e need to f e a r ch ron ic o v e r c a p a c i t y . I T A 
(1979) repor t s on the impac t of the recent U . S . deregula t ion 

F r e e l a n d , H a n s a r d , S C T , 17 August 1978, p. 5 5 9 1 . 
P r e e l a n d w a s then Depu ty S e c r e t a r y ( P o l i c y and 
P lanning) , D O T and p rev ious ly F i r s t Ass i s tan t S e c r e t a r y , 
A i r T r a n s p o r t P o l i c y D i v i s i o n , D O T . 

>• Thus F r e e l a n d , H a n s a r d , S C T , 17 August 1978, p. 5591 
i n c o r r e c t l y c l a i m s tha t o v e r c a p a c i t y f o r c e d up costs and 
hence p r i c e s in the U . S . ; the d i r ec t ion of causat ion was 
the r e v e r s e . 
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of c i v i l a v i a t i o n . It notes an i n c r e a s e in a v e r a g e load f a c t o r s 
which was genera l ly g rea t e s t on the most c o m p e t i t i v e 
routes. S i m i l a r l y , there is l i t t l e e v i d e n c e of o v e r c a p a c i t y in 
the pos t -war decade of supposed chaos in the A u s t r a l i a n 
industry. Goodr i ch ( I 9 6 0 , p. 138) notes tha t dur ing the 
period 19 '»5-1952 the provis ion of e x c e s s c a p a c i t y could not 
be l is ted as a reason fo r e i the r i n s t a b i l i t y or poor p r o f i t 
ab i l i ty . For the period 1952-1957 he a l so r e m a r k s : 

I t has a l ready been noted tha t there was v i r t u a l l y no 
control over a i r c r a f t i m p o r t a t i o n s . . . F r o m t i m e to 
t i m e , concern had been expressed about e x c e s s i v e 
compet i t ion in re -equipment and consequent p rocu re 
ment of e x c e s s c a p a c i t y . . . i t i s qu i t e c l e a r tha t the 
f e a r s about the p r o c u r e m e n t of e x c e s s c a p a c i t y w e r e 
not j u s t i f i e d by the f a c t s . " 

A i r l i n e re -equipment 

Compe t i t i on among a i r l i ne opera tors is o f t e n a l l eged to hold 
ha rmfu l impl i ca t ions regard ing the r e l a t e d issue of the 
acquis i t ion of new equipment . P a l t r i d g e s t a t e s : 

I t is f undamen ta l to the T w o - A i r l i n e S y s t e m that the 
a i r l i n e s should not e m b a r k upon an equipment r ace as 
th is would cons t i t u t e a mos t damaging f o r m of 
w a s t e f u l compe t i t i on and would be c o n t r a r y to the 
public i n t e r e s t . ^ ' 

Goodr ich ( 1 % 0 , p. 219) notes that a i r c r a f t equipment 
decisions had a ma jo r i m p a c t on the p e r f o r m a n c e of the 
Aus t r a l i an a i r l ines during the pos t -war decade. F o r f i v e 
years A u s t r a l i a n Na t iona l A i r w a y s ( A N A ) made l i t t l e e f f o r t 
to provide an adequate a l t e r n a t i v e to T A A ' s C o n v a i r 2'»0 
which became A u s t r a l i a ' s f i r s t p ressur i sed a i r c r a f t when 
introduced in I9 '»8 . T A A aga in made a superior a i r c r a f t 
choice when in 195'* it i n t roduced A u s t r a l i a ' s f i r s t p rop- je t , 
the V i c k e r s Viscount ; A N A had decided to opera te the 
piston-engined D C 6 B s In the p rev ious y e a r . T h e cons i s t en t 
inab i l i ty of A N A to provide a i r c r a f t wh ich m a t c h e d the 

" Goodr ich ( I 9 6 0 , p. 175). G o o d r i c h q u a l i f i e s h i s 
s t a t emen t by suggest ing tha t de lays on a i r c r a f t impor t s 
due to dollar shor tages m a y also have e x e r t e d a 
r e s t r a in ing i n f l u e n c e on c a p a c i t y . 
Quoted in Brogden (1968, p. I 58). 



passenger appeal of i t s compe t i to r was a s ign i f i can t de te r 
minant of i t s f i n a n c i a l plight [see Brogden (1968, p. 78 and p. 
103)1 . O b s e r v i n g th is A u s t r a l i a n and some overseas 
e x p e r i e n c e , many conc luded : 

U n f e t t e r e d c o m p e t i t i o n could resul t in an equipment 
' ra t r a c e ' beyond the c a p a c i t y of the industry to 
handle e c o n o m i c a l l y . In a sma l l nat ion such as ours 
the who le indus t ry could be jeopardised. [ H i l l y a r * ' 
(1969, p. 19)1 

In 1958 the G o v e r n m e n t f e l t : 

. . . i t was c l e a r tha t the stage would be set for a 
s t ruggle by e a c h a i r l i n e to out-equip the other , 
regard less of the c a p i t a l cos t involved .^^ 

I t s response Wcis to r e j e c t the a i r l i n e s ' requests for new 
a i r c r a f t ( E l e c t r a s fo r the Anse t t organisat ion and C a r a v e l l e s 
f o r T A A ) , and to e x e r t a g rea te r i n f l u e n c e on equipment 
cho ice through the A i r l i n e s Equipment A c t . Since 
comparab le equ ipment was regarded as a prerequis i te f o r 
s t a b i l i t y , the a i r l i n e s w e r e obliged 

. . . not to i n t roduce a i r c r a f t of a type which , hav ing 
rega rd to the types a l ready in operat ion, would be 
d e t e r i m e n t a l to the s t ab i l i t y of the a i r t ransport 
indus t ry . T h i s . . . obl igat ion i s , of course , designed 
to stop a w a s t e f u l re -equipment race leading to a 
m u l t i p l i c i t y of new and expens ive a i r c r a f t types .^ ' 

Whi le A u s t r a l i a has not ye t expe r i enced any s i g n i f i c a n t 
d is rupt ion through equipment cho ice under the T A P , i t is not 
c l e a r tha t an open a i r l i n e m a r k e t would lead to such ' r a t 
r a ce s ' or tha t the publ ic has bene f i t t ed grea t ly f r o m this 
f e a t u r e o f the p o l i c y . T h e A u s t r a l i a n post-war e x p e r i e n c e 

T h e n S e c r e t a r y of A n s e t t A i r l i n e s of New South Wales . 
" Pa l t r i dge , H a n s a r d , S , 1 Oc tobe r 1958, p. 757. 
" Pa l t r i dge , Hansard, S, 1 October 1958, p. 737 . 

Pa l t r i dge a lso r e m a r k s tha t the two major opera to r s 
w i l l i n g l y a c c e p t e d this d iminut ion of their manage r i a l 
r e spons ib i l i t i e s . Note t ha t th is equipment r a c e 
s c e n a r i o seems to c o n f l i c t w i t h the argument, d iscussed 
in the p rev ious s e c t i o n , tha t compet i t ion w i l l h inder 
t echno log ica l progress in a v i a t i o n . 
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cannot be considered a r a t r a c e ; r a the r it was the m a r k e t 
penal is ing an operator , A N A , f o r m a k i n g inappropr ia te 
choices of equipment . Thus any i n s t a b i l i t y was conf i r»ed to 
the re la t ive m a r k e t posi t ions of the opera to r s i n v o l v e d . In 
this regard the recent dec is ions of the t w o ma jo r operators to 
re-equip w i t h wide-bodied a i r c r a f t of d i f f e r e n t c a p a c i t i e s , 
the Airbus A300 and Boe ing 767 f o r T A A and A A A r e s p e c t 
ive ly , is a po ten t i a l ly s i g n i f i c a n t deve lopment fo r the 
industry. The use of d i f f e r e n t a i r c r a f t o f f e r s the poss ib i l i ty 
of increased compe t i t i on be tween the opera to r s through a 
grea ter d i f f e r e n t i a t i o n o f a i r l i n e s e r v i c e s , e.g. d i f f e r e n t 
schedules and f r e q u e n c i e s , and perhaps e v e n d i f f e r e n t f a r e s if 
there are d i f f e r e n c e s in ope ra t ing cos t s and if the regu la to rs 
permi t such cost d i f f e r e n c e s to be r e f l e c t e d in f a r e s . If the 
use of d i f f e r e n t a i r c r a f t does have a s i g n i f i c a n t i m p a c t on 
consumer cho ice i t w i l l be i n t e r e s t i n g to observe the G o v e r n 
ment 's r eac t ion this t i m e to the s e l f - i n d u c e d m a r k e t 
' ins tab i l i ty ' . 

The U . S . expe r i ence r e l a t i n g to re -equ ipment can be 
d i r ec t l y a t t r ibu ted to the poor s y s t e m of C A B regu la t ion [see 
Kahn ( 1 9 7 1 , p. 2 1 3 ) ] . A s noted above, the pol icy of 
cont ro l l ing ma in ly p r i c e s s t i m u l a t e d non-pr ice c ompe t i t i on 
and hence p laced grea ter emphas i s on the type of a i r c r a f t in 
s e r v i c e . The problem was compounded by the f a i l u r e of the 
U . S . r egu la to ry au thor i t i e s to a l l o w qua l i t y d i f f e r e n c e s in 
a i r c r a f t to be r e f l e c t e d in p r i c e d i f f e r e n c e s ; the C A B 
insisted tha t a l l opera tors cha rge a c o m m o n f a r e fo r a g iven 
route s e r v i c e . Hence i t b e c a m e i m p e r a t i v e to f l y the mos t 
popular type of a i r c r a f t s ince there w a s no poss ib i l i ty of 
competing w i t h a d i f f e r e n t p r i c e / a i r c r a f t type product m i x . 
I t fo l lows that the r e spons ib i l i t y fo r any w a s t e f u l under-
u t i l i sa t ion of older or less popular equipment l a y w i t h the 
regulators ra ther than open m a r k e t f o r c e s . 

Another theme of the r e -equ ipment issue is the e f f e c t 
of depreciat ion on p r i ces and hence consumer w e l f a r e . It is 
f requen t ly argued tha t a i r c r a f t must be used fo r a reasonable 
t ime to a l low adequate obso lescence and to reduce the 
f requency w i t h w h i c h heavy c a p i t a l ou t l ays a re needed . '* 
F o r example , Goodr i ch ( I 9 6 0 , p. 219) a rgues : 

. . . a i r l i n e s ' ope ra t ing cos t s would be i n f l a t e d 
because of the high obsolescence and deprec ia t ion 

T h i s v i ew is exp re s sed by H i l l y a r (1969, p. 19), Pou l ton 
(1959, p. 32), R icha rdson and Pou l ton (1968, p. 79) and 
Pa l t r idge . Hansard, S, 1 O c t o b e r 1958, p. 757 . 
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r a t e s n e c e s s a r y when f requen t re-equipment is f o r c e d 
upon t h e m . 

H o w e v e r , th is argument has s e v e r a l shor tcomings . 
Many i ndus t r i e s a r e sub jec t to the r i s k of t e c h n i c a l 
obso lescence of t h e i r c a p i t a l equipment . This is a na tu ra l l y 
o c c u r r i n g r i sk w h i c h mus t be planned f o r in thei r inves tment 
dec is ions . T h e dep rec i a t i on ra tes wh ich are a l l o w e d fo r 
t a x a t i o n or a c c o u n t i n g purposes represent an expec t a t i on of 
the r a t e of dec l ine in the economic va lue of an industry 's 
c a p i t a l a s se t s . In an open m a r k e t unant ic ipa ted t e c h n i c a l 
obso lescence is r e f l e c t e d in a f a s t e r decl ine in the c a p i t a l 
va lue of a f i r m ' s asse t s (assuming that there is no o f f s e t t i n g 
compensa t ion in the t a x a t i o n sys t em) . Consumers do not 
bear this burden but ra ther enjoy the benef i t s f r o m the 
in t roduc t ion of the new technology. In this env i ronment 
managers have a c l e a r i n c e n t i v e to make good i n v e s t m e n t 
dec is ions w i t h r e spec t to the technology of the i r 
opera t ions . Managers who cons i s ten t ly m a k e poor equipinent 
dec is ions a re l i k e l y to be rep laced through takeover or 
bankrup tcy , e .g . A N A ' s e x p e r i e n c e i n 1957. C o n s u m e r s 
s u f f e r f r o m t e c h n i c a l obsolescence only in a regula ted 
env i ronment w h e r e po l icy a i m s to ma in ta in the f i n a n c i a l 
posi t ion o f the e x i s t i n g f i r m . They are then f o r c e d e i the r to 
cont inue to be s e r v e d by i n f e r i o r equipment or to pay 
higher p r i c e s w h i c h cove r the addi t ional cap i t a l losses wh ich 
have o c c u r r e d because of an inappropriate c h o i c e of 
equipment . 

The a rgument regard ing deprec ia t ion and t e c h n i c a l 
obso lescence thus r educes l a rge ly to one of s h i f t i n g the r i sk s 
and cos t s of such e v e n t s f r o m shareholders of cu r ren t f i r m s 
to consumers . P a l t r i d g e c o n f i r m s that Aus t ra l i a ' s a v i a t i o n 
po l icy was so des igned: 

Unless the a i r l i n e s a re pe rmi t t ed to sus ta in disastrous 
c a p i t a l losses by r e p l a c e m e n t of e x i s t i n g equipment 
be fore i t is adequa te ly obsolesced, we must p lan on 
the present f r o n t - l i n e equipment remaining in 
opera t ion f o r a t l e a s t s e v e r a l more y e a r s . ^ ' 

Brogden (1968 , p. 137) repor ts tha t in March 1957 the 
G o v e r n m e n t r e j e c t e d an appl ica t ion f r o m T A A to in t ro 
duce C a r a v e l l e j e t a i r c r a f t in to s e r v i c e in 1959. T h e 
f i r s t p u r e - j e t s e r v i c e was subsequently opera ted in 
November 196'* w i t h Boeing 727s. 
H a n s a r d , S , 28 September 1961, p. 722. 
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P a r a l l e l schedul ing 

Another exam p l e of w a s t e f u l c o m p e t i t i o n caused by the 
pa t te rn of regula t ion adopted by a i r t ranspor t a u t h o r i t i e s is 
A u s t r a l i a ' s c o n t r o v e r s i a l p a r a l l e l s chedu l ing . T h e p r a c t i c e is 
w e l l documented and pe rva s ive [see G a n n o n ( 1 9 7 9 a ) ] . I t s 
waste l i e s in the r e s t r i c t i on of c h o i c e of f l i g h t t i m e s and the 
e x t r a demands p laced upon a i r p o r t i n f r a s t r u c t u r e . Most 
observers agree w i t h the proposi t ion tha t pa ra l l e l schedules 
a re the na tu ra l resul t of c o m p e t i t i o n in a sy s t em in w h i c h a l l 
the major a t t r ibu tes of the ope ra to r s ' products a re i d e n t i c a l , 
e .g . f a r e s , a i r c r a f t t ype , to t a l c a p a c i t y and i n - f l i g h t 
s e rv i ce s . In these c i r c u m s t a n c e s t i m e t a b l i n g is the most 
s i gn i f i can t means of non-pr ice c o m p e t i t i o n a v a i l a b l e . W i t h 
th is background, two opera tors and no t h r e a t of e n t r y , s i m p l e 
economic theory suggests a tendency towards p a r a l l e l 
s c h e d u l e s . ' ' H o w e v e r , the theory a lso suggests tha t th is 
tendency would weaken if m a r k e t en t ry were possible , i f 
there were not only two opera to r s , or if a l t e r n a t i v e means of 
compet i t ion , e spec ia l ly w i t h p r i c e s , w e r e possible . In th is 
regard the recent cho ice by T A A and A T I of new wide-bodied 
a i r c r a f t w i th d i f f e r e n t c a p a c i t i e s can a lso be e x p e c t e d to 
lessen the incidence of p a r a l l e l schedules . H o w e v e r , the 
important point is that once aga in the f u n d a m e n t a l cause of 
the observed w a s t e f u l c o m p e t i t i o n is the e x i s t i n g r egu la to ry 
po l icy . 

S u m m a r y 

This sec t ion indica tes that the m a j o r f o r m s of w a s t e f u l 
compet i t ion observed in a i r l i n e m a r k e t s a r e d i r e c t l y 
a t t r ibu tab le to government i n t e r v e n t i o n in the opera t ion of 
open m a r k e t f o r c e s ra ther than to these f o r c e s t h e m s e l v e s 
and a re unl ike ly to pers i s t in a f r e e m a r k e t env i ronmen t . 
There are two bas ic s t r a t e g i e s a v a i l a b l e w i t h w h i c h to 
respond to such w a s t e f u l c o m p e t i t i o n : a t t e m p t to cas t the 
regulatory net s t i l l f u r t h e r , or move to open co mp e t i t i o n and 
rely on m a r k e t f o r c e s to s a t i s f y consumer demands. 

" See Gannon (1979a) and H o c k i n g (1972 , C h . 3) . These 
resu l t s are based on the p r inc ip le s of spa t i a l c o m p e 
t i t ion , of wh ich H o t e l l i n g (1929) is the semina l w o r k . 
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I I L N E T W O R K C O N S I D E R A T I O N S 

A l l e g a t i o n s of abandoned s e r v i c e s 

A n i n c r e a s e d l ike l ihood of de te r io ra t ion or des t ruc t ion of 
a i r l i n e n e t w o r k s is another undesirable consequence f r e 
quent ly a l l e g e d to f o l l o w the in t roduct ion o f open 
c o m p e t i t i o n in a i r l i n e m a r k e t s . Teague (then Manager , 
P lann ing and D e v e l o p m e n t , E a s t - W e s t A i r l i n e s [ E W A ] ) s t a t e s : 

I f in f a c t t he re is to t a l deregula t ion I would be v e r y 
ve ry apprehens ive about the possible resul ts . . . B u t 
in t o t a l I cou ld see l a rge areas of the country or l a rge 
numbers of our c o m m u n i t i e s r e c e i v i n g very v e r y 
m u c h worse s e r v i c e s than i s the case t o d a y . " 

S i m i l a r l y , A A A (1979, p. 15) argues: 

. . . a predator t h i rd operator opera t ing only on the 
m a i n trunk routes would a f f e c t the ex i s t i ng a i r l i n e s 
in thei r impor tan t ro le in providing high qua l i t y 
s e r v i c e s to lesser developed a reas . 

In a n a l y s i n g these c l a i m s it is u s e f u l to consider two 
possible r egu la to ry s i tua t ions . F i r s t l y , there is the c a s e 
where cos t s a re c o v e r e d on each route but p r o f i t a b i l i t y v a r i e s 
among routes . Secondly , t he re may e x i s t c ross -subs id isa t ion 
where t l ie losses on some routes a re o f f s e t by the p r o f i t s on 
o thers . 

R o u t e s of v a r y i n g p r o f i t a b i l i t y 

I n the f i r s t c a s e i t is a l l eged that if the indus t ry is 
deregula ted e x i s t i n g and new f i r m s w i l l concen t ra t e the i r 
a c t i v i t i e s in the most p r o f i t a b l e m a r k e t s to the neg lec t of 
those routes w h i c h are less p ro f i t ab l e . The possibi l i ty of 
c u r t a i l m e n t of such s e r v i c e s underl ies the unwil l ingness of 
the A u s t r a l i a n F e d e r a t i o n of Consumer Organisa t ions ( A F C C | 
( 1 9 7 8 ) to a d v o c a t e c o m p l e t e removed of en t ry r e s t r i c t i o n s 
in to a i r l i n e m a r k e t s . A n s e t t (1965, p. 13) appears to hold a 
s i m i l a r v i e w : 

A d d i t i o n a l opera to r s i n t e r e s t e d only in the f e w routes 
w i t h high dens i ty end- to-end t r a f f i c could impair the 

" Hansa rd , S C T , 16 M a y 1978, p. '»910. 
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overa l l c o m p e t i t i v e na tu re of the t runk route 
ne tworks . 

In this case any s h i f t in c a p a c i t y towards the most 
p ro f i t ab le routes would be due to the cu r r en t r e s t r i c t i v e 
regula t ion wh ich is p r e v e n t i n g opera to r s f r o m pursuing 
p ro f i t ab le inves tment oppor tun i t i e s . Wholesa le m a r k e t 
abandonments a r e un l i ke ly s i n c e these s e r v i c e s a r e p r o f i t 
able ; al though addi t ional i n v e s t m e n t s of e x i s t i n g and new 
operators w i l l na tu ra l l y be a t t r a c t e d in the f i r s t ins tance to 
the more l u c r a t i v e routes . In these c i r c u m s t a n c e s i t is mos t 
l i ke ly that any d i f f i c u l t i e s w i l l r e f l e c t short run ad ju s tmen t 
to the enlarged set of i n v e s t m e n t oppor tun i t ies , and in the 
longer t e rm one could e x p e c t the m a i n t e n a n c e and possible 
increase in s e r v i c e s on a l l the p r o f i t a b l e routes . 

Crass -s i i>s id i sa t ion of a i r l i n e n e t w o r k s 

Compe t i t i on might be cons ide red p o t e n t i a l l y m o r e d i s r u p t i v e 
when cross-subsidisa t ion e x i s t s w i t h i n a i r l i n e n e t w o r k s . T h e 
cross-subsidisat ion o b j e c t i v e w a s w a r m l y e m b r a c e d in the 
past and at t imes cippears to have s i g n i f i c a n t l y i n f l u e n c e d 
pol icy . Brogden (1968, p. i*2) and G o o d r i c h (1960, p. 62) both 
report t l ia t the C o r b e t t C o m m i t t e e * ' cons ide red tha t a la rge 
a i r l i ne should be compe l l ed to ope ra t e s e r v i c e s on develop
menta l routes, o f f s e t t i n g any losses f r o m the p r o f i t s ea rned 
on denser routes . One p e r c e i v e d advan tage w a s the resu l t an t 
reduct ion in the l e v e l of r equ i red government subsidies . The 
notion of c ross -subs id isa t ion was apparen t ly w e l l r e c e i v e d a t 
that t i m e and used by the A u s t r a l i a n L a b o r P a r t y ( A L P ) a s an 
argument in support of i t s a t t e m p t e d na t i ona l i s a t i on of the 
a i r l ine industry in I9 '»5. 

The a t t r a c t i v e n e s s of c ross - subs id i sa t ion was not 
conf ined to only of>e p o l i t i c a l p a r t y ; M e n z i e s ( then Leade r of 
the Opposit ion and subsequent ly P r i m e M i n i s t e r , 19'>9-1966) 
also saw the need fo r p r o f i t a b l e routes to ba l ance the losses 
on deve lopmenta l r o u t e s . " In l a t e r yea r s i t b e c a m e an 
accepted par t of the T A P . C o n s i d e r a t i o n of th i s o b j e c t i v e 
was an important f a c t o r in the s e l e c t i o n of A T I as the new 

* ' T h i s was an I n t e r d e p a r t m e n t a l C o m m i t t e e on C i v i l 
A v i a t i o n w i t h A . B . C o r b e t t ( f i r s t D i r e c t o r - G e n e r a l of 
C i v i l A v i a t i o n , 1939-19'» '») as C h a i r m a n . I t s repor t w a s 
submi t ted in D e c e m b e r I9 ' »3 ; the m a j o r f ind ings , w h i l e 
not made publ ic , w e r e apparen t ly w e l l known . 

" Han.Hard, H H , 25 3uly I9 '»5 , p. '»555. 
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pr iva te pa r tne r i n the po l icy in 1957: 

. . . on ly A n s e t t T r a r « p o r t Indust r ies L i m i t e d was 
prepared to p roceed on the basis of the Government ' s 
d e c l a r e d p o l i c y of subsidis ing unprof i tab le f eede r 
s e r v i c e s . . . " 

C ros s - subs id i s a t i on con t inues to have support; S m i t h (1978, 
p. 6) repor ts a s t a t e m e n t by Nixon (Min i s t e r fo r Transpor t , 
1975-1979) i n d i c a t i n g tha t he considered the Sydney / 
Melbourne route to be a l e g i t i m a t e source of f inance fo r the 
less p r o f i t a b l e rou te s . 

C r o s s - s u b s i d i s a t i o n could be expec ted to subs tan t ia l ly 
disappear if f r e e e n t r y into the industry were a l l o w e d . ' ^ 
T h u s the m a i n t e n a n c e of i n t e rna l subsidies requires a sy s t em 
of e conomic r egu la t ion w h i c h prevents en t ry into the p r o f i t 
ab le m a r k e t s . Not su rpr i s ing ly , the ex i s t ence of c ros s -
subs id isa t ion is o f t e n used to support a cont inuat ion of the 
cu r r en t r e s t r i c t e d e n t r y under the T A P . F o r example , as a 
consequence of b r eak ing down this pol icy , Chippinda l l (1965) 
f o r e s e e s : 

A tendency f o r the new operators to conf ine thei r 
a c t i v i t i e s to the m o r e p ro f i t ab le routes, l eav ing the 
t w o m a i n opera to r s to bear the burden of the mass of 
unp ro f i t ab l e routes whose s e r v i c i n g is part of the 
o v e r a l l r e spons ib i l i t y fo r providing a i r l i n e s e r v i c e s 
wh ich they have under t aken . 

When assess ing the d e s i r a b i l i t y of cross-subsidisa t ion 
the var ious a rgumen t s under cons idera t ion can be grouped 
into two broad c l a s s e s ; e f f i c i e n c y and equi ty . E c o n o m i s t s 
are gene ra l l y qu i ck to r e j e c t c ross-subs id isa t ion on e f f i c i e n c y 
grounds. S ince p r i c e s a re not pe rmi t t ed to r e f l e c t marg ina l 
cos ts , resources a re m i s a l l o c a t e d ( there is a r e l a t i v e under-
supply of a i r s e r v i c e s in p r o f i t a b l e m a r k e t s ) and an e f f i c i e n c y 
loss is imposed on the c o m m u n i t y . 

51 

12 

P a l t r i d g e . Hanaard, S, 13 November 1957, p. 1211 . A T I 
a c c e p t e d th is c ross - subs id i sa t ion obl iga t ion in r e tu rn f o r 
a s t r eng then ing of the Ra t iona l i s a t i on procedures and 
the p rov i s ion o f loan guarantees . 
A s w i l l be a rgued shor t ly , the disappearance of c r o s s -
subs id i sa t ion is not n e c e s s a r i l y equ iva len t to the d i s 
appearance of a i r s e r v i c e s on the c u r r e n t l y u n p r o f i u b l e 
routes . 
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It may be argued tha t gove rnmen t in te rven t ion is 
desirable; compe t i t i on m a y be i m p e r f e c t or e x t e r n a l i t i e s 
may e x i s t . Some issues of r e l e v a n c e to th is a rgument a re 
discussed in g rea te r depth in C h a p t e r 5. Y e t even if such 
c l a ims are v a l i d , economis t s seem v i r t u a l l y unanimous in 
advocat ing the use of d i r e c t subs id ies to deal w i t h such 
p rob lems .* ' The f a c t tha t government expend i tu res would 
be higher under such an approach is a mis lead ing c o n s i 
derat ion s ince soc ie ty incurs the r e a l oppor tuni ty cos t s of the 
re levan t s e r v i c e s no m a t t e r how they a re f i n a n c e d . It might 
a lso be argued tha t g rea te r e l e c t o r a l opposi t ion may a r i s e to 
government i n i t i a t i v e s i n v o l v i n g d i r e c t subs id ies ; hence a 
sys tem of c ross -subs id isa t ion m a y be the most p o l i t i c a l l y 
e f f e c t i v e means of a t t a i n i n g the des i red o b j e c t i v e . T h i s 
argument suggests that it is the po l i cy ins t rumen t i t s e l f 
ra ther than the pol icy goal per se w h i c h the c o m m u n i t y f i n d s 
objec t ionable . H o w e v e r , the observed d i f f e r e n c e in 

communi ty r eac t ion is mos t probably due to a r e l a t i v e l a c k of 
in fo rmat ion on the costs and b e n e f i t s of c ross - subs id i sa t ion 
rather than any i n t r i n s i c p r e f e r e n c e f o r th is po l i cy t e c h 
nique. One might hold doubts on the appropr ia teness in a 
democra t i c socie ty of any pwlicy w h i c h is incapable of being 
adopted when sub jec ted to the publ ic s c r u t i n y of the 
government budgetary p rocesses . 

E v e n the equi ty a rgumen t s fo r c ross - subs id i sa t ion a re 
unconvincing . The equi ty j u s t i f i c a t i o n seems to be based on 
the notion that a i r s e r v i c e s should be a v a i l a b l e to a l l 
members of the commun i ty and tha t a l l consumers should pay 
an equal f a r e fo r what appears a t f a c e va lue to be the same 
product, i .e . equal d i s t ance t r a v e l l e d . K a h n ( 1 9 7 1 , p. 2'»'») 
summar ises an a l t e r n a t i v e v i e w p o i n t : 

. . . advoca tes of en t ry r e s t r i c t i o n s in the t runk 
a i r l i n e business have j u s t i f i e d the i n t e r n a l 
subsidisat ion tha t they p r o t e c t on the ground tha t 
sma l l towns 'deserve a i r s e r v i c e ' as much as l a rge . I t 
is not c l e a r who, e x a c t l y , the people a re in those 
towns who 'deserve ' such s e r v i c e : presumably , they 
a re the r e l a t i v e l y w e l l - t o - d o who c a n a f f o r d t r a v e l by 
a i r ; nor is it i m m e d i a t e l y obvious by what m o r a l i t y 

»» E . g . L e v i n e (1965 , p. U 2 8 ) , K e p l i n g e r (1976 , p. 198) and 
S m i t h (1978, p. 6 ) . P a y m e n t of d i r e c t subsidies was the 
most impor tan t i n s t r u m e n t of gove rnmen t i n f l u e n c e in 
the ea r l y y e a r s of A u s t r a l i a n c i v i l a v i a t i o n [see 
Goodr i ch ( 1 9 6 0 ) ] . 



they dese rve to be subsidised in r ece iv ing such 
s e r v i c e , e i t h e r by genera l t axpaye r s or by regular 
t r a v e l l e r s over the routes . . . tha t can generate 
enough t r a f f i c to pay thei r w a y . 

C ros s - subs id i s a t i on c l e a r l y has important d i s t r ibu t iona l 
i m p l i c a t i o n s . H o w e v e r , it seems p re fe rab le to base any 
red i s t r ibu t ion p o l i c i e s an income or w e a l t h rather than a rea 
of t r a v e l or r e s idence . Perhaps it might be argued tha t the 
opera t ion o f c e r t a i n unpro f i t ab l e a i r s e r v i c e s is to the net 
bene f i t of the na t ion . If th is is so, why should only t r a v e l l e r s 
on more p r o f i t a b l e rou tes bear the cost of providing these 
s e r v i c e s ? T h e s e f a c t o r s suggest to many that the c ros s -
subs id isa t ion of a i r l i n e s e r v i c e s can o f t e n be inequi table .** 

T h e p rev ious quote by Chipp inda l l may be taken to 
imply tha t i t is u n f a i r tha t e x i s t i n g operators bear the burden 
of u n p r o f i t a b l e routes when en t ry is un res t r i c t ed . H o w e v e r , 
th is i n t e r p r e t a t i o n is o f l i t t l e value s ince any c a l l f o r f r eedom 
o f en t ry a l so , mos t sens ib ly , i nvo lves f r e e d o m of e x i t . 
Another s t r ange pe rcep t ion of equi ty is presented by C o n f e d 
e ra t ion of A u s t r a l i a n Industry (1980) wh ich argues that c ros s -
subs id isa t ion in the a i r l i n e sys t em is accep tab le and in the 
nat ional i n t e r e s t s ince it would be 'unreasonable ' to e x p e c t 
the m a j o r opera to r s to set f a r e s which ensure that a l l routes 
cove r the i r cos t s ! 

The po l icy of c ross - subs id i sa t ion appears to have f a l l e n 
f r o m f a v o u r in r e c e n t y e a r s and is increas ingly r e j e c t e d . 
Transpor t regu la to rs o f t e n express concern about the 
e x i s t e n c e of c r o s s - s u b s i d i s a t i o n * ' and argue that p r i c ing 
mus t r e f l e c t t r u e c o s t s ' . * * The f a r e recommendat ions of 
D O T (1979a , p. 80) i n v o l v e a c loser a l ignment between p r i ces 

E . g . L e v i n e (1965 , p. U 2 8 ) , K i r b y (1979, p. 110) and 
Rush ton ( W e s t e r n A u s t r a l i a n Min i s t e r fo r T ranspo r t ) , 
A u s t r a l i a n F i n a n c i a l R e v i e w , 7 F e b r u a r y 1980. 

* ' R o w l a n d , Hansard, SCT, 10 M a y 1978, p. 0713. 
R o w l a n d was then F i r s t Ass i s t an t S e c r e t a r y , 
I n t e r n a t i o n a l P o l i c y D i v i s i o n , D O T . 

*• D O T , A n n u a l R e p o r t , 1976/77, p. 18. WhUe this s t a t e 
ment most probably r e f e r s to ne tworks as a whole , it is 
but a shor t l o g i c a l s tep to argue tha t route prices should 
r e f l e c t route cos t s . H o w e v e r , D O T (198Gb, p. 2U) is not 
prepared to go th is f a r . I t r ecommends the c o n t i n 
uat ion of f a r e s e t t i n g using a 'na t iona l ly cons i s ten t 
app roach ' on the grounds of publ ic a c c e p t a b i l i t y and 
a d m i n i s t r a t i v e c o n v e n i e n c e . 
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and costs . Th is a im was f u r t h e r r e f l e c t e d in subsequent 
ad jus tments to the a i r l m e s ' f a r e f o r m u l a w h i c h made more 
a c c u r a t e a l l owance fo r economies of f l i g h t length and w h i c h 
changed the ra t io of f i r s t c l a s s to economy c l a s s f a r e s . 
Nixon also found it d i f f i c u l t to t o l e r a t e un l imi t ed c r o s s -
subsidisat ion. He supported T A A ' s u n s u c c e s s f u l a t t e m p t to 
sub-cont rac t two unpro f i t ab l e Queens land routes , B r i s b a n e / 
M t . Isa ( v i a por t s ) and T o w n s v i l l e / M t . I sa ( v i a ports) , to Bush 
P i l o t A i r w a y s ( B P A ) and sugges ted , not too subt ly, tha t he 
would consider d i r e c t i n g the mainteneince of the e x i s t i n g T A A 
F 2 7 s e r v i c e s if ' the S t a t e is p repared to subsidise the losses 
incur red on these s e r v i c e s ' I D O T ( 1 9 7 9 c ) l . F i n a l l y , the 
a i r l ines themse lves express some opposit ion to c r o s s -
subsidisat ion: 

The indus t ry cannot a c c e p t the proposit ion tha t a i r 
t r a v e l l e r s on ma jo r trunk routes . . . should subsidise 
t r a v e l l e r s on r u r a l or ou tback s e r v i c e s f r o m w h i c h 
the G o v e r n m e n t has no c h a n c e of recouping i t s 
expendi tures . [ A n s e t t (1976 , p. 5'*)] 

However , in spi te of th is s t a t emen t , it was noted above by 
Pa l t r idge [ see footnote 31) t ha t A n s e t t found c r o s s -
subsidisat ion to be a c c e p t a b l e when combined w i t h other 
more f avourab l e policy f e a t u r e s . 

E f f e c t s of compe t i t i on on a i r l i n e n e t w o r k s 

While the above discuss ion e x a m i n e s the genera l issue of 
cross-subs id isa t ion , an a s se s smen t is s t i l l required of the 
c l a i m that many s e rv i ce s would be los t i f the present po l i cy 
were abandoned. The po ten t i a l f o r d is rupt ion might be 
expec ted to depend on the e x t e n t of c ross - subs id i sa t ion now 
present in the a i r l ine s y s t e m . A l t h o u g h no de t a i l ed cost 
i n fo rma t ion is c u r r e n t l y a v a i l a b l e , " the e v i d e n c e suggests i t s 
ex i s t ence . Hock ing (1972 , p. 38) conc luded that the indus t ry 
was c h a r a c t e r i s e d at tha t t i m e by c ros s - subs id i sa t ion . T h e 
f a re f o r m u l a w h i c h was subsequent ly in t roduced in August 
197<f, and wh ich was based on the a v e r a g e cos t s of s e r v i c i n g 
an en t i r e ne twork and cons i s t ed of a f l a g f a l l ( r e f l e c t i n g the 
cost of t e r m i n a l f a c i l i t i e s ) and a r a t e per k i l o m e t r e ( c o v e r i n g 

" One of the main t a sks of the r e c e n t Independent P u b l i c 
Inquiry in to D o m e s t i c A i r F a r e s is to repor t on the 
degree of c ross - subs id i sa t ion in the ne tworks of the two 
m a j o r opera tors . 
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opera t ing cos t s ) , was a r e c i p e for cross-subsidisa t ion s ince it 
f a i l e d to recognise t ha t passenger cos t s can v a r y ac ross 
routes . In p a r t i c u l a r , the f i x e d cost component v a r i e s w i t h 
t r a f f i c dens i ty and opera t ing cos t s per l<ilometre dec l ine as 
s t age l eng th i n c r e a s e s . If regula t ion has been s u c c e s s f u l in 
l i m i t i n g t o t a l a i r l i n e p r o f i t s to normal l eve l s , the f a r e 
f o r m u l a would s e e m to imply cross-subsidisa t ion, not m e r e l y 
p r i c e d i s c r i m i n a t i o n . T h e inves t iga t ion by Gannon (1979b, p. 
147) c o n f i r m e d tha t the a i r f a r e f o r m u l a then resu l t ed in an 
apparent c ross - subs id i sa t ion of short d i s tance routes by long 
d i s t ance rou te s . Gannon also concluded that the F 2 7 ne t 
work as a whole w a s cross-subs id ised f r o m other s e r v i c e s . 
F u r t h e r e v i d e n c e on the ex i s t ence of c ross-subs id isa t ion is 
p rov ided by the a i r l i n e s themse lves who c l a i m to ope ra t e 
some u n p r o f i t a b l e s e r v i c e s . F o r s y t h (1979, p. 69 ) notes 
repor ts i n d i c a t i n g tha t in 1976/77, when i ts prof i t was about 
$7m, T A A los t $1 .5m on the two Queensland routes m e n 
t ioned above . Nixon c o n f i r m e d that T A A was unable to 
cove r i t s ope ra t ing cos t s on these routes ( D O T (1979c) 1 . 

E v e n though s u b s t a n t i a l cross-subsidisa t ion m a y e x i s t , i t 
does not n e c e s s a r i l y f o l l o w tha t open m a r k e t compet i t ion cind 
the r e su l t an t tendency to e l i m i n a t e such in te rna l subsidies 
w i l l c ause a m a s s i v e loss of s e r v i c e s throughout the 
coun t ry . Whi le an e x i s t i n g a i r l i ne may be unable to a c h i e v e 
p r o f i t a b l e opera t ions on a c e r t a i n route , it is not v a l i d to 
conclude tha t some other c a r r i e r ( w i t h d i f f e r e n t schedules , 
equipment , e t c . ) cou ld not do so. In an open m a r k e t o ther 
opera to r s would mos t l i k e l y be qu ick to se rv ice any route 
v a c a t e d by the two m a j o r a i r l i ne s . This content ion is 
supported by the U . S . deregula t ion exper ience w h e r e f e w 
routes have been cU>andoned and not t aken over by o the r s (see 
I T A ( 1 9 7 9 ) ] . In add i t ion , A u s t r a l i a n commuter opera to r s 
have gene ra l l y t a k e n over unprof i t ab le f eede r s e rv i ce s w h i c h 
the m a j o r c a r r i e r s have ceased to opera te . I t is qu i t e 
possible tha t many p rev ious loss routes w i l l enjoy inc reased 
s e r v i c e s f r o m the i r new o p e r a t o r s . " 

Some m a y c l a i m tha t the c r u c i a l issue re la t ing to a i r l i n e 
ne twork cons ide ra t ions is not the a rgument regarding s e r v i c e 
ve r sus no s e r v i c e , but r a t h e r a i r l i ne s e rv i ce s versus c o m m u t e r 
opera tor s e r v i c e s . T h u s , even though the r ep l acemen t 
c o m m u t e r opera tor m a y provide a more frequent s e r v i c e . 

See B u r e a u of T r a n s p o r t E c o n o m i c s ( B T E ] (1978 , p . 
58) . B P A (1977 , p. 7 and Appendix 2) gives numerous 
e x a m p l e s of routes w h i c h it has taken over f r o m the 
m a j o r ope ra to r s . 
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t r a v e l l e r s may s t i l l v i e w this as i n f e r i o r to the prev ious 
operat ions of a ma jo r a i r l i n e . A n e x a m p l e of th is was the 
commun i ty hos t i l i t y towards T A A ' s proposal to sub -con t r ac t 
some Queens land F 2 7 s e r v i c e s to B P A . I t is doub t fu l tha t 
this p re fe rence would be so s t rong if the l o c a l c o m m u n i t y 
involved w e r e obliged to pay the f u l l c o s t of the a l t e r n a t i v e 
s e rv i ce s . 

S u m m a r y 

T h e discussion in this sec t ion i n d i c a t e s tha t l i t t l e e f f o r t has 
been made to provide a v a l i d j u s t i f i c a t i o n f o r the c r o s s -
subsidisation apparent ly now present in the a i r l i n e s y s t e m . 
Apart f r o m the a i m to r educe gove rnmen t expend i tu res , i t 
appears that any publ ic w e l f a r e and income red i s t r ibu t ion 
goals wh ich are supposed to under l i e c u r r e n t po l icy can be 
more e f f e c t i v e l y ach i eved by d i r e c t subsidies. If this 
proposition is accep ted , i t f o l l o w s tha t the t rue i m p a c t of the 
policy of economic regu la t ion of a i r l i n e m a r k e t s is not to 
protect a i r s e r v i c e n e t w o r k s , but r a the r to a c h i e v e i ncome 
t r ans fe r s be tween var ious consumer groups in a p o l i t i c a l l y 
e f f e c t i v e manner and to provide a rat ioncile f o r sh ie ld ing 
ex i s t i ng operators f r o m the e f f e c t s of c o m p e t i t i o n . 

I V . C O N C L U D I N G R E M A R K S 

When discuss ing c i v i l a v i a t i o n deregu la t ion in the U . S . , 
H e w i t t ( C h a i r m a n of Q a n t a s , 1975-1980) s t a t e s : 

This is not an indus t ry in w h i c h c u t - t h r o a t 
compet i t ion is good f o r the c o n s u m e r , ' * 

However , this chapter suggests that t he re is l i t t l e e v i d e n c e to 
support the asser t ion . Appa ren t e x a m p l e s of the undes i rab le 
e f f e c t s of compet i t ion usua l ly c a n be more a c c u r a t e l y t r a c e d 
to poor regula t ion ra the r than open m a r k e t f o r c e s per se . I t 
appears that the i n e f f i c i e n t opera tor , not the consumer , has 
most to f e a r f r o m c o m p e t i t i v e a i r l i n e m a r k e t s . 

" Quoted i n T r a v e l t r a d e , 21 J a n u a r y 1980. 
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2 
Competition Among Airlines: 

Too Little? 
F e a r s of monopoly 

F e a r s that the A u s t r a l i a n domes t i c a i r t ransport industry 
would develop in to a monopoly and that this would be i n i m i c a l 
to the c o m m u n i t y ' s w e l f a r e have a l w a y s loomed large in the 
a i r l i n e regu la t ion deba te . D r a k e f o r d ( A L P Minis te r fo r C i v i l 
A v i a t i o n , 19^*1-19'»9) c l a i m e d 

. . . abundant e v i d e n c e that a monopoly is i nev i t ab l e 
in the nea r f u t u r e . * ' 

D e d m a n , then A L P Min i s t e r fo r Post War R e c o n s t r u c t i o n , 
v i e w e d the t h r e a t as m o r e immed ia t e : 

. . . the G o v e r n m e n t is e n t i r e l y opposed to p r i v a t e 
monopol ies . . . i n my opinion, the present a i r l i n e 
opera tors in A u s t r a l i a have a monopoly of that 
indus t ry . . . t he conduct of a monopoly by p r i v a t e 
en t e rp r i s e i s , i n e f f e c t , i m m o r a L " " 

Responding to th i s p e r c e i v e d th rea t of monopoly: 

T h e C h i f l e y G o v e r n m e n t decided that something 
should be done to p reven t that monopoly ( A u s t r a l i a n 
N a t i o n a l A i r w a y s P r o p r i e t a r y L i m i t e d ] f r o m f l e e c i n g 
the A u s t r a l i a n people.** 

A n t i p a t h y t owards an a i r monopoly was not l imi t ed to the one 
p o l i t i c a l p a r t y . M e n z i e s s t a t ed tha t it was 

. . . no pa r t of the po l icy of the Gove rnmen t to f o s t e r 

'" ' Hansa rd , HR, 18 3uly I9k5, p. ^179. 
*' Hansard, HR, 25 3u ly 19'»5, p. <f559. A c r u c i a l word in 

th is s t a t e m e n t is ' p r i v a t e ' . 
D r a k e f o r d , H a n s a r d , H R , 30 Oc tober 1952, p. 3967. 
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ei ther a government monopoly or a p r i v a t e monopoly 
on the m a j o r a i r routes . 

E v e n in more r ecen t t imes the f e a r of monopoly con t inues to 
in f luence air t ransport po l i cy cons ide ra t i ons . A t a r e c e n t 
F e d e r a l C o u n c i l of the L i b e r a l P a r t y , a Wes te rn A u s t r a l i a n 
resolut ion recommended the sa le of T A A , 

. . . w i t h appropr ia te l e g i s l a t i v e provis ions designed 
to prevent a s ingle monopoly t a k i n g cont ro l of the 
major na t iona l a i r l i ne s y s t e m . * " 

T h e na tu ra l monopoly a rgumen t 

The t heo re t i ca l economic bas i s under ly ing th is a t t i t u d e 
towards a monopoly m a r k e t s t r u c t u r e and c a l l s f o r gove rn 
ment i n t e rven t ion is the s o - c a l l e d ' na tu ra l monopoly ' 
a rgument . If the t echno log ica l condi t ions of product ion are 
such tha t the f i r m ' s long run a v e r a g e cos t s dec l ine over the 
en t i re marke t s i z e ( i . e . t he re a re economies of s c a l e ) , then a 
single f i r m w i l l a l w a y s be a b l e to supply any g iven quan t i ty of 
output at less cost than if there w e r e more than one f i r m . 
Hence there is a na tura l t endency f o r the indus t ry to become 
dominated by a s ingle f i r m . T h e a rgumen t asse r t s tha t , once 
this s i tuat ion is es tab l i shed , the s ingle p r o f i t m a x i m i s i n g f i r m 
w i l l be able to e x e r t i t s monopoly power and ea rn super
normal p r o f i t s . 

This s imple account of monopoly p r i c i n g a s soc i a t ed w i t h 
economies of s c a l e can be represen ted in the f o l l o w i n g 
d iag ram. 

LRAC 

L R M C 

Hansard, HR, 21 November 1951 , p. 2399 . 
Repo r t ed in Daily Telegraph, 9 A p r i l 1980. 
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A f i r m w i t h monopoly power m a x i m i s e s i ts p ro f i t by pro
ducing w h e r e m a r g i n a l revenue equals marg ina l cos t ; then 
( P j , Q j ) is the monopoly p r i c e / q u a n t i t y outcome. Advoca tes 
of the n a t u r a l monopoly argument prescr ibe regula t ion to 
prevent e n t r y (so that a s ingle f i r m can t ake advantage of the 
economies of s c a l e ) and the cont ro l of p r i c e . P r i c e may be 
regu la ted to the ze ro p r o f i t l eve l P ^ , or ideal ly ( to ach i eve 
P a r e t o o p t i m a l i t y ) to P , where some arrangement can be 
made rega rd ing the resu l t an t losses of the f i r m . Note tha t 
a l ready the re is an apparent incons is tency in the po l icy 
p r e s c r i p t i o n : the des i re fo r regula t ion is mot iva ted on the 
one hand to c a p t u r e the bene f i t s of economies of sca le ( w h i c h 
a re ci l legediy endangered if f i r m s a re f r e e to enter the 
indus t ry ) and , on the other hand, to prevent monopoly p r i c ing 
( w h i c h supposedly o c c u r s i f there is only one f i r m ) . 

T h i s s imple t h e o r e t i c a l argument has f requen t ly been 
presented and d iscussed in the a i r l i ne industry c o n t e x t . * ' 
T w o ques t ions m u s t be i n v e s t i g a t e d . F i r s t l y , is the n a t u r a l 
monopoly a rgument app l i cab le to the A u s t r a l i a n a i r t ransport 
indus t ry , i . e . a r e the re economies of s c a l e in the provis ion of 
a i r l i n e s e r v i c e s in th is c o u n t r y ? Secondly, is the argument 
v a l i d f r o m a t h e o r e t i c a l v i e w p o i n t ? 

E c o n o m i e s o f s c a l e 

In the course of the A u s t r a l i a n a i r l i n e regula t ion debate many 
of the p a r t i c i p a n t s have c l a i m e d the e x i s t e n c e of s i g n i f i c a n t 
s c a l e economies and hence a na tu ra l tendency towards mono
poly . Brogden (1968 , p . 60 ) reports that during the pos t -war 
decade a l l e x c e p t A n s e t t be l i eved tha t t he re was room f o r 
on ly one m a j o r a i r l i n e on domes t ic routes . D r a k e f o r d 
cons idered A N A an ' inherent monopoly' . ' '* The C o r b e t t 
C o m m i t t e e conc luded tha t it was des i rable to have only one 
a i r l i n e company opera t ing a l l A u s t r a l i a n a i r s e rv i ces , s ince i t 
would be ab le to do so more e f f i c i e n t l y and economica l ly than 
a larger number [ see G o o d r i c h (1960, p. 6 1 ) ] . This conc lus ion 
was a lso supported by the Nixon r e v i e w of 1951 . ' " ' 

E . g . L e v i n e (1965 , p. 1120), Kep l inger (1976, p. 195), 
B T E (1978 , p. 29 ) , S m i t h (1978, p. 10) and Grenning and 
C o a t (1979 , p. 10). 

» • Hanaa rd , H R , 30 Oc tobe r 1952, p. 3975. 
E . V . Nixon and P a r t n e r s , a f i r m of char te red accoun
tants , w a s appoin ted by the Menz ies Gove rnmen t to 
i nves t i ga t e the economic and f i n a n c i a l basis of the 
a i r l i n e indus t ry ( s ee Brogden (1968, p. 9 0 ) 1 . 
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Economies of sca le appear to have p l a y e d a ma jo r ro le 
in the decis ion of the Menz ies G o v e r n m e n t to in t roduce i t s 
T A P . In a l e t t e r to the C h a i r m a n of A N A dated 28 M a r c h 
1952, Menz ies wro te : 

. . . we have discussed the f u t u r e of the a i r l i n e s in 
te rms of two opera tors because . . . i n our present 
s tate of development there is no room fo r more than 
two ma jo r nat ional opera to r s if the neces sa ry s t a n 
dards of e f f i c i e n c y are to be m a i n t a i n e d . * * 

Again , at the t ime of the s t r eng then ing of the T A P in 1957: 

. . . [the G o v e r n m e n t ! cou ld not e scape the d e f i n i t e 
conclusion tha t even the t runk route s y s t e m cou ld not 
support more than two m a j o r a i r l i n e s . * ' 

Some a c a d e m i c con t r ibu t ions have a l so g iven support to 
the c l a i m that s c a l e economies e x i s t in the a i r l i n e indus t ry . 
Goodr ich (1960, p. U 9 ) argues tha t if the indus t ry cons i s t ed 
of only p r iva t e f i r m s then a monopoly would probably develop 
as a resul t of economies of s c a l e . * ' S i m i l a r l y , H o c k i n g 
(1972, p. 50) concludes tha t t he re w e r e s t i l l cons ide rab le 
economies of sca le to be reaped in the A u s t r a l i a n m a r k e t ; if 
f i r m s i z e were doubled, unit cos t s might f a i l by 10-20 per 
cent . 

More r ecen t l y D O T ( 1 9 7 9 a , p. 7 ' f ) f ound : 

the s i ze of the A u s t r a l i a n m a r k e t would not support a 
th i rd c a r r i e r on the t runk n e t w o r k as a whole and 
t h e r e f o r e the G o v e r n m e n t should cont inue to con t ro l 
en t ry . . . to m a i n t a i n the T w o A i r l i n e P o l i c y . . . , 

while D i g n a m (1979, p. 10), t hen A s s i s t a n t G e n e r a l manager of 
T A A , argued: 

Our sma l l domes t i c m a r k e t means that op t imum 

* • Quoted in Goodr i ch (1960, p. l '»2). 
*» Pa l t r i dge , Hansa rd , S , 3 Sep tember 1957, p . 8 2 . 
* ' Goodr ich ' s f i n a l posi t ion on th is ques t ion is u n c l e a r : he 

also recognises that a p r i v a t e monopoly is not i n e v i t a b l e 
(p. I'»9), argues tha t a T A A monopoly would not l i k e l y 
have developed if A N A had l e f t the industry (p. IkO), 
and concludes tha t the condi t ions fo r the n a t u r a l 
monopoly a rgument do not apply to a i r s e r v i c e s (p. 8 ' f ) . 
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economies of s c a l e a re not a l w a y s ach ieved . 

Ano the r popular v i e w p o i n t is tha t a p r iva t e en t e rp r i s e 
monopoly is i n e v i t a b l e if the government-owned T A A should 
cease to o p e r a t e . ' ' 

H o w e v e r , a c a r e f u l cons idera t ion of the rtature of 
a i r l i n e cos t s r a i ses doubts as to the app l i cab i l i t y of the 
n a t u r a l monopoly a rgument to this industry . The 
p re requ i s i t e f o r economies of s c a l e is dec l in ing long run 
a v e r a g e cos t s . On the demand side economies of sca le may 
a r i s e f r o m the number and d i v e r s i t y of marke t s s e r v e d . 
Va r i a t i ons in demand m a y tend to compensate each other 
caus ing economies of ope ra t ion . However , as K a h n ( 1 9 7 1 , p . 
123) notes , d i v e r s i t y of demand is not necessar i ly an 
a rgument f o r monopoly ; i t i s more l i k e l y to i n d i c a t e the 
d e s i r a b i l i t y of i n t eg ra t ion of operat ions across marke t s . 

E c o n o m i e s of s c a l e more t y p i c a l l y a re assoc ia ted w i t h 
the presence of subs t an t i a l f i x e d cos t s in an industry . I t is 
not however the m e r e e x i s t e n c e of f i x e d costs w h i c h i n d i 
c a t e s economies of s c a l e ; this point is obvious when i t is 
r e m e m b e r e d tha t in the long run a l l cos ts , by de f in i t ion , a re 
v a r i a b l e . The r e l e v a n t issue is whether or not there a re 
i nc reas ing returr \s f r o m the provis ion and u t i l i sa t ion of l a rge r 
amounts o f these f i x e d c o s t f a c i l i t i e s . Thus s t a t e m e n t s 
point ing out the degree of f i x e d costs associa ted w i t h a i r l i n e 
opera t ions do not, by t h e m s e l v e s , provide conc lus ive ev idence 
regarding economies of s c a l e . Such s ta tements a re more 
l i k e l y to provide i n f o r m a t i o n on short run average cos t s and 
hence a re of more d i r e c t r e l evance to the quest ion o f 
d e s t r u c t i v e p r i c i n g w h i c h is e x a m i n e d in Chap t e r 1. 

Whi le the p resence of s i g n i f i c a n t f i x e d costs does not 
n e c e s s a r i l y p>rove the e x i s t e n c e of economies of scale, 
s t a t emen t s regard ing the absence of such costs can o f t e n be 
more i n f o r m a t i v e on the issue . S ince the mam poten t ia l 
source of ecorK>mies of scale l ies in the provision of f i x e d 
cost c a p i t a l a sse t s , a l ow ra t io of f i x e d to va r iab le cos t s 
probably l essens the chance of such scale e f f e c t s . Hence the 
s t rong consensus , noted in the previous chapter , among 
economis t s tha t the a i r l i n e industry is cha rac te r i sed by a l ow 
r a t i o of f i x e d cos t s to v a r i a b l e costs supports the con ten t ion 
that s u b s t a n t i a l economies of s c a l e are un l i ke ly . 

The p resence of economies of sca le in the a i r l i n e 

See Brogden (1980 , p. 117), Mor r i s (1980b) and T A A 
(1980) . Mor r i s is the A L P Shadow Minis ter fo r 
T r a n s p o r t . 
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industry has also been e x a m i n e d in a wide range of e m p i r i c a l 
studies. This r e s e a r c h i n d i c a t e s tha t , w h i l e ne twork c h a r a c 
t e r i s t i c s such as average s tage l eng th and t r a f f i c densi ty a re 
important de te rminan t s of a i r l i n e cos ts , f i r m s ize per se has 
l i t t l e independent in f luence on a v e r a g e cos t s . The c o m m o n 
conclusion is tha t economies of s c a l e a r e not s i g n i f i c a n t 
beyond a c e r t a i n m i n i m u m e f f i c i e n t s c a l e of opera t ions of 
around f i v e a i r c r a f t . * * M a c k a y (1979) e s t i m a t e d a r e g r e s 
sion model of a i r l i ne costs and found tha t if T A A and the 
Anse t t a i r l i ne s were merged then ave rage cos t s would d e c l i n e 
by <* per cen t . A l t e r n a t i v e l y , i f a t h i rd a i r l i ne w e r e 
introduced and each a i r l i n e had equal m a r k e t shares , then 
average costs would r i se by 2.5 per c e n t . * ' In s u m m a r y , 
there is a l a ck of s t a t i s t i c a l e v i d e n c e support ing the 
ex i s t ence of subs tan t ia l economies of s c a l e in A u s t r a l i a n 
a i rUne operat ions . 

T h e o r e t i c a l v a l i d i t y o f the n a t u r a l monopoly a rgument 

While most r esea rchers have r e j e c t e d the a p p l i c a b i l i t y of the 
na tura l monopoly argument to the a i r l i n e indus t ry , there has 
been no serious quest ioning of the a rgument ' s t h e o r e t i c a l 
va l id i ty . F o r example , L e v i n e (1965 , p. l '»2'f) c l a i m s that 
there is 'general ag reement upon the economic necess i ty o f 
regula t ing n a t u r a l monopoly indus t r i e s ' and S m i t h (1978, p. 12) 
considers it apparen t ly ' un impeachab le ' . H o w e v e r , D e m s e t z 
( l % 8 ) drew a t t en t ion to a non sequi tur in the n a t u r a l 
monopoly eirgument. A l though economies of s c a l e m a y resu l t 
in a s ingle f i r m in an indus t ry , it does not n e c e s s a r i l y f o l l o w 
that this f i r m has the a b i l i t y to monopoly p r i c e . T h a t a b i l i t y 
comes f r o m es tab l i sh ing b a r r i e r s to e n t r y into the industry 
and these t w o phenomena, s c a l e economies and en t ry 

5 2 

5 3 

See Grenn ing and C o a t (1979) and S m i t h (1978) fo r a 
r e v i e w of these issues. In J u n e 1979 the f l e e t s of T A A 
and A A A each inc luded 10 B727-200s and 12 D C 9 s 
( D O T , Annua l R e p o r t , 1978 /79 , p. 1621. In his publ ic 
ev idence to the Independent P u b l i c Inqui ry into 
D o m e s t i c A i r F a r e s on 25 November 1980, T e a g u e 
supported the v i ew tha t s c a l e economies were negl ig ib le 
beyond the m i n i m u m f l e e t s i z e . 
These resu l t s i m p l i c i t l y assume tha t changing the 
number of opera tors w i l l not s i g n f i c a n t l y a f f e c t o ther 
d e t e r m i r a n t s of a i r l i n e cos t s , e .g. a v e r a g e s tage length 
and route densi ty . 
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b a r r i e r s , a re qui te d i s t i n c t . 
T h e cibove d i ag ram i l l u s t r a t e s the argument . T h e 

na tu ra l monopoly ou t come ( P . i Q j ) is not a s table e q u i l i 
b r i u m . T h e s i ^ e r n o r m a l p r o f i t s earned by the f i r m a t that 
point a t t r a c t o ther f i r m s who, g iven no en t ry b a r r i e r s , c a n 
en te r the indus t ry , undercut the monopolist and cap tu re his 
e n t i r e m a r k e t . Thus the re a re pressures f o r the p r i ce to f a l l 
be low P . In the s i m p l e exposi t ion of the na tura l monopoly 
a rgument w h i c h is u sua l ly presented the only s table e q u i l i 
b r i u m ap>pears to be the zero p ro f i t outcome at C j ^ Q , ) -
M c K e n z i e and T u U o c k (1978 , p. 217) even show the pos s ib i l i i y 
of the n a t u r a l monopol is t producing the Pare to e f f i c i e n t out
put, by se l l ing uni t s at p r i ce P ^ , then expanding output to 
Q j through p r i c e d i s c r i m i n a t i o n . 

T h i s a n a l y s i s i m p l i c i t l y assumes tha t f i r m s c a n c o s t -
l e s s ly en t e r and l e a v e the industry . In this s imple w o r l d of 
ze ro ad ju s tmen t cos t s t he re can be no deter rent to en t ry in to 
the indus t ry s ince if en t ry is unsuccess fu l the f i r m is able to 
s h i f t i t s c a p i t a l r e sources into other a c t i v i t i e s wi thout 
pena l ty . In this s e t t i ng the dupl ica t ion of cap i t a l assets also 
imposes no soc ia l c o s t on the c o m m u n i t y . 

In r e a l i t y a d j u s t m e n t cos t s do occu r . A ma jo r de te r 
minant of these a d j u s t m e n t cos t s is the ex t en t to w h i c h the 
u n s u c c e s s f u l f i r m can r ecove r i t s c ap i t a l inves tment , i .e . the 
va lue of i ts asse t s in a l t e r n a t i v e uses. C o s t s of en t ry and 
e x i t w i l l be r e l a t i v e l y high when a f i r m ' s production process is 
c h a r a c t e r i s e d by s i g n i f i c a n t sunk costs resu l t ing in i ts c a p i t a l 
asse t s hav ing l i t t l e va lue in a l t e r n a t i v e uses. This s i t ua t ion 
most o f t e n o c c u r s when c a p i t a l assets are long l a s t i n g and 
highly sp jec i f i c . T h e presence of these ad jus tment cos t s opens 
the poss ib i l i ty of d e t e r r i n g en t ry s ince the ex i s t i ng f i r m i s 
able to ignore i t s sunk cos t s in any potent ia l c o m p e t i t i v e 
p r i c i n g b a t t l e . L i k e l y ou tcomes in this s i tuat ion depend on 
the assumpt ions made about f i r m s ' r eac t ions to the i n i t i a t i v e s 
of c o m p e t i t o r s ; these c a s e s can only be inves t iga ted w i t h 
more c o m p l e x a n a l y s i s . H o w e v e r , the point remains tha t i t 
is t he na tu re of c a p i t a l a sse t s , i . e . the impor tance of sunk 
cos t s , wh ich i n f l u e n c e s a f i r m ' s ad jus tment costs and hence 
ease of e n t r y , and th is cons idera t ion is independent of the 
quest ion of e c o n o m i e s of s c a l e . 

T h i s d iscuss ion c a n be i l l u s t r a t ed w i t h some s imple 
e x a m p l e s . A r a i l w a y t r a c k be tween two country cen t res pro
bably has l i t t l e va lue in a l t e r n a t i v e uses, e.g. digging up and 
l a y i n g e l s e w h e r e or us ing as sc rap . Hence a s i gn i f i can t pa r t 
o f the va lue of the t r a c k w i l l represent sunk costs . T h i s 
f e a t u r e is l i k e l y to de ter e n t r y , g ive r a i l w a y f i rms some 
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power to pr ice above a v e r a g e c o s t s , and impose s o c i a l cos t s 
on the commun i ty if the t r a c k f a c i l i t i e s a re dup l i ca t ed by 
compe t i to r s . H o w e v e r , such is not the case fo r a i r l i n e 
operators . The previous chap te r noted tha t t h e i r f i x e d c o s t 
assets seem quite mobUe and possess a r e l a t i v e l y high va lue 
in a l t e r n a t i v e uses . U n s u c c e s s f u l a i r l i n e f i r m s a re thus ab le 
to recoup a s i g n i f i c a n t propor t ion of thei r c a p i t a l i n 
ves tment . In these c i r c u m s t a n c e s i t is l i k e l y t ha t en t ry w i l l 
be easier , a i r l i n e s wi l l have less p r i c i n g power and s o c i a l 
costs f r o m dupl ica t ion w i l l be m i n i m a l . 

T h e t h rea t o f comf>eti t ion 

A common error in discussions of m a r k e t s t r u c t u r e is the 
f a i l u r e to dis t inguish be tween the concep t s of c o m p e t i t i o n 
and m a r k e t concen t r a t ion . T h u s a t t e m p t s to i n c r e a s e the 
compe t i t i ve na ture of an indus t ry by f i x i n g the number of 
f i r m s opera t ing in the indus t ry ( e .g . a T w o or T h r e e - A i r l i n e 
P o l i c y ) have no guarantee of s u c c e s s . S i m i l a r l y , when e n t r y 
and ex i t costs are s m a l l a high degree of m a r k e t c o n c e n 
t ra t ion holds l i t t l e t h rea t to consumer w e l f a r e . T h e 
in f luence of the above ideas i s r e f l e c t e d in the impor tance 
given by some recent w r i t e r s to the m a r k e t po l ic ing roles of 
'potent ia l c o m p e t i t i o n ' a n d the t h r e a t of e n t r y . ' * 

A T I (1980, p. 19) c l a i m s tha t i t is i m p r a c t i c a l to suggest 
that the threat of compe t i t i on would have a b e n e f i c i j d 
e f f e c t . I t s argument is based on the long l ead t ime w h i c h it 
a l leges is necessa ry to put n e w a i r c r a f t equipment in to 
operat ion. Y e t it seems c l e a r t ha t t he re a re many po ten t i a l 
sources of compet i t ion f o r the m a j o r domes t i c opera tors , e .g. 
in terna t ional and regional a i r l i n e s and c o m m u t e r and f r e i g h t 
operators . M a r k e t a c c e s s and the a v a i l a b i l i t y of a i r c r a f t 
through import con t ro l s appeetr to be more s i g n i f i c a n t 
bar r ie rs than lead t i m e s . F o r e x a m p l e , Qan tas (1980) c l a i m s 
that it could im m ed ia t e ly ope ra t e long-haul domes t ic s e r v i c e s 
wi th economy f a r e s of about 70 per cen t of those c u r r e n t l y 
charged. Cabotage , the use of the spare c a p a c i t y of i n t e r 
nat ional c a r r i e r s on domes t i c rou tes , a lso o f f e r s prospects of 
immedia te d i f f e r e n t c h o i c e s of a i r s e r v i c e s . 

K a h n ( 1 9 7 1 , p. 12) s u m m a r i s e s th is d i scuss ion : 

The poss ib i l i ty of c o m p e t i t i v e en t ry is the p r i n c i p a l 

' • E . g . B T E (1978, p. 6 0 ) , F o r s y t h and H o c k i n g (1978 , p. <•) 
and K i r b y (1979, p. 113). 



l i m i t a t i o n on monopoly power in a m a r k e t 
economy.** 

Al so in th is r ega rd Walsh ( 1 9 5 1 , p. *«»), then A c t i n g G e n e r a l 
Manager of A N A , c l e a r l y recognised, and la ter f e l t , the r ea l 
l i m i t s to his f i r m ' s supposed monopoly power: 

A N A would have no monopoly excep t the monopoly 
tha t a rose f r o m doing the job be t te r than the o thers 
c o u l d . F o r p r i v a t e en te rpr i se can compete w i t h us 
any t i m e it l i k e s . If we f e l l down it would. Such 
com pe t i t i on would be f a i r compe t i t ion . We both 
would not s u r v i v e - tha t would be an economic 
imposs ib i l i t y . T h e most e f f i c i e n t would s u r v i v e . 
And that is one of the major v i r tues of f r eedom of 
e n t e r p r i s e . 

B a r r i e r s to e n t r y 

T h e above discuss ion leads to the conclusion tha t the 
e x i s t e n c e of economies of sca le is not a s u f f i c i e n t condi t ion 
fo r the monopoly p r i c i n g outcome to resul t and hence for a 
j u s t i f i c a t i o n o f g o v e r n m e n t i n t e rven t ion . We must consider 
whether or not t he re a re s i g n i f i c a n t b a r r i e r s to entry into the 
a i r l i n e i ndus t ry . 

C a l l i s o n (1975 , p. 776) considers the possibi l i ty of new 
en t ry into a i r t ranspor t ' na ive ' . E f f e c t i v e entry b a r r i e r s a re 
f r e q u e n t l y a l l eged to c o m e f r o m the high cap i t a l cos t s of the 
indus t ry , p roduct d i f f e r e n t i a t i o n and absolute cost advantages 
of e x i s t i n g ope ra to r s . H o c k i n g (1972, p. ' f9) suggests that 
these p rov ide ' s i g n i f i c a n t economic obs tac le s ' to po ten t ia l 
en t r an t s . 

Whi le the c u r r e n t operat ions of the major a i r l i n e s 
undoubtedly represen t a la rge business undertaking and 
modern a i r c r a f t equ ipment is not inexpens ive in absolute 
t e rms , th is does not n e c e s s a r i l y exc lude en t ry . A p a r t f r o m 
the sunk cos t s i ssue e x a m i n e d above, th is argument must r e ly 
on c a p i t a l m a r k e t i m p e r f e c t i o n s which bias the a v a i l a b i l i t y o f 
f u n d s for l a r g e s c a l e i nves tmen t s . H o w e v e r , while the s i ze 
of the neces sa ry i n v e s t m e n t has inc reased over the yea r s , the 
c a p i t a l m a r k e t i n A u s t r a l i a has also become more developed , 

" K a h n a l so notes : 
No b a r r i e r to e n t r y is more absolute than one 
imposed and e n f o r c e d by the sovereign power of 
the s t a t e . 
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making i t d i f f i c u l t to draw f i r m conc lus ions as to whe the r it 
would be harder to f i n a n c e a new a i r l i n e ope ra t ion now than 
in the past . It is also o f t e n a s sumed tha t new en t ran t s would 
be of a s imi l a r s ize to the c u r r e n t m a j o r opera to rs . D O T 
(1979a , p. 71*) adopted this v i e w when i t r e j e c t e d c o m p e t i t i o n 
on the trunk routes . H o w e v e r , th is p resumpt ion is not 
necessa r i ly the c a s e . A new operator cou ld s t a r t s m a l l by 
concen t ra t ing on only par t of the e n t i r e ne twork and, i f 
s u c c e s s f u l , grow over t i m e . 

It is un l ike ly that product d i f f e r e n t i a t i o n f o r m s a ma jo r 
en t ry b a r r i e r . The na tu re of the product is such tha t any 
f i r m o f f e r i n g a p r i c e / s e r v i c e c o m b i n a t i o n more in tune w i t h 
consumer p r e f e r e n c e s w i l l probably f i n d ready m a r k e t 
accep tance . S i m i l a r l y , s ince a i r l i n e technology on both the 
marke t ing and equipment s ides is a v a i l a b l e to a l l , i t i s 
considered un l i ke ly that t h e r e a re s i g n i f i c a n t absolute cos t 
advantages in f a v o u r of the e x i s t i n g ope ra to r s . 

Add i t iona l ev idence on the ques t ion of whether there 
w i l l be too l i t t l e compe t i t i on in an open m a r k e t f o r a i r 
se rv ices comes f r o m the e m p i r i c a l observa t ion o f such 
m a r k e t s . T h e C a l i f o m i a n i n t r a s t a t e m a r k e t r e v e a l e d no 
tendency fo r a monopoly to develop and the success of the 
in t ras ta te P a c i f i c Sou thwes t A i r l i n e s demons t ra t e s the a b i l i t y 
of an e f f i c i e n t , spec ia l i s t opera tor to s u r v i v e [see L e v i n e 
(1965, p. l '>39)) . The A u s t r a l i a n e x p e r i e n c e a lso p rov ides 
some ev idence on the r e l a t i v e ease of en t ry in to a i r l i n e 
marke t s and the i m p r o b a b i l i t y of monopoly p r i c i n g 
behaviour. Goodr ich ( I 9 6 0 , p. 89 ) notes tha t , despi te the 
highly concen t r a t ed na tu re of the indus t ry ( A N A he ld 80-90 
per cent of the m a r k e t ) , t he re was , a f t e r a l l o w i n g f o r 
wa r t ime condi t ions , no e v i d e n c e tha t A N A e i the r a c h i e v e d 
monopoly p ro f i t s or adopted r e s t r i c t i v e p r a c t i c e s in 
es tabl ishing and m a i n t a i n i n g i ts m a r k e t pos i t ion in the per iod 
to the end of the Second Wor ld W a r . D u r i n g the pos t -war 
decade, a r e l a t i v e l y c o m p e t i t i v e per iod f o r A u s t r a l i a n 
av ia t ion , A n s e t t was ab le to i n c r e a s e i t s marke t share by 
spec ia l i s ing in the tour i s t m a r k e t and o f f e r i n g a lower 
p r i ce / lower qual i ty c h o i c e . S i m i l a r l y , T A A o f f e r e d a s e r v i c e 
that was so readi ly a c c e p t e d tha t it c a p t u r e d over UO per c e n t 
of the marke t on i n t e r - c a p i t a l rou tes w i t h i n a year of 
commencing operat ions in I9<»6 [Goodr ich ( I 9 6 0 , p . 9 7 ) 1 . 
T A A ' s spec tacu la r success demons t r a t e s the ease of en t ry 
into a i r l i n e m a r k e t s when a new f i r m has a super ior or 
innovat ive product to o f f e r consumer s , al though i t must be 
acknowledged that in th i s c a s e the a t t r a c t i v e n e s s of the n e w 
serv ice was enhanced by the p r e f e r e n t i a l t r e a t m e n t wh ich 



T A A r e c e i v e d f r o m the A L P Governmen t of that t i m e [see 
C h a p t e r 3 1 . More r e c e n t l y , the widespread g ran t ing of 
c o m m u t e r au tho r i s a t i ons over the ne twork of Anse t t A i r l i n e s 
o f South A u s t r a l i a and the resul tant adverse e f f e c t on tha t 
reg iona l a i r l i n e aga in i l l u s t r a t e s the ab i l i t y of new opera tors 
to en te r a m a r k e t and to succeed in a t t r a c t i n g consumer 
patronage a w a y f r o m e x i s t i n g f i r m s . ' * 

S u m m a r y 

Monopoly e x p l o i t a t i o n of consumers has been one of the most 
popular themes of the A u s t r a l i a n a i r l i ne regulat ion debate . 
Y e t the v a l i d i t y of th is a rgument is most doubtfuL T h e r e is 
v i r t u a l l y no e m p i r i c a l e v i d e n c e to support the v iew tha t t he re 
a re s i g n i f i c a n t economies of sca le in the provision of a i r l i n e 
s e r v i c e s . A n e x a m i n a t i o n of the nature of a i r l ine opera t ions 
a lso suggests tha t , apa r t f r o m government ac t ions , t he re a re 
f e w subs t an t i a l b a r r i e r s to en t ry into marke t s f o r a i r 
t ranspor t . Thus e x i s t i n g operators can be expected to have 
r e l a t i v e l y l i t t l e p r i c i n g power under open m a r k e t 
condi t ions . F i n a l l y , the l i m i t e d expe r i ence w i t h c o m p e t i t i v e 
ci ir l ine m a r k e t s in the U . S . and A u s t r a l i a does not support the 
v i e w that consumers w i l l f a c e monopoly exploi ta t ion in an 
a i r l i n e indus t ry w h i c h is f r e e of r e s t r i c t i v e e c o n o m i c 
r egu l a t i on . 

»* See A T I , A n n u a l R e p o r t , 1978/79. A T I questioned 
whe the r the po l i cy of p e r m i t t i n g such marke t en t ry by 
c o m m u t e r s w a s ' i n a c c o r d w i t h the best interests of the 
t r a v e l l i n g public". 
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3 
A Question of Ownership 

One of the special characteristics of the Australian domestic 
air industry is the presence of a government-owned f i rm 
operating in the same market as a privately-owned one. 
Hence it is necessary to examine the rationale for, and 
implications of, government ownership in the c iv i l aviation 
f i e l d . " 

The rationale for government ownership 

The rationale for the introduction of a government-owned 
f i rm into an industry generally lies in the perception of an 
inadequate performance by private enterprise. Because 
private f i rms are influenced by the profit motive, it is 
sometimes believed they would not serve the national interest 
and might exploit the community. Thus, it is alleged, a 
government airline would offer superior service and safety to 
passengers*' and prevent exploitation of the community by 

" In addition to the state versus private enterprise debate, 
considerations of foreign ownership have also played a 
role in domestic c iv i l aviation policy. Corbett (1965, p. 
'>9) and Brogden (1968, p. both suggest that a tradi
tional and instinctive fear of British shipping interests 
was an influential factor in the ALP 'S aviation policy of 
the 19'>0s. It seems that Britain was not the only 
external threat; Calwell (Leader of A L P Opposition, 
1960-1965) suspected that Ansett had 'a lot of American 
money behind him' iHonsord, H R , 30 September 1958, 
p. 19651. Apparently there was no justification for 
discriminating among nations; the Liberal Party sub
sequently adopted the policy that there would be no 
foreign takeover or control of A T I [Cotton, Hansard, S, 
13 April 1972, p. 10651. 

*• E.g . McKenna, Hansard, S, I October 1958, p. 765. 
McKenna was Opposition Leader in the Senate, 1951-
1966. 



private companies.*' Often the desirability of a government 
f i r m is linked with the likelihood of the development of an 
industry monopoly. For example, Dedman asserts: 

. . . when an industry develops to the stage at which 
naturally a monopoly can give a more ef f ic ient 
service than can be given by a number of independent 
companies it should pass from private ownership to 
control by the Government. That is when it should 
be nationalised. 6 « 

In addition to the benefits of a government f i r m in its 
own right, it b sometimes argued that even greater 
advantages flow from a system in vbfhich government and 
private firms actively compete in the same m a r k e t . " This 
argument is presented by Kahn (1971, p. lO**), while Corbett 
(1965) IS the leading proponent with respect to the Australian 
airlines. Corbett (1965, p. 117) introduces the concept of 
'metaphism' ('the system of regulated competition between 
public and private enterprises, each having a substantial share 
of the industry's market') and claims that 'metaphytic 
competition' produces substantial polit ical, administrative 
and economic benefits. Fi rs t ly , r ival ry between the airlines 
provides the stimulus to draw out the best qualities of each 
system (the initiative of private f i rms and the public interest 
considerations of state-owned companies) and to suppress 
their respective undesirable qualities (exploitation and 
bureaucratic smugness). Secondly, each f i rm provides a 
ready yardstick with which to gauge the performance of the 
other. Closely related to this is the claim that the existence 
of a government f i rm is an aid in the economic regulation of 
the industry.** Finally, this system is alleged to provide 
political peace by satisfying the champions of both private 
and government enterprise. 

6 ; 

E.g. McManus, Hansard, S, 20 November 1957, p. 1316. 
Hansard, H R , 25 3uly 19'»5, p. 'f563. This view is also 
supported in The Age, Editorial , 31 October 1961. 
Hurford, Hansard, H R , 28 March 1972, p. 1257 of fe rs a 
novel proposal to capture the benefits of both 
competition and state ownership: he suggests 
competition between two government-owned airlines! 
DOT (1979a, p. 61) supports the retention of T A A on 
these grounds. 



The experience f rom Australian aviation 

Other observers of the performance of the airline industry 
under the T A P have concluded that the benefits of metaphism 
are, at least in this case, largely illusory. Instead of 
stimulating each other to greater heights, the two operators, 
f ree f rom any outside threat to their markets, may in f a c t 
settle for the 'quiet life". So, while they may be observed to 
be performing equally, it may be equally poor ly . " Wilson 
(1962, p. 1*1) notes that the yardstick benefit is limited in any 
practical sense; this is especially so for members of the 
public who do not have access to the data necessary to 
directly compare the performance of TAA and A A A . 
Finally, it is unlikely that the policy would placate the 
passions of those actively concerned with the state and 
private ownership dispute. The bitterness of past 
parliamentary debates concerning c iv i l aviation provides 
testimony to this point. 

One sideline to the ownership question is the contro
versy as to whether or not the state firm is less eff icient than 
the private f i r m . Ownership per se has become regarded as 
increasingly irrelevant in determining a firm's performance; 
it is the aims, quality and techniques of management that are 
often considered to be more important. '* 

Certainly the A L P considered T A A to be significantly 
different from a private f i r m : 

. . . the primary aim of the Commission is not to seek 
profit, but to administer the airline with safety, 
e f f ic iency and e c o n o m y . " 

However, one of the consistent thrusts of the TAP over the 
years h£is been to minimise the differences between T A A and 
its private competitor (see Appendix l l . As well as the most 
obvious areas such as fleet comparability, capacity deter
mination and the Rationalisation procedures, amendments to 
the Australian National Airl ines Act have attempted to put 
T A A on a similar commercial basis to A T I . For example, the 
1961 amendments set dividend targets for T A A and prevented 

6 3 

81 

The economic performance of the major airlines is 
discussed in Chapter 6. 
In the aurline context see Wettenhall (1966, p. 72), 
Corbett (1965, p. 39) and Smith (1978, p. 105). 
Eva t t , Hansard, HR, 29 October 1952, p. SSZiJ. H.V. 
Evatt was Leader of the A L P Opposition, 1951-1960. 
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the airline from utilising its self-insurance funds, while in 
1973 TAA was given the power to broaden its act ivi t ies into 
areas incidental to its airline operations. The most recent 
revisions, which were put before the Parliament in 1980 [DOT 
(1980a)l, continue the ef for t to ensure that 

. . . the two airlines . . . ais far as practicable, enjoy 
comparable cost structures. '* 

Hence one outcome of the T A P is that the T A A management 
perceives its goals to be similar to those of a private 
company. For instance, the then General Manager of T A A , 
Ryland (1967, p. 25) notes: 

. . . T A A in its day-to-day act iv i ty operates on the 
most vigorous of commercial enterprise lines. 

Such similar management objectives, as well as the need 
to operate within the same regulatory environment, have 
important implications for the ownership question. Fi rs t ly , 
these factors tend to invalidate the metaphism hypothesis. 
In particular, the need for a government-owned f i rm to aid 
economic regulation becomes doubtfuL Edwards (1969, p. 
118) argues that state ownership is essential for influencing 
airline behaviour when sharp divisions exist between govern
ment objectives and normal commercial goals. Since 
Australian policy seeks to ensure that T A A behaves in a 
similar fashion to its private competitor, state ownership 
appears to offer little advantage for purposes of economic 
regulation. Even the ability to modify the behaviour of 
private companies through the threat of preferential 
treatment of the state f i r m is not a conclusive advantage of 
state ownership, since the existence of state ownership is 
clearly not a necessary condition for such preferential 
treatment (e.g. the position of A T I vis-a-vis other private 
Australian air operators). 

Secondly, the possibility of the two operators 
performing to different standards of e f f ic iency is reduced. 
In this regard it seems strange that Dedman was able to 
support the establishment of T A A on this very issue: 

It has been pointed out by many students of industrial 
organisation that there is very l i t t le difference 
between a large modern industrial company and a 

Paltridge. Hansard, S, 28 September 1961, p. 721. 



public enterprise i t s e l f . " 

However, Davies (1971, 1977) argues that a state corp
oration is l ikely to be less e f f ic ient than a private f i r m due to 
an inability to transfer ownership. Under private 
ownership some individucUs have relatively large share
holdings (compared with the infinitesimally small share each 
person 'owns' of the government f i rm), and hence have 
increased incentive to maintain a check on the firm's 
performance. Individuals are also able to specialise by 
owning shares in f i rms for which they have a comparative 
advantage in knowledge and monitoring ability. Davies 
supports his argument by considering various labour 
productivity measures. 

The impact of Davies ' hypothesis might be expected to 
be weak in the airl ines ' case since, as noted above, Australia's 
stringent regulatory policies have been directed towards 
making the airlines as similar as possible. However, for this 
very reason, any observed differences can perhaps be consi
dered more significant. Davies' empirical approach is also 
open to the cr i t ic i sm that the productivity differences which 
he observes may be due to factors other than ownership, e.g. 
scale e f fec t s , route structure and airline equipment.*' 
However, some further evidence to support Davies' thesis 
comes from Mackay (1979) whose regression analysis takes 
into account many of the factors likely to influence airline 
costs and performance. His study indicates that, while both 
airlines have costs which are higher than might be predicted, 
T A A performs relatively less eff ic ient ly than the private 
company. For example, in 1975 TAA's costs were estimated 
to be 16.8 per cent higher than might be expected, while 
those of the Ansett airlines were 12.8 per cent higher. An 
overview of this ownership issue suggests that, while there 
appears to be some theoretical and empirical evidence that 
the state f i r m is less e f f ic ient than the private one, this 
difference is likely to be small compared with the i ne f f i -
ciences of both operators which are due to the current 
policies of economic regulation. 

•» Hansard, H R , 25 July 19*5, p. <»560. 
Davies also recognises that a regulated private f i rm is 
likely to be less e f f ic ient than an unregulated one. 
These issues are also discussed in Forsyth and Hocking 
(1980) and Davies (1980). 
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Problems induced by government ownership 

The introduction of a state-owned company into an industry 
also presents some distinct problems. There are important 
difficult ies in achieving equilibrium in an industry with both 
state and private operators. In the words of Menzies: 

. . . everybody in Austral ia knows, that if a govern
ment is in a business such as air navigation, and a 
private concern is in the same business in the same 
f ie ld , then the government can, subject to control or 
statute, destroy its competitor at its own sweet 
w i l l . ' " 

In the past the private airline operators had no reason to 
doubt this to be a realist ic possibility under an A L P 
government. Evatt informed the Parliament: 

A future Labour government wi l l frankly tell the 
people that the new parliament wil l not be bound by 
its predecessor. ' ' 

In addition, the private ojjerators had already observed the 
preferential treatment given to T A A in the immediate post
war period. A T I (1980, p. kA) l ists some of the advantages 
which it claims T A A enjoyed; these include favourable loans, 
al l Government business, no dividend requirements and 
favoured treatment regarding airport faci l i t ies and a i rc ra f t 
permits. DOT (1979a, p. 36) acknowledges that T A A then 
received major competitive advantages over its r ivals . Even 
to the present, ATI's attitude towards ciirline regulation 
continues to be dominated by a perceived need to ensure 
protection from the actions of a hostile government [see A T I 
(1980)1. 

7 0 

7 1 
Hansard, H R , 30 October 1952, p. 3987. 
Hansard, H R , 29 October 1952, p. 3883. Evat t ' s 
backbenchers were somewhat more blunt: 

As soon as the Labour Party regains power, and 
that will not be long delayed now, we shall run 
Australian National Airways Proprietary 
Limited out of the air and make Trans-Austral ia 
Airlines a Government monopoly. [D.3. Cur t in , 
Hansard, H R , 22 May 1952, p. 789] 
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While the ALP 'S policy has since changed to one of: 

an evenhanded 2-airline agreement under which the 
two airlines wil l be operating on identical terms'* 

a fear remains that, for a given situation and no matter how 
unbiased are government actions, the private f i rm faces a 
greater risk of exit f rom the market than does the state 
f i r m . This fear is r e a l " and seems reasonable. In these 
circumstances competition between state and private f irms 
can never be truly ' fair ' . This then is the 'Australian 
problem' for which Brogden (1968, p. 202) considers the T A P 
to be the valid and only long term answer. 

Relevance of the ownership question 

Many authors have recognised that the sale of TAA to private 
interests within the framework of the T A P would result in 
little change in the overall performance of the industry. 
Hence the ovi/nership question is often seen as a 'red 
herring'."* However, Ansett (1979) notes: 

There would not be the same necessity for these 
provisions and fac i l i t ies i i the competing airlines 
were both privately owned and shared identical 
responsibilities to those of other public companies in 
this country. '* 

It seems then that, rather than being an irrelevant issue, the 
state ownership of T A A is a crucial political obstacle to open 
market competition in Australia's c iv i l aviation industry. 

7 2 

7 3 

7 -
7 5 

Jones, Hansard, H R , 2it May 1973, p. 2365. 3ones was 
Minister for Transport, 1972-1975. 

. . should that air l ine ( T A A I f a i l to achieve any profit 
its survival capability is unaffected.' (Ansett (1979)] 
Of course there may exist other private operators who 
are prepared to accept this additional risk. 
Australian Financial Review, Editorial, 17 May 1979. 
Note that this statement also implicitly dismisses the 
many other arguments raised in support of economic 
regulation of the airhnes. 
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4 
The Safety Issue 

The concern for air safety 

The issue of air safety has undoubtedly been an important 
consideration in both the debate on airline regulation and the 
c iv i l aviation policy formulation of al l Australian govern
ments. The provision of safe air services has been a major 
objective of such policies. Drakeford considered: 

'Safety must be the f i rs t consideration in air 
transport'^* 

while Nixon (1978, p. 13) urges that air accidents are to be 
avoided 'at a l l costs' as 

it is the Government's policy to maintain aviation 
safety at the highest possible l e v e L ^ ' 

A domination of aviation matters by safety considerations is 
supported by Hewitt (1979a, p. <•) who argues: 

no issue . . . is more important than operating safe 
airlines 

and by A F C O (1978, p. 12) which holds the view that the 
primary role of government is to ensure safety. 

Safety and economic regulation 

Throughout the airline regulation debate many writers have 
attempted to link the safety performance of air transport 
f i rms with their f inancial positions and hence with economic 
regulation of the industry. In particular, a constant theme is 

^» Hansard, H R , 6 November 1951, p. 151*5. 
" Hansard, H R , 16 August 1978, p. 355. 
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the incompatibility of s a f e t y w i t h the profit motive and the 
competitive process. 

Brogden (1968, p. 200) considers that 'the profit motive 
is not the vital factor ' in maintaining high safety standards, 
while another contributor asserts: 

. . . most a i rcraf t accidents resulted from the anxiety 
of private enterprise to make more dollars regardless 
of the sanctity of human l i f e . " 

The relative lack of concern for profits by a state-owned f i r m 
was thus often thought to have favourable implications for 
the safety standards offered by that f i rm . This point is 
clearly made by Ca lwel l : 

Ansett-ANA is run for profi t . T A A is run for the 
benefit of the people. Both airlines conform to the 
requirements of the Department of C i v i l Aviation, 
but T A A does spend more on maintenance and is 
more carefuL It goes further than ANA can afford 
to go as a private enterprise, profit-making 
organ isat ion. 

Since the existence of profit-motivated private f i rms is likely 
to have a harmful impact on safety, then it allegedly follows 
that open market competition among such f i rms can only 
exacerbate the problem. Thus there is 

no question that 'rat race ' competition can and does 
lower safety standards' [Brogden (1968, p. 200)] , 

and hence: 

the development of f ierce competition between the 
two major airlines would lead to disaster in the 
f u t u r e . • » 

The discussion is naively simplified by a tendency to 
categorise air services as either 'safe' or 'unsafe'. This 
approach is retair>ed at this stage, but cri t icised below. 

" Haylen, Hansard, H R , 29 October 1952, p. 3892. 
•» Hansard, H R , 30 September 1958, p. 1761. 
" Cole, Hansard, S, 1 October 1958, p. 778. Senator Cole 

was Leader of the D L P , 1955-1965. 
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The economic position of an airline operator has been 
claimed to a f f ec t air safety in several ways. '* F i r s t ly , 
f i rms may be uidercapitalised or of weak financial strength 
due to insuff icient profitability, with the result that they are 
unable to provide the level of faci l i t ies (e.g. workshops and 
crew training) which is necessary to maintain the accepted 
standards of safety. However, the discussion in Chapter I 
indicates stability of market structure in a comjjetit ive 
environment rather than the continual emergence of f inan
cially unsound f i rms. In addition, under the Air Navigation 
Regulations ( A N R s ) the inability of an operator to satisfy 
safety requirements is suff icient grounds for refusing to issue 
or for suspending an air service licence. Hence financially 
weak airlines, if considered a threat to air safety, could be 
readily eliminated through licensing procedures. 

Secondly, a f i rm which finds itself in a situation of 
fall ing profits may be tempted to skimp on safety measures 
by, say, reducing maintenance expenditure or operating in 
marginal wreather conditions. This argument can easily be 
overstated. A i r c r a f t crew, despite the financial plight of 
their company, would s t i l l be likely to give heavy weight to 
their own personal safety (though differences in risk aversion 
between travellers and airline employees are theoretically 
possible). There may also be relatively little difference in 
the costs of f ly ing an a i rcraf t safely and flying it at a l l . 
Ramsden (1976, p. 37) mentions examples such as meetings of 
maintenance heads and volunury irxrident reporting, and 
notes that these procedures serve both operating ef f ic iency 
and safety so that it is diff icul t to distinguish between the 
two. Similar ly, Edwards (1969, p. '»9) recognises that the 
main safety e f for t on the part of air operators is 'inseparable 
from the day-to-day work*. Hence the absolute gain from 
skimping may be much smaller than is usually presumed. 

In additiorv the skimping argument ignores some coun
teracting competitive forces. Adequate safety is in the 
firm's own self-interest since, in this simple safe/unsafe 
scenario, safe operations appear to be a necessary condition 
for profitabil i ty. This implicitly assumes that there are 
insuff icient consumers who would prefer the "unsafe* service 
to the 'safe' service in order to make the former operations 
profitable. Poulton ( 1 % 5 , p. 15) thus claims: 

" Hewitt (e.g. 1979a, 1979b) has recently been the most 
vocal proponent of the view that airline competition is 
incompatible with maintaining safety standards and 
discusses some of the mechanisms considered below. 
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A safe industry is a prerequisite for a stable and 
profitable indus t ry ." 

The adverse e f f ec t of a lack of safety on an airline's profits 
may also derive from market responses more indirect than 
declining consumer patronage. For example, Ramsden (1976, 
p. 173) notes that the relative safety of airlines is ref lected 
in insurance premiums lor a i rc ra f t which may thus vary from 
1-3 per cent of their replacement value. Hence in a com
petitive environment one might expect profitable f i rms to be 
a subset of those offering safe services. The profitable 
airlines will presumably be the ones best able to satisfy 
consumers' preferences for other service characterist ics. 

However, while this analysis implies that profitable 
firms wi l l provide safe services and that unsafe f i rms wil l not 
exist under this simple regime of market competition, it does 
not necessarily follow that safety wi l l be ensured by providing 
firms with guaranteed profits through economic regulation of 
the industry. Although some observers recognise that a 
viable system composed of f inancial ly sound operators can 
afford to devote resources to air safety,** there is no guaran
tee that greater attention to safety matters will actually be 
forthcoming in the absence of direct regulation of safety 
standards. AAA (1979, p. 7) implicitly agrees with this point 
when it notes: 

a financially stable airline is a potentially safe one 
. . . it can readily a f ford the highest standards of 
equipment, engineering and training. 

Thus, under a system of only economic regulation, sale a i r 
lines are a subset of those made profitable by such regulation. 

Ramsden (1976, p. 185) also rejects the argument that 
air safety is likely to be directly impaired by f inancial 
weakness through the methods discussed above. However, he 
suggests that financial weakness might have an indirect 
effect through 'subtle corporate incapacitation'. Under this 
hypothesis a deteriorating commercial performance may lead 
to a creeping management shambles which degrades the disci-

Ramsden (1976, p. 167) agrees with this view: 
A safe airline is not necessarily f inancial ly 
sound, but an unsafe airline cannot be. 

E.g. Anderson (1973, p. 18) and Chippindall (1965). Sir 
D .G . Anderson was Director-General of C i v i l Aviation, 
1956-1973. 
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pline and morale essential for safety and thus makes the 
operator vulnerable to accidents. However, Ramsden also 
notes a lack of stat ist ical evidence to support the hypo
thesis and the observation of many counter examples where 
airlines have gone bankrupt without any sacrif ice in safety. 
Furthermore, it would be unlikely that safety would be the 
only area a f fec ted by the alleged management shambles. 
One might also expect other quality cispects of the declining 
operator's air service to deteriorate, hence speeding its exit 
f rom the industry and minimising any consumer exposure to 
the supposed f a l l in safety standards. Finally, the 
administration of licensing procedures and other direct 
controls on operating standards can be expected to ensure 
that 'subtle corporate incapacitation', like the previous two 
methods, imposes l i t t le threat to consumer safety in a 
competitive airline market. 

While many assessments of Australia's TAP reg<u-d our 
achievements of high safety standards as a benefit of the 
p o l i c y , " the existence of such a causal relationship between 
economic regulation and safety is tenuous.** Both Edwards 
(1969, p. 211) and Ramsden (1976, p. 185), two of the main 
proponents of a link between economic strength and safety, 
note that there is l i t t le empirical support for this relation
ship. Observation of the high safety levels achieved in the 
competitive Cal i fornian intrastate market and the explan
ation of the different safety records of the U.S. domestic 
airlines in terms of chance fluctuations (Barnett et al (1979)1 
provide further evidence on this issue. Similarly, Australia's 
impressive safety record can be more accurately traced to 
causes other than economic regulation; for instance, the 
ideal f ly ing conditions due to favourable climate and geo
graphy* and the str ict system of safety and operational 
controls [Brogden (1968, p. 2 0 0 ) 1 . Ramsden (1976, p. 20) 
agrees with this assessment. He attributes Australia's safety 
record to good weather, the general airmindedness of the 

E.g. Nixon (1976, p. 39), Paltridge, Hansard, HR, 3 
September 1957, p. 8* and The Age, Editorial, 28 
December 1979. 
This view is supported by Levine (1965, p. I'»29), Miller 
(1975, p. 693) and Keplinger (1976, p. 191). 
See Corbett (1965, p. 17), Wilson (1962, p. 46) and 
Hocking and Haddon-Cave (1951, p. * ) . Interestingly, 
Butler (1971, p. 17) disputes this opinion. It might be 
expected that technological advances would tend to les
sen the impact of natural conditions on aviation safety. 
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country and tough safety standards. He refers to Austral ia 
as a 'police state' in its air safety regulation and 
enforcement. 

If the community decides that certain minimum stan
dards of safety are necessary, then direct regulation of 
operating standards appears a more e f f ic ien t means of 
pursuine that objective than a system of economic regu
lation. However, the argument is sometimes put forward 
that direct safety regulation is more easily implemented 
when the industry is also subject to economic regulation [e.g. 
Chippindall (1965 )1 . The process through which this occurs is 
usually not explained. Even if the claim is true, it is not 
necessarily the case that the ext ra benefit is greater than the 
possible costs of economic regulation. 

It follows from the above discussion that economic 
regulation of the airlines and considerations of air safety are 
two distinct issues. Hence the economic deregulation of 
airline markets would not necessarily prejudice air safety. 
Indeed, while many writers have called for the removal of 
market restrictions from the industry, they typically support 
the retention of direct safety controls and the maintenance 
of current standards. There has been l i t t le questionmg of 
the need for these safety regula t ions ." DOT (1979a, p. 57) 
notes: 

There was no suggestion in any submissions that 
safety regulatory control in relation to trunk services 
should be varied and the Committee sees no need to 
make any changes in this area. 

But why is government intervention necessary to ensure 
adequate safety standards? Why does the market f a i l to 
provide the desired standards? A brief discussion might 
clarify some of the essential issues in this highly emotive 
area. 

' * A system of direct regulation of safety standards is 
itself not costless; hence these costs must be weighed 
against the benefits. Tlie economic nature of air safety 
is discussed further below. 

•* A rare exception is B T E (1978, p. 59): 
Certainly, there is scope for conjecture as to 
whether existing safety standards may be too 
rigid in an economic sense (and it could be that 
they may be counter-productive in some 
instances). 
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Towards an economic analysis of air safety 

There is no reason why air safety cannot be considered an 
economic good: while consumers positively value higher 
levels of safety, it also costs extra resources to produce. 
Hence, as with al l economic goods, there will be cm optimal 
level of safety, a level beyond which consumers judge the 
extra safety to be gained not to be worth the cost in terms of 
the value of alternatives foregone. If this were not so and if 
the ultimate objective were safety 'at al l costs' or 'at the 
highest possible level ' , the obvious policy solution would be to 
ban civi l aviation. The apparent absurdity of this policy 
prescription merely ref lects the inappropriateness of 
attempting to pursue such narrow goals. 

The economic nature of air safety is illustrated by many 
examples in which safety is compromised by other economic 
considerations. The system of permissible unserviceabilities 
enables operators to correct some defects at a more con
venient time and place. Ramsden (1976, p. 75) notes that 
passenger survivabili ty of airline crashes could be expected to 
increase with the introduction of upper-body seat belt 
restraints or rearward-facing seats. However, consumer 
acceptability is a major influence preventing the introduction 
of such safety measures (especially for the latter innovation 
which appears to have minimal cost implications). In 
Australia most commuter operations are conducted under an 
exemption from the need to satisfy the usual techniccd 
standards relating to scheduled air services. The reduced 
safety standards implicit in these exemptions effect ively 
lowers the costs of operation and increases the economic 
viability of such services. Another example is the F27 
service of EWA to Norfolk Island from Sydney. Since 
February 1977 this service has been operated under a con
cession from the accepted safety standard for overwater 
operation by a twin-engined a i rc ra f t , namely, that in the 
event of engine fai lure, it must not be more than 90 minutes 
normal cruising f rom a suitable aerodrome. The EWA 
service exceeds this maximum by about 15 minutes. 

Recognition of the economic nature of safety illustrates 
the misleading approach of categorising air services as 'safe' 
or 'unsafe'. There exists a broad spectrum of safety 
standards, ranging from high to low in terms of the prob
ability of suffering injury or damage. In addition, different 
consumers with different budgets, tastes and attitudes to risk 
would be expected to prefer to purchase different amounts of 
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air safety.*' Hence without safety regulation one would 
expect to observe different operators offering different 
safety standards to sat isfy the different groups of 
consumers. It follows that a system of direct safety 
regulation which truncates the distribution of available safety 
choices by setting minimum standards does not necessarily 
have any a priori merit. 

Nixon (1978, p. 13) leaves l i t t le doubt that consider
ations of the public interest are not the main concern when 
determining safety requirements: 

. . . the general aviation industry must realise that 
while a i rcraf t accidents continue to occur, there will 
be public demand for more and more regulation, 
irrespective of the merit of such regulations. 

Further doubts on the desirability of safety control come 
from the suspicion that such legislation is a possible means of 
extracting economic rent from the market. Safety standards 
are not created in a vacuum but rather derive from the inter
action between the bureaucracy, airl ines, airline employees 
cind consumers, each group with a different degree of 
influence. Higher standards may in fac t be a convenient 
means of increasing job opportunies and rewards for airline 
employees or of giving bureaucrats greater power and pres
tige. An example is the relat ively high standards relating to 
aircraf t evacuation which sometimes require Australian 
airlines to carry more cabin crew than overseas operators 
[see A T I (1980, p. 13)1. Many Australian standards are 
recognised as amongst the strictest in the world. Similarly, 
Hewitt (1979a, p. 'f) warns of the threat to air safety which 
would occur if airline management were subjected to the 
same financial pressures as the 'harried' garment industry. 
However, it should be noted that a central feature of his 
strategy to ensure air safety involves the lessening of market 
pressures and disciplines facing airline executives. 

In addition to these doubts on the standards which have 
been adopted in the past, one should also be aware of the 
various economic responses to the introduction of compulsory 
minimum standards. These responses may limit the capa
bility of policy to achieve public interest goals. For 

9 0 This should come as no surprise; not everyone chooses 
to buy the 'dynamic safety ' of a Volvo, or to use a car 
instead of a motor bike, or not to play body contact 
sports, etc. 



example, stricter air safety standards may, by increasing the 
cost of air travel, induce consumers to switch to other modes 
of transport (e.g. private cars) which may have higher safety 
risks. Thus the value of the reduced risk to continuing air 
travellers must be offset by the exposure of previous air 
passengers to the lower safety of the chosen alternative mode 
of transport. A priori, it is not clear that the community 
wil l necessarily enjoy net gains from the increased air safety 
standards. 

Any economic justification for government involvement 
in the determination of safety standards lies in the existence 
of externalities or market failure. The most likely source 
lies in the provision of information on the safety standards of 
individual operators. Other possible sources of market 
fai lure include safety spillover e f fec t s (a poor safety perfor
mance of one operator may generate a lack of confidence in 
the air system as a whole [e.g. Edwards (1969, p. 1 0 ) 1 ) and the 
danger f rom air accidents to residents (though this danger 
could be ref lected in housing prices and hence be implicitly 
accepted by consumer decisions on residential location). 
Both of these potential sources of market failure also seem 
closely related to the provision of consumer information. 
The above discussion implicitly assumes that the consumer 
possesses the necessary information regarding safety to make 
his rational decision. Thus, when the debate turns to the 
question of skimping on safety, the real worry is not the 
skimping per se but rather the likelihood that the consumer 
wi l l be ignorant of such actions and hence might be pur
chasing a product which is not what he thought it to be. 
However, the most appropriate role for government in these 
circumstances appears to be to directly correct the infor
mational deficiencies, by perhaps instituting a system of 
voluntary cer t i f ica t ion of services and allowing fair advert
ising of these product characteristics as an alternative 
approach to the setting of compulsory minimum standards or 
economic market controL 

Relevant to the question of advertising air services is 
the observation that safety has traditionally been 'that most 
taboo of airline subjects' [Hewitt (1979a, p. ' t) l . This 
situation is unsatisfactory when the issue is frequently used 
by advocates of economic regulation of airline markets. One 
hypothesis of the reluctance to discuss the safety perfor
mances of different airlines might be that, a f ter allowing for 
various special factors (e.g. climate, terrain, average stage 
length and a i r c ra f t type), differences in air accident statis
tics may be chief ly determined by chance. A reticence to 

57 



discuss the special factors influencing an airline's safety 
performance can be contrasted with the numerous reasons 
which are advanced to explain differences in economic 
performance (see Chapter 61. 

Summary 

This chapter's discussion on safety and economic regulation of 
airlines can be neatly summarised by the following: 

Arguments about safety standards and safety records 
are not relevant in this regard. Safety standards can 
and do coincide with lower fares and more compe
tition between airlines. Alter all, the maintenance 
of safety standards is one of the most effective ways 
of competing. The safety issue is simply a bogy 
which is trotted out to frighten the naive whenever 
the airline monopolies are under threat. " 

»> Australian Financial Review, Editorial, I I Danuary 1979. 
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5 
Some Social Objeaives 

Defence 

It is not surprising that the air transport industry is closely 
associated with national defence considerations. The first 
major application of aircraft was for military purposes and 
subsequent conflicts provided further stimulus to civil aviat
ion through technological advances, the availability of trained 
personnel and by boosting the demand for air services. From 
its earliest years, not only did many operators and bureau
crats have military flying backgrounds [see Goodrich (I960, 
Ch. D) , but also, as Butler (1971, p. 31) reports, no person 
could be employed as a pilot, ground engineer, navigator or 
wireless operator unless he agreed to serve in the RAAF 
reserve. Chippindall (1965) warns not to overlook the 
importance of the airline industry for a future war emer
gency. Thus, when discussing aviation policy: 

Defence considerations must also be taken into 
account here, bringing with them the need for 
continuing large Government role for aviation in 
Australia. * 

While the defence role of military aircraft is obvious, 
the corresponding role for civil air operators is less so. 
Although the plar>es of these operators can be and have been 
pressed into military services, it is generally agreed that the 
chief value of airline operators in a defence emergency lies in 
the effective performance of civil aviation tasks. Goodrich 
(I960, p. 71) recognises this point: 

It may be agreed that it is important for national 
defence for Australia to have a large and efficient 
domestic and international air transport system . . . 
Civil aviation undoubtedly has an emergency trans-

9 2 The Age, 21 July 1966, p. 13. 
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portation role for troop movement, civil evacuation 
and the like, but it should not be regarded as a cut-
rate method of obtaining and maintaining transport 
aircraft and personnel for the Air Force to take over 
when hostilities commence. Civil air transport has 
Its own vital contribution to make by providing 
efficient speedy transport for a nation at war. 

Chippindall (1965) also stresses the extra demands placed on 
the air transport sector to perform civilian air services during 
an emergency situation. 

Civil aviation, like many other industries, undoubtedly 
becomes more important in times of war since the demand 
for air services increases greatly. But, increases in demand 
also occur during peacetime, though perhaps less drama
tically. It seems then, that the most appropriate policy, In 
order to satisfy the actual and potential demands placed on 
the industry, is to provide the necessary infrastructure and to 
encourage the growth of the most efficient operators. One 
would expect an economically efficient industry to be more 
capable of showing the flexibility and innovation necessary to 
cope with a rapidly changing wartime economy. 

One of the stated aims of the Civil Aviation Agreement 
Act 1952 is 'to assist the defence of the Commonwealth'. 
However, it is unlikely that the TAP is the most effective 
means of achieving civil aviation defence goals. McMahon 
argues that an adequate defence potential can be maintained 
'by the continued existence of the 2 main airline opera
tors'." Others stress the dangers of competition to 
Australia's defence: 

Air transport is too vital to Australia's economic 
progress and defence security for it to be open to the 
risk of having its scope and efficiency impaired by a 
wasteful rat-race between uncontrolled private 
competitors.'* 

However, the discussion in Chapter 1 indicates that compe
tition will not destroy the airline industry's ability to satisfy 
consumer demand and hence its defence capability. 
McManus emphasises the duplication of facilities under the 

" Hansard, HR, 30 October 1952, p. 3979. McMahon was 
then Minister for the Navy and Minister for Air and 
subsequently Prime Minister, 1971-72. 
The Age, Editorial, 23 3uly 1966. 
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TAP and the availability of additional trained staff.** Given 
the discussion on economies of scale in Chapter 2 this effect 
Is likely to be insignificant. A further defence advantage 
often attributed to government involvement in air transport 
is the co-ordination of civil and military aviation policies. 
This was one of the reasons offered by Drakeford to support 
the ALP'S attempted nationalisation of the airline 
industry." Such co-ordination is supported by Australian 
Transport (1977, p. 17): 

Although the costs of the civil transport structure 
should be obtained from outside the defence vote, 
there is a need for all transport developments to be 
examined by defence with a view to providmg extra 
fitments, . . . etc. in order to make the unit of 
transport, or the infrastructure, more readily 
convertible to defence needs. Such additims should 
be funded through the [>fence Department. 

In reality there is little such co-ordination under the TAP; 
The Canberra Times, I August 1979 reports the Secretary of 
Defence and the Chief of Defence Force Staff to claim that 
the domestic airlines do not consult with defence authorities 
when purchasing new equipment. Finally, to the extent that 
the current operators are not efficient [see Chapter 6l , then 
the TAP seems to be detrimental to Australia's defence. 

National development 

Many observers stress the role which air transport plays in 
the national development of the country. Chippindall claims: 

Aviation . . . is in my view of such enormous import
ance to the development of our country that the 
Government must always have a direct role in the 
control and development of the industry." 

* * Hansard, S, 20 November 1957, p. 1397. Cole, Hansard, 
S, I October 1958, p. 778 takes this argument to its 
limit by claiming that 'the more airlines we have the 
safer we may feel'! 

" Hansard, HR, 18 July 191*5, p. '»184. 
" The Age, 21 3uly 1966, p. 13. 
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TAA argues that the ability of domestic airlines to direct 
traffic to certain areas often provides a stable influence 
which attracts investment. Hence it claims: 

The domestic airlines have made and are continumg 
to make a substantial contribution to regional 
development and decentralisation." 

However, it is unlikely that the direction of causation is so 
simple; i.e. do airline services enable the development of 
new regions or vice versa? Edwards (1969, p. 183) admits 
that there is almost no empirical evidence to support the 
former proposition. On this point one might also note the 
expansion, especially in Western Australia, of demand for and 
thence supply of air services which has been associated with 
the recent development of resource projects. 

Holt (Prime Minister, 1966-1967) attributes the benefits 
more directly to the TAP, through which 

We have fostered the development of outback 
services, and in this wav, assisted national 
development in remote areas.*' 

However, once more it ap>pcars that the attainment of any 
chosen national development objectives is quite independent 
of the existence of the TAP. Such goals, if desired, can 
readily be subsidised through the cost recovery program"'0 
(as the airlines and others demand it should b e ) ' " and 

»• Hansard, SCT, 8 February 1977, p. 687. 
Hansard, HR, 9 April 1957, p. 628. 
The Commonwealth Government is largely responsible 
for the provision of airports and airways facilities. 
Part of the costs of these services are recovered from 
the aviation industry through its system of Air Navi
gation Charges (ANCs). 
E.g. Ansett (1972, p. 39) and Australian Federation of 
Travel Agents (AFTA), Hansard, SCT, 29 June 1977. p. 
22'fl. However, DOT (I979e, p. 162) is unconvinced of 
the desirability of subsidising civil aviation on either 
defence or national development grounds. It argues 
that many industries and individuals play important 
roles in these fields and that there do not appear to be 
any cogent reasons why aviation should be given special 
treatment. 

1 0 8 
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through direct subsidy payments for specific air routes, 
without the need for restricted market e n t r y . A 
preferable approach to rational development goals is to adopt 
a policy producing the most efficient operators and encoura
ging the growth of developmental routes by direct subsidies 
through, say, a system of competitive tendering. A tendering 
system for allocating Government air subsidies was used 
during the 1920s and 1930s, although the choice of operator 
was not always based on the lowest tender [Goodrich (I960, 
Part 1)1. DOT (1979a, p. 192) recommends granting air 
transport assistance to communities through the provision of 
explicit subsidies in the form of contracts to supply specified 
services. Such contracts would be awarded for a relatively 
short term with the operator selected by a process of com
petitive bidding. 

Fuel conservation 

Even the popular issue of fuel conservation has recently 
entered the air debate. It has been argued that with 
increasing costs of fuel a monopoly airline would be more 
efficient than the present Two-Airlir»e system,"" while 
Hewitt (1979b, p. 11) predicts that deregulation will not be 
tolerated in an energy-conscious world. 

Elementary economic principles again suggest that it is 
unwise to pursue such a narrow goal as fuel conservation. 
Empty seats are not necessarily a waste but reflect a higher 
quality of service through more frequent flights, and the 
consumer may be willing to pay for this level of quality. 
Furthermore, the discussion in Chapter 1 suggests that 
competitive market forces will act to satisfy consumer 
preferences and to successfully adjust output and product 
characteristics to any changing market parameters, e.g. fuel 
prices. If fuel conservation is considered a problem, the first 
policy requirement is an economically sensible strategy for 
pricing fuel, not detailed regulation of industries using fuel as 
an input. 

The practice of encouraging a greater geographic spread 
of services through cross-subsidisation methods is 
criticised in Chapter 1. 

»«3 The Canherra Times, 11 October 1979. Similarly. 
Thayer (1977, p. 68'f) considers fuel conservation to be 
the new rationale for 'some kind of global public utility 
system'. 
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Free enterprise values 

Mention should also be made of another set of social 
objectives: those associated with free market or private 
enterprise values. The value of individual decision making 
and freedom of choice and action as well as 

the values of not having businessmen dependent on 
grants of privilege . . . with its attendant risks of 
mutual corruption of both the political and economic 
processes IKahn (1971, p. 2«»6)1 

are highly regarded by some. For example, AFTA remarks: 

It is believed that this policy has created a cartel and 
is contrary to the public interest as well as being out 
of place in a free enterprise society."* 

To the extent that such values exist, economic regulation of 
the airline industry imposes additional costs on the 
community. " * 

A special industry 

A notable feature of the Australian airline regulation debate 
is the regard by many of aviation as such a special industry 
that government involvement is mandatory. Hewitt (1979a, 
p. 5) considers the proposal that the airline industry is no 
different, and hence should be treated no differently, to other 
industries to be 'a fallacious and dangerous point of view*. 
Drakeford argues: 

. . . aviation is intensely vital today as a national 
instrument, and that inevitably it is a part of the 
very core of the economic, social, diplomatic and 
defence policy of the na t ion ." ' 

io- Hansard, SCT, 29 June 1977, p. 2237. 
" • This must be weighed against the benefits to those 

people who genuinely value regulatory processes as an 
allocative mechanism. 

" • Hansard, HR, 18 July 19'*5, p. '•179. 
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In a similar vein it is argued that civil aviation has 

a value away and beyond what it costs to operate in 
dollars and c e n t s ' " 

and that 

the so-called vested interest in air transport, far 
from being confined to the travelling public, belongs 
to the entire community."* 

While airlines undoubtedly perform a valuable task, so, 
by definition, does any firm which sells a product in the 
market place. Unless there is a marginal benefit or cost 
which is not reflected in the price of the service (as the 
previous two quotations assert), there seems little need for 
government involvement. A common theme throughout this 
chapter is that the social objectives most frequently raised in 
the context of civil aviation can be addressed independently 
of restrictive economic regulation of the industry. Further
more, to the extent that the current regulatory policy leads 
to economic inefficiency in the airline industry, the pursuit of 
such goals is likely to be hindered. Finally, one suspects that 
the significance of these external effects can often be 
exaggerated and that hence the operation of airline services 
is largely a private good in nature: 

The argument has been advanced that aviation pro
vides a social service and therefore should be 
subsidised. This view is not acceptable. There are 
better ways of providing social services than through 
heavily subsidising aviation . . . Air transport is 
clearly an economic service and, as such, there 
should be the requirement that the user or bene
ficiary meet the cost of the services provided. 
[Jones (1975, p. 18) J 

1 0 7 

1 0 8 

Captain R. Holt (President of the Australian Federation 
of Air PUots), Aircraft, May 1977, p. 10. 
Drakeford, Hansard, HR, 18 July 1945, p. (f lSl . 
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6 
The Two-Airline Policy: 

Past and Future 

Any judgement of the success or otherwise of the current 
regulatory framework, the need for policy reform and the 
choice among the various policy prescriptions must be based 
on a sound assessment of the industry's economic perfor
mance. While there may be disagreement about this 
performance, there can be little doubt that it is largely due 
to the system of regulation adopted for the industry [see 
Appendix 1). This chapter surveys the airline industry's 
performance under the TAP and examines some of the pro
posed options for future aviation policy. 

I . THE NEED FOR POUCY REFORM 

A favourable viewpoint 

Many observers consider the TAP to be successful, producing 
a number of desirable results for the community. This is not 
only the opinion of the two major operators;'" several poli
t i c i ans , " ' bureaucrats'" and others''* offer the same 
view. Perhaps Cotton presents the most glowing account of 
Australian airline regulation: 

I think it has been acknowledged by all people that 
the 2-airline policy has played a major role in 
Australia's development and has maintained stability 
. . . the airlines have achieved a high standard of 
service . . . The 2-airline system is the envy of many 

E-g. Ansett (1965, 1972) and TAA, Hansard, SCT, 8 
February 1977, p. 706. 
E.g. Swartz ( l % 7 , 1969). Swartz was Minister for Civil 
Aviation, 1966-1969. 
E.g. DOT, Hansard, SCT, 21 March 1977, p. 1125. 
E.g. Brogden (1968, p. 207), Wettenhall (1966, p. 72), 
Hocking (1972, p. 55) and the Editorials of Aircraft, 
August 1961 and August 1965. 
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countries . . . I think it is one of the most admirable 
regulatory air transport systems in the world . . . 1 
think the system has demonstrated that it stands 
alone in its ability to provide the Australian public 
with what is undoubtedly one of the safest and most 
efficient air services in the world, and whose fares 
are as low as any in the world when one considers all 
the factors involved."* 

The discussion contained in previous chapters indicates 
that many of the desirable features currently available in the 
industry (e.g. safety, reliability, stability and modern 
equipment) would not necessarily disappear in the absence of 
the TAP. A further worrying aspect of the favourable view
point is the frequent use of excessively narrow assessment 
critericu For instance, Chippindall (1965) draws attention to 
the growth in passenger traffic over time as evidence of the 
success of the TAP and of public satisfaction with the 
policy. A more relevant consideration is the growth likely to 
have occurred over that same time period if a different regu
latory system had been adopted. Similarly, Watkins (1963) 
judges that the TAP is effective as the major operators share 
such a large proporticxi of the domestic market. A common 
shortcoming is to assess the TAP solely with respect to its 
impact on the airline operators (e.g. their stability and 
viability) with little consideration given to its effect on 
consumers. 

The recent economic critique 

While the TAP has attracted criticism throughout its history, 
the late 1970s saw a renewal and consolidation of dissatis
faction with the policy, particularly in the form of more 
rigorous economic analyses of the system."* This research 
was undoubtedly stimulated by advances, occuring mainly in 
the U.S., in the theoretical and empirical knowledge of 
economic regulation in general and of airline economics in 
particular. 

It is generally acknowledged that the Australian 
domestic airline industry has been characterised by a lack of 
substantial competition. When the TAP was first introduced 

Hansard, S, 26 October 1972, p. 2301. 
i ' * E.g. Forsyth and Hocking (1978), BTE (1978), Kirby 

(1979), Forsyth (1979) and DOT (1979b), particularly the 
appendixes of Mackay, Hocking and Gannon. 
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Evatt noted: 

This proposed rationalisation scheme is the very 
antithesis of active and competitive air services . . . 
In fact, for all practical purposes, the agreement will 
put an end to real competition 

The regulatory system gives the airlines not only the 
opportunity but also the encouragement to reach mutually 
acceptable agreements, i.e. to collude. When outbreaks of 
competitive behaviour have occurred, they have largely been 
confined to peripheral areas such as food and drinks, staff 
appearance and uniforms and exaggerated advertising 
claims. The recent self-dubbing of AAA as the competitive 
one' might fal l into this last category, although some 
observers could consider the slogan to be more a case of 
misleading advertising! Some of the most active competitive 
battles have been fought in the courts and in the 
Rationalisation procedures of the TAP. 

For an example of this last point consider the saga of 
TAA's DC9 service on the Perth/ Port Hedland /Darwin 
route."* TAA was granted a licence to operate this service 
in February 197'*. ATI undoubtedly expected such a service 
to have an adverse effect on its regional airline, 
MacRobertson Miller Airline Services, which already operated 
over the same route with F28 aircraft. Unable to reach an 
acceptable agreement with TAA on this matter, ATI referred 
the dispute to the Rationalisation Committee in March 
197**. Since the two airlines were still unable to agree, the 
Co-ordinator decided in April that TAA should t>e given 
access to a weekly service on the route. Dissatisfied with 
this decision ATI appealed to the Arbitrator who in June 
reaffirmed the Co-ordinator's decision. Having for the time 
being exhausted the Rationalisation process, ATI resorted to 
the legal system, arguing before the High Court in June 197't 
that it was not vcilid under the Australian Constitution for 
TAA to offer intrastate services on the Perth/Port Hedland 
segment of the route. Apparently growing tired of these 
delays TAA indicated in August its intention to introduce the 
service while awaiting the High Court ruling; injunctions 
issued by the Victorian Supreme Court prevented this 
action. In December 1976 the High Court ruled in favour of 
the proposed TAA service. Following further procedural 

»^» Hansard, HR, 29 October 1952, p. 3877. 
" « Outlined in DOT, Annual Report, 1977/78, p. 173. 
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manoeuvres the Arbitrator resolved some outstanding matters 
regarding timetables and fares in October 1977. TAA was 
able to commence operations 'at long l a s t ' " ' in November 
1977. Aircraft (November 1977, p. 12) estimates that the 
delay to TAA was vrarth $lm annually to ATI . 

A counter-argument has been presented which claims 
that the industry has, in fact, enjoyed vigorous competition 
which has resulted in a satisfactory economic performance by 
the airlines and which explains the similar prices and services 
observed in the industry. Airline operators and regulators 
both place heavy emphasis on the extra revenue which results 
from a favourable one per cent market swing and claim that 
this provides a competitive spur."* However, since the 
regulatory framework effectively limits the scope for gaining 
increased market shares and is directed towards ensuring that 
both operators remain viable and perform comparably, this 
spur is not likely to be particularly sharp. 

The capacity determination procedures of the TAP, 
which control the total aircraft capacity available and which 
provide for each operator to offer half of this total, have a 
strong influence on the market shares of the two operators. 
However, it is not dear exactly to what extent these controls 
limit the attainable market share of competitive route 
traffic. Freeland (1977, p. 7) claims the range is '•8-52 per 
cent of the market; AFCO (1978) suggests the airlines can 
compete for only 10 per cent of the market. If the load 
factor were 65 per cent on all flights on all routes cind total 
demand remained unchanged, the market share which is 
physically possible ranges from 23 to 77 per cent. However, 
the economically possible market share will reflect the 
decreased attractiveness of an airline when it has higher load 
factors, and hence will generally be substantially less (espe
cially when all the other important service characteristics 
are identical). Six-monthly data for the five years to the end 
of 1978 reveal that TAA's share of competitive route 
passenger traffic has varied within the range of '•8.8-51.1 per 
c e n t . " » 

In a regulatory environment which is directed towards 
ensuring the stability and viability of the existing operators 
and which effectively limits the ability of each to make 
significant market gains at the expense of its competitor, the 

»»» TAA, Annual Report, 1977/78, p. 7. 
" • See Chippindall (1965), Ansett (1965) and Freeland, 

Hansard, SOT, 17 August 1978, p. 5592. 
1 " Data from DOT, Annual Report, various years. 



airlines may prefer to accept the 'quiet life'. Within the 
current regulatory framework such a reaction need not even 
be confined to only tacit collusion. A lack of real compe
tition in the airline industry is alleged to have resulted in 
both ailocative and technical inefficiencies. 

Allocative efficiency 

The TAP provides little incentive or opportunity to in
novate. Rationalisation procedures form an obstacle to 
innovative attempts to expand the market size and to 
increase an operator's market share. Kahn (1979, p. 8) likens 
this sort of regulatory process to 'a patent system in 
reverse': unlike the patent system which rewards an 
innovator for ttte public disclosure of his new idea. 
Rationalisation either forces the innovator to share the 
benefits with the other airline or enables its competitor to 
block the opportunity to test it in the market. By 
effectively reducing the expected return from the 
development of innovative air services, the current 
regulatory system is likely to lessen the amount of resources 
that the airlines devote to such activities. Similarly, an 
average cost pricing rule discourages the airlines from 
offering services which involve a greater degree of risk than 
that implicitly contained in the allowed rate of return. In 
addition, rigid application of a 65 per cent load factor when 
determining capacity means that any innovative attempts 
such as discounting to attract more travellers are self-
defeating; average load factors are held constant and 
revenue is diluted bee Hocking (1979b, p. 95)1. However, 
this last problem has recently eased to some extent: standby 
passengers are not counted for capacity determination 
purposes thus enabling average load factors to rise. 

Allocative inefficiency is reflected in the absence of 
discounting and the small variety of price/quality choices 
available to the public. DOT (1979a) concludes that the 
overall level of fare discounting in Australia exceeded only 
that of the Third World domestic airlines, that this indicated 
a failure to adequately satisfy consumer preferences, and 
that significant efficiency gains would result from a wider 
range of combinations of prices and qualities of service. 
Forsyth (1979, p. 68) regards the lack of price/quality variety 
as 'arguably the single most important objection to the Two 
Airlines Policy'. 
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Technical efficiency 

Possibly even more damning to the TAP is the claim that the 
airlines are technically inefficient. This hypothesis is 
ultimately based on the elementary proposition that an 
industry is likely to be less productive if it is organised as a 
closed market rather than as an open market. One imagines 
that the longer the market closure and the less the inter-firm 
rivalry within the closed group, the greater will be the like
lihood of technical inefficiency. This technical inefficiency 
is effected through the system of cost-plus pricing of airline 
services. The empirical evidence offered to support this 
hypothesis consists of fare comparisons among world airlines, 
partial productivity analyses te.g. Forsyth and Hocking 
(1978)1 and regression cost models [Mackay (1979)1 . 

This evidence is not accepted unanimously. For 
instance, figures are often quoted to show that Australian air 
fares have fallen in real terms, that changes in air fares 
compare favourably with changes in other consumer prices, 
and that air travel is now less expensive in terms of wage 
earnings [e.g. AAA (1979a) and TAA (1978)1 . Such obser
vations, while perhaps interesting, are of little value for 
assessing airline performance. They are more appropriate as 
indicators of movements in relative prices or living stan
dards. The crucial test is to compare actual fares and costs 
today with their potential today under a different regulatory 
framework. 

However, direct fare comparisons and partial product
ivity analyses are open to the valid criticism that they fail to 
consider the different operating environments of the various 
airlines which are being compared (e.g. input prices, scale 
effects, route density and average stage length)." ' These 
special factors need to be considered carefully. For 
instance, the domestic airlir^ operators frequently cite the 
relatively high fuel tax they pay compared to overseas 
operators. But, since these payments are attributable 
revenue for cost recovery purposes, it is the Government's 
cost recovery program rather than the fuel tax itself which 
influences airline costs. If ttie airlines did not pay fuel tax 
they would pay higher Air Navigation Charges. Thus, within 
the context of an unchanged cost recovery objective (the 
most sensible ceteris paribus assumption), the fuel tax issue is 
largely irrelevant to airline costs. Similarly, the impact on 
costs of higher input prices and technical flying standards 

" ' Sec AAA (1979a, 1979b), ATI (1980) and TAA (1978). 
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should not necessarily be accepted at face value. These are 
determined within the regulatory environment and so may be 
partly influenced by that regulation. For example, unions 
may be able to secure higher wages in a regulatory frame
work which involves cost-plus pricing. 

This issue of 'regulation exploitation' is discussed by 
Forsyth and Hocking (1978, p. 13) and mentioned in Chapter U 
in the context of safety standards. However, ATI (1980, p. 
29) denies the possibility of such exploitation, arguing that 
the profit motive mitigates against it and that the demands 
of Australian industrial unions would not be particularly 
affected by the industry's viability or its price setting 
methods. It has already been noted that in the current 
regulatory environment the role of the profit motive is 
significantly muted and hence offers less protection from 
technical inefficiency than it does in a competitive market 
setting. Kirby (1979, p. 108) argues that, because of 
pressures to avoid the visibility of supernormal profits, 
raising the cost structure is one of the few means within the 
TAP framework by which the major operators are able to 
capture some of the monopoly rents which are potentially 
available from the entry restrictions. In addition, it seems 
implausible to suggest that the tenacity with which union 
demands are pursued is not affected by the reduced incen
tives of management to resist such claims. 

To further support its case ATI (1980, p. '»9) cites the 
refusal of the operators to allow three-man crews of DC9 
aircraft in the mid 1960s.'*' However, since most other 
world airlines, the U.S. authorities and DCA firmly supported 
two-man crews, the major Australian operators could hardly 
have been in a stronger bargaining position, nor would their 
submission on this issue have been more obviously out of step 
with overseas practice and costs. A counter example to the 
DC9 case is provided by The Canberra Times, Editorial, 21* 
March 1980 which notes that, following industrial unrest due 
to amendments to Victorian workers' compensation legislation 
which limited the liability of employers, Ansett was one of 
the first companies to announce an agreement with the 
Victorian Trades Hall Council which provided that its workers 
would receive the same benefits as provided under the old 
legislation. The Editorial remarks: 

It would be harder to imagine a more dramatic 
demonstration of the costs that protected and 

See DOT, Annual Report, 1967/68 for further details. 
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uncompetitive industries can impose on the rest of 
the economy. 

The regression model approach of Mackay (1979) 
attempts to allow for the effects of various exogenous 
influences on airline costs. He estimates that appropriate 
changes in the organisation of domestic air services might 
reduce average costs of production by as much as 35 per 
cent. Using this estimate Kirby (1979, p. Ilk) determines an 
upper bound for the welfare loss imposed on the community 
through technical inefficiency to be of the order of $250m in 
1976/77, or approximately 50 per cent of gross industry 
revenue. 

This regression technique must be acknowledged to be 
imperfect,'^ just as any attempted price justification 
procedure within the regulatory framework must also be. 
This stems from the difficult nature of the problem: the need 
to compare the actual performance of the industry with its 
potential. The most accurate test of the airlines' current 
performance is likely to be achieved only with open market 
conditions where other operators have the chance to demon
strate superior efficiency. Edwards (1969, p. 120) admits 
that regulatory devices such as efficiency audits and direct 
interference can never be as effective a spur to efficiency as 
the prospect of losing business to competitors. 

Summary 

It is clear that recent theoretical and empirical economic 
research has thrown an unfavourable light on Australia's 
TAP. The prevailing judgement of independent observers can 
be represented by the following: 

There is little doubt the two-airline policy as it 
operates now is strongly inimical to competition, 
cheaper airfares, and cost efficiency in both the 
major airlines.*^ 

122 

123 

DOT (1979a) is critical of the regression technique and 
is reluctant to accept its findings. See Kirby (1980b) 
for a rejection of its criticisms and further discussion. 
Australian Financial Review, Editorial, 11 January 1979. 
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n. S O M E P O U C Y O P T I O N S 

No change 

S e v e r a l a rgumen t s can be advanced to suggest that there is 
no need to a l t e r A u s t r a l i a ' s a i r t ransport po l ic ies . F i r s t l y , i t 
might be c l a i m e d tha t the T A P has w o r k e d w e l l , p roduc ing 
f a v o u r a b l e r e su l t s and r e v e a l i n g f e w shor tcomings. I t is in 
this v e i n tha t C h i p p i n d a l l ( l % 5 ) conc ludes : 

. . . any change a t th is junc tu re , e v e n if it w e r e 
p r a c t i c a b l e , would not be in the in teres ts of the 
A u s t r a l i a n people . 

T h e discussion of the prev ious sect ion indicates that this 
r a t iona le fo r m a i n t a i n i n g the cu r r en t sy s t em is suspect . 

A r e l a t e d a rgumen t s t resses the a l legedly t h e o r e t i c a l ' 
na tu re of m u c h o f the c r i t i c i s m of the T A P . Thus A A A 
(1979, p. 2 ) c o m p l a i n s of 'nebulous suggestions of lower f a r e s , 
improved s e r v i c e s ar>d super ior t ime tab le s ' and the l a ck of 
' conc re t e me thods by v /h i ch these a i m s cou ld be a c h i e v e d ' . 
S i m i l a r l y , M c K e n z i e ( then G e n e r a l Manager of T A A ) is u n i m 
pressed w i t h ' c l a s s room r e s e a r c h ' wh ich is c r i t i c a l of the 
domes t ic a i r l i n e s y s t e m . ' * * If such objec t ions a re to have 
any subs tance one needs to demons t ra te the f a i l u r e of 
economic theory in gene ra l [e .g. the a t tempt of T h a y e r 
(1977)1 or i t s i n c o r r e c t app l i ca t ion to the air l ine indus t ry . 
Y e t t he e v i d e n c e i n d i c a t e s that economic analys is of c i v i l 
a v i a t i o n has s u c c e s s f u l l y o f f e r e d many insights into the 
a i r l i n e industry and the e f f e c t s of i t s regula t ion. F u r t h e r 
more , the a rgumen t s fo r changing the c u r r e n t pa t terns of 
economic regu la t ion are not c o n f i n e d to the w o r l d o f 
theory . In p a r t i c u l a r , the U . S . deregula t ion e x p e r i e n c e 
provides impor t an t new e m p i r i c a l ev idence to support the 
case fo r an i n c r e a s e d r e l i ance on compe t i t i ve m a r k e t 
f o r c e s . F o r e x a m p l e , A u s t r a l i a n F i n a n c i a l R e v i e w , 20 
F e b r u a r y 1980 r epo r t s Meye r (pres ident of Trans World 
A i r l i n e s ) to note tha t U . S . deregula t ion has done fo r the 
a i r l i n e s e x a c t l y w h a t s o m e economis t s p r ed i c t ed : f o r c e d the 
industry to become more i nnova t i ve and e f f i c i e n t through 
c o m p e t i t i o n . 

T h e A g e , 16 J a n u a r y 1979. 
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A n •enlightened' approach 

Seve ra l observers ol A u s t r a l i a ' s domes t i c a i r l ine indus t ry 
have proposed recommenda t ions f o r po l i cy r e f o r m w h i c h a re 
based on pe rce ived i n e f f i c i e n c e s in the T A P and seek to 
overcome these d e f i c i e n c i e s . One b road c l a s s of such r e f o r m 
is the notion o f an ' en l ightened ' T A P . T h i s approach , wh i l e 
recognising cu r r en t shor t comings , a s sumes tha t be t t e r a d m i n 
is t ra t ion of the Industry w i t h i n the bas ic T A P f r a m e w o r k 
(most impor tan t ly , con t inued r e s t r i c t e d e n t r y ) c an a c h i e v e 
increased economic e f f i c i e n c y . i z s T h e m o d i f i e d po l icy 
t yp i ca l l y seeks to encourage more c ompe t i t i o n w i t h i n the 
T A P (e .g . by e l i m i n a t i n g the more b la tan t c o l l u s i v e f e a t u r e s 
such as the R a t i o n a l i s a t i o n C o m m i t t e e ) , to in t roduce more 
e f f e c t i v e regula tory s c r u t i n y of the a i r l i n e s (e .g . publ ic f a r e 
inquiries and t ighter cost e x a m i n a t i o n ) , and to o f f e r i nc reased 
a t tent ion to consumer i n t e r e s t s ( e .g . by e s t ab l i sh ing an a i r l i n e 
users c o m m i t t e e or conduc t ing passenger s u r v e y s ) . 

U n f o r t u n a t e l y one canno t be v e r y o p t i m i s t i c about the 
l ikely success of this approach in a c h i e v i n g s i g n i f i c a n t ga ins 
in economic e f f i c i e n c y . S i n c e an ' en l ightened ' T A P does not 
appear to s i g n i f i c a n t l y change e i t h e r the i ncen t ives f a c i n g 
the m a i n groups of p a r t i c i p a n t s in the r egu la to ry process or 
their r e l a t i v e powers of i n f l u e n c e , it is doubt fu l t ha t th is 
policy response w i l l y i e l d the subs t an t i a l e f f i c i e n c y gains 
which are po ten t i a l ly a v a i l a b l e . 

The moves to encourage c o m p e t i t i o n , wh i l e i nc reas ing 
the cos t s of col lus ion and enhanc ing the ab i l i t y of the a i r l i n e s 
to compete , appear to have only a m a r g i n a l i m p a c t on the i r 
incent ives to do so. Thus , w i t h l i t t l e t h rea t of outs ide e n t r y , 
a probable scenar io is lengthy periods of t a c i t co l lu s ion 
in ter rupted by b r i e f f l u r r i e s of more v i s i b l e r i v a l r y , e .g . f ood 
and drink w a r s . E v e n when such c o m p e t i t i v e a c t i v i t i e s 

i i » D O T ( i 9 7 9 a ) is the mos t no tab le e x a m p l e of th i s 
approach . For a c r i t i c a l e x a m i n a t i o n of this document 
see K i r b y (1980b). A n ' en l igh tened ' T A P a l so appears to 
be the basis of A L P d o m e s t i c c i v i l a v i a t i o n pol icy [see 
M o r r i s (1980a) l and of the G o v e r n m e n t ' s r e c e n t l y 
announced pol icy i n i t i a t i v e s [see D O T ( 1 9 8 0 a ) ] . 

l i s D O T (1979a) is the mos t no tab le e x a m p l e of th i s 
approach. F o r a c r i t i c a l e x a m i n a t i o n of th is document 
see K i r b y (1980b) . A n ' en l igh tened ' T A P a l so appears to 
be the basis of A L P d o m e s t i c c i v i l a v i a t i o n pol icy [see 
M o r r i s ( I 9 8 0 a ) l and of the G o v e r n m e n t ' s r e c e n t l y 
announced policy i n i t i a t i v e s [see D O T ( I 9 8 0 a ) l . 
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o c c u r , c o n s u m e r s w i l l s t i l l be denied access to po ten t i a l ly 
l ower cos t f i r m s (as w i l l be the case if the a i r l i n e s a re 
c u r r e n t l y ope ra t i ng f r o m a t e c h n i c a l l y i n e f f i c i e n t base), as 
w e l l as being l i m i t e d to the i nnova t i ve ideas of only the 
e x i s t i n g ope ra to r s . T h e f u n d a m e n t a l problem is to s t imu la t e 
innova t ion and to ensure r e a l compe t i t i on ; t inker ing w i t h the 
present s y s t e m does not appear to be the solut ion. A s 
Brogden (1968 , p. 200) notes : 

A mod icum of c ompe t i t i on might be ach ieved by 
some a d j u s t m e n t o f the controls to permit some 
g rea t e r degree o f dec is ion by the individual a i r l i n e 
wi th in the t w o - a i r l i n e p o l i c y . 

T h e idea tha t the po l icy mod i f i ca t i ons w i l l enable 
regula tors to be more e f f e c t i v e presupposes that something is 
p re sen t ly hir>dering thei r a t t a inmen t of public in te res t 
goals . T i g h t e r c o n t r o l s of costs and l a r e s , whi le easy to 
r ecommend , a re i n h e r e n t l y d i f f i c u l t to ach ieve . For 
e x a m p l e , F o r y s t h and H o c k i n g (1978, p. 31) out l ine the 
i n f o r m a t i o n a l r e q u i r e m e n t s necessa ry fo r an ideal ised sys t em 
of ad jus t ing a i r f a r e s . These requi rements are so demanding 
tha t the p rospec t s of a c h i e v i n g such an e f f i c i e n t r egu la to ry 
p r i c i n g s y s t e m a re neg l ig ib le . H o w e v e r , c a l l s f o r public 
s c r u t i n y of the r e g u l a t o r y process i m p l i c i t l y suggest that the 
m a j o r d i f f i c u l t y is a l a c k of i ncen t i ve on the par t of the regu
l a t o r s r a the r than any s i g n i f i c a n t lack of ab i l i ty . Mor r i s 
(1980a , p. 5) c o m p l a i n s tha t regula tory decis ions a re 
de t e rmined by a ' p r i v a t e c lub of industry operators cind 
depa r tmen ta l b u r e a u c r a t s ' . He asse r t s : 

. . . the only e f f e c t i v e way to ensure the publ ic 
in te res t is p r o t e c t e d . . . is by w a y of a publ ic 
inqu i ry . ' 

F i n a l l y , most consumers are l i k e l y to gain l i t t l e f r o m 
s u r v e y s and i n s t i t u t i o n a l s y s t e m s of consumer represen
t a t i on . What m a t t e r s most is not what consumers say but 
ra ther how they vo te w i t h the i r purchases of a i r l ine t i c k e t s . 
A m a j o r danger w i t h an ins t i tu t iona l approach is that it may 
m e r e l y c r e a t e another e f f e c t i v e minor i ty lobby group w h i c h 
is capable of f u r t h e r exp lo i t i ng the general communi ty 
through any r e v i s e d pa t t e rn s of regula t ion . In this r ega rd 
cons ider the l a r g e number o f spec ia l in te res t groups who have 

Morr i s , Hansard, HR, 28 Februa ry 1978, p. 252. 
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r ecen t ly been pleading the i r c a s e s f o r a i r t ranspor t subsidies 
to the Independent Pub l i c Inqu i ry in to D o m e s t i c A i r F a r e s . 

A n X - A i r l i r t e P o l i c y 

A third pol icy option w h i c h is f r e q u e n t l y suggested involves 
rep lac ing the T A P w i t h an X - A i r l i n e P o l i c y , w h e r e X is 
usual ly s p e c i f i e d to equal one or th ree . Monopoly a i r l i ne 
advcKrates' s t ress the e c o n o m i e s of sca le , economies of 
a i r c r a f t s i z e and schedul ing advan tages wh ich a s ingle 
operator could a c h i e v e . H o w e v e r , these advantages cou ld be 
more than o f f s e t by the even f u r t h e r reduc t ion in co mp e t i t i o n 
and i ncen t i ve to innova te t ha t th i s s y s t e m would e n t a i l . In 
con t ras t a T h r e e - A i r l i n e P o l i c y a i m s to i nc rease c o m p e t i t i o n 
in the industry, thus reap ing e f f i c i e n c y b e n e f i t s [e .g. see 
A F T A (1977, p. 7 ) ) . H o w e v e r , w i t h no th rea t of f u r t h e r 
entry the outcome, apa r t f r o m a possible dec l ine in the 
incidence of p a r a l l e l schedul ing , may be l i t t l e d i f f e r e n t to the 
present s i tua t ion . T h e th ree opera to r s w i l l f a c e s i m i l a r 
incent ives to those of the o r ig ina l two, and so the re may be 
l i t t l e i nc rease in c o m p e t i t i v e a c t i v i t i e s . A n X - A i r l i n e 
Po l i cy , by in t e rp re t ing c o m p e t i t i o n in t e rms o f m a r k e t 
concent ra t ion , o f f e r s no guaran tee of d e t e r m i n i n g the e x t e n t 
of c o m p e t i t i v e f o r c e s in the indus t ry and hence e x e r t s on ly a 
weak i n f l u e n c e on economic e f f i c i e n c y . 

Deregula t ion 

Seve ra l of the pol icy responses d iscussed above seem to be 
based on the premise tha t an i n c r e a s e in c omp e t i t i o n in the 
a i r l ine industry would have a f a v o u r a b l e impac t on economic 
e f f i c i e n c y . Y e t these m o d i f i c a t i o n s of e x i s t i n g po l i cy f a l l 
wel l short of a c h i e v i n g the p o t e n t i a l e f f i c i e n c y ga ins . I t is 
increasingly c l e a r that f r e e d o m of en t ry in to the indus t ry is 
the c r u c i a l issue of po l i cy r e f o r m . L e v i n e (1975, p. 6'»8) 
notes tha t ease of en t ry is more impor t an t as a f a c t o r in f a r e 
compet i t ion than even p r i c i n g f r e e d o m and observes that 
most e x a m p l e s o f p r i c e c o m p e t i t i o n cind m a r k e t i n g inno
vations have occu r red when e n t i r e l y new a i r l i ne f i r m s en te r 
the m a r k e t . The d iscuss ion in p rev ious chap te r s i nd ica t e s 
that open marke t c o m p e t i t i o n is f ea s ib l e in the a i r l i ne 

As noted in C h a p t e r 2 th i s proposal has a long h i s to ry of 
support, s t a r t i n g w i t h the C o r b e t t C o m m i t t e e and most 
r ecen t ly a d v o c a t e d by R i c h a r d s o n (see The Canberra 
Times, 11 Oc tober 1979] and Brogden (1980) . 
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indus t ry ; e m p i r i c a l observa t ion supports this assessment . 
R e l a x a t i o n of the only s i g n i f i c a n t en t ry ba r r i e r , the 
G o v e r n m e n t ' s r egu la to ry pol icy, o f f e r s the g rea tes t 
poss ib i l i ty of a s i g n i f i c a n t improvement in the indust ry ' s 
e conomic p e r f o r m a n c e . The open m a r k e t solution provides 
both the neces sa ry i n c e n t i v e to s t imu la t e management and 
the most d e c i s i v e tes t of thei r en t repreneur ia l a b i l i t i e s . 
C o n s u m e r s need f e a r l i t t l e in a deregula ted a i r l ine e n v i r o n 
men t ; it is the i n e f f i c i e n t a i r l i ne operator who stands most 
to lose. 

T h e a d j u s t m e n t p rocess 

One aspect of the deregulat ion option which needs f u r t h e r 
c o m m e n t is the s o - c a l l e d ' ad jus tment process ' . Some authors 
a re concerned w i t h the possible costs of ad jus tment wh ich 
might f o l l o w an abrupt deregula t ion of the industry. B T E 
(1978, p. 53) thus urges : 

Wha teve r the r egu la to ry changes need to be, they 
should be i n s t i t u t e d on a gradual basis . L i m i t e d 
e x p e r i m e n t a t i o n w i t h r e f o r m e d leg i s la t ion should be 
given ser ious cons ide ra t ion before f i n a l decisions a r e 
made . . . 

S i m i l a r l y , F o r s y t h and H o c k i n g (1978, p. 26) recommend: 

. . . j ud i c ious s h i f t s a w a y f r o m the present s y s t e m , 
not . . . a sudden c o m p l e t e change. 

A d j u s t m e n t cos t s m a y be borne by both consumers (e .g . d i s 
rupted s e r v i c e s ) and producers (e .g . adapt ing the f i r m to 
changing m a r k e t cond i t i ons ) . It is hoped that a phasing-in of 
po l icy r e f o r m would enab le e x i s t i n g operators to i nc rease 
e f f i c i e n c y and reo r i en t the i r manage r i a l goals so tha t they 
can copje more adequa te ly w i t h the new compe t i t i ve e n v i r o n 
m e n t . A t the same t i m e the po ten t ia l for disruptions to 
s e r v i c e s may be lessened . 

H o w e v e r , these ad ju s tmen t costs should not be exagge
r a t ed . ' Improved ' , r a the r than 'disrupted' , may be a more 
a c c u r a t e desc r ip t i on of the changes in a i r se rv ices w h i c h a re 
o f f e r e d to the m a j o r i t y o f consumers . S i m i l a r l y , the a l l eged 
cos t s to the f i r m due to the t r a u m a t i c compet i t ive e x p e 
r i ence m a y m e r e l y be w e a l t h losses s u f f e r e d f rom dec l in ing 
consumer pa t ronage . D e m o r y (1975) argues that the a d j u s t 
ment costs a re l i k e l y to be s m a l l because of the compe t i t i ve 
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nature of the industry . I t w a s noted in C h a p t e r 1 tha t the 
nature of the f i x e d c a p i t a l a s se t s of a i r l i n e opera to r s i m p l i e d 
that there were f e w subs t an t i a l b a r r i e r s to en t ry and e x i t . 
Hence the ad jus tmen t cos t s of chang ing a f i r m ' s s c a l e of 
operat ions were r e l a t i v e l y s m a l l . In these c i r c u m s t a n c e s the 
adjus tment cos t s r a t iona le fo r a g radua l in t roduc t ion o f 
policy r e f o r m may l a rge ly r educe to cons ide ra t ions of equ i ty 
rather than e f f i c i e n c y , i .e . tha t the b e n e f i c i a r i e s o f e x i s t i n g 
pol ic ies should not bear most of the burden of chang ing to a 
new regula tory f r a m e w o r k w h i c h is designed to i n c r e a s e 
economic e f f i c i e n c y . 

T h e r e may be o f f s e t t i n g dangers in lengthening the 
period of pol icy change. A sudden break m a y be neces sa ry to 
ensure that the pol icy r e f o r m a c t u a l l y o c c u r s ; g r a d u a l i s m 
may m e r e l y represent an a t t e m p t to s t a l l the i n i t i a t i v e s or to 
en t rench the posit ions of e x i s t i n g ope ra to r s . A phas ing- in of 
new pol icy a lso presents the a u t h o r i t i e s w i t h a f u r t h e r r egu 
la to ry t a sk . S ince the po l i cy r e f o r m is des i r ed to o v e r c o m e 
the i n e f f i c i e n c i e s produced under the c u r r e n t sy s t em, one 
must be s c e p t i c a l of the a b i l i t y of these same regu la to r s to 
m a x i m i s e economic e f f i c i e n c y through thei r d i s c r e t i o n a r y 
introduct ion of the new p o l i c i e s . O b s e r v a t i o n of U S . 
deregulat ion ind ica tes tha t the i n f l e x i b i l i t i e s , w h i c h a r e 
inevi tably present w i t h a t ight s y s t e m of r e m o v a l of 
economic con t ro l s ( regu la ted deregula t ion! ) , c an a lso have an 
adverse e f f e c t on the indus t ry . Many U . S . a i r l i n e s have 
urged more rapid deregula t ion of the indus t ry . R e c e n t 
f i n a n c i a l d i f f i c u l t i e s of some a i r l i n e s have been blamed on 
their inab i l i ty , due to r egu la to ry procedures , to ad jus t r ap id ly 
to higher oi l p r i c e s . ' * * F i n a l l y , a process of gradual deregu
lation appears to o f f e r the g r e a t e s t prospect of p reda tory 
pr ic ing in the a i r l i ne indus t ry . A n e x i s t i n g c a r r i e r migh t be 
able to o f f s e t i ts losses in a de regu la ted m a r k e t segment w i t h 
the p ro f i t s earned in those s t i l l s ub j ec t to en t ry r e s t r i c 
tions. This possibi l i ty needs to be cons idered in connec t ion 
with the ' B i z j e t s inc ident ' and the deregula t ion of a i r f r e i g h t 
which was recommended by D O T (1979a , p. 118) and w h i c h is 
part of the Gove rnmen t ' s announced po l icy i n i t i a t i v e s . 

F r o m May 1979 to May 1980 B i z j e t s opera ted a M e t r o -
l iner s e r v i c e be tween Essendon and Devonpor t in compe t i t i on 
with F 2 7 a i r l i n e s e r v i c e s over the Me lbourne /Devonpor t / 
Wynyard route . T h e response of the m a j o r c a r r i e r s was to 
upgrade thei r opera t ions by p rov id ing f i r s t and economy c l a s s 

See A u s t r a l i a n F i n a n c i a l R e v i e w , 20 and 26 F e b r u a r y 
1980. 
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s e r v i c e s and to d iscount thei r f a r e s to approximate the new 
concess iona l f a r e s being o f f e r e d by the commute r operator . 
F r o m 1976 un t i l the in t roduct ion of th is commute r operat ion 
the f a r e c h a r g e d f o r the F 2 7 s e rv i ce s w a s set equal to the 
economy c l a s s j e t f a r e for the Me 'bourne /Launces ton 
s e r v i c e . F o l l o w i n g thei r d iscount ing the F27 f a r e r ep re 
sented about 90 per c e n t of this j e t f a r e . In approving the 
f a r e d i scounts N i x o n r e m i i r k e d : 

As B i z j e t s a re now opera t ing over an a i r l ine rou te , i t 
would not be appropr i a t e to cons t ra in the two m a j o r 
op>erators f r o m c o m p e t i n g w i t h the new B i z j e t 
s e r v i c e . [ D O T (1979d)l 

A f e w w e e k s l a t e r , on m June 1979, the Minis ter approved 
inc reases a v e r a g i n g 10 per cent in the a i r f a r e s of the m a j o r 
opera to rs . T h e r e was no inc rease in the a i r l ines ' f a r e s on the 
M e l b o u r n e / D e v o n p o r t / W y n y a r d route, so tha t this f a r e now 
represen ted only about 80 per cen t of the je t f a re w i t h wh ich 
it wcis p r e v i o u s l y c o m m o n - r a t e d . The f a r e r e l a t i v i t y has 
been r e s to red to some e x t e n t s ince B i z j e t s ceased opera 
t ions; in D e c e m b e r 1980 th is f a r e was again approx imate ly 
90 per c e n t of the economy jet f a r e of the Melbourne/ 
L a u n c e s t o n s e r v i c e . 

A c l e a r susp ic ion e x i s t s tha t the demise of the B i z j e t s 
opera t ion was s i g n i f i c a n t l y a f f e c t e d by predatory p r i c i n g 
pe rpe t r a t ed by the m a j o r a i r l i ne s and condoned by D O T . ' * * ^ 
T w o c o m m e n t s c a n be m a d e . F i r s t l y , th is episode is l i k e l y to 
have o f f e n d e d many people 's e l e m e n t a r y notions of f a i r n e s s 
and equ i ty . Secondly , whi le such predatory p r i c ing in 
c o m p e t i t i v e m a r k e t segments o f f e r s l i t t l e scope for 
addi t iona l p r o f i t s in a s t a t i c sense (a ' though it c an hardly 
encourage f u r t h e r m a r k e t e n t r y ) , the ex i s t ence of a h i s to ry of 
such company f a i l u r e s would undoubtedly prove use fu l in the 
longer run as supposed ev idence to support the cont inuat ion 
of e x i s t i n g e c o n o m i c regu la t ion of more s ign i f i can t m a r k e t 
segments , i . e . t runk route passenger s e r v i c e s . 

The above d i scuss ion ind ica tes that not only can the 
a l leged cos t s of a d j u s t m e n t be exaggera ted but a p ro t r ac t ed 
per iod of change can a l so in t roduce i ts own severe problems 
into the indus t ry . D r a w i n g on his exper ience w i t h U . S . 

129 See G o v e r n m e n t of T a s m a n i a (1980, p. 30) and D O T 
(1980b, p. 1(2) f o r f u r t h e r d iscuss ion. The D O T a c c o u n t 
of this inc iden t does not deny tha t predatory p r i c i n g 
o c c u r r e d . 
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deregulat ion, K a h n (1979, p. 12) c o n c l u d e s : 

. . . I have as a resul t been c o n v e r t e d to the c o n 
clusion that the only w a y to move is f a s t . The w a y 
to min imise the d i s to r t ions of the t rans i t ion , I a m 
now thoroughly conv inced , is to m a k e the t r ans i t i on 
as short as possible. 

S 2 



7 
The Choice Between 

Ahemative Institutions: 
Regulation versus Competition 

C o n f l i c t in indus t ry po l icy f o r m u l a t i o n ar ises f r o m the 
i n c o m p a t i b i l i t y of r egu la to ry and c o m p e t i t i v e m a r k e t 
f o r c e s . K a h n ( 1 9 7 1 , p. 1) notes: 

the dec i s ion to r egu la t e is, t y p i c a l l y , a decision a lso 
to r e s t r i c t c o m p e t i t i o n , not just to supplement it in 
one w a y or another , but to supplant i t . 

Hence the dec i s ion regard ing government involvement in an 
indus t ry ' s a c t i v i t i e s l a r g e l y arhounts to a choice be tween the 
i n s t i t u t i ona l f r a m e w o r k s of regula t ion and compet i t ion , and 
the e x t e n t to w h i c h each of these f o r c e s is pe rmi t t ed to 
i n f l u e n c e the indus t ry . K a h n ( 1 9 7 1 , p. <*6) warns tha t s o c i e t y 
should be a w a r e of and t a k e into account the inherent t en 
dencies of these t w o ins t i tu t ions when choosing among 
var ious s y s t e m s of i ndus t r i a l organisa t ion . This chap te r 
b r i e f l y looks a t some bas ic c h a r a c t e r i s t i c s of regula t ion and 
c o m p e t i t i o n ' " and m a k e s a f e w observa t ions on the cho ice 
be tween the t w o . 

L S O M E T E N D E N C I E S O F T H E R E G U L A T O R Y P R O C E S S 

C o n s e r v a t i s m 

Many of the r ecogn i sed v i r t u e s of compet i t ion , such as the 
s t imulus to innova t ion and the l ink be tween the p e r f o r m a n c e 
of p a r t i c u l a r f i r m s and the i r m a r k e t fo r tunes , a re o f t e n 
regarded as d e f e c t s f r o m the regula tory v iewpoint . R e g u 
l a to r s give emphas i s to s t a b i l i t y and pred ic tab i l i ty , q u a l i t i e s 
w h i c h ease the i r t asks of p lanning and admin i s t r a t ion . 
Consequen t ly r egu la t ion tends towards conse rva t i sm. 

A b u r e a u c r a t i c c o n c e r n fo r 'order ly admin i s t ra t ion ' is 

ISO K a h n (1971) d iscusses many o f these issues in g rea t e r 
depth. 
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evident in the regula t ion of A u s t r a l i a ' s a i r l i n e s . D O T (1979a, 
p. 31) concludes that the supposed vagueness of d e f i n i t i o n of 
i t s public in te res t goals does not impede the order ly 
admin is t ra t ion of a i r l i r w l i c e n s i n g . F u r t h e r ev idence is seen 
in this R e v i e w C o m m i t t e e ' s p r e f e r e n c e fo r organis ing the 
industry in to a s t ruc tu re con t a in ing d i s t i n c t c a t ego r i e s of 
operators w i t h a sharp d e f i n i t i o n of ro les and s t r i c t con t ro l of 
in te r -ca tegory compe t i t i on [ D O T (1979a , p. 6 9 ) ) . The 
bureaucracy has a l w a y s been ab le to see a c l e a r d i s t inc t ion 
be tween the s e r v i c e s o f f e r e d by the t w o ma jo r a i r l i n e s and 
those by other opera tors . F o r ins tance , s e r v i c e s of 
commuter operators a re 'not a i r l i n e s e r v i c e s ' . ' " W h i l e th is 
s ta tement is s t r i c t l y t rue w i t h i n the l e g a l i s t i c se t t ing of 
Aus t r a l i a ' s A i r Nav iga t ion R e g u l a t i o n s ( c o m m u t e r opera tors 
do not hold ' a i r l ine l i c e n c e s ' ) , i t is u n f o r t u n a t e if such a r i g i d 
approach cont inues to be app l i ed to the e c o r x j m i c ana lys i s and 
regulat ion of c i v i l a v i a t i o n . S i m i l a r l y , the quest ionable 
d is t inc t ion wh ich was p e r c e i v e d by the R e v i e w C o m m i t t e e 
be tween t runk and reg iona l opera tors (based on vague notions 
of ' communi ty of in t e res t ' and respons iveness to needs) should 
continue to provide s u f f i c i e n t b u r e a u c r a t i c f l e x i b i l i t y so as 
not to hinder orderly a d m i n i s t r a t i o n . 

T h i s approach to a i r s e r v i c e s and thei r opera tors 
cont ras ts w i t h the t y p i c a l c o m p e t i t i v e f r a m e w o r k a d v o c a t e d 
by many economis ts who see l i t t l e need to a t t e m p t to segre
gate the a c t i v i t i e s of the Vcirious f i r m s w i l l i n g to o f f e r 
d i f f e r e n t s e r v i c e s in the m a r k e t . T h e advan tages c l a i m e d 
fo r a t ight ly con t ro l l ed p a t t e r n of indus t ry o rgan i sa t ion (e .g . 
economies of sca le , economies of m a r k e t in tegra t ion and 
spec ia l i sa t ion , and a t t e n t i o n to c o n s u m e r demands) would a l so 
be enjoyed u ide r open m a r k e t condi t ions . In addi t ion , one 
would expec t a c o m p e t i t i v e s y s t e m to show grea te r f l e x i b i l i t y 
in adapting to changing m a r k e t c i r c u m s t a n c e s as w e l l as to 
provide inc reased i n c e n t i v e s towards e f f i c i e n c y f o r e x i s t i n g 
operators f r o m the th rea t of i n t e r - c a t e g o r y c o m p e t i t i o n . 

ProtiKrtionism 

Increased government i n v o l v e m e n t in an industry through the 
regulatory processes a l so i n c r e a s e s the government ' s respon
s ib i l i ty f o r the economic w e l l - b e i n g of the indus t ry . Thus 
regulators may eas i l y see t h e i r o b j e c t i v e s , and hence s e l f -
in teres t , i n t e r m s of the v i a b i l i t y of e x i s t i n g f i r m s in the 
industry. Regu la t i on c a n then tend towards p ro t ec t i on i sm, 

D C A , Annua l R e p o r t , 1966/67 . 

8** 



w i t h the a u t h o r i t i e s becoming inc reas ing ly concerned w i t h 
the p rob lems of the indus t ry , e.g. i ts marg ina l p r o f i t a b i l i t y , 
i t s heavy c a p i t a l r equ i remen t s , e t c . ' * * To some e x t e n t 
then, the r egu la to r s can usurp the role of management . 
Sa insbury notes : 

The way in w h i c h you [ Mr WeederJ have answered 
that [ ques t i on regard ing proposed a i r se rv iced i n d i 
c a t e s tha t you see the m a i n problem as the cost to 
the c a r r i e r s . Y o u discussed it f r o m the business
men's point of v i e w , not f r o m the point of v i ew of 
whether or not you would approve that type of 
a r r a n g e m e n t . I t should not in te res t you t e r r i b ly 
m u c h i n i t i a l l y whe the r people are mak ing money or 
not . > ' » 

D O T ( 1 9 7 9 a , p. 69 ) r e v e a l s i ts p a t e r n a l i s t i c " * a t t i t ude 
when it r e j e c t s opt ions lead ing to increased compe t i t i on 
among the v a r i o u s c a t e g o r i e s of opera tors : 

T h i s c a r r i e s the danger of operators a t tempt ing roles 
fo r w h i c h they a re not idea l ly equipped. 

T h e poss ib i l i ty of m i s t a k e n inves tments in a c o m p e t i t i v e 
m a r k e t is d i scussed in Chap t e r I . However , the q u a l i 
f i c a t i o n s needed and supposedly possessed by the bu reauc racy 
in order fo r it to e f f i c i e n t l y a l l o c a t e a i r t ransport resources 
are nei ther c l e a r l y s p e c i f i e d nor apparent . Mis takes are a lso 
l i k e l y on the par t o f the bureaucracy whose i ncen t i ve 
s t ruc tu re m a y bias i ts dec i s ion -mak ing away f r o m more r i s k y 
or i nnova t i ve i n i t i a t i v e s . Thus a regula tory environment 
wh ich denies opera to r s the opportunity to undertake c e r t a i n 
a c t i v i t i e s c a r r i e s the danger of p reven t ing them f r o m per
f o r m i n g ro les f o r w h i c h they are ideal ly equipped. 

" 2 E . g . D C A, A n n u a l R e p o r t , 1968/69. 
I " H a n s a r d , S C T , 10 May 1978, p. '»716. Weeden is F i r s t 

A s s i s t a n t S e c r e t a r y , A i r Transpor t Pol icy D i v i s i o n , 
D O T . Many o the r s sha re a s i m i l a r d i s l ike for such c lose 
c o n c e r n fo r the p r o f i t a b i l i t y of pa r t i cu l a r f i r m s ; e.g. 
T h e A g e , E d i t o r i a l , 19 May 1979 considers ' this is none 
of the G o v e r n m e n t ' s business ' . 
Pe rhaps even more : Anderson (1973, p. 16) apparen t ly 
cons ide red h i m s e l f to be a 'benevolent old grandfa ther ' 
o f A u s t r a l i a n c i v i l a v i a t i o n . 
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Dis to r t ion of m a n a g e r i a l e f f o r t 

Management may wi l l i ng ly sub j ec t i t s e l f to inc reased bureau
c r a t i c guidance and less r e spons ib i l i t y in r e tu rn fo r a more 
secure opera t ing e n v i r o n m e n t . F o r in s t ance , E W A urges : 

Gove rnmen t should t a k e a more a c t i v e role in 
def in ing the job to be done; In es tab l i sh ing the 
opt imal solu t ion; in l i m i t i n g the number of a i r 
s e rv i ce s to those w h i c h can be j u s t i f i e d economi 
c a l l y ; in providing opera tors w i t h reasonable s e c u r i t y 
of tenure over thei r r o u t e s , " * 

While the bas ic s e l f - i n t e r e s t m o t i v a t i o n of the f i r m c a n 
be expec ted to r e m a i n unchanged, the r egu la to ry f r a m e w o r k , 
by a l t e r ing the i n c e n t i v e s f a c i n g managers , may resu l t in a 
re-or ienta t ion of management goals . W i t h reduced impor 
tance g iven to m a r k e t m e c h a n i s m s fo r assess ing a f i r m ' s 
economic p e r f o r m a r K e and dec id ing i ts f i n a n c i a l f a t e , 
management may be able to d i r e c t less a t t en t ion towards 
cost m in imi sa t i on and the p rov i s ion of i nnova t i ve s e r v i c e s and 
to concen t ra t e on c o m p l i a n c e w i t h the regula t ions and r i s k 
min imisa t ion . Menz ie s was a w a r e of the f u n d a m e n t a l 
requirements fo r the mos t e f f i c i e n t development o f 
Aus t r a l i an a v i a t i o n : 

O f a l l the means of t ranspor t , f l y i n g is the one vi+iich 
requires in the highest degree en te rp r i se , a w i l l i n g 
ness to adventure c a p i t a l , f l e x i b i l i t y of mind, and 
cons tant con t ac t w i t h s c i e n t i f i c development and 
c o m m e r c i a l p r a c t i c e . " * 

However , Brogden (1968) r ecogn i ses tha t throughout i ts 
his tory the rea l f a c t o r s d e t e r m i n i n g corpora te success in 
A u s t r a l i a n c i v i l av i a t i on have been a "keen p o l i t i c a l sense ' (p. 
11) and 's t rong f r i e n d s in g o v e r n m e n t ' (p . I**). 

" * Hansa rd , S C T , 16 M a y 1978, p. Uiit. Th is s t a t e m e n t is 
hardly the vo ice of f r e e e n t e r p r i s e nor does it augur 
w e l l for those r e l y i n g on e x i s t i n g regional opera tors to 
provide a c o m p e t i t i v e c h e c k and s t imulus to the m a j o r 
a i r l i n e s . 

" * Hansa rd , H R , 25 J u l y 19'»5, p. ' »555 . 
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n. I N T H E P U B U C I N T E R E S T ? 

A i r l i n e p o l i c y and the publ ic in te res t 

R e g u l a t o r s and o thers c l e a r l y p e r c e i v e the 'public i n t e r e s t ' to 
be a des i red o b j e c t i v e ; it is o f t e n the j u s t i f i c a t i o n f o r and 
s t a t ed a i m of p o l i c y i n i t i a t i v e s . E v a t t c l a i m s : 

. . . gove rnmen t i n t e rven t ion is sought by the Labour 
movemen t only in so f a r as it is intended to p reven t 
e x p l o i t a t i o n or oppression of the people, or s o c i a l 
i n j u s t i c e s . • " 

S i m i l a r l y , C h i p p i n d a l l (1965) has 

. . . no doubt of the s ingle-minded and high m o t i v e s 
w h i c h have insp i red the admin i s t r a to r s of that po l icy 
ove r the y e a r s . 

T h i s i n t e r p r e t a t i o n of a i r t ranspor t regula t ion is supported by 
Anderson ( 1 9 7 3 , p. 18): 

Whenever I f a c e d any problem in C i v i l A v i a t i o n , any 
deve lopment , 1 was a l w a y s more concerned w i t h the 
i m p a c t of any dec i s ion I made on the t r ave l l i ng 
publ ic , cind the good of the public in general . T h a t 
was my p r i m a r y m o t i v a t i o n . . . We a lways pressed 
fo r things tha t w e r e , to use a hackneyed phrase, in 
the publ ic i n t e r e s t . 

T h e In t roduc t ion ou t l ined the condit ions w h i c h a re 
requi red to ensure t ha t government in te rven t ion in an 
indus t ry i m p r o v e s the economic w e l f a r e of the c o m m u n i t y . 
Y e t this s tudy has r e v e a l e d l i t t l e ev idence of marke t f a i l u r e 
and has also suggested tha t the present regulatory s y s t e m 
invo lves a s u b s t a n t i a l degree of eco rwmic i n e f f i c i e n c y . 
T h u s , wh i l e publ ic i n t e r e s t r h e t o r i c is pe rvas ive in d iscuss ions 
of A u s t r a l i a n a v i a t i o n , s u f f i c i e n t doubt e x i s t s regarding the 
publ ic in te res t m e r i t of the cu r r en t po l ic ies that an a l t e r 
na t i ve e x p l a n a t i o n of the cho ice of these policies should be 
sought. 

One such exp l ana t i on would emphasise the i n a b i l i t y of 
the au tho r i t i e s to a c h i e v e thei r publ ic in teres t goals . 
R e g u l a t o r s m a y m i s t a k e n l y in t e rp re t the public interest and 

H 7 Hansard, HR, 29 O c t o b e r 1952, p . 3881 . 
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hence pursue pol ic ies wh ich a r e i n i m i c a l to tha t o b j e c t i v e . 
On the other hand they m a y not have the powers or k n o w 
ledge to s u c c e s s f u l l y pursue publ ic in te res t a i m s . Wha teve r 
is the reason, the publ ic i n t e r e s t m a y not be s e r v e d . T h u s 
Anderson fo l l ows his p rev ious quota t ion w i t h the c o m m e n t s ; 

Also we were m o t i v a t e d by a des i re to m a i n t a i n a 
v iable , e f f i c i e n t a i r t r anspor t indus t ry , because we 
thought tha t that was in the pub l i c in t e res t , too . . . 
you had to make a judgement here be tween wha t was 
good f o r the a i r l i n e s a t any p a r t i c u l a r t ime , k n o w i n g 
that you wanted to support t hem and keep them 
f inanc i a l l y hea l thy , and wha t other f a c t o r s w e r e i n 
the publ ic i n t e re s t . We fought f o r y e a r s . . . W e were 
only mode ra t e ly s u c c e s s f u l . B u t w e t r i e d . . . 

T h e pr iva te in te res t theory o f a i r l i n e po l i cy 

Another possible exp l ana t i on of observed industry po l i c i e s is 
provided by the "private i n t e r e s t ' t heo ry of r e g u l a t i o n . ' * * 
T h i s theory postulates tha t r egu la t ion is the resul t of va r ious 
groups in soc ie ty (e .g . b u r e a u c r a t s , a i r l i n e s and consumers ) 
compet ing among t hem se l ve s through the p o l i t i c a l sy s t em to 
m a x i m i s e thei r own w e l f a r e . A s the e f f e c t i v e p o l i t i c a l 
lobbying s t rength v a r i e s among such groups, it is possible f o r 
some s p e c i a l in t e res t groups to i n c r e a s e the i r w e l l - b e i n g a t 
the expense of the public i n t e r e s t . 

What reasons are there to be l i eve that the p r i v a t e 
in teres t theory of regula t ion o f f e r s a u s e f u l exp l ana t i on of 
domes t ic a i r l i ne p o l i c y ? F i r s t l y , i t is genera l ly a c c e p t e d 
that the ecorvsmic regula t ion o f A u s t r a l i a n a v i a t i o n has been 
to the subs tan t i a l b e n e f i t o f the two m a j o r opera tors . 
A n s e t f s co -par tne rsh ip in the T w o - A i r l i n e s y s t e m is thought 
a "prize o f f e r i n g " * * and 'the m a j o r asse t s dea l t in are 
Government l icerxres and prohib i t ions upon c o m p e t i t i o n ' . ' * * 
S i m i l a r l y , the bu reauc racy e n j o y s subs tan t i a l b e n e f i t s in 
t e rms o f e m p l o y m e n t , power and p res t ige under the e x i s t i n g 
regulatory a r rangements , v y ^ i l e K i r b y (1980b) notes tha t a 
large proport ion of the r ecommenda t ions of D O T (1979a ) 
coinc ide w i t h inc reased work oppor tun i t i es fo r the a d m i n i -

1 31 See Posner (197'») f o r an o v e r v i e w of the publ ic i n t e r e s t 
and p r iva t e in te res t t heo r i e s of r egu la t ion . 
A u s t r a l i a n F i n a n c i a l R e v i e w ( 1 9 6 1 ) . 
A u s t r a l i a n F i n a n c i a l R e v i e w , E d i t o r i a l , 1 * D e c e m b e r 
1979. 
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s t r a to r s of A u s t r a l i a ' s a i r t ransport industry . 
T h e r e is a l so l i t t l e doubt that considerable we igh t is 

g iven to the a i r l i n e s ' v i ewpoin t at the policy f o r m u l a t i o n 
s tage. F o r i n s t ance , F ree land , when questioned on the 
l ike l ihood of c e r t a i n i nnova t i ve p r i c ing ar rangements being 
adopted, a n s w e r s : 

I do not know wha t the a i r l i n e s ' r e a c t i o n would be to 
tha t . We w e r e looking p a r t i c u l a r l y at the publ ic 
in te res t and it seemed to us that the public in te res t 
would be f o s t e r e d by that . I th ink I would need to 
hear the a i r l i n e s ' r e a c t i o n before I could a n s w e r . ' * ' 

In addi t ion, many of the changes in pol icy w h i c h have 
o c c u r r e d in r ecen t y e a r s may be a t t r i bu tab le to s h i f t s in the 
r e l a t i v e lobbying s t rengths of p a r t i c u l a r groups. The 
S e c r e t a r y of D O T , H a l ton (1979) c o m m e n t s : 

. . . c e r t a i n developments , such as the recent t r a n s 
port po l i cy r e v i e w s . . . a rose f r o m changes in c o n 
sumer and c o m m u n i t y a t t i t udes (p. I ) 

and 

C o n s u m e r and c o m m u n i t y a t t i tudes also appear to 
have changed in r e c e n t y e a r s possibly due to, on the 
one hand, a be t t e r i n f o r m a t i o n f l o w f r o m govern
ments to consumers and industry and, on the other 
hand, to v a r i o u s in te res t groups being be t te r 
organised and v o c a l in pu t t ing f o r w a r d thei r point of 
v i e w . (p . It) 

While the obse rva t ion of inc reased a c t i v i t y f rom the non-
a i r l i n e groups appears c o r r e c t , the d r iv ing fo rces are more 
l i k e l y to be be t t e r knowledge of the impac t of regulat ion in 
genera l , the e c o n o m i c p e r f o r m a n c e of the A u s t r a l i a n a i r l i n e s 
and the p e r f o r m a n c e s of a i r l i n e s under a l t e r n a t i v e r egu la to ry 
f r a m e w o r k s , r a t h e r than any government - in i t i a t ed i n f o r m 
at ion f l o w s . T h e c a l l s f o r public par t i c ipa t ion in the 
regula tory process , w h i c h a re discussed in the p rev ious 
chap te r , a lso i n d i c a t e a be l i e f in the p r iva t e interest theory 
of r egu la t ion . P u b l i c represen ta t ion gives greater we igh t 
than p rev ious ly g iven to the in te res t s of groups other than the 
bu reauc racy and the a i r l i n e s and thus, under the p r i v a t e 

'*» Hansard, SCT, 17 Augus t 1978, p. 5593. 
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interest hypothesis , possibly r e su l t s in a d i f f e r e n t regula tory 
outcome. F i n a l l y it was noted in the N i x o n quota t ion in 
Chap te r (p. 56) tha t , a t l eas t w i t h respec t to s a f e t y 
mat te r s , a v i a t i o n po l i c i e s a re o f t e n d e t e r m i n e d on the basis 
of e f f e c t i v e p o l i t i c a l demand r a t h e r than any concept of need 
or the public i n t e re s t . 

These observa t ions , together w i t h the spurious na tu re of 
many of the publ ic i n t e r e s t a rgumen t s used to j u s t i f y a i r l i n e 
regulat ion and the e x i s t i n g degree of e conomic i n e f f i c i e n c y , 
suggest that the p r i v a t e i n t e r e s t t heo ry of regula t ion m a y 
provide a superior exp lana t ion of c u r r e n t a i r l i ne indus t ry 
pol ic ies and more a c c u r a t e p r ed i c t i ons of f u t u r e po l i cy 
changes. 
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Conclusion 

. . . accuracy always wil l be a casualty of propaganda 
but tfie misapprehensions to which it leads do not 
make any easier the task of considering logically 
[airline regulation]. . . or of encouraging informed 
public debate on i t . [Hewitt (1979b, p. 9)] 

It has been the aim of this study to expose some of the 
inaccuracies and misapprehensions which have been present in 
the debate on the economic regulation of Australian c iv i l 
aviation. There have been two major areas of discussion. 
Firs t ly, the study has examined the issue of market fa i lure in 
the airline industry. It has investigated the many public 
interest arguments as to why the market mechanism is an 
unsuitable method of satisfying the community's demands for 
air services. These arguments include claims that com
petition among airlines wil l be destructive or wasteful, wil l 
result in many areas without services, or wil l lead to mono
poly exploitation of consumers. The validity of these 
arguments is seriously questioned. 

Several external benefits alleged to be associated with 
c iv i l aviation have also been considered. While there is 
scope for disagreement about the significance of these 
supposed benefits, it appears that these problems, to the 
extent they exist , are best dealt with directly through 
subsidies or other f i sca l measures rather than indirectly 
through restr ict ive market control. Similarly, it was found 
that the emotive issue of air safety is largely irrelevant to 
considerations of the economic regulation of airlines. Air 
safety objectives are not dependent upon market regulation 
but are more e f fec t ive ly pursued through direct attention to 
operating standards and procedures. 

Thus it seems clear that the many public interest argu
ments used in the Australian debate for rejecting market 
forces and for supporting detailed economic regulation of 
airlines do not stand close scrutiny. 
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Secondly, this study examined the economic per
formance of the industry under the current regulatory 
framework. In contrast to the the apparent absence of 
market failure, significant areas of government fai lure were 
identified. The Australian air transport industry is marked 
by a substantial degree of economic ineff ic iency. A 
discussion of the policy options available to improve the 
economic performance of the industry indicated that deregu
lation, in particular, permitting freedom of entry into the 
inAjstry, offers the greatest prospects for increased e f f i 
ciency. In this regard the continued state ownership of T A A 
not only has little independent impact on the performance of 
the industry but is, if anything, an obstacle to policy reform. 

A theme which is present throughout this study, but 
especially prominent in the sections analysing the industry's 
performance and considering various policy options, is the im
portance of the incentives facing a f i r m as a determinant of 
its economic performance. The principal deficiency of the 
TAP is its failure to provide the major airlines with incen
tives encouraging them to operate e f f i c ien t ly . Future policy 
reform should concentrate on correcting this deficiency. 

In summary, this study concludes that the combination 
of a lack of convincing theoretical and empirical arguments 
to support restrictive air l ine regulation, the unsatisfactory 
economic performance of the major airline operators under 
the current regulatory system and the apparent feasibili ty of 
open market competition among airlines indicates the need 
for substantial regulatory reform. 

What is the likelihood of such reform? The private 
interest theory of regulation suggests that the forces for 
policy change lie in shifting relat ive lobbying strengths of the 
various parties af fec ted by air l ine regulation. The study 
noted the increasing influence which consumer-oriented 
groups have exerted in recent years. In addition, State 
Governments, especially those of Western Australia and the 
Northern Territory, have lately taken a higher profile in the 
industry. It has also been suggested that unless the apparent 
discrepancy between overseas and domestic air fares is 
reduced the community wil l force open competition upon the 
local operators."** However, it is doubtful that these 
influences are yet strong enough to quickly achieve the 

Chemticleer, Austral ian Fmancial Review, it June 
1979. The differences between domestic and overseas 
air fares have been clouded recently by frequently 
changing factor prices, especially oil prices. 
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degree of reform which this study judges necessary. For 
example, many dissatisfied consumers, especially those not 
currently travelling by air, have l i t t le opportunity to express 
their dissatisfaction since there are few close substitutes. 
Forsyth (1979, p. 63) notes: 

The policy was devised very skilfully such that it 
would be very d i f f i cu l t to bring any pressure upon it. 

In recent years the U.S. domestic airline system has 
been substantially reformed with policies designed to place 
increased reliance upon competitive market forces. Many of 
the elements then stimulating these policy changes are 
similar to those currently present in Australia, e.g. frequent 
air fare rises, the embarrassing comparison of the economic 
performances of the C A B regulated carriers and the less 
regulated intrastate operators, and advances in economic 
research of the airline industry. One influential factor not 
prominent in the Australian situation is the exposure of 
regulatory malpractices. In the U.S. this issue went further 
than the general disillusion with government in the post-
Watergate period. Kennedy (1975, p. 6 0 8 ) * c o n c l u d e s : 

Several of the procedures that the Board follows in 
setting major Board policies - in particular route and 
enforcement policies - have lacked the openness, 
intelJigibility, and impartiality required by 
elementary notions of procedural fairr>ess. 

These procedures are also described as 'highly improper and 
probably illegal' . 

It is not certain that the Australian industry has been 
free of similar bureaucratic abuse. For example, Brogden 
(1980, p. 119) reports the granting of an air route licence to 
EWA which, he suggests, was designed to act as a 'big stick' 
towards the major operators. Government of Western 
Australia (1980, p. 71) also alleges that DOT has abused its 
financial and safety powers and the widespread industry 
acceptance of it as the dominant aviation authority by 
usurping certain licensing and pricing powers in relation to 
purely intrastate services. However, the relatively secretive 
nature of Australian air transport regulation compared with 

This ar t ic le is the Summary of Report of the Senate 
Subcommittee on Administrative Practice and Pro
cedure. 
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the more open, public hearing style of the U.S . system 
increases the dif f icul ty of detecting undesirable regulatory 
practices in Australia. The inability of the public to 
carefully scrutinise Australian regulatory procedures probably 
lessens the chance of imminent policy reform to the extent 
that has occurred in the U.S . industry. 



Appendix 1 
A DESCRIPTION O F AIR TRANSPORT 

R E G U L A T I O N IN AUSTRAUA 

Several other publications present detailed descriptiorw of the 
historical development of Australian aviation policies [e.g. 
Richardson and Poulton (1968)1. This appendix briefly out
lines those powers and policies which determine the present 
patterns of airline regulation as well as the recently 
announced proposals for policy amendments. 

The impact of the Australian Constitution 

Since there is no expl ic i t mention of c iv i l aviation in the 
Constitution it remains a matter of responsibility for the 
States. Hence the ability of the Commonwealth to regulate 
the air transport industry rests with other heads of power, the 
major ones being its powers to legislate with respect to 
international and interstate trade and commerce, external 
a f fa i r s , the Territories and Commonwealth places. However, 
section 92 of the Constitution, which guarantees that trade 
among the States "shall be absolutely free', restricts the 
powers of the Commonwealth to regulate interstate 
aviation. Thus the authority of the Commonwealth for 
direct economic regulation of civi l aviation is quite l imited. 

Air Navigation Regulations (ANRs) 

The Ai r Navigation A c t 1920-1973 rat if ies on behalf of 
Australia various international agreements on civil aviation 
and authorises the making of regulations implementing the 
Act and these agreements and regulations in relation to 
Terri torial , interstate and international air navigation. 
There are over 300 such ANRs applying to al l air navigation 
within Australia. They mainly deal with technical matters of 
air operations (e.g. a i rc ra f t registration, airworthiness 
requirements, crew licences, air faci l i t ies and flight rules). 
However, several are important for the economic regulation 
of domestic air transport. 

Licences issued by the Secretary of DOT are required to 
operate charter and regular public transport air service 
operations (ANR 197(1) and 198 respectively). However, 
there are legal constraints on the assessment of licence 
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applications [ANR 199]. In particular, the only legal grounds 
for refusing both interstate or intrastate licences relate to 
safety considerations. There is also an important variation 
to these licencing requirements. The Secretary may, if he 
considers it warranted, exempt the holder of a charter 
licence from the necessity to obtain an airline licence in 
order to operate scheduled services l A N R 203] . The prac
tical e f fec t of this procedure is to lessen the cost of 
providing scheduled air services by lowering the technical 
standards required for these operations. Widespread growth 
in commuter services has occurred since the introduction of 
these exemptions in 1967. 

Air fares are controlled through ANR 106 which 
requires the operator of charter or scheduled air services 
using Commonwealth air fac i l i t ies to provide the Minister for 
Transport with information on the fares charged for these 
services. The Minister cein approve the submitted charges, 
possibly with variations, or can reject them and direct the 
adoption of fares that he considers ' fa i r and reasonable'. An 
airline must also have its timetable approved by the Secre
tary of DOT I ANR 106C] . However, these timetables can be 
disapproved only on safety grounds. 

The Two-Air line Policy 

The so-called Two-Airl ine Policy ( T A P ) is the dominant 
feature of the regulation of Australia's domestic air 
transport. Since the Government lacks the constitutional 
authority for direct economic regulation of c iv i l aviation, it 
has chosen to control entry into the industry and to regulate 
the behaviour of its selected operators by means of a series 
of contractual agreements, the various Airlines Agreements 
Acts. These provide for termination with f ive years notice 
by A T I or the Commonwealth. Other features of the policy 
are embodied in the Airl ines Equipment Act 1958, the 
Australian National Airl ines Ac t 19'»5 and the Customs 
(Prohibited Imports) Regulations. 

The fundamental policy objective is to maintain only 
two operators, one being T A A , of trunk route airline 
services. The Government is able to ensure that trunk route 
operations are limited to only A A A and T A A through its 
powers to prohibit the importation of a i r c ra f t . It has been 
Government policy to refuse import permits for al l a i r c ra f t 
types over a specified gross weight unless the a i rc ra f t is 
purchased by a present airline operator or unless other 
restrictive conditions are satisfied. 



The total amount of a i rcraf t capacity which is offered 
by the two major operators is controlled through the Airlines 
Equipment Ac t . The capacity determination provisions of 
this Act require the Minister to estimate future t r a f f i c on 
competitive and non-competitive routes and then, on the 
basis of a chosen revenue load factor (e.g. 65 per cent for 
mixed configuration a i rc ra f t on trunk routes), to determine 
the maximum a i r c r a f t capacity needed by each airline to 
cater for its non-competitive route t r a f f i c as well as for half 
of the competitive trunk route t ra f f i c . These determinations 
are made on a six-monthly basis. The airlines are obliged not 
to provide capacity on trunk routes in excess of their 
determination. There is no obligation for the airlines to 
operate the same a i rc ra f t type, as witnessed by their recent 
choices of different wide-bodied jets. However, there is a 
requirement that new a i rc ra f t purchases wil l not be 'detri
mental to the stability of the domestic air transport industry'. 

The T A P also allows for the rationalisation of the air 
services offered by the major operators. The so-called 
Rationalisation procedures enable T A A and AAA to consult 
and resolve differences on a wide range of matters, e.g. 
fares, timetables, a i r c ra f t types, capacity and load factors. 
Thus the airlines have considerable scope for discussion and 
joint implementation of a wide range of features a f fec t ing 
domestic air services. 

The policy also specifies procedures to be followed when 
the airlines are in dispute. A Rationalisation Committee is 
established consisting of a representative of each of the 
airlines and a Co-ordinator nominated by the Minister (the 
Secretary of DOT) . If the airlines are unable to agree on any 
of the matters which they keep under review, the matter in 
dispute can be referred to this Committee by either of the 
airlines. If , a f ter consideration of the issue by the 
Committee, the airline representatives are still unable to 
reach agreement the Co-ordinator shall make a f inal 
decision. If one of the airlines is dissatisfied with the 
decision of the Co-ordinator it can appeal to the Arbitrator 
who is usually a Justice of a federal court. The airline 
representatives wi l l confer on the matter under the chair
manship of the Arbitrator who, if they are unable to agree, 
shall decide the issue. The operators are obliged to comply 
with all their Rationalisation agreements and with any 
decisions of the Co-ordinator or the Arbitrator. 

In response to the problems caused by the preferential 
treatment of T A A during the immediate post-war years a 
consistent element of the T A P has been the desire to ensure 
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that competition between the government and private 
operators is fair arxl equal. Hence the Commonwealth 
undertakes not to unfairly discriminate between the two 
airlines, especially with respect to the granting of import 
licences and the cdlocation of airport fac i l i t i es . Government 
business is freely available to both operators and each is 
given a siJistantially equal share of air malL The 
Commonwealth also provides financial assistance in the form 
of loan guarantees to the private airline to ensure that it can 
obtain the a i rc ra f t necessary to match the services of its 
competitor. In addition, the Australian National Airlines Ac t 
has been amended in an e f for t to make the cost structures of 
the two operators as similar as possible. Thus T A A must pay 
a l l government taxes arxl rates, it must keep self-insurance 
funds in a prescribed account in the form of Commonwealth 
securities, it must aim to make suff ic ient profits to meet a 
dividend target set by the Commonwealth, and it is able to 
diversify into non-airline act ivi t ies . 

Finally, the airlines face certain obligations under the 
TAP. These include: not to dispose of a i r c ra f t without 
Commonwealth consent; to maintain existing rural services 
so long as revenue exceeds direct operating costs and not to 
cease operating a service without attempting to replace it 
with an A N R 203 ( i .e . commuter) operation; to investigate 
the introduction of promotional fares and other measures 
designed to stimulate t r a f f i c and air freight; to comply with 
airport curfews; and to acknowledge that the Commonwealth 
can permit other operators to develop air services on non-
trunk routes and specialist freight and passenger services of a 
nature not adequately provided for by the major operators. 

Proposed amendments of the Two-Airline Policy 

In late 1980 the Government announced amendments which i t 
proposed to make to the T A P [see DOT (1980a)]. The 
Minister for Transport, Mr Hunt, stated that changes to the 
TAP were necessary 'to foster increased competition within 
the aviation industry in a rational and orderly manner'. The 
basic features of the policy amendments include: 

(a) removal of air freight from the T A P - Thus freight 
will be excluded from the capacity determinations of the 
major operators. Exist ing and new operators wi l l be able to 
provide freight services in unrestricted competition. 

(b) removal of air mail f rom the T A P - Australia Post 
will be able to negotiate without constraint with any 
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domestic carr ier in order to f u l f i l its responsibilities. 
(c) precise definition of the roles of air operators - The 

new Agreement provides extensive definitions of the roles of 
the trunk airlines and of other operators. The trunk route 
network is defined. T A A and Ansett will be the only two 
operators of scheduled domestic passenger services over 
trunk routes. Other domestic operators can provide services 
over "prescribed' routes which are mainly intrastate or 
current regional routes. There is only limited scope for 
overlap between the major operators and others. In addition, 
the respective roles of Qantas and the domestic airlines are 
defined. The domestic airlines can independently provide 
only domestic services; Qantas is similarly restricted to 
international operations. 

(d) orderly development of the aviation industry -
Import policy wi l l be relaxed to allow the acquisition of large 
jet a i rcraf t by regional and cargo operators. However, 
freight operators must assure the Secretary of DOT that new 
a i rc ra f t will be used exclusively for freight operations. 
Similarly, regional operators wishing to import a large jet 
a i rc ra f t must undertake to comply with the capacity 
determination procedures of the Airlines Equipment Act . In 
addition, operators competing with the major airlines over 
trunk routes wil l not have approved fares which are lower 
than those of the major airlines. 

(e) revised consultative arrangements - The major 
airlines 'must consult' only on a i rcraf t utilisation, load factors 
and core fares . A review system exists for resolving disputes 
concerning these matters. The airlines 'may consult' on 
other issues. The 'may consult' provision allows increased 
scope for unilateral action by an airline. 

( f ) new procedures for fare approval - The airlines wi l l 
be required to just i fy their charges every six months. There 
wi l l also be a simplified review system for limited cost 
increases in certain specified areas (e.g. wages, fuel and 
ANCs) . 

(g) increased reporting obligations on the major airlines 
(h) time horizon of new Agreement -The new Agree

ment will last for f ive years af ter which there will be five 
years' notice of termination. 
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Appendix 2 
U S T OF A B B R E V I A T I O N S 

A A A Ansett Airlines of Austral ia 
A F C O Australian Federation of Consumer Organisations 
A F T A Australian Federation of Trave l Agents 
A L P Australian Labor Party 
ANA Australian National Airways 
ANC Air Navigation Charge 
ANR Air Navigation Regulation 
A T I Ansett Transport Industries 
BPA Bush Pilot Airways 
B T E Bureau of Transport Economics 
C A B C i v i l Aeronautics Board 
DCA l')epartment of C i v i l Aviation 
DLP Democratic Labour Party 
DOT Department of Transport 
EWA East-West Airl ines 
ITA Institut du Transport Aerien 
TAA Trans-Australia Airlines 
TAP Two-Airline Policy 
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