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1. INTRODUCTION

The issue of Airport competition and regulation is very topical.  In the last few weeks, with the

removal of price regulation on major domestic airports, price increases of 100 per cent for

domestic carriers and up to 130 per cent for international carriers have been reported.1

I welcome the opportunity to participate in the conference on this topic.  My recent involvement

in  airport regulation has been through my involvement with Virgin Blue, for whom I act on

regulatory matters.   While the views expressed here are my own, I acknowledge that they are

strongly influenced from that involvement.2  In particular, they have been strongly influenced by

considerations of the impact of airport pricing/regulation on competition in the aviation industry.

In Australia, as in most countries that subscribe to economic notions of regulation, the prevailing

analytical framework to determine whether a facility or business should be subject to economic

regulation is to ask the following questions (not always in the following order):

                                                  
1 New Airport Charges to Hit Travellers, Australian Financial Review 16 July 2002.
2 Specifically, these comments draw on submissions made by Virgin Blue to the Productivity

Commission inquiry into price regulation of airport services, dated  3 March 2001 and 21 November
2001.
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! Does the facility demonstrate monopoly or natural monopoly characteristics, ie to what extent

if any is it subject to the market constraints imposed by competition – this is the market

power question;

! If the facility does demonstrate monopoly or natural monopoly characteristics, will the

exercise of that market power lead to inefficiency, in any one of the relevant dimensions of

efficiency or is it purely a distributional question – that is the consequences of market power

question;

! Do the benefits of regulation outweigh the costs and risks of regulation, in terms of the

various forms of regulatory failure that may arise in a regulatory regime – the regulatory

failure issue.

This is in effect the model applied by the Productivity Commission in its inquiry into price

regulation of Airport Services.3  I will come back and comment on each of these matters.

However, my overarching observation would be that in undertaking this analysis, while it has all

the appearance of a highly analytical framework, it must be recognized that there is substantial

room for judgment.  Further, the judgments that are made will be substantially influenced by the

context of the analysis.

And here is my real point (I will make it early so it does not get lost as I go through), any analysis

of airport regulation in Australia and elsewhere must fundamentally be undertaken in the context

of competition not for airport services, but the aviation industry generally.   This is particularly

relevant in Australia given the structure of the aviation industry, although it may be less relevant

in the United Kingdom, which is the subject of Bob Cotteril’s paper.

This question is raised generally in Part IIIA of the Trade Practices Act and the Inter-

Governmental Competition Principles Agreement, which ask the question whether declaration of

a service for access purposes will promote upstream or downstream competition.

Correspondingly, for my part, the important issue for airport regulation is whether it will or is

more likely to promote or enhance a competitive aviation industry.  At all times acknowledging

that it is not sufficient on its own and that there must still be a reasonable case for regulation and

that the regulation framework must conform to accepted principles of economic regulation.

                                                  
3 Price Regulation of Airport Services, Productivity Commission, Report No.19, 23 January 2002.
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This is not really a novel or unique perspective.  In gas or electricity, we don’t ignore the fact that

the pipeline or powerline is taking gas or electrons from one place to another and are simply an

input into the overall supply of gas or electricity.

The reform process in gas and electricity, for example, has been strongly focused on creating the

environment in which there can be open competition in the supply of gas and electricity.  The

same goes for telecommunications and for rail.

In the US regulation of airports is explicitly framed in the context of the US Department of

Transport’s objective to create an environment that promotes competition (including new entry)

in the airline industry.4   Also, this is a perspective that is readily (if perhaps not adequately)

acknowledged in Australia  in the context of access to slots at constrained airports.

Yet this perspective seems particularly lacking in relation to airport price regulation.  There is

almost no discussion of the role of price regulation of airports in the context of creating a

favourable environment for aviation competition.

In  the Productivity Commission’s report on its inquiry into price regulation of airport services,

upon which the Government based its subsequent decision to remove price regulation of airports,

there is little substantial analysis of the regulation of airports within the context of the aviation

market generally and its impact on that market.   There is little or no  apparent recognition of the

importance of promoting competition in the aviation industry and the role that airport price

regulation can play in that.  For example in my view, the Commission’s report does not address

the specific characteristics of low fare and other new entrant airlines, or the effect that the

proposed reduced regulation would have on competition in the airline industry and associated

industries.

In my view, the removal of airport price regulation, at least on the major Australian airports, is

likely to be bad for competition in the aviation industry, and it is consumers that will suffer.

Having set the context for my observations, I will explain why.

                                                  
4 See, for example, Airport Business Practices and Their Impact on Airline Competition, FAA/OST Task

Force Study October 1999.In particular:
Airline deregulation can work well only if market forces can discipline the pricing behaviour of all

carriers.  As documented in numerous academic and government reports, significant new
entry in concentrated airline markets results in lower fares, often dramatically lower.  But, if
airlines cannot gain access to gates, baggage claim areas, passenger check-in and hold rooms
and other essential airport facilities on reasonable terms, they will be unable to compete
successfully against air carriers that do have such access.
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2. THE MARKET POWER QUESTION

The Productivity Commission found that major airports in Australia have a substantial degree of

market power in the provision of a range of airport services.

Given the following factors there can, in my view, be little doubt that is correct.

! there is a well developed demand for air transport to and from each major city;

o travel is typically point to point;

o demand is based on a specific destination;

! within a city or adjacent areas, alternative airports are not viable departure/arrival

alternatives;

! new entry is unlikely;

! in general other forms of transport (given distances) are not close substitutes to air travel.

Sydney, Brisbane, Melbourne, Perth, Adelaide, Canberra and Darwin airports are all likely to

have a substantial degree of market power due to the lack of nearby alternatives for the majority

of passengers, and while Hobart, Launceston, Alice Springs and Coolangatta airports may have

less market power, the market power they do have appears still to be significant.

Recent experience in a deregulated airport environment bears this out.  Airport price increases do

not suggest that airports will be constrained from exercising their market power by the threat of

future regulation, by any countervailing power held by airlines or by any other factor.

3. CONSEQUENCES OF MARKET POWER

(a) Incentives to Use Market Power

The Commission’s report5 suggests that, while certain airports may have a substantial degree of

market power, airport operators may not have the incentive to use this market power to raise their

prices to inefficient levels, since:

•  airport operators have an incentive to encourage extra passengers to use the airport in

order to derive non-aeronautical earnings;
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•  airport operators also have an incentive to price-discriminate among users in order to

increase their profits to ensure that more price-sensitive users pay less and overall

consumption is not affected; and

•  airlines may have a significant degree of countervailing power.

It would have also been worthwhile to note that airport operators also have an overriding

incentive and obligation to maximise returns to their shareholders.  The most direct way to do this

is of course to increase price.   Each of the factors identified by the Commission  in my view are

unlikely to impose any significant restraint on the incentives on airport operators to increase

prices.     Turning to each of these.

It is doubtful the extent to which an airport can stimulate an across the board increase in

passenger numbers.   Demand for air travel is highly varied.  While a small change in price may

have an impact on certain types of passengers it is unlikely to have an impact on all types of

passengers.  A significant proportion of passengers, particularly business passengers, are

relatively price-inelastic and for such travellers, and for other types of passenger, eg overseas

travellers, the imposition of aeronautical charges may not represent a significant proportion of the

overall fare.  As a result, airports will have considerable scope to increase prices without losing

many of these customers.  Other passengers may travel through airline operated terminals and

may not generate much if any additional non-aeronautical revenues.

As for price sensitive customers, for example customers attracted to discount fares, there are
limits on the extent to which an airport can encourage them to generate additional non-
aeronautical revenue for airports, for example they do not engage in duty-free shopping and
spending at airport concessions will generate only a small marginal increase in airport revenues;

As a result, any incentives to keep down aeronautical charges in order to drive non-aeronautical

revenue are likely to be limited in relation to the domestic passengers and would not outweigh the

gains from direct price increases. Even in relation to more price-sensitive passengers the

incentive to trade off direct price increases to increase demand is likely to be muted.

In my view, not only is the incentive to stimulate travel overstated, so is the capacity to do so.

Airports do not currently price-discriminate in favour of marginal passengers and have little or no

capacity to do so in any meaningful way.  Most aeronautical charges are based either on a flat

per-passenger basis (with no distinction between business or leisure, full-fare or discount

                                                                                                                                                             
5 Price Regulation of Airport Services, at p XXVII and ch 7.
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passengers), or on the basis of aircraft weight. Airports seem to favour a move to passenger based

charges.

Weight based charges may have some benefits over passenger based charges in certain

circumstances and have some indirect positive discrimination effects.  However, they do not

represent a meaningful way to engage in efficient price discrimination.

Airports cannot discriminate directly among users and can only do so indirectly by discriminating

among airlines or, at the most particular, airline flights.  However, even this is imperfect and

inadequate.

Price-discrimination may be more difficult to the extent that some major incumbent airlines may

have a degree of countervailing power in relation to some airports.  However, new entrant and

low-fare carriers have no countervailing power, since they tend to fly a smaller numbers of

passengers (particularly when first commencing a route).

Countervailing power of incumbent airlines can in fact be used against new entrant and low-fare

airlines to influence airport pricing in ways that distort demand characteristics and promote

inefficiencies.  For example, low fare carriers typically operate at higher passenger levels per

aircraft.  This leads to incentives for incumbent airlines to pressure airports to shift pricing from

weight based to passenger based charges.  Countervailing power can also be used to force most

favoured nation clauses. Countervailing power is not a significant remedy to the market power of

airports.

The analysis of the various incentives of an airport owner by the Productivity Commission does

not support the conclusions which were reached.  The Commission’s report tends to move from a

discussion of possible incentives and the possible impact of such incentives to strong conclusions

as to the behaviour of airports based on theoretical possibilities.  For example, one of the

Commission’s key messages is that the scope for airports with market power is constrained  by

commercial pressures and opportunities, particularly the substantial non-aeronautical income to

be had from promoting airline passenger traffic6, whereas elsewhere the report concludes that:

•  while airports have substantial market power, they “may not use this power to its full
extent, because of commercial incentives and constraints”;7

•  airports, by themselves, will have little influence over the attraction of their location (but
may be able to work with others who can).8

                                                  
6 At p xvi.
7 At p xxvii.
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Further, where the Report does cite evidence a careful consideration of the substance of the report
does not support that conclusion.  For example, the Commission notes that there is “fairly strong
evidence” that potential earnings from passenger spending on non-aeronautical services provide
airports with an incentive to encourage extra passengers to the airport9, however the evidence as
to the significance of these revenues, particularly in relation to domestic passenger travel, does
not support that conclusion.10

Effects of Raising Prices

The Commission’s report suggests that, even where airports have an incentive to raise prices, this

may not result in any overall inefficiencies.  This is because:

•  the prices charged under existing price caps represent historical single-till prices and are

insufficient for future investment;

•  price increases would not have a significant effect on consumption due to the ability to

price-discriminate in favour of more elastic users; and

•  price increases above efficient levels would only result in a redistribution of welfare from

passengers (and airlines) to airports.

Current Prices

The Commission recognised that average aeronautical charges are likely to rise if unregulated,

but suggests that this would not produce inefficiencies since current price caps reflect a single-till

legacy and are insufficient for future investment.  The Commission also noted that there was

variable but overall positive operating profits and returns on assets in aeronautical services for the

major privatised airports, though these were below corresponding measures for non-aeronautical

services.

The approach of the Commission in effect proceeds on the following premise, if the current form

of price cap is not working efficiently, there will need to be some form of price increase and we

should therefore not be concerned with the removal of price regulation.  I suggest the better

approach is to first ask if there is a good case for price regulation and then design a regime that is

appropriate, including if appropriate, scope for regulated price increases.  Even if there were

                                                                                                                                                             
8 P xxviii.
9 P xxvii.
10 See pp181-188.
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problems with the old price caps, there are many examples of price cap regulation which work

well.

It should also be noted that existing prices are not necessarily inefficient due to their reflection of

historical single-till prices.  Since aeronautical and non-aeronautical services are complementary

and share significant common costs, it is not necessarily inefficient to recover a proportion of

common costs, or even the whole of common costs, from non-aeronautical revenues.  Indeed, it

may be efficient to recover a high proportion of common costs from non-aeronautical revenues.

In effect, this is the corollary of the Commission’s argument that the opportunity to earn non-

aeronautical revenues will encourage airports to keep aeronautical prices low.

Also as noted earlier an airport’s ability to price-discriminate is limited.  In particular:

•  weight-based landing charges do not represent meaningful price discrimination;

•  airports are limited in their ability to discriminate among airlines; and

•  airlines are limited in their ability to defray the consumer welfare impact of price

increases through price discrimination, particularly in favour of low-fare new entrant

airlines whose passengers are generally price-sensitive.

As a result, price-discrimination is unlikely to cure the inefficiencies arising from airports’ use of

market power to raise prices.

Redistribution Effects

The Commission suggests that income redistribution from passengers and airlines to airports may

be neutral due to the income profiles and resident status of passengers and shareholders.

We should all recognise that there is no monopoly price level that is ever purely distributional.

The concept of a distributional effect, a key component of static welfare analysis, is a valuable

theocratical model.  It is not a good predictor of actual economic/welfare effects. And it does not

provide a good basis to permit airports to charge monopoly prices.

•  Firstly, if there is scope for a monopoly rent to be earned, it is better that it be earned at
the airline level as this is theoretically open to competition.  Monopoly prices are the
stimulant to entry.  Monopoly prices at the airline level are therefore prone to be
competed away.



Page 9

•  Secondly, the redistribution of any “rents” from airlines to airports is a distribution from a

high risk business to a low risk business, with a correspondingly lower cost of capital. As

it is the prospect of earning a return greater than the cost of capital that is the lure to any

new entrant, the “redistribution” in fact involves a reduction in welfare and efficiency and

it dampens prospective entry at the airline level, while having no effect at the airport

level; and

•  Thirdly, while up to 49% of airport shares are or can be foreign-owned most passengers

are Australian residents, consequently the redistribution from passengers to airports can

result in a substantial off-shore distribution of income;

•  But most importantly, the reality is that monopoly airport prices are not efficiently

neutral.  They will have an impact on the overall level of demand.  They are significant

and can represent a very significant component of low price airfares.  Airport charges can

easily represent 10% of such fares.  I have little doubt that this will have an impact on

passenger numbers.

In my view, The Commission has not adequately assessed efficiency and competition issues in

the context of broader markets that are interdependent with the markets in which airport services

are supplied.

The Commission’s conclusions on passengers’ price-elasticity of demand, airlines’ ability to

price-discriminate and airlines’ countervailing market power relate overwhelmingly to

established full-service airlines.  The removal of price control mechanisms from the major

airports would have a substantially greater detrimental effect on new entrant and low-fare carriers

than it would on these full-service airlines.

New entrant low-fare airlines typically carry a higher proportion of price-sensitive passengers

travelling on discount economy fares (which are themselves discounted from lower full economy

fares), and generally have no business class seating and carry fewer business travellers.  As a

result, airport charges constitute a higher proportion of the ticket price in a segment where even

small changes to price can have a significant impact on demand.  The flatter range of price-

elasticity among low-fare carriers’ passengers greatly reduces the airline’s ability to price-

discriminate in order to apply airport price increases without reducing demand.

Further, new entrant airlines have no countervailing market power. To the extent that incumbent

full-service airlines may have countervailing power (a conclusion of the Commission which does
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not reflect the weak support for it in its own analysis), this may be applied to airports in order to

raise new entrant airlines’ costs, and prevent any price discrimination in favour of new entrants.

Due to the factors described above, unregulated airport charges present a real barrier to new entry

and expansion by low-fare carriers.  Even if the exercise of market power to raise airport charges

could be justified as efficient when considering airports in isolation, it is inevitably likely to

discourage or prevent the new entry required for vigorous competition in the airline industry and

related industries such as tourism.  This is, of course particularly important since the collapse of

Ansett.

4. Appropriate Form of Regulation

The Commission concludes that:

•  incentive regulation should only be used where excessive pricing would otherwise be

likely to result in significant inefficiency, since it can be inadequate for investment,

discourage commercial negotiation, encourage gaming and impose increased compliance

costs; and

•  in this case, price monitoring is to be preferred as a less intrusive method of regulating

prices, chiefly through publicity and the credible threat of stricter regulation.

Price caps can provide incentives for new investment within the price cap framework by

encouraging investment that promotes increased efficiency and expanded output.  Investment in

aeronautical services that promotes non-aeronautical revenue can also be encouraged within the

price cap framework.  Service requirements and quality of service standards can also be

incorporated into the price cap framework to provide incentives for investment.

I am well aware of the allegations of regulatory gaming in relation to the old price cap regime.

Such allegations are common.  The allegations inevitably flow both ways and generally reflect

little more than a complaint by one side against another where it is seeking to legitimately protect

its position.  That is not regulatory gaming.  Importantly, appropriate regulatory frameworks can

be developed which provide optimal and desirable incentives to price and invest efficiently.

It should also be recognised that the removal of an efficient form of regulation may lead to

inefficient alternative outcomes.  Price caps represent an efficient form of price regulation.

Access regimes do not and provide a poor alternative.  It will be a cruel irony if the
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Commission’s recommendation fails to deliver a sensible efficient form of price regulation and

results in a less efficient one.  An undesirable, but possibly inevitable consequence, of the

removal of appropriate price constraints on monopoly airports.

5. CONCLUSION

In assessing the costs and benefits of regulation the Commission no where explicitly

acknowledged the potential cost of removing price regulation on airline competition.

Overall, at the federal policy level there does not appear to be a clear push to create a framework

which will promote competition, including new entry, in the aviation industry.  This may reflect

an a priori view that the Australian industry can only sustain two national domestic carriers.

Problematically, if policies are developed on that basis, then they will become self-fulfilling.

Airport price regulation is no less important than access rights and strong protections against

predatory conduct to create the greatest opportunity for competition in the aviation industry.    As

is now increasingly acknowledged, the economic and social dividends of a healthy competitive

aviation industry can be very great.

Thankyou.
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