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Abstract

In 2002 Australia removed its price freeze on majgports and instituted light-
handed regulation including price monitoring. Initionally, this policy is at the
frontier. In general it has worked well but there eoncerns that it is ineffective in
protecting against windfall gains for airports,tthevestment incentives are a weak
link, that Sydney Airport has deferred investmeamd &t service quality fall, and that
airlines are still vulnerable to airport market mywTlhese concerns do not justify re-
imposition of price control but they require a noetifor addressing them. Airlines
have proposed independent dispute resolution. equer elsewhere suggests that
concerns about this approach are unjustified, hatlit would take light-handed
regulation forward.
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1. Introduction

In 1997 and 1998 Australia privatised most of itgan airports. Initially there was a
five year price control on airport charges, bu2@®92 the price controls were
removed. The Government encouraged commercial ia¢igots between airports and
airlines, specified certain pricing guidelines,ypded for annual monitoring by the
Australian Competition and Consumer Commission (J,&nd left an unspecified
threat that price controls could be re-imposecifassary. There was also a potential
but uncertain role for the Part IlIA national accesgime. In 2006 the Government
refined the guidelines and extended this ‘lightdedi regulatory policy to 2012.

The Productivity Commission has been a main propbokthe light-handed
regulatory approach, finding benefits in terms w€ipg, quality of service and
investment, as compared to a ‘heavy-handed’ regyl@pproach involving ex ante
investigation and prescription of these parametergeneral, airports have welcomed
this. Schuster (2009), describing the Sydney Airpaperience, concludes that
“contractual relationships in an environment obimfial regulation are able to provide
sound, and arguably superior, outcomes to formeépegulation”. The major
Australian airlines have supported it, individualyd via the Board of Airline
Representatives of Australia (BARA), conditionaltbere being effective constraints
on airport market power, as would be provided Bystem of independent dispute
resolution. For the most part, there is no presgureturn to the previous price
control regime.

Against this are certain reservations and concerns.

- Other airlines in the International Air Transposdciation (IATA 2006a,b)
have argued that price monitoring is ineffectivgpreventing airports from
realising windfall gains and that incentive-basedecontrols would be
preferable.

- Forsyth (2008) has argued that “the weak link mriggulatory environment
... concerns investment incentives. ... Unless [thé&deJines are clarified and
improved, there is a danger that the framework degenerate into light-
handed, cost-plus regulation with adverse implwatifor efficiency”.

- The latest monitoring report by the ACCC (2010)catades that “Sydney
Airport has increased profits by permitting servipelity levels to fall below
that which could be expected in a competitive emvinent over a sustained
period”. It also finds that “airport car parkingges charged to consumers are
consistent with charges reflecting an element ofopoly rent”.

- Airlines remain concerned about a variety of aspetairport behaviour,
including terms and conditions, asset valuation@s of capital, some
implications of the dual till approach, and theulkagion of smaller airports.

Most airlines (and some others) have argued fengthening the hand of the airlines
in negotiations against airports that have marketqy. The Productivity Commission
(2006b) concluded against the introduction of agramcessible independent dispute
resolution mechanism. Instead, it proposed tofgl#ine threat of re-regulation by
introducing a ‘show cause’ procedure. The Governrmetally accepted this, but in
December 2009 decided against it. This presumalilythe question of independent
dispute resolution back on the table.



The Productivity Commission (2002 p. xliv) detecséghs of greater interest
worldwide in light-handed regulation, citing thevTiAviation Authority (CAA) in

the UK. That interest has continued to develop. TA& recommended de-
designating (i.e. deregulating) two airports whiesensidered there was sufficient
competition. For the remaining designated airpibitdroduced the concept of
‘constructive engagement’, whereby the airportsthed airlines discuss and seek to
agree certain inputs to the price control decisi¢@&A 2009a) In Germany some
commentators have argued for introducing independeantive regulation instead of
the present ‘cost plus’ regulation by the sepdiederal states, but meanwhile some
airports have negotiated 4 year ‘framework agreeshenth airlines. (2011) The EU
Airport Charges Directive 2009, instead of propggmmice controls, mandates a
consultation process with an independent arbitnati@chanism at major airports.
New Zealand is developing its own (rather heavydeai) version of monitoring via
default price-quality paths.

In some cases market developments plus ownersttiuceuring can create sufficient
competition between airports that regulation ismexded. (Starkie 2002, 2008) But
for major airports that continue to have market pogwvas may be the case in Australia,
is it possible and desirable to regulate them watlibe use of price controls? If so,
what elements of the regulatory framework are conauto a successful outcome and
which are irrelevant or unhelpful? These are qoastthat potentially apply in all
countries, and that face the present Productivitsn@ission review of the light-
handed policy. For the moment, Australian airpegulation is at the frontier. The
review will need to explore the neighbouring grouMdll Australian policy go

forward, dither, or retreat?

After a brief background, the first part of thigoea assesses the Australian light-
handed approach against the four concerns justiomext The second part examines
the case for an independent dispute resolutionepioe, including why the
Productivity Commission previously rejected thtssuggests, in the light of
international experience, that this would now cibats a helpful way forward.

2. Background

Good accounts of the general background to thé-hghded approach to Australian
airport regulation are given by Productivity Comsnis (2006b), Schuster (2009),
Forsyth (2004, 2008) and other papers referenaa@ith There has been much
economic analysis of access pricing in general Gwromg et al 1996) and some
modelling of the Australian approach (King and Macki 1999).

Briefly, Australia privatised Melbourne, BrisbanedaPerth airports in 1997, 14 other
airports in 1998, and Sydney airport in 2002. 11hefairports other than Sydney
were subjected to CPI-X price caps starting froengtices inherited from the
previous Government-owned regime. There was pravir quality of service
monitoring by the ACCC. Cost-related price incresasere allowed for ‘necessary
new investment’ approved by the ACCC.

The fall in air traffic following the terrorist atks of 11 September 2001 and the
collapse of the major airline Ansett led to the oeal of price caps at eight airports



and one-off price increases at Melbourne, BristaarePerth. In its review of airport
price regulation, the Productivity Commission (2pA8ted some severe limitations
of the initial price cap arrangements: unduly lavegs, lack of clarity, strategic
behaviour and possibly inefficient investmenteitkammended replacing the price
controls by annual price monitoring by the ACCGCeritouraged commercial
relationships between airports and airlines, andmenended that the Government
specify principles of airport conduct to avoid tieeimposition of price controls. The
Government agreed, and implemented the policyriangial five years.

In its next review, the Productivity Commission (B0) reported that the policy had
delivered some important benefits: easier investntegh productivity, satisfactory

to good service quality, not excessive prices, mbdempliance costs, and
developing commercial relationships. But there &lgd been some negatives:
constraints on market power less strong than egdeobn-price terms and conditions
less satisfactory than price outcomes, commerelationships strained, lack of

policy guidance on asset (re-)valuation, lack afity and process re further
investigation of airport conduct, leading to a latlcredibility in the threat of re-
regulation.

The Productivity Commission reaffirmed its beliefdommercial negotiations and
recommended that the policy should be continuell eettain modifications. These
included that the Government should (1) elaboratéhe specified principles of
conduct, including to proscribe further asset negbns as a basis for increasing
asset chargésand (2) clarify the threat of re-regulation byratlucing an annual
procedure whereby the government would ask a pmadtie airport to ‘show cause’
why it should not be subject to further investigatand possible re-imposition of
price control. The Government accepted these re@ndations and extended the
policy until 2012. In April 2008 the incoming Gowvenent directed the ACCC to
monitor prices, costs and profits relating to carkpg at Australia's five major
airports (in addition to the ACCC'’s existing annuadnitoring of the price and
quality of aeronautical services).

In response to the ACCC (2010) Airport Monitoringg®rt, on 9 December 2010 the
Government announced a further review by the PriddtycCommission, ‘to

examine the effectiveness and efficiency of theemtreconomic regulation and
quality of service monitoring regime for airportsdawhether new arrangements are
needed’, and to report within twelve months. Then@ussion published its Issues
Paper on 25 January 2011.

3. The Part llIA national access regime
Running almost in parallel with these developmevds the saga of the Part IlI1A

national access regime. Its application to airpads extensively tested during this
period.

! Airlines had become concerned about airports uivgltheir assets upwards, and using that as a
justification for increasing charges. The ProdutgtiCommission saw some basis for some revaluation
but acknowledged the concelnproposed that the Government’s Review Princiglesuld ‘draw a

line in the sand’: for price monitoring purposédw tegime should accept revaluations to airports’
monitored asset bases made before 30 June 200Bxalde revaluations made after that date.



Part IlIA of the Trade Practices Act 1974 providi@sa national third party access
regime so as to enable competition in industriggeddent upon a monopoly
infrastructure. A party may apply to the Nationan@etition Council (NCC) for
‘declaration’ of a servicdThe NCC makes a recommendation to the Ministéo as
whether a service should be declared. The prowtiardeclared service must attempt
to negotiate mutually acceptable terms and conditaff access with an access seeker.
If negotiations fail, there is provision for arlaition by the ACCC.

On 1 October 2002, the airline Virgin Blue appltedhe NCC for declaration of the
domestic passenger terminal service and domessidaiservice (runways, taxiways,
parking aprons etc) at Sydney Airport. This evitiehad an impact on negotiations:
commercial agreement was reached on terminal ac@ed®n 6 December 2002
Virgin Blue withdrew its application for declarati@f the terminal service. However,
agreement could not be reached on terms of acoe#sefairside service.

In November 2003 (and reversing its earlier drafbmmendation) the NCC
recommended that the airside service should ndebared. On 29 January 2004, the
Minister accepted the NCC’s recommendation.

On 18 February 2004, Virgin Blue (joined by Qantasplied to the Australian
Competition Tribunal (ACT) for review of the Min&ts decision. On 9 December
2005, the ACT handed down its decision that theiderservice be declared for a
period of five years. The ACT found that Sydneyp#itt had misused its monopoly
power and that, unless the airside service wasktl competition in the dependent
market would continue to be affected.

On 6 January 2006, Sydney Airport applied for revgg the ACT’s decision. In
October 2006, the Full Federal Court dismissedafipeal. The wording of its
decision was perceived to make Part IIIA more agibésto airlines (see below).
Sydney Airport applied for leave to appeal to thghHCourt.

In February 2007, pursuant to the ACT’s declaratib8ydney Airport’s airside
services, Virgin Blue notified the ACCC of an acxdsspute with Sydney Airport.
The ACCC began to arbitrate the dispute. In Ma@bd72the High Court refused
Sydney Airport’s leave to appeal. In May 2007 Mir@lue withdrew the notification,
indicating that the parties had resolved the displatough commercial agreement.

PART ONE SOME CONCERNS ABOUT PRESENT POLICY
4. |ATA on prices: monitoring versus price control
IATA (2006a) was particularly critical of airportipe increases over the period 2002-

2005.
“Price Monitoring does not work and is not effeetin preventing airports from

2 In order to declare a service, the NCC must hiefet that: access is needed to promote competitio
in related markets; it would be uneconomic for areyto develop another facility; the facility used t
provide the service is of national significanced &me service is not already covered by an access
regime.



realizing windfall gains. As the reasoning behind ¢urrent price monitoring regime
seems to be the implicit threat of future pricetoals, a return to a price controlled
regime would enable the Government’s objectivdsetonet directly and efficiently.”

The Productivity Commission (2006b) was not congththat the observed prices

reflected the systematic misuse of market power.
“Airport charges rose substantially immediatelyopttio, or at the outset of, the light
handed regime. But these increases were eitheaftyrapproved by the ACCC, or
closely followed its regulated pricing ‘templat&ideed, at the time, significant
increases in the charges inherited from the dag®wérnment service provision were
widely accepted as necessary to put airport opeEratin a sustainable longer term
footing.

- Since then, increases at most of the monitoreddsmave been relatively modest.
Moreover, some of these subsequent price incréms@&sbeen to pay for security
upgrades, and/or for additional new investments. ...

- Charges at Australia’s major airports are, forrtfwst part, mid-range by
international standards ...

- The approach used by the ACCC to determine alloavalhrging levels at Sydney
Airport in 2001 had a major influence on the chargesulting from the first round of
negotiated agreements at the other monitored aggdence, current price levels
may not be all that different from those that woliétve prevailed had stricter
controls been retained.

- Strong growth in aeronautical revenues, and gegdrah airport profitability by
international standards, seem to have primariligcéfd larger increases in passenger
traffic than was anticipated when current chargesevetruck.” (pp. xv — xvi)

The ACCC has issued annual monitoring reports emrthjor airports. During the
period 2000/1 to 2004/5 it reported that operativaggin per passenger and return on
assets both increased significantly. But from 26@4/2008/9 operating margin
increased relatively slowly, and return on assetsved virtually no net increase.
(ACCC 2010, Charts 2.2.3, 2.2.4)

In its evidence to the Productivity Commission, #&CC said that “the existing
monitoring regime does not provide any informatoonthe level of efficient costs,
which makes it impossible to determine whetherigroa has earned monopoly
profits. ... The ACCC does not make any judgementssimonitoring reports as to
whether levels of prices are ‘acceptable’ or réftaonopoly profits.” (ACCC 2006a
pp vi, viii) More recently the ACCC has attemptedriterpret the meaning of the
monitoring data as far as possible, to make judgesrigased on the monitoring
results over time, and to examine also the airportentives and ability to exercise
their market power given the structural charactiegsof the market. On this basis,
and noting that a comprehensive evaluation woulceqaired to make more
definitive findings, the ACCC concludes that, wikle exception of service quality at
Sydney (discussed below), “the monitoring resultsidt suggest that the [other four]
airports have exercised their market power at dperese of users”. (ACCC 2010 p.
17)

Forsyth (2008) notes that “while prices are someawaigh at some airports, they are
well below monopoly levels, and there are no meafticiency losses resulting from
this pricing”. (p. 67) A potential problem is tHaost of the relevant parties ... see
the performance of the system more or less sabelgrims of how prices are in
relation to costs”. (p. 87) This means that pricasld be unduly high because costs



(rather than profit margins) are unduly high. Hoaewhe concludes that “the system
is consistent with good incentives for productiffeceency, and most airports perform
well in terms of productivity”. (p 67)

It does not seem to be alleged that the airposte Qanerally priced inconsistently
with the Government’s Pricing Principles, includitgguidance on ‘the line in the
sand’, and with the ACCC'’s earlier analyses ofggicelated to new investment. A
precise evaluation of this question would not baightforward® And it might be
argued that the ACCC did not have the opportuitggsess ‘line in the sand’ price
increases before 2005 at airports other than Sydtayever, the ACCC'’s recent
conclusion cited above (albeit qualified) makedifiicult to argue for replacing
present policy on the basis of excessive pricihig. possible that IATA airlines
consider that they would get a better deal, retatbvother airlines perhaps, if prices
were determined by the ACCC rather than by nedgotiaBut even if relative prices
were a cause for concern, which other airlines @ow doubt dispute, this would at
most call for some modification to the Pricing Ripies rather than for a
reintroduction of price control. The concern cowell be addressed by facilitating
the dispute resolution procedures.

5. Investment efficiency incentives and light-handedast-plus regulation

The Productivity Commission (2006b pp. 32-3) fotimat “the move to a light
handed price monitoring regime has made it mucleetisundertake new investment
and for airports to reach agreement with airlinesloarges for that investment.” Not
least this resulted from removing the regulatonfiavestment decision-making.

In a series of papers, Forsyth (2004, 2008) hasesgpd concern that a light-handed
approach could lead to distorted investment ingestiand thereby to the
inefficiencies of cost-plus regulation. If the eféncy of the investments is not
properly assessed, the regime may be conducivecessive rather than inadequate
investment.

The airports are happy with the investment mechanéince they can simply raise
prices to cover the costs of the investments thayemHowever, nothing guarantees
that the investments they make are warranted. Adetaide airport has just
completed construction of a large high-standanchiteal (strongly advocated by local
politicians). It also now has the highest chargemny major airport other than
Sydney. Was this terminal investment excessivedllidéne Productivity
Commission would examine not only whether the pinoeeases covered the costs of
investments, but also whether the investments wareanted. However, such a
review would require a large amount of data gatfgeaind analysis, and the
Commission review did not undertake such a costfiteamalysis. In short, there is a
considerable danger that if airports can always ga®ugh the costs of their
investments by raising prices, there will be nockhen investment programs, which

3 «“An assessment of whether achieved performancerisistent with the Principles would be a
massive undertaking akin to an inquiry or pricetoardetermination. The information provided by the
monitoring regime is accounting based, historical about nine months out of date when published,
so has only a limited and indirect bearing on tifieiency principles contained in the Principleherl
Productive Commission Inquiry was asked to ‘hagard to’ the review Principles and, not
surprisingly, did not make a direct evaluationtt# performance of the industry against the Priesipl

it had established. Indeed, it could not have dbisein the time available.” (Margaret Alabaster,
private communication, 10 December 2010)



could lead to a de facto Averch and Johnson wohdres airports make excessive
investments to increase their profitability. (Fahs2008 pp. 89-90)

Whether excessive investment is a serious and gigevéeature of the Australian
airport sector is unclear. Private sector entittesild have an incentive to resist
unnecessary investment unless adequately compdnsakelaide is understood to be
exceptional in terms of political intervention. Agst this example might be set the
ACCC's conjecture (see below) that Sydney Airpoigimh have delayed investment.

If there is further evidence of systematically esstee airport investment, how is this
best addressed? There seem to be three main opfinass to require an ex ante
regulatory check of proposed major airport investtaeBut that would mean
reinstating many of those aspects of the previegsne that the Productivity
Commission and others found so burdensome anddieeff. No doubt improvements
could be madé&But most of the familiar disadvantages would remai second
option would be to require an ex post evaluatiomajor investments, with re-
regulation or other sanctions for airports foundtguWe consider this next. A third
option would be to strengthen the bargaining hdrairbnes, which would include
airlines that would have to pay the costs of amgesgive investment. We consider
that in Part Two.

6. Ex post evaluation, guidelines and the ‘show causpirocedure

The Productivity Commission (2002) proposed thatifalependent public review
would be conducted towards the end of the [inifi&g-year monitoring period to
ascertain whether there should be any future pegalation of those airports”.
Factors taken into account would include whetherainport had complied with
specified criteria to be laid down in advance,tretato efficient prices, rate of return,
quality of service, extent of negotiated agreemantsof consultation with users,
number of complaints etc. The Government adoptedtiteria proposed by the
Commission. (They are subsequently variously reteto as guidelines, Review
Principles or Aeronautical Pricing Principles.)itsinext review, the Productivity

*‘Some issues related to the previous price caimegvere directly attributable to design features o
the regime: in particular, the ‘new investment’ yisions allowing pass through of price increases
above the cap were poorly defined. It was diffitaldistinguish between what was new investment
and investment that was already accounted fordratel of the price cap. The initial determinatafn
the level of price caps was not transparent andumdsrtaken in a very tight timeframe to fit in kwit
the airport privatisation process. Airports andiraés did not know what assets would be covered by
the ‘new investment’ process, leading to substhgtiening on both sides. As a result, it was difficu
for the regulator to administer the framework amefé was greater intervention than there would
otherwise have been. The confusion was compoungléd/brgent interpretations of the regulatory
framework expressed during the sale process. Thedawy between what services were or were not
covered by the price cap was unclear because efiritibn of aeronautical services which depended
on contractual arrangements that had applied wheaitports were owned by the Federal Airports
Corporation (pre-privatisation) and were then aseaaf dispute. Further, the regime sat under a
general legislative provision, thrices Surveillance Act 198@%hich was not designed to administer
price caps and made the arrangements more cumbeewhadministratively burdensome than
equivalent price cap approaches elsewhere. Fon@eathe specific directions (under section 20 of
the Act) which were intended to apply the pricescaqere rewritten three or four times and were still
problematic.” (Margaret Arblaster, private commuation, 10 December 2010)



Commission recommended three additional principlEse Government again
endorsed these.

The Productivity Commission (2006b) went on to expkhat “A key element of the
light handed approach is the ultimate threat afeigaslation if there is significant
misuse of market power by airports.”

“This in turn requires that there is an effectiveqess for initiating further
investigation of an airport’s conduct in circumstas where there is prima facie
evidence of significant misuse of market powernated above, there is no explicit
process of this sort in the current arrangementsoddingly, the Commission is
recommending introduction of an arrangement whetkbyMinister for Transport
and Regional Services — drawing on price monitorgygprts and any other relevant
information — would be required to publicly indieagach year either that:

« for the period covered by the relevant monitotiegorts, no further investigation of
any airport’s conduct is warranted; or

 one or more airports will be asked to ‘show caude their conduct should not be
subject to more detailed scrutiny through a PatA\grice inquiry, or other
appropriate investigative mechanism.” (p. xxii)

Forsyth (2008) identifies two difficulties with tlgaiidelines approach.

“These guidelines are poorly thought out and dedyito lead to problems in
implementation. Requiring that revenues not sigaiiitly exceed ‘efficient’ costs
presupposes that the problem that has bedevilipdatrs for more than a century —
that of determining what such costs are in thegres of regulation that affects
incentives — has somehow been solved.” (p. 86)

The emphasis on prices reflecting ‘efficient cog<ertainly evocative of a previous
world - of government exhortations to nationaligedlstries to engage in marginal
cost pricing, and other manifestations of statitfave economics where costs are
taken as given, as in the UK in the 1960s — rattiem a world of commercial
bargaining where there is a constant challengedaae costs and seek profitable new
business. Other commentators too have noted thésént tension in the guidelinés.

The present guidelines are thus “severely flawegtaose “they try to be both cost-
plus and incentive regulation at the same timedrgfth 2008 p 93) They should be
clarified with a view to “finding a balance betwelezeping prices down and
promoting efficiency”.

® “proscribing further asset revaluations as a bsi;creasing airport charges; specifying that th

parties should negotiate in ‘good faith’ to achiexgcomes consistent with the principles, including
through the negotiation of processes for resoldisgutes in a commercial manner; and providing for
a reasonable sharing of risks and returns betwiggorts and their customers (including those ratati
to productivity improvements and changes in passetngffic).” (Productivity Commission 2006b, p.
XXiV)

® “Under the light-handed regulatory regime, therstill too much baggage from the old approach, too
much thinking along old lines, too much hankeriagthe old regime. The revised Aeronautical
Pricing Principles still have an obsession with theerlying costs. In a negotiated commercial
relationship, to a large extent costs matter oglgdnstraining the limits of the negotiation; ita&en

the case that each side knows its own costs ksitrtfarmation is not shared between them.
Consequently, in the list of pricing principleskf there is a contradiction between (a) [settinces

to recover efficient costs] and (c) [letting prides established through commercial negotiations].”
(David Starkie, personal communication, 15 Septerab89)



“In particular, guidelines need to be set for thaysvin which a review panel or a
price inquiry is to determine whether airports effecient, be this through
benchmarking, detailed analysis of costs, or ceseht analysis of investments.
Without such guidelines, there is a distinct likelbd that the system will degenerate
into a light-handed form of cost-plus regulationthvwadverse consequences for the
efficiency of the airports.” (p. 93)

Unfortunately, Forsyth does not say what revisedding of the guidelines would
achieve this better balance. How would they distisig between those investments
that needed to be investigated and those thataditihiow would the airports or
Minister decide which of the various methods okaseg efficiency are appropriate
in a particular case? And how would the Ministes thes particular instrument? This
raises the other disadvantage identified by For&08).

“While the show-cause mechanism will make the raioh threat more effective, it
does give considerable discretion to the minif®ecing inquiries are likely to
happen when airport pricing becomes a politicatlysitive issue, and the conduct of
such inquiries need not stimulate efficiency.”4g)

The ACCC (2006a) had earlier identified similarfidiilties.

The two key steps in this process are identificatibabuse of monopoly power and a
mechanism to re-impose regulation in the eveneaf@hstrable abuse.
Unfortunately, this process is intrinsically prailatic. Examples of expanded
monitoring, such as imposition of pricing principheith monitoring, or
establishment of threshold monitoring, appear igadée and the (limited)
experience with them reinforces this. Both examplesffect represent ‘shadow’
forms of heavier regulation, potentially involviagetrospective rate of return
approach. They are likely to impose greater compéacosts and regulatory
uncertainty and therefore are likely to be lessaive in preventing abuses of
monopoly power than some direct forms of regulatibis difficult to escape the
conclusion that ‘light-handed regulation’, of whiatonitoring is the prime example,
is either ‘too light’ to be effective for the tasle# if expanded, ‘too heavy’ to be
justified.” (ACCC 2006a pp. ix, X)

Even with revised wording of the guidelines, a skzause procedure would be
protracted® This would be uncertain and costly, with manytaf attendant
disadvantages of the previous regulatory apprdagrould reintroduce political

"It has been suggested to me that the New Zeajgmmach is an example of ‘shadow’ heavy-handed
regulation. The Competition Commission, in conditgethe minimum amount of information that
should be disclosed that would be sufficient teeasghe airports’ behaviour, has recommended the
disclosure of historical financial information (lnding setting a regulatory asset value), quality
measures, statistics, forecast total revenue rexqaints, pricing methodology, prices, and other key
parameters. Setting default price-quality pathsnset® be about as information-intensive and
constraining as setting price controls, perhaps evere so insofar as they need to be robust tagera
of possible future scenarios.

8 «After a monitoring report is published the Mirgstcould ask an airport to ‘show cause’ why there
should not be an inquiry. If the Minister is notiséed with the airport’s response, he or sheigates
an inquiry, which could make recommendations farge, which then have to be considered and
implemented by the Government ... by which time tagt#Productivity Commission inquiry may be
about to commence, underway, or even completéthtdgaret Arblaster, private communication, 10
December 2010)
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pressures and Government decision-making thattmateon was intended to remove.
And while temporary price cuts or price freezeslddoe mandated to address
excessive profits or inefficient investments, thisra dilemma in that the cure of
permanent price control seems likely to be worsa the disease.

In the event, the Government changed its mind.dodmber 2009 it ruled out the use
of a show cause mechaniSrlow the Government will evaluate and respond to
ACCC monitoring reports remains uncertain, thougtan in any case instigate an
inquiry if it considers there are grounds to dolthe threat of re-regulation is still a
real one, it is no longer clear how that threathhlge evaluated and implemented.
But if re-regulation as a cure is worse than tlsease, the threat would seem to be a
hollow one. This brings us to the third option, méyrindependent dispute resolution,
discussed in Part Two below.

7. ACCC monitoring: service quality at Sydney

The ACCC is required to monitor the price and gyaerformance of the major
airports. Hitherto it has not been unduly criti(sde above). But ACCC (2010)
concludes that “Sydney Airport has increased @ddfit permitting service-quality
levels to fall below that which could be expectedicompetitive environment over a
sustained period”. In addition, in view of ongoimgce increases and steps taken to
affect the availability of alternative service)étACCC maintains its view
[expressed in ACCC (2009)] that airport car parkpniges are consistent with
charges reflecting some element of monopoly réptxi)

The report contains a rather extensive excursitménonomic theory, but the gist of
the argument is that monopoly airports have anntiee and ability to exercise their
market power by increasing prices and reducingiceyuality insofar as this reduces
costs. The ACCC reports how airlines rated theisemuality of the five monitored
airports. “Given both Brisbane and Melbourne aitpaichieved ratings significantly
above satisfactory, it is assumed that these agaoe not likely to have
undersupplied quality relative to what would be &oted in a competitive
environment.” (p. 34) Ratings at Adelaide had inwe significantly with the
construction of a new terminal there. Ratings ladiei at Perth, but this seemed to be
associated with an unprecedented and unexpectedigod passenger traffic.
Moreover, that airport acknowledged that the sergigality had become
unsatisfactory, and was acting decisively to imprawvith significant investments.

The ACCC was more critical of Sydney Airport:

“From 2002-03 to 2008-09, airlines rated Sydneydit's international terminal at
below satisfactory on average. This suggests @&y Airport has potentially
undersupplied quality relative to a competitive-kebenchmark. ... Sydney Airport
possesses a high degree of market power in dormeatkets and, as the main
international gateway airport in Australia, itiledly to have a more significant
degree of market power for international trafficn their survey responses, airlines

° It reported that airports were concerned tharéselting uncertainty might impede their capaadity t
raise finance, airlines said that the procedureldvoat necessarily help resolve negotiation dispute
with the airports, and both sets of parties exg@s®ncerns that the procedure would be resoute an
time intensive. (Australian Government 2009 p. 180)
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identified Sydney Airport as the least responsiféhe monitored airports with
respect to committing to service delivery and duali.. Profitability measures have
increased significantly since the ACCC'’s deterniorabf allowable revenue for
Sydney Airport in 2001-02.... Although Sydney Airpb&s recently commenced
significant capital works at the terminal, it seetimst the timing of this investment
might have been inefficiently delayed by the aitpand there has been inadequate
maintenance.” (p. 40)

The ACCC acknowledged that a more detailed evaloaif the Airport’s

performance would be required to confirm its firglifFor example, it seems that the
profitability comparison with 2001/02 may be hanssofar as profitability
significantly increased for all airports over tipariod. From 2004/05 to 2008/09
Sydney Airport’s operating margin was the highdstlbfive airports, but it increased
only slightly and by less than the margins at othgyorts. Its return on assets was at
the median level initially, and was actually loviogrthe end of the period while
returns at the other airports increased. The AC@G§ nave refrained from making
such comparisons because of its less recent exaomsaf the costs of other airports.

It has been said that the recent deferral of daga@enditure at Sydney was due to
slower than expected growth in passenger numbedsthat the deferrals were made
in consultation with airlinet? One of the new guidelines provided for a reasanabl
sharing of risks and returns between airports hatt tustomers, including those
relating to changes in passenger traffic. It wdlrielevant to consider whether this
principle has been appropriately applied here.

Sydney Airport suggested that the report was ajreadl of date, insofar as the
“recently commenced significant capital works” acf commenced construction
more than two years earlier, this construction waogy have impacted on customer
experience during the period of the report, anes#\of the new facilities were now
open. The Airport also noted that it had earliggregsed concern about the ACCC
methodology. Reportedly, the recent terminal invesit had now led to a significant
improvement in service quality. But with the publion of the next monitoring report
the debate continués.

It would be surprising if any monitoring report fudinothing to criticise. But the
situation is evidently quite complex. To the extdvat there is a consistent problem
over time, what alternative arrangements would Heest ensured that Sydney
Airport invested more promptly or improved servipelity in other ways, or
responded to unexpected changes in passenger \®inraenore appropriate way?

It is not clear that an ex ante price control woadidlress concerns related to a deferral
of expenditure in response to an unexpected chianggssenger volumes. The threat
of reimposing price control following an ex postieav would be a heavy-handed and
not necessarily effective sledgehammer to crackrihit.

9“The deferrals related mainly to apron parkingcgsaand the expansion of the baggage handling
system. Parking at the Airport is very tight durthe@ morning and afternoon peaks, so airlines wieren
pleased with that aspect of the matter. We're ggtbiy, but only just. The baggage system is being
developed via a plan to make smaller scale addbwestime, rather than a big bang expansion all at
once. There’s no real drama there.” Warren Ben(B&RA), personal communication 19 July 2010.
1 ACCC (2011) and Media Centre press releases Marth 2010, 3 and 7 February 2011 at
www.sydneyairport.com.au
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Again, it seems that airlines might be best placeevaluate the situation and take
action. The ACCC'’s assessment relied criticallyttomviews of airlines: their ratings,
their detailed commentary on the deficiencies an®y (p. 38) and their observations
on Sydney Airport’s lack of responsiveness on dquasues. Airlines are thus aware
of the problem eatrlier than the ACCC, and at fiahd. Moreover, different airlines
have different views on quality, which is difficdtir a regulator to accommodate.
The clr21allenge is to make airports more responsiarline concerns on an ongoing
basis:

8. Basic assumptions and other concerns

The Productivity Commission’s second report notediiaber of negatives with
respect to the experience of light-handed monitprifthe Commission will need to
assess how these issues have developed, and wb#tbeconcerns have arisen.

For example, airlines were concerned at airporitsgussset revaluation as a basis for
increasing charges. The Government adopted thauBtioily Commission’s
recommendation to ‘draw a line in the sand’. Thaswa simple and timely measure to
address a particular and urgent aspect of valuatidid not seek to assess in detalil
the range of concerns about asset valuation aad ohtreturn. As anticipated, some
considered it ‘rough justice’. Some airlines fajgaeved at the extent of the
revaluations before 2005, some airports felt aggdehat they had not revalued
sufficiently by then, or that others had stolenach on them.

How does this issue look today? Reportedly, thereiv less negotiation on charges
between airports and airlines because airportsteende a variant of the building
block financial model previously used by the AC®\@h asset values and cost of
capital based on those calculations. This may seerhjectionable or even
commendable. But a closer inspection warns agaomplacency.

Airport economists would suggest that, over tirheré may be a case for reflecting
increased locational value in airline charges,tbat higher charges are not required
to efficiently allocate limited capacity where thas not congestion. Airlines argue
that in present circumstances of excess capaaitye $f the assets are overvalued and
should be written down, that the cost of capitalraked by the airports is too high, and
that the airports are effectively seeking pre-fagdidf excess capacity? They are

also concerned that airports are upwardly revalasggts in their books

12.C.f. “In commentary to the airline surveys it wasted that, while Sydney Airport management is
available to talk to, concerns are often not addrdsSeveral airlines commented that retail opmrati
at the airport appeared to be getting significéteréion from Sydney Airport management while
concerns by airlines were not being appropriatdijressed.” ACCC (2011) p. 288.

13«“BARA’s view is that that airport operators arekiag to transfer greater levels of risk back to
international airlines by applying higher weightaderage cost of capital (WACC) values and lower
passenger forecasts than are warranted. Another tihaat is being used by airport operators where
there is excess capacity in aeronautical asséhe @irport is a pricing outcome where the airlines
effectively fully fund the current and future exsampacity. ... When firms operating in more
competitive markets are faced with a significardlide in demand for their services, together with
substantial excess capacity, they simply have ¢etahe fact that they made (in hindsight) a poor
investment decision. The consequence is that thie vd the assets must be written down to more
closely reflect their actual income earning potaritiBARA 2010a)
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inconsistently with the ‘line in the sand’ (BARA 20b). Airports argue that their risk
of stranded assets is relatively high and thaepmiwould reflect commercial and
contractual risk positions, not just quality angaeity. All these issues about basic
assumptions in calculating reasonable prices, &met onore subtle aspects of
valuation, now need consideration.

Airlines were concerned that non-price terms andliteoons were less satisfactory
than price outcome¥.Quality of service provisions were a particulancern*® The
Productivity Commission found that commercial nelaships were strained. Is the
situation better now? One of the new guidelinegi§ipd that the parties should act in
good faith, including through the negotiation cbgesses for resolving disputes in a
commercial manner. Has there been progress offrtima?

An increasingly important issue at Sydney Airpartd indeed at other airports too, is
the increased importance given to retail/commengakelopment relative to airline
operations and passenger facilitation. This isrecomitant of the dual till system,
which provides greater incentive to develop raetaitimercial facilities because the
profits are not put into a single till. Future arg@ments will need to balance the
expansion of commercial activities with the proi@etof passenger service quality,
which might have implications for the attributiohamsts and revenues to each
activity.

The car parking issue examined by the ACCC mighd beanifestation of this. The
ACCC finds an element of monopoly rent. The airponight argue that this is a
relatively competitive activity and in that contele returns are not unreasonable. To
the extent that the concern is upheld, it mightiseito proscribe potentially anti-
competitive practices by the airport. Alternativedjthough car parking is not
presently covered some reference to car parkinggekanight be included in the
pricing guidelines. Some airlines would want to lexp the extension of monitoring

to staff car-parking rates and also to propertysien

Issues around price control or pricing guidelir@srégional and smaller airports will
be on the table. The ACCC recently objected to 8ydkirport’s proposed increase
in charges for regional airlines, and the Airpadicated that it would be raising this
issue in the forthcoming revietf.

14 Non-price terms and conditions cover such matsrallocation of gate and aircraft parking
positions, and rights to vary terms and conditi@mg the way that airports conduct negotiations.
(Productivity Commission 2002)

5 “Qantas referred to airports denying or frustmgi@tcess to force acceptance of unreasonable terms
and conditions. It said that, as a result, sonodiusers have entered into agreements that contai
terms which: (a) provide operators with the unilateight to increase charges for services, inclgdi
aeronautical services; (b) have minimal (if anyyvee levels; (c) even where some service leveds ar
included, have no penalty for the airport operétitrfails to meet those service level obligatiofd)
contain no binding dispute resolution procedures; @) exclude the airport operator from liabifidy
loss suffered in connection with the use of thpairor as a result of closure of the airport, eife¢hat
loss or damage is the result of the airport opesatmvn negligence or recklessness.” (reprinted in
Productivity Commission 2006b Box 2.4 p. 34)

18 http://www.accc.gov.au/content/index.phtml/itemii?§82and
http://www.sydneyairport.com.au/SACL/SPContent.&fpgelD=63&ItemID=220&count=1
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Airport economists are perennially concerned alpooitecting and promoting
competition. They want to be reassured that agretsmegotiated between airports
and airlines do not increase market entry barf@raewcomers, reduce airline
competition and imply greater airfares at the espearf passengers. My impression is
that airports are keen to attract new businessatir@ements do not present barriers
to entry and that, if anything, the concern is ahmduly favourable conditions for
new entry. But from time to time potential entramay have problems with particular
airports that need resolution.

9. A process for addressing the concerns

All these and no doubt many other issues will ne@tsideration, and arrangements
may need to be modified to take appropriate accottitem. But it is important to
stress that none of them are signs that the préghtthanded regulatory framework
is not fit for purpose. They are precisely the kirdl issues that arise in any price
control review process too. Moreover, they areams-off issues that can be resolved
in 2011 once-and-for-all. Issues of this kind wibintinue to arise as market
conditions and other factors continue to change twe. As each price control or
negotiated agreement or contract comes to an leacheixt control or agreement or
contract needs to take cognizance of the changfuation.

Thus, these issues do not constitute a case flacieg the present framework by a
return to price control. Rather, they require teeelopment, within that framework,
of an appropriate process for identifying, discagsind resolving issues of conflict
between the parties involved, taking account ofi¢lg@imate interests of all parties,
with minimum cost and uncertainty. Simply threabtgnihe re-imposition of price
control avoids the problem rather than addresses it

On the assumption of no return to formal price cargrocesses, what are the options
for such a mechanism? One is to crystallise thegoteprocess, whereby the
Productivity Commission assesses the situationyeirer years and makes
recommendations to the Minister, who then considérsther to implement them.
This has addressed a number of issues, like iaisiset revaluations and the
investigation of car parking charges. But it h@mgicant limitations as an ongoing
method of resolving conflict between the partieéss hot easily tailored to the
particular circumstances of each airport and arland it seems unsuitable for the
detail of (e.g.) assessing the changing cost atadagpver time. It also introduces
political considerations, delays and uncertaintess)lustrated by the changing stance
on the ‘show-cause’ procedure.

The alternative option is an independent disputelution mechanism or procedure.
Part Two considers the issues involved with thatragch.

PART TWO INDEPENDENT DISPUTE RESOLUTION
10.Independent dispute resolution
The airlines (including BARA and IATA), and otheanies including some airports

and the ACCC, have argued for an independent digiesblution (or binding
arbitration) mechanism. Disputes between airpartsairlines about the level of
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charges and other terms and conditions would leeresf to a third party (whether the
ACCC or an independent agency) and the outcomedamilegally binding.. This
dispute-arbitrate approach is used under Part BLAthe applicability of Part Il1A to
airports was in doubt for many years, and the ebasing the courts for the process
is relatively high. Hence there has been intereaniairport-specific arbitration
scheme, which would presumably avoid the needtabksh that access to a
particular facility would promote competition aprerequisite for invoking
arbitration.

Forsyth (2008) notes that, in such a system, méputkes are resolved before
arbitration. He suggests that, with this framewa&ues would be resolved more
quickly than in a review-sanction system. Thereldde better ex ante scrutiny of
investment, since airlines would take costly preabmvestments to arbitration if
they felt the attendant price rises would be exeess

“In those cases the arbitrator would submit investhproposals to more scrutiny
than currently takes place. It is probably easiatiscourage excessive investment
before it is made than to punish it after it hasrbendertaken, which is what happens
under the current review-sanction approach.” (. 92

This approach would have two further advantagesoltld remove, or at least
diminish, the political element inherent in a miarsdeciding whether to require
further justification or investigation. Instead paal would be a primarily commercial
decision, capable of being avoided by negotiatiwh @&greement between airlines and
airports. Indeed, it would address precisely theaceon expressed by the Productivity
Commission (2006b): “There is currently no claat/to when further investigation of
an airport’s conduct should be undertaken, andraogss for initiating it.” (p. xviii)
Further investigation would be undertaken whenigiod was unable to persuade its
airlines to sign contracts accepting its charged,the process for initiating it would
be a reference by the airlines (and/or airporthéindependent arbitration process.

Second, the approach would not unduly limit the ew@rcial responsibility, risk-
taking and initiative of the airport. It would nemable the airport to shift
responsibility for decision-making to the regulabominister. It would also leave
open the possibility of the airport deciding to gged with an investment, even
without getting the desired up front contributioncharges. The airport could attempt
to secure airline agreement at a later date, winemizestment had proved its worth,
or when the appeal body might take a more favoaraieiw.

The possibility of independent dispute resoluticould strengthen the airlines’ hand
in negotiating terms and conditions with airpofitse contracts would presumably
include such conditions as to investment or maantea as airlines considered
necessary or appropriate to address service qualitgerns. This might include
penalty payments (or compensating adjustmentseio ¢harges) if adequate service
guality was not maintained. Arbitration, or thedat of it, could be expected to
stimulate both greater and earlier responsivermegsat lower cost, than, for example,
the threatened re-imposition of price controls.

Various arrangements for conducting the arbitraticmpossible. Under Part IlIA a
dispute is referred to the ACCC. That organisaktias experience and expertise
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relevant to setting regulated prices. Forsyth (2@0@gests that “the principles that
the arbitrator uses, and the ways in which theyrdaezpreted, are crucial to the
outcome. The ACCC takes a rather cost-based agptodeart Ill1A disputes and
could be expected to take a similar approach wifiods.” (p. 91) Some may argue
for a more commercial approach. There are indegeb@ndent arbitration bodies that
settle commercial disputes. Airlines and airportsvled a range of suggestions to
the Productivity Commission’s second revigw.

The question of which organisation resolves a despte second order compared to
the question whether there should be a more effeaidependent dispute resolution
procedure. Given the prospective advantages of aychcedure, what are the
objections that have been raised to it?

11.An early sceptical view from the ACCC

At the time of the Productivity Commission’s firgview, the then-chairman of the
ACCC suggested various reasons why Part IlIA atin would not meet the
principles of good regulation. (Fels 2001 pp. 10-TAese reasons and my comments
are as follows.

- "It would make it difficult to achieve efficientriging outcomes since the
negotiate arbitrate model results in consideratiodisputes on an ad hoc
basis as they arise rather than considering resglitport services as a
whole.” But for many purposes it is not necessaoy desirable or even
feasible - to attempt “to achieve efficient priciogtcomes ... for regulated
airport services as a whole”. In general, the Bhib deal with particular
disputes as and where they arise seems a meet tam a defect. Where
issues arise that have implications for other atgpahis can be taken into
account over time.

- ‘It imposes a high regulatory burden all parties, both in terms of the
administrative costs and the delays involved.” Tgrsved to be true for
Sydney Airport because the eligibility for PartAlarbitration was unclear and
challenged. If eligibility were established thee ttosts and delays for future
cases would be much less. In practice the norimatsthe ability to go to
arbitration enables the parties to settle relagigeiickly. Even so, a lower cost
and more flexible procedure than the courts woeldiésirable.

- “It could involve “micro-management” of airportsh& complexity of the
issue in the dispute between Delta Car Rentaldviidourne Airport
provides an example of this. The dispute invoha=dies about location of car
parks and traffic management as well as pricingfhe event, once the
ACCC established (in 1999) that this service wasoed by Part IlIA, Delta

7 Virgin Blue (2006a p. 73) suggested the ACCC. Malime Airport (2006 pp. 70-1) argued for
separating regulatory policy from regulatory demismaking and suggested that the ACCC be
required to appoint another body to carry out tigguiry. Qantas (2006a pp. 22-3) suggested three
options: declaration under Part 1l1A; ‘deemed’ dgation with removal upon receipt of satisfactory
access undertakings embodying commitment to bindisgute resolution; and an industry-wide access
code with provision for binding dispute resolution.

17



Car Rentals and Melbourne Airport negotiated arpiable solution
themselves. The ACCC was not called upon to micanage the airport.

- “ltis not transparergince arbitrations are not public processes.” Bistis
equally true of the commercial negotiations thatBmoductivity Commission
and the Government seek to encourage. It is algodirthe negotiated
settlements in the US and Canada. The latter dpmectude parties with a
legitimate interest participating in the procesd having access to the
information distributed therein. The outcome of &nkitration could be made
public if that were desirable.

- "It could deter investment because of the lackesfainty.” So far there seems
to be no evidence of this. It does not seem pléaisitat provision for
arbitration whose incidence is at least partly wititne control of the airport
would introduce any more uncertainty about futeneenues than a
periodically scheduled price control review whosécome would be
comparably unpredictable.

- “Importantly the approach fails where regulatiomast needed. The time
frames involved make the process virtually irrelgviar new entrants.
Similarly the costs involved may make the processcessible for small users
such as new entrants and regional airlines.” Ttexasts of new entrants and
small users are indeed important, and it is impditia ensure that the time
and cost involved do not render the process inadadego them. The time and
cost would be much reduced if this were a standaddsimplified procedure
separate from the courts. Under these condititvesability of a potential
entrant or small user to refer an airport to aalin would enhance its
bargaining power. And, as elsewhere, the abilitphake such a reference will
reduce the probability that the process will nexetd called upon.

- “The negotiate-arbitrate model makes most senseenftexibility is required.
In the case of telecommunications, for examplestfalis vertically integrated
so has incentives to deny access. It could usepnioa-as well as price
methods to do this. Arbitrations have the flexiiitio deal with such matters.
In the case of airports the service providers arécally separated. In general
the operators should have every incentive to emgmiaccess. The question
then becomes one solely of price. This is bestesdd through a price cap or
other price controlaotthrough Part IlIA.” But the evidence to the
Productivity Commission was that in practice agBnas well as
telecommunications users, are much concerned aloodprice as well as
price issues. The flexibility offered by the negt#-arbitrate model is
precisely what they require.

12.The Productivity Commission’s draft report Septembe 2006

With the benefit of further experience, views ewalyIn August 2006 the ACCC
submitted its views to the second Productivity Cagsion review.

“there appear to be two broad options for futegutatory arrangements for airports:
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option A—rely on Part IlIA of the Trade PracticestAwhile either removing the
existing airports-specific monitoring arrangementtsetaining them as a complement
to Part 1A

option B—attempt to improve the existing airponpgafic monitoring arrangements,
in order to address the identified deficiencies anable them to act as a direct
constraint on the use of airport market power.

The ACCC noted that Option B would need to addtiessrucial weakness of lack of
a clear and credible threat of re-regulation if keapower is abused, and explained
why this was effectively impracticable (see excatmbve). It now favoured Option. A

“Reliance on Part llIA ... is likely to be reasonalefffective in constraining

monopoly power, but its effectiveness may be lichivg the cost and delay involved
in seeking redress through these provisions. ...dtealso an issue of the imbalance
in bargaining power and asymmetry of informationTherefore, there may be a case
for continuing some monitoring as a complementad RIA.” (ACCC 2006a, p ix)

In its draft Report in September 2006, the ProdugtCommission sought to counter
the limitations of the monitoring arrangements webpect to the threat of re-
regulation by proposing that airports should ordysbibject to further investigation if
there were strong evidence of market power.

“... the monitoring process should be reoriented tamputh greater emphasis on
seeking and reporting the views of the stakeholdérese at the ‘coalface’ are in the
best position to put the numerical outcomes ofpfeeess in proper context. ...In
turn, making such commentary available to the Gawent would render more
credible the threat of stricter price control iéth is costly misuse of market power.
As such, this approach would avoid the need to eynplore mechanistic, and
potentially counterproductive, price and rate afine triggers to signal when more
detailed scrutiny of outcomes may be warranted.Xp

Notwithstanding potential improvements to the Pid#t national access regime, it
was likely to remain a costly and time-consuminghamism for resolving disputes.
(Nine months earlier, the ACT had decided in favaiuvirgin Blue, Sydney Airport
had appealed, and the Part IlIA action had beeningrfor nearly four years.)
Moreover, the case for an airport-specific arbibraregime was “far from
compelling”.

“...itis not clear that it is possible to devisenachanism that would retain strong
incentives for all of the parties to negotiate oates, rather than viewing arbitration
as the default option. ..., [T]he most likely outcoofémplementing the suggested
arbitration mechanisms would be a return to heaydled determination of charges,
with all of its attendant costs. (p. xxvi)

Nonetheless the Productivity Commission indicated it was “seeking further input
on whether it would be possible to configure suchgaime to provide strong
incentives for negotiated outcomes”. It said thatitole of Part IlIA in constraining
monopoly pricing at airports should be kept undésiew.

In October 2006, commenting on the Productivity @assion’s draft report, the
ACCC (2006b) said that, “in effect, the Producgn@ommission has recommended a
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regime ... which is consistent with ‘option A’ promakby the ACCC”. (p. 2) Itis not
clear how it drew this conclusion.

13.The Productivity Commission’s final report December2006

In October 2006 the Federal Court dismissed Sydmgort’'s appeal against the
ACT’s decision that the airside service be declafdéw Productivity Commission
completed its final report in December 2006. Itresged strong concern that the
Federal Court’s decision, “that potentially makies Part IIIA national access regime
a more intrusive regulatory instrument, has ratpaestions about the sustainability of
the light handed approach for airports”. (ProdutgtiCommission 2006b, p. xii) The
Productivity Commission’s report was released imil3007, before the resolution of
the dispute in May 2007.

The concern about intrusiveness was that the He@etat’s decision had ‘lowered
the bar’ to the Part IlIA access regiffelhe Productivity Commission feared that,
instead of being a mechanism of last resort,

“a more readily accessible Part IlIA regime coadghceivably come to supplant price
monitoring (and the underlying threat of re-regola} as the operative regulatory
instrument governing [charges and] terms and cimditat the monitored airports.
This might in practice be much the same as a rimrets explicit price regulation,
meaning that there would be little point in conthguwith monitoring as the
information collected would be of no particularipglrelevance.” (p. xix}°

The Productivity Commission was also concernedghah access regulation could
deter investment. It therefore recommended thaGitneernment should consider
amending Part lllA to restore the prevailing intetgtion prior to the Federal Court
decision. The Government agreed to do so.

The Productivity Commission acknowledged that “sarhthe ‘market’ constraints
on airports’ behaviour — such as the countervaipowger of airlines — have not
been as strong as was envisaged”. (p. xii) Being eritical of the application of the
Part IlIA approach, the Productivity Commissionrasdo have needed a stronger
threat of re-regulation with which to disciplinesthirports. The show-cause
procedure - introduced only in the final reportasnntended to clarify and make real
that threat.

14. Support for independent dispute resolution

18 part I11A requires that access to a nationallyiigant infrastructure service must ‘promote
competition’ in a related market. The ACT and othlead assumed that this necessitated consideration
of conduct ‘with and without’ declaration, whichudd necessitate a detailed evaluation of hypothktic
alternative outcomes. The Federal Court foundghah a comparison was not necessary. It sufficed to
hold that access (or increased access) would peoocoohpetition.

9 The words [charges and] appear in the same qaptati p. 56. The Productivity Commission
continues “It seems likely that arbitration woulshte to be viewed by airlines as the default option,
with negotiations increasingly centred in a nartzamd around previously arbitrated outcomes. The net
effect would therefore be a return to ‘institutibeed’ determination of charges and conditions for
airport services, with its attendant costs.” (Piitlity Commission 2006b, p. xxv)
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The ACCC and the Productivity Commission and otlmesse concerned that use of
Part IIIA would be costly and time-consuming. Thias certainly Sydney Airport’s
experience. But the right to declaration havingrbestablished, it would presumably
be quicker and less costly to use Part IlIA in fattAnd an airport-specific
mechanism could further reduce both time and cost.

The ACCC was also concerned about asymmetric irdtom. It considered that
monitoring reports could help, although they woodd supply all the relevant
information, and were not sufficient to establisb exercise of market power. The
major airlines and BARA have not indicated concavout such asymmetry, or a
need to rely on the monitoring reports.

The Productivity Commission’s strongly held viewsathat an airport-specific
independent dispute resolution procedure could donsepplant monitoring, and in
effect revert to price regulation, thereby losihg benefits of commercial negotiation
and possibly leading to a less efficient outcomeshairports shared this view. The
NCC, in its earlier judgement on the Sydney Airgisipute, had taken a similar
position.

However, in the same dispute, the ACT had expiciisagreed with the NCC. It
argued that a binding dispute resolution procassh(as would be provided by the
Part IlIA access regime) would in fact enhancegiwespects for commercial
negotiation and would not lead to a less efficautcome. (ACT 2005 paras 603-4)

The Department of Transport and Regional Servib€¥TARS) endorsed the ACT’s
position?° The airlines noted that “a diverse range of staldsrs including large and
small airlines, other airport users, DOTARS andiderne Airport” supported the
concept of binding independent dispute resoluti@antas 2006b p. 4) This was
partly because “Part IlIA is a very slow, costlyefficient and difficult process by
which to constrain the exercise of market poweaipyorts.” (Virgin Blue 2006a p.
59) It took up valuable management time and effeinien the airlines preferred to
negotiate and work with the airpoffsMelbourne Airport (2006 p. 67) admitted that
the resolution of the Sydney Airport dispute “halsen absurdly long” and “has to
some extent poisoned airport-airline relationsiigse generally”.

20 “In competitive market situations binding arbiteat provisions are commonly written into
commercial agreements. In a light-handed regulaamronment which seeks to emulate competitive
market conditions, a more efficient commercial @ebion process for aeronautical pricing matters
could reinforce the commercial negotiating prodessegating a ‘take it or leave it’ position byteit
party. DOTARS believes that serious consideratieeds to be given to implementing a commercial
arbitration model where the parties are requirggrtzeed to an independent commercial
negotiator/arbitrator (agreed between the parf@sd binding decision when they can’t agree omter
and conditions (including non-price terms and ctiods) in their commercial negotiations.”
(DOTARS 2006 p. 11)

“Lewe're all just a bit tired and | don't want to il@gain. ... It is costly, it is time-consuming. o
years and we still don't have a resolution. ... Wia'the business of business. We've got far tooyman
things on the drawing board at the moment to beiedabout declaration lawyers and sitting in
courts. That's the last thing that we'd want to.dmur fundamental approach is we would still prefer
and [sic] negotiate, then the ability to fall baokarbitration if we have to. But we operate wittparts

at many, many levels, through the day, throughateek, through the month, through the year, and we
need those to be healthy relationships. We neawtk together.” Virgin Blue in Productivity
Commission Hearings, Sydney, 31 October 2006, pp-140.
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Airlines explained the role of arbitration, and mqrecisely the threat of
arbitration®? They argued that it was in the interests of patidesettle rather than use
Part IlIA or go to arbitration.

“Terms and conditions of access negotiated on areeial basis have some clear
benefits over an outcome determined by arbitratimiuding:

(a) certainty of outcome, as terms are agreeddpdhnties. This also gives the parties
the potential to negotiate flexible terms and ctods;

(b) speed of outcome, as even the most efficidntration processes take time; and
(c) cost savings, as costs associated with aribitrare avoided®

In addition, the airlines drew attention to thederice from experience.

“There is no evidence to suggest that binding despesolution will become the
‘default’ position and prevent the development ofentonstructive negotiations
between airports and airport users. Indeed, alatladlable evidence is to the
contrary:

* For the periods between 1998 to 2002 (for Phasepbis) and 1999 to 2003 (for
Phase Il airports), during which ‘airport serviceste effectively declared pursuant
to the deeming provision under s192 of Kimorts Act 1996there were no
arbitrations. Put another way, that is a total®¥éars for which airport services
were declared at various Australian airports witrerbitration becoming the
‘default’.

* During the period for which cargo handling servigiesm 2000 to 2005) and
airside services (since 9 December 2005) at SyAmpprt have been declared there
have been no arbitrations — commercial negotiati@ve continued and there has
been no ‘race’ to the ACCEQantas 2006, p. 5)

Virgin Blue (2006b p. 52) gave examples from theamad gas pipeline sectors to
show that availability of binding arbitration dogst mean that arbitration would
become the default. (Though it has been said lteget examples also involved ex
ante price or revenue regulation, which would redilhe scope for disputes to arise.)

15. Further evidence on dispute resolution

The above evidence was put to the Productivity Casion. Yet other Australian
examples could have been mentiorfé®ut perhaps the most telling example

22«The aim of arbitration is to act as a “circuielker” in the event that commercial negotiatiorils fa
(and it may be necessary on rare occasions totitessuch a circuit breaker). However, the conddict
arbitrations is not the only valuable element aftsa regime. It is théhreatof arbitration that would
provide parties with an incentive to negotiate aeasonable, commercial basis.” (Virgin Blue 2006b
p. 51)

% |bid. See also Qantas (2006) “[t]he Productivign@nission's purely theoretical concern that resort
to binding dispute resolution will become the défagnores commercial reality. Qantas and
(presumably) other airport users and owners wél e binding dispute resolution mechanism only as
a last resort. ... more issues will be resolved [leetwthe parties] as both parties will need to asses
whether their conduct would be considered reasenalthe event the other party invoked its right to
refer the issue to independent binding arbitratigm. 5)

2 For example, there was a dispute between Melbodinpert and Delta Car Rentals relating to the
location of drop off and pick up sites. This resdlin Delta seeking confirmation from the ACCC that
the service it was purchasing from Melbourne Aitpeais covered by declaration under the Airports
Act. In April 1999 the ACCC determined that thevéee was covered. Melbourne Airport and Delta
then negotiated a resolution of their dispute. @xim, Australian Rail Track Corporation's access
undertakings under Part lllA incorporate an arkibraframework which has not been invoked in

22



occurred at Sydney Airport just after the ProduttiCommission’s final report. The
confirmedpossibilityof arbitration sufficed to enable the partiesedaah agreement
without actualarbitration. The ACCC chairman welcomed this. “Tutcome of this
arbitration illustrates that Part IllA is working antended, and that the regulatory
framework provides a useful backdrop that suppaffective commercial
negotiations.”® Nor were any other disputes referred to arbitratioring the five
year period that Sydney Airport’s service was detla

Elsewhere in the world, evidence continues to acdata that parties in a regulatory
framework are willing and able to negotiate settats to the extent that they are
allowed to do so. These parties effectively haeeability to trigger regulatory
arbitration simply by declining to reach agreemexdtanetheless, they have not in
general found it necessary or advantageous toisloRbr example

- Inthe US, the Federal Energy Regulatory Commis@i@RC) encourages
parties to settle. In 1994-2000, out of 41 gaslpipeases, 34 settled in full, 5
in part, only 2 were litigated. (Wang 2004) At pges some 90% of rate cases
are settled. (Littlechild 2010)

- In the Florida electricity sector, settlements gi@ty took over from litigated
cases. In the decade 1976-1985 there were a i@l lsase rate cases
involving the four major electricity companies; aflthem were litigated in
the traditional way. In the next decade 1986-1%@%d were a further 20 base
rate cases, of which 17 were litigated and 3 wetiesnents. In the
subsequent decade 1996-2005 there were only 10dt@seases, of which all
but one were settlements. (Littlechild 2009a,b)

- In Canada, almost all pipeline toll cases at theddal Energy Board (NEB)
before 1997 were litigated; since then almost allehbeen settled. (Doucet
and Littlechild 2009)

- In the UK, the Civil Aviation Authority (CAA) instuted a process of
constructive engagement (as noted with approvah®éyProductivity
Commission). It invited the airlines and regulaséégborts to agree certain
elements of the price control (primarily baseliredftc forecasts, service
standards and future capex programmes). With sacoes, they were able
to do so at Heathrow and Gatwick and, later, atsSéal. (CAA 2009a)

- Subsequently, the CAA has successfully applieg#me concept to the
determination of charges for National Air Traffio@rol Services (NATS).
With the benefit of previous experience, a moracitired customer
consultation process was put in place. The CAA'd-tarm review found
broad consensus that the process to date had waded CAA 2009b para
2.10) The process subsequently concluded satisilgcto

The Productivity Commission (2006b) expressed a&eonthat arbitration would lead
to “negotiations increasingly centred in a narramdb around previously arbitrated
outcomes. The net effect would therefore be amdtufinstitutionalised’
determination of charges and conditions for airgervices, with its attendant costs.”
(p. xxv) However, the actual outcomes of settlem@miNorth America seem to have
been the opposite of this feared trend. Far fromgbkmited to the ‘previously

the seven year period of experience because apytdisthat have arisen have been resolved through
negotiation.
%5 ACCC press release #MR 130/07, issued 24 May 2007.
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arbitrated outcomes’, they have been more ratlzar lss innovative than the
‘institutionalised’ determination would have delied.

Settlements in the US and Canada have typicallg bezvehicle for introducing
innovative forms of regulation — notably fixed @imulti-year incentive schemes —
that the regulatory bodies could not or would rentenotherwise determined. In
Canada, settlements have also been used to spedfynprove service quality, to
revise information and publication requirements] emagree investments and risk-
sharing arrangements for new facilitf@3n Alberta, a settlement was the means of
implementing the innovative Regulated Rate Optiothe electricity sector. This was
a form of retail price control based on a risk-ggeapproach to energy procurement
contracts, which is unlikely to have been possilnider traditional litigation.

Admittedly one benchmark for the parties will beithexpectation of what the
regulator or regulatory process would otherwisadedut this does not invalidate
the process. FERC explicitly indicates its initisihking in the form of a draft
settlement, which the parties use as a basis fyotrading against the pipeline’s
requested price increase. In Canada the NEB atimednstituted a ‘generic cost of
capital’ formula that updated annually the costapbital it would allow for each
category of pipeline in the event of litigation.qicet and Littlechild 2009) This
seems to have been found helpful rather than ufti@fpenabling the parties to reach
settlement. It did not stop the parties from agrgeilightly higher rates on occasion
in return for exceptional service.

There is not yet experience with the latest EU éitfCharges Directive (EU 2009),
and its applicability to smaller airports subjextbmpetition may be questioned, but
its approach is noteworthy. (Littlechild 2011) Ratlthan specifying price controls it
establishes a procedure for regular consultatitvvd®n an airport and its users about
the structure and level of airport charges, andjthaity of service provided.
Wherever possible, changes to these parameterkldhmby agreement between the
airport and its users. In the event of disagreenagtiter party may seek the
intervention of an independent supervisory autliahat must be established.

16. Other issues

Biggar (2011) has questioned the basic rationalaifport regulation. He suggests
that it is not, as conventionally argued, to contieadweight loss, but rather to
protect and promote sunk complementary investnmmngsrport users. From that
perspective, he has (separately) questioned whathaiternative approach such as
dispute resolution would adequately discharge tims af regulation. The present
paper would see a broader aim for policy (which Manclude the above rationale) —
essentially, to facilitate the competitive markeaqess, including by providing
incentives to discover and provide the servicefepred by customers and by
ensuring that, over time, the rewards of greatigciency and innovation are shared
with customers via prices tending towards costsei@yer criterion, however, there

%6 One particularly innovative settlement providedtfte transition of a pipeline’s gas gathering and
processing services to a specially designed scloéfight-handed regulation. This provided for
negotiated settlements with individual shipperfgrimation provision to facilitate price discovery,
interconnection terms to reduce barriers to emtng, a complaint-handling procedure that envisaged
the NEB as the last resort rather than the firsbnte (Schultz 1999)
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seems no basis for arguing that a dispute resalptiocedure would be inferior to the
present policy.

Biggar also raises other questiGhsiow could the procedure set price for one service
to one airline without knowing (or setting) theqas for all other services to all other
airlines at all other periods of time? In the undated world, of course, this is the
norm: it is only a regulator that can contemplaiisg all prices at once. In practice,
some airlines are content to negotiate their oves #nd other terms and conditions;
others are more concerned about their relativetipasi It would be open to the latter
airlines to bring their cases jointly to an arkiwraf they wished to do so, and for the
arbitrator to take such account of the terms offeceother airlines as seemed
appropriate.

Even if an airline and an airport agree a dealithat their own best interests, is that
deal in the interests of the community as a whalat about present and future
passengers and potential new entrants not at tjeiatgng table?

Regulators that have encouraged negotiated setitsraed constructive engagement
have been alert to such issues. In the UK, the @titig;m Commission did not see a
need to interven® The CAA has consistently emphasised that it weldninded to
adopt agreed outcomes “subject to the CAA’s comatdm of the extent to which the
results from any customer consultation reflectetititerests of passengers, cargo
shippers and airlines not directly representedishsonsultation®’ On this basis,

the CAA introduced a positive incentive for BAAitaprove quality of service,
beyond what the airlines considered necessarhér bwn purposes.

In the Australian context, if the Government coesatl that commercial negotiations
and agreements between airports and airlines ldlaio leutcomes that did not
adequately reflect the interests of customerdyatrthere was a serious risk of this
happening, it would be open to the Government tdifpahe Pricing Principles
accordingly. In the event that (e.g.) an airlineswauctant to pay the additional cost
of a social provision, the regulatory framework lcotequire that any dispute
resolution procedure should take account of theciyies or of other specific
requirements.

The question of whether individual passengers es@ager groups or other interested
parties should be able to engage in negotiatiotts tive airport, and appeal to a
dispute resolution procedure, is no doubt for adersition. At this point, it suffices to
note that negotiations at FERC have not been sdlgr impeded by the
involvement of such parties. FERC itself has dgwetbcriteria for dealing with the
concerns of non-consenting parties.

2" Daryl Biggar, personal communication 24 Novemi@t®

28 “\We took the view that the airport’s airline custers are generally in a much better position than t
regulator, the CAA, to suggest what developmentisded at the airport, even recognising that these
interests might, on occasion, diverge from theredts of future airlines and passengers, whose
interests should also be represented....We consiadrether the interests of potential new airlines at
the airport or passengers might deviate from tter@sts of current airlines in these decisionswmit
found no reason to believe that they did.” (ContjmetiCommission 2008 paras 23, 24)

29 CAA, “CP3 Price control review for NERL — CAA canigation”, October 2008, paras 5.48, 5.49.
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17.Conclusions

Some countries have abolished price controls gods subject to effective
competition. Australia is at the frontier of ligh&tnded regulation of airports with
market power. This policy has been broadly sucoédgleasures have been taken to
address early concerns. More recent concerns 1 @bigas, investment incentives,
guality of service, assumptions used in settinggsrietc. - do not indicate a failure of
light-handed regulation, or justify reverting tagar control. They are typical of the
issues that arise over time in regulating anytutilrhey do, however, raise the
guestion of how best to ensure that airports regpoithese concerns in an
appropriate way.

The present process is effectively for the ProgitgtCommission to review the
situation every five years or so. It then recomnsemeéasures such as changes in the
Pricing Principles (guidelines) laid down by thevdmment, or the adoption of a
‘show-cause’ procedure for re-imposing price cdnffbis increased reliance on
Government direction does not sit well with theemded emphasis on commercial
negotiation. It is uncertain in impact and subjegbolitical considerations. It depends
on a threat to re-impose a cure (price controlf ihacarcely credible since it is
widely agreed to be worse than the disease (thlseept@pproach). It is not well suited
to the increasingly fine tuning that is approprigt¢his sector, to deal with ever-
changing market conditions and the particular erstances of each airport and
airline.

The obvious alternative, which has been debatedroaeay years, is a provision for
independent and binding dispute resolution (congrylarbitration) in the event of
unresolved disagreement between airport and aiflines would strengthen the hand
of airlines negotiating with those airports withnket power. It would act as a filter to
focus further examination on questionable airpooppsals. This ex ante examination
would be more effective than the ex post invesibgaand retribution implied by the
present approach. There would be earlier and niteetiee resolution of concerns
about prices, investment, quality of service, bassumptions, and other issues.

Independent dispute resolution has been suppoytadimes, some airports and the
ACCC. The Productivity Commission’s resistance rhaye been unduly influenced
by the then-controversial but incomplete Sydney#it case. The Commission’s
main — perhaps only — reservation was that arimtravould become the norm,
thereby undermining and replacing commercial negjoti. Airlines gave evidence
that this was not in their interest, would not happand had not happened elsewhere
in Australia. Since the last Productivity Commissreport, there is increasing
international evidence — from other sectors inUlse Canada, and the UK - that
access to dispute resolution tends to facilitataroercial negotiations rather than
undermine them. With an adequate dispute resolgtiooedure, there is no longer a
need for a threat of re-regulation and a show-cpuseedure, nor for elaborate
Government-specified pricing principles or perhapsn for monitoring itseff’

%0 The ACCC monitoring arrangements “could go the wathe dodo if an effective (and timely)
dispute resolution process existed”. Warren BeniB£RA), personal communication, 28 August
20009.
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EU policy on airport charges is now explicitly bdse commercial bargaining plus
independent dispute resolution. However, as yetekgerience is limited, and
national regulatory frameworks are generally maravy-handed. In terms of light-
handed regulation aimed at facilitating rather thegplacing the market process for
those airports held to have market power, Austialsiill at the frontier. It can still
lead the way forward.
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