Critique of the NECG Report on the Qantas Air New Zealand Alliance

2. The Proposed ‘With” and ‘Without’ Scenarios

The competition authorities must consider the effects of the proposed alliance
by considering the future with and without the proposed alliance.
Consequently, the NECG Report seeks to assess the competitive effects of the
proposed alliance by drawing a comparison with the market environment it
considers most likely to exist if the proposed alliance does not proceed.

NECG reviews a number of possible scenarios that may emerge if the
proposed alliance does not proceed. (pp 98-103) NECG dismisses as likely
outcomes scenarios in which 1) Qantas and ANZ set fares and schedules to
maximise joint profits (termed the ‘cosy —duopoly’ scenario) or 2) ANZ enters
into an alternative alliance. A third option in which Qantas expands
operations and ANZ reduces capacity on certain loss making routes has been
outlined in confidential Appendix F, but this is regarded as unlikely by NECG
on the grounds that it would not be a profit maximising strategy for ANZ.

The principal features of the ‘with’ and ‘without’ scenarios NECG adopts as
the basis for its modelling of the competitive effects of the proposed alliance
can be summarised briefly in five propositions:

» If the proposed alliance proceeds, Qantas and ANZ will cease to
compete on trans-Tasman and New Zealand domestic routes and will
co-ordinate scheduling and fares, amongst other things. ANZ and
Qantas have provided NECG with their proposed schedule for the next
five years if the proposed alliance proceeds, and this forms the basis of
the modelling of the with scenario.?

> If the proposed alliance does not proceed, Qantas will compete
aggressively with ANZ for the next three to five years by substantially
increasing capacity on trans-Tasman and New Zealand domestic
routes. Both airlines will incur losses on selected routes over the five
year modelling period as a result of this capacity war. ANZ will
continue operations during the five year modelling period, but
competition from Qantas on these routes may lead to the demise of
ANZ at some time in the future.

3 The ANZ and Qantas schedules with the proposed alliance are outlined in Table 7 (p 96) of
the NECG Report.
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> With or without the proposed alliance, a value-based airline (VBA),
such as Virgin Blue, will commence operations on trans-Tasman and
New Zealand domestic routes in the next two years. The proposed
alliance will, however, affect the timing and scale of entry by the VBA.

» The VBA that enters will compete effectively on trans-Tasman and
New Zealand domestic routes, and be a viable operator in the long
term either with or without the proposed alliance. A central component
of NECG's argument is that VBAs serve distinct market segments from
full service airlines (FSAs) such as Qantas, and historically, ANZ. This
is key to NECG's proposition that (without the Alliance) ANZ will cease
to operate because of direct competition from Qantas, while the VBA
can operate viably in the relevant markets.

> It is assumed that with or without the proposed alliance all airlines
currently operating on trans-Tasman routes continue to operate and
expand operations as the market grows.*

We consider that several key features of the ‘with’ and ‘without’ scenarios are
very questionable. Our principal concerns with the proposed scenarios are
discussed below.

2.1. Aggressive capacity competition between Qantas
and ANZ

NECG’s characterisation of the form of competition between Qantas and ANZ
that will occur without the proposed alliance is summarised in the paragraph
below:

In the absence of the Alliance, Air New Zealand and Qantas would continue to
compete aggressively for the next three to five years by increasing capacity both on
the Tasman and in domestic New Zealand, after which Air New Zealand may reduce
capacity in response to ongoing losses and in the longer term may exit entirely.
Additionally, and most importantly, our discussions with Qantas and Air New
Zealand also lead us to conclude that a sustained period of aggressive competition is
the counterfactual that each airline views as the most likely. (p 103)

NECG assumes that Qantas will win this capacity war, and ANZ is likely to
be forced to reduce or cease operations in the future. NECG considers that,

4 Expected schedules of existing carrier over the five year modelling period are outlined in
Table 8 (p 97) of the NECG Report.
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although ‘aggressive competition is costly and would require the airlines to
sustain losses on some routes’ (p 99), Qantas could sustain the costs it
involves, whereas ANZ could not given the limitations on funding available
from the New Zealand Government. (p 20)

NECG characterises the choice for ANZ as being between the proposed
alliance and a slow, painful death. The ‘without’ scenario is the slow, painful
death. The decline is modelled but not the death because the time horizon
adopted by NECG is limited to the next five years.

The strategy NECG argues Qantas and ANZ will adopt in the ‘without’
scenario is problematic for a number of reasons.

First for some decades, two FSA airlines have provided the majority of
services on trans-Tasman and New Zealand domestic routes. Other airlines
have also commenced services from time to time. The NECG Report fails to
establish that the environment in the relevant markets has changed, to such
an extent and in ways that are sufficiently long-lasting, so that this can no
longer be the case. Nonetheless the argument rests on the proposition that the
world has changed so that only one FSA and a VBA will survive. This
depends in turn on the sharp distinction between FSAs and VBAs that is
drawn by NECG. This is discussed further in section 2.3 of this report.

Secondly, it is improbable that Qantas or ANZ would adopt the strategies that
the NECG Report predicts these airlines would pursue in the ‘without’
scenario.

The behaviour described for Qantas in the ‘without’ scenario could be
regarded as inconsistent with a rational, profit maximising response unless it
is designed to cause competitors to exit the market or to deter entry. This is
the essence of the ACCC’s argument in the Statement of Claim lodged in
relation to Qantas’s response to entry by Virgin Blue on the Brisbane-
Adelaide return route. In that case, the ACCC argued that?>

By reason of the above matters it would not have been rational or profit maximising
for Qantas to add substantial capacity between Adelaide and Brisbane while
matching the prices of a low cost airline except to eliminate or substantially damage a
competitor or prevent a competitor from engaging in competitive conduct or to
prevent the entry of a competitor into another market or markets.

5 ACCC, Statement of Claim 7 May 2002, , p 23
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In addition, as the economic literature on predation points out, it would be
rational for Qantas to adopt such a strategy and to incur losses only if there
were to be some pay-off in terms of fancy profits in the future. This would
require that there are significant barriers to entry into these markets. This is
probably correct as a matter of fact. However, as a matter of logic, one cannot
predict a ‘without' scenario that is contingent upon there being substantial
barriers to entry and, at the same time, argue that the markets are
characterised by easy entry.

The supposed strategy of ANZ in the ‘without’ scenario is also questionable.
NECG'’s ‘without’ scenario assumes ANZ commits to a strategy that results in
it incurring substantial losses for a number of years despite the probability
that it will be forced to reduce or cease operations. If the decline of ANZ is as
foreseeable as NECG suggests, it is highly improbable that ANZ or its
principal shareholders would incur these losses before winding down
operations. It pre-supposes that the Government of New Zealand would be
prepared to fund a war to the death with Qantas that ANZ cannot win. So,
although the strategy predicted by the Report for its ‘without’ scenario might
be rational for Qantas, the response to that strategy that is predicted for ANZ
would not be rational.

2.2. Entry by a VBA

The other key player in NECG’s future ‘with’ and ‘without’ scenarios is
Virgin Blue. NECG argues that Virgin Blue (or another VBA) is likely to enter
the trans-Tasman and the New Zealand domestic passenger markets in the
next three to five years whether or not the proposed alliance proceeds.
However, if the proposed alliance proceeds, NECG states that the VBA will
commence operations:

> With a greater number of services. With the proposed alliance, the VBA
is assumed to operate 350 services per week within three years, of
which 126 are trans-Tasman services and 224 are domestic services.
Without the proposed alliance, the VBA is assumed to operate 68
services per week within three years, all of which are trans-Tasman
routes; and

> On more city-pair routes than without the proposed alliance. If the
proposed alliance proceeds, the VBA is assumed to operate on 12 city-

11
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pair routes within three years. Without the proposed alliance the VBA
is assumed to operate services on 6 city-pair routes.

Entry by a VBA such as Virgin is important to NECG’s analysis of the ‘with’
scenario for two principal reasons:

> It will limit the increase in price and decrease in quantity that the
Cournot model would otherwise predict to occur as a result of the
proposed alliance; and

» It will limit the likelihood of a reduction in productive or dynamic
efficiency that may otherwise result from the proposed alliance.

There is little or no justification given in the NECG Report for the assumed
scale of entry by a VBA either with or without the proposed alliance. If the
scale of entry by a VBA is less than is assumed by NECG, the competitive
detriments of the proposed alliance may be considerably greater.

The NECG Report states (Table 6 and pp 89-90) that it estimates that entry by
the VBA will be profitable with or without the alliance. This may well be true.
However, as a matter of logic, it is surprising that VBA entry is viable during
the capacity war that is predicted by NECG in the absence of the proposed
alliance. The surprising prediction may well result from NECG’s modelling
approach that assumes that the incumbents” marginal costs (and prices) do
not fall as a result of the aggressive increase in capacity (see section 4 of this
report for a full discussion).

2.3. A new VBA will operate viably but ANZ will not.

A critical element of NECG’s competition analysis is the proposition that the
strategies of a FSA are quite distinct from the strategies of a VBA. This
argument is key to NECG’s proposition that ANZ may cease to operate
because of competition from Qantas, while a VBA will viably enter the trans-
Tasman and New Zealand domestic markets. As discussed below, we
consider that in practice the distinction between VBAs and FSAs is not as
clear as NECG suggests, creating a further reason to treat the ‘with’ and
‘without’ scenarios with scepticism.

¢ The number of number of services assumed to be operated by a VBA in year three of the
modelling period is taken from Table 5 (p 89) of the NECG Report.
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The NECG Report proposes that FSAs (such as Qantas and, historically, ANZ)
operate a network service based on inter-connectivity across a range of routes
and seek ‘to provide the full range of service traditionally associated with
passenger air travel.” (p 7)

NECG states that, by contrast, VBAs ‘do not seek to provide full network
interconnectivity; this allows them to avoid the complexities and high costs
that interconnectivity imposes in terms of ticketing, revenue management,
scheduling and flight operations. The result is that they provide a very
focussed form of competition that is able to offer low fares to travellers with
essentially point-to-point travel needs.” (p 10)

This distinction is drawn very sharply in parts of the by NECG Report and is
critical to its characterisation of the ‘with’ and ‘without’ scenarios and the
analysis of net public benefits arising from the proposed alliance. However,
at the same time, NECG characterises the domestic strategy of ANZ as VBA+,
suggesting that airlines position themselves on a price-service continuum,
and not only as a VBA or FSA. NECG classifies ANZ’s domestic strategy as
VBA+ because it continues to provide the same type of ‘full network
connectivity’ that it did in the past but does not provide the ‘full range of
services traditionally associated with passenger air travel’, and so it does not
qualify as a genuine FSA.

As Joan Robinson noted some seventy years ago, markets may be separated
by a ‘gap in the chain of substitutes’. Although the NECG Report argues to
the contrary at many points, there is no obvious gap in the chain of substitutes
between a FSA and a VBA. Rather, these represent extremes in the continuum
of strategies from which a particular operator may choose. Other operators
may adopt intermediate positioning (such as VBA+). Still others may elect to
operate in both modes at once. Indeed, this appears to be the intention of the
merged Qantas/ANZ.

Despite the VBA/FSA distinction being obviously one of degree, the NECG
Report at times insists that the choice is all or nothing. It insists on this all-or-
nothing characterisation because it wishes to argue that ANZ has no future:

What then are the options open to Air New Zealand? One possibility is that of
converting Air New Zealand as a whole into a VBA. We do not believe this strategy
to be credible. Air New Zealand is fundamentally a network carrier. For its long haul
operations to be viable, they must be based on interconnectivity with its domestic
network, and be able to draw on a customer base that includes the higher yield
segments. Conversion into a VBA would prevent this, and hence would force Air
New Zealand’s withdrawal from long haul operations. It may or may not be that Air
New Zealand could survive on this basis; but it certainly would not provide the kinds
of benefits to New Zealand - in terms of tourism, freight and connectivity with the
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wider world - that impelled the Government's decision to devote to Air New
Zealand's survival scarce public funds. (p 15, emphasis added)

The NECG Report fails to establish a robust argument why ANZ will incur
losses that may lead it to exit the market, but at the same time a VBA will
enter and be a viable competitor in the long term. NECG notes the ‘experience
internationally highlights the difficulties full service operators have in
converting themselves to the VBA model, and hence the vulnerability of even
the newly-adopted ANZ model to displacement by a value-based alternative.”
(pp 10-11) However, the NECG Report also notes that the recent move by
ANZ into VBA+ is ‘considered promising’ (p 15) and the alliance will straddle
both modes (p 17).

In effect, NECG seems to want to argue two inconsistent positions. When it
discusses the ‘without’ scenario, the Report seems to argue that the FSA/VBA
distinction is quite sharp and Qantas will compete much more closely with
ANZ than with the VBA. However, when it discusses the ‘with” scenario, the
differentiation between the products of Qantas and that of the VBA is
assumed to be much less marked. In the ‘with’ scenario NECG argues that the
VBA will offer strong competition for the merged Qantas/ ANZ.

Nevertheless, it follows from NECG’s logic that the new entrant VBA
(because it differentiates its product from Qantas) will offer a softer form of
competition for Qantas than does ANZ. This is the only way that the NECG
Report can explain the behaviour of Qantas in wishing to proceed with the
proposed alliance. If the VBA were likely to compete head-on with Qantas (in
the manner of ANZ) then Qantas would have little to gain from the alliance: it
would merely substitute one competitor for an identical competitor. So the
logic of the NECG Report compels us to conclude that the reason Qantas is
keen on the alliance is that it will get rid of a direct competitor and replace it
with an indirect competitor.
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3. The Relevant Markets

This section considers the relevant market for the purpose of determining the
net benefits or costs of the proposed alliance.

The NECG Report does not have a concluded position on market definition,
although it inclines towards a single market for air passenger services;

For both air passenger and freight services, we believe there is a single market that
includes air passenger services provided in New Zealand, Australia and on the
Tasman. Alternatively, there are three separate markets for New Zealand domestic
services, Australian domestic services and Tasman services. Within the domestic
New Zealand market, we believe it is helpful to distinguish between main trunk
services, similar to the approach taken by the NZCC in its Bodas determination. (p
64)

In addition to the VBA/FSA distinction suggested by NECG that is discussed
in section 2.3, the NECG Report raises two issues to do with market definition
that should be dealt with. The first is the geographical boundaries to the
markets. We consider that it is more helpful to the analysis of this proposal to
adopt the three-fold division of markets that the NECG proposes as an
alternative. In our opinion, it is appropriate to analyse effects on competition
in:

- the domestic New Zealand market
- the Australian domestic market, and
- the trans-Tasman market.

Secondly, NECG raises the issue of separate markets for passenger services
and freight services. Although NECG claims to follow earlier decisions of the
ACCC and the NZCC in analysing these services in separate markets, in the
case of this merger, we believe it is more appropriate to analyse the effect on
competition in a market for air transport services that embraces both
passenger and freight services.

Before we address these two issues, it may be useful to set out some of the
principles that guide our consideration of appropriate market definitions. In
particular, the issues of geographical boundaries and the separation of
passenger and freight services involve issues of what are generally known as
cluster markets. That is, passenger services offered on different routes are not
included in the same market because they are regarded as close substitutes for
each other. Rather, they may be included in the same market because
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complementarities in demand or production mean that firms will only be able
to compete by producing both types of services. Similarly, it may be
appropriate to define a market that embraces both passenger and freight
services, not because these are close substitutes in demand, but, rather,
because they are complements in production such thata firm will best be able
to compete by offering both types of services rather than by specialising in
one to the exclusion of the other.

Henry Ergas has this to say:

A cluster market arises when the economies of scope are such as to require firms to
compete not on individual items but rather on a set of items taken jointly. These
economies may operate at a range of levels: in production, with joint production (say,
of wool and lamb) being an extreme case; in distribution, as in the optimal assortment
of goods sold in retail stores; and in consumption, as in the likelihood of consumers
purchasing razors and blades from the same supplier. Examples of clusters (which
are merely provided as illustrations and may be controversial in specific instances)
include aggregates such as ‘in-patient services’, which reflects the economies of scope
hospitals can derive from providing a full set of the relevant medical equipment, staff
and services; ‘transactions banking services’, which groups together the range of
functions for which a branch network is required; and ‘grocery stores’, which will
generally have a core assortment of frequently-purchased ‘convenience’ goods.

Thus, to say that good A and good B form a cluster is to imply that a firm selling only
A or only B would not be able to compete with one selling both A and B - either
because the supply cost of producing A and B jointly is substantially below that of
producing them separately, and/or because consumers incur additional costs when
they purchase A and/or B separately as against purchasing them jointly. This, in
turn, implies that a cartel which - out of an initially competitive market - grouped all
firms which jointly produced A and B, but excluded those which produced only A or
B, could profitably increase the joint price of A and B, and hold that price above the
competitive level for so long as entry into full-line supply did not occur. It is
consequently the cluster of A and B which meets the ‘ideal collusive group’ test that
underpins modern approaches to market definition.”

Before one examines substitutability in demand or supply, one must be sure
one can answer the question: substitutable for what? In some cases, the
answer to this question may be a single product, in other cases, the answer
may be a cluster of goods or services.

7 Henry Ergas, ‘Cluster Markets: What they are and How to test for them’, Working Paper,
The Centre for Research in Network Economics and Communications, School of Business and
Economics, The University of Auckland, p 3.
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3.1. Geographical boundaries

The key issue in determining the geographical boundaries to markets for air
services is that of complementarities in demand and/or supply that were
referred to above in our discussion of cluster markets. Complementarities in
demand may arise as a result of providing the benefits of interconnectivity to
passengers or to freight. Complementarities in production may arise, for
example, as a result of using an aircraft to fly from A to B as well as the return
journey from B to A. No one would argue that a passenger journey from A to
B is a close substitute for a passenger journey from B to A. Nevertheless, these
services would normally be defined as being in the same market, because the
cost to an airline of offering both services is half that of offering the two
services by two separate airlines with planes flying empty on the return leg.

Interconnectivity is discussed in section 2.3.3 of the NECG Report. In that
section, interconnectivity is said to have both advantages and disadvantages.
Interconnectivity and interlining is said to be a characteristic of FSAs but not
of VBAs. Currently, Virgin Blue has limited international interlining.
However, if Virgin Blue were to expand its operations to include both
domestic services within New Zealand and services across the Tasman, it
would be able to gain advantages from interlining.

Although interlining across national boundaries may be one source of
competitive advantage, the history of competition in aviation in Australia,
New Zealand and across the Tasman suggests that these advantages are not
so overwhelming as to require the definition of an Australasian market.
Airlines, including Qantas, ANZ and Virgin Blue have survived for long
periods of time by specialising in parts of the region. It is not clear why they
could not continue to survive by being geographical specialists in the future.

It is noteworthy that the NECG Report, although preferring a market that
embraces all three regions, undertakes its competition analysis on a
disaggregated basis. This choice seems to be dictated by the problem at hand;
and this provides another compelling reason to opt for three separate regions
when analysing the effects of the proposed alliance on competition. It seems
almost obvious that the effects of the merger will be felt within domestic New
Zealand travel and within Trans-Tasman travel. As the NECG Report states:
‘Our analysis focuses mainly on competitive effects as they relate to the
domestic New Zealand and Tasman air passenger routes, since the Alliance
will alter the structure of competition along these routes more than any
others.” (p 66)
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3.2. Separate passenger/freight markets?

The NECG Report states that they ‘proceed on the basis that air freight
services are provided in a distinct market (p 63; Appendix A, p 181) This is
said to be conservative, and narrowed for the sake of simplicity, because in
their view *...air freight services are likely to be included in a market for time
critical freight. (p 63; Appendix A, p 181)

We believe that this overemphasises demand substitution over production
complementarities, and it misrepresents commercial reality in ignoring the
strategy and operations of airlines and the way in which they compete. In our
opinion a more appropriate delineation of the sphere of competition relevant
to the alliance would not treat the provision of air passenger and air freight
services as separate and distinct markets, but as integral parts of a broader
airline services market. Having said that, it should be noted at the outset that
the inconsistency in NECG’s analysis of passengers and freight is anomalous,
even if one does not accept the broader delineation of the relevant market.

As is the case whenever multi-product firms are involved, the appropriate
market definition for analysing competition should not focus narrowly on one
product or service when there are clear interdependencies and synergies in
the production of, and competition in the provision of, the cluster of products
or services.

The Mason approach to definition of markets illustrates this point, as he
explained:

... the market, and market structure, must be defined with reference to the position of
a single seller or buyer. The structure of a seller’s market, then, includes all those
considerations which he takes into account in determining his business policies and
practices. His market includes all buyers and sellers, of whatever product, whose
action he considers to influence his volume of sales.?

The Mason approach would be to start with the strategy of the alliance
participants itself. One could then investigate the range of its activities and
then ask whether all these activities are linked by substantial synergies or
whether some sub-group of them is sufficiently independent to be considered
as a viable group of products for a new business to contemplate.

8 Edward S. Mason, ‘Price and Production Policies of Large-Scale Enterprise’ American
Economics Review, Supplement Vol. 29, No.1, (1939)
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It may be argued that the mere existence of dedicated air freight carriers may
be evidence that such synergies between the carriage of passengers and
freight may not be important and therefore may provide constraints to
behaviour. However, dedicated freighters only play a small role in the
provision of air freight services:

...there are a number of carriers operating dedicated services but these account only
for about 10 percent of the total air freight market.?

This point is emphasised in the NECG Report, and is reinforced with figures
from the Bureau of Transport and Regional Economics. (p 63, fn 82; p 181, fn
202) The low share of air freight by dedicated players may actually be
evidence that synergies between freight and passengers are important,
especially in the relevant region. We also understand that dedicated freighters
only run in a very limited number of routes considered relevant for the
proposed alliance. The reason for this seems to be that very few routes within
Australasia have sufficient demand to support a specialised air freight carrier.

The synergy inherent in the production of passenger and freight services also
manifests itself in the cost and revenue structure of airlines, and the choices
they make - including use of available capacity and pricing - as past
determinations have also highlighted:

The level of competition within the air freight market is relatively high. With
passenger revenue covering the bulk of the costs of operating services airlines often
marginally price freight capacity, operational limitations permitting. However, this
practice also means that when passenger loads are high freight is the first item to be
off loaded.?

ACCC & NZCC determinations

It may be argued that combined air services markets represent a divergence
from the approaches adopted in previous ACCC determinations: A30202
(2000, regarding Qantas and BA)! which relied heavily on the market

9 ACCC, 1998, Ansett Australia Limited and Others, S88(1) Application For Exclusionary
Provisions For Alliance Agreement, 22 June. Authorisation No: A90649/655, File No: CA
98/4. Quoted from: Air Alliance (1998) Australian Trade Practices Reporter (Com) Y50-265,
p 55, 397. (Hereafter, ‘Determination A90649/655’)

10 Tbid.

1 ACCC, 2000, Application for Authorisation: Joint Services Agreement between Qantas
Airways Limited and British Airways Plc, 10 May. Authorisation No: A30202, File No:
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definitions adopted in A90649/655 (1998, regarding Ansett Australia, Ansett
International, Air New Zealand and Singapore Airlines);12 which in turn
mirrored A90565 (1995, regarding Qantas and British Airways).1?

However, an integrated approach is not in stark opposition to these past
determinations, because the proposition we raise here - that the provision of
air passenger and air freight services should be treated within one market -
was never really examined. The starting point in these determinations was
that there were separate passenger, freight, distribution and other markets
(such as engineering and terminal services), which formed the basis for
further delineation of the relevant markets and segments (by considering their
various geographic, product, functional and temporal dimensions).

This is curious considering that a key feature of all these determinations was
the argument that analysis of the effects on competition in the air freight
market could be read from analysis of the effects on competition in the
passenger market.!4 The rationale for this in all cases was the proposition that
an air freight service was a ‘by-product’ of the air passenger market, and that
most air freight cargo was carried in the bellyholds of passenger aircraft.®
Relying on this correlation, the ACCC have used competition analysis of the
air passenger market effectively as a proxy for competition analysis for air
freight market. For example in the 2000 determination (A30202, p 62) the
ACCC said:

In Determinations A90649/90655 the Commission noted that the majority of air
freight to and from Australia is carried on passenger flights and as such the level of

C1999/767 (Referred to as the ‘RJSA determination’ in the NECG Report. Hereafter
‘Determination A30202").

12 ACCC, 1998, Ansett Australia Limited and Others, S88(1) Application For Exclusionary
Provisions For Alliance Agreement, 22 June. Authorisation No: A90649/655, File No: CA
98/4. See: Air Alliance (1998) Australian Trade Practices Reporter (Com) 950-265.
(‘Determination A90649/655").

13 ACCC, 1995, Joint Services Agreement between Qantas Airways Limited and British
Airways Plc, 12 May. Authorisation No: A90565. (Hereafter, ‘Determination A90565").

14 Determination A90649/655, above, at p 55,396-7.

15 Determination A30202, above at, p 63; Determination A90649/655, above at p 55,397. Also:
New Zealand Commerce Commission, Decision No. 278, 3 April 1996 (Referred as the ‘Bodas
determination’ in the NECG Report) para 150, p 60.
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competition within air freight market is dependent upon many of the same factors as
within the passenger market.

One would imagine that this close relation drawn between the two ‘markets’
would prompt the possibility of considering one relevant market
encompassing the two products, or at least a greater recognition of the
competitive sphere in which airlines generally do not compete only in
passengers, or only in freight.

The markets that the NZCC chose to consider in the ‘Bodas Determination’,16
may have suggested such an idea. Although ANZ in that case contended that
domestic air freight services is one of the five relevant markets, separate from
domestic passenger market, the NZCC chose in the end, not to deal with this
separately from the domestic passenger market:

There are no substitutes for same day air freight services available except electronic
transmission in the case of some documents. However, as same day air freight is a by-
product of passenger air services, any issues that arise in this instance, as a result of
the acquisition, would be reflected in consideration of the main trunk passenger air
services market. Therefore, separate consideration of the domestic air freight services

market is not required.1”
Strategy and the relevant field of rivalry for airlines

For the purpose of considering the impact of the proposed alliance on
competition, it should be recognised that the business of the players is in
transporting both passengers and freight.

Firms in making their investment and other decisions will consider revenue
from both parts of their business. For example, when an airline decides to
increase capacity (e.g. purchase new aircraft) it will compare the capital and
operating costs of the extra aircraft with the extra revenue that will be got -
whether that revenue comes from passenger services or from freight services.

Airlines compete on how well they can utilise their assets - most importantly,
but not exclusively, their fleet of aircraft. This involves juggling their two
products of passenger and freight carriage, because passenger services and
freight services are not produced in fixed proportions. At least in the long

16 New Zealand Commerce Commission, Decision No. 278, 3 April 1996. (Referred as the
‘Bodas determination in the NECG Report.)

17 Bodas determination, p 60.
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run, airlines can alter the ratio of passenger services and freight services by,
for example, their choices of aircraft, and scheduling. The discussion of
‘Improved freight operations’ outlined in p 161 of the NECG Report is
illustrative of the types of things airlines can do (e.g. replacing wide body
planes with narrow bodies planes, scheduling ‘back of the clock’ flying).

A more appropriate delineation of the market for analysing the effects of the
proposed alliance would encompass air passenger and air freight transport
jointly. However, even if the Commission chooses to adopt separate air
passenger and air freight market definitions, it is important that it recognises
the close linkages between the two types of service. Recognising this linkage
enables one to analyse the key drivers behind the operational strategy of the
airlines such as those in the proposed alliance, and effects of the proposed
alliance on actual and potential competitors.

In summary, the most-appropriate markets in which to analyse the effects on
competition of the proposed alliance are:

» A domestic New Zealand air services market;
» A domestic Australian air services market; and

> A trans-Tasman air services market.
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4. The Modelling of Detriment Caused by the
Lessening of Competition

Pages 104 to 118 of the NECG Report model the effects of the proposed
alliance on prices and quantities of passenger services. Much of this
modelling is distinctly idiosyncratic and some of it is based on assumptions
that are inconsistent with other parts of the Report.

The modelling consists of three principal elements: a standard Cournotesque
effect; a change in marginal costs; and the effects of changes in capacity. The
results that are presented in Tables 10 and 12 are the consequence of these
three effects. These are further transposed into NECG's estimation of the
deadweight losses that would result from the proposed alliance.

4.1. The standard Cournot model

The Cournot model is one of the standard building blocks of the theory of
industrial organisation. The Cournot model represents a particular type of
competition. In particular, it depicts firms competing in their decisions as to
the amount of output that they place on the market in any one period. The
natural way to think of the Cournot competition that is used in the NECG
Report is as competition among firms producing a homogeneous commodity
which is placed on the market; and a price emerges that clears the market. The
international market for crude oil might approximate the assumptions of the
Cournot model.

There is an extensive literature on when the Cournot model may or may not
be applicable. Tirole’s Theory of Industrial Organization, Chapter 5, provides an
accessible summary of this literature. One conclusion of this literature is that
the Cournot choices of quantity might well be used to depict the way in which
firms determine their capacities.

Any assessment of the modelling in the NECG Report must form a judgement
as to the applicability of their version of the Cournot model. As is explained
in this section of our assessment of the NECG Report, NECG does not use the
Cournot model to predict capacity decisions. Rather, the Report takes given
assumptions about the capacity of each airline on each route in each scenario.
These assumptions are based on information that was provided by Qantas
and ANZ. (see p 110) The modelling then assumes that market shares are
determined in accordance with capacity. So market shares for calculation of
the Cournot model are merely those that are assumed as a result of
information provided by Qantas and ANZ.
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The NECG Report uses Cournot only to determine aggregate prices and
quantities for routes where market shares are given. This is a particularly
inappropriate application of the Cournot model. Markets for air services are
characterised by product differentiation across routes and across types of
carrier. Once an airline has decided how to position its product and which
routes it will fly, airlines then engage in Bertrand-type competition. Standard
tools of economics enable competition of this kind to be modelled.8

Having said that, we attempt here to illustrate below how each key element
driving the model - Cournot competition, marginal costs and capacity - is
expected to affect the price and output results that are presented in Tables 10
and 12 of the NECG Report. Each effect will be addressed in isolation to guide
our interpretation and critique of the results of the modelling. A more
technical explanation of the effects summarised here is provided in Appendix
1 of this report.

4.2. Effects of Cournot competition

Without any changes to capacity or marginal costs between the ‘with” and
‘without’ scenarios, the Cournot model would show that:

> the output with the proposed alliance will be lower than the
equilibrium output in the ‘without’ scenario; and

> the price with the proposed alliance would be higher than the
equilibrium price in the “‘without’ scenario

on those routes on which Qantas and ANZ fly in the ‘without’ scenario. These
price and quantity effects reflect a lowering of competition, or an increase in
concentration in the market. (See Appendix 1, Al.1. of this report)

4.3. Effects of changes in marginal costs

Marginal costs are critical for the prices and quantities that are predicted by
the Cournot model. In isolation, the effect of a change in industry wide
marginal costs would be to alter the maximum size of the market in which

18 A good survey is provided in John Beath and Yannis Katsoulacos, The economic theory of
product differentiation, Cambridge University Press, 1991. A useful example of modelling along
these lines is Dionisia Tzavara, Paul Levine and Neil Rickman, ‘Market entry and roll-out
with product differentiation’, 2002 working paper, http:/ /repec.org/res2002/Tzavara.pdf
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Cournot competition would then determine the level of output by the market
participants. Market participants’ shares of output are determined by
reference to their marginal costs. The NECG model treats marginal costs
somewhat oddly. Although they are allowed to vary across firms, these
variations have no effect on the outputs of the individual firms.

To illustrate the effects of changes in marginal costs in the standard Cournot
model, assume that marginal costs do not vary across firms. A fall in marginal
costs would unambiguously reduce prices and increase output. An increase in
marginal costs would have the opposite effects. (See Appendix 1, A1.2. of this
report) In comparing the ‘with’ and ‘without' scenarios, a rise in marginal
costs will only exacerbate the increase in price and the reduction in output as
a result of the alliance. Whether a fall in the marginal costs with the proposed
alliance will generate a lower price and higher output than without the
proposed alliance depends on the magnitude of the change in marginal costs
compared with the magnitude of the Cournot effect.

The NECG modelling estimates marginal costs for each operator on each
route under current conditions. These same marginal costs are assumed to
hold in the ‘without’ scenario. The marginal costs that are assumed for the
‘with’ scenario seem not to be greatly different from those of the current base
case. As the NECG Report explains: ‘The marginal cost of the merged firm is
calculated as a weighted average of the marginal costs of the participants to
the proposed alliance, with the weights based on pre-alliance market shares.’
(p 107 fn 139)

In order to understand the NECG modelling, it is important to appreciate that
the assumptions about marginal costs imply that the increase in capacity in
the ‘without’ scenario does not significantly affect the marginal costs in the
market as a whole. The only way in which the increase in capacity in the
‘without’ scenario is allowed to affect the marginal costs in the market is by its
effect on the weights that are attached to the marginal costs of the various
participants in the market. Combined with the averaging process, under the
conditions imposed due to NECG’s approach to the modelling, the effects of
changes in marginal costs would be expected to be relatively small.

The NECG modelling of prices and outputs of passenger services assumes
that the new entrant VBA's costs (one can only guess these refer to marginal
costs) are ‘assumed to be 20% below the costs of a FSA’. (p 111) Under the
NECG model these low marginal costs have no effect on the relative outputs
of the VBA and the merged entity. In addition, both the ‘with’ and the
‘without’ scenarios involve ANZ moving toward a VBA+ model in domestic
New Zealand and hence on these city- pairs ANZ's costs are reduced by 7.5%.
(p 111). This is not credible.
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4.4. Effects of changes in capacity

According to NECG, the future with the proposed alliance will see reductions
to capacity relative to the future without the alliance. In modelling the effect
of changes in capacity in the future with the alliance, NECG adopted
assumptions provided by Qantas and ANZ. These indicate that the ‘without’
scenario has substantial excess capacity compared with the ‘with’ scenario. (p
137) Nevertheless, because of the way marginal costs are estimated, in the
model this excess capacity is not allowed to influence marginal costs.

This is a remarkably odd feature of the modelling. One would normally think
that, if an aeroplane is full, the opportunity cost of filling the last seat is the
revenue that is forgone by not offering that seat to the next most-urgent (or
valuable) potential passenger. Alternatively, if the plane has massive excess
capacity, the opportunity cost of filling an extra seat is close to zero. This is
not the case in the NECG modelling. In their modelling, marginal cost does
not change as a result of substantial excess capacity.

According to the modelling of NECG, the only effect of the extra capacity that
will be introduced in their ‘without' scenario is to increase demand for
travelling on the relevant route. As the Report explains:

An increase in capacity would be expected to shift the demand curve out as a result
of both current travellers taking more trips and new air travellers entering the
market.

(p111)

NECG expresses the magnitude of the effect of the change in capacity on the
demand curve is measured by the capacity elasticity of demand. ( p 111, para
1; and 114, para 3) Although the estimate of the capacity elasticity of demand
is sourced from another study, the uniform application of this elasticity to all
increases in capacity seems very crude. An increase in capacity will produce
an increase in demand if that increase in capacity offers potential passengers
something of value. If an extra flight is added at exactly the same time as an
existing flight, it is hard to see how any extra value is created. If the extra
flight is scheduled very close to the existing flight, not much extra value will
be created. In summary, any shift in the demand curve will be critically
dependant on both the amount of extra capacity and on the timing of the
flights that extra capacity services.

The use of the Cournot model to determine prices, when combined with the
precept that increases in capacity will increase demand but have no effect on
marginal costs produces a result that is quite counter-intuitive. The result is
that the significant excess capacity in the ‘without’ scenario compared with
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the ‘with’ scenario (p 137) does not depress prices under the NECG
modelling. Rather, it raises prices, because it moves the demand curve out to
the right. NECG’s modelling approach results in the decrease in capacity in
the ‘with’ scenario causing prices to fall because demand is assumed to fall as
capacity decreases. (See Appendix 1, A1.3. of this report)

This gives rise to an important caveat that should be borne in mind when
interpreting the NECG price and quantity predictions. The predictions for the
prices and quantities of passenger services compare (as is appropriate) the
future prices and quantities on the various routes with and without the
proposed alliance. So the price increases that are predicted by the NECG
Report are price increases compared with the ‘without’ scenario. The caveat is
that the ‘without’ prices are almost certainly higher than is currently the
(base) case. The reason for this is that the principal difference between the
base case and the ‘without’ scenario is the substantial increase in capacity.
Under the NECG modelling, the effect of this increase in capacity is to
increase demand and prices compared with the base case.

4.5. Model results in Table 10 and Table 12

The results of the modelling as presented in Tables 10 and 12 are difficult to
explain because they arise from the combined effect of Cournot pricing,
possible changes in marginal costs and shifts in the demand curve caused by
exogenous changes in capacity as the ‘without’ scenario changes to the “‘with’
scenario. No information is provided to the reader about the magnitude of
each effect.

Results from the NECG modelling showed that on most routes (15 out of 43)
the impact of the alliance would be positive on price and negative on output
(ie higher prices and lower output in the ‘with” scenario than in the ‘without’
scenario).l This would be consistent with the effect of an increase in the
concentration of the market under Cournot, as illustrated in 4.2., or where this
effect dominates.

There are also:

19 Routes: AKL-SYD, AKL-MEL, AKL-BNE, WLG-SYD, WLG-BNE, CHC-5YD, CHC-MEL,
CHC-BNE, AKL-NAN, NAN-LAX, AKL-LAX, AKL-WLG, AKL-CHC, CHC-ZQN, AKL-
ZQN.
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