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Virgin Blue Airlines and Air New Zealand applications for authorisation - response to ACCC's 
issues on proposed capacity conditions 

We refer to the ACCC's list of key issues in relation to the proposed capacity conditions dated 17 
November 2010 and to subsequent discussions. 

The Applicants are appreciative of the feedback provided by the ACCC in relation to the capacity 
conditions and have amended the capacity conditions in response to that feedback. The Applicants' 
response to the issues raised by the ACCC, as well as revised capacity conditions , are attached . 

It is important to put the Applicants' offer of capacity conditions in context. The Applicants genuinely 
believe that the public benefits of the Alliance outweigh any potential competitive detriment. The 
Tasman market is one of the most competitive markets in the world, with the region's strongest 
competitor, the Qantas Group, operating significant capacity in the market. Throughout Virgin Blue's 
history the Qantas Group has demonstrated its motivation to aggressively compete against Virgin 
Blue, particularly in response to any challenge to Qantas Group's dominant position in a market. 

Consequently, the Applicants do not believe the ACCC will need to rely on the capacity commitments 
to maintain the competitive dynamics of the market. However, the Applicants note the ACCC's 
concerns on certain routes where the ACCC has concluded that the Alliance will make it "likely that the 
Applicants will unilaterally raise fares". Unilaterally raising fares requires a withholding or reduction in 
capacity, and so the Applicants have sought to address this concern by offering capacity conditions 
which will ensure that the Applicants cannot withhold or withdraw capacity. The capacity conditions 
are designed to guarantee a minimum level of capacity that would be likely in the counterfactual. 

A number of the issues raised by the ACCC appear to rest on a premise that the proposed conditions 
are intended to precisely mimic changes in demand and market conditions over the period of 
authorisation. They are not intended to do so. The conditions set a substantive and easy to monitor 
capacity floor based on existing capacity levels and overall general market growth. In fact, the 
Applicants expect that under the Alliance they will be able to increase passenger numbers, and 
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therefore capacity levels, above the levels achievable without the Alliance . In addition, for reasons 
previously stated, the Applicants consider that the constraint from existing competitors and the threat 
of new entry would , of itself, remove any ability to withhold capacity/increase price beyond competitive 
levels. The conditions provide an additional layer of protection. 

It would not be possible to devise a set of capacity conditions which perfectly address every 
hypothetical scenario or mimic actual dynamic changes in demand over the term. The value of the 
capacity conditions proposed by the Applicants should not be discounted or dismissed because of 
this. They do provide a commitment that goes directly to the heart of the concerns expressed in the 
Draft Determination. 

Some of the other issues raised by the ACCC appear to rest on a concern that the Applicants may 
seek to game the conditions. There is certainly no such intent and there are ordinary commercial and 
operational reasons why the Applicants would not operate in the manner posited. 

Ultimately, the conditions form a backstop to guard against any reduction in capacity that might 
otherwise occur in the event that: 

the enhanced Alliance service does not generate additional demand (an outcome which would 
be at odds with the view of the Applicants and of industry experts who specialise in forecasting 
consumer responses to service improvements); and 

existing and potential competition on a particular route was an insufficient constraint, 

neither of which the Applicants consider will occur. 

The ACCC has before it a substantiated case that the Alliance will result in the Applicants being able 
to provide a higher level of service and choice to travellers than can be provided without the Alliance. 
This significant public benefit needs to be weighed against the risks that have been identified by the 
ACCC on selected (and comparatively minor) routes. In weighing these issues, substantive weight 
should be given to the fact that capacity conditions ensure that the Applicants will not be able to 
withhold or remove capacity on those routes below a level that is likely to prevail in the counterfactual. 

As authorisation is for a fixed term, if the ACCC considers that public benefits have not outweighed 
detriment during the course of the term, it can make the decision not to re-authorise the Alliance. The 
Applicants would be willing to accept a shorter (e .g. 3 year) term to enable the ACCC to conduct an 
earlier review as to whether, in fact, the Alliance: 

created a genuine competitor to Qantas/Jetstar in the region (and in relation to Australian 
businesses and passengers in particular) ; 

gave rise to service enhancements to the travelling public; and 

was sufficiently constrained by existing competitors and the threat of new entry to ensure that 
the Alliance gave rise to an overall net benefit. 

A reduced term would enable the ACCC to test this in a comparatively low risk way. Denying 
authorisation would ensure that the Australian public would not obtain the benefits which the 
Applicants, and a large number of third parties, say flow from the Alliance . 
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In summary, the Applicants have considered the issues the ACCC has raised in relation to the 
proposed conditions. They consider the revised proposed conditions address those concerns but 
remain open to considering any further refinement to the conditions that the ACCC considers 
warranted. Ultimately, however, the ACCC has the ability to grant authorisation subject to the 
conditions it considers most appropriate to address any competition concerns. 

Please contact us if you would like to discuss the contents of this letter or the attached. 

Yours faithfully 
Gilbert + Tobin 

Luke Woodward Louise Klamka 
Partner Lawyer 
T +61 292634014 T +61 2 92634371 
Iwoodward@gtlaw.com.au Iklamka@gtlaw.com.au 
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The Applicants have submitted that the optimal load factor Is 80%. When flights move 
Into the low 80% IQad factor range, spill rates ·Increase (i.e. there Is an Increase In the 
number of customers that are unable to obtain a seat on the flight at the prevailing 
price). 

The.. appears to be SOme scope under the Alliance for the Applicants to . raise average 
fares on flights with an expected load fa~or In excess ·of 80% while maintaining 2010 
capacity levels. 

The Applicants are uncertain how these identified issues relate to the proposed capacity conditions. 

It appears that the underlying premise of these two points is that the Applicants would be able to 
unilaterally increase fares without withholding capacity. In fact, the Applicants have no ability to 
sustainably increase fares unless they remove or withhold capacity (which is completely contrary to 
the fundamental rationale of the Alliance) : Even if this were not the case, in seeking to remove or 
withhold capacity, all the Applicants would do is provide an opportunity for expansion and entry by 
competitors . 

It should be noted that there is no particular significance of an 80% load factor in terms of its 
relationship with fares . 1 In fact airlines aim to sell 100% of their available seats by the time the plane 
boards and will price dynamically in order to maximise sales. 

The pricing of aircraft seats, or yield management, is based on filling capacity by pricing tickets based 
on the price that passengers will pay (which can reflect aspects such as service levels, flexibility and 
convenience) . In order to achieve this, different fare levels (which may reflect different fare classes 
and fare conditions as well as promotional fares) are allocated a certain amount of inventory (seats). 
Typically, subject to customer fare class and fare restriction preferences, the cheapest seats will sell 
first. Once those seats are sold, seats at the next highest level become the cheapest and will tend to 
sell out next. So, as the plane fills the average fare for that flight tends to increase without necessarily 
any increase in actual fare levels. It is therefore important to distinguish between increases in average 
fares and increases in actual fares (or fare levels) . From a competition and consumer perspective the 
focus should be on actual rather than average fares. 

The relationship between actual fares and load factors is straightforward and inverse. For a given 
level of demand and for a given level of available seats, fares will be inversely correlated with load 
factors. That is, if an airline wants to increase its load factors, it must lower fares, and if it increases 

1 In the Applicants' response to the ACCC's questions, dated 5 November 2010, the Applicants noted that an 80% load factor is 

seen as 'optimal' (see page 21). This reference was made in the context of very low load factors on certain routes , including 

those that are the subject of the capacity growth target. In other contexts, a load factor in the low 80% range has been 

described as a reasonable load factor at which to operate without the need to add additional capacity. This observation was 

made in the InterVISTAS aSI report in the context of the forecast demand growth under the Alliance, although InterVlSTAS 

made the point, as the Applicants have submitted, that growth in demand above this level would mean that the Applicants would 

have a strong incentive to deploy additional capacity. Reference to "spill rates" in this context is a reference to spillage of 

passengers to competitors or other flights (or to services to other destinations for many leisure passengers) and will be due to 

no seats being available at all on the particular flight or the price of the remaining seats being uncompetitive with altemative 

flight options. Airlines seek to avoid spill to competitors through ensuring the fares are competitive and ensuring they have 

sufficient capacity to meet demand . 
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fares its load factor will drop. For any given level of demand and available seats, it cannot achieve 
both higher load factors and higher fares. As has been noted, LCCs - which offer lower fares 
operate at relatively high loadl factors. This is because high load factors are required to bring unit (per 
seat) costs d'own to sustain low prices. 

An airline could seek to increase fares and load factors by reducing capacity. Ignoring losses of 
customers due to reduced service levels (e.g. reductions in frequency and schedule) and assuming no 
competitive response, an airline which reduced capacity should expect a higher load factor for the 
same level of fares or alternatively, should achieve higher fares for the same load factor or some 
combination of both. 

It is this relationship that has led the parties to propose capacity conditions to address the ACCC's 
concerns of a unilateral price increase on identified routes. 

The only other way that average fares can increase with increasing load factors is if there is an 
increase in demand (in effect the demand curve shifting outwards). Irrespective of the state of 
competition in the market, or whether or not the Alliance is authorised, increases in demand for an 
airline's services will generally result in increases in number of higher priced inventory being sold, 
increasing average fares and revenue, without any change to the prevailing level of airfares. This is 
the case with or without the Alliance. 

The increase in demand could arise generally, for example, if there is an overall increase in demand 
due to exogenous factors such as increased incomes (e.g. GOP growth). We note that the proposed 
capacity conditions are intended to reflect such increases in demand (although the ACCC has 
questioned the selection of a 3% growth factor, a point which is discussed, and addressed, below). 
Alternatively, there may be an increase in demand for the Alliance services. 

Due to the enhanced service offering under the Alliance, the Applicants anticipate that the number of 
passengers will increase and the number of passengers willing to buy tickets in higher fare classes will 
also increase. (E.g., increased frequency and schedule spread is expected to increase the 
attractiveness of the Applicants' services to business travellers, who generally purchase in the higher 
fare classes.) In short, the improved service offering of the AIHance will increase demand for the 
Alliance parties' services. 

In this situation, the Applicants would expect overall increases in revenue and an improvement in the 
average fare (as opposed to fare levels). The improvement in average fares and any increased "spill" 
or reduced ability of late booking customers to obtain a seat is a result of a better quality product and 
an induced change in fare mix rather than a change in fare level. This is not an anti-competitive 
outcome. On the contrary, where there is increased demand for services as a result of improved 
services, it is pro-competitive and a clear public benefit. 

The Applicants would respond in the ordinary course to the increased demand for their services by 
putting on more capacity than would otherwise be the case, aiming to sell more seats overall. Airline 
capacity cannot be finely tuned, as it involves the deployment of additional aircraft with a pre
determined number of seats. So when additional capacity is deployed the number of new seats will 
generally exceed the growth in demand and fares will need to be reduced to sell those new seats, 
which is a further public benefit. 
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The Applicants have In~lcated a willingness to commit to 2 capacity growth targets 
appl~ed to the set of 6 IdentiJied routes (not Individual routes). It appears that'the 
Applicants could potentially satisfy tJte proposed growth targets through capacity 
growth on the BNE·AKL route alone, which. would allow the Applicants latitude to raise 
pI'I4:ft on other Identified routes over the term of AllianCe. 

The Applicants had grouped the sectors together for growth purposes to provide some flexibility to 
accommodate differences in demand conditions on particular routes and also to avoid incentives that 
airports may have to simply raise airport charges under the shield of the capacity condition. The 
grouping of the routes was in the context of an absolute commitment to maintain route specific 
capacity at the base case levels (which already represent an increase over 2010 scheduling season 
capacity). 

Further, it is highly unlikely that the Applicants would find it in their best interests to meet all growth 
commitments on one route . Doing so wOiJld result in a dramatic increase in capacity on a particular 
route, and given the Applicants' experience of demand growth on these routes over the last decade, 
would most likely be far in excess of actual demand growth. Specifically in relation to the BNE-AKL 
route, this route has already been the subject of additional competitor capacity since the Draft 
Determination, which would further aggravate the implications of applying all the growth to that one 
route. 

Nonetheless, the ACCC could address this issue, if it considered it appropriate, by applying the growth 
condition to each of the identified routes (rather than to the 6 routes collectively) . While the Applicants 
do not consider this is required, they could operate under such a condition and enclose a revised draft 
to incorporate route specific growth factors. 

D~ln9 on how demand grows on partIcular routes. the nominated growth targets 
~ to allow coASIderab18 stope for the Applicants to unilaterally raise prices on 
_hIS with an expected load factor greater than 80%. For example, the Applicants 
could,raise p('ice (rather than Increase capacity) on .flights with an expected 80%+ load 
factor on 8JlY of the 6 routes as long as they are able to Introduce sufficient 'catch up' 
capacity·In future periods to meet their 3 and 5 year capacity obligations. 'ndeed, the 
AppUcants need not catch-up capacity at all on some routes, as long as they are able to 
meet growth obligation with capacity on one or more other routes. 

As noted above, there is no particular significance that should be attributed to an 80% load factor in 
terms of the relationship between load factor and yield. 

In relation to the scenario described, we note that it does not make commercial sense to withhold 
capacity for a period of time and then deploy "catch-up" capacity onto a route near a compliance date. 
This strategy would depress fares near the compliance date, whereas the commercial interests of the 
Applicants is to build demand for their services over time. The hypothesised strategy also assumes 
that capacity would be held idle or redeployed on another route, and then be put on particular routes 
late in the compliance period solely to game the conditions. This would not be practical or 
advantageous from either a business or operational perspective, as discussed in response to issue 6 
below. 
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Nevertheless, the ACCC could address this issue by applying the growth condition to each of the 
identified routes (rather than to the 6 routes collectively) as set out above and also by applying annual 
growth conditions. As with issue 3, the Applicants do not consider this greater degree of complexity is 
required, but they could operate under such a condition and enclose a revised draft to incorporate 
route specific growth factors. 

'The proposed 3 and 5 year growth targets appear to have been devised 'by the 
Applicants on the basis of(i) an assumption that trans t asman passenger demand will 
grow e.xactlylnline with real GDP. and (II) an ex~tlon that real GDP in Australia ..,d 
New ~aland will grow at a rate of 3% per annum over the next 6 years. 

In ralatlon to (I), the ACCC notes that demand for trans-Tasman air passenger 
services historically has not grown exactly In Jlne with ..... GDP and the rateClf 
growth flas varied .across routes. To tM extent that demand has ex~4;fed aroWth 
in .real GOP on certain trans-Tasman routes, the content 3% annual growth factor 
used by the Appli~ts will tend to .understate ac~al growth on such routes. 

In relation to (It), the ACCC notes that over the next 5 yea... real annJu.J"GDP (a 
forecast to Increase by at least 3% In both Australia and New Zealand and fri 2012 
is forecast to fncre&$8 by 3.7~~tn Austqll~.nd 3.2% In ew ~Ian~ Thus, even ~ 
lhlemand did growexactl In Dne WItft ~I GDP1be a~ 5 ~11~ 
targets Pr.~ by the AP~lca" .rel1kelylo uaa:~ ¥tual cfemancl-on the 
Ideritlfled rout8.s. 

The capacity conditions are designed to provide a guaranteed base level of capacity that is the same 
as, or more than, that which would exist in the counterfactual. The growth commitments are designed 
to ensure that this commitment remains meaningful as demand grows naturally over the period of the 
authorisation term. 

As the table below reveals, a 3% growth factor is a reasonable proxy for expected growth, and 
substantially exceeds the rate of growth on the Tasman and on the 6 routes on a five year, and three 
year, basis. This is also the case when the past eight years are considered, once the entry of Virgin 
Blue (which at that time deployed a new business model) and the process of Emirates establishing 
itself in the market, both of which contributed to the substantial increase in capacity in FY 04 and 05, 
are accounted for. 
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Period 

GOP Growth Annual Capacity 
GrowthAust NZ 

Average 
Raw GOP Growth Raw GOP Growth 

I 
6 Markets Tasman 

FY02 1,007,926 3.9% 111,451 
I 

3.9% -. . -

FY03 1,040,908 3.3% 116,912 4.9% 4.1% 

FY04 1,084,166 4.2% 121,931 4.3% 4.2% 

FY05 1,116,248 3.0% 127,499 4.6% 3.8% 

FY06 1,150,644 3.1% 130,616 2.4% 2.8% 

FY07 1,191,655 3.6% 132,302 1.3% 2.4% -4.7% -4.4% 

FY08 1,237,320 3.8% 135,457 2.4% 3.1% -2.4% -2.3% 

FY09 1,255,241 1.4% 132,413 -2.2% -0.4% 5.0% 4.5% 
FY10 1,283,799 2.3% 133,292 0.7% 1.5% -3.7% 0.2% 

8 Year AAGR 3.1% 2.3% 2.7% 5.4% 5.9% 

5 Year AAGR 2.8% 0.9% 1.9% -1.9% 0 .0% 

3 Year AAGR 2.5% 0.2% 1.4% -o.5~. 0.8% 
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2
GOP Source: ABS and NZ Stats

Note: NZ GOP: FY02-FY04 data not available for YE Jun; YE Mar figures used. For FYOS-FYIO YE Jun data used 

Capacity Source: APGOat used to approximate Seats from FY02-FY06, BITRE Actual Operated Seats from FY07

FYIO 

Given the relative insignificance of the precise quantum of this growth factor and the sensitivity of the 
overall capacity commitment to small differences, a closer identification of the factors influencing 
demand for Trans-Tasman travel, including the degree of correlation with a particular national GOP 
does not appear warranted. A growth factor of 3% compared to 3.2% or 3.75% is not likely to be 
material - particularly when viewed in light of the comparatively thin nature of the routes in question. 

Nonetheless, the ACCC could address this issue by applying a growth factor based on the average of 
New Zealand and Australian GOP growth. As with issues 3 and 4, the Applicants do not consider this 
is required, but they could operate under such a condition. 

In addition, to address the risk of an "error" in measurement (as raised by the ACCC in item 7), the 
ACCC could impose a growth factor as discussed above, but with an additional 'buffer' of 0.5%, to 

ABS data is Series 5204.0 from http://www.absgov.aulAUSSTATS/abti@.nstlOetalisPage/5204.02009-1Q?OmmDocumenl . 

NZ Stats GOP is the sum of quarterly data The NZ Stats GOP is at: 

http://www.stats .govt.nzlbrowse for stilts/economIc indicatorslGDPIGrossDomesticProduct HOTPJun 1 Oqlr aspx 
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guard against any error issues which resulted in the growth targets being lower than actual demand. 
0.5% is a substantial buffer: if GOP increased by 3% in a year, a 0.5% buffer would equate to 
additional capacity growth over the term which was over 16% higher than the growth required under a 
GOP measure. The Applicants have proposed such a mechanism in the attached. Because GOP is 
reported on a historical basis, the prior year's GOP (year to 1 October) will drive the current year's 
capacity. The example below assumes a base year capacity of 100,000 seats.2 and absolute GOP as 
set out in the respective columns. 

Year Previous 
year's 
GDP(AUD 
$m) 

% 
change 

. (vs 
base 
year) .' 

Previous 
year's 
GDP 
(NZD$m) 

% 
change 
(va 
base 
year) 

Average % 
change(vs 
base year) :!: 
0.5% buffer 

Minimum 
Seats 

"Base year" 
(Year to 1 
October 2010) 

1,000 500 100,000 

Year 1 1,030 3% 510 2% 3.0% 103,000 

Year 2 1,050 5% 530 6% 6.0% 106,000 

Year 3 1,100 10% 550 10% 10.5% 110,500 

Etc. 

The proportion of Australian and New Zealand passengers on the Tasman is approximately 50:50 
therefore a simple average of Australian and New Zealand GOP is appropriate. 

In addition to the 0.5% buffer, the Applicants have also proposed an additional 'safeguard' for the 
ACCC to consider, whereby if average growth across the whole of the Tasman exceeds the growth 
factor, then that higher growth requirement will also apply to the six routes in question . 

The enclosed draft provides for a dynamic growth target in reference to actual GOP growth over the 
term of the Alliance (coupled with the additional protections noted above). Alternatively, the ACCC 
may consider that it is simpler to apply a fixed annual growth target for each year of the term (e.g. the 
average of the 2012 forecast GOP growth for Australia (3.75%) and New Zealand (3.2%), i.e. 
approximately 3.5%). If the ACCC considers that this option, or another fixed amount, would be a 
more reasonable proxy for demand growth, the Applicants can provide the ACCC with a spread sheet 
of the annual minimum seat capacity applying that factor. 

While, inevitably, there will be some variations between routes, there is no a priori reason to expect 
that any particular route would exhibit a greater (or lesser) change in capacity in the counterfactual 
than the average. To the extent that a particular route did warrant an increase in capacity, then the 
benefit of an aggregate (across 6 routes) growth obligation is that the Applicants could efficiently 
deploy capacity to service a particular growth in demand on a particular route. This was the 
underlying premise for grouping the six routes. If one accepts that GOP will trend at or above 3%, 
then the resulting growth obligations on the 6 routes in question (3% + 0.5% buffer) would be more 
than 3.5 times the average annual passenger growth rate (of 0.9%) on those routes as a whole over 

2 The new services to/from Wellington in year 1 amount to a substantial increase in capacity. These increases contribute to the 

grow1h until they are exceeded by the seats calculated by the capacity grow1h factor. 
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the past 5 years (and substantially higher than the 2.2% annual Tasman growth overall). This 
suggests that, even where a substantial volume of capacity is deployed to a particular route to meet 
demand, there would be ample 'slack' with which to service demand growth on other routes. 
I\levertheless, as set out in the response to question 3 above, the Applicants are willing to abide by a 
condition whereby the growth obligations are route specific. 

Even If the Applicants had set growth targets to apply annually or seasonally 
(biannually) rather than at the 3 and 5 year markets and applied growth target. to each 
route. there remains a considerable temporal disconnect between the period In which 
tile Applicants set prices and the period In which they are accountable for capacity 
groWth. 

The Applicants understand this issue to reflect the concern in issue 4 above that the Applicants would 
be able to withhold capacity at the beginning of the period, thereby increasing fares, while adding 
'catch up' capacity in order to meet the growth targets at the end of period. As indicated above, the 
ACCC could apply annual growth targets in order to reduce this 'temporal disconnect' if it considered it 
required. 

However, the Applicants consider there is no real risk that within a year (or scheduling season) they 
will withhold capacity in the early part of that period and make up compliance in the later part of that 
period. 

The suggested behaviour would be inconsistent with the commercial and operational interests of the 
Applicants. Firstly, commercially it is important to sustain a consistent schedule over time in order to 
build and maintain demand. Operat1ionally, there are significant logistical and operational 
considerations in moving aircraft on and off a route within a scheduling season. Aircraft do not merely 
cycle on return trips from an origin base to a destination, but rather are routed on complex itineraries 
across a wide set of routes to maximise aircraft utilisation. Adding flights at the end of a scheduling 
season would be highly disruptive to the Applicants' overalll schedule and would require cancellation of 
flights elsewhere in the system to make the capacity available. Conversely, withholding capacity at 
the start of the season would require aircraft to be left idle (which is costly and avoided by airlines) or 
redeployed onto another route (which would require complex commercial and operational analysis to 
identify a use which would result in a "net gain" for the business. It is unlikely that such an alternate 
use for the aircraft could be identified for such a short period of time). For this reason, capacity 
decisions are typically made in conjunction with scheduling seasons. 

In addition, prices are set in advance of a flight having regard to the expected capacity on the route at 
that time. This means that prices for the period in which the Applicants are accountable for capacity 
growth will, by definition, reflect that level of capacity - irrespective of when the actual ticket sale 
occurs. 

Further, the strategy would be self defeating if it is conjectured as a way to increase overall 
profitability. Consider, for example, a 12 month period in which the Applicants sought to withhold just 
5% of capacity for each of the first 10 months. In order to catch up, they would then need to double 
capacity for each of the last two months. Whatever the price effect over the first ten months, it would 
be swamped by the dramatic fare reducing impact of this additional capacity. 
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We reiterate that the growth factor is intended to increase the capacity floor over time. It does not 
purport to precisely predict actual demand or actual capacity levels over the term of authorisation. It is 
possible that external factors may increase demand faster (or slower) than the 'GDP+buffer' growth 
factor proposed (or an alternative proxy adopted by the ACCC). That does not undermine the 
substantive impact of the conditions. Differences between the guaranteed minimum growth (based in 
fact on a base year which already has capacity growth (through reconfiguration) built in) and any 
reasonable range of demand growth outcomes is unlikely to be material, especially given that capacity 
has to be added in 'lumps'. If the ACCC considers that there is a substantive risk of a material 
divergence over 5 years, then the answer is not to withhold authorisation, but to authorise for a shorter 
period. 

If the ACCC considers the 3% to be 'very blunt and fixed' it can adopt a growth factor based on an 
average of outturn GOP growth for Australia and New Zealand as set out in the response to question 5 
above. There is the additional option of also including a reference to growth on other routes. We 
have enclosed a proposed form of condition that could meet this objective. 

The issue with the dumping of capacity by other carriers is that the Applicants should not be required 
to maintain and increase capacity on routes where the underlying premise for the condition, i.e. a risk 
of unilateral price increases as a result of a lack of competitive constraint on those routes, is removed 
through new entry or capacity on the route. If the Applicants were required to add capacity despite 
there being competition and additional capacity on the route, this requirement could be punitive. 

The Applicants also note that there is a risk that a capacity commitment which is independent of the 
capacity decisions of other carriers could act as a disincentive for other carriers to enter or expand on 
a route. 

Accordingly, the Applicants do not consider the proposed abatement of their capacity growth 
commitment in circumstances of above anticipated growth by other carriers to be inappropriate. 
However, to ensure that it is easier for the ACCC to monitor compliance with the condition, the 
Applicants propose that this abatement should take the form as set out in clause 3(d) of the enclosed 
revised conditions. 

The proposed conditions were provided by the Applicants to address the identified competition risks 
raised by the ACCC in relation to the 6 identified routes. Section 3 of the proposed conditions was 
included to ensure that the Applicants would not be penalised for taking part in an Alliance that 
produces significant public benefits by being forced to maintain capacity in circumstances where there 
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may be valid reasons as to why this is not possible or necessary to address any perceived competition 
concerns (e.g. a volcanic eruption, fleet grounding , etc). The circumstances provided for do not 
support the ability of the Alliance to unilaterally withdraw capacity in order to increase fares. 

Under section 3 of the proposed conditions the Applicants may seek the approval of the ACCC to vary 
compliance with the conditions in certain defined circumstances. The onus is on the Applicants to 
provide evidence that the defined events have occurred and the ACCC has wide discretion as to: 

whether or not they decide to approve the variation; 

what the details of the variation will be; and 

for how long the varied condition will apply. 

Not only is there a broad discretion for the ACCC to consider whether to vary compliance, the ACCC is 
best placed to consider whether to vary compliance, as the conditions are the ones it imposes in order 
to address the risks that it has identified. 

The ACCC is not required to establish whether any non-compliance with the conditions was the result 
of a change in market circumstances or whether it reflected conduct of the type that "the instrument 
was intended to constrain". The Applicants would require ACCC approval to a variation in advance, 
that is, they cannot seek an ex post approval for non-compliance as they will have been in breach of 
the condition. If this is not clear in the proposed draft conditions, the Applicants would be happy for 
the ACCC to amend the conditions to clarify this. 

Nor is there an open ended scope to continually revisit the conditions. The circumstances under 
which approval can be sought are all easily observable including: 

exceptional circumstances, which are force majeure events such as natural disasters, terrorist 
attack, or airport closures 

material change in market conditions, such as a new operator commencing services; or 

material adverse financial performance on the nominated sectors or on the Trans Tasman, 
which are defined as actual or reasonably anticipated decline in profit for the Alliance of 
$5million or more on the nominated sectors or $15million or more on the trans-Tasman when 
compared to the base year financial performance of the Applicants. 

As these are all observable and the onus is on the Applicants to prove their existence, the Applicants 
do not believe this would prove particularly difficult or costly for the ACCC. 

The Applicants do accept that there would be a cost to the ACCC in consi'dering a request to vary 
compliance . However, this should be considered in the context of the authorisation process which is 
predicated on the ACCC monitoring compliance and the monitoring the effect of authorised conduct on 
the market in order to assess those when it comes to re-authorisation or, if it considers it appropriate, 
the revocation or variation of an authorisation during the term . 

Airports would have a commercial incentive to monitor capacity changes - and while they may not 
know the precise seat numbers applying in the base year (due to confidentiality) - they would be 
incentivised to report annual changes to the ACCC. The airports intensively scrutinise carrier capacity 
on routes and are equipped with the needed data (OAG) to monitor capacity. One option might be for 
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the ACCC to investigate compliance after a referral or complaint from an origin or destination airport. 
The Applicants would be willing to provide the relevant airports with their base capacity numbers in 
order to facilitate this. 

Notwithstanding all of the above, if the ACCC is concerned about the costs of monitoring compliance, 
it would be open to it to include a condition requiring the appointment of an independent party to 
monitor and audit compliance and to report to the ACCC, at the expense of the Applicants . 
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Virgin Blue Group and Air New Zealand 


Applications for authorisation of Australasian Airline Alliance 


Proposed authorisation conditions 


Definitions 

In these conditions, the following words and phrases have the corresponding meaning unless the 
context otherwise requires. 

annual period Alliance seat capacity: the minimum seat capacity for a nominated sector in a 
particular annual period derived by reference to the first year Alliance seat capacity adjusted by the 
capacity growth factor applicable to that annual period. The first year Alliance seat capacity is set out 
in Schedule A to these conditions. 

capacity growth factor: for any annual period or scheduling season is the greater of: 

(a) 	 the percentage change in the average of Australian and New Zealand real Gross Domestic 
Product (GDP) from the 12 month GDP reporting period applicable to the base year to the 12 
month GDP reporting period ending immediately preceding the applicable annual period plus an 
annual growth margin of 0.5 per cent; or 

(b) 	 the percentage change in total industry seat capacity across the Trans Tasman from the base 
year to the 12 month period ending immediately preceding the applicable annual period. 

annual period: a 12 month period from the operational date or the anniversary of the operational 
date. 

Applicants: Virgin Blue Airlines Pty Ltd, Pacific Blue Airlines (Aust) Pty Ltd, Pacific Blue Airlines (NZ) 
Limited (together Virgin Blue), and Air New Zealand Limited (Air New Zealand) and includes related 
bodies corporate of an Applicant. 

base year: the 12 month period ending on 31 October 2010. 

first year Alliance seat capacity: is the seat capacity specified in respect of a nominated sector or 
the Trans Tasman as set out in Schedule A to these conditions. 

first year Industry seat capacity: in respect of a nominated sector is the seat capacity specified in 
respect of that sector as set out in Schedule B to these conditions. 

first year scheduling season Alliance seat capacity: in respect of a nominated sector, is the seat 
capacity for that scheduling season as set out in Schedule A to these conditions. 

exceptional circumstances: include but are not limited to: 

(a) 	 force majeure events including natural disasters, pandemic, industrial action, fleet grounding, 
airport closure and exceptional cancellation for an operational issue; 

(b) 	 events or factors outside of the control of the Applicants such that the Applicants cannot or 
reasonably anticipate that they cannot practically comply with these conditions or which have or 
are reasonably anticipated to have a material adverse impact on the demand for travel on the 
Applicants' services or the Applicants' service operating costs. 

material adverse financial performance: includes an actual or reasonably anticipated decline in 
profit performance (whether the result is a profit or a loss) for the Alliance of: 

(a) 	 $5 million on the nominated sectors; or 
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(b) $15 million on the Trans Tasman; 


when compared to the base year financial performance of the Applicants. 


material change in market conditions: includes: 


(a) 	 a new operator commencing services on a sector or group of sectors; 

(b) 	 a material increase in seat capacity by an existing operator, not being the Applicants, on a 
sector or group of sectors; 

(c) 	 the Applicants or another operator commencing services or materially increasing services on a 
sector which is a substitute for a nominated sector resulting in a material additional increase in 
the seat capacity on the combined sectors. 

minimum seat capacity: the minimum required Alliance seat capacity on a nominated sector or the 
Trans Tasman for a particular period derived by reference to clause 2 of these conditions. 

nominated sectors: AKLBNE; BNEWLG; BNEDUD; MELWLG; SYDWLG; and SYDZQN. 

operational date: is as defined in the Australasian Airline Alliance Agreement between the Applicants 
dated 3 May 2010. 

scheduling seasons: the Northern Summer season from 1 April to 31 October and the Northern 
Winter Season from 1 November to 31 March. 

scheduling season Alliance seat capacity: the minimum seat capacity for a nominated sector in a 
particular scheduling season derived by reference to the first year scheduling season capacity 
adjusted for the capacity growth factor applicable to that scheduling season. 

Trans Tasman: the group of all sectors between Australia and New Zealand. 

2 	 Minimum seat capacity conditions 

(a) 	 In respect of each of the nominated sectors, and subject to clause 2(b), the Applicants will make 
available: 

(i) 	 in each annual period, not less than 100% of the annual period Alliance seat capacity for 
that sector; 

(ii) 	 in any scheduling season, not less than 95% of the scheduling season Alliance seat 
capacity for that sector. 

Q:: 	 (b) In respect of BNEWLG, MELWLG and SYDWLG the minimum seat capacity for any annual 
period, and relevant scheduling seasons, shall be the greater of the capacity calculated in o~ accordance with 2(a) above or:

Ct:w 
u. 
cC') (i) in the case of BNEWLG - [restriction of publication claimed] ; 
WW 
cCt: (ii) in the case of MELWLG - [restrlclIoll of publication ciaime 1; and 
::JU 
...,J 
U-1 (iii) in the case of SYDWLG - (restriction of publication claimed] . 
xO) 
w:.J (c) 	 In respect of the Trans Tasman, the Applicants will make available in respect of each annual 

period, not less than 100% of the Trans Tasman first year Alliance seat capacity. 
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3 Compliance with these conditions 

(a) The Applicants may seek the approval of the ACCC to vary compliance with these conditions, 
including the first year Alliance seat capacities or minimum seat capacities, in the following 
circumstances: 

(i) exceptional circumstances; 

(ii) material change in market conditions; 

(iii) material adverse financial performance on the nominated sectors or the Trans Tasman. 

(b) The ACCC will consider any such request as a matter of urgency. 

(c) The ACCC may vary the requirement to comply with these conditions either permanently or on a 
temporary basis. 

(d) The Applicants shall be taken to have complied with a relevant minimum seat capacity condition 
in respect of a particular route where they can establish to the satisfaction of the ACCC that the 
actual seat capacity made available by all operators on a sector within a relevant period is 
greater than the first year industry seat capacity for that sector, adjusted by the applicable 
capacity growth factor. 

4 Reporting 

The Applicants will provide to the ACCC within 30 days after the expiration of each annual 
period and scheduling season the total seat capacity made available on each Trans Tasman 
sector by the Alliance in the relevant period . 
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Schedule A - First year Alliance seat capacity 1 

Northern 
Winter 
seats 

Northern' 
Summer 

seats 

Full Year 
seats 

first year Alliance seat capacity 

AKLBNE 
IRe: II ieU ') , ul 

publication 
(.Ialnllllli 

['testrktioJl (,I 
put I! lion 

c' 1111< <.II 

lkustrlclion 01 
Iblka Ion 
dllme'l] 

BNEDUD 
(Restriction 01 

puhlicat on 
claimed, 

(Ilest Il'riOIl of 
plIbr'"lhon 

clLlmt<d) 

IR{' "lriction of 
p ...bllcation 

claimed] 

BNEWLG 
(R tnetion of 

pll J ic:.,t1on 
cl.fmedl 

[Res ' l ic; 'ion of 
pullll.iltion 

c.lafl1ledl 

(Restriction 01 
publication 

claimed] 

MELWLG 
Re' trit.f 01"1 of 

ubli atlon 
chhncdl 

(Restriction 01 
publication 

claimed) 

[Restrictior of 
publication 

Claimed] 

SYDWLG 
ReStrlcllon of 
public ton 

c.lalmed] 

l -estrieiion 0 

publlcat on 
cl.,imed] 

[Restrfchon 01 

plIbllcation 
clalmedl 

SYDZQN 
R ' strlctio" oi 
public' tion 

clalmedJ 

[Rostnctlon of 
publication 

claimed] 

[Reslrlc.tion 01 
publicatl, n 

claimed1 

Trans Tasman first year Alliance Seat Capacity 
IRestri('"tion of 

publication 
claimed] 

(RestrictJon of 
publication 

claimed] 

(Restriction of 
pUblication 

ctaimecl} 

I 
U 
>' 
tt l 

1 The first year Alliance seat capacity set out in the table above has been derived by reference to the actual base year seat 
capacity of the Applicants adjusted for changes in seat configuration as if they applied for the whole of the base year and 
increased by application of actual Australian and New Zealand GOP growth for the year ending 30 June 2010 plus the 0,5% 
buffer. GOP figures for the year ending 30 June 2010 were used as Statistics New Zealand and the ABS have not yet 
published figures for the year ending 30 September 2010, The Applicants have provided at Attachment A a table which shows 
how the numbers in the above table were derived, 

As an alternative, forecast GOP could be used by adjusting the capacity growth factor to be based on GOP forecasts, 
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Schedule B - First year Industry seat capacitl 

[Restriction of publication claimed] 

Northam WInter ..... Norttaem 
Summer -

..ats 

Full Year ..al$ 

AKLBNE 
[Restriction of 

publication 
claimed] 

[Restriction of 
publication 

claimed] 

[Restriction of 
publication 

claimed] 

BNEDUD [Restriction of 
publication 

claimed1 

[Restriction of 
publication 

claimed] 

[Restriction of 
publication 

claimed] 

BNEWLG [Restriction of 
publicahon 

d:H!I1Hlj 

[Restriction of 
publication 

c!almecJ] 

(Restriction of 
pubhcation 

claimed] 

MELWLG [Re trictlon of 
PI blicaUQI1 

clni lIedl 

[Restriction of 
publication 

cI;limedl 

[Restriction of 
publication 

claimed] 

SYDWLG 
[Restriction of 

publication 
claimed] 

(Restriction ot 
puhlication 

claimed] 

(Restriction of 
publication 

claimed] 

SYDZQN rRestriction of 
publication 

claimed) 

[Restriction of 
publication 

clalmed1 

[Restriction of 
publication 

claimed] 

Total Nominated Sectors Industry Seat 
Capacity 

[Restriction of 
publication 

cis lined] 

(Restriction of 
pUblication 

claimed] 

[Restriction of 
publication 

claimed] 

Trans Tasman Industry Seat Capacity (Restriction oi 
publication 

claimed] 

[Restriction of 
publication 

claimed) 

[Restriction of 
publication 

claimed] 

•. .1 
t 
'. 

2 The first year Industry seat capacity has been derived by adding the First year Alliance seat capacity to the 2010 scheduled 
capacity of other airlines, on each of the nominated routes. The Applicants have provided at Attachment A a table which 
shows how the numbers in the above table were derived. 
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