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THE REFORM OF AUSTRALIAN AVIATION

Gordon Mills

For almost four decades, the essential features af the
structure and organisation of Rustralian aviation have remained
largely unchanged. Domestic airline service has been dominated by
two carriers, Bnset Airlines (a privately-owned company) and
Australian Airlines (formerly called Trans Bustralia Airlines, and
cwned throughout by the Australian government). The government's
"two-airline policy' has ensured that both airlines served each
"trunk' route, and that other airlines have been almost totally
excluded from these routes. Similarly, on international routes, the
government authorised only one Australian airline, namely Qantas

(also owned by the government).

The major airports were constructed and have been operated by
the relevant government department {at some times a separate aviation
department, and at other times a multi-modal transport department),
which also directly provided air navigation services. Charges to the
zirlines for the use of this infrastructure have been determined so
as to give some desired relafionship between aggregate revenue and
the aggregate cost of provision; but the structure of individual
charges has had little discernible rationale in relation to costs and

econcomic incentives.

During the last two years, however, the Rustralian government
has begun to implement several major new policies. By the time the
presently-envisaged processes are completed im 199C¢, many of the
structural features of the aviation industry will have been altered
radically, and it is hoped that there will bersome major associated

and consequential changes in economice behaviour.
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Airline regulation

The Civil Aviation Agreemenf Act 1952 established the two-
airline policy for domestic services. One aim of the then right-wing
government was to protect the major private airline, after the
failure {on constitutional grounds) of the attempt by the previcus
labour government to give to the government-owned airline a legal
monopoly of interstate services. (Intra-state services are under the

legislative authority of state governments.)

Over the years, that major private airline has becocme the
stronger organisation. Its financial backing was greatly enhanced in
1979 when almost all its shares were purchased by, and divided
equally between, two very large companies, viz. Sir Peter Abeles'
multi-medal transport firm INT (which now has operatiens in Europe
and the U.S.A., as well as a very large transport role in Australia),
and News Limited (part of Mr. Rupert Murdech's media and
communications group which has developed major interests in Britain

and the USA that now far outrank its Australian base).

In 1981, the two=-airline policy was revised in ways which make
it harder for other airlines to challenge the two incumbents on the
principal interstate routes. 1Indeed, as becomes clear from detailed
examination of the legislation (the Airlines Agreement Act 1981, the
Independent Air Fares Committee Act 1981, and the Airline Equipment
Amendment Act 1981), although grandfather rights were recegnised,
additional entry to these routes can not occur unless both of the
incumbents are willing to concede; and since 1981 no such entry has

occurred.

Notwithstanding this adoption of an even stricter regulatory
regime, there was (at that time, and subsequently) increasing public
disquiet about the two-airline policy. In 1985, the then (Labor)
government appelnted a committee to conduct an Independent Review of
Econemic Regulation of Domestiec Aviation; its report (Independent
Review, 1986) was published at the end of 1986. BAlthough the terms
of reference allowed a wide-ranging review of the existing scheme of
requlation, the committee was not asked to recommend a new policy;

instead it was to report "on possible opiions for the future”.
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In finding that the two-airline policy resulted in major loss

of economic efficiency, the committee noted {in Chapter 2 of its

report):

(1)

(2)

{3)

Government regqulation of aircraft capacity owned "“has in
effect allowed the airlines themselves to determine their
own future capacity levels", while the market-sharing and
consultation arrangements have "muted competition® and

discouraged the development of new markets.

Rate-of-return regulation, practised by the Independent
Alr Fares Committee, has allewed profit of "up to 28%
before tax on shareholders' equity calculated con an
historic cost basis", but subject to further adjustment

for costs disallowed because incurred unnecessarily.

This has encouraged employment of excessive capital
assets, "reflected in low density [aircraft] seating
configqurations and relatively low hours of aircraft

utilisation®.

"On the other hand, load factors are high and capacity
contrcls have enabled the worst excesses of capacity

competition to be avoided".

Regulatory restriction of output (measured in seat-
kilometres) has encouraged the airlines to focus on
serving high-yield (business) passengers, and to give
relatively little attention to those willing to travel at

discount fares for recreational purposes.

Fare~-determination (based on fully-distributed cost
allocations) has been practised in such a way as to
average cost differences over aircraft types and over

routes of differing densities.



(7) The airlines have not offered off-peak fares, and travel
on discount fares has been only a modest part of teotal
sales, because of the restrictive conditions asscociated

with discount fares.

(8) As a consequence, there has been a lack of alternative
offerings on the price-quality spectrum, and less air
travel than might otherwise be expected in Australian

conditions.

In sketching policy options, the committee identified ways in
which the present regulation could be adapted to reduce efficiency
losses while retaining a comprehensive and strict regqulatory
appreocach. It also identified ways of relaxing the regulations, short

of complete deregulation. In particular, it noted that

(1) If regulation of aircraft capacity owned were retained,

restriction of output (seat-kilometres} could be relaxed

or eliminated.

(2} Economic incentive mechanisms could be introduced to

drive changes in permitted capacity owned.
(3) Fare control could specify fare ceilings only.

{4) The regulator could require or actively promote off-peak
fares, and also disceount fares with fewer restrictive

conditions.

(5) The number of airlines permitted on each route could be
varied according to route density, or route entry might

be left uncontrolled.

Although not so invited, the committee chose to offer a limited
number of recommendations, having what might be called a contextual

character; scme of these are noted iater.



In the public discussion following the pubiication of the
report, it socon became taken for granted that the prevailing scheme
of regulation must go. But there was no immediate indication of what
new policy the government would adopt. In evidence to the committee,
Ansett Adrlines had favoured the status quo. But within days of the
publication of the report, Sir Peter Abeles said (Ansett Airlines,
1887) "Put simply, you just cannct be a little bit pregnant. The
only viable alternatives for the future are to continue with the
present arrangements or to glve open competition a go." He went on
to argue that a necessary part of deregulation would be the sale of

Australian Airlines to private owners.

In the event, after some nine months had passed (during which
time a general election saw the return of a new Labor government,
which consolidated portfolios te create a Department of Transport and
Communications (DOTC) under a new minister), the government decided
te "bring the two airlines policy to an end, and open Rustralia's

interstate air services to free competition" (DOTC, 1987).

Putting aside (for the present) some policy initiatives on
airports and other matters, the principal features of the new peolicy

for interstate airline services are:

Repeal of legislation: with effect in October 193%C, the government
will repeal the 1981 legislation that regulates capacity, route entry

gnd fares

Foreign participation: any foreign international airline operating
services to Bustralia will not be allowed to heold more than 15% of
the equity in any company providing domestic airline services;
otherwise foreign companies may-invest in Avstralian airline
companies, subject to the normal guidelines of the Foreign Investment

Review Board.

Consumer protection: airlines will become subject to all the
provisions of the Trade Practices Act; and air fares will become

subject to scrutiny by the Prices Surveillance Authority, though the



need for continuing involvement of the PSA will be reviewed after an

interim period of three years.

Domestic rights for Qantas: with effect from 1 July 1988, Qantas has
the right to carry on its domestic sectors, passengers of other
international carriers (in addition to its previous right to carry

its own international passengers).

As the Minister himself noted, the restriction on investment by
foreign airlines will prevent Air New Zealand from offering domestic
services. And this policy is advanced notwithstanding the Closer
Economic Relationship agreed between the two countries as part of
general econcmic policy, and notwithstanding the fact that Ansett
Airlines has established a subsidiary company offering domestic
services in New Zealand, in competition with Alr New Zealand.
Furthermore, critics fear that the restrictions on foreign
participation greatly reduce the chances of any entry to the
deregulated industry. (See alsec the discussion below on industry

structure.)

It may also be noted that the government has not adopted
certain recommendations of the review committee, which argued (inter
alia) that no matter what the overall regulatory posture eventually
adopted, all consumer protection activity "should be the
responsibility of a single regulatory body that is specific to the
industry" (Independent Review, 1986, Vol.l, p.28); and that bedy
should, at a minimum, actively monitor, and intervene as necessary in
certain areas including any cases of airline predatory behaviour, and
airline access to airport facilities and to computer reservation

systems.

The airline industry

In December 1983, East-West Airlines, which had been based
predominantly in the state of New South Wales, was purchased by a new
owner, who greatly expanded the scale of its operations. Measured in
terms of revenue passenger-kilemetres, its output seold in 1985-86 was

77% higher than in 1983-84, and in the later year was about 5.5 per



cent of the industry total (Independent Review, 1986, Ch.5). Apart
rom the two majors, it was the only holder of a full airline licence

to operate jets (viz. a fleet of four F28-40090 aircraft).

However, its expansion was hampered (1) by the route-entry
provisions of the two-airline policy, which meant that eon trunk
routes it could do little more than serve more intensively a few
routes on which it had grandfather rights, and (2) by the capacity
controls of the twe airline policy, which prevented it from acquiring
all the extra jet aircraft it wanted. Aléo, East-West's financial
health suffered when the two majors introduced parallel services on
many of its inter-state routes and coffered requlator-approved special
fares on some of those routes {Independent Review, 1986, secticn
25.16). 1In 1986 and 1987, East-West was widely thought to be
incurring significant financial deficits, and it was not altogether
surprising when, in July 1987, the owner scld it. After being owned
by znother party for a few days, the airline became the property of
TNT and News Limited, with the two companies taking equal shares

(Zust as in their ownership of Ansett).

The sale inevitably required the Trade Practices Commission to
examine the situation. 1In dealing with mergers, the Trade Practices
Act 1974 1is based on a philosophy that sees a single dominant company
as the major demcn {Trade Practices Commission, 1986); it may be
argued that this gave the Commission little scope for intervention.
Tor whatever reason, the Commission chose not to challenge the
purchase in relation to the national market. However, it did make
scme attempt to alter what it saw as monopely situations arising in
intra-state services in New Scouth Wales and in Western Rustralia
(Trade Practices Commission, 1987). In the outcome, Australian
Alrlines has purchased certain assets and will control scme services

in New South Wales.

However the Commission was less successful in regard to Western
Australia, where over several years, the state government had
carefully nurtuered cocmwpetition on selected routes (including scme jet
routes) that have sufficient traffic to support two airlines. It did
sc by licensing East-West (and its subsidiary Skywest) to operate

alongside the established airline, a division of Ansett. On some of



these routes, the result had been toc give consumers some choice over
trade-offs ketween fare levels, airc:aft types and service
frequencies. In 1988, notwithstanding the wishes of the Trade
Practices Commission, Australian Airlines declined to take over the
Jet services operated by East-West {and to lease the one F28 aircraft
offered), cne reason apparently being that the asking price
(including goodwill) was considered to be too high. Subsequently,
the Ansett interests terminated the intra-state jet services operated
under the East-West name, leaving Ansett itself as the sole intra-

state jet operator there.

The future of Skywest took longer to determine. In the initial
negotiations with the Trade Practices Commission, the Ansett
interests had agreed to dispose of Skywest's scheduled services,
operated with small turbo-prop aircraft. The months went by without
resolution: several parties had discussions with Ansett, but
apparsntly it was not possible to reach agreement on the terms of
sale {TPC, 1988a). Eventually (in September 1988), the Trade
Practices Commission "decided not to insist further on divestiture of
the Skywest operations" (TPC, 1988¢c, p.7). 1In support of this
decision, the Commission noted that: (1) the Ansett interests had
"informed the TPC that they would prefer to close down the Skywest
operations concerned than to be involved in Court proceedings for
divestiture” (TPC, 1988a - see also TPC, 1988b); (2) the shutdown of
Skywest scheduled services "would cbviously not be in the public
interest™ (TPC, 1988b); {3) "The TPC does not have significant human
resources to devote to merger issues and must choose carefully which

matters it pursues." (TPC, 1988a}.

Elsewhere in Australia, East-West continues to operate under
its own name, with handling and other services now provided by
Ansett. TFor the national market, with output so0ld measured in terms
of revenue passenger-kilometres, very approximate estimates of
current market shares of (inter-state and intra-state) scheduled
services are: Ansett Airlines (together with associated companies
owned or effectively controlled) 54 per cent; Australian Airlines
(together with associated companies) 44 per cent; other airlines (all
of which are commuter operators, operating under supplementary

airline licences) 2 per cent.



Consideration alsoc has been given to the future of Australian
Airiines. Although Labor Party policy has long regarded the éirline
as an inalienable part of the public sector, speculation arose in
1987 about government desires to privatize. Subsequently, and as a
first step, incorporation of the airline as a public company was
effected on 30 April 1988, by means of the BRustralian Airlines
{Conversicn to Public Company) Act 1988. This followed a report
{Advisory Group, 1988) urging removal of major as well as minor
controls, and the injection by the government of a sizeable amount of
equity capital, failing which there should be total or partial

privatization.

In his May 1988 statement, the then Minister anncunced removal
of day-to-day controls, but otherwise was cautious: "the Government
willl further review whether it is possible to exempt Australian
Airlines ... from Loan Council global borrowing limits" (Minister for
T & C, 1988, p.16); and he made no mention of privatisation. It is
widely thought that the Minister - and other senior Cabinet ministers
- were keen to privatise both Australian Airlines and Qantas (where
too there is a debate over the injection of equity capital). On the
other hand, some Labor Party groups are strongly copposed, and the
June 1988 conference of the Party did not resolve the matter by

calling for privatisation.

Airports and airways

Although the long-standing arrangements for cost recovery were
unsophisticated (to say the least), they did serve to give users an
increasing incentive to press for cost containment. In particular,
this led to criticism of the level of operating costs within the
aviation department, and to industry pressure not to go ahead with
full redevelopment of Brisbane airport. HNotwithstanding that
pfessure, and some cauticus counsel expressed in Bureau of Transport
Economics (1975), the decision was taken in 1978 to build a new
runway at Brisbane (to replace the old one) and to house domestic

flights at a new terminal of high quality and great size. (In the
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outcome, the new airport was opened in 1988, at a total cost of the

order of A$600 million, at 1988 prices.)

Facing those industry concerns in 1983, the new Labor

government established an Independent Ingquiry into Aviation Cost

Recovery, whose report was published at the end of 1984. B2Among the

Inquiry's many recommendations are these:

Recovery of the costs of provision of airpert and airway
services should be increased, to approach full cost reccovery

within ten years (Recommendation 96).

The charging processes should be used to discipline indusfry

users seeking public sector invesiment in facilities (R54).

Airports should be hived off from the aviation department to a
separate commercially-motivated organisation, as already

proposed by the government {(R3 and elsewhere}.

The existing all-purpose flight charges should be replaced by
separate airport and airway movement charges, as already

proposed by the government (R&S}.

The new charges "should he set as far as possible according to
the costs of and demand for particular facilities and services

and not on average system costs" (R70).

"Costs should be allocated on an incremental cost basis for the
purpose of setting industry charges but flexibility should be
maintained in allocating joint costs and overheads to user

categories" (RS2).

The Department of Aviation shcould raise its productivity by at

least 9 per cent, over a ten year period (R39).

Initially, costs to be recovered from the industry in relation
to the new Brisbhane airport should be limited to the smaller
amount that would have been incurred if the airline wishes for

modest extension had been granted {R56).
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The government accepted most of the recommendations, and
implementation has begun. BAs reported in Department of Aviation
{1987) p.1l, over the three years to June 1987, the Department reduced
attributable cash costs by about 7 per cent (in real terms). After
mere than a decade of studies, the government anncunced (in Dept. of
Aviation, 1986a) that it would not embark on construction of a third
runway at Sydney nor on cecnstruction of a second Sydney airport;
rather it reserved a site for later construction of a second airport,
and offered to acquire immediately properties within the boundary of
the eventual airport. {See alsc Dept. of Aviation, 1987, p.43, and
Mills, 1982.)

From 1 July, 1986, the government introduced a new system of
crharges for all airline movements. The landing charge comprised
three separate elements, to cover certain airport costs, and also
(where the services are provided) the costs of terminal navigation,
anc of rescue and fire fighting. Each charge was prcoportional to
aircraft weight, and is a uniform amount irrespective of which
airport is used. For domestic airlines and cother domestic users, the
ccsts of enroute airways services were recovered from fuel excises;
peing exempt from such excises, internaticonal airlines paid charges
related to aircraft weight, and to the distance travelled within the
Australian air traffic control area. (See pp.92-11 and Appendix 8 of
Dept. of Aviation, 1987). Later changes include the abolition of
excise on fuel uged by domestic airlines; for 1988-89, with the
acvent of the new corporate bodies (see below), the charges have been
further restructured; all are related to aircraft weight, with en

rocute navigaticn charges depending also on sector distance.

By virtue of the Federal Airports Corporation act 1986, the FAC
was established in June of that year, with the task of taking over
frzm the Department of Aviation most capital-city and other major
airpeorts, and running them on a more commercizl basis. The
Corporation assumed its responsibilities on 1 January 1988, Jjust
after the govermment had granted Bnsett and Australian Airlines
extended, twenty-year leases on their existing passenger terminals
{motwithstanding the emphasis given by the Independent Review of

Zconomic Regulaticon of Domestic Aviation to the inflexibility, and
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the possibility of hindrance to entry by new airlines, arising from
long-term leases - see chapter 28 of the Review's report).

Apparently in recogﬁition of this point, the new leases require the
two major airlines to give entrants access to up to two gates of each
airline at each of Sydney and Melbourne, and cne gate each at most
other principal ports ({except Brisbane where the new terminal has a
substantial common-user area - not presently used at all)} - see

Minister for T & C, 1987.

In the earlier determination of the new aircraft movement
charges at airports, the govermment had “accepted that the aviation
industry should not be required to pay for facilities that are
provided in excess of industry requirements. As a result, the
attributable cest of the new Brisbane airport will be adjusted in
accordance with the recommendations of the [report of the Aviation
Cost Inquiry], as this facility was provided earlier than required
and against the advice of industry" (Dept. of Aviation, 1986b, p.2).
This was taken inte account in determining the initial debt to be

serviced by the FAC.

The FAClinherited this new system of airport charges. Although
this has some way to go before the individual charges can be said to
relate "to the costs of and demand for particular facilities", so far
(November 1988) the Corporation has not announced any significant
structural changes. However it has canvassed the introduction of
annual fees for most general aviation aircraft seeking to use the
Coréoration‘s GA airports (essentially, secondary ports in the
capital cities), to improve the financial viability of those
airports; see Federal Airports Corporation, 1988. It appears that
the Corporation is also considering, for GA aircraft at all capital
city airports, the introduction of parking charges and a sizeable
increase in the minimum aircraft movement charge, together with a
peak period surcharge on GA aircraft movements at Sydney Airport
(which has by far the most severe runway congestion). These
proposals undoubtedly reflect concern about the high opportunity cost
of GA use of the principal airports - see also Mills (1982).
Implementation of some scheme along these lines would support the
belief that the commercial brief given to the Corporation should help

to improve the economic efficiency of airport operations. It may be



noted however that each of the Corporaticon's principal airports has a
regional monopoly of airline facilitles, and hence the Corporation

will not have the benefit of competitive pressures.

The other major step in commercialisation of the activities
previously undertaken in the Department of Awviation is the creation
of & separate Civil Aviation Authority to provide airway facilities,
and air traffic control and relzted services, including control of
surface traffic of aireraft and vehicles at airporis. This change is
gffected in the Civil Aviation Act 1988, which specifies (in much the
same way as for the FAC) that the Authority shall maintain the
government's equity, earn a reasonable (commercial) rate of return on
assefls, and pay a reasonable dividend to the government (secticn 45
of the Act). The Minister may direct the Authority as to the
performance of its functions, and the Authority is to be reimbursed
by the government where such direction leads to financial detriment

(sections 12 and 48 of the Act). The Authority started work on 1
July 1988.

Apart from airport security, the conly operational function that
remains within the {now) Department of Transport and Communications
is the Bureau of RAir Safety Investigation. Here the government has
sought to reassure the public that deregulation and commercialisation
of the industry will not lead to any relaxation in the high safety
standards achieved in Australia. That same public will now be
interested to see whether derequlation will lead to airline services
that are more competitive in price and quality, and whether the
corporatisation of the provision of infrastructure services will lead

to greater economic efficiency.
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