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Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

1.1

1.2

1.3

1.4

1.5

Recommendation

On 1 October 2002, the National Competition Council (the Council)
received an application under Part IIIA of the Trade Practices Act
1974 (TPA) from Virgin Blue Airlines Pty Ltd (Virgin Blue) for a
recommendation to declare the following services:

1. for the use of runways, taxiways, parking aprons and other
associated facilities (Airside Facilities) necessary to allow aircraft
carrying domestic passengers to:

(1) take off and land using the runaways at Sydney Airport; and

(1)) move between the runways and the passenger terminals at
Sydney Airport (Airside Service); and

2. for the use of domestic passenger terminals and related facilities
for the purposes of processing arriving and departing domestic
airline passengers and their baggage at Sydney Airport.
(Domestic Terminal Service)

In December 2002, Virgin Blue formally withdrew its application for
declaration of the Domestic Terminal Service after reaching a
commercial agreement on terminal access with Sydney Airports
Corporation Limited (SACL).

The Council released an issues paper asking for public comment on
matters arising from Virgin Blue’s application for the declaration of
the Airside Service. A list of submissions received by the Council is
set out in Appendix C.

In forming its draft recommendation, the Council took into account
the submissions received in response to the issues paper, information
obtained in response to further information requests, information
provided during meetings with specific parties and organisations,
and other information obtained from publicly available sources.

The Council’s draft recommendation is that the Airside
Service should be declared under Part IIIA of the TPA. The
Council is satisfied that Virgin Blue’s application for
declaration of the Airside Service meets all of the criteria set

out in s. 44G(2) of the TPA.
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1.6

1.7

1.8

This is a draft recommendation. The Council seeks the views
of interested parties on any matter raised in the draft
recommendation or the application by Virgin Blue, and will
take these into account in preparing its final
recommendation.

Written submissions should be directed to the Executive
Director, National Competition Council, GPO Box 250B,
Melbourne VIC 3001, or emailed to info@ncc.gov.au by 12
August 2003.

Any queries should be directed to Michelle Groves on 03 9285 7476
or to the above e-mail address.
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Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

Abbreviations and glossary of terms

ACA Airports Coordination Australia

ACCC Australian Competition and Consumer
Commission

ACTO Australian Cargo Terminal Operators Pty Ltd

AIAL Auckland International Airport Limited

Airside Service According to Virgin Blue’s application, the use of

runways, taxiways, parking aprons and other
associated facilities necessary to allow aircraft
carrying domestic passengers to:

(1) take off and land using the runaways at
Sydney Airport; and

(11) move between the runways and the
passenger terminals at Sydney Airport

ATPR Australian Trade Practice Reports

BARA Board of Airline Representatives of Australia Inc

BTRE Bureau of Transport and Regional Economics

CBD central business district

clause 6 principles The principles contained in clause 6 of the
Competition Principles Agreement (A

substantive extract is set out in appendix B).

CoAG Council of Australian Governments

Commission Australian Competition and Consumer
Commission

Council National Competition Council

CPA Competition Principles Agreement

DOTARS Department of Transport and Regional Services
(Commonwealth)

Duke EGP decision Duke Eastern Gas Pipeline Pty Ltd (2001) ATPR
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141-821

FAC Federal Airports Corporation

Gas Code The National Third Party Access Code for
Natural Gas Pipeline Systems

ICAO International Civil Aviation Organisation

MTOW maximum take off weight.

NCP National Competition Policy

Part ITTA Part ITIA of the Trade Practices Act 1974

Phase 1 airports

Airports leased to private operators in 1997 -
Brisbane, Melbourne and Perth.

Phase 2 airports

Airports leased to private operators in 1998 -
Adelaide, Alice Springs, Canberra, Coolangatta,
Darwin, Hobart, Launceston, Townsville, Mount
Isa, Tennant Creek, Archerfield, Jandakot,
Moorabbin and Parafield.

PC Productivity Commission

PSA Prices Surveillance Act 1983

REX Regional Express Airlines

SACL Sydney Airports Corporation Limited
SMS Slot Management Scheme

Sydney Airport decision

Re Review of declaration of freight handling
services at Sydney International Airport (2000)
ATPR 941-754

Terminal 2

Domestic Terminal at Sydney Airport used by
Virgin Blue, Regional Express, Aeropelican,
Horizon, Air Link and Qantas (flights QF1600
and above only)

TPA Trade Practices Act 1974

Tribunal Australian Competition Tribunal

Virgin Blue Virgin Blue Airlines Pty Ltd

WAC Westralia Airports Corporation Pty Ltd, owner of

Perth Airport
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Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

2.1

2.2

The national access regime

In April 1995, the Council of Australian Governments (CoAG)
adopted the National Competition Policy reform package. Part IITA
of the TPA formed part of this package. It establishes a national
access regime under which access seekers may gain a legal right to
use the services of natural monopoly infrastructure. The rationale for
providing access to such services is to promote competition in
upstream and downstream markets.

Part IITA sets out three pathways for access:

e  Declaration (and arbitration): any person can apply to have a

service ‘declared’. If declared, access seekers and providers have
a right to binding arbitration by the Australian Competition and
Consumer Commission (ACCC) if negotiations fail. Declaration
1s made for a specified period and does not give an access seeker
exclusive rights to the declared service.

o Certified (effective) regimes: where an effective access regime
already exists, declaration is not available and an access seeker
must rely on the effective regime for access. A State or Territory
access regime can be certified as effective if the regime meets
the principles contained in clause 6 of the Competition
Principles Agreement (CPA) (clause 6 principles).

o Undertakings: service providers can give an undertaking to the
ACCC setting out access terms and conditions to their services.
If accepted, the undertakings are legally binding and available
to all access seekers.

Declaration process

2.3

Under the declaration pathway, a person wanting access to a
particular service must apply to the Council to have the service
declared. The Council considers the application before forwarding a
recommendation to the designated Minister,! who decides whether or

The State Premier or the Chief Minister of the Territory are the designated
Ministers where the provider in question is a State or Territory body and the State
or Territory concerned is a party to the Competition Principles Agreement. In all
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2.4

2.5

2.6

not to declare the service. The Minister’s decision is reviewable by
the Australian Competition Tribunal (the Tribunal).

Declaration of a service does not provide the access seeker with an
automatic right to use that service. Rather, as per Re Review of
declaration of freight handling services at Sydney International
Airport (2000) ATPR 941-754 (Sydney Airport decision), it:

opens the door, but before an applicant to use the service can
become entitled to use the service the applicant must progress to
the second stage and either reach an agreement for access with the
service provider or, in default of an agreement, have its request for
access determined through an arbitration by the Australian
Competition and Consumer Commission. (para 7)

While declaration in itself does not entitle the access seeker to
access, it i1s an important step as it provides for an enforceable right
to dispute resolution if negotiation fails. The ACCC as arbitrator,
may, among other things, require the provision of access and specify
the relevant terms and conditions. In reaching its determination, the
ACCC must take into account the matters set out in s. 44X(1) of the
TPA.

The ACCC’s determination is reviewable by the Tribunal.2

The declaration criteria

2.7

The Council cannot recommend that a service be declared unless it is
satisfied of all of the following matters, which are set out in s. 44G(2)
of the TPA:

(a) that access (or increased access) to the service would promote
competition in at least one market (whether or not in Australia),
other than the market for the service;

(b) that it would be uneconomical for anyone to develop another
facility to provide the service;,

(c) that the facility is of national significance, having regard to:
(i) the size of the facility; or

(it)  the importance of the facility to constitutional trade or
commerce; or

2

other circumstances the designated Minister is the Commonwealth Minister (s.
44D(1)).
The declaration/arbitration process is set out in more detail in Appendix A.
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Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

2.8

2.9

2.10

(iti)  the importance of the facility to the national economy;,

(d) that access to the service can be provided without undue risk to
human health or safety;

(e) that access to the service is not already the subject of an effective
access regime; and

(f) that access (or increased access) to the service would not be
contrary to the public interest.

The Council must also consider whether it would be economical for
anyone to develop another facility that could provide part of the
service: s. 44F(4).

In interpreting the declaration criteria, the Council uses general
principles of statutory interpretation and accords primacy to the
language of the declaration criteria. In addition, the Council has
regard to the following matters:

e The relevant decisions of the Federal Court of Australia.

e The decisions of the Tribunal in relation to applications for
coverage of gas pipelines for the purpose of the Gas Pipelines
Access Law and the National Third Party Access Code for
Natural Gas Pipeline Systems (the Gas Code).

e The objectives underlying Part IIIA of the TPA having regard to
the Hilmer Report (1993).

e Economic approaches to issues raised by previous applications
considered by the Council for declaration and applications for

coverage, and revocation of coverage, of gas pipelines by the Gas
Code.

This draft recommendation considers the criteria in a different order
from that laid out in s. 44G(2) of the TPA. Conceptually, the Council
considers it logical to begin with sub-section (b) (criterion (b)),
because that criterion focuses on the issue of the service to which
access 1s sought and the facility providing that service, and asks
whether that facility exhibits natural monopoly characteristics. Sub-
section (a) (criterion (a)) is wider in scope because it requires a
consideration of industry structure, the related but distinct markets
from the market for the service, and whether the service provider is
able to exercise market power in those related markets. This
approach is consistent with the approach adopted by the Tribunal in
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the Duke Eastern Gas Pipeline Pty Ltd (2001) ATPR 941-821 (Duke
EGP decision).

2.11 The process adopted by the Council for considering the s. 44G(2)
criteria can be broadly summarised as follows:

(a)

(b)

(©

(d)

(e)

(®

Define the service provided by means of the infrastructure
facility, delineate the physical assets that comprise the
facility and identify the provider of the service.

For the purposes of criterion (b), examine whether it is
economic to develop another facility to provide the service.
Declaration is confined to facilities exhibiting natural
monopoly characteristics - that is, where it would be cheaper
over a likely range of reasonably foreseeable demand to
provide that service, rather than two or more facilities.

If development of another facility to provide the service
would be uneconomical, then for the purposes of criterion
(a), assess whether declaration of the service would improve
the conditions or environment for competition in a
dependent market. Whether the conditions for competition
would be enhanced depends critically on whether the
natural monopoly characteristics associated with the
provision of the service confer substantial market power on
the service provider that can be exercised to adversely affect
competition in a dependent market(s). As part of this
evaluation, dependent markets need to be identified, as do
factors affecting the ability and incentive to exercise market
power to adversely affect competition in a dependent
market(s).

For the purposes of criterion (c), assess whether the facility
1s of national significance, having regard to the size of the
facility, the importance of the facility to trade or commerce,
or the importance of the facility to the national economy.

For the purposes of criterion (d), assess whether access to
the service can be provided safely.

For the purposes of criterion (e), assess whether access to
the service is already the subject of an effective access
regime. A State or Territory access regime may, for example,
be subject to a decision by the Commonwealth Minister
under s. 44N of the TPA that the access regime is an
effective access regime for the service, and the Council must
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2.12

€y

follow such a decision3. Alternatively, there may be no State
or Territory access regime in place that affects the service.
In some instances, however, a State or Territory access
regime that has not been certified as effective may exist and
it will be necessary to assess the State or Territory access
regime against the principles set out in the Competition
Principles Agreement.

For the purposes of criterion (f), determine whether access
would not be contrary to the public interest. This criterion
comes into play if the other criteria are satisfied. It enables
a consideration of factors not raised under the other criteria
— for example, the regulatory costs of providing access, and
transitional pricing arrangements.

Further details on the Council’s approach to assessing declaration
matters are set out in Part B of the Council’s publication, The
National Access Regime: A Guide to Part IIIA of the Trade Practices
Act 1974.4

3 The Council must follow the Minister’s decision unless there have been substantial
modifications to the access regime or to the relevant principles set out in the

Competition Principles Agreement (see s.44G(4) of the TPA).

4 Available on the Council’s website at www.ncc.gov.au or in hard copy from the

Council.
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3

3.1

3.2

3.3

3.4

Background to Sydney
Airport access application

Sydney Airport is Australia’s largest and busiest airport. It 1is
managed and operated by Sydney Airports Corporation Limited
(SACL), formerly a corporatised Commonwealth entity. On 25 June
2002, the Commonwealth Government sold Sydney Airport to
Southern Cross Airports Corporation, a consortium of companies
sponsored by Macquarie Bank Ltd, HOCHTIEF AirPort GmbH and
the Commonwealth Bank of Australia.

Virgin Blue began operations as a low-fare domestic carrier in
Australia on 31 August 2000 at which time Qantas and Ansett were
the incumbent domestic airlines. In September 2001, Ansett was
placed in voluntary administration and in March 2002, it ceased
operating. Since Ansett’s collapse, both Qantas and Virgin Blue have
expanded their domestic capacity and the number of routes they
service. Both airlines now currently service most major Australian
domestic routes.

On 1 October 2002, the Council received an application under Part
ITIIA of the Trade Practices Act 1974 (TPA) from Virgin Blue for a
recommendation to declare the following services:

(a) for the use of runways, taxiways, parking aprons and other
associated facilities (Airside Facilities) necessary to allow
aircraft carrying domestic passengers to:

(1) take off and land using the runaways at Sydney
Airport; and

(i1) move between the runways and the passenger
terminals at Sydney Airport (Airside Service); and

(b) for the use of domestic passenger terminals and related
facilities for the purposes of processing arriving and
departing domestic airline passengers and their baggage at
Sydney Airport (Domestic Terminal Service).

On 26 November 2002, Virgin Blue wrote to the Council informing it
that Virgin Blue and SACL had reached agreement on terminal
access. Virgin Blue foreshadowed that it would withdraw its
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3.5

3.6

application for declaration of Domestic Terminal Services once the
parties entered into final documentation reflecting the agreement.

On this basis, in November 2002, the Council released an issues
paper asking for public comment on matters arising from Virgin
Blue’s application for the declaration of the Airside Service. A list of
submissions received by the Council is set out in Appendix C.

Virgin Blue formally withdrew its application for declaration of the
Domestic Terminal Services in December 2002.

Access regulation for airports

3.7

3.8

There are two separate legislative instruments providing for access
to airports in Australia: an airports-specific instrument (s. 192 of the
Airports Act 1996) and a general instrument (Part IITA of the TPA).
In addition, access arrangements for privatised airports are also
contained in the individual airport leases.

Section 192 of the Airports Act 1996 sets out an access regime for all
privatised airports designated as core-regulated airports under the
Act. Sydney Airport is designated a core-regulated airport under the
Act (s.7).> The s. 192 access regime allows airport operators 12
months after an airport has been privatised to have an access
undertaking approved by the ACCC. If no undertaking is approved
during this period, the Minister is required to determine that each
‘airport service’ at the airport be a declared service for the purposes
of Part IIIA of the TPA. An ‘airport service’ is defined in the Act to
mean a service provided at a core regulated airport, where the

service

(a) 1s necessary for the purposes of operating and/or
maintaining civil aviation services at the airport; and

(b) is provided by means of significant facilities at the airport,

being facilities that cannot be economically duplicated;

and includes the use of those facilities for those purposes. (s. 192(5))

5

A core regulated airport is defined in the Airports Act 1996 to mean Sydney
(Kingsford-Smith), Sydney West, Melbourne (Tullamarine), Brisbane, Perth,
Adelaide, Coolangatta, Hobart, Launceston, Alice Springs, Canberra, Darwin and
Townsville airports, and an airport specified in the regulations, where the site of the
airport is a Commonwealth place (s. 7).
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3.9

3.10

3.11

The Productivity Commission (PC) recommended that all airports be
subject to the generic provisions of Part IIIA of the TPA rather than
the airport specific access regime of s. 192 of the Airports Act 1996.
(PC 2002) The Commonwealth Government accepted this
recommendation. From 1 July 2002, persons seeking regulated
access to a particular service at a ‘Phase 1 airport’® must do so by
first having the service declared under Part IIIA of the TPA. From 1
July 2003, declaration under Part IIIA is available for services at
Phase 2 airports.

Under s. 192 of the Airports Act 1996, the Minister is required to
make a determination that airport services at Sydney Airport (being
a core-regulated airport under the Act) be declared for the purposes
of Part IITA of the TPA as soon as practically possible after 1 July
2003, being 12 months after privatisation. Such a determination has
not as yet been made.

The Minister advised the Council that, in light of the Government’s
decisions to make all major airports subject to the same regulatory
framework, it is the Minister’s intention to repeal s. 192. If the
amending bill is not enacted before 1 July 20037, the Minister
intends to make the mandatory determination under s. 192 for a
nominal period, so as to avoid a situation where the determination
could affect the Council’s consideration of Virgin Blue’s application
for declaration under Part I1IA.8

Sydney Airport decision

3.12

In November 1996, the Council received a number of applications
from Australian Cargo Terminal Operators Pty Ltd (ACTO) for the
declaration of services provided through facilities owned by the
Federal Airports Corporation (FAC), Qantas and Ansett at Sydney
and Melbourne International Airports. The applications for
declaration of services provided by Qantas and Ansett were
subsequently withdrawn.

The Commonwealth Government used the term ‘Phase 1 airports’ to refer to those

airports leased to private operators in 1997, that is, Brisbane, Melbourne and Perth
(PC 2002, p. XIV).

The amending bill to repeal s. 192 is the Civil Aviation Legislation Amendment Bill

2003. As at June 2003, the bill was still before Parliament.

Letter from The Hon. John Anderson MP, Deputy Prime Minister, Minister for

Transport and Regional Services to Mr Graeme Samuel, President, National
Competition Council, dated 6 May 2003.
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3.13

3.14

In May 1997, the Council recommended declaration of the services
provided by the FAC. The Minister subsequently declared these
services. The FAC sought review of the Minister’s decision in respect
of the services provided by Sydney International Airport. On 1 March
2000, the Australian Competition Tribunal upheld declaration of the
services of Sydney International Airport in the Sydney Airport
decision. Specifically, the Tribunal:

(a) declared the service provided by the use of the freight and
passenger aprons and the hard stands at Sydney
International Airport for the purpose of enabling ramp
handlers to load freight from loading equipment onto
international aircraft and to wunload freight from
international aircraft onto unloading equipment; and

(b) declared the service provided by the use of an area at
Sydney International Airport for the purpose of enabling
ramp handlers:

(1) to store equipment used to load and wunload
international aircraft; and

(11) to transfer freight from trucks to wunloading
equipment and to transfer freight from unloading
equipment to trucks, at the airport.

These declarations were effective from 1 March 2000 and will expire
on 28 February 2005.

Declaration available notwithstanding access

3.15

3.16

A number of submissions received by the Council in response to its
issues paper noted that Virgin Blue already has access to the Airside
Service and that Sydney Airport is not able to deny access to the
service.

Existing access to a service is no bar to a consideration of whether
that service should be declared (Sydney Airport decision, para 229).
Declaration is available where existing or new users are permitted
access to the service, and seek the right to:

(a) additional access beyond that presently permitted; and/or
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(b) access on more efficient terms and conditions than those
offered by the service provider.?

9  Existing contracts continue to operate even if a service is declared.
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4 Defining the service, the
facility and identifying the
provider

The service

Background
4.1 Section 44B defines the types of services that are declarable under
Part ITTA as follows:

‘service’ means a service provided by means of a facility and
includes:

(a) the use of an infrastructure facility such as a road or railway
line;

(b) handling or transporting things such as goods or people;
(¢c) acommunications service or similar service;

but does not include:

(d) the supply of goods; or

(e) the use of intellectual property, or

(f)  the use of a production process;

except to the extent that it is an integral but subsidiary part of the
service.

4.2 The declaration process in Part IIIA provides for access to the
services of a facility (or part of a facility), rather than the facility
itself. A service is something separate and distinct from a facility. It
may involve merely the use of a facility.

4.3 For the purposes of Part IITA, the relevant service is that which is
bought and sold, or for which there are potential transactions. The
way in which a service is defined must be commercially meaningful.

4.4 It may be necessary in characterising the service provided by means
of a facility to specify the purpose for which access to the service is
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sought. In particular, it may be necessary to incorporate the purpose
for which the service is provided, to ensure the right to negotiate
access to the service following declaration is suitably limited by a
reference to purpose. Further, incorporating the purpose of the
service provision in the delineation of that service may help define
the relevant upstream and downstream markets for the assessment
of criterion (a).10

The application

4.5

4.6

Virgin Blue seeks declaration of the ‘service for the use of runways,
taxiways, parking aprons and other associated facilities necessary to
allow aircraft carrying domestic passengers to:

(1) take off and land using the runaways at Sydney Airport; and

(i1) move between the runways and the passenger terminals at
Sydney Airport.” (Virgin Blue 2002, p. 6)

These are collectively referred to as the Airside Service.

Assessment

4.7

4.8

The Council notes that the description of Airside Service refers to
both the use of certain facilities and the purpose for which that use
will be put without reference to a specific end-user. The Council
considers this approach to be consistent with that taken by the
Tribunal in the Sydney Airport decision. In that case, the Tribunal
concluded that the relevant service provided by SACL was the
making available of the freight aprons, hard stands and other areas
to enable other persons carrying on other activities (namely, the
loading and unloading of aircraft and the transfer of freight from the
loading and unloading equipment to and from trucks) to provide
their own services. (para 16)

The Council notes that the description of the Airside Service includes
the use of the term ‘other associated facilities’. SACL submitted that:

the term ‘other associated facilities’ is far too broad and is likely to
lead to confusion and dispute over the types of facilities covered by
the application. It is essential that the terms of any declaration
that may be made should allow no room for subsequent debate as

10

See Sydney Airport decision and Duke EGP decision.
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4.9

4.10

4.11

4.12

4.13

to the extent of, or limitations on, the resultant jurisdiction of the
ACCC in the event of any access dispute. (SACL 2003a, p. 7)

In its issues paper, the Council asked for views as to whether the
facilities referred to in the definition of Airside Service should be
specifically described, and if so, what assets should be taken to make
up the relevant facility.

Virgin Blue considered that it was not necessary to specifically
describe the facilities necessary to provide the service and that at a
minimum, the facilities would include the following:

e the runways at Sydney Airport,

o the taxiways at Sydney Airport,

e  the parking aprons at Sydney Airport;
e  airfield lighting;

. airside roadways;

e  airside lighting; and

) visual navigation aids. (Virgin Blue 2003a, p. 3)

Virgin Blue went on to note that it ‘...does not consider that this is
an exhaustive list of the facilities required to provide the Airside
Service and ... that the facilities required to provide the Airside
Service may change over time.” (Virgin Blue 2003a, p. 3)

BARA submitted that the term Airside Service is an ambiguously
defined term in the airline industry but that the term ‘airside’ has a
generally accepted and understood meaning (BARA 2003a, p. 3). The
International Civil Aviation Organisation (ICAO) defines airside as:
‘the movement area of an aerodrome, adjacent terrain and buildings
or portions thereof, access to which is controlled.” Given the ICAO
definition, BARA considers it reasonable to conclude that Airside
Service refers to the activities associated with the access, movement
and servicing (refuelling, catering and cleaning) of an aircraft within
the airside precinct. (BARA 2003a, p. 4)

The ACCC, in its Draft Guide to Section 192 of the Airports Act 1996
(ACCC 1998) defined ‘airport services’ as services ‘provided by
airside facilities’. It defined ‘airside facilities’ in the following terms:

Airside facilities include aircraft movement areas such as
runways, taxiways and aprons, aircraft parking areas, safety
devices and guidance systems, airfield and airside lighting,
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4.14

4.15

4.16

4.17

4.18

airside grounds associated with the use of these facilities and
vehicular access to these facilities. (ACCC 1998, p. 23)

The ACCC noted that these assets ‘directly relate to the functions of
an airport’. Without these assets it would be impossible for civil
aviation services to be undertaken at an airport.

In the Productivity Commission’s (PC) report on the price regulation
of airport services (PC 2002), the PC divided the functions of an
airport into different services, which they stated were based on the
submissions of the ACCC and the Department of Transport and
Regional Services (DOTARS). The services were defined by the
facilities that provided them. One such set of facilities was ‘aircraft
movement facilities’. For the PC, aircraft movement facilities
comprised: ‘runways, taxiways, aprons and aircraft parking, as well
as airside grounds, airfield lighting, airside roads and lighting,
airside safety, nose-in guidance, and visual navigation aids’ (PC
2002, p. 146). These assets were grouped together in this category
because they were considered as essential to the operation of the
airport.

BARA noted that it is appropriate to define the Airside Service in the
manner put forward by Virgin Blue given its consistency with the
definitions of ‘aeronautical services’ and ‘aeronautical related
services’ generally understood within the industry and adopted by
DOTARS Pricing Policy Paper (Nov 1996), Direction no. 27 of the
Treasurer dated 26 June 2002 and the ACCC quality of service
indicators. (BARA, 2003c, p. 3)

A number of submissions noted that it is not necessary for the
Council to comprehensively define Airside Service. Virgin Blue
stated that it:

does not believe that it is practicable or helpful to the analysis of
the Airside Service to provide a comprehensive and definitive list
of the assets currently used to provide the Airside Service. (Virgin
Blue 2003a, p. 4)

Similarly Melbourne Airport noted in its submission that:

Whilst we accept the need for precision in service definition, the
Council should not get distracted by the definition of "other associated
facilities”. In many cases such as runway and taxiway lights,
navigation aids, airfield directional signage, movement surface
markings and so on, associated facilities could be argued as being
integral if not to the primary facilities (runways, taxiways etc) then
certainly to the services provided by them. (Melbourne Airport 2003, p.
4)
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4.19

4.20

4.21

4.22

4.23

BARA submitted that ‘further detailed submissions on the particular
services is not likely to advance the issue at this stage.” (BARA,
2003c, p. 2)

The Council considers that there is little to be gained from
attempting to specify all the assets that make up the relevant
facility. The Council’s task is to determine whether a particular
service (and not a facility) should be declared under Part IITA. While
it acknowledges that a consideration of relevant facilities may be
necessary to define the service the subject of the declaration
application, the issue of what specific assets are required to provide
the declared service is a matter requiring consideration by the ACCC
at the time of arbitration of any access dispute under Part ITIA.

This was reflected in the Sydney Airport decision, where the
Tribunal stated:

Part IIIA of the Act sets out the statutory scheme which provides a
role for the Council, the Minister, the Tribunal, the Commission
and the Federal Court of Australia. It is part of the statutory
scheme, where in certain circumstances an applicant cannot gain
access to a service, that a process can be commenced which may
result in the Commission arbitrating an access dispute. At that
stage, the provider of the service has full opportunity to make such
submissions it wishes to the Commission as it is a party to the
arbitration of the access dispute: s 44U. As we have noted earlier,
in making a determination in any such arbitrated access dispute
the Commission must take into account the matters set out in s
44X(1). These matters include, inter alia, the interests of all
persons who have a right to use the service, the operational and
technical requirements necessary for the safe and reliable
operation of the facility and the economically efficient operation of
the facility. (para 221)

A further issue that arose in submissions received by the Council
was whether Virgin Blue’s application covers the use of the Airside
Service by international aircraft. In particular, in a supplementary
submission, BARA stated that Virgin Blue’s application ‘and any
consequent declarations, should not be confined to services for
aircraft carrying domestic passengers but also international
passengers.” (BARA 2003b, p. 1)

Virgin Blue supports this approach stating that:

there is no reason why the Airside Service should be limited to the
use of facilities by aircraft carrying domestic passengers
Therefore, Virgin Blue considers that the Council should consider
recommending the declaration of a service which is not limited to
aircraft carrying domestic passengers. (Virgin Blue 2003a, p. 4)
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4.24

While there is some scope for the Council to amend the definition the
subject of an application to ensure that the service description is
appropriate, the Council considers that broadening the definition of
Airside Service to encompass international aircraft is a significant
departure from the definition put forward by Virgin Blue in its
original application. The Council advised both BARA and Virgin Blue
that in the absence of a formal amendment to Virgin Blue’s
application broadening the definition as suggested, the Council
would be unable to include international aircraft in the definition of
Airside Service as sought by BARA and Virgin Blue. No amendment
to the definition was sought by Virgin Blue.

Conclusion

4.25

The Council considers that the definition of Airside Service proposed
by Virgin Blue is broadly consistent with service groupings adopted
by the Productivity Commission, the ACCC and submissions from
interested parties received by the Council. The Council considers the
definition of Airside Service put forward by Virgin Blue to be
appropriate for the purpose of considering its application for
declaration.

The facility providing the service

Background

4.26

4.27

The declaration criteria in s. 44G(2)(b) and (c) refer to the facility
that provides the service the subject of the declaration application, as
does the definition of service in s. 44B. Accordingly, it is necessary
for the Council to determine what is the relevant facility to provide
the Airside Service in order to determine whether s. 44G(b) and (c)
are satisfied. The term ‘facility’ is not defined in the TPA, although
examples including roads and railway lines are cited in the s. 44B
definition of ‘service’.

In the Sydney Airport decision, the Tribunal stated that ‘a facility for
the purposes of the Act is a physical asset (or set of assets) essential
for service provision’. (para 82) The relevant facility is comprised of
‘the minimum bundle of assets required to provide the relevant
services subject to declaration’. (para 192)
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4.28

4.29

4.30

The identification of the bundle of assets will have an impact on the
assessment of the application under s. 44G(2)(b). As noted by the
Tribunal in the Sydney Airport decision:

The more comprehensive the definition of the set of physical assets
... the less likely it is that anyone ... would find it economical to
develop “another facility” within a meaningful time scale.
Conversely, the narrower the definition of facility, the lower the
investment hurdle and inhibition on development. (para 192)

The Tribunal considered ‘the complete suite of physical assets
necessary to service international airlines flying into and out of the
Sydney region’. It found that most (if not the whole) of the airport,
including ‘all the basic airside infrastructure, such as the runways,
taxiways and terminals and related land-side facilities [were]
integral to the effective functioning of air-side services’. The Tribunal
considered that this suite of assets, which it described ‘in practical
terms’ as ‘the whole of the airport’ was necessary for international
aircraft to land at Sydney Airport, load and unload passengers and
freight, and depart, and essential to the services to which access was
sought. The Tribunal concluded that the whole of the airport
constituted the relevant facility within the meaning of Part IIIA.
(Sydney Airport decision, para 99)

The reference in the Sydney Airport decision to the relevant facility
amounting to the ‘whole of the airport’ does not mean that an access
seeker could get access to each and every asset making up the whole
of the airport. Rather, it is the service and not the relevant facility
that is declared. The relevant facility is delineated for the purposes
of determining whether the declaration application satisfies the
natural monopoly test in criterion (b) and the national significance
test in criterion (c).

The application

4.31

In its application, Virgin Blue submitted that the relevant facility
that provides the Airside Service is ‘the whole of Sydney Airport’.
This is due to the ‘highly interconnected or bundled nature of
domestic air passenger transport operations at Sydney Airport’.
(Virgin Blue 2002, p. 8)
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Assessment

Sydney Airport decision

4.32

4.33

Virgin Blue has relied on the Sydney Airport case as authority for
the proposition that the relevant facility for the provision of the
Airside Service is the whole of Sydney Airport. This is because the
relevant facility for the provision of the Airside Service would
comprise essentially the same minimum bundle of assets that
comprised the relevant facility in the Sydney Airport decision; that
1s, ‘the minimum set of physical assets necessary for ... aircraft to
land at [Sydney Airport], unload and load passengers and freight and
depart’ (para 99). This, in practical terms, amounted to the whole of
the airport.

The ‘service’ the subject of the declaration in the Sydney Airport
decision related to the use of facilities to enable international air
freight operations.!! In contrast, the Airside Service is primarily
concerned with domestic passenger and freight operations.
Accordingly, it does not necessarily follow that the minimum bundle
of assets required to provide the relevant services in the Sydney
Airport decision and those required to provide the Airside Service
would be the same.

Submissions

4.34

Virgin Blue reiterated its position that the relevant facility is the
whole of Sydney Airport. It stated that:

Virgin Blue accepts that there may be some areas that form part of
Sydney Airport that may not be necessary for the provision of the
Airside Service. However, Virgin Blue does not consider that it
would assist in the analysis of criteria (b) or (c) under section
44G(2) of the Act to attempt to identify those particular parts of
Sydney Airport and the circumstances in which they may not be
necessary for the provision of the Airside Service. Virgin Blue
notes that the Tribunal in Re Sydney International Airport did not
attempt to engage in such a review of potentially unnecessary
parts of Sydney Airport. (Virgin Blue 2003a, p. 5)

11 The service the subject of the declaration was (1) the service provided through the
use of the freight aprons and hard stands to load and unload international aircraft at
Sydney International Airport and (2) the service provided by the use of an area at
Sydney International Airport to: store equipment used to load/unload international
aircraft; and to transfer freight from the loading/unloading equipment to/from trucks
at the airport. (Sydney Airport decision, para 17)
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4.35

4.36

4.37

4.38

4.39

SACL considered that defining the relevant facility as being the
‘whole of Sydney Airport’ was far too broad. SACL stated that it:

Does not believe that the application, nor the nature of airport
facilities, supports the conclusion that the minimum bundle of
airport services is the whole of Sydney Airport. While this
conclusion was reached by the Australian Competition Tribunal in
the ACTO case, we do not consider it to be the appropriate
conclusion in the case of the Virgin Blue application. (SACL
2003a, p. 7)

SACL’s reasoning was based on the view that a number of assets
making up Sydney Airport (namely, aircraft parking aprons and
terminal facilities) can be economically developed and that it is
Inappropriate to include such assets in the definition of the relevant
‘facility’ for the purposes of criteria (b) and (c). The Council does not
accept this approach. The question that needs to be asked to
determine the relevant facility is: what is the minimum bundle of
assets required to provide the service? It may well be that certain
specific assets making up that minimum bundle do not exhibit
natural monopoly characteristics or satisfy the national significance
test. That does not preclude those assets from falling within the
minimum bundle making up the relevant facility. In considering the
natural monopoly criterion (criterion (b)) and the mnational
significance criterion (criterion (c)), it is necessary to consider the
facility as a whole.

The Council notes that s. 44F(4) requires the Council to ‘consider
whether it would be economical for anyone to develop another facility
that could provide part of the service.” This inquiry is distinct from
the preliminary issue of determining the relevant minimum assets
required to provide the service. Section 44F(4) relates to the
assessment of criterion (b) and is considered in more detail in
paragraphs 11.4 to 11.6.

Melbourne Airport, Adelaide Airport, WAC and BARA in their
respective submissions listed specific assets they considered would be
required to provide the Airside Service. These lists were principally
based on those applied by the ACCC, the Treasurer (see Direction no.
27) and DOTARS in defining aeronautical services and other similar
service groupings. The respective lists vary in their degree of
specificity. (Melbourne Airport 2003, pp. 3-4; Adelaide Airport 2003,
p. 1; WAC 2003, p. 7; BARA Mar 2003, Attachments A and B)

The Council considers that the lists of assets put forward in these
submissions provide guidance as to the specific assets required to
provide the Airside Service rather than attempting to define the
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4.40

‘facility’ for the purposes of criteria (b) and (c). In other words, the
specific assets set out in these lists may be the types of assets
required for access to the Airside Service under Part ITIA.

Indeed, the Council considers that the comprehensive lists provided
in the submissions add weight to the argument that a multitude of
highly interconnected assets are required to provide the Airside
Service, and that, as such, the relevant facility is in practical terms,
the whole of Sydney Airport as concluded by the Tribunal in the
Sydney Airport decision.

Conclusion

4.41

The Council considers that the whole of Sydney Airport is the
relevant facility for the purposes of criteria (b) and (c).

Provider of the service

Background

4.42

4.43

4.44

Part IITIA refers to the provider of an infrastructure service in a
number of contexts; namely:

(a) When an application for declaration is received, the Council
must inform the provider.

(b) If the Minister declares the service, then the provider may
apply to the Tribunal for review of the decision.

(c) The provider is required to negotiate access if a service is
declared, and may be bound by the ACCC’s arbitration of an
access dispute.

Section 44B of the TPA provides the following definition:

‘provider’, in relation to a service, means the entity that is the
owner or operator of the facility that is used (or to be used) to
provide the service.

In effect, the provider is the entity that controls the use of a facility
and has the legal power to determine whether — and on what terms
— access 1s provided. The provider must therefore be capable of
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negotiating access with an access seeker or, if negotiation fails, being
bound by an arbitration determination. There can only be a single
provider of each relevant service (see s. 44B, TPA).

The application

4.45

Virgin Blue identified SACL as the provider of the Airside Service.

Assessment

4.46

4.47

4.48

4.49

Sydney Airport is owned and operated by SACL. The Council
formally notified SACL of receipt of Virgin Blue’s application
pursuant to s. 44F(2)(a).

The Council notes that not all assets at Sydney Airport are provided
by SACL. In particular, Qantas currently leases from SACL the land
on which the Qantas Terminal is situated together with land
adjacent to the terminal to enable further expansion (Domestic
Terminal Lease). The Domestic Terminal Lease was entered into in
1987 and will expire in 2017. Qantas also has long term leases with
SACL for exclusive use of a number of other areas within Sydney
Airport including the land on which its Jet Base and Hanger 96 are
situated. Qantas owns all improvements to the leased land including
the terminal building, Jet Base and Hanger 96. Qantas has exclusive
rights of use to the leased land.

Under the terms of the Domestic Terminal Lease and the other
Qantas leases providing for exclusive use of Sydney Airport land,
there is nothing preventing Qantas from granting and negotiating
terms of access to its terminal and other assets situated on leased
SACL land. In contrast, during the term of the leases, SACL is not
entitled to grant and negotiate terms of access to the land covered by
the leases. For this reason, the Council considers that Qantas and
not SACL 1is the provider of services requiring access to the Qantas
Terminal and such other Qantas owned assets situated on land
leased from SACL on a long term exclusive use basis.

As there can only be one provider of the service the subject of a
declaration application, a successful application will enable access
seekers to seek access to the service provided only by that entity
1dentified in the declaration determination as the service provider. In
the case of the Airside Service, that service provider is SACL.
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Conclusion

4.50 The Council considers that the relevant provider of the Airside
Service is the Sydney Airports Corporation Ltd as it is the operator
of Sydney Airport.
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Uneconomical to develop
another facility

s. 44G(2)(b) It would be uneconomical for
anyone to develop another
facility to provide the service.

Background

5.1

5.2

5.3

The Council cannot recommend that a service be declared unless it is
satisfied that it would be uneconomical for anyone to develop another
facility to provide the service (s. 44G(2)(b)) (criterion (b)).

The Tribunal in the Sydney Airport decision recognised that the
declaration criteria are essentially intended to limit declaration to
services provided by a facility that:

o exhibits natural monopoly characteristics — that is, the entire

range of relevant demand for the service provided by the facility
can be met at lowest cost by one firm rather than two or more;
and

° creates a bottleneck — that is, access to the service for which

declaration is sought is essential for competition in a dependent
market(s). (para 82)

Criterion (b) tests whether a facility exhibits natural monopoly
characteristics. Whether a facility that exhibits natural monopoly
characteristics is also a bottleneck, is addressed by criterion (a).
Criterion (b) is concerned with the nature of the facility rather than
with the competitive impact of the service provided by means of the
facility.

Uneconomical

5.4

The term ‘uneconomical’ introduces a natural monopoly test to
criterion (b). The Tribunal articulated this test in the Duke EGP
decision:

[the] test is whether for a likely range of reasonably foreseeable
demand for the services provided by means of the pipeline, it
would be more efficient, in terms of costs and benefits to the
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5.5

5.6

community as a whole, for one pipeline to provide those
services rather than more than one. (para 137)

In other words, a facility is a natural monopoly for the purposes of
criterion (b) where it can serve the entire range of reasonably
foreseeable demand for the service provided by the facility at lower
cost than that of two or more facilities.

Application of this natural monopoly test therefore requires the
Council to:

(a) determine the reasonably foreseeable demand for the service
provided by the facility; and

(b) assess whether the facility can serve the range of reasonably
foreseeable demand for the service at lower cost than that of
two or more facilities.

Develop another facility

5.7

5.8

5.9

5.10

5.11

In assessing whether it is uneconomic to ‘develop’ another facility, it
1s appropriate to consider facilities that have already been developed.
(Duke EGP decision, para 57)

The term ‘develop’ is sufficiently broad to encompass modifications or
enhancements to existing facilities. If an existing facility does not
provide the services provided by the facility subject to declaration,
but could economically be modified or expanded to do so, then
criterion (b) is not met.

A facility can exhibit natural monopoly characteristics whether or
not it is the only facility providing the service. The Council must
consider any other existing facility for the criterion (b) assessment in
two situations.

The first is where the facility would be unable to serve the
reasonably foreseeable demand for that service without some
modification or augmentation. In these circumstances, if the
additional demand for the service could be served at lower cost by
modification or augmentation of the other existing facility rather
than by modification or augmentation of the facility subject to
declaration, then criterion (b) may not be satisfied for the
application.

Second, the existence of another facility that provides the service will
be relevant to the identification of the reasonably foreseeable range
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of demand for that service, as required for the criterion (b) test. In
these circumstances, the reasonably foreseeable demand for the
service can be determined from both:

(a) the reasonably foreseeable level of output that the facility
subject to the application would be likely to serve; and

(b) the reasonably foreseeable level of output that the other
facility would be likely to serve.

Time horizon for assessment

5.12

5.13

Consideration of whether it would be uneconomical for someone to
develop another facility to provide the service has temporal elements.
The Council recognises that a conclusion that it would be
uneconomical for anyone to develop another facility to provide the
service may change over time as a result of changes in demand and
changes in supply conditions, such as technological change.12

The Council may elect not to recommend declaration of the service if,
as a result of foreseeable changes in demand and supply conditions,
criterion (b) would no longer be satisfied during the time horizon for
the criterion (b) assessment.

The application

5.14

5.15

The Council considers that the relevant facility to be considered in
the assessment of criterion (b) is the whole of Sydney Airport (see
paragraphs 4.26 to 4.41).

Virgin Blue submitted that Sydney Airport is uneconomic to
‘duplicate.’’3 In support of this submission, Virgin Blue notes:

(a) both the Council and the Tribunal have found that it is
uneconomic for Sydney Airport to be duplicated;

(b) the Commission’s Draft Guide to Section 192 concludes that
most larger airports, and possibly all core regulated airports,
could not be economically duplicated; and

12 Similarly, the applicability of the other declaration criteria to a particular service
may change over time.

13 The Council has interpreted Virgin Blue’s reference in its application to ‘uneconomic
to duplicate’ to be a reference to ‘uneconomic to develop’ as used in criterion (b).
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5.16

(c¢) Sydney Airport is the busiest airport in Australia, processing
over 14.8 million domestic (including regional) passengers
annually and 208,086 domestic (including regional) aircraft
movements each year. It operates 3 runways and covers a total
of 2,369 hectares. It clearly exhibits significant economies of
scale and very substantial entry and exit costs. (Virgin Blue
2002, pp. 9-10)

Virgin Blue submitted that there is no substitute for the Airside
Service, as Sydney Airport is currently the only airport that offers

services allowing for the landing or taking off of aircraft in Sydney

that are suitable for use by a provider of domestic air passenger
transport services. While there are other airports located within the
Sydney metropolitan area, Virgin Blue submitted that even the

largest of these, Bankstown Airport, is not a substitute for Sydney

Airport as a supplier of domestic air passenger transport services to
or from Sydney because:

(a)

(b)

(c)

Bankstown Airport cannot provide services allowing for the
landing or taking off of aircraft of a size equivalent to a Boeing
737 or larger. Aircraft smaller than a Boeing 737 are not suitable
for use on many domestic passenger routes due to higher costs of
operation (on a per passenger basis) or because they lack the
necessary range.

Bankstown airport does not offer the same suite of services that
are offered at Sydney Airport, such as interconnection with other
airlines. In this regard Virgin Blue notes the Tribunal’s comments
in the Sydney Airport decision:

[M]any airports also benefit from economies of scale and scope
generated by strong network effects associated with their
geographical location and the absence of viable alternative
transport modes. Passengers typically travel to destinations,
not airports, and airlines will prefer to locate at one airport so
that they may gain commercial benefits from interconnecting
with other services and airlines (para 85); and

demand from consumers of domestic air passenger transport
services for flights from Bankstown Airport is likely to be very low
due to:

(i) Bankstown Airport being located significantly farther from the
Sydney central business district than Sydney Airport, and

(i1) a lack of facilities at Bankstown Airport, including a lack of
interconnection with other airlines. (Virgin Blue 2002, pp. 7-8)
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Assessment

Sydney Airport decision

5.17

5.18

5.19

5.20

As noted above at paragraph 4.41, the Council considers the relevant
facility is Sydney Airport as a whole. This is the same relevant
facility considered by the Tribunal in the Sydney Airport decision.
For this reason, the Council gives considerable weight to the
reasoning and conclusions of the Tribunal in the Sydney Airport
decision on whether Sydney Airport satisfies criterion (b).

The PC in its report on price regulation of airport services noted that
major Australian airports display the following natural monopoly
characteristics (PC 2002):

¢ an indivisibility of investment — whereby the cost of establishing
facilities at new airports is higher than the cost of expansion at
existing airports (p. 99);

e economies of scale (p. 101);

e high sunk costs (pp. 101-102);

e economies of scope (pp. 102-3); and
¢ network benefits (pp. 104-5).

The Tribunal in the Sydney Airport decision in concluding that most
airports demonstrate natural monopoly characteristics referred to a
number of these characteristics. The Tribunal stated:

Once the basic infrastructure (runways, taxiways, control tower) is
in place, the owner of the facility faces sharply falling costs of
servicing increments of demand (economies of scale). By contrast,
a new entrant would have to replicate this basic infrastructure
which is inherently capital intensive. Such airports also typically
provide a bundle of services, (for example, international and
domestic passenger and freight services). In addition, many
airports also benefit from economies of scale and scope generated
by strong network effects associated with their geographical
location and the absence of viable alternative transport modes.
Passengers typically travel to destinations, not airports, and
airlines will prefer to locate at one airport so that they may gain
commercial benefits from interconnecting with other services and
airlines. (para 84-85)

The Tribunal went on to conclude that:
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5.21

5.22

5.23

[Sydney International Airport] exhibits very strong bottleneck
characteristics:

e Not only is it Sydney's only international airport, it is
Australia’s major international airport, handling some 50% of
international airfreight leaving and entering Australia,

e it handles the largest portion of total international passenger
traffic entering and leaving Australia,

e it is a national and regional inter-connector with domestic
passengers travelling overseas, with the two domestic carriers
(Qantas and Ansett) having invested very large sums in their
passenger handling facilities. (para 86)

Consequently, the Tribunal concluded that Sydney International
Airport, as a whole was a natural monopoly. In particular, the
Council notes the following conclusion of the Tribunal:

Given the Tribunal’s findings in relation to the definition of
facility, would it be uneconomical for anyone to develop another
facility to provide the service? The answer to this question is
clearly, “yes”. This is because the very powerful economies of scale
and scope of [Sydney Airport] discussed above preclude anyone,
even the incumbent owner and operator, from developing another
facility offering the physical infrastructure and the associated rich
inheritance of market attributes at [Sydney Airport]. (para 202)

It should be noted that the Tribunal’s definition of Sydney
International Airport (para 38-43) included domestic passenger and
freight facilities. (para 43)

Given the conclusion in the Sydney Airport decision that at the time
of the hearing in 1998, Sydney Airport was a natural monopoly, the
Council’s approach to criterion (b) in the case of Virgin Blue’s
application is to focus in particular on developments since the
decision to determine whether Sydney Airport no longer exhibits
natural monopoly characteristics. In particular, the Council
considered information relating to the likelihood of any capacity
constraint taking into account foreseeable demand for the Airside
Service and how such capacity constraint would be managed.

Foreseeable demand for the Airside Service

5.24

As noted above at paragraph 5.6, assessments of the reasonably
foreseeable demand for the service and whether the facility can serve
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5.25

5.26

5.27

5.28

the forecast demand are relevant to determining whether the facility
1s a natural monopoly.

In the case of demand at Sydney Airport, DOTARS estimates that
annual passenger traffic at the airport is expected to increase to 35
million in 2009-10 and 49 million in 2021-22 and aircraft movement
1s expected to grow to 381 000 in 2009-10 and 480 000 in 2021-22.
Assuming current trends in aircraft size and loading continue, it
estimates that Sydney Airport will reach capacity in 2006-07, when
demand 1is forecast to be 31 million passengers per year.
Alternatively, if it were assumed that, in the longer term, regional
passengers would be carried in larger aircraft, allowing more room
for domestic and international services, capacity would be reached in

2010-11, when demand is forecast to be 36 million passengers.
(DOTARS 1999)

SACL estimates that annual passenger traffic through Sydney
Airport will increase from 24 million in 2002 to 68.3 million in 2024,
of which 38 million will be domestic, and annual freight traffic will
increase from 346 000 tonnes to 955 000 tonnes in that same period.
SACL also forecasts for the next ten year period an annual increase
in passenger traffic by, on average, 4.1 per cent, and an increase in
aircraft movements by, on average, 2.1 per cent. SACL expects that
within the next ten years, aircraft movements will return to the level
experienced at Sydney Airport in early 2001. (SACL 2003c, p. 13)

SACL notes that its primary capacity constraint is the restriction
imposed by the Sydney Airport Demand Management Act 1997 of 80
aircraft movements an hour. In relation to slot capacity, SACL notes
that prior to 11 September 2001, Sydney Airport was slot
constrained in the morning peak between 7am and 9am. The airport
1s not currently slot constrained although SACL anticipates that
capacity constraints during peak times will again occur sometime
between 2009 and 2014. (SACL 2003c, p. 2)

SACL has commenced discussions with key stakeholders and
community groups on its proposed Master Plan. The Master Plan is a
20 year plan for the future development of Sydney Airport, which
takes into account the future needs of airport users and
developmental objectives. The Master Plan will be prepared during
the course of 2003 in consultation with airport stakeholders and the
broader Sydney community. A Preliminary Draft Master Plan should
be available for public comment from July/August 2003. The final
Master Plan will be submitted to the Minister for Transport and
Regional Services by 31 December 2003.
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5.29

5.30

5.31

SACL notes that new runways (presumably either at Sydney Airport
or at a second location) are not necessary for the life of the Master
Plan, and that existing infrastructure (albeit modified) can handle
projected passenger and aircraft movement growth. (SACL 2003b, p.
21)

Currently no airport, other than Sydney Airport, provides the Airside
Service. As noted by Virgin Blue in paragraph 5.16, Bankstown
Airport (the largest of Sydney’s secondary airports), is currently
unable to provide services allowing for the landing or taking off of
aircraft of a size equivalent to a Boeing 737 or larger which are
necessary for the effective operation of a national domestic network.
This view is supported by the findings of DOTARS, which concluded
that ‘Bankstown is not capable of handling major jet services’
(DOTARS 1999). This means that it is not necessary for the Council
to look wider than Sydney Airport to identify the reasonably
foreseeable demand for the Airside Service.

A number of the submissions received by the Council considered
whether the prospect of a second Sydney airport and/or the
development of Bankstown Airport impacted on whether Sydney
Airport was a natural monopoly. As noted in paragraph 5.10, it is
only relevant to consider other facilities that may be developed to
provide the Airside Service if Sydney Airport will not be able to meet
the foreseeable demand for the service without augmentation. On the
basis of SACL’s demand forecasts, the Council considers that Sydney
Airport will not require augmentation to meet the reasonably
foreseeable demand for the Airside Service. It is therefore not
relevant for the Council to consider the development of other
facilities.

Relevant developments since the Sydney Airport
matter hearing

5.32

5.33

In its issues paper, the Council sought views as to whether there
were any developments in the aviation and airports sectors since the
Sydney Airport decision that may lead to the conclusion that Sydney
Airport no longer exhibits natural monopoly characteristics. The
Council received no submissions suggesting that such developments
had occurred.

Frontier Economics, which was commissioned by Virgin Blue, stated
that:
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5.34

5.35

we know of no evidence that market conditions have changed in
any significant way in the last few years so as to change that
assessment. Consequently we consider, consistent with the
Tribunal’s view expressed in its Sydney International Airport
decision, that Sydney Airport has strong natural monopoly
characteristics. (Frontier Economics 2003a, p. 6)

In its submission, Virgin Blue noted that it:

does not consider that there has been any development in the
aviation or airport sector since the decision in Re Sydney
International Airport, nor any other reason that might lead to the
conclusion that:

e  Sydney Airport no longer exhibits natural monopoly
characteristics; or

e that it would be economic to develop another such airport.
(Virgin Blue 2003a, p. 7)

The Council considers there to have been no developments since the
hearing of the Sydney Airport matter that may lead to the conclusion
that Sydney Airport no longer exhibits natural monopoly
characteristics.

Conclusion

5.36

5.37

The Council has considered the reasoning and conclusions of the
Tribunal in the Sydney Airport matter together with developments
in the aviation and airports sectors since the hearing of the Sydney
Airport matter to determine whether Sydney Airport is a natural
monopoly.

On the basis of SACL’s demand projections, and the absence of
capacity constraints at Sydney Airport in the short to medium term,
the Council considers that Sydney Airport continues to be a natural
monopoly. The Council therefore concludes that Virgin Blue’s
application satisfies s. 44G(2)(b).
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6 Promoting competition in
another market

s. 44G(2)(a)

Background

Access (or increased access) to
the service would promote
competition in at least one
market (whether or not in
Australia), other than the
market for the service.

6.1 The purpose of section 44G(2)(a) (criterion (a)) is to limit access

regulation to circumstances where access is likely to enhance the

environment for competition in a dependent market(s). Whether
competition will be enhanced depends critically on the extent to

which the incumbent service provider can, in the absence of access

regulation, use market power to adversely affect competition in a
dependent market. If the service provider has the ability and
incentive to use its market power to adversely affect competition in a

dependent market, regulated access may improve the environment

for competition, offering the prospect of tangible benefits to

consumers, including reduced prices and better service provision.

6.2 In assessing criterion (a), it is necessary to:

(a)

(b)

define the relevant market(s) in which competition may be

promoted and verify that the market or markets are
separate from the market for the service to which access is

sought; and

determine whether access (or increased access) facilitated by

declaration would promote a more competitive environment

in the dependent market(s), which requires an assessment

of’

@

(i1)

whether the incumbent has the ability and incentive
to exercise market power to adversely affect
competition in the dependent market(s); and

whether the structure of the dependent market(s) is
such that declaration would, by constraining the
exercise of market power by the service provider to
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6.3

6.4

adversely affect competition in the dependent
market(s), promote competition.

According to Ordover and Lehr, a service provider has three avenues
for seeking to use its monopoly power to adversely affect competition
in the dependent market(s):

(a) the service provider may impose terms and conditions that
result in the extraction of monopoly returns, such as the
charging of monopoly prices, for the provision of the service
subject to declaration;

(b) the service provider may engage in explicit or implicit price
collusion; and/or

(c) the service provider may engage in strategic behaviour
designed to leverage its monopoly power into the dependent
market(s) in order to advantage a vertically related affiliate.

In relation to this third limb, the Council also considers that it is
possible that a monopoly service provider may exercise market power
by leveraging its monopoly power into the dependent market in order
to advantage a non-affiliated entity with which it has an
arrangement designed to facilitate such leveraging, and to realise
some of the gains from such a strategy. Whether a service provider
engages in such conduct depends on it having both the ability and
the incentive to do so.

The service provider may not have the ability and incentive to
exercise market power to adversely effect competition in the
dependent market(s) where:

(a) the facility does not occupy a bottleneck position in the supply
chain for the service;

(b) the service provider is constrained from exercising market power
in the dependent market(s). The service provider’s ability to
exercise market power may be constrained by competitive
conditions in the dependent market(s) and / or the market power
of other participants in the market(s); or

(¢) the incentives faced by the service provider are such that its
optimal strategy is to exercise market power to pro-competitively
effect competition in the dependent market(s). For example, in
certain circumstances, it may be profit maximising for a service
provider to promote increased competition in the dependent
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6.5

market(s) and maximise demand for the services provided by the
facility.

If it 1s established that the service provider has the ability and
incentive to exercise market power to adversely affect competition in
the dependent market, the Council considers that in the absence of
significant structural impediments to the promotion of competition in
the dependent market (for example, where the dependent market is
itself characterised by a natural monopoly), declaration will promote
competition and criterion (a) will be satisfied.

The application

6.6

6.7

6.8

Virgin Blue submitted that access (or increased access) to the Airside
Service would promote competition in, at least, the market in which
domestic (both interstate and intrastate) air passenger transport
services are supplied to and from Sydney (Sydney Domestic Market).
Virgin Blue argued that:

Given that the Airside Service is a necessary input for the
provision of domestic air passenger transport services in the
Sydney Domestic Market, and therefore that no provider of
domestic air passenger transport services could compete in the
Sydney Domestic Market without access to this Service, Virgin
Blue considers that access (or increased access) to the Airside

Service would promote competition in at least the Sydney
Domestic Market. (Virgin Blue 2002, p. 7)

For clarity, Virgin Blue subsequently amended the definition of the
Sydney Domestic Market to include both passenger and freight.
(Virgin Blue 2003a, p. 8)

In its submission in support of its application, Virgin Blue raised
without discussing in detail, the possibility that declaration of the
Airside Service may also promote competition in the market in which
aircraft carrying international passengers to and from Sydney
operate. (Virgin Blue 2003a, p. 9)
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Assessment

Defining the relevant dependent markets

General

6.9

6.10

6.11

6.12

6.13

For the purpose of criterion (a), the Council needs to be satisfied as to
the existence of ‘at least one market ... other than the market for the
service’ (the subject of the declaration application) in which
competition would be promoted.

Market definitions are required for the application of criterion (a),
both:

e to identify relevant distinct markets from the market for the
service; and

e to facilitate an assessment of the competition effects of
declaration in those distinct markets, including consideration of
the related question of whether the terms of supply of the
service are constrained by substitution in those distinct but
related markets.

‘Market’ is defined in section 4E of the TPA as:

For the purposes of this Act, unless the contrary intention appears,
“market” means a market in Australia and, when used in relation
to any goods or services, includes a market for those goods or
services and other goods or services that are substitutable for, or
otherwise competitive with, the first-mentioned goods or services.

In considering the question of market definition, the Council is
guided by the work of the ACCC (in particular, the Merger
Guidelines: ACCC 1999), the Tribunal and the Courts in their
consideration of market definition for the purposes of Part IV, as well
as the Tribunal’s and the Court’s consideration of market definition
in the context of Part IITA.

The Tribunal has defined ‘market’ in the following way:

A market is the area of close competition between firms or, putting
it a little differently, the field of rivalry between them (if there is no
close competition there is of course a monopolistic market). Within
the bounds of a market there is substitution - substitution between
one product and another, and between one source of supply and
another, in response to changing prices. So a market is the field of
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6.14

actual and potential transactions between buyers and sellers
amongst whom there can be strong substitution, at least in the
long run, if given a sufficient price incentive. ... Whether such
substitution is feasible or likely depends [on a number of factors]
. in determining the outer boundaries of the market we ask a
quite simple but fundamental question: If the firm were to "give
less and charge more' would there be, to put the matter
colloquially, much of a reaction? (Re Queensland Co-operative
Milling Association Ltd (1976) 25 FLR 169 at 190)

This view of market has been accepted by the High Court in a
number of decisions (see in particular Queensland Wire Industries
Pty Ltd v The Broken Hill Proprietary Ltd and Another (1989) 167
CLR 177 (Queensland Wire) and applied by the Tribunal in the
context of Part IIIA (see the Sydney Airport decision and the Duke
EGP decision).

Market definition as a tool

6.15

6.16

6.17

It is clear jurisprudence that market definition is a tool to be used in
the determination of the particular issue at hand. The Full Federal
Court in Queensland Wire noted that:

In our view, in defining the market or markets involved in a
particular dispute, one should begin with the problem at hand
and ask what identification of market best assists in analysing the
processes of competition, or lack of competition, with which the
case is concerned. ((1987) 78 ALR 407 at 415; (1988) ATPR 40-841
at 49,074-49,075)

It has also been expressly recognised that ‘[t]he linking together of
the process of definition of the market and its object implies some
flexibility in the former’ (Australian Meat Holdings Pty Limited v
TPC (1989) ATPR 40-932 at 50,104). This link was also referred to in
that case as being ‘interactive’. Accordingly, there is some flexibility
in concluding different market definitions for different applications
such as merger cases, predatory pricing cases and for application
under Part ITIA.

It follows from this analysis that in determining the appropriate
market definition for the purpose of Virgin Blue’s application, the
Council must keep in mind the purpose for which that definition will
be put; namely, to assess whether declaration of the Airside Service
at Sydney Airport will make a difference to competition in that
dependent market such that criterion (a) is satisfied.
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6.18

This means that while the market definitions applied by the ACCC
or other competition regulators in the context of international airline
alliance cases or anti-competitive conduct proceedings may be of
assistance to the Council, they may not be directly relevant. The
purposes for which markets are defined in those cases are different
from the purpose for which the Council is required to define
dependent markets; namely, to determine whether criterion (a) is
satisfied.

Submissions

6.19

6.20

6.21

6.22

As noted above at paragraph 6.6, Virgin Blue submitted that the
relevant dependent markets for the purposes of criterion (a) are the
market in which domestic (both interstate and intrastate) air
passenger transport services are supplied to and from Sydney
(Sydney Domestic Market), and possibly the market in which aircraft
carrying international passengers to and from Sydney operate. For
clarity, Virgin Blue amended the definition of the Sydney Domestic
Market to include both passenger and freight in response to the
Council’s issues paper and the views of Frontier Economics. (Virgin
Blue 2003a, p. 8)

SACL agreed with Virgin Blue’s original approach to market
definition although considered that domestic (interstate) and
regional (intrastate) air transport services belong in separate
markets. This is because New South Wales regional air services to
and from Sydney Airport have particular regulatory protections such
as slot entitlements and a degree of price control that non-regional
domestic services do not have. SACL does not expressly state
whether it considers freight services to fall within the same market
as passenger services although it argues against the inclusion of
freight facilities in Virgin Blue’s application which did not originally
refer to freight. (SACL 2003a, pp. 3 and 8)

No other submission received expressly considered how the relevant
dependent market(s) should be defined for the purposes of criterion
(a) although BARA appeared to support the possibility raised by
Virgin Blue that declaration of the Airside Service may promote
competition in the market in which aircraft carrying international
passengers to and from Sydney operate.

No submission supported the Council’s preliminary view, as
expressed in its issues paper, that the relevant dependent markets
may be defined on the basis of specific point-of-origin to point-of-
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destination routes and possibly by way of passenger type, fare class
and non-air travel options.

Product market dimension

6.23

Markets are analysed by reference to their dimensions; that is,
product, functional, geographic and temporal. Each of these
dimensions 1is considered below. In the case of Virgin Blue’s
application the most significant issues arise in respect of the product
and geographic dimensions of the market.

Passenger types and fare classes

6.24

6.25

6.26

In its issues paper, the Council raised the possibility that different
markets may exist for different passenger types such as leisure and
business passengers and different fare classes such as business, fully
flexible economy and discount.

Such an approach was adopted by the ACCC in its authorisation of
the British Airways/Qantas Restated Joint Services Agreement in
2000. The ACCC stated that:

The demand characteristics of economy passengers are perceived
as heavily price orientated. On the other hand, quality of service,
almost regardless of price, seems to be the focus for premium
passengers.

Under these circumstances it would be difficult to argue that there
is a high degree of substitutability between economy and premium
class air transport. (ACCC 2000, pp. 49 and 50)

The ACCC re-affirmed this view in its recent draft authorisation
determination on the proposed Qantas/Air New Zealand alliance.
The ACCC noted that the fact that business travellers fly economy
on Virgin Blue is not inconsistent with its position that there can be
different demand elasticities for different types of travellers (ACCC
2003, p. 53). The ACCC also noted that airlines may have already
recognised the distinction between:

leisure travellers and business travellers in the way that fares and
conditions of travel are structured. The typical business traveller
requires flexibility, short stay, and short lead booking times.
Premium class satisfies all these requirements, but at a relatively
fixed price. At the economy class level, low fares are associated
with conditions such as advance purchase, no flexibility and no
refunds. These conditions effectively restrict access to the business
traveller to those fares. Even if the business traveller can plan a
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trip in advance to meet these requirements, minimum stopover
conditions, in many cases will, rule out that fare. (ACCC 2003, p.
53)

6.27 The ACCC concluded that, taking into account factors such as the

effect of loyalty programs, corporate travel contracts and the
existence of a highly specialised business travel agency industry, the
‘Commission is increasingly of the view that there are separate
markets for business and leisure travellers.” (ACCC 2003, p. 54)14

6.28 Such an approach has also been adopted by the KEuropean

Commission in airline alliance matters which considers time-
sensitive’ and ‘non-time sensitive’ passengers to constitute different
markets.15

6.29 The Productivity Commission in its inquiry into international

services also concluded that business and leisure passenger groups
have distinct demand characteristics. (PC 1998, p. 21)

6.30 The Council did not receive any submission which supported the

view that the relevant dependent market for the purpose of Virgin
Blue’s application should be delineated on the basis of passenger
type or fare class.

6.31 There is evidence that different passenger types have, in broad

terms, different demand characteristics. As noted by the ACCC and
the PC above, different passenger types have different price
elasticities and product quality requirements. Such demand
characteristics may vary between routes. In its submission, BARA
noted that on shorter haul routes ‘airlines generally face lower yields
and higher price elasticity of demand’ and that on long haul
international routes, airlines offer a broader range of product types
and service than on shorter haul routes. (BARA 2003a, p. 5)

6.32 The conclusions of the ACCC and the PC set out above relate to

international services. Demand characteristics of passengers on
international services, particularly long haul services such as those

14

15

The ACCC expressed similar views in its submission to the Productivity
Commission’s inquiry on airport price regulation.

See, for example, Judgment of the Court of First Instance of 15.09.1998, Joined cases
T-374/94, T-375/94, T-384/94 and T-388/94, European Night Services Ltd and others
v Commission [1998] ECR 1II-3141; Commission decision of 9.12.1998 in case
IV/IM.1305 - Eurostar (paras 14-16); United Airlines/US Airways, para 18;
KLM/Alitalia, para 21. See also United Airways/US Airlines decision in 2001, that
can be found at:
http://europa.eu.int/comm/competition/mergers/cases/decisions/m2041_en.pdf.
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6.33

6.34

6.35

6.36

6.37

considered by the ACCC in the British Airways/Qantas matter, may
be significantly different to those of passengers on domestic services.
The Council has no clear evidence on this point.

For different passenger types to constitute different markets it is
necessary to consider whether passengers can be identified or
grouped such that market boundaries can be drawn on the basis of
their distinct demand characteristics. This is problematic in the case
of domestic air passenger services.

In discussions with the Council, Virgin Blue argued that it is not
possible to clearly differentiate between groups of passengers based
on their demand characteristics. Virgin Blue argued that there is a
spectrum of demand characteristics with some characteristics being
more important to certain passengers than others. For example, the
degree to which business passengers are more price inelastic and
require fully flexible travel options may vary for each business
passenger to such a point that the most price elastic business
passenger may display similar demand characteristics to non-
business travellers.

This point was also made by NECG on behalf of Qantas in the
Qantas/Air New Zealand alliance authorisation matter. NECG noted
that there i1s a continuum along which passenger demand
characteristics vary such that it is not possible to divide passengers
and demand characteristics into clear groups that delineate a market
product boundary. For example, at one extreme, passengers may be
less price sensitive and rate premium products/fares, flexibility, need
for frequencies and frequent flyer/lounge access programmes highly.
At the other end of the spectrum, the opposite may be the case.
(NECG 2002, pp. 60-62)

In considering the degree of supply side substitutability, the Council
notes that airlines determine the product mix such as the number of
business, fully flexible economy, discount and other economy cabin
products for each route as part of their yield management process.
Yield management is an ongoing process and airlines readily change
the composition of product offerings on a particular service or route
in line with yield management objectives.

While different passengers have different demand characteristics
particularly in relation to price and quality of service on domestic
flights, such differences are not so distinct so as to be able to
delineate separate product markets on the basis of passenger type.
In addition, there 1is a significant degree of supply side
substitutability in terms of product offerings as part of the yield
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6.38

management systems of airlines. While the ACCC has concluded
that in relation to international air services, separate markets based
on passenger type do exist, the Council does not have sufficient
evidence identify separate markets for domestic air services.

The Council considers it appropriate to assess Virgin Blue’s
application on the basis of a broader market product dimension that
includes all passenger types. As the Council has concluded that
criterion (a) is satisfied in respect of the broader Domestic Passenger
Market (see paragraphs 6.262 to 6.265), it follows that criterion (a)
would also be satisfied in respect of a narrower market based on
passenger type.

Intermodal substitution

6.39

6.40

A further matter raised in the Council’s issues paper was whether
air travel was substitutable with other modes of transport such as
road, rail and sea. The PC concluded that the greater the distance
and the more time-sensitive the passenger, the lower the possibility
that land and sea forms of transport would be considered as
substitutes for air services. (PC 2002, p. 116)

There may be a sufficiently high degree of inter-modal substitution
to conclude that on specific routes, particularly short-haul regional
routes such as from Sydney to Newcastle, the relevant market when
considering that route in isolation is the market for passenger
transport rather than air passenger transport services. However, for
the reasons set out in paragraph 6.81, the Council considers that the
appropriate geographic dimension for the relevant dependent market
1s a national domestic one as a whole. Taking all domestic routes and
all passenger types and classes as a whole, the Council considers
there to be insufficient inter-modal substitution for the market to be
characterised as anything other than an air transport services
market.

Freight and passenger products

6.41

6.42

Virgin Blue submitted that the dependent market includes both
passenger and freight air transport services. (Virgin Blue 2003a, p.
8)

From the demand perspective, there is no substitutability between
passenger and freight air services. They are clearly distinct products.
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6.43

6.44

6.45

6.46

6.47

6.48

On the supply side, Frontier Economics argued that ‘there are clear
interdependencies and synergies in the production of, and
competition in the provision of, the cluster of products or services’
(that 1s, passenger and freight air transport services). (Frontier
Economics 2003a, p. 16)

Frontier Economics went on to argue that in the case of Virgin Blue’s
application:

one might consider what range of activities an airline would take
into account when deciding whether to run another route into and
out of Sydney. The revenue that would be relevant to such a
question would be the sum of revenue from passenger services and
revenue from freight.

It may be argued that the mere existence of dedicated air-freight
carriers may be evidence that the synergies between carriage of
passengers and freight may not be important and therefore may
provide constraints to behaviour. However, the published data all
suggest that dedicated freight carriers account for 10 to 15 per cent
of all freight that is carried. (Frontier Economics 2003a, p. 16)

On this basis, Frontier Economics concluded that ‘there are strong
complementarities’ in the production of passenger and freight air
transport services such that they should be included in the same
dependent market. (Frontier Economics 2003a, p. 17)

Both the ACCC in its Ansett Australia alliance authorisation
determination and the PC in its inquiry into International Air
Services, referred to dedicated air freight carriers constituting only
about 10 per cent of total air freight transported with the remainder
being transported in passenger aircraft holds. (ACCC 1998, PC 1998)
This figure, however, relates to international freight services. In the
absence of specific figures for domestic freight services, the Council
accepts on the basis of submissions received that the proportion of
domestic air freight carried by dedicated freight carriers is small
with the remainder being carried by domestic passenger aircraft.

In the proposed Qantas/Air New Zealand alliance considered for
authorisation by the ACCC and the NZ Commerce Commission,
Qantas submitted a report from NECG that concluded that there is a
product market for domestic (and international) air freight that is
separate to the passenger market. (NECG 2002, p. 63)

In the same matter, Virgin Blue submitted evidence from Frontier
Economics rejecting this view on the basis that the NECG view
focused too much on demand side considerations and ignored the
commercial reality of how airlines operate (Frontier Economics

Page 48



Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

6.49

6.50

6.51

2003b, p. 21). Frontier Economics argued that scheduling, capacity,
pricing and investment decisions of airlines take into account both
freight and passenger operations so that the market should be
characterised as a single cluster market encompassing both
passenger and freight services. (Frontier Economics 2003b, p. 25)

In response to these arguments, the ACCC concluded in the
Qantas/Air NZ alliance authorisation matter that notwithstanding
evidence of complementarities, passenger and freight services
constitute different markets. The ACCC stated that:

The Commission is not persuaded by the argument of Virgin Blue
that there should be single market for freight and passengers.
While it is true that the predominance of air cargo is carried in the
holds of passenger aircraft, the aircraft selection practices of
airlines and differing characteristics of the carried product
(freight versus passenger) are indicative of separate markets.

It is the Commission's understanding that airlines make decisions
on where to operate services and the type of aircraft to be operated
based on passenger traffic considerations. While cargo revenue is
welcomed, it is supplementary. This is most evident in the stated
intention of Air NZ to replace wide body 767 capacity on the
Tasman with narrow body A320 capacity with or without the
Proposed Arrangements. Given the severe limitations of narrow
body aircraft as movers of freight (relative to wide body aircraft)
Air NZ's decision is obviously a decision made from the
perspective of passenger traffic.

A corollary of this is that the decision to move to narrow-bodied
aircraft is unlikely to have an air transport supply side impact on
passengers but it certainly will have one for freight, especially in
the trans-Tasman market. In other markets, depending on the
circumstances, there may be economies of joint production in
respect of the provision of passenger and freight services. (ACCC
2003, p. 54)

In response to the Council’s specific questions in relation to freight
services, Virgin Blue noted that its freight services ‘are not
integrated with its passenger services, except to the extent that
passengers and freight are carried on the same flights.” Further, that
‘Virgin Blue’s operational decisions such as flight scheduling are
based almost entirely on passenger requirements, and freight is very
much a secondary consideration.’ It also noted that almost all costs of
freight carriage are common to passenger services and are not
allocated to freight services. (Virgin Blue 2003c, pp. 1-2)

Both Regional Express (REX) and Aeropelican Air Services, a small
regional operator of services between Sydney and Newecastle,
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6.52

6.53

6.54

supported this view of freight as a secondary service to passenger
services. REX noted that ‘{O]perational decisions such as scheduling
are determined primarily on passenger requirements, with freight
requirements being secondary’ (REX 2003, p. 1). Aeropelican advised
that its operational decisions were totally uninfluenced by its freight
operations, and that freight took last priority on a flight following the
loading of passenger baggage.

Both Virgin Blue and REX noted that an airline offering passenger
services would nearly always offer freight services. This was because
freight provided supplementary revenue through the use of space left
over in the aircraft hold. The incremental cost of providing freight
services 1s low and the service is administratively simple to provide.
(Virgin Blue 2003c, p. 2; REX 2003, p. 1)

In considering whether freight and passenger services should be
included within the same dependent market, the Council considers
two distinct issues. The first is the extent (if any) to which the
complementarities in production between freight and passenger
services are such as to conclude they form a cluster market. This
requires a consideration of whether the cluster market approach is
acceptable jurisprudence in Australia. The second issue is to what
extent (if any) there is supply side substitutability between the
production of freight and passenger services so as to warrant a
conclusion that they fall within the same market.

In relation to the cluster markets issue, the Council notes the view
that ‘cluster markets arise when unbundled supply is impossible or
(more usually) uncompetitive because of economies of scope which
may arise in either demand or supply’ (Shiff et. al 1998, p. 3).
Instances where cluster markets have been accepted to date have
involved distinct products that are sold as a package to consumers
such that there is a cost advantage in consumers purchasing the
package as a whole rather than the products separately. Industries
where cluster markets have been accepted to date include the
financial services and health care industries (Shiff et. al 1998, pp. 2-
7). This acceptance has been largely confined to US anti-trust
cases.!®6 There has been no judicial acceptance of the cluster market
approach in Australia although the ACCC did accept it in relation to

16 See for example United States v Philadelphia National Bank, 418 US 565 (1973);
United States v Central State Bank, 1989 1 Trade Cases, Trade Regulation Reports,
68,493; Santa Cruz Medical Clinic v Dominican Santa Cruz Hospital 1995-2 Trade
Cases, Trade Regulation Reports, 71,254; Rozema v Marshfield Clinic & Sec Health
Plan of Wisconsin Inc, 1997-2 Trade Cases, Trade Regulation Reports 71,939.
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6.55

6.56

6.57

6.58

6.59

a merger in the banking sector. (Westpac/Challenge Merger, ACCC
(1996) Annual Report, p. 49)

The Council does not accept that freight and passenger services
constitute a cluster market. The products are not sold as a package
and airlines do not compete on the sale of the products as a package.
In addition, there is real doubt as to whether current Australian
jurisprudence accepts a market definition based on the cluster
market approach. For these reasons, the Council rejects the
argument that freight and passenger services should be included in
the same market on the basis that they form a cluster of products.

The Council now considers whether there is sufficient supply side
substitutability between freight and passenger services to warrant
their inclusion within the same market. As noted in paragraph 6.13,
it is accepted jurisprudence that substitutability on both the demand
and supply side needs to be taken into account in defining the
boundaries of the market. The Court and the Tribunal has
considered the issue of complementary products and supply side
substitutability on a number of occasions. In Re Tooth & Co Ltd, Re
Tooheys Ltd (1978) ATPR 40-113, the Tribunal held that the relevant
product market included both bulk and packaged beer because
producers had a significant degree of flexibility in shifting their
output as between the two products. (at p. 18,198)

In Regents Pty Ltd v Subaru (Aust) Pty Ltd (1989) ATPR 41-647, the
ability of the supplier to change the mix of products (vehicle types) in
response to market pressures lead to a finding by the Court that the
relevant market was for ‘the supply of motor vehicles, parts and
ancillary services’. (at 41,182)

In Australian Competition and Consumer Commission v Boral Ltd
(2001) 106 FCR 328, Finkelstein J noted that ‘[G]roups of firms
making non-substitutable goods may be competitors if they employ
similar skills and equipment and could easily move to other product
lines if conditions become favourable’ (at 303 and 304). His Honour
went on to stress the view that ‘the Court should consider actual
patterns of market behaviour’ (at 318) and that:

if products are in the same market one would expect to find that
over a period of time the price movement of each product would
correlate. When price movements do not correlate the chance of the
products being in the same market is not great. (at 320)

The case extracts set out above highlight the point that for products
to fall within the same market, it is of critical importance that there
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6.60

6.61

6.62

6.63

be a relationship between the products such that a change in demand
conditions in one product has an effect on the other. In other words,
there must be a sufficient degree of cross-elasticity of supply between
the products.

In response to questions from the Council on the extent to which (f
any) such relationship existed, Virgin Blue noted that aside from the
initial fit out of an aircraft, ‘[ulnless the aircraft is specifically
designed to be reconfigured it is a very expensive and lengthy process
to reconfigure an aircraft to carry more/less cargo/passenger space’
(Virgin Blue 2003c, p. 3). As such, the effect on aircraft space
dedicated to passenger and freight services respectively on individual
aircraft would remain unchanged regardless of movements in
demand conditions for either product.

The Council notes DOTARS’ view that as most air freight is carried
in the holds of passenger aircraft, the main driver for the supply of
air freight capacity is the demand for passenger services rather than
the demand from freight. This means that developments in the
passenger airline industry have a direct effect on air freight services
(DOTARS 2002b, p. 22). This view is supported by the evidence
provided by the airlines set out above at paragraphs 6.50 and 6.51
that aircraft and airline operational decisions are based almost
entirely on conditions in the passenger market with minimal regard
to conditions in the air freight market.

As a result, a change in the market conditions for passenger services
may impact on freight but not the other way around. For example, an
increase in demand for passenger services on a particular route may
lead to airlines increasing frequencies on the route. This would add
air freight capacity and may result in prices for air freight services
falling. In contrast, an airline would be unlikely to increase
frequencies on a route in response to an increase in demand for
freight services alone. This means that a change in demand
conditions for air freight would have little (if any) impact on the
market for passenger services.

While the Council recognises that there are complementarities in
joint production of freight and passenger air services such that the
same service providers supply them using the same assets, it does
not consider that this relationship means that the products fall
within the same market. In coming to this view, the Council notes
the total absence of any demand side substitutability between the
products. Similarly there is an absence of requisite supply side
substitutability. While conditions in the passenger market may affect
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the supply of freight services, conditions in the freight market have
little (if any) impact on the supply of passenger services. In other
words, freight services are an adjunct to but have no effect on the
provision of passenger services. For these reasons, the Council
considers that passenger and freight air services fall into distinct
product markets.

Geographic dimension

6.64

6.65

6.66

6.67

Three alternative views were put forward in the submissions and in
the issues paper as to the appropriate geographic dimension of the
relevant dependent market(s), namely:

e At its narrowest, based on city pairs, as discussed in the
Council’s issues paper.

e A market for air services supplied to and from Sydney, as
advocated by Virgin Blue.

e The same market as advocated by Virgin Blue but with domestic
(interstate) and regional (intrastate) services belonging in
separate markets, as advocated by SACL.

The city pair market definition approach (that is, one based on
specific point-of-origin to point-of-destination routes) is based on a
consideration of demand side substitution possibilities between city
pair routes. Overseas jurisprudence and regulatory approaches to
market definition in the airline industry, unlike Australian practice
that largely focused on demand side substitutability possibilities,
support such an approach.?

The limited degree of demand side substitutability between city pair
routes has been largely acknowledged by airlines. In its submission
to the PC during its inquiry on price regulation of airport services,
Qantas stated that ‘[flrom a demand perspective, air transportation
to a capital city is not substitutable for an alternative capital city.’
Virgin Blue also submitted in that inquiry that ‘{d]Jemand for travel
to a particular destination is largely inelastic’. (PC 2002, pp. 110-112)

Notwithstanding the limited degree of demand side substitutability
between city pair routes, the city pair approach to defining the

17 See, for example, Canada (DIR) v Air Canada (1993) 49 CPR (3d) 7 at 60,
BA/American Airlines, Lufthansa/United Airlines and KLM/Alitalia/Delta alliance
European Commission and US authority determinations.
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6.68

6.69

6.70

relevant market was rejected in all submissions that considered the

matter. The arguments in support of wider market definitions
principally relied on:

a consideration of supply side substitutability possibilities and
route complementarities; and

practical considerations in facilitating the Council’s
consideration of criterion (a).

Frontier Economics, stated that:

In summary, defining separate markets for each city pair leads to
two problems. First, it makes no economic sense to analyse
competition on one city pair independently of that of any other if
there are strong complementarities in flying one city pair and
another. If there are strong complementarities in supply, airlines
that fly multiple city-pairs will have a strong competitive
advantage over a hypothetical airline that attempted to specialise
in only one city-pair. Secondly, it will lead to a costly duplication
of words because the NCC will need to analyse the effect of the
proposed declaration on each city pair. The most appropriate way
to think of the market that is likely to be affected by declaration is
the market for air services to and from Sydney. (Frontier
Economics 2003a, p. 18)

SACL submitted that:

While the market for domestic (interstate) services could
theoretically be split into market segments such as city pair,
business/leisure passengers. Such segregation is of more relevance
to an airline in its operations than to the use of an airport by
aircraft. SACL does not differentiate between domestic services
based on origin or destination, nor on the type of passenger catered
for by the service. Accordingly, SACL suggests that an attempt to
further disaggregate the logical market definitions of domestic and
regional services would increase the complexity of assessment of
the application without yielding practical benefits. (SACL 2003a,

p. 3)

On the issue of supply side substitution and complementarities
between routes, Frontier Economics noted that ‘[d]ifferent city pairs

are linked together in markets because of complementarities in

demand and in production.” They went on to note that:

If an aircraft flies from Brisbane to Sydney and then flies on from
Sydney to Melbourne (and flies north on the return journey) it
makes little sense to say that the airline is transferring capital
equipment from one market to another. For this reason, it is a
standard precept when defining markets to link together products
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6.72

6.73

6.74

6.75

between which there is a high cross elasticity of supply. If aircraft
can be switched from one city pair to another, it is appropriate to
define a market that embraces both city pairs. (Frontier
Economics 2003a, pp. 17-18)

Virgin Blue advised the Council that there is significant supply side
substitutability to warrant a market definition broader than the city
pair approach. It argued that aircraft could be easily moved between
one route and another in response to changes in price, demand and
profitability. Virgin Blue did, however, note that ‘there are few
examples of Virgin Blue redeploying aircraft throughout its network’
as it has had little cause to significantly alter its schedule other than
to add flights due to the airline’s rate of growth. If, however, growth
was to stabilise, ‘then Virgin Blue may have to consider the
redeployment of aircraft throughout its network.” (Virgin Blue 2003c,

p. 5)

REX noted that:

On the Rex network such redeployments are limited, due to the
nature of our route structure and size of the markets we serve.
Nevertheless redeployments do occur, mostly in times of peak
demand. Impediments include aircraft and crew availability,
CASA issues such as route endorsements for crew and competing
demands within our network. (REX 2003, p. 1)

Such evidence suggests that there are few limitations on the supply
side substitution possibilities between routes in the medium to long
term as the redeployment of aircraft between routes is feasible in
response to changes in price, demand and profitability.

The Council also notes the findings of DOTARS that ‘[c]hanges in the
number of available seats on the top 20 competitive routes were
broadly in line with movements in passenger activity between 2000-
01 and 2001-02 years’. (DOTARS 2002, p. vi) This suggests a degree
of supply side substitutability between routes at least over the
medium term.

Virgin Blue noted that routes flown by particular aircraft are limited
by the specifications to which that aircraft is configured as well as
the flight distances for which that aircraft is certified. Virgin Blue
noted that its fleet is made up of Boeing 737s. The fleet is divided
into high gross weight 737s that have been configured and certified
to fly long haul flights (up to 6 hours) and low gross weight 737s,
which have been certified and configured to operate on short haul
flights (less than 3 hours). It costs approximately $4 million more to
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6.77

6.78

6.79

configure and certify a high gross weight 737 than a low gross weight
737 (Virgin Blue 2003c, pp. 3-5). Virgin Blue noted that:

Accordingly, while Virgin Blue’s ability to redeploy an aircraft
throughout its network may be limited to some extent by the
distance for which that aircraft is certified to fly, Virgin Blue does
not consider this limitation to be overly significant. A low gross
weight 737 cannot fly a long haul route and it may be inefficient to
use a high gross weight 737 on short haul routes. (Virgin Blue
2003c, p. 6)

While this may suggest a break in supply side substitutability
between long haul and shorter haul routes Virgin Blue does not
consider the ‘limitation to be overly significant’. Presumably, this
relates to the expense and difficulty of configuring and certifying low
gross weight aircraft to high gross weight status, and the
preparedness of Virgin Blue to use high gross weight status aircraft
to service short haul routes notwithstanding inefficiencies associated
with doing so. As such, the Council does not consider that the
geographic dimension of the market should be delineated on the
basis of long haul and short haul routes.

As noted above at paragraph 6.6, Virgin Blue submitted that the
geographic dimension of the relevant dependent market (that is, the
Sydney Domestic Market) was for air services supplied to and from
Sydney. Virgin Blue, supported by Frontier Economics argued that
‘little is gained’ by extending the analysis to activities outside routes
to and from Sydney. This was so notwithstanding its argument that
significant supply side substitutability and complementarities
between routes to warrant a broadening of the Council’s preliminary
city pair market approach. (Virgin Blue 2002, p. 7; Frontier
Economics 2003a, pp. 18-19)

Frontier Economics argued that limiting the definition of the
relevant dependent market to routes into and out of Sydney was
appropriate to the Council’s consideration of SACL’s market power
and an analysis of competition for the purpose of criterion (a). They
note Professor Brunt’s statement that market definition is ‘an
instrumental concept designed to assist in the analysis of processes
and sources of market power.” (Frontier Economics 2003a, p. 19)

While the Council recognises the established jurisprudence that
market definition is a tool for the purpose of analysing the issue at
hand, it also recognises that the test of substitutability (both demand
and supply side) remains the key definer of markets (see paragraphs
6.9 to 6.14). The Council considers that it is not appropriate to alter a
market definition arrived at by application of the substitutability
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test, so that the definition can be more easily linked to the specific
activities of the monopoly service provider. Such an approach runs
the risk that the relevant dependent market may be defined too
narrowly. Thus overstating the competitive detriment that may arise
from an exercise of market power in the dependent market by the
monopoly service provider.

The Council, however, considers that the ‘practical approach’
advocated by Virgin Blue and Frontier Economics is useful in
approaching the competition analysis required under criterion (a). In
particular, given the importance of routes into and out of Sydney
Airport to the domestic passenger market as a whole (see paragraphs
6.120 to 6.124 for further discussion), it is appropriate to consider the
competition effect of declaration on these routes in order to assess
the impact of declaration on the whole domestic passenger market.
While it is appropriate to consider the bundle of routes into and out
of Sydney Airport for the purpose of this competition analysis, it does
not follow that the bundle of routes delineates a separate market.

The Council is satisfied on the basis of the evidence set out above
that there is significant supply side substitutability between
domestic routes such that the geographic dimension of the relevant
dependent market is the domestic market as a whole.

A further issue as to the geographic dimension of the passenger air
services market relates to the division between domestic (interstate)
and regional (intrastate) services. In its submission, SACL argued
that domestic and regional services constitute different markets. In
support of this view, SACL stated that there is a lack of supply side
substitutability between the services due to the regional ring fencing
arrangements under the Sydney Airport slot management
arrangements. Under these arrangements, a slot used for regional
services cannot be used for non-regional services although non-
regional slots can be used for regional services. In addition, regional
services at Sydney Airport continue to be subject to the prices
notification regime under section 22 of the Prices Surveillance Act
1983 (Minister’s Declaration 90). This means that SACL 1is
prohibited from increasing prices for airside services for regional
services if the ACCC objects to such price increase.

The Council recognises that the regulatory protections afforded
regional services into and out of Sydney airport may limit supply
side substitutability possibilities between non-regional services and
regional services, and that SACL’s ability to exercise market power
in certain ways in respect of regional services may be limited. If
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criterion (a) is satisfied in respect of the broader domestic passenger
market, then to the extent it is appropriate to define the dependent
market more narrowly on the basis of regional air services into and
out of Sydney, criterion (a) would also be satisfied. The Council will,
therefore, consider whether declaration will promote competition in
the domestic passenger market. It would only be necessary to
examine the effects of declaration on a more narrowly defined
market, if the Council concluded that competition would not be
promoted in the wider market. This will not be necessary for the
purpose of this draft recommendation as the Council concludes that
criterion (a) is met in respect of the domestic passenger market (see
paragraphs 6.262 to 6.265).

Functional market dimension

6.84

6.85

In determining whether the service that is the subject of a
declaration application is in the same or different market from the
market(s) in which competition is said to be promoted, the Council
considers whether the markets are functionally distinct. Markets are
functionally distinct if they comprise fields of competition at different
vertical stages of production and/or distribution. Markets are
functionally separate if:

(a) The layers at issue are separable from an economic point of view
(economically separable). That is, the transaction costs in the
separate provision of the good or service at the two layers cannot
be so large as to prevent such separate provision from being
feasible.

(b) Each layer uses assets sufficiently specific and distinct to that
layer such that the assets cannot readily produce the output of
the other layer (economically distinct).

The Council considers it clear that the Airside Service provided by
SACL falls within a functionally distinct market to the Domestic
Passenger Market. The Airside Service is an input into the provision
of domestic air passenger services. The provision of the Airside
Service and the provision of domestic passenger services are
economically separable. This is evidenced by the fact that the
services are provided by distinct entities, that is, the Airside Service
1s provided by SACL whereas air passenger services are provided by
airlines. The services are also economically distinct in that they are
provided using distinct and non-interchangeable infrastructure. The
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6.86

Airside Service is provided using Sydney Airport whereas aircraft
provide air passenger services.

Similarly, it is clear that the provision of the Airside Service is
functionally distinct to the possible freight markets noted in
paragraph 6.105. The Airside Service is an input into the provision of
air freight services to and from Sydney Airport as the air freight
services use aircraft that in turn use the Airside Service. Provision of
the Airside Service and the provision of domestic passenger services
are economically separable as evidenced by the fact that they are
provided by distinct entities; that is, air freight operators provide air
freight services while SACL provides the Airside Service. The
services are economically distinct as they are provided using distinct
and non-interchangeable assets.

Temporal market dimension

6.87

6.88

The temporal dimension of the market refers to the period over
which substitution possibilities need to be considered. To determine
the temporal parameters of markets, the Council generally has
regard to long run rather than short run substitution possibilities.

For this reason, in determining the boundaries of the relevant
dependent market, the Council’s analysis of substitution
possibilities, has focused not only on the short term but also on the
medium to long term (see paragraphs 6.37 and 6.73 for examples).

Relevant freight markets

6.89

6.90

As noted above at paragraph 6.63, the Council determined that
freight services are in a separate product market from passenger
services. For the purpose of criterion (a), the Council needs to
consider the dependent freight product market.

Air, road, rail and sea may be viable alternatives for the transport of
freight. The particular characteristics of freight largely determine
the appropriate mode of its transport and the extent to which inter-
modal substitution is viable. The most significant characteristics are
the size of the consignment; the value of the freight relative to its
volume and weight; the time-sensitivity of the freight; and the
particular points of origin and destination for the freight. Other
factors can also be significant, such as the freight’s susceptibility to
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6.91

6.92

6.93

6.94

6.95

damage and the need for efficient logistics such as the need to
minimise double-handling.

At its broadest, the dependent freight market may be characterised
as one for general domestic freight. This would include all modes of
transport and does not differentiate between types of freight or
transport demand characteristics such as time sensitivity.

At 1its narrowest, relevant freight markets may be limited to
transport by air. Air freight is typically characterised by low
volume/high value products that have time-sensitive delivery
requirements such as express parcels, medical supplies, live seafood
and high technology parts. In its submission to the PC inquiry into
the price regulation of airport services, Virgin Blue stated that:

The means of freight transport is determined by the required
delivery time and characteristics of the freight item. Air transport
i1s higher cost than other forms of transport, reflecting its short
delivery time. Highly time sensitive freight is typically only
suitable for air transport. (Virgin Blue 2001, p. 12)

Air freight markets are also characterised by an absence of effective
inter-modal competition, in particular, with road and rail.

On the issue of whether a separate air freight market existed, the
Council notes NECG’s view, put forward on behalf of Qantas in the

Qantas/Air New Zealand alliance authorisation matter considered by
the ACCC that:

Our view 1s that there is a continuum where, at one extreme, there
is freight that is highly non-time critical. Delivery by a range of
transport modes, including delivery by sea, may be viable. At the
other extreme, there is freight that is time critical. In these
instances, only certain types of transport may be viable as modes
of delivery, including delivery by air or, where feasible, rail
delivery or “door to door delivery” by road. Consistent with this,
our view is that air freight services are likely to be included in a
market for time critical freight. NECG 2002, pp. 62-63)

A further issue is the geographic dimension of an air freight market.
On the demand side, it may be the case that on certain long distance
routes, the geographic dimension of the market is limited to the point
of origin and point of destination. Alternatively, appropriately
located regional centres may make it possible to commence or
complete the freight’s transport using modes other than air. This
possibility also depends on the time-sensitivity of the freight
concerned.
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6.96

6.97

On the supply side, the Council notes that unlike the market for
passenger services, there is little scope for substitutability between
different routes. Apart from dedicated freight operators which only
make up a small proportion of the total air freight market (see
paragraph 6.46), airlines make operational decisions in relation to
the scheduling and deployment of aircraft almost solely on the basis
of the passenger market and with little regard to the freight market
(see paragraph 6.62). As such, changes in demand conditions for
freight on a particular route will, in the absence of changes in the
passenger market, have little (if any) impact on an airline’s air
freight operations. In other words, an increase in demand for freight
on a particular route is unlikely to have an impact (either in terms of
price or capacity) on other air freight routes. This suggests that there
is little scope for air freight supply side substitutability between
different routes and that each route may fall into a separate market.

At it narrowest, therefore, there may be distinct air freight markets
based on particular city pairs or regional centres.

Other markets

6.98

6.99

6.100

6.101

In its submission, BARA argued that Virgin Blue’s application ‘and
consequent declaration, should not be confined to services for aircraft
carrying domestic passengers, but also international passengers.’
(BARA 2003a, p. 3)

Virgin Blue also stated in its submission that:

there is no reason why the Airside Service should be limited to the
use of  facilities by aircraft carrying domestic
passengers...Therefore, Virgin Blue considers that the Council
should consider recommending the declaration of a service which
is not limited to aircraft carrying domestic passengers. (Virgin
Blue 2003a, p. 4)

The Council advised both BARA and Virgin Blue that as the Airside
Service was confined to ‘aircraft carrying domestic passengers’, it
would significantly change the nature of the definition to broaden it
to include international aircraft. Accordingly, the Council considered
that it was unable to consider an amended service definition in the
absence of a formal request to amend the original application. No
such request was made.

The issue for the Council is whether access to the Airside Service
(defined in terms of the provision of services to domestic aircraft)
would promote competition in a market into which international air
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6.103

services are provided. In particular, for the purpose of criterion (a),
the Council would need to examine whether domestic feeder traffic
would be affected by declaration of the Airside Service such that
competition in the particular international services market(s) would
be promoted.

Although the Council notes Virgin Blue’s view that many of the
arguments it raised in relation to the definition of the relevant
dependent markets and criterion (a) ‘apply equally to the market in
which aircraft carrying international passengers to and from Sydney
operate’ (Virgin Blue 2003a, p. 9), the Council considers that it does
not have sufficient information to define the relevant international
air transport services market or to consider the impact of declaration
on the market for the purpose of criterion (a).

Given the Council’s conclusion as to whether criterion (a) is satisfied
in respect of the Domestic Passenger Market (see paragraph 6.262),
the Council considers it unnecessary to consider further whether
criterion (a) is satisfied in respect of a potential international air
transport services market.

Conclusions on relevant dependent markets

6.104

6.105

The Council considers that the principal dependent market for the
purpose of assessing Virgin Blue’s application against criterion (a) is
the market for domestic passenger air transport services (Domestic
Passenger Market).

In addition the Council will consider whether criterion (a) is satisfied
in relation to the possible markets for at it broadest, domestic
general freight, and at its narrowest, city pair or regional centre air
freight markets.

Will access (or increased access) promote
competition in a dependent market?

General approach

6.106

The Council must consider whether access (or increased access)
facilitated by declaration of the Airside Service would promote a
more competitive environment in the Domestic Passenger Market
and in the other possible dependent markets identified in paragraph
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6.108
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6.105. In doing so, the Council compares the future competitive
environment in the dependent markets if the Airside Service was
declared against that if the service was not declared.

Of critical importance in the assessment of this counterfactual, is
whether SACL has market power that could be used to adversely
affect competition in the dependent market(s). In the Duke EGP
decision, the Tribunal stated:

Whether competition will be promoted by coverage is critically
dependent on whether EGP has power in the market for gas
transmission which could be used to adversely affect competition
in the upstream or downstream markets. There is no simple
formula or mechanism for determining whether a market
participant will have sufficient power to hinder competition. What
is required is consideration of industry and market structure
followed by a judgment on their effects on the promotion of
competition. (para 116)

SACL may not have the ability and incentive to exercise market
power to adversely affect competition in the dependent market if:

(a) Sydney Airport does not occupy a bottleneck position in the
supply chain for the service;

(b) SACL 1is constrained from exercising market power in the
dependent market, perhaps by competitive conditions in the
dependent market and/or the market power of other
participants in the market; or

(c) the incentives faced by SACL are such that its optimal
strategy is pro-competitive for the dependent market. For
example, it may be profit maximising for SACL to promote
increased competition in the dependent market and
maximise demand for the services provided by Sydney
Airport.

As discussed in paragraph 6.3, the Council will consider whether
SACL has the ability and incentive to use its monopoly power to
adversely affect competition in the dependent markets.

If SACL is found to have the requisite degree of market power, the
Council will consider the structure of the dependent market to
consider whether there are such impediments to competition that
access facilitated by declaration would not promote competition in
satisfaction of criterion (a).
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6.111

The competitive effect of declaration is considered in the following
section commencing with the Domestic Passenger Market. Possible
freight markets noted in paragraph 6.105 are considered from
paragraph 6.266.

(A) Domestic Passenger Market

Ability and incentive to exercise market power

General approach

6.112

6.113

6.114

6.115

In paragraph 5.36, the Council concluded that Sydney Airport as a
whole was a natural monopoly. Accordingly, SACL has natural
monopoly power in respect of the provision of the Airside Service.

The issue for the purpose of criterion (a) is whether SACL has the
ability and incentive to exercise its market power to adversely affect
competition in the Domestic Passenger Market. In other words, the
Council needs to consider what (if any) are the constraints on SACL
from exercising market power to harm competition in the dependent
market. In the absence of any constraints on SACL’s ability or
incentive, the Council must conclude that SACL has the requisite
market power to satisfy criterion (a).

It is important to note that while evidence of current or past conduct
(such as monopoly pricing) may indicate an exercise of market power
by the service provider to adversely affect competition in a dependent
market, the absence of such evidence does not mean that the
requisite market power is absent. Rather, the Council needs to
consider whether there are constraints on the service provider’s
ability and incentive to exercise market power such that the service
provider cannot or will not exercise market power to the detriment of
competition in the dependent market.

As discussed in paragraph 6.109, only if SACL has both the ability
and incentive to exercise market power in one of the following three
ways would declaration of the Airside Service be likely to improve
the competitive conditions in the Domestic Passenger Market; that
1s, by:

(a) 1mposing access terms and conditions that result in the
extraction of monopoly returns, such as by charging
monopoly prices for the provision of the Airside Service;

Page 64



Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

6.116

6.117

6.118
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(b) engaging in explicit or implicit price collusion; and/or

(c) engaging in strategic behaviour designed to leverage its
monopoly power into the dependent market to the
advantage of a vertically related affiliate or some other
entity.

The Council is not aware of any possibilities of SACL exercising
market power by engaging in price collusion. This is due to the
absence of rival competition for the Airside Service (see the Council’s
analysis of criterion (b) starting at paragraph 5.17). In addition,
SACL noted that ‘airport services are not vertically integrated.
(SACL 2003a, p. 4). The Council has taken this to suggest that SACL
1s not vertically integrated in a way that would enable it to engage in
strategic behaviour to advantage a vertically related affiliate. The
Council is also unaware of any other arrangement SACL may have
with a functionally distinct entity, such as an airline, that would
cause SACL to leverage its market power to advantage that entity
and itself. Accordingly, the Council will focus its enquiry on market
power to a consideration of whether SACL has the ability and
incentive to impose terms and conditions of access that result in the
extraction of monopoly returns, such as by charging monopoly prices
for the provision of the Airside Service.

While Virgin Blue accepted that the existence of market power was a
necessary condition for the satisfaction of criterion (a), it did not
accept that there was a separate requirement that the service
provider have an incentive to use its market power. In particular,
Virgin Blue expressed concern that the Council appeared to be
introducing a purposive element into criterion (a) by requiring that
the service provider have an incentive to use its market power for the
purpose of adversely affecting competition in the relevant market.
(Virgin Blue 2003a, pp. 10-11)

The Council reiterates its position that in addition to an ability to
exercise market power, it must be satisfied that the service provider
has the incentive to use its market power to adversely affect
competition in a dependent market. In the absence of such an
incentive, access facilitated by declaration would have no effect on
the competitive environment in the dependent market. Accordingly,
it would not promote competition in the dependent market and
criterion (a) would not be satisfied.

The Council does not consider whether the service provider intended
to harm competition through the exercise of market power. Rather,
the focus is on whether a service provider has the incentive to
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exercise its market power such that its use will have the effect of
adversely affecting competition in a dependent market. The Council
considers this approach to be consistent with that adopted by the
Tribunal in the Sydney Airports decision where the Tribunal stated
as follows:

The Tribunal does not consider that the notion of “promoting”
competition ...requires it to be satisfied that there would be an
advance in competition in the sense that competition would be
increased. Rather, the Tribunal considers that the notion of
“promoting” competition ...involves the idea of creating the
conditions or environment for improving competition from what it
would be otherwise. That is to say, the opportunities and
environment for competition given [declaration], will be better
than they would be without [declaration]. (para 106)

A further issue relates to the relationship between routes into and
out of Sydney Airport and the Domestic Passenger Market as a
whole. An exercise of market power by SACL will have its most
direct effect on services into and out of Sydney Airport. For the
reasons set out in paragraph 6.80, the Council considers that such
services do not constitute a distinct market but form part of the
broader Domestic Passenger Market.

Sydney Airport is a significant domestic airport and of crucial
importance to national domestic carriers. In particular, the Council
notes that Sydney Airport is Australia’s largest and busiest airport
in terms of passenger numbers. It accounts for 34 per cent of
Australia’s domestic passenger traffic, 50 per cent of its international
passenger traffic and 44 per cent of its air freight. (SACL 2003c, p. 5)

Virgin Blue noted the importance of Sydney Airport for national
carriers given the numbers of domestic passengers passing through
Sydney Airport and also its importance as a domestic hub and in
providing international feeder traffic. Virgin Blue noted that for
national carriers intent on operating national networks:

it is critically important for that airline to operate into and out of
Sydney Airport due to the volume of Australian domestic
passenger traffic that routes into and out of Sydney represent (in
excess of 50%) and the significant efficiency benefits that come
through being able to offer interconnecting flights into and out of
Sydney. (Virgin Blue 2003c, p. 6)

In concluding that Sydney Airport possessed substantial market
power, the PC noted that Sydney Airport had a high proportion of
more price inelastic travellers (that is, those travelling on business or
those visiting friends and relatives), did not face significant
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competition for domestic passengers from other airports and was of
Importance as an international passenger point of arrival and
departure. (PC 2002, pp. 134-135)

Given the importance of Sydney Airport to the Domestic Passenger
Market, the Council considers that any adverse effect on competition
on routes into and out of Sydney flowing from the exercise of market
power by SACL is likely to adversely affect competition in the
Domestic Passenger Market as a whole.

The promotion of competition requirement in criterion (a) refers to
an 1improvement in the opportunities and environment for
competition such that competitive outcomes are more likely to occur.
It is not concerned with protecting or enhancing the competitive
position of particular competitors. In the Sydney Airport decision,
the Tribunal stated that:

The Minister and the Tribunal do not look at the promotion of
‘competitors’ but rather the promotion of ‘competition’. Such an
analysis is not made by reference to any particular applicant
seeking to have a service declared. (para 21)

The Tribunal further stated that it:

is concerned with furthering competition in a forward looking

way, not furthering a particular type or number of competitors.
(para 108)

Accordingly, evidence that the exercise of market power by SACL
may harm Virgin Blue commercially is not enough to conclude that
the conduct has adversely affected competition for the purpose of
criterion (a). However, if the exercise of market power is likely to
harm competition in relation to a particular segment of the market,
such as the more price elastic customer segment of the Domestic
Passenger Market, the requisite effect on competition may be
established. This segment tends to be targeted by low cost carriers
such as Virgin Blue. The Council, however, recognises that as the
current Domestic Passenger Market is made up of only two national
carriers, namely, Qantas and Virgin Blue, it may be difficult to
differentiate the effect of conduct on the market generally and on
individual competitors specifically.
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The following considerations are relevant in determining whether
SACL has the ability to exercise market power to adversely affect
competition:

¢ Sydney Airport is crucial to airlines operating national networks;

e Airside Service charges make up between 2 and 10 per cent of
final ticket fares;

e there is some scope for airlines to price discriminate when
passing on increased charges; and

e passengers at Sydney Airport are in general relatively price
inelastic.

As noted above at paragraphs 6.120 to 6.124, Sydney Airport is of
critical importance to national network carriers. This is because of
the large proportion of domestic traffic passing through Sydney
Airport and its importance as a hub for interconnecting domestic and
international services. Given this importance, it could be argued that
any increase in charges for the Airside Service would have little
impact on whether passengers and airlines choose to use Sydney
Airport particularly given that airport charges make up only a small
proportion of passenger fares. Accordingly, any price increase by
SACL may have little effect on competition in the Domestic
Passenger Market.

In relation to the proportion of fares made up of the Airside Service
charges, the PC noted that the use of price discrimination (‘yield
management’) by airlines made it difficult to ascertain the proportion
of a particular fare comprised by airport charges. The proportion of
the fixed costs of operations (including landing charges) that airlines
allocate to each customer segment differs. The exact proportion
depends on the airport being considered (because charges vary across
airports), as well as the particular airfare in question. Airfares in
turn depend on the route, carrier and other conditions attached to
the ticket, such as discounts for advance purchase.

The PC received evidence in its inquiry that, for domestic
passengers, airport charges comprised 2 to 3 per cent of average
airfares and 4 per cent of average costs, while on particular routes
this can be lower. For instance, on the Sydney to Melbourne route
(the busiest route in Australia), airport charges comprise less than 1
per cent of the total full economy airfare. (PC 2002, pp. 128-9)
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In its submission, Virgin Blue stated that the charges imposed by
airports for take-off and landing services can amount to up to 10 per
cent of Virgin Blue’s commonly offered ticket prices on certain routes
into and out of Sydney. (Virgin Blue 2003a, p. 16)

Virgin Blue summarised the impact of any increase in the Airside
Service charges by noting that any increase in charges would be
passed on to passengers as an increase in fares, absorbed by the
carrier, or a combination of the two measures. Virgin Blue argued
that higher ticket prices would result in a drop in passenger numbers
and that this drop represents a lessening of competition.

Virgin Blue went on to argue that:

Airlines make decisions about commencing on a new route or
increasing the number of flights on existing routes by comparing
the incremental cost of that new route or flight compared with the
estimated incremental revenue that could be generated from that
new route or flight. The charges imposed by SACL for the Airside
Service are an important part of the incremental cost of any flight
to or from Sydney Airport, and increases in those charges may
result in additional flights to or from Sydney Airport no longer
being viable. Alternatively, airlines might decide that certain
additional services should be directed to routes not involving
Sydney Airport due to the more favourable margins that could be
earned on those routes given the increased charges by Sydney
Airport for the Airside Service. (Virgin Blue 2003a, pp. 16-17)

The PC noted that the impact of airside charges is different on
different carriers, being more likely to affect lower cost and new
entrant airlines. This is because:

e Airlines that have leases over their terminals (such as Qantas)
pay for their leases, which are not treated as direct airport
charges, but incur no other domestic terminal charges. The
absolute level of charges — comprising both landing and
terminal charges — will be higher for new entrant airlines,
which do not operate their own terminals.

e Low cost airlines tend to have lower per seat cost structures,
and airport charges constitute a significant component of the
variable costs per passenger and are therefore critical to the
success of a low fare operator. (PC 2002, p. 129)

This point was also made by Virgin Blue, which stated that an
increase in the Airside Service charges ‘would adversely impact on
competition in the market because it would have a disproportionate
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impact on low fare carriers such as Virgin Blue.” This was explained
as follows:

Low cost carriers such as Virgin Blue generally have a higher
proportion of high elasticity passengers compared with “full
service” carriers such as Qantas which, through a higher cost
structure, offer additional services for price inelastic travellers
such as business travellers...Further, when low fare carriers
review the feasibility of particular routes that are being serviced by
full service airlines, they generally allow for an overall increase in
the number of passengers on the route following their entry on the
basis that the lower prices they offer stimulates demand by
attracting those price elastic passengers further along the demand
curve who would not otherwise have travelled.

Therefore, when airlines are forced to pass on increased charges
for the Airside Service, the resultant fall in demand will be highest
among the price elastic travellers, and there will be comparatively
little fall in demand among price inelastic travellers, and this
unequal fall in demand will impact more severely on low fare
carriers than on other carriers. (Virgin Blue 2003a, p. 17)

BARA also made a distinction between the effect of increases in
airport charges between different carriers noting that longer haul
routes generally attract passengers wanting full service and that:

As a result of those full service passengers, long haul routes
generally offer the opportunity to achieve higher yields and
demonstrate a somewhat lower price elasticity of demand than
experienced on short haul routes almost exclusively servicing
leisure destinations. On to the shorter haul leisure routes airlines
generally face lower yields and higher price elasticity of demand.

Consequently, any increase in charges for the airside service at
Sydney Airport will have differing net effects on different airline
markets depending on a range of economic circumstances,
including the nature of the market served. Any increase in the
charges for the airside service at Sydney Airport will have a
relatively greater adverse effect on those routes where airlines
experience lower yields and higher price elasticity of demand.
Those airlines will be under greater economic pressures to exit the
market they service in the event that the charges for the airside
service at Sydney Airport are increased. (BARA 2003a, p. 5)

In its response to questions from the Council, REX noted that:

[EJvery route is measured on a monthly basis to monitor
profitability, with key factors such as load factor, yield, schedule
and operating costs being of greatest importance. A significant
shift in any of these factors (say 10-20%) would warrant a review
of aircraft type, price or schedule. (REX 2003, p. 2)
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Aeropelican advised the Council that a fare increase of just 10 per
cent would be sufficient for passenger numbers to drop sufficiently to
threaten the airline’s commercial operability. This was principally
because of the significant inter-modal substitution possibilities on
the Sydney to Newcastle route (the only route operated by the
airline) offered by road and rail.

Competition in the dependent market will also be affected by the
extent to which an airline may be able to pass on a greater
proportion of an increase in the Airside Service charges to its more
price inelastic passengers. SACL argued that airport charges ‘are
effectively passed on to classes of passenger through airfares that
vary with passengers’ price sensitivity’ and that Virgin Blue had not
demonstrated that a change in charging structure (considered
further from paragraphs 6.239 to 6.250) ‘will have any material effect
on its ability to Ramsey price, by segmenting different elements of
the air passenger transport market and set fares in accordance with
the price sensitivity of different categories of traveller.” (SACL 2003b,

pp. 4-5)

In response, Virgin Blue reiterated the arguments referred to above
at paragraph 6.136 and argued that it was less able to price
discriminate in the way it passed on increases in the Airside Service
charges because it carried a greater proportion of more price
sensitive passengers (Virgin Blue 2003d, pp. 6-7). While the Council
accepts that Virgin Blue does presently carry a greater proportion of
more price sensitive passengers, it does note that the airline is
aiming to attract greater numbers of business passengers that are
more likely to be less price sensitive.!’® This may enhance Virgin
Blue’s ability to effectively price discriminate in the pass through of
increased charges for the Airside Service, resulting in a smaller drop
in passenger numbers as a result of the increase.

The Council accepts the finding of the PC that on the whole Sydney
Airport has a relatively high proportion of passengers (principally
constituted by business travellers and those visiting friends and
relatives) who tend to have more price inelastic demands. (PC 2002,

p. 134)

18 For example: Steve Creedy, "Virgin lounging about for business", The Australian, 11
April 2003 and Virgin Blue Continues to Soar, Media Release, 15 May 2003; which
states that the “airline continues to focus on growing its share of the lucrative
corporate travel market". Virgin Blue also noted in its submission to the ACCC in
the Qantas/Air New Zealand alliance authorisation that it is ‘actively targeting
business customers. For example, it is considering introducing a frequent flyer
program, lounges and valet parking’. (p. 14)
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This is not, however, inconsistent with Virgin Blue’s argument that
it carries a higher proportion of more price sensitive passengers. In
the spectrum of passenger types using Sydney Airport, some will be
more price sensitive than others. The low cost/no frills business
model, to date, has focused on attracting passengers into the market
that may not otherwise travel. Accordingly, these airlines are more
likely to carry a higher proportion of the more price sensitive
passengers.

The Council was provided with economic modelling analysis from
Frontier Economics which estimated the impact of a change in the
Airside Service charges on SACL’s total revenue and passenger
numbers by taking into account (among other things) the effect of
passenger price elasticity and the total proportion of fares made up of
the Airside Service charges. (The analysis is considered in more
detail at paragraphs 6.178 and 6.181). Based on indicative numbers,
the analysis suggests that if charges for the Airside Service were to
double, passenger traffic would fall in the order of 2 to 5 per cent.

The Council considers that an increase in charges for the Airside
Service by SACL could adversely affect the commercial operability of
low cost carriers such as Virgin Blue. This is not only because the
proportion of final passenger fares constituted by Airside Service
charges is greater for such carriers than for full service carriers such
as Qantas, but also because low cost carriers are likely to carry a
higher proportion of the more price sensitive passengers. Low cost
carriers are likely to operate on lower margins per route (in order to
offer lower fares) making them more commercially vulnerable to
increases in airport charges. The result of increased charges is likely
to be a fall in the number of passengers and a possible exit or
contraction in the number of services offered on Sydney routes such
that competition on Sydney routes would be adversely affected. The
low cost carrier sector is also one of significant potential growth in
the market.1?

As noted in paragraphs 6.120 to 6.124, the Council considers that
any adverse effect on competition on routes into and out of Sydney

19 See Virgin Blue Continues to Soar, Media Release, 15 May 2003 where Brett
Godfrey, Chief Executive of Virgin Blue, states that ‘Virgin Blue has demonstrated
the potential of our low fare model. It is the industry’s high-growth sector and it
continues to deliver acceptable returns despite challenging operating conditions’.
Also see Qantas and Air New Zealand application to the Commerce Commission NZ,
in which they note the inevitable growth of the low cost sector. See Notice Seeking
Authorisation, 9 December 2002, pp. 7-8
www.comcom.govt.nz/adjudication/qantasairnz.cfm
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flowing from the exercise of market power by SACL is likely to
adversely affect competition in the Domestic Passenger Market as a
whole. This is because of the importance of Sydney Airport in the
Domestic Passenger Market. An increase in charges for the Airside
Service above competitive levels that adversely affects competition
on Sydney routes also means that competition in relation to the
Domestic Passenger Market as a whole would be adversely affected.

Countervailing power of airlines

6.147

6.148

6.149

6.150

A number of submissions received by the Council argued that SACL’s
ability to exercise market power is limited by the countervailing
power of the airlines.

Countervailing power refers to the strength of the bargaining power
of airlines in relation to airports, and the ability of airlines to bypass
or withdraw services from a particular airport. King stated that to
determine if countervailing power is relevant:

consideration must be given to the bargaining position of buyers
and sellers. In particular, it is important to consider which parties
will lose the most from any failure to reach an agreement to trade
the relevant product. For countervailing power to exist in a market
that otherwise is deficient in competition, any loses [sic.] from a
break-down in bargaining need to be predominantly bourn [sic] by
the seller. (King 2001, p. 13)

SACL argued that despite the relative size of Sydney Airport, it
believes that airlines have demonstrated the strength of their
countervailing power on a number of occasions. SACL argued that:

The fact that airports require sustained levels of traffic and
passenger throughput in order to maintain not only their
aeronautical revenue streams but also their non-aeronautical
revenues clearly gives airlines a significant degree of
countervailing power. The airport/airline relationship is not one
of monopoly vendor and powerless purchaser. The close
interdependence between the two, particularly in the case of major
interstate carriers, means that the relationship is far more closely
balanced and that the scope for misuse of market power by an
airport is greatly dissipated, if not negated. (SACL 2003a, p. 8)

Perth Airport also raised the countervailing power argument noting
that:

the Productivity Commission found, that despite the major
metropolitan airports such as Sydney, Melbourne and Brisbane
having substantial market power, there was little prospect of
airports using this power in a way that would produce large costs
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for the community or the economy. It argued that any attempts by
airports to exercise their market power might be prevented by
countervailing action by airlines, and that the reduction in
demand for airport services since September 2001 is likely to have
enhanced airline countervailing power, at least in the short term.

(WAC 2003, p. 8)

In contrast, Virgin Blue argued that:

An airline cannot offer a truly national domestic network unless it
flies to the capital cities of all States. In any negotiations with
SACL, Virgin Blue cannot credibly signal to SACL that it would
refuse to offer flights into and out of Sydney given its clearly stated
business objectives. (Virgin Blue 2003a, p. 19)

The PC considered the issue of countervailing power in its inquiry in
some detail. It noted the importance of larger core-regulated airports
such as Sydney, Melbourne, Brisbane and Perth to airline networks
and national network carriers. Overall the PC concluded that:

evidence suggests that scope for competition in the aviation market
and the importance of major airports to airline networks will limit
(though not necessarily rule out) airline countervailing power in
their dealings with the major capital city airports. (PC 2002, p.
XXVI1i1)

The Council considers that the degree of countervailing power able to
be exercised by national airlines is not sufficient to constrain SACL’s
ability to exercise market power to adversely affect competition. This
1s because of Sydney Airport’s importance to the national carrier
network (see paragraphs 6.120 to 6.124) and the inability of airlines
to credibly threaten to bypass or withdraw from Sydney Airport. The
Council would expect the degree of countervailing power that smaller
non-national carriers could exercise in respect of Sydney Airport
would be even more limited.

Bankstown Airport and a Second Sydney Airport

6.154

6.155

It is necessary to consider whether Bankstown Airport and the
prospect of a second Sydney Airport constrain SACL’s ability to
exercise market power.

In relation to a second Sydney Airport, the Council notes that the
sale of Sydney Airport to Southern Cross Consortium included a
right to build a second Sydney Airport. This reflects the requirement
in s. 18 of the Airports Act 1996 that the leases for Sydney Airport
and the second Sydney airport must only be granted or transferred
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by the Minister to lessees that are subsidiaries of the same company.
Given this requirement, the Council does not consider that a second
Sydney airport owned and operated by a company related to SACL
would constrain SACL’s ability to exercise market power in relation
to Sydney Airport.

In its environmental assessment report on the second Sydney airport
proposal, DOTARS dismissed Bankstown Airport as an alternative to
Sydney Airport. DOTARS stated:

Bankstown is not capable of handling major jet services, but could
handle small volumes of regional traffic without adversely
affecting the operation of Sydney Airport ...Better facilities and
improved road access would be required before passengers using
regional services would be attracted to Bankstown Airport.
However, it is likely that regional passengers would prefer to use
Sydney Airport, where they currently have guaranteed access
through the slot scheme. Changes to the operation of Bankstown
Airport could improve the capacity of Sydney Airport in the short-
term, but would not assist in satisfying long-term air travel
demand. (DOTARS 1999)

DOTARS’ views accord with those of Virgin Blue, which argued that
Bankstown Airport, was unable to service large aircraft or provide
interconnecting services that are available at Sydney Airport (see
paragraph 5.16). The Council accepts these views and considers that
Bankstown Airport does not constrain SACL’s ability to exercise
market power.

Conclusion on ability

6.158

6.159

Airlines competing on routes into and out of Sydney Airport require
the Airside Service. There is at present no feasible opportunity for
airlines on these routes to bypass the need to acquire the Airside
Service at Sydney Airport from SACL. Accordingly, SACL’s market
power is not constrained through the existence of alternate sources
from which competitors could acquire necessary inputs. This
conclusion also applies in relation to the Domestic Passenger Market
given the importance of Sydney Airport to that market (see
paragraphs 6.120 to 6.124.

Although SACL may currently charge for the Airside Service at a
competitive level or even below, there is no evidence to suggest that
SACL’s ability to increase prices above this level is constrained
(whether it has the incentive to do so is considered below). The effect
of such price increase would be to adversely affect competition in the
Domestic Passenger Market by, in particular, adversely affecting
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marginal passenger demand and low cost carriers on routes into and
out of Sydney. This conclusion appears to have been accepted by
SACL which stated that:

while SACL may have the capacity to change terms and conditions
for Virgin Blue in a way that may detrimentally affect its position
relative to competitors in the same market, it does not have an
incentive to do so. (SACL 2003a, p. 4)

While the ability to monopoly price is arguably the clearest example
of an exercise of monopoly power, market power can be exercised
through the imposition of other terms and conditions of access. The
Council considers there to be nothing constraining SACL from
exercising its monopoly power by imposing other terms and
conditions of access that result in it extracting monopoly returns.
While SACL is not responsible for the allocation of slots at Sydney
Airport, there may be other important terms and conditions of access
that SACL may impose in the exercise of its monopoly power that
may adversely affect competition. For example, there is nothing
constraining SACL’s ability to change its charging structure
unilaterally in a manner that may adversely affect competition in the
dependent market (whether SACL has the incentive to do so 1is
considered immediately below).

Incentive to exercise market power

6.161

While concluding that SACL has the requisite ability to exercise its
natural monopoly power to adversely affect competition in the
Domestic Passenger Market, the Council needs to consider whether
SACL has the incentive to do so. In particular, the Council
considered substantial evidence suggesting that there was an
absence of the requisite incentive as SACL:

e has an interest in increasing passenger numbers using Sydney
Airport due to the importance of non-aeronautical revenue such
as rental revenue from airport commercial tenants; and

e 1is subject to the threat of re-regulation by the Government in the
event that it was to exercise market power.

Effect of non-aeronautical revenue

6.162

SACL noted that in 2001-02, its aeronautical revenues were $180
million, compared with $246 million from non-aeronautical activities.
(SACL, 2003a, p. 4) Virgin Blue referred the Council to the ACCC’s
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Regulatory Report into Sydney Airport for 2001-02 which stated that
Sydney Airport’s aeronautical revenue for the financial year ended
30 June 2002 was $228 million and its non-aeronautical revenue was
$223 million (Virgin Blue 2003d, p. 12). SACL advised the Council
that the difference in figures is a result of the ACCC including a
number of related charges as aeronautical revenue, such as the
recovery of mandated security costs, property rentals, check-in
counter rental and parking fine revenues.

Given the importance of non-aeronautical revenue, SACL argued
that ‘airports do not have any incentive whatsoever to restrict access
to airport facilities or to constrain throughput’. It went on to argue
that:

Changing terms and conditions to disadvantage Virgin Blue
would in all likelihood reduce SACL’s total aeronautical earnings,
and would not optimise associated non-aeronautical charges.
SACL’s strongest incentive is to promote healthy competition in the
markets for flights to and from Sydney and, in doing so, optimise
aeronautical and non-aeronautical revenues. (SACL 2003a, p. 4)

SACL also noted that it actively facilitated Virgin Blue’s entry into
Sydney Airport by, for example, constructing a common-user
terminal specifically for Virgin Blue and the other new entrant at the
time, Impulse. This terminal, known as the Domestic Express
Terminal, accommodated Virgin Blue’s operations until it recently
moved its operations to the former Ansett terminal which was
acquired by SACL for use as a common user terminal (Terminal 2).

Melbourne Airport noted SACL’s support of Virgin Blue’s entry into
the market stating that:

We would suggest that the efforts made by major Australian
airports, and in particular Melbourne and Sydney Airports, to
facilitate the entry of Impulse and Virgin Blue indicates that
airport incentives are such that airports act to encourage airline
entry, not discourage it. (Melbourne Airport 2003, p. 5)

SACL referred the Council to provisions in Sydney Airport’s
conditions of use that set out instances in which SACL would
consider discounts for new entrants. The provisions note that ‘SACL
1s proposing to assist customers introducing new services by offering
discounts during off-peak periods.” (Schedule 8, SACL Conditions of
Use)

Revenues from duty-free shopping and other retailing activities, car
parking and property developments are a large and increasing part
of airport revenues. The PC referred to a table submitted by the
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ACCC, which compared average earnings per passenger movement
(profit before abnormals, interest, tax, depreciation and amortisation
(EBITDA)) flowing from non-aeronautical activities and aeronautical
activities in 1999-2000. It showed that Sydney Airport earned $1.76
EBITDA per passenger from aeronautical activities compared to
$6.36 EBITDA per passenger from non-aeronautical activities. (PC
2002, p. 182)

On this basis, the PC concluded that:

Profits from non-aeronautical activities at most core-regulated
airports appear significant, especially when compared with
current earnings from regulated aeronautical charges. Though
this earnings disparity may be expected to be somewhat less if
price regulation of aeronautical services were removed, there is an
incentive for airports to temper prices for aeronautical services
(particularly for additional services and new entrants), improve
quality and/or increase aeronautical capacity to encourage
passenger growth and non-aeronautical revenue. The magnitude
of non-aeronautical earnings suggests that the effects on
aeronautical prices would be significant. (PC 2002, p. 188)

Virgin Blue referred to the ACCC submission to the PC inquiry. The
ACCC commissioned NECG to comment on the issue. NECG
concluded that:

[EJven if an airport were motivated, for the sake of maximising
profits from aeronautical and non-aeronautical services combined,
to set aeronautical prices below the stand-alone profit maximising
level, the new level is still likely to be well above the cost-reflective
aeronautical price level which would result from either a workably
competitive airport market or from cost of service regulation of
airports. Consequently, the contention that a desire to maximise
the combined profitability on aeronautical and non-aeronautical
services would neutralise the allocative inefficiency arising from
unregulated aeronautical prices, is not well supported by the
evidence contained in the Draft Report. (Virgin Blue 2003a, p. 14)

Frontier Economics argued similarly in its submission to the Council.
It noted that the PC was ‘careful to distinguish between the
relationship between the prices of different services that are offered
by SACL and the level of those prices.” The fact that SACL would be
expected to take 1into account complementarities between
aeronautical and non-aeronautical revenues in setting prices ‘in no
way affects the notion that a profit-maximising monopoly will charge
prices substantially above the competitive level.” (Frontier Economics
2003a, p. 11)

Page 78



Application By Virgin Blue For Declaration Of the Airside Service At Sydney Airport

6.171

6.172

6.173

6.174

6.175

In essence, Frontier Economics argued that the profit maximising
price for a monopolist that produced only one product would be at a
higher price than the profit maximising price set by a monopolist
that took into account complementarities in production. This later
price however, would nonetheless, be substantially higher than the
efficient competitive price for the product. (Frontier Economics
2003a, pp. 10-11)

Economic theory recognises that a multiproduct firm will maximise
its profit across all is products, not on each product separately. The
multiproduct producer consequently takes into account the
interrelationship between the demand for these products when it
sets its prices. If these products are complements then the producer
will recognise that increasing the sale of one product will increase
the sales of complementary products. This additional benefit will
encourage the producer to sell more than would otherwise be the
case. (Economides and Salop 1992)

In relation to the application of the theory to the operation of
airports, the Council was referred to a recent study, which concluded
that price regulation might still be warranted for profit maximising
airports. This view was based on a conclusion that while an airport
service provider would take into account non-aeronautical services
revenue when setting the price of aeronautical services, this alone
would not be sufficient to provide the service provider with the
incentive to price aeronautical services at competitive levels. (Oum
et. al 2003)

In the case of Sydney Airport, SACL would be expected to price the
Airside Service taking into account the effect that such a price would
have on passenger throughput, and in turn, on non-aeronautical
revenue. SACL’s profit maximising position would be to increase the
price of its Airside Service charges until the additional revenue
resulting from the charge increase was outweighed by the decrease
in revenue that would flow from fewer passengers using the airport
and lost non-aeronautical revenue.

Criterion (a) will only be met if the degree to which access promotes
competition in the Domestic Passenger Market is material, that is,
not insignificant.2? In relation to pricing conduct, the Council needs
to be satisfied that SACL has the ability and incentive to price at
such a level above competitive levels that the adverse effect on

20 All future references to ‘material’ should be interpreted as meaning ‘not
insignificant’.
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competition would be material. Relevant to this enquiry is the
question of what would be SACL’s profit maximising price level for
the Airside Service taking into account the constraining effect of non-
aeronautical revenues.

Virgin Blue argued that ‘a careful reading of the Airport Regulation
Report reveals that the Productivity Commission did not conclude
that airports with significant market power would not raise prices
for aeronautical services above competitive levels.” Virgin Blue went
on to refer to the PC’s statement that:

How far beyond their efficient levels or, indeed, whether
aeronautical prices at airports with market power would increase
in the absence of any airport-specific price regulation, no-one can
say with any certainty. (Virgin Blue 2003a, p. 13)

Virgin Blue also made the point that:

If we were to assume prices for aeronautical services have in the
past been constrained by regulation to levels that approximate
competitive levels, and prices for non-aeronautical services are
constrained to some extent by competition, then when regulatory
constraints on prices for aeronautical services are removed, the
profit maximising monopolist would be expected to increase its
prices for aeronautical services to monopoly levels. (Virgin Blue
2003d, p. 11)

Frontier Economics provided the Council with economic modelling,
which considered in quantitative terms the degree to which non-
aeronautical revenues would constrain SACL’s pricing behaviour in
respect of the Airside Service. The submission considered three
scenarios taking into account varying price elasticities of demand for
air travel with respect to a change in the price of air travel and with
respect to a change in the price of the Airside Service, and varying
proportions of SACL’s total aeronautical revenue made up of the
Airside Service revenue. (Frontier Economics 2003b)

Frontier Economics’ analysis suggested that on the base case
scenario 12!, SACL would be able to increase its total revenue by
increasing the price of the Airside Service by as much as 1000 per
cent notwithstanding that this price increase would result in an
expected 30 per cent drop in passenger throughput (Frontier

21

The base case scenario 1 assumes a price elasticity of demand for air travel with

respect to a change in the price of air travel of -1; a price elasticity of demand for air
travel with respect to a change in the price of the Airside Service of -0.03; and
revenue from that the Airside Service accounts for approximately 25 per cent of
SACL’s total aeronautical revenue. (Frontier Economics 2003b, p. 12)
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Economics 2003b, p. 14). On the basis of the scenario 322, SACL
would still be able to increase its total revenue by increasing the
price of the Airside Service by as much as 800 per cent
notwithstanding an expected drop in passenger throughput of 28 per
cent (Frontier Economics 2003b, p. 15). In other words, even if SACL
were to increase the price of its Airside Service by such a degree, the
effect on SACL’s total revenue would still be positive. This leads to
the conclusion that on its own, non-aeronautical revenue is not a
significant constraint on SACL’s pricing behaviour in respect of the
Airside Service.

All of the evidence before the Council supports the conclusion that
non-aeronautical revenues do temper SACL’s incentive to charge
monopoly prices for the Airside Service but that this tempering effect
would not drive down prices to competitive levels. The main point of
difference between the submissions received is the degree to which
non-aeronautical revenues constrains SACL’s exercise of market
power. The Council considers that the degree to which SACL is
constrained by non-aeronautical revenues is not significant and that
SACL has the ability and incentive to price the Airside Service
significantly above competitive levels. (The additional constraint of
the threat of re-regulation is considered from paragraph 6.182).

The Council’s analysis in relation to SACL’s expected pricing
behaviour taking into account non-aeronautical revenues applies
equally to SACL’s incentive to exercise its market power to impose
other terms and conditions of access so as to extract monopoly
returns and adversely affect competition.

Threat of re-regulation

6.182

6.183

SACL argued that the threat of re-regulation by the Government
‘provides a strong disincentive for airports to use market power in a
way that affects competition between airlines’. (SACL 2003Db, p. 5)

The PC, in its inquiry into price regulation of airport services argued
that the threat of re-regulation together with prices monitoring by

the ACCC under the Prices Surveillance Act 1983 (PSA) and the
continuing application of the declaration provisions of Part IITA

22 Qcenario 3 assumed a price elasticity of demand for air travel with respect to a
change in the price of air travel of -1.5; a price elasticity of demand for air travel with
respect to a change in the price of the Airside Service of -0.05; and revenue from that
the Airside Service accounts for approximately 20 per cent of SACL’s total
aeronautical revenue. (Frontier Economics 2003b, p. 12)
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would constrain the exercise of market power by airport operators.
The PC concluded that:

By providing a credible threat that price controls could be
reintroduced, enunciating principles of efficient pricing to guide
airport behaviour, and imposing disclosure requirements, any
tendency for airports to increase their charges beyond efficient
levels should be constrained ...[T]he potential activation of [the
declaration] mechanism does provide users with regulation of last
resort, providing additional encouragement for airports to enter
into reasonable agreements regarding prices and conditions of
airport use. (PC 2002, p. 356)

The PC also noted that:

The Commission emphasises that it is not advocating deregulation
of major airports. It is proposing a probationary regulatory
package designed to facilitate the transition to a more commercial
environment, while providing credible constraints on the use of
market power by these airports. (PC 2002, p. 357)

The PC noted that a credible threat of re-regulation was a necessary
part of making prices monitoring work. It stated that:

to ensure that market power is not abused, lower levels of
regulatory intervention in price setting must be balanced by a
credible threat that abuse of market power can and will be
identified and appropriate action taken. (PC 2002, p. 323)

The PC went on to quote from the submission of Professor Forsyth
(Monash University) as follows:

The threat to regulate is not the same as actual regulation, but its
impacts on the firm may well be much the same. The regulated
firm does not know what behaviour on its part will induce the
regulator to impose formal regulation. One possible trigger might
be its profitability, if the firm earns high or supernormal profits,
the regulator may intervene. (Forsyth 2001, p. 19)

The PC concluded that the best method of achieving this objective
was by an explicit recognition that a review of regulatory
arrangements will take place at a defined time in the future (for
example, after five years). The PC stated:

If it were made clear, however, that any such regulation would not
be reintroduced within a predetermined period, there would be less
potential for the undermining of bona fide commercial
negotiations. A review at the end of that period could then assess
whether stricter forms of price regulation, further monitoring, or
any other action were warranted at individual airports. The
monitoring period would need to be long enough to encourage
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commercial negotiation, but not so long that the threat of
reintroduction of stricter forms of price regulation was not an
effective deterrent against abuse of market power. The review at
the conclusion of the monitoring period could take into account
changes in the competitive environment in which an airport
operates and the behaviour of the various parties during the
monitoring period. Information collected through monitoring
could form part of that assessment. (PC 2002, p. 324)

In summary, the regulatory framework proposed by the PC as a
means of constraining the exercise of market power by major airports
involved the credible threat of re-regulation through prices
monitoring over a set review period.

The Commonwealth Government accepted the PC’s regulatory
framework recommendation for major airports including Sydney
Airport. In particular, the Government implemented price
monitoring arrangements to replace price caps and prices
notification for some airports. The Government accepted a
probationary period of five years toward the end of which there
would be an independent review to assess the need for the
reintroduction of greater price regulation. The Government stated
that:

The Government supports the Commission's recommendation that
there be an independent review towards the end of the five year
regulatory period to assess the need for continued price regulation.
Sufficient time needs to be given for the airports and stakeholders
to bed down a commercially negotiated operating environment. In
that regard there is an expectation that airport operators will
implement transitional arrangements that are mindful of the
impacts on the industry from adopting efficient pricing principles,
and will negotiate with stakeholders a path by which they may be
achieved over time. (Anderson and Costello 2002)

Under the current prices monitoring arrangements, SACL 1is
required to notify the ACCC of an intention to increase aeronautical
charges. The ACCC is directed by the Minister to monitor prices,
costs and profits (s. 27A) and report to the Minister and the public on
that monitoring (s. 27B). If monitoring indicates that further
investigation is required, the Minister can direct the ACCC to
undertake a public inquiry or approve the ACCC holding an inquiry
(s. 18). Powers for the ACCC to obtain information for monitoring
purposes, including inquiries, are provided under s. 32, together with
penalties for non-compliance. The ACCC cannot prevent increases
but can report its concerns to the relevant Minister under the Act as
part of its monitoring and reporting role.
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In considering the nature of the threat embodied in the Government
policy, it is worth noting that the Government made a similar threat
when implementing prices oversight arrangements in 1998 for Phase
2 airports. In explaining why prices monitoring for Phase 2 airports
pursuant to s. 27A of the PSA was necessary, the Treasurer noted
that:

Price monitoring will allow the ACCC to collect data where the
airport operator may have scope to exercise market power but
where coverage of the services under the more formal price cap
arrangements is not considered warranted. Any abuses of market
power detected through the prices monitoring arrangements will
be the trigger for consideration of stricter forms of prices oversight.
(Costello 1998)

A further PC recommendation that was accepted by the Government
was that quality monitoring of regulated services should continue at
major airports including Sydney Airport23. In accepting this
recommendation, the Government stated that:

The Commission also proposes that quality of service outcomes be
published on an annual basis as part of the broader reporting
requirements under price monitoring. The Government agrees that
these outcomes should also be taken into account in the review of
airport price regulation, which is to be completed towards the end
of the five year regulatory period (see Recommendation 6).
(Anderson and Costello 2002)

This statement makes clear that the threat of re-regulation applies
not just to price regulation but also the regulation of quality
standards. As noted above at paragraphs 6.3 and 6.181, SACL may
exercise its market power not just through monopoly pricing but also
through the imposition of other terms and conditions of access that
may result in the extraction of monopoly returns. The threat of re-
regulation in relation to quality standards may temper SACL’s
incentive to exercise market power in such a way.

As noted above at paragraph 6.183, the PC considered that the
credible threat of re-regulation, the imposition of prices monitoring
and the continuing threat of declaration under Part IIIA would
constrain the exercise of monopoly power by an airport. In relation to
the threat of declaration under Part IIIA, the Council does not
consider that this is a sufficient constraint on the exercise of a
monopoly service provider’s market power such that criterion (a)
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would not be satisfied. To conclude otherwise would defeat the
purpose of declaration under Part ITIA.

The Council does, however, accept that there is a credible threat of
re-regulation faced by airports that distinguishes the sector from
other monopoly service industries. This is because airports have
recently emerged from a regulated environment of price caps and
prices notification, and are cognisant of the implications (particularly
in respect of the costs of operating in a more regulated environment)
that would arise from re-regulation. In addition, there is a clear
threat from the Government that it will reimpose more heavy-
handed regulation if light-handed regulation was considered to be
ineffective in addressing market power. Finally, this threat is made
more credible by the prices monitoring scheme under the PSA
currently operating in respect of aeronautical services for a five year
probationary period. The prices monitoring regime expressly
provides for information relating to pricing and market conduct to be
gathered by the ACCC. This information will be used to assess the
need for re-regulation at the end of the five year probationary period.

Airports are currently operating in the probationary period identified
by the Government as the time it will be assessing the need for more
heavy-handed re-regulation. The proximity of the threat together
with the fact that the probationary period commenced relatively
recently further suggests that the threat of re-regulation particular
to airports, is a real constraint on the exercise of market power.

The Council, however, does not consider the threat of re-regulation to
be an absolute constraint on the exercise of market power by SACL.
There is a range of pricing practices and other conduct that SACL
could engage in without necessarily resulting in adverse price
monitoring findings by the ACCC under the PSA or the realisation of
more heavy-handed re-regulation. While greatly increasing the
prices for the Airside Service would almost certainly result in
criticism from the ACCC under the PSA and a real possibility of re-
regulation, other examples of an exercise of market power may not
give rise to such results.

The Council considers that the threat of re-regulation would
constrain SACL’s incentive to exercise market power to a greater
extent than the constraint from non-aeronautical revenue. However,

23 Quality of service monitoring at major airports (including Sydney Airport) has been
in place since 1 July 1997. The regime provides for the ACCC to monitor quality of
service pursuant to Part 8 of the Airports Act 1996.
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the operation of the dual constraints would not be sufficient to
completely negate SACL’s incentive to exercise market power. SACL
would continue to have an incentive to charge prices above a
competitive level. This incentive, however, 1s significantly
constrained by the threat of re-regulation and SACL will not be able
to increase its prices (or impose other terms and conditions) above a
certain level without risking Government intervention.

As noted in paragraph 6.175, the degree to which declaration
promotes competition in the Domestic Passenger Market must be
material, that is, not insignificant. For criterion (a) to be met, the
Council must conclude that the adverse effect on competition of
SACL exercising its market power up to the level at which the threat
of re-regulation constrains its power, is material.

To determine this question, the Council’s analysis from paragraph
6.128 to 6.160 is relevant. The proportion of final ticket fares made
up of the Airside Service charges is small; in the order of 2 to 10 per
cent. Sydney Airport tends to have a higher proportion of more price
inelastic passengers. More price inelastic passengers are less likely
to choose not to fly because of modest increases in final ticket prices.

In addition, there is some ability for airlines to price discriminate so
that price increases can be disproportionately levied on less price
sensitive passengers. In this way, airlines can ensure that more price
sensitive passengers that would otherwise choose not to fly if faced
with a final fare increase, are not charged the full extent (if any) of
the fare increase. This would limit the number of passengers
choosing not to fly in response to a fare increase flowing from an
increase in the Airside Service charges.

Further, Sydney Airport is of vital importance to airlines operating
national networks. This suggests that a significant fall in passenger
numbers or profitability on Sydney routes would be required before
airlines would consider withdrawing from those routes.

The Council does, however, recognise that increases in Airside
Service charges may disproportionately affect low cost carriers such
as Virgin Blue (see paragraph 6.145). This is because the proportion
of final passenger fares constituted by Airside Service charges is
likely to be greater for low cost carriers such as Virgin Blue and the
fact that such airlines carry a higher proportion of more price
sensitive passengers. This in turn limits opportunities to effectively
price discriminate.
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The Council notes the economic modelling analysis by Frontier
Economics (see paragraphs 6.178 to 6.179). The models estimate
(among other things) the effect an increase in the price of the Airside
Service of 100 per cent, 500 per cent and 1000 per cent (800 per cent
in scenario 3) would have on total passenger throughput at Sydney
Airport. (Frontier Economics 2003b, pp. 14-15)

By way of illustration of the potential effect on competition of various
levels of price increase, the Council notes Frontier Economics’
analysis of a doubling in the price of the Airside Service. Frontier
Economics estimated that a 100 per cent increase in the price of the
Airside Service would result in a fall in passenger throughput of 3
per cent in the base case scenario 1, 2 per cent in scenario 2 and 5
per cent in scenario 3.24

Frontier Economics’ analysis does not take into account the fact that
low cost carriers such as Virgin Blue, may carry a higher proportion
of more price elastic passengers (see paragraphs 6.135 to 6.136). This
would mean that low cost airlines might face a greater fall in
passenger numbers as a result of an increase in the price of the
Airside Service than Frontier Economics’ modelling estimates.

The Council considers that a price increase in the order of 100 per
cent as discussed in the Frontier Economics model is of a magnitude
that would likely attract criticism from the ACCC and a risk of a
regulatory response from the Government (assuming the price
increase could not be justified as anything other than an exercise of
market power). The Council considers that the expected fall in
passenger numbers in response to such a price increase would be
material. This view takes into account Frontier Economics’ analysis
and Virgin Blue’s position as a low cost carrier that targets more
price elastic passengers. The threat of re-regulation may constrain
SACL from increasing prices to levels below a 100 per cent increase.
Price increases of a lesser magnitude would have a lesser adverse
affect on competition. The Council, however, is of the view that an
exercise of market power by SACL up to the point at which the
threat of re-regulation constrains it from doing so, will adversely
affect competition to a degree that is material.

24

For assumptions underlying the base case scenario 1, see footnote 20; and scenario 3,

see footnote 21. Scenario 2 assumes a price elasticity of demand for air travel with
respect to a change in the price of air travel of -0.5; a price elasticity of demand for
air travel with respect to a change in the price of the Airside Service of -0.02; and
revenue from that the Airside Service accounts for approximately 30 per cent of
SACL’s total aeronautical revenue. (Frontier Economics 2003b, p. 13)
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On this basis, the Council is satisfied that SACL has the requisite
incentive to exercise market power in a manner that would adversely
affect competition on routes into and out of Sydney. Given Sydney
Airport’s importance to the Domestic Passenger Market as a whole,
the same conclusion applies in respect of the Domestic Passenger
Market (see paragraphs 6.120 to 6.124).

Conclusion on SACL's ability and incentive to exercise market power

6.209

6.210

6.211

6.212

6.213

6.214

The Council considers that SACL has the ability and incentive to
exercise market power to adversely affect competition in the
Domestic Passenger Market.

The Council considers there to be an absence of any constraint, on
SACL’s ability to exercise its market power. There is no ability for
airlines operating on routes into and out of Sydney Airport to bypass
the need to acquire the Airside Service.

The Council also concludes that such exercise of market power would
adversely affect competition in the Domestic Passenger Market. This
view is based on evidence that marginal passenger demand for air
travel services would likely decline in response to an increase in the
price for the Airside Service. For low cost carriers such as Virgin
Blue, which carry a relatively higher proportion of marginal
passengers, such a decline would adversely affect route profitability
and may result in a withdrawal of services or a barrier to further
expansion.

On the key issue of whether SACL has the incentive to exercise its
market power to adversely affect competition, the Council noted that
both non-aeronautical revenue and the threat of re-regulation were
important in tempering SACL’s exercise of market power. These
constraints, however, would not entirely negate SACL’s incentive to
exercise market power. Rather, they would temper SACL’s incentive
down to a certain level that was still above competitive levels.

In relation to the constraining effect of non-aeronautical revenue, the
Council accepted that Sydney Airport had a higher proportion of less
price sensitive passengers. It also accepted economic arguments that
the tempering effect of non-aeronautical revenues on SACL’s
incentive to exercise market power was small.

In relation to the threat of re-regulation, the Council considers that
the airport sector can be distinguished from other monopoly service
sectors by the comprehensive, proximate and credible nature of the
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threat of re-regulation. The effect of this threat is to temper SACL’s
exercise of market power down to a certain point but not down to
competitive levels.

The Council considers that there is scope for SACL to exercise its
market power where it is not constrained by the effects of either non-
aeronautical revenue or the threat of re-regulation. In respect of
price for example, SACL would have an incentive to price the Airside
Service above competitive levels but below a level that was so high
that the threat of re-regulation risked becoming a reality. Similarly,
there would be such scope for SACL to exercise market power in
respect of matters other than price.

The Council considers that the adverse effect on competition in the
dependent market of SACL exercising its market power within this
unconstrained range would be material. This is because passenger
numbers would be expected to fall in response to such a price
increase. The fall in passenger numbers would be greater in respect
of more marginal price sensitive passengers that are specifically
targeted by low cost carriers such as Virgin Blue.

Accordingly, the Council concludes that SACL has the ability and
incentive to exercise market power to adversely affect competition in
respect of routes into and out of Sydney. Given the importance of
Sydney Airport to the Domestic Passenger Market as a whole, the
Council concludes similarly in respect of the Domestic Passenger
Market. Accordingly, SACL has the requisite market power for
Virgin Blue’s application to satisfy criterion (a).

Evidence that SACL is exercising market power to
adversely affect competition

6.218

6.219

Criterion (a) is concerned with an assessment of the structure of the
dependent market rather than specific conduct of the monopoly
service provider. If, taking into account the structure of the
dependent market, access facilitated by declaration would promote
competition in that market, criterion (a) is satisfied.

Evidence that a monopoly service provider has engaged in conduct
that constitutes an exercise of monopoly power to adversely affect
competition will, however, demonstrate that the monopoly service
provider has the requisite market power for the purpose of criterion
(a). While evidence of conduct is sufficient to establish the requisite
exercise of market power, it is not necessary to satisfy criterion (a).
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This 1s because criterion (a) is concerned with the structure of the
dependent market.

Evidence that a monopoly service provider has exercised market
power may also assist in demonstrating the extent to which the
exercise of market power would adversely affect competition, and as
such, the degree of benefit that would flow from declaration.

The Council has considered the structure of the Domestic Passenger
Market and concluded that SACL has the ability and incentive to
exercise market power to adversely affect competition in the market.
Having come to this conclusion, it is not necessary to consider
whether SACL has engaged or is engaging in conduct that amounts
to an exercise of market power for the purpose of criterion (a).

However, both Virgin Blue and SACL, provided the Council with
extensive arguments in relation to whether particular conduct that
SACL has engaged in or intends to engage in is evidence of an
exercise of market power for the purpose of criterion (a). These
arguments are set out and considered specifically from paragraph
6.231.

In considering whether SACL’s behaviour to date is evidence of an
exercise of monopoly power for the purpose of criterion (a), the
Council is cognisant of the fact that Sydney Airport has recently
moved out of a price regulated operating environment (see paragraph
6.225). This leads to the difficulty of not having competitive or non-
regulated benchmarks against which to assess the particular conduct
concerned. In addition, evidence that SACL has not exercised market
power to date, is not conclusive of whether it will not do so in the
future.

Current charges compared with efficient costs

6.224

6.225

Evidence that SACL has engaged or is engaging in monopoly pricing,
that is, by charging prices substantially above competitive prices, is a
clear indicator of an ability and incentive to exercise monopoly power
to adversely affect competition. It is very difficult, however, to
estimate competitive prices to use as a benchmark for assessing
whether a service provider is monopoly pricing.

SACL’s aeronautical charges were subject to approval by the ACCC
under the PSA prices notification regime until 1 July 2002. The
ACCC determined these charges principally on the basis of a
reasonable rate of return on assets. The last ACCC price
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determination for aeronautical services charges at Sydney Airport
under this prices notification regime was in May 2001. The intention
of such price regulation was to establish a price that approximated a
competitive outcome. While regulation is ‘a second best option to
competition’ in terms of determining efficient pricing, the Council
considers that in the absence of a competitive market for the
provision of aeronautical services, the only indicator of efficient
outcomes for such services are the regulated outcomes determined by
the ACCC. On this basis, the Council accepts that the price for
aeronautical services allowed by the ACCC approximates a
competitive outcome.2> The Council does, however, accept that there
have been significant changes in the aviation sector and the
operating environment of Sydney Airport since the ACCC’s
aeronautical services price determination in May 2001, (for example,
the collapse of Ansett and the events of 11 September 2001) that may
mean that the ACCC determined price is no longer as accurate a
proxy of competitive prices today as it was in May 2001.

SACL noted that it has not made any substantive increases in
charges for aeronautical services since 1 July 2002. Accordingly, the
price SACL currently charges for the Airside Service is substantially
the same as the one approved by the ACCC. SACL noted as follows:

Price adjustments, of several cents, since that date have reflected
the outcome of a process for financing new capital works, endorsed
by airline users in a consultative committee that includes Virgin
Blue. (SACL 2003a, p. 5)

SACL also advised the Council that it is currently under-recovering
on the cost of its domestic runway aeronautical investments by $10
million due to the down turn in airport traffic since 11 September
2001. SACL argued that if the former PSA prices notification regime
continued to apply, this under recovery would entitle SACL to seek
an increase in the aeronautical service charges. This may suggest
that there is some justification for SACL to increase charges for
aeronautical services. As the appropriate size of any such increase is
not relevant to the Council’s investigations, it has not analysed
whether such price increases are warranted and if so by how much.

25 See the Tribunal’s discussion on the relationship between competitive outcomes and
regulated tariffs in the Duke EGP decision, paras 190-110. See also the remarks of
Ordover and Lehr in the Council’s Moomba to Sydney Pipeline recommendation.
(2001, p. 19)

Page 91



Draft Recommendation

6.228

6.229

6.230

No submission received argued that SACL’s current Airside Service
charges were above competitive levels. Frontier Economics further
noted that:

It is almost certain that the current prices for aeronautical services
are still substantially less than an unregulated profit-maximising
monopolist would elect to charge. (Frontier Economics 2003a, p.
10)

Virgin Blue submitted that:

due to complementarities in demand and supply, the regulatory
history of charges for the Airside Service and difficulties in
accurately determining the actual cost of the Airside Service, there
is little benefit in comparing the cost of the provision of the Airside
Service to current charges for the Airside Service in any analysis
of the market power of SACL. (Virgin Blue 2003a, p. 20)

This view was shared by Frontier Economics. (Frontier Economics
2003a, pp. 7-8)

Virgin Blue’s evidence of SACL's use of market power

6.231

Virgin Blue gave three examples of conduct by SACL, which it
considered demonstrated that SACL has used or intends to use its
market power to adversely affect competition.

(1) Terrorism insurance charge

6.232

6.233

Virgin Blue and Frontier Economics referred to SACL’s media
release dated 28 February 200326 which announced that it planned
to recover a $6 million increase in terrorism insurance by means of a
levy on airlines that was subsequently introduced initially for the
period between 1 April 2003 and 30 June 2003.

Virgin Blue and Frontier Economics argued that the pass on of an
increase in operating costs in the manner proposed by SACL is not
conduct consistent with a firm operating in a competitive market. It
argued that only a firm with a substantial degree of power in a
market can impose a charge on its customers for costs it had
previously under recovered, particularly where it attempts to make
up for the whole of this under-recovery in three months. (Virgin Blue
2003a, p. 12; Frontier Economics 2003a, pp. 13-14)

26 See:

http://www.sydneyairportmedia.com/upload/Insurance_cost_levy_rel_280203.htm.
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In response, SACL noted that prior to 11 September 2001, terrorism
insurance was part of SACL’s base insurance policy. However, since
that time, SACL’s terrorism insurance premiums have increased to
twice those of all SACL’s other insurances. SACL noted that:

As war and terrorism cover was not previously separately charged,
no allowance was made for it as part of SACL’s ordinary baseline
operating costs, on which the ACCC calculated SACL’s allowable
revenue. Furthermore, the magnitude of these premiums, and the
events that led to them, could not have been foreseen when Sydney
Airport’s charges were set in May 2001.

The cost of this war and terrorism insurance is clearly of such an
extraordinary nature and magnitude that it cannot be reasonably
expected to be absorbed by SACL. (SACL 2003b, pp. 3-4)

SACL also noted that ‘while operating in an apparently competitive
industry, airlines have similarly tended to pass on their own
additional war and terrorism insurance costs as a passenger
surcharge.” (SACL 2003b, p. 4)

(2) No pass through of operating costs reduction

6.236

6.237

6.238

Virgin Blue noted that SACL reported significant reductions in
operating costs yet chose not to pass these savings on to its
customers. Virgin Blue argued that this is not conduct consistent
with a firm operating in a competitive market. (Virgin Blue 2003a, p.
12)

SACL responded in its submission by stating that:

Sydney Airport’s aeronautical charges approved by the ACCC
explicitly provided for aeronautical operating cost savings of 4 per
cent per annum in real terms. That is, assuming constant traffic
flows, SACL has to achieve real savings of at least this level
simply to maintain the rate of profit calculated by the ACCC as
providing it with a reasonable return on its airport assets.
Importantly, the framework approved by the ACCC did not
contemplate that charges would be adjusted to return to, or recover
from airlines, any difference between forecast and actual operating
costs. (SACL 2003b, p. 3)

SACL also noted that it has not sought to pass on a number of
increases in operating costs to airlines. In particular, it noted an 81
per cent increase in insurance premiums (in addition to the terrorism
insurance) that it did not pass through to airlines (SACL 2003b, p.
3). SACL also advised the Council that in mid 2002, it upgraded
Sydney Airport’s east-west runway at a cost of $4.6 million. After
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initially seeking to recovery this cost from airlines, SACL did not do
so, as a negotiated agreement on the matter with airlines was not
reached. Finally, as noted in paragraph 6.227, SACL advised the
Council that it is currently under-recovering on the cost of its
investment in domestic runway aeronautical investments by $10
million. SACL has not sought to recovery this cost from airlines.

(3) SACL’s intention to charge on a per-passenger basis rather than a

6.239

6.240

6.241

6.242

maximum weight on take off basis

The Airside Service is currently charged on the basis of an aircraft’s
maximum take off weight (MTOW). SACL informed airlines that it
intends to change its charging basis from MTOW to a per passenger
basis. The change will be effective from 1 July 2003.

Virgin Blue strongly opposes SACL’s proposed change to per
passenger charging for the Airside Service. Virgin Blue estimates
that the change will result in an increase in its average charges for
the use of runway and associated facilities for a flight to or from
Sydney by about 50 per cent. (Virgin Blue 2003b, p. 2)

Virgin Blue noted that its business model relies on growing
passenger demand by attracting more price sensitive marginal
passengers, that is, passengers that may not otherwise fly in the
absence of low fares. Virgin Blue argued that its passenger demand
would fall if it were to pass on any increase in charges for the Airside
Service. The airline also noted that profitability is a key determinant
in deciding whether to offer or expand particular services (Virgin
Blue 2003c, p. 4). Any increase in the Airside Service charges may
render a route into or out of Sydney unprofitable or less profitable in
comparison with other routes. This may result in a withdrawal of
services to or from Sydney.

Virgin Blue further noted that the change to per passenger charging
would disproportionately disadvantage it in relation to Qantas.
Virgin Blue estimates that for Qantas, the average increase in
runway charges resulting from the change will be less than 5 per
cent whereas for Virgin Blue, charges would increase by
approximately 50 per cent. The reason for this differential is that
Qantas aircraft have, on average, a much lower number of
passengers per tonne of MTOW when compared to aircraft used by
Virgin Blue. (Virgin Blue 2003b, p. 2)
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6.243  Virgin Blue referred to the ACCC’s comments when it considered a
proposal by Sydney Airport to introduce per passenger charging on
domestic services in 2001:

The Commission considers that Virgin Blue's submission raises
important concerns about the impact the domestic passenger
charge may have on competition in the domestic aviation market.
It appears that the proposed restructure may disadvantage new
entrants who carry more passengers per aircraft. However, these
complex issues requires greater analysis than what has been
possible in the [Prices Surveillance Act's] 21 day statutory period.
(ACCC 2001Db)

6.244  Frontier Economics argued that charging on a per passenger basis is
less efficient, as it would:

lead to less-competitive outcomes in the air services market than
do weight-based charges. The reason for this is that charging per
passenger increases the marginal costs to an airline of taking on
an additional passenger. This increase in marginal costs will lead
to inefficiently-high prices for passenger services.

Once an airline has scheduled a flight, the opportunity cost to the
airline of filling an additional seat is very low (except when the
airline is very full). This means that, in competitive markets, the
pricing of marginal seats might be very low. By loading landing
charges on these marginal seats, airports would be raising the
floor on the price of marginal seats offered by airlines.

The conclusion is that airports can affect patterns of competition
among airlines not only by raising prices for aeronautical services
above competitive levels, but also by affecting the structure of
prices. (Frontier Economics 2003a, p. 23)

6.245 In contrast, SACL submitted that the change to per passenger
charging would encourage efficiency. SACL noted that:

As the ratio of passengers to aircraft weight generally decreases as
aircraft size increases, passenger based charges also remove the
present disincentive for airlines to use larger aircraft, thereby
promoting more efficient use of potentially constrained airport
infrastructure.

Sydney Airport should be pricing its services with a view towards
optimising the number of passengers that can be moved within the
80 movement an hour cap. SACL considers that passenger based
runway charges are a valuable step towards better utilising the
capacity of Sydney Airport. (SACL 2003b, p. 4)

6.246 The Council notes that Sydney Airport is not currently capacity
constrained, even at peak times and that SACL does not expect it to
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be so before 2009 (see paragraphs 5.24 to 5.30). SACL advised the
Council that notwithstanding available slot capacity in the short to
medium term, it considered that the move to per passenger pricing
would delay the expected capacity constraint beyond 2009.

6.247 SACL further argued that the change would in fact be pro-
competitive. It noted that the more efficient utilisation of capacity at
Sydney Airport as a result of the change ‘would also help to ensure
that landing slots are available to provide flexibility for smaller
airlines to expand services to compete more effectively, and to
accommodate new entrant airlines’. In addition, ‘[t]he passenger
charge will assist airlines by effectively converting runway charges
into a variable cost, providing for a sharing of risk between Sydney
Airport and airlines on passenger loads’. (SACL 2003b, p. 4)

6.248 SACL referred to the fact that the ACCC allowed the change to per
passenger charging for international services at Sydney Airport in
2001. The ACCC noted in its approval that no airline opposed the
change and that Sydney Airport had presented it as being revenue
neutral. (ACCC 2001, pp. 204-205)

6.249 SACL advised the Council that Virgin Blue also accepted per
passenger charging for aeronautical services at Hobart, Alice
Springs, Darwin, Canberra, Perth and Coolangatta airports. SACL
noted that runway charges per arriving and departing passengers at
Sydney Airport would be significantly less than those charged at any
other domestic airport currently charging on a per passenger basis.2”

6.250 The Council notes that while SACL considered that the change to per
passenger charging would have a ‘transitional impact’ on airlines as
they are encouraged to move to larger aircraft, Virgin Blue noted
that ‘due to the long term nature of aircraft leases, converting a fleet
over to a new type of aircraft would be likely to take at least 10

years.” (SACL 2003b, p. 7; Virgin Blue 2003d, p. 8)

Council’s assessment of SACL’s conduct

6.251 As noted in paragraph 6.221, having come to the conclusion that
criterion (a) is satisfied on the basis of the structure of the dependent
Domestic Passenger Market, it is not necessary to consider whether

27 SACL noted that charges at Sydney Airport would be (ex GST) $2.88 per passenger
compared with Melbourne-$3.17, Perth-$3.60, Hobart-$4.00, Launceston-$4.00, Alice
Springs-$4.98, Darwin-$4.98, Coolangatta-$5.36, and Canberra (includes
development charge)-$5.51.
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6.252

6.253

6.254

SACL has engaged or is engaging in conduct that amounts to an
exercise of market power for the purpose of criterion (a).
Nonetheless, the Council’s assessment of whether SACL’s conduct
amounts to such an exercise of market power is set out below.

The Council considers there is no evidence that SACL is currently
charging monopoly prices for aeronautical services; the current
charging level and structure being substantially the same as that
approved by the ACCC under the prices notification regime in 2001.
Further, while the ACCC price determination in 2001 envisaged
SACL retaining operating cost reductions for the period for which the
price increase approval applied, the Council recognises that such
reductions, in part at least, would have been considered in future
price increase decisions by the ACCC. Nonetheless, the Council
recognises that SACL’s failure to date to pass on operating cost
reductions to airlines could reflect the fact that SACL has market
power but it is not determinative of an exercise of market power by
SACL to adversely affect competition.

The Council notes Virgin Blue’s argument that the change to per
passenger charging for aeronautical services would increase its costs
of operating services into and out of Sydney by a substantial degree.
It notes that given the higher price elasticity of Virgin Blue’s
customers compared with those of Qantas, Virgin Blue may be more
likely than Qantas to lose passengers if it passed on increased
charges. Similarly, Virgin Blue may be more likely to withdraw from
certain marginal routes if required to absorb the increases. This may
harm competition on routes to and from Sydney, and therefore, the
Domestic Passenger Market generally. These arguments apply to
both increases in aeronautical charges as a result of per passenger
charging as well as SACL’s pass through of the war and terrorism
insurance.

As noted in paragraphs 6.125 to 6.127, criterion (a) requires a
consideration of the effect of declaration on competition as a whole
rather than on a particular competitor. In considering Virgin Blue’s
arguments that SACL has already exercised or intends to exercise
market power to adversely affect competition, the Council considers
that Virgin Blue may be seen to represent a typical low cost carrier
such that the competitive impact of the aeronautical charge changes
and pass through of war and terrorism insurance would have a likely
similar impact on other potential low cost carriers. The Council notes
Virgin Blue’s argument in relation to the change to per passenger
charging that:
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6.255

6.256

Any such airline would suffer the same cost disadvantage for the
use of runway at Sydney Airport compared to Qantas as Virgin
Blue does. Virgin Blue notes that these features are key aspects of
low fare airlines around the world. Therefore, the proposed
changes by SACL would negatively affect the competitive position
of any low fare airline operating out of Sydney Airport. (Virgin
Blue 2003d, p. 7)

On the other hand, SACL argues that the change to a per passenger
charging basis is pro-competitive. In particular, the sharing of risk
between airlines and SACL for passenger load factors may be
appealing to new entrants or other carriers. The Council notes that
in general, airlines passed on the war and terrorism insurance to
passengers, and that SACL has not passed on to carriers other
significant increases in operating costs or sought to recover
unexpected shortfalls in revenue.

On the basis of the information before it, the Council considers that
it 1s unable to determine whether the change to per passenger
charging for aeronautical services or the pass through of the war and
terrorism insurance, amount to an exercise of market power by
SACL that adversely affects competition in the Domestic Passenger
Market for the purposes of criterion (a).

Other reasons why declaration might not promote
competition

6.257

6.258

As noted in paragraph 6.5, if the Council is satisfied that SACL has
the ability and incentive to exercise market power to adversely affect
competition in the Domestic Passenger Market, the Council
considers that in the absence of significant structural impediments to
the promotion of competition in that market, declaration will
promote competition in satisfaction of criterion (a).

A number of submissions noted that Qantas’ position as the
dominant national carrier was a significant barrier to entry or
expansion in the market. REX noted that:

Qantas’ position in the domestic market is an enormous barrier to
entry or expansion as Qantas has a dominant position over routes,
aircraft availability, corporate and government business, travel
agent distribution networks, leisure travel, marketing and brand
awareness, network size and connections (regional, domestic and
international) and pricing/yield management. (REX 2003, p. 2)
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6.259

6.260

6.261

Virgin Blue noted that it ‘considers that the strategic response of
incumbent airlines can be a significant barrier to successful and
substantial entry or expansion for any new entrant airline.” (Virgin
Blue 2003c, p. 9)

The Council also notes DOTARS submission to the ACCC that
Qantas’ refusal to allow the Department to publish passenger traffic
data on routes solely operated by Qantas has the following effect on
competitors:

At present potential entrants have no information on air passenger
flows between origins and destinations - restricting their ability to
serve/develop new markets. (DOTARS 2003, p. 11)

While the Council notes the views that Qantas’ conduct as the
dominant national carrier may be a barrier to entry or expansion in
the Domestic Passenger Market, it does not consider this to be of
such a degree to render the declaration of the Airside Service to be
ineffective. The Council notes Virgin Blue’s entry and expansion as
evidence that the Domestic Passenger Market does not have the type
of structural impediment to competition that would result in
declaration being ineffective in promoting competition.

Conclusion on the Domestic Passenger Market

6.262

6.263

6.264

In summary, the Council considers that SACL has the requisite
ability and incentive to exercise market power to adversely affect
competition in the Domestic Passenger Market. While there are
constraints on SACL exercising its market power, they are not
sufficient to totally eliminate its ability and incentive to exercise
market power by engaging in monopoly pricing or imposing other
access terms and conditions that would enable SACL to extract
monopoly returns.

The Council considers that the effect on competition in the Domestic
Passenger Market of SACL exercising its market power where the
constraints imposed by non-aeronautical revenue and the threat of
re-regulation are not effective, is material, that is, not insignificant.

In addition, the Council does not consider there to be any structural
impediment to competition in the Domestic Passenger Market that
would result in declaration being ineffective in promoting
competition in that market.
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6.265  Accordingly, access (or increased access) to the Airside Service would
promote competition in the Domestic Passenger Market in
satisfaction of criterion (a).

(B) Freight markets

6.266  Although the Council has concluded that Virgin Blue’s application
satisfies criterion (a) on the basis of its consideration of the
competitive effects of declaration on the Domestic Passenger Market,
it worthwhile to set out the Council’s views as to whether criterion
(a) may be satisfied in respect of the possible freight markets
1dentified in paragraph 6.105.

General freight

6.267 As noted in paragraph 6.63, the Council considers that there is a
separate market for freight distinct from passenger services. At its
broadest, the dependent freight market may be characterised as one
for general domestic freight. This includes all modes of transport and
does not differentiate between types of freight or transport demand
characteristics such as time sensitivity.

6.268 The Council now considers whether access (or increased access)
facilitated by declaration of the Airside Service would promote a
more competitive environment in the market for domestic general
freight. In doing so, the Council compares the future competitive
environment in the dependent market if the Airside Service was
declared against that if the service was not declared.

6.269  The first issue is whether competitors in the general freight market
are able to bypass the need to acquire the Airside Service so as to
constrain the exercise of market power by SACL (see paragraph
6.108(a)).

6.270 As a whole, air transport represents only a small portion of the total
freight transported in Australia, as indicted by these statistics from
the Bureau of Transport and Regional Economics (BTRE):
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6.271

6.272

TOTAL DOMESTIC FREIGHT TASK: 1999-2000

Road Rail Air Sea Total
Tonnes carried 1399 508 0.15 |50 1957
(million)
Tkm (million) 128 702 [134 200 (195 (108 278 |371 375
Av. distance (km) [105 264 1296 |2 151 190

Source: BTRE 2002, Table 3.

According to the Australian Bureau of Statistics (ABS) ‘air accounted
for less than 1 per cent of the freight task’. (ABS 2002)

There 1is significant inter-modal substitution possibilities for general
domestic freight and a small proportion of general freight carried by
air. On this basis, the Council considers it likely that the degree of
inter-modal substitution in relation to the general domestic freight
market as a whole means that competitors are able to bypass the
need to acquire the Airside Service. This in turn would constrain
SACL’s exercise of monopoly power. Accordingly, it is unlikely that
criterion (a) would be satisfied in respect of the market for general
freight.

Air Freight

6.273

6.274

6.275

The Council now considers whether declaration would promote
competition in air freight markets. As noted in paragraph 6.97, the
geographic dimension of the market may be appropriately defined in
terms of city or regional centre pairs.

As noted in paragraph 6.46, the supply of air freight capacity is
provided in two forms: as belly-hold capacity on passenger aircraft,
and through space on dedicated freighters. In Australia, belly-hold
capacity is the most significant source of air freight capacity in
domestic air freight markets. For the reasons set out in paragraphs
6.61 to 6.62, the main driver influencing the supply of air freight
capacity is the demand for passenger services rather than the
demand for freight.

The Council concluded that access facilitated by declaration would
promote competition in relation to passenger services into and out of
Sydney Airport. Given the importance of Sydney Airport to the
Domestic Passenger Market, the Council concluded that declaration
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6.276

would promote competition in relation to the Domestic Passenger
Market as a whole.

Given that passenger services to and from Sydney are the main
determinant of the supply of air freight services to and from Sydney,
it follows that the Council’s conclusion that declaration would
promote competition in relation to passenger services into and out of
Sydney, applies equally to those air freight routes into and out of
Sydney that do not face effective inter-modal competition.
Accordingly, the Council is satisfied that on the narrowest market
definition for freight, that is, air freight routes into and out of
Sydney, access to the Airside Service facilitated by declaration would
promote competition in those air freight markets that do not face
effective inter-modal competition. As such, criterion (a) would be
satisfied in respect of those markets.

Conclusion

6.277

6.278

The Council concludes that access (or increased access) to the Airside
Service would promote competition in the Domestic Passenger
Market. Accordingly, Virgin Blue’s application satisfies section

44G(2)(a).

In respect of the relevant dependent freight markets, the Council
considers that criterion (a) is not satisfied in respect of the possible
market for domestic general freight but may be satisfied in respect of
city or regional centre pair air freight markets to and from Sydney.
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National significance

s. 44G(2)(c) The facility is of national significance
having regard to:

(i) the size of the facility; or

(ii) the importance of the facility to
constitutional trade or commerce;
or

(iii)the importance of the facility to
the national economy.

Background

7.1

7.2

Size

7.3

Section 44G(2)(c) of the TPA (criterion (c)) is a test of materiality,
placing less important facilities outside the scope of Part IIIA. While
declaration is concerned with access to services rather than facilities,
criterion (c) relates national significance to the facility providing the
service.

In identifying infrastructure of national significance, the Council
considers the matters listed in criterion (c). A facility needs to satisfy
only one of the three benchmarks listed. There is considerable
overlap, between the second and third benchmarks.

The physical dimensions of a facility may provide guidance on
whether it is of national significance. Relevant indicators of size
include physical capacity and the throughput of goods and services
using the facility.

Constitutional trade or commerce

7.4

Section 44B of the TPA defines ‘constitutional trade or commerce’ to
mean trade or commerce:

(a) among the States;

(b) between Australia and places outside Australia; or
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7.5

(c) between a State and a Territory or between two Territories.

The importance of the facility to constitutional trade or commerce
may be indicated by the monetary value of trade that depends on the
facility, or the importance of the facility to trade or commerce in
related markets. In considering whether Sydney Airport was of
national significance in the Sydney Airport decision (para 208), the
Tribunal observed that in-bound and out-bound freight worth more
than $21 billion was cleared at Sydney Airport in 1997.

Importance to the national economy

7.6

In assessing the importance of a facility to the national economy, the
Council focuses on the market(s) in which access would promote
competition. National significance is established if the dependent
market(s) provide substantial annual sales revenue to participating
businesses. In the Sydney Airport decision, the Tribunal emphasised
the importance of Sydney Airport to ‘Australia’s commercial links
with the rest of the world’, noting that 50 per cent of air freight
enters and leaves the nation through Sydney Airport. (para 208)

The application

7.7

In its application, Virgin Blue submitted that there is ‘little question’
that Sydney Airport is of national significance in satisfaction of
criterion (c). In support of its submission, Virgin Blue noted:

(a) the comments of the Tribunal in Re Sydney International Airport
when considering the same question with regard to Sydney Airport,
namely that it is “beyond doubt that the facility is of national
significance” (para 207) (although the Tribunal in that matter was
more concerned with the freight operations carried out through
Sydney Airport);

(b) the data on passenger traffic and aircraft movements through
Sydney Airport set out in [its application]; and

(c) the comments of SACL that:

(i) Sydney Airport is one of the major employers in Sydney,
directly providing 33,500 jobs and a further 33,000 jobs
through flow-on effects, and

(it)  Sydney Airport generates approximately $3.5 billion in
economic benefits to the Sydney region and a further $3.8
billion in flow-on effects in New South Wales. (Virgin Blue
2002, p. 10)
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Assessment

7.8

7.9

7.10

7.11

7.12

The Tribunal in the Sydney Airport decision was satisfied that
Sydney Airport satisfied criterion (c):

The evidence before the Tribunal ... make [sic] clear the
predominant and pervasive role that SIA [Sydney International
Airport] plays in Australia’s commercial links with the rest of the
world. In 1997 in-bound and out-bound freight to a value
exceeding $21 billion was cleared at SIA. Evidence was given that
50% of the airfreight into and out of Australia goes through SIA
and approximately 80% of the airfreight which goes through SIA
is carried by passenger aircraft. The Tribunal is affirmatively
satisfied that the facility provided by SIA is of national
significance for the purpose of s44H(4)(c). (para 208)

In the past the FAC has expressed the view that:

Sydney Airport plays a key role in the economic and social well
being of Sydney, NSW and Australia. It is the gateway for a
booming tourism industry, a growing international business
capability and a significant contributor to trade in Australia.
Sydney Airport is an economic hub and proudly supports the
employment of some 66,500 jobs directly and indirectly,
approximately 8% of Sydney’s total workforce. International travel
for both inward and outward travellers has an enormous impact
on the well being of the Sydney community. (FAC 1997, p. 35)

The State Chamber of Commerce (New South Wales) has expressed
the view that Sydney Airport:

is the single most important piece of transportation infrastructure
in Australia and plays a strategic role in the economy of Sydney
and the nation. (State Chamber of Commerce (New South Wales),
Kingsford Smith Airport The Economic Impact, p. 2. Cited in
BARA 2003a, p. 6)

The Council received no submissions that argued that Sydney
Airport was not of national significance for the purposes of criterion

(c).

BARA stated that:

Sydney Airport is also important to the economic prosperity of the
city of Sydney and Australia as a whole. It is the primary
international gateway for tourists and business travellers, with
over 9 million international traveller arrivals and departures in
2002. Sydney Airport is also the major gateway to Australia's
largest city and business community. (BARA 2003a, p. 7)
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7.13 Adelaide Airport noted in its submission that ‘[t]here is no doubt that
Sydney Airport is of national significance being a major economic
driver for the Sydney Metropolitan Area’ (Adelaide Airport 2003, p.
3). Similarly, Melbourne Airport noted in its submission that it
‘seems plain that airside services provided by the nation’s largest
airport are of national significance’. (Melbourne Airport 2003, p. 4)

Conclusion

7.14 The Council concludes that Sydney Airport is of national significance

for the purpose of criterion (c). Accordingly, the application satisfies
s. 44G(2)(c).
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Health and safety

s. 44G(2)(d) Access to the service can be
provided without undue risk to
human health or safety.

Background

8.1

8.2

8.3

8.4

8.5

The rationale for s. 44G(2)(d) (criterion (d)) is that declaration should
not occur where access or increased access to a service provided by a
facility may pose a legitimate risk to human health or safety.

Some facilities require a degree of spare capacity to provide
appropriate safety margins. In addition, access to facilities may need
to be governed by conduct codes and operational guidelines. For a
service to be declared, access must be possible without compromising
system and operational integrity, and safe scheduling or timetabling
must be feasible.

Criterion (d) does not refer to increased access specifically, but to
access generally. If access is being provided, then this should not be
automatically construed as evidence that access is being provided
safely. The Council must still be satisfied that access can be provided
without undue risk to human health or safety. (Sydney Airport
decision, paras 210-211)

The existence of relevant safety regulations may satisfy criterion (d)
where these regulations deal appropriately with any safety issues
arising from access to the service provided by the facility.
Alternatively, criterion (d) may be satisfied where the terms and
conditions on which access is provided could address any safety
concerns raised by access to the service.

In considering criterion (d) in the Sydney Airport decision, the
Tribunal concluded that the significant potential for accidents of
serious dimensions on aprons and surrounding areas could be
addressed by including in the terms and conditions for the provision
of access to any ramp handler:

(a) an obligation to satisfy strict safety requirements; and

(b) the right for SACL to apply appropriate and enforceable
sanctions on any operator who breaches those requirements.
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8.6

8.7

The Tribunal stated that s. 44G(2)(d), if applied at Sydney Airport:

would in practice see the terms and conditions of access for any
ramp handler - whether they are agreed by negotiation or
determined by independent arbitration - include enforceable
provisions as to operational safety. (para 214)

Accordingly, if the terms and conditions of access can appropriately
address safety concerns, then criterion (d) may be satisfied. The
safety requirements and their enforcement may be left to the second
stage of the two-stage process of obtaining access to the service: the
negotiation or arbitration stage.

The application

8.8

Virgin Blue submitted in its application that it is unaware of any
reason why access to the Airside Service cannot be provided without
undue risk to human health or safety. (Virgin Blue 2002, p. 11)

Assessment

8.9

8.10

8.11

In the Sydney and Melbourne Airports Part IIIA declaration
applications, the Council considered (among other things) the nature
of existing safety regulations, the potential for accidents given the
manner in which access would be provided and the extent to which
access would add to congestion on freight aprons. The Council
concluded that access would not pose additional safety concerns to
those risks that may already exist. (NCC 1997, pp. 44-51)

The Council did not receive any submissions that argued that access
to the Airside Service at Sydney Airport could not be provided
without undue risk to human health or safety.

On this matter, BARA submitted that:

The Sydney Airport Conditions of Use require airlines, when using
the airport, to comply with inter alia:

(a) all legislation,
(b) the SACL Airport Operations Manual,
(c) the SACL Airport Security Program,

(d) local flying restrictions,
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(e) directions on security from the Commonwealth Department of
Transport and Regional Services.

The Conditions of Use also require that airlines will not do
anything that puts SACL in breach of any legislation and that
airlines accept that:

(a) access to SACL facilities and services is subject to the
demands of other users of the airport, and

(b) use of the airport is constrained by legislation.

BARA submits that the wider legislative provisions governing the
use of Sydney Airport by airlines and the airport operator ensure
that access to the service can be provided without undue risk to
human health and safety. (BARA 2003a, p. 8)

8.12 Melbourne Airport noted in its submission that it:

can see no way in which declaration could lead to a situation that
would lead to undue risk to human health or safety given that any
arbitration ultimately made by the ACCC can in no way obstruct
aviation safety regulations which flow primarily from the Civil
Aviation Act 1988. (Melbourne Airport 2003, p. 4)

8.13 Adelaide Airport submitted that ‘[p]Jrovided that compliance to
mandated standards is adhered to and audited in a competent

manner controlled airside access should not have any undue risk to
health and safety.” (Adelaide Airport 2003, p. 4)

8.14 The Council agrees that the terms and conditions of access to the
Airside Service can appropriately address safety concerns such that
criterion (d) would be satisfied.

Conclusion

8.15 The Council considers that access to the Airside Service can be
provided without undue risk to human health or safety. The Council
therefore concludes that the application satisfies s. 44G(2)(d).
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9

Effective access regime in
place

s. 44G(2)(e)Access to the service is not already
the subject of an effective access
regime.

Background

9.1

9.2

9.3

9.4

Infrastructure services already covered by an effective access regime
cannot be declared under Part IITA. The main purpose of s. 44G(2)(e)
(criterion (e)) is to allow State or Territory governments to develop
industry-specific access regimes compliant with the Competition
Principles Agreement (CPA) that apply to the exclusion of Part ITIA.

The term ‘effective access regime’ is not defined in the TPA. Some
guidance as to its meaning can be found in s. 44G(3) which provides
that when considering whether an access regime established by a
State or Territory amounts to an effective access regime, the Council
must apply the relevant principles in the CPA.

There 1s no certification procedure for Commonwealth and private
access regimes and Part IIIA provides no legislative indication of
how to assess the effectiveness of such regimes. Rather, as stated in
the Explanatory Memorandum to the Competition Policy Reform Bill
1995, which enacted Part IIIA, the Council has a broad discretion in
assessing the effectiveness of Commonwealth and private access
regimes:

Where the access regime applying to a facility is established by a
State or Territory that is a Party to the Competition Principles
Agreement, the Council must apply the guiding principles for
access regimes set out in that Agreement in considering whether
that regime is effective or not. In other cases, the Council is free to
determine how it assesses the effectiveness of an access regime - it
might, for example, consider the outcomes produced by that
regime. (para 176)

In considering the effectiveness of such a regime, the Council has
regard to:

(a) whether outcomes produced by the regime are efficient;
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9.5

(b) the legal enforceability of the regime by all interested
persons; and

(c) whether the regime reflects the principles set out in clause 6
of the CPA. (clause 6 principles)

The requirement for legal enforceability makes it unlikely that a
private regime could be regarded as effective. Private infrastructure
owners have the option, however, of submitting an access
undertaking to the ACCC for approval. A service cannot be declared

where it is the subject of an access undertaking approved by the
ACCC, as per ss. 44G(1) and 44H(3) of the TPA.

The application

9.6

9.7

9.8

Virgin Blue submitted that there is no access regime relating to the
Airside Service that satisfies the criteria for an effective access
regime within the meaning of criterion (e).

Virgin Blue noted in its application that even though the landing
rights at Sydney Airport are governed by the Sydney Airport slot
management scheme,?8 the scheme does not govern all the terms and
conditions of access to the Airside Service (such as landing and apron
parking fees) and as such, does not satisfy criterion (e) as an effective
access regime. (Virgin Blue 2002, p. 11)

Virgin Blue also noted that pursuant to the lease of Sydney Airport
from the Commonwealth to SACL, SACL is required to operate the
Sydney Airport site as an airport and provide access to the airport by
Iintrastate, interstate and international air transport.2® However,
Virgin Blue submitted that this obligation does not provide any
access rights to third parties, such as a right to have an access
dispute determined by an independent arbitrator, and as such would

not amount to an effective access regime within the meaning of Part
ITIA of the TPA. (Virgin Blue 2002, p. 12)

28
29

Sydney Airport Demand Management Act 1997 and related regulations.
Clause 3 of the Airport Lease for Sydney (Kingsford-Smith) Airport.
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Assessment

9.9

9.10

There is no State or Territory access regime covering Sydney Airport
that has been determined as effective under ss. 44M and 44N of the
TPA.

The Council must therefore consider whether the existing Sydney
Airport access provisions constitute an effective access regime for the
purpose of criterion (e).

Slot Management Scheme

9.11

9.12

9.13

9.14

The Sydney Airport Demand Management Act 1997 imposes a
legislative cap on aircraft movements for Sydney Airport through a
slot management scheme (SMS). The SMS caps jet aircraft
movements at the airport at peak times to 80 per hour. This is
intended to better utilise the available runway capacity at Sydney
Airport and to ameliorate the impact of noise on areas surrounding
the airport. Slots are allocated and managed by Airports
Coordination Australia (ACA) — an entity which is jointly owned by
the airports and airlines. ACA operates independently of SACL. Each
season, of which there are two a year, ACA assesses slot availability
and allocates slots according to requests lodged by airlines. (SACL
2003a, p. 2)

Airlines holding slots are able to maintain these across seasons
based on closely defined ’grandfathering’ rights.

The SMS does not distinguish between slot use for domestic and
international flights. A distinction is made, however, for the purpose
of regional (that is, intrastate) services. Under regional ring fencing
provisions, slots grandfathered for regional services can only be
swapped with slots for interstate and international services within
30 minutes of their originally scheduled time. This ensures that peak
time regional slots are effectively protected. Currently,
approximately one third of peak hour slots are ring-fenced for use for
regional services. (SACL 2003a, p. 2; SACL 2001a, p. 1)

Virgin Blue considers that as the SMS does not govern all the terms
and conditions of access to the Airside Service (such as landing and
apron parking fees) it does not constitute an effective access regime
for the purposes of criterion (e). SACL did not submit that the SMS
amounts to an effective access regime.
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9.15

The Council considers that the SMS does not constitute an effective
access regime for the purposes of criterion (e). This is because the
SMS does not cover all necessary terms and conditions of access. Nor
does it reflect many of the principles set out in the Clause 6
principles such as the need for a legally enforceable dispute
resolution mechanism.

Leases and general conditions of use

9.16

9.17

9.18

9.19

Prior to privatisation, long-term domestic terminal lease agreements
between the FAC and the incumbent airlines, Qantas Airways and
Ansett, were re-negotiated. Among other things, the re-negotiated
lease agreements required the incumbent airlines to make gates at
their terminals at some core-regulated airports available to new
entrants — this included two terminal gates at Sydney Airport (PC
2002, p. 63). The Council understands, however, that all third party
access rights to areas leased under domestic terminal lease
arrangements were extinguished by 30 October 2000.

As a result, Sydney Airport, as with most of the larger Australian
airports, has developed general conditions of use, which set out the
commercial and operational conditions for use of airport facilities. A
potential new entrant airline could obtain access to Sydney Airport
facilities under the airport’s general conditions of use.

SACL did not submit that its conditions of use constituted an
effective access regime for the purposes of criterion (e).

BARA submitted that SACL’s conditions of use do not constitute an
effective access regime because they do not reflect the Clause 6
principles on at least two counts:

First, the current access regime does not provide for an
enforcement process.

Second, the current access regime does not require a dispute
resolution body, in deciding the terms and conditions for access, to
take account of:

(a) the owners legitimate business interests and investment in the
facility,

(b) the costs to the owner of providing access, including any costs
of extending the facility but not costs associated with losses
arising from increased competition in upstream or
downstream markets,

Page 113



Draft Recommendation

9.20

(c) the economic value to the owner of any additional investment
that the person seeking access or the owner has agreed to
undertake,

(d) the interests of all persons holding contracts for the use of the
facility,

(e) firm and binding contractual obligations of the owner or other
persons (or both) already using the facility,

(f) the operational and technical requirements necessary for the
safe and reliable operation of the facility,

(g) the economically efficient operation of the facility, and

(h) the benefit to the public of having competitive markets. (BARA
2003a, pp. 12-13)

The Council agrees. SACL’s general conditions of use do not govern
all the terms and conditions of access to the Airside Service. It does
not refer to whether outcomes produced are efficient, nor provide for
the legal enforceability of the regime by access seekers. The
conditions of use do not appropriately reflect the Clause 6 principles.
The Council therefore considers that the Sydney Airport conditions of
use do not constitute an effective access regime for the purposes of
criterion (e).

Other access obligations

9.21

9.22

SACL noted in its submission that it is required under the terms of
its airport lease from the Commonwealth to provide access to the
airport for intrastate, interstate and international air transport
services. SACL also noted that it has obligations under the
facilitation guidelines promulgated by the International Civil
Aviation Organisation (ICAO) to allow access (SACL 2003a, p. 2).
SACL stopped short, however, of asserting that its airport lease and
ICAO access obligations amount to an effective access regime for the
purposes of criterion (e).

SACL’s obligations to provide access under its lease and ICAO
obligations do not provide for the determination of the terms and
conditions of access. Nor is there any mechanism for the resolution of
access disputes in a legally enforceable and effective manner.
Accordingly, SACL’s lease and ICAO access obligations do not reflect
the Clause 6 principles and cannot be considered effective under
criterion (e).
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9.23

9.24

9.25

Virgin Blue noted in its submission that the Minister’s Declaration
90 made pursuant to s. 21(1) of the Prices Surveillance Act 1983
(PSA) provides that the supply of certain aeronautical services to
regional airlines are notified services for the purpose of the PSA. The
effect of this is to place some restrictions on the ability of SACL to
raise prices for the Airside Service for regional services. Before it
increases these prices it must first notify the ACCC of such a price
increase and must not increase the price of that service until the
proscribed period has elapsed (21 days), or the ACCC has provided
notice that it does not object to the new price. Virgin Blue submitted
that this does not constitute an effective access regime as it does not
provide to any person a right of access, rather it is a prices
surveillance regime. (Virgin Blue 2003a, p. 21)

The Council agrees with Virgin Blue’s submission that PSA coverage
does not in itself amount to an effective access regime under criterion

(e).

The Council does not consider that, taking all of the access
mechanisms currently in place for Sydney Airport as a whole (that is,
the SMS, the airport conditions of use, SACL’s lease and ICAO
obligations and the PSA declaration), the package of existing access
measures amounts to an effective access regime under criterion (e).
All of the existing mechanisms suffer from similar deficiencies;
namely, they do not cover all necessary terms and conditions of
access, do not provide for effective and legally binding dispute
resolution mechanisms and do not provide for a general enforceable
right of access by any person. As a whole, the existing measures do
not reflect the Clause 6 principles and cannot be considered to form
an effective access regime for the purpose of criterion (e).

Conclusion

9.26

The Council concludes that the Airside Service provided by SACL is
not the subject of an effective access regime. Accordingly, the
application satisfies the requirements of s. 44G(2)(e).
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10

The public interest

s. 44G(2)(f) Access (or increased access) to the
service would not be contrary to the
public interest.

Background

10.1

10.2

10.3

10.4

10.5

Section 44G(2)(f) (criterion (f)) requires that access (or increased
access) to the service would not be contrary to the public interest.

In the Duke EGP decision, the Tribunal clarified the interpretation
of the public interest criterion under the Gas Code:30

criterion (d) does not constitute an additional positive requirement
which can be used to call into question the result obtained by the
application of pars (a), (b) and (c) of the [coverage] criteria.
Criterion (d) accepts the results derived from the application of
pars (a), (b) and (c), but enquires whether there are any other
matters which lead to the conclusion that coverage would be
contrary to the public interest. (para 145)

In the Sydney Airport decision, the Tribunal approached the
assessment of criterion (f) by first affirming, in effect, the
presumption that declaration is in the public interest where criteria
(a) to (e) are satisfied. The Tribunal stated:

For the reasons we have already set out in some detail, the
Tribunal is satisfied that declaration of the services will promote
competition in the ramp handling market. The Tribunal is of the
view that it is in the public interest that competition be promoted
in this market for the reasons to which we have already referred.
(para 219)

The test under criterion (f) is whether there are any matters, other
than those addressed by the other criteria, which would lead to the
conclusion that declaration would be contrary to the public interest.

The Council adopts a broad view of the types of matters that may
raise public interest considerations under criterion (f), including the
costs of regulation, and any effects that regulated access might have
on the environment, regional development, and equity.

30 Criterion (d) under the Gas Code is drafted in similar terms to s. 44G(2)(f).
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10.6

In considering whether the costs of regulation following declaration
outweigh the benefits, the Council notes that because criterion (f) is
phrased in the negative, a recommendation not to declare where
criteria (a) to (e) are satisfied would require that the costs of
regulated access must outweigh the benefits of regulating natural
monopoly services with substantial market power. The extent of
these benefits depends on the likely effect on competition in related
markets of regulating natural monopoly services; issues considered
under criterion (a).

The application

10.7

Virgin Blue submitted that in relation to the application for
declaration of the Airside Service, declaration would be in the public
interest due to the competition that would be promoted through
declaration (including in the Sydney Domestic Market). Virgin Blue
knows of no reason why declaration would be contrary to the public
interest. (Virgin Blue 2002, p. 15)

Assessment

10.8

The Council considers there to be two main issues in respect of
criterion (f). The first is the extent to which declaration would be
contrary to the public interest because it may conflict with
government policy. The second issue is whether the costs outweigh
the benefits of declaration.

Government policy on airport price regulation

10.9

The Commonwealth Government on 1 July 2002 implemented price
monitoring arrangements for a probationary period of five years to
replace price caps and prices notification for some airports, including
Sydney Airport. This followed the recommendations of the
Productivity Commission (PC) inquiry into price regulation of airport
services (PC 2002). The Government’s press release stated that:

[I]t was always the Government's intention that airports and
stakeholders should commercially negotiate pricing outcomes on
aeronautical and aeronautical-related services. The Government
agrees that there is merit in supporting the development of
commercial agreements. However, it is not clear that the
Government needs to, or should, play a role in preparing
guidelines for the conduct of those negotiations or the content of
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10.10

10.11

10.12

10.13

particular agreements that may take various forms and cover any
variety of matters. The Government is conscious of the costs that
would arise from a highly prescriptive regulatory process and
considers that it is the parties affected that are best placed to
determine these matters in a manner that suits their particular
operational needs. (Anderson and Costello 2002)

In accepting the PC’s recommendation, the Government concluded
that under price monitoring, airports would engage in effective
commercial negotiations that would improve the efficiency of airport
operations. The Government stated that:

Sufficient time needs to be given for the airports and stakeholders
to bed down a commercially negotiated operating environment. In
that regard there is an expectation that airport operators will
implement transitional arrangements that are mindful of the
impacts on the industry from adopting efficient pricing principles,
and will negotiate with stakeholders a path by which they may be
achieved over time. (Anderson and Costello 2002)

SACL referred to the Government’s preference for light-handed
regulation and argued that:

Had the Government intended that all airport charging decisions
be subject to ACCC arbitration, clearly it would not have chosen to
deregulate airport charges. (SACL 2003a, p. 6)

SACL further argued that in the absence of any misuse of market
power, ‘declaration of Sydney Airport facilities at this time would be
inconsistent with the Government’s public policy intent of price
deregulation’ and that:

it would be inappropriate to invoke the [Part IIIA] regulatory
safeguards, and thereby deny SACL, airport users, and the
community the benefits expected to be derived from price
deregulation, including reduced administrative costs and better
investment decisions under relative regulatory certainty. (SACL
2003a, p. 6)

Virgin Blue argued that the mere expression of the Government’s
approach to airport services price regulation by the executive is not
in itself determinative of the public interest for the purposes of
criterion (f). (Virgin Blue 2003a, p. 22). Virgin Blue stated:

if an expression of policy by the executive or by the Productivity
Commission was allowed to be determinative of, or influential in
the consideration of, criterion (f), then this would amount to
granting the executive and the Productivity Commission the
effective ability to determine that particular facilities were outside
the scope of Part IIIA of the Act without any amendment to the
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10.14

10.15

10.16

10.17

10.18

provisions of the Act through parliament. All that would be
required would be a statement of policy from the executive that the
government’s approach in relation to a particular facility was to
adopt “light handed” regulation. (Virgin Blue 2003a, p. 22)

The Government supported the PC’s recommendations that Part IITA
should apply to airport services, including those at Sydney Airport,
instead of an industry specific access regime such as that embodied
in s. 192 of the Airports Act 1996. After stating the Government’s
preference towards commercially negotiated outcomes (see
paragraph 10.9), the Government went on to say:

In the event that commercial agreement cannot be concluded in
relation to access terms and conditions, the access provisions in
Part IIIA of the TP Act provide recourse to arbitration for
determining those conditions for 'declared’ services.

and further:

the Government agrees that all airports should be subject to the
generic access provisions of Part IIIA of the TP Act. (Anderson and
Costello 2002)

Virgin Blue also referred to the Government’s recognition of the
continued application of Part IIIA by stating that:

the Government considers that the continued application of Part
IITA, and therefore the declaration of the Airside Service under
Part IIIA, is consistent with its support of ‘light-handed price
regulation’ at Sydney Airport and its other policy objectives.
(Virgin Blue 2003a, p. 22)

In its submission, SACL acknowledged that the access regime under
Part IIIA of the TPA is ‘an important safeguard against misuse of
market power, and was recognised as such by the Government in its
decision to deregulate charges.” (SACL 2003a, p. 6)

The Council also received submissions which argued that declaration
under Part IIIA would undermine, in a manner contrary to the
public interest, the five-year probationary period for the price
monitoring regime supported by the Government by effectively not
giving it a chance to work.

SACL stated:

In seeking recourse to [the Part IIIA] regulatory safeguard so early
in the probationary period of deregulation, Virgin Blue’s proposal
for declaration is inconsistent with the spirit of the Government’s
public policy. (SACL 2003a, p. 6)
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10.19

10.20

10.21

10.22

10.23

10.24

10.25

Melbourne Airport, argued that there had not been sufficient time to
commercially negotiate access in relation to services at Sydney
Airport:

Whilst progress has been smoother in some than others have [sic],
robust commercial negotiations cannot be seen as an abuse of
market power or a failure of policy ... in relation to the services
Virgin Blue seeks to have declared at Sydney Airport, there
appears to be no dispute - in this case, the new arrangements not
only have not been given a chance to work, they have not even been
required to work. (Melbourne Airport 2003, p. 6)

WAC submitted that:

the new regime has only been in place for 8 months, and should
operate for the full five-year probationary period, recommended by
the Productivity Commission, before assessing whether more
regulation is required. (WAC 2003, p. 5)

SACL stated:

The Government has set out criteria for the assessment of airport
behaviour under deregulation, and the threat of the reintroduction
of the burdens of regulation provide a significant incentive not to
misuse market power. (SACL 2003a, p. 6)

SACL quoted the Government by noting that that while Part IIIA
was retained as a safeguard, ‘the Government intended [Part IIIA] to

provide “protection for access seekers that have been unreasonably
denied access to services”. (SACL 2003d, p. 7)

The provisions of Part IIIA do not require that an applicant for
declaration demonstrate that access has been denied or that the
service provider has actually exercised market power to the
detriment of competition. Part IIIA is concerned with market
structure and whether declaration will promote competition by
unlocking access to a bottleneck service (see paragraph 2.11).

The Government’s policy of light-handed regulation is clear; the
objective being to facilitate efficient outcomes through commercial
negotiation under the regulatory umbrella of prices monitoring and a
credible threat of re-regulation. The Council recognises that there is
a clear cost associated with not allowing this policy to operate fully
by declaring services during the five year probationary period. This
cost is considered in detail below.

The Council, however, recognises that the Government intended that
Part IITA continue to apply to airports during this probationary
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period. Accordingly, the Council does not consider that declaration
under Part IITA in itself is contrary to the Government’s policy.

Costs of access regulation

10.26

10.27

The Council recognises that there are costs associated with
declaration of the Airside Service at Sydney Airport. These costs
include the benefits forgone as a result of not allowing the current
light-handed regulatory approach to operate for the probationary
period of five years, indirect costs such as the costs of distorting
efficient investment or production decisions, and direct costs of
access regulation such as the cost of the arbitration process in the
event of an access dispute.

These costs need to be weighed against the benefits of declaration.
The benefits of declaration essentially relate to the degree to which
competition in the dependent market would be promoted through
access. This was considered under criterion (a) where the Council
concluded that competition would be promoted (see para 6.263).

PC view on regulatory approach

10.28

10.29

10.30

The PC’s recommendations were based on its analysis of the costs
and benefits of continuing with the price cap regulatory regime
under the Prices Surveillance Act 1983 (PSA) applicable to certain
core-regulated airports (but not Sydney Airport where prices were
subject to the prices notification regime under the PSA) and other
forms of regulation. While the PC’s analysis is distinct from the
Council’s analysis of the costs and benefits of declaration for the
purposes of criterion (f), the Council considers it worthwhile setting
out the PC’s key conclusions on this issue.

The terms of reference of the PC required it:

to examine whether new regulatory arrangements, targeted at
those charges for airport services or products where the airport
operator has been identified as having most potential to abuse
market power, are needed to ensure that the exercise of any such
power may be appropriately counteracted. (PC 2002, p. 343)

The PC concluded that Sydney Airport had significant market power.
As discussed in the context of criterion (a), the PC also concluded
that the importance of non-aeronautical revenue, the threat of re-
regulation and the continuing threat of declaration under Part ITIA
would temper SACL’s incentive to exercise its market power.
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10.31

10.32

Notwithstanding the tempering effect of these factors, the PC
concluded that some form of regulation was required to further
constrain SACL’s market power. The issue for the PC was whether a
price cap regime was warranted to achieve this objective. (PC 2002,
p. 355)

The PC concluded that a price cap regime was not warranted and
recommended a five year price monitoring regime in its place. In so
concluding, the PC stated that:

The Commission has not been persuaded, however, that there is a
strong case for the continuation of price caps at any privatised
core-regulated airports. This is for two principal reasons.

The first is the ever-present risk of regulatory failure, given the
severe information problems confronting any regulator. Setting
price caps inevitably entails detailed regulatory assessment of, and
involvement in, airport operations and investment decisions. It
should therefore be used only where the potential efficiency costs of
abuse of market power are significant. Even then there is a risk
that regulation will cause its own distortions to production and
investment decisions. While the Commission agrees that some
transitional problems with current price-cap arrangements may
have been settled, and that the price caps proposed under [the
price cap option] should reduce regulatory involvement in
investment decisions, the risk of regulatory failure remains high.
This risk has been amplified by the uncertainty that currently
pervades global aviation markets.

The second and related reason is that the problem’to be addressed
does not warrant such a heavy-handed regulatory regime. Though
the four largest airports have considerable market power, the
prospect of them using that power in a way that would generate
significant costs to the economy or community is supported neither
by the evidence nor the analysis. There are strong commercial
incentives pulling in the other direction, including scope for
increased profits in non-aeronautical activities from increasing
passenger volumes, and incentives to discriminate and
differentiate in pricing. (PC 2002, p. 355)

The PC went on to state that:

On balance, therefore, the Commission considers that while the
undoubted market power of the four major airports [Sydney,
Melbourne, Brisbane and Perth airports] warrants some form of
regulatory constraint, the continuation of price caps is not the best
approach. [The price monitoring option] offers a much better
regulatory mechanism for promoting the principles for regulation
identified in the terms of reference. The ultimate objective — to
ensure efficient long-term provision of airport services — 1S
common to both options. In the Commission’s view, [the price
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monitoring option] provides a greater chance that this objective
will be achieved, by providing a better balance between regulatory
constraint and promotion of commercial relationships. (PC 2002,
p. 355)

Benefits forgone through declaration

10.33

10.34

10.35

10.36

10.37

The PC concluded that the most effective manner in which to address
the market power of airports was through the facilitation of
commercial agreements in an environment of price monitoring and
the threat of re-regulation. The Government accepted this approach.

The Council considers that declaration would cut short the
opportunity for this approach to work by effectively introducing the
prospect of the ACCC arbitrating terms and conditions of access in
the event of an access dispute, well before the end of the five year
probationary period during which the effectiveness of the light-
handed regulatory approach would be assessed. The costs of doing so
include the benefits forgone by foreclosing the opportunity for
commercially negotiated outcomes to be achieved in the light-handed
regulatory environment.

In considering these foregone benefits, the Council recognises the
unique position of Sydney Airport. There are a number of factors that
combine to set it apart from other infrastructure services. Sydney
Airport is a natural monopoly but, as discussed under criterion (a),
the threat of re-regulation in particular tempers the incentive for
SACL to exploit its market power.

Sydney Airport is in transition from a government owned enterprise
subject to a detailed prices notification process to a private entity
now operating in a prices monitoring regulatory environment. The
Council recognises that SACL needs to plan how to deal with
medium to long term future airport congestion, and a dynamic
aviation industry characterised by a significant amount of instability
and uncertainty. These factors mean that SACL’s approach to pricing
and managing the Airside Service needs to be flexible and dynamic,
and needs to adapt to anticipated future needs within an uncertain
environment.

The PC similarly noted that the airport sector has a history of
government ownership and prescriptive regulation, a complex service
mix and dynamic market conditions. It recognised that these
characteristics make it likely that the charging structures in place at
the time may not have been the most efficient given the future needs

Page 123



Draft Recommendation

10.38

10.39

10.40

of the industry (PC 2002, pp. 257-8). Under these circumstances
there are benefits in giving the industry the opportunity to develop
such improvements in pricing structures within an environment
conducive to commercial negotiation.

The PC described some of the benefits of encouraging more flexible
pricing structures for airports as follows:

In its October 2000 price proposal, SACL (2000) made further
changes aimed at aligning prices with costs and also to improve
the efficiency of use of congested facilities. The Commission
considers that such developments in pricing offer important
improvements in the efficiency of use of airport facilities,
particularly at an often congested facility like Sydney Airport.
More flexibility in pricing and operations should help bring forth
the greater efficiency benefits from privatisation.

Specific charges for use of facilities, such as aerobridges, provide
airport users with the appropriate information for making efficient
decisions about consuming particular services. Time-based
charges for use of scarce capacity, such as apron space, dissuade
excessive use of the facility and encourage more efficient methods
of operation, ration existing capacity to those who value it most
and provide appropriate investment signals to the airport operator
to expand capacity where possible. (PC 2002, pp. 257-258)

The PC envisaged that prices monitoring would allow such price
flexibility to develop while providing sufficient regulatory oversight
to address market power concerns. It concluded that the uncertain
outlook for the aviation market since September 2001 called for a
more flexible approach and supported the claim by SACL that:

the move away from price notification will actually enhance
airports’ ability to conclude commercial agreements with airlines.
(SACL 2001b, p. 2)

The PC identified potential costs to consumers associated with a
failure to allow the full benefits of airport privatisation to be
realised. It noted that:

the full benefits of privatisation of airports are unlikely to be
realised if commercial relationships between airports and airlines
continue to be heavily conditioned by intrusive price regulation.
The ongoing need for substantial investments at major airports
requires a more commercial and cooperative approach. The
potential for regulation unduly to constrain prices poses a real risk
and one that could impose significant costs on consumers in the
future. (PC 2002, p. 357)
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10.41

The Council accepts that commercial negotiations against the
background of the price monitoring regime and the prospect of re-
regulation are likely to allow SACL to be more innovative and
flexible in its development of terms and conditions of access
including pricing, during this period of change and uncertainty. The
benefits of this have not yet been fully realised because there has
been insufficient time since Sydney Airport was privatised to allow
new arrangements to be negotiated and implemented. Declaration at
this time may prevent further benefits being realised through
commercial negotiation subject to the light-handed regulatory
regime. The opportunity to test whether light-handed regulation is
sufficient to effectively address SACL’s market power would also be
lost.

Regulatory failure, indirect and direct costs

10.42

10.43

10.44

The PC considered the costs associated with price cap regulation in
its inquiry (PC 2002). In the case of airports with significant market
power such as Sydney Airport, the PC identified a number of costs of
such price regulation. The first significant cost was the risk of
regulatory failure; that is, the costs associated with the regulator
setting an inappropriate price cap. The setting of an inappropriate
price cap may distort efficient investment and production decisions
by, for example, removing incentives to efficiently invest in new
infrastructure or by encouraging inefficient over-investment or over-
production. The PC concluded that the risk of regulatory failure and
the allocative and dynamic efficiency costs of such failure would be
high under a price cap regulatory regime. (PC 2002, p. 355)

The regulatory costs identified by the PC pertained to a price cap
regime rather than the regulatory framework that would apply
under Part IITA. The Council considers that while there would be
indirect costs in regulating under Part IITA (through negotiation and

arbitration), these would not be as significant as those identified by
the PC.

SACL referred to NECG’s identification of the risk of regulatory
error as being ‘efficiency costs to society of incorrect decisions by
regulators about whether and how to intervene.” Such costs include
diminished incentives to invest, a constrained ability for
infrastructure providers to price efficiently, encouraging inefficient
investment in related markets, and wasteful strategic behaviour by
producers and consumers seeking to enhance their position through

arbitrated outcomes rather than through commercial negotiation.
(SACL 20034, p. 2)

Page 125



Draft Recommendation

10.45

10.46

10.47

10.48

10.49

The inefficiency associated with regulatory gaming was noted by
SACL. In the context of the regulatory process leading up to the
ACCC’s May 2001 Sydney Airport price determination, SACL noted
that:

Arguably SACL and airlines all engaged in wasteful regulatory
‘gaming’ during this process. Rather than engaging meaningfully
with one another to negotiate a satisfactory pricing outcome,
aspects of submissions to the ACCC took strategic positions and
presented extreme views with the aim of securing a better,
arbitrated outcome. (SACL 2003d, p. 3)

Similarly, WAC submitted that declaration would be contrary to the
public interest because airlines would have an incentive not to reach
agreement through commercial negotiations in order to get to
arbitration. This is because airlines know that if they collectively
disagree with a particular proposal, then it is likely that the proposal
will be rejected by the ACCC. Such a view is based on WAC’s
perception of the previous regulatory investment framework
administered by the ACCC. (WAC 2003, p. 4)

While the Council recognises that the risk of regulatory failure and
the prospect of indirect costs exist in relation to all regulated
industries, such costs may be more significant in the case of the
airports sector. This is because of the unique characteristics noted in
paragraphs 10.35 to 10.37. These factors combined with a high
degree of commercial uncertainty in the sector suggest that a
regulated outcome is at greater risk of suffering from a lack of
adequate information than a commercially negotiated outcome.

In addition to the risk of regulatory failure and the prospect of
indirect costs, the Council also considers the direct costs of access
regulation. The direct costs of declaration primarily relate to the cost
of the arbitration itself. For example, the costs of providing
information and preparing arguments in the course of an arbitration.

WAC submitted that declaration of the Airside Service at Sydney
Airport would lead to regulatory control costs that result in greater
price increases to consumers, resulting in a net negative impact to
consumers. WAC estimated the total cost of the May 2001 SACL
Aeronautical Pricing Proposal at around $10 million from all
participants, or the equivalent of 5.5 per cent of the allowable
revenue determined by the ACCC for aeronautical services at Sydney
Airport during 2000/01. Additional to these 5-yearly regulatory costs,
WAC estimates annual economic regulatory compliance costs in the
order of $2-3 million for all industry participants. (WAC 2003, p. 3)
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10.50

10.51

10.52

SACL submitted that its direct costs incurred as part of the ACCC
pricing review that culminated in the May 2001 revision to Sydney
Airport’s charges were in the order of $3 million. SACL also referred
to estimates by the New Zealand Commerce Commission that ‘the
direct costs of price regulation for a single airport are in the order of
NZ$1.1m to $2.2m in a price review year, and NZ$0.5m to $1.1m in
other years.” (SACL 2003d, p. 1)

The ACCC raised concerns that the costs identified by WAC were
based on hearsay evidence, not independently verified and may
include expenses such as the cost of lobbying the government (which
1s not a regulatory cost). Further, both WAC and SACL had failed to
take into account the fact that many of the costs they had identified
would be incurred in the context of commercial negotiations within
an unregulated environment. (ACCC 2003)

The Council recognises that there are direct costs associated with
declaration, particularly where an access dispute requires
arbitration by the ACCC. Some of the direct and indirect costs
commonly associated with regulation, however, may be incurred in
any case in an unregulated environment; for example, the costs
incurred by parties involved in commercial negotiations for access to
services.

Costs versus benefits

10.53

10.54

10.55

Regulation should only be used where the total cost of regulation is
less than would arise in the absence of regulation, notwithstanding
an imperfectly competitive market. As Starkie concluded:

At the end of the day, therefore, there is a trade-off between living
with imperfect regulation or with imperfect markets. It is only
when the market does not work well, when there is a clear case of
natural monopoly and when regulation can reasonably be expected
to improve matters that the regulatory option is worthwhile.
Market imperfections alone are not a sufficient justification for
intervention. (Starkie 2002, p. 64)

This goes to the heart of the question the Council must consider for
the purpose of criterion (f); that is: even if competition can be
promoted through declaration in satisfaction of criterion (a), do the
costs of declaration outweigh the benefits?

The Council concluded under criterion (a) (see paragraph 6.262) that
SACL has both the ability and incentive to exercise market power to
adversely affect competition in the Domestic Passenger Market. The
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10.56

10.57

10.58

10.59

10.60

Council recognised that the effect of non-aeronautical revenue and
the threat of re-regulation would temper the degree to which SACL
would exercise its market power. Nonetheless, there was scope for
SACL to exercise its market power without these constraints being
effective, such that SACL could achieve a range of non-competitive
outcomes in respect of access terms and conditions for the Airside
Service. In respect of pricing conduct, the Council concluded that
SACL had the ability and incentive to set prices for the Airside
Service above competitive levels and up to a point at which the
threat of re-regulation constrained it from pricing any higher.

The Council considered the effect on competition in the Domestic
Passenger Market of SACL exercising its market power up to the
point of constraint. The Council noted the importance of Sydney
Airport to carriers, the relative low price elasticity of Sydney Airport
passenger traffic, the low proportion of final fares made up of the
Airside Service charges and the fact that airlines have some ability
to pass on cost increases to their more price inelastic passengers. The
Council also noted that low cost carriers such as Virgin Blue would
be disproportionately disadvantaged by an exercise of market power
by SACL given that a higher proportion of its fares are made up of
the Airside Service charges, it carries a higher proportion of more
price sensitive passengers and has less ability to effectively price
discriminate. The Council concluded that the effect on competition in
the Domestic Passenger Market of SACL’s exercise of market power
would be material (that is, not insignificant) (see paragraph 6.216).

The benefit to be derived from declaration is the unlocking of the
potential for competition to be promoted in the Domestic Passenger
Market. This benefit needs to be balanced against the costs of
declaration for the purpose of criterion (f).

The costs of declaration include the forgone benefits of not allowing
the current light-handed regulatory approach to continue and the
indirect and direct costs of access regulation.

The airports sector and particularly Sydney Airport is facing a
unique market environment. The PC noted and the Council
recognises that these circumstances make it likely that the current
charging structures may not be the most efficient given the future
needs of the industry. In addition, the Council recognises the need
for flexible, dynamic and responsive pricing and investment
approaches to the industry.

Both the PC and the Government considered there to be benefit in
giving the industry the opportunity to develop improvements in
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10.61

10.62

10.63

10.64

pricing and investment approaches through commercial negotiation
under the umbrella of prices monitoring and the threat of re-
regulation. The benefits of this approach have not yet been fully
realised because there has been insufficient time since Sydney
Airport was privatised to allow new arrangements to be negotiated
and implemented. Declaration at this time may curtail the
realisation of such benefits.

The Council considers that the cost of forgoing potential benefits of
the price monitoring regime, combined with the indirect and direct
costs of declaration are material. However, the Council cannot, on
the basis of the evidence it has, quantify or judge in more precise
terms the degree of such costs.

The Council must be affirmatively satisfied that that the costs of
declaration outweigh the benefits before it can determine that
criterion (f) is not met. This is because of the presumption that
declaration is in the public interest if criteria (a) to (e) are met and
that declaration would not be warranted only if it was clear that the
costs of declaring outweighed these benefits.

At this time, however, on the basis of the evidence before it, the
Council is unable to be affirmatively satisfied that the costs of
declaration outweigh the benefits that will be delivered by
declaration.

This conclusion applies similarly to the potential market for air
freight services. This is because of the significant degree of
operational interdependency between air freight and passenger
services.

Conclusion

10.65

The Council considers that s. 44G(2)(f), which requires that access
(or increased access) to the service would not be contrary to the
public interest, is satisfied in the case of Virgin Blue’s application for
declaration of the Airside Service.

Page 129



Draft Recommendation

11

11.1

Exercise of residual
discretion

The Council has a residual discretion not to recommend
declaration even though all of the criteria set out in s. 44G(2) are
satisfied. This residual discretion includes consideration of the
matters set out in s. 44F(3) and s. 44F(4).

Section 44F(3): Application not in good faith

11.2

11.3

Section 44F(3) states that the Council may recommend that the
service not be declared if the Council thinks the application was not
made in good faith. The subsection does not limit the grounds on
which the Council may decide to recommend that the service not be
declared.

No submission received by the Council argued that Virgin’s Blue’s
application for declaration of the Airside Service had not been made
in good faith. The Council has no reason to conclude that the
application had not been made in good faith. Accordingly, the Council
does not exercise its residual discretion under section 44(3).

Section 44F(4): Consideration of alternative
facilities

11.4

11.5

Section 44F(4) requires the Council to consider whether it would be
economical for anyone to develop another facility that could provide
part of the service. This issue is related to but distinct from the
consideration of natural monopoly under criterion (b). The Council
considers that s. 44F(4) forms part of its residual discretion; that is,
where the Council is affirmatively satisfied that all the criteria are
met, it may still recommend against declaration if it considers that it
would be economical for anyone to develop another facility that could
provide part of the service.

In the case of Virgin Blue’s application, the issue is whether it would
be economical for anyone to develop another facility to provide part of
the Airside Service. The Airside Service is defined to include the use
of runways, taxiways and parking aprons necessary to allow
domestic aircraft to take off and land, and move to/from passenger
terminals at Sydney Airport. These assets are highly complementary
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11.6

and it is difficult to see how an alternate facility could be
economically developed to provide only part (as opposed to the whole)
of the Airside Service. For example, if an aircraft lands at Sydney
Airport, it could only feasibly disembark passengers at Sydney
Airport passenger terminals. Similarly, if passengers are processed
through Sydney Airport passenger terminals, they could only
feasibly board aircraft that are to take off from Sydney Airport.

Given the high degree of complementarity between the assets
making up Sydney Airport and the nature of the Airside Service, the
Council considers that it is not economical for anyone to develop
another facility that could provide part of the service. Accordingly,
section 44F(4) 1s not satisfied.

Page 131



Draft Recommendation

12 Duration of declaration

12.1 Section 44H(8) of the TPA requires that every declaration include an
expiry date. This can be a specified future date and/or can involve an
event that may occur in the future. The period of declaration will
vary according to the circumstances of each application.

12.2 In considering the appropriate duration of a declaration, the Council
has regard to:

(a) the importance of long term certainty for businesses. Given
the nature of facilities subject to declaration, some access
seekers may require declaration as a condition to embark on
significant investment, substantial developments or long
term contractual commitments;

(b) the need for declaration to apply for a sufficient period to be
able to influence the pattern of competition in relevant
dependent market(s); and

(c) the desirability of periodic review of access regulation
governing services, including the need for declaration itself.
On the expiry of a declaration, the need for ongoing
regulation can be reviewed.

12.3 Section 44dJ of the TPA provides that the Council may recommend
that a declaration be revoked. At the time the Council recommends
revocation, it must be satisfied that the declaration criteria would no
longer be satisfied in relation to the declared services for which
revocation is sought.

12.4 The Council notes that declaration does not constrain the parties
from negotiating access rights that continue beyond the period of the
declaration.

The application

12.5 Virgin Blue’s application did not specify the duration of the
declaration sought.
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Assessment

12.6

12.7

12.8

12.9

12.10

12.11

Melbourne Airport argued in its submission for a declaration period
of five years. It stated that:

Our view would be that any declaration should not extend beyond
the expected life of the current regulatory regime (which we believe
to be 30 June 2007) but in any event, given previous declarations,
it seems unlikely that the Council would recommend a period of
longer than five years. (Melbourne Airport 2003, p. 4)

BARA also recommended a declaration period that:

mirrors the duration of the price monitoring arrangements for
airports implemented by the Government in response to the
recommendations of the PC report on Price Regulation of Airport
Services. By mirroring the duration of the airports’ price
monitoring arrangements the behaviour of SACL could be
reviewed and assessed at the same time as that for all other
airport operators and new or amended pricing arrangements
could be implemented for all airports or for particular airports as
required. (BARA 2003a, p. 12)

The Council considers that it is desirable for the declaration period to
be consistent with the pricing regime probationary period of five
years. The Government’s intention at the end of the period is that
the effectiveness of the pricing regime be reviewed. It is appropriate
that any application for subsequent declaration be considered at the
same time as the pricing regime review. As the probationary period
commenced on 1 July 2002, the end of the period would be 30 June
2007. This may suggest a declaration period in the order of four
years.

In addition, the aviation sector is a constantly changing sector that
may in the short to medium term evolve so as to impact upon the
Council’s analysis in criteria (a) and (f) in particular. A period of
declaration of around four to five years may be appropriate.

The Council notes that a five year declaration period was adopted by
the Tribunal in the Sydney Airports decision. The Tribunal
considered that a five-year period was ‘a sufficient period to have
effect or potential effect on the pattern of competition in ramp
handling services at Sydney Airport’ (para 239).

For the purpose of this draft recommendation, the Council
recommends a declaration period of five years. The Council, however,
seeks further views on the issue from interested parties.
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Conclusion

12.12 The Council’s draft recommendation is that the declaration of the
Airside Service should be for a period of five years.
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Appendix A - Sections 44F & 44G of
Part IIIA

Section 44F: Person may request recommendation

44F(1)

44F(2)

44F(3)

44T (4)

44F(5)

[Written application to Council] The designated Minister, or any
other person, may make a written application to the Council
asking the Council to recommend under section 44G that a
particular service be declared.

[Council must act] After receiving the application, the Council:

(a) must tell the provider of the service that the Council has
received the application, unless the provider is the applicant;
and

(b) must recommend to the designated Minister:
(1) that the service be declared; or
(1) that the service not be declared.

[Application not in good faith] If the applicant is a person other
than the designated Minister, the Council may recommend that
the service not be declared if the council thinks that the application
was not made in good faith. This subsection does not limit the
grounds on which the Council may decide to recommend that the
service not be declared.

[Consideration of alternative facilities] In deciding what
recommendation to make, the Council must consider whether it
would be economical for anyone to develop another facility that
could provide part of the service. This subsection does not limit the
grounds on which the Council may decide to recommend that the
service be declared or not be declared.

[Withdrawal of applications] = The applicant may withdraw the
application at any time before the Council makes a
recommendation relating to it.
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Section 44G: Limits on the Council recommending
declaration of a service

44G(1)

44G(2)

44G(3)

44G(4)

[Access undertakings] The Council cannot recommend
declaration of a service that is the subject of an access undertaking
in operation under section 44ZZA.

[Council to be satisfied of matters] The Council cannot
recommend that a service be declared unless it is satisfied of all of
the following matters:

(a) that access (or increased access) to the service would
promote competition in at least one market (whether or not
in Australia), other than the market for the service;

(b) that it would be uneconomical for anyone to develop
another facility to provide the service;

(c) that the facility is of national significance, having regard
to:
(1) the size of the facility; or
(i1) the importance of the facility to constitutional

trade or commerce; or

(111) the importance of the facility to the national
economy;
(d) that access to the service can be provided without undue

risk to human health or safety;

(e) that access to the service is not already the subject of an
effective access regime;

® that access (or increased access) to the service would not
be contrary to the public interest.

[Effective access regimes] In deciding whether an access regime
established by a State or Territory that is a party to the
Competition Principles Agreement is an effective access regime,
the Council:

(a) must apply the relevant principles set out in that
agreement; and

(b) must not consider any other matters.

[Council to follow Minister’s decision] If there is in force a
decision of the Commonwealth Minister under section 44N that a
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regime established by a State or Territory for access to the service
1s an effective access regime, the Council must follow that decision,
unless the Council believes that, since the Commonwealth
Minister’s decision was published, there have been substantial
modifications of the access regime or the relevant principles set out
in the Competition Principles Agreement.
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Appendix B — Competition Principles
Agreement (extract)

6(2)

6(3)

6(4)

The regime to be established by Commonwealth legislation is not
intended to cover a service provided by means of a facility where the
State or Territory Party in whose jurisdiction the facility is situated
has in place an access regime which covers the facility and conforms to
the principles set out in this clause unless:

(a) the Council determines that the regime is ineffective having
regard to the influence of the facility beyond the jurisdictional
boundary of the State or Territory; or

(b) substantial difficulties arise from the facility being situated in
more than one jurisdiction.

For a State or Territory access regime to conform to the principles set
out in this clause, it should:

(a) apply to services provided by means of significant infrastructure
facilities where:

(1) 1t would not be economically feasible to duplicate the facility;

(11) access to the service is necessary in order to permit
effective competition in a downstream or upstream
market; and

(1) the safe use of the facility by the person seeking access
can be ensured at an economically feasible cost and, if
there 1s a safety requirement, appropriate regulatory
arrangements exist; and

(b) incorporate the principles referred to in subclause (4).

A State or Territory access regime should incorporate the following
principles:

(a) Wherever possible third party access to a service provided by
means of a facility should be on the basis of terms and
conditions agreed between the owner of the facility and the
person seeking access.

(b) Where such agreement cannot be reached, governments should
establish a right for persons to negotiate access to a service
provided by means of a facility.

(c) Any right to negotiate access should provide for an enforcement
process.

(d) Any right to negotiate access should include a date after which
the right would lapse unless reviewed and subsequently
extended; however, existing contractual rights and obligations
should not be automatically revoked.
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(e)

®

(g)

(h)

(@)

0)

()

(i1)

(iii)

(k)

The owner of a facility that is used to provide a service should
use all reasonable endeavours to accommodate the requirements
of persons seeking access.

Access to a service for persons seeking access need not be on
exactly the same terms and conditions.

Where the owner and a person seeking access cannot agree on
terms and conditions for access to the service, they should be
required to appoint and fund an independent body to resolve the
dispute, if they have not already done so.

The decisions of the dispute resolution body should bind the
parties; however, rights of appeal under existing legislative
provisions should be preserved.

In deciding on the terms and conditions for access, the dispute
resolution body should take into account:

(1) the owner’s legitimate business interests and investment
in the facility;

(11) the costs to the owner of providing access, including any
costs of extending the facility but not costs associated
with losses arising from increased competition in
upstream or downstream markets;

(11) the economic value to the owner of any additional
investment that the person seeking access or the owner
has agreed to undertake;

(iv)  the interests of all persons holding contracts for use of
the facility;

(v) firm and binding contractual obligations of the owner or
other persons (or both) already using the facility;

(vi)  the operational and technical requirements necessary for
the safe and reliable operation of the facility;

(vil) the economically efficient operation of the facility; and

(viil) the benefit to the public from having competitive
markets.

The owner may be required to extend, or to permit extension of,
the facility that is used to provide a service if necessary but this
would be subject to:

such extension being technically and economically feasible and
consistent with the safe and reliable operation of the facility;

the owner’s legitimate business interests in the facility being
protected; and

the terms of access for the third party taking into account the
costs borne by the parties for the extension and the economic
benefits to the parties resulting from the extension.

If there has been a material change in circumstances, the
parties should be able to apply for a revocation or modification
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@

(m)

(n)

(0)

(®)

of the access arrangement which was made at the conclusion of
the dispute resolution process.

The dispute resolution body should only impede the existing
right of a person to use a facility where the dispute resolution
body has considered whether there is a case for compensation of
that person and, if appropriate, determined such compensation.

The owner or user of a service shall not engage in conduct for
the purpose of hindering access to that service by another
person.

Separate accounting arrangements should be required for the
elements of a business which are covered by the access regime.

The dispute resolution body, or relevant authority where
provided for under specific legislation, should have access to
financial statements and other accounting information
pertaining to a service.

Where more than one State or Territory regime applies to a
service, those regimes should be consistent and, by means of
vested jurisdiction or other co-operative legislative scheme,
provide for a single process for persons to seek access to the
service, a single body to resolve disputes about any aspect of
access and a single forum for enforcement of access
arrangements.
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Appendix C - Submissions

1. Adelaide Airport, January 2003.
2. Melbourne Airport, February 2003

3. Board of Airline Representatives of Australia Inc. (BARA), February
2003.

4. Westralia Airports Corporation Pty Ltd (WAC), February 2003.
5. Sydney Airports Corporation Ltd (SACL), February 2003.

6. Board of Airline Representatives of Australia Inc. (BARA) — second
submission, March 2003.

7. Board of Airline Representatives of Australia Inc. (BARA) — third
submission, March 2003.

8. Virgin Blue, March 2003.
9. Virgin Blue — second submission, April 2003.

10. Sydney Airports Corporation Ltd (SACL) — second submission, April
2003.

11. Virgin Blue — third submission, May 2003.

12. Regional Express — response to Council request for further information,
May 2003

13.Virgin Blue — response to Council request for further information, May
2003.

14. Virgin Blue - response to Council request for information on regulatory
costs, June 2003.

15.Sydney Airport - response to Council request for information on
regulatory costs, June 2003.

16.ACCC - letter to Council in regard to Sydney Airport submission on
regulatory costs, June 2003.
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