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Introduction

Over the past 17 years, the airline industry in Australia has undergone substantive structural change.  The domestic industry which was once one of the most tightly regulated in the world via the two airline policy, combined with government ownership and operation of infrastructure as well as air carriers.  The domestic industry has now been substantially deregulated and privatised, including deregulation of the ownership of air carriers.  Australia is one of the world’s most liberal domestic air transport regimes in this regard.  Internationally, there has been substantial although not complete liberalisation.  Provisions in individual bilateral relationships and other factors have complicated the process of liberalisation.  

This seventeen year process resulted in an active competition agenda in Australia.  Airline investments and/or alliances were subjected to review as if they were airline mergers.  Industry trade practices formerly authorised have been reviewed (e.g., IATA passenger agency program).  Requests have been made for new industry practice exemptions, such as the pricing and scheduling authorisation requested by British Airways and Qantas.  Newly privatised airports were initially subjected to regulation, and then subjected to reviews of the effectiveness of regulation.  Trade practices provisions seemly designed for other sectors (e.g., access regulation) found application to airports.  Commercialised air navigation services are subject to price regulation.
It may appear that the industry has completed its transition from a regime of regulation/protection and going forward will have a sleepy competition agenda.  However, this is unlikely to be the case.  The transition of the industry has only partially been completed and new market and political forces are acting upon it.  Key issues which will face the industry include:
· the speed and degree to which international aviation markets are deregulated; 

· implications of the emergence of new carrier types, such as long haul low cost carriers; 

· enormous capacity increases in the airline sector; 

· continuing imbalance of airport capacity with demand and the related issues of access and pricing of infrastructure services; and

· the political changes associated with aviation externalities (i.e., the impact aviation on climate change and noise).
These new forces will interact and are likely to result in further requests for changes to prohibited trade practices, further industry consolidation and continuing pressures to regulate infrastructure access and prices.

This paper examines some of the forces that are continuing to act upon the industry and how they will manifest themselves in an active competition agenda.

The recent past:  deregulation, privatisation, consolidation 

The following table lists some of the key changes that have taken place in Australia’s aviation sector in the past 17 years.
	Date
	Event

	October 1990
	Deregulation of Australia’s domestic aviation industry, 
End of the two airline policy.  Over the years, incumbent carriers enter new domestic routes and several new carriers emerge, then exit the industry through a combination of weak business models and issues such as airport access.

	1 July 1992
	Partial liberalisation of Australia’s international airline industry.  
International Air Services Commission was established under the International Air Services Commission Act 1992, providing some access to Australian carriers other than Qantas to international routes.  Ansett eventually forms international company and begins to operate selected Asian routes.

	15 September 1992
	Industry consolidation via merger.

with the merger of Qantas and Australian Airlines 

	March 1993
	Privatisation.

Qantas (now incorporating Australian) privatised, 25% of the airline sold to British Airways.
 

	July 1995
	Commercialisation of air navigation services.  
Airservices Australia established.  Assumes responsibility of airspace management, aeronautical information, communications, radio navigation aids, aviation search and rescue, and airport rescue and firefighting services.

	2 July 1997
	Privatisation of airports.

The Australia Government began privatisation with the long term lease of three major Federal airports: Brisbane, Melbourne and Perth.  Signed sales documentation to lease airports to the successful bidders on 7 May 1997.  Over subsequent years other former federally operated airports were privatised via long term leases.

	Various dates   
	Partial Consolidation via Alliances and/or investment

Qantas and Ansett each join global alliances as founding members.  Ansett domestic company acquired by Air New Zealand. 

	31 August 2000
	Entry of successful low cost carrier

Virgin Blue began to fly.  First route is between Brisbane to Sydney.

	12 September 2001
	Industry consolidation through failure

Ansett Australia (domestic and international companies) fails and proceeds to liquidation.  Financial structure threatens to suddenly bring Air New Zealand into bankruptcy, but staved off via re-nationalisation of the carrier.

	1 December 2007
	Additional entry of low cost carrier.
Tiger Airways Australia is scheduled to begin services.  First route is Melbourne – Darwin.


There has also been acquisition of (or alliances with) regional carriers by the major domestic network carriers.  These events have resulted in reviews or a number of actions under trade practices or pricing surveillance legislation.  Among these are:
· Review of complaints regarding airport access by a number of airline entrants.  The legacy of how the previous era’s airport business model (carrier developed and operated terminals) resulted in a degree of entry barriers into the airline industry.

· Request for authorisation by Qantas and British Airways for exemptions from certain trade practices on selected routes, with an implicit price cap regulation.  Authorisations have been time limited, with regular review and reauthorisation required.
· Similar review of various other airline alliance relationships.

· Application of price regulation to newly privatised airports.

· Removal of price regulation of Australia’s airports, and replacement with prices monitoring in some cases.
· Application of regulation to fees and charges of Airservices Australia.

· Granting of application of access arbitration in an important airport-airline dispute on fees and charges.

· Requests by foreign carriers for access to beyond Australia route rights (e.g., Singapore Airlines request to serve Australia-US routes, Air Canada’s requests for additional Australia-US traffic rights.

In addition, the structural and regulatory changes have resulted competition and trade practices reviews in New Zealand.  A complicated transaction involving Ansett in New Zealand affected domestic markets, resulted in ring fencing of an airline investment which had potential to restrict domestic New Zealand competition.  An interesting aspect of this evaluation was the potential of entry by a third carrier (in this case whether Qantas would enter the domestic new Zealand market) and whether this would restrain any potential market power.  The competition agenda of the past 17 years has included exemption to allow joint determination of prices, joint determination of and management of capacity, authorisation for alliances of various types, regulation of airline and infrastructure prices, access to infrastructure and merger/investment.  
Unfinished Business:  Consolidation

One of the key observations of deregulation has been consolidation in the airline industry.  This month is the 30th anniversary of the U.S. Air Cargo Deregulation Act and next year will be the anniversary of the Airline Deregulation Act which applied to domestic passenger transport.  Of the 11 trunk airlines and 7 local service carriers operating at the time of deregulation, only six survive.  Most carriers were acquired and merged into larger carriers, although two (Pan Am and Eastern) were liquidated.  Other deregulated markets also witnessed consolidation.  Canada saw two trunk, five regional and its largest charter carriers consolidated into a single carrier.  Brazil, the U.K., France, Japan and others have seen domestic carriers consolidate via merger or failure.  Other jurisdictions (e.g., India) are still working through consolidation.  
Two forces driving consolidation.  There are two sources of pressures on carriers to consolidate.  First, the industry appears to be subject to a form of economies of scale, referred to as economies of traffic density.  The empirical evidence indicates that unit costs fall as traffic increases within a given network.  This is due to the existence of economies of being able to utilise larger, more efficient aircraft at higher traffic levels, economies in fixed station costs which can be spread out across larger traffic volumes, and economies in being able to launch non-stop service on routes with thin traffic.  The evidence is mixed regarding whether economies exist with increased network size.  A carrier with a small network but high traffic density within that small network do not seem to suffer greatly, if at all, when competing with large network carriers.
A second force driving consolidation has been passenger preference for on-line service, hence for service by large network carriers.  Just after U.S. airline deregulation, Carleton, Landes and Posner estimated consumer willingness to pay for an on-line versus an interline connection.  After adjusting for inflation and exchange rates (always a risky business), their results suggest a consumer premium of roughly A$50.  This result is generally consistent with the airline’s own modelling of consumer preferences.  Many air carrier route managers utilise QSI models to predict a carrier’s traffic or market share.  The models are based on key consumer demand factors such as frequency of service, whether a routing involves a non-stop flight and if not, whether the flight requires an on-line connection or an interline connect.
  The QSI model which is used by InterVISTAS Consulting for its airline and airport clients gives a 2.6 weighting for on-line connections for domestic US service relative to an interline connection.  For long haul services the premium is smaller but still noticeable.  For a transpacific service to/from the U.S. the online connection has a 1.18 multiplicative factor versus 1.0 factor for an on-line service.  Non-stop service has a 7.0 factor versus a single connection, conditional on frequency of service being identical.  (A carrier offering one-stop service can improve its competitive standing if it can offer more frequent service, even if via code sharing or a longer routing.)
Thus, there are both demand and supply side factors which favour larger carriers.  A carrier that can achieve higher traffic within a given network of points served gains a cost advantage.  While there may or may not be a cost advantage to serving a larger network of points, consumers favour carriers which offer a larger network of points, allowing them to offer a greater percentage of passengers an on-line connection.  There is a subtly here.  In those city pair markets large enough to offer high frequency non-stop service, a small network carrier operating high frequency non-stop service on the city pair with few or no connections can be an acceptable choice to consumers.  The on-line preference is not necessarily relevant for the entire market but is very important for passengers on city –pair combinations which have more low or modest traffic levels that are unable to support frequent non-stop service.  Even on the high traffic routes, a substantial number of passengers will be making connections from low traffic routes or more distant points.  
The implication of this is that the larger markets may evolve toward having a smaller carrier offering high frequency service on a modest network of routes, and having a large network carrier with sufficient traffic density to achieve low unit costs while offering the on-line service preferred by those who must make a connection.  

The latter carrier makes evaluation of market performance complicated.  Passengers requiring a connection are observed to value on-line services higher than interline services.  A carrier which caters to these passengers may be observed to have a higher average fare.  This does not necessarily imply that the carrier is exploiting market power.  It is choosing to supply a higher value service.  It may be that carriers offering connecting services incur higher costs than carriers focusing only on modest number of high volume point-to-point services.
  One must be careful in interpreting differences in average fares.
To date, consolidation has largely been confined to domestic markets.  To date, the two market forces have driven consolidation in domestic markets.  Until recently, consolidation across borders has not been possible in the airline industry.  National laws and/or bilateral air services agreements requiring majority (or supermajority) domestic ownership of air carriers has prevented cross border mergers. Yet the forces favouring consolidation do not end at national frontiers.  But for national ownership requirements, consolidation across borders is likely to have taken place.

Alliances have developed as a means to achieve some, but not all the gains of mergers.  In the face of prohibition of cross border mergers of air carriers, the industry has sought to achieve some of the gains otherwise available via cross border alliances.  These have focused on two aspects.  First, where allowed, they have sought to extend the apparent size of the networks by code sharing.  Second, where allowed, they have sought to reduce cost by reducing capacity, again via code sharing services.  These initiatives have produced gains for consumers and carriers.

However, these have only been partial gains.  Alliances do not produce the full magnitude of benefits which mergers among domestic carriers have been able to produce.  Connections between services of alliance partners are not perceived as having the same desirability as true on-line connections.  QSI models used by air carriers, for example, attach penalties to code share connections, relative to on-line connections, typically in the range of 50%.  I.e., air carriers perceive that consumers have a preference for true on-line connections.  There are a number of reasons for this.  On-line connections offer greater choice of seat assignments, through boarding passes, greater reliability of baggage delivery and better dispute resolution when connections of people and/or bags go wrong.  

Alliances also do not achieve the same cost reducing benefits as mergers.  Merged carriers can integrate their fleet purchases and their pool of flight personnel, producing substantial economies.  Mergers also allow better utilisation of aircraft.  An aircraft idle at a spoke end cannot be utilised by an alliance partner for another flight, but such utilisation would be possible after a merger.

Changing national  ownership requirements may unleash new consolidation.  Turning to the future, there are signs that in many jurisdictions national ownership requirements are weakening, and this may provoke a new wave airline mergers for competition authorities to consider.  Europe is the driving force behind these changes.  First, carriers operating within the European Union need only be owned and controlled by EU investors – there are no national ownership requirements.  This has resulted in low cost carriers operating throughout the European Union regardless of the domicile of their investors and regardless of the location of their headquarters.  Greek owned, UK based carriers may operate domestic services within Germany or routes from France to Belgium.  Major mergers among the low cost carriers have also occurred.  

Europe has also seen some consolidation of its full service network carriers across national frontiers.  Air France and KLM are increasingly operating as if they are a single merged entity.  Lufthansa and Swiss are also achieving many of the gains of mergers.  Other, similar carrier relationships are being considered.  While these combinations still fall short of the full gains of mergers,
 they are important steps toward achieving further gains of consolidation.
  Thus far, non-European governments have not objected to the Air France-KLM and Lufthansa-Swiss ownership structures.  Further, the European Union is negotiating air services agreements which embed a European rather than a national ownership requirement, and is seeking even more liberal ownership provisions.  

While the number of such agreements is modest, at present, at some point a critical mass of agreements may be achieved which will unleash a number of cross border mergers.  If instead of looking backward 17 years, one looks forward 17 years, it seems likely that competition authorities may face requests for authorisations of cross border mergers, or further, deeper alliance relationships which may need to be evaluated as if they are mergers.  In the coming 17 years, it may be that existing alliance relationships will change and/or be replaced by merger requests.
One last comment concerns the potential in coming years for consolidation to occur between low cost carriers and full service airlines.  These are two very different business models and thus far, most consolidation has been among LCCs or among FSAs.  The U.S. saw a merger between FSC US Airways and quasi-LCC America West.  Currently European LCC Ryanair is seeking to acquire Aer Lingus.
Airport Competition Issues Will Remain

Airport issues will also require the attention of competition authorities in coming years.  These issues will be focussed on both access to scarce airport facilities and on the price of access.
Seminal work evaluating the effects of U.S. airline deregulation by Morrison and Winston have identified that the lack of adequate airport capacity has suppressed major gains that could have been achieved in U.S. airline markets.  Over the coming years, an increasing number of airports will move into the ranks of those where capacity falls short of demand for airport services, at least during peak times.  Economists have long favoured allocating airport capacity via the price mechanism, either by peak period pricing or by slot auctions.  Carriers, both full service and low cost, have strongly resisted peak period pricing.  The price mechanism can produce substantial rents for airport operators.  Not only is airport capacity a scare good, airport costs are modest share of airline total operating costs, providing the potential for substantial rents.  Interestingly, airport operators to date have not been eager to use price to allocate capacity.  
Capacity expansion will come at high cost at most airports, and this will result in rate increases.  These rate increases will either require regulatory approval, or will result in pressures from airport customers (the airlines) for the imposition of a regulatory regime.  
In the coming years, there will likely be a continuing agenda of airport issues for competition authorities.  These will include:
· Calls from airlines for re-introduction of regulation of aeronautical charges.

· The potential for calls for regulation of non-aeronautical fees from other tenants at airports.

· The potential for greater use of Australia’s unique access provisions, which can be used to review airport charges via an arbitration process.

· Reviews of the cost bases of airports, especially where operators are allowed to revalue assets.  There are economic justifications for the revaluation of airport assets, but the methodology for revaluing such large land parcels must be done carefully.  Traditional methodologies developed for valuation of small parcels of land in large markets are not necessarily appropriate for parcels which can be measured in thousands of hectares.  .
· Calls from entrants for access to scare airport facilities, although typically entrants seek access to peak services at uniform, rather than peak period pricing.  

· Potential for airport operators to introduce new pricing structures.  This may embrace passenger based charging, such as that utilised until recently by Sydney Airport Corporation, and potentially could embrace peak period pricing elements.

The Consequences of the Coming Capacity Glut

Over the past several years, Boeing and Airbus have been delivering 300-400 aircraft each to the world market.  Part of this has been incremental capacity and part has been replacement capacity.  It appears that 2007 may be the third year in a row where each manufacturer has taken firm orders for 1000 aircraft.  Projecting ahead for the 5-6 years of the delivery cycle, it appears that the global market will be awash with capacity.  

Of special importance for this region is the enormous increase in capacity of carriers based in the Middle East.  Several of these carriers will be taking delivery of large amounts of high capacity aircraft which will constitute incremental rather than replacement capacity.  Emirates Airlines, for example, has 55 A380s on order, in addition to major orders for other types of wide body aircraft.  Their strategy is one of offering high frequency one-stop connecting services to an ever increasing range of destinations in Europe and Asia.  This contrasts with the long haul strategies of most European, Asian and Australasian carriers to offer non-stop but low frequency service to a modest number of destinations.
By 2013, the enormous increase in global aircraft capacity, if combined with recession or other demand reducing factors (such as aviation based terrorism, pandemics such as SARS or natural disasters such as Tsunami) could result in a collapse of airline yields in long haul markets.  The collapse of domestic U.S. airline yields in 2000 resulted in all major U.S. carriers entering bankruptcy protection or else reorganising under the threat of bankruptcy.  Further, it should be appreciated that the U.S. carriers were forced into a sudden transition.  The late 1990s produced substantial traffic gains and profits, but within 2 years the industry was in its greatest crisis.
Competition authorities in Australasia, Europe and Asia may face a wave of requests for authorisations of mergers or trade practices as carriers seek to adjust to a market where long haul yields collapse to the point of threatening the viability of some important carriers.  
Climate Change and Aviation
Measures of the impact of commercial aviation on greenhouse gas emissions range from roughly 1.5% to 8.0%.  Aviation has been reducing its emissions per passenger kilometre by roughly 2% per year, and today’s aircraft produce only 30% of the emissions of the original generation of commercial jets.  Air New Zealand reports that it achieves a fuel efficiency of 3.5 litres per 100 passenger kilometres, very favourable when compared with automobiles over the same distance.  Further, it projects that this will fall to 3.0 litres per 100 passenger kilometres as it takes delivery of new aircraft.

The challenge of the airline industry is that while it has been achieving impressive reductions in emissions per passenger kilometre, the industry is growing at a faster rate, resulting in increased total emissions.  This is resulting in pressures on the industry to reduce emissions and to offset those emissions which cannot be reduced in the short term.  The European Union has proposed legislation to bring commercial aviation into the European carbon trading scheme, with a combination of declining carbon quotas and requirement to offset any emissions above the quota.
Already carriers in Europe and elsewhere are pursuing strategies to reduce emissions.  These include advocating for new flight routings which reduce distance flown, hence emissions.  In some quarters this includes calls for elimination of noise abatement flight profiles, setting the stage for conflict between carriers seeking to reduce emissions and airports/communities.
For competition authorities, carriers may seek mergers or authorisations for certain trade practices which reduce total capacity on a collection of routes   While benefits in terms of emission reductions have been pointed out in many past proceedings, they have not  been quantified.  Future applications are likely to quantify and value such benefits.  It is likely that long term the value of carbon reductions will increase, as regulatory regimes require ever larger carbon offsets while the law of diminishing returns works on the cost side.
  The value of emission reduction benefits may be considerable, and in some cases may tip the balance of quantitative assessments of net benefits.  Emission reduction may also be an objective of carrier consolidation, as the requirement to achieve imposed quotas becomes tangible.  
Assessing Mergers and Trade Practices

I have argued in this paper that while the past 17 years have seen dramatic changes in industry regulation, ownership and structure there are still substantial changes to come in the sector.  This will be due to changing conditions in the coming years which may enable cross border carrier consolidation, the continuing challenge of airport capacity and costs of expansion, the potential for a yield collapse in long haul markets in the coming 5-6 years, and pressures on carriers due to climate change concerns.  

I would next like to turn to two issues in the evaluation of trade practices and mergers:  price discrimination and the use of hypothesised economic models as evidence.

a) Price discrimination

Airline markets have extensive price discrimination.  This means that evaluation of economic efficiency of airline markets must be done with care.  In a market that was already economically efficient, if carriers subsequently merge and if post merger capacity is available at marginal cost prices, then the market will continue to be economically efficient.  
An observation of an increase in average air fare after a merger in a market is not necessarily evidence of a decline in economic efficiency in a market.  Evaluation of economic efficiency in a market with price discrimination must pay attention to the lowest prices in the market post merger, and their relationship to marginal cost.  I will address the marginal cost issue shortly.  First, I comment on the issue of price discrimination.
In a number of jurisdictions (and to some commentators), price discrimination is viewed as being undesirable, per se.  However, economists have long known that a perfectly price discriminating monopoly will achieve maximum economic efficiency.  There are distributional consequences of such price discrimination, of course, but they must be seen as such, and not as a reduction in economic efficiency.  
The issue of price discrimination and its role in assessing competition impacts has recently been discussed in an important 2005 paper by Cooper, Froeb, O’Brien and Tshantz.  They looked at this issue in detail and made a number of key observations of relevance to assessing mergers and trade practices:

· “Over the course of more than a hundred years of antitrust practice, price discrimination has erroneously come to be associated with excessive market power and anticompetitive intentions and effects.” 
·  “… price discrimination is perfectly consistent with competition, just not with perfect competition,” 
· “Price discrimination implies that price is above marginal cost, but this observation has no bearing on a firm’s potential to harm competition.” 

The mere fact that consumers pay different prices for services is not, by itself, an indication of an undesirable market outcome.  It also often argued that price discrimination cannot exist without market power.  But price discrimination is present in many industries which are not generally considered as problematic in terms of competitive outcomes.  For example:
· The beef cattle industry. We have all grown up with and come to accept that ‘prime cuts’ of meat carry higher prices.  But the reality is that the costs of raising, slaughtering and dressing a steer are not traceable to the individual cuts of meat, except for minor amounts for additional trimming or wrapping.
  Yet we observe that the prices per kilo for the individual cuts of beef vary widely.  The price per kilo of prime filet mignon is significantly higher than the price per kilo of mince beef.  This demand-based differential pricing also occurs with lamb and other meat products.  Consumers value cuts of meat differently, but there is almost no difference in production costs.  This is an industry with many suppliers yet price discrimination not only exists, it is almost uniformly practiced.  
· Book publishing.  Many popular novels are published in hardback initially then released in paperback some time later.  The hardback edition can be priced at over twice the price of the paperback edition.  However, the cost difference between the editions is fairly small, as only the cover is substantially different, and that is no more than a piece of cardboard.  Through this approach, high ability to pay consumers (those who want the book immediately) are charged a higher price than other customers.  This demand-based price discrimination and occurs notwithstanding high levels of competition in the book publishing and retailing industries.
· Cinema tickets. In some jurisdictions, the prices to see a film in the afternoons or on particular weekday nights are lower than they are for a Saturday night showing.  This is a form of price discrimination.
Froeb et go on in their paper to give examples as to how mergers may actually enhance competition in many markets with price discrimination. 
While it might be argued that price discrimination cannot exist in a perfectly competitive market, few markets can be characterised as perfectly competitive.  Oligopoly or the market form referred to as monopolistic competition are far more common structures in the economy.  For these sectors, including aviation, the test of the desirability of market outcomes must address whether consolidation or other trade practices in the presence of price discrimination reduces economic efficiency, and whether it may actually enhance competition in some markets.
I now turn to the issue of marginal cost.  The measurement of marginal cost is often essential in evaluation of market structure changes in industries.  This is especially important in sectors which have forms of economies of scale in the relevant range of output.  The airline industry is one which can be characterised as having substantial returns to traffic density in a broad range of markets, a practice of price discrimination, and capacity that is offered by suppliers in units of flights but sold as individual seats.  Because of the latter case, the measurement of marginal cost can be problematic.  Once a carrier commits to operating a flight, it might be argued that the marginal cost of selling an additional seat is zero.  Zero marginal costs raises challenges for assessing a broad array of market outcomes, such as whether prices lead to economic efficiency (zero marginal costs suggest that some consumers must pay near zero prices in order to achieve economic efficiency) and assessing allegations of predatory pricing.
In Canada, the issue of measuring marginal cost for airline services was considered by the Canadian Competition Tribunal in a proceeding dealing with two allegations of predatory pricing by the national network carrier.  The tribunal ruled that the measurement of marginal cost must be made in the context of the time period of decision making.  In this context, near zero prices may be viewed as covering avoidable marginal costs in the very short run, as the offering of capacity is already committed.  However, if a carrier commits to a pricing policy covering a period of several quarters, or years, then that policy must be judged against marginal costs measured over a longer period of time.  In this medium term the carrier could decide to not offer capacity, either by redeploying the capacity to other opportunities, or potentially by downsizing the level of capital deployed.  It is in this time frame that marginal cost should be established, and used for price comparisons involving changes in market structure such as mergers.  This should be an element of the evaluation of the effects of mergers or other market structure changes in the presence of price discrimination.
b) Are models evidence?

Finally, I would like to briefly comment on the use of the predictions of mathematical models of firm behaviour as evidence in evaluation of the competition effects of changes in industry structure.  There is no question that the use of various models have expanded economists’ understanding of how markets work, and a number of prizes in economics in honour of Alfred Nobel have been awarded for developments of game theoretic and other models.  

However, the value of models for assessing the outcomes of specific firms merging in a specific industry must be done with great care.  If models are based on empirical observation of the actual behaviour of these firms, and if the models correctly account for all the key elements of industry conduct, then their predictions may be illuminating.  However, if a model assumes away key aspects of industry conduct, then its predictions may not be illuminating, and indeed may even be misleading.  

In the airline industry, one of the key elements of carrier conduct is the use of price discrimination.  Models which do not account for existence of price discrimination, and which fail to specify the objectives and incentives of carriers regarding price discrimination must be viewed as failing to meet the needs of assessing post-merger performance.
Final Comments

In this paper I have tried to make the following points:

· Over the past 17 years, the airline industry in Australia has undergone substantial changes in market structure, regulation and ownership.  This resulted in an active competition assessment agenda.

· Over the coming 17 years, the competition agenda is highly likely to continue to be active.

· In the coming years, it appears that the industry may finally breakthrough the foreign ownership barriers, which are likely to result in significant cross border consolidation in the industry.

· A capacity glut is likely to appear by 2013, and this may result in a collapse in airline yields, especially in the markets between Europe and Australia/Asia.  This in turn may induce an active competition agenda as carriers deal with what may be severe profit pressures.

· The airport sector will continue to grow, but continue to have demand outstrip capacity, especially during peak periods.  Airport costs will increase as they continue to add capacity, and carriers facing higher charges are likely to call for regulation or arbitration solutions.

· Climate change impacts of aviation will change some price incentives, and will induce carriers seek solutions to reduce their impacts, potentially including consolidation.  Quantification and valuation of climate change impacts will be a new element in competition assessment.
· When assessing potential outcomes of future changes in industry structure, recognition must be made of the existence of a high degree of price discrimination in airline markets.  This means that simplistic comparisons of average fares may not be sufficient evidence as to the outcomes in terms of economic efficiency.  Care must be given to examining the structure of air fares post consolidation and their relationship to marginal costs.
· Finally, regarding the latter point, most mathematical models of the airline industry fail to recognise the existence of price discrimination and all fail to model the incentives and responses of carriers their ability to price discriminate.  Models which do not account for the existence of price discrimination must be viewed sceptically and must be supplemented with additional evidence regarding the relationship of prices (plural) to marginal cost, and actual competition in the market.
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� British Airways later sold this stake in Qantas.


� Quality of Service Index models were originally developed for use by the U.S. Civil Aeronautics Board for regulatory purposes.  These models predict allocation of traffic to routes and carriers based on  a series of multiplicative factors.  (For the econometrician, this amounts to a log-log or Cobb Douglass specification of demand).  While the models are not econometrically estimated, the carriers regularly “calibrate” the models to ensure that their predictions are reasonably accurate.


� Michael O’Leary, CEO of Ryanair, has stated that providing connection services increases costs dramatically, by up to $100 per passenger.  While this may be an overstatement, the substantial costs being incurred by certain low cost carriers, such as WestJet, to provide code sharing services, is generally consistent with his statement.


� E.g., Flight crews are not integrated.


� While European Union law does not prevent Air France and KLM executing an outright merger, bilateral air service agreements with non-EU nations require that each carrier have a separate corporate identity.  


� Some forecast that the price per tonne of carbon offsets will increase from the current US$20 to US$50


� Paradoxically, the cost of supplying hamburger are a tiny bit higher than the cost of supply prime cut steaks, due to the additional step of grinding the meat after it is cut.
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