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Executive Summary
The airports have market power

The Productivity Commission’s (PC’s) draft reponds that Brisbane, Melbourne,
Perth and Sydney airports — and to a lesser efggitide Airport — have ‘sufficient
market power to be of policy concern’. It recogsisigat efficiency losses may result if
that power is exercised.

The exercise of market power can result in detrini@ustralians in a number of
ways. Firstly, high prices (and/or low quality) casult in inefficient under-utilisation
of airport infrastructure and services, includingdirlines, passengers and related
markets such as those that rely on goods transpbytair. Secondly, firms with
market power may inefficiently under invest, satttiamand for their services will
exceed supply, leading to further potential for m@oly prices. This can also lead to
underinvestment in related markets. Thirdly, ap@ir exercising its market power
could operate inefficiently by allowing its costsrtse or by it not adopting
cost-saving or innovative technologies. Finally,mapoly pricing is of concern to the
community and consumers, especially as they wilinaitely pay for any monopoly
rents.

The monitoring regime has identified concerns about the exercise of market power

The ACCC has monitored the performance of airpartearious forms since 1997-98.
In recent airport monitoring reports, the ACCC haentified trends that raise concerns
that some airports may have exercised their madeer, particularly in the provision
of aeronautical services (services provided tangsl) at Sydney Airport and landside
services (such as car parking) at Melbourne Airport

The PC'’s draft report has proposed that monitocimgtinue and that the airports’
exercise of market power be constrained by theatlosanction if, following concerns
raised in monitoring reports, the ACCC conductshoiv cause’ process and Part VIIA
price inquiry and finds that an airport has exedigs market power.

The ACCC submits that more monitoring and inquiviéé not constrain the exercise
of airports’ market power and does not provide ff@céve ongoing solution. Although
Part VIIA price inquiries could examine whethertagr airports have exercised their
market power, the potential for annual ex-post stigations will impose additional
costs and uncertainty.

An effective permanent solution is needed.

Facilitation of commercial negotiations constrains the exercise of market power and
provides an effective permanent solution

An effective solution would be one that encouralgeda fide market-based
commercial outcomes; that is, normal commercia¢agrents arrived at absent the
exercise of the airports’ market pow&uch agreements will promote efficiency and
better outcomes for consumers and for businessesaited markets.




Such an effective permanent solution could be aelidy addressing the imbalance in
bargaining power of the parties, so that the eserof market power could be
constrained.

The ACCC has proposed the use of deemed declarfati@eronautical services and
mandatory undertakings for landside services uRaer 1A of theCompetition and
Consumer Act 201(CCA). However, it recognises that others have eddor a fit-
for-purpose airport regime, rather than use of Pi#t The ACCC agrees that the legal
mechanism is less important than the substantit@me of promoting competition
and efficiency.

For aeronautical services, the existence of aloledbility to seek arbitration would
balance the bargaining power of the parties. Itld/@mcourage, not inhibit the
development of commercial relationships betweeratipgorts and their customers.
Practical experience — including in the airportustly itself when Sydney Airport
domestic services were declared — has shown thi¢pgreatly prefer to reach
commercial agreements rather than fall back on A@€&any other arbitration.

Recognising that parties involved in seeking actessndside services may be smaller
and less able to negotiate effectively, mandatocgss undertakings would best
facilitate commercial negotiations, limit transacticosts and give airports and their
users greater certainty about the access condgioplying to the airports’
infrastructure.



1. Introduction

The Productivity Commission’s (PC’s) draft repands that the major Australian
airports have ‘sufficient market power to be ofipplconcern’. It recognises that
efficiency losses may result if that market poveeexercised.

To control the exercise of market power, the PC&tdeport proposes to rely on an

‘ex post’ regulatory regime where the ACCC, basedha information obtained
through the monitoring program and after conducéirighow cause’ process, could ask
the Minister to approve a Part VIIA inquiry.

This differs from the ACCC'’s suggested approach titva airports regulatory regime
move to an ‘ex ante’ approach of deemed declaramhmandatory access
undertakings under Part llIA, where those airpaith significant market power are
identified and their ability to exercise market gws constrained by the threat of
arbitration by the ACCC (for aeronautical servicespy a court-enforceable access
undertaking (for landside services).

The use of Part IlIA does not represent a retumprie caps. Rather, it provides parties
with the fallback of arbitration through the useRart 111A. The existence of a credible
ability to call on arbitration restrains the alyildf the airports to exercise their market
power. In this sense, the ACCC submits that PEktdan be considered as a relatively
light-handed but fit-for-purpose form of regulatitor Australian airports.

On this point, the ACCC is concerned that the RIZast report underestimates the
costs, resources and time required to conduct\RBktinquiries. Importantly, the
process under Part VIIA, which provides the potdritr annual ex post investigations
of conduct that can involve price freeze periods) ot be considered as a relatively
light-handed form of regulation.

2. The major Australian airports have market power

The PC’s draft report finds that Brisbane, Melb@&jrRerth and Sydney airports — and
to a lesser extent Adelaide Airport — have ‘suéfiti market power to be of policy
concern’. It recognises that efficiency losses mesylt if that power is exercised.

The exercise of market power can result in detrini@ustralians in a number of
ways. Firstly, high prices (and/or low quality) casult in inefficient under-utilisation
of airport infrastructure and services, includingdirlines, passengers and related
markets such as those that rely on goods transpbytair. Secondly, firms with
market power may also inefficiently under investtisat demand for their services will
exceed supply, leading to further potential for@ased prices. This can also lead to
underinvestment in related markets. Thirdly, ap@ir exercising its market power
could operate inefficiently by allowing its costsrtse or by it not adopting
cost-saving or innovative technologies. Finally,mapoly pricing is of concern to the

1 For further information on the terminology usedtbg ACCC as opposed to the PC in relation to

market power refer to Annexure 1.
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community and consumers, especially as they wilinaitely pay for any monopoly
rents.

3. The ACCC’s monitoring regime has identified conc  erns about the
exercise of market power

The ACCC airport monitoring reports of 2008-09 &899-10 made a number of
findings, key of which were that:

= the monitoring results, when considered with thipat’s incentives and ability to
exercise its significant market power, point to Sy Airport earning monopoly
rents from services provided to airlines;

= information provided to the ACCC as a part of thenitoring program indicates
that car parking prices at Melbourne Airport argoafticular concern

= Melbourne Airport appears to have reduced thetglafi off-airport parking
and private bus operators to compete with its oarrparking services by
Imposing excessive access levies and controlliagtiailable space for those
operators. This can lead to increased demand fairport parking, which
brings about higher prices paid by consumers dodvalMelbourne Airport to
earn monopoly rents.

However, the airport monitoring results do notherhselves provide conclusive
evidence as to whether or not the airports arerg@monopoly rents for aeronautical
or landside services such as car parking. The @irponitoring results only provide for
indirect indicators of economic efficienéy.

Nevertheless, in comparing the market charactesistnd expected outcomes against
the information provided to the ACCC, observatioas be made that raise questions
about the airports’ performance. The ACCC concluthedl a more detailed evaluation
of the major airports’ performance — which is beydime scope of a monitoring
exercise — would be required to make more defiaitindings.

The Minister brought forward the PC’s review sat tite findings of the ACCC'’s
airport monitoring reports could be examined furthe

4. Ongoing monitoring and price inquiries are not effective in
constraining the exercise of market power

The ACCC considers that monitoring can provide rimfation on trends in pricing and
service delivery over a period of time, which paevindications about the airports’

2 ACCC,Airport Monitoring Report 2009-10: Price, financiperformance and quality of service

monitoring January 2011, p. vii.
® ibid, p. 45, 72.
In the 2009 National Aviation Policy White Papitie Government announced that it would continue
with the existing regime including the price analify of service monitoring conducted by the
ACCC with a review to be conducted by the PC in201he Government had reserved the right to
conduct the review earlier.



performance and the need for further investigatiocan also assist in bringing about
transparency where there is information asymmetoyvever, price monitoring of
itself is not effective in constraining the airgrexercise of market power.

Additionally, monitoring represents an unnecessanylen on airport businesses. Price
monitoring is not a costless activity, with bothpairts (through compliance costs under
the Airports Act 199%, and the ACCC (through the costs of publishireydfrports
monitoring reports annually) bearing some costs.

The ACCC notes that further monitoring and inq@yi@hether Part VIIA inquiries or
any other, are no more likely to constrain the afsmarket power by major airports. In
its draft report, the PC states that it hasot conducted a forensic examination of the
prices at each monitored airport’, and that whifesisuited to system wide reviews
from an economy-wide perspective, it is less suitedndertaking forensic evaluations
into individual airports’ conduct. The ACCC agrees that a Part VIIA inquiry by the
ACCC or another body might be able to do that. Heweit will impose additional
costs and uncertainty and will not provide an difecongoing solution to constrain the
ability of the airports to exercise their marketyeo. Furthermore, the potential for
annual ex-post investigations of conduct that camlive price freeze periods can not
be regarded as a relatively light-handed form gtitation.

The ACCC considers that there are more appropregteiatory tools (such as deemed
declaration and mandatory access undertakingsjstied below) available to achieve
competitive market outcomes and effective access.

Part VIIA of the CCA was derived from equivalenoypisions in thePrices
Surveillance Act 198@SA). Under the PSA, inquiries were used for miper of
purposes, including:

- to determine whether pricing outcomes reflected metitive market forces;

- to advise the Minister on what types of prices s\gtt, if any, should be applied
to the company or companies under inquiry;

- to assess price notifications in greater depthtarmhcourage compliance with
determinations about notified price increases;

- to play an educative role by bringing informatiomoi the public domain, thereby
facilitating public understanding of the pricing thess at issué

These roles remain today. In recent times, the A@G&<Cconducted thorough
evaluations of industry structure and conduct tgroRart VIIA price inquiries, such as
those for unleaded petf@nd grocerie§There are a number of issues to consider
before undertaking a price inquiry. Regardlessefrttype, price inquiries are costly,
resource- and time-intensive processes and amesgned to be an effective form of

Productivity CommissiorDraft Report: Economic Regulation of Airport SemgcAugust 2011,

p. 112, 241.

Productivity Commissiorinquiry Report: Review of the Prices Surveillanat 2083 14 August
2001, p. 4.

ACCC, Petrol prices and Australian consumers: reportted ACCC inquiry into the price of
unleaded petrglDecember 2007.

ACCC,Report of the ACCC inquiry into the competitivenefa®tail prices for standard grocerigs
July 2008.
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utility regulation? Both the petrol and grocery inquiries took approatiety six
months® to complete and both involved:

- submissions;

- information and document requests (with penalteddilure to produce the
information or documents);

- public hearings (often involving summonses underGiCA);

- data requests; and

- the taking of evidence on oath or affirmation, sadapas.

However, while price inquiries investigate markiaiations to determine the nature,
significance and causes of alleged pricing probjemmice inquiry will not in and of
itself resolve those pricing problems or restram ¢éxercise of market power any more
than price monitoring under Part VIIA would.

The PC’s draft report proposal for Part VIIA prioguiries will not resolve the
industry’s market power concerns. It will simplysudt in the possibility of more
inquiries, more costs and further delay to achigwan effective regulatory outcome.
The costs of price monitoring to the airports amel ACCC are not trivial. Price
inquiries are even more costly and time-intensawel are not designed to be an
effective form of utility regulation. Indeed, sificant costs are likely to lie in the
uncertainty and annual risk that an ACCC inquirgl aansequent price regulation
represents for incentives to invest in airports.

5. Having arbitration as a fallback encourages bon  a fide commercial
negotiation

The PC has recommended that an airport specifizaibn regime of deemed
declaration of airports under Part IlIA should betintroduced, because ‘expedited
access to arbitration at the contract formatiogestzould fundamentally undermine
light-handed regulation’ and risk a return to ‘ingionalised determination of charges
and conditions™*

The ACCC considers that deemed declaration wouldindermine the principle of
light-handed regulation. Arbitration under Parflik not a given. Having arbitration
as a fallback is intended to ensure efficient acte®ssential services, by addressing
the imbalance in bargaining power between monogelyice providers and access
seekers.

°  Price inquiries also judge the performance oihauistry ex post when the ex ante rules of regufati

are not clear or not yet in place. In other reg@dandustries, such as gas, the ACCC has observed
that the design and ex ante application of reguidtias substantially mitigated theoretical concerns
regarding incentives for investment.

The Minister for Competition Policy and Consumdiairs requested that the grocery inquiry be
commenced on 22 January 2008. The ACCC provideditsrt to the Assistant Treasurer and
Minister for Competition Policy and Consumer Affaon 31 July 2008. The former Treasurer agreed
to the holding of an inquiry into the price of uatked petrol on 15 June 2007. The inquiry was
initially to be completed and a report submittedn® Treasurer by 15 October 2007. This date was
subsequently extended to 15 December 2007.

1 Productivity CommissiorDraft Report August 2011, p. 249.
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The ability of either side to seek arbitration makemore difficult for any party to
exercise market power. If an airport attemptecdetqosices substantially above those
likely to be determined by the ACCC, airlines coatddibly threaten to raise a dispute
through arbitration. In so doing, it would providelines with countervailing power
where necessary. By putting the commercial negotiain a more neutral footing, it
encourages bona fide commercial negotiation anchptes efficient market-based
outcomes that do not reflect the inefficiencies k3 of national welfare that arise
from the exercise of market power.

It is the mere existence of a credible abilitydsart to arbitration that encourages the
development of bona fide market-based commerdialioaships between the airports
and their customers.

The Hilmer Committee addressed the issue of atdoe=ssential services and found
that while there is usually no legal duty for ormenpany to do business with another:

The law has long recognised that this freedom reguire qualification on public
interest grounds in some circumstances, partigulahniere a form of monopoly is
involved.

... there are some industries where there is a spahtic interest in ensuring that
effective competition can take place...Where suckeargublic interest exists, but
not otherwise, the Committee supports the estahbst of a legislated right of
access, coupled with other provisions to ensureetfizient competitive activity can
occur with minimal uncertainty and delay arisingrr concern over access isstes.

The PC has expressed concern that arbitration warildewed by airlines as the
default option. The ACCC reiterates the view fraslarch 2011 submission, that for
vertically-separated businesses such as airporssgore likely the threat of arbitration
would create an incentive for parties to enter cdnstructive negotiations. Negotiated
terms and conditions for access have some obvienesfils over an outcome
determined by arbitration due to greater certaamtg speed of outcomes, and
transaction cost savingsln Virgin Blue Airlines The Australian Competition Tribunal
found that:

...declaration need not result in arbitration. Theipa are free to reach commercial
agreements and will have a clear commercial arahéial incentive to do so.

We consider that the availability of a binding dispresolution process provides an
incentive for parties to negotiate in a realigtigctical and positive manner in an
attempt to resolve differences which affect, andetereal impact on, their daily
commercial activities. Indeed, we consider thatahailability of a binding dispute
resolution process will bring about a more effitieatcome than a situation where no
such process is available?..

12 National Competition Policy Report by the Indepernid@ommittee of Inquirg25 August 1993)
(Hilmer Report), p. 242 and 248.

13 Australian Competition and Consumer Commiss&uhmission in response to the Productivity
Commission’s issues paper on the ‘Economic Regulatf Airport Services21 March 2011, p. 23.

4" Virgin Blue Airlines Pty Ltd2005] ACompT 5, para 594; para 604.
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The Tribunal’s findings are consistent with therhier Committee, which noted that
once a declaration has been made ‘the partiebanefttee to negotiate their own
agreements...if the parties cannot agree either paatyseek binding arbitration by or
under the auspices of the Australian Competitiom@ission’?® This view is

supported by the commercial resolution of the axdéspute between Virgin Blue and
Sydney Airport in 2007 and by the relatively snmalmber of disputes that do arise
when a declaration is in place. The PC arguesthimatack of use is noteworthy,
however the ACCC would argue that the relativehabmumber of disputes is
indicative of the success of arbitration under R&ktas a credible threat, rather than a
failure.

The National Competition Council (NCC) has found tleclaration process and the
possibility for arbitration to be a non-intrusivarin of regulation:

This ‘light handed’ regulatory approach is intende@ncourage the commercial
resolution of access issues, with minimal reguiatotervention. By incorporating
protections for the legitimate interests of seryceviders, the process maintains
incentives for efficient investment by service fidzrs and facility owner¥.

The ACCC agrees with the NCC that the role of datian is to encourage, not replace
commercial negotiation. Once invoked, Part llIAad®es parties with the degree of
certainty provided by the Part IlIA statutory criseand objectives. In this sense, Part
[1IA is light-handed but fit-for-purpose regulation

Finally, the ACCC notes that access regulatiorotgust about the curtailing of market
power, but is also about providing for effectivergeetition in related markets.
Notably, the rationale for a generic access regjiwen in the Hilmer Report was that:

- access to ‘essential facilities’ is necessary tmyote competition in related
markets;

- where the essential facility owner is verticallyeigrated into the related market, it
may have an ability and incentive to foreclose cetitipn in that market; and

- where the facility owner is not integrated, it nmegnetheless possess
market/monopoly power, and price inefficiently, bemmpeding competition in
the related markét.

The airports are vertically integrated in the mafke landside services, such as car
parking, and their market power in aeronauticalises also provides them with the
ability to affect competition in related market€Buas air services. Therefore, it is
important that effective regulation is in placectmstrain the exercise of the airports’
market power and allow for effective competitiorthiwse related markets. The ACCC
proposes that deemed declaration of aeronauticates and mandatory access
undertakings for landside services is an apprapf@m of access regulation.

> Hilmer Report, p. 261.

6 National Competition CoungiSubmission in response to the Productivity Corsioniss issues
paper on the ‘Economic Regulation of Airport Seegic8 April 2011, p. 4.

' Hilmer Report, pp. 240-241.
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Deemed declaration is a way to provide arbitration as a fallback for aeronautical
services

In line with Hilmer, the ACCC considers there is@ong public interest’ in ensuring
that airports engage in bona fide commercial nagjofis. As stated above, it is the
credible ability to resort to arbitration that fest bona fide market-based commercial
agreements where one side would otherwise haveetpokver. The ACCC considers
that declaration is appropriate for aeronauticalises as there is a history of airlines
negotiating with airports, relatively small numbefsairlines, and vertical separation of
the airport and airline businesses.

However, the effectiveness of the threat of detilamaunder Part IllA as a constraint
on the airports’ market power is limited by the siolerable costs, time and uncertainty
associated with seeking declaration. Furthermdfecteveness of the threat is hindered
due to:

- the potential free-rider problem that exists wiithrges gaining benefit from the
declaration of an airport without contributing teetcost of an application for
declaration; and

- the potential for an individual airline electingtrio risk straining its relationship
with an airport by seeking declaration and potdgt@eating a competitive
disadvantage for itseif.

Therefore, the ACCC favours deemed declaration theeformal declaration process
under Part IlIA. Importantly, deemed declaratioraefonautical services would
address the imbalance of bargaining power betweparts and airlines, and facilitate
the development of commercial relationships whileiding the difficulties associated
with seeking declaration. This approach would enage the airports to behave as if
their activities were carried out in a competitmarketplace and recognises that each
of the major airports operates in a different mgrkeabling a targeted regulatory
response.

It remains the ACCC'’s view that a deeming provisiaswas included in now repealed
section 192 of the Airports Act 1996, would besistsin moving away from a regime
that is based primarily on monitoring.

Mandatory access undertakings are appropriate for regulating accessto landside
services

The ACCC supports the PC’s draft recommendatio8 ttiat price monitored airports
be required to publish on their websites the gémerees and terms and conditions of
access for transport operators. However this pa@dene would not constrain the
airports’ ability to exercise their market power.

18 ACCC, March 2011 submission, p. 20.
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In its March 2011 submission, the ACCC considehed tequiring the airports to
submit Part IlIA access undertakings (that is, naoiy access undertakingsSpr
landside vehicle access services (airport car pgykvould:

- best facilitate commercial negotiations and limainsaction costs;

- assist the alternative transport modes to on-difparking in negotiating with the
airports (as without the same experience, expeatigeresources as the airlines in
negotiating with the airports, deemed declaratiowlid be less effective for these
operators); and

- give the airports the opportunity to remove ungetyaas to what access
conditions will apply to landside vehicle accesviees?®

The ACCC maintains that mandatory access undegaldre the most appropriate
regulatory response in terms of landside accessegscundertakings set out the terms
and conditions on which the access provider isgnexpto allow access to its facilities.
As an alternative to declaration under Part lll&¢cess undertakings give infrastructure
owners and operators greater certainty about tbesaaonditions applying to their
infrastructure.

While an access undertaking would need to specifyng arrangements, this does not
imply that an undertaking cannot provide scopenfgotiation. To cater to the specific
requirements of potential third-party users, uraerngs could allow for negotiation of
terms and conditions by establishing proceduresdgotiations and clearly defined
boundaries to the negotiations.

In terms of access pricing arrangements, pricesatenthe form of reference prices, or
airports could specify maximum and minimum pricesAien which negotiation can
take place. Irrespective of the approach usedaitipert would be required to explain
the basis for setting access prices and how tHater® costs.

While the ACCC has proposed the use of deemedrd¢icia and mandatory
undertakings, it recognises that others have arfpreafit-for-purpose airport regime,
rather than use of Part IlIA. The ACCC agrees thatlegal mechanism is less
important than the substantive outcome of promatmgpetition and efficiency.

6. Appropriate regulation supports investment outc omes

With regard to the impact of regulatory risk onestment, the ACCC notes that
normal profit-maximising behaviour for an unregathimonopoly business is to restrict
output and create shortages, so as to be ablestopraces and maximise profits. A lack
of effective regulation of monopoly infrastructureuld therefore lead to a situation of
inefficient overcharging, held up or delayed invesit, or underinvestment. The
ACCC reiterates that there is evidence that suggestess regulation supports
investment in a number of regulated industfies.

19 Under Part IlIA, the giving of an access unddrtglby an access provider is a voluntary process.
The mandatory element of an access undertakingdvtaéd to be achieved through additional
industry-specific legislation.

20 ACCC, March 2011 submission, p. 36.

2 ibid., pp. 14-16.
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In particular, a mechanism that encourages comalerontracts negotiated in the
absence of the major airports’ market power wit@mrage commercial investment
outcomes. Such agreements will promote efficiemzy/lzetter outcomes for consumers
and for businesses in related markets (such asearlitourism and those sectors relying
on goods that require transportation by air).

In its draft report, the PC refers to the findimgsts 2002 review, that regulation (in
this case the price cap regime):

... at best encouraged strategic behaviour by aligsaincreased compliance costs
and discouraged commercial negotiation, and attwdiscouraged efficient
investment by sending poor price signals both fpcat operators and users about the
costs of providing aeronautical servicés.

The PC states that a particular risk is that reéguidocused on limiting aeronautical
prices may, if it overshoots, significantly curteaVestment and have negative long-
term dynamic efficiency consequenéé&fhe PC is concerned that while lighter
regulation allows income transfers from the custotog¢he airport, regulation that is
too restrictive can distort production, ‘chill’ isgtments and deter risk taking and
innovation, working against the long run interestéustralian consumers and
airlines®

The ACCC has not proposed a return to price capeedd, the submissions from both
airlines and airports show that there is no ddsimeturn to the regime that applied
under price caps. Under the price caps that wepéare following the privatisation of
Australian airports that began in 1997, the ACCG vesjuired to form a view on any
increase in prices that airports identified asirgi$rom necessary new investment.

By contrast, under Part IlIA the ACCC will not haaeole unless a party to a dispute
requests it. Rather, the existence of a credibléyato seek arbitration would balance
the bargaining power of the parties. It would emage, not inhibit, the development of
commercial relationships between the airports aed tustomers. Practical experience
—including in the airport industry itself when Sy Airport domestic services were
declared — has shown that parties greatly prefezdoh commercial agreements rather
than fall back on ACCC or any other arbitration.

7. Welfare effects

As discussed in previous sections, the ACCC'’s vgethat, under the existing
monitoring regime, the airports have the abilityet@rcise their market power and
there are indicators to suggest that some airposishave done so. Furthermore, the
PC’s proposed approach is unlikely to provide theassary constraint on the airports’
market power either. In the ACCC's view, the exeeaf market power by airports has
negative welfare effects that are potentially digant.

22 productivity CommissiorDraft Reporf August 2011, p. XXv.
% ibid., p. 68.
% ibid., p. 236.
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The exercise of market power can result in detrini@ustralians in a number of
ways. For example, high prices (and/or low qualtig result in inefficient
under-utilisation of airport infrastructure and\sees by airlines, passengers and air
freight providers, which can have consequentialaotg on related markets such as
tourism and those sectors relying on goods thatiredransportation by air. Firms with
market power may also inefficiently delay investingm that demand for their services
will exceed supply, leading to further potentiad foonopoly prices. This can also lead
to underinvestment in related markets such asances. Additionally, an airport
exercising its market power could operate inefiidigby allowing its costs to rise or
by it not adopting cost-saving or innovative tedoges.

The PC’s draft view is that monopoly pricing bypairts is unlikely to result in
significant welfare losses, and will largely remetsa transfer of resources (or
‘distribution’) between airlines and airports. lorining this view, the PC submits that
‘price discrimination by airlines may ameliorateremof the welfare effects caused by
any inefficiently high airport charges’. FurtheéretPC submits that ‘airport charges are
a low (and stable) proportion of airfares, furthextucing the likelihood that increased
prices will reduce passenger numbéts.’

However, it is not clear from the PC’s analysid tih@ negative welfare effects are not
significant. Firstly, while the demand for airpsdrvices might be relatively inelastic in
aggregate, it is not perfectly inelastic. Therefonenopoly pricing will lead to

negative welfare effects. Secondly, the proportibairport charges in the price of air
services may be higher than the PC has estimakesiwill result in negative welfare
effects that are higher than has been assumed®GhIn particular, there has been an
increase in the number of budget travellers, wiarehmore price sensitive and for
which monopoly prices would have a greater effecdemand. The ACCC's view is
that the PC needs to undertake further empiricakwamestablish the likely welfare
effects as a result of the exercise of the airportgket power. This is outlined in
further detail in the following paragraphs.

The demand for airport services is derived fromdémand for air services. The
elasticity of demand for airport services will teBare depend on both the elasticity of
demand for airline services and the proportioniigfcat charges in the price of air
services? Therefore, the greater the elasticity of demamaioservices and the higher
the proportion of airport charges in the price iofsarvices, the higher the elasticity of
demand for airport services will be.

The ACCC notes the PC’s view that airport chargesaasmall proportion of airfares

and, therefore, the demand for airport servicekbeilrelatively inelastic in aggregate.
However, the ACCC further notes that the demanaiigorts services is not perfectly
inelastic. Therefore, monopoly prices by airpori kesult in negative welfare effects.

Importantly, the ACCC is concerned that the PC maye underestimated the
proportion that airport charges make up of airfanesubmitting that airport charges are
unlikely to have a significant impact on the aiefsipaid. Notably, according to figure

% Productivity CommissiorDraft Reporf August 2011, p. 39.
% productivity CommissiorPrice regulation of airport services; Inquiry regpdanuary 2002, p. 107.
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4.2 on page 67 of the PC’s draft report, airpodrgls account for approximately 8 per
cent of the lowest available restricted economfaegrfor a Melbourne-Sydney return
trip. If this were the case, then using the aversgenautical revenue per passenger
(used as a proxy for prices) from the ACCC’s mesent airport monitoring report, the
lowest available full economy airfare for a MelboerSydney return trip would be
approximately $552.However, this analysis is based on BITRE datadpatars to
exclude Low Cost Carriers (LCCs), such as Tigekyal$ as the cheapest airfares
offered by Qantas and Virgin Australia. Based @ample of airfares available online,
the ACCC notes that a return trip of $552 seemB.Higleed, the proportion of airport
charges on the cheapest airfares offered by Qanth¥irgin Australia could, in fact,
be as high as between 10 per cent and 20 perTdenproportion of LCCs’ airfares

will be even higher.

Whilst the ACCC acknowledges that this is only atineate, it does raise questions

about whether or not airport charges are trulykahji to have a significant impact on
the prices for air services and whether or not rpohoprices are unlikely to result in
significant negative welfare effects.

Furthermore, the ACCC notes that, since the previoguiries, there has been growth
in the number of ‘budget travellers’ as a resulthaf growth in LCCs. These budget
travellers also travel on the cheapest airfareredf by Qantas and Virgin Australia.
Importantly, budget travellers are more sensitovprice and the proportion of airport
charges in their airfares will be higher. As sudonopoly prices by airports that are
passed on in airfares are likely to have a greatpact on the budget traveller's
decision to travel than for the main market segsemhich are traditionally less
sensitive to pric& Therefore, as noted above, any given impact @l firices for
budget travellers will have a relatively greatdeef on the number of passengers
travelling and associated negative welfare effects.

The PC accepts that the major Australian airpateetsignificant market power.
Without effective regulation, these airports wobklexpected to price at monopoly
profit maximising levels. Furthermore, there iscmeern that the welfare effects
resulting from the exercise of that market powerldde more significant than the
PC’s analysis has assumed. The ACCC's view isttieaPC needs to undertake further
empirical work to better establish the likely wedfaffects as a result of the exercise of
the airports’ market power before coming to a cosicn about what the appropriate
regulatory response is.

8. Distributional effects

As noted above, the PC’s draft view is that monggoicing by airports will largely
represent a transfer of resources (or ‘distribufibatween airlines and airports. Of

2’ The ACCC has used the average aeronautical reyeenpassenger (AARPP) for both Melbourne

($8.06) and Sydney ($14.03) airports, taken froen2009-10 airport monitoring report. In
calculating the lowest available full economy aieféor a return trip, the ACCC has assumed that
both take off and landing charges apply and tret®®ARPP figures would therefore apply twice.
Taking the figure of $44.18 as being approxima8per cent of the total of the lowest available
restricted economy airfare provides a figure far dlirfare of approximately $552.

% ACCC, March 2011 submission, pp. 13-14.
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course, any policy or regulatory reform should belgd by its overall expected
economic welfare gains. That said, the distribwla@ifects are relevant to the
community and consumers as they may ultimatelyfpagny monopoly rents. It is
important that the potential ‘winners’ and ‘losecgn be identified, in addition to the
likely magnitude of the impacts of a change on ¢hgoups.

As noted above and in its March 2011 submissiaAGCC has concerns that under
the current arrangements the airports’ monopolabielr is unconstrained.
Furthermore, the ACCC believes that it is unlikiglgit the ongoing monitoring and
inquiry regime proposed in the PC’s draft repoit priovide the necessary constraint
on the airports’ monopoly behaviour either.

In its draft report, the PC has identified thapants have “sufficient market power to
be of policy concern”. However, the PC draft remaggests that an exercise of that
market power, resulting in monopoly prices, is kelly to have a significant impact on
demand and, therefore, on pure efficiency grouhdeetis no concern.

Whether or not the PC'’s efficiency conclusion isrect (noting the questions raised
about this finding in the previous section), anynooly rents imposed by airports on
the cost base of airlines will ultimately be paid by users, including consumers. This
is of concern to the community and consumers.

The ACCC reiterates that, if regulatory arrangemmevere put in place to balance
market power between airports and airlines, aigpaduld find it difficult to charge
monopoly prices. Airports would be the ‘loserstins scenario, however any excess
profits would move into the more competitive enaimzent (the airline market) where
they have a greater likelihood of being competedyawnd where there is a greater
likelihood of consumers not paying monopoly pricEse ACCC submits that effective
regulation can produce more efficient prices, whmohonly have a welfare enhancing
effect but also have the distributional effect ohsumers not paying monopoly prices.

9. Conclusion

As found by the PC, the major Australian airpodsédisufficient market power to be of
policy concern. The exercise of market power canltéen detriment to Australians in a
number of ways, including through higher pricesd{anlower quality) than would be
expected in a competitive market.

The ACCC submits that more monitoring and inquiviéé not constrain the exercise
of market power and does not provide an effectegnanent solution. The ACCC is
concerned that, without effective regulation, thipats would be expected to price at
monopoly profit maximising levels, which can leadootentially significant negative
welfare effects. In any case, any monopoly renggoised by airports on the cost base
of airlines will ultimately have to be paid for logers, including consumers. This is of
concern to the community and consumers.

The ACCC'’s proposal is the use of deemed declar&tioaeronautical services and
mandatory undertakings for landside services uRaer I11A of the CCA as a form of
effective regulation to constrain the exercisehef airports’ market power. The ACCC
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submits that this would encourage true commera@gbtiations absent the exercise of
the airports’ market power, which will also suppcotnmercial investment outcomes.
Such agreements will promote efficiency and bettécomes for consumers and for
business in related markets (such as air servitgsa parking).
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Annexure 1. Misuse of market power

The PC refers to the ‘misuse’ and the ‘abuse’ ofk@igpower a number of times
throughout its draft report. In its March 2011 sudsion, the ACCC applied the terms
‘use’ or ‘exercise’ of market power when describthg potential for airports to extract
monopoly rents and constraint of that market pawere generally. An exercise of
market power refers to the ability of a firm to fat@bly raise its prices above efficient
long-run costs for a sustained period.

The ACCC'’s analysis in its March 2011 submissiod #nthe airports monitoring
reports was not undertaken to assess conduct agfaéngrohibition on ‘misuse of
market power’ under section 46 of tBempetition and Consumer Act 20ITxh). As a
result, the PC’s characterisation of market powderms of abuse or misuse is
different to that defined for the purposes of satd6.

Section 46 prohibits a firm from taking advantag@somarket power (in that or any
other market) for the purpose of eliminating orsahtially damaging a competitor,
preventing entry, and deterring or preventing caiitipe conduct.

The limited parameters of the ACCC’s monitoring<tds not enable the ACCC to
determine whether airports are misusing their ntgskever for the purposes of section
46. Rather, they allow the ACCC to indicate thgb@its may have significant market
power and that the evidence suggests that thegiegahat power. The exercise of that
market power is not illegal, but is of concern hesmit results in inefficient market
outcomes.
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Annexure 2. The Aeronautical Pricing Principles

The pricing principles relating to prices for aeaatical services and facilities (as
defined in Part 7 of thAirports Regulations 199 provided by airports are:

a) that prices should:

(i) be set so as to generate expected revenwedervice or services that is at least
sufficient to meet the efficient cogisproviding the service or services; and

(i) include a return on investment in tangibleifrcurrent) aeronautical assets,
commensurate with the regulatory and commerciksrisvolved and in
accordance with these Pricing Principles;

b) that pricing regimes should provide incentiveseuce costs or otherwise improve
productivity;

c) that prices (including service level specificati@mgl any associated terms and
conditions of access to aeronautical services)ldhou

(i) be established through commercial negotiatiomdertaken in good faith, with
open and transparent information exchange betweeaitports and their
customers and utilising processes for resolvingudiss in a commercial manner
(for example, independent commercial mediationfioigérbitration); and

(i) reflect a reasonable sharing of risks andnred, as agreed between airports and
their customers (including risks and returns refato changes in passenger
traffic or productivity improvements resulting iner or under recovery of
agreed allowable aeronautical revenue);

d) that price structures should:

(i) allow multi-part pricing and price discriminah when it aids efficiency
(including the efficient development of aeronautgervices); and

(i) notwithstanding the cross-ownership restans in theAirports Act 1996 not
allow a vertically integrated service provider & germs and conditions that
discriminate in favour of its downstream operatiamscept to the extent that the
cost of providing access to other operators isdrigh

€) that service-level outcomes for aeronautical ses/rovided by the airport
operators should be consistent with users’ readeradpectations;

f) that aeronautical asset revaluations by airpodsishnot generally provide a basis
for higher aeronautical prices, unless customemseagnd

g) that at airports with significant capacity congttaj peak period pricing is allowed

where necessary to efficiently manage demand amqie efficient investment in
and use of airport infrastructure, consistent \aithof the above Principles.
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