CONTESTABLE MARKET ANALYSIS IN THE
AUSTRALIAN DOMESTIC AIRLINE INDUSTRY

By Stewart Joy*

The Australian domestic airline industry at the present time provides a useful
flying test-bed for the contestable market analysis of William Baumol (1982).
Whether the aircraft “flies” in Australia depends on the findings of a committee
of inquiry appointed by the Australian Government to advise whether there
should be any, and if so how much, relaxation of the long-standing regulated
cartel called the “Two Airline System”. Criticisms of Baumol’s use of the airline
industry to support the contestability idea, notably that of William G. Shepherd
(1984), will be tested in a modified adversary process in a real industry, with
real outcomes at stake. This article is an attempt to explore these issues, to see
how far a simple a priori analysis can take us without resort to the claim and
counter-claim of the interested airlines’ cost experts.

A central theme in the history of the Australian airline industry is the resist-
ance by major carriers of the day to entry by regional airlines into links between
capital cities (Brogden, 1968). This has been going on for over thirty years. In
the late nineteen-fifties, Butler Air Transport Ltd. tried to compete between
Melbourne and Sydney with Elizabethan and then with Viscount aircraft. Ansett
Airlines was already competing for the low-price end of this market with DC-3
and then with CV340 and 440 aircraft. Each incursor saw a profitable niche for
itself in the major airlines’ main city-pair market. Recently East West Airlines
has been attempting the same thing: first, from its base as a New South Wales
regional carrier, on short-haul East Coast routes, and latterly, after a merger
with a West Australian airline, on transcontinental routes too. East West, with its
ambitions for growth and the financial strength of its owners, is challenging the
Australian two-airline policy and its latter-day regulator, the Independent Air
Fares Tribunal.

* Ministry of Transport, Victoria, Australia. The views expressed in this article are not necess-
arily those of the Minister, or of the Government of Victoria.
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THE TWO-AIRLINE POLICY

Australia’s two-airline policy came about for reasons quite distinct from those
which might be advanced today for maintaining it. Thirty years ago, one major
airline (TAA) was very successful, with a management which had made a series
of optimal decisions on aircraft equipment. The other (ANA), owned by a group
of shipping companies, was unsuccessful in competition either with its major
large government-owned competitor (TAA) or with its small private competition
(Ansett). It was thought by the government of the time that Australia would be
better off if it kept two major airlines operating than if it let one of them go out
of business. The prospect that the third operator, Ansett, could grow to fulfil
a competitive role with TAA (with or without government help) was not even
considered, because TAA’s success in competing with ANA was thought to show
a superiority which would be permanent as long as it had the same management
and a government guarantee for its debts.

Thirty years ago, the general view of the competitive paramountcy of TAA was
supported by a belief that airline operation was a natural monopoly. But the
government of that time thought it would be preferable to give travellers a semb-
lance of competition. Furthermore, policy makers were able to look sideways at
countries where there was a monopoly. Canada was the main example used at
the time, and it was seen that the sole domestic trunk-route operator there
(Air Canada, under an earlier name) was generating less passenger travel between
the principal city pairs, which were comparable in population and distances with
Australian city pairs, than the two airlines were generating in Australia. (With
hindsight, this analysis is seen to be false, as it ignores the effect of US destin-
ations on the demand for air travel within Canada.) It was accepted in Australia
that there was something about airline ‘“‘competition” which, even if it was
limited to competition in the sandwiches and the colour of the uniforms, would
expand the market. This policy of limited competition implicitly accepted the
duplication of administrative and terminal overheads as a price the community
was prepared to pay for a choice of airlines.

But even the Civil Aviation Agreement Act of 1952 could not save ANA. In
1957 ANA’s owners threatened to go out of business, and it was purchased on
time-payment terms by Ansett Transport Industries. The new Ansett operators
inherited the benefits of the two-airline policy. This was a necessary condition of
the takeover, both for the market stability it imposed, and for the government
guarantees attaching to ANA’s aircraft loans.

At the time of the Ansett takeover, the main competitive difference between
the carriers was that the economics in passenger service of TAA’s Viscount fleet
was better than that of the ex-ANA fleet of Douglas DC-6Bs. This was rectified in
the short run by a government-imposed “cross-charter agreement” which forced
TAA to charter some of its Viscounts to Ansett and to take in return some
DC6Bs. Subsequently the desire of the government and Ansett Transport Indus-
tries to eliminate competition in equipment forced TAA to cancel orders for
Caravelle jets. Both airlines bought Electra, then Boeing 727 and Douglas DC9
aircraft. In the early years of this arrangement, the enforced absence of jet comp-
etition made the Electra a very profitable aircraft for Australian domestic routes.

246



CONTESTABLE MARKETS IN AUSTRALIAN AIRLINES S. Joy

Before the entry into service of TAA’s Airbus there was no difference in
equipment between the carriers. Perhaps the standardised passenger appeal of
the aircraft interiors and their performance was less important than the operating
route pattern and cost conformity which standardisation imposed on the two
carriers and their travellers. Geography and passenger demand at peak times on
important sectors played a large part, but the “parallel scheduling” on most
routes was another manifestation of this competitionless duopoly.

DIFFERENT AIRCRAFT

The introduction of the TAA Airbus, and the Ansett fleet rearrangements result-
ing in a larger fleet of smaller aircraft, changed the relative competitive power of
the two main airlines. As long as they flew the same aircraft on the same routes,
the only differences between them that could affect profits were:

(a) factor cost differences relating to the different ownership — for example,
TAA at the time had higher superannuation costs because it used Common-
wealth public service standards (Kirby and Albon, 1985);

(b) differences in internal managerial efficiency, both in the size of admin-
istrative and terminal overheads and in flight operations.

But when the main airlines operate aircraft of different sizes against each other,
managerial decisions can have a profound effect on the unit costs and market
shares, and thus on contributions to overhead costs, of particular routes. This has
changed dramatically the role of the individual route in the structure of the
industry. As soon as the two airlines departed from their “parallel schedules of
similar aircraft”, the former goal of overall “stability” was violated, and the
separate interests of travellers on individual routes suddenly assumed an import-
ance which they were denied under previous arrangements.

THE INDEPENDENT AIR FARES TRIBUNAL

Thus the airlines’ decisions on equipment led to variations in cost within routes.
At the same time a change in the method of regulated fare setting highlighted the
differences between routes. After an independent inquiry (Holcroft, 1981), the
Independent Air Fares Committee Act 1981 created a Tribunal which was
required to have regard to:

the need to ensure that the level of air fares is related as closely as practic-
able to the cost of providing the services for which those air fares are
charged (Section 14).

This instruction arose out of the claim before the Holcroft inquiry that the then
standard per-kilometre fares were unfair to passengers on long-haul routes, where
passenger/kilometre costs should be lower because of the lesser incidence of term-
inal costs.
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Of course, the deliberations of the Independent Air Fares Tribunal were
- necessary only because competition was expressly denied. Its seemingly simple
“fixed element plus constant rate” fares only substituted one type of averaging
for another, and did nothing to redress inequities between routes of the same
length but with differing unit costs. The Independent Air Fares Tribunal largely
ignores the interests of passengers (or potential passengers) who are served at
present by TAA or Ansett, but who might be better off if some other airline,
which did not need the same level of contribution to overheads, were to compete
on a route at fares exceeding its own marginal costs. Past decisions to have two
airlines, with differing costs, on each route have turned each major operator into
a “contribution maximiser”, seeking to support on each route a level of overheads
which has no necessary relationship to the needs of that route. Travellers might
be better off if a third carrier, with lower total overheads to cover, were to
compete at lower fares.

A NATURAL MONOPOLY

Despite this, the “natural monopoly” and the “public service obligation” remain
the basis of the arguments of the two main airlines. (The “obligation” is enshrined
in the Airlines Agreement Act 1981, requiring Ansett Transport Industries to
maintain “service” (unspecified frequency) to all places served at the date of the
agreement.)

The natural monopoly argument is that the main airlines’ unit costs will rise
if there are additional competitors on the routes they operate. This is hard to test
in practice in such a complicated industry. One alternative is to look sideways at
the recent US experience, but many participants in the Australian debate on air
competition reject any parallel with the United States. (Hocking and Forsyth
(1980) and Trengrove (1985) express these views, which are explained below.)
All is not lost, however, if we are limited to Australian data. There are a number
of a priori tests for natural monopoly conditions available to the analyst who is
prepared either to look backward at Australian airline history or to see what the
present participants’ actions imply about their own views of their costs.

Could Ansett have survived?

First, a historical conjecture may illuminate the point at issue. At the time when
the old ANA collapsed in the late fifties and was finally merged into Ansett
Airlines, if the two airlines (which each had 45% of the market) had been merged
into one 90% monolith (which would have been called TAA), would Ansett have
survived? That would have depended on Ansett’s marginal costs and on their
relationship to those of the new merged carrier. Ansett Airlines was already
surviving without government guarantees in a price-competitive niche of the
tourist travel market, in competition with both ANA and TAA. It seems a reason-
able conjecture that, in the absence of predatory pricing practices by an expanded
TAA, Ansett would have survived and grown from that low base. Of course, the
very likelihood of Ansett’s survival, in which Mr. Ansett himself had no concern,
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casts doubt upon any assertion of natural monopoly (Brogden, 1968, p. 116).

The natural monopoly argument relies on two measurable sets of costs:

(i) the overhead costs relating to a given route network;

(i) aircraft operating cost as a function of fleet size and structure.
The “given route network” implies a finite market, an abstraction which will be
shown to render the concept useless.

One plausible reason for believing that Ansett would have survived at that time,
if it had been faced with competition from a merged TAA/ANA, is that its route
network was much smaller, and thus its overhead costs were much lower. It was
demonstrably operating profitably at lower fares than the major airlines, and
would have continued to do so. The aircraft operated by Ansett had higher seat-
kilometre direct operating costs than those of TAA or ANA, so the only differ-
ences could be in overhead costs, or in the cross-subsidisation of minor routes by
the two big operators. This issue of cross subsidy, which is still raised, will be
picked up later. First we should look at the effect on cost of fleet size and
structure.

Diseconomies of scale and scope

Secondly, the actions of the two main airlines over the years suggest that there
are diseconomies of both scale and scope in operating airlines in Australia. For
example, in addition to Ansett Airlines, Ansett Transport Industries operates a
number of separate units as regional airlines, rather than as an Australia-wide
monolith. We must assume there is an economic reason for doing that, in
addition to any benefits from putting the different States’ names on the aero-
planes. Ansett Transport Indistries’ actions imply that there are functional
management units, much smaller than TAA and Ansett, which could survive as
airlines.

The competitive threat to the two larger carriers is that any regional airline
is capable of adding an inter-capital route with negligible increase in its admin-
istrative overheads. There has been little pressure for this only because most of
the regional airlines are owned by Ansett Transport Industries.

The diseconomies of scope apply to the two large airlines, which are seen to
avoid particular types of operations which the smaller airlines (East West and the
Ansett subsidiaries in the different states) can operate profitably. TAA’s prefer-
ence for giving up small-aircraft routes to Tasmania and within Queensland
suggests that an airline organisation of some other size can operate them more
profitably (that is, at less cost).

Nature of markets

The third test is to consider the various markets which are being competed for.
The Australian domestic airline market has at least three (sometimes overlapping)
dimensions. It is first of all a national market, and it is self-evident that the size
of that national market for air travel is related to the number of airlines which
compete. Every time a new airline opens a new route it generates traffic that was
not there before. The total market will always be positively related to the number
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of airlines. That is a natural outcome when smaller airlines have to seek out these
niches in the market to establish themselves and to operate profitably.

A recent study by the Australian Bureau of Transport Economics supports
this contention (Milloy, Douglas and Sullivan, 1985). This found that the East
West Airlines’ market on the Melbourne/Sydney and Sydney/Brisbane routes was
significantly different from the total markets of the larger airlines but was similar
to the market for travel at discount fares on the larger airlines. Only about 9 per
cent of the larger airlines’ passengers were travelling on discount fares, whereas all
East West’s were. Between 40 and 67 per cent of East West’s travellers were either
diverted from surface modes or would not have travelled at all in the absence of
East West’s service and fare levels. In contrast, between 54 and 73 per cent of the
larger airlines’ discount fare passengers would normally have travelled on the same
airline at a higher fare if the discount fare had not been available. (Note that the
larger airlines limited the discount category to 9 per cent of their passengers.)

Since 1978 Australia has had the US experience to show the likely pattern of
outcome of relatively free entry to airline routes (Civil Aeronautics Board, 1984;
Brenner et al., 1985). The CAB report, prepared by the body formerly charged
with regulation of airline competition, concluded that services generally were
more attractive to users, prices were lower, and airline efficiency was enhanced.
However, there were disadvantages for smaller communities which formerly had
service through an enforced cross-subsidy. A group of former airline executives
reached broadly similar conclusions in a study for the Eno Foundation (Brenner
etal, 1985).

It is often claimed that the comparison with the US is not valid, because the
total domestic airline market is so much bigger than the Australian that no
-parallel conclusions can be drawn. But it is not the total US market which con-
cerns us, but city-pairs comparable to those found in Australia. Nearly all US
city-pairs similar in distance and population to those in the Australian jet network
sustain two or more carriers, and the few exceptions have the benefit of unusually
low fares aimed at keeping out competition (Trengrove, 1985). If it is claimed
that US city-pairs have more traffic for a given distance and population than those
in Australia (and are thus able to support more airlines), this is to beg the ques-
tion which interests us: whether more airlines mean more traffic.

The Australian domestic airline market is also more limited horizontally, since
the global airline market can be considered either as a number of regional markets
or as a far greater number of city-pair markets. For example, there is an airline
market between Sydney and all the ports which are served from Sydney; there is
one from Melbourne to all the ports which are served from Melbourne; and so on.
Sometimes the airlines divide it in that way for purposes of market planning. But
it is more common for airlines to consider the total market as an aggregation of
city-pairs. Obviously any airline operating out of a particular city is capable of
providing competition on any city-pair which includes that city. The two major
airlines have not chosen to offer service on every city-pair available to them on
this basis. Where there has been no regulatory inhibition on their doing so, the
only conceivable reason for their refusal must be that it would be unprofitable
for either of them to take this step. The fact that service is provided on these
smaller routes by other airlines shows that it is profitable for other carriers: that
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is, the smaller carriers have lower costs.

Then there is a vertical dimension to these markets. Between the same city-
pairs, there may be more than one quality of airline service provided, or the
terminal points may be slightly different. There was a time, before World War II,
when there was only one class available everywhere. When the original Ansett
airline provided ‘““Aircoach” with DC3s which landed at Wagga on the way to
Sydney, for a fare $2 less than the direct flight, it found a market under the
normal first class market. Then the larger airlines created tourist class, which was
in 66-seat unpressurised DC4s. Those, in turn, created another market, because
Ansett had responded by offering direct, pressurised flights at the lower fares.

Australia now has examples of a whole stratosphere of markets formed by the
major airlines, one on top of the other, at different fares, different qualities of
service, and so on. So a national airline market can expand or contract in a
variety of dimensions, and there are many different opportunities to compete in
that national market, for airlines to find local niches for themselves.

It seems unlikely that the airlines which dominate the traffic between the
main airports will go looking for these niches when they can more profitably
handle some of that traffic as marginal to their normal business.

CROSS-SUBSIDY

The use of cross-subsidy as a justification for regulation is interesting. If cross-
subsidy exists, it is a strong reason for eliminating regulation. The public-policy
analyst must use a tighter definition than that sometimes used by airlines. Cross-
subsidy exists only when an operation is carried on in which the marginal revenue
from a particular traffic is less than the marginal cost of that traffic. If an airline
carries passengers on this basis, and uses up profits earned elsewhere to subsidise
them, it is questionable whether it ought to be in business at all! There is only
one qualification to this: the cross-subsidy may sometimes have a predatory
intent, to keep a smaller competitor out of a market. Provided that competition
is possible in the market which is being exploited to support the predatory cross-
subsidisation, this may be a case where everybody (except the defending airline’s
owners) is better off.
It is worth restating the two points on cross-subsidy:
(i) A rational, loss-minimising management will only practice cross-
subsidisation for predatory purposes, to ward off competition.
(ii) In freely contestable markets there will be no long-run profits earned in
one market to use in a predatory manner in another.

Joint products

The fifth issue is related to costs in joint-producer markets and costs of joint-
product firms. It is the test for natural monopoly where there are joint product
firms — and airlines certainly come into this category. The technical expression is
trans-ray-subadditivity (Baumol, 1982) and it has two forms of interest to us.
First, it occurs where, if one firm is able to operate in two markets, its average
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cost of serving each will be lower. An example of this aspect of trans-ray-
subadditivity is that an airline based at A, and serving both B and C from A, might
be expected to have lower unit costs in each market, AB and AC, than if it served
only one of those markets. Even if the unit flying costs were constant, the inte-
grational possibilities of the embryonic hub at A would yield savings in unit
handling costs.

This potential economy has to be compared with the diseconomies inherent in
having more than one airline serving a particular city-pair. This is where the
“natural monopoly” claims arise. The experience of airlines flying multi-
competitor city pairs matches the predictions of queuing theory, that, with
unpredictable time-patterns of demand, independent queues for parallel scheduled
batch processes will result in longer delays (that is, less flights fully utilised) than
if there were one airline and one queue.

It follows that the arguments of those who support a two-airline policy would
make an even better case that total costs would be less if there were only one
airline providing travel in the Australian domestic market. The question is: does
the benefit of allowing each firm to operate in more than one market, as is
obviously happening in the domestic airline business in Australia, exceed the costs
of having more than one firm competing in each sub-market?

This brings up the other aspects of trans-ray-subadditivity. We have already
seen that the acts of one of the two large airlines, in using smaller and independ-
ent corporate structures for regional airlines, imply diseconomies of scale and
scope in airline organisation. Further, the acts of the other large airline, in
quitting or trying to quit regional routes, imply diseconomies of scope in number
of aircraft types in a fleet.

ONE OR MANY?

The choice which the would-be regulator must make is between one and many.
To choose one, the regulator must be satisfied that the chosen instrument is a
paragon of airline operating and commercial virture, not so far detected. The
policy of maintaining “two operating as one” depends upon a panoply of controls
to ensure that the chosen two do not compete in any way which might lead one
to eliminate the other.

In this situation ‘“stability’’ has been imposed out of fear that the natural
monopoly contention might be correct, but the acts of the stabilised pair — in
hiving off regional operations into smaller corporate entities, in quitting low-
volume routes — show that the required area of “stability” is limited to routes
where traffic is greatest — that is, where consumers can most easily be exploited
by the lack of real competition. If the “stabilised” section of the industry ex-
cludes routes operated by airlines which could offer competition with it, but
leaves them with operations sufficiently large and profitable at their costs and
fares to render them capable of competing on the ‘“‘stabilised” routes, there is no
stability.

This issue is complicated because in one Australian State, New South Wales, the
regional airlines are themselves protected from competition on intra-state routes
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at high fare rates, but are free to compete on interstate routes. Here we have a
competitive regulation, protecting a firm in its home market so that it can grow
by competing elsewhere. This is similar to the “protective entry” competition
between European and US passenger aircraft manufacturers (Dixit and Kyle,
1985).

From the analysis by Dixit and Kyle, it would appear that if one State permits
its own residents to be exploited, and thus permits an airline to offer lower fares
elsewhere, the representatives of people using the other routes should not prevent
them from receiving this gratuitous benefit.

If there are to be two (or more) airlines, the cost characteristics of each are
likely to permit profitable intrusion into the other’s networks wherever the share
of the revenue available to an intruder on a route exceeds the marginal flying and
handling costs. The end result of this process of mutual intrusion into each other’s
routes (and the number of participants is not relevant to this point) is that super-
profits are progressively competed away and airline travellers obtain the optimum
mix of service and price. Of course it was to avoid such competitive interplay that
the Two-Airlines Agreements successively specified that Australia’s airlines would
fly the same routes, at the same fares, with the same aircraft.

In the absence of the de facto collusion imposed by the Two Airline Policy, an
equilibrium will be reached where no participating airline can.see a profitable
opportunity for expansion. This will be upset only if the airlines differ in their
ability to persuade lenders to finance re-equipment in aircraft. If re-equipment
occurs, the lower passenger-kilometre costs of the new aircraft will make possible
further incursions into other airlines’ sub-markets. (Note that the new aircraft
does not necessarily need to have lower seat-kilometre costs; its passenger appeal
may generate higher load factors, and this will reduce passenger-kilometre costs.)
To some extent, that has already occurred within the joint route structure of the
two main airlines, because of the divergence in aircraft purchasing policies. But
the general framework of enforced collusion remains.

PROSPECTS ON DEREGULATION

Obviously a relaxation of the Two Airline Policy will not mean the immediate
entry of a third carrier on to every jet route — “nor will the possibility of entry
cause an immediate reduction in fares” (Graham ef al., 1983). It is likely that one
or more new entrants will try to compete on routes where the main carriers are
perceived to be extracting, or trying to extract, from passengers an unusually high
contribution to administrative and terminal overheads. Where they are succeeding
in this, they risk having their own traffic diverted to a less hungry competitor.
Where they are failing, they risk seeing a new competitor fill aircraft with newly
generated traffic. In a few cases (the Perth routes, for example) a new competitor
may compete on a mixture of price and service, by offering schedules different
from those currently flown by the main airlines and avoiding overnight flights.

The result of this competition is to reduce the contributions to overheads
earned on the competed-for routes by the main airlines, and this means that they
must either reduce their overhead and terminal costs, or extract greater contrib-
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utions from other routes, or both. This expected result is prima facie an indicator
that the travellers on the competed routes were formerly paying too much, or
getting too little service, to the undue benefit of those on other routes.

The reason for allowing the possibility of competition on all routes is that
airline owners and managers and their financial backers are probably better judges
of the opportunities (that is, of the existence of exploitation) than a regulatory
body.
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