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Glossary

Air Services
Agreement

air services
arrangements
(ASAs)

alliance

available seat
kilometres

beyond rights

bilateral
agreements

blocked space
agreement

break of gauge

cabotage

An agreement with forma treaty status between
governments regulating the conduct of trade in
international air services. It consists of a series of articles
(or provisions)

A set of arrangements that regulate the operation of
international air services between two countries. These
arrangements  usualy comprise an Air  Services
Agreement, any Memoranda of Understanding and any
exchanges of |etters and/or notes

An agreement between airlines to cooperate in the
provision or operation of some of their services on a
route, or on aregional or global basis

The total number of seats offered multiplied by the
distance flown, used as a measure of air transport
passenger capacity

The right of a carrier from one country to fly to another
country then beyond to a third country (a form of fifth
freedom rights)

See air services arrangements

The purchase by one carrier of a block of seats from
another carrier for resale to passengers directly

Change of aircraft, at an en-route point on an international
flight outside the home territory of the airline, to (on an
outbound trip) or from (on an inbound trip) another
aircraft having a smaller capacity

Provision of commercia domestic air services within a
country. Cabotage rights are classified as either

X
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capacity
allocation

change of gauge

charter services

city pair

city designation

codesharing

computer
reservation
system

dedicated freight
aircraft

double
disapproval

economies of
network size

economies of
scale

economies of
scope

consecutive cabotage — the right of foreign-owned
airline(s) to fly a domestic flight stage within the host
country as a continuation of an international service (also
know as eighth freedom) — or standalone cabotage — the
unrestricted right of foreign-owned airline(s) to provide
domestic air services in the host country (also known as
ninth freedom)

The allocation of rights to individual airlines to fly
services available under ASAs

See break of gauge
See non-scheduled services
An air route between two cities

The designation of air services to particular cities, or a
choice of cities specified under an ASA

The assignment of one airline’s designator code (for
example, ‘QF’ for Qantas) to a flight operated by another
airline

A computerised system which provides information to
subscribers (usually travel agents) on airline schedules,
fares and seat availability. It is used to make reservations
and issue tickets for passengers

An aircraft set up to transport freight only

Arrangements in bilateral air service agreements whereby
proposed fares can be disallowed only if rejected by both
contracting countries

The fall in average unit costs as the number of routes
(network) increases

The fall in average unit costs as airline output increases

The fall in the average unit costs of two or more services

XV
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economies of
traffic density

flag carrier

freedoms of the
air

freight-tonne
kilometres

‘grandfather’
rights

hub and spoke
network

interlining

intermediate
rights

landing and
take-off slots

load factor

Memorandum of
Understanding

that results when they are produced by one airline rather
than separately produced by different airlines

The fall in average unit costs as the number of passengers
travelling on a particular route(s) increases

A country’s national airline. Countries with only a
government-owned airline often identify the airline as the

national or flag carrier

Types of international aviation rights established under

ASAs (see Box 3.1 for details on types of freedoms)
A metric tonne of freight or mail carried one kilometre

The allocation of airport landing and take-off dots based
on the past and/or current allocation

A network of routes operating through a central hub point.
Airlines may channel and increase traffic through hub
points, thereby creating economies of traffic density

Carriage of passengers and/or freight by one airline on
behalf of another airline, based on a formal arrangement
(an interline agreement) between the airlines which
involves the coordination of baggage checks, carriage or
ar cargo, for example, and the honouring of tickets
between airlines. The identity of each carrier is
maintained

The right of a carrier from one country to fly to another
country viaathird country (aform of fifth freedom rights)

A landing and/or take-off time at an airport

The number of passengers carried as a percentage of the
number of seats available

An agreement between two parties. With regard to ASA’s,
it is a less formal type of agreement that may be as
binding as a formal agreement and may cover scheduled

and/or non-scheduled international air services

XV
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multilateral
(agreement)

multiple
designation

non-scheduled
airline

non-scheduled
services

‘open skies’
agreement

origin—
destination traffic

own stopover
rights

plurilateral
(agreement)

‘regional ring-
fence’

revenue
passenger
kilometres

revenue pooling

A trade agreement that encompasses a large number of
countries

A country’s policy of permitting more than one airline to
operate scheduled international air services between it and
other destinations

Any air transport enterprise only offering air transport
services to the public that are not performed according to
a regular timetable

Flights performed for remuneration on an irregular basis.
[Both scheduled and non-scheduled airlines provide
non-scheduled services.] Usually refered to charter
services and can apply to either passengers or freight

An agreement to remove restrictions on the ability of
airlines to operate services between two countries

A measure of airline (passenger) traffic between the
commencement point of an air passenger’s journey and
the end point of the journey, as distinguished from uplift—
discharge traffic

See stopover rights

A trade agreement, not necessarily confined to a
geographic region, between more than two countries, but
not so many as to make it “multilateral”

A ring-fenced regional sot pool at Sydney Airport where

30 per cent of the airport’s peak capacity slots are held by
regional airlines. Swapping of these slots is not permitted
for other categories of operation

The number of paying passengers on an aircraft multiplied
by the number of kilometres flown, used as a measure of
air passenger travel services

An agreement between airlines to share all revenue on a
route or sector irrespective of the revenue generated by
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route

scheduled airline

scheduled
services

single aviation
market

single

designation

stage length

stopover rights

substantial
ownership

tariff

terminal slot

thin route

tonne kilometres
available

each individua airline on the route

At its smplest level, an air service between two points
(usually cities)

Any air transport enterprise offering or operating a regular
air service according to a published timetable (although
many also operate non-scheduled services)

Flights listed in a published timetable (or that are so
regular and frequent as to constitute a recognisably
systematic series) and performed for remuneration

Two or more countries that have a formal agreement that
treats the countries as if they were one

A country’s policy of permitting only one airline to
operate scheduled international air services between it and
other destinations

The distance flown between take-off and landing

The right of a carrier from one country to carry its own
international passengers between two points within
another country

All or majority ownership of an airline by citizens in the
country of registration. There is no internationally agreed
standard, so each country can determine what it accepts as
substantial ownership

Passenger airfare and/or cargo rate

A gate at an airport terminal for alighting and boarding of
passengers and/or freight at a specified time

Route over which traffic and frequency is low

A measure of tonnes available for the carriage of freight,
mail and passengers, multiplied by the distance flown. A
measure of tonnage capacity, it can be for a single flight,
an airline or industry wide. Cost per tonne kilometres
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tonne kilometres
performed

uplift—discharge
traffic

undertaking

yield

yield
management

available is often used as a measure of airline efficiency

A measure of tonnes of freight, mall and passengers
actualy carried, multiplied by the distance flown. It may
be measured for asingle flight, an airline or industry wide

An airline’s (passenger) traffic between the points of
landing and take-off, as distinguished from origin—
destination traffic

The terms and conditions under which an airport owner
will provide access, as agreed with the Australian
Competition and Consumer Commission

Airline revenue per unit of traffic. Passenger yield is
airline revenue per passenger kilometre

Manipulation of prices to attempt to obtain the most
revenue from each flight. Yield management systems are
based on estimating the number of full fare tickets that
would be sold on a particular flight, then offering the
remaining tickets at varying discounts to induce demand
from more price-sensitive passengers. The discounted
tickets generally have conditions so they are less attractive
to those passengers who are willing to pay full fare

XV



TERMS OF REFERENCE

|, Peter Costello, Treasurer, under Part 2 of the Industry Commission Act
1989, and in accordance with the Government's Legislation Rey
Schedule, hereby refer the Commonwealth’s policy on International
Services Agreements (ASAs) and the International Air Serv
Commission (IASC) allocation process to the Commission for inquiry
report within nine months of receipt of this reference.

Background

Australia’s international air services are currently conducted withi
framework of bilateral air services agreements and arrangements be
pairs of countries. The agreements are of international treaty status.
are over 3000 such arrangements world-wide and Australia has 5
services agreements/arrangements.

On 28 June 1996, | announced that Australia’s policy on internationa
services agreements would be reviewed as part of the national compg
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policy Commonwealth Legislation Review Schedule. Cabinet determined

that the review would commence in 1996-97 and be conducted b
Productivity Commission. In undertaking this review the Indus
Commission, pending the establishment of the Productivity Commis
should focus on those parts of the regulatory framework which res
competition, or which impose costs or confer benefits on the Austri
economy. In addition, the Industry Commission should examine the in
of the regulatory framework on small business.

Scope of Inquiry
In undertaking this review the Industry Commission should:

a)identify the current regulatory/legislative framework in whi
international air services operate, including multilateral as well
bilateral structures, and the objectives of the framework

)] in this context, identify the nature and characteristics of the
commercial rights being traded, including reference to airport
access as an essential prerequisite to trade in aviation services

b) identify the effect on competition in the global market of the bilatg
international air services agreement framework;

c) identify the effect on competition in Australia’s existing and poten
international aviation markets of Australian policy in relation to bilate
air services agreements;
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d) assess whether the International Air Services Commission (IASC)
alocation process provides net benefits to Australia, including reference

to the value of provisions designed to favour new entrants;
e) anadyse and assess the benefits, costs and overall effects of the

freight and the aviation industry;
framework;
g) assess the options for greater liberalisation:

bilateral partners may play in restricting entry);
and

i)  alternatives to the bilateral system; and

effects) for Australia of these options.

and its decisions will be announced as soon as possible after the rec
the Commission’s report.

PETER COSTELLO
9 December 1997

1)  within the context of the bilateral system (including the role that

international aviation regulatory framework and Australia’s approach to
negotiating bilateral air services agreements for tourism, consumers, air

f) in so doing, determine whether the approach currently adopted
maximises the benefits to Australia possible within the bilateral

h) identify the scope and consequences (costs and benefits and overall

The Commission’s recommendations will be considered by the Government

eipt of
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OVERVIEW

KEY MESSAGES

The 50-year old bilateral system is unable to cope with the ever
growing demands for international air services.

The system’s constraints hurt airlines and their users — travellers and

the tourism and air freight industries.

The Australian Government, like many others, has been loosenin
restraints, but not fast enough.

Unilateral ‘open skies’ are not the solution for Australia.
The Commission recommends a policyrefiprocal ‘open skies’:
— Dbilaterally;

—  plurilaterally; and
— multilaterally.

Safety should not be compromised.

g the

Special measures should be introduced to increase the scope for

international air services for regional Australia.

More transparent and consultative processes are needed in developing

Australia’s international air services negotiating framework.

The International Air Services Commission should continue, bu
role and processes should be streamlined and simplified.

An independent inquiry into airport capacity and use is needed.

L its

ASASs regulate
production and

trade in

services...

For over half a century, international civil aviation has

been

governed by a system of bilateral air service arrangements

(ASAs) between countries. There are now some 3000
worldwide, 51 involving Australia.

ASAs

ASAs set out the terms and conditions under which airlines can
international air fly. Typically they specify capacity, frequency, routes, c

ownership provisions, safety certification, price app
processes, and many other details.

ities,
roval
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Australia’s place in world aviation

Australian airlines were the sixth largest in the world in 1996 in terms of revenue
passenger kilometres. They carried around 43 per cent of the approximatey 14 million
passengers flown to and from Australia in 1997 — Qantas having a 39 per cent sha
Ansett International having around 4 per cent.

United States
United Kingdom
Japan

France

China

Australia
Russian Federation
Germany
Netherlands
Canada

Other

0 100 200 300 400 500 600 700 80O 900 1000

Revenue passenger-kilometres (billion) by nationality of airlines
B international B Domestic

Australia’s international airlines have shared in the rapid growth of international pass
and freight traffic, with average annual growth rates of 8.1 per cent and 7.8 peg
respectively between 1986 and 1996. These growth rates, wilesid in absolute
terms, are marginally lower than the global average and that achieved by airlines of
America and the Asia—Pacific.

are and

enger
r cent

North

which is much
more restricted
than trade in
goods...

Unlike trade in goods, which is generally free unless
specifically restricted, trade in international air services
cannot occur unless it is explicitly permitted in ASAS.
Various ‘freedoms of the air’ allow airlines to fly to,
from, beyond, and between bilateral partners and other
countries. Other ‘positive’ provisions of ASAs allow for
them to undertake specific activities, such as setting up an
office, in the foreign bilateral partner country.

Restrictions on trade in goods are generally applied
uniformly to all trading partners that are members of the
World Trade Organization (WTO). In contrast, trade in
international air services is regulated within an

XXII
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Anti-competitive
restrictions are
rife in ASAs ...

international framework of bilateral agreements. It is not
subject to the most favoured nation principle.
International air services are also largely excluded from

the WTO’s General Agreement on Trade in Services
(GATYS).

Tight ASA restrictions on competition and trade have
turned the international airline industry into one of the
most regulated in the world. Airlines have attempted to
overcome some of the bilateral system’s constraints on
their operations by entering into various arrangements,

such as codeshares and alliances.

but many
countries have
been liberalising
their
arrangements.

The bilateral
system is under
pressure.

As evidence mounts of the inefficiencies flowing from
anticompetitive regulation of airlines, many countries
have been liberalising economic regulation. Driven by the
United States, bilateral ‘open skies’ agreements, which
remove most traffic and market access constraints on a
reciprocal basis, are spreading. Such policies commonly
remove constraints on capacity, frequency, city
designation, routes, intermediate and beyond rights, and
tariff setting.

New Zealand is also prepared, within a bilateral reciprocal
arrangement, to remove the requirement for national
ownership of designated carriers, and to negotiate on
cabotage (domestic carriage) and the rights for airlines to
operate international air services between other countries
without returning home. The United States has now
signed 30 bilateral ‘open skies’ ASAs; New Zealand has
signed six.

The bilateral system is coming under intense pressure.
While it is capable of accommodating more liberal
regulatory arrangements, major changes are proving
difficult to achieve through existing institutions such as
the International Civil Aviation Organization (ICAO) and
the WTO. The APEC commitment to achieving free and
open trade and investment for industrialised economies by
2010, and for developing economies by 2020, may have
important implications, but so far little interest has been
shown in applying the general APEC commitments to air
services.

XX
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system.

Pressures on the bilateral system

Strong growth in air services is revealing the inflexibilities and inefficiencies of the

Evidence from around the world of the benefits of aviation deregulation.
The spread of bilateral ‘open skies’ policies.

Consumer and business demands for better and seamless air services.

The pressure of global capital markets on airlines to improve performance.

Privatisation of airlines and airports.

The use of codeshares, alliances and charters to overcome constraints |of the
bilateral structure.

The low profits of most airlines and the growing reluctance of governments to
continue subsidising their airlines.

The emergence of regional or plurilateral agreements, particularly developments in
the European Union.

Australia has
reformed its
aviation industry
in the past
decade.

Competition has
increased...

World trade in most other goods and services is being
liberalised in a multilateral framework, producing
demonstrable gains in economic welfare. A different
system for international air services is increasingly
difficult to justify.

Over the past decade, Australian Governments have
embraced reform of Australia’s aviation policy. Australian
aviation and the airline industry have been transformed.
The two airline policy has been terminated, Qantas and
Australian Airlines have merged and been privatised,
multiple designation of airlines has been introduced and
Ansett has become an international airline. Australia and
New Zealand have implemented a Single Aviation Market
(with no restrictions on trans-Tasman flights or cabotage)
and most airports have been privatised.

Economic deregulation has been substantial, without
compromising effective safety regulation. Competition has
increased with more liberal ASAs, the entry of Ansett
International and a growing number of third country
competitors. Greater competition has reduced airfares and
increased the frequency, variety and quality of services, to

XXIV



OVERVIEW

the benefit of consumers.

with benefits for
Australia.

Progress is time
consuming and
complex...

Results of the Commission’s modelling of the effects of
greater competition on a number of Asian routes
following the entry of Ansett International show
significant economic welfare gains for Australia and for
the other countries served. Model estimates are that in
1997, for example, competition from Ansett reduced fares
between Australia and Hong Kong by almost 7 per cent
and increased traffic by over 5 per cent.

On the Asian routes served by Ansett, model estimates are
that Australian consumers benefited by nearly $90 million
in 1997, although Australian airlines’ profits are estimated
to have been reduced by almost $58 million, providing a
net increase in economic welfare of over $32 million.

The Australian Government has pursued a policy of
liberalisation of bilateral arrangements with other
countries. The Department of Transport and Regional
Development has been negotiating extra capacity ahead of
actual demand and expanded market and network
opportunities. Agreements are being negotiated with more
countries and the range of traffic and market access rights
IS increasing. Australia has introduced multiple
designation of its airlines in all but seven of its 51 ASAs.
But this is a time-consuming and complex process, some
negotiations taking several years to complete.
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and constraints
remain inherent
in agreements.

They stunt
growth of
aviation and
tourism.

Despite liberalisation in many countries, most ASAS,
including Australia’s, still prevent airlines from operating
like other companies. They are restricted in developing
efficient networks and innovative travel products.

One reason for the slow progress of reform lies in the
ASAs themselves. The ‘positive list’ of activities that an
airline is allowed inhibits airlines from undertaking
anything for which there is no specific provision.

Airlines often require their governments to intercede for
them before they can develop new or expanded services.
In most other areas, international traders are able to do
anything that is not constrained by a ‘negative list' of
specific restrictions. This gives companies much greater
freedom to do business, and importantly, to grow and
innovate.

Capacity is used as negotiating coin and is still restricted
in most bilateral agreements. Some of Australia’s most
highly trafficked routes have reached or are approaching
full capacity use, despite the recent reduction of demand
on most Asian routes.

Capacity constraints are credible only if they are binding,
or potentially binding. They can inhibit the growth of the
market, the airlines of the countries concerned, and
downstream industries such as tourism. If third country
carriers have capacity on such constrained routes,
consumers and tourists may not be greatly disadvantaged,
although prices are likely to be higher and choice
constrained. The airlines of the bilateral partners may lose
market share if they are restrained by capacity limits from
providing extra services to meet growing demand.
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While the Australian Government’s policy has been to
negotiate capacity ‘ahead of demand’, this approach is
inherently arbitrary. It is based on assumptions about
airline operations in each country, prices and determinants
of demand which may change at short notice, or may not
be justified. In the Commission’s view, the removal of
restrictions on capacity in ASAs should be a high priority.

Australian and foreign capacity used as a percentage of negotiated
capacity, top 22 countries, 30 June 1998

no fixed constraints New Zealand

Japan
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United States
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Notes: Units are percentages. For detailed notes see Figure 5.2
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The current
bilateral system
reduces the
efficiency of the
aviation industry
worldwide,...

hurts consumers,
the tourism
industry and the
wider
economy,...

affects regional
Australia, ...

The bilateral system restricts airlines’ ownership and
access to capital, where they fly, the number and
frequency of flights, the number of seats they can offer,
what types of aircraft they use, and how much they
charge. It influences the nature of competition between
airlines by controlling market entry and the quantity and
variety of rights allocated to particular airlines.

The system also influences airline costs — usually
increasing costs by restricting airlines’ ability to operate

efficiently, develop new markets and more effective

networks. Increased costs and restricted competition lead
to higher prices.

Regulation of entry, frequency, capacity, routes and prices
keeps fares up and impedes the development of new travel
products. Liberalisation has already led to greater
competition, reduced fares, new routes and destinations,
and improved quality of service, but there is considerable
scope for further improvements.

Higher international airfares restrict growth in the
Australian tourism industry. Modelling estimates suggest
that lower fares resulting from Ansett International’s entry
on seven Asian routes may have increased net passenger
movements to Australia by almost 4 percent in 1997.
Inbound foreign tourists outnumber outbound Australian
holiday-makers by two to one.

Restrictions on city designation and capacity limitations
combine to make it costly for foreign airlines to land at
secondary gateways, impeding tourism development and
the availability of international air freight capacity in
regional Australia. Where a choice has to be made
between Sydney and regional gateways, Sydney is chosen.

The bilateral system has been built on the premise that
each country has its own substantially owned and
controlled designated national flag carrier(s). The result is
an international misallocation of resources as some
countries waste precious capital and other resources on
inefficient airlines that would not be viable without
government support.
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and stifles
growth of
efficient airlines.

Australia could
be
disadvantaged.

This inquiry
assesses current
arrangements
and prospects
for liberalisation.

Australia’s
aviation
objectives are
not clear.

The more efficient industries suffer, both from having to
compete for capital and other resources and from having
to use expensive international air transport. Conversely,
those countries with economically efficient airline
industries are unable to expand their airlines to their full
potential.

The global aviation industry has reached a critical point in

its development. The inefficiencies imposed on the world
aviation industry by the current bilateral system and the
benefits of more efficient, internationally competitive air
services are now apparent. Reciprocal ‘open skies’
agreements are spreading. If Australia does not move
rapidly, the rest of the world could liberalise around it.
Australia would be disadvantaged if air transport services
between other countries become relatively more efficient.
And Australian carriers would be disadvantaged in their
pursuit of new and larger international markets if other
markets liberalised ahead of ours.

The Commission has been asked to identify and evaluate
the costs and benefits of current arrangements which
restrict competition and trade in international air services
and options for further liberalisation, both within and
outside the bilateral framework. This inquiry is also part
of the Commonwealth’s review of legislation under the
Competition Principles Agreement.

The Commission has looked mainly at tlkeonomic
regulation of international air services, rather than
technical regulations governing the conduct, safety and
security of aviation. However, it has given consideration
to possible safety implications of economic liberalisation.

The current objectives of Australia’s international aviation
policy are not clearly stated. After a decade of reform, it
has been difficult for the Commission to piece them
together from a variety of Government documents. The
Australian Government should publish and keep up to
date a statement of its aviation policy.
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Efficiency and
competitiveness
must improve.

National
designation must
continue...

but it does not
require national
ownership.

ICAO should
reconsider
designation.

If Australia is to develop the full potential of trade in
international air services to enhance Australian economic
welfare, it must enhance the efficiency and international
competitiveness of airlines serving Australia (both
Australian and foreign). Australian consumers, industries
and regions that depend on international air services (such
as tourism) would all benefit.

Of all of the bilateral system’s constraints on efficiency
and competition, probably the most fundamental is the
requirement that national flag carriers be locally owned
and controlled. Reform of national designation is critical
for liberalisation of the bilateral system but options are
limited. If an individual country changes the criteria for
designation of its airlines unilaterally, other countries may
refuse them access. National designation is required to
ensure that safety and technical standards of airlines are
effectively regulated, but local ownership is not.

Designation should be based on a less restrictive test that
does not require ownership by nationals. With the Asian
financial crisis focusing attention on the need for capital
to be used more efficiently in the airline industry, it may
be opportune to try again to achieve multilateral
agreement to liberalisation of the ownership and control
requirements.

The Australian Government should join with other like-
minded governments to push for reconsideration of this
issue by ICAO and APEC. In the meantime, Australia
should negotiate with its bilateral partners to incorporate
in its own ASAs more liberal means of designating
airlines which do not rely on ownership restrictions.

The Australian Government should join with other like-
minded governments to have the ICAO Secretariat’'s 1994
proposals to liberalise ownership and control requirements
for national designation reconsidered for adoption on a
plurilateral or multilateral basis.

In the meantime, Australia’s ASAs should incorporate
more liberal means of designating airlines which do not
rely on ownership restrictions.
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Australia could also invite neighbouring countries to
. ) develop, and seek ICAO recognition of, a regional
W’th.a é eglonal approach to designation. New Zealand would seem an
designation obvious place to start, particularly as the Australia New
arrangement. Zealand Single Aviation Market (SAM) already includes a
more liberal approach to ownership and control. An
obstacle could be the differences in approach which now
exist between Australia and New Zealand in their
international  aviation policies. However, if the
recommendations outlined in this report were to be
adopted, the policies of the two countries would be more
closely aligned. Another option would be a wider South
Pacific regional grouping for designation.

We could start

Options for incremental improvements to the status quo

Liberalisation of have been considered, but such changes would not go far

the basic . enough. The Commission has examined several options
framework is . ; . . . )

for more extensive liberalisation of the international air
fundamental.

services framework. Concerted action is aso required
internationally. Australia has played important roles in
such international negotiations in the past (for example,
the Cairns Group). It istime for Australiato do so again.

Options for liberalisation of air services

Unilateral ‘open skies’; and
Reciprocal liberalisation:

— Bilateral;
— Plurilateral open club; and

— Multilateral liberalisation through the WTO.

As a small country with limited bargaining power, it has
been in Australia’s best interests generally to liberalise
unilaterally. The Commission has examined the case for

Unilateral trade
liberalisation has

benef/te_d_ Australia extending this approach to international air
Australia in the : - ‘ .
past services through unilateral ‘open skies’. But under the

entrenched bilateral system Australia cannot produce, let
alone trade, international air services without the approval
of other countries. Unilateral liberalisation of scheduled international passenger
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but with the
bilateral system
entrenched,
unilateral ‘open
skies’ is not the
solution.

Reciprocal
liberalisation is a
better approach.

services would not ensure that competition and the
quantity and quality of air services would increase, or that
airfares would fall. Other countries could still restrict
entry and capacity.

Australia’s airlines could have their rights in foreign
markets frozen, and would be unable to expand as
markets grew. Consumers who would have preferred to
use Australian airlines, but are not able to do so, would
bear the costs of having to use less efficient or less
preferred carriers.

Accordingly, the Commission has concluded that, as long
as the rest of the world remains committed to the bilateral
system, a policy of unilateral open skies could make
Australia worse off than if it continued to negotiate
additional capacity with bilateral partners.

The Commission doesot recommend unilateral ‘open
skies’ for Australia.

Because of the bilateral system regulating international air
services, Australia enjoys considerable bargaining power
which is not available for most of our other international
trade. Also Australia is quite a large country in aviation
terms. Much can therefore be achieved by liberalising on
a reciprocal basis with other countries, bilaterally,
plurilaterally and eventually, multilaterally.

Moving from a ‘positive list’ of restrictions in agreements
to a ‘negative list — all forms of trading would be

allowed unless explicitly restricted — would provide a
better basis both for liberalisation and for incorporation of
air services into the wider multilateral trade negotiating
framework.
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Reciprocal
bilateral ‘open
Skies’ would
widen
opportunities for
airlines and
users...

and remove
most traffic and
access
constraints.

A bilateral reciprocal ‘open skies’ policy which removes
restrictions on access to each country’s markets, including
unlimited rights to intermediate and beyond points, would
loosen the regulatory corset which now constricts airline
growth. Airlines would be able to respond quickly to
market opportunities and pressures. While the airlines
could be expected to face greater competitive pressure,
they would also be better able to reduce their costs and
develop their markets.

Consumers and other users would benefit from greater
capacity and frequency, expanded networks, innovative
travel products and competitive fares. The costs to
governments and airlines of maintaining agreements
would be reduced.

The Commission recommends that Australia should seek
to negotiatereciprocal ‘open skies’ agreements on a
bilateral basis which would remove restrictions on:

capacity and frequency to, from, between and
beyond Australia and the bilateral aviation partner;

codesharing on each other’s airlines;

routes including points of access to the Australian
and the bilateral partner’'s markets, intermediate and
beyond points;

multiple designation of airlines by Australia and the
bilateral partner;

ownership as a basis for airline designation; and
prices.

Such reciprocal agreements should also contain
restrictions on government subsidies where these are
significant. Australia should also be prepared to negotiate,
on a case by case basis, removal of restrictions on
cabotage and the development of ‘stand alone’ services
between the bilateral partners and third countries (so
called seventh freedom services).

Achieving the best results from bilateral reciprocal ‘open
skies’ agreements will require careful attention to the
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Where that is not
feasible, we
should liberalise
ASAs as much
as possible.

Concerted
international
action is still
required.

Australia should
initiate a
reciprocal ‘open
skies’ club.

strategic  sequencing  of
countries.

negotiations with various

A number of countries may not be prepared to liberalise

their ASAs with Australia to the extent of negotiating
bilateral reciprocal ‘open skies’ agreements. Australia’s
strategy in such cases should be to renegotiate ASAs to
incorporate as much of the above package as possible.

But bilateral liberalisation can only go so far. It would not
be sufficient to permit the full development of global
airline networks. A concerted international effort is
needed.

A group of like-minded nations led by Australia could
develop an open club based on a common ‘open skies’
agreement. This would allow all carriers within the group
to fly freely among the members, subject to a common set
of rules. The agreement would best be couched as a
‘negative list’ of remaining restrictions. It should be open
to other countries to join on the same conditions.

A regional approach which was closed to non-members
may encourage competition within the group at the
expense of market access for non-members. The challenge
would be to ensure that regional or plurilateral agreements
were used as a stepping stone to global liberalisation, not
as an exclusive device to favour members. Openness is an
important feature of such agreements.

A common agreement would be simpler than the complex
set of reciprocal bilateral agreements it would replace.
Progress towards an open club could be achieved by
negotiating separately similar liberal bilateral agreements
among a series of partners, but this is likely to be too time
consuming and complex to achieve results comparable to
those of a single plurilateral agreement.
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The larger the
club, the greater
the benefits of
membership and
the greater the
costs of being
left out.

Features of an
open club.

A liberal
agreement under
the WTO should
be the ultimate
objective.

The benefits to members would grow in proportion to the

size of the network, while the opportunity costs of not
joining aso would grow. Non-members would risk
becoming isolated from the increase in air traffic in
response to the more liberal conditions available within

the club. Countries that may be reluctant to negotiate
reciprocal ‘open skies’ agreements on a bilateral basis
may have little choice but to join the club.

To enhance the chances of this plurilateral open club
becoming a vehicle for widespread reform, it should:

not intentionally disadvantage outsiders any more
than the bilateral agreements it replaces;

have transparent rules;

allow non-members to join on the same terms and
conditions; and

contain provisions relating to competition policy,
particularly to constrain significant government
subsidies to airlines.

Ultimately, a liberal multilateral agreement under the

WTO which covers all or most countries would allow

international air services to develop in response to market
pressures. Efficient carriers would replace inefficient
carriers, and the removal of regulatory barriers to entry
would enhance competition. It would be easier to
administer and comply with than the current bilateral

system.

Given the entrenched position of the bilateral system, and
the difficulties of negotiating a truly liberal multilateral
agreement, reciprocal bilateral and plurilateral
liberalisation options may offer the best prospects for
achieving gains in the short to medium term. However, the
history of the International Telecommunications
Agreement illustrates that nations can move quickly to
achieve a multilateral and liberal agreement when they
realise the advantages.

XXXV



INTERNATIONAL AIR SERVICES

Discussion
should start in
the WTO.

In addition, a
package of
reforms to
benefit regional
Australia could
be implemented
Immediately...

to remove
restrictions at
secondary
airports on a
reciprocal
basis...

and improve
access
unilaterally.

Australia could lend its support for the eventual inclusion
of air transport services in the GATS. The Commission
recommends that prior to the review of the GATS in 2000,
the Australian Government promote discussion among
WTO members to determine a process for including al air
servicesin the GATS.

Restrictions on the number and identity of Australian
cities available to foreign airlines can limit the potential
for tourism and regiona development outside Sydney.
Enabling foreign airlines to serve a wider range of
destinations, both on their own and through codeshares
with Australian airlines, could encourage them to market a
wider range of Australian destinations. Easing these
restrictions could provide better services to secondary
gateways and stimulate tourism growth to the rest of
Austraia

The Commission recommends a package of bilatera
reciprocal  and unilatera measures to improve
international air servicesto regional Australia.

Australia should follow the lead of the United Kingdom
and offer bilateral partners unlimited capacity to all
Australian international airports except Sydney, provided
that they offer the same rights in return. This would
provide extra capacity of areciprocal, route-by-route basis
(for example, Melbourne to Milan, Adelaide to Stanstead
or Darwin to Kuching), outside the capacity entitlements
aready negotiated in ASAs. Thiswould help to reduce the
opportunity costs of foreign airlines operating to regional
areas. It would also provide niche opportunities for
Australian airlines to provide more diverse services. The
Commission recommends that this offer be made
immediately.

There is also scope for unilateral (unreciprocated) action.
The Commission recommends that the Australian
Government unilaterally remove restrictions on foreign
airlines’ access to secondary international airports
(airports other than Sydney, Melbourne, Brisbane and
Perth). Foreign airlines would still have to service these
cities within negotiated capacity, but would have greater

freedom in developing their Australian routes.
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Meanwhile,
Australia should
use its airports
more efficiently...

This will not guarantee the start-up of services, but, along
with domestic codesharing and less restricted own-
stopover rights, could facilitate the development of new
and more innovative air services to regional Australia
Regional economies and the tourism industry could
benefit, at little cost to Australian airlines.

Access to efficient airport infrastructure is essential for
efficient international air services. Much has been done to
reform Australian airports, but there is still significant
scope to increase efficiency through greater use of market
mechanismes.

Larger peak/off-peak price differentials for landing and
taking-off at capacity constrained airports would help to
allocate scarce airport infrastructure more efficiently.
Such pricing could even mean lower off-peak charges and
would reduce the need for new investment that is largely
required only for peak periods.

Recent changes to the operating and charging systems at
Sydney have reduced the scope for market mechanisms to
alocate scarce facilities at peak periods more efficiently.
Peak load pricing can easily operate in conjunction with
an arport slot management system, including the
reservation of slots for regional airlines.

There is dso an in-principle argument in favour of
developing a formal market for landing and take-off slots
and terminal facilities, where capacity is a problem.

The Commission considers that there are a number of
Issues relating to airport capacity, use, charges and access
which need further examination. It recommends that an
inquiry be held in conjunction with the review of the price
cap arrangements that is scheduled to be completed in
2001. The review should examine overall airport capacity
as well as management of capacity.
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improve DTRD'’s
processes, and...

streamline
guidelines and
processes of the
IASC.

But safety should
not be
compromised.

During this inquiry, it became apparent that many
involved with international aviation in Australia did not
realise the extent to which Australia’s international
aviation policy has been liberalised already. Those
affected by international air services — such as State and
local governments, airports, the tourism and other user
industries — should be working more closely with DTRD
to improve Australia’s international air services. The
Commission recommends measures to improve DTRD’s
consultation processes and the transparency of policy.

Multiple designation has achieved significant benefits in
opening up a number of routes to greater competition. The
International Air Services Commission has played a
significant role, but its processes and guidelines could be
streamlined and simplified to provide a more certain
environment for airlines and lower administration and
compliance costs. The Commission recommends measures
to achieve this.

Australia should continue to support international efforts

through ICAO and other bodies to improve safety and

security on aircraft. Australia’s bilateral agreements

should also provide for enhanced safety accreditation
processes where the mutual recognition of safety

certification appears to be inadequate. Evidence presented
to this Inquiry has not convinced the Commission that

economic deregulation need lead to Ilower safety

standards.
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Further liberalisation

Recommendation 9.3

The Commission recommends that Australia should seek to negotiate
reciprocal ‘open skies’ agreements on a bilateral basis which would remove
restrictions on:

capacity and frequency to, from, between and beyond Australia and
the bilateral aviation partner;
codesharing on each other’s airlines;

routes, including points of access to the Australian and the bilateral
partner's markets, intermediate and beyond points;

multiple designation of airlines by Australia and the bilateral partner;
ownership as a basis for airline designation; and
prices.

Such reciprocal agreements should also contain restrictions on government
subsidies where these are significant. Australia should also be prepared to
negotiate, on a case by case basis, removal of restrictions on cabotage and
the development of ‘stand alone’ services between the bilateral partners and
third countries (so called seventh freedom services).

Recommendation 9.5

Australia should invite like-minded countries to discuss the formation of an
open club of nations committed to liberalising international aviation
through a common plurilateral ‘open skies’ agreement.

Recommendation 9.6

The Australian Government should promote discussion within the WTO
membership to determine a process for including all air services in the
GATS.

Recommendation 9.1

The Australian Government should join with other like-minded
governments to have the ICAO Secretariat’'s 1994 proposals to liberalise
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ownership and control requirements for national designation reconsidered
for adoption on a plurilateral or multilateral basis.

In the meantime, Australia’s own ASAs should be negotiated to incorporate
a more liberal means of designating airlines which does not rely on
ownership restrictions.

Recommendation 9.2

The Australian Government should invite neighbouring countries to
develop, and seek ICAO recognition for, a regional arrangement which
would enable relaxation of ownership and control criteria. Countries to be
considered should include New Zealand and the South Pacific Forum island
nations.

A regional reform package

Recommendation 9.4

As a step towards the further liberalisation of international air services, the
Commission recommends reforms to ASAs to benefit regional Australia,
encompassing both bilateral and unilateral elements:

Bilaterally, Australia should offer unlimited capacity to fly to all airports
other than Sydney, provided that Australian carriers are offered the same
routes on a reciprocal basis by their bilateral partners. The Australian
Government should take up the British offer of similar opportunities.

Unilaterally, Australia should offer, within negotiated capacity:

removal of restrictions on the number of points to be served and
designation of all cities in Australia other than Sydney, Melbourne,
Brisbane and Perth;

unrestricted rights for foreign airlines to codeshare to all points in
Australia on Australian domestic airlines; and

unrestricted rights for foreign airlines to carry their own-stopover
traffic.
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International Air Services Commission

Recommendation 7.1

Contested capacity should continue to be allocated by the IASC using a
public benefit test.

Recommendation 7.2

The objectives of the International Air Services Commission Act 1992
should be amended to:

‘enhance the welfare of Australians by promoting economic efficiency
through competition in the provision of international air services’.

Recommendation 7.3

The IASC should not be involved in assessing the viability of airlines, or
anticipating approvals by other government agencies.

Recommendation 7.4

When international capacity becomes available, or is applied for, it should
be advertised by DTRD.

Where an application for capacity is uncontested (that is, only one
applicant), or capacity is not constrained, the allocation of that capacity
should be approved automatically by DTRD.

It should be the responsibility of the airline to meet all other regulatory and
financial requirements before the commencement date.

Where an application is contested, the IASC should determine the
allocation of capacity.

Recommendation 7.5

Submissions should not be called for unless a contested allocation is
referred to the IASC.

Recommendation 7.6

The criteria used by the IASC to allocate contested capacity should be
simplified to focus on benefits from competition.
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Recommendation 7.7

The start-up provisions should be removed from the Minister's policy
statement.

Recommendation 7. 8

Capacity allocations should be made in perpetuity and the IASC should be
rigorous in enforcing the use-it-or-lose-it provisions.

Australia’s aviation policy and processes

Recommendation 5.1

The Commonwealth Government should publish, and keep up to date, a
statement of its aviation policy.

Recommendation 5.2

DTRD should develop a forma direct consultation process which
encompasses all maor interested parties to obtain their views on ASAS
being negotiated and ensure that it provides timely and informative
feedback on the outcomes of the ASA negotiation process.

Recommendation 5.3

An interdepartmental committee, chaired by DTRD, should be established

to consider and endorse all proposals relating to Australia’s air services
negotiating position. The committee should include the Departments of
Prime Minister and Cabinet, Treasury, Foreign Affairs and Trade, and
Industry Science and Tourism.

Recommendation 5.4

Confidentiality of ASAs should be limited strictly to those parts of the
arrangements specifically required by other governments. The reasons for
granting confidentiality of ASAs should be scrutinised closely. All other
arrangements should be made public and easily accessible.
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Inquiry into airports

Recommendation 8.1

The Commonwealth Government should commission an inquiry into airport
capacity, access and pricing in 2001. Such an inquiry should, at a
minimum, examine:
constraints that airports are imposing on Australia’s air services;
peak load pricing;
regulation of aeronautical charges;
the potential for the introduction of a market for slots; and
legislated access provisions.
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1 INTRODUCTION

International air services have developed within a complex web of regulations
under the framework of the Chicago Convention of 1944. The guiding
principles of this treaty are that each country has sovereignty over its own air
space and should have the opportunity to develop its own national airline
system.

Unlike most other forms of international trade and transport, which generally
are free unless specifically restricted, international air transport cannot occur
unless specifically authorised. This authorisation is accomplished through a
system of bilateral air services arrangements (ASAS) w