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Introduction

1. This report responds to the ‘Preliminary Response’ dated  19 June 2003 by Air New Zealand and Qantas in renewed support of their  application on 9 December 2002 to the New Zealand Commerce Commission (NZCC) and to the Australian Competition and Consumer Commission (ACCC) to be permitted to form a cartel
 to operate their airline services in and out of  New Zealand.

2. The evidence and arguments presented below will support the Draft Determinations of 10 April 2003 by the NZCC and the ACCC, which, in essence, rejected the proposed cartel as being likely to substantially lessen competition without adequate compensating benefits.

3. It is relevant to review briefly the chronology of events.

4. The airlines chose as consultants to support their application the Australian firm Network Economics Consulting Group (NECG), headed by  Mr Henry Ergas, who is well known in Australia for his work in the 1990s on behalf of the telecom monopolist, Telstra. 

5. NECG were given what must have seemed an almost hopeless task. They had somehow to defend a  near-monopoly cartel with almost none of the synergy or scale economy gains that are normally proposed in favour of admittedly anti-competitive mergers or practices
. 

6. We submit that, indeed, the task is hopeless - the case should fail - but nevertheless NECG have mounted a vigorous defence on their clients’ behalf. The nature of this was revealed in their first supporting document dated 8 December 2002
 (here NECG1).  NECG1 admitted ‘deadweight’ efficiency losses from the lessening of competition of around $NZ50 million/year. This is actually quite a large sum of money, but NECG1 attempted to counteract it by claiming a number of countervailing benefits from the cartel, running at around $NZ700 million/year
. 

7. The NZCC and ACCC called for submissions and many were received, nearly all firmly opposed to the proposed cartel. One of these was by Professor Tim Hazledine of the Economics Department at the University of Auckland, dated 14 February 2003. This submission (Hazledine 2003
) was unusual in that it was independent (not commissioned by an interested party), and because it included a reworking of NECG1’s quantitative economic modelling using Hazledine’s own model of competition in these air travel markets. Hazledine was able to produce a quantitative model because he is an experienced economist in these matters, and, in particular, because he had already published and presented quantitative analyses of Qantas and Air New Zealand’s behaviour in the trans-Tasman market, dating back to the 1996 episode of the entry and exit of Kiwi International into this market (Haugh and Hazledine (1999)
; Hazledine et al (2001)
).

8. Hazledine’s assessment completely reversed the applicants’ claims. He determined likely deadweight losses as being in the $200-300 million/year range, and could find plausible countervailing public benefits of no more than about $20 million/year. Hazledine also dug below the surface of the numbers to investigate the gainers and losers. He found that although the New Zealand public (consumers and owners of Air New Zealand) was likely to lose around $300 million/year, and Australian consumers about half this amount, a consistent winner was the airline Qantas, which stood to gain profits of more than $200 million/year.

9. Hazledine noted that the NECG1 figures included as a claimed result of the cartel, changes in costs on the airlines’ (mainly Air New Zealand) flights to Los Angeles and Asian destinations totalling about $360 million/year gross, or $300 million/year net
, which were completely unsubstantiated in the consultant’s report, and which he termed ‘literally incredible’. In response to this, on 5 March 2003, NECG submitted some ‘Revised Model Results’, apparently shorn of most of these cost claims  (though with no explanation).

10. The other huge benefit claim made by the airlines and NECG1 for the cartel was derived from claimed increases in inbound tourists to New Zealand of more than 50,000/year, generating benefits of around $150 million/year.  Both the claimed increase in tourists and the methodology for imputing benefits to them were roundly criticised in submissions.

11. On April 11 2003 the NZCC and the ACCC issued their Draft Determinations, which, as noted above, rejected the applicants’ case, and called for further comment and submissions.

12. On 19 June 2003 the applicants resubmitted. Interested parties were given until 18 July 2003 to cross-submit to the NZCC.


13. Despite the overwhelming criticism that NECG1 had attracted, the applicants chose to respond with similar arguments, using the same consultants, though these were now supplemented with depositions from a bevy of North American consultants, including Professor Robert Willig of Princeton University, who is a noted expert in these matters.

14. The submission filed - ‘Applicants’ Preliminary Response to the Draft Determinations’ (hereafter NECG2) – was even longer than NECG1: probably more than four hundred pages. However its core is just a one page ‘Chapter 10’, called the ‘NECG Detriment/Benefit Overview’, which consists of a single table of numbers under the title ‘Revised quantification of the net benefits associated with the Alliance.’  The table apparently refers to benefits and detriments in New Zealand only.

15. These numbers reveal that the applicants have not taken on-board much of the criticisms and rejection of NECG1. The figures for claimed benefits are very similar to the numbers tabled on 5 March, noted in paragraph 9 above. That is, they total between $200 million and $300 million/year and have three main components:

· Cost savings of $96 million/year

· Tourism benefits in the range $66-133 million/year

· E&M (Engineering & Maintenance work done in Christchurch) benefits  of $35 million/ year

16. The admitted detriments are also almost unchanged, being a deadweight loss of $41 million/year less ‘Net Transfers’
 of $18 million/year, netting out to just $23 million/year suffered by New Zealanders.

17. We present below our estimates of the detriments to New Zealanders of the proposed cartel. They are an order of magnitude larger than the detriments admitted in NECG2.

18. We note now that all three of the claimed major benefits are generated, in essence, by threats: either the threat to not do something that makes commercial sense in the ‘factual’ (the E&M  spending and the additional tourists) or the threat to do something in the ‘counterfactual’ that doesn’t make commercial sense (the wasteful additional capacity of the ‘war of attrition’ threat).

19. The cost savings are given no robust justification in NECG2, as in NECG1. They were thoroughly discredited in the Draft Determinations, and we submit that in the absence of any attempt to defend them they should be taken off the table.

20. The E&M benefits were thoroughly discredited in the Draft Determinations, and we submit that the arguments offered in Chapter 13 of NECG2 do not do enough to overturn the draft determination.

21. We turn to the evaluation of the impact of permitting and of not permitting the cartel to form on prices, consumer welfare and profitability in the two airline markets directly affected by the proposal  -- the domestic New Zealand market and the trans-Tasman market. Quantitative estimates of these impacts, which lead to estimates of the net detriments of the lessening of competition  by the cartel, have been provided by NECG, by Hazledine (2003) and by the NZCC itself; with all parties using the methodology of quantitative oligopoly modelling to generate their results.

22. The NZCC employed a Canadian economist, Professor David Gillen of Wilfrid Laurier University, to build them an oligopoly model. A central part of NECG2 is the long Chapter 8 which, basically, dismisses the Gillen model and its subsequent  variants. We counted nearly 150 specific criticisms and complaints against Gillen in this chapter, culminating in the damning conclusion by Professor Willig:

‘[I]t is not just that he makes misguided assumptions, the most serious of which are systematically biased against the proposed alliance. Professor Gillen also fails to implement and interpret his model appropriately. For example, Professor Gillen has introduced numerous algebraic and other errors into the modelling effort. For these reasons, the NZCC should place no weight on the results and assessments derived from Professor Gillen’s model and [should] make its decision regarding the proposed alliance between Qantas and Air New Zealand based on other evidence in the record.’ (Willig p19, in NECG2)

23. Gillen and the NZCC economists apparently started with the Hazledine model. Hazledine made his spreadsheets freely available to the NZCC (and to Mr Ergas and NECG), but he is not responsible for the use or misuse made of his work. The NZCC have not sent him a copy of the Gillen model, nor have they asked for his input on this.  

24. We are not, in this Submission, going to take a position on the dispute between Gillen and NECG. 

25. The point we need to make is this: Professor Gillen may or may not have made good his case against the cartel, but that doesn’t mean that there is not a good case to be made. Indeed, we believe that the case has been made already: in the analysis by Professor Hazledine, in the many other well-informed submissions opposing the cartel, and in the draft determinations of both the NZCC and the ACCC.

26. In this cross-submission, we seek to re-focus attention on the merits of the case. In doing so, we note that among the numerous criticisms  in NECG2 there are some reasonable comments and suggestions – especially from Professor Willig. These will be taken into account in our own revised modelling exercise in the next section. 

27. We should acknowledge that the Hazledine model comes in for some direct criticism in Chapter 8 of NECG2, and it is even suggested that ‘We consequently do not see how the Commission could properly place any weight on [Hazledine’s] results’ (NECG2, chapter 8 para 99), following some quotes from Hazledine’s earlier work that are taken out of context. But the actual points made against Hazledine’s work  (which as NECG noted in its March ‘Response to Submissions’ is in most respects very similar in spirit and even much in detail to their own oligopoly model) are not very numerous and focus on the matter of identifying the precise nature of oligopolistic competition in 2003. This is an important but not crucial issue on which, to say the least, reasonable people can differ, and on which (we will argue in the Appendix) Hazledine’s views, based as they are on actual empirical observation of the airlines since 1995, are more likely to be valid than NECG’s rigid and narrow obeisance to what they believe is theoretical rigour.

28. It seems plausible that NECG were hoping that Hazledine would be ‘taken out’ in their Chapter 8 as a result of collateral damage from the destructive comments on the Gillen model. But we are not moved by that.

29. We submit that on the basis of our analysis it should continue to be the position of the NZCC that the proposed cartel would be harmful to the public interest in New Zealand

30. We further suggest that our results are conservative, for the following reasons:

· They do not include amongst the benefits purloined by Qantas from the proposed cartel that airline’s share of Air New Zealand’s operating profits from its Asian and Pacific routes.

· They do not include amongst the losses to New Zealand the long-term economic, social, even psychological harm from losing  our national airline as a strong and independent entity. Some of these losses are actually quite eloquently spelt out by Air New Zealand itself in its contribution to NECG2  (Chapter 6, pp10-11).

31. The tourism benefits were thoroughly discredited in the Draft Determination and by many submissions, including Hazledine (2003). The applicants however now claim even more additional tourists will be attracted as the result of the cartel and argue their case at some length in Chapter 11 of NECG2. 

32. The claimed benefits from increased tourism account for a significant proportion of the total benefits, and rely partly on multiplier analysis to determine welfare effects of the direct and induced impacts of additional inbound tourism.

33. There are assumptions that underlie the calculation of benefits which we believe are not fully substantiated.

34. The applicants assume that no additional flight capacity will be required to meet the increased tourism demand. There is little justification for this position.

35. However, given this assumption, international airfares should be excluded from the multiplier analysis. Multiplier analysis assumes fixed proportion production functions i.e. a constant ratio of inputs to outputs is maintained. It is not clear whether NECG2 excludes international airfares or not.

36. The multiplier analysis also assumes that the additional capital and labour required to meet the increase in demand in downstream markets can be costlessly supplied by the New Zealand economy. We reject this assumption.   

37. The additional tourism gains also rely heavily on the ability of Qantas Holidays to promote inbound New Zealand tourism. They are not a specialist in this market and the potential gains (30% in inbound tourism) claimed are extremely high for an operator currently focussed on outbound and domestic Australian travel.

38. Uncertainty remains around Qantas Holidays’ ability to create new tourism, rather than diverting current tourism and encroaching on others’ market shares. The Applicants also discount the likelihood of competitors reacting similarly to generate new inbound tourism.

39. The incentives for Qantas Holidays still favour selling travel with Qantas.

40.  The presence (or lack) of natural tourism growth (as opposed to capacity growth) in the Applicants’ modelling should also be made clear. Its inclusion or exclusion would alter the size of any potential benefits attributable to increased inbound tourism.  

41. A number of issues also arise in terms of the Applicants’ claims of the effects of advertising. If a 5% reduction in the cost of advertising is achieved through rationalisation or economies of scale it may not all be reinvested in advertising. Even if it is all reinvested, it may not give rise to a 0.85% increase in tourist arrivals, as the marginal impact of advertising is likely decrease as more dollars are spent.

42. It seems unlikely that Qantas would choose to emphasis New Zealand as a destination in its marketing because it would be expensive and its incentives do not encourage this. It is likely to be more cost effective to continue its current brand or service based advertising which can be used to promote multiple destinations, thus targeting a larger potential revenue base. 

43. Even if we assume that Qantas did market New Zealand, it is not clear that this would increase the number of tourists. Tourism New Zealand may reallocate some of its promotion budget reducing the incremental effect of any Qantas expenditure. Also, the marginal increase in tourists from additional expenditure would likely be lower than the average (which is what the elasticity measures).

The impact of the proposed cartel 

44. In this section of the submission we report Professor Hazledine’s analysis of the impact of the proposed cartel on behaviour in the domestic New Zealand and trans-Tasman air travel markets, and the implications of this for the welfare of New Zealand consumers and the profitability of Air New Zealand. We will also report the impact on the profitability of Qantas. The analysis makes use of the mathematical model developed by Hazledine in his earlier research on trans-Tasman airline competition, and made use of in his submission of February 14, 2003 to  the NZCC and the ACCC (Hazledine (2003)).

45. The model used for the current submission differs in details from Hazledine (2003), incorporating information made available since then, changes in the actual state of the market, and improvements suggested by the criticisms raised in NECG2. In particular, Hazledine has modified the model to allow for different costs between Air New Zealand and Qantas, reflecting differences in the market shares of the two incumbent airlines. This and other modifications, as well as the rationale for decisions not to modify the model despite NECG2 criticisms, are documented in the Appendix.

46. This section will report on a wider variety of possible scenarios than did Hazledine (2003), which explored  just two possible states of the world. Below we will show the welfare implications of eight scenarios, each corresponding to a particular pair of before/after  (‘counterfactual’/’factual’) market outcomes.

47. Although the mathematical modelling of oligopoly situations can appear quite technical and complex, it is important to stress that it represents no more than the quantification of a particular ‘story’ about oligopoly behaviour,  which must be well grounded in the commercial realities of the industry and its market.  What the model does for us  is just to add up the logical implications of the various facts and assumptions that the analyst must make concerning: cost conditions,  responsiveness of customers to changes in  prices, and the nature of the ‘game’ played between the firms currently or potentially competing for the market.

48. In this story we have three relevant settings. The first is the actual situation in 2003. The second - which may or may not differ significantly from actual-2003 – is the ‘counterfactual’ situation – one or two years from now - in which the two incumbent airlines are not permitted, or decide not to form a cartel under the terms proposed. The third setting is the so-called ‘factual’, under which the cartel is set into operation.

49. With respect to the actual current situation, there are two main areas of uncertainty or disagreement. The first is the actual current shares of passengers carried  by Air New Zealand (including Freedom Air) and  Qantas. The results reported below are based on Air New Zealand/Qantas relative market shares of 65/35 and 60/40 in the domestic New Zealand and trans-Tasman markets, respectively. These numbers can be changed if it seems appropriate to do so. 

50. The second uncertainty, which is a source of disagreement between Hazledine and NECG, is the actual nature of the competitive ‘game’ being played now between Air New Zealand and Qantas. NECG assert that current pricing in the market is based on what oligopoly theorists call ‘Cournot’ behaviour, which in practical terms means that each competitor believes that its rival would do whatever it takes, and no more, to defend its customer base should the first competitor increase its own output. NECG and Hazledine agree that Cournot seems to give a reasonable depiction of ‘normal’ competition between airlines, as revealed in previous studies. Hazledine, however, on the basis of his own research into the recent behaviour of Air New Zealand and  Qantas, does not believe that they are behaving ‘normally’ at the moment. Rather, the current state of play appears to be more aggressively ‘competitive’ to the extent that at least one of the incumbents may actually be attempting  to predate the other.

51. Hazledine’s unwillingness to impose Cournot behaviour on the current market continues to vex the more theoretically minded of the airlines’ consultants, but he maintains that his more empirically (factually) grounded interpretation of events is basically sound. In any case, for reasons explained in the Appendix, if we were to assume current Cournot behaviour, then the detriments to New Zealand of the proposed cartel would be much larger.

52. As for modelling the counterfactual and factual, it seems to be common ground that permitting two airlines who between them currently account for a dominant or near-dominant share of output in the two markets to form a cartel would, of its own accord, result in a substantial lessening of competition, manifested at the very least in a significant increase in airfares.

53. The major point of disagreement here is the constraining role to be expected of Virgin Blue, the most likely VBA entrant.  The incumbents have proposed counterfactuals with little or no VBA entry but significant and constraining entry following the formation of the cartel. Virgin Blue itself has argued for the opposite scenario, claiming that it can and will enter both markets in competition with independent Air New Zealand and Qantas, but that it would be discouraged were it faced by a cartel, with the latter’s allegedly superior capacity to deter entry.

54. Hazledine (2003) modelled just these two opposing scenarios. Here we will set out the implications of all four possibilities, and we will review the issue of VBA entry in the Appendix.

55. It is of course not a trivial matter to specify the terms on which Virgin Blue would enter, since this has not actually happened, and may indeed not be yet known to the airline itself. Hazledine (2003) just accepted the VBA capacity numbers proposed in NECG1, applying an assumed target load factor to get  a number for the entrant’s output. In this submission, we will slightly revise downwards our estimates of the likely output levels for Virgin Blue for some scenarios, bearing in mind the more difficult conditions it would face in both New Zealand and Tasman markets compared with the situation it was able to effectively exploit in Australia with the huge gap in the market suddenly opened up by the demise of Ansett.

56. Results of running the scenarios through the oligopoly spreadsheet model are summarised on Table 1. Here the first column of data gives the current (2003) situation, with total output and market price calibrated to equal 1000 and 1 respectively in each market, to make future comparisons transparent. Note that the actual value of revenues earned by the two airlines in these markets totals about $NZ2 billion, with the trans-Tasman market somewhat larger than the domestic New Zealand market.

	

	Table 1 Summary table



	
	
	NO CARTEL
	CARTEL

	 
	
	CF1
	CF2
	CF3
	CF4
	CF5
	F1
	F2
	F3

	
	Actual 2003
	War of attrition duopoly
	Cournot duopoly with  incumbents
	Cournot incumbents exogenous VBA entry
	Air NZ alone with  exogenous VBA entry
	Qantas alone with exogenous  VBA entry
	Cartel with no entry
	Cournot duopoly with cartel & entrant
	Incumbent cartel; exogenous VBA entry

	 New Zealand Market:
	
	
	
	
	
	
	
	
	

	Incumbent price
	1.000
	0.876
	1.152
	1.010
	1.150
	1.199
	1.341
	1.052
	1.245

	Total incumbents' output
	1000
	1136
	833
	783
	
	
	625
	569
	586

	Air New Zealand output
	650
	943
	492
	467
	588
	0
	350
	370
	381

	Qantas output
	350
	193
	342
	317
	0
	513
	275
	199
	205

	Entrant price
	
	
	
	0.99
	0.88
	0.91
	
	0.75
	1.02

	Entrant output
	
	
	
	150
	300
	300
	
	403
	200

	
	
	
	
	
	
	
	
	
	

	Tasman Market:
	
	
	
	
	
	
	
	
	

	Incumbent price
	1.000
	0.878
	1.125
	1.034
	1.071
	1.094
	1.281
	1.073
	1.188

	Total incumbents' output
	1000
	1163
	833
	767
	
	
	625
	565
	568

	Air New Zealand output
	600
	915
	467
	433
	550
	0
	338
	339
	341

	Qantas output
	400
	248
	367
	333
	0
	500
	288
	226
	227

	Entrant price
	
	
	
	0.962
	0.819
	0.837
	
	0.826
	0.981

	Entrant output
	
	
	
	200
	400
	400
	
	389
	250

	Source:
Hazledine Model 10/07/03

	


57. Table 1 shows five possible counterfactual (no-cartel) scenarios, and three versions of events should the cartel go ahead. The numbers should be taken as corresponding to the ‘year 3’ numbers found in the NECG submissions.

58. CF1 is the ‘war of attrition’ scenario, under which the airlines (mainly Qantas) add large amounts of additional capacity if their cartel is not given approval. The result, of course, is a substantial fall in the market price of more than 12% from already quite low 2003 levels. The incumbents would not be able to cover all their costs at these prices and even if Qantas is not currently predating, it most definitely would be under CF1. The NZCC and the ACCC have roundly rejected the war of attrition scenario as being commercially unviable and we submit that they were correct to do so and will not  consider  it further here.

59. (Note that the ‘war’ was not actually fought out in the model underpinning NECG1, because in this model the counterfactual price is set as a Cournot mark-up on costs, so that the additional capacity does not actually get deployed. The result is a substantial reduction in load factors,  which generates the potential for substantial cost ‘savings’ in the cartel scenario (by removing the excess capacity). This is what Hazledine (2003) termed the ‘get that elephant off my foot’ method for  conjuring cost efficiencies out of nothing, and it remains apparently the basis for the $96 million/year ‘cost savings’ presented without documentation or support in the table called ‘revised quantification’, in Chapter 10 of NECG2. These supposed sources of cost efficiencies were firmly rejected by the NZCC and the ACCC.)

60. CF2 shows a return to ‘normal’ (i.e. Cournot) competition between Air New Zealand and Qantas were the cartel application to be  denied, with no VBA entry. Prices increase by 12.5-15% from their current levels.  Note that from the point of view of our submission, this is a conservative scenario: if we made the counterfactual more attractive relative to actual 2003, then the cartel would be correspondingly less attractive relative to the counterfactual.

61. Then, CF3 adds some VBA entry to the Cournot competition between the incumbents. We set the levels of this entry quite low, corresponding to 15% and 20% respectively of the 2003 total outputs for the New Zealand and Tasman markets. The New Zealand market is deemed more difficult to enter because of its size and because the advantages of a VBA have already been partly neutralised by Air New Zealand’s successful introduction of its New Zealand Express fares and services. The net effect is almost no change from the current (2003) market price levels, though Air New Zealand in particular has its market share squeezed.

62. Scenarios CF4 and CF5 capture the drastic outcomes of either of the incumbents being forced out of the market with the entry of the VBA, which then takes up a quite large share of the market, as did Virgin Blue in Australia. Given that the New Zealand domestic market has thus far not shown itself capable of supporting profitably two major airlines, let alone three, these scenarios are probably more likely for New Zealand than for the trans-Tasman run. We expect, based on the current cost and market share performance of Air New Zealand, and its many other natural advantages in its home market, that should one of the incumbents be forced out of New Zealand, it would most likely be Qantas, and it may indeed be the fear of this outcome that is driving Qantas’s keenness to push through the cartel. 

63. We show summary results from three possible ‘factual’ outcomes. Scenario F1 is the monopoly outcome feared by Virgin Blue and others.  Price of course is set much higher than in any of the counterfactuals, and higher still than actual 2003.

64. F2 and F3 represent two possible scenarios of the cartel co-existing with Virgin Blue  (or some other VBA). In F3 we have the entrant putting more output onto the market than in CF3, when it faced Cournot incumbents, but not enough to prevent the cartel from taking advantage of the elimination of competition between Air New Zealand and Qantas to push through sizeable price increases.

65. If, instead, we supposed that the cartel and the VBA would settle quickly into ‘normal’ Cournot competition between themselves, we get a duopoly setting price at just  5-7% above  actual 2003, and below the corresponding  incumbent Cournot duopoly modelled in CF2  (below because of the VBA’s lower costs), with the VBA achieving market shares of around 40%.

66. Now we turn to the normative implications of these results. Who benefits and who is harmed by permitting the cartel to proceed? There are two relevant New Zealand stakeholders here: New Zealand consumers and the New Zealand shareholders of Air New Zealand.
 We will also look at what Qantas gets for its $550 million proposed investment in Air New Zealand, which will entitle it to 22.5%% of Air New Zealand’s profits, in addition to its net ‘royalties’ from the 20% of each airline’s operating cashflow that will be remitted to the other under the terms of the cartel agreement between them.

67. Results will be shown as the difference between the situation with the cartel and the situation without it. This, just restricting ourselves to the scenarios reported on Table 1, would give us 15 possible sets of figures (= 5x3), even restricting ourselves to imposing the same scenario on the domestic New Zealand and Tasman situations. To keep things manageable, we will here just show 4 permutations.

68. Table 2 gives what we call the ‘Base Case’ set of results for the four basic options  (VBA In/In; In/Out; Out/In; Out/Out), using F3 as the scenario to depict the case of the cartel with some VBA competition, and the two Cournot scenarios CF2 and CF3 covering the entrant In or Out options in the no-cartel counterfactual. These figures are the sums of the figures for the two markets, assuming the same scenario in each market.

69. For example, the top-left cell of Table 2 (In/In) shows the position for the counterfactual (row) compared to the position for the factual (column). In this case, the surplus to New Zealand consumers is $232 million lower under the factual scenario (F3), when compared to the position without the cartel (CF3). However, profits accruing to Air New Zealand are $25 million higher under the cartel scenario F3 when compared to position CF3 without the cartel. The big winner from this scenario is Qantas, whose profits are $185 million higher under the factual scenario, when compared to the no-cartel counterfactual.   

	

	Table 2 Difference in outcomes: Base Case

	
	
	WITH CARTEL

	
	
	VBA IN  [F3]
	VBA OUT  [F1]

	WITHOUT CARTEL
	VBA IN [CF3]
	NZ CONSUMERS:
	NZ CONSUMERS:

	
	
	-232
	-307

	
	
	AIR NZ PROFITS:
	AIR NZ PROFITS:

	
	
	+25
	+56

	
	
	QANTAS PROFITS:
	QANTAS PROFITS:

	
	
	+185
	+264

	
	VBA OUT [CF2]
	NZ CONSUMERS:
	NZ CONSUMERS:

	
	
	-87
	-169

	
	
	AIR NZ PROFITS:
	AIR NZ PROFITS:

	
	
	-120
	-89

	
	
	QANTAS PROFITS:
	QANTAS PROFITS:

	
	
	+80
	+158

	Notes:
(1)
Differences in consumer surplus or profits from row scenario  to column scenario; NZ$millions/year




	Source:
Hazledine Model 10/07/03

	


70. The ‘bottom line’ is striking and fairly consistent. In all four situations, New Zealand suffers a net welfare loss in the $200 million to 250 million/year range. New Zealand consumers always lose, because the price always goes up, and they lose least in the applicants’ preferred scenario, which has VBA entry deterred in the counterfactual but encouraged by the formation of the cartel. Unsurprisingly, consumers lose the most (more than $300 million/year) in the opposite scenario of the cartel deterring an otherwise flourishing VBA entrant.

71. Because producers gain what customers lose (less deadweight losses) the scenarios most harmful to the consumer are those which benefit the incumbents the most, and in two of these Air New Zealand’s profits are increased somewhat by the cartel. However, the coupon-clipping by Qantas - especially in the New Zealand market where their current market share is smallest - ensures that the Australian airline does well out of all scenarios.

72. However, it is worth noting that the pair of scenarios which is closest to the position claimed by the applicants – namely, the bottom-left quadrant with VBA entry positively encouraged by the formation of the cartel – is cash flow-negative for the incumbents as a group. Their total profits fall by $40 million/year (=80-120). This result exemplifies the inherent problem with the applicants’ position, as noted in Hazledine’s ‘Rejoinder’ of 31 March 2003: namely, the more they promote the competitive discipline that would be imposed on their cartel by Virgin Blue, the more difficult it is to find a plausible commercial motive to justify them wanting to form the cartel in the first place!


73. Now in Table 3 we use for the ‘VBA IN’ option the more competitive scenario F2, which has the cartel and the VBA operating as Cournot duopolists. This does not affect the results in the second (VBA OUT) column of the table. Because this is a lower-price scenario, the negative impact of the cartel on consumers is reduced in the first column, but Air New Zealand’s position correspondingly worsens, and the commercial implausibility of the OUT/IN  version of events is heightened.

	

	Table 3 Difference in outcomes: VBA more competitive with cartel

	
	
	WITH CARTEL

	
	
	VBA IN  [F2]
	VBA OUT  [F1]

	WITHOUT CARTEL
	VBA IN [CF3]
	NZ CONSUMERS:
	NZ CONSUMERS:

	
	
	-50
	-307

	
	
	AIR NZ PROFITS:
	AIR NZ PROFITS:

	
	
	-14
	+56

	
	
	QANTAS PROFITS:
	QANTAS PROFITS:

	
	
	+140
	+264

	
	VBA OUT [CF2]
	NZ CONSUMERS:
	NZ CONSUMERS:

	
	
	+96
	-169

	
	
	AIR NZ PROFITS:
	AIR NZ PROFITS:

	
	
	-159
	-89

	
	
	QANTAS PROFITS:
	QANTAS PROFITS:

	
	
	+35
	+158

	Notes:
(1)
Differences in consumer surplus or profits from row scenario  to column scenario; NZ$millions/year




	Source:
Hazledine Model 10/07/03

	


74. For space reasons we will not show other welfare results.  The most interesting of these would match the scenarios CF4 and CF5, which have one of the incumbents failing to survive in one or both markets, absent the cartel. In these cases, consumers could gain or lose, but if it is Air New Zealand that would be the survivor with no cartel, then  the cartel is a massively unfavourable alternative – costing the airline around $150 million/year in foregone profits, which is acquired by Qantas. Conversely, of course, under the unlikely scenario of the only alternative being the failure of Air New Zealand, it would be preferable that Air New Zealand joined the cartel. 

Conclusion on the impact of the proposed cartel

75. In this section, we have reported results of a quantitative modelling exercise that extends Hazledine (2003) by reviewing more scenarios, and by revising the underlying oligopoly model to accommodate criticisms and information presented in NECG2. The results, broadly as before, are that the direct impact on the New Zealand public (with the government as the major Air New Zealand shareholder) of the proposed  cartel between Air New Zealand and Qantas is likely to be substantial and negative, and that the New Zealand airline itself may lose. Qantas however, does well out of nearly every possible scenario, making a very substantial profit on its proposed $550 million investment in Air New Zealand.

Inbound New Zealand tourism

76. New Zealand attracts around 2 million visitors arrivals per year, with just over half of these being for the purposes of a holiday. Australia is the key origin for inbound New Zealand holiday tourism, providing around 24% of all holiday arrivals. Table 4 below shows the shares of total holiday arrivals in New Zealand by origin.  

	

	Table 4 Shares of inbound New Zealand holiday arrivals

New Zealand arrivals data 2001/02

	Origin
	Holiday arrivals
	Share of total holiday arrivals

	Australia
	241,000
	24%

	Asia (ex Japan)
	197,000
	19%

	Japan
	123,000
	12%

	USA
	125,000
	12%

	Canada
	23,000
	2%

	UK
	121,000
	12%

	Germany
	38,000
	4%

	Ireland
	8,000
	1%

	Other Europe
	67,000
	7%

	Other
	70,000
	7%

	Total
	1,013,000
	100%

	Source:
Applicants response to the draft determination, chapter 11 Tourism Benefits, p. 14, revised 2 July 2003.

	


77. The market for inbound New Zealand tourists is serviced in part by inbound operators. These account for around 50% of the inbound holiday market
. New Zealand product suppliers sell through inbound tour operators to overseas tour operators, wholesalers and travel agents. The product suppliers cover accommodation, travel (including air travel), sightseeing/activities and other services. Air New Zealand and Qantas are two examples of suppliers to inbound operators.    

78. The remainder of inbound tourists are accounted for with ‘unstructured’ holidays. These travellers buy an airline ticket from a travel agent or airline and then make additional arrangements (e.g. for accommodation, transport etc) once they arrive in New Zealand. 

79. Passenger tourism markets are becoming more fragmented. Not only is this the case in terms of the variety of products consumers seek, but also in the methods they utilise in purchasing and trading them. The growing roles of direct purchasing and internet bookings are having a marked impact on both inbound and outbound tourism. This may diminish the role of traditional wholesalers, retailers and consolidators in the market. 

80. There is also considerable competition among countries for inbound tourists. For Australian outbound tourists, New Zealand competes with other parts of Australia and the Pacific Islands, whereas for long haul passengers the competition is more dependent on the type of holiday the tourist wishes to undertake. 

New tourism from the cartel

81. The majority of the overall increase in inbound tourism claimed by the Applicants results from Qantas Holidays being able and willing to expand demand for tourism in New Zealand. In particular, it is claimed in NECG1 that the increased activities of Qantas Holidays would involve:

· promoting New Zealand as a major holiday destination in all Qantas Holidays promotional material available through its overseas network;

· expanding Qantas Holidays’ product portfolio in New Zealand;

· introducing New Zealand/Australia combined trips/packages;

· specifically targeting the ‘events’ market in New Zealand; and

· increasing access to air capacity through a combined network of Air New Zealand and QF establishing a local presence and delivery capability(e.g.  Inbound Tour Operator). 

82. It is estimated that these initiatives would involve expenditure of around $14 million per year.

83. These initiatives provide the majority of the Applicants’ claimed increase in new inbound New Zealand tourism. The following table shows the Applicants’ claimed net impacts on New Zealand tourism, for factors where they have provided some quantification.

	

	Table 5 Claimed net impact on New Zealand inbound tourism

	Factor
	Net impact on New Zealand tourism

	Changes Qantas/QH incentives to promote New Zealand tourism
	[image: image2.png]



	Increase of 50,000

	Improved QH capabilities as a vehicle for promoting New Zealand tourism
	
	

	Increased promotional effectiveness
	Increase of 13,277

	Fare and capacity changes
	Decrease of 2,867

	Total net impact
	60,410

	Source:
Applicants response to the draft determination, chapter 11 Tourism Benefits, p.38,revised 2 July 2003.

	


84. While it is accepted that the initiatives listed in paragraph 81 may produce a change in demand for inbound New Zealand tourism, the extent to which this change is creation and not a diversion of current tourism is far less clear. In response to the NZCC draft determination, the Applicants reinforce their initial submission by stating in NECG2 “The figures…expressly exclude any gains resulting from “encroachment on other providers’ market shares”…because the QH plan focuses on addressing new segments with new products through distribution channels that do not currently sell much New Zealand product.”

85. We concur with the NZCC and doubt the claim that no encroachment upon current tourism and market shares will occur. The Applicants provide no robust evidence to substantiate their claim, they merely state that their intention is not to encroach on market share.  

86. To generate new tourist demand, a pool of potential tourists would need to exist, who will be convinced by the initiatives employed by Qantas Holidays to undertake a holiday in New Zealand, and otherwise would not travel to New Zealand. The section on the effectiveness of promotion will discuss this further, but it is difficult to establish the factors within Qantas Holidays’ initiatives that will incentivise these travellers to visit New Zealand.     

87. In conjunction with uncertainty around the ability of Qantas Holidays to generate incremental inbound New Zealand tourism, rather than divert current tourism, is hesitation around the level of new tourism claimed. The Applicants claim 50,000 additional tourists will visit New Zealand as a result of initiatives by Qantas Holidays.  

88. Although Qantas Holidays is Australia’s largest travel wholesaler of both international and domestic holidays, it has only a small share of the Australian inbound tourist market
. This share of around 7.3% equates to only around 165,000 arrivals, out of approximately 2.3 million holiday arrivals in Australia per annum.   

89. The current role of Qantas Holidays in the New Zealand inbound market is negligible. The Applicants state that “Qantas Holidays currently produces dedicated New Zealand brochures for flexible travel arrangements and skiing holidays, but New Zealand is not a high priority destination”
.

90. For Qantas Holidays to generate 50,000 additional inbound tourists, they would have to make substantial in-roads to a market that Tourism New Zealand points out they are not specialists in. They are primarily an outbound and domestic Australian operator and would be competing in a market with specialised inbound operators. While they have extensive networks and systems which they claim will promote inbound growth in New Zealand, these too are based around Australian outbound tourism. While there is likely to be some compatibility it is unlikely that all systems and processes Qantas Holidays plan to use would be compatible with an inbound operation. 

91. The Applicants state that Qantas Holidays has a distribution network that contains over 37,000 outlets in 25 countries. Qantas Holidays makes around 165,000 inbound (Australia) sales, or around 4.5 sales per outlet. They claim they will increase inbound New Zealand tourism by 50,000 as a result of their initiatives; this would raise inbound (Australia and New Zealand) sales to around 5.8 sales per outlet. This growth of 30% seems highly unlikely.

92. The issue of incentives also features strongly in both the Applicants’ submissions, and in those of the NZCC and opponents to the cartel. While it is accepted there is likely to be more incentive to promote Air New Zealand under the Factual, it is unlikely to be to the levels claimed by the Applicants. 

93. The incentives based around ownership seem to be distortionary and reduce efficiency as Qantas can retain the majority of any of its own cost savings, but only a much smaller share of any savings made by Air New Zealand. 

94. It seems simply that there is the potential for greater profitability for Qantas from selling packages that involve Qantas airfares.

95. Another important point is that while there is mention of both the Factual and Counterfactual containing assumptions about capacity growth, it is not clear if the counterfactual includes natural growth in inbound tourists to New Zealand. This is an essential component in determining any benefits in terms of inbound tourists, as the claim of 50,000 additional inbound tourists should exclude any natural growth in inbound passenger numbers (not just capacity). It would seem inappropriate to assume no natural growth, and doing so would overstate the benefits of the Factual.  

96. The initiatives for Qantas Holidays set out by the Applicants are in part based around both brands being sold and distributed through Qantas Holidays’ distribution operations and Air New Zealand Holidays’ outlets in Japan. The Applicants put considerable weight on these outlets, given that all the Air New Zealand Holidays, and most of the Qantas Holidays’ outlets are not exclusive, i.e. they sell a large number of alternative products for other airlines. It is not sensible to assume that the other inbound operators who sell through these outlets would not also attempt to increase their share of the market for inbound tourists. It is likely that most operators would undertake measures similar to those proposed by Qantas Holidays. 

Conclusion on increased tourism

97. There is considerable doubt around the ability and willingness of Qantas Holidays to generate 50,000 additional inbound tourists to New Zealand on the basis of its proposed initiatives. 

98. Qantas Holidays is primarily outbound and domestically (Australian) focussed and would be attempting to generate a significant increase in tourism in a market where it is not a specialist. It would have to increase its inbound tourism sales by around 30%. 

99. It is also important to note that Qantas Holidays’ plan to gain this increase in tourism through outlets that are not exclusive to it, and where it currently achieves around 4.5 sales per outlet.   

100. The presence (or lack) of natural tourism growth (as opposed to capacity growth) in the Applicants’ modelling should also be made clear. Its inclusion or exclusion from the analysis would alter the size of any potential benefits attributable to increased inbound tourism.  

101. We agree with the NZCC statement in paragraph 795 of the draft determination that ‘doubts that the Qantas Holidays’ efforts will result in additional inbound tourists to the extent suggested.’

The effects of advertising

Elasticity

102. The question of the elasticity of demand for travel with respect to promotion can be dealt with relatively swiftly. The NZCC have indicated ‘commonly reported’ elasticities range between 0.15 and 0.25. At an estimated value of 0.17 the elasticity used by NECG is at the lower end of this range.

103. One point to note however, is that it is likely that the impact of spending an additional dollar on advertising decreases as more dollars are spent. This means that the effect of additional spending may be overstated.

Effectiveness

104. More controversial is the claim that a 10% increase in effectiveness would be achieved. This is equivalent to assuming that a cartel between Air New Zealand and Qantas would increase the elasticity of demand with respect to promotion by 10% (i.e. it will rise to 0.187). An equally valid way to interpret this claim is that 10% of all advertising expenditure is currently wasted (has no effect on tourist arrivals), and that this will no longer occur under the cartel.

105. NECG states that the cartel would see expenditure rationalised and marketing efforts shifted away from their present focus on market share. Each factor has been attributed a 5% increase in effectiveness (essentially an arbitrary value). 

Cost savings

106. An obvious flaw with this argument is that it assumes that any cost savings will be reinvested in additional advertising. It is not clear that this would be the case. A firm operating efficiently will spend on advertising up to the point where the last dollar of advertising brings in a dollar of revenue (in economic terms, the marginal benefit is equal to the marginal cost). 

107. A five percent reduction in the cost of advertising will change this relationship – the last dollar of revenue now requires an investment in advertising of only 95 cents. It may be worthwhile for the firm to increase advertising expenditure. However, this increase will be 5% only if the relationship between advertising expenditure and revenue is linear and there are no returns to scale. This seems unlikely particularly since the 5% reduction in cost is attributed to economies of scale in advertising.
Shift in emphasis of advertisements

108. It is not clear why the incentives facing the cartel are substantially different to those facing the individual airlines with respect to the type of marketing undertaken. Air New Zealand does not directly market New Zealand as a destination, probably because of free-rider concerns. 

109. The promotion of New Zealand as a destination is a public good. Marketing a place benefits everyone with a tourism based business in that place. It is a well-established result in game theory that agents who act in their own best interest given what their competitors can be expected to do in response, will not individually purchase a socially optimal amount of public good, because they cannot exclude their competitors from the benefits. This is precisely the reason that organisations such as Tourism New Zealand and the Australian Tourist Commission exist (i.e. to increase the supply of the public good to a socially optimal level). 

110. Air New Zealand’s argument is that the cartel is a form of club, that is Qantas and Air New Zealand get together to purchase the non-excludable destination marketing. However, this argument ignores two important points. First, others will still benefit from the provision of destination marketing by the cartel. The beneficiaries would include other New Zealand producers of tourism-based products and any other airline that does or could feed New Zealand routes, such as Singapore Airlines or Virgin. Second, it is not apparent that Qantas will benefit by promoting New Zealand, i.e. its incentives related to what to promote are largely unchanged.

111. It is generally accepted that the tourism industry has an impact on what holidays people take through what they offer to supply.
 However, it seems that while provider choice and to some extent itinerary are influenced by airlines the overall size of the holiday market is more difficult to change. Gullivers Pacific Group have previously submitted that airlines have little influence on the overall quantum of demand for a destination. This has been quoted, apparently with approval, by both the NZCC and NECG. Furthermore, NECG states (in paragraph 11.133 of its submission on the draft determination) that ‘without a thorough analysis of the strategies of duopoly advertisers, the NZCC is not in position to assess the impact of advertising on the overall market size’. These comments suggest that it is not at all clear that airlines can expand the market for travel to New Zealand through advertising. 

112. Like other businesses, airlines seek to maximise profits. Profits are a function of market size and share, costs of service provision and promotion, and price.

113. The focus of advertising is clearly on the first two factors – the market size and the proportion of it that the company is servicing. In considering NECG’s contention that the cartel would shift the focus of advertising away from market share towards market size, we will outline what motivates consumers to take a particular holiday and the profit incentives on the companies.

114. Ashworth and Goodall (op cit) outline several factors that influence consumers’ holiday choices, including:

· ‘Push’ factors: 

· Recreation, which is conceived as an affirmation that home is where the person’s spiritual centre is.

· Existentialism, people holiday due to their perception that their spiritual centre is somewhere else.

· ‘Pull’ factors:

· Holiday images either of specific places or types of holiday (usually related to particular activities)

· Preferences.

· Goals.

· Experience.

· Holiday opportunities (the availability of facilities and resources) – both actual and perceived.

115. Air New Zealand and Qantas’ current advertisements typically differentiate their products based on service rather than destination (although both use ‘clean green’ imagery that is associated with Australia and New Zealand). How would a change in the emphasis of advertisements increase the number of tourists visiting New Zealand? Based on Ashworth and Goodall’s motivators, the only way would be through increasing the awareness of holidaymakers of New Zealand as a potential destination (given that it is acknowledged that prices will rise).

116. If Qantas switches from service based advertising to destination based advertising, and assuming Qantas advertisements are more effective than existing advertising (such as that undertaken by Tourism New Zealand) at raising potential holidaymakers awareness of the potential of New Zealand as a holiday destination, then we could expect an increase in tourist arrivals. We will examine the two assumptions in this statement. 

117. How likely is it that Qantas will switch to destination based marketing New Zealand (absent any binding undertaking to do so)? We consider it unlikely. The reason for this is that producing specific advertisements would be expensive, and would appeal to a smaller target market than more generic campaigns. 

118. Qantas is clearly branded as an Australian product (with kangaroo and koala images and ‘The Spirit of Australia’ slogan). To re-brand to include New Zealand would be an expensive exercise. Furthermore, their current product based advertising is generic and brand focused, in other words, it advertises flying wherever you are going with Qantas. This means it targets a larger market and hence revenue base. 

119. Qantas’ primary goal would still be maximisation of its own load since it receives a lesser portion of Air New Zealand’s profits. Qantas will still prefer to sell holidays flying to Australia on Qantas rather than to New Zealand flying Air New Zealand.

120. The second assumption is that Qantas advertisements would be more effective (or different) to existing advertising aimed at raising awareness of New Zealand as a potential tourism destination. This suggests that current advertising is inefficient (since it implies that Qantas would find it cost effective to increase the total amount of advertising). There is no support for this inference. 

121. NECG claim that triangulation of routes would ‘provide the opportunity for the joint promotion of a ‘third market’ (the dual Australia – New Zealand market)’.
 This market already exists. The ATC, Tourism New Zealand and Air New Zealand launched a campaign on 22 September 2002 that ran through to the end of the first quarter 2003 in the US and Canada to encourage dual destination travellers.

Competitive response

122. The analysis by NECG appears to assume that there will be no competitor response to a change in advertising by the cartel. While it is difficult to pinpoint the exact response of competitors the one response that is almost definitely not going to occur is ‘no response’. We have already mentioned that if advertisements emphasise New Zealand as a destination, this will benefit other competitor airlines that do or could fly into New Zealand.

123. In addition, other destinations are likely to respond. Tourism is a big industry internationally, and other destinations will seek to retain their share of the international holiday market through competing marketing strategies.

124. Finally, there may be a response from Tourism New Zealand. If Qantas takes over some part of their promotional role, then Tourism New Zealand may choose to reallocate its budgets, hence reducing the additional advertising being undertaken.

Conclusion on advertising

125. If a 5% reduction in the cost of advertising is achieved through rationalisation or economies of scale it may not all be reinvested in advertising. Even if it is all reinvested, it may not give rise to a 0.85%
 increase in tourist arrivals, as the marginal impact of advertising is likely decrease as more dollars are spent.

126. It is unlikely that Qantas would choose to emphasise New Zealand as a destination in its marketing because it would be too expensive and its incentives do not encourage this. It is likely to be more cost effective to continue its current brand or service based advertising which can be used to promote multiple destinations, thus targeting a larger potential revenue base. 

127. Even if Qantas did market New Zealand it is not apparent that this would increase the number of tourists. Competing destinations may market more aggressively to retain their market share. Tourism New Zealand may reallocate some of its promotion budget reducing the incremental effect of any Qantas expenditure. Further the marginal increase in tourists from additional expenditure would likely be lower than the average.

128. Therefore we agree with the NZCC statement in paragraph 751 of the draft determination that ‘the incentive to promote tourism to New Zealand should remain largely unchanged.’

Benefits from increased tourism

129. The attribution of benefits from increased inbound New Zealand tourism is vital to the cartel’s proposal. With more than half of the present value of the claimed benefits arising from increased inbound tourism, appropriate and robust methods must be employed.

130. We note with approval that the Applicants have completely abandoned their discredited ‘cost = benefit’ methodology used in NECG1 to measure tourism benefits.     

Multiplier analysis

131. The three approaches
 now adopted by the Applicants in estimating welfare benefits depend on the use of multipliers.

132. Multipliers allow not only for direct impacts, but also for downstream impacts of a change, and their results must be interpreted with caution. Multipliers assume that sectors combine inputs, and produce outputs in fixed proportions. They take no account of induced changes in relative prices, and assume that labour and capital are available in unlimited quantities. 

133. In this particular case these assumptions will affect the value of the claimed benefits quite significantly. The employment of additional units of labour and capital in downstream markets would be required in order for the Applicants to meet the additional demand created by the claimed 50,000 new inbound tourists. This would include expansion in areas such as tourist accommodation, entertainment, on-the-ground transportation and some retail outlets. These resources are not available in unlimited quantities.

134. Restrictions on the availability of both labour and capital in these downstream markets will result in upward price pressures for these resources and substitution away from the relatively more expensive inputs. However, as we have already mentioned, the assumptions behind multipliers do not allow for these effects. Because these constraints and price impacts are not modelled, the overall cost of achieving the increased tourism is not incorporated in the multiplier. 

135. Another factor is the claim that “the parties believe that the additional tourists modelled by NECG can be accommodated within the capacity indicated by the Factual schedules. Thus the increased tourists will result in increased load factors on the parties’ aircraft, which is effectively an increase in productivity”
. Little justification is provided by the Applicants to substantiate this claim, particularly given that they note “the welfare effects of an expansion in tourism also depend heavily on whether an expansion in airline capacity is required to meet the increased demand by tourists.”

136. Given that applicants assume no additional capacity is required to meet the increased demand, we would expect that the international airfare component of tourist expenditure would have been excluded from the multiplier analysis. Including the international airfare component would violate one of the major assumptions of multipliers: that sectors combine inputs, and produce outputs, in fixed proportions i.e. productivity does not change.

137. The Applicants have not been explicit about this assumption in relation to multipliers in NECG2.         

Conclusion on benefits from increased tourism

138. Little justification is provided to substantiate the claim that increased tourism demand can be met through capacity under the Factual schedules. This assumption has a substantial impact on the estimated welfare effects.   

139. We reject the assumption that the additional capital and labour required to meet the claimed increase in demand in downstream markets can be costlessly supplied by the New Zealand economy.  

140. Therefore, we agree with the NZCC statement in paragraph 795 of the draft determination that ‘the methods used to convert the tourism effects into benefits are inappropriate for the present purposes .’

 Modelling Issues

141. In this Appendix we deal with issues raised in NECG2 about the assumptions and modelling strategies appropriate for realistic depiction of actual and future competition in the domestic New Zealand and trans-Tasman air travel markets. The following will be considered here:

· The nature of competition between Air New Zealand and Qantas

· The nature and impact of Value Based Airline competition

· The nature and impact of 5th Freedom competition

· The nature of competition following airline mergers

· The airlines’ costs

The nature of competition between Air New Zealand and Qantas

142. NECG2 makes an issue of Hazledine’s unwillingness to always assume Cournot competition between the incumbents. In this, as in so many of their responses to difference or criticism, NECG’s argument seems confused and Professor Willig’s deposition is not as helpful as it could be either.

143. To recapitulate, Cournot behaviour seems to fit competition between small numbers of competing airlines under ‘normal’ market conditions quite well. And this is theoretically pleasing to economists because Cournot behaviour can be consistent with what we call Nash Equilibrium, when each player in a market game is doing the best they can, given the actions of the other player.

144. But these attractive properties do not justify imposing a Cournot theoretical straitjacket, within which must be squeezed all manner and type of market behaviour, as NECG insist should be done. If Air New Zealand and Qantas were competing as Cournot rivals in 1995  - as Hazledine et al  (2001) found they were – then there is no way they could have been Cournot competitors in 1996, when they slashed their prices by far more than could be explained solely by the presence of a third competitor for the market. Similarly, there is no way that the airlines’ ‘war of attrition’ – were it actually declared – could be plausibly reconciled with the assumption of Cournot behaviour. And there is certainly no way that the proposed cartel itself would be a Cournot competition arrangement, as is admitted by all parties.

145. The nature of competition in a market can be neatly summarised by a single number, the ‘conjectural variations parameter,’ which measures how aggressively one firm responds to the actions of another. Professor Willig refers  to  the ‘subtle flaws of the general conjectural variations approach’
, but  we submit that the CV parameter is a useful summary statistic for what an equally eminent economist, Professor John Sutton of the London School of Economics, terms the ‘toughness’ of competition
. In everyday commercial terms, it is a partial determinant, along with the number of competitors, of what Gulliver Pacific calls the ‘pricing tension’ in the market.

146. NECG2 thoroughly confuse the issue in their criticisms of Hazledine’s use of the CV parameter. For example, they claim  as a criticism that ‘the estimated [by Hazledine et al (2001)] conjectural variation of [Air New Zealand and Qantas] is not consistent with long term supply viability’ (NECG2, chapter 8, para 94). But this, of course, is precisely Hazledine’s point: it is the ‘smoking gun’ of evidence of behaviour intended, basically, to compete not for the market now, (ie normal commercially viable competition)  but for the future market, by driving  out (predating) an unwanted new competitor.

147. Therefore, we will continue to be open-minded about the use of non-Cournot conjectures where appropriate, in particular to describe the current 2003 state of play in these markets. So what is the current situation? We look first at the Tasman market, then the domestic New Zealand market.

148. For the trans-Tasman market, Hazledine et al (2001), extending Haugh and Hazledine (1999), found that Air New Zealand and Qantas seemed to have reverted to close to Cournot behaviour in 1997, following their aggressive operations against Kiwi in 1996. But then, as they abandoned their limited code-sharing arrangements, joined different international airline alliances, and increased capacity on these routes, the two incumbents appear to have become steadily more competitive in their behaviour toward each other, with an implied conjectural variations parameter of around –0.5 in 1999, when the Hazledine  et al pricing data end. 

149. What is the situation now? Currently, both Air New Zealand and Qantas are offering return fares from Auckland to Sydney and Melbourne from $559 and to Brisbane from $589. Although not all leisure travellers
 will manage to purchase these fares, others will have travelled for less, having purchased tickets for as little as $299 in one of Air New Zealand’s periodic seat sales. If the average price were about $600 and if the airlines’ input costs have risen between 5-10% since 1999, then the Hazledine et al model predicts a conjectural variations parameter of around –0.5. 

150. The domestic New Zealand market right now appears to be quite highly ‘competitive’ in the economist’s use of this word.  Qantas in particular is behaving aggressively, apparently matching Air New Zealand’s Express Class airfares from a higher cost base  (offering hot meals and drinks and Frequent Flyer Points on all tickets). Air New Zealand states in NECG2 that it ‘believes Qantas has …continued to incur losses on its domestic New Zealand operations’  (chapter 6, para 6.21). In the results reported above we used a value of –0.5 for the conjectural variations parameter appropriate to the 2003 domestic New Zealand market.

151. Note that assuming non-Cournot behaviour in 2003 is conservative for our case. With Cournot conjectures, the imputed costs of the airlines in 2003 are lower, and so the deadweight efficiency losses generated by increases in price under the proposed cartel are higher.

The nature and impact of Value Based Airline competition

152. Modelling the introduction and impact of a new competitor, such as Virgin Blue, is particularly difficult because we don’t have a history of behaviour in the market to learn from. Our approach here follows Hazledine (2003) with minor modifications. We take the level of Virgin Blue new capacity proposed in NECG1,  reduced slightly to allow for what we believe is a rather more difficult market environment to penetrate than assumed by NECG, assume a reasonable load factor that the airline would plan to operate at  (here 80%) and calculate the resulting level of output supplied to the market. 

153. The theoretical basis for this procedure is quite well expressed by Professor Willig: ‘to model a potential competitor as considering whether to offer zero output or any positive level of output it would find more profitable’ (Willig in NECG2, para 16). That is, in technical terms, we are proposing that the entrant acts as a Stackelberg leader (not follower as claimed by NECG2), choosing a suitable level of output (which could be zero) given what it believes (perhaps wrongly) to be the likely behaviour of the incumbents in response to this output. 

154. An alternative procedure is to insert the entrant into the oligopoly game as a full-fledged player, and have the entrant and (in this case) the proposed cartel act as Cournot competitors. We showed above the results of applying this scenario which we termed ‘F2’.

155. There has been much dispute about the extent of the competitive restraint imposed on the incumbents by an entrant, and on the extent to which the incumbents acting as a cartel would be better placed to deter an entrant. These important matters will no doubt be the subject of further analysis and debate through this process.  We have explored the implications of the options for pricing and welfare above.  Here we will note that NECG and the airlines may have exaggerated the competitive  threat of VBA entry, as they certainly have an incentive to do.

156. NECG get close to claiming that starting a VBA airline is a fool-proof path to riches: 

‘Today, entry by an existing or ‘greenfield” VBA which adopts the well- established VBA models and is properly resourced rarely fails’ (NECG2, chapter 3 para 3.2).

157. We consider this a rash and naïve statement and a very poor basis on which to forecast the result of Virgin Blue  entering either the Tasman or domestic New Zealand markets.

158. In the past, VBAs have indeed made spectacularly successful inroads into the American and European markets. However it would be foolish to assume that other airlines will not learn to adjust, in particular by cutting costs, through Chapter 11 processes as well as the long-term adjustment of input prices to changing market conditions.

159. In the American market, with its notoriously poor-service ‘full service’ airlines, the product quality disadvantage of VBAs was probably much less than it would be in competition with Air New Zealand and Qantas across the Tasman and in New Zealand. And in Europe, the lively newcomers were up against a tired cohort of high-price incumbents, many of them very high cost, from years of government subsidy.

160. Virgin Blue has done well in Australia, where it took advantage of a large and sudden gap in the market left by Ansett’s demise. That is unlikely to be its good fortune in the Tasman and New Zealand markets  (unless Qantas exits the latter, which it may be forced to do, absent the proposed cartel).

161. That is, we suggest that it is not likely to be so easy and profitable for Virgin or another VBA to compete here against Qantas and, especially, Air New Zealand, with its effective New Zealand Express fares and service, as these airlines have found their  previous market conquests.

The nature and impact of 5th Freedom airline competition

162. This is not a crucial matter. NECG2 claim that imminent additional use of 5th freedom privileges to fly passengers on the trans-Tasman route, in particular by Emirates Airline will place additional competitive constraint on the proposed cartel. We would expect  that more than making up for the exit of United from this segment of the market could have a small effect on elasticities and thus incumbents’ pricing. We note however that:

· The new entry is a current fact, or will be soon. Thus it constrains both factual and counterfactual scenarios.

· The current excess capacity which NECG2 list as one of the major determinants of increased 5th freedom activity may disappear quickly when world air travel markets pick up.

· The ‘fringe’-like nature of the 5th freedom services, with few and often inconvenient flights, and pricing claimed to be close to marginal cost  (i.e. lower fares than Air New Zealand and Qantas) could act more as a competitive constraint on Virgin Blue than on the FSA incumbents.

The nature of competition following airline mergers

163. NECG2 Chapter 8 includes a brief statement by two American economists, Steven Morrison and  Clifford Winston,  reporting  on their own research into the ex post price performance of U.S. airlines in markets where mergers have been permitted.

164. While Morrison and Winston reveal themselves to have considerable expertise on conditions in the airline industry in America, they did not appear to have a great deal of understanding of the Australasian airline scene, which they reveal in the following passage:

‘Air New Zealand has not been a profitable carrier and it is plausible that the alliance is critical to its future viability. Indeed, it has persistently lost money in an economic sense and therefore cannot be counted on to be an effective competitor against QANTAS. The fact that the New Zealand government subsidizes its carrier only masks the airline’s inefficiencies and may discourage efficient capacity from entering the market’ (Morrison and Winston addendum to Chapter 8 of NECG2, pp 4-5).

165. The CEO of Air New Zealand, Mr Ralph Norris, has stated publicly that the ‘recapitalisation  [i.e. the New Zealand government’s purchase of most of the shares of Air New Zealand] is not a subsidy’ and that the government has actually got a good return on its investment.

166. Morrison and Winston report on their research into ‘nearly 20’ airline mergers approved by the antitrust authorities since the partial deregulation of the U.S industry in 1978. Their finding was that ‘generally’ the merger led initially to a small increase in fares, but ‘in the long run, less than 5 years, fares declined 2 or 3 percent below premerger fare levels as other carriers entered the markets served by the merged carrier’ (p3).

167. This must raise the question: why would two airlines merge if this was just going to result in lower prices and loss of market share to entry? The answer in the U.S. appears to have generally been that the alternative to merger was bankruptcy of one or both airlines.

168. We note too that this is a censored distribution of mergers - these were the proposals passed by the antitrust authorities as being unlikely to substantially lessen competition. Morrison and Winston are ready for this objection to the relevance in New Zealand of their results, and counter with reference to a forthcoming study by Crandall and Winston which will apparently argue that anti-trust is ineffective. Whilst we will read this new study with interest, we submit it would be prudent to assume that it will not on its own succeed in reversing more than one hundred years of the practice and doctrine of anti-trust.

169. Finally on the subject of merger impacts, we note that the American market has hundreds of airlines  -- small, medium, large and huge --  whereas the domestic New Zealand and trans-Tasman markets are duopolies.

The airlines’ costs

170. NECG and Willig want the assumption that Air New Zealand and Qantas have equal costs of supplying air travel services to be relaxed. This is reasonable, and in the modelling above, Air New Zealand is imputed the cost advantage over Qantas that is implied by the unequal output shares  in both markets.

� We will continue to use the term ‘cartel’ for the proposed agreement. The airlines call it an ‘alliance’ . The word cartel is descriptively accurate; the word alliance risks confusion  -- which may indeed be intended – with the very different Alliances formed between international airlines, such as the Star Alliance and oneworld.


� This is the ‘efficiencies defence’ of anti-competitive mergers or practices.  NECG do mention the possibility of synergies (in NECG1), but, choose not to put them on the table: instead they informally net them out against the rather ominous possibility of costs  that would be incurred in integrating the operations of the two airlines. Given that it is almost universal for parties to claim synergies/scale economies  (however spurious these are deemed by the competition authorities or turn out to be in fact), the lack of such claims from the airlines may fall into the ‘dog that didn’t bark in the night’ category of suspicious non-events.


� NECG - Report on the Competitive Effects and Public Benefits Arising from the Proposed Alliance between Qantas and Air New Zealand, 8 December 2002





� These are current dollar, ‘year-3’ numbers as reported in Hazledine (2003).


� 2003, February 14, Hazledine, T, Submission on Proposed Alliance between Qantas and Air New Zealand, www.comcom.govt.nz


� 1999  Haugh, D., � HYPERLINK "http://staff.business.auckland.ac.nz/t.hazledine" �Hazledine, T.,� 'Oligopoly Behaviour in the Trans-Tasman Air Travel Market: The Case of Kiwi International' New Zealand Economic Papers 33 (1), 1-25.


� 2001 Hazledine, T, Green, H & Haugh, D, The Smoking Gun?  Competition and Predation in the Trans-Tasman Air Travel Market, Discussion  paper, University of Auckland





� Some of the changes forecast, increased costs due to the cartel


� These transfers are from foreigners  (non -Australasians) paying the higher prices charged by the Australian and New Zealand airlines.


� The sole public attempt by NECG to speak to its surviving cost efficiency numbers is, we believe, two flawed pages  (from page 53) in its March ‘Response to Submissions’. 


� As in Hazledine (2003), we will use the NECG’s figures of 90% and 40% respectively for the proportion of customers on the domestic and Tasman routes who are New Zealanders. And we will assume for simplicity that all of  Air New Zealand’s and none of Qantas’ shareholders are in New Zealand.


� For a list of members of the Inbound Tour Operators Council (ITOC) see � HYPERLINK "http://www.itoc.org.nz" ��www.itoc.org.nz� 


� They are generally outbound and domestic focussed – of the 1.115 million packages sold by Qantas Holidays in 2002, only 15% were inbound, 36% were outbound and 49% domestic (NECG “Report on the competitive effects and public benefits arising from the proposed alliance between Qantas and Air New Zealand” , December 2002, p.148)


� Applicants response to the draft determination, chapter 11 Tourism Benefits, p.14, revised 2 July 2003.


� 	Ashworth, Gregory and Brian Goodall, ed. (1990) Marketing Tourism Places, Routledge.


� 	NECG report on the application p.150.


� 	‘What a duo, what a deal’ campaign. See the ATC website: www.atc.net.au.


� This is equal to the percentage increase in advertising effectiveness multiplied by the elasticity i.e. 5% * 0.17.


� They are the Infometrics, ABARE/GTEM and Monash models. 


� Applicants response to the draft determination, chapter 11 Tourism Benefits, p.43, para 11.210, revised 2 July 2003


� ibid.


� Willig in NECG2, at paragraph 27.


� Sunk costs and market structure: price competition, advertising and the evolution of concentration, John Sutton, 1991, MIT Press.


� It would be tedious and by now, hopefully, superfluous to document all the instances of NECG’s confused criticisms of Hazledine and his co-authors. One particularly example occurs in para 97 of NECG2 Chapter 8, which begins: “Moreover, the authors readily admit, “a major problem with these tests is…”’ etc etc, with the clear implication that the problematic ‘tests’ are those referred to in the previous paragraph concerning the use of the CV parameter. In fact, the ‘tests’ are the usual price/costs comparison tests for predatory behaviour for which the Hazledine approach claims to be a superior alternative.


� Since Hazledine et al (2001) focused on leisure travellers, these are the fares appropriate for updating their results to 2003.


� Ralph Norris interviewed by Kim Hill on TV1, 3 July 2003; from notes taken at the time by Professor Hazledine.
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