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Introduction

1 The Commerce Commission (the “Commission”) is still considering applications for authorisation (the “Applications”) filed at the Commission on 9 December 2002:

1.1 by Qantas Airways Limited (“Qantas”) (the “Equity Application”) with respect to a proposal to subscribe for up to 22.5% of the voting equity in Air New Zealand Limited (“Air New Zealand”)(the “Equity Proposal”); and

1.2 by Qantas and Air New Zealand (together, the “Applicants”) jointly for authorisation (the “Alliance Application”) to enter into a Strategic Alliance Agreement (the “Alliance Proposal”).

2 As part of the process for determining the Applications, the Commission has called for cross-submissions from persons proposing to participate in the conference in respect of submissions already made by the Applicants on the Commission’s draft determination dated 10 April 2003 (the “Draft Determination”).  

3 Accordingly, these cross-submissions are made by the following people and organisations (further to submissions made by the same group on 18 February and 20 June):

3.1 Gullivers Pacific Group;

3.2 Infratil Limited;

3.3 Major Accommodation Providers;

3.4 Kerry Prendergast, Mayor of Wellington;

3.5 Talley Fisheries; and

3.6 Wellington International Airport Limited.

Approach taken in these cross-submissions

4 As the submissions we filed on 18 February and 20 June already set out the reasons the Commission should decline to grant those authorisations sought, these cross-submissions focus solely on submissions made by the Applicants.

5 The over-riding reaction to the submissions on the Draft Determination filed by the Applicants (apart from their sheer volume) is that they raise few significant new issues for the Commission to consider.  Essentially, the Equity Proposal and the Alliance Proposal both remained unchanged from that presented to the Commission last December.  In particular, we note that:

5.1 no structural undertakings have been offered in support of the Equity Application to mitigate the anti‑competitive effects of the Equity Proposal; and

5.2 those few additional “conditions” that have been suggested by the Applicants (which, of course, as a matter of law, cannot be taken into account with respect to the Equity Application) fail to mitigate the impact of the Alliance Application because such conditions would be so difficult to administer as to be rendered practically unenforceable.

6 Accordingly, in these cross-submissions, we have focussed only on what we consider to be the “new” arguments and/or additional material presented by the Applicants.  Some of that new material would seem to be valid.  However, we consider that much of the new material presented, when properly considered, adds little, if anything, to the Applicants’ case.  On the contrary, its net effect is to strengthen the overall position that the Commission has already taken in this matter that authorisation should not be granted either in respect of the Alliance Proposal or the Equity Proposal.

Difficulties in preparing cross-submissions

7 Before dealing with the Applicants submissions, however, we should comment on the practical difficulties – and inherent procedural unfairness – that the requirement to file cross-submissions has involved for persons proposing to participate in the conference.  

8 To our knowledge, this requirement is new.  Certainly, there is no reference to filing of cross-submissions in the Commission’s Guide to the Conference Procedures of the Commerce Commission of September 1998, which we were told still govern conference procedures.  Further, parties appearing at the conference held by the Commission earlier this month in respect of the Pohokura joint venture partners application for authorisation to market and sell gas jointly were not obliged to file cross-submissions.

9 That new step of having to file cross-submissions of course involves a substantial additional cost for parties other than the Applicants, whose submissions ran to over 400 pages (in stark contrast to all other submissions).  Conversely, it is the Applicants who are best placed to fund and resource this additional stage.

10 Requiring parties opposing the Applications to file cross-submissions a full month before the conference is to be held must be compared with the Commission’s usual practice – as set out in its extant Guide to Conference Procedures – that parties file a memorandum two working days before the conference outlining issues which have arisen following the circulation of submissions and setting out key areas of dispute.  In this case, the Applicants have sought to maximise that advantage by denying those parties opposing the Applications to make their cross submissions without full knowledge of what the Applicants’ submissions say!

11 On 11 July 2003, we requested from the Commission unexpurgated copies of the Applicants’ entire submission on a “confidential to counsel and experts” basis.  That is a long-standing and often resorted to process of the Commission (and mirrors the practice in the High Court in comparable circumstances).  Again, it is expressly referred to in the Commission’s extant Guide to Conference Procedures.   

12 It is trite that, for parties to be able to test properly the case made by the Applicants, it is necessary to know what that case is.  If claims or information cannot be properly tested by other parties, the Commission should disregard entirely those claims or that information.  Again, the withholding or delaying of confidential information gives a substantial practical advantage to the Applicants, as other parties are left in a position where they are forced to comment on the arguments but not the facts.  Hence, their own submissions necessarily must rely on logic and argument, rather than fact; and are open to criticism on that basis.  It is left to the Commission itself to test the Applicants’ factual assertions, when other parties are far more likely to have the industry knowledge and/or expertise to do so.

13 We have signalled our willingness for counsel and experts to be bound by confidentiality undertakings as appropriate in accordance with the Commission’s usual process.  However, you have told us that the Applicants consider that the material in question is so commercially sensitive that it cannot be released, even on a “confidential to counsel and experts” basis.

14 The material we requested has still not been provided.  We deferred (with the leave of the Commission) presentation of our cross-submission from the 18 July deadline specified in the Commission’s revised timetable until 22 July on the basis that the additional material may have been provided.  But this has not happened.  Instead, legal resources have had to be diverted at a crucial stage to deal with deliberate procedural obstacles.

15 We consider it unfortunate and unacceptable that the Applicants have been extended procedural privileges and indulgences over and above those offered to applicants in the normal course.  Given the extreme public interest in this matter, it is even more important than usual that the Applicants’ material be tested in the most rigorous manner possible.  We repeat our request that the Applicants’ entire submission be provided to us on a “confidential to counsel and experts” basis and reserve our position in respect of this matter in the event that this request is declined.

Material new points made in the Applicants’ submissions

16 The material new points made by the Applicants, as far as we have been able to distil them, are set out below with our responses following:

16.1 That it is unlikely that Air New Zealand could re-invent itself as a VBA airline

In their response to the Commission’s draft determination, the Applicants have persisted with their counterfactual, under which Air New Zealand would enter into a capacity contest with Qantas – the “war of attrition” – that Air New Zealand could not win.  Consequently, the airline would be forced to withdraw progressively from its international routes, an outcome that has since been publicly restated by both Air New Zealand’s Chairman and Chief Executive.

Neither prediction has credibility.  It would not be rational behaviour for Air New Zealand to embark on a course that it already predicts would undermine the company.  Nor, given the Applicants’ own argument, which we do not contest, that the various parts of an airline’s network are mutually supportive, would it be rational for Air New Zealand to drop its international services.  The Applicants’ argument rests on the assumption that there is insufficient room for two full service airlines (FSAs) in the New Zealand domestic market, still less so with the entry of a value based airline (VBA), assumed to be Virgin Blue.  In this regard, they challenge the Commission’s views, first by asserting that the Commission has ignored the fact that the cost base of Air New Zealand’s Express class remains at least 12.5% higher than Virgin Blue’s (Applicants’ Preliminary Response, para. 102).  Secondly, with reference to the Commission appearing “to believe that Air New Zealand can reinvent itself as a low cost carrier” (Responses to Third Party Submissions, Ch. 2, para. 2.56), they assert that “no airline anywhere has succeeded in doing this”.

The first point has no regard to the fact that Virgin Blue has adopted a number of extra services and products that bring it closer to Air New Zealand’s Express Class and there is absolutely no evidence (at least in the information that has been made public to us) that Virgin Blue has some ineluctable inevitable cost benefit vis-à-vis Air New Zealand.  Not only is Virgin Blue increasing its range of services (to the extent that they look to almost exactly mimic Air New Zealand), but it is very likely that its costs will tend to rise to the industry averages as their “start-up” advantages dissipate.  

With regard to the second point, it is not at all clear that any other airline has yet tried to “reinvent” itself in the manner suggested.  Air New Zealand pioneered the Express Class concept, which it is about to expand across the Tasman, and has had seven years’ experience operating its low-cost subsidiary, Freedom Air, in a variety of scenarios.  Given also the success of VBAs elsewhere, and the inroads they have made into the market share and profitability of FSAs, the possibility of Air New Zealand transforming all but its long-haul services into a VBA, or enhanced VBA, model would appear much more rational – and life-preserving – than the “war of attrition” scenario.  It should be noted that Air New Zealand has adopted a two prong approach that gives it two very distinct options as to how it develops its short-haul business going forward.  It can either continue to develop Express and hone that product, or it can put greater emphasis on Freedom.  To date Air New Zealand has shown great dexterity in focussing Freedom where it presumably feels that it is a better option than Express.  This flexibility, plus presumably the ability Air New Zealand has to benchmark one service against the other, gives Air New Zealand a reasonable armoury in its response to any further roll-out of Qantas or incursion by Virgin Blue.  The Applicants have failed to take into account that, rather than Air New Zealand being “squeezed” between an FSA (Qantas) and a VBA (Virgin Blue), the presence of a “reinvented” Air New Zealand and entry of an enhanced Virgin Blue are more likely to impact seriously on Qantas.

16.2 That the imminent entry of two new fifth-freedom carriers demonstrates that the Applicants are subject to significant competitive constraints on Tasman routes
In expanding on their argument that the Alliance would be significantly constrained by competition from fifth freedom carriers, the Applicants have over-stated their case in several respects.

In response to criticism that they had overlooked the extent to which passengers carried across the Tasman by the fifth freedom airlines constituted through-traffic, that is destined for points beyond Australia, where they would only be in transit, the Applicants countered that, but for the presence of the fifth freedom carriers, these passengers would otherwise travel on Air New Zealand and Qantas (Responses to Third Party Submissions.  Ch. 4, para. 4.12).  That is not necessarily so.  For example, passengers destined for Thailand, Malaysia or Indonesia, each of which is served by its national airline operating to New Zealand via Sydney or Brisbane, could travel on Singapore Airlines.

The Applicants also produced graphs “to demonstrate the recent growth in fifth freedom capacity in terms of weekly seats and seat share”.  But while pointing to a 59% increase in weekly seats on the Tasman between 2000 and 2003 (and 56% for Auckland-Australia), the graphs also reveal that 2000 was a nadir point in the data over a seven-year period.  The increase from 1997 to 2003 was only 10% in weekly seats on the Tasman, and only 0.4% for Auckland – Australia.

Much was made of the imminent entry of Emirates on the Tasman, with daily flights to Auckland from Sydney, Melbourne and, later, Brisbane, as well as four services a week by Royal Brunei Airlines to Auckland via Brisbane.  But as from 18 July, Malaysia Airlines switched two of its services from Kuala Lumpur to Auckland via Brisbane to non-stop services, thereby reducing its fifth freedom services to three per week.  This illustrated the instability of fifth freedom services that come and go.  As pointed out in our submission of 30 June (Para. 24), four fifth freedom airlines have entered and withdrawn from the Tasman over the past decade, not counting Continental Airlines which, until the early 1990s, operated two return services a day between Auckland and Sydney, one starting in each direction.

In an exercise that bears the hallmark of desperation rather than serious argument, the Applicants also state that “the majority of airlines servicing New Zealand from Asian points have fifth freedom rights, and could elect to exercise these in response to the necessary [but unstated] incentive”.  They list the following twelve airlines in this category.  Each is accompanied by our explanatory note.

Singapore Airlines
Has operated non-stop for many years and, as noted above, continues to add non-stop capacity.

United Airlines
Has recently withdrawn  - could return.

British Airways
Withdrew a decade ago – code-shares on Qantas

Air China
Briefly entered and withdrew.

Air France
Withdrew entirely from both Australia and New Zealand several years ago.

Lufthansa
Withdrew from Australia some years ago, never operated to New Zealand.

Cathay Pacific
Has always operated non-stop, increasing its capacity to daily plus.

Air Macau
Does not operate to either Australia or Air New Zealand.

Mandarin Airlines
Its parent, China Airlines, briefly entered and withdrew.

Delta Airlines
Unlike four other US megacarriers, has never operated to either Australia or New Zealand.

American Airlines
Twice entered and withdrew from the Australian and New Zealand markets – now code-shares on Qantas.

Although fifth freedom carriers operate on the Tasman, their participation is unstable, confined to Auckland and the competition they offer, actual and potential, has been exaggerated by the Applicants.

16.3 That Gillen’s estimates rely on implausible assumptions and his spreadsheet models contain errors, including basic cell-reference errors

NECG and supporting experts say that the estimates by the Commission’s expert, Professor Gillen’s estimates rely on implausible assumptions and that basic errors have been made by Professor Gillen in implementing his model, including cell-reference errors.  Without access to Professor Gillen’s and NECG’s models and supporting information we are not able to enter this debate.

16.4 That there is no evidence of adverse effect of concentration on productive efficiency, especially in relation to Qantas

With regard to productive efficiency, NECG rests its argument on two propositions:

(a) The Applicants will continue to face strong competition on most routes directly affected by the Alliance, including competition from a VBA entrant. (paragraph 11).

(b) Firms cannot operate with different degrees of managerial slack, and competitive pressure on some routes will ensure the Applicant’s are efficient on all routes. (paragraph 11)

The Commission dismissed in its draft determination the Applicant’s claim that competitive pressures would not be reduced in the New Zealand domestic and trans-Tasman markets.

The second argument is ‘new’.  NECG says the argument applies “most obviously” to Qantas as it “will continue to earn over 80 percent of its revenues from routes not affected by the Alliance” (paragraph 11).  There are three fundamental difficulties with NECG’s argument.  

First, it is clear that firms do operate with different levels of management slack.  For example, the terms and conditions for Qantas New Zealand and Qantas Australian crew vary greatly.  Australian crews are on contract to Qantas directly.  In New Zealand, Qantas crew are employed through a contracting agency.  Terms and conditions for Qantas’ Australian staff are significantly more generous than for Jet Connect and Qantas Thai crew, perhaps in excess of 50% better.

Second, the arguments clearly apply less to Air New Zealand, and hence to the major entity on the routes which impact on the net public benefit.  

Third, the picture of firm competitiveness is far more complex than the picture painted by the Applicants and is far more accidental than is made out in the submissions. “Each element identified as a requisite of the contemporary performance has its own distinct trail of technological and organizational history ..”.

The Applicants are unconvincing in arguing that the higher degree of shelter from competition resulting from the Alliance (relative to the counterfactual) can be compensated for by managerial second bests.

Implications of Government ownership and political processes

NECG draw attention to the findings in the literature and cite that Government ownership has an adverse impact on efficiency levels (see page 78).  NECG argue:

consistent with the literature one would expect that the lower government ownership share arising as a result of the Alliance (reflecting improved corporate governance arrangements) would also be conducive to a stronger performance for Air New Zealand. (page 79). 

If the literature is correct, and increased Government influence in governance arrangements is detrimental to economic efficiency, then NECG has misread the consequences of their argument.  NECG has emphasised the joined up, integrated nature of the network.  The Alliance would see the two airlines coordinating their pricing, schedules and capacity, and profit-sharing, on all flights operated by Air New Zealand, and all Qantas-operated flights within, to and from New Zealand.  As a result, the Alliance may result in the effect of Government ownership being felt through the entire network, not just in relation to flights operated by Air New Zealand.   

Further, we believe that the nature of the political connection will be that much stronger with the combination of the two flag carriers.  A combined Air New Zealand/ Qantas will have significantly enhanced power to put pressure on governments on both sides of the Tasman with the consequent loss of economic efficiency.  In Australia, large corporations have typically been more influential in getting the government to protect and advance their interests than their counterparts in New Zealand.  It is likely that the combined Qantas/ Air New Zealand is likely to have commensurately greater influence on both Governments.

The statement by the Minister of Finance this week makes this fear real.  An interview with Hon Michael Cullen is reported in the Australian Financial Review of 21 July 2003 as follows:

“I believe [the proposal] is essential for the future development of the two airlines, and a strong and competitive international aviation industry”, he says.

As for the approach of the regulatory authorities on both sides of the Tasman, Cullen has a message:  “You can’t mandate competition … you can ensure there are conditions in which it can happen, but you can’t make it happen .. and our track record of having two competing airlines across the country has not been very successful”.
The criticism of regulatory outcome implicit in his statement is seemingly inconsistent with the promise of his Cabinet colleague, Hon Lianne Dalziel, that the Government’s position has always been that competition concerns will be dealt with by the two national competition authorities ….

16.5 That concentration levels have an ambiguous effect on innovation performance

NECG point out that there is not a straight-forward relationship between market concentration and dynamic efficiency.  As a theoretical concept, this comment is well understood.  Schumpter
 argued in 1942 that monopolies may be necessary (given certain assumptions) to provide the funds or the incentives for investment towards innovation.  The studies sited by NECG suggest that as competition becomes more atomistic (or closer toward theoretically perfect competition), the incentives to innovate may lesson.  Similarly, as monopolies form, pressure to innovate may lesson.

However, to leap from this general and limited discussion of theoretical articles to conclude that “there are far more likely to be substantial gains rather than losses in productive and dynamic efficiency from the Alliance” lacks validity and is not backed by evidence.  There can be no suggestion that competition under the counterfactual would reflect atomistic competition where competitors cannot gain from innovation.  The success of Air New Zealand’s Express Service is an example of innovation possible (and was perhaps essential) in the absence of the Alliance, and there is abundant evidence worldwide as to benefits consumers have derived from competitive pressure on major airlines.  We can speculate as to possible alternative past histories - whether Air New Zealand post the Ansett collapse would have been impelled to make the substantial changes that it has if it were secure in an alliance with Qantas. 

There is, as far as we are aware, very little evidence of strong and innovative performance by mainstream airlines over a period of time without competitive threat.  The outcome of the proposed Alliance is almost certainly enhanced market concentration, in a limited and geographically dispersed, and geographically distant market.  There is a prima facie case that the Alliance is very unlikely to enhance pressures for dynamic efficiency and most likely to decrease pressure.

The Commission’s position that these circumstances are likely to be harmful to the public good is consistent with the carefully researched and argued view of major regulatory agencies around the world.  Since the advent of increased competition following deregulation, the aviation industry has been characterised by consolidation through both mergers and alliances between airlines.  Competition authorities have recognised the benefits of these mergers and alliances, including cost efficiencies and service improvements, and have allowed many to proceed.  However, competition authorities have been very wary of alliances where airlines operate on the same routes, or where the merger would strengthen the ability of the combined entity to raise entry barriers, for example, through access to hubs and landing slots.

In the United States the Department of Justice (DOJ) has generally opposed mergers that involve airlines with network overlaps, which is where airlines operate on the same routes, or where the airlines have potential to evolve into more intense rivals in the future
.  In support of this approach, Special Report 230, recommended that the “DOJ oppose mergers or asset acquisitions in which the carriers offer substantial parallel service or share a hub airport; however, DOJ should not necessarily oppose mergers or asset acquisitions of carriers with complementary or end-to-end routes”.

The European Commission has been extremely concerned in cases where alliances or merger partners were the only competition on particular routes.  The Commission has gone to considerable length to ensure actual entry of competition on routes likely to suffer from a large, or total, loss of competition.  This approach was demonstrated in the proposed cooperation between Lufthansa, SAS, bmi British Midland as well as in the Lufthansa and Austrian Airlines case.

In Australia meanwhile, the ACCC is currently considering an application for renewal of authorisation of the BA/Qantas alliance.  We understand that both the ACCC and the parties themselves are approaching that exercise very warily.  Certainly, we would suggest that the Commission should pay as close regard here to the Australian experience as it did in its recent consideration of the Pohokura joint venture partners’ application.

The Alliance proposed by the Applicants would be an alliance between airlines competing directly on both domestic and trans-Tasman routes.  The literature cited by the NECG (in attachment G) tends to support the proposition that where alliances are allowed between airlines which previously competed on the same route “total traffic has declined and in some cases scheduled delay time has increased”.
   That is, the studies tend to support a presumption that such mergers or alliances should not be allowed (unless there are extenuating circumstances).  

While in a small market like New Zealand rules of thumb from elsewhere should be applied with caution (because minimum efficient scale is likely to entail a greater share of the market), the Applicants have not established why the Alliance should be presumed not to harm incentives for dynamic efficiency.  

Accordingly, we believe the Commission is correct in attributing productive and dynamic efficiency losses to the Alliance.

16.6 NECG now estimate 60,000 additional tourists each year (compared to 50,000 per annum in the initial submission).  Using different welfare multipliers, NECG estimate public benefits of NZ$66 million to NZ$133 million.
  These estimates account for between 35% and 52% of the net benefits claimed by the Applicant and remain well in excess of the Commission’s estimate of -$2.6 million to $13.5 million in net public benefit.

NECG seem to rest their claimed 60,000 increase in tourists on four primary arguments:

· The lack of access to an Australian domestic network since the collapse of Ansett has adversely impacted on Air New Zealand (and by implication tourism to New Zealand).

· Air New Zealand faces a number of other network weaknesses that constrain its ability to realise potential benefits, especially in relation to dual destination passengers.

· Under the Alliance, Qantas Holidays would have an incentive to market New Zealand as a tourism destination and would be effective at doing so.

· The tourists attracted to New Zealand by the Alliance would be incremental to the existing base and not be cannibalised from other providers of inbound tourism.

Each of these arguments is considered in turn.

NECG state that the “lack of a relationship with an Australian domestic carrier has severely restricted Air New Zealand’s ability to cater for tourists to New Zealand” (para 11.18).  NECG say that Ansett provided Air New Zealand with 123,000 sector passengers per annum, whereas in the 12 months ending April 2003 the corresponding number from Qantas was 40,000.   However, while Ansett’s demise was clearly adverse to Air New Zealand, there is no evidence that Ansett’s collapse had any significant medium to longer-term impact on passenger numbers from Australia to New Zealand.  These numbers have risen steadily in the period since September 2001.
  From a wider New Zealand perspective, it appears that the collapse of Ansett had, at worst, a very short-term impact on passenger numbers from Australia.  

It is proposed by NECG (paragraphs 11.57 to 11.60 and 11.70 to 11.76) that network enhancements envisaged through the Alliance would increase the ease with which tourists could travel to and within New Zealand, and their ability to make triangular journeys taking in Australia.   In combination with some joint advertising, NECG claim that improved coordination would result in a further 13,277 tourists per annum.  This estimate is implausible because:

· The Alliance would reduce flight capacity and frequency relative to the counterfactual.  Reduced capacity and frequency must result in fewer tourists under the factual relative to the counterfactual.

· The Alliance would raise average prices relative to the counterfactual, as evident by the “transfers” NECG deduct from their estimate of allocative efficiency loss.
  Higher airfares would more likely reduce than increase tourism to New Zealand, as tourism markets seem especially sensitive to price changes.

· Through co-operative arrangements with its Star and bilateral alliance partners, Air New Zealand could offer triangular routing to Australia and New Zealand from most key tourism markets without an alliance with Qantas.  For example, in Asia, Air New Zealand operates to Auckland from Singapore, Hong Kong, Taiwan (Taipei) and Japan (Tokyo/Osaka/Nagoya), and across the Tasman.  Linking to those destinations with Singapore Airlines would cover UK/Europe and most points in Asia, and linking with EVA and Japan Airlines would cover Taiwan and Japan.  The exception is Hong Kong, as only Qantas and Cathay Pacific (both oneworld) operate between Hong Kong and Australia.  Americans can fly United Airlines to Sydney/Melbourne, Air New Zealand on the Tasman and back to Los Angeles, or vice versa.  In conjunction with Air New Zealand, Singapore Airlines and Lufthansa provide further options for Australia/New Zealand dual destination travel for European visitors (via Singapore and Los Angeles) using Star Alliance round-the-world fares.

· Air New Zealand’s likely exit from the Star Alliance may have a substantial negative impact on the New Zealand tourism industry.  The Commission should place considerable weight on the Ministry of Tourism’s view that feed from both the Star Alliance and Oneworld is one reason why New Zealand tourism growth has exceeded growth in the Australian market.  

A business case has not yet been made to support NECG’s contention that Qantas Holidays would, as a result of the Alliance, divert its efforts away from increasing the revenue of its 100% owned parent to promote Air New Zealand.  (NECG expect Qantas Holiday’s efforts to result in an additional 50,000 tourists visiting New Zealand each year.)  The Applicants have told the Commission that Qantas has to date not allowed Qantas Holidays to develop markets on behalf of Air New Zealand even where such activities would result in a profit for Qantas Holidays (Commission’s draft decision, paragraph 756, NECG submission paragraphs 11.43 and 11.44).  It would seem reasonable to expect that under the Alliance, Qantas Holidays would still prefer to sell tourists holidays flying to Australia on Qantas, than packages to New Zealand flying Air New Zealand.
    This is both because Qantas Holidays parent’s share of profits from air travel on Qantas is larger (100% vs 22.5%) and any increase in tourism to New Zealand must, at least in part, be at the expense of sales for similar deals to Australia. 

Nor is it evident what benefits Qantas Holidays would bring to marketing New Zealand as a destination which are not available from alternative providers.  As NECG argue in chapter 7 of their submission, competition within the travel agency business is very strong, and specifically that:

· Entry barriers for travel agents are low (paragraph 105).

· Airlines have alternative distribution channels other than travel agents, specifically internet sales (paragraph 107).

· Economies of scale are not a significant factor to entering the market (paragraph 106).

NECG do not explain why, in this competitive market, Qantas (clearly branded as an Australian product, with kangaroo, koala, and Aboriginal art images) would have a comparative advantage in marketing travel to New Zealand.  The “Spirit of Australia” does not seem a slogan well tuned to growing the New Zealand market.

Finally, NECG justify their quantification of public benefits by assuming the increased tourist numbers will be incremental to the existing base and not be cannibalised from other providers of inbound tourism product (paragraphs 11.67, 11.78, 11.85, 11.90 to 11.94, 11.106, 11.218).  This assumption is based on their argument that, with the support of Qantas Holidays, the increased tourism would arise from markets yet to be effectively exploited by Air New Zealand, especially through increased package offerings and, through effective promoting, a general raised awareness of New Zealand as a desirable destination.  

We find these arguments implausible.  It is not readily apparent why an Alliance package (relative to the counterfactual) of higher prices; less flight capacity and frequency; fewer network connections (because of the probable loss of Star Alliance); promoted by an entity with weak and at times conflicting interests, would be the most effective means of creating new markets.  The existing marketing efforts by for example Air New Zealand and Tourism New Zealand, and the services already available through existing travel providers (including Star Alliance and Oneworld) would seem a more effective combination.    

Further, no allowance is made by NECG for potential increased competition from other airlines or travel service providers in response to Qantas Holiday’s intended marketing campaign.  The Applicants maintain (paragraph 11.102) that “the campaign to increase tourism to new Zealand is unlikely to provoke a significant competitive response in Australia or elsewhere”.  They base this assumption on the fact that the numbers in question are only a small percentage of total tourism to the country.  Generally however, it is the size of the economic benefit, or potential loss of economic benefit that drives competitive behaviour, rather than the proportion of the overall market in question.

For the reasons outlined above, we remain of the view that the Commission’s estimate of a “lower bound” of a negative contribution of $-2.6 million is probably closer to the mid point.  That is, the Alliance is more likely to than not to impact negatively on tourism to New Zealand.

16.7 That cost is only one of a number of factors that influence Qantas decisions regarding engineering and maintenance work, and those other factors mean that the fact that Qantas currently directs 78% of its E&M work to ANZES is not inconsistent with the Applicants’ submission that the level available to ANZES in the counterfactual would fall to 10%

The Applicants originally submitted that additional engineering and maintenance (E&M) work would be awarded to Air New Zealand should the Alliance proceed, and attributed $39 million per annum in public benefits.  In its draft determination, the Commission assessed the net public benefit at nil.

In its most recent submission, NECG state that cost is only one of a number of factors that influence Qantas’ decisions regarding E&M.  Other factors include the location of the service provider, performance characteristics, the level and urgency of the servicing requirements, and other strategic factors. (paragraph 13.9).  In short, Qantas has in the past and will continue in the future to make decisions that it perceives are in its best commercial interest.  

The Applicants submit that Qantas’ E & M Work is undertaken on the basis of “an arms length, fully negotiated commercial contract” and will continue to be tendered in this manner. (paragraph 13.17).  However, NECG suggests that if Air New Zealand’s Engineering Service (ANZES) proves uncompetitive, the Alliance would provide a “process at the senior level to resolve that issue”.  

The implication is that the Alliance will provide a mechanism for Air New Zealand to pressure Qantas into accepting an uncompetitive bid from ANZES.   There is no foundation to this inference, and Qantas makes no commitment to accept ANZES bids or to allocate a specified level of service to ANZES.  The only reasonable conclusion for the Commission to draw is that ANZES will obtain the work if its bids are competitive, and it will lose the work if it becomes uncompetitive.  This situation will prevail under both the factual and the counterfactual and hence the Commission is correct in setting the public benefit at nil.

16.8 That the Alliance would result in cost savings of $96 million per annum by year 3
In its initial report, NECG estimated benefits from cost savings at $74.6 million by year three.  The recent submission now puts the cost saving at $96 million by year three.  No argument or analysis has been released by the Applicants to support this estimate, the number simply appears in a table of benefits and detriments.

We believe the Commission in its draft Decision thoroughly discredited the Applicants’ estimate of cost savings.  In the absence of any attempt by NECG to defend its previous estimates, we believe the Commission should disregard the claimed cost savings.

16.9 That various new conditions could be imposed to mitigate any anti-competitive effects:

(a) a limit placed on the expansion of Freedom Air;

(b) an agreement to lease up to four aircraft to an new entrant for operations on Tasman and/or Domestic New Zealand Routes;

(c) if the tourism targets are not met for any reason other than force majeure (such as SARS) by the end of year 3, the operating carriers will spend a further A$5.4 million on direct sales and marketing in conjunction with national and state tourism bodies where that is likely to maximise tourism flow; and

(d) the monitoring of the other conditions by an independent third party. 

Like the other conditions proposed by the Applicants, (a) to (c) are detailed behavioural conditions which, together with the conditions already mooted, would, if imposed, require an unacceptable level of ongoing supervision and (potentially) intervention from the Commission.  We have already made substantial comments in our previous submissions on this issue (see in particular paras 35-48 of our 20 June submission) and we re-iterate those points in relation to the new conditions suggested by the Applicants.  But briefly, the practical impossibility of ensuring their effective enforcement would render them nugatory.  

Condition (d), presumably, would involve the on-going expenditure of public funds for the Applicants’ benefit.  If it did not, the third party’s independence of course could not be assured, as the Applicants would be paying for their own probation officer.

Cumulatively, the additional conditions now suggested by the Applicants demonstrate that the Applications are fundamentally untenable from a Commerce Act perspective.   As we have said previously, it is not appropriate for the Commission to de facto legislate by imposing extensive conditions that it cannot be sure of enforcing.  Specific legislation is the only option in such circumstances, as ultimately occurred with the restructuring of the dairy industry. 

The fact that the Government may for the time being be the majority shareholder in Air New Zealand does not require that the Applications be accorded special treatment by the Commission, or that special assumptions be made that what the Applicants are proposing is in the best interests of New Zealand.  On the contrary, the very involvement of the Government as shareholder in this matter makes it critical both that proper procedure be observed and the Commerce Act be rigorously applied by the Commission.  And that those things be seen to be done.

� Dosi G, Nelson RR., and Winter SG, 2000, Introduction: The Nature and Dynamics of Organizational Capabilities” in The Nature and Dynamics of Organizational Capabilities, edited by Dosi G, Nelson RR., and Winter SG, Oxford University Press, Oxford.


� Schumpter, Capitalism, Socialism and Democracy, (1942).


� Special Report 255: Entry and Competition in the U.S. Airline Industry, Issues and Opportunities. Transportation Research Board, National Research Council, Washington D.C.,  at p 139


� Special Report 230: supra note 7 above at p 17.


� As stated by Stragier J, “EC Competition Policy in the Aviation Sector: State of Play and Outlook”, paper presented at the Annual Conference of the Guild of European Business Travel Agents (GEBTA), Lisbon, 22 March 2002, at p 3. Joos Stragier is the Head of Transport Unit, DG Competition, EC Commission.  


� The alliances studies in the literature cited by NECG tend to operate in markets where there is a great deal more potential competition than in the New Zealand domestic market.


� This compares to an estimated net public benefit from tourism in their initial report of $148 million per annum in year three.


� Figures obtained from Tourism New Zealand, indicate that while total passenger growth from Australia, compared to the same period the year before, was flat (0.5%) for the six months after September 2001 (when Ansett collapsed and 9/11 events in the US), figures for the last six months, up to April 2003, indicate growth of 5.1 % over the same period ending April 2002.  Growth is also reported in holiday passenger numbers.


� The Applicants have not released for public scrutiny the relative flight schedules, but they attribute substantial cost savings to reductions in flights.


� These transfers arise from foreigners paying the higher prices charged under the Alliance than under the counterfactual.


� Literature on price elasticities presents a range (some studies show -0.7 to -2.1), with long haul travel exhibiting higher long-run elasticity and business travel being less price sensitive, see Tae H. Oum, W.G. Waters,II and Jong Say Yong, “A Survey of Recent Estimates of Price Elasticities of Demand for Transport”, Working Paper, the World Bank.


� We note that the promised $14 million per annum spending by Qantas Holidays anticipated by NECG in its first report seems to have gone.


� The size of most markets in New Zealand is very small as a proportion of world markets, yet competition generally remains strong.
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