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Abstract
Climate Change Policies and Their Impacts on Airline Fares, Profitability and Emissions
This paper examines how climate change policy can impact on competition, prices and profitability in the air transport industry. The impacts of climate change policies, such as carbon taxes or requirements to purchase emissions permits, on airline competition, prices and profitability are analysed first. Impacts differ according to market structure- whether airline city pair markets are competitive, monopolistic or oligopolistic. They also depend on the time scale- airlines are unlikely to be able to pass on the full cost of their permits to their passengers in the short run, though in the long run, it is likely that airlines will exit from some city pairs, and this will enable to remaining airlines to raise their fares and restore their profitability. This may not occur in markets constrained by airport slots or capacity limits imposed in air services agreements on international routes, though the airlines’ problems are not likely to be as severe as has been suggested.

If permits are provided free of charge to airlines, fares should still rise in the long run, assuming that airlines are profit maximisers and factor in the opportunity cost of the permits they obtain free. However even if airlines do this, there can be cases where fares do not rise by as much as they would if permits have to be purchased, because the operation of the ETS may discourage exit from markets. If airlines do not act as profit maximisers, air fare increases will be limited, and airlines will have the scope to cross subsidise less profitable routes. The limited evidence on airlines’ use of free inputs (such as airport slots) is examined to obtain insights into whether airlines do indeed maximise their profits- this evidence is inconclusive.
1 Introduction
Several countries are introducing climate change mitigation policies, and many of these are intending to apply them to air transport. While there are several ad hoc policies which countries are implementing which are loosely justified in terms of climate change benefits, there are some comprehensive policies, such as carbon taxes and emissions trading schemes (ETSs) which are specifically designed to reduce greenhouse gas (GHG) emissions. 

This paper explores how these systematic policies will impact on air transport costs, competition, fares and profits. Taxes, or the requirement to purchase emissions permits, will add to airlines’ costs, and they will seek to pass these costs on to their passengers. The extent to which they will be able to do this, in the short run and long run, and whether the ability to do so depends on market structures are examined. One issue which arises is whether higher costs will induce some airlines to exit from route markets, and whether this will assist remaining airlines to maintain their profitability.
The impacts on competition and air fares are more uncertain if airlines are provided with free permits. One issue is whether there are any situations in which the impacts of free permits are the same as when permits have to be paid for, if airlines are profit maximisers. Another issue is whether the method of allocation of free permits could affect competition and fares, by encouraging airlines to stay in marginal markets or by altering their cost structures, even when airlines are profit maximisers. In such situations, some of the value of the free permits may be passed on to passengers. There is also a possibility that airlines will not maximise profits, and will not recognise the full value of the free permits they obtain when making decisions – will airlines keep fares low and try to gain market share, and will they use profits on one route to cross subsidise other routes? These issues are relevant to the question of whether introduction of climate change policies will impact on competitive neutrality on international markets. 
2 Climate Change Mitigation Policies and Aviation: An Outline
 Impacts of Policies on Airline Competition, Fares and Profits
Suppose that airlines are faced with a carbon tax or an ETS in which they are required to purchase permits, either directly or indirectly through their purchases from upstream suppliers. The case of free permits is considered later. The tax or permit requirement might be levied on fuel or on emissions, though most likely, fuel will be used as a proxy for emissions. It will result in a cost increase to the airline, initially for a flight. This will mean that the cost per passenger or unit of freight will increase. The impact on competition and on prices will depend on several factors:
1 Whether the short run or the long run is being considered;

2 The market structure of the market in question, and 

3 Whether there are constraints on operation, such as slots at airports or on capacity permitted on routes (mainly through international regulation through air services agreements).

Three possibilities for market structures are competition, monopoly and oligopoly. It is probably best to analyse market structure at the route level, while recognising that some routes are imperfect substitutes for each other. At the route level, there may be competition, monopoly or oligopoly.

Some busy routes could be considered competitive, since there are moderately large numbers of airlines serving the route. Some North Atlantic routes or groups of routes, such as that between South East England and North East USA, could be regarded as competitive. There are several airlines which operate between the London and New York airports, along with others which serve nearby cities. Some routes between major hubs in Europe and in Asia may also be competitive. Airlines in these markets can be regarded as price takers, and have little scope to employ oligopolistic strategies.
At the other end of the scale, routes could be monopolistic. There are many routes around the world which have only one airline serving- these are typically thin low density routes. While monopolistic, meaning that the airline has some discretion over pricing, these routes will often be marginal, not highly profitable, and airlines may face competition from surface transport. 

Perhaps the most common market structure is oligopoly- there are many routes with around two to four airlines. These airlines possess some market power, and recognise their interdependence. In most, though not all cases, there will be free entry and exit. This tendency to oligopoly might be explained by fixed costs of operating a route, or by the requirements of operating an adequate frequency in order to appeal to the passengers and make one’s presence evident. Hence, even though there may be many potential entrants, a market may remain dominated by a few airlines. 

5.1 Market Power and Profitability- the Airline Paradox

As suggested, some airline markets can be regarded as competitive, but most markets are best regarded as either oligopolistic or monopolistic. In short, airlines possess market power. If this is the case, one would expect them to be making profits over the longer term. In fact, the airline industry is hardly very profitable, struggling to earn the cost of its capital taking one year with another. Profitability is more typical of that which would be achieved in strongly competitive markets, rather than oligopolistic and monopoly markets. In addition, the industry has had to face several shocks on the cost side. These have led to short run reductions in profitability, but in the longer term profitability has been restored. Again, this result is more characteristic of competitive markets rather than oligopolistic or monopolistic markets. The paradox is explained below. The monopoly power on most routes is weak, and routes are not necessarily highly profitable. On oligopoly routes, there is free entry and exit, and these result in profits being eliminated by entry and maintained by exit.
5.2 Impacts in non constrained markets
Competition
In the short run, in a competitive market, a tax increase will impose a loss on firms in the market. As long as the price exceeds average variable cost, all airlines will stay in the market, offering the same amount of capacity. Prices will remain the same, and airlines will incur losses. While airlines may be able to reduce capacity on the market fairly quickly (and exit quickly if they choose to do so), it is likely that the values of their fleets will decline, if a large number of routes are affected by the imposition of the tax. While capacity on a route can be reduced quickly, that of all the affected airlines will not be. Profitability evaluated at the new lower opportunity cost of the aircraft can be restored quickly, but the profitability of the airlines which operate the route will not be restored to such a level as can return the cost of capital until the excess capacity in the industry is eliminated. In a growing industry such as air transport, this will happen when growth catches up with actual capacity again. 
The long run case is illustrated in Fig 1. The long run average and marginal cost curves are assumed to be straight and horizontal (no scale economies). The initial equilibrium is one of price P1 and output X1  The imposition of a carbon tax (or permit price) of t raises the cost airline to LAC+t, and the new price P2, will cover this. Output falls to X2. There is full pass through of the carbon tax to the passengers, and the reduction in output will depend on the elasticity of demand for flights. Airlines neither gain nor lose from the implementation of the carbon tax in the long run. The impact on the number of firms will depend on the cost structure of the airlines. The higher costs and prices in the market are likely to be accompanied by fewer firms of about the same scale.
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Monopoly 

Not all airline routes are competitive- at the extreme, some may be monopolies. The case of monopoly is shown in Fig 2. With monopoly, there is little difference between the short and long run cases. Suppose that a carbon tax of t is levied. This raises the marginal cost of the monopoly by t. It does however, not raise the price to the passengers by this amount- the rise in price is from P1 to P2, less than the amount of the carbon tax. The exact amount that prices rise will depend on the elasticity of demand and on the form of the marginal cost function.  With the smaller price increase, the impact on output will be smaller than under competition. The monopoly is unable to pass on the full carbon tax. The airline will face an unambiguous reduction in profit. This could lead to the route becoming unprofitable in the short and long run. If prices are less than average variable cost, the airline will exit the route in the short run, and if they are less than average cost, the airline will exit in the long run. As noted in the discussion of competition, the opportunity cost of aircraft will fall if the cost increase is faced across the industry, and airlines may continue to serve the market even though they are earning insufficient revenue to cover the cost of the capital they have invested. When demand grows enough to eliminate the excess capacity in the industry, the airline may drop more marginal routes (redeploying capacity to more profitable routes). 
Figure 2
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Oligopolistic Airline Markets

The distinction between short and long run is important in the oligopoly case, because the number of firms in the market is fixed in the short run, but variable in the long run. In oligopoly, firms may employ different strategies, such as Bertrand or Cournot strategies, and these will affect outcomes.

If the airlines on a route indulge in Bertrand competition, they will compete prices down. When faced by a cost increase, they will initially be unable to increase prices, and they will face losses. (Again, they will exit if prices fall below average variable cost). In the long run they will only continue to serve the market if they are covering their costs. If this is not feasible, firms will exit, allowing prices to rise. The long run outcome of the imposition of the carbon tax or permit requirement will be that the costs will be passed on to passengers, and the profitability of the airlines will be maintained, though there could be fewer firms competing in the market.

 In the Cournot case, prices can be set above marginal and average costs. If there are very few firms, prices will be below, though close to monopoly prices, while if there are several firms, prices will be closer to competitive levels. In the short run, with a fixed number of firms, a cost increase will lead firms to increase prices, though the per unit price increase will be smaller than the per unit cost increase. The burden of the carbon tax or permit price will be shared by the airlines and their passengers.

However this is not the end of the story, since the numbers of airlines serving the market can change. If there is free entry, then airlines will enter up to the point that the marginal firm covers its costs (see Suzumura and Kiyono, 1987).   More firms and more competition mean lower prices, and they also mean higher overall costs, since each firm faces a fixed cost of participating in the market. While the market is oligopolistic and the firms technically possess market power, free entry keeps prices and profits down, though profits are not necessarily reduced to zero. If prices and profits are low, the imposition of a tax or permit price raises costs, and this can render the airlines unprofitable in the long run. If so, an airline will drop out. This leads to a saving in costs, as airlines gain from greater scale, and also to less competition and  higher prices, and profitability is restored. 
This process involves an indivisibility, granted the small number of firms. In some cases the number of firms remains the same in these cases, the airlines were moderately profitable, and they remain profitable in spite of the cost increase. Prices increase, but not to the extent of the cost increase- airlines and passengers share the tax. In other cases, where profitability before the tax imposition is low, a firm will exit, enabling the remaining firms to increase prices and profitability. The result will be less competition, higher profits than before, and passengers paying more than the tax increase. 

Overall, in airline markets, there will be examples of each of these cases. As costs increase, some more profitable markets will become less profitable, but the number of firms will not change; in other markets, firms will drop out, and markets will become less competitive, enabling higher prices and profitability. Overall, airlines will be able to pass on cost increases, such as those due to a carbon tax or permit price, to their passengers, and thus they can maintain their (low) profitability. 
Summary

The effects of imposing a GHG emissions reduction policy on airlines, such as a carbon tax or requiring the purchase of permits, will depend on whether a short or long run perspective is taken.

In the short run, there is not likely to be much reduction in competition on markets, as measured by the numbers of airlines serving them. Prices will not be able to rise to the extent of the cost increase, and thus airline profitability will be reduced. This will be true regardless of the market structure- it will be so for competitive, monopolistic and oligopolistic markets. In this case the short run will last as long as overall aircraft capacity exceeds its desired level.

In the long run, there will be some exits from markets. In oligopolistic markets, these will be significant, and they will enable airlines to restore their profitability overall, though the patterns of profitability of different markets will alter. There will be some exits from competitive markets, though these will not be sufficient to affect the intensity of competition. Some marginal monopoly routes will be dropped. Profitability of airlines will be restored, helped by exits from some markets. The cost increases occasioned by the policy will ultimately be passed on to passengers.

This picture is consistent with the long run experience of the airline industry. The industry is not very profitable and it does not have much scope to absorb cost increases. It has had to face sudden cost increases, such as those resulting from fuel price shocks. In the short term it has been unable to pass all of the higher costs on to its passengers for several years, and it has experienced periods of unprofitability. Airlines have had to rationalise their services. Ultimately, with demand growth, profitability has been restored.
Thus the airlines will have a short run problem resulting from imposition of carbon taxes or selling of permits, and they will face an adjustment problem. The short run problem could be quite significant. In the long run, profitability will be maintained. The view that these policies will lead to chronic loss of profits, suggested by consultant reports, is not supported (e.g. Ernst and Young/York Aviation, 2007). At least in the long run, the view that airlines will be able to pass cost increases on to their passengers, as suggested by the EC, (European Commission, 2006) is supported. 

5.3 Impacts in slot or capacity constrained markets
Homogeneous airlines and taxes
Many airline routes, especially in Europe and some parts of Asia, use airports which are slot constrained. Most of the major airports in Europe are slot constrained at least for part of the day. To schedule a flight into such an airport, the airline must have a slot. This may have been allocated to it earlier, or it may be able to gain a slot through trading with other airlines. Granted that there is excess demand for the airports, these slots are valuable. For present purposes, it is necessary to note that there is an overall limit on the number of flights into and out of slot constrained airports. 

Figure 3
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This situation is illustrated in Fig 3. The demand by flights to use the airport is shown as D, and the available capacity is shown as S. Slots ration demand to S, and the market clearing price is P1. Given that LMC lies below P1, there is excess demand, and slots command a premium. 

If a carbon tax is levied at the rate t, the average and marginal costs to the airlines rise to LAC+t. The price to the passengers, P1, cannot change, since it is set by the balance of demand to slot capacity. In this situation, the airline is unable to pass on any of the carbon tax, and there is no reduction in output. Airline profits fall by the amount of the carbon tax levied on them. The value of a slot falls by the amount of the carbon tax (OXERA,2003).

This suggests that for a substantial proportion of air traffic, that which uses slot constrained airports, carbon taxes will have no effect on emissions through reducing airline demand. Taxes levied on emissions will have some effect on emissions through inducing airlines to use less GGE intensive aircraft, though this is not likely to be a large effect except in the very long run. 

However, this is not the whole story- there is a situation in which airlines may be able to pass on some of the costs of a carbon tax. Suppose that some airlines, such as British Airways, operate short haul flights from a slot constrained airport such as London Heathrow, while others such as easyJet operate competing short haul flights from non constrained airports such as Luton and London Stansted. If carbon taxes are imposed on all airlines, the fares which easyJet charges will rise, though in the first instance, BA fares will not. However, since the fare premium for using London Heathrow has fallen, and since BA flights and easyJet flights are imperfect substitutes, the demand for BA flights will increase, as will the demand for use of London Heathrow airport. This is shown in Fig 3- the demand curve shifts upwards somewhat, to D’. Fares on short haul flights using the airport will rise to P2. The value of a slot at London Heathrow will be higher, though it will be lower than the value before the imposition of the carbon tax. In this situation, the airline loses less as a result of the imposition of the carbon tax than in the case where the demand curve does not shift. 

A similar situation can occur when airports are competing for hub traffic. Suppose some of these airports are slot constrained (London Heathrow, Frankfurt) while others are not as subject to slot limits (Amsterdam, Paris Charles de Gaulle) or not significantly subject to limits (Munich). If air fares in flights through the non constrained airports rise, then demand for the constrained hubs will increase, enabling fare increases for airlines using these hubs.

In each of these cases, passengers have a choice as to which airport they use. The slot premium does not come about as a result of an absolute lack of capacity relative to demand. Rather, it is a result of limited capacity at a preferred airport. Passengers are prepared to pay a premium to use Heathrow rather than Stansted. When costs increase at both of these airports by the same amount, there is no reason to expect the premium which passengers are willing to pay to use the preferred airport to fall. In such a situation, the airlines would be able to increase fares at the slot controlled airport by the same amount as for flights from the unconstrained airport. In practice, imperfect substitutability may mean that the price increase will be less at the slot constrained airport. In addition, in cases where there are no effective competitors for slot constrained airports, airlines will not be able to pass on any of the cost increase- as discussed above. 
Another context in which airlines will not be able to pass on cost increases caused by carbon taxes or sold permits arises on international routes. Some routes are still subject to capacity controls, and governments have regulated capacity such that it is insufficient to cater for demand at competitive fare levels, and market fares are sufficient to enable airlines to earn economic profits. Since fares are market determined, airlines will not be able to increase fares when costs increase- thus they will be forced to absorb them. This is not likely to be a long run problem for the airlines, since capacity is a policy variable chosen by governments. As demand grows, fares will increase, and governments are unlikely to increase capacity on the route if their airlines are not achieving (the government’s) desired level of profitability. 

Capacity restrictions, due to slot limits at airports or air services agreements on international routes, result in fares being market determined, though competition between airports can result in fare increases at one airport leading to fare increases at the slot constrained airport. In both cases, airlines will be unable to raise fares enough to cover the tax or permit costs imposed on them (at least in the short run with international routes) - thus they will experience a reduction in profits. 
Differential taxes on slot constrained routes

It is quite likely that different users of slot constrained airports will be paying different carbon taxes. For example, long haul flights are likely to have to pay higher carbon taxes per flight than short haul flights. This will affect the outcome in terms of prices and slot values.

This is illustrated in Fig 4. Suppose that there are two types of flights, with demand curves D1 and D2. Airline markets are competitive. The aggregate demand for the use of the airport is shown as D and the price is set at P1. A carbon tax t is levied only on flights of type 1, and this can be shown as a downward shift in the demand curve to D11. The new overall demand curve is shown as D1. The shift downwards is less than t, and the new market clearing price is P2. The value of a slot falls, but by less than the carbon tax. The price of type 1 flights will rise, and the price of type 2 flights will fall. More type 2 flights will use the airport, and fewer type 1 flights. Because slot values and prices have fallen, passengers of Type 2 airlines will gain, but the airlines will lose, even though they have not been subjected to the tax. By contrast, passengers on the type 1 flights will lose, and airlines will limit their losses by being able to pass on some of the carbon tax. Another way of looking at this is the fall in the slot value is smaller than the carbon tax imposed. 

Figure 4
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This case may be a realistic one in Europe. Long haul flights are likely to be subjected to higher carbon taxes than short haul, intra European flights. The legacy carriers, such as British Airways and Lufthansa tend to have slots at, and use extensively, the tightly slot constrained airports such as London Heathrow and Frankfurt. Their low cost carrier (LCC) competitors tend to use less constrained airports. When carbon taxes are levied on the LCCs, they will pass them on to their passengers in full. When carbon taxes are levied on the long and short haul flights using the slot constrained airports, slot prices will fall by more than the amount of the taxes levied on the short haul flights. The premium for using preferred airports will fall. Thus the costs faced by short haul flights operated by legacy carriers will fall, and in a competitive market, these cost savings will be passed on. While the airlines themselves will be worse off as a result of a fall in slot values, legacy airlines’ prices will fall, while the prices of their LCC competitors will rise.
Impacts of Free Permits on Competition, Fares and Profits
6.1 Profit maximising airlines
If airlines are granted free permits in an ETS, the impacts on competition prices and profits could be much the same as before, if airlines operate as profit maximisers. Since permits will be valuable and can be bought and sold, the airlines could be expected to factor the market price of permits into their decisions. The critical requirement is that the processes of allocation of the free permits not have any effect on the airlines’ cost structures or behaviour. If permits were allocated permanently on the basis of past output, and there is nothing that the airlines can do to affect their future entitlements, this would be so.
In the long run, air fares will rise, and airline profits will rise to the extent that they gain free permits in the cases of competitive and oligopolistic markets. The situation will be different in the case of monopolistic markets, since in these, the airlines will be unable to raise fares by as much as the value of the permits. Even if an airline on a monopoly route is granted all the permits it needs free of charge, it will be worse off than in the pre permit days. When it recognises the market value of the permit, it will make a price/quantity choice which it had rejected before- it must therefore be gaining lower profits than before. The difference between competitive and oligopolistic markets on the one hand, and monopolistic markets on the other, is that in the former, the imposition of the permit requirement enables airlines to increase their fares- something which they normally cannot do under competition. By contrast, the monopoly is able to choose its fares whether or not it requires permits. 
This result depends upon the airlines being unable to affect their allocation of future permits. This might not be the case. One possibility is that permits are conditional on actually participating in the specific route market. Permits might be allocated on a year by year basis, to airlines active in the market. If permits are allocated on a permanent basis, then an airline which is considering exiting a market will be able to take advantage of its free permits when it exits by selling them, or using them in other markets. However, if permits are allocated on a year by year basis, an airline might earn a profit if it stays in the market, with permit rents exceeding operational losses. If it exits, it would lose the rents from the free permits- thus it will stay in the market, even though an identical airline which had to pay for its permits would exit. This lock in effect is actually being planned to be used in some jurisdictions to prevent export industries moving offshore when an ETS comes into operation (Australia Department of Climate Change, 2008). 

The lock in effect would dissuade marginal firms in oligopoly markets from exiting. As a result, competition will be stronger, and prices will be lower, than if the airlines had to pay for their permits. Airlines would be, in effect, forced to share some of the rents from the permits with their passengers. This effect could also be present in the competitive case in the long run. Free permits can result in lower air fares even when all airlines are profit maximisers.  
A situation in which eligibility for free permits is conditional on operating in a specific airline route market is a possibility, especially where an airline operates on only one of a few markets to a foreign country with an ETS. However, most allocation systems will make eligibility dependent on total output of airlines, not their presence in a specific market (though withdrawing from a market could reduce the airline’s total output and subsequent entitlement to free permits). In this scenario, there is a lock in effect which encourages an airline to stay in the industry. 
If the airlines’ entitlement to future free permits depends on their actual outputs, this will alter their effective cost functions. Suppose that the airlines’ marginal costs are LAC and in Fig 1, and marginal costs including the opportunity cost of permits is LMC+ t. If by producing more output the airlines qualify for more free permits, the value of these permits needs to be deducted marginal cost to obtain an effective marginal cost. Thus the effect marginal cost will lie between LMC and LMC+t, in Fig 1. In competitive markets, the airlines will charge fares less than LMC+t, and some of the benefits of the free permits will be shared by the airlines’ passengers. In the case of oligopoly markets, lower marginal and average costs of the airlines in the market will make remaining in the market more attractive for the marginal firm. There is less likelihood of an airline exiting, and competition will be more intense, leading to lower fares and profits.
Incumbents versus Entrants

One possible scenario is that incumbents, either in the industry or on a route, obtain free permits whereas entrants do not. If airlines are profit maximisers and not capital constrained, this should pose no problems for competition between incumbents and entrants- entrants will be less profitable than incumbents, but all will fact the same input prices. The free permits will be like a lump sum subsidy to the incumbents. However, again, the way in which permits are allocated can influence competitive outcomes. Suppose that permits are only allocated if the airline stays in the market. This can induce the incumbent to remain longer in the market than would otherwise be profitable for it to do so. If an entrant appears, the incumbent may be unable to make a profit, and it should exit- the lump sum subsidy will induce it to stay. Competition will be stronger and fares lower than if permits were not free. 

Excessive competition can also come about if the entrants are granted free permits, on condition that they actually serve a market. In this situation, an entrant might be induced to enter even it would otherwise not be able to make a profit, since it can gain access to a subsidy by doing so. Subsidies can encourage excessive entry into oligopolistic markets. 

If free permits are allocated for a number of years, and airline will not need to be competing in a market to gain free permits- thus an airline would be willing to exit a market and sell its permits. The lock in effect or the entry encouragement effect will be lessened if permits for multiple years can be sold.

These results will come about even if all airlines are maximising their profits. In addition, if incumbents are granted free permits while entrants are not, they will have the ability to cross subsidise marginally unprofitable routes. Entrants will know this, and will be less willing to enter markets even when they would be viable competitors. 
6.2 Non profit maximising airlines: average cost pricing 

The analysis so far has assumed that firms maximise profits. It is possible that airlines will not act in a profit maximising manner. They may not value the permits, and factor in their opportunity cost, when making decisions about routes to fly and in pricing. Airlines might seek to cover their costs, and not seek to profit from their free permits. Thus they might keep prices down on routes which are incorporated in the ETS. Alternatively, they might price to market on routes covered by the ETS, earn profits on these, and use the profits to cross subsidise other routes. 

One possibility is that airlines will simply seek to recover the average cost of their flights from passengers on a route covered by the ETS. This cost will be made up of operating costs plus the cost of any permits they need to buy- airlines may not obtain all of the permits they need free of charge. The implications of this approach are considered in Scheelhaase and Grimme (2007). The case of competitive airlines using non slot constrained airports is considered here.

The case is illustrated in Fig 5. Suppose that a scheme of carbon permits is introduced, and that the value of the permits is P2-P1. Consider a representative airline in a competitive industry. Suppose that this airline is granted OX2 permits. The profit maximising price would be P2, and this would induce an output of X2. The airline would be profitable. Alternatively, it could choose to set prices at average cost. If it goes beyond an output of X2, it will experience increasing average costs, since it would need to purchase more permits as output increases. The average cost will begin to rise at J and will asymptote to the price P2. By setting prices equal to P3, and allowing an output of X3 the airline will just achieve cost recovery. 
Figure 5
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Thus the impact on prices will be smaller than under profit maximisation, and the reduction in output will be smaller. In fact, output will be inefficiently large, since the social marginal cost can be regarded as P2 (if the level of carbon credits has been set optimally), and the actual price is less than this. If the benefits from carbon permits are passed on to the passengers, they will be relatively inefficient as a GHG emissions mitigation strategy. Carbon taxes or sold permits would be preferable on this ground, since they would be automatically passed on to passengers.  

The extent to which airlines behave as profit maximisers or implement average cost pricing (thereby being sales maximisers) is an important empirical issue for determining the likely impact of including airlines in an emissions trading scheme. The difference between fares under profit and sales maximisation will be very substantial. Quite high carbon prices can be consistent with very low changes in average costs (Morrell, 2006; Scheelhaase and Grimme, 2007). Thus the impacts on GGEs will also differ markedly. 
6.3 Airline Behaviour with Free permits

Airlines are used to dealing in resources which they obtain at less than market prices. Airport slots are an obvious example- airlines have obtained most of these free through grandfathering. In addition, many airlines are currently paying much less than market price for their fuel, as a result of hedging contracts. These do not represent a free or subsidised resource in the long run, and hedging has to be paid for. Nevertheless, many airlines are now paying much less than market price for their fuel. Airlines’ behaviour with respect to these resources may give clues as to their likely treatment of free emissions permits.

If airlines are maximising profits one would expect that their decisions and pricing would reflect the market prices of the resources. Consider airport slots first. Airlines, such as British Airways, BMI and Lufthansa,  with many slots at the very slot constrained airports, such as London Heathrow and Frankfurt, could be expected to be earning very high profits. While slots at Frankfurt are not extensively or freely traded, slots at Heathrow are very valuable, with recent sales at ₤25m per daily slot pair.

What happens to the slot rents that airlines enjoy is never adequately explained. Given slot values at Heathrow, one would expect higher profits for airlines such as BMI than are achieved. BMI has 11% of the slots at Heathrow, yet its profits in 2007 at ₤15.5m, were less than the value of a single slot pair. Even its record profit, of ₤29.7m in 2006, is only slightly above the value of a slot pair. It is possible that airlines are not fully factoring in the opportunity cost of slots they possess when determining whether to operate flights into Heathrow and that many Heathrow flights are not covering the cost of their slots. Alternatively, it could be that profits being earned on Heathrow routes are being used to cross subsidise routes elsewhere. 
Airlines responses to fuel prices also should provide a test of their behaviour. Fuel price hedging gives some airlines a short term advantage. Some airlines have very valuable hedging contracts, enabling them to purchase, currently, much of their fuel needs at well below market prices. On the one hand, airlines are likely to have difficulties in passing on the full amount of fuel price increases to their passengers in the short run, for the reasons discussed in the context of cost increases due to climate change policies. Thus, airlines without hedging could well be unprofitable- many are. On the other hand, airlines with low hedged prices should be able to earn profits if they are able to increase their fares by more than warranted by the actual price they are paying for fuel (though this will be lower than the fares warranted by the market price of fuel). Some airlines which have been strongly hedged, such as Qantas, have been earning record profits in spite of the current downturn. 
It is not possible to determine if airlines are all turning the values of their hedges fully into profits. Some airlines with good hedging may be choosing to use their advantage to increase market share- though whether this is a profitable strategy remains to be seen. It is not possible, without more detailed analysis, to determine whether airlines with good hedging are making the maximum profit out of their position (it is also possible that the well hedged airlines are also the more profit oriented). Analysis of the pricing and profitability of airlines, with allowance for hedging, in the context of recent fuel price rises should provide useful information on both the ability of airlines to pass on costs in the short run, and on how profitably they make use of windfalls such as those which have come about from hedging.
6.4 Summary: Free Permits and Airline Pricing

If permits are free to airlines, there is some chance that their full value will not be passed on to passengers. Airlines may be profit maximisers, but the allocation of permits may create incentives for more airlines than is efficient to remain in markets, thereby lowering fares.  In addition airlines may not be profit maximisers, and pass on some of the value of their free permits to passengers, keeping prices lower in pursuit of market share.  If this happens, prices will be less than marginal social costs, including the externality costs of the emissions. While the ETS will face airlines with the marginal cost of their emissions, and give them an incentive to reduce emissions, it will not face passengers with the marginal costs of their travel. The ETS will be less effective and efficient than it would be if permits were not free.
Conclusions

Countries are moving to implement climate change mitigation policies which include air transport. Most of these, especially carbon taxes and ETSs, will have the effect of raising costs to airlines, though the effects of ETSs with free allocation of permits will have ambiguous effects on costs.
With carbon taxes or requirements to purchase permits, airline costs will rise and the airlines will seek to preserve their profitability by passing the higher costs on to their passengers. the extent to which they are able to do this will depend on how they affect competition. In the short run, in all market structures, it is likely that competition (and firm numbers) will not be much affected, and fares will not rise enough to cover increases in costs- thus the airlines’ profitability will be reduced. In the long run, in competitive and oligopoly markets, there is the possibility of some airline exits from route markets, and this lessening of competition will enable remaining airlines to raise fares and restore profitability. In short, full or nearly full pass through of the cost increase will be possible. This will not be the case in markets affected by airport slot constraints or capacity constraints under air services agreements, though even in these markets the airlines are likely to have more scope to increase fares than has been recognised.

The possibility of free permits poses interesting questions for airline competition. The rules for the allocation of the permits will have implications for the competitive process. If the airlines are profit maximisers, and the allocation process is neutral and does not affect airline behaviour, free permits will work like permits which have to be purchased, and fares will rise and airlines will enjoy profits as a result of them. However, depending on the allocation rules, free permits may create incentives for airlines to remain in markets, to enter markets, and may alter airlines’ costs structures. If this is the case, competition is likely to be more intense than if permits are purchased, and fares will be lower, and some of the value of the free permits will be passed on to passengers, even though the airlines are maximising their profits. In addition, prices and profits are likely to be lower if airlines do not factor in the full opportunity cost of permits into their decisions, and choose to use the profits they gain to cross subsidise unprofitable routes. If free allocation of permits has these effects, airline prices will be less than marginal social costs and the ETS will be less efficient than it would be if permits were not free. 
The introduction of a carbon tax or ETS, whether permits are free or not, could have implications for competition on international markets. These markets might be affected even if they are excluded from the policy directly. These policies could affect the competitive balance between international airlines, though the effects are not likely to be large. 
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