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The Australian Government’s international aviation policy has the objective of providing the greatest available net national benefit.  Until recently, including the measurement of tourism benefits and costs in terms of impact on overall economic welfare gain on a basis comparable to the calculation of other benefits and costs was highly imprecise.   

Currently, there are few airlines flying on the Trans-Pacific route between Australia and the USA. The route is dominated by Qantas, with over 50% of the market, and United Airlines. In addition, since mid 2004 Hawaiian Airlines has entered the route in a small way and now provides around 6% of total seat capacity.  There is also some indirect competition from Air New Zealand and Air Canada. Competition between the airlines is not strong, and fares are high. Qantas enjoys high profits on the route- it is reported as earning 20% of its profits on the route which provides 8% of its revenues (Harcourt, 2005).

Other airlines from Australia and the US are permitted to serve the route, though they are currently not choosing to do so. There are no airlines in Australia which are currently suitable. The airlines in the US which have the equipment and expertise to serve the route from continental USA are cash constrained and are avoiding risks, while those which have the funds, such as Southwest, are focused on short haul domestic US routes. Thus the most obvious way of increasing competition would be to permit airlines of third countries, such as Singapore Airlines or Emirates, to enter the route. Singapore Airlines has expressed a strong interest in serving the route. Australian tourism interests would like to see this happen.
Some may argue that this would not be “fair”, but fairness is very much in the eye of the beholder. Perceptions of fairness rarely do, and arguably never should, have much of a role in determining international aviation policy. Australia should permit airlines of third countries to serve the route if it assesses this to be in its national interest. To this end, in the absence of significant security or other interests, it is the economic interests of Australia which will be the key factor in the decision.
Whether permitting third country airlines on to the route is in Australia’s economic interest will be considered here incorporating results from the recent development of computable general equilibrium modelling of the tourism sector.
Benefits and Costs of Competition on the Trans Pacific Route

Two main options are considered:

· Entry on to the route by a major airline from a third country, such as Singapore Airlines or Emirates; and

· Entry on to the route by an Australian based and 50% owned subsidiary of  a third country airline or company, such as a subsidiary of Singapore Airlines 
The Benefits of Competition

When air services are liberalised, the results of numerous studies show that there are three main sources of benefits and costs to a country.  When fares are reduced there is a cost in terms of pressure put on the home country airline’s profits and market shares. There is a benefit when home travellers gain from the fare reductions (and possibly service improvements such as increased frequency).  
Finally, there will be tourism benefits and costs. The home country will gain when lower fares stimulate additional inbound tourism expenditure, and it will lose to the extent that outbound tourism is also encouraged, thereby reducing expenditure at home. The tourism benefits stemming from aviation liberalisation have been recognised for some time, though only recently have they been evaluated in the context of changes in aviation policy. Tourism benefits featured very prominently in the Qantas- Air New Zealand strategic alliance proposal (NZ Commerce Commission, 2003).  Dwyer, Forsyth, Spurr and Ho (2003) provides further background on the methodology used for calculating tourism benefits and costs in a way relevant to evaluation of  international aviation policy changes.
There are other possible benefits and costs arising from additional competition on a route, such as impacts on skills development and foreign exchange, but for an advanced industrial country such as Australia, these will be minimal (in the measures of tourism benefits, possible impacts on employment have been allowed for). 

The determinants of the benefits and costs to Australia of additional competition on a route can be broken down further as follows:

· Benefits to Australian travellers- these depend on the Australian share of travel on the route, and the size of the fare reduction;
· Costs of reduced profits accruing to Australian stakeholders- these will come about from lower selling prices of products, moderated by possible cost reductions. In addition, there may be a loss of market share, which will lead to a further loss of profit if the route remains profitable. The Australian share of this loss of profit will be less than 100%- it will depend on the company tax rate, and on the percentage of shares of the home country airline, in this case Qantas, held in Australia.

· Benefits and costs from changes in tourism expenditure- these depend on how fare reductions impact on inbound tourism expenditure (i.e. demand elasticities) and on the scale of the benefits to Australia of additional tourism expenditure. Outbound tourism will also be stimulated and the costs of this depend on the expenditure elasticity, along with the relationship of the costs of reduced expenditure at home to the size of that expenditure. 

There are some asymmetries in the sizes of inbound and outbound benefits and costs. The benefits of an additional $1 inbound tourism expenditure may be greater than the cost of an additional $1 outbound expenditure because some outbound expenditure is spent at home (e.g. on airlines, travel agents). More importantly, there is a difference in the size of the impacts. A lower fare stimulates more tourism from the other country to Australia, partly because of the effect of the lower fare on total travel from the foreign country, but largely because of the substitution effect- tourists switch to Australia from other routes. Lower fares stimulate outbound travel from Australia, but the increase in travel on the route comes partly from switching travel from other outbound routes. In terms of the impact on domestic expenditure in Australia this latter effect does not matter, since the travellers would have spent outside Australia anyway.

Competitive Scenarios

Were a new foreign airline to enter the Trans Pacific route, there are several possible competitive outcomes:

· No price fall- the Australian airline loses market share, and there are no benefits to home travellers or from tourism;

· Small price falls- Australian travellers and tourists gain, and the home country airline Qantas loses some profit and market share;

· Moderate to large price falls- Australian travellers and tourists gain, and the home country airline Qantas loses some profit and market share; and 

· Qantas replaced- the new airlines have such low costs that fares fall so much that Qantas exits. Qantas profits on the route are eliminated, but Australian travellers and tourists gain. 
It will be taken that the fourth of these is a highly unlikely outcome given the strong marketing advantages of Qantas and its cost competitiveness. The first is also taken as unlikely. The base case assumes the third outcome, though the second is also considered. Whether Australia gains or loses depends on the size of the price fall, and the parameters identified above.

Opening up the Route- does Australia Gain?

With information about the various parameters discussed above, it is possible to make an assessment of whether it is in Australia’s interest to permit airlines such as Singapore Airlines or Emirates to serve the route. A base case is presented, and variations on it are later discussed.
Base Case- Assumptions

Qantas has a pre-existing 56% market share.  

Australian travellers account for 45% of traffic on the route and foreign visitors 55% both before and after the policy change.

Average air fares are $3000 per passenger and costs are $2600 per passenger. Alternative profit margins can be considered. Smaller profit margins lead to a larger reduction in profit due to the price reduction effect, but a smaller loss of profit due to the market share effect.

Entry of a new airline reduces fares by $300 (10%). 

The total trip cost for inbound visitors is $6000, of which $5000 is spent on Australian supplied goods and services (before the price fall) and $4900 (after the price fall).  The elasticity of demand with respect to the air fare is 3.0. The elasticity of outbound tourism (in total from Australia) with respect to the total trip cost, assumed to be $5000 is 1.0, and the elasticity of demand for the USA route, with other fares held constant,  is taken at 3.0. The sensitivity to lower demand elasticities is explored below.
No allowance has been made for any marketing effects of the new entrant. In reality, it is possible that the new entrant will market the route strongly, leading to an increase in patronage.

The airfare reduction increases passengers carried both ways on the route by 30%. 

Qantas loses 15 percentage points of its market share (to 41% of the larger market) when the competitor enters. Net of market growth Qantas ends up reducing current scheduled capacity by around 10%, as do the other carriers servicing this route.
Company taxes are 30% of profits, and nearly 50% of Qantas shareholders are overseas- the net result is that 70% of Qantas profits accrue in Australia and the rest overseas. 

The economic benefit to Australia from an additional $1 of tourism expenditure is taken as $0.1. This is based on rigorous modelling work which suggests that the gain is between 5% and 15% of tourism expenditure (see Dwyer, Forsyth, Spurr and Ho, 2003). (Other assumptions are tested later). The cost of and additional $1 outbound tourism expenditure is taken at  $0.05. This is smaller than the proportion for inbound tourist expenditure partly because some outbound expenditure is incurred in Australia.
In all the cases considered, it is assumed that other carriers in the market currently stay in the market. Entry by a new carrier will take some market share away from United Airlines, but the route is still likely to be profitable for it.
Alternatives to the Base Case
This base case is not intended to be regarded as a “most likely scenario”. Rather it is intended as a base case to which other cases can be compared, so that the sensitivities to assumptions can be determined. Other cases considered here are:
· Qantas is able to reduce costs by one third of the fall in fares per passenger- i.e. by $100 per passenger (about 4% of total costs).

· Higher tourism benefits- tourism net benefits are taken as 61% of tourism expenditure.

· Entry by a 50% Australian owned subsidiary of an overseas carrier or business, with and without a cost reduction.
· Entry on a smaller scale, with a $150 fare reduction, a 15% increase in market size, and a 7.5 percentage points reduction in the Qantas market share.

· An elasticity of demand for inbound travel on the route, with other air fares unchanged, of 2.0.

The benefits and costs to Australia are in total terms using the 2004 forecast of total passengers of 800,000 from the Tourism Forecasting Council issued in December 2004 (arrivals from the USA of 433,000 and Australian departures to the USA of 367,000, ignoring long term people movements).

Assessing the Costs and Benefits- Base Case

The benefits and costs to Australia are summarised in Table 1 below for this and alternative cases.
.
Cost from reduced profits to Australia 
Qantas faces an airfare reduction of $300 per passenger, and it has 56% of total passengers- this leads to a profit reduction. Qantas also loses market share.
The total cost in terms of reduced profits to Qantas is $136.47 million. Of this, the share of this cost which accrues to Australia is $95.53 million. 

With more visitors into Australia, Qantas (and Virgin Blue) will gain more domestic passengers. USA visitors spend about $50 per passenger in Australia on domestic air fares (IVS, 1999-2002). The addition to profits from this source is not likely to be very large however. 

Benefits to Australian travellers

Each existing Australian traveller gains $300, and they represent 45% of the total. Travellers induced by the fare reduction also gain. Thus the total gain is $124.2 million.
Net Tourism benefits to Australia

The air fare reduction leads to an additional $602.8 million tourism expenditure in Australia, the economic benefits of which are  in total, $60.28 million.
The reduction in airfares also leads to an additional outbound expenditure, and thus a loss of benefits to Australia. Since Australian travellers represent 45% of the total, these come to $9 million in total.

Thus the net tourism benefit is $51.28 million.

Net Benefit to Australia

The net tourism benefit from opening up the market is thus $71.95 million across the economy per annum.  In comparison with other potential international aviation policy changes this represents a comparatively strong net benefit result for Australia.
In this scenario, tourism benefits expressed as a welfare gain to Australia, are somewhat less than the benefits to Australian travellers, and the cost to Australian shareholders of profit reductions- as would be expected. However, it is a significant sum, and it accounts for much of the balance between benefits and costs. These calculations suggest a clear economic gain to Australia from allowing Singapore Airlines or Emirates (or both) on to the Trans Pacific route.  
In practice, it is expected that the major national benefits arise with the inclusion of the first additional carrier with smaller gains expected with the inclusion of any second or third carrier from outside Australia and the USA.   In choosing which new carrier to provide first access to this market it might be expected that the Australian Government will consider other issues such as international political and trade relationships as well as the potential new entrants operational issues and strategic potential as a core participant in Australian aviation. 
Alternative Scenarios
Cost reduction Scenario

When incumbent airlines face stronger competition as a result of new entry, they are often able to reduce costs. In this scenario, it is assumed that Qantas is able to reduce its costs by $100 per passenger. This will reduce the reduction in airline profits accruing to Australian governments and shareholders to $65.74 million. Other magnitudes are unchanged. The total benefit to Australia in this scenario is $109.74 million.
Higher Tourism Benefits

In the Qantas Air New Zealand strategic alliance case, Qantas argued that the ratio of net economic benefits to a country from tourism expenditure to that expenditure was much higher than used here- the preferred estimate was 61% of expenditure for both inbound and outbound tourism. 

Using this estimate, the net benefit from additional inbound and outbound tourism expenditure is $312.81 million, and the gain in welfare to the economy from liberalisation comes to $341.48 million.

This is a very substantial increase on the original estimate of $71.95 million welfare gain to the economy. Net tourism benefits are more than double either the benefits to Australian travellers or the cost to Australian shareholders. 

Thus, if Qantas’s preferred approach to estimating the benefits of tourism to Australia is accepted, there is an even stronger case, in terms of Australia’s economic interests, to open up the route, either to a foreign airline or subsidiary.

The Foreign Subsidiary Option
One option would be to only permit an Australian based subsidiary of a foreign airline to serve the route.  This has been suggested by Qantas, which has argued that if Singapore wishes to access international routes from Australia, it should have to do what Qantas did with Jetstar Asia, namely set up a subsidiary with local interests. Singapore airlines could own nearly 50% of the subsidiary. Alternatively, a subsidiary of Virgin Blue, with a now less than 50% overseas shareholding, could enter the route. If a 50% foreign owned subsidiary entered, 70% of the pre tax profits of the new entrant would accrue to Australia, rather than none of the profits, if a fully foreign owned airline enters. In this case, it is assumed that the new entrant gains fifteen percentage points of market share from Qantas, and an additional five percentage points of share from foreign carriers.
Compared to the base case, none of the reduction in profits to Qantas from its reduced market share would now accrue to Australian interests- in fact, Australian based carrier profits would increase. The reduction in profits accruing to Australian interests would fall to $80.97 million if there were no cost reduction and to $36.62 million if there is a cost reduction. These would lead, respectively, to gains to the Australian economy of $94.51 million and $ 138.86 million.
This would be an attractive scenario, were it to come about – though that no airline has taken advantage of this already available option to date does suggest it is far less attractive to the overseas airline than extending its existing services through Australia. It would be difficult to find any plausible set of parameters under which it would not be in Australia’s economic interest for a new such airline to enter.

Small Impact of Competition on Fares

One possible, though unlikely, scenario, would be one in which the new entrant managed to gain market share but fares on the route did not fall, or fell imperceptibly. If this were the case, there would be no benefits to the home travellers, and there would be no tourism benefits or costs. The only source of benefits and costs would be a reduction in the profits from the route which the Australian carrier enjoys. In this scenario, opening up the route would be unambiguously negative for Australia. It is not likely that a foreign carrier would be able to gain a significant market share at the same time as not having any effect on fares or overall traffic. Most likely the two are linked, and a significant gain in market share would only be obtained if there were vigorous competition and fares fell substantially. 
Thus a more plausible scenario would be one in which there was some reduction in fares and a smaller impact on the market size and Qantas market share. This is approximately the case supposed in the J P Morgan study (J P Morgan, 2005). With the smaller fare reduction of $150, the benefits to home country travellers would be smaller, at $58.05 million, and the reduction in profits to Australian interests would also be smaller, at $56.18 million. Net tourism benefits would also fall to $$25.64 million.
In this scenario, home country benefits fall by more, relative to the base case, than airline profits. The two are about the same, and it is tourism benefits which tilt the balance clearly towards liberalisation.

Lower Demand Elasticity

It is a simple matter to test the sensitivity of the results to the demand elasticity. If the elasticity of demand for inbound tourism is 2.0, less than in the base case, there is little change in the benefits to home country travellers or to airline profits. However, the impact on tourism expenditures is lower, and net tourism benefits are reduced somewhat. Net tourism benefits are now $29.72 million, and the net economic gain to the economy from opening up the market is $50.63 million. 

The impact of lower elasticities than this would be primarily on the size of tourism benefits, which are roughly proportional to the elasticities of demand. Other things equal, lower demand elasticities lead to a smaller net benefit from opening up the market. If the elasticity were very (and implausibly) low, and the loss of market share were large, there could be negative net benefits from opening up the route.
Conclusions

This note shows how it is possible to assess whether it is in Australia’s economic interest to permit carriers such as Singapore Airlines or Emirates on to the Trans Pacific route. While there are scenarios under which it would not be, most plausible scenarios yield a positive net benefit to Australia. If new entry resulted in very little competition, Australia would lose through losing profits from Qantas to foreign carriers. This supposes that Qantas would meekly allow the entrant to capture market share- however, an aggressive response is much more likely.

In assessing the net benefit for Australia, this is not to understate that sectoral interests have different and sometimes larger costs or benefits from allowing a new foreign carrier on the USA route.  Qantas shareholders are clearly a major loser, while Australian travellers to the USA and the inbound tourism industry are clear winners.  

Of the two options for new entry, the preferred one would be entry from an Australian subsidiary of an overseas airline, or a locally based airline. This is because some of the profits of this airline stay in Australia. However this is a more long term, and on the basis that this option has been available under existing policy is a less likely option. No such airline may be prepared to set up and enter, whereas Singapore Airlines has publicly signalled it is ready to enter and make an immediate impact. 

Benefits to Australia through increased tourism expenditure are a significant factor in making entry positive for Australia. Tourism benefits are smaller than benefits to Australian travellers or the cost to Australian shareholders in most scenarios, though they are enough to sway the case. The base case tourism benefits estimates are founded on careful and plausible analysis of tourism benefits. Others, notably Qantas, have claimed that tourism benefits should be much larger- if so the case for opening up the route is very strong indeed.
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Table 1

Benefits to Australia from Liberalisation
In $m
	
	Home Travellers Benefits
	Change in Carrier Profits accruing to Australia
	Net Tourism Benefits
	Net Benefits to Australia

	Base Case
	124.2
	-95.53
	51.28
	71.95

	With Cost Reduction
	124.2
	-65.74
	51.28
	109.74

	High Tourism Benefits Case
	124.2
	-95.53
	312.81
	341.48

	Entry by Australian Subsidiary
	124.2
	-80.97
	51.28
	94.51

	Entry by Australian Subsidiary and Cost Reduction
	124.2
	-36.62
	51.28
	138.86

	Smaller Scale Entry
	58.05
	-56.18
	25.64
	27.52

	Lower demand Elasticity
	118.8
	-97.89
	29.72
	50.63


Source: Calculations as described in text.
