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Domestic and Regional Aviation 

Maintaining a competitive domestic aviation market and ensuring access to aviation services for regional and remote Australia

Domestic services 

	Issues Paper Themes

· The impact of deregulation of the domestic market

· Ownership criteria for domestic airlines that balance access to global investment markets with promoting an Australian-based industry




What the submissions said

Submissions were generally supportive of the current policy settings for the domestic inter-state market.  They noted that this has led to increased competition through the entry of new airlines, more innovative products and lower fares.

Some airline stakeholders questioned the value of retaining foreign ownership limits on Qantas Airways, which did not apply to other Australian domestic airlines.

A deregulated domestic air market – how did we get here?

In 1990 the Australian Government ended the regulation of domestic aviation through the abolition of the long-standing ‘Two-Airlines Policy’.  Prior to this, the Government had regulated capacity, service levels, fares and routes flown on all interstate services.  

The stated aims of deregulating the domestic aviation industry were to encourage:

· increased responsiveness to consumer needs by airlines;

· a wider range of fares and types of services to provide greater opportunities to travel;

· increased competition and flexible pricing, leading to greater economic efficiency in the industry; and 

· the continuation of Australia’s world-renowned safety record.

In 1992, the Government ended the separation between the domestic and international aviation sectors.  At the same time, it privatised the Government-owned airlines, allowed them to merge and eased restrictions on foreign ownership of domestic airlines.  

Restrictions on foreign ownership were eased further in 2000 through the amendment of Foreign Investment Review Board guidelines to allow up to 100 per cent foreign ownership of domestic airlines, unless considered contrary to the national interest.

The objectives of deregulation have largely been met, with a more efficient industry providing greater responsiveness to consumer needs, a greater range of services, lower fares and a high record of safety.  

A 1995 analysis from the Bureau of Transport and Communications Economics (BTCE 1995
) identified a number of immediate consumer benefits as a result of industry’s response to deregulation. These included: 

· lower average fares; 

· more people travelling by air; 

· increased competition; 

· more efficient carriers; and 

· improved quality of service in Australia’s domestic aviation sector.  

The BTCE identified that 1995 air fares were 22 per cent lower than fares for the same routes immediately prior to deregulation.

Consumer benefits have continued to flow, with the best discount air fares in 2008 a further 9.1 per cent cheaper, in real terms, than equivalent fares in 1995
  (BITRE 2008). This is despite recent record high oil prices raising the operating costs for airlines. 

Our domestic air services market – an overview

Australia’s domestic aviation market is serviced by four major interstate carriers – Qantas, Jetstar (a wholly-owned subsidiary of Qantas), Virgin Blue and Tiger Airways.  Together, these airlines fly to over 30 Australian cities.  

Regional air services that cross state boundaries operate in the same deregulated environment as these four major interstate carriers.  Like the trunk route services, they are subject only to the competition rules that apply to other industry sectors.

A total of 46.7 million passengers travelled on Australia’s domestic and regional airlines in 2006-07, compared to 15.3 million in 1986-87
 .  This represents average annual growth of 6.7 per cent.  Between 2002 and 2007, average annual growth was much higher, at 8.1 per cent.

A major factor in recent growth has been an increase in competition from the entry of low-cost airlines such as Virgin Blue, Jetstar and Tiger Airways.  These low-cost carriers have not only contributed to growth on trunk routes, but have introduced low-fare jet services to many regional centres for the first time.  This has resulted in a significant boost to regional tourism.

While passenger growth has continued through 2008, lower consumer confidence due to global economic conditions has impacted on airline yields and dampened short-term forward growth estimates.  Responding to high oil prices, Australia’s major domestic airlines announced in June 2008 plans to either reduce capacity or postpone expansion plans.  Air fares also increased in some cases.
Figure 4.1 shows the growth of Australia’s domestic aviation market from 1990 to 2007.  
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Key challenges

The rapid growth of Australia’s domestic aviation industry has raised a number of challenges.  These include:

· ensuring safety and security standards are not compromised as the industry grows and low-cost carriers expand operations in the Australian market;

· having appropriate policies in place to promote a sustainable aviation system that can cope with challenges of higher fuel prices and fluctuating demand; and

· dealing with the flow on effects to airport infrastructure of meeting the special needs of low-cost carriers and their expanding operations to regional airports.

The Australian aviation industry is successfully meeting these challenges.  Safety and security standards have not been compromised.  The Australian domestic interstate aviation industry remains strong, with airlines continuing to be profitable and adjusting to higher fuel prices, some softening in demand and skills issues.  The recent emergence of the global economic crisis an subsequent falls in demand will continue to test Australian airlines' ability to respond.
As discussed in Chapter 8, the Government remains committed to pursuing policies that encourage investment in aeronautical infrastructure to accommodate expanding airline operations, including by low-cost carriers.

The initiatives discussed in Chapters 1 and 2 will ensure Australia has the most appropriate safety and security regime in place to ensure the safety of passengers is not compromised as the industry grows.

Investment settings – is the balance right?

A major factor in the introduction of competition in the Australian domestic market has been the removal of limits on foreign ownership of domestic airlines.  Foreign investment has been important to the success of some of Australia’s regional airlines.  Two of the largest airlines, - Regional Express and Skywest - are majority foreign-owned.  Together, these airlines carried the largest number of passengers in regional Australia, with 1.9 million passengers in 2007. They were formed from former Ansett subsidiaries following the collapse of Ansett in 2001.

The ownership of Qantas is subject to dedicated legislation under the Qantas Sale Act 1992.  This legislation was enacted in preparation for the privatisation of Qantas and recognises the basic Australian character of Qantas, as well ensuring that Qantas’s operating rights under Australia’s various bilateral air service agreements and arrangements with other countries were not put under threat
.
The Government does not intend to remove the 49 per cent limit on foreign ownership of Qantas Airways under the Qantas Sale Act.  However, the Government is proposing to bring airline ownership criteria for all Australian international and domestic airlines into line with the requirements of the Air Navigation Act 1920.  

The Government would consider doing this by removing the additional limits of 25 per cent for foreign individual shareholdings and 35 per cent for total foreign airline shareholdings under the Qantas Sale Act.  More discussion of this issue is included in Chapter 3.
Domestic air services policy – the way forward

Australia’s domestic market is one of the most liberal in the world.  The strength of competition in our local aviation market demonstrates the success of this liberalised approach. 

There is a significant level of competition in the Australian domestic airline industry, with services on major trunk routes offered by four airlines offering a range of services and fares.  

Although competition has resulted in a more efficient industry providing a greater range of services, the demand for aviation services is cyclical, responding quickly to changes in global economic conditions.  Despite having a profitable and growing Australian aviation industry, higher world oil prices, labour shortages and challenging international economic conditions have placed the industry under pressure during 2008.

Australia’s airlines are in a better financial position than many of their overseas counterparts.  Our airlines are competitively placed to contend with higher fuel costs and cyclical passenger and freight demands; but market conditions are difficult.

The Government strongly supports the maintenance of a fully deregulated interstate domestic aviation market that has delivered significant economic benefits to the Australian economy and proposes to continue:

· allowing up to 100 per cent foreign ownership of Australia’s domestic airlines, subject to meeting Foreign Investment Review Board requirements; and

· ensuring the aviation industry is subject to the competition laws that apply to Australian industry more generally.

Regional services

	Issues Paper Themes

· The role of government and industry in maintaining air services to regional and remote communities

· The appropriateness for regional air routes of safety and security standards adopted for major city trunk routes




What the submissions said

Submissions from a number of regional airlines, regional airports, industry associations and local governments sought funding from the Australian Government for regional airport infrastructure.  The rationale put forward in these submissions is that stakeholders felt the Government should treat funding for regional and remote airports in the same way that it does for roads, rail and ports.

There was widespread support for continued government financial assistance for services to remote communities, including the Remote Air Services Subsidy Scheme (RASS) and the Payment Scheme for Airservices Australia’s Enroute Charges (Enroute Charges Scheme). 

Some submissions raised concerns about local governments’ ability to maintain the airports they own to an acceptable standard without Australian Government assistance.  Others claimed that some owners of regional airports were profiting at the expense of affordable air travel.

Most submissions sought government support for making aviation security measures commensurate with assessed risks at particular airport locations.  Some submissions argued that security measures at regional airports were excessive relative to risk.  However, others expressed concern at the disparity between security at regional airports and the major gateway airports to which they connect.  Several submissions sought government funding to cover the cost of security at regional airports due to higher costs compared to major airports, because the costs are spread over a lower passenger base.

Regional air services in context

Aviation plays a vital role in linking regional and remote communities to our major cities and in providing a fast, efficient travel service.  For the seven million Australians living outside the capital cities, aviation not only provides a means of transportation, but also delivers essential goods and services from major centres.

Market developments

Deregulation of interstate air services in 1990 was followed by the decision by a number of state and territory governments to deregulate intrastate services in the early to mid 1990s, as part of the Australian Government’s competition reforms. 

According to a recent report by the BITRE 
 , passengers on regional air services rose from 6.5 million in 1984 to 16 million in 2005, representing an average annual growth rate of 4.4 per cent.  

However, while growth on high-density regional routes grew by an average of 7.9 per cent per annum, traffic between regional areas fell by an annual average of 1.5 per cent over this period.  This contrast in growth between high and low density routes has been even more marked since 2000, with average annual growth rates of 12.1 per cent and -6.2 per cent respectively.  Most of the high-density routes are those that take passengers between capital cities and major tourist destinations served by the major airlines.

The regional airline industry has gone through a major rationalisation since deregulation.  While there has been substantial growth in regional air traffic and overall capacity, there has been a decrease in the number of regional airports served and in the number of airlines serving them, and a decline in the number of flights to regional airports as a result of a trend towards the use of larger, more cost efficient aircraft.  

Over the period 1984 to 2005 the number of regional airports served by scheduled airlines fell from 278 to 170, with the steepest decline on low density routes.  The number of airlines serving regional airports fell from 53 to 34.  There has also been a high attrition rate and turn over in the industry, with only five of the 34 airlines having operated continuously since 1984.  

Deregulation of the aviation market has no doubt been a factor in the strong growth in traffic on medium to high density regional routes, in particular between capital cities and major tourist destinations.  On the other hand, in a deregulated environment market forces have tended to work against smaller, less profitable routes and the tendency for airlines to cross subsidise from profitable to unprofitable routes.

Government responsibilities

The Australian Government’s role in developing Australia’s aviation industry dates back to the passing of the Air Navigation Act in 1920 and flows from its constitutional responsibility for interstate trade and therefore transport.  The Australian Government continues to have responsibility for air navigation, aviation safety and aviation security.  Also, the Australian Government continues to regulate and oversee planning approvals for the 21 leased federal airports, including all eight major state and territory capital city airports.  The Australian Government also provides some financial assistance to support air services to regional and remote communities that would not otherwise be viable.

Australia’s states and local councils exercise planning control over Australian airports not covered by the Commonwealth Airports Act 1996 and in some cases also assist with maintenance and development costs at regional airports.  Some states regulate intrastate air services to smaller regional communities to help ensure the continuation of services on routes that lack the traffic volumes to support competition.

Regulatory responses to market changes

In the deregulated environment operating since 1990, interstate regional aviation has been largely operating in a free market, under the broader competition rules that apply to other industry sectors.

Regulations for intrastate air services remain within the purview of individual states and territories.  The policy and regulatory environments vary between states, reflecting to a large degree their size and population density and spread.  Victoria, Tasmania, the Australian Capital Territory and the Northern Territory have ceased regulation, while the remaining states continue to restrict competition and provide subsidies on some routes.

Australian Government support for regional and remote air services

Successive Australian governments have taken the view that in a deregulated environment there is a role for government in providing support for regional routes that are not commercially viable, but are essential for the social and economic well being of the communities they serve.  The programs through which the Australian Government provides assistance for air services to regional and remote communities include the Remote Air Service Subsidy Scheme, the Enroute Charges Scheme, the Remote Aerodrome Safety Program and the Regional Airports Funding Program (for security infrastructure). 

Remote Air Service Subsidy (RASS) Scheme

The RASS Scheme aims to provide communities in remote and isolated areas of Australia with improved access through a regular weekly air service for the carriage of passengers and goods (e.g. educational materials, medicines, fresh foods and other urgent supplies).  Because of the distances involved and the loss of road access to many of these communities for several months during the wet season, a regular air service may offer the only means of reliable, year round transport.

Air operators are selected through a competitive tender process for a fixed term under an agreement with the Australian Government.  The RASS subsidy is paid directly to the air operator.  Air operators providing air services under the RASS Scheme are required to service specified RASS communities on scheduled weekly services.  Australia Post has responsibility for the delivery of mail and has separate contracts with several RASS air operators for this purpose.

To gain admission to the RASS Scheme, communities must meet certain eligibility criteria.  The capacity to admit communities is limited by the Scheme's budget in any year.  To be considered for inclusion on the RASS Scheme, a community must meet two fundamental requirements:

· there must be a demonstrated need for a weekly air service; and

· the community must be sufficiently remote in terms of surface travel time to a population centre or neighbouring community receiving a weekly transport service.

The RASS scheme currently subsidises weekly flights to 239 remote and isolated communities which would not otherwise have a regular air service.  The flights carry passengers and freight, including medicines, fresh food, educational materials and mail.

The Australian Government has increased expenditure on the RASS Scheme substantially, from $4.4 million in 2007-08 to $11.7 million in 2008-09.  The Government has committed continued expenditure of the order of $11 million annually for the next four years.     

Payment Scheme for Airservices Australia’s Enroute Charges (Enroute Charges Scheme)

The Enroute Charges Scheme was introduced following the collapse of Ansett to help ensure the continuation of services on regional routes operated by Ansett and its affiliates.  

Under the scheme, scheduled and aeromedical operators are fully refunded for their Airservices Australia enroute air navigation charges for services using aircraft that have a maximum take-off weight (MTOW) of 15 tonnes or less.  Wholly owned Western Australian based airlines operating aircraft between 15 and 21 tonnes on sole operator routes in that State are also eligible for the refund.

The scheme supports regional airlines operating non-jet aircraft.  These airlines carry over 2.5 million passengers a year and connect regional Australia to the major cities. 

The Government has decided, as part of the 2008-09 Budget, that the scheme will continue at existing levels for the next four years, with $24 million to be spent over that period ($6 million in 2008-09) and will then terminate.  To keep the cost within these forward expenditure parameters, the subsidy will be limited to existing services and routes.  The decision is intended to introduce greater certainty for eligible airlines for existing services, while enabling them to factor in additional costs when planning the introduction of new services.  Aeromedical services will continue to be reimbursed for all Airservices enroute navigation charges.

Other Australian Government assistance

The Australian Government also funds, in cooperation with states and local aerodrome operators, a national Remote Aerodrome Safety Program (RASP), with funding of $20 million over four years commencing on 1 July 2007.  The program is aimed at assisting the upgrade of airstrips in remote and isolated communities to improve their safety and accessibility and to facilitate the provision of non-commercial essential community air services.  The program has the capacity to facilitate considerably more investment in this critical infrastructure through cooperative funding arrangements with states and local governments, who provide matching payments towards safety related projects at remote aerodromes.

As well as providing untied assistance to the states and territories through GST revenue distribution and to local councils through Financial Assistance Grants, the Australian Government has committed $36.5 million for up to 150 regional airports throughout Australia to enhance basic security infrastructure such as fencing, signage, lighting, alarm systems and access control measures. 

The Remote Aerodrome Inspection Program provides aerodrome safety inspection services and technical advice to remote northern Australian indigenous communities that rely on air services.  It was initiated as part of the Australian Government's response to the Report of the Royal Commission into Aboriginal Deaths in Custody.  Normally, aerodrome inspections of this type would be the responsibility of the aerodrome owner/operator.  However, they require specialised technical expertise not readily available in remote communities. 

The Australian Government currently provides financial support for air services to the Indian Ocean Territories.  The Government underwrites the southern air link through a contract with National Jet Systems under which the Government provides funding to the airline if its profit from the service falls below a set level.  This arrangement is reviewed periodically through an open tender process.

State government support for regional aviation

Some state governments provide assistance to intrastate aviation in some form – through direct subsidies, limiting competition on low volume routes and providing funding support for airport maintenance and upgrading.  The following is a summary of assistance provided to regional air services by state and territory governments.  State and territory government measures to fund airport infrastructure are summarised in Chapter 8.

Western Australia

In 2001, following the collapse of Ansett, the Western Australian Government regulated some routes that had previously been deregulated to ensure that air services to certain remote communities would continue.  Western Australia currently has two regulated route networks (Coastal and Northern Goldfields), with one airline licensed to operate each, and one regulated route (Perth-Derby).  Routes with 60,000 or more passengers annually are opened to a second carrier.  Two unregulated routes in the Kimberly region out of Broome are directly subsidised.  

In March 2008 the Western Australian Government announced a review of intrastate services, including the effectiveness of the current regulatory regime.  

South Australia

The responsible Minister has the power to declare all intrastate routes as single or multiple airline routes.  Only two routes have been declared – Adelaide to Coober Pedy and Port Augusta – and licences issued to a single operator.  

Queensland

Market entry restrictions are applied to certain remote routes.  These routes are put out to public tender and exclusive service contracts issued.  In July 2005, five year air service contracts were awarded to Qantaslink and Macair to serve ten rural and remote routes.  These contracts were renewed for five years, effective from April 2008, with the Queensland Government to invest $4.8 million annually to keep the routes viable and fares affordable.  Five of the routes will not require subsidies.  The two airlines are upgrading to more modern aircraft on the routes.

New South Wales

The NSW Government regulates intrastate air routes by limiting competition on low volume routes and licensing these routes on a one-route one-licence basis.  These regulated routes are those with annual passenger volumes of less than 50,000 passengers.  Open, competitive applications are sought when a route becomes vacant and licenses are issued for five years.  Higher volume routes are deregulated (unlicensed), which allows open competition.  According to the NSW Government, these arrangements recognise that higher volume routes can operate competitively, while less robust low volume routes are protected from competition to provide greater stability and encourage route development.

Other states and territories

The Victorian, Northern Territory, Tasmanian and Australian Capital Territory governments do not subsidise or regulate any intrastate routes.  

Key challenges facing the industry

Regional airlines are facing increasing competition from road travel as cars and road infrastructure improve.  A 2003 study by the Bureau of Transport and Regional Economics found that most people surveyed preferred to drive than fly on journeys of 300 kms or less, with cost and convenience being major factors
.  In addition, some markets have been affected by nearby low-cost jet services operated by the major airlines which passengers can reach by car.  Not only are jet services more attractive to travellers, but the major airlines have lower per unit costs and therefore can offer lower fares.

Having to compete with the major airline groups, including low-cost carriers, is adding to the pressures on smaller independent operators.  A 2006 study by the Centre for Asia Pacific Aviation
 noted a strong correlation between aircraft size and the cost of operation.  Smaller 9 to 19 seat aircraft cost around 50 per cent more per Available Seat Kilometre to operate than 50 to 100 seat aircraft.  The major airline groups have the advantage of less diversified fleets with larger and more fuel efficient aircraft, higher aircraft utilisation, more extensive and efficient networks with links to domestic trunk and international routes and access to high yielding government and business travellers.  Over time this competition could mean that some independent regional airlines will be forced off what were their most profitable routes, leaving them to retreat to routes that are marginal at best.  This in turn could reduce their already limited ability to cross subsidise loss making routes from profitable ones.

Some larger regional airlines have been able to compete successfully with the major airlines. Overall, however, the regional aviation industry is barely profitable.  

Challenges facing the industry are not likely to dissipate in the immediate future.  A number of factors having a detrimental impact on the industry, and in particular on smaller independent operators are: 

· declining regional populations; 

· ageing fleets; 

· low cash reserves and high cost of borrowing;

· increasing competition from road transport and major airlines; 

· difficulty attracting and retaining skilled staff and managers; and 

· higher fuel prices.  

Market outlook – forecasts and trends

Based on extrapolation from current trends, BITRE Report 115 predicts that passenger movements on all regional routes will grow at an average annual rate of 2.5 per cent, from about 16 million in 2005 to 21 million in 2016.  However, growth is not expected to be consistent.  Passenger movements on routes between major cities and regional areas are projected to grow at an average annual rate of 2.9 per cent, while growth on routes between regional areas is projected to be basically flat over the period to 2016.

The policy framework

In a contestable market competition offers the best outcome for consumers.  Many regional routes, however, are not contestable because traffic volumes are too low to sustain more than one airline.  In such situations, introducing competition may result in lower fares in the short term, but there is the risk that it will lead to the withdrawal of both the incumbent and new entrant, leaving the affected community without any air service, at least for a time. 

Vast distances between towns and small populations mean that air services provide essential links for remote communities.  The length and small market size of remote community routes and the high per passenger cost of operating small aircraft means that these routes will continue to require support from all levels of government.

Almost all remote community routes are intrastate routes and are therefore the jurisdictional responsibility of the states.  Nonetheless, the Australian Government makes a substantial financial contribution to the maintenance of services on these routes.  In fact the Australian Government contributes more than twice as much as all the states and territories combined.  In 2008-09 the Australian Government will fund $24.7 million of regional aviation related programs.

There are differing approaches to supporting regional aviation.  While the states rely to a large degree on regulation, the Australian Government takes the view that, consistent with deregulation of the domestic market more broadly, any interventions should be in the form of transparent financial assistance.  While limiting competition in order to improve route profitability may cost governments less in direct outlays, it has the potential to lead to entrenched monopolies, resulting in higher costs for travellers and local economies and a disincentive to innovate and improve standards of service.

The Australian Government’s focus – services to remote Australia 

Successive Australian governments have taken the view that there is a role for the Commonwealth in supporting regional routes that are not commercially viable, but are essential for the communities they serve.  

The decision to increase substantially expenditure on the RASS Scheme and to continue with the Enroute Charges Scheme for the next four years is indicative of the current Government’s commitment to continue to support air services to remote communities. 

The decision to maintain the Enroute Charges Scheme until 2012 provides operators with the certainty to plan for the longer term and to adjust to changes to the scheme.  The rebate will remain available for essential aeromedical operations such as the Royal Flying Doctor Service.

The Australian and state and territory governments agree that governments have a role to play in ensuring the continuation of vital air links to rural and remote communities that lack the population density to sustain viable commercial services.  However, policy and regulatory environments for supporting these services vary between states and between the states and the Commonwealth.  

An important question is whether the regulation and financial assistance currently being provided to support unprofitable routes is achieving the best and most cost effective outcomes.  Is it best left to the states to continue to regulate and support intrastate aviation in the way they consider best suits their particular circumstances and needs or might there be a case for a nationally uniform approach?  Input from industry stakeholders and state and territory governments is welcomed as to the merits of a national approach and suggestions for an appropriate model. 

Regional air services policy – the way forward

The Australian Government recognises the vital role that aviation plays in connecting regional communities to our major cities and towns and is committed to continuing to provide targeted support for routes in more remote parts of Australia that are not commercially viable.  Towards this end the Government:

· has committed to support of $44.7 million over four years through the Remote Air Services Subsidy Scheme and $20 million over four years through the Remote Aerodrome Safety Program for remote aerodromes and services essential for the social and economic well being of the communities they serve; and

· will consider options to work cooperatively with the States on models for assistance for regional aerodromes and services, having regard to the successful cooperative approach developed between the Commonwealth and state/territories under the Remote Aerodrome Safety Program; and
· will consider options to help address the burden of regulatory charges, including charges on the regional airline sector 

The Government will also continue with flexible financial support for local governments through untied Financial Assistance Grants and through the Regional and Local Community Infrastructure Program which boosts local economic development and support jobs in communities around the country.  

Further information on these programs is provided in Chapter 8. 
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