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1. Background
1.1 Code Sharing Arrangements and the ICCC Act

The aviation industry on the global scale is characterised by both competition and co-
operation. Cooperation in the airlines industry encompasses an array of arrangements, the
most notable being code share arrangements. Under a code share arrangement, an airline
uses its designator code on a flight operated by another airline. The arrangement involves
a blocked space agreement and could involve both a ‘hard block’ and ‘soft block’
allocation of passenger seats and/or freight capacity.

The airline operating the flights is referred to as the ‘operating carrier’ whilst the airline
buying seats on the aircraft and resells it to its customers is called the ‘marketing carrier’.
An airline that sells seats on a flight operated by another carrier under a code share
arrangement normally provides services such as ticketing and in many cases check-in and
baggage handling.*

While code sharing is a commonly applied strategic alliance method in the international
aviation industry, these arrangements raise concerns for competition, consumer welfare
and the public benefit and as such attract the scrutiny of competition authorities.

Section 70 of Part VI of the Independent Consumer and Competition Act 2002 (the ICCC
Act) provides for the Commission to authorize restrictive trade practices such as code
share arrangement on public benefit grounds. The ICCC Act requires the Commission to
firstly, establish the extent to which restrictive trade practices such as the Airlines PNG-
Pacific Blue proposed code share might produce anticompetitive outcomes. The
Commission is then required to assess this outcome against the potential and likely
resultant public benefits of the proposed code share arrangement. Based on these findings
and consistent with the authorisation test under section 77(6) the Act, the Commission is
required to make a determination on whether or not to grant authorisation. If the
Commission authorises the code share arrangement, the partners may give effect to the
code share arrangement without risking a contravention of the ICCC Act, for the period
of the authorisation.

1.2 The Parties

1.2.1 Airlines PNG

Airlines PNG is a locally incorporated company in Papua New Guinea. The airline is the
successor to the previously known Milne Bay Air (MBA). It is Papua New Guinea’s
second largest airline with over 500 employees, carries in the order of 225,000 passengers
each year and operates a fleet of 18 aircraft; comprising mainly of Dash 8, Twin Otter for
its domestic and Cairns services and a leased B737-300 for its Brisbane services.

The airline initially provided regular passenger transport (RPT) and freight services

! Code sharing On International Aviation: A Discussion Paper (Working Paper 21), Bureau of Transport

Economics, Canberra, February 1996
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within Papua New Guinea and internationally to Australia on charter services. In 2005, it
commenced RPT services between Port Moresby and Cairns and later between Port
Moresby and Brisbane the following year.

Airlines PNG has grown over the years into a significant airline in the Australasian
region. Recently in 2008, Airlines PNG was floated on the Port Moresby Stock
Exchanges in an initial public offering. Mr. John Wild and his family currently maintain a
significant holding in the company with the balance owned by 2,300 shareholders.

1.2.2 Pacific Blue

Pacific and Virgin Blue (collectively referred to as Pacific Blue throughout this
determination) are part of the Virgin Blue Holdings Limited group of companies which is
a listed company on the Australian Stock Exchange, Virgin Blue Holdings Limited is
partly owned by Sir Richard Branson and the use of the “Virgin” brand has been licensed
for use only within Australia. For all services outside Australia, Virgin Blue Holdings
Limited utilizes alternative branding such as Pacific Blue, Polynesian Blue.

Virgin Blue is Australia’s second largest domicile airline operator which competes
directly with the Qantas group (Qantas, Jetstar and Qantas Link). It launched itself as a
domestic low cost carrier before establishing trans-Tasman services and is currently in
the process of establishing V Australia as a full service international airline connecting
Australia with the United States of America, Africa and additional destinations yet to be
announced.

Pacific Blue has recently obtained capacity to operate five Boeing 737-800 services per
week as an Australian carrier from the Australian International Air Services Commission
(IASC)?. Pacific Blue advised that it would operate four services from November 2008,
with a fifth service to commence before November 2009. Pacific and Virgin Blue have no
present representation in Papua New Guinea.

1.3 The Airlines PNG/Pacific Blue Code share Agreement

The applicant submitted that the code share arrangement provides for Pacific Blue
Airlines (NZ) limited to wet lease its aircraft to Pacific Blue Airlines (Aust) Pty Ltd for
the conduct of flights between Brisbane and Port Moresby. It submitted that the cost of
seats provided to its partner is adjustable monthly to take into account movement in fuel
prices and currency exchange rates and is to be renegotiated annually during the term of
the code share arrangement, three (3) years.

On each flight, Pacific Blue will allocate a hard block of the majority of the seats to
Airlines PNG and will retain for itself the balance of the hard block seats. The carriers
combined seat allocations add up to the total number of seats available on the code share
flight.

2 International Air Services Commission or IASC for short is the Australian Aviation regulatory authority

with responsibility for allocation of capacity to Australian carriers.
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It further states that Airlines PNG and Pacific Blue will compete with each other to sell
the seats at a price above what the parties have determined is Pacific Blue’s per seat cost
of operating. If Airlines PNG or Pacific Blue does not sell its respective hard blocks, any
surplus of unsold seats is a loss to the respective code share marketing carrier having to
pay the cost of providing the unused seat on the operating aircraft. This means that both
airline assume the cost if they do not sell their full complement of hard block allocation.

The arrangements also provide for the Airlines PNG frequent flyer program to be linked
with Virgin’s Velocity frequent flyer program; where participating commuters of the
former airline will be able to earn and burn loyalty points on both Airlines PNG and
Virgin sides of the code share services (and on Velocity partner airlines, such as
Emirates, Malaysian and United Airlines). This arrangement is however subject to the
conditions of membership of the scheme.

In addition, the applicant asserts that as part of the arrangement, each carrier will interline
over each other’s recognised connecting routes once the operating and information
technology systems permit. Under this arrangement Airlines PNG will be able to sell
seats from destinations in Papua New Guinea beyond Port Moresby.

2. Application for Authorisation

On 10 September 2008, Airlines PNG submitted a restrictive trade practice application
under Section 70 of the Act, seeking authorization from the Commission to give effect to
a code share arrangement with Pacific Blue. The Commission is therefore required under
section 77(2) to consider the application and make a determination on whether to permit
Airlines PNG to enter into and give effect to the proposed code share arrangement.

3. Elements of an Authorisation

Airlines PNG applied for authorisation of the code share arrangement under Section 70 of
the Act. Section 77(6) of the Act provides that the “Commission shall not make a
determination granting an authorisation pursuant to an application under Section 70(1),
(2), (3) or (4) unless it is satisfied that:

a) The entering into the contract or the arrangement or the arriving at the
understanding; or

b) The giving effect of the provision of the contract, arrangement or understanding;
or

c) The giving or the requiring of the giving of the covenant; or

d) The carrying out of enforcing of the terms of the covenant,

as the case may be, to which the application relates, will in the circumstances result, or
be likely to result, in a benefit to the public which would outweigh the lessening in
competition that would result, or would be likely to result or is deemed to result, from it.”

In order for the Commission to decide whether to grant an authorisation to Airlines PNG
pursuant to section 77(6), it is required to assess the competition effect and the public
benefit of the code share in the relevant market. The detailed discussion is outlined in
section 7 and 8 of this determination.
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4. Facts and Contentions in support of the Application

Airlines PNG advanced the following specific argument and rationale in support of its
code sharing with Pacific Blue.

4.1 Stemming Airlines PNG losses on the Route

Airlines PNG has sustained cumulative losses amounting to millions of Kina since the
inception of its Brisbane services. Although the Brisbane services was moving beyond
break even into profitability during 2008, the escalating fuel costs encountered since
April 2008 have set the profitability back and the service remains unprofitable for
Airlines PNG. It is Airlines PNG’s view that the proposed code share arrangement is
functionally equivalent to a fractional wet lease of a very fuel-efficient aircraft and a
means for Airlines PNG to increase frequency. Both these features are expected to make
the route profitable for Airlines PNG.

4.2 Strengthening Competitive Response to Qantas /Air Niugini Joint code share
operations

Airlines PNG has found that it has not been able to compete effectively with Qantas and
Air Niugini on the route due to Airlines PNG lack of frequency, lack of connecting
destinations beyond Brisbane and lack of a frequent flyer program. Overlaid over these
features, Airlines PNG has found that, particularly Qantas buys market share for itself on
the Port Moresby Brisbane sector by combining very competitive interconnecting fares to
other destinations which are not available to members of the public seeking to combine
those sectors with travel on Airlines PNG on the Port Moresby Brisbane sector.

Airlines PNG has also found that due to its lack of frequency, passengers cannot combine
a sector of Airlines PNG on the days Airlines PNG flies and on Air Niugini or Qantas on
the days Airlines PNG does not fly because both Qantas and Air Niugini offer one way
fares at approximately three-quarters to four-fifth of the price of a return ticket. This
means that unless Airlines PNG is flying both days the passenger needs to travel, the
passenger is effectively trapped into traveling with Air Niugini or Qantas. Whilst Air
Niugini has recently launched a one-way fare on the Brisbane Port Moresby route, the
allocation of seats to this fare class is very limited and makes the fare mostly illusory to
the traveling public.

The interlining arrangements included with the Airlines PNG proposed code share
arrangement will assist Airlines PNG and Pacific Blue to provide customers with
effective options for travel to destinations beyond Port Moresby or Brisbane on either
end. Both Airlines PNG and Pacific Blue believe that this together with increased
frequency to four flights per week will assist in building market share, better yields and
sustainable operations on the Port Moresby Brisbane route.

In its submission to the Commission when commenting on the Draft Determination, Air
Niugini argued that the assertion by Airlines PNG that the allocation of seats to the one
way fares class as very limited and illusory to the traveling public is incorrect. Air
Niugini argues that this depends on anticipated load factors and demand and therefore the
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allocations can vary substantially. It argues that this is no different to the way most
international airlines deal with special fare classes.

In light of this issue, the Commission acknowledges Air Niugini’s explanation of the one-
way fares and the corresponding seat allocation.

4.3 Improved Services to Passengers on PNG /Australia Routes

The applicant claims there will be improved services for passengers such as the
interconnection options available under the proposed code share arrangement. Other
improvements include the greater frequency of services, the consistency of timetable and
the high level of reliability and on time performance achieved by Virgin in its operations.
In addition, the deployment of a latest model, near new B737-800 aircraft that is quieter
and emits less carbon dioxide will provide passengers with improved comfort and reduce
each passenger’s carbon footprint. Pacific Blue’s operating model as a “no frills’ low cost
carrier will give customers greater choice in choosing a service suitable for their needs.

4.4 Port Moresby Brisbane Route not Viable for Pacific Blue on its own account

Pacific Blue is a leisure carrier which targets its services to holiday makers and people
visiting friends and relatives. Presently Papua New Guinea does not have a tourism
industry of sufficient size to sustain a leisure carrier on the route. Due to the absence of a
defined tourism market in Papua New Guinea, Pacific Blue is only prepared to commit to
limited number of seats on the service between Brisbane and Port Moresby. By
combining with Airlines PNG’s passenger loads, this risk sharing will allow viable
operation of the B737-800 aircraft.

Pacific Blue would be unlikely to pursue the Brisbane/Port Moresby route on its own due
to the shortage of leisure passengers and the additional overhead costs of staging their
own ground handling, line engineering and parts and consumables warehousing. The
arrangement represented in the code share arrangements provides a means by which
Pacific Blue can add Port Moresby as a destination to its network in a sustainable
manner.

4.5 Likely Outcome if Authorisation is Granted

Airlines PNG believe that if authorisation is granted, it will be able to move its Port
Moresby/Brisbane route operations to a state of profitability. This will ensure the
continuity of these services and also assist in returning allocative efficiency within the
Airlines PNG route structure to enable the airline to compete more effectively with Air
Niugini on certain other domestic routes.

The granting of approval for the code share arrangement will also bring Pacific Blue, a
specialist leisure carrier, to the Papua New Guinea market for the first time as an
operating carrier. This means that Papua New Guinea will have greater ability to market
its international grade accommodation and tourist opportunities overseas. The interlining
with Airlines PNG on PNG domestic routes will assist the PNG tourism industry extend
its reach through the Pacific Blue network.
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There will be an extra 330 seats or a 17% increase in airline capacity on the Brisbane Port
Moresby route. This will, applying the normal rules of supply and demand, lead to some
downward pressure on prices, directly benefiting consumers. Even so, with the new
lower cost base the arrangement gives to Airlines PNG, Airlines PNG believes it will
become profitable on the route.

Approval of the code share is unlikely to have any immediate or long term impact on
either Air Niugini or Qantas, both of whom are likely to continue operations as normal
under their existing arrangements. With the strengthening of competition into two
competitive groups, where there are two marketing carriers and one operating carrier
under the proposed code share, this may well deliver the market stability Air Niugini
needs to continue its re-fleeting exercise with its planned ambitious acquisition of the
Boeing 787 Dreamliner in public-private partnership with Qantas.

The approval of the proposed code share arrangement between Airlines PNG and Pacific
Blue with Virgin as the operating carrier is thus claimed to be pro-competitive.

4.6 Likely Outcome if Authorisation is Refused

If authorization is refused or proposed to be granted on conditions which are not
acceptable to the parties, Airlines PNG will need to reassess whether it continues to
provide the Brisbane services at a loss. The services are presently being cross-subsidised
from other operations. This is detrimental to allocative efficiency within the aviation
sector of the PNG economy.

Pacific Blue would not be able to enter the market using its preferred model of a
commercial partnership with Airlines PNG, a designated carrier of Papua New Guinea.
In the absence of Pacific Blue, Airlines of PNG would likely adopt a more conservative
introduction of additional capacity onto the route, perhaps resulting in Airlines of PNG
exiting the Brisbane market. This would remove any effective competition on the
Brisbane route, which would then be serviced, as it has been in the past, only by Air
Niugini and Qantas as code share partners. This would not be a desirable outcome from a
consumer point of view.

5. Public Submissions from Industry Participants and Others

Pursuant to section 76(2) (c) and (d) of the ICCC Act, the Commission invited public
submissions through the print media and formal invitation addressed to various key
government departments and agencies, and industry players. Below is a summary of
submissions received. Details of individual submissions on Airlines PNG’s application
can be viewed on the Commission’s website at www.iccc.gov.pg.

In addition, on 20 October 2008 the Commission released its Draft Determination and
invited comments pursuant to section 78 of the ICCC Act. The Commission also notified
stakeholders of the option for the Commission to hold a public conference regarding its
Draft Determination, should it be requested by an interested party. Comments were
received from Air Niugini, Tourism Promotion Authority, Pacific Blue and Investment
Promotion Authority. Air Niugini requested for a public hearing pursuant to section 78
(5) of the ICCC Act. As required under the ICCC Act, the Commission notified Air
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Niugini, the applicant and interested parties of the conference pursuant to section 79 (1)
(b) of the ICCC Act which was held on 6 November 2008.

The pertinent comments received in relation to the Commission’s Draft Determination,
including those discussed at the Conference are incorporated into the specific relevant
sections of the determination hereunder. Submissions, list of attendees and the summary
of issues discussed at the Conference are placed on the public register kept by the
Commission and can also be viewed on the Commission website.

51 Department of National Planning and Monitoring (DNPM) - DNPM
submitted that in terms of competition, this arrangement will prompt Air Niugini to
improve its service quality and readjust its fares which would benefit the public. It further
submitted that:

e Flights from Australia to Port Moresby through this code share arrangement will
deliver significant tourism benefits for PNG;

e The arrangement will increase Airlines PNG’s capacity in PNG which means
increase in employment and travels within PNG;

e There would be enhance frequency and schedule choice between Brisbane and
Port Moresby which would benefit business travellers and exporters;

e There would be a higher level of growth in passenger numbers between Brisbane
and Port Moresby that can advantage both cities through investment, trade and
business.

In response to the fourth bullet point, Air Niugini commented that a higher level of
growth in passenger numbers between Brisbane and Port Moresby will be highly
dependent upon the levels of economic activity in PNG. It contends that based on
evidence in both developed and developing countries, aircraft frequencies and capacity
will follow the growth (or contraction) of economic activity and not lead it. The
Commission notes that while this may generally be so, increased aircraft frequency is
also an important factor.

5.2 Department of Treasury (Treasury) - Treasury submitted that the cost and
benefits of code share agreements are largely contingent on the market in which the code
share operates. In this regard, it notes that the PNG airline industry has undergone some
significant changes in recent years, including greater competition in the sector with the
entrance of Airlines PNG, and the existence of a code share agreement between Air
Niugini and Qantas since 2002.

Treasury commented that changes in the structure and participants in PNG’s airline
industry have produced substantial improvements in services and reduced cost for
international travel. Treasury supports additional entrants into the PNG market for
aviation services to encourage further competition in the sector.

It further advance that there are potential risks associated with code share arrangements,
such as a potential reduction in competitive outcomes that may otherwise be achieved
under a purely competitive arrangement. The proposed code share arrangement is
however consistent with the policy objective of competition in the airlines sector, which
involves a new entrant to the market, that may otherwise not enter PNG in the absence of
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the code share arrangement. Treasury submitted that there are a number of arguments in
support of the proposed code share:

e Code share agreements may generate public benefit in circumstances where it
facilitates the entry of a new airline into a market in the short-term or on thin
routes where competition would not otherwise exist. Applying this reasoning
to the current application, the proposed code share would result in a new
entrant to the market, Pacific Blue, which presents an opportunity for further
competition in the market;

e The proposed code share arrangement between Airlines PNG and Pacific Blue
provides the opportunity for passengers to benefit from reduced operating
costs which are otherwise not realized under existing Airlines PNG
operations. The cost efficiencies realized by both Airlines PNG and Pacific
Blue provide opportunities for lower travel costs for passengers. In addition,
the increased flight frequency from the proposed code share arrangement
provides the public with the benefit of additional flying opportunities and the
increased seats should provide downward pressure on prices;

e The market power enabled by the existing code share agreement between Air
Niugini and Qantas supports the argument that a code share between Airlines
PNG and Pacific Blue will improve the competitiveness of Airlines PNG and
allow a more level playing field to exist amongst all participants in the market.
In light of the code share between Air Niugini and Qantas, arguments of
equity support the code share application being approved. Furthermore, the
State’s commitment of funding to Air Niugini, suggests that the code share
will enable Air Niugini to continue to contribute to the competitive process in
the aviation market in the longer term;

e There is also potential for multiplier effects on other sectors of the economy,
such as tourism, as travel service increases. The marketing of services
provided by Pacific Blue will also remain separate from Airlines PNG,
providing further opportunities for the promotion PNG as a destination for
tourism and business.

Treasury expressed the view that the proposed code share arrangement offers positive
benefits to the public, tourism industry, and other sectors of the economy, and
consequently should be approved. These views were reiterated at the Conference.

5.3. Department of Transport (DOT) — DOT expressed the view that Airlines PNG’s
loss on the sector needs to be arrested. It submitted that the code share arrangement
would assist stem the losses experienced by Airlines PNG. It also highlighted that one
advantage of such arrangement is the increase in capacity which would potentially see an
increase in the economics of scale provided there is sufficient traffic.

DOT further submitted that the code share arrangement should be reviewed by the
Commission periodically. Renewal of the arrangements should not be automatic.

5.4 PNG Tourism Promotion Authority (TPA) - TPA submitted that a Visitor
Survey Report it conducted in collaboration with Queensland University of Australia in
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2007 showed that one of the three major travel concerns for visitors was the high cost of
travel.

TPA submitted that it notes discussion in the Tourism Master Plan advocate greater
competition and more internationally comparable prices are possible through the
combined efforts of the tourism industry and the airline operators. It argued that to date
there has been little coordination to develop competition within the PNG airline sector or
to facilitate the introduction of new services to PNG. It highlighted that the TMP
Technical Working Group on Transport has identified the need to develop a more
strategic approach to the development of new air services and this code share could be
seen as addressing this recommendation.

It commented that the Tourism Master Plan identifies the importance of competitive air
services in the development of tourism and the broader economy of PNG, thus
sustainable competition should be allowed. TPA submits that it is confident the
arrangements between Airlines PNG and Virgin Blue will result in improvement of air
services between PNG and Australia but more so within the country such as reduction in
airfares. This has been evident over the last few years resulting in constant delays and
cancellation of scheduled services. The code share could lead to domestic tourism growth
as more and more Papua New Guineans afford to travel within PNG.

TPA submitted that Pacific Blue is a low cost carrier recognized throughout the entire
Pacific region. Since its commencement of service in the Pacific region, national carriers
such as Air Pacific have not only improved their services but have consistently recorded
double digit growth in passenger numbers and thus revenue growth. It further submitted
that there are a number of clear examples of investment and major infrastructure
development taking place within the Pacific region directly related to Virgin Blue’s
expansion in the region. Virgin Blue targets leisure travellers and visit friends and
relatives segments of the overall market and they have been quite successful in growing
that segment. It notes that this could be an ideal vehicle to stimulate tourism growth in
PNG.

In addition, TPA notes that the improved travel services through Pacific Blue/Airlines
PNG would mean reliable operating equipment with more integrated passenger services
particularly within route networking. Hence this would ensure increased passengers into
PNG. TPA views the benefit of increased flights and hard seats would provide a stimulus
for business and tourism travel. This could see an increase in visitor arrivals and thus
extra revenue from taxes and GST associated with increase use of tourism related goods
and services. This outcome enables a positive multiplier effect.

TPA supports the code share arrangement between the two airlines as the lead agency in
marketing and promotion of PNG as a desirable destination.

55 Air Niugini Limited (Air Niugini) - Air Niugini submits that it is concerned of
the following public benefit issues in relation to the code share proposal:

e There are certain unprofitable international routes which are currently
being serviced by Air Niugini to promote tourism in PNG. The proposed
operator will be operating out of foreign land where infrastructure costs are
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less or reduced and there is no level playing ground for competition;

e The proposed code share will lessen training and employment of Papua New
Guineans and thus, negative public benefits;

e Further, no tax and other benefits will be paid to the PNG Government;

e There is lack of focus in the proposal to develop real tourism into PNG tourist
locations.

Air Niugini submits that while it does not object to the code share arrangement, it has
serious concerns in the form of the currently proposed arrangement as it cherry-picks the
best times and the best volume days on the route and public benefits on other days are not
possible.

Air Niugini highlights that the aviation industry around the world and in PNG is currently
facing serious bankruptcy threat and even large and strong airlines are going bankrupt
due to increased costs and lack of passenger volume. It notes that point number 3 of
Airlines PNG’s application for authorization itself has highlighted losses sustained due to
increased costs and lack of volume. It believes this must be considered seriously by the
Commission.

In addition, when commenting on the Commission Draft Determination, Air Niugini
submitted that certain terms and conditions should be applied to the Airlines PNG/
Pacific Blue proposed code share arrangement so as to ensure effective competition and a
level playing field in the market. These terms and conditions were discussed at the
conference.

Air Niugini submitted that:

a. In any services provided by one member of the code share to another should be
paid for at commercial rates. There should be no cross subsidisation. The terms
and conditions of the code share should encourage competition between the code
share partner and in the market.

Airlines PNG argued that it had negotiated with Pacific Blue the cost associated with the
code share at arms length and neither subsidises the other. It further submitted that the
parties have set this pricing having regard to and reflecting the component services
provided by the operating carrier.

It further submitted that the terms and conditions of the code share do encourage
competition between the code share partners. The code share comprises entirely of two
hard blocks with no soft block component such as is present in the Air Niugini/Qantas
code share arrangement.

The Commission notes Air Niugini’s request that this condition should be considered to
encourage competition in the market. In this regard, the Commission would be concerned
if Airlines PNG and Pacific Blue engage in cross subsidisation where the arrangement
lessens competition in the market.
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Information before the Commission, however, suggests to the contrary. The Commission
considers that the proposed code share arrangement encourages competition and provides
for the parties to share the commercial risk and provide a competitive response to Air
Niugini and Qantas, the detriment of which, if any, is negligible and is outweighed by the
number of public benefits argued throughout this determination.

The Commission also notes that the IASC has assessed Pacific Blue’s code share
application and has not identified any cross-subsidisation issues relating to that
application.

The Commission considers that the terms and conditions of the code share arrangement,
including other arrangement such as the Heads of Agreement (HOA) negotiated between
the parties is a private commercial matter; and therefore imposing such a condition under
the current circumstances would be inappropriate and intrusive. The Commission
maintains that it does not consider that it is its role to interfere into private commercial
arrangement and or operations of the airlines, unless there are clear breaches of relevant
provisions of the ICCC Act.

b. The proposed code share’s key objectives and motivation should be the
generation of new traffic not solving the participating airline’s financial or
capacity problems. The presentations by parties lack attention to this issue rather
attempting to solve the airlines problems.

Airlines PNG responded that the code share arrangement will see capacity of 390 seats
per week in each direction increasing to 720 seats per week in each direction. The benefit
is clearly shown by the substantial increase in capacity.

The Commission notes Air Niugini’s assertion that the proposed code share is aimed at
solving the code share partners’ problems than to generate new traffic; and considers that
this view should not be over stated as it also applies to the code share arrangement
between Air Niugini and Qantas.

The Commission notes that at the time when the Qantas application was made to the
IASC, Air Niugini was in a very critical financial position. This led to a bilateral decision
at the request of the Government of PNG to have Air Niugini and Qantas enter into the
code share arrangement. The Government of PNG then approved a Government
Guarantee that assisted Air Niugini to code share with Qantas. At that time, the PNG
Government was of the view that the code share was necessary for the financial future of
Air Niugini®.

The Commission considers that the applicant has made clear the underlying reasons why
it proposes to code share with Pacific Blue. These issues have been considered by the
Commission in its competition analysis and the resultant public benefits assessment as
provided for under the authorisation process under the ICCC Act. The Commission
makes the point under section 8.1 that whilst a stronger competitive response by Airlines

®1CCC Determination of Air Niugini’s code share application, pé
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PNG could result in some private benefits in terms of profitability, there is likely to be a
number of resultant public benefits in the market. The Commission made similar
statement regarding the code share arrangement between Air Niugini and Qantas in 2007.

In conclusion, the Commission considers that there is no basis for such a condition and to
include one under the current circumstance would be erroneous on the part of the
Commission for the reasons discussed above.

c. Airlines of PNG and Pacific Blue must file their seat allocations in the same form
as PX/QF code share.

Airlines PNG submitted that the proposed code share arrangement is different from the
Air Niugini/Qantas code share arrangement in one important respect, that is, there is no
soft block allocation between the parties. Therefore, there is no further requirement to
report on actual seat allocations as this information has already been disclosed to the
Commission.

The Commission acknowledges Air Niugini’s views. The Commission is however in
agreement with the views expressed by Airlines PNG. The Commission maintains that
the condition imposed on the Air Niugini/Qantas code share application was because of
the observation that the hard block/soft block seat allocation is skewed towards one party
where this varies with the demand pattern of scheduled flights of the code share service.
This concern, amongst others is amplified by the fact that the practice was in force over a
considerable period of time.

In this regard, the Commission is of the view that the circumstances surrounding the
Airlines PNG code share arrangement is different to that of the Air Niugini/Qantas code
share arrangement and therefore considers that the condition suggested by Air Niugini is
inappropriate.

d. Airlines of PNG and Pacific Blue should lodge on a monthly basis the details of
their fares and all special fares. This is equivalent to the requirement of the ICCC
Determination on the Air Niugini/Qantas code share.

Airlines PNG put forward that Air Niugini and Qantas are not required to file on a
monthly basis details of their fares and special fares. Air Niugini is only required to file
six-monthly reports in areas on the seats available for sale and sold by it under the code
share with Qantas. This condition is imposed because of the existence of the soft block.

As discussed above, the Commission is of the view that the condition applying to the Air
Niugini/Qantas code share arrangement was considered necessary at that time because it
was identified that certain aspect of the arrangement over the duration of parties’ code
share was detrimental to competition. The Commission established that these effects are
however outweighed on balance by the resultant public benefits. Consequently, the
Commission granted a conditional authorisation for two years and applied this condition
with a view to monitor and fully ascertain the effects the parties’ code share arrangement
was having on competition in the market and whether or not the arrangement would be
made more competitive.
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The Commission considers that such a condition would be inappropriate for Airlines
PNG under the current circumstances where the proposed code share is impending and is
found to be generally pro-competitive.

e. The details of route profitability is to be provided on a quarterly basis to ICCC
allowing ICCC to determine if the route is carried out in a financially sustainable
manner or at a huge financial risk to the investors in PNG and Australia.

Airlines PNG submitted that neither Air Niugini nor Qantas provide details of its
profitability on a quarterly basis. Airlines PNG has no objection to the Commission
relaxing the reporting obligation on Air Niugini. In support of a relaxation on Air Niugini
reporting obligations, Airlines PNG notes that the second code share would have the
effect of increasing competition in the market.

In view of these comments, the Commission considers that the proposed condition by Air
Niugini that the Commission scrutinises the financial profitability of the carriers
operations is outside the ambit of the Commission’s function. The Commission’s role in
this regard is to encourage and protect competition within the overall PNG aviation
industry.

The Commission considers that the role to ensure that the airlines’ business is carried out
profitably with minimal risk to investors is the responsibility of the management and
board of the respective carriers and other appropriate regulatory agencies. The
Commission however, acknowledges that route profitability data would assist gauge the
applicant’s profitability on the Brisbane route and expects Airlines PNG to collate such
data where this could be useful to support its application should it consider applying for
renewal of the code share arrangement in future. The Commission further considers that
there are sufficient information gathering power available to it under section 128 of the
ICCC Act to request such information if deemed appropriate and thus does not see it
necessary to impose this condition in the interim.

f.  The Annual Report and six monthly financial statements shall be filed with ICCC
at the same time as they are filed with the PNG and Australia stock exchanges.

Airlines PNG expressed the view that it would not be appropriate for the Commission to
act as a second repository for annual reports (which are filed at the Office of the Registrar
of Companies) or six-monthly financial statements (which are filed with the Stock
Exchange). Those documents are public documents for Airlines of PNG and Pacific
Blue’s parent company, but not for Air Niugini which operates with the level of non
disclosure provided to an exempt private company.

In view of this proposed condition, the Commission considers that Airlines PNG is a
public listed company where financial data are readily available to the PNG stock
exchange and shareholders. In addition, as discussed above, this information can be easily
obtained for the purpose of the Commission under the relevant provision of the ICCC
Act. The Commission however, would agree that such data is useful for future use of the
code share arrangement with Pacific Blue. As discussed above if deemed appropriate, the
Commission can request for this data in so far as it relates to competition.
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g. The code share agreement between Airlines of PNG and Pacific Blue should be
reviewed periodically and that renewal should not be automatic.

In response to this proposed condition, Airlines PNG submitted that its code share with
Pacific Blue is for a term of 3 years only. The authorisation required under the ICCC Act
relates to the structure of the agreement and there is no precedent or requirement in the
Act for the authorisation to be for a term less than the term of the agreement.

In light of the above, for the reasons discussed throughout this determination, the
Commission is of the view that there is no significant anticompetitive concern relating to
the proposed code share which may warrant the arrangement to be reviewed periodically
as a precaution where there might be serious competition detriment in the market. In
addition, the Commission considers that this requirement would disadvantage Airlines
PNG and Pacific Blue in terms of the carriers’ forward planning which is likely to have
implications on the travelling public. The Commission considers this proposed condition
as intrusive and inappropriate.

h. That a guarantee is provided that passengers who purchase tickets are not
stranded in the event of either or both airlines withdrawing from the code share
route or financially failing and being unable to operate their aircraft.

Airlines PNG argued that Air Niugini provides no guarantees to passengers and is
frequently challenged to operate its timetable reliably. A guarantee scheme for passenger
tickets is not a public benefit issues for the ICCC in discharging its functions or
exercising its powers on the application before it.

The Commission acknowledges Air Niugini’s concerns and Airlines PNG arguments and
considers that in the event either one or both carriers are unable to operate their respective
services, passengers would be reimbursed and/or alternative arrangements would be
pursued accordingly. The Commission considers that it would be an understatement to
suggest that Airlines PNG and Pacific Blue would not have a duty of care towards
passengers under such circumstances. In addition, the Commission notes Airlines PNG’s
observation of Air Niugini in relation to this matter and is of the view that there is merit
in these comments. In this regard, the Commission is of the view that the condition
proposed by Air Niugini would be bias and inconsistent with section 70 of the ICCC Act.

The Commission maintains that undertakings can only be given in relation to business
mergers and acquisition under the ICCC Act, and not restrictive trade practice application
such as the code share arrangement.

Further, Air Niugini expressed the view that the arrangement between Airlines PNG and
Pacific Blue is effectively a wet lease; and therefore if Airlines PNG has sufficient
financial substance and support, it could have leased the aircraft and entered into an
arrangement with Pacific Blue or other airlines.

As discussed, unless there are clear breaches of relevant provisions of the ICCC Act
which warrants action by the Commission, any other unjustifiable action by the
Commission would be intrusive and may result in a less competitive commercial
outcome. The Commission therefore considers the terms and conditions of the code share
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arrangement should be left to commercial negotiations between the parties concerned.

The Commission also notes concerns raised by Air Niugini of what it claims to be,
amongst others, potential price fixing between the parties. In response to this assertion at
the Conference, Airlines PNG stated that it denies any price fixing as asserted by Air
Niugini regarding the similarity of fares by APNG and Pacific Blue, of K499 on the
POM/BNE inaugural flight. It argued that the price offered by each party is independent
of any discussions. Code share partners, including competitors observe each other’s
behaviour in the market and determine their fares accordingly. APNG’s fare structure for
the different classes is quite different to that of Pacific Blue. It further argued that while
APNG’s fares may be similar to Pacific Blue’s in this particular instance, it strongly
denies any collusion to fix price. It submits that it would be happy to submit its price
range and fair classes to the Commission for consideration.

Pacific Blue stated that it categorically denies any price fixing as asserted by Air Niugini.
It submitted that the Virgin group strives to maintain its quality brand name and image
and ensure to continue to be a good corporate citizen. In all markets Virgin Blue operates
in, it ensures to abide by all relevant rules and regulations. In all discussions with Airlines
PNG, Pacific Blue has never at any time raised the issue of pricing (fares) on the route.
Pacific Blue operates a bucket of seat on its flights which have different conditions and
fares attached to them.

In view of this assertion, the Commission noted that Air Niugini would make a formal
complaint to the Commission in due course on this matter. The Commission maintains
that price fixing is a prohibited practice and would be prepared to look into the compliant
separately under the relevant provision of the ICCC Act.

5.6 Investment Promotion Authority (IPA) - IPA submits that in their view the code
share arrangement between Airlines PNG and Pacific Blue will be beneficial to the
public.

It further submitted when commenting on the Draft Determination that the proposed code
share would bring about enormous benefits to the travelling public and the freight
businesses. IPA expressed that the proposed code share meets the objective of providing
competition which brings about efficiency gains to itself and to the Air Niugini/Qantas
code share.

5.7 PNG Divers Association Inc. (PNGDA) - PNGDA submits that with the
proposed joint service operating to Port Moresby with little onward travel to other
regional ports; this would create problems due to the distinct lack of hotel
accommodation in Port Moresby.

It further states that the lack of accommodation capacity in Port Moresby is already
having a negative impact where hotels are now charging exorbitant rates for
accommodation. This is causing visitors to avoid traveling to PNG altogether, a situation
which will have devastatingly negative effects to any possible growth in tourism.
PNGDA states that PNG’s reputation, as an expensive destination is only reinforced by
unreasonably high rates being charged by hotels in Port Moresby. PNGDA would be
cautious about actively endorsing increased access to Port Moresby until the predicament
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of accommodation capacity is sufficiently addressed.

PNGDA also pointed out that given the current economic boom there appears to be
sufficient demand to substantiate an increase in the number of Australia/PNG flights. It
however stressed that increased competition should not occur at the expense of the
national carrier. It notes that possibly the most damaging consequence to PNG would be
the reduction of existing international and domestic Air Niugini services, a situation
which PNG can ill afford. It stated that a strong national carrier operating in a stable and
competitive environment is paramount to the continued development of tourism and
business in PNG.

PNGDA expressed that it welcomes the Airlines PNG/Pacific Blue Airlines code share
arrangement for the opportunity it presents of raising awareness of PNG as a destination
and offering more choices to the traveling public between Port Moresby and Brisbane. It
however urge that serious consideration be given to supporting the service with increased
same-day access to more domestic ports, so that opportunities for growth in tourism and
business nationally are encouraged

5.8 Airways Hotel (Airways) - Airways submitted that the Airways Hotel Group,
which includes hotels in Port Moresby, Alotau, Kimbe and the impending Kokopo
operation, is supportive of the proposal put forward by Airlines PNG and Pacific Blue to
replace the old aeroplane presently used by Airlines PNG with a new current model and
for both airlines to market the seats on this aircratft.

It stated that air travellers are an integral part of the hotel business. Airways sees
significant public benefits being achieved by having more frequent reliable air services
with a larger modern aircraft. The hotel group also see the interlining arrangements
mentioned in the proposal as being of significant benefit in providing a wider base of
travellers to and from PNG. It stated that this will generate economic growth and
employment.

Airways submitted that it cannot see any negative effects from the proposed arrangement
which will be effectively equivalent to the type of arrangement Air Niugini and Qantas
presently have with the additional benefit of using a modern aircraft.

5.9 PNG Chamber of Commerce and Industry (PNGCCI) — PNGCCI submitted
that its 14 Regional Chamber of Commerce and Industry in PNG consider a reliable, cost
efficient airline service is critical to core business operations and economic growth. The
current service levels are unsatisfactory and required drastic improvement as businesses
are suffering from an unsatisfactory airline service in all areas. It stated that all its
regional Chambers were strongly in favour of the code share.

In addition, PNGCCI submitted that the introduction of the code share agreement was
understood by all its members as a means of increasing the overall level of competition
and therefore it is expected that a new player in the market will improve the overall level
of service for the benefit of all consumers; and therefore believes that there would be
overwhelming support to allow the code share to operate.
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5.10 Institute of National Affairs (INA) - INA submitted that the agreement with
Airlines PNG and Virgin Blue will introduce another strong carrier onto the route
between Port Moresby and Brisbane which will heighten competition considerably
because of the increase in available seat capacity and competitive airfares. It adds that
this agreement will allow international services to expand and PNG will benefit from
increased competition.

INA submitted that it is in support of policies or agreements which lower the cost of
doing business in PNG and overseas. This creates a competitive environment for the
private sector.

511 Getaway Travel Agency (Getaway) - Getaway submitted that it welcomes
Pacific Blue to give the public more choice and hopefully a better service. It however
expressed concern that Pacific Blue’s fares are in AUD, and thus it would be difficult for
them to sell this in PNG Kina due to the constant fluctuation of the exchange rate.

It further stated that, in terms of payment, money is remitted via telegraphic transfer
which thus incurs bank fees. It states that the commission Pacific Blue offers is almost
half compared to what other airlines offer. Agencies in PNG are unlikely to push Pacific
Blue’s products unless this is required by customers. Getaway argued that with such low
commission, bank fees and exchange rate fluctuations, it is likely to end up doing a free
booking for the client or even at a loss if these factors are not in its favour.

Getaway further expressed concern that Pacific Blue has no office in PNG which would
otherwise attend to customer service. It argues that Getaway is likely to attract bad
publicity in the event customers miss connecting flights; they are unable to get refund or
accommodation.

5.12 Haren Travel Agencies (Haren) - Haren submitted that Travel
Agencies/Services welcome any new product that enters the country through airlines,
hoteliers, tour operators, cruise liners, etc.

It also stated that due to current financial constraints, the travelling public would applaud
the code sharing arrangement which provides an opportunity for tourism travel into PNG,
and also for leisure and holiday customers to travel overseas.

Haren commented that a wide range of fares and products associated with this code
sharing would definitely increase its sales figures thus provide it profit.

5.13 Pacific Blue

Pacific Blue commented on the Draft Determination that since its inception, the Virgin
Blue Group has been responsible for substantial growth in all markets segments it
operates, including the Australian and New Zealand domestic markets and regional
international markets. It submitted that the Virgin Blue Group have changed
fundamentally the behaviour of incumbent airlines; to their benefit and to the benefit of
consumers and thus the market.
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It argued that significant national economic benefits, particularly in the international
regions where it operates, have followed with increased employment and tourism
infrastructure investment in communities which have become increasingly dependent on
international tourism and efficient, competitive business travel. Pacific Blue submits that
it brings to the Australia - PNG market this culture, experience and expertise.

Pacific Blue contends that it is confident that the underlying potential of the PNG market
for future growth and development is significant and the support of the proposed code
share with Airlines PNG will go a long way to ensure that the positive changes it has
initiated elsewhere will occur also in the PNG economy.

6. The Market
For the purposes of the ICCC Act, the relevant market is defined under section 45(2) as:

*“...a reference to a market in the whole of Papua New Guinea for the goods and services
as well as other goods and services that, as a matter of fact and commercial common
sense, are substitutable for them, including imports™.

In its submission to the Commission, the applicant agreed with the Commission’s 2007
assessment of the Air Niugini code share application that there are three distinct segments
to the market which are the Australian Passenger Market, the Australian Freight Market
and the Asian Freight Market. It accepts that only the Australia PNG market is relevant to
the present code share agreement between Air Niugini and Qantas.

Airlines PNG also accepts and contends that in terms of the Australia PNG regular
passenger transport market, that the market is to be taken as a whole and that no further
distinction is required between distinct routes between the two countries.

In terms of its application to code share in the Australia PNG market, the applicant
contends that only the Passenger Market sub-set on the Australia PNG route is relevant
because the service is to be operated by a Boeing 737-800 narrow body aircraft. The
Boeing 737-800 is capable of carrying only a very limited amount of small parcel cargo
and the aircraft does not take containerised cargo like wide body aircraft such as the
Boeing 767 operated by Air Niugini. The same situation applies in respect to Airlines
PNG’s present B737-300 aircraft on the Brisbane Port Moresby route.

The Commission notes the applicants claim that only the passenger air transport services
between PNG and Australia is the relevant market for consideration. The Commission
also notes the applicant’s claim that since the Boeing 737-800 is a narrow body aircraft
and only carries limited lose freight; provision of freight is not a relevant market.

In light of these claims, the Commission notes that parties to the code share agreement
are Airlines PNG, Pacific Blue and Virgin Blue. The Commission notes that under the
terms of the code share, the parties will use a Boeing 737-800 aircraft which Pacific Blue
(Aust) Pty Limited will lease from its sister company - Pacific Blue Airlines (NZ)
Limited. The code share will be for a term of three years and Airlines PNG and Pacific
Blue will take hard blocks of seats on the aircraft and compete with each other. The
Commission understands that freight capacity on Virgin subsidiaries, including on the
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proposed code share service have been pre-sold to a freighting company called Toll
Freight by Virgin Blue.

The Commission understands that in contrast to passenger service, freight capacity on
airlines is often sold by the airlines themselves, or through freight forwarders as agents of
the airlines. Freight forwarders also sell some freight as principal in competition to the
airlines. The Commission acknowledges that there are varying freight sub-markets. It
however considers that there is little distinction between these sub-markets. These sub-
markets are a part of a larger market on the code share route, which is the freight service
between Australia and PNG - the Australian-PNG freight market.

For the purpose of this restrictive trade practice application, the Commission is of the
view that the proposed code share arrangement between the parties concerned relates to
air passenger and air freight service on the code share route between PNG and Australia.
The Commission accepts that there are two distinct product markets; air passenger and
freight service extended between PNG and Australia. The Commission considers these
markets as the Australian Air Freight Market and the Australian Air Passenger Market,
together defined as “the Australia-PNG Market”.

7. Effect of Competition in the Market

Airlines PNG argued that there are no anti-competitive effects and that the code share
arrangement would result in increased competition in a sustainable manner.

The public benefits of the code share arrangement far exceed any of the detrimental or
anti-competitive effects of the code share arrangement. The code share arrangement
provides a means by which Airlines PNG, presently a weaker competitor to Qantas and
Air Niugini, can strengthen its competitive performance and with Pacific Blue to provide
competition on an equal footing.

The applicant submitted that for the same reasons relating to the Commission’s approval
of the Qantas and Air Niugini Code Share Agreement, there is no risk of anti-competitive
conduct emerging between Airlines PNG and Pacific Blue as each will be locked in
competition with each other to market the hard blocks each is committed to and there is a
significant increase in capacity on the route.

It further submitted that the logic applied by the Commission in approving the existing
code share agreement between Qantas and Air Niugini holds true for the proposed code
share between Airlines PNG and Pacific Blue, with the added advantage that the
introduction of the second code share and the fourth additional carrier reinstates any loss
of competition in the market which might have arisen from the Commission’s prior
approval of the Air Niugini and Qantas code share. The benefits to the nation will be
substantial.

Airlines PNG asserted that the proposed code share arrangement with Pacific Blue will
have the following outcomes in the market:

= The frequency of services between Brisbane and Port Moresby will increase by
one additional flight per week;
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= Pacific Blue Airlines (Aust) Pty Limited (wet leasing from Pacific Blue Airlines
(NZ) Limited with backup aircraft from Virgin Blue Airlines Pty Limited);

= Pacific Blue Airlines (Aust) Pty Limited will be the operating carrier and Airlines
PNG will become a marketing carrier only, having the majority hard block on the
code share services;

= The Boeing 737-300 operating aircraft will be replaced by a Boeing 737-800;

= The increased seating capacity of the Boeing 737-800 and the increased frequency
means that seat availability will increase from the original Airlines PNG
availability of 390 seats in each direction per week to 720 seats in each direction
per week.

In assessing competition effects under the proposed code share arrangement, the
Commission considers that it is necessary to examine the nature of competition in the
relevant markets and the likely outcomes in the event the code share agreement is not
authorised by the Commission. Importantly, the outcomes of the proposed code share
arrangement cannot be presumed to be pro-competitive or anti-competitive. The
competition effects in the market must be assessed case by case.

As discussed, the impact of code sharing on competition will depend on the extent to
which the carriers operating on a code share basis compete with each other on the same
route, or use code sharing to connect their services. Where carriers are already operating
on the same route, and individually have relatively high market presence, code sharing is
most likely to reduce competition®.

The Commission previously noted the Australian Competition and Consumer
Commission (ACCC) and the Australian Productivity Commission’s arguments for and
against code sharing. The Commission considered then that the presence of code sharing
arrangements has the potential to significantly reduce competitive pricing pressures but
not as far as the significant reduction that would occur as a result of potentially a
complete withdrawal of competitive pressure. It further noted that code sharing
arrangements could potentially play an important part in the continued operation of the
domestic aviation market particularly on thin routes”.

The Commission considers that these earlier discussions are still valid and applicable to
the analysis of the competition effects of the Airlines PNG code share arrangement with
Pacific Blue in the relevant market.

The Commission considers that there are a number of important considerations that
warrant a closer examination of the proposed code share arrangement. Firstly, as
discussed, where carriers are already operating on the same route, and individually have
relatively high market presence, code sharing is most likely to reduce competition.

The Commission notes that, since 2005, Airlines of PNG has been operating services to
Cairns using a De Havilland Dash 8-100 series aircraft. The numbers of flights to Cairns
previously increased from five to seven, and recently to eight. In addition to these

* ICCC Determination of Air Niugini code share application, pp21-22
> Ibid
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scheduled services, there are some direct charters into PNG from Cairns which service
the major mining centres such as Lihir and Ok Tedi. These chartered services are
currently provided by Airlines of PNG and Fubilan Air Transport, respectively. The
proposed code share arrangement will not impact services on the Cairns-Port Moresby
route.

Airlines PNG commenced providing passenger and freight services on the Brisbane route
in late 2006 using a leased B737-200 series aircraft. Services on this route have increased
from twice to three times weekly. Airlines PNG proposes to increase its weekly Port
Moresby Brisbane services to four under the proposed code share arrangement using a
bigger aircraft, B737 — 800 series. The Commission understands that Pacific Blue
proposes to commence a fifth service between Australia and Papua New Guinea before
November 2009. Pacific Blue has been allocated sufficient capacity for five weekly
services on this route by the International Air Services Commission of Australia.

The Commission notes that currently Airlines PNG does not compete with Pacific Blue in
the market. The Commission also notes that there are currently three airlines competing
in the market. This includes Air Niugini, Qantas and Airlines PNG. The Commission is
aware that there are also other chartered passengers services on one or two of the code
share routes and therefore does not discount that there could be one or two additional
competitors in this market.

The Commission considers that the proposed code share is not between competing
carriers and therefore will not affect the number of operating carriers. Airlines PNG is an
existing player, whilst Pacific Blue is a new competitor; neither party has a high market
presence. The Commission notes that Air Niugini and Qantas are the main players in the
market under the Renewed Code share Agreement approved by the Commission in 2007.
The Commission notes the proposed code share arrangement will result in Pacific Blue
replacing Airlines PNG as the operating carrier. Airlines PNG will participate together
with Pacific Blue as marketing and operating carriers, respectively. Consequently, the
proposed code share arrangement will increase the number of competing carriers from
three to four; these include Air Niugini, Qantas, Airlines PNG and Pacific Blue.

The Commission notes that the code share arrangement provides Pacific Blue the means
to deploy its leased B737-800 aircraft to test the Australia-PNG market as a potential
route to establish its passenger and freight services in the long run should this becomes
commercially viable. As discussed in the Air Niugini code share determination, such
opportunity can be an important precursor for development of more vigorous competition
when carriers operate services in their own right. The arrangement therefore enables
Pacific Blue to enter the market as an operating carrier.

Second, as discussed, the Commission is of the view that the presence of code sharing
arrangements has the potential to significantly reduce competitive pricing pressures but
not as far as the significant reduction that would occur as a result of potentially a
complete withdrawal of competitive pressure.

The Commission considers that Airlines PNG’s proposed code share arrangement with
Pacific Blue will instead result in additional fares offered by Pacific Blue and therefore a
significant increase in price competition between the code share partners, including Air
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Niugini and Qantas. The code share arrangement would result in wide range of fares and
fare types, especially in the economy class for VFR, holiday passengers and tourists
between the four carriers competing in the market.

As discussed in the Air Niugini code share determination, the Commission noted marked
improvement in the competition landscape with significant reduction in revenue yields
for Air Niugini and for Qantas to a lesser extent, with the introduction of Airlines of PNG
on the Cairns/Port Moresby route in late 2005 and later the Brisbane/Port Moresby route
in late 2006. Airfares have fallen mainly in the economy class. There was some evidence
that airfares for business class have slightly dropped, mainly for Air Niugini rather than
Qantas. The Commission also observed the entry of Airlines of PNG albeit a small
competitor is able to exert some competitive pressure in the market which has resulted in
the airlines offering a wide range of fares and fare types in the economy class. These
outcomes so far indicate an improvement in the level of services over the last few years
due to increased, but viable competition.

The Commission considers that under the proposed code share arrangement, there will be
further downward pressure on fares, especially in the economy class as leisure passengers
take advantage of these fares. The Commission also considers that the code share
arrangement will result in the introduction of a bigger narrow body aircraft on the
Brisbane-Port Moresby route; and therefore capacity and competing freight rates on the
route. The Commission is of the view that there would be further improvements in the
market with the introduction of the proposed code share between Airlines PNG and
Pacific Blue.

Third, the Commission considers that it is necessary to study the details of the proposed
code share arrangement and ascertain whether this limits competition between the code
share partners and thus competition in the market.

Looking at this issue in more detail, the Commission notes that under this arrangement,
the parties are allocated a fixed number of seats to sell only on a hard block basis, the cost
of which varies with the cost of monthly fuel price movement and currency exchange
rates. The cost of the seats can be negotiated at the end of each year over the three years
term of the code share arrangement. Each party assumes the cost of the unsold seats, if
they do not sell their full complement of hard block allocation.

The Commission considers the seat allocation provides an incentive to Airlines PNG to
competitively price its seats, as it must sell sufficient seats in order to cover the seat block
charge it pays to Pacific Blue. The Commission also considers that since the seat
allocation is fixed, and does not vary with the demand pattern of scheduled flights, the
seat allocation is not bias where often, this can be negotiated to ensure that the supply of
a partner’s block allocation matches the demand variations on the route on different days
of the week.

In this regard, the Commission notes that Airlines PNG holds most number of seats
compared to Pacific Blue. The Commission attributes the block allocation mainly to the
code share partners’ decision to share the commercial risk where Airlines PNG assumes a
greater risk than Pacific Blue due to its existing operations and thus market share on the
route. The Commission notes that Airlines PNG is therefore likely to be under more
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pressure to price competitively to sell its seats than Pacific Blue due to more seats
allocated to it under the block arrangement.

Further, the Commission considers that by varying the charge paid by Airlines PNG
based on monthly fuel price movement and currency exchange rates; the arrangement
ensures Airlines PNG pay for the block allocation in line with monthly movements of the
contributing seat cost factors, thereby allowing it to pay a cost that is reflective of the
charge for the seats. The Commission is of the view that this outcome ensures Pacific
Blue recoup its costs; whilst at the same time enables both carriers to price competitively.
Importantly, the Commission is of the view that the arrangement would ensure that air
fares are reflective of the associated costs faced by both airlines in providing the code
share service to the public.

The Commission notes that both Airlines PNG and Pacific Blue will independently sell
and market their fares on the code share service. Each carrier will set its own prices;
determine its own fare classes and rules; operate its own independent yield management
systems and; sell its products through its respective independent sales networks.

In regard to freight, apart from a slight increase in capacity from 2, 500 kilograms to
3,000 kilograms, there will not be any significant change. The Commission understands
that Virgin will pre-sell all the freight capacity on the B737-800 aircraft to Toll Air
Express as the general sales agent for Pacific Blue for the Brisbane — Port Moresby
service. Toll Air Express through its associated company Toll Dnata will act as the cargo
terminal operator. The freight capacity will be offered to IATA certified freight
forwarders on IATA terms.

The Commission notes that the number of carriers providing freight services in the
market will not change under the proposed code share arrangement. Although the code
share will result in additional freight capacity, this is limited to lose freight between PNG
and Australia and will continue to be subject to competition from Air Niugini, Qantas and
adhoc freight services by Hevilift. The Commission notes that freight forwarders will
continue and be able to consign and lodge freight on the code share service with Toll.
Apart from the renewed code share between Air Niugini and Qantas, the Commission
understands that Air Niugini operates three B737-300, five B767, two B757 and two
Embraer 190 services between Brisbane and Port Moresby, with two services to Sydney
on the Brisbane route using the B757 aircraft. These consist of a mixture of containerised
and palletised (loose) freight services. Air Niugini clarified that the B737-300 services
was exclusively for freight services for a temporary period only.

Notwithstanding this, the Commission considers that Air Niugini and Qantas still hold a
large share of the freight market.

The Commission notes that whilst the code share arrangement would increase
competition in regards to passenger services, competition in the freight market will not
change. The Commission considers that the freight market will be more competitive if the
freight capacity on the code share service is allocated on a similar basis as passenger
service, and or if Pacific Blue introduces its own service onto the route.

In addition, the Commission is mindful that code sharing has the potential to mislead
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consumers in a number of ways. This concern is appropriately summarised by the Bureau
of Transport and Communications Economics of Australia. A consumer may feel misled
if an airline or travel agent does not indicate at the time of booking that a different airline
will be operating all or part of a service under the booking airline’s code and number.

The decision to book a seat on a particular flight will often be affected by the consumer’s
perceptions of non-price factors such as safety, on-board service, reliability or aircraft
type. Since it is difficult for a consumer to obtain detailed information on these non-price
factors for multiple airlines, the identities of the airlines operating flights will often be
used as an indicator of these factors. Thus, if the consumer is unaware that another airline
with potentially different characteristics will operate the flight, he or she will select the
flight using inadequate information and potentially make a sub-optimal choice. While the
consumer may be able to rely on the airline issuing the ticket to choose code share
partners with similar service quality in some cases, there will also be situations where the
partner has significantly different characteristics.

The potential lack of consumer transparency with code share arrangements becomes
particularly significant when airlines base their marketing on characteristics such as a
high level of safety, superior on-board service or a specific aircraft. When these
undertakings are not adequately discharged by a partner airline which has lower standards
than the airline which issued the ticket, consumers will feel deceived if they were
unaware at the time of booking of the carrier operating the service. While such
inconvenience may also occur with an interline service, potential problems may be less
apparent to the intending passenger at the time of booking a seat on a code share service.

The Commission considers that consumers would make informed decision if they are
better informed and aware of competing choices available in the market.

Overall, the Commission considers that the proposed code share arrangement provides a
competitive outcome where the code share partners hard block allocation is large and
uniform over the term of the code share arrangement. A competitive feature of the
proposed code share arrangement between Airlines PNG and Pacific Blue is the absence
of soft block allocation option. The Commission also notes that competition in the freight
market will remain and considers that this is likely to improve as a slightly bigger and
faster jet operates on the route.

8. Public Benefits
This section summarises Airlines PNG’s public benefit claims that would result, or would
be likely to result under its code share arrangement with Pacific Blue. The Commission’s

analysis with respect to each of these public benefits is also set out hereunder.

8.1 Stronger Competitive Response to the Qantas/Air Niugini Code Share

Airlines PNG submitted that due to Qantas’ more expansive route structure, including
both Air Niugini and Qantas greater route frequency, they have been able to provide
passengers with choices which Airlines PNG has not been able to effectively match.
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It assert that the proposed code share will ensure an additional frequency, and allow
Airlines PNG to add Australian domestic destinations and Pacific Blue to add PNG
domestic destinations through the interline aspects, thereby providing a more effective
competitive response to Qantas and Air Niugini. Interlining will be introduced as soon as
practical on some route sectors and elsewhere as technology permits. This is beneficial to
the public because it has the effect to significantly neutralise any anti-competitive
features which exist under the existing Air Niugini/Qantas Code Share Agreement.

The Commission notes that Air Niugini and Qantas remain the largest carriers in the
market. Air Niugini has recently introduced additional capacity as a result of its re-
fleeting program where there have been a number of small to medium aircraft, including
additional frequency introduced onto the route. The Commission notes that these
developments were aimed at addressing the availability of redundancy aircraft for Air
Niugini’s international services and to cater for the increase in traffic.

Further, the Commission notes that the recent past increase in crude prices has affected
the global aviation industry. In response to these price hikes, whilst the Commission is
aware of decision by Air Niugini to increase its fuel surcharges, in the absence of
contrary information, the same cannot be said for Airlines PNG.

The Commission considers that on a thin route such as the Australia-PNG market, the
combined market share of Air Niugini and Qantas, including poor infrastructure and
security issues can be a potential barrier to entry for potential entrants to operate on their
own. Also, carriers with limited financial backing and resources would have difficulty in
sustaining their operation in the long-term under such circumstances.

The Commission notes that since its operation in the market, Airlines PNG has been able
to price competitively in the market and gradually grow its market share. The
Commission notes that this has resulted in improvement in the competition dynamics in
the market. The Commission considers that the commencement of Airlines PNG has
benefited the public in terms of alternative carrier, in-flight service, frequency and fares.

The Commission considers that whilst a stronger competitive response by Airlines PNG
could result in some private benefits in terms of profitability, there is likely to be a
number of resultant public benefits in the market as discussed above.

8.2 Newer and More Efficient Operating Aircraft / Lower Seat Cost of Operations;
Reduced CO, Emissions; and Increased Services

The applicant advanced the argument that the risk sharing inherent in the code share
arrangements proposed by Pacific Blue and Airlines PNG allow the very latest high
efficiency Boeing 737-800 aircraft to be brought onto the Port Moresby Brisbane route
for the first time. These aircraft carry 180 passengers and whilst having a high capital
cost, deliver a much lower seat/mile cost than older aircraft such as the B737-300 or the
Boeing 767-300 aircraft.

The arrangement Airlines PNG and Pacific Blue have been able to negotiate allow
Airlines PNG the benefit of these cost efficiencies. The hard block arrangement allows

Iccc Determination — Airlines PNG Code share Application 27



Airlines PNG to sell its seats at a margin over this predetermined cost of operations and
passengers will benefit through the lower costs. Airlines PNG also believes that it will be
able to make its Brisbane services viable under this arrangement and stop the process of
having to cross-subsidise the Brisbane service from its other more profitable routes.

The Commission notes the prospect of Airlines PNG’s long-term sustainability on the
Brisbane/Port Moresby sector has been impacted as a result of its low frequency, the
recent past increase in cost of aviation fuel, and the lack of scope to introduce synergies
to realise cost savings. The Commission also notes that Airlines PNG is proposing to
address these challenges through a code sharing arrangement with Pacific Blue.

The Commission considers the code share arrangement would result in the deployment of
a bigger modern narrow body jet that has a much lower seat/mile cost, low noise and
carbon dioxide emission. The Commission considers that the arrangement would
potentially provide public benefit to consumers in terms of lower fares and pollution to
the environment which is gradually becoming a global concern. PNG is a signatory to the
Kyoto Protocol and has recently become a strong advocate of carbon trading schemes.
Any measure by PNG to reduce its carbon footprint and/or advocate the use of
environmental friendly goods and services would be seen as a benefit to the public in the
long run.

In addition, the code share would allow Airlines PNG to increase its weekly flights from
three to four, allow Airlines PNG passengers to participate in Virgin’s Velocity frequent
flyer program on and from the launch of the Airlines PNG program in the first quarter
2009; and provide for both carriers to interline their services thereby allowing travelers
the convenience of connecting flights and baggage handling. The arrangement would also
enable a choice of in-flight service operated by Pacific Blue.

The Commission notes that whilst the code share arrangement would increase the level of
service in the market and thereby result in a benefit to the public, these benefits would be
greatly enhance if Pacific Blue enters the market and competes with Airlines PNG, Air
Niugini and Qantas. The Commission however, notes that both Airlines PNG and Pacific
Blue faced complementing challenges, of which the code share provides an opportunity
for these to be addressed.

8.3 Improved Travel Services for Business and Tourism

In support of its application, Airlines PNG submitted that the B737-800 aircraft will be
more reliable than the older operating equipment. Passengers will also have the benefit of
Virgin’s reliable on time operating efficiency. The addition of reliable on time services
will reduce the cost of delays and distress to business, passengers and tourism.

It further submitted that Pacific Blue’s inclusion as a leisure carrier will boost tourism
and that in turn will have multiplier effects on business growth generally. The provisions
for interlining by both Pacific Blue and Airlines PNG over each other’s routes will enable
passengers more integrated passenger services and greater reach for their respective route
networks. Reliability and increased route network deliver significant public benefits.
These benefits have not been available with the prior Airlines PNG services and would
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not be available if the code share arrangement does not go ahead due to the likelihood
that Pacific Blue would not start services in its own right.

The Commission noted TPA’s 2007 submission to the Commission® that international
airfares to PNG are higher than for our competitor tourism destinations, which constrains
demand and hence growth of the sector. The Commission notes that the same concern
was expressed in its submission on the Airlines PNG proposed code share arrangement.
For the reasons discussed throughout this determination the Commission considers that
the proposed code share arrangement will enhance competition in the market for tourism
products. The Commission considers that this would potentially translate into improved
services such as timeliness of schedule flights and flight connects for destination beyond
Port Moresby. The traveling public, tourists and businesses in PNG’s regional ports will
benefit as the code share partners interline their international services with connecting
local flights. This would result in a benefit to the public in terms of expanding PNG’s
tourism market and commerce in regional PNG.

The Commission also notes that there are equal arguments in support of the code share
claiming that the increase frequencies and price competition will stimulate demand for air
transport services and thus growth in sectors such as tourism. These are strong public
benefits which could be potentially lost. The Commission considers that whilst some of
these resultant public benefits would be captured if Pacific Blue elects to introduce its
own service onto the route, there is a strong likelihood that others will be lost because the
entry of Pacific Blue is more likely to result in the demise of Airlines PNG, at least on its
international routes in the face of increased competition. Airlines PNG does not have the
financial resources and backing currently enjoyed by Pacific Blue, Air Niugini and
Qantas.

The Commission considers that if Pacific Blue enters the market on its own, it is likely to
concentrate only on the Brisbane-Port Moresby international route and therefore the
public benefit that would otherwise be enjoyed by regional PNG currently provided by
Airlines PNG would be lost including the impending interlining arrangement. This
scenario would result in a less competitive market outcome.

8.4 Additional Training and Development Opportunities

Airlines PNG assert that there are no Licensed Aircraft Maintenance Engineers with
B737 certifications presently in PNG. For the existing Airlines PNG services utilising
the Nauru Air Corporation wet leased aircraft, a licensed Australian engineer travels to
Port Moresby with the aircraft on each flight.

Airlines PNG is the only entity in PNG which holds an Australian CAR30 maintenance
authority from the Civil Aviation Safety Authority of Australia entitling it to do
maintenance work on Australian Registered Aircraft.

It further assert that there will be additional training benefits in PNG because Airlines
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PNG will ultimately need to provide B737 endorsed engineers on the ground to ensure
that any urgent line maintenance work required to be performed whilst the Virgin
operating aircraft is on the ground in Port Moresby is properly certified. The training,
skills and certifications necessary to do line maintenance work on the Boeing 737-800
Next Generation jet is an important up-skilling event because these aircraft have
electronic control systems with “‘glass cockpits. Presently no operator in PNG undertakes
maintenance of any type on such modern or advanced aircraft.

In the absence of contrary information, the Commission notes that Airlines PNG holds an
Australian CAR30 maintenance authority from the Civil Aviation Safety Authority
(CASA) of Australia. The Commission notes that this certification allows Airlines PNG
to undertake engineering maintenance work on registered Australian aircrafts that fall
within the specification of the CASA license.

The Commission considers that training of national aviation engineers to attain the
necessary skills and qualification to be able to handle B737 aircraft maintenance is an
integral part of skill development in the PNG aviation industry; and thus considers this is
a potential public benefit. This benefit, while real, should not be overstated because most
maintenance on the code share aircraft will be undertaken at Virgin’s main base in
Brisbane. The Commission however notes concern expressed by Air Niugini that the
proposed code share will lessen employment and training opportunities for Papua New
Guineans. The Commission considers that under the proposed code share where Pacific
Blue (NZ) Limited would be the operating carrier, Airlines PNG may lay off some staff
(e.g. Flight attendants) unless they are absorbed into other areas within the organization.
However, the number of Airlines PNG staff affected may be negligible, since the new
services will be more frequent than the current Brisbane flights on an aircraft which is
currently wet leased from Our (formerly Air Nauru) Airline, using Our Airline staff.
Thus, the Commission considers that while the proposed code share arrangement could
potentially limit employment and training opportunities of existing staff, Air Nuigini’s
claims to this effect are probably overstated. The Commission also considers that a viable
Airlines PNG would ensure continue employment of staff with potential for increased
employment and training opportunities.

8.5 Contribution to Government Revenues

Airlines PNG argued that the increased passenger numbers will increase the revenue
earned by the PNG government and the Civil Aviation Authority in passenger taxes.
More travelers coming to PNG will increase the amount of GST revenue earned by the
Government from spending on hotels, meals and entertainment in PNG by the additional
visitors. There will also be multiplier effects from additional economic growth. Each of
the foregoing items will ensure that further public funds are available for investment in
public infrastructure and welfare.

The Commission considers that unless there is an overall increase in passenger traffic in
the market, the increase in passengers transported by Airlines may not necessary lead to
increased revenue earned by Government as this could be attributed to movement of
current passenger numbers between the competing carriers.

In the medium to long- term, the Commission would accept that as traffic picks up,
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aviation taxes to Government would increase. The Commission considers this outcome as
likely considering that the code share service is aimed at stimulating growth in the market
with respect to VFR, holiday and tourism related travel where there is potential for
growth. The Commission also considers that although business travellers are less
particular about fares because of the need to travel to work, they would opt to fly on the
proposed code share service to experience the service first hand. Therefore if the code
share service appeals to them, this would potentially lead to increase taxes to Government
as business related travel picks up.

In addition, the Commission also considers that continued provision of passenger and
freight to Australia by Airlines PNG, indirectly contributes to foreign exchange earnings
and inevitably economic growth and development. The Commission notes that these
benefits have been realised in the past by Airlines PNG in the absence a code share
arrangement; however, for the reasons discussed throughout this determination, these
public benefits would be potentially enhance and/or lost.

9. Summary and Conclusion

The Australia — Papua New Guinea air services arrangements permit the multiple
designations of airlines by both parties to the arrangements’. The Commission
understands that following the recent allocation of 900 seats of passenger capacity to
Pacific Blue by the 1ASC, there are currently 1084 seats of passenger capacity in each
direction available to Australian carriers.

The Commission notes that Air Niugini in code share with Qantas holds the largest part
of the Australia/PNG market share. The market share data for 2006 indicates that Air
Niugini has 59% of the market share, Qantas with 23%, Airlines of PNG with 12% and
the remaining 6% of the market share classified under others®. The Commission considers
that this data has since changed, however, given that Air Niugini has recently introduced
new fleet of aircraft and frequency on the Brisbane — Port Moresby route, the
Commission is of the view that Air Niugini and Qantas remain the dominant operators in
the market.

Both carriers are subject to competition from Airlines PNG which operates daily flights
on the Port Moresby/Cairns route using a Dash 8 turbo prop aircraft and three days per
week on the Port Moresby/Brisbane Route using a wet leased Boeing 737-300 aircraft.

The Commission notes that under the proposed code share arrangement between Airlines
PNG and Pacific Blue, the carriers will provide RPT services with focus on VFR and
holiday travellers. The Commission considers that the introduction of this service would
stimulate demand for leisure travel and thus benefit the VFR, holiday travellers and
tourist who are price sensitive to airfares. The Commission is of the view that this
outcome is likely to result in growth in the market because of the unique characteristic of
the Australia-PNG market where travel between PNG and Australia is mainly related to
business followed by a small proportion of holiday traffic. Therefore, any growth in the
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market in the short to medium-term would be largely attributed to holiday or
discretionary travellers taking advantage of lower economy fares. The Commission notes
that the proposed code share between Airlines PNG and Pacific Blue presents this
opportunity.

Moreover, the Commission understands that Virgin maintains an extensive airline loyal
scheme called Velocity frequent flyer program, including with its partner airlines. This
provides it with links to many airline and other partners as part of that program. The code
share with Airlines PNG will enable PNG travellers to earn and burn loyalty points on
both marketing carrier flights, including on Virgins Velocity partner airlines (Emirates,
Malaysian and United Airlines) services.

The Commission notes that the arrangement will for the first time allow consumers to
experience in-flight service provided by Pacific Blue in the Australia-PNG market. In
addition, the arrangement would enable both carriers to interline their service which
involves the transfers of passengers on the code share services with other Airlines
PNG/Virgin domestic services at an intermediate point between the origin and destination
points, with a change in airline designator code. The Commission considers that this will
enable Airlines PNG to establish its presence beyond Australia and also market PNG as a
tourism destination.

Further, the Commission considers that the code share between Airlines PNG and Pacific
Blue will provide Airlines PNG with a greater ‘leverage’ response to the Air
Niugini/Qantas code share arrangement. In particular it provides access to Virgin
Velocity programme, Virgin’s in-flight service and the interlining arrangement. The
proposed code share will result in a considerably larger aircraft been introduced onto the
Brisbane-Port Moresby route. The Commission notes that this will lead to an increase in
seat and freight capacity and frequency of flight, therefore resulting in greater choice of
carrier and airfares. This will benefit and provide the travelling public with greater choice
of air transport service.

The Commission considers the code share arrangement will enhance competition in the
PNG air transport industry. In addition, the Commission also considers that competition
provided by Airlines PNG is important to providing stability and growth in the industry.

The Commission also considers that the proposed code share arrangement between
Airlines PNG and Pacific Blue allows for greater competition between the code share
partners including strengthening the parties’ ability to provide some competitive restraint
to Air Niugini and Qantas in regards to fares in the market.

In addition, the Commission notes the assertion by the applicant that the code share
arrangement has arisen as a result of Airlines PNG’s necessity to:

¢ Rapidly stem the continuing losses Airlines PNG has sustained since 2006 on
the route;

e Strengthen its Competitive Response to the Air Niugini-Qantas Joint Code
share operations;

e Improved services to Passengers on PNG /Australia Routes; and

e Ensure the viability of the Port Moresby Brisbane Route
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In addition to these factors, the Commission also notes the applicant’s argument that
Virgin has surplus capacity in Australia. Due to economic contraction and increased fuel
costs it seeks to redeploy aircraft outside Australia to address these challenges. The
parties have recognised that by bringing their different needs together, the proposed code
share arrangement will allow sustainable operations which strengthen Airlines PNG’s
existing competitive response to the Qantas/Air Niugini operated services and also
provide an opportunity to ensure its services remain sustainable and profitable.

The Commission notes these assertions and does not discount that Airlines PNG has
sustained cumulative losses amounting to millions of Kina since the inception of its
Brisbane services, of which the increased fuel costs in the recent past has further affected
its profitability. Similar scenarios have been experienced around the world, including
domestically as a result of escalating crude prices.

In this regard, the Commission notes Air Niugini’s comment that the Commission must
seriously consider the losses experienced by airlines due to increase cost and lack of
volume and thus the potential threat of bankruptcy. The Commission acknowledges these
comments and considers that each case would have to be assessed on its own merit.

The Commission considers that Airlines PNG’s code sharing with Pacific Blue would
need to have the effect of increasing traffic and thus revenue. In this regard, the
Commission notes that the code share arrangement enables Airlines PNG to have access
to synergies that it would otherwise be unable to access. For example, the interlining
arrangement with Pacific Blue allows it to transport customers to destinations beyond
Port Moreshy thereby allowing the customers to catch connecting flights with greater
flexibility. This would assist Airlines PNG capture tourism dollars and benefit consumers
as the code share service allows for better coordination of schedule flights and transfers
and baggage check-in through to the final destination.

The Commission also considers that the code share arrangement allows Airlines PNG
continuity; eligibility for its customers to earn Virgin Velocity flyer points and the usage
of a modern low cost aircraft which would provide customers with the choice of
alternative in-flight service. The arrangement would also lower its operational cost and
thereby assist its profitability over time.

The Commission is of the view that this outcome is likely to strengthen Airlines PNG’s
operations and in code share with Pacific Blue, Airlines PNG will be able to increase its
frequency, build its market share, realise better yields, sustain its operations and better
compete with Air Niugini and Qantas in the market.

The Commission also notes that in addition, the code share partners, through Virgin aim
to provide consistency and reliability of scheduled flights and performance. The
Commission further notes that the B737-800 code share aircraft produces less noise and
carbon dioxide. The Commission considers these potential outcomes will be likely to
improve services and thus result in a benefit to the public.

In addition, the Commission notes comments put forward by Pacific Blue that if the code
share is not approved by the Commission, Pacific Blue will enter the market regardless in
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its own right as it is entitled to under the PNG-Australia Air Services Agreement. In the
event Pacific Blue elects to enter the PNG/Australia market without code sharing, this
would be detrimental for the domestic PNG airlines - it could result in the demise of
Airlines PNG on the Brisbane - Port Moresby route and place Air Niugini under
considerable commercial pressure. Such an outcome is not in the best interests of itself or
Airlines PNG and/or Air Niugini and the consumers, competition and the economy and
for Virgin as a good corporate citizen, and the relationship with Australia and PNG. The
decision therefore to enter the PNG market has been carefully considered so as to
minimise any negative outcome that may lead to a lesser competitive outcome.

In view of these comments, the Commission notes that there is ample capacity under the
PNG-Australia Air Services Agreement for additional carriers to enter the market and
does not discount Pacific Blue’s possible entry. The Commission also notes that barriers
to entry are not excessively high for potential carriers to enter the market. The
Commission is of the view that the entry of Pacific Blue as an additional carrier signals
that the market is contestable and that barrier to entry are not excessively high.

As discussed in the Air Niugini code share determination, PNG has an open sky policy
and the issuance of licences by the appropriate authorities embraces competition in the
airlines industry. The Commission however understands informally that structural issues
such as infrastructure and security, including route profitability, to a greater extent, deters
additional carriers from seriously considering operating services to and from PNG. The
Commission considers that the code share arrangement facilitates a new entrant into the
market by reducing the cost and risk that Pacific Blue would otherwise incur. The
Commission also considers that consumers would benefit if this cost savings are passed
onto them in the form of lower fares compared to the existing fares.

In addition, the Commission is of the view that by code sharing with Pacific Blue, the
arrangement would improve the position of Airlines PNG as a small player in the market
relative to existing carriers on the route and therefore promote competition.

The Commission is of the view that the potential resultant outcomes discussed throughout
this determination are likely to materialise if authorisation is granted. In particular the
Commission notes the proposed code share arrangement would result in the deployment
of a modern narrow body jet and thus capacity onto the route. The Commission considers
that this plus additional frequency introduced onto the route would lead to increased price
competition between the carriers as they compete for market share. In order to increase
sales, the airlines would need to offer competitive fares and fare types including specials
and/or discounts to the travelling public. The code share arrangement would not affect the
number of existing carriers in the market. It will instead introduce an additional carrier on
to the route whilst ensuring continued stability to the PNG airline industry, particularly
for rural PNG. The Commission considers that a stable and growing PNG airlines
industry is a development precursor to developing and marketing the PNG tourism
industry, especially under the circumstances where the code share services targets the
VRF, holiday and tourist travellers.

The Commission is of the view that the reduction in airfares provided by increased
competition will be likely to stimulate growth in the market in the long-run. This likely
outcome is consistent with the Commission earlier observation in the Air Niugini/Qantas
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code share determination discussed above. The Commission considers that the proposed
code share will also aid Airlines PNG compete against Air Niugini and Qantas and
inevitably lead to improved services.

Similarly, the Commission considers that the potential resultant benefits discussed
throughout this determination are likely to be lost if authorisation is not granted. In
particular the Commission notes that Airlines PNG is likely to scale down its operations
or exit the market in the long run due to its limited financial backing and resources. This
outcome would greatly affect the ability of the Government to provide services to the
rural communities which are currently served by Airlines PNG. In this regard, the
Commission notes the Government’s view for competition in the aviation industry
expressed by the Department of Treasury and also by the Deputy Prime Minister when
addressing guests at the arrival of Pacific Blue’s inaugural flight reverently in Port
Moreshy.

The Commission considers that should Airlines PNG scale down its operations or exit the
market, this would result in a reduction in competition and the public benefit that is
currently enjoyed by the populace in rural PNG where Airlines PNG operates its services
to and from. This outcome would see a fundamental re-alignment of the market where
the incumbent carriers, Air Niugini and Qantas are likely to compete with Pacific Blue.

As discussed, the resultant effect would be a drop in air fares and freight rates as Air
Niugini, Qantas and Pacific Blue compete for market share. This would result in a benefit
to the consumers and business in the main centres such as Port Moresby. This outcome
however, is to the detriment of rural PNG where often air service is the only means of
transportation and access to goods and services.

The Commission is of the view that the re-alignment of the market where Pacific Blue
has the opportunity to acquire/lease Airlines PNG’s ground facility and commence its
Brisbane operations on its own, could lead to a less competitive outcome overall. The
Commission considers this as a likely outcome because of the high yields on the
Australia-PNG route’. The Commission does not discount the resultant public benefits
associated with Pacific Blue’s entry into the market; however, it considers that this will
lead to a less competitive outcome in terms of the number of available carriers, limited
choice of fares and frequency of flight and disruption of domestic services to rural PNG.

The Commission considers that a possible outcome is that Airlines PNG could elect to
use a smaller suitable aircraft on this route, increase its frequency, and adopt innovative
marketing tools and maintain its aviation fuel hedging exercise. The Commission
considers that these measures may result in it fully utilising its aircraft capacity and thus
realise profitability on the route. This outcome will however hold if crude prices and
other costs do not soar beyond the carrier’s ability to manage these costs, including its
ability to sustain and subsidise the Brisbane service using its Cairns and domestic
operations.
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In hindsight, the Commission notes the potential RPT and charter services associated
with the impending PNG LNG Project and consider that this would spur additional traffic
and demand for air transport services between PNG and Australia. The PNG LNG Project
will have a significant multiplier effect in the economy and thus stimulate business across
a cross section of industries, including airlines. Under these circumstances, Airlines PNG
is likely to sustain its operation and grow its business by using an appropriate aircraft
similar to or bigger than the B737 aircraft.

The Commission also notes the public benefits claims of the applicant and considers that
the sustainability of Airlines PNG’s facilitated by the proposed code share arrangements
is not in itself a public benefit, but rather a private benefit to itself. However, the
Commission considers that the things which Airlines PNG can do as a result of remaining
profitable and being in service can constitute benefits to the public as discussed above.

Further, the Commission notes Air Niugini’s concern relating to the long-term
sustainability of the Airlines PNG/Pacific Blue code share arrangement and the likelihood
of the loss of the resultant public benefits. Consistent with the authorisation process under
section 70 of the ICCC Act, the Commission considers that its oversight of the code share
application is limited to assessing only the competition issues and public benefit relating
to the structure of the proposed arrangement in the market.

10. Decision

In assessing the public benefits that would arise from the proposed code share
arrangement, in particular Airlines PNG’s long-term sustainability and the continuation
of its current Brisbane services and the resultant current and potential public benefits,
along with the scenarios of the likely outcomes in the event the code share is not
approved, the Commission notes and gives weight to Government’s and various other
industry stakeholders, especially key stakeholders comments supporting the proposed
code share to ensure greater competition and continued stability in the industry and its
flow on effects onto the PNG economy.

Taking into account the above analysis, the Commission is satisfied that the proposed
code share arrangement by Airlines PNG and Pacific Blue will result, or will be likely to
result, in such a positive benefit to the public that it should be permitted for three years as
agreed between the parties unless a situation arises which warrants a review of the
authorisation.

As part of this determination, the Commission imposes the following conditions in order
to reduce any potential anti-competitive effects which may arise from the code share
arrangement, in order to maximise public benefits and aid transparency.

(@  Airlines PNG must price and sell its code share service independently of Pacific
Blue;

(b)  Airlines PNG must not share or pool its code share revenue with Pacific Blue;
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