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Preface

his report was prepared as part of the output of the Asian Development

Bank (ADB) regional technical assistance project (TA 6166 REG):

Pacific Regional Transport Analysis. The goal of the project is to
enhance economic development in Pacific developing member countries
of ADB by improving the efficiency and effectiveness of Pacific transport
services. 'To achieve this, the report is expected to contribute to the reform of
public sector operations and policies in the transport sector, and to increased
private sector participation in transport service provision. Such reform and
participation will reduce the costs of trade and commerce and consumer
goods, increase employment, and reduce poverty.

The report is published in three volumes. Volume 1 is the Oceanic
Voyages: Executive Summary, which presents a summary of the findings and
recommendations included in Volumes 2 and 3. Volume 2 presents Oceanic
Voyages: Aviation in the Pacific Region, the full report of the results of detailed
study and analysis of the Pacific aviation sector, including case studies of
selected Pacific developing member countries of ADB. Volume 3 presents
Oceanic Voyages: Shipping in the Pacific Region, the full report of the results of
detailed study and analysis of the Pacific shipping sector, including case
studies of selected Pacific developing member countries of ADB. Each
sector volume examines international and regional trends, and regional
characteristics and components, influencing sector development. Strategy
and policy options available to Pacific island governments to facilitate change
are assessed. Specific recommendations are provided for appropriate policies
and strategies for the improvement of sector efficiency and effectiveness.

Robert Guild directed the analyses and managed the regional technical
assistance project on behalf of ADB. The Centre for Asia Pacific Aviation
prepared the base reports for Volume 2. Meyrick and Associates prepared
the base reports for Volume 3.



Foreword

istorically, the people of the Pacific islands were legendary voyagers.

They had to be - living in archipelagic environments separated by vast

expanses of ocean required them to be expert navigators and sailors to
undertake trade, exploration, and social contacts. L.ong before modern charts,
instruments, or vessels made long distance travel commonplace, Pacific people
regularly traveled between thousands of islands and across millions of square
kilometers of open water. From the margins of Asia to the coasts of South America
their remarkable journeys defined a diverse Pacific region.

Oceanic voyages undertaken by international aviation and shipping services
are even more important in the Pacific region today. The vast majority of trade is
carried by international shipping with countries outside of the region. Some cargo
is bound for Australia and New Zealand, and significant proportions are destined
for Asia, Europe, and North America, while very little is between Pacific island
countries themselves. Outbound access to international markets for agricultural
and marine products opens up opportunities for rural producers to expand their
businesses and provide local jobs.

In the other direction, improved inbound access provided by
international aviation from every other region in the world to an increasing
number of islands is opening new opportunities. Tourism contributes
substantially to income and employment in many Pacific countries, usually
in areas outside of the main urban centers, and enables air freight services
for valuable but perishable commodities that would otherwise not be
marketable.

Ensuring efficient transport services is therefore essential to the
continued development of Pacific island countries. A region founded by
voyagers is now more than ever dependent on international connectivity.

Some features of the Pacific region make provision of international
services a challenge, however. Pacific island countries are typically small and
isolated. Their economies are narrow in scope and thus reliant on a limited
number of products and markets that are subject to wide seasonal variation.
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Imports and exports are grossly imbalanced in many cases. Often the result
is under-utilized capacity, low service frequencies, and high costs.

These challenges have sometimes led governments to intervene, with
mixed results. Their interventions have generally taken two forms. Some
have gone into direct service provision through investments in airlines and
shipping companies, and some have attempted to manage market access
to protect operators. The evidence is that neither approach has been very
successful, but the experience gained has revealed other ways to facilitate
services that do work.

Costly public-sector investments have been made in national flag carriers
in a number of countries. A few have survived and evolved into successful
commercial enterprises, but more often than not these investments have
required large ongoing subsidies and even led to failures at considerable
cost to fragile economies that can least afford them.

Governments also restrict access to routes in an effort to improve the
sustainability of a limited number of operators, most often those owned by the
government or its nationals. The result has been fewer services provided in a
region that demands more of them, and weaker operators that are less able to
compete effectively as services and markets are integrated.

"There have also been some notable successes that offer key lessons for
future development. Air Pacific and the Pacific Forum Line were founded as
cooperative regional services in the 1970s as governments saw opportunities to
pool resources and develop larger-scale operations. Both companies struggled
initially, as narrow national interests clashed with market realities, before
reforming along commercial lines and becoming market leaders. In Fiji and
Vanuatu, more open access to air routes has led to dramatically increased
services and decreased fares. In Samoa, an aviation joint venture has converted
a loss making state-owned enterprise into a successful example of public-
private partnership.

"These successes, documented through detailed case studies, demonstrate
the necessity and value of operating on commercial principles, attracting
international and private-sector capital investment, assigning risk where it can
best be managed, and liberalizing market access. In every case, the benefits
have been clear.

Experience also suggests opportunities for national and regional
action to improve transport services. An integrated regional market for
transport services would improve the sustainability of operators. Regulatory
environments with fewer restrictions based on national routes or ownership
rules would facilitate a greater range of services at more competitive prices.



Where some routes are too thin to operate commercially, interventions can
be designed to offer support for social services while maintaining private
sector efficiency. Finally, sector development is most efficient when roles for
policy, regulation, and provision are separated and assigned to the appropriate
public and private sector actors.

Given the importance of international transport services to the
region, and the large benefits derived when those services work well, such
opportunities should be developed as fully and quickly as possible. Pacific
island country governments have the ability to create effective operating
environments. When they do so, experience shows that operators will
respond with efficient service provision.

These volumes, which describe the experience of the past and offer
recommendations for the future, give reason for confidence that the future of
the Pacific region will remain intertwined with the efforts of its voyagers.

Philip C. Erquiaga
Director General
Pacific Department



Executive Summary

chieving viable and lasting structures that will provide air services

for passengers and freight has proven to be an elusive goal for many

small island countries and territories in the Pacific region. More often
than not, failure has come at considerable cost to the fragile economies of
island states that can least afford it. Part of the purpose of this study is to help
avoid repetition of mistakes, and to formulate cost-effective and sustainable
solutions for future aviation development.

This report presents the results of a detailed analysis of the Pacific
aviation market. Regional and international trends influencing the
development of Pacific aviation are examined. Strategy and policy
options available to island governments to facilitate change are assessed,
and recommendations as to appropriate strategies for the oversight and
provision of air services on the different types of routes in the Pacific are
provided. Policies that will promote and encourage desired outcomes are
also recommended. The recommended reforms to island aviation systems
are designed to encourage greater efficiency and better pricing structures
in air services for Pacific communities, tourism, exports, and imports; to
improve conditions for private investment and employment generation;
and to contribute to the reduction of poverty.

Overview of the Pacific Market Environment

The Pacific market is charactertized by small and widely dispersed
populations spread across many islands. The provision of air services is
consequently fragmented, often involving long routes with thin traffic and
freight levels. As a result, airlines face considerable constraints in profitably
managing returns through a viable passenger and cargo mix, and achieving
sufficiently high levels of aircraft utilization and revenue load factors.
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The more commercial Pacific air routes are generally tourism-related.
Tourism is an important contributor to the economic health and growth
of these islands. Growth in tourism, in turn, is contingent to a significant
degree on the availability of dependable and frequent air services at
competitive prices.

T'he introduction, beginning in 2004, of low-cost airlines (ILCAs) such
as Pacific Blue, Polynesian Blue, and Freedom Air into seven Pacific routes
from Australia and New Zealand produced dramatic passenger growth and
substantial economic benefits. It also resulted in considerable competitive
pressure on fare levels to the benefit of consumers. The Fiji Islands,
Samoa, Tonga, and Vanuatu were the markets targeted by LLCAs. Passenger
traffic and visitor arrivals in all four target countries increased substantially.
Although the entry of LCAs and reduced fares created pressure on their
returns, the overall impact on incumbent national airlines was relatively
limited. National airlines in the targeted markets responded with reduced
fares that were close, or equivalent, to the 30-40% fare reductions offered
by LCAs, thus maintaining their traffic loads.

Coinciding with this increase in competition on some routes, air service
provision and stability in the Pacific generally improved. A number of
problem areas—notably Tonga, Samoa, and Niue—were resolved. Other
areas, particularly the Central Pacific and Solomon Islands, Vanuatu, and
Nauru, remain uncertain.

While passenger traffic to some destinations has grown robustly,
relatively high charges, low volumes, and increased use of narrow-bodied
aircraft with limited freight capacity hamper the transport of air freight in
the Pacific. Steep refueling costs on the islands and inadequate airport and
freight handling facilities also negatively impact air freight services. Sharply
increasing operating costs, particularly high aircraft fuel prices, remain an
impediment to future growth of Pacific aviation in general.

Liberalization: the Cornerstone of a Realistic
Policy Approach

The policy challenge for Pacific island governments is to facilitate rather
than impede the process of commercialization of air services. This will entail
providing focused but light-handed regulation to enhance the operating
freedoms of carriers, and thereby opportunities for the resolution of service
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deficiencies. Governments should identify and prioritize their reform
objectives to:

e ensure long-term, stable, and robust provision of air services at
reasonable prices and frequencies;

e develop the tourism sector (where this is practicable), including
expatriate travel; and

e provide adequate freight capacity to meet import and export
needs.

Globally, there have been moves to liberalize markets, relax ownership and
control regulations, and bridge national boundaries, particularly in Europe,
Africa, and Asia. Airline privatization and market liberalization have been
key factors in providing the impetus for these changes. Such developments
have had little impact so far in the Pacific, where aviation liberalization
has progressed slowly. Many islands still maintain relatively restrictive
market practices despite their greatly diminished capacity to protect their
markets from new competitive inroads, especially on routes linking to the
major markets of Australia and New Zealand. In markets where change is
occurring (such as those with LCA entry), protective measures are likely
to be counterproductive, limiting the benefits that would otherwise accrue
to a country. Greater emphasis on the broader economic benefits flowing
from liberalization, particularly for tourism and regional development, may
yet see a realignment of aviation policies (as has occurred recently in parts
of Asia).

The establishment of the proposed single-air services market in the
Pacific through the Pacific Islands Air Services Agreement (PIASA) is nearing
realization. Implementation of PIASA would promote positive evolution of
markets by liberalizing and increasing certainty of access. A recent study
funded by the Australian Agency for International Development (AusAID)
for the Pacific Islands Forum dispelled concerns about the negative effects
of PIASA on national flag carriers (NFCs), especially by the Fiji Islands.!
That study concluded that PIASA would significantly benefit all Forum
Island Countries (FICs).

The potential for progress toward a more expansive partnership model
involving multiple island governments was advanced by the establishment

' The Pacific Islands Forum is an intergovernmental organization that aims to enhance

cooperation between the independent countries of the Pacific and represent their
interests.
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of a harmonized regulatory system with the formation in 2003 of the
Pacific Aviation Safety Office (PASO). Partnerships between airlines are
desirable, particularly those between large and small airlines and between
small airlines. Privatizing the flag carrier is not a prerequisite to achieving
a partnership arrangement with a foreign airline. It does, however, contri-
bute to the potential for partnership success by helping to ensure that
corporate governance will be more predictable and removed from political
intervention---both critical to commercial operations. In reality, however, few
national airlines in the Pacific may qualify for privatization because of the
poor state of their balance sheets and their weak financial performance.

Code sharing? between airlines is well established in the Pacific and
may be viewed as a “soft option” for countries wanting to progressively open
their markets. Other forms of cooperation also occur through interlining®
between international and domestic markets.

The Republic of Nauru’s proposal to establish a joint venture with
up to five other island states will rise or fall on the support of prospective
government partners and the performance of the Our Airline operation.
Nauru Air Corporation, the government entity previously holding Air Nauru
(now Our Airline), would become the flag carrier and utilize the rights of each
participating country. This is viewed by Nauru as a solution to ensure the
sustainable, long-term provision of air services in the Central Pacific market,
which has limited commercial value. The proposal, still being developed,
will depend on the assessment by potential partners of Our Airline’s ability
to profitably service these Central Pacific routes and generate a satisfactory
return for shareholders.

The Polynesian Blue model in Samoa appears to represent a viable,
indeed preferable, alternative to island governments owning and operating
their own national airlines. In partnership with a larger airline group (Virgin
Blue), it effectively transferred the operational risk and responsibility for
management and resourcing to the private sector, with the prospect of
establishing commercially based services capable of generating positive
earnings for a sustained period.

The practice where a flight operated by an airline is jointly marketed as a flight for one or
more other airlines. Most major airlines have code-sharing partnerships with other airlines,
and code sharing is a key feature of airline alliances. The term “code” refers to the identifier
used in flight schedules. Under a code-sharing agreement, participating airlines can present
a common flight number.

When passengers, baggage, and freight are transferred from one carrier to another using
only one ticket or one check-in procedure from point of departure to destination.
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The checkered history of national airlines throughout the Pacific
underlines the importance of gaining the support of airlines with strong
capital structures and expansive fleet resources to underpin local services.
This clearly suggests that any solution to the pervasive problems besetting
air services in the Pacific must involve partnership of some kind with a larger
airline grouping. Experience has shown that this generally leads to better
and more consistent service provision at more affordable prices, and with
optimum benefits for consumers.

Strategy Options for Governments

It is essential that strategies adopted by Pacific island governments reflect
market and route-specific requirements, whether routes are commercial or non-
commercial, and growth prospects and potential for future development.

These issues dictate the most appropriate model to effect improvements
in air service sustainability. The primary role of government is to facilitate
outcomes that are either commercially driven or have a commercially based
structure. This can be achieved through:

* Direct or indirect subsidies, comprising payments to contracted
providers to compensate for operating losses on routes that cannot
sustain commercial returns.

* Underwriting arrangements, whereby governments agree to cover
losses incurred if performance targets are not met and passenger loads
fall below breakeven levels.

e Public-private partnerships, cntailing governments taking equity
in joint ventures and/or entering into commercial partnerships with
private operators.

e Public-public partnerships, involving joint provision of services
by one airline through agreement between two or more island
governments.

« Tendering of domestic or interisland services, a transparent process
for governments to secure a contracted provider through selective or
open-tender arrangements.

* Privatization of national airlines. Similar to tendering, enabling
governments to develop and manage a bid process with the objective
of providing entry of an operator as cornerstone sharcholder, and the
possibility of recapitalizing their national airlines.



XViii  Oceanic Voyages: Aviation in the Pacific Region

» Liberalization. The adoption by governments of a more liberal
operating environment can provide an opportunity for service reform.
Governments could enter into “open-skies” arrangements, or allow
cabotage (see Appendix 8) on a managed basis (i.e., permit entry
to domestic markets by external operators). Relaxing restrictions
on available third, fourth, and possibly, fifth freedom rights (sece
Appendix 8) through bilateral agreements could also encourage
service development directly or through code sharing.

A number of other initiatives examined in this report offer alternative options
for service provision. These include the “virtual-airline” structure previously
utilized by Solomon Airlines, where direct exposure to international markets
is limited by chartering aircraft operated by other airlines. Another form
of this structure is being used by Air Kiribati, which is using a dedicated
sales operation to purchase seats in other airlines serving Kiribati. A group
of investors from the private sector in Vanuatu, mostly tourism interests,
is exploring a different approach. This group is moving to reestablish the
Port Vila—Melbourne service by setting up a new company to forward-sell
seats on the service.

Application of Options to the Different Types of
Routes in the Pacific

In the table below, the various options available to governments are applied
to the four different types of routes in the Pacific. Route-type description
and characteristics are provided in the table.

Many strategies for Level 1 routes are also appropriate for Level 2 and
even some Level 3 routes. Options are not necessarily mutually exclusive
and can be applied by governments in combination to exact a greater benefit
(for example, the inclusion of a subsidy or underwriting arrangement makes
a tender more attractive). The Polynesian Blue joint venture resolved
problems on Level 3 routes while enabling the restructuring of Polynesian
Airlines on Level 1 and Level 2 routes. Similarly, commercial partnerships
and privatization are possible for operators on any of the four route types.
However, commercial links of some kind are really the only feasible solution
for Level 4 routes.



Executive Summary  XiX

Table 1: Development Models for the Four Route Types

Route Description | Characteristics Options
Type
Level T | Domestic, Mostly non- * Subsidized
smaller commercial arrangements,
regional underwriting
Level 2 | Regional Generally low (e.g., Niue model);
(smaller traffic, little *  Risk-sharing structure
non-jet commercial (as in Vanuatu), may
routes) value be public—private
partnership;
* Subregional model
(public—public
partnership, e.g., Our
Airline);
« Tendering of services;
« Privatization; and
+ Commercial
Partnership.
Level 3 | Regional Commercial »  Tendering of services;
point-to- routes, generally | «  “Virtual-airline”
point jet from Australia model;
routes and New « Joint venture —
Zealand public—private (e.g.,
Polynesian Blue)
or private—private
partnership;
«  Commercial
partnership; and
»  Risk-sharing structure.
Level 4 Commercial, » Commercial partnership
wide- bodied (equity unlikely); could
jet links to involve French carriers
international
markets

Source: Centre for Asia Pacific Aviation. 2006.
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Conclusions and Recommendations

The four case studies focus on different approaches to problems of service
sustainability that are common to many, if not most, Pacific island nations.
The case studies examine how governments and/or national airlines
responded to developments and issues that threatened their air services.
The key lessons from the case studies include:

* 'The Fiji Islands experience demonstrates the benefits of a commercial
approach to aviation provision. The growth of air traffic has increased
the potential of the Fiji Islands as a Pacific hub, and brought greater
tourism wealth to the island economy.

* 'The entry of new LCAs to Fiji, Vanuatu, and Samoa has stimulated
the growth of tourism to those countries that have granted access.

* Attempts by many governments to maintain control of NFCs have
not been sustainable because of limited financial capacity, lack of
scale to maintain safety and economic regulatory systems, and limited
market synergies created by protectionism.

* Samoa’s experience with the formation of Polynesian Blue demon-
strates a viable, and perhaps, preferred alternative to government
ownership and control through a public—private joint venture with
appropriate divisions of risks and returns.

* Vanuatu’s exploration of private sector participation suggests that
governments need not be directly involved in “solutions” for air
service provision for supply to expand.

Aviation in the Pacific is directly influenced by the geographic, economic, and
demographic characteristics of the island nations, and by their relationships
with Australia and New Zealand. The aviation market for most Pacific routes
is seasonal and highly sensitive to changes in pricing and travel patterns.
Underlying demand is relatively low for routes outside the larger islands,
and many domestic and regional routes between island states are distinctly
non-commercial. Generally, routes linking into and out of the major markets
of Australia, New Zealand, the Fiji Islands, and beyond are economic in
their own right, support competition, and are subject to the usual pressures
of supply and demand.

Government objectives concerning employment and tourism
growth have often translated into the perceived need for government
ownership of a national airline. Such ownership, however, has usually
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produced unstable and expensive air services, and resulted in inadequate
investment in aviation infrastructure, particularly regulatory support
and airports.

The Policy Approach

In an environment where capital is scarce, strategic planning is imperative
to ensure the most effective application of capital. Airline services pose
a particular challenge in this regard. Providing airline services involves a
substantial financial commitment. Regular air passenger services that are
not heavily utilized, or where fares do not cover costs, constitute a large and
persistent drain on cash reserves.

Airline services are part of basic infrastructure for communities and are
essential for tourism development. In addition to providing indispensable
services, airlines are like other commercial enterprises; and they aim to
provide an acceptable return on capital. In order that airline operators can
fulfill public service and commercial roles that—particularly in the Pacific—
often conflict, governments should develop policies for aviation that adhere
to the following principles:

* Remove or minimize direct government involvement in the ownership
and operation of air services. Ownership of airlines and/or aircraft by
government should only be considered as a last resort. Scarce capital
should be used for aviation infrastructure and safety regulation.

* Seek and encourage private sector participation in providing air
services where practicable, through joint ventures, tendering, or other
ways.

* Promote efficient maintenance and further development of airline
services on a commercial basis. If that is not possible, promote services
within a commercially based, transparent structure.

* Separate commercial and regulatory activities. Governments should
participate with airlines and other governments in sharing skills and
resources in providing safety and other regulatory services. PASO is
a prime example of value created by sharing skills and resources.

¢ Establish a regulatory environment conducive to the development
and growth of air services and does not impede the achievement
of solutions for providing air services. Liberalization of air service
agreements should be pursued, unless inconsistent with the
objectives of air service reform or restructuring,.
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Ensure aviation infrastructure, including airports and regulatory
systems, is capable of supporting service improvement and |
development.

Encourage continued assistance by the larger established airlines in
commercial partnerships and support services, including development
of aviation infrastructure and training.

Develop and adopt tourism-specific strategies to drive growth and
development. This recognizes that for many countries in the Pacific,
tourism holds significant potential as an engine for economic growth
and opportunity.

Level 1 and Level 2 Routes

For many of these routes, governments face the need to facilitate services
in an environment where commercial airlines would not normally provide
them. Under these circumstances, we recommend that governments explore
targeted approaches that can stimulate interest by commercial airlines and
simulate commercial supply.

For example, where subsidies are required to attract airlines, routes can

be tendered so that bidding airlines are encouraged to supply the services
to the required standard at minimum cost, with an incentive to reduce the
level of subsidy over time.

Recommendations for Level 1 and Level 2 Routes

Privatize national carriers where practicable. This should involve,
preferably, a competitive bidding process and an established operator
securing a cornerstone shareholding,.

If this is not workable, governments should seek tenders for domestic
service provision incorporating contract performance targets and a
subsidy component. Local carriers could be given the opportunity to
participate in the tender, ensuring a competitive process. Alternatively, if
this is not possible because of the depleted state of the local carrier, the
successful tenderer may either absorb its operations or close down.

Governments should seek to provide a regulatory environment condu-
cive to the establishment of more sustainable domestic services. This
may entail maintaining restrictions on market access as a means of pro-
viding greater control over the process of installing another operator (and
ensuring certainty of return for any contracted provider). Alternatively,
cabotage rights may be provided which offer domestic access to foreign
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operators. The latter, for example, may enable external operators already
serving the country to extend services to economical domestic routes.
It also may encourage the development of new regional services that,
without domestic access, would not be viable. In deciding which policy
option is more applicable, the following should be considered: (a) the
future of the national carrier—whether it should close or continue on
some routes; (b) impact on subsidy arrangements; (c) likelihood of entry
by external operators; and (d) whether, if entry does occur, adequate
coverage will be provided.

4. Liberalize regional markets to the greatest extent possible to optimize
opportunities for prospective privatized operators.

Level 3 and Level 4 Routes

The economics of the airline industry dictate that long, thin routes of the
type commonly found in the Pacific can be reasonably profitable for a single
airline provider, but present difficulties for competition between two or more
airlines. Because governments control access rights to these routes, they
have greater leverage in dealing with the airlines than they do for Level 1
and Level 2 routes—assuming these Level 3 and Level 4 routes have some
commercial value.

Recommendations for Level 3 and Level 4 Routes

1.  Governments should explore the full range of options available for
providing air service discussed in this report. These include commercial
arrangements between carriers, tendering of services, “virtual-airline”
operations, “milk-run” structures, joint ventures, and other partnership
opportunities.

2. Where possible, governments should seek the involvement of larger
airlines in air service provision through one, or a combination of a

* request for tenders or request for proposals process,

* joint venture or public—private partnership,

* commercial arrangement (e.g., code sharing), and/or

* route-specific arrangement for provision, incorporating perfor-
mance underwriting.

A partnership option with a local carrier is only feasible if the local car-
rier has the potential to complement the service provision of the larger
airline—for example, if the local carrier provides domestic services that
can interlink with the other airline. If this is not the case, governments
should consider closure of the local operator.
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3. In the case of commercial routes offering the prospect of competitive
entry, governments should negotiate either “open-skies” or expanded-
access agreements. PIASA is designed to do this on a multilateral basis.
In preparation, governments should implement the principles on a
bilateral basis to prepare for regional liberalization.

4. In the case of non-commercial routes, where a route-specific arrange-
ment is in place, governments should manage access through bilateral
agreements to ensure that contractual requirements are satisfied.

5. Level 3and Level 4 commercial routes generally require a high degree
of deregulation to encourage development by commercial operators,
including liberal market access and code sharing. As such, governments
should adopt liberal approaches to rights provision on these routes.




Introduction

chieving viable and lasting structures for providing air services for

passengers and freight has proven to be an elusive goal for many

island countries and territories in the Pacific region.! The reasons
are diverse, but foremost among them are lack of capital resources, the
challenging economics of serving long, thin markets, and (often) pursuit of
overly ambitious expansion.

More often than not, failure has come at considerable cost to the
fragile economies of island countries that can least afford it. Historically,
the price of government ownership of national airlines in the Pacific has
been diversion of very limited taxpayer resources from priority areas of
great need to use in propping up ailing or inefficient aviation operations.
Indeed, experience in the Pacific has shown that state ownership of airlines
provides no certainty of service supply. Instead, government ownership has
often entrenched inefficiencies and absorbed large amounts of capital. Of
16 countries and territories examined in this report, nine are dependent
on external operators for international services, and at least two of those
providing their own international services faced uncertain futures at the time
of this report. Part of the purpose of this report is to help avoid repetition of
the mistakes of the past, and to suggest cost-effective, sustainable solutions
to aviation development for Pacific island countries.

This report examines the Pacific aviation market, including case
studies of the experience of six Pacific island nations in addressing
aviation service provision. Also examined are regional and international
trends influencing the development of aviation. Strategy and policy
options available to island governments to facilitate change are assessed,

For this report, the Pacific region is defined as the island states and territories of the Pacific
from the Northern Marianas and Republic of the Marshall Islands in the north, down to
French Polynesia in the southeast, and New Caledonia in the southwest. Papua New
Guinea is included, but Hawaii is excluded.
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and recommendations are provided as to appropriate strategies for the

oversight and provision of air services on the different types of routes in

the Pacific. Policies that will promote and encourage desired outcomes are

also recommended. The reforms of island aviation systems recommended

are designed to encourage greater efficiency and better pricing structures

for communities, tourism, exports, and imports, to improve conditions for

private investment and employment generation, and to contribute to the
reduction of poverty.

"This report is presented in four parts, with important complementary

information provided in the appendixes:

"T'he Pacific Operating Environment examines the region’s economic,
tourism, and trade environment. The structure, constraints, and
development of Pacific air services are examined, as are external
market factors influencing that development.

Challenges and Responses in Selected Forum Island Countries
summarizes lessons learned in aviation development by the Fiji
Islands, Solomon Islands, Vanuatu, Samoa, Tonga, and Niue, as
determined in the case studies of these countries. The case studies
may be seen in Appendixes 1-4.

Moving to a More Sustainable Air Service Structure analyzes
government policy requirements and strategy options for the supply
of air services in the Pacific.

Conclusions and Recommendations presents recommendations for
government policy and operational approaches designed to produce
more sustainable air services.



The Pacific Operating
Environment

Overview of the Pacific Market

ggregate population of the Pacific region increased by approximately
A1.7 million people over the past 10 years. Currently, member countries

of the Pacific Island Forum? (shown in italics in Table 2) have a
collective population of almost 8 million.

Over the next decade, population growth in the Forum Island Countries
(FICs) is expected to be highest in Vanuatu (2.7%), Solomon Islands (2.3%),
and Kiribati (2.3%). Moderately high fertility rates and declining mortality
account for higher population growth rates, particularly in Vanuatu, Solomon
Islands, and Papua New Guinea (PNG). Migration is the primary reason for
low growth rates in some FICs, including the Fiji Islands, and for population
declines forecast for Tonga, Cook Islands, and Niue. The population of the
Pacific region is expected to double in 28 years if population continues
to grow at recent rates.’

Opverall economic growth in the Pacific slipped from 3.1% in 2004 to
2.7% in 2005, due largely to the slowdown in the Fiji Islands. PNG is the
largest economy in the region, accounting for around 40% of combined
gross domestic product (GDP) of FICs. Growth there has been relatively
stable since 2003. The Fiji Islands is the second largest FIC economy,
accounting for over one-quarter of aggregate regional output.

? The Pacific Islands Forum is an intergovernmental organization that aims to enhance

cooperation between the independent countries of the Pacific Ocean and represent their
interests. It was founded in 1971 as the South Pacific Forum. The name was changed in
2000.

> Demography/Population program of the Secretariat of the Pacific Community.
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Table 2: Pacific Region Population Estimates and
Growth Trends

Country 2004 Share Annual Projected
Mid-year of total | intercensal annual
population (%) growth growth
estimate rate (%) rate 2004-
2015 (%)
Papua New
Guinea 5,800,000 66.0 2.7 2.2
Fiji Islands 840,000 9.6 0.8 0.7
Solomon Islands 521,000 5.9 2.8 2.3
French Polynesia ? 250,500 2.8 1.8 1.8
New Caledonia 2 237,300 2.7 2.6 1.9
Vanuatu 213,300 2.4 2.8 2.7
Samoa 180,900 2.1 0.9 0.9
Guam 166,100 1.9 1.5 1.4
Federated States
of Micronesia 108,000 1.2 0.2 1.2
Tonga 101,800 1.2 0.3 (0.3)
Kiribati 89,700 1.0 1.7 2.3
Northern Mariana
Islands 78,000 0.9 3.3 3.1
American Samoa 62,600 0.7 2.0 2.0
Republic of the
Marshall Islands 61,200 0.7 1.4 1.6
Palau 20,600 0.2 2.1 2.0
Cook Islands 20,300 0.2 (3.7) (1.3)
Wallis and Futuna 14,900 0.2 0.8 0.5
Tuvalu 11,200 0.1 0.5 04
Nauru 10,100 0.1 0.3 1.0
Niue 1,600 0.0 (3.9) (3.8)
Tokelau @ 1,500 0.0 0.4 0.0
Pitcairn 52 0.0 - -
Total 8,790,652 100.0 - -

- = data unavailable, () = negative, % = percent, SPC = Secretariat of the Pacific Community.

Note: Member countries of Pacific Islands Forum in italics.

2 Observer Countries of the Pacific Islands Forum.

Sources: Asian Development Bank, 2005; SPC, 2005; Growth rates: SPC population estimates/

projections.
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The significance of the external sector in the economies of FICs varies
significantly. The value of exports compared to the value of GDP ranges
from 43% for Solomon Islands (largely timber and fish), 38% for PNG,
and about 26% for the Fiji Islands, Nauru, and Samoa. The percentage is
4-12% for remaining FICs, except for Niue and Tuvalu, where it is less
than 1%. PNG and the Fiji Islands are the principal FIC exporters. The
principal trading partners for the main exporting FICs are Australia, People’s
Republic of China (PRC), Japan, Thailand, and United States (US), while
the main regional trading partners are Samoa and the Fiji Islands.

Table 3: Pacific Region 2004 GDP and GDP Growth Rates -
Actual to 2005, Forecasts for 2006 and 2007

0,
2004 Growth rate of GDP (% per year)
GDP

(8 millions)| >001| 2002|2003 | 2004 | 2005 | 2006 |2007
The - 19 04 | 22| 31 | 27 | 29 | 3.0
Pacific
Cook 174 49| 26 | 80| 42 | 30 | 35 | 35
Islands
Fiji Islands| 2,656 27| 43 | 30| 41 | 17| 20 | 24
Kiribati 64 44| 23|(@0)| 33| 03| 08| 07
RMI 131 55| 40| 18| 04| 35| 40| 35
FSM 228 03| 11| 51| @38 | 10| 10| 10
Niue 10 - - - - - - -
Palau 120 38| @7 | ©1)]| 49| 55| 57| 57
PNG 3554 | (0.1)| 10) | 29| 29| 30| 32| 30
Samoa 316 61| 13| 33| 37| 55| 22| 50
Solomon
g 258 | (44)| (07) | 36| 45| 44| 50| 50
Timor-
Losto 328 | 165|(67) | 62)| 18| 25| 50| 40
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Table 3: Pacific Region 2004 GDP and GDP Growth Rates -
Actual to 2005, Forecasts for 2006 and 2007 (continued)

Growth rate of GDP (% per year)

2004
GDP
(8 millions)| »001| 2002|2003 | 2004 | 2005 | 2006 | 2007
Tonga 195 2.6 3.0 3.2 1.6 2.5 1.6 2.5
Tuvalu 15 13.2 5.5 4.0 4.0 2.0 3.0 3.0
Vanuatu 31 | @1) | (28 | @7| 42| 31| 34| 34

- = data unavailable, () = negative, $ = US dollar, % = percent, ADB = Asian Development

Bank, FSM = Federated States of Micronesia, GDP = gross domestic product, IMF = International

Monetary Fund, PNG = Papua New Guinea, RMI = Republic of the Marshall Islands, SPC =

Secretariat of the Pacific Community.
Note: Member countries of Pacific Islands Forum in italics. Data for Nauru not available.
Sources: GDP data: ADB, 2005; IMF, 2005; and SPC, 2005. GDP growth rates: ADB, 2006.

Table 4: Share of Total Country Exports
Main Trading Partners of Major FIC Exporters

(%)
Main Exporting countries

importing Fiji Solomon

NI, islands PNG | Samoa islands Tonga | Vanuatu
Australia 19.2 277 60.7 2.2 1.5 1.2
People's
Republic of - 5.8 - 28.2 - -
China
Fiji Islands - - 0.5 - 2.4 -
Germany - 5.0 1.4 - 0.6 2.1
India - - - 1.3 4.1 0.7
Indonesia - 2.9 17.1 - - 5.3
Japan 4.1 5.7 1.0 9.7 51.4 74
Republic of _ 14 _ 15.7 _ _
Korea
Malaysia - - - - - 18.1
New
Zealand 3.7 1.6 - 39 -
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Table 4: Share of Total Country Exports
Main Trading Partners of Major FIC Exporters (%)
(continued)

Main Exporting countries
importing Fiji Solomon
e islands PNG | Samoa islands Tonga | Vanuatu
Philippines - 1.5 - 5.1 - -
Samoa 6.2 - - - - -
Thailand - - 0.8 15.7 - 46.3
United
Kingdom 12.8 2.5 - - 0.1 -
United 236 12 4.9 - | 249 0.9
States
Others 30.3 46.2 12.1 21.9 11.1 18.0
Total 100.0 100.0 100.0 100.0 100.0 100.0

- = zero or data unavailable, % = percent, FIC = Forum Island Country, PNG = Papua New
Guinea.

Source: Asian Development Bank, 2005.

As would be expected, FICs are significant importers. The major trading
partners for the largest importing FICs are Australia, Singapore, New
Zealand, US, and Japan. The Fiji Islands is the major regional trading
partner.

Table 5: Share of Total Country Imports Main Trading Partners
of Major FIC Importers

Main Importing countries

exporting Fiji Solomon

countries Isla:l ds PNG Samoa islands Tonga | Vanuatu
Australia 277 45.2 9.6 25.3 10.3 15.5
People’s
Republic of 2.8 4.2 1.9 - 2.2 3.5
China
Fiji Islands - - 17.9 3.8 21.1 4.6
Indonesia 1.8 2.9 33 - 1.2 -
Japan 4.2 4.2 8.1 39 2.5 10.7
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Table 5: Share of Total Country Imports Main Trading Partners
of Major FIC Importers (continued)

Main Importing countries

iﬁﬁ::::f Isll;i;i‘i ds PNG | Samoa s; ::nm d(;“ Tonga | Vanuatu
New Zealand 17.8 75 23.1 5.3 46.7 6.0
PNG - - - 3.7 - -
Singapore 24.8 21.1 9.1 23.8 - 8.0
Thailand 2.9 1.6 - - 0.8 -
United States 2.3 2.8 5.3 1.9 6.7 -
Others 15.7 10.5 21.7 323 8.4 51.7
Total 100.0 100.0 100.0 100.0 100.0 100.0

- = zero or data unavailable, % = percent, FIC = Forum Island Country,
PNG = Papua New Guinea.

Source: Asian Development Bank, 2005.

Tourism

Tourism is important to the Pacific region as a whole. "Table 6 shows the level
of expenditures by visitors in selected Pacific countries for 1990, 1995, 2000,
and 2005, with forecasts for 2010 and 2015. Compound annual growth rates
(CAGRs) for 1990-2005, and CAGR forecasts for 2005-2015 are also shown.

During the 15-year period to 2005, the annual growth of spending by
visitors ranged from 2.1% in PNG to 7.4% for Kiribati. Visitor expenditures in
the country with the largest number of visitors, the Fiji Islands, are estimated
to have grown by 3.8% per annum. Growth rates are expected to increase
substantially during the 2005--2015 period. Visitor expenditures, however,
tell only part of the story. Tourism contributions to employment and to the
economy as a whole indicate the overall significance of tourism. Table 7 shows
the value of travel and tourism to six Pacific economies in terms of direct
and indirect impacts.

"Tourism contributes up to 40% of employment in Vanuatu and nearly
30% in the Fiji Islands. Comparable data are not available for Samoa.
However, based on Samoan Central Bank data, tourism contributes an
estimated 16-18% of Samoan GDP.
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Table 6: Visitor Expenditures in Selected Pacific Countries
(2000 constant $ million)

CAGR | CAGR
1990 | 1995 | 2000 | 2005 | 2010 2015 [1990-| 2005-
forecast |forecast| 2005 | 2015
(%) (%)
Fiji 268.69 | 289.57 | 244.37| 467.50 657.15 871.96 3.8 6.4
Islands
Vanuatu 40.05| 42.46| 68.84| 86.13 121.13 161.75 5.2 6.5
PNG 60.84| 62.70| 67.15| 82.72 121.07 166.80 2.1 73
Tonga 9.91 10.16 8.80| 15.38 22.09 29.96 3.0 6.9
Samoa - - —-| 48.94 - - - -
Solomon 6.20| 16.82 8.50( 11.22 16.48 22.78 4.0 73
Islands
Kiribati 2.15 1.09 2.81 6.29 9.15 12.55 74 71

- = data unavailable, % = percent, CAGR = compound annual growth rates, PNG = Papua New
Guinea, WTTC = World Travel and Tourism Council.

Source: WTTC in association with Accenture, 2006. Samoa estimate is based on data from the
Samoan Central Bank.

Table 7: Visitor Value of Tourism in Selected Pacific Economies

Travel and tourism industry 1990 | 1995 | 2000 | 2005
aggregates % of national accounts

Fiji Islands

Travel and tourism industry
aggregates (direct impact only)
Employment 9.35 10.12 8.35 12.52
GDP 9.68 10.48 8.65 12.97

Travel and tourism economy
aggregates (direct and indirect

impact)
Employment 2772 | 2563 | 2053 | 29.05
GDP 30.43 27.67 22.08 31.03
Kiribati

Travel and tourism industry
aggregates (direct impact only)
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Table 7: Visitor Value of Tourism in Selected Pacific Economies
(continued)

Travel and tourism industry
aggregates

1990 | 1995 | 2000 | 2005

% of national accounts

Employment

2.36 0.93 1.68

4.56

GDP

2.89 1.14 2.06

5.58

Travel and tourism economy
aggregates (direct and Indirect
Impact)

Employment

5.31 2.32 4.88

9.81

Papua New Guinea

Travel and tourism industry
aggregates (direct impact only)

Employment

1.41 1.69 1.83

2.16

GDP

1.72 2.06 2.24

2.63

Travel and tourism economy
aggregates (direct and Indirect
Impact)

Employment

4.79 6.25 6.94

714

GDP

5.80 7.58 8.41

8.66

Solomon Islands

Travel and tourism industry
aggregates (direct impact only)

Employment

1.61 2.03 1.02

2.13

GDP

1.98 2.50 1.25

2.62

Travel and tourism economy
aggregates (direct and Indirect
Impact)

Employment

6.15 6.89 3.84

6.65

GDP

7.48 8.39 4.67

8.11

Tonga

Travel and tourism industry
aggregates (direct impact only)

Employment

3.84 4.48 4.02

5.63

GDP

4.36 5.09 4.57

6.39

Travel and tourism economy
aggregates (direct and Indirect
Impact)

Employment

13.27 12.55 12.02

14.76

GDP

15.49 14.53 13.95

17.05
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Table 7: Visitor Value of Tourism in Selected Pacific Economies
(continued)

Travel and tourism industry
aggregates

1990 | 1995 | 2000 | 2005

% of national accounts

Vanuatu

Travel and tourism industry
aggregates (direct impact only)

Employment

11.30 9.85 14.89 17.60

GDP

12.25 10.68 16.15 19.08

Travel and tourism economy
aggregates (direct and Indirect
Impact)

Employment

32.74 27.80 36.92 41.10

GDP

36.87 31.25 41.10 45.52

Note: 2000 and 2005 were estimated.
% = percent, GDP = gross domestic product, WTTC = World Travel and Tourism Council.

Source: WTTC in association with Accenture, 2006.

Table 8: Tourism Arrivals in the Pacific Region

Destinaton counry | (255 | 2008 | 2005 | o
American Samoa - 17.8 274 1.7
Cook Islands 48.5 83.3 87.7 5.6
Fiji Islands 318.5 2507.0 2532.0 339
French Polynesia 172.1 211.9 208.1 133
Kiribati 3.2 2.9 2.8 0.2
RMIP 6.8 7.0 75 0.5
FSM 17.6 19.3 19.0 12
New Caledonia 86.3 99.5 100.7 6.4
Niue 2.2 2.6 2.8 0.2
Palau 53.2 94.9 86.1 55
PNG 429 59.0 62.1 4.0
Samoa 68.4 98.2 101.8 6.5
Solomon Islands 11.2 26.0 212.2 0.8
Tahiti 178.2 211.9 208.1 13.3
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Table 8: Tourism Arrivals in the Pacific Region
(continued)

pesinationcouny | (298| 2008 | 2008 |
Tonga 29.5 41.2 41.9 2.7
Tuvalu 0.9 1.3 1.2 0.1
Vanuatu 437 60.6 69.1 4.4
Subtotal 1,083.2 1,524.4 1,570.5 100.0
Guam 1,361.8 1,159.9 1,210.1
Northern Marianas 676.2 535.9 506.8
Australia 3,725.8 5,213.1 5,497.0
New Zealand 1,408.8 2,334.2 2,365.5
Total 8,255.9 10,767.3 11,149.9

- = data unavailable, % = percent, FSM = Federated States of Micronesia,

PATA = Pacific Asia Travel Association, PNG = Papua New Guinea,

RMI = Republic of the Marshall Islands, SPC = Secretariat of the Pacific Community,
SPTA = South Pacific Tourism Association.

Note: Excludes Nauru, Timor-Leste, and Tokelau.
Slight discrepancies in shares because of rounding off.
2 Estimated. ® Air arrivals only. < Guam 2005 is fiscal year data.

Sources: Country collection agencies, SPTA, SPC. and PATA.

Visitor arrivals in the Pacific Islands have amounted to around 1.5 million
annually in recent years, with about 34% of these arrivals in the Fiji
Islands ('Table 7). Arrivals in Australia, Guam, New Zealand, and Northern
Marianas are also shown but grouped separately. As may be seen in Table
8, Australia and New Zealand are the two major source countries for Pacific
tourism. Japan, UK, and the US are also important.

Organized tours from the PRC are expected to begin generating
revenues for some island economies following the signing of the PRC-
Pacific Island Countries Economic Development and Cooperation Guiding
Framework. Under the framework, the Pacific island countries will be
granted approved-destination status for PRC citizens.

Achievement of the growth in visitor expenditures forecast by the World
"Travel and Tourism Council (Table 6) will require increases in the number
of visitors to the region. These increases will have to be generated in the
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Table 9: Visitor Arrivals to Pacific Countries by

Major Source Markets, 2005

Share
Source market (2885) 2005
(%)

Australia 331.4 24.8
New Zealand 236.1 17.7
United States 183.4 13.7
Japan 117.7 8.8
Pacific Islands 101.5 7.6
United Kingdom 76.3 5.7
France 76.0 5.7
Other Asia 75.9 5.7
Other Europe 57.2 4.3
Canada 23.0 1.7
Germany 15.4 1.2
Other countries 30.2 2.3
Not stated 12.5 0.9
Total 1,336.5 100.0

Note: Excludes visitors to Guam, Northern Marianas, New Caledonia, and Tahiti.

% = percent, SPTA = South Pacific Tourism Association.

Sources: Country collection agencies and SPTA.

face of the growing number of highly competitive and desirable destinations
across Asia that are attracting visitors. Additionally, travel patterns appear
to be changing, with travelers in parts of Asia—especially—focused largely
on more regular short breaks to closer destinations. Growth of visitation
to the Pacific will require:

preserving the region’s natural amenities;

continuing development of infrastructure that match expectations
of customers;
expanding the volume and variety of commercial accommodation;

1.e., the crucial supply line for tourism in the Pacific.

sustaining growth in the supply of reasonably priced airline seats—
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The Air Transport Sector

Types of Air Services in the Region

Air services in the Pacific region can be categorized into four broad
operational types.

Level 1: Domestic routes. These routes, serviced by small, twin-
engine, propeller-driven aircraft, are frequently non-commercial. They
primarily serve important social purposes, such as visiting friends and
relatives (VFRs), and services (health, justice, welfare, and education),
and are critical to local and national development. They, however, may
also be valuable for tourism.

Level 2: Smaller regional non-jet routes. Often with very low-
traffic potential, these are international routes that need to be serviced,
but do not commercially justify jet operations. These routes carry limited
amounts of VFRs, tourism, business traffic, and services. They also provide
feeder services into international hubs, and are critical to national economic
goals because of their integrative role.

Level 3: Regional jet routes. These second-tier international routes
support jet operations at least thrice weekly. Such operations often have
been provided in the past by Australian or New Zealand airlines, with island
airlines operating in parallel. In some cases, services operate under code-
sharing* arrangements. These routes serve a mix of VFRs and, sometimes,
limited tourism traffic. They may not have significant growth potential
because of demographics (limited population, aging) and capacity constraints
imposed by national accommodation and infrastructure. These services,
however, generally serve national development goals.

Level 4: International routes. These routes typically support the
operation of wide-bodied jet aircraft. They pass through the region, with
opportunities to connect to long-haul international markets. Often, these
are international tourism routes, which are dominant in terms of volume
and revenues. They may carry fresh produce to important Pacific cities.
These services are critical to regional economic development because of
their role in trade and tourism.

The practice where a flight operated by an airline is jointly marketed as a flight for one
or more other airlines. Most major airlines have code-sharing partnerships with other
airlines, and code sharing is a key feature of airline alliances. The term “code” refers to
the identifier used in flight schedules, and under a code-sharing agreement participating
airlines can present a common flight number.
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The weekly frequency, seat and cargo capacity, and aircraft types
utilized in domestic and international air services on Pacific routes as of
November 2006, may be seen in Appendix 5.

Airline Ownership and Fleets

Most Pacific islands have at least one domestic operator. However, there
is increasing dependence on external carriers to provide international
services. The reasons for this vary from the small population catchments
and limited resources of some islands (e.g., Niue, Wallis and Futuna,
Kiribati, Republic of the Marshall Islands [RMI], and Tuvalu) to
restructuring that has recently taken place (Samoa and Tonga).

Most airlines in the Pacific remain in government ownership, reflecting
their central importance to island economies and tourism and the largely
non-commercial nature of many of the routes serviced—particularly
domestic (Level 1) and interisland (LLevel 2) routes. In fact, all are state
owned with the exception of Air Pacific, the recently developed Polynesian

Table 10: Summary of Air Service Provision in the South Pacific,
including the French Territories

Number Islands
Islands with 11 Cook Islands, Fiji Islands, French
national carriers Polynesia, Kiribati, RMI, Nauru, New

Caledonia, PNG, Samoa, Solomon
Islands, and Vanuatu

Islands operating Fiji Islands, French Polynesia, Nauru,
their own 7 New Caledonia, PNG, Samoa, and
international Vanuatu

service provider

Islands dependent Cook Islands, FSM, Kiribati, RMI, Niue,
on external 9 Solomon Islands, Tonga, Tuvalu, and
operator(s) for Wallis and Futuna

international

services

Islands with 11 Cook Islands, FSM, Fiji Islands,
domestic services French Polynesia, Kiribati, RMI, New

Caledonia, Samoa, Solomon Islands,
Tonga, and Vanuatu

FSM = Federated States of Micronesia, PNG = Papua New Guinea, RMI = Republic of the
Marshall Islands.
Source: Centre for Asia Pacific Aviation. 2006.
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Blue joint venture, the French territory carriers, and a handful of smaller
operators. Even a majority of the shares of Air Pacific and Air Tahiti Nui
are government held, and Polynesian Blue retains a 49% state shareholding,

Ownership structure and fleet size and type for most Pacific island airlines

are provided

in Table 11.

Table 11: Ownership and Fleets of Airlines of the South Pacific

Service | Fleet .
Ownership type size S Orders
Cook Islands
Air 3 private investors Levels 6 3 EMB110
Rarotonga 1&2 Bandeirantes
1 Saab 340A
1 Cessna 172
1 Piper Twin
Comanche
Fiji Islands
Air Pacific 519%, Government of | Levels 6 2 B747-400 5 B787-
the Fiji Islands; 3&4 1 B767- 900s
46.3%, Qantas; and 300ER
1%, Governments
of Tonga, Kiribati, 1 B757-700
Nauru, and Samoa 2 B737-800
Fiji Airlines | 100%, Air Pacific Level 1 11 Beechcraft
(formerly BE-65
Sun Air) Islanders
Twin Otters
Air Fiji 100%, Aviation Levels 11 3 Islanders
Investments 1&2 7 EMB110
(50%, Government Bandeirantes
of Tuvalu and 50%,
China National Aero 1 EMB120
Technology Corp.)
Federated States of Micronesia
Continental | 10006, Continental | Level 4 13 |B737-800
Micronesia | Ajrlines B767-400ER
Kiribati
Air Kiribati 100%, Government | Level 1 2 1 Harbin Y12 1Y12

of Kiribati

1 CASA 212
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Table 11: Ownership and Fleets of Airlines of the South Pacific

(continued)

Service

Fleet

Ownership type size HITEnL Orders
Republic of the Marshall Islands
Air Marshall | 100%, Government | Levels 3 1 Dash 8
Islands of the RMI 1&2 Q100
2 Dornier 228
Nauru
Our Airline | 100%, Government
of Nauru Level 3 1 B737-300
Papua New Guinea
Air Niugini 100%, Government | Levels 1, 1 B767-300ER| 1 Dash
of PNG 2,3,&4 2 F100s 8
5 F28-4000s | Q20011
3 Dash 8s
Airlines 100%, John Wild Levels 14 |8 Dash 8 1 B737
PNG 1&2 Q100
5 Twin Otters
1 King Air
Samoa
Polynesian | 49%, Government of | Level 3 1 1 B737-800
Blue Samoa
49%, Virgin Blue
2%, Samoan investor
Polynesia 100%, Government | Levels 1 1 Dash 8
Airlines of Samoa 1&2
Solomon Islands
Solomon 100%, Government | Level 1 3 1 Islander
Airlines of Solomon Islands 3 Twin Otters
Tonga
Peau Vava'u | Owned by King 1 Douglas
Airways ° Siaosi Tupou V Level 1 1 DC3C
Airlines 49%, Air Fiji and Level 1 3 2 Harbin Y12 | 1 Dash 8
Tonga 51%, Teta Tours 1 Convair
Air Fiji Tonga
Vanuatu
Air Vanuatu | 100%, Government | Level 1 3 1 B737-300
of Vanuatu &3 1 ATR-42

1 Twin Otter
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Table 11: Ownership and Fleets of Airlines of the South Pacific
(continued)

Service | Fleet Aircraft
Ownership type size Orders

French territories

72%, Caisse Levels 4 2 A330-200s
Aircalin d’Epargne; 1,2, 3,

27%, Agence pour la &4 ! A3_20'200

Desserte aérienne de 1 Twin Otter

Nouvelle-Calédonie,

and 1%, others
Air Tahiti 61.4%, Government | Level 4 5 5 A340-300 1 A340-
Nui of French Polynesia 300

2 Peau Vava'u Airways suspended operations indefinitely in November 2006 after its offices in
Nuku'alofa were destroyed by fire during riots.

% = percent, PNG = Papua New Guinea, RMI = Republic of the Marshall Islands.

Source: Airlines, Centre for Asia Pacific Aviation. 2006.

Government ownership coupled with the desire of Pacific island governments
to use airlines to fulfill social service functions have imposed capital
constraints and, in a number of cases, highly inefficient operating structures
on the airlines. The trade-off for airline support through government funding
and subsidy has been substantial limitation of the growth and development
of air services and, in particular, of the fleets of the carriers. Many airlines,
especially those on domestic and smaller interisland routes, operate a mix
of older turboprop aircraft. They consequently face high-operating costs
and negligible margins.

Few of these operators—or their government owners—can sustain
acquisition of additional aircraft. Where aircraft have been acquired, the
outcome has often been very damaging to national economies because of costly
lease arrangements and poor choices of aircraft type and route use. Air Pacific
is the only island carrier with a consistent record of profitability. Significantly,
the consistent earnings record reflects the value of the long-term equity and
commercial relationship with Qantas, which owns 46.3% of Air Pacific.

Trends in Air Freight

A close nexus between trends in the air freight sector and passenger
services exists, underscoring heavy reliance in the region on the use of
“belly-hold” capacity on passenger aircraft for freight. Consequently,
air freight generally has expanded on the back of growth in scheduled
passenger services (usually tourism based), and on thicker routes has been
subject to marginal cost pricing.
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T'he problem with dedicated air freighters in the Pacific is that lower
returns and demand for services, with limited volumes of high-value traffic,
means they cannot offer the density and frequency of service offered
by passenger aircraft. The economics of aircraft operations depend on
achieving high rates of aircraft utilization and high-load factors (at least
70%)—reducing operating and ownership costs as much as possible—and
managing returns through passenger and cargo mix, and fare and rate
charges.

The tendency on relatively thin- (low-loading), medium-haul routes
has been to shift services from wide-bodied aircraft (B747 and B767 in
the case of Boeing aircraft, which dominate most long-distance Pacific
routes) to narrow-bodied (increasingly B737) aircraft, which have less cargo
capacity. This is in part a reflection of technical advances, as enhanced
engine efficiency and reliability enables twin-engine jets to fly safely for
relatively long distances over water. There is thus an increasing use of
twin-engine, narrow-bodied equipment on connecting sectors.

"This trend is reducing belly-hold capacity and increasing the premium
for freight carriage on these services. For example, the introduction of
advanced twin-jets such as the B737-800 that are well suited to long,
thin Pacific air routes, threatens to further reduce available cargo capacity.
Freight volumes are relatively small in the Pacific. However, operators
cannot ignore them as they can add sufficient revenue to convert an
unprofitable route into one with a small profit.

Inadequate Airport and Freight Handling Facilities

In total, there are 184 airports in the Pacific, with most in PNG (69, only
17 paved), French Polynesia (39), and New Caledonia (11). The number
in other island countries and territories ranges from 12 in the Solomon
Islands (only 1 paved) to only 1 each in Guam, Nauru, Niue, and Tuvalu.
Fully 161 of the 184 airports have runways shorter than 2,000 meters, and
52 are shorter than 1,000 meters (See Appendix 6 for the breakdown for
each island country and territory).

The limited length of the runways at a number of Pacific airports—
notably in locations such as Port Vila (Vanuatu) and Pago Pago (American
Samoa)—hampers transport of air freight. Additionally, pavement
strength can effectively limit the landing weight-load of aircraft at some
airports.

Storage and handling facilities are either constrained or unavailable
at many Pacific airports. Nadi Airport in the Fiji Islands is better than
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most, reflecting its role as a freight transfer hub, but has limited cooling
facilities. Handling costs for air freight can also be expensive, adding to
the already high rates.

Pressures for Air Service Reform

Continued Restructuring and Greater Competition in
the Market

The Pacific aviation market historically has been highly volatile and exposed
to rapid changes in provision of international and domestic air services.
This instability, stemming in part from uneconomic route structures and
poorly capitalized operators, has often limited available service capacity and
frequency, and disrupted services for both passengers and freight.

In some island states, recent years have seen the demise or enforced
restructuring of national carriers and the introduction of price-based
competition from low-cost airlines (I.CAs). The result has been the
emergence of a much more positive and sustainable operating environment.
The weakest links in regional air service provision have for the most
part been removed, bolstered by the participation of the stronger airlines
companies from Australia, New Zealand, and the Fiji Islands. This has
provided a solid base for continued development on a more commercial
basis, particularly for the tourism-focused islands of the Fiji Islands, Samoa,
Tonga, and—to a lesser extent—Niue.

In other countries, including the French territories, competition is still
relatively limited and heavily focused on the denser routes out of Australia
and New Zealand. The Central Pacific remains an area of concern because
of questions about the future of Solomon Airlines, Air Marshall Islands, and
Air Nauru. Of the 11 routes where more than one carrier operates, seven
involve [LCAs (either Pacific Blue/Polynesian Blue or Freedom Air).

The principal developments in the last 12—18 months through 2006
include:

* 'The proliferation of LLCA operations (Pacific Blue Airlines,
Polynesian Blue, and Freedom Air) applying downward pressure
on fares on nonstop routes linking Australia and New Zealand with
the larger Pacific island tourism destinations;

* Related competitive impact on full-service operations, particularly
Air Pacific, Air Vanuatu, and Air New Zealand (through its Pacific
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Express fares). This has triggered the introduction of lower fares
on some routes, diminishing returns for operators;

Attempts to restructure a number of existing national operators
(e.g., Solomon Airlines and Air Kiribati). Solomon Airlines’ planned
privatization has been shelved, but it has resumed services in
its own right with a leased aircraft, operating five times weekly
between Honiara (Solomon Islands) and Brisbane (Australia) and
twice weekly between Honiara and Port Vila;

Repossession of Air Nauru’s sole B737-400 in December 2005,
disrupting services across the Central Pacific. A replacement B737-
300 was subsequently secured and brought into service in October
2006 under a new brand, Our Airline. Our Airline is being proposed
as the vehicle for a subregional venture;

Emergence of a new operating model, with the Polynesian Blue
joint venture between Pacific Blue Airlines and the Government of
Samoa. This has seen the establishment of a new low-cost flag carrier
for international services out of Samoa, and Polynesian Airlines
reduced to domestic services. Polynesian Blue may become the
template for similar developments in other parts of the Pacific;
Niue has negotiated a contract with Air New Zealand, underwritten
by the Government of New Zealand through the New Zealand
Agency for International Development (NZAID), to provide direct
services to the New Zealand market;

In Vanuatu, various options are being considered to provide service
into and out of the Melbourne market, including the establishment of
a seat brokerage operation supported by private tourism interests. Air
Vanuatu is also examining the acquisition of a second jet aircraft;
Tonga’s domestic market has been opened to competition—albeit
temporarily—with the allocation of a second operating license to
the Airlines Tonga joint venture, involving Air Fiji; and

PNG has a second international carrier, with Airlines PNG taking up
Port Moresby (PNG)—Cairns (Australia) flights with a Dash 8. The
airline also launched twice-weekly B737-200 services—its first jet
operation—between Port Moresby and Brisbane in August 2006, in
competition with Air Niugini (subject to government approvals). This
service will directly challenge Air Niugini’s dominance of the premium
market out of PNG by operating in a single business-class configuration
at discounted rates. Airlines PNG will lease the B737 from the failed
Oz]Jet operation (now relaunched as a charter business).
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T'he Pacific domestic and regional operating environment, and the inter-
national environment affecting it, is marked by contrasts. The benefits
from volume growth on some sectors are moderated by pressures on costs
and returns associated with rising aircraft fuel prices and intensive fare
competition on key routes. Pricing competition and a relatively volatile
market have applied significant pressure to the profitability and, in some
cases, the viability of airlines. Together with the spiraling increase in
global aviation fuel prices, this has given rise to an unstable industry
environment highly susceptible to change, and has intensified the challenge
to governments to maintain essential services.

Given the unlikely prospect of a substantial easing in fuel prices, the
current situation may accelerate the need for a rational solution, whether
through privatization, joint ventures, or contractual arrangements with
external operators. The Polynesian Blue joint venture model provides
a potentially viable option for FIC countries, given the inability of their
national carriers to compete either on price or cost with LLCAs. Integration
into a more capital and cost-efficient system is not only desirable but also
probably inevitable in such an environment. This should be underpinned
by flexible government policies toward airline ownership, and market
deregulation where possible (e.g., adoption of the Pacific Islands Air
Services Agreement, discussed below).

The Impact of Market Changes

The developments discussed above have removed some uncertainty from
the Pacific market in the past 2 years, though conditions remain unresolved
in a number of island countries/territories. To illustrate this, changes in
service frequency and capacity between the islands and destinations within
the Pacific region between 2004 and 2006 are analyzed hereafter.

In 2004, when the last major status report on the region was prepared
as part of The Pacific Regional Transport Study (Australian Agency for
International Development [AusAID] 2004), the market was in a state of
flux. The collapse of Royal Tongan Airlines was then recent, and there
were concerns about the financial viability of at least four other national
carriers—Solomon Airlines, Air Nauru, Polynesian Airlines, and Air Vanuatu.
Figure 1 shows the route network in the Pacific in that year, and the
central position these carriers (depicted with question marks over their
home countries) occupied in the system.
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Figure 1: Overview of Route Structure and Airline Situation
in 2004

Source: Centre for Asia Pacific Aviation. 2006.

By 2006, the situation with Polynesian Airlines had improved through the
Polynesian Blue restructure, but doubts about the other three operators
remained. There was, thus, a more stable and improved situation for part
of the region despite continuing problems in the Melanesian segment
(Figure 2)

Figure 2: Overview of Route Structure and Airline Situation
in 2006

Source: Centre for Asia Pacific Aviation. 2006.
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Problems in the Melanesian segment may be relieved with the start of
the rebranded Air Nauru service, Our Airline, on twice-weekly links from
Brisbane to Honiara, Nauru, Majuro (RMI), and Tarawa (Kiribati). Already,
services to Tonga have been reestablished through external operators.
Polynesian Airlines has been reformed into a more stable structure, and
Niue has established services with another operator to New Zealand.
Most important is that all the airlines now underpinning air services to
these islands—Air New Zealand, Air Pacific, and Pacific Blue—operate
from substantial capital bases with extensive resources and experience in
commercial aviation. None of these carriers is likely to succumb to the
financial problems that have beset some island operators, and they have
the capacity to expand to meet market growth.

Uncertainty still exists both over the long-term prospects of Solomon
Airlines and Our Airline. The Government of Solomon Islands had not
yet committed to a course of action with the former, while the latter has
ambitions to become a subregional operation with the participation of island
states within its ambit. Air Vanuatu is also facing financial pressures.

Analysis of the variations in frequency and capacity of Pacific air
services between 2004 and 2006 adds weight to optimism about prospects for
these services. Average weekly seats, available seat kilometers (ASKs), and

Figure 3: Percentage Change in Service Frequency and
Capacity in the Pacific Region between 2004 and 2006
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numbers of flights for 16 Pacific island states for 12 months (canceling out the
seasonality factor) to June 2004 were compared with the corresponding period
to June 2006. The outcome in percentage terms is shown in Figure 3.

Across the islands examined, total frequencies rose by 1.9% and ASKs
by 2.5% over the 2-year period. However, there was wide variation in the
results between the islands. The Fiji Islands, Vanuatu, and Cook Islands
(off a low base)—all experienced LCA entry—were the most significant
beneficiaries. The Fiji Islands’ frequencies grew by 31%, ASKs by 35%,
and seat numbers by 28%. Comparable results in the Cook Islands were
up 39%, 19%, and 14%, respectively, while in Vanuatu comparable results
were up 14%, 11%, and 10%, respectively.

The main “losers” were islands most severely affected by the
“shakeout” in the region. Tonga, with the demise of Royal Tongan
Airlines, saw frequencies fall by 17%, ASKs by 15%, and seats by 23%.
There was a reduction of 40% in frequencies, 37% in ASKs, and 47% in
seats for Niue because of service changes. Nauru’s frequencies, ASKs,
and seats were down 31%, 61%, and 34%, respectively, because of the
disruption of Air Nauru operations and the use of lower-capacity charters.
However, the replenishment of services to Tonga with the introduction of
Pacific Blue, and Air New Zealand’s commitment to Niue, should provide
a platform for future growth for those island countries. The outlook in
Nauru is less certain.

Operating Cost Structures

Airlines servicing the Pacific region, like international and domestic airlines,
globally have been confronted with sharply increasing operating costs in
recent years because of a combination of factors:

* Aviation fuel prices escalated to record high levels. Air Pacific’s
fuel expenditure, for example, rose from 27% to 34% of total costs
in 2005/06,° resulting in the imposition of ticket surcharges. Fuel
prices eased in late 2006, but a scarcity of production capacity is
expected to trigger further increases;

* Insurance costs have more than doubled since the September 11
terrorist attack in the US;

* Requirements for expenditures on security have increased;

5 Air Pacific full-year profit announcement, June 2006.
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* Aircraft lease costs for popular short-haul types, such as B737NGs,
have climbed by 60-70% in the past 4 years;

* Labor costs are under pressure, with many carriers facing shortages of
skilled personnel (particularly pilots and maintenance engineers); and

* Airport and regulatory charges are rising.

The airlines, of course, are reacting to these pressures. Air New Zealand is
undertaking a 4-year program to lower costs by an additional $165 million®
after achieving improvements of $47-54 million (footnote 6) in the 18
months ending in 2006. The airline anticipates that its fuel bill will reach
1 billion New Zealand dollars (NZ$) for 2005/06, twice the level of 2 years
ago.” Every $0.68 (footnote 6) increase in the price of fuel reduces Air
New Zealand’s earnings before interest and tax by $5.4 million (footnote
6) before hedging on an annualized basis.

Virgin Blue unit costs rose by 3.4% in the 9 months to 30 June 2006
because of a $54.4-million® increase in fuel expenditure.” Air Pacific
announced an expected decline in its earnings in 2005/06 because of the
combination of high-fuel overheads (fuel costs had almost tripled to $316,798
per day), a relatively flat tourism market, and competition from low-cost
operators on Australia and New Zealand routes. The airline was instituting
internal cost efficiencies in an effort to lower overheads, and moving to smaller
aircraft types on some routes to minimize fuel consumption and expenses.

Air Pacific is also investing in more fuel-efficient aircraft by acquiring
five B787-900s to replace existing B747-400s and B767s. The new
aircraft are 20% more fuel efficient than older wide-bodied types, and
offer a longer range to provide greater operational flexibility. The fuel
situation has refocused attention on improving productivity and reducing
employee levels at typically over-manned Pacific operators (Table 12). The
restructuring of Polynesian Airlines, with international operations being
taken up by Polynesian Blue, will see employee numbers decline from 393
to the Government of Samoa’s target of 195. Air Kiribati is also reviewing
staffing levels, while Our Airline is downsizing to remain viable.

Based on an exchange rate of 1 New Zealand dollar (NZ$) = $0.68.

Air New Zealand announcement to the Australian Stock Exchange, April 2006.
Based on an exchange rate of 1 A$ =$0.78.

Virgin Blue announcement of results for the 6 months to 31 March 2006.

e ® u o
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Table 12: Comparison of Employees and Aircraft by Airline

Aitline NuEnber of Number of
aircraft employees
Jet/Turboprop operators
Airlines PNG 14 427
Air Vanuatu 3 n/a
Solomon Airlines 3 95
Air Pacific 6 747
Turboprop only
Air Kiribati 2 80
Air Tahiti Nui 5 593
Our Airline 1 70
Air Niugini 11 1435
Air Marshall Islands 3 106
Air Fiji 11 165
Air Raratonga 6 51
Polynesian 1 195

Sources: Airline annual reports and Centre for Asia Pacific Aviation. 2006.

The Entry of Low-Cost Airlines

Additional competition and significantly lower fares offered by LCAs have
spurred growth beyond historic levels in affected markets. These have
given rise to other issues, such as inadequate hotel accommodations during
peak seasons (especially in the Fiji Islands and Vanuatu).

The prospect of more expansive [LCA coverage in the FIC region
through Pacific Blue its Polynesian Blue joint venture—and Freedom Air
suggests that benefits will spread wider over time. LCA-based growth
encourages external and internal investment in accommodations and airports,
and generates higher tourism receipts with consequent economic gains.

Freedom Air’s Fiji Islands service, the establishment of Polynesian Blue in
Samoa, and extension of services by Pacific Blue mean that low-cost operations
are in place on 11 routes linking Australia and New Zealand with the Cook
Islands, Fiji Islands, Samoa, 'Tonga, and Vanuatu (as shown in Figure 4).

The impact of the ILCAs in terms of traffic growth and development
are discussed in more detail in the case studies in Appendixes 1-4.
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Figure 4: Low-Cost Airline Routes in the South Pacific

Source: International Air Transport Association and Centre for Asia Pacific Aviation. 2006.

However, a number of general conclusions can be drawn from the Pacific
market’s exposure to the low-cost model to date:

* More intense competition has spurred high levels of growth, with
significantly improved tourism returns. The Fiji Islands’ gross
earnings from tourism, for example, rose by 1.6% to $419.9 million
in 2005, with a 3.6% increase in visitor nights. Samoa saw a 55%
improvement in tourism earnings from Australia, and 100% from
New Zealand in April 2006, the most recent reporting period.

* (Changes to travel patterns have occurred in some markets, with
increased numbers of short-stay travelers taking advantage of
cheaper fares and greater availability of seats.

*  While incumbent national airlines within the region are at a com-
petitive disadvantage, in that they do not have the critical mass or
strong home markets of LCAs (i.e., Australia and New Zealand),
there have been few tangible signs to date of substantial detrimental
effect on the passenger loads of national airlines. Load factors for
these carriers have generally held up well despite the introduction of
additional capacity. In the 18 months following Pacific Blue’s entry
onto Australia—the Fiji Islands and Australia—Vanuatu services, for
example, Air Pacific’s loads averaged about 68% and those of Air
Vanuatu 52%.
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* The returns of national operators have come under pressure as
they responded with pricing initiatives to counter the fare discount
strategies of LCAs. This has further emphasized the need to reduce
costs and improve productivity and efficiency.

With the entry of the LCAs during 2004 and 2005, the Pacific market
has been substantially altered in structure, with increasing emphasis on
point-to-point services with smaller capacity aircraft. As noted, this has
limited freight capacity into and out of the islands, as LLCAs generally
operate narrow-bodied aircraft with a focus on passenger rather than
freight carriage.

The experience of the Fiji Islands, Tonga, and Vanuatu in 2005 and
2006 implies potential impact elsewhere as LCA-type operations expand
further into Pacific markets. These were the first island markets affected
by the introduction of low-cost, low-fare competition out of Australia and
New Zealand. LLCA services to Samoa through Polynesian Blue in 2005
and Cook Islands in 2006 through Pacific Blue also began. Moreover, there
are plans for LCA operations to New Caledonia and other islands.

Fare Pricing Implications

Airfares have spiraled downward in most markets contested by LLCAs, in
some cases by 30-40% from previous rates offered by national carriers.

Table 13: Comparison of Economy Fare Pricing on Pacific Routes
Involving Lower Cost Airlines

Route (Distance) High e Lo‘.” L
(A%) | As$/km | (A$) | A$/km | High Fare
Aukland-Nadi (2,160km)
Air Pacific 541 0.25 287 0.13 53.