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1. Introduction

Until the 1980s, many airlines in Europe and North America operated as state-owned
enterprises (SOE’s) and enjoyed competitive benefits resulted from regulations that were aimed
to protect each country’s airline from each other. Because airlines were considered of such
importance, they were protected to ensure connectivity to their home countries, similar to the
importance of providing basic facilities such as water and electricity (Stan et al. 2013, 481).
However, as part of other neoliberalist measures in Western economies, most SOE’s in the
airline industry were privatised. The state-owned airlines that still existed were mostly
concerned with providing essential connections to their home country without strong
international presence and like most SOE’s in general, these airlines were not considered as
competitive on the international market as its privately-owned counterparts (Doganis 2010,
252). However, recently there has been a new development in the airline industry in which
state-owned airlines are becoming more relevant again in the airline industry. The well-known
examples of these are the ‘gulf carriers’ in the Middle East: Emirates, Etihad Airways and
Qatar Airways, which have been one of the fastest-growing airlines since the 2000s (O’Connell
2011, 339). However, this paper will focus on another similar recent development in Asia,
where Chinese state-owned airlines are also gaining market share in favour of established
privately-owned airlines. Because both developments in China and Middle East show that their
state-owned airlines in particular have become more competitive recently, it indicates that the
governments are likely to have played a role in the developments of its airlines. Therefore, this
research will examine why Chinese state-owned airlines are able to perform more competitive

than privately-owned airlines through their relationship with the government.

Current literature on the airline industry in China mostly discusses the aftermath of the
airline reform in China. This reform, which mainly consisted of the consolidations of state-

owned airlines, has been significant in shaping the industry. Currently, the Chinese airline



industry is dominated by three state-owned airlines: Air China, China Southern Airlines and
China Eastern Airlines, also known as the ‘Big Three’. The next chapters will argue that the
government provided these airlines with policies that were mostly aimed at reducing both
domestic and international competition in the Chinese airline industry. This way, the Chinese
state-owned airlines were given better opportunities to develop without having to suffer from
strong competition as this was the case in the Indian airline industry. Through its control on
the airline industry through the Civil Aviation Administration of China (CAAC) as both
operator and regulator, the Chinese government managed to effectively enforce its policies to
shape the airline industry and to benefit its airlines. The following chapter will first discuss the
background of this topic, mainly about the increasing competitiveness of Chinese state-owned
airlines. Then, the analytical framework will argue what factors can contribute to the
competitiveness of airlines after which the main results will show how the Chinese government
has contributed to these factors. A comparison will then be made with the Indian airline
industry to check the relevance of the main findings. This paper will conclude that the strong
government involvement in airline competition has been a major contributing factor to the

development of the competitiveness of Chinese state-owned airlines.



2. Background: Increasing Competitiveness of Chinese State-owned

Airlines

In order to argue why the Big Three airlines are able to perform more competitively, it
is necessary to first show that they are indeed more competitive, which can be done by
comparing them to its Asian counterparts. In Table 1, the Big Three airlines are listed together
with a sample of other major Asian full-service airlines. The list includes the changes in
available seat kilometre (ASK), which is the outcome of the number of seats multiplied by the
number of kilometres flown, thus similar to the total capacity that an airline provides. It also
includes the changes in revenue passenger kilometre (RPK) which is the outcome of the
number of passengers carried multiplied by the distance they are carried, which can be
perceived as total passenger demand. At last, the Table 1 also shows the load factor, which is
the average percentage of occupied seats out of all seats available per year with the changes
compared to last year shown between brackets. The purpose of the this is to compare the

changes in supply and demand per airline in order to give an indication of its growth rates.

Table 1: Capacity Changes of Asian Full-service Airlines in 2016-17

Full-service airlines ASK change RPK change | Load factor
(change)
Air China (2016) * +16.04% +16.56% 77.8% (+0.4%)
All Nippon Airways (2016-17) * +9.9% +12.2% 75.8% (+1.5%)
Asiana Airlines (2016) +3.7% +6.9% 82.5% (+2.5%)
Cathay Pacific (2016) +2.4% +0.8% 84.5 (-1.2%)
China Eastern Airlines (2016) * +28.8% +29.6% 79.8% (+0.5%)
China Southern Airlines (2016) * +22.8% +22.7% 80.5% (+/- 0%)
Emirates (2016-17) +10.3% +8.4% 75.1% (-1.4%)
Garuda Indonesia (2016) +13.3% +8.3% 73.8% (-3.4%)
Singapore Airlines (2016-17) -0.6% -1.4% 79% (-0.6%)
Thai Airways (2016) +1.9% +2.5% 73.4% (+0.5%)

* = International flights only

(Air China 2017, 6-7; All Nippon Airways 2017, 92; Asiana Airlines 2017, 6; Cathay Pacific
2017, 6; China Eastern Airlines 2017, 8-9; China Southern Airlines 2017, 18-20; Emirates
2017, 92; Garuda Indonesia 2017, 11; Singapore Airlines 2017, 5; Thai Airways 2017, 125).



The most interesting aspects of Table 1 are the strong growth rates of the Big Three
compared to its Asian counterparts. The capacity growth of other Asian airlines lies between -
0.6% and 13.3%, while the Big Three, especially China Eastern Airlines and China Southern
Airlines, show significant capacity growth. This shows that these airlines are expanding in a
fast pace by adding more capacity. However, capacity growth is only one aspect of airline
growth as the added seats also need to be filled in order for the airline to actually grow. The
data on the RPK shows that while the Big Three are able to add significant supply in capacity,
they are also able to create demand for the additional capacity. In addition to this, Table 1 also
shows that the load factors of the Chinese state-owned airlines are comparable to its Asian
competitors, which indicate that they operate with similar efficiencies as their competitors. If
the percentage of occupied seats would be much lower, it indicates that these airlines operate
inefficiently as a lot of seats would be wasted by being unoccupied by passengers despite the
growth in supply and demand. Table 1 shows this is not the case for either the Big Three or the
other Asianairlines. So, because the Big Three airlines are able to expand their flight operations
successfully and faster than other Asian airlines, it shows that they can be considered more

competitive in the airline industry.

In addition to Table 1, other sources about the airline industry also acknowledge the
successful growth of Chinese state-owned airlines. Between 2010 and 2017, the passenger
numbers of the Big Three grew with 70%, which resulted in the Big Three being the largest
airlines in the Asia-Pacific region (Matt MacDonald 2017, 62; The Economist 2018).
Furthermore, in 2015, the Big Three airlines topped the list of highest operating profits by
Asian airlines as they were able to make more than 2 billion USD in operating profit that year
(Mott MacDonald 2017, 93). So, in addition to their successful supply and demand growth in
Asia as seenin Table 1, the Big Three airlines also have been able to be financially competitive

in the region than its international competitors, while enjoying strong passenger growth.



3. Methodology

3.1. Analytical Framework: Airline Successfulness

There are different factors that can contribute to the successfulness of airlines, because
airlines could serve different interests and therefore can have different goals in order to be
considered successful, which can be explained through two perspectives. An airline could be
established to serve the national and public interest by providing necessary transportation
connections within or to/from a country, similar to the need of public transportation. As these
routes are based on what the government requires and not what the market demands, these
routes are usually not considered as profitable and losses need to be covered by the government
(Doganis 2010, 252). In this case, the goal of the airline is to provide necessary transportations
that are considered more important than profitable. On the other hand, there are also airlines
that are more focused on making profits than especially operating state-directed routes. They
are more business-oriented and aim to operate flights that are profitable as they cannot rely on
government support (Babic & Kalic 2018, 42; Doganis 2010, 252). So, the two main types of
airlines can be described as either serving government interests or serving its own business-

related interests while operating flights.

However, regardless of the two types mentioned, both airlines have the main goal to
transport passengers. To determine what makes an airline successful, it is necessary to define
success in the core business of airlines, transporting passengers. In order to transport passengers,
airlines need to attract passengers to their flights, creating passenger demand. In addition to
this, airlines need the means to transport them, which can be described as supply. In this case,
it means that it is necessary for an airline to create passenger demand and to have a proper
network structure to transport people on. Related to both passenger demand and network
structure, airlines also rely on the airport to provide the infrastructure and other facilities needed

to operate flights. This means that airlines are also dependent on a good airport management
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in order to be successful. So, a successful airline can be achieved when considering the
following main aspects: passenger demand, network structure and airport management. In the
following part, these main factors will be examined as to why and how they are able to

contribute to the success of airlines.

3.1.1. Passenger Demand
For an airline to gain revenues, it is necessary to have a strategy on how to create the
demand for its products and services. Therefore, it is important to consider the factors that

contribute to the passenger’s choice of airline in an environment with different competitors.

The choice of the passenger for airlines is usually dependent on price and quality. In an
ideal world, airlines would offer direct flights between any two points in the world for non-
stop services. In this case, the availability of direct flights contributes to the quality as the flight
times are shorter than with stop-overs. However, this would not be possible in real life as
airlines have to balance the interests of the passenger and the economic interests of the airline.
There are different ways for an airline to improve flight quality while considering the economic
interests such as better departure/arrival times and better transfer times/options (Babic & Kalic
2018, 42). Also, research has shown that an increase in on-time performance by airlines is
usually followed by a decrease in filed complaints, which indicates that this aspect is valued
by passengers (Chow 2015, 46). Another valued aspect is the quality of the airline personnel
as better personnel will usually lead to a better customer satisfaction (Farooq et al. 2018, 177).
So, through the use of these methods, airlines are able to improve flight quality without

significant extra investments.

On the other hand, through investments an airline can also increase passenger demand.
Airlines can increase the publicity of their brand through sponsorships for example. With

promotion, an airline can extend its visibility to other countries and therefore also strengthen



their brand outside of its home country (O’Connell 2011, 345). Other investments to increase
demand includes improving the quality of aircrafts and terminals, which also contributes to the
customer satisfaction (Farooqg et al. 2018, 177). So, investing in publicity and quality can make

an airline more attractive which can lead to a higher passenger demand.

Besides these airline-related factors, the passenger demand is also dependent on the
economic situation in a country. In less developed countries, people generally have less to
spend on expensive products such as flight tickets and therefore passenger demand is usually
lower than in developed countries. However, economic development in a country can generate
a significant growth in demand for flights (Fu et al. 2012, 13). In the case of a developed
country, the presence of a strong economy is able to attract foreign passengers and therefore is
beneficial for the success of an airline (Homsombat et al. 2011, 589-590). So, besides the
efforts of airlines to increase passenger demand, it is also dependent on the economic situation

in the market they operate in.

The previous mentioned aspects of creating passenger demand have mostly dealt with
the quality of services that an airline can provide, however, another important factor that
influences the passenger’s choice of airline is the price of the products. The rise of low-cost
airlines has been aided by the growing demand for lower ticket prices (Lu 2017, 215). These
airlines can lower their fares through the unbundling of fares and to earn revenues with
ancillary products (Bachwich & Wittman 2017, 163). This means that they lower their quality
and substitute complimentary services with paid options to offer low basic flight fares. So, the
rise of low-cost carriers shows that ticket prices are also strong factors, in addition to airline

quality, in determining the choice of airline.



3.1.2. Network Structure

In addition to creating demand, an airline also needs a network of destinations to carry
passengers on. A suitable network structure and pricing policy is essential for an airline to gain
profits and keep market share (Babic & Kalic 2018, 42). Therefore, it is an important aspect of

an airline to match supply to demand to maximise revenues.

One of the two major network structures that is generally used, is the hub-and-spoke
network (HS network). The network of an airline provides the destinations for passengers, so
it is necessary to match these with the preferences of passengers. In a HS network, flights to
different destinations are operated from one hub airport. By concentrating the flights on one
airport, it provides many possible destinations for passenger with one transfer at a hub airport
(O’Connell 2011, 342). However, the HS network usually has longer travel times due to
stopovers and not flying the direct route between origin and destination. The other major
network structure often used is the point-to-point network (PP network), in which airlines aim
to carry passengers only from origin to destination on one flight without connecting services.
In this case, passengers benefit from direct flights and therefore shorter travel times (Babic &
Kalic 2018, 51). So, while the HS network is able to provide more destinations through

connecting passengers than the PP network, the latter has shorter travel times.

In addition to transferring passengers to own flights in HS networks, airlines can also
have a partnership with one or more airlines to expand its number of destinations. By joining
global alliances and participating in codeshare agreements, airlines can expand their network
by utilising other networks and vice versa. However, it is then important that airlines need to
manage their routes effectively to offer quick connecting flights with other airlines (Casanueva
et al. 2014, 95; Castiglioni et al. 2018, 143). The idea of these partnerships is to increase the
number of destinations and therefore attract more potential passengers and earn more revenue.
For example, research has shown that there is a positive correlation between the number of
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code-sharing partners and the operating margin of the airline, which indicates that increased
cooperation could be linked to better operational results (Zou & Chen 2016, 56). Therefore, a
cost-efficient way for airlines to expand their network is to cooperate with partners in sharing

routes.

3.1.3. Airport Management

Besides creating supply and demand, airlines also need facilities provided by the airport
management to operate flights. The importance of airports is related to the previous mentioned
research on customer satisfaction which stated that the quality of the terminal is important in
contributing to this factor (Farooq et al. 2018, 177). This is especially the case for premium
class passengers, like first and business class, who value premium features at an airport such
as lounges and fast-track security lanes (Chen & Lei 2017, 510). Furthermore, airlines are also
reliant on basic features such as fuel and sufficient capacity provided by the airport to operate
flights and potentially grow (Homsombat et al. 2011, 589). Without enough capacity at the
airport, the airline could suffer from congestion at their hub which negatively affects the on-
time performance of its flights (Babic & Kalic 2018, 51). Therefore, as airports are part of the
flight experience, the quality of facilities and services is a contributing factor to the overall

passenger experience.

Another aspect that is relevant for airlines is the access of airports as restrictions or
allowances will determine the number of competitors at airports. If an airline is a major user of
an airport, it could likely withstand increased competition, as it then can be considered to have
airport dominance because it is responsible for most of the flights and passengers travelling
through that airport. This aspect could have different benefits for airlines such as having
influence on the decision-making of the airport such as restricting new entrants. This is relevant
because any new airline that starts operations from a certain airport will indirectly become a
new competitor of the dominant airline on many routes due to transfer flights (Bilotkach &

11



Lakew 2014, 303). Other dominance benefits include the ability of airlines to charge higher
fares to business and first-class passengers as they are reliant on the major user of the airport
to have the flexibility of flights and the quality of service they prefer. However, due to the price
sensitiveness of economy/leisure passengers, this feature of airport dominance would not occur
in lower classes, such as economy class (Chen & Lei 2017, 521; Ciliberto & Williams 2010,
490; Doganis 2010, 188). So, by becoming a major user of an airport, airlines can influence

airport competition and to benefit from their status as main airline.

Another way for airlines to gain this airport dominance is through the previous
mentioned partnerships, but also through mergers or takeovers. Through code-sharing and
alliance participation, airlines are able to increase their presence at airports through the
networks of partner airlines without significant investments. In addition to this, through
mergers, airlines can also gain market share and competitive advantage through airport
dominance (Borenstein 1990, 404). If mergers are possible, airlines can expand their presence
at airports significantly in a relatively short period. Therefore, in addition to partnerships,

airlines can also gain the benefits of airport dominance by taking over other airlines.

In short, this framework has shown how passenger demand is the main contributor to
the success of airlines. Creating passenger demand in a competitive environment is done
through improving the quality of airlines and effective pricing strategy to attract passengers.
Furthermore, a good network structure of airlines provides numerous travel opportunities and
efficient travel times. As travellers pass through airports, the successfulness of airlines will
depend on the quality of services, market share and capacity at the airport. Complying to these
features will contribute to the number of passengers transported and therefore also the

successfulness of airlines.
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3.2. Research Design
This research is structured to focus on the three main points raised in the analytical
framework: passenger demand, network structure and airport management. In the following
sections, these three elements will be studied in a case study on the Chinese state-owned airlines

and a short robustness check on Indian state-owned airlines.

The case study on the airline industry in China is selected, based on two main
motivations which are its competitiveness and economic system. As mentioned in as basic
assumption, the Chinese airline industry has seen a significant growth in the past years and is
expected to continue this trend in the future. Especially the Chinese state-owned airlines are
performing competitive against foreign airlines, which is notable considering the existing
literature on the inefficiencies and weak competitiveness of SOE’s. Often in state capitalist
countries, the government participates to a large extent in its economy through SOE’s. In the
case of China for example, 80% of the stock market capital are represented by SOE’s (Stan et
al. 2013, 474). However, SOE’s are usually founded because they need to serve the needs of
the government, which means that the SOE’s must balance between operating its business,
while also taking into account the interference by politics and bureaucracy. As a result, their
efficiency is often lower than that of privately-owned enterprises (POE’s), which usually have
economic performance as their top priority (Stan et al. 2013, 481). Because of this, the case of
Chinese state-owned airlines is interesting as this shows a development which is not usually
expected from SOE’s, which is being competitive. This research will mainly focus on the
current Big Three airlines, which resulted from the reforms in the Chinese airline industry since

the 1980s and therefore will examine the period since then until present day.

The hypothesis for this research is based on the comments mentioned above and argues
that the competitiveness of Chinese state-owned airlines originates from its relationship with
the government. Being both regulator and operator in the Chinese airline industry the

13



government holds, through the CAAC, significant power over the industry. So, this research
will focus on this topic not by examining what the state-owned airlines itself have done to
improve their competitiveness, but by examining the role of the government as they hold more
power than the airlines in the airline industry. Therefore, it can enforce policies that could
benefit its airlines, such as creating passenger demand, effectively structuring the network and

to provide the infrastructural needs at airports.

This research will mostly collect data from primary sources and secondary literature on
the Chinese airline industry. This paper is designed as a qualitative research and therefore
makes use of mostly literature on the topic instead of statistics. The secondary literature
provides the academic framework for this paper as well as information on the development of
the Chinese airline industry since the reforms. However, as this research also deals with recent
developments, such as from 2017 and 2018, it will also use primary sources such as news
articles to cover these topics. The information derived from these articles will be placed into
perspective using academic literature. Furthermore, this research makes use of flight ticket data
found on an internet flight search engine, which will be used in a short analysis of flight
frequencies and ticket prices. The results of this research aim to show the pervasiveness of the
Chinese government in its airline industry by examining its dual role as both operator and

regulator.
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4. Main Results: Government Influence on Airline Industry

As mentioned in the analytical framework, in order for an airline to be successful it has
to match three aspects: be able to compete in order to create passenger demand, have a solid
network structure and to enjoy a good airport management. In the following sections, | will
examine what the Chinese government has done for its state-owned airlines to support these

factors and how its involvement can be compared to its Indian counterpart.

The power of the central government on the airline industry is enforced by the CAAC,
which is part of the Ministry of Transport and holds power over both the airlines and regulations
in China (Heicks 2009, 74). While the state-owned airlines are not directly controlled anymore
by the CAAC, it still remains the main shareholder of the airlines and the foremost objectives
of these state-owned airlines are to serve and execute government policies rather than making
profits and operating efficiently (Chow & Tsui 2017, 115; Reuters “China ease investment”
2018). In addition to its role as operator, the CAAC also acts as regulator for the Chinese
aviation industry and it holds responsibilities such as issuing route permissions, determining
airport charges and control of schedules, prices and market access (Heicks 2009, 74). Because
of the dual role of the CAAC, it has significant control over the Chinese airline industry and as
part of the government, this power lies indirectly with the government which can influence and

support the industry according to their policies.

The extent to which these Chinese government policies have influence on the state-
owned airlines will be shown by comparing this with a similar case in India. The choice for
India is made based on similarities in both airline industries. In general, the airline industry of
the Asia-Pacific region has great prospects as it is expected to become the largest market by
2032, overtaking other world regions (Banerji & Goenka 2016, 21). The two main drivers of
this growth are the Chinese and Indian airline industry. The latter, in particular, has much

growth potential as Indian airlines are expected to need twice the 2016 number of aircrafts by
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2020, while it will also likely become the largest aviation market in 2030 (Banerji & Goenka
2016, 21). Furthermore, it is expected that both China and India will likely become the largest
consumer markets within 15 years, indicating the growing purchasing power in both countries
(O’Connell & Williams 2006, 358). So, when examining the growth prospects, India and China
are to great extent comparable. In addition to the similar current developments, both countries
also have significant populations, large domestic markets and have experienced economic
reforms in the past 40 years, in which liberalisation took place in both economies, albeit to
different extents (O’Connell et al. 2013, 160; Zhang & Chen 2003, 31). Therefore, because of
these economic and airline industry similarities, this paper will provide a robustness check on
the case of China by examining the role of the Indian government in its airline industry. The
following parts will first discuss the cases in China, after which the comparison with India will
be made. The results will be discussed to establish the effectiveness of policies by Chinese

government on the airline industry.

4.1. Passenger Demand in China

The Chinese government was able to support the passenger demand of the Big Three
airlines by limiting access to the Chinese market for foreign airlines. Creating passenger
demand can take different forms such as improving quality/price rates to offer the best products
that suits passengers. However, in this case, passenger demand for the Big Three was created
by reducing competition, both domestically and internationally, and therefore limiting the
supply of flights. Until the late 1980s, the Chinese government was very conservative in
allowing foreign access of airlines to China (Wang et al. 2016, 14). It has used bilateral
agreements to negotiate on the number of flights and capacity. Usually, this meant that one
Chinese and one foreign airline could operate a certain route within the limits of number of
flights and capacity in order to reduce competition. China often tried to include beneficial

provisions for itself in these bilateral agreements such as the equal sharing of revenues between
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Chinese and foreign airlines according to the number of flights operated by each side. The
benefits for China from such agreements can be noticed in the case of flights operating to South
Korea during the 1980s and 1990s. During this period, Korean airlines often had to pay Chinese
airlines because most travellers were Korean and tend to fly more on Korean airlines, which
created an imbalance in passenger demand for which the Chinese airlines had to be
compensated for. China also insisted on additional provisions such as a 2-1 division in flights,
in which for every two Chinese flights, the foreign carrier could operate one flight (Zhang &
Chen 2003, 36-37). So, before the airline market liberalisation in the 2000s, the Chinese
government had been focused on policies to reduce foreign airline access and to support

domestic airlines through beneficial bilateral agreements.

In addition to beneficial policies, the Chinese government also allowed price-fixing by
the state-owned airlines to increase revenues. In the case of the Big Three airlines, they share
the same owner, the CAAC, which is controlled by the government. Sharing the same owner
could create the opportunity for the Big Three airlines to collude prices as a result of close
partnerships or connections between airlines. In this case, it has been known that price-fixing
by airlines was allowed by the CAAC (Wang et al. 2018, 87). Furthermore, the airlines have
also been open about this practice as in 2006, the Big Three airlines in China admitted that
price collusion took place. For example, they stated that they had held meetings to prevent the
flight tickets from dropping to levels similar to train tickets (Zhang & Round 2011, 361).
Furthermore, the CAAC itself also controlled domestic flight ticket prices. Especially the busy
and profitable routes were under control of the CAAC, which set a maximum ticket price to
prevent ticket prices from rising too much (Business Times 2018). So, indirectly the
government allowed price-fixing for its state-owned airlines in order to prevent prices from

dropping too low but also imposed price caps to prevent prices from rising too high.

17



Currently the Chinese government plans to allow ticket prices to fluctuate depending
on market forces as part of a larger plan to liberalise the market but to also increase revenues
of Chinese airlines. In 2018, the Chinese government announced that it would lift price controls
on certain domestic flights. In this measure, the criteria were that the prices of domestic routes
operated by at least five airlines were allowed to be raised by 10%, though it only applies to a
maximum of 15% of an airline’s network. Previously in 2016, the government had already
allowed market-based prices on domestic routes that were shorter than 800 kilometres (He
“Airlines shares surge” 2018). It can be noticed that in the past years the government has been
lifting more controls on the airline industry and it aims to apply such system of market-based
ticket prices on the whole Chinese airline industry in 2020 (Yang 2018). In addition to this, by
providing the opportunity for Chinese airlines to raise their ticket prices, it is expected that the
revenues of the airlines will increase with 10 to 15% during 2018 (He “Airlines shares surge”
2018). For example, when the lift of the price cap was announced, the share values of the Big
Three airlines rose over 10% (Business Times 2018). This indicates that these measures by the
government are perceived as beneficial for airlines. So, while ticket prices had been strictly
controlled by the CAAC, recent developments indicate that price controls are gradually being

lifted.

Despite this, examining the flight routes between the three main hubs of the Big Three
airlines shows that prices are still much the same even after the price loosening, which indicates
that price collusion could still take place. The announcement that ticket price caps would be
lifted was made in January 2018 and was effective immediately (Woodhouse 2018). Because
it only applied to routes with 5 or more competitors, the following analysis will mostly focus
on the busy routes between the three main cities in China: Beijing, Guangzhou and Shanghai.
Analysing the data collected in April 2018 for flights in June and December shows that the

prices of the Big Three airlines are exactly similar. In Table 2, the ticket prices are listed for

18



one-way flights for the routes listed at the top. On the left, the airlines that operate one or more

of these routes are listed. This examination of two separate full weeks is done in order to

minimise the effects of daily and seasonal capacity changes.

Table 2: Ticket Prices of Chinese Airlines on flights between Beijing, Guangzhou and

Shanghai in 2018

(** China Southern
Airlines)

Ticket Prices: Beijing — Beijing — Guangzhou —
June 1-7, 2018/ Guangzhou Shanghai Shanghai
December 1-7, 2018.
Air China 1.960 CNY 1.290 CNY 1.400 CNY
(** Shenzhen | (** Shenzhen (** Shenzhen
Airlines) Airlines) Airlines)

China Eastern Airlines 1.960 CNY 1.290 CNY 1.400 CNY

(** China Southern | (** China Southern

Airlines) Airlines)
China Southern Airlines | 1.960 CNY 1.290 CNY 1.400 CNY

(** Xiamen

Airlines)
China United Airlines - * -
Hainan Airlines 2.160 CNY 1.420 CNY 1.540 CNY
Juneyao Airlines - 1.290 CNY 1.400 CNY

(** Air China) (** Air China,

Shenzhen Airlines)

Shanghai Airlines - 1.290 CNY 1.400 CNY
Spring Airlines - - *
Xiamen Airlines - 1.290 CNY -

* = price unavailable **= These airlines also sell tickets for the respective flights as code-

share partner

(Source: Compiled from Google Flights 2018).

! This data is derived from the Google Flights search engine. 3 separate searches were done for one-way
economy tickets for the routes: Beijing (all airports) — Guangzhou (CAN), Beijing (all airports) — Shanghai (all
airports and Guangzhou (CAN) — Shanghai (all airports) for the days June 1-7, 2018 and December 1-7, 2018.

Data accessed on April 24, 2018.
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The results shown in Table 2 shows two distinct features, the ticket prices of the Big
Three and their subsidiaries are identical for all the flights operated in both of the examined
weeks and the only airline that sells at different prices is the privately-owned Hainan Airlines
with more expensive flight tickets than those sold by the Big Three. Other airlines listed include
China United Airlines and Spring Airlines which also operate flights on some of these routes
but their ticket prices were not available at the time of data collection. Privately-owned Juneyao
Airlines also sells its flight tickets at the same prices as the Big Three, which could be the result
of its code-sharing partnership with Air China, which allows the latter to sell own flight tickets
on the flights operated by Juneyao Airlines (China Aviation Daily 2016). In addition to that,
the Big Three subsidiaries Shanghai Airlines, part of China Eastern Airlines, and Xiamen
Airlines, owned by China Southern Airlines, also sells its flights for the same prices (CAPA
2018; Shen & Ullatil 2009). Because the Big Three airlines have a history of colluding prices,
the results from Table 2 indicate a continuation of this practice nowadays. By pricing it at the
same level as other state-owned airlines and its affiliated airlines, they could prevent price
drops resulting from outcompeting each other. In addition to this, the fact that the privately-
owned Hainan Airlines sells its tickets above the Big Three prices does not suggest that the Big
Three airlines are colluding to keep its prices artificially high. Therefore, the similarities
between the ticket prices of the Big Three and its affiliated airlines can be explained by their

history of contacts to discuss ticket prices to prevent the prices from dropping too low.

The consistency of the ticket prices sold by the Big Three airlines could also indicate
that there is still a kind of price cap or control in place as they are selling their flight tickets for
the same price. However, as mentioned before, this price cap has been relinquished in January
2018 which means that prices would fluctuate from then. One explanation for the absence of
price fluctuations in Table 2 could be that the Big Three airlines, and also their partners, do not

want to drive up prices as they operate as state-owned airlines for the country and not just for
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profits. Furthermore, privately-owned Hainan Airlines might have increased revenues as they
do not enjoy same benefits as the state-owned airlines. It can be noticed that the ticket prices
of Hainan Airlines are approximately 10% higher than the rest of the Chinese airlines, which
is the similar to the maximum of 10% that airlines were allowed to add to their flight tickets
(He “Airlines shares surge” 2018). Because of this, the results in the Table 2 seem to show the
reluctance of the Chinese state-owned airlines to raise prices when given the opportunity, while
it could have been necessary for privately-owned Hainan Airlines to make use of this to

increase revenues.

Also, as part of the airline market liberalisation, the Chinese government has tried to
partly liberalise its airline market to allow more foreign access of airlines through open-skies
policies. However, the actual implementation has been limited due to the small number of
partner countries. China has open-skies policies with countries like South Korea and Australia,
however, this excludes large markets like the US or Europe, which traffic rights are still
negotiated on bilateral agreements (Fu et al. 2012, 24). Furthermore, in the case of Australia,
Chinese airlines already dominate the market between the two countries with 90% market share
(CAPA 2016). Because of this dominance of Chinese airlines, it is likely that the unrestricted
access to Australia would likely benefit them more than Australian airlines as they could further
sustain their market domination. In addition to this, some of these open-skies policies include
extra provisions such as with South Korea, which includes unrestricted access only to the
Shandong province (Fu et al. 2012, 23-24). So, while China has done some effort in liberalising
the airline industry, its actions still show that China is reluctant to allow free competition by

foreign airlines, which is likely aimed to protect its own state-owned airlines.

In the domestic market, state-owned airlines also enjoy protection from foreign airlines
through government policies related to foreign investments. For example, foreign airlines can
only enter the Chinese domestic market through joint-ventures with local airlines and when

21



they do, the airlines often face issues related to understanding the Chinese market and their
relation with the Chinese provincial and central governments (Heicks 2009, 73). Because of
this, it is difficult for foreign airlines to start businesses in the growing Chinese domestic
market which is dominated by the Big Three. Data from 2012 showed that 55.9% of the Chinese
domestic routes were monopolies and 31.9% of the Chinese domestic routes were monopolies
of one of the Big Three (Wang et al. 2016, 17). This shows that the domestic routes are mostly
dominated by one airline and then often by one of the Big Three. So, while the access to the
Chinese market has been limited by policies related to access by foreign airlines, the market
itself is also difficult to operate in because of the dominance by the Big Three airlines and the

difficult relations between the government and foreign airlines.

As the growing Chinese domestic market is limited for foreign airlines, they strongly
rely on partnerships to benefit from passengers flying to/from China. These partnerships may
come in the form of shareholding, which has been allowed by the Chinese government to a
certain percentage (Reuters “China ease investment” 2018). For example, in 2015 Delta Air
Lines bought a 3.55% stake in China Eastern Airlines while in 2017 American Airlines
acquired 2.68% of China Southern Airlines (Toh 2017). In addition to this, in 2018, the CAAC
announced that the possibilities for private and state enterprises to invest in Chinese airlines
will be extended (Yang 2018). So, in line with other policies to lift restrictions, the government
is gradually increasing the possibilities for foreign airlines to invest in Chinese state-owned

airlines.

Such investments are intended to benefit airlines from both countries as passenger
numbers will increase and efficiency will improve through code-sharing. The partnerships as
seen with Delta Air Lines — China Eastern Airlines and American Airlines — China Southern
Airlines include cooperation through code-sharing. Code-sharing means that one airline can
place its flight number on a flight operated by a partner airline in order to sell tickets for that
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flight as if it was a flight operated by itself. Through the use of another airline’s network,
airlines can increase the number of destinations it has to offer. For example, as the Chinese
domestic airline network is relatively closed for foreign airlines, they can use partnerships with
Chinese airlines to offer flights to more destinations in China and vice versa. By also
transporting passengers from US airlines to their own network, passenger numbers will
increase at Chinese airlines. Furthermore, efficiency gains are also likely part of the
partnerships as Chinese airlines can benefit from the expertise brought from US airlines with
more experience in international operations (Carey 2017). So, instead of allowing more direct
access of foreign airlines, the Chinese government allowed small shareholdings by foreign
airlines to benefit from increased passenger numbers and to gain more expertise in the

international airline industry.

In addition to this, the Chinese airlines also benefit from being preferred over foreign
airlines. In history, Chinese airlines have not been as competitive as its foreign competitors.
The poor competitiveness of Chinese airlines has been caused by factors such as “low income
level and its restrictive travel policy” in China, weak marketing and sales and poor service
quality compared to foreign airlines, mostly because of recurring delays and poor customer
service (Zhang & Chen 2003, 37). Despite this, Chinese passengers still prefer Chinese airlines
because they are considered “loyal and patriotic” and will therefore likely prefer domestic
airlines over foreign ones (Chen “China’s second-tier cities” 2017; Heicks 2009, 73). In this
case, even when foreign airlines could gain significant access to China, they would still have

to gain market share over preferred domestic airlines.

4.2. Network Structure in China
Besides protecting the state-owned airlines from foreign competition, the Chinese
government also supports routes and plays a strong role in structuring the networks of both the
state-owned and foreign airlines. Supporting flight routes is often done through financial
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incentives. In recent years, there had been a rise in flights from Chinese ‘second-tier’ cities,
which are large cities in China such as Chengdu, Hangzhou and Shenyang only with less
significance than the ‘first-tier’ cities: Beijing, Guangzhou and Shanghai (Chen “China’s
second-tier cities” 2017). In 2016, these local governments in China have awarded around 1.3
billion USD in subsidies to airlines in order to operate international flights out of the region
(Bloomberg News 2017). An indication of the effects of these subsidies can be noticed as

numerous foreign airlines that operated to these second-tier cities had to cease routes because

of unprofitability in contrast to Chinese airlines (Chen “China’s second-tier cities” 2017). In

addition to subsidies, an alternative explanation for this development could be the Chinese
preference for Chinese airlines as mentioned before. By allocating subsidies, the local
governments aim to maintain the, at first, unprofitable routes to create a market for travellers
to China (Bloomberg News 2017). Later, when the airline and region become more well-known
it should then be able to operate more independent either with less or no subsidies. This case
shows that the local governments in China also play a significant role in developing their local
airline industry, while the central government focusses on the Big Three airlines operating from

the main first-tier Chinese cities.

This focus on the Big Three airlines by the central government can be perceived in the
government policies which have been aimed to support it but also to structure the networks of
it to prevent too much competition taking place. Already during the consolidations of Chinese
airlines in the 2000s, the government separated the airlines into geographically divided entities
to minimise the direct competition (Shaw et al. 2009, 305). For example, Air China mainly
operates from Beijing, China Eastern Airlines from Shanghai and China Southern Airlines from
Guangzhou. In the case of domestic flights, this means that direct competition is limited and

airlines enjoy to some extent monopolies on certain regional routes. Furthermore, the Ministry
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of Transport also helps reducing competition by reserving the most profitable routes for the
three main state-owned airlines, which are mostly flights to/from the first-tier cities (Heicks
2009, 73) In the case of international flights, the direct competition between Chinese airlines
is almost non-existent as each airline mostly operates from their own hubs and because the
rights to international flights are controlled by the CAAC. Currently, the CAAC limits the
number of Chinese airlines allowed to fly international routes from China to major foreign
destinations. For example, only Air China is currently allowed to operate major routes like
Beijing to Los Angeles (Rong & Shiging 2017). This way, the Chinese government is able to
prevent domestic competition between own state-owned airlines, while focussing on

competition with foreign airlines.

However, the route separation between airlines is currently fading away as the
competition between state-owned airlines is increasing. In 2013 and 2014, the 20 busiest
domestic routes in China had an average of 7.2 airlines active on each route compared to the
US with 4.2 airlines on average (Chen “Declining yields 2017). This shows that the airline
competition in the Chinese airline industry is relatively strong compared to another large airline
domestic industry (Wang et al. 2018, 80). For example, the data from Table 2 shows that there
are 8 airlines operating between Beijing and Shanghai, which shows the heavy competition
between Chinese airlines on busy domestic routes (Whitley 2018). The presence of Air China
and China Eastern Airlines in this list is not surprising as the former is mainly based at Beijing
and the latter at Shanghai. However, what is peculiar about this list of airlines is the inclusion
of China Southern Airlines as state-owned airline, which was supposed to be mainly based at
its home city, Guangzhou. Likewise, Table 2 shows that China Eastern Airlines also flies
between Beijing and Guangzhou, while Air China operates flights between Guangzhou and
Shanghai. So, currently each Big Three airline is also active outside of their hubs on busy main

routes.
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In Table 3, the daily return flights operated by each Big Three airline between their
three main hubs are shown. The Big Three airlines are listed on the left, while the routes are
listed at the top. In each section the number of return flights per day are listed. Again, this
examination of two separate full weeks is done in order to reduce the effects of daily and

seasonal capacity changes.

Table 3: Number of flights operated by the Big Three airlines between Beijing, Guangzhou
and Shanghai

Big Three hub connections Beijing — Beijing — Guangzhou —
Daily return flights Guangzhou | Shanghai Shanghai
(June 1-7, 2018/
December 1-7, 2018)?

Air China 9/9 15/15 3/3
China Eastern Airlines 1/1 23/22 9/8
China Southern Airlines 14/14 1/2 15/14

(Source: Compiled from Google Flights 2018).

From Table 3, two main features can be discussed in relation to the network structure
of the Big Three airlines. First, it shows that the two main operators of a route have their hubs
based at one of the two cities served. This is not uncommon as airlines usually operate most of
their flights from their hubs. However, Table 3 also shows that the airlines with the fewest
flights do not have their hubs based on the route. Being active on other routes in China shows
that the initial aim of the government to separate the flights of the state-owned airlines is not
met and that direct competition between the Big Three is increased by this. However, these
airlines without a hub on the route only operate a limited number of flights which vary from 1
to 3 daily return flights compared to the maximums between 14 and 23 daily return flights

operated by those with hubs on the route. This shows that despite the flights between non-hub

2 This data is derived from the Google Flights search engine. 3 separate searches were done for one-way
economy tickets for the routes Beijing (all airports) — Guangzhou (CAN), Beijing (all airports) — Shanghai (all
airports and Guangzhou (CAN) — Shanghai (all airports) for the days on June 1-7, 2018 and December 1-7,
2018. Code-shared flights operated by other airlines are excluded. Data accessed on April 24, 2018.
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cities, these airlines do not pose a significant competitive threat because of their limited
capacity. So, while the Big Three airlines are not truly separated anymore on busy routes, the
direct competition between them on routes out of their hubs is still minimal on busy routes,
which indicates that these airlines are still much focused on their own region without interfering

much on routes between other state-owned airlines.

4.3. Airport Management in China

In addition to the interference in structuring the network of its airlines, the Chinese
government also supports its airlines through its preference for state-owned airlines at airports.
As mentioned before, the CAAC controls the access of airlines into airports and major routes.
This is done to protect the Big Three airlines and to allow moderate international competition
to the main cities, without Chinese airlines heavily competing against each other. Meanwhile,
other smaller Chinese airlines are encouraged to operate flights on thinner routes to smaller
destinations (Wang et al. 2016, 22). The Big Three also enjoy further benefits from the
government in the form of time slots as they enjoyed preferential treatment in the time slot
allocation at Chinese airports. This means that the Big Three airlines receive better and more
suitable departure and arrival times from the CAAC than their competitors. However, recently
the CAAC announced that it would try another slot allocation system in order for private
airlines to have a fair opportunity to compete for slots, such measures included drawing lots or
biddings (Reuters “China reforming slot-assignment” 2015). However, as this has only been a
trial run, it does not indicate that a change in the slot allocation system will take eventually
place. Though it would certainly improve competition at Chinese airports if airlines get an
equal chance to acquire time slots. So, while the CAAC has favoured the slot allocations of
Big Three airlines in the past, its current effort to improve fair slot allocation does not yet
indicate a major change will take place that will improve equal treatment of airlines at Chinese

airports.
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Other efforts by the CAAC to support the Big Three included the mergers of airlines to
gain significant market shares at airports. Reducing the airline competition within China was
already the aim of the consolidations in the 2000s, in which smaller state-owned airlines were
merged in to the Big Three to improve efficiency (Zhang & Chen 2003, 33). However, during
the financial crisis of 2009, the Chinese government again encouraged the three major state-
owned airlines to acquire smaller airlines because of the declining air traffic demand and poor
business results of privately-owned airlines which have been allowed since 2004. Because of
these acquisitions, the three major Chinese airlines were able to quickly gain market share at
the expense of privately-owned airlines, which could only be set up again from 2013 (Chow &
Tsui 2017, 110-111). An example of this is the acquisition of Shanghai Airlines by China
Eastern Airlines which resulted in China Eastern Airlines controlling more than half of the
flights from Shanghai Pudong Airport (Shen & Ullatil 2009). Another example is the
acquisition of Shenzhen Airlines by Air China, which increased the market share of Air China
in Shenzhen to 40% compared to 10% before (Chiu & Shaw 2010). So, when it was necessary,
the Chinese government encouraged its Big Three airlines to acquire smaller and privately-
owned airlines, however, this also led to the result that state-owned airlines gained dominant

market shares at certain airports.

However, this growth of Chinese airlines has created constraints on the capacity of
airports which are in need of infrastructural expansions to handle the passengers and aircrafts.
The growth of the Chinese airline industry can be noticed in the number of new developments
of airports. In 2004, the central government transferred the airport ownership and management
to local governments in order to create an incentive for them to invest in new developments
and improve their regional airports, however, new airport developments are still directed by
the CAAC on national level (Heicks 2009, 74; Wang et al. 2014, 153). As a result of this, the

number of airports in China has increased rapidly since 1990, from 94 civil airports to an
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expected 244 in 2020 with most of them are being built in the northern and western parts of
China, which are generally less developed than the eastern regions (Fu et al. 2012, 21).
Furthermore, in 2015, it was reported that China would invest around 80 billion USD in airport
projects only that year (Reuters “China’s Aviation Boom” 2015). In 2017, China announced
74 projects in the development of new airports and current ones (Wang 2017). These
developments include new terminals or the expansion of current ones as well as the increase in
runway capacities (He “Guangzhou airport” 2018). So, both on regional and national level
there is the need and support for airport development, which is necessary due to the current
capacity constraints. Chinese airports currently suffer from poor terminal infrastructure, strong
passenger growth, and frequent delays caused by limited availability of Chinese airspace due
to the dominance of the military aviation (Wang 2017). Furthermore, there are runway capacity
shortages at most major Chinese airports with even more congestions and delays as result (Fu
etal. 2012, 22). Thus, by investing and improving constraint airports, the Chinese government
can support the growth of its state-owned airlines by providing them with adequate

infrastructure to operate flights.

The Chinese government can also support the state-owned airlines at airports by selling
aircraft fuel at price lower than the international average. In China, the state-owned China
National Aviation Fuel Group (CNAF) is almost the sole supplier of aircraft fuel at Chinese
airports (Aizhu & Miller 2018). They have strong control over the airlines as aircraft fuel is
one of the major cost elements of airlines while fluctuations in fuel prices can have significant
effect on the profits of airlines (O’Connell et al. 2013, 164). In the case of the CNAF, the fuel
prices are based on the international market prices for crude oil, which means that it can
fluctuate. This has caused some concerns at Chinese airlines, as they do not have the
opportunity to hedge fuel at CNAF in order to benefit from constant low fuel prices. Despite

this, aircraft fuel prices in China have been lower than the international average, which

29



indicates that the government does not intend to profit heavily from fuel sales but rather focuses
on providing its airlines with the basic means to operate flights (CAPA “China jet fuel” 2005).
So, by also controlling the provision of aircraft fuel at airports, the Chinese government is able
to control and manage competitive fuel prices for its state-owned airlines, though changes in

crude oil prices can create uncertainties in the price of aircraft fuel in China.

4.4. Comparison with Indian Airline Policies

4.4.1. Passenger Demand in India

Unlike in China, Indian state-owned airlines could not benefit from competition
policies to help creating passenger demand, rather the Indian government supported fair
competition between state-owned and privately-owned airlines which eventually benefitted the
privately-owned competitors more than the state-owned airlines, such as Air India, which

currently suffers from repeated yearly losses.

Already since the 1990s, the poor performance by state-owned airlines in India was
recognized by the government, after which a commission was set up to analyse the issues. One
of the solutions proposed was privatisation, however, this was opposed by trade unions. As a
result of this, the government performed an airline consolidation similar to China in which the
two main state-owned airlines, Air India and Indian Airlines merged into Air India (Wang et
al. 2018, 82). However, Air India still suffers from financial losses each year since 2007, which
adds up to the mounting debt of 5 billion USD (BBC News “Air India” 2018; O’Connell et al.
2013, 162). These factors pose a problem for the current new plan of the Indian government to
privatise the airline which aims to help Air India to turn profits again instead of relying on the

taxpayer’s money to cover its losses.

Unlike in India, the consolidations in China took place without much attention for fair

competition unlike in India and as a result of this, Air India was not able to establish a dominant
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position compared to its privately-owned competitors. In China, the government encouraged
state-owned airlines to merge with each other without any further conditions to maintain fair
competition and to prevent monopolies such as giving up slots to prevent airport dominance.
In addition to this, price-fixing by airlines was allowed by the CAAC, in contrast to India
(Wang et al. 2018, 87-88). The merged state-owned airline Air India had to compete with
private airlines on a fair basis while in China, as a result of these price collusions and

geographic separation of airlines, competition between state-owned airlines has been reduced.

Furthermore, the access of privately-owned airlines already took place in the 1990s in
India, while in China they did not enter the industry until the mid-2000s. Because of this,
nowadays privately-owned airlines in China only have a market share of around 10%, while in
India such airlines control between 60% and 70% of the industry (Wang et al. 2018, 83).
However, Air India does enjoy preferable policies to a certain extent by the government such
as preference in traffic rights and financial support, similar to China (Saranga & Nagpal 2016,
167). It should be noted that receiving financial support is beneficial for Air India as it is then
able to operate with lower flight ticket prices, but with government support to cover its lower
revenues. However, as privately-owned airlines do not enjoy this, they could have difficulties
competing with Air India, especially in the case of smaller airlines (Banerji & Goenka 2016,
24). So, because the Indian government did not have strong policies as China to limit the
competition in the Indian airline industry, Air India had difficulties to develop which resulted

in its current state of losing money and mounting up debts.

The Indian government did try to protect its domestic airlines by restricting access of
foreign airlines, though to a lesser extent than in China. As mentioned in the previous part, in
the context of airline competition, the Chinese state supports its airlines through policies such
as restrictive bilateral agreements to reduce access of foreign airlines and by allowing only a
limited amount of foreign shareholding for partnerships. Similar to China, the Indian
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government is also reluctant in the access of foreign airlines to India as the majority of the
airline market from/to India is under restrictions on capacity and number of destinations.
Though India does have an open-skies policy with the United States, which is one of the five
major destination countries from India, as opposed to China (O’Connell et al. 2013, 163).
While foreign competition is limited, most of the airline competition can be found within India
with privately-owned airlines such as Jet Airways or IndiGo. Nowadays, these privately-owned
airlines are part of the three largest airlines in India together with SpiceJet and with Air India
listed as fourth largest (O’Connell et al. 2013, 167). Especially the cost-competitive low-cost
airlines like IndiGo and SpiceJet with low ticket prices have become dominant in the Indian
airline industry with a total market share of 65% (Jain & Natarajan 2015, 285; O’Connell et al.
2013, 80-82). So, while the Indian government has done some effort in reducing foreign
competition, the real threats for its state-owned Air India are the privately-owned Indian

airlines and especially the low-cost competitors.

So, having showed both competition limiting measures in both China and India, the
question remains if these measures are indeed effective. Both countries limit foreign
competition and in addition to China, India also limits foreign investments in Indian state-
owned airlines (Mishra 2018). Limiting foreign competition cannot benefit only one country
as the bilateral agreements usually have to allow a fair number of flights for airlines from both
countries. This means that the government can limit competition, but at the same time also
limits its own airlines from operating flights. Furthermore, both China and India limit the
maximum share of foreign ownership in their airlines, which would help against foreign take-
overs that could threaten the role of the national airline which is to serve the need of the country
instead of focussing on making profits. Both these mentioned factors however, are not
uncommon as bilateral agreements for example have been negotiated worldwide between

countries since the 1940s, while foreign ownership is also restricted in regions like the US and

32



the EU (Doganis 2010, 30; O’Connell et al. 2013, 162). What is more relevant in this part on
competition is the fact that in China, the state-owned airlines were able to collude with each
other and form one alliance of state-owned airlines, while its Indian counterpart had to face

stronger competition from private competitors.

The earlier access of privately-owned airlines to the Indian airline industry and the
focus on fair competition have been one of the main factors that hindered the development of
Indian state-owned airlines, while in China the collusion between state-owned airlines
supported their developments. As mentioned earlier, privately-owned airlines have been active
in India since the 1990s while this only happened more than a decade later in China. Which is
an airline industry dominated by state-owned airlines controlled by one institution, the CAAC,
and therefore it strongly suggests that a monopoly takes place. This is further strengthened by
the evidence of price collusions between these airlines. Even though this price-fixing can be
considered harmful for passengers, it is beneficial for the Big Three as ticket revenues increase.
As this was allowed by the regulator of the industry, also the CAAC, the efforts of opposing
against such practices by other airlines would not likely be effective. Furthermore, in the case
of India it should be noted that other factors besides strong competition such as good airline
management and other external factors also could have played a role in the worse performances
of state-owned airlines. Therefore, while the Chinese state-owned airlines enjoyed a monopoly
and preferential treatment in their airline industry, the Indian state-owned airlines did not and

have made it more difficult to develop successfully.

4.4.2. Network Structure in India

As mentioned previously, the Chinese government supports the network structure of its
state-owned airlines by preventing direct competition between its state-owned airlines through
the separation of its state-owned airlines into geographically divided entities which can also be
seen in the case of India. Until the 2000s, the Indian airline industry was dominated by the
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state-owned airlines, Indian Airlines and Air India. The operations of these two airlines were
separated by the government though the division of routes as Indian Airlines served mostly
domestic routes and Air India international routes (Jain & Natarajan 2015, 285). However, in
2007, the two airlines were consolidated because of financial difficulties (O’Connell 2013,
161). Since then, Air India has become the national state-owned airline competing against

privately-owned airlines.

Unlike in China, the Indian government did not subsidise routes until recently, despite
making it mandatory for airlines to fly these routes. When the Indian government opened up
the domestic airline industry for privately-owned airlines, quickly there were dozens of new
start-ups that wanted to fly routes within India. However, because of regulations, these airlines
were also required to allocate part of its capacity to certain unprofitable routes such as in the
less-developed north-eastern region of India. As a result of this, only few airlines, like Jet
Airways for example, managed to overcome operating these unprofitable routes (O’Connell &
Williams 2006, 359). Not only privately-owned airlines had to operate these routes as Indian
Airlines, and later Air India, also had to comply to this rule. Especially as state-owned airline,
it has the responsibility to maintain connectivity of less-developed areas, despite it being
unprofitable. However, while the government required the airline to serve these routes, it also
did not provide extra financial support to them (O’Connell & Williams 2006, 360). So, while
the government had the ambition to connect certain regions, it did not provide the airlines with
the means to operate them. Therefore, recently the Indian government has issued a Regional
Connectivity Scheme (RCS) to improve flight connections to more remote cities in India, such
as in the north-eastern region. A major element of the RCS is the inclusion of subsidies for
airlines that fly to remote areas (Kotoky 2018). By providing this, airlines will be able to serve
government interests in flying unprofitable routes with financial compensation, similar to

China.
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The previous parts have shown that both the Chinese and Indian government were able
to support their state-owned airlines through separating them and minimise direct competition.
The separation of airline operations could produce different outcomes. One of them would be
that these airlines will develop and grow quickly because of the lack of competition they face.
However, the absence of competition could also cause airline inefficiency and
uncompetitiveness as because of the lack of incentive to innovate. In the case of China, the
separation of state-owned airlines seemed to have worked as they prevented direct competition
between airlines that share the same owner. And the results have also shown that nowadays
this separation is largely still in place which means that strong competition is still absent. As a
result, the Big Three could then focus on their role as state-owned airlines which is to serve

government interests.

However, in the case of India, the government did separate its state-owned airlines,
though this was made undone in the 2000s with Air India becoming the sole state-owned airline.
During the period when the airlines were separated, the main difference with China was that
the Indian state-owned domestic airline faced more private competition in contrast to Chinese
state-owned airlines which mostly had each other as competition. Without strong direct
competition, the Big Three could essentially form one bloc of state-owned airlines dominating
the Chinese domestic airline industry while in India, the networks of state-owned airlines were
separated in an international and a domestic airline, of which both could not capture a
significant market in their regions due to strong private competition. When these airlines were
merged into Air India, the new airline was already uncompetitive, due to the strong presence

of privately-owned airlines in the Indian airline industry.
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4.4.3. Airport Management in India

Despite the weak performance of state-owned Air India, the Indian airline industry in
general benefits from strong growth which requires new airport developments to handle the
passenger growth. In 2018, the Indian government will spend around 94 million USD on airport
projects which will mostly include developments at current airports of main cities, but also new
developments at currently unserved airports at remote areas (Kotoky 2018). Despite the smaller
value of airport investments by India compared to China, it still shows that the government is

putting efforts to accommodate the expected growth in its airline industry.

However, this growth of airlines could still be obstructed at airports as the Indian
government heavily taxes the aircraft fuel that hurts both state-owned airlines and privately-
owned airlines. For both the national and state government, taxing the airline industry is
considered to be more profitable and reliable than taxing individuals, which is hindered by
many tax evaders (Banerji & Goenka 2016, 24). By taxing the major cost elements of airlines,
the government damages the competitiveness of its domestic airlines as they suffer from higher
operating costs (O’Connell et al. 2013, 164). This can be noticed as the Indian aviation industry
suffers from low profits margins which harms the growth of Indian airlines and its
competitiveness with foreign airlines (Banerji & Goenka 2016, 23-24; Jain & Natarajan 2015,
285; O’Connell et al. 2013, 165). So, the heavy taxation on aircraft fuel not only harms the
competitiveness of Indian state-owned airlines but also its privately-owned counterparts while

excluding foreign airlines.

Despite this, state-owned Air India still enjoys some benefits as seen in China such as
preferential slot allocations. In the case of China, the Big Three airlines benefit from
preferential treatment over foreign airlines by the CAAC. Despite similar preferential treatment
in India, the slot allocation at Indian airports is still considered more fair and transparent
compared to Chinese airports, where corruption and briberies play a significant role (Wang et
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al. 2018, 88). Therefore, even though Air India enjoys similar preferential treatment like the
Big Three in China in relation to slot allocation, this practice is still considered to be fairer and

more oriented towards free competition than in China.

In the case of airport management, two main differences between China and India can
be noticed in time slot allocation and fuel prices. The fairer time slot allocation in India further
strengthens the argument made earlier that fair competition has been considered the norm in
the Indian airline industry, whereas in China the favouring of the Big Three airlines in time slot
allocation shows that state-owned airlines have a clear preferable status in their industry.
However, the recent developments in time slot allocation in China show that the Chinese
government seems to take small steps towards liberalisation like with other policies such as
more market-based ticket prices. Furthermore, these airlines are supported by the competitive
fuel prices in China, whereas in India the government actively imposed high taxes to gain more
tax earnings. So, the extensive support by the Chinese government seem to show the relative

importance of its airline industry in contrast to India.

Why does the airline industry seem of more importance in China than India? An
explanation of this is related to the economic growth. As mentioned before, flight routes
provide essential connections to/from a country to keep it accessible for economic growth.
Since the 1980s, the GDP per capita in China has grown much faster than in India which shows
the relative faster economic growth that has taken place (World Bank 2018). It could then be
argued that the strong economic growth required, but also provided the means for, growth in
flights connecting Chinese cities. Furthermore, the higher GDP per capita also indicates that
the Chinese people are able to spend more on flight tickets as the average income per person is
higher than in India. In addition to this, the airline industry in China is tightly regulated, which
means that government policies on the industry are well coordinated to prevent individual
regions from enforcing their own policies to their benefit as seen in India (Banerji & Goenka
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2016, 24; Chow & Tsui 2017, 109). Therefore, because of the stronger economic growth and
more centralised government policies, the airline industry has been given more priority in

China than in the case of India.

5. Conclusion

In conclusion, the Chinese state-owned airlines were able to perform more
competitively through their connection with the government as this provided them with policies
aimed at reducing competition and favouring the state owned-airlines over privately-owned
and foreign airlines. The Chinese government has actively used its power as both operator and
regulator to shape the airline industry. First, it consolidated different state-owned airlines into
the Big Three, each of which have an area on which they focus their flights to prevent strong
direct competition between them. Then, the government prevented a large inflow of foreign
airlines through restrictions on international flights aimed at reducing competition to generate
more passenger demand for its own airlines. The government also tried to actively shape the
network through subsidising routes and reserving the most profitable routes to/from the first-
tier cities for the Big Three. Furthermore, by allowing airlines to merge and collude without
much restrictions, the government also helped creating the dominant positions of airlines both
at airports and in the airline indusry as prices were coordinated between the state-owned
airlines. Other support included competitive fuel prices, airport time slot preferences and the
prevention of major foreign shareholding in order to benefit from foreign expertise without
compromising on airline ownership. So, the growth of the Chinese state-owned airlines mainly
comes from its policies to reduce competition, while supported by other policies to benefit the

network structures and airport managements.
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This paper has tried to show the relevance of government policies for the successful
development of state-owned airlines. As seen in the results, the policies enforced by the
Chinese government such as limiting competition and favouring its airlines over foreign
airlines have contributed to the current success of its airlines. By providing the protected
environment for its airlines to grow, the government ensured that its airlines would not suffer
from competition that would hinder their developments. As mentioned previously, this was the
case in India, in which the state-owned airlines, and later just one state-owned airline, had
difficulties competing with privately-owned airlines. Especially as Indian state-owned airlines
did not enjoy as much preferential treatment as its counterparts in China. However, it should
also be noted that government support itself does not guarantee success as different privately-
owned airlines have also been able to grow without such support. While government support
does provide an environment protected from strong competition, the eventual development of
airlines is also dependent on its own management and external factors such as financial crises

which can jeopardise or support the growth.

Government support itself also has downsides as there is the risk that airlines become
too inefficient due to the lack of motivation to innovate or operate efficiently. In this case,
airlines will not be able to be competitive on the international market with privately-owned
competitors. The main results have shown certain developments in China to reduce these
effects, such as the efforts to support airline competition such as fairer time slot allocations and
more market-based ticket prices. Furthermore, the recent partnerships of Big Three airlines
with US airlines also indicate that the state-owned airlines are opening up to foreign airlines
and their expertise. By gradually liberalising the Chinese airline industry, the government
seems to prevent that its airlines would suffer from strong competition if it would suddenly

open up the Chinese airline industry.
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Future research could focus on the possible effects of this development by raising
questions on the operational efficiencies of Chinese state-owned airlines compared to
international competitors or the effects of open-skies policies on the state-owned airlines and
their networks. In addition to the role of the government, the contribution of airline
management and external factors on the competitiveness of state-owned airlines could also be
examined. So, while this research has shown that the Chinese government has enforced many
policies aimed at protecting its state-owned airlines from competition, the results also show
that recent policies seem to suggest that the government is moving away from protectionist

policies and towards more free competition in the Chinese airline industry.
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