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GACC Evidence Paper 3
The Demand for Air Travel
This paper is designed to provide an evidence-based response to the following question in the Scoping Document :  5.4  "How do you think the global aviation sector will evolve in the medium and long term (twenty to fifty years)? What do you expect to be the most significant changes?  
1. Aviation has made such amazing technical advances during the past century that enthusiasts are prone to see the future through rosy science fiction glasses.  It is easy to dream of solar powered aircraft which cause no climate change damage, or of flying wings which cause no noise.   Prototypes of such aircraft have indeed already flown but sadly there is little prospect of them becoming practical commercial propositions in the next fifty years.  It is easy also to dream that most of the population of India and China will take to the air and descend on London, all demanding to see the Tower of London.  We, however, will more prosaically stick to the DfT air traffic forecasts.
2. The new forecasts show that the Government’s decision to take time to work out the new aviation policy has been correct, despite the grumbles from the aviation industry.  The predicted growth in air travel has been dramatically reduced since the 2003 Air Transport White Paper.  Unconstrained growth in 2030 has been reduced from 500 million passengers a year to 345 million.   There is no urgency for new runways or for other airport expansion.


3. There are, moreover, reasons for believing that the forecasts may still be too high.  First, they do not include the possibility of higher taxation being imposed sometime in future.  Second, the need for action to limit climate change damage may be higher than assumed:  this is explored in GACC Evidence Paper 6 on Climate Change Choices.  Third, the price of oil may rise more than is assumed.
Taxation

4. The forecasts assume no change in the taxation of air travel during the next forty years.  That seems unrealistic.

5. The exemption of air travel from VAT is already under review.  In May the EU Commission completed a consultation on a Green Paper on the future of VAT.
  The Green Paper states that there is a need to review exemptions which Member States can continue to apply because they already applied them on 1 January 1978.  “An example is the fact that passenger transport services can continue to be exempt, depending on the means of transport used.”  And one of the questions in the consultation was:   “Do you think that the current system of taxation of passenger transport creates problems either in terms of tax neutrality or for other reasons? Should VAT be applied to passenger transport irrespective of the means of transport used?”   A number of UK national environmental bodies, and environmental groups in other European countries, made the case in their responses that VAT should be applied to air travel.


6. We realise that there are practical problems in applying VAT to air travel, not least in deciding in which country the service is supplied.  But there is a strong fiscal case for making the VAT base as broad as possible and it seems likely that sometime in the next forty years the practical problems will be resolved.  Imposing VAT on all flights departing from UK airports would raise air fares by 20%.  With an elasticity of demand of -0.6, that would suggest a reduction in demand of 12%.  In the absence of other changes, that would reduce the level of unconstrained demand in 2030 from 345 million to 310 million.

7. We request that in the new White Paper the Government should indicate their support in principle for imposing VAT on air travel.

8. The other issue is whether tax should be levied on aviation fuel.   It is a nonsense that in the UK motorists pay duty plus VAT at nearly 80p per litre for petrol while airlines get their fuel tax-free.    Any tax on aviation fuel would need to be imposed by international agreement.  It is not prohibited by the Chicago Convention but is ruled out by a multiplicity of bilateral agreements.  

9. Nevertheless there does seem a real possibility that, sometime in the next twenty to fifty years, Governments around the world, faced perhaps with the need to raise funds to cope with some major disaster, will come to a joint decision to impose a tax on aviation fuel.  Such a tax has already been discussed in international fora and was on the agenda at the UN Climate Change 2010 Conference at Cancun.  It would have substantial advantages: it would be simple to administer, impossible to avoid, and – since the rich fly much more than the poor - would be progressive.   It would provide a valuable source of finance for developing nations.   And, with international agreement, the bilateral agreements could easily be amended.


10. If a tax of, say, 30p a litre – half the rate on petrol for cars – were imposed on aviation fuel, it would reduce demand for air travel by about 10%.  Unconstrained demand would fall from 310 million to 280 million.  The time when the London airports became full would be put back to around 2050.


11. That would not be a disaster for the aviation industry.  It would still represent a growth of around 1.75% a year, which most other industries would find satisfactory.

12. We request that the new White Paper should state the Government’s support in principle for the taxation of aviation fuel.


13. The forecasts assume no change in air passenger duty in real terms.  APD was imposed as a fiscal measure to compensate in part for the lack of fuel tax and VAT.  We would accept that if fuel tax (at a rate comparable to that on petrol) and VAT were to be imposed on air travel there would be a case for abolishing APD.  But the impact on the forecast rate of growth would be small.

14. We do not in any way accept the airline argument that when aviation joins the EU emissions trading scheme, APD should be abolished.   The purpose of APD is to raise money to help finance public services from a section of the public who can afford to pay.  The ETS has a quite different purpose:  to reduce climate change damage.  Therefore it is correct to assume it will continue.  


15. Indeed it would seem likely, over the next twenty or fifty years, in the absence of fuel tax and VAT, that more foreign countries will adopt a similar type of ticket tax, and that APD in the UK will rise. 

16. We request that the new White Paper should contain a robust defence of air passenger duty and a statement that it is unlikely to be reduced.
Climate change 

17. The GACC Evidence paper on Climate Change Choices shows that drastic measures will be needed to limit the growth in air travel.
Oil prices
Willie Walsh, the chief executive of the company formed by the merger of British Airways and Spain's Iberia, said consumers must get used to higher ticket prices. Arguing there had been a "structural shift in the price of oil", Mr Walsh said: "The industry is going to have to price in $120 oil. As a percentage of our cost base, it's 32pc. For the low-cost guys it's more like 50pc. It is such a big part of an airline's costs that fares will have to go up." 


18. In 2001, at the time when the Air Transport White Paper was being drafted, fuel only represented 12% of European airline costs.  By 2008 it had risen to 25%.
	Percentage Share of Airline Operating Costs, by Region of Airline Registration



	 
	North America
	
	Europe
	
	Asia Pacific
	
	All Major Airlines
	

	
	2001
	2008
	2001
	2008
	2001
	2008
	2001
	2008

	Labour
	36.2
	21.5
	27.2
	24.8
	17.2
	14.7
	28.3
	20.1

	Fuel
	13.4
	34.2
	12.2
	25.3
	15.7
	36.7
	13.6
	32.3

	Aircraft Rentals
	5.5
	3.0
	2.9
	2.5
	5.3
	4.5
	5.0
	3.5

	Amortisation
	6.0
	4.5
	7.1
	5.7
	7.4
	7.8
	6.7
	5.9

	Other
	38.9
	36.9
	50.7
	41.8
	53.4
	36.3
	46.4
	38.2

	
	
	
	
	
	
	
	
	



Source:  IATA
19. We discuss bio-fuels in GACC Evidence Paper 6 on Climate Change Choices, but at present aviation has no alternative to oil-based fuel.  That was demonstrated in 2008 by the collapse of several aviation companies such as XL Aviation at Gatwick.
   The subsequent world economic slump and drop in oil prices has not led to any significant return to growth because the slump has kept demand for aviation depressed.  If oil prices now fall slightly it is most likely that airlines will not reduce fares but improve their profitability and strengthen their balance sheets.


20. Past growth in aviation coincided with a prolonged period of low and slowly rising oil prices but since 1970 the oil market has been a great deal more volatile.  
Chart 1
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21. Chart 2, below, shows the way in which prices rose six-fold from 2002  to 2008 (not adjusted for inflation) and the collapse in prices which began in July 2008 with world economic recession.  

22. It also shows how prices began to recover in 2009, in spite of continued economic difficulties, only backsliding slightly in recent months.   From these charts it is clear that the days of cheap oil combined with economic growth are over.  Aviation can look forward to either reduced demand during economic downturns or, during happier times, high fuel prices constraining demand.  New demand can be expected from emerging economies but they may not develop the same propensity for air travel as the UK because they are unlikely to experience the same stimulating combination of low oil prices with economic growth.

Chart 2
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Future oil price movements
23. Trying to predict the future price of oil is difficult:  if it were easy we could all make our fortunes on the futures market.  The air traffic forecasts produced by the DfT in 1999, which formed the basis for the 2003 Air Transport White Paper, were based on an assumption that the price of oil would remain at around $25 a barrel (10p a litre) in real terms until 2030.  Motorists today would wish that forecast had proved true !


24. The 2007 air traffic forecasts assumed that oil prices would fall from around $63 a barrel to $53 a barrel (22p a litre) by 2030 with most of the decline occurring by 2012.  For the purpose of the climate change forecasts it was also assumed that oil would remain at 22p per litre until 2050.  That now looks ridiculous.


25. In the new 2011 air traffic forecasts “Oil prices are assumed to move in line with the DECC Scenario 2 – "timely investment, moderate demand" oil price projection, which falls from $102 per barrel in 2008 (in 2008 prices) to $70 per barrel in 2010, before rising back to $90 per barrel [37p a litre] in 2030.”   That prediction, made in 2009, again looks in danger of proving over-optimistic.


26. Seeing that oil prices have more than doubled in real terms in the past ten years, the ‘high’ sensitivity test which only shows the result of a 70% rise in the next 19 years seems in danger of under-estimating the way things may turn out.   The possibility of a major set-back for aviation, and near stagnation for the level of air travel, cannot be discounted.  The Government is absolutely right to resist demands from the aviation industry to rush into airport expansion.  


27. Looking further ahead, the forecast for 2050 is based on an assumption that there is no rise in oil prices after 2030.  This again seems extremely unlikely in view of the increasingly difficult circumstances faced by oil extractors because of the exhaustion of easily accessed oil fields; the likely desire of OPEC to maximise the return from a dwindling asset;  political instability; and the costs of environmental protection.


28. Some argue that known oil reserves are not dwindling because shale oil and sand oil extraction has recently become economically viable due to improvement in extraction techniques.  However the viability of such reserves depends upon higher oil prices.  The cost of the greater environmental protection will add further to extraction costs.   The same goes for other recent discoveries such as deep sea and arctic.  The fact that oil companies are investing in these challenging fields demonstrates their belief that oil prices will rise.

29. We request that the new White Paper should be based on revised forecasts which take into account:
a. the likelihood that tax on aviation will be increased for fiscal reasons; 

b. the need for restrictive measures to deal with climate change damage; and
c. a more realistic forecast of the future price of oil.

�   � HYPERLINK "http://ec.europa.eu/taxation_customs/common/consultations/tax/2010_11_future_vat_en.htm" ��http://ec.europa.eu/taxation_customs/common/consultations/tax/2010_11_future_vat_en.htm� 


�  The Telegraph Sunday 7 Aug 2011.


�  There were other reasons for the collapse of XL but the cost of oil was one - see          � HYPERLINK "http://www.guardian.co.uk/business/2008/sep/12/theairlineindustry.travelleisure2" �http://www.guardian.co.uk/business/2008/sep/12/theairlineindustry.travelleisure2�











Cover picture.  Gatwick on a bad day.
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