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Auckland Airport Key Facts

The Airport:

accommodates more than 12 million travellers each
year. About 70 per cent of all international travellers
in New Zealand arrive or depart through Auckland
Airport

contributes around $19 billion annually to the national
economy (13.7% of GDP), and $10.7 billion to the
Auckland economy

sustains directly or indirectly 283,000 jobs nationally

sustains directly or indirectly 153,900 jobs in
Auckland

caters for 155,000 aircraft movements a year

processes 105 international and 322 domestic flights
every day

is the country’s second-largest cargo port by value
handles 231,938 tonnes of airfreight each year

handles $12.5 billion of international freight,
generating $8.2 billion worth of GDP nationally, a year

Source: Economic Impact Study 2007, Market Economics

has 53,000 shareholders including tens of thousands
of ordinary New Zealanders

provides a base for more than 10,000 people who
work in and around the airport

is developing a sustainable business by including
features such as solar panels, solar water heating
and rainwater harvesting

includes recycling facilities for travellers in the
international terminal

forecasts potential demand in 2025 of
- 24 million passenger movements
- 223,500 aircraft movements

is a platinum sponsor of TRENZ, New Zealand’s
largest annual international tourism business event
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A Introduction

Auckland International Airport Limited (“Auckland
Airport”) makes this submission to the Commerce
Committee (“Committee”) on the Commerce
Amendment Bill (“Bill").

The Bill has significant implications for the ongoing
operations and development of Auckland Airport
as one of New Zealand’s most important
infrastructure assets.

Auckland Airport wishes to appear before the
Committee to speak to its submission.

Auckland Airport’s contact for matters regarding
this submission is:

Tony Gollin

General Manager Aeronautical
PO Box 73020

Auckland Airport

Manukau 2150

Phone: 09 256 8826
gollin.t@akl-airport.co.nz

B: Auckland Airport's position on the Bill

Subpart 11 of the Bill (Airport services) proposes a
new information disclosure and monitoring regime
for selected airports, to be administered by the
Commerce Commission (“Commission”).

Auckland Airport’s position is that the current
information disclosure and consultation regime
under the Airport Authorities Act 1966 (“AAA”) is
credible and robust. Auckland Airport does not
charge excessive prices. The regime under the AAA
should therefore be retained, with enhancements

if necessary, making the inclusion of Subpart 11
unnecessary. Subpart 11 should be deleted from
the Bill.

However, a decision may be made to retain

Subpart 11. In that case, Auckland Airport will work
constructively with the Committee to help ensure that
Subpart 11 promotes the objectives of the Bill, and in
particular, preserves incentives to invest in essential
infrastructure, while preventing excessive prices.

This requires some critical amendments to Subpart
11 and certain other provisions relevant to the
proposed information disclosure regime, to clearly
define and appropriately constrain various powers in
the Bill, so that regulated airports are not subjected
to ongoing investment uncertainty. Auckland Airport
cannot support the proposed information disclosure
and monitoring regime for airports in its current form.

Auckland Airport generally supports the remainder of
the Bill as an improvement on the current regulatory
control provisions of the Commerce Act 1986.

T Subpart 11 is deleted, clause 30 of the Bill, which discontinues the application of information disclosure under the AAA, must also be deleted.
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C: Executve Summary

10.

11.

12.

13.

14,

Auckland Airport supports the Bill's objective, 15.
as stated in the explanatory note, to “provide

specifically for incentives to invest in infrastructure”.

[t understands that the Bill has been introduced to

alleviate investment uncertainty for regulated sectors,

such as electricity lines and gas distribution,

which are also subject to industry specific regimes

under the Bill.

Ironically, the Bill will create greater investment

uncertainty for Airports by imposing new regulation

on them under the Commerce Act 1986. Unlike

electricity lines and gas distribution businesses, the 16.
airport sector is not currently controlled under the

Commerce Act.

Subpart 11 creates regulatory uncertainty and
imposes significant threats to Auckland Airport’s
investment plans. The costs of imposing this
uncertainty are unlikely to be outweighed by any
benefits. Therefore, Subpart 11 (Airport services)
should be deleted from the Bill to achieve

the Bill’'s objective. If it is retained in its current form,
the certainty and incentives for airports to invest
provided by the existing regime under the AAA

will be lost, to the detriment of passengers and 17.
the airfreight industry.

The existing regime works effectively. Auckland
Airport does not charge excessive prices to its
airline customers to use Auckland Airport’s facilities.
Analysis by Ernst & Young (attached) shows that
Auckland Airport’s aeronautical activities did not earn
excessive profits over the period 2001 to 2006. In
fact, it under recovered by a total of $80 million over
that period.
18.

At the same time, the regime has provided incentives
for Auckland Airport to invest wisely in infrastructure.
Auckland Airport has in place the right facilities

to meet the needs of airlines, passengers, and
exporters and importers. Unlike many other sectors
in New Zealand, airports have no infrastructure
deficit, with significant investment to improve capacity
and passenger facilities occuring at the present time.

Auckland Airport’s aeronautical pricing has remained
relatively stable over the last 20 years, despite an
increasing investment profile and the increasing
complexity of airport operations over the period.
Airport fees also account for a small proportion of
airlines’ fares (about 5%). Airlines would not spend
time and resources pursuing lower airport charges
if any savings would simply be passed on to
passengers. It would therefore be highly optimistic
to think that Subpart 11 will promote lower prices
for passengers.

Despite the apparent freedom to set prices “as it
sees fit” under the AAA, there are real constraints
on aeronautical pricing. Since the Commission’s
regulatory control inquiry into aeronautical pricing
under Part 4 of the Commerce Act, completed in
2002 (‘Commission’s airport pricing inquiry’), the
practical application under the AAA has evolved
considerably. Essentially, the Commission has
provided benchmarks and guidance for pricing
methodologies which have informed and influenced
subsequent consultations between Auckland Airport
and airlines.

There will never be a complete meeting of the minds
between airports and airlines on investment decisions
and pricing under any regulatory regime. Indeed, the
existing regulatory regime was expressly designed on
the basis that it was inappropriate to expect airports
and airlines to agree on prices because the airlines
have a short term investment focus compared to the
airports’ long term focus. Airlines also run a low fixed
and high operating cost business compared to a high
fixed and low operating cost business for airports.

Further, incumbent airlines have incentives to
oppose expansion at airports, since this facilitates
competition between airlines (which is good for
passengers and tourism generally). The interests
and objectives of airlines themselves often differ.
This creates additional conflicts not easily resolved.
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19.

20.

21.

22.

283.

24.

Any regulatory regime must reflect these inherent
conflicts, rather than try to impose a “solution”

that does not fit. In particular, these considerations
provide a powerful argument against imposing a
negotiate/arbitrate regime on airports, and Auckland
Airport is pleased that the Bill does not impose this
form of regulation on airports.

A cautious approach to regulatory reform is required.

Any perceived deficiencies with the current
information disclosure regime can be addressed
using powers under the AAA, which includes
establishing more robust information disclosure
requirements and the setting of input methodologies.

Information disclosure itself does not concern
Auckland Airport, and nor is it opposed to the
principle of providing greater guidance via the
setting of input methodologies, provided those input
methodologies are appropriate. That already occurs
under the existing regime.

The real threat to investment in the proposed regime
comes from:

The appropriateness of the input methodologies
set by the Commission, which will likely determine
whether or not the regime is workable for airports.
Even though they will not be binding outside
information disclosure, they could unduly influence
pricing consultation.

The Commission’s analysis of and reporting on the
airports’ activities, using the input methodologies.

The threat of further regulation, in new forms,
under Part 4.

The threat of regulation will not be more credible and
robust than under the existing regime, but will be
more uncertain. This undermines incentives to invest.
Auckland Airport has already delayed a decision on
whether to accelerate the next stage of expanding its
arrivals processing facilities, partly in light of the Bill’s
proposals. Auckland Airport has recently completed
work to accommodate the arrival of the A380, which
was possible under the existing regime, but it remains
unclear whether essential development like this would
proceed under the proposed regime.

25.

If Subpart 11 is retained, then the proposed
amendments explained in this submission are
required. Key amendments sought by Auckland
Airport to preserve investment certainty are:

The ability to amend “specified airport services” (ie
those services that are regulated) by Order in Council
must be removed.

The Commission should be required, to the extent
practicable, to give effect to input methodologies
that have already been adopted by suppliers and
their customers.

Clarification that the Commission’s duty to publish
reports on performance under section 53B(2)
must be exercised consistently with the purpose
of information disclosure. This means that reports
should be limited to promoting an understanding
of the relative performance of regulated entities in
meeting information disclosure requirements.

The Commission should also consult with the
regulated entity before publishing that report.

Section 56G, which requires the Commission

to report on whether information disclosure is
promoting the purpose of new Part 4, should be
deleted. Such a requirement is unique for airports,
subverts the processes and tests for regulation
established by the Bill, and creates significant
uncertainty. It goes beyond and is inconsistent with
the purpose of information disclosure regulation.

If it is retained, Auckland Airport will be unable to
undertake investment with any confidence, as any
resulting price adjustments will be reviewed by the
Commission, with an uncertain outcome.
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D: General Submissions on the Bill

Key Points (@

26.

@)

This section explains the following key points:

The Bill's objective of promoting investment in key
infrastructure would best be served by retaining

the current regime under the AAA. The information
disclosure and consultation regime under the AAA
effectively constrains the airports’ ability to set prices
“as they see fit” (the words used in the AAA), and
preserves incentives to invest. The consultation
obligations are taken very seriously by Auckland
Airport, which has made very significant concessions
to the airlines during the consultation process.

The most recent prices set following consultation

are effectively inflation adjustments only and are fair

and reasonable in the context of the investment 29.
undertaken and proposed by Auckland Airport (about

$175 million for projects completed over the last 4

years and a further $175 million for projects due to be
completed within the next two years). Ernst & Young’s

analysis shows that Auckland Airport significantly
under-recovered for its aeronautical activities over the
2001-2006 pricing period (by $80 million).

No regulatory regime (including negotiate/arbitrate)
will ever be able to achieve complete agreement
between airports and airlines, given that their
investment objectives and incentives naturally
conflict. It is also inappropriate to require agreement,
given that airlines’ interests may also conflict with the
interests of passengers.

Thus, Subpart 11 of the Bill does not provide any
benefit, since there is no evidence of excessive
pricing by airports, giving new powers to the
Commission creates investment uncertainty, and
any perceived deficiencies in the existing information
disclosure regime can be addressed using powers
available under the AAA. Even if the new regime 30.
resulted in lower aeronautical charges (which is
unlikely), airlines are unlikely to pass on savings to
passengers.

Promotion of investment in key infrastructure (b)

27.

28.

Auckland Airport supports the Bill's objective to

“provide specifically for incentives to invest in

infrastructure”. It agrees that certainty is “a key pre- ©
requisite for this” (as stated in the Explanatory Note).
Auckland Airport also supports the new purpose

statement in the Bill, particularly the promotion of

incentives to innovate and invest.

However, contrary to those objectives, the Bill
imposes significant threats to Auckland Airport’s
investment plans if enacted in its current form. These
threats are explained in further detail in the next
section, but essentially:

The Bill would impose new regulation on Auckland
Airport, which necessarily produces regulatory
uncertainty and additional costs. The Bill's general
scheme, particularly the Commission’s monitoring
and reporting powers, implies that the proposed
information disclosure regime is intended to be a
stepping stone to the imposition of further regulation
in the future; and

The Commission will gain new powers to regulate
airports, and its decision-making will be critical to the
workability of the proposed regime. It will have a very
broad discretion under the new regime, particularly
when setting input methodologies, which provides a
further element of regulatory uncertainty.

Auckland Airport is currently undertaking an extensive
investment programme. It has invested about

$175 million on projects completed within the last
four years, and will spend a further $175 million on
projects to be completed within the next two years.
It is able to do so with confidence under the existing
regime. Its new arrivals area in the international
terminal was officially opened on 3 April 2008. The
secondary screening area is due for completion in
June 2008. As noted by Hon Nanaia Mahuta in the
House on 10 April 2008:

The opening of the new arrivals hall is only the first
stage of the redevelopment. The next stage will be

to revamp the baggage hall, allowing more space for
Customs Service and Biosecurity New Zealand staff
to clear arriving passengers and their luggage.

| am aadvised that this is due to open in July. The new
design and layout will again greatly improve the arrival
experience of visitors to Aotearoa New Zealand and
improve passenger processing.

Stage one of the new Pier B, which will
accommodate the A380, is due to be opened in
October. Other investment projects include:

the new northern runway;

the redevelopment of the international departures
area, including expansion of the emigration area with
improved dining and shopping;

the next stage of arrivals processing expansion
(Stage 3B), bringing the baggage hall, Customs,
MAF Biosecurity secondary screening and arrivals
concourse for meeters and greeters up to a newly
developed first floor, located between Piers A and B
at the centre of the terminal.
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31. In short, Auckland Airport is undertaking investment
in a timely and responsible manner to meet future
growth demands, and to improve current capacity.
When making its investment decisions, Auckland
Airport takes into account the performance of existing
facilities, the airlines’ views, regulatory risk, and being
able to ensure an appropriate return on investment.

32. Auckland Airport, like any other regulated
infrastructure provider, must have certainty and
confidence in the regulatory regime to make the
investments necessary to ensure long term quality
and security of service.

33. Auckland Airport recently deferred a decision on
whether to accelerate Stage 3B so that, among
other things, it can obtain greater certainty on the
overall regulatory environment and the expected
return from investing in this project, in light of the
Bill's introduction.

34. The delicacy of regulating airports without inhibiting
essential investment has recently been recognised
in Australia. The Australian Minister for Infrastructure,
Transport, Regional Development and Local
Government recently released an issues paper
“Towards a National Aviation Policy Statement”,
covering all aspects of the sector. On airport pricing,
the issues paper noted that “the challenge for
governments is to get the balance right between
ensuring airports have regulatory certainty to
undertake significant infrastructure investment
while also ensuring the prices they charge to
users remain fair”.

35. Given these considerations, Auckland Airport submits
that any reform of the regulatory regime must be
approached with caution. In particular, significant (€
reform is unnecessary and undesirable.

The current regulatory regime is credible and robust

36. The existing regulatory regime consists of
the following:

(@ Information disclosure: Auckland Airport must
comply with substantial and detailed information
disclosure requirements. It must disclose statements
of financial position, financial performance and
cash flows. It must report separately on activities
undertaken to enable the servicing of aircraft and
the handling of freight, to enable the landing and
take-off of aircraft, and certain activities undertaken
in relation to aircraft passengers. The following
additional information is required in the disclosure
financial statements:

(i) per unit charges for each category of activities,
including landing charges;

(i) the methodology used to determine the
above charges;

(i) passenger charges, and the methodology used
to determine these;

(iv) the basis for allocating assets to identified
airport activities;

(v) dates of asset revaluations and reports they
are based on, as well as the new asset valug;

(vi) details of operating costs;

(vii) the weighted average cost of capital (“WACC”),
and the methodology and calculations used to
determine this; and

(viii) statistical information on employees, passenger
numbers, flights landing, and interruptions to
airport services.

Consultation obligations: Auckland Airport must
consult with airlines each time prices are altered

and at least every five years. Auckland Airport takes
its obligation to consult very seriously. New Zealand
courts have determined that the airports’ consultation
obligation involves:

(i) @ genuine engagement by the airports with an
open mind.

(ii) the airport must inform the airlines of what is
proposed and provide sufficient information so that
airlines can provide informed views. Airlines must

be given a reasonable time and sufficient opportunity
to provide their views and/or raise issues.

(iii) further consultation with airlines if the final decision
materially changes from the proposal consulted on.?

Threat of further regulation: Auckland Airport is
subject to the threat of control under Part 4 of the
Commerce Act, which provides real constraints on
its pricing during the consultation process. Auckland
Airport has already been subject to the Commission’s
airport pricing inquiry, which imposed years of
uncertainty and compliance costs, and has no desire
to repeat that experience.

2 Wellington International Airport Limited v Air New Zealand & Ors[1993] 1 NZLR 671, 675 (per McKay J); Contact Energy Ltd v Electricity Commission (HC, Wellington,

CIV-2005-485-000624, 29 August 2005, MacKenzie J).
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37.

As the Ministry of Transport explained when

this regime was introduced (“Airport Authorities
Amendment Bill: Departmental Report and
Recommendations”), 24 April 1996 (“MOT Report”):

The objective of the Airport Authorities Amendment
Bill'is to guard against the potential for monopoly
abuse by continuing to require airport companies to
consult over charges, by enhancing this obligation
by requiring these companies to consult at least
once every five years (all airport companies), and

by extending consultation requirements to capital
expenditure for airports with annual revenue of

over $10m. In addition, it would bring in a system

of rigorous information disclosure for airports with
over $10m of annual revenue. This environment is
designed to ensure that the release of information
will discourage airports from monopoly pricing and
ensure that their charges are contested on at least a
five yearly basis. In addition, there would continue to
be a threat of further regulation if airport companies
abused their monopoly positions.

Pricing outcomes under existing regime are reasonable

38.

39.

The prices set by Auckland Airport under the existing
regime are reasonable, and not excessive. There is
no suggestion in the Regulatory Impact Statement
accompanying Subpart 11 (“RIS”) or the explanatory
note that airports are earning excessive returns.
Rather, the Bill has been introduced because of the
perception that there is potential for this to happen.

As part of its submission to the Ministry of Economic
Development (“MED”) on the Review of Part 4 of the
Commerce Act, Air New Zealand provided a report
by PriceWaterhouseCoopers (“PwC report”) that
sought to establish that Auckland Airport earned
excessive returns between 2001 and 2006. Auckland
Airport submits that the PwC report is conceptually
and factually flawed. Auckland Airport’s views are
supported by Ernst & Young, whom Auckland Airport
recently engaged to review the PwC report. Ernst &
Young’s report is attached to this submission.

Ernst & Young found that:

PwC failed to measure returns cumulatively over the
pricing period, which is fundamentally incorrect.

If PwC amended its analysis to reflect this, it would
find that Auckland Airport under-recovered on its
aeronautical activities by about $42 million between
2001 and 2006;

(b) PwC used ex post WACC estimates for each year.
Returns should be judged on a prospective basis,
and not retrospective. Thus, using the appropriate
WACC at the time the prices were set, Ernst & Young
conclude that it is highly likely that Auckland Airport
did not achieve an excess return on its aeronautical
activities between 2001 and 2006. Ernst & Young’s
midpoint estimate is that Auckland Airport under
recovered by $80 million for that period.

40. The RIS states that the Commission’s airport pricing
inquiry undertook extensive analysis and found that
Auckland Airport was earning excessive returns.
Even if the Commission’s conclusion was correct
at the time, Ernst & Young’s analysis shows that the
same conclusion cannot be made about the 2001-
2006 pricing period.

41. As the chart opposite shows, a simple analysis of
the audited annual accounts of Auckland Airport
over the twenty years since the company was
formed demonstrates that aeronautical revenues per
passenger have remained constant at around $13.00
per passenger in 2007 dollars. Auckland Airport’s
profitability is generated from the combination of
non-aeronautical revenue growth and efficiency
improvements; which is an expected outcome from
operating the airport on a commercial basis.

Existing regime prevents Auckland Airport from setting
prices “as it sees fit”

42. The existing regulatory regime imposes significant
restrictions and discipline on Auckland Airport’s
aeronautical prices, despite the apparent freedom
to set prices “as it sees fit” under the AAA.

43. The practical application of the regime has evolved
considerably in the last six years, since the
Commission’s airport pricing inquiry. Contrary to
statements in the RIS, Auckland Airport and airlines
consult under the AAA using reliable information
disclosed to the airlines supported by a financial
model to assist the airlines to analyse the data
provided. Consultation is informed by available
guidance and precedent, which effectively prevents
airports from setting excessive prices.

44, The Commission’s findings and methodologies during
the airport pricing inquiry, combined with the airlines’
countervailing power, greatly influence Auckland
Airport’s approach to information disclosure and
consultation with the airlines. For example, during
consultation on current airport prices, which took
place over a period of almost three years:
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Per passenger metrics (indexed to 2007 $)
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Auckland Airport and the Board of Airline
Representatives (“BARNZ”) largely agreed on the
overall approach to consultation on prices (and were
working to consolidate the outcome by settling a
process to use as a platform for future consultation,
in an effort to make the process more efficient).

Auckland Airport operated on a fully transparent
“open book basis” during consultation. It made
significant amounts of commercially sensitive
information, which was not required to be released
under the Airport Authorities (Airport Companies
Information Disclosure) Regulations 1999, available
to the airlines to inform the pricing consultation
process. Auckland Airport also meets information
disclosure requirements on an annual basis.

Any departure by Auckland Airport from relevant
approaches taken by the Commission’s during the
airport pricing inquiry required careful assessment.

If the Commission had not published material directly
on a particular point, the discussion of differences

in approach between Auckland Airport and BARNZ
throughout the consultation process was often
focused on the likely approach that the Commission
would take on those issues.

Auckland Airport also took into account relevant
approaches adopted by the Australian Competition
and Consumer Commission and Productivity
Commission when making pricing decisions.

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Auckland Airport and the airlines reached agreement
on many aspects of how prices should be set,
which resulted in Auckland Airport making significant
concessions, including:

(i) Adopting a 10 year moratorium (until July 2017)
on asset revaluations for aeronautical pricing
purposes. This was to address airlines’ concerns.

(i) Closely following the opportunity cost valuation
approach for airfield land recommended by the
Commission (Market Value Alternative Use).
Auckland Airport previously used a Market Value
Existing Use approach, which was historically used
by airports and was supported by valuation and
legal precedent.

(i) Crediting $99 million to airlines to reflect
unanticipated increase in airfield land values over
the previous pricing period (representing more than
half of increases in land value). Auckland Airport
also elected to retain 30 June 2006 values for
pricing purposes, as opposed to updating them

to current values applicable at the time new prices
were finalised.

(iv) No longer applying the Avoidable Cost Allocation
Methodology approach to allocating commmon costs,
and instead adopting a simpler and more transparent
allocation based on terminal space favoured by
BARNZ and the airlines.
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45.

46.

47.

48.

Essentially, there is now a body of established
precedent, rules and guidelines that influence the
airport pricing process. This includes legal precedent
and guidance from regulatory authorities.

The existing regulatory regime enhances the airlines’
countervailing power and the accountability of
airports during consultation. As further explained

in the attached report by Nera Economic Consulting
(“NERA”), the outcomes of the consultation process
can be influenced by the following factors:

The airlines have significant resources available
to devote to the consultation process, including
associated media and lobbying campaigns;

Auckland Airport is subject to statutory constraints
(ie consultation under the AAA);

Auckland Airport is subject to a credible threat of
further regulation. The principles and methodologies
established by the Commission’s airport pricing
inquiry have constrained Auckland Airport’s
subsequent pricing conduct, and continue to provide
a base for the airlines to make further complaints to
the Commission if necessary; and

Auckland Airport is subject to the threat of litigation.

This has achieved the objectives of the existing
regime, as anticipated in the MOT Report:

... consultation requirements, coupled with the
countervailing market power of the airlines, and
information disclosure would place real constraints
on the ability of airport companies to monopoly price.

The outcome is that any concerns raised by the
airlines on pricing matters are influential. For example,
the recent decision by Auckland Airport to delay
making a final decision on Project 3B took into
account the airlines’ opposition to accelerating

that project.

Complete agreement not possible under any
regulatory regime

49.

50.

However, there is unlikely to be a complete meeting
of the minds between Auckland Airport and airlines
on investment decisions and pricing, under any
regulatory regime. An element of contention is natural
and appropriate. Indeed, the existing regulatory
regime was expressly designed on the basis that it
was inappropriate to expect airports and airlines to
agree on prices, and that the airports should be the
“circuit-breaker” in pricing consultations.

That is because the airlines have a short term
investment focus compared with the airports’

long term focus, and the airlines’ interests do not
necessarily align with the interests of all airport users,
including passengers, or between themselves.

The MOT Report states that requiring airports to
agree pricing with airlines would be inappropriate:

The substitution of “negotiation” for “consultation”
would give airlines a right of veto over all airport
financial decisions because negotiation would
require agreement between the parties. This would
be a significant departure from the proposed
regime because consultation leaves the final
decision rights in the hands of the airport company
concerned. Airlines have a conflict of interest in
these decisions because their interests lie in
minimising the facilities available at an airport,
either to maximise their profits by reducing
airport charges or to prevent use of the airport
by competitors. Minimisation of facilities is not
necessarily in the interests of all airport users.
Airlines also tend to have short term objectives
in contrast to the long term planning horizon
of an airport.

As well, airlines have incentives to attempt to achieve
prices or outcomes which discriminate against
competitors. Invariably then, it would be difficult
for an airport company to negotiate agreement
with all of the airlines involved in pricing or
capital expenditure decisions, making disputes
difficult to avoid.
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51,

Any new regulatory regime must reflect these inherent
conflicts, rather than try to impose a “solution”

that does not fit. In particular, these considerations
provide a powerful argument against imposing
negotiate/arbitrate as a form of regulation. Essentially,
requiring airports and airlines to negotiate prices

is not only inappropriate given the airlines’ conflict

of interest, but will inevitably fail, given the airlines’
differing investment objectives. While airlines may
view arbitration as a desirable end game or circuit
breaker, it presumes that the costs, uncertainty and
threats to investment inherent in such a regime are
justified to remedy excessive pricing. As indicated
above, the existing regime already prevents excessive
pricing, without those costs.

Any problems with information disclosure can be fixed
under the existing regime

52.

53.

The perceived deficiencies with the existing regime
can be addressed using powers available under
the AAA.

The RIS summarised the problem it seeks to
address as follows:

A sound regulatory regime should enable the
regulator to identify the extent of monopoly pricing
which should encourage airports to price their
services in a manner consistent with the outcomes
of a workably competitive market. The current
regulatory regime for airports fails to do this.

In the context of the review of the regulatory control
provisions in the Commerce Act, some members of
the aviation sector made a number of submissions
on the regulatory regime for airports. MED received
8 submissions. The key problem identified with the
current regulatory regime for airports is the lack of a
credible information disclosure regime to constrain
the exercise of substantial market power by major
airports in setting airport charges. This problem has
been exacerbated by the lack of guidelines on both
the desired outcomes from the regulatory regime,
and on appropriate input methodologies (how to
value assets, calculate the cost of capital, etc) to
provide guidance on desired regulatory outcomes.

54.

55.

56.

Section 9A of the AAA provides a very broad
power for regulation to prescribe information
disclosure requirements, including “prescribing any
methodology or methodologies that must be used
in completing disclosure financial statements and
disclosure financial forecasts”. Regulation 17 of the
Airport Authorities (Airport Companies Information
Disclosure) Regulations provides that the Secretary
of Transport may issue guidelines for information
disclosure, including the valuation of assets,
allocation of revenue, costs, assets and liabilities,
and calculation of the weighted average cost of
capital. These powers have not been used.

Perhaps more importantly, the RIS focused on finding
a solution to a perceived problem of inadequate
information transparency and monitoring, without
considering how the proposed solution to that
narrow problem might impact on regulatory certainty
and airports’ incentives to invest. This oversight

has occurred because the Bill imposes regulation
without the process and tests for imposing regulation
contained in the Bill itself having been followed.

For example, there is no analysis of the benefits of
regulating the services in meeting the purposes of
the Bill, particularly the promotion of investment in
infrastructure, against the costs of doing so (sections
52F(1)(c) and 52H(4)).

[t might be thought that one potential benefit of
regulation is lower prices for passengers. That would
be highly optimistic. Even if airports were charging
excessive prices, airlines are unlikely to be spending
the time, effort and money to achieve lower charges
so that any savings can be passed on to passengers.

In summary, the existing regulatory regime and the
threat of further regulatory intervention has greatly
influenced Auckland Airport’s approach to pricing.
Auckland Airport believes that the outcomes sought
by the new purpose statement proposed by the

Bill are in fact being achieved under the current
regulatory regime. Namely, Auckland Airport:

Has incentives to innovate and to invest, including
in replacement, upgraded and new assets;

Has incentives to improve efficiency and provide
services at a quality that reflects customer demands;

Shares with customers the benefits of efficiency
gains in the supply of regulated services;

Is limited in its ability to extract excessive profits.
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E: How the proposed regime will affect arport pricing

Key points (b)

57. This section explains the following key points:

@)

The proposed information disclosure regime for
airports is not light-handed. It is heavy-handed
bordering on de facto price control, due to:

(i) The implications of formalising input
methodologies, particularly WACC, for consultation
on prices; 58.

(i) The ongoing role of the Commission in analysing
and reporting on the activities of airports, using the
input methodologies; and

(ili) The threat of further regulation, in new forms,
under Part 4.

Aspects of the proposed regime are workable in
principle, but it will impose some onerous, costly and
unjustified new constraints on the airport sector. If
the proposed information disclosure and monitoring
regime is enacted in its current form, it will generate
significant investment uncertainty, which is contrary
to the Bill's purpose and objectives.

The flow diagram below sets out the regulatory
obligations to be imposed on Auckland Airport by
the Bill in its current form. It is followed by Auckland
Airport’s observations on how in practice those
obligations, in light of the above points, will produce
regulatory uncertainty and deter investment to a
greater extent than would be expected from an
appropriate information disclosure regime.
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Proposed new regulatory regime for airports:

Commencement of amended Commerce Act 1986 (“CA”)

When the Bill is passed, the Airport will be brought under a new monitoring and information disclosure regime under the
CA for “specified airport services” (essentially these are the same as “identified airport activities under the Airport Authorities
Act 1966 (“AAA")

The Commission will be required to commence work on developing input methodologies that will underpin the monitoring
and information disclosure regime. These must include cost of capital, valuation of assets, allocation of common costs,
treatment of tax and pricing principles.

N

Interim information disclosure

While the new regime under the CA is being designed, the Airport will be required to publish financial statements in
accordance with existing information disclosure regulations under the AAA (the Commission will also be administering
information disclosure under the AAA at this stage, so the Airport would be required to provide the Commission with copies
of the information disclosed.)

Information disclosure under the AAA must continue until the Commission has determined under section 520 how the new
information disclosure regime will apply. The Commission must make its determination under section 520 no later than 1
July 2010 (although the process may be extended for a further six months under section 52(T)).

N

Process for Setting Input Methodologies

When the Commission commences work on input methodologies it must publish a notice of its intention outlining

the process that will be followed and proposed timeframes. During the course of its work on developing the input
methodologies the Commission must publish draft methodologies and provide reasonable opportunity for parties to give
views on them (the Commission may also hold one or more conferences and must have regard to views from interested
persons within the timeframes). The Commission must publish final input methodologies in the Gazette.

Persons who gave views during the input methodology process with significant interest may appeal an input methodology
determination to the High Court within 20 working days of the date on which it is published. (An appeal of an input
methodology cannot stay the application of that methodology while the appeal remains unresolved.) Following publication
of input methodologies the Commission is required to make a determination under section 520 as to how the information
disclosure regime will apply to the airport sector.

(Note that there is no obligation to consult with interested parties on the section 520 determination).

A4

Information Disclosure under the New Regime

From the date of the completion of the Commission’s determination under section 520, the Airport will be required to
disclose in accordance with that determination (this will require copies of information to be given to MOT, the Commission
and to be publically available). Given the deadline for the section 520 determination, the new regime will likely commence
for the 2010-2011 financial year when consultation for the 2012 pricing review under the AAA is likely to begin. Information
disclosed must apply all input methodologies except for WACC and pricing principles.

N

Analysis and reporting by the Commission

Each time the Airport discloses information under the new regime, the Commission is required to publish a summary and
analysis of the information disclosed under section 53B(2)(b) “for the purpose of promoting greater understanding of the
relative performance of individual regulated suppliers, and changes in performance over time”. That reporting could draw
conclusions from the information disclosed using the input methodologies set for WACC and pricing principles. Under the
CA there is no reason why the Commission could not conclude that it should initiate an inquiry under section 52H in

light of its review.

N
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Pricing Consultation

In 2011 - 2012, regulated airports will be required to consult on the 2012 price reset under the AAA. Consultation will be
as per the existing obligations under section 4B of the AAA (with attendant disclosure of information to airlines). (Future
consultation rounds will also be under section 4B and 4C of the AAA). During consultation airlines could seek to use
input methodologies as determined by the NZCC as the relevant building blocks for pricing consultation, if it suits them
(there may be instances where the Commission’s methodologies favour the Airport, rather than airlines). Airlines could
also use the summaries published by the Commission on the Airport’s performance to inform consultation. If information
disclosure requires publication of information in relation to non- specified services, the airlines could use that

information as well.

The Airport would not be technically bound to apply the Commission’s input methodologies to its consultation on pricing,
but, note the Commission’s reporting requirements above and below. The risk is that if the Airport does not apply the
input methodologies and is not guided by WACC and pricing principles, the Commission may draw adverse inferences
and may recommend or initiate an inquiry.

N

Further reporting by the NZCC to the Minister

Under section 56G the Commission is required to report to the Minister as soon as practicable after the 2012 price review
on how the information disclosure is meeting the requirements of purpose statement of amended Part 4 of the CA .

The Commission could draw conclusions based on the “building blocks” used by the Airport for price setting in terms
of how they relate to the input methodologies set by the Commission. The Commission could also draw on previous
summaries and analyses it has published and also use the input methodology set for WACC and pricing principles as
tools in its assessments.

(Note there is no consultation in terms of the advice the NZCC gives to the Minister.)

AN ANy
If the outcome of reporting is positive If the outcome of reporting is adverse
If the outcome of reporting is positive, the information If the outcome of reporting is adverse the Commission
disclosure regime will likely continue until airport charges could recommend that the Minister commence an
are amended in the future. inquiry into the airport sector with a view to imposing a

Each time prices are amended the Commission will be negotiate/arbitrate regime.

required to issue a further report to the Minister under At the very least the Commission could propose
section 56G. strengthening the information disclosure regime in
some way e.g. requiring more disclosure about non

In addition, the Commission will be required to carry regulated services

out periodic reviews of the input methodologies which

underpin the regime (reviews must be undertaken at
least every seven years). Consultation is required on
material changes to the input methodologies.

Note Miscellaneous

Under section 53D the Commission may require the Airport At any time the Airport may apply to the Commission

to disclose information on non-regulated services (e.g. under section 53F for an exemption from being required to
revenues from leases) as part of information disclosure publically disclose financially sensitive information.

requirements. However the Commission may only require

such information “to the extent necessary”. At any time the Commission may exercise its general

powers to require production of information under section
98 of the CA. It also has a range of investigative powers
under section 53Z, including a power to require suppliers
to prepare forward looking plans.
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Setting input methodologies

59.

60.

If the Bill is passed as currently drafted, the
Commission’s obligation to set input methodologies
will be the most important (and immediate) issue

for regulated airports. The appropriateness of the
input methodologies will likely determine whether
the regime is workable for airports or not, as the
Commission will apply those methodologies when
monitoring and analysing pricing. As noted by NERA
in the attached report:

Firms in industries characterised by the need to
achieve efficient and timely investment in large
specific assets will only have proper incentives if

the legal and regulatory foundations that support

the regulatory pricing regime are sound. The
methodologies and principles that guide the
determination of total revenue and the level and
structure of prices therefore require particularly
careful analysis and scrutiny.

It is critical that input methodologies are set to be
forward looking only. As also explained by NERA,
backward looking methodologies and/or pricing
principles, which seek to ensure that an infrastructure
company earns a predetermined target return on
capital (ie rate of return regulation) are inappropriate.
In particular:

It does not encourage efficiency, as companies have
a guaranteed financial return regardless of efficiency;

The risk of investment is borne by customers,
again because the regulated company has a
guaranteed return;

A forward looking approach enables the regulated
company to obtain a return on capital commensurate
with its operational risks, which is consistent with
achieving competitive market outcomes;

Although a forward looking approach can result in
returns exceeding forecasts, it will depend on the
circumstances as to whether it is appropriate to look
backward to adjust that return. There is no uniform
way of reflecting variations in a regulatory pricing
context;

By extension, focussing on returns for short periods
or single years may reveal little about whether excess
returns are being earned. A high profit in one year, in
excess of forecast WACC could be due to various
factors no