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LIST OF DEFINITIONS

In the context of Part IV of the Commerce Act, a person acquiring goods or
services (directly or indirectly) from a person who faces limited or lessened
competition for the supply of those services.

Defined in the Airport Authorities Amendment Act 1997 as activities
undertaken (including the facilities and services provided) to enable, within a
security area or areas of the relevant airport, the servicing and maintenance of
aircraft and the handling of freight transported, or to be transported, by aircraft,
including:

(a) The provision within a security area or areas of the relevant airports, of any
one or more of the following:
(i) Hangars.
(i) Facilities and services for the refuelling of aircraft, flight catering, and
waste of disposal.
(ii1) Facilities and services for the storing of freight.
(iv) Security, customs, and quarantine services for freight.

(b) The holding of any facilities and assets (including land) acquired or held to
provide aircraft and freight activities in the future (whether or not used for
any other purpose in the meantime).

Defined in the Airport Authorities Amendment Act 1997 as activities
undertaken (including the facilities and services provided) to enable the landing
and take-off of aircraft, including:

(a) The provision of any one or more of the following:
(1) Airfields, runways, taxiways, and parking aprons for aircratft.
(i) Facilities and services for air traffic and parking apron control.
(iii) Airfield and associated lighting.
(iv) Services to maintain and repair airfields, runways, taxiways, and

parking aprons for aircraft.

(v) Rescue, fire, safety, and environmental hazard control services.
(vi) Airfield supervisory and security services.

(b) The holding of any facilities and assets (including land) acquired or held to
provide airfield activities in the future (whether or not used for any other
purpose in the meantime).

Services that fall within the definition of airfield activities.

Defined in the Airport Authorities Act 1966 as any defined area of land or water
intended or designed to be used either wholly or partly for the landing,
departure, movement, or servicing of aircraft; and includes any other area
declared by the Minister to be part of the airport; and also includes any
buildings, installations, and equipment on or adjacent to any such area used in
connection with the airport or its administration.

Defined in the Airport Authorities Amendment Act 1986 as a company
incorporated under the Companies Act 1955 that is for the time being authorised
under section 3(3) of the Airport Authorities Act to exercise the powers of a
local authority under that section. In other words, a company that is authorised
to establish, improve, maintain, operate, or manage an airport.

The part of an airport inside the security boundary (area).
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Resources are allocated (in both production and consumption) in such a way
that no improvement in society’s welfare can be made by reallocating those
resources.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as a defined are, on a land aerodrome, intended to accommodate
aircraft for purposes of loading or unloading passengers, mail or cargo, fuelling,
parking or maintenance.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as a service provided to regulate the activities and movement of
aircraft and vehicles on an apron.

Defined in the Commerce Act 1986 to include intangible assets.

Those costs that would be avoided (saved) if an activity were to cease.

A measure of the sensitivity of an asset to the market portfolio—systematic risk.
The progressive of incremental replacement of assets in the normal course of
business, retaining the historical configuration of the assets, but replacing

under-utilised and removing redundant assets.

Defined in the Airport Authorities Amendment Act 1997 as a fee or due and
also rent payable under any lease.

A cost that relates to two or more facilities, activities, services, or users and
remain unchanged despite changes in the relative proportion of the activities or
services.

A cost that can be identified separately with or traced to a given facility,
activity, service or user.

Maintaining allocative and produtice efficiency over time. Making investments
and innovating so that costs continue to be minimised and prices over time
generally reflect this.

Involves the designing and building of an entirely new optimal network of
assets, regardless of historical constraints that may have applied.

The original cost of constructing or acquiring the asset recognised under
generally accepted accounting practice.

Defined in the Airport Authorities Amendment Act 1997 as any one or more of
the following, as the case may be:

(a) Airfield activities.
(b) Aircraft and freight activities.
() Specified passenger terminal activities.

Defined in the Airport Authorities Amendment Act 1997, in relation to a
specified airport company, to be the assets of that airport company in relation to
identified airport activities.

The additional cost imposed by an additional activity or output.
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Defined in the Civil Aviation Act 1990 as any airport designated as an airport of
entry and departure for international air traffic where the formalities incident to
customers, immigration, public health, animal and plant quarantine, and similar
procedures are carried out.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as that area of a movement area intended for the landing or take-off of
aircraft.

All parts of an airport that are not airside.

Defined in the Airport Authorities Amendment Act 1997 as any form of tenancy
and a licence to occupy or use any premises or appliance. The Airport
Authorities Act 1966 provides that any airport authority may grant a lease of all
or any part of any land, buildings, or installations vested in it for any purpose
that will not interfere with the safe and efficient operation of the airport.

The additional costs imposed by another unit of output.

The additional premium that investors require to hold the market portfolio (a
diversified basket of risky assets) over and above the returns that can be
obtained from investing in risk-free assets.

The highest alternative use value of a resource.

An estimate of the most-efficient, lowest-cost combination of assets (from an
engineering perspective) that could replace the existing assets and offer the
same utility.

Defined in the Commerce Act 1986 to include valuable consideration in any
form, whether direct or indirect; and includes any consideration that in effect
relates to the acquisition or supply of goods or services or the acquisition or
disposition of any interest in land, although ostensibly relating to any other
matter or thing.

Meeting demand at the lowest possible costs, including minimising transaction
costs resulting from exchange of products.

A form of demand differentiated pricing. It covers costs by structuring prices
according to demand characteristics. Specifically, the price for each user (or
group of users) would be set by adding a percentage mark-up on marginal cost,
with the size of the mark-up being inversely proportional to the price elasticity
of demand of that user or group of users.

The cost of replacing an existing asset with a substantially identical new assets
(based on current market values and technology).

The interest rate that an investor would earn on a riskless investment.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as a defined rectangular area on a land aerodrome prepared for the
landing and take-off of aircraft.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as an area symmetrical about the extended runway centre line and
adjacent to the end of the strip primarily intended to reduce the risk of damage
to an aeroplane undershooting or overrunning the runway.
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Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as a defined area including the runway and stopway, if provided,
intended:

(a) To reduce the risk of damage to aircraft running off a runway.
(b) To protect aircraft flying over it during take-off or landing operations.

Defined in the Civil Aviation Act 1990 as an aerodrome for the time being
designated as a security aerodrome under section 82 of this Act.

Defined in the Commerce Act 1986 to include any rights (including rights in
relation to, and interests in, real or personal property), benefits, privileges, or
facilities that are or are to be provided, granted or conferred in trade; and
without limiting the generality of the foregoing, also includes the rights,
benefits, privileges, or facilities that are or are to be provided, granted or
conferred under any of the following classes of contract:

(a) A contract for, or in relation to:

(i) The performance of work (including work of a professional nature),
whether with or without the supply of goods; or

(i) The provision of, or the use or enjoyment of facilities for,
accommodation, amusement, the care of persons or animals or things,
entertainment, instruction, parking, or recreation; or

(ii1) The conferring of rights, benefits, or privileges for which remuneration
is payable in the form of a royalty, tribute, levy, or similar exaction.

(b) A contract of insurance, including life assurance, and life reassurance.
(c) A contract between a bank and a customer of the bank.

(d) Any contract for or in relation to the lending of money or granting of credit,
or the making of arrangements for the lending of money or granting of
credit, or the buying or discounting of a credit instrument, or the acceptance
of deposits.

But does not include rights or benefits in the form of the supply of goods or the
performance of work under a contract of service.

Defined in the Airport Authorities Amendment Act 1997 as an airport company
that, in its last accounting period, received revenue that exceeded $10 million,
or such other amount of revenue that the Governor-General may from time to
time prescribe for the purposes of this definition by Order in Council.

Defined in the Airport Authorities Amendment Act 1997 as activities
undertaken (including the facilities and services provided) in relation to aircraft
passengers while those passengers are in a security area or areas of the relevant
airport, including:

(a) The provision, within a security area or security areas of the relevant

airport, of any one or more of the following:

(i) Passenger seating areas, thoroughfares, and airbridges.

(i) Flight information and public address systems.

(ii1) Facilities and services for the operation of customs, immigration, and
quarantine checks and control.

(iv) Facilities for the collection of duty free items.

(v) Facilities and services for the operations of security and Police
services.
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(b) Any activities undertaken (including the facilities and services provided) in
a passenger terminal to enable the check-in of aircraft passengers, including
services for baggage handling.

(c) The holding of any facilities and assets (including land) acquired or held to
provide specified passenger terminal activity in the future (whether or not
used for any other purpose in the meantime); but does not include the
provision of any space for retail activity.

The cost incurred in providing only one service.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as a defined rectangular area on the ground at the end of a take-off run
available prepared as a suitable area in which an aircraft can be stopped in the
case of an abandoned take-off.

Defined in the Airport Authorities Amendment Act 1997 as, in relation to an
airport company, any person that paid or was liable to pay, that airport company
in relation to identified airport activities in that airport company’s last
accounting period or payable in that airport company’s last accounting period
an amount that exceeded 5% of the revenue paid or payable to that airport
company during that accounting period in relation to those activities.

A cost that, once incurred, cannot be recouped.
Defined in the Commerce Act 1986 as follows:

(a) In relation to goods, includes supply (or resupply) by way of gift, sale,
exchange, lease, hire, or hire purchase.

(b) In relation to services, includes provide, grant or confer.

Defined in Volume I of Annex 14 to the Convention on International Civil
Aviation as a defined path on a land aerodrome established for the taxiing of
aircraft and intended to provide a link between one part of the aerodrome and
another, including

(a) Aircraft stand taxilane — a portion of an apron designated as a taxiway and
intended to provide access to aircraft stands only.

(b) Apron taxiway — a portion of a taxiway system located on an apron and
intended to provide a through taxi route across the apron.

(c) Rapid exit taxiway — a taxiway connected to a runway at an acute angle and
designed to allow landing aeroplanes to turn off at higher speeds than are
achieved on other exit taxiways thereby minimising runway occupancy
times.

A cost that varies with changes in output.

Equivalent to 1 passenger or 100Kg of freight.
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EXECUTIVE SUMMARY
INTRODUCTION

The Commerce Act 1986 (the Commerce Act) is an Act to promote competition in
markets for the long-term benefit of consumers within New Zealand. Where markets
fail to deliver competitive outcomes and fail to operate efficiently, Parts IV and V of
the Commerce Act contain provisions providing for the control of the prices, revenues
and quality standards of goods and services. The Commerce Act is enforced by the
Commerce Commission (the Commission).

Part IV of the Commerce Act provides for the imposition of control. Section 53 of
the Commerce Act provides for the Governor-General to impose control over the
supply of goods or services on the recommendation of the Minister of Commerce (the
Minister). In considering whether to make a recommendation that goods or services
be controlled, the Minister can seek advice from the Commission under sections 54
and 56 of the Commerce Act.

The administration of control is covered in Part V of the Commerce Act. Controlled
goods or services can only be supplied in compliance with an authorisation made by
(or undertaking accepted by) the Commission under Part V.

NOTICE FROM THE MINISTER

Pursuant to section 56 of the Commerce Act, the Minister has required the
Commission to report as to whether it considers any of the airfield activities supplied
by the three major international airports—Auckland, Wellington and Christchurch—
should be controlled. These airports are the three biggest airports in New Zealand by
total revenue and volume (aircraft movements, passenger numbers and freight
volumes).

The Minister has asked the Commission to report on whether there is evidence that
the requirements under section 52 of the Commerce Act are met for the airfield
activities supplied by any, or all, of the three airport companies, i.e., whether:

(a) The goods or services (in this case, airfield activities) are, or will be, supplied or
acquired, in a market in which competition is limited or is likely to be lessened.

(b) It is necessary or desirable to impose control in the interests of the persons
acquiring (directly or indirectly) the goods or services.

The Minister has also asked the Commission to advise on conditions, tests or
thresholds it considers useful in making that assessment.

If the requirements of section 52 are met, the Minister still has discretion as to
whether to recommend control. In this regard, the Minister has asked the
Commission whether market conditions are such that it considers that the Minister
should recommend control of any of the airfield activities supplied by the three airport
companies.
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Airfield activities are one of a number of activities undertaken by airport companies.
The Airport Authorities Act 1996 (the Airport Authorities Act) defines airfield
activities as the activities undertaken (including the facilities and services provided) to
enable the take-off and landing of aircraft. Airfield activities are specifically defined
to include the following:

e Airfields, runways, taxiways, and parking aprons for aircraft.

e Facilities and services for air traffic and parking apron control.

e Airfield and associated lighting.

e Services to maintain and repair airfields, runways, taxiways, and parking aprons.
e Rescue, fire, safety and environmental hazard control services.

e Airfield supervisory and security services.

Under section 4A of the Airport Authorities Act, airport companies have the right,
after consultation with substantial customers, to set whatever charges they think fit.

In conducting this Inquiry, the Commission considers that the Minister’s request is
confined to the airfield activities supplied only by the three airport companies—
Auckland International Airport Limited (AIAL), Wellington International Airport
Limited (WIAL) or Christchurch International Airport Limited (CIAL)—and it does
not extend to any airfield activities that are supplied by other parties at any of the
three airports (such as the airlines, Airways Corporation of New Zealand Limited or
the Aviation Security Service). The Commission also focuses on those airfield
activities supplied to aircraft operators—these being the bulk of the airfield activities
supplied by the three airport companies—for which aircraft operators pay per tonne
landing charges.

Chapter 1 outlines the full details of the Minister’s Notice.
LEGAL FRAMEWORK

Sections 52 to 57 of the Commerce Act, read in conjunction with the Minister’s
request of 25 July 2001, require that the Commission address three key issues.

The first is to assess whether competition is limited or is likely to be lessened in
markets in which airfield activities are supplied, as required by section 52(a) and
paragraph ‘a’ of the Minister’s letter. This requires an assessment of both structural
and behavioural considerations within the context of the relevant markets.

The second issue is whether control is necessary or desirable in the interests of
acquirers of airfield activities, as required by section 52(b) and paragraph ‘a’ of the
Minister’s letter. The focus here is on the benefits of control for the acquirers of
airfield activities (both direct and indirect acquirers). This has involved an analysis of
what would happen if the status quo were to continue (the counterfactual), contrasted
with the potential benefits and detriments to acquirers if control were to be imposed.
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In order to consider whether control is necessary or desirable, the Commission has
examined the pricing behaviour of the airport companies, and compared this to what it
considers to be appropriate pricing principles. An examination of the pricing of
airfield activities requires the Commission to consider issues such as asset valuation,
weighted average cost of capital (WACC) and cost allocation. Any effects that other
airport activities may have on the pricing of airfield activities are considered in the
analysis where appropriate.

The third issue is to make a recommendation on whether market conditions are such
that the Minister should recommend control. In this assessment, the Commission
addresses such discretionary considerations as may be relevant. It is for the Minister
to consider whether to recommend to the Governor-General to declare control. The
Minister has a broad discretion and can take into account a range of factors.

The framework for control of goods and services under Part IV of the Commerce Act
is discussed in detail in Chapter 2.

LIMITED COMPETITION

If airfield activities were supplied in a market in which competition is limited or likely
to be lessened, then section 52(a) would be satisfied. In considering this question, the
Commission asked whether competition is currently limited. Finding that competition
is limited for the airfield activities at each airport, the Commission did not need to
consider whether competition is likely to be lessened. The Commission’s analysis of
competition in the supply of airfield activities is introduced generally in Chapter 3,
and conducted separately for each airport in Chapters 8-10.

Relevant Markets

To provide a framework within which to analyse whether competition might be
limited, the Commission defined the market(s) related to the supply of airfield
activities. In defining the relevant market(s), the Commission took account of the
relationships between airfield activities, which are the specific focus of the Inquiry,
and the other activities conducted at the airports in question.

The Commission’s conclusion is that, for the purposes of this Inquiry, the relevant
product market is the airfield services market. Airfield services are services that fall
within the definition of airfield activities, as defined in the Airport Authorities
Amendment Act 1997.

Constraints on Market Power

The Commission investigated whether any of the three airport companies are able to
exercise market power in the airfield services market, such that competition is limited
(in terms of section 52 of the Commerce Act). In doing this, it considered whether or
not sufficient constraints (including both structural and behavioural aspects) exist.
The possible constraints on an airport’s exercise of market power may include the
following:
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e The potential competition between airports or from other modes of transport.
e The potential for new entry.
e The potential countervailing power of airlines.

e The existing regulatory environment (which includes a requirement to consult on
charges and a threat of further regulation).

e Competition from off-airport sources of supply.

The competition faced by the airfield activities at airports from those at other airports
may be of two kinds: the existing competition from other airports already operating,
and the potential competition from prospective new entrants. The Commission’s
conclusion is that the nature of the investment in a major airport facility, such as those
at Auckland, Wellington and Christchurch, is such that barriers to entry are high, and
hence that competition from potential entrants is very low. The extent of existing
competition for airfield activities depends largely on the degree to which existing
airports are substitutes for one another. The Commission’s view is that there is some
scope for supply-side substitution for general aviation aircraft given the presence of
small airfields in the vicinity, but not for larger (commercial) aircraft. There are not
substantial near entrants to compete effectively with the three large airports for
domestic and international traffic. Alternative modes of transport are also unlikely to
provide a constraint on the behaviour of airport companies.

The airfield services supplied by one airport are not seen on the demand-side as
substitutable for another airport—demand is driven by the destination to which
passengers want to go. The pricing of airfield activities appears to have little impact
on demand. The Commission’s estimate of the weighted average elasticity of demand
for airfield activities at Auckland and Christchurchis [ ] and for Wellington [ ].

The current regulation of airports relies largely upon the countervailing power of
airlines, the requirements on airport operators to consult with them before setting
charges, and the threat of further regulation. However, analysis suggests that meeting
demand for flights is the overriding factor determining which airport an airline flies
to, rather than the costs of doing so, and that airlines’ countervailing power is
generally limited. Airport charges, while a significant cost for airlines, are unlikely to
make the difference between an airline flying or not flying to a particular city,
although there is some elasticity at the margin. However, there is some evidence that
acquirers’ behaviour constrains the airport companies at the margins, but it does not,
by itself, prevent exercise or even abuses of market power.

The Commission’s conclusion is that there are insufficient constraints on AIAL’s,
WIAL’s and CIAL’s ability to exercise market power in the supply of airfield
activities compared to what would be found in a market where competition was
workable or effective. Each operates largely within its own geographically distinct
regional airfield services market, which are the greater population areas around the
three airports (namely the greater Auckland, Wellington and Christchurch areas).
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Acquirers of airfield activities at each airport do not see other airports as offering
viable substitute services.

PRICING PRINCIPLES

The Commission is of the view that the outcomes achieved by competitive markets
(where there is workable or effective competition) are a general benchmark against
which to compare the outcomes in other types of markets, although additional issues
have to be considered. In this regard, the Commission has developed pricing
principles that provide a framework within which it can evaluate whether efficient
outcomes and normal returns are being achieved.

The Commission considers that the following general pricing principles are
appropriate for determining efficient prices and evaluating performance:

a) Prices should be as close as possible to their allocatively efficient level over the
medium term. This requires that:

e Prices are commensurate with the level of service quality demanded (subject
to minimum legal safety standards).

e Prices are based on appropriate costs (productively, and dynamically, efficient
costs).

e Prices encourage efficient use of a supplier’s facilities and avoid cross-
subsidisation.

b) Prices should allow for a normal return to be earned by suppliers over the medium
term. This requires that:

e Normal returns are calculated on an appropriately determined asset base and
rate of return, and cover efficient operating costs, and no more.

e Returns that are greater, or lesser, than the normal rate should reflect superior,
or inferior, performance respectively.

c) Prices should be dynamically efficient over the medium term. This requires that
over- or under-investment be avoided, and that appropriate price signals be sent
for investment (or divestment).

A full discussion of pricing principles can be found in Chapter 4.
ASSET BASE

Asset valuation is relevant for the purposes of both determining the price for, and
assessing the performance of, airfield activities at the three airports. The value of the
asset base is, therefore, an input into the consideration of whether control of airfield
activities is necessary or desirable in the interests of acquirers, and whether control is
recommended. The higher the asset valuation, the higher the revenue needed to
generate the required return on assets, and the higher that prices need to be.
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In order to examine airfield activities, the Commission determined what it considers
to be the appropriate principles to be used in arriving at an airport’s asset base. In
economic terms, the relevant costs on which to determine an asset base are generally
opportunity costs. The opportunity cost of employing an asset in one use is what the
owners forego in not receiving the returns that could be earned from the asset in its
next best alternative use. However, applying the opportunity cost principle may not
always be appropriate, because of dynamic efficiency considerations. In deciding its
approach to determining the asset base, the Commission examined:

e An appropriate methodology for valuing land and non-land airfield assets.
e Optimisation of surplus assets.

e Timing issues regarding new investment.

A full discussion of issues regarding the asset base is contained in Chapter 5.
Valuation of Airfield Land

In most cases, land does not depreciate and is not subject to technological
obsolescence. Furthermore, unlike some other airport assets, it has an alternative use
and, consequently, has an opportunity cost greater than zero.

Valuing airfield land at opportunity cost provides appropriate signals either to
continue operating the land in its existing use (as an airfield), or put the land to
alternative use and relocate the airport. It also provides the appropriate incentives for
new investment. Opportunity cost should be determined based on the highest
alternative use value of airfield land, with that being the higher of the value with or
without the sealed surfaces (the latter being after the costs of removing the sealed
surfaces).

Land value should not include the cost of getting the land to a stage where it could be
used as an airport. Any land holding, levelling, seawall construction and reclamation
costs should be valued as specialised sunk assets at historic cost. In order to avoid
double counting, these values should not include any portion that is already included
in the opportunity costs of the land.

The relevant alternative use for land may differ from airport to airport, and may
depend on the underlying zoning (or future rezoning) of the land. Potential alternative
uses are residential, commercial, industrial and rural. The airports have made various
assumptions regarding the alternative uses of their land.

In determining appropriate land values for inclusion in the asset base, the Commission
made adjustments to the airports’ values to optimise land as relevant, and to include
land at its opportunity cost. In the case of AIAL, this results in downward
adjustments to land values and, in the case of WIAL and CIAL, in upward
adjustments to land value.
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Valuation of Non-Land (Specialised) Airfield Assets

Non-land airfield assets are, on the whole, specialised assets as, for the most part, they
have no alternative use. The most significant non-land assets are the sealed surfaces
or civil works that have been developed on the land. Economically, these assets are
sunk as the investment in them cannot be recovered by resale.

In the case of sunk assets, opportunity costs are zero. Such assets are being used in
their best use, and there is no alternative use. However, valuing the assets at zero may
affect the willingness of investors to invest in such assets. Airports need to be able to
recover the costs of, and earn a return on, specialised airfield assets in order to
preserve continuity of supply. Alternative approaches to deal with this issue are
valuations at replacement or historic costs.

The Commission’s view is that specialised airfield assets should be included in the
asset base at historic cost, and depreciated as appropriate. Historic cost provides
investors with a return on the amounts invested, and preserves incentives to invest in
the future. Investors are compensated for inflation through the use of a nominal
WACC.

In determining appropriate values of specialised assets for inclusion in the asset base,
the Commission has adjusted the airports’ values of specialised assets to exclude
revaluations from historic cost to Optimised Depreciated Replacement Cost (ODRC).
It should be noted that no airport optimised any of the Depreciated Replacement Cost
(DRC) for these specialised assets.

Optimisation

A condition for efficient pricing is that the costs that should be recovered through
pricing are those that reflect the least cost of production. Airports should be able to
recover through prices the efficient costs of assets needed to provide airfield services.
The Commission’s view is that only those assets that are currently ‘used and useful’
should be included in the asset base on which a rate of return is calculated. All other
assets should be optimised out.

Land and non-land assets that are surplus should not be included in the asset base—
they should be optimised out. The Commission has optimised out a number of
parcels of what it considers to be surplus land at the airports. Detailed discussion on
this is found in the airport-specific chapters.

New Investment and Pre-Financing

Growth in aircraft movements will require investment in additional runway capacity
at airports from time to time. It may not be desirable for airport companies to delay
investment until demand exceeds capacity. Equally, it is not desirable from an
efficiency perspective for airport companies to over-invest in facilities. Investment
planning, therefore, should aim to ensure that there is an appropriate level of
investment to support production, with no excess, or under, capacity.



44,

45.

46.

47.

48.

22

Any new investment should be based on reasonably anticipated future demands.
Excess capacity may be dynamically and allocatively inefficient.

The Commission considers that it is a matter of judgment as to when land should be
acquired for future runway developments, given the inevitable uncertainties as to
when relevant parcels will become available on the market, and to when development
may actually occur. A judgement is required in each particular case. The
Commission believes that it is important that incentives to invest in expansions to
capacity in a timely fashion are preserved.

However, there is a danger that land could be acquired too far in advance of need if
the airport were assured of being able to recoup the cost of holding it from users.
Hence, the Commission considers that holding costs—based on the historic cost of the
land, net of income generated and of revaluations—should be capitalised (and
depreciated), and incorporated in the asset base as a specialised asset at historic cost
for charging purposes only from the point at which construction commences. This
means that although the airport has some discretion as to when land is purchased and
net holding costs start to accumulate, it must bear the risk that the land may never be
developed as planned prior to the development actually being initiated. From the
point at which construction commences, the land would be valued in the asset base at
opportunity cost.

The Commission excluded the land AIAL holds for its second runway from AIAL’s
asset base for determining allocatively efficient price and computing returns. It also
considers a proportion of the second runway land to be dynamically inefficient, as this
proportion of land is unlikely to be used by the airport for airfield activities even over
the medium term, perhaps not even in the long-run. The rest of the second runway
land is expected to be used at some time within the medium term, and is, therefore,
not seen as leading to dynamic inefficiencies.

Appropriate Asset Base
The tables below show, for each airport, the current asset base for the pricing of
airfield activities considered appropriate by the Commission, compared to the figures

adopted by that airport.

ATAL Airfield Asset Base as at 30/6/01

Amount ($000s)
Asset Base used by ATAL for Pricing Purposes $311,042
Exclusion of Ground Handling Area Land -2,070
Asset Base (Revised) 308,972
Optimisation of Seabed -9,800
Optimisation of Seawall 0
Optimisation of Second Runway Land -36,757
Optimisation of Wiroa Island -2,825
Optimisation of Eastern Approaches Land -11,957
Adjustment to Operational Airfield Land Value (ORC to OC) -36,931
Addition of Seawall Construction Costs (DHC) 1,575
Adjustment to Non-Land Asset Values (ODRC to DHC) -24,127
Associated Adjustment to Depreciation (ODRC to DHC) 1,849
Commission Airfield Asset Base $ 189,999
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WIAL Airfield Asset Base as at 31/3/01

Amount ($000s)
Asset Base Adopted by WIAL for Pricing $ 94,936
Optimisation of Leased Airfield Land -2,619
Adjustment to Operational Airfield Land Value (ORC to OC) 7,684
Exclusion of Seawall from Civil Works -20,500
Adjustment to Non-Land Asset Values (ODRC to DHC) -34,615
Associated Adjustment to Depreciation (ODRC to DHC) 10,037
Commission Airfield Asset Base $ 54,923

CIAL Airfield Asset Base as at 30/6/01

Amount ($000s)
Asset Base used by CIAL for Pricing Purposes $ 40,067
Optimisation of Development Land 0
Adjustment to Operational Airfield Land Value (ORC to OC) 16,483
Add back of Reseal Reserve 0
Adjustment to Non-Land Asset Values (ODRC to DHC) -20,031
Associated Adjustment to Depreciation (ODRC to DHC) 1,568
Commission Airfield Asset Base $ 38,087

TARGET RETURN (WACC)

Weighted average cost of capital (WACC) is the weighted average cost of each new
dollar of capital raised at the margin. In the simplest terms, it is the cost of debt and
the cost of equity weighted by the proportion of debt and equity. Like the asset base,
it is relevant both for the purpose of determining prices and for the purpose of
assessing performance. It is the element of the pricing models that allows for a
required rate of return to be earned by debt and equity security providers.

The Commission has determined what it considers to be an appropriate WACC (target
return) for the airfield activities of each airport. In formulating the views expressed
on WACC in this Report, the Commission obtained independent advice from Dr
Martin Lally on the appropriateness of the WACC estimates most recently adopted by
the airports, and on the robustness of the airports’ justification for those estimates. A
copy of his report to the Commission is included in Appendix 18 to this Report. Full
discussion of generic issues regarding WACC are contained in Chapter 6, and for
each airport in Chapters 8-10.

Key determinants of WACC are the risk-free rate, debt premium, market risk
premium, asset beta and leverage.

Risk-free Rate
The risk-free rate is the interest rate that an investor would earn, or an entity would
pay to borrow, on a riskless investment. Rates for Government stock are usually used

to approximate the risk-free rate.

In determining the appropriate risk-free rate, the Commission first considered what
term (maturity) of the rate to use. Alternatives are to use the maturity corresponding
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to the period for which prices are set, or the period of the life of airfield assets. The
Commission’s view is that the risk-free rate should match the revision frequency of
pricing. Prices are set by the airports for upwards of five-year periods due to the
requirement to consult with substantial customers every five years on charges.
However, CIAL has recently set prices for a period of three years, and AIAL seven
years.

Having determined the appropriate maturity date to use, the Commission then
considered how to set the rate. Options include using the range over the relevant
period, the midpoint, the endpoint, an average of the beginning and ending rates for
the period, or the average over the period. The selection of the rate is important, as
risk-free rates vary daily. The Commission elected to use an average on Government
stock relating to the period in which an airport consults with its substantial customers
(ending with the point at which any new prices come into effect) and with a maturity
matching the point at which prices will again be reviewed (at maximum five years).

In analysing the efficiency implications of current prices for the airfield activities of
AIAL, the Commission used a risk-free rate of 6.33%, being the five-year
Government stock rate averaged for the six months April to September 2001. For
CIAL, the Commission used a risk-free rate of 7.04%, representing the yields on
three-year Government stock averaged over the six month period February to August
2000. For WIAL, the rate used is the average yield on five-year Government stock in
the six months preceding 1 July 1997, when the current price formula was settled for
the next five years. This figure is 7.62%.

For assessing historical performance on an annual basis (and on average over time),
the Commission adopted the risk-free rate for the appropriate financial period, based
on the last price reset. For example, the risk-free rate for the six months preceding 1
July 1997 (date on which WIAL set prices in the past) is used in assessing returns for
the five years from 1 July 1997 to 30 June 2002 (the five-year period for which prices
were set).

Debt Premium

The debt premium determines the premium over and above the risk-free rate that is
required by investors for holding the debt. It reflects marketability and exposure to
the possibility of default.

The Commission’s view is that a debt premium of 1% above the risk-free rate is
appropriate for all three airports.

Market Risk Premium

The Market Risk Premium (MRP) represents the additional premium that investors
require in order to hold the market portfolio—a diversified basket of ‘risky’ assets—
over and above the returns that can be obtained from investing in risk-free assets.

A number of approaches can be used to estimate the MRP. The common approach is
to observe the difference between the ex-post risk-free rates and market returns and
calculate an arithmetic average over a number of years. Other methods involve
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examining market volatility changes over time (looking at variances and standard
deviations), estimating growth in market dividends, and considering estimates of
market risk premium for foreign markets.

The Commission’s approach was to adopt a tax-adjusted MRP of 8%, within a range
of 7-9%.

Asset Beta

Risk relates to the possibility that expected returns may not actually materialise. The
total risk of an asset or business is made up of both diversifiable risk and
undiversifiable risk. Beta measures the sensitivity of an asset to the market, its
undiversifiable (or systematic) risk.

Looking at an entity as an asset in a portfolio, the beta of an entity measures the
sensitivity of an entity’s cash flows to changes in the economy that impact on asset
values and returns (not the specific risk associated with investing in a particular
company). It is a relative concept and specifically measures the sensitivity of returns
to changes in the returns of the market. The higher the beta, the more volatile and
risky the asset.

Beta may or may not be capable of being estimated directly. Betas can only be
directly estimated for listed companies, and only with any degree of accuracy where
there is data for a significant period and for a significant number of entities. Where a
beta cannot be estimated directly, a proxy or surrogate beta can be estimated by
making adjustments for differences in gearing to the betas of entities or assets with
similar activities and risks.

Characteristics important in assessing the suitability of comparators include the nature
of the firm’s output, the nature of the customer, the duration of any contracts with
customers, the extent of any regulation, degree of monopoly (e.g., as reflected in the
price elasticity of demand), the nature of options for expansion, operating leverage,
market weight, and capital structure.

The regulatory environment could significantly effect the performance of the airports
and is, therefore, a key consideration in choosing appropriate comparators. The
Commission adopted benchmarks for asset beta based on United States firms engaged
in electricity generation and/or distribution that are subject to rate-of-return regulation
(which almost guarantees them a certain rate of return), and firms in the United
Kingdom subject to RPI-X price caps. Other airports are not used as comparators
because there is not sufficient data to arrive at reasonable estimates.

The Commission considers that an appropriate asset beta for the airfield activities at
all three airports is 0.5 (the mid-point), within a range of 0.4 to 0.6.

Leverage
If a company has no debt—it is entirely financed by equity—its asset and equity beta

are identical. By adding debt to a company’s capital structure, the shareholding
becomes more risky, reflected in its equity beta becoming greater than its asset beta.
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The level of systematic risk associated with equity (the equity beta) is magnified
according to the proportion of debt in the funding mix. The greater the proportion of
debt, the greater the systematic risk associated with the residual profits available for
distribution to shareholders, and the greater difference between its asset and equity
betas. For otherwise identical investments, a company with more debt in its capital
structure will have a higher equity beta and a higher required rate of return on equity
than one with less debt.

A leverage rate is used to determine the cost of equity, and also to weight the costs of
debt and equity to derive WACC. The leverage (or debt) ratio reflects the proportion
of total assets that are funded by debt (as opposed to equity).

A number of alternatives exist to determine the appropriate debt ratio. However, the
Commission considers that the current leverage ratio based on the market values of
debt and equity is most appropriate (given the debt premium used).

The appropriate market value weights of debt and equity can easily be computed for
AIAL. Taking the book value of debt as a proxy for market value of debt, and
dividing the number of issued shares multiplied by the current share price results in a
debt ratio of 25% for AIAL. For the purposes of its analysis, the Commission also
used a 25% debt ratio for WIAL and CIAL.

Appropriate WACC

For the purposes of this Report, the Commission chose to use a nominal post-tax
WACC in order to be consistent with its approach to asset base, and its analysis of
historical returns.

Each airport can have its own unique characteristics, which can result in a distinct risk
profile and WACC. The Commission considers that the appropriate WACC for the
airfield activities of each of the airports are as follows:

Auckland Wellington Christchurch

Risk-free rate 6.33% 7.62% 7.04%
Corporate tax rate 33% 33% 33%
Tax rate on interest 33% 33% 33%
Post tax MRP 7 to 9%, point est. 8%| 7 to 9%, point est. 8%| 7 to 9%, point est. 8%
Debt premium 1% 1% 1%
Cost of Debt 7.33% 8.62% 8.04%
Weight for debt 25% 25% 25%
Weight for equity 75% 75% 75%
Asset Beta 0.4 to 0.6, point est. 0.5] 0.4 to 0.6, point est. 0.5] 0.4 to 0.6, point est. 0.5
Equity Beta 0.53t0 0.8, 0.53t0 0.8, 0.53t0 0.8,
point est. 0.67 point est. 0.67 point est. 0.67

Cost of Equity 7.97 to 11.44%, 8.84 to 12.31%, 8.45t0 11.92%,
point est. 9.57% point est. 10.44% point est. 10.05%

Nominal Tax- 7.21 to 9.81%, 8.07 to 10.67%, 7.68 to 10.28%,
Adjusted WACC point est. 8.41% point est. 9.27% point est. 8.88%
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ALLOCATIVE EFFICIENCY AND CROSS-SUBSIDISATION IN PRICING

In general terms, the price for each good or service should be set where the marginal
cost of supply equals demand, so that the ensuing quantity produced maximises
allocative efficiency. The Commission has assessed to what extent the structure of
prices for airfield activities are allocatively efficient, and whether there is any cross-
subsidisation. It notes that, in the airfield activities context, setting prices to maximise
allocative efficiency potentially encounters a number of difficulties, as follows:

e Efficiency requires that separate products are priced separately according to the
marginal cost of supply. However, the administrative cost of having separate
charges has to be taken into account, especially when the cost of each service is
small. It might also be commercially impractical to measure each user’s marginal
cost and to charge accordingly. Consequently, an approach commonly adopted by
airports is to set prices for a limited number of groups of users. The airports work
out their total costs of airfield activities, and then allocate the corresponding
revenue requirements across users according to a series of cost drivers. The
resulting landing charges are computed largely based on the weight (MCTOW) of
each aircraft, with the cost per MCTOW increasing through weight classes. This
may not necessarily generate efficient prices, as there appears to be no attempt to
integrate information about demand elasticities into price-setting. The
Commission notes that international agreements limit the extent to which airports
can apply efficient pricing.

e A characteristic of the cost structure of an airport’s airfield activities is the high
proportion of fixed costs. As a consequence, average cost is likely to be greater
than marginal cost. As a result, setting efficient prices at marginal cost would
produce financial deficits. The Commission considers that airports should be able
to recover the total costs of airfield activities (both fixed and common costs), and,
as a result, ‘first best’ pricing would not be financially viable.

e Airports, because they offer a variety of services to a variety of users, have the
potential through their charges to engage in cross-subsidisation.  Cross-
subsidisation can arise where individual users do not pay enough to cover the
additional costs they impose on the provider, or where a service as a whole does
not recoup its costs from users. Cross-subsidisation is economically inefficient,
because some users contribute towards the cost of the services enjoyed by others,
implying that prices diverge from marginal cost. A review by the Commission of
the airports’ pricing models and cost allocations has not identified any areas of
cross-subsidisation.

A full discussion of issues regarding airfield pricing and cost allocation is provided in
Chapter 7, and then these matters are discussed further in the airport-specific chapters.

NECESSARY OR DESIRABLE IN THE INTERESTS OF ACQUIRERS

After examining the asset valuations, WACCs and cost allocations of the airports, the
Commission then assessed the consequences of any state of ‘limited’ competition in
the airfield services market in the counterfactual to determine whether control is
necessary or desirable in the interests of acquirers. The issue is whether control
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would lead to an improvement in acquirers’ economic welfare. Consequences of a
lack of competition can manifest themselves in various ways, including excessive
returns, inefficiencies (allocative, productive and dynamic), and inferior product
quality. These may be reduced by control. A full discussion on these consequences is
presented in Chapter 7, and these are detailed for each airport in Chapters 8-10.

Inefficiencies

The Commission evaluated the overall economic efficiency of the airfield services
supplied by ATAL, WIAL and CIAL. This was done on the basis of 2001 year prices,
as well as on expected future prices. It also fed into the net benefits analysis that was
conducted in order to determine whether control is recommended. The analysis of
inefficiencies in the supply of airfield activities is presented in Chapter 7, and detailed
for each airport in the airport-specific chapters.

The Commission considered allocative, productive and dynamic efficiencies.
Allocative Inefficiency

Allocative efficiency concerns the overall level of prices, and whether they are too
high, resulting in output below the optimal level (and also returns being excessive).

Based on its views on asset base and WACC, the Commission estimated the
competitive price and level of output, which it then compared with the actual price
and output. Allocative inefficiencies were estimated both for 2001 year prices and
into the future. The allocative inefficiencies were measured by deadweight losses of
consumer and producer surplus resulting from prices being above the competitive
level. Negative values in the table indicate situations where price was below the
assessed competitive level.

Estimated Allocative Inefficiencies ($000s)

Over WACC Range At Point Estimate

AIAL (2001-2007 Average)
Consumer Surplus 1to24 9
Producer Surplus -45 to 335 210

WIAL (2001-2003 Average)
Consumer Surplus 04to6 2
Producer Surplus -7 to0 96 50

CIAL (2001-2003 Average)
Consumer Surplus -4t00.3 -2
Producer Surplus -43t0 10 -13

Productive Inefficiency

Productive efficiency requires that the cost of any given output be minimised, so that
resources are not wasted.

The Commission considered that there is likely to be some room for improvement in
the productive efficiency of the airfield activities provided at all three airports. The
Commission adopted a range of 1-3% of airfield operating expenses (excluding
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depreciation) as a measure of productive inefficiency for AIAL, 0-1% for WIAL, and
1-2% for CIAL.

Dynamic Inefficiency

Dynamic efficiency occurs where firms adopt new products and processes in a timely
fashion, and invest to ensure that capacity matches demand.

The Commission estimated the approximate extent of any dynamic inefficiencies in
the airfield activities at each of the three airports. It only found evidence of dynamic
inefficiencies in the case of AIAL.

Excess Returns

Airports should be able, on average over time, to earn a normal return on the
optimised assets used in providing the services of airfield activities. An actual return
in excess of the appropriate target WACC over time would suggest that the entity was
earning an excessive or monopoly return, unless those returns reflect superior
performance (e.g., superior productive efficiency improvements). Findings regarding
productive efficiency were presented separately above.

The Commission estimated the distributional impact of any excess returns on airfield
activities that AIAL, WIAL and CIAL may have earned historically, may be earning
currently, or may potentially earn in the future. The analysis of excess returns is
presented generically in Chapter 7, and detailed for each airport in Chapters 8-10.

Historical Excess Returns

The Commission conducted an analysis of the historical returns on the airfield
activities of the three airport companies over the period since vesting. This involved
adjusting the asset base, and comparing actual returns on that base with Commission-
determined target (WACC) returns. The Commission’s views on the relevant asset
bases of the airports, and on their respective WACCs, were used in the analysis.

The Commission’s estimate of the average historical returns earned by AIAL, WIAL
and CIAL in respect of their airfield activities (relative to target) is shown in the

following tables:

Returns on Airfield Activities Supplied by AIAL

Since Vesting ($000s)
Over WACC Range At Point Estimate
Average 1989-2001 -1,926 to 1,208 -239
Average 1997-2001 2,707 to 6,101 4,534
Present Value 1989-2001 -74,365 to -8,887 -39,107

Returns on Airfield Activities Supplied by WIAL

Since Vesting ($000s)
Over WACC Range At Point Estimate
Average 1991-2001 -2,123 t0 -941 -1,486
Average 1997-2001 632 to 1,891 1,310
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Over WACC Range At Point Estimate
| Present Value 1991-2001 -42,895 to -24,641 -33,066

Returns on Airfield Activities Supplied by CIAL

Since Vesting ($000s)
Over WACC Range At Point Estimate
Average 1989-2001 -843 to 76 -348
Average 1997-2001 -1,525 to -479 -962
Present Value 1989-2001 -17,116 to 1,509 -7,087

After analysing possible reasons for the positive returns identified for each airport, the
Commission concluded that both AIAL and WIAL earned excess returns historically.
No excess returns historically were identified for CIAL.

In AIAL’s case, there is a trend of increasing returns, moving from negative returns
just after vesting (1998) to large positive returns per annum currently. This finding
led the Commission to conclude that AIAL has used its market power in airfield
activities by raising prices above the efficient level.  This reinforced the
Commission’s finding that there are insufficient constraints on the exercise of market
power by AIAL.

A trend of increasing returns is also apparent in the case of WIAL, but the level of
excess returns is not as significant.

Excess Returns 2001 Year and Beyond

Averaged annual historical data are useful for evaluating the pricing behaviour of
airports in the past, but the returns fluctuate considerably from year-to-year over the
period, and may be a poor indicator of present and future behaviour. The
Commission examined the results of each airport’s most recent financial year (2001)
in more detail. It endeavoured to quantify the potential excess returns and
inefficiencies implied by prices for airfield activities at each airport’s 2001 financial
year.

The analysis of the 2001 year only provides a snapshot of the pricing of airfield
activities by the three airports at one point in time. During this Inquiry, all three
airports increased their prices for airfield activities (AIAL and CIAL in 2000, and
WIAL at 1 July 2002). Incorporating the airports’ forecasts of growth in aircraft
movements, operating costs and the asset base, the Commission extended its 2001
year analysis for the airports to forecast future returns. Forecasts are produced to
2003 for WIAL and CIAL, and to 2007 for AIAL (matching the period of AIAL’s
agreements with airlines).

The following returns are projected:

Estimated Future Excess Returns ($000s)

Over WACC Range At Point Estimate
AIAL (2001-2007 Average) 816 to 6,494 3,873
WIAL (2001-2003 Average) -88 to 1,346 684
CIAL (2001-2003 Average) -758 to 246 -217
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Excess returns of varying magnitudes are forecast for all three airports at the upper
end of the estimated range. Only AIAL and WIAL display excess returns at the point
estimate. The analysis does not take into account WIAL’s proposed price increase of
[ ], but does take into account its recent 10% increase.

BENEFITS AND COSTS OF CONTROL

In establishing that controlling airfield activities is in the interests of the acquirers of
the goods or services, it is necessary to consider the net benefit to acquirers by
assessing the benefits and costs of control.

In this Inquiry, the Commission considered that the relevant interests to be examined
are those of acquirers of airfield activities. The Commission approached this question
by assessing whether the imposition of control would benefit the interests of the
acquirers of airfield activities—both the aircraft operators (as direct acquirers), as well
as the ultimate consumers, namely aircraft passengers and those using air freight
services (as indirect acquirers).

The Commission balanced the likely benefits of control to acquirers against the likely
costs of control that would be borne by acquirers. Full discussion on the
Commission’s consideration of the likely benefits of control is conducted in Chapter
7, and detailed for each airport in Chapters 8-10.

Benefits of Control for Acquirers

Acquirers could only be said to benefit from control of airfield activities if they as a
group were to be made better off, relative to their position in the counterfactual, after
allowing for any off-setting costs that they would bear as a result of control being
introduced. Transfers of wealth between suppliers and acquirers are relevant to
assessing benefits for acquirers, even though from an efficiency perspective such
transfers are treated as mutually off-setting.

The sources of potential benefits of control for acquirers are:

e Excess returns (if present) would be reduced or eliminated by control, through
lower prices being set, which would lead to a transfer of wealth to acquirers.

e Lower prices would reduce or eliminate allocative inefficiency, further enhancing
the benefit to acquirers (in respect of the consumer surplus). There may also be
indirect or spill-over benefits from lower prices.

e Productive inefficiency (if present) would be reduced or eliminated by control,
with the resulting cost savings likely to be passed on in still lower prices, to the
benefit of acquirers.

¢ Dynamic inefficiency (if present) would be reduced or eliminated by control, with
the resulting lower required revenue from landing charges (to cover costs) likely
to lead to still lower prices, to the benefit of acquirers.
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The Commission considers that all inefficiencies and excess returns identified in the
counterfactual, if removed, would accrue to acquirers, other than those inefficiencies
associated with producer surplus. The total potential benefits to acquirers of control
are relatively large in the case of AIAL, and are much smaller at WIAL and CIAL.

Estimates of the Potential Benefits to Acquirers of Control on Airfield Activities
Supplied by AIAL, 2001-2007 Average ($000s)

| Over WACC Range | At Point Estimate
Benefits
Reduced excess returns 816 to 6,494 3,873
Reduced consumer surplus 1to24 9
Reduced productive inefficiency 141 to 425 212
Reduced dynamic inefficiency 0 to 350 0 to 256

Estimates of the Potential Benefits to Acquirers of Control on Airfield Activities
Supplied by WIAL, 2001-2003 Average ($000s)

| Over WACC Range | At Point Estimate
Benefits
Reduced excess returns -88 to 1,346 684
Reduced consumer surplus 04t06 2
Reduced productive inefficiency 0to 54 27
Reduced dynamic inefficiency 0 0

Estimates of the Potential Benefits to Acquirers of Control on Airfield Activities
Supplied by CIAL, 2001-2003 Average ($000s)

| Over WACC Range | At Point Estimate
Benefits
Reduced excess returns -758 to 246 -217
Reduced consumer surplus -4t00.3 -2
Reduced productive inefficiency 79 to 159 119
Reduced dynamic inefficiency 0 0

However, control provides an imperfect substitute for competition for dealing with the
inefficiencies and excessive returns in markets caused by a lack of competition. The
imperfect nature of control is reflected in the costs of control.

Costs of Control for Acquirers

In assessing the potential benefit to those who acquire airfield activities, the costs of
control that fall upon those acquirers must be netted off from the benefits assessed
above. It is the net benefits of control to acquirers that are relevant under section
52(b) of the Commerce Act. Hence, the concern is only with those costs of control
that may be borne directly or indirectly by acquirers, and with those that are
additional to the present situation (the counterfactual), which includes the costs of
consultation and litigation. The extent of the costs borne by acquirers also depends
upon whether they bear the cost of the control regime (or whether these are borne by
suppliers), and on the design and nature of the regime itself. The Commission is of
the view that, while acquirers are likely to receive most of the benefits of control, they
could indirectly pay most of the costs.
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The direct costs of control under the Commerce Act are likely to be greater than those
of the current regulatory regime. In addition, there are indirect costs of control
associated with the inefficiencies that control creates. Control cannot be relied upon
to eliminate the entirety of any inefficiencies and transfer effects found to be present
in airfield activities at the three airports.

The total costs of control (direct and indirect) to acquirers are estimated in the
following table. In formulating its estimates of the costs of control, the Commission
has assumed price cap regulation under Part V and has not considered other forms of
control under Part V or regulatory intervention.

Likely Costs of Controlling AIAL, 2001-2007 Average ($000s)

| Over WACC Range | At Point Estimate
Costs
Direct Costs 620 to 1,320 970
25% excess returns 287 to 1,623 968
43.75% consumer surplus 0.5t0 10 4
0-2% productive inefficiency 0 to 283 141
50-100% dynamic inefficiency 0 to 350 0to 256

Likely Costs of Controlling WIAL, 2001-2003 Average ($000s)

| Over WACC Range | At Point Estimate
Costs
Direct Costs 620 to 1,320 970
25% excess returns 47 to 336 176
43.75% consumer surplus -0.1t0 2 |
0-2% productive inefficiency 0to 108 54
50-100% dynamic inefficiency 0 0

Likely Costs of Controlling CIAL, 2001-2003 Average ($000s)

| Over WACC Range | At Point Estimate
Costs
Direct Costs 620 to 1,320 970
25% excess returns 48 to 182 103
43.75% consumer surplus -210 0.1 -0.9
0-2% productive inefficiency -14 t0 -0.8 -7
50-100% dynamic inefficiency 0 0

In calculating the costs of control, the Commission has assumed price cap regulation,
as this is one of the more common forms of regulatory control overseas. Use of this
form of control, for the purpose of estimating the costs of control, should not be seen
as predetermining the form of control that the Commission would employ if control
were declared. The Commission notes that a wide range of regulatory controls are
available under Part V, which are likely to be less intrusive or less costly than price
cap regulation. It would also need to be determined, however, how effective different
control mechanisms would be in achieving the benefits of control, i.e., the overall
cost-effectiveness of control would need to be assessed for control mechanisms
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besides price cap regulation. The Commission has not considered the efficacy of
other forms of control.

In terms of other control mechanisms, section 70(2) enables the Commission to use
formulas or other methods from which prices or revenues, or any part of a price or
revenue, may be determined. One suggestion, from BARNZ, is that the parties could
commercially negotiate, based either on the principles resulting from this report, or
pricing principles established by the Commission as a form of control. In addition,
the Commission notes there may be other policy options available to the Minister.
Irrespective, the Commission is cognisant that any form of control utilised would
need to be commensurate with the level of market power available to the controlled
airport, the size of the anticipated excess return, and resulting net benefits to
acquirers.

Net Benefits to Acquirers

In considering whether control is “necessary or desirable...in the interests of”
acquirers, the Commission attempted to measure, at each of the three airports, the
benefits that acquirers would be likely to receive if airfield activities were to be
subject to control, net of the likely costs of such control that would be borne by those
same acquirers (where the costs of control are additional to those already being
incurred under the present regulatory regime). Only if the net benefits were positive
could it be determined that the interests of acquirers would be served by control. The
total benefits and total costs are an average of the 2001 year and the forecast years.

Estimates of the Potential Net Benefits to Acquirers of Control on Airfield
Activities Supplied by AIAL, 2001-2007 Average ($000s)

Over WACC Range

At Point Estimate

Total Benefits

1,243 to 6,836

4,096 to 4,352

Total Costs

1,891 to 2,429

2,084 to 2,340

Net Benefits to Acquirers

-647 to 4,494

2,011 to 2,139

Estimates of the Potential Net Benefits to Acquirers of Control on Airfield
Activities Supplied by WIAL, 2001-2003 Average ($000s)

Over WACC Range At Point Estimate
Total Benefits -34to 1,352 713
Total Costs 959 to 1,475 1,201
Net Benefits to Acquirers -1,512 to 393 -488

Estimates of the Potential Net Benefits to Acquirers of Control on Airfield
Activities Supplied by CIAL, 2001-2003 Average ($5000s)

Over WACC Range At Point Estimate
Total Benefits -604 to 326 -100
Total Costs 802 to 1,525 1,152
Net Benefits to Acquirers -2,130 to -476 -1,253

On the balance of probabilities the Commission is satisfied it is necessary or desirable
for the airfield activities supplied by AIAL to aircraft operators to be controlled in the
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interests of persons acquiring the goods or services (whether directly or indirectly).
Acquirers of airfield activities supplied by AIAL would be likely to benefit from the
removal of excess returns and inefficiencies, and that benefit would not be
outweighed by the likely direct costs and inefficiencies that administering control
could create. The prospective net benefits to acquirers from control based on the
Commission’s assumed cost of control are about 4% of the total landing charges they
pay to AIAL and 10% of AIAL’s net profit from airfield activities.

In the case of the airfield activities supplied by WIAL and CIAL, on the balance of
probabilities the Commission does not consider it necessary or desirable for airfield
activities to be controlled in the interests of acquirers. The potential benefits to
acquirers of controlling WIAL or CIAL are not sufficiently large to warrant control,
given the costs associated with control. The Commission has not taken into account
WIAL’s proposed price increase of [ ] and has only taken into account its recent
10% increase.

VIEWS OF PETER J M TAYLOR AND DONAL CURTIN

Peter ] M Taylor and Donal Curtin agree with the Commission in respect of the use of
the opportunity cost methodology used to value airfield land, and with the values thus
obtained, but do not accept the methodology used to value specialised assets. Their
preferred approach is to value specialised assets using optimised depreciated
replacement cost (ODRC). Using this approach alters the calculations of returns for
the airports, and leads them to conclude that the likely net benefits to acquirers of
control on AIAL are not significant. Consequently, they are not satisfied that control
of airfield activities supplied by AIAL is necessary or desirable in the interests of
acquirers, and do not consider AIAL, WIAL or CIAL may be controlled.
Consequently, they have not considered whether market conditions are such that the
Minister should recommend control. They express no view on the airfield activities
that need to be controlled. Otherwise, they agree with the report.

RECOMMENDATIONS

Acting pursuant to the sections 54 and 56 of the Commerce Act, the Minister has
required the Commission to report on whether airfield activities at Auckland,
Wellington and Christchurch International Airports should be controlled under the
Commerce Act. The Commission’s recommendations and response to the Minister’s
Notice are presented below.

The Commission recommends that the Minister:

Question 1 — Whether Controls Should Be Introduced For Airport Activities?
Auckland International Airport Limited (AIAL)

(a) Recommend to the Governor-General that an Order in Council be made declaring
that the airfield activities supplied by AIAL are controlled.

(b) Note that the Commission is satisfied that the airfield activities supplied by AIAL
are supplied in a market in which competition is limited; and it is necessary or
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desirable for these services to be controlled in the interests acquirers and may,
therefore, be controlled.

(c) Note that the Commission considers that market conditions are such that the
Minister should recommend to the Governor-General that control be declared in
respect of airfield activities supplied by AIAL.

(d) Note that the Commission has not considered the full range of control
mechanisms available under Part V of the Commerce Act and that other less
intrusive, and lower cost, forms of control than price cap regulation, which was
used as a means of estimating the costs of control, are likely to be available.
Irrespective, the Commission is cognisant that any form of control utilised needs
to be commensurate with the level of market power available to AIAL, the size of
the anticipated excess return, and resulting net benefits to acquirers.

Wellington International Airport Limited (WIAL)

(e) Agree to not recommend to the Governor-General that an Order in Council be
made declaring that the airfield activities supplied by WIAL are controlled.

(f) Note that the Commission is not satisfied that the airfield activities supplied by
WIAL may be controlled as it is not necessary or desirable for those services to be
controlled in the interests of persons acquiring those goods or services.

(g) Note that if WIAL imposes a significant increase in charges as a result of its
current consultation with the airlines, the Commission would likely be satisfied
that it would be necessary or desirable for the airfield activities supplied by WIAL
to be controlled in the interests of persons acquiring those goods or services.

Christchurch International Airport Limited (CIAL)

(h) Agree to not recommend to the Governor-General that an Order in Council be
made declaring that the airfield activities supplied by CIAL are controlled.

(1) Note that the Commission is not satisfied that the airfield activities supplied by
CIAL may be controlled as it is not necessary or desirable for those services to be
controlled in the interests of persons acquiring those goods or services.

Question 2 — Specific Goods And Services To Control

(j) Recommend to the Governor-General that control be declared for the airfield
activities supplied by AIAL listed in the following table:

Airfield Services Supplied by AIAL to be Controlled

Goods and Services Supplied

Airfield Activities by AIAL

Airfields, runways, taxiways, and parking | Airfields, runways, taxiways, and aprons.
aprons for aircraft

Facilities and services for air traffic None.
control
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Goods and Services Supplied
Airfield Activities by AIAL

Facilities and services for parking apron Apron control service at the international terminal

control apron.

Airfield associated lighting Cable ducts and light pots for the entire airfield; cabling
for light fittings for aprons and first taxiways; and apron
lights.

Services to maintain and repair airfields, Services to maintain and repair airfields, runways,

runways, taxiways, and parking aprons taxiways, and parking aprons for aircraft.

for aircraft

Rescue, fire, safety, and environmental Rescue, fire, safety, and environmental hazard control

hazard control services services.

Airfield supervisory and security services | Provides and maintains security fencing.

Facilities/assets held for future airfield Holds land for second runway.

activities

Question 3 — Conditions, Tests Or Thresholds

(k) Note the following conditions, tests or thresholds that the Commission has used
for determining whether section 52 is met:

(1) Limited competition (52(a)) - To satisfy this requirement, there needs to be
more than a nominal or de minimis restriction or impairment of workable or
effective competition. The following non-exhaustive list of factors are
relevant:

e The number and relative size of competitors in the market.

e The potential for entry and the significance of any barriers to entry that
might exist.

e The nature of the good or service, and in particular the extent to which it is
differentiated.

e The behaviour of airports, and the competitive constraint that one may
have upon another.

e The extent of any countervailing power of acquirers.

e The effectiveness of the regulatory environment within which airports
operate.

e Evidence of airports operating inefficiently or achieving excess returns.

(i1) Necessary or desirable in the interests of acquirers (52(b)) To satisfy this
requirement, the Commission considers the likelihood, and magnitude, of net
benefits accruing to acquirers. The following non-exhaustive list of factors is
relevant:

e Evidence of any excess returns earned historically.
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e Any forecast excess returns in the medium-term.

e Evidence of any superior performance by airports justifying excess returns.
e Evidence of any inefficiencies (allocative, productive and dynamic).

e The impact of any market power exerted in other related markets.

e Any other evidence of the exercise of market power.

e The likely benefits of control that would accrue to acquirers through the
reduction or removal of excess returns or inefficiencies.

e The likely costs of control that would be borne directly or indirectly by
those same acquirers.

Question 4 — Form Of Control

(I) Note that the question of what form of control should be imposed is a matter
under Part V of the Commerce Act, and not a matter for Part IV and the
determination of whether to recommend control, which is the focus for this

Inquiry.
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1. INTRODUCTION
NOTICE FROM THE MINISTER

Section 53 of the Commerce Act 1986 (the Commerce Act) allows the Governor-
General, by Order in Council, on the recommendation of the Minister of Commerce
(the Minister) to declare that specified goods or services be controlled.

Section 56 allows the Commerce Commission (the Commission) to report to the
Minister on whether or not an Order in Council under section 53 should be made. The
Commission may report on its own initiative or following a request from the Minister.
Where the Minister makes a request, it must be in writing and must specify the date
by which the Commission must report.

Under section 54, the Minister may require the Commission to advise on thresholds
that would assist in assessing whether goods or services should be controlled.

The Notice

The Commission initiated its Inquiry into airfield activities in response to a request
from the Minister of Commerce dated 26 May 1998'. Since receiving that request,
the Commerce Act has been amended by the Commerce Amendment Act 2001 (the
Amendment Act). Parts IV and V relevant to this Inquiry into airfield activities were
amended. The Amendment Act came into force on 26 May 2001.

On 25 July 2001 the Minister issued a new request replacing the previous request.
The new request required the Commission to report under section 56 as to whether an
Order in Council under section 53, controlling airfield activities at the relevant
airports, should be made. The new request also included a requirement, under section
54, to advise the Minister on thresholds that would assist in assessing whether airfield
activities should be controlled.

The Minister’s letter of 25 July 2001° requested the Commission to report by 1
August 2002 as follows:

a  whether there is evidence that airfield activities, as defined in the Airport Authorities
Amendment Act 1997, provided by the three major international airports (Auckland,
Wellington and Christchurch) are supplied or acquired in a market in which competition
is limited or is likely to be lessened; and it is necessary or desirable for these goods or
services to be controlled in the interests of persons acquiring the goods or services
(whether directly or indirectly) or as the case may be, suppliers; and

b  whether market conditions are such that the Commission believes that I should
recommend to the Governor-General that she make an Order in Council under section 53
of the Act invoking controls over airfield activities at the three major international
airports.

Specific matters on which I require the Commission to consider and report to me on are:

' Appendix 1 comprises the Minister’s letter to the Commission of 27 March 1998, the Commission’s
letter to the Minister of 5 May 1998, and the Minister’s letter to the Commission of 26 May 1998.

? Appendix 8 comprises the Minister’s letter to the Commission of 25 July 2001.
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1.  Whether controls should be introduced for airfield activities at one or more of the three
major international airports;

2. If the Commission is of the view that controls should be introduced, to which (i)
components of the prices, revenues, or quality standards; (ii) regions, areas, or localities
in New Zealand; (iii) quantities, qualities, grades, or classes; and (iv) different persons or
classes of persons, should controls be applied?

3. What conditions, tests, or thresholds does the Commission consider would be useful in
judging whether (i) airfield activities are or will be supplied in a market in which
competition is limited or likely to be lessened; and (ii) it is necessary or desirable for
airfield activities to be controlled in the interests of acquirers or suppliers of airfield
activities.

4. If controls were introduced (i) what form of controls would the Commission apply; (ii)
and why; (iii)) how would the Commission operate these controls; and (iv) what time
and/or in what conditions should controls end?

Goods and Services Covered by the Notice

The Minister’s request covers the airfield activities provided by New Zealand’s three
major international airports (Auckland, Wellington and Christchurch). Airfield
activities are defined in the Airport Authorities Amendment Act 1997 as follows:

Airfield Activities means activities undertaken (including the facilities and services provided)
to enable the landing and take-off of aircraft; and includes-

(a) The provision of any or more of the following:
(i) Airfields, runways, taxiways, and parking aprons for aircraft;
(i) Facilities and services for air traffic and parking apron control,
(ii1) Airfield and associated lighting;
(iv) Services to maintain and repair airfields, runways, taxiways, and parking aprons for
aircraft;
(v) Rescue, fire, safety and environmental hazard control services;
(vi) Airfield supervisory and security services; and

(b) The holding of any facilities and assets (including land) acquired or held to provide airfield
activities in the future (whether or not used for any other purpose in the meantime).

In conducting this Inquiry, the Commission considers that the Minister’s request is
confined to the airfield activities supplied only by the three airport companies—
Auckland International Airport Limited (AIAL), Wellington International Airport
Limited (WIAL) and Christchurch International Airport Limited (CIAL)—and it does
not extend to any airfield activities that are supplied by other parties at any of the
three airports. The Commission also focuses on those airfield activities supplied to
aircraft operators—being the bulk of the airfield activities supplied by the three
airport companies—for which aircraft operators pay per tonne landing charges. The
remaining airfield activities provided by the three airport companies are facilities
provided (by way of leases or other commercial arrangements) to Airways
Corporation of New Zealand Limited and the Aviation Security Service (AVSEC) to
enable those parties to themselves supply airfield activities.

Table 1 summarises the goods and services supplied by AIAL, WIAL and CIAL that
fall within the definition of airfield activities:
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Table 1
Airfield Activities Supplied by AIAL, WIAL and CIAL

Goods and Services Supplied

Airfield Activities

by AIAL

by WIAL

by CIAL

Airfields, runways,
taxiways, and
parking aprons for
aircraft

Airfields, runways,
taxiways, and aprons.

Airfields, runways,
taxiways, and aprons.

Airfields, runways,
taxiways, and aprons.

Facilities and
services for air
traffic control

Land beneath Airways
Control Tower (leased to
Airways).

None.

Provision of Control
Tower on top of
terminal (leased to

Airways).
Facilities and Apron control service at | Apron supervision None.
services for parking | the international vehicles.
apron control terminal apron.
Airfield associated | Cable ducts and light Stand lighting and nose | Apron flood lighting.

lighting

pots for the entire
airfield; cabling for light
fittings for aprons and
first taxiways; and apron
lights.

in guidance units.

Services to
maintain and repair
airfields, runways,
taxiways, and
parking aprons for
aircraft

Services to maintain and
repair airfields, runways,
taxiways, and parking
aprons for aircraft.

Supervision of
maintenance by
independent contractors.

Day-to-day maintenance
(grass moving,
pavement sweeping, and
patching). Major
maintenance contracted
out.

Rescue, fire, safety,
and environmental
hazard control
services

Rescue, fire, safety, and
environmental hazard
control services.

Provides rescue fire
service and airside
services team. The
airside services team
monitor the safety of the
apron, conduct runway
checks, co-ordinate
airside works, look after
bird and hazard control,
and monitor airside
rules.

Rescue, fire, safety, and
environmental hazard
control services.

Airfield supervisory
and security
services

Provides and maintains
security fencing and
leases space to AVSEC.

Provides and maintains
security fencing,
perimeter patrols, and
management of systems.

Provides and maintains
security fencing and
perimeter patrols.

Facilities/assets
held for future
airfield activities

Holds land.

Residential properties
bordering airfield.

Holds land.

While the Commission makes recommendations only in respect of those airfield
activities supplied by AIAL, WIAL and CIAL to aircraft operators, it notes that
airfield activities are not the only activities undertaken by the airport companies. The
Minister has made the following comment in this regard:

...the Commerce Commission will not be able to ignore the other areas of the airport outside
the scope of “airfield activities”. This is because to thoroughly examine airfield activities the
Commerce Commission will need to assess such factors as allocation of assets, revenues, and
costs between airfield activities and other areas of the airport.®

3 Minister’s letter to Air New Zealand of 4 February 1999.




I.11.

1.12.

1.13.

43

The integrated nature of airport activities has made it necessary for the Commission to
gain an understanding of, and consider, the impact of other airport activities. The
Commission, therefore, has considered airfield activities in the context of all airport
activities. But, as noted above, in this Report, the Commission confines its
recommendations to whether or not any of the airfield activities supplied by AIAL,
WIAL and CIAL to aircraft operators should be controlled under the Commerce Act.

CURRENT REGULATORY ENVIRONMENT
The operation of civil aviation and airports in New Zealand is governed by a
combination of international obligations and agreements, domestic legislation, and

ancillary rules and regulations.*

The economic regulatory framework currently employed to promote efficiency in the
operation of New Zealand’s airports is summarised as follows:

e The requirement on airport operators to consult airline customers when setting
charges under section 4A of the Airport Authorities Act 1966, and also when
undertaking major capital expenditure. Section 4A allows an airport company—
after consulting with substantial customers®—to set such charges as it thinks fit for
the use of the airport and its services or facilities.

e The Airport Authorities (Airport Companies Information Disclosure) Regulations
1999 which require the specified airport companies (and hence AIAL, WIAL and
CIAL) to disclose the following information:

- Audited segmented financial statements for identified airport activities.

- Passenger charges and charges for identified airport activities; and the
methodology used to determine the charges.

- The basis for allocating assets to identified airport activities.
- Details of asset revaluations.
- Operating costs of identified airport activities.

-  Weighted average cost of capital (WACC) and the methodology and
calculations used to determine WACC.

- Numbers of passenger and aircraft movements.

* Supplement 1 in Part B of this Report contains details of the regulatory background, history and full
details of other domestic and international regulations affecting the subject airports.

> The Airport Authorities Amendment Act defines a substantial customer to be a person who pays (or
is liable to pay) more than 5% of an airport’s annual revenues in relation to identified airport activities.
In addition, a person who is authorised in writing to represent a number of persons who in aggregate
pay (or are liable to pay) more than 5% of an airport’s annual revenues in relation to identified airport
activities (for example, the Board of Airline Representatives of New Zealand Inc. (BARNZ)) is deemed
to be a substantial customer.
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- Interruptions to services.

- Number of people employed in identified airport activities.
e The restrictive trade practice provisions of the Commerce Act 1986.
e The threat of control under section 53 of the Commerce Act 1986.

The Commission notes that the Ministry of Transport is reviewing aspects of the
current airports’ regulatory framework. The Ministry is building a picture of how the
consultation process has worked in practice, and is assessing airport compliance with
the information disclosure regulations. However, the Ministry’s work is not
sufficiently advanced to inform or influence the Commission’s recommendations to
the Minister of Commerce. The Ministry has advised that, after the completion of its
preliminary work, and taking into account the Commission’s recommendations to the
Minister of Commerce, it will consider whether changes need to be made to the
Airport Authorities Act or the Airport Authorities (Airport Companies Information
Disclosure) Regulations.

The Commission notes that any monopolistic pricing or inefficiencies may be able to
be removed by a form of regulation other than control under the Commerce Act; e.g.,
one that involves a requirement on the airports to negotiate on price and service
(rather than merely to consult) subject to set pricing guidelines and a requirement to
disclose information. However, this Inquiry is limited to two outcomes (for each
airport company): a recommendation of control or no control under the Commerce
Act. The Commission only considers whether or not control of any of the airfield
activities supplied by AIAL, WIAL and CIAL is necessary or desirable in the interests
of aircraft operators.

CONFIDENTIALITY

Some of the information obtained by the Commission during both the preliminary and
formal phases of the Inquiry (and included in this Report) is confidential.® In this
Report, the Commission conveys the thrust of the information in publicly available
material, but without disclosing confidential details. Release of confidential material
included in this report is subject to the Official Information Act 1982.

% Confidential information is included in square brackets [ ].
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2. FRAMEWORK FOR CONTROL OF GOODS AND
SERVICES UNDER PART IV OF THE COMMERCE ACT

INTRODUCTION

The Commerce Act is an Act to promote competition in markets for the long-term
benefit of consumers within New Zealand.” It serves this purpose by:

e Restricting certain anti-competitive trade practices (Part II).
e Prohibiting certain business mergers and acquisitions (Part III).

e Providing for the imposition of control over the supply of goods or services when
certain conditions are met (Part V).

e Providing for the authorisation of restrictive trade practices and supply of
controlled goods or services, and the authorisation or clearance of business
acquisitions (Part V).

In enacting the control of goods and services provisions in Part IV of the Commerce
Act, Parliament recognised that, for various reasons, a market can fail to deliver
competitive outcomes, and that it is not always possible for markets to operate
efficiently. The Privy Council discussed the underlying purpose of the Commerce
Act’s Part IV control provisions, and the role of Part IV in Telecom Corporation of
New Zealand Ltd v Clear Communications Ltd":

Monopolies act to the detriment of the consumer by permitting the monopolist to charge
higher prices than would be the case if there were a fully competitive market. This problem
can be tackled in one or other or both of two ways, viz by a regulatory body artificially
restricting the price chargeable or by introducing efficient competition. The introduction of
efficient competition (by such anti-trust legislation as s 36) does not in itself instantly remove
the evils of the monopolist's overcharging: it produces the conditions which, by market forces,
eventually force the monopolist to operate efficiently (and therefore more cheaply) and to
abandon policies of excessive charging. Such legislation is neither effective nor apt to take
the place of a regulatory proceeding which, after detailed investigation of the efficiency of the
monopoly system, can set a maximum price for goods or services to be supplied having regard
to economies that could be effected and a reasonable rate of return. The Commerce Act, inter
alia, directed itself to both these processes: s 36 is designed to produce the competition which
will, it is hoped, in due course compete out monopoly rents; Part IV of the Act enables
immediate price restriction to be imposed by regulation. (Emphasis added.)

There are no goods or services controlled under the Commerce Act at present. The
Commission was last involved in price control in the late 1980s and early 1990s in
applying the (then) Part IV price control provisions and authorising prices for the
supply of natural gas, flour, wheat, and milk.” The Commission’s decisions in these
cases took over from authorisations of prices for goods that had previously been
controlled under the Commerce Act 1975.

7 Section 1A of the Commerce Act 1986.
¥(1995) 1 NZLR 385, at 407.

? Refer Commerce Commission website for copies of these decisions—www.comcom.govt.nz/price.
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This is the Commission’s first report concerning whether control should be imposed
under the current Part IV of the Commerce Act.

THE CONTROL PROVISIONS—PART IV

The control provisions, as detailed in Part IV of the Commerce Act, provide for the
imposition of control over the supply of goods and services by Order in Council.

The Commission, of its own initiative, or following a request from the Minister
(section 56(3)), may report (to the Minister) on whether it considers that goods or
services should be controlled (section 56(1)). In considering (making) such a report
the Commission may have regard to all matters it considers necessary or desirable
(section 56(2)).

The Governor-General may make an Order controlling the supply of goods or services
on the recommendation of the Minister (section 53(2)). The Minister must not make
such a recommendation unless satisfied that the requirements of section 52 are met
(section 53(3)). Section 52 provides that goods or services may be controlled if they
are, or will be, supplied or acquired in a market in which competition is limited or is
likely to be lessened (section 52(a)), and that it is necessary or desirable to impose
control, either in the interests of persons acquiring the goods or services (section
52(b)(1)), or in the interests of suppliers of the goods or services (section 52(b)(ii)).

The Minister may also request that the Commission advise on thresholds that it
considers would assist in assessing whether the requirements under section 52 are
satisfied (section 54).

Goods or services subject to control may be identified by a description of the goods
and services, or by a description of the kind or class to which the goods or services
belong (section 57A(1)). The control may apply to goods or services supplied in or
for delivery within specified regions, areas, or localities in New Zealand; supplied in
different quantities, qualities, grades, or classes; or supplied by or to or for the use of
different persons or classes of persons (section 57A(2)).

Controlled goods or services cannot be supplied unless an authorisation (or an
undertaking) has come into effect in respect of the supply of those goods and services,
and the supply is in compliance with the authorisation (or undertaking) (section 55).
The Commission is responsible for making such authorisations (sections 70 and 71),
or accepting such undertakings (section 72).

THE FORM OF CONTROL—PART V

Part V of the Commerce Act provides for the administration of control. Section 70(1)
empowers the Commission to make an authorisation of all or any component of the
prices, revenues, or quality standards relating to the supply of the controlled goods or
services, using whatever approach it considers appropriate.

In exercising its power under section 70(1) to authorise, the Commission is required
to have regard to the following (section 70A):
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e The extent to which competition is limited or is likely to be lessened in respect of
the controlled goods or services.

e The necessity or desirability of safeguarding the interests of persons who acquire
or supply the controlled goods or services.

e The promotion of efficiency in the production and supply or acquisition of the
controlled goods or services.

SECTION 52—MAY CONTROL BE IMPOSED?

Section 52 of the Commerce Act provides:

Goods or services may be controlled if-

(a) The goods or services are, or will be, supplied or acquired in a market in which

competition is limited or is likely to be lessened; and

(b) It is necessary or desirable for those goods or services to be controlled either-

(i) in the interests of persons acquiring the goods or services (whether directly or
indirectly), if the goods or services are acquired from a person who faces limited or
lessened competition for the supply of those goods or services; or

(i) in the interests of suppliers, where the goods or services are supplied to a person who
faces limited or lessened competition for the acquisition of those goods or services.

Paragraph ‘a’ of the Minister’s Request mirrors section 52, and requires the
Commission to report (under section 56) on the following:

whether there is evidence that airfield activities, as defined in the Airport Authorities
Amendment Act 1997, provided by the three major international airports (Auckland,
Wellington and Christchurch) are supplied or acquired in a market in which competition
is limited or is likely to be lessened; and it is necessary or desirable for the prices of these
goods or services to be controlled in the interests of persons acquiring the goods or
services (whether directly or indirectly) or as the case may be, suppliers.

In addition, the Minister’s request specifically asks the Commission to report (under
section 54) on:

3.

What conditions, tests, or thresholds does the Commission consider would be useful in
judging whether (i) airfield activities are or will be supplied in a market in which
competition is limited or likely to be lessened; and (ii) it is necessary or desirable for the
prices of airfield activities to be controlled in the interests of acquirers or suppliers of
airfield activities.

Is Competition Limited or Likely to be Lessened?

The first aspect of paragraph ‘a’ that the Commission must address is whether
competition is ‘limited or is likely to be lessened’ in the market for the supply of
airfield activities at the three specified international airports.
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Competition

‘Competition’ is defined in section 3(1) of the Commerce Act to mean “workable or
effective competition”. The High Court in ARA v Mutual Rental Cars (Auckland
Airport) Ltd" and Fisher and Paykel Ltd v Commerce Commission' approved the
following formulation of workable competition:'

Workable competition means a market framework in which the pressures of other participants
(or the existence of potential new entrants) is sufficient to ensure that each participant is
constrained to act efficiently and in its planning to take account of those other participants or
likely entrants as unknown quantities. To that end there must be an opportunity for each
participant or new entrant to achieve an equal footing with the efficient participants in the
market by having equivalent access to the means of entry, sources of supply, outlets for
product, information, expertise and finance. This is not to say that particular instances of the
items on that list must be available to all. That would be impossible. For example, a
particular customer is not at any one time freely available to all suppliers. Workable
competition exists when there is an opportunity for sufficient influences to exist in any one
market which must be taken into account by each participant and which constrain its
behaviour.

As to the particular elements and principles that underlie workable and effective
competition, the courts in New Zealand have generally approved the Australian Trade
Practices Tribunal’s discussion in Re Queensland Co-operative Milling Association
Ltd: Re Defiance Holdings Ltd" (QCMA).

In QCMA the Australian Trade Practices Tribunal cited the United States Attorney-
General’s observation that “the basic characteristic of effective competition in the
economic sense is that no one seller, and no group of sellers acting in concert, has the
power to choose its level of profits by giving less and charging more” and that “the
antithesis of competition is undue market power in the sense of the power to raise
price and exclude entry”." The Australian Trade Practices Tribunal in QCMA stated:

Competition expresses itself as rivalrous market behaviour.

In our view effective competition requires both that prices should be flexible reflecting the
forces of demand and supply and that there should be independent rivalry in all dimensions of
the price-product-service packages offered to consumers and customers.

Competition is a process rather than a situation. Nevertheless, whether firms compete is very
much a matter of the structure of the markets in which they operate. The elements of market
structure which we would stress as needing to be scanned in any case are these: -

(1) the number and size distribution of independent sellers, especially the degree of market
concentration;

'9(1987) 2 TCLR 141, at 166.
'1(1990) 2 NZLR 731, at 757.

12 Contained in Heydon, Trade Practices Law Vol.1 (2™ Ed.) Sydney, Law Book Co., 1989, page 1548,
paragraph 3.210.

'3 (1976) 8 ALR 481, 514-517. Refer the High Court decision in Fisher and Paykel Ltd v CC (1990) 2
NZLR 731, 759, and the Court of Appeal decision in Tru Tone Ltd v Festival Records Retail Marketing
Ltd (1988) 2 NZLR 352.

' Report of the National Committee to Study the Anti-Trust Laws (1955).



2.20.

2.21.

2.22.

2.23.

49

(2) the height of barriers to entry, that is the ease with which new firms may enter and secure
a viable market;

(3) the extent to which the products of the industry are characterised by extreme product
differentiation and sales promotion;

(4) the character of ‘vertical relationships’ with customers and with suppliers and the extent
of vertical integration; and

(5) the nature of any formal, stable and fundamental arrangements between firms which
restrict their ability to function as independent entities.

The New Zealand Court of Appeal in Telecom Corporation of New Zealand Limited v
Commerce Commission” confirmed the need to give weight to both structure and
behaviour when examining a market environment, and confirmed that the weighting
must vary according to the particular facts. Richardson J (as he then was) stated:

...structures only function through people and at the end of the day it is how participants in
the market behave that counts.'®

The Court of Appeal endorsed the approach of the Commission of the European
Community in re Continental Can Co Ltd", and said:

That approach reflects the concern for how firms behave and eschews a total preoccupation
with structure.'®

The five elements from QCMA were used by counsel as the basis for analysing
competition in the relevant market both before the High Court and the Court of
Appeal in Tru Tone Ltd v Festival Records Retail Marketing Ltd. Counsel also
referred to a sixth element—‘behaviour in the market’. Both Courts implicitly
accepted this basis of analysis."” In discussing this analysis the Court of Appeal
stated: *

The first five are the elements of market structure emphasised in the assessment of the
competition process in Re Queensland Co-operative Milling Association Ltd (1976) 25 FLR
169, 189 and in such New Zealand cases as Re Application by Visionhire Holdings Ltd (1984)
4 NZAR 288. The sixth, behaviour in the market, reflects the reality that constraints on the
operation of firms are a key indicator of market power.

In assessing the state of competition in the relevant markets in this Report, the
Commission therefore takes into account both the structural elements of the market
and the behaviour of market participants, as relevant considerations.

13(1992) 3 NZLR 429.

" ibid at 444.

'7(1972) CMLR D11.

18 Telecom Corporation of New Zealand Limited v Commerce Commission, (1992) 3 NZLR 444.

" High Court Tru Tone Ltd v Festival Records Retail Marketing Ltd (1988) 2 TCLR 525, Court of
Appeal Tru Tone Ltd v Festival Records Retail Marketing Ltd (1988) 2 NZLR 352.

2% Court of Appeal Tru Tone Ltd v Festival Records Retail Marketing Ltd (1988) 2 NZLR 363.
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Limited or Likely to be Lessened

The Commission must determine whether competition in the markets for airfield
activities supplied by AIAL, WIAL and CIAL is limited or is likely to be lessened.
The Commission focuses on the higher test of limited, and considers it need only look
at the test of ‘likely to be lessened’ in circumstances where competition is not found
to be limited.”'

The ordinary meaning of the word limited applies as the term is not defined in the
Commerce Act. Competition will be ‘limited’ where it is restricted. Consequently,
the Commission views limited competition as denoting a restriction or impairment to
workable or effective competition.

In applying the test of limited competition, the Commission considers the purpose of
the Commerce Act, which is to promote competition in markets (for the long-term
benefit of consumers within New Zealand). The control provisions of the Commerce
Act are interpreted in the light of the objective of maintaining competitive and
efficient markets, and also having regard to the meaning of competition in the
Commerce Act as being workable or effective, but not perfect, competition.

The Commission’s view is that a nominal or de minimis restriction or impairment of
competition in a market is not sufficient to satisfy the limited competition
requirement. There needs to be more than a nominal or de minimis restriction or
impairment of competition.

In determining whether workable or effective competition is limited in the relevant
markets for airfield activities, the Commission considers the structural and
behavioural elements exhibited. This involves taking into account all of the relevant
factors, including the following: the number and relative sizes of competitors in the
market; the nature of entry and of any barriers to entry that may exist; the behaviour
of incumbents, and the competitive constraint that one airport may have upon another;
the existence of countervailing power of the airlines; and the regulatory environment
within which market participants operate.

The analysis of competition in the markets in which airfield activities are supplied by
AIAL, WIAL and CIAL is conducted in general terms in Chapter 3 of this Report, and
in greater detail on an airport-by-airport basis in Chapters 8, 9 and 10.

Necessary or Desirable in the Interests of Acquirers

The second aspect of the Minister’s paragraph ‘a’ is whether there is evidence to show
that control of charges for airfield activities is ‘necessary or desirable’ in the interests
of either the persons acquiring, or persons supplying, the specified goods or services.
In this Report, the Commission concludes that the relevant interests to be examined
are those of acquirers (whether directly or indirectly) of airfield activities at the three
airports.

2! The Commission interprets the phrase ‘likely to be lessened’ as describing the situation where a
future event or occurrence or set of circumstances is anticipated to have an effect on competition in a
market in which workable or effective competition may or may not currently be “limited”. It is
forward looking.
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The Commission considers that the reference to direct or indirect acquirers in section
52 requires an examination of the interests of aircraft operators (as direct acquirers),
as well as the interests of ultimate consumers—aircraft passengers and those using air
freight services (as indirect acquirers).

The term ‘interests’ is not defined in the Commerce Act and, therefore, the ordinary
meaning of the word applies. Control will be ‘in the interests of” acquirers (as asked
in section 52) where it is to their advantage or benefit. Consequently, the
Commission must determine whether the imposition of control would benefit the
direct and indirect acquirers of airfield activities.

In assessing whether acquirers would benefit from control, the Commission assesses
the consequences of any limited competition in the relevant markets. Consequences
of lack of workable or effective competition can manifest themselves in various ways
including allocative, productive and dynamic inefficiencies, and inferior product
quality. Lack of workable or effective competition can also lead to suppliers earning
excessive returns.

The Commission approaches the question as to whether control is “necessary or
desirable...in the interests of”” acquirers by measuring, at each of the three airports, the
likely benefits of control that would accrue to acquirers of airfield activities, balancing
against those the likely costs of such control that would be borne directly or indirectly
by those same acquirers. Only then can it be determined whether the interests of
acquirers would be met by control. The Commission considers that if the weighing of
these benefits and costs demonstrates that an improvement in the economic welfare of
acquirers would result, then control would be demonstrated to be necessary or
desirable in the interests of acquirers. This analysis is conducted on an airport-by-
airport basis in Chapters 8, 9 and 10.

Counterfactual

The benefits and costs to acquirers that would be likely to flow from control of
airfield activities in the future are assessed against a counterfactual of what might
otherwise happen in the future in the absence of control. Thus, a comparison is made
between two hypothetical future situations, one with control and one without. The
differences between these two scenarios are then attributed to the impact of control.
In framing a suitable counterfactual, the Commission bases its view on a pragmatic
and commercial assessment of what is likely to occur in the absence of control.”> As
with many business acquisitions, the most likely counterfactual may be a continuation
of the status quo, with the airports operating under the present form of regulation,
which includes information disclosure and an implied threat of control.

However, if this Inquiry were to lead to the recommendation that control should not
be imposed, and that were to be accepted by the Minister, the status quo might be
affected. The constraining impact of the threat of control may (at least for a time) be
reduced. This might allow the airports somewhat greater latitude in behaviour, and

22 See the discussion in Commerce Commission, Decision No. 277: New Zealand Electricity Market,
30 January 1996, especially page 16.
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could result in inefficiencies or excess pricing. Alternatively, that outcome could
have the effect of providing a benchmark over which airports would not wish to pass,
for fear of resurrecting the threat of control.

A further consideration is that it is not possible to anticipate how other circumstances
may change in the future. For example, modifications may be made to the Airport
Authorities Act or the Airport Authorities (Airport Companies Information
Disclosure) Regulations.

Taking account of all of these considerations, the Commission takes the continuation
of the status quo as the counterfactual, which includes an assumption that the current
regulatory regime will remain, and will maintain its current level of effectiveness.

Acquirers

Earlier in this Chapter, the Commission stated that acquirers of airfield activities
included not only direct acquirers (aircraft operators) but also indirect acquirers
(aircraft passengers and users of air freight services). Section 52 provides no grounds
for distinguishing between New Zealand and overseas acquirers, unlike the public
benefit test in section 67 of the Commerce Act, where ‘public’ is interpreted as the
public of New Zealand. This is an important consideration, given that the airfield
activities at the three subject airports provide services to both domestic and overseas
airlines, and to both domestic and foreign passengers. The Commission considers that
it should treat all parties equally, and the interests of overseas residents are weighed
equally with those of New Zealanders.

The Commission does not consider it necessary, for the purposes of section 52, to
determine the relative shares of any net benefits received by direct acquirers, such as
airlines, and indirect acquirers such as passengers. This would expand the analysis
beyond what is required to determine whether there are net benefits of control to
acquirers.

Thresholds for Judging ‘Limited’ and ‘Necessary or Desirable’

Pursuant to section 54 of the Commerce Act, the Minister may require the
Commission to advise on thresholds that would assist the Minister in assessing
whether the requirements of section 52 are met. This is separate from section 56,
which allows the Minister to seek advice from the Commission as to whether section
52 is satisfied for particular goods or services.

The Commission, in addressing question a of the Notice, gives consideration to
thresholds that could indicate a market in which there is limited competition.
However, the Commission is cautious about identifying absolute thresholds, and is
mindful that a decision as to the state of competition in a market can only be made
after a full examination of the characteristics of competition in that particular market.

To satisfy the limited competition requirement there needs to be more than a nominal
or de minimis restriction or impairment of competition. In determining whether
workable or effective competition is limited in the relevant markets for airfield
activities, the Commission has regard to the following factors:
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e The number and relative size of competitors in the market.

e The potential for entry and the significance of any barriers to entry that might
exist.

e The nature of the good or service, and in particular the extent to which it is
differentiated.

e The behaviour of airports, and the competitive constraint that one may have upon
another.

e The extent of any countervailing power of acquirers.

e The effectiveness of the regulatory environment within which airports operate.

e Evidence of airports operating inefficiently or achieving excess returns.

The Commission gives consideration to thresholds that may assist in determining
whether it is necessary or desirable to impose control in the interests of acquirers. In
doing so, the Commission notes there are no absolute determinants of whether section
52 is met, but instead there are a range of factors that need to be addressed.

In considering whether it is necessary or desirable to impose control in the interests of
acquirers of airfield activities, the Commission considers the likelihood, and
magnitude, of net benefits accruing to acquirers. In the Commission’s view the
following factors are relevant:

e Evidence of any excess returns earned historically.

e Any forecast excess returns in the medium-term.

e Evidence of any superior performance by airports justifying excess returns.

e Evidence of any inefficiencies (allocative, productive and dynamic).

e The impact of any market power exerted in other related markets.

e Any other evidence of the exercise of market power.

e The likely benefits of control that would accrue to acquirers through the reduction
or removal of excess returns or inefficiencies.

e The likely costs of control that would be borne directly or indirectly by those same
acquirers.

RECOMMENDATIONS REGARDING CONTROL

Paragraph ‘b’ of the Minister’s request asks the Commission to report on:
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b  whether market conditions are such that the Commission believes that the Minister
should recommend to the Governor-General that she make an Order in Council under
section 53 of the Act invoking price controls over charges for airfield activities at the
three major international airports.

Paragraph 1 specifically asks:

1.  Whether controls should be introduced for airfield activities at one or more of the three
major international airports.

Paragraph 2 specifically asks:

2. If the Commission is of the view that controls should be introduced, to which (i)
components of the prices, revenues or quality standards; (ii) regions, areas, or localities in
New Zealand; (iii) quantities, qualities, grades, or classes; and (iv) different persons or
classes of persons, should price control be applied?

The Governor-General can impose control (by Order in Council) on the
recommendation of the Minister (sections 53(1) and (2)). In order for the Minister to
make a recommendation for an Order in Council to be made to control the prices for
airfield activities at any of the three international airports, the Minister must be
satisfied that the two conditions under section 52 are met. However, even if the
Minister is satisfied, the Minister has a discretion as to whether to recommend that
goods or services be controlled under the Commerce Act.

The Minister has requested (under paragraph ‘b’ of his request) that the Commission
report on whether it considers market conditions are such that the Minister should
recommend control.

Pursuant to section 56(2), the Commission may have regard to “all matters it
considers necessary or desirable”. In determining the relevant considerations the
Commission considers the wider scheme of the Commerce Act, and to the goals the
Commerce Act is intended to promote. The Commission also considers whether any
considerations broader than the section 52 test are relevant.

Section 52 Test

As noted above, the purpose of the Commerce Act is “to promote competition in
markets for the long-term benefit of consumers within New Zealand”. Yet the
Commerce Act contains provision in Part IV for imposition of controls on goods and
services. The fact that the provisions in Part IV exist is a recognition that markets do
not always operate efficiently or, for whatever reasons, deliver competitive outcomes.
For example, a market may be composed of only one supplier which may be able to
exploit that position by raising prices above the competitive level, or by allowing
costs to rise, or by being slow to innovate, without suffering any adverse
consequences from competitors.

Provision exists for goods and services to be placed under control where (in terms of
section 52, as discussed above) there is limited competition or competition in a market
is lessened and it is necessary or desirable for goods or services to be controlled in the
interests of acquirers. The Commission has to find positively on both aspects in order
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to satisfy itself that control of goods or services may be controlled. The Commission
must then consider whether market conditions are such that the Minister should
recommend control.

In the context of an Act designed to promote competition, control of goods or services
may be seen as a measure of last resort to be introduced only where it is likely to
achieve a better outcome than the uncontrolled and uncompetitive market is capable
of producing. In making that assessment, account must be taken of costs that control
itself will impose. It is generally accepted that, as a means of promoting competition-
like outcomes, control imposes several costs: e.g., the costs of the regulator, the
compliance costs on the regulated, and the market distortions flowing from
imperfectly conducted control.

Section 52 provides that, in order to recommend control of goods or services, the
Commission must satisfy itself that acquirers would benefit from control, compared to
the status quo. The costs created by control (that acquirers bear) need to be
outweighed by the benefits achieved by control (that flow to acquirers). The
Commission considers that if the weighing of the benefits and costs demonstrates that
an improvement in the economic welfare of acquirers would result, then control
would be demonstrated to be necessary or desirable in the interests of acquirers. This,
in turn, requires some evidence that suppliers of the relevant goods or services are
actually taking advantage of the market power they possess by virtue of competition
being limited. For instance, suppliers might be setting prices above the competitive
level so as to earn excess returns, or operating inefficiently.

Public Benefits Test

The former long title of the Commerce Act stated that its purpose was to promote
competition in markets in New Zealand. The report from the Commerce Committee
on the Commerce Amendment Bill commented that:

Currently the Act’s long title implies that competition is an end in itself. This narrow view is
not reflected in the body of the Act, which through such mechanisms as the ‘public benefit
test’ takes a wider view of the impact of conduct on the wellbeing of New Zealanders as a
whole. (page 5)

In respect of this wider view, it had been argued that, while the purpose was to
promote competition in markets in New Zealand, competition should be seen as a
means to an end, and that the underlying purpose of the Commerce Act was to
promote economic efficiency. This approach was endorsed by the Court of Appeal in
Tru Tone Ltd v Festival Records in stating that the Commerce Act:*

...1s based on the premise that society’s resources are best allocated in a competitive market
where rivalry between firms ensures maximum efficiency in the use of resources.

The Commerce Act was amended in 1990, with the addition of section 3A, which
placed greater emphasis on efficiency in the implementation of the public benefit test:

2 (1988) 2 NZLR 358.
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Where the Commission is required under this Act to determine whether or not, or the extent to
which, conduct will result, or will be likely to result, in a benefit to the public, the
Commission shall have regard to any efficiencies that the Commission considers will result, or
will be likely to result, from that conduct.

The current purpose of the Commerce Act (as amended on 26 May 2001) is to
“promote competition in markets for the long-term benefit of consumers within New
Zealand”. The report from the Commerce Committee on the Commerce Amendment
Bill discussed the intention of the Act’s purpose and considered the relative weight
given to ‘competition’ versus ‘efficiency’ implied by the purpose statement. It stated:

The new purpose statement is intended to make transparent the existing policy of the Act by
making clear that competition is not an end in itself but a means to increasing consumer
welfare in the long-term. The ultimate goal is to facilitate effective competition to promote
economic growth, while accommodating the unusual situation where competition does not
improve the welfare of New Zealanders as a whole. (page 5)

...it clarifies that it is the impact on the long-term welfare of consumers within New Zealand
that should be the overarching goal when assessing market behaviour. (page 7)

In commenting on the Act’s purpose, the explanatory note to the Commerce
Amendment Bill (No. 2) also said:

The purpose statement clarifies that competition is not an end in itself, but a means to promote
the long-term benefit of consumers and New Zealanders as a whole.

The reference to ‘long-term’ benefit to consumers within New Zealand means that an
efficiency-based analysis is consistent with the Commerce Act’s purpose. In the long-
term, New Zealand consumers in general will benefit from continuous improvements
in the allocation of resources, the quality of products and production processes, all of
which is usually encouraged by the competitive process.

The Commission’s view is that the purpose of the control provisions is to address
circumstances where markets, due to a lack of competition, are not delivering efficient
outcomes for consumers. Any recommendation on whether a declaration of control
should be made should consider an assessment of the likely long-term benefit to
consumers within New Zealand.

When adjudicating on application for authorisations of business acquisitions and
restrictive trade practices, the Commission conducts a public benefit (also referred to
as a net benefit) test. In conducting such a test, and in assessing benefits and
detriments, the Commission takes into account economic efficiency (under the
headings allocative, productive, and dynamic efficiency) and product quality. In
assessing the public benefit, the Commission assesses the potential net efficiency
gains that the acquisition of practice will achieve. Such a test does not take account of
distributional issues, i.e., welfare gains to suppliers and acquirers are considered the
same.

Applicable Test

In the Draft Report, the Commission based its recommendations on the wider public
benefits test—assessing the net efficiency gains from control—and did not take
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account of distributional issues. At the Conference, the Board of Airline
Representatives of New Zealand Inc (BARNZ) submitted that the public benefit test
in section 3A of the Commerce Act is a relevant consideration, but not the sole test;
section 52 provides the key statutory criteria.* BARNZ argued that the practical
effect of the Commission’s decision to base its recommendations on the public
benefits test (ignoring the transfer of any excess profits) would result in no credible
threat of control, given that allocative and productive efficiencies in a market with
relatively inelastic demand are likely to be minor.”

BARNZ submitted that, in exercising his discretion to recommend control, the
Minister should take account of a number of factors:*

e The degree to which competition is limited, including market structure and
behavioural factors.

e The degree to which current regulation has constrained (or failed to constrain) the
behaviour of the monopoly supplier, and prevented (or failed to prevent) abuse of
market power.

e The overall quantum of the monopoly pricing.

e How gross the abuse of market power has been (i.e., the level of excess returns
and the length of time over which they have been earned).

e The likely impact on other users and consumers in the economy.

e The overall size of the benefits to the acquirers if control was imposed.

e The costs of the new regime versus the costs of continuing the current regime.

e The effect on users and consumers if control is not imposed.

e The disincentive to monopoly price in other markets that would result from a
decision to impose control as a consequence of the monopoly pricing which has

occurred in this market.

e The effect on the existing regulatory regime if monopoly pricing is found but no
action is taken against it.

Mr Lyn Stevens QC, on behalf of Air New Zealand Limited (Air NZ), submitted that
the criteria in section 52 were more significant than other matters that the Commission
might consider ‘necessary or desirable’ for it to have regard to, and should be treated
as such.”” Mr Stevens stressed that, while the rest of the Commerce Act is directed

** Conference Transcript, pages 713-714.
2> BARNZ Presentation Slides, Conference, 12 September 2001, page 33.
*® BARNZ Submission on the Draft Report, 10 August 2001, pages 12-14.

" Lyn Stevens QC, Submissions on Behalf of Air NZ in Relation to Legal Test Applicable to Control of
Prices Under the Commerce Act 1986, Conference, 13 September 2001.
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towards making competition workable or effective, Part IV is designed for situations
where there is no workable or effective competition and (per the Privy Council in
Telecom v Clear) is directed at the elimination of monopoly rents.”® Part IV contains
its own distinct thresholds and tests that are the fundamental tests for control.

The airports, on the other hand, all submitted that the promotion of improved
economic efficiency should be the key objective in determining whether control is
necessary or desirable. They argued that the redistribution of wealth between airports
and airlines was less relevant. AIAL submitted that control is only necessary or
desirable where the existing regulatory environment is not functioning correctly, or
cannot be made to function correctly.”” AIAL argued that the only rationale for
imposing control should be the redress of actual market failure.*

The Cabinet papers leading up to the Minister’s 1998 request indicate that the
Government wanted to ensure that it protected against abuses of monopoly power. In
asking the Commission to conduct this Inquiry, the Government wanted to know
whether there was any evidence of monopolistic pricing by any of the three airports
such that control was warranted. On 4 November 1997, the Cabinet Committee on
Industry and Environment considered a paper dated 3 November which noted the
following:*'

There have been concerns that the {Airport Authorities Amendment} Bill does not go far
enough to protect against abuses of monopoly power. In order to accommodate these
concerns, it is recommended that the Commerce Commission undertake a pricing
investigation on airport aeronautical revenues...

Section 52 contains two criteria for the imposition of control, focusing on monopoly
pricing. However, wider considerations of economic efficiency may also be relevant
to the Minister’s discretion as to whether to recommend control. If greater weight is
placed on removing monopoly profits, any recommendation of control would be
based on the section 52 test. But, if greater weight is placed on achieving efficiencies,
recommendations would be based on the wider public benefits test.

The Commission is reporting to the Minister under sections 54 and 56. It seems clear
that the two conditions in section 52 over which the Minister has to be satisfied—first,
that airfield activities are, or will be, supplied or acquired in a market in which
competition is ‘limited’ or ‘likely to be lessened’; and second, that it is ‘necessary or
desirable’ to impose control in the interests of the persons acquiring airfield
activities—are the conditions over which the Commission needs to be satisfied. The
Commission must confine its consideration to the net benefits to acquirers (and the
removal of monopoly profits). However, the Commission notes that the Minister in
exercising his discretion may wish to take into account other factors including the
Commission’s analysis of net efficiency benefits.

* Telecom Corporation of NZ Ltd v Clear Communications Ltd (1995) 1 NZLR 385, at 408.
¥ ATAL Submission on the Critical Issues Paper, 27 April 2001, Part A, page 17, paragraph 2.14.
%0 Ibid, page 49, paragraph 8.1.

3! Cabinet Committee on Industry and Environment, Airport Authorities Amendment Bill: Future
Progress, CIE (97) 148, 3 November 1997, page 1.
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The discussion on whether the Commission considers that market conditions are such
that the Minister should recommend that the airfield activities supplied by AIAL,
WIAL and/or CIAL be controlled is contained in Chapter 11 of this Report.

THE FORM OF ANY CONTROL IMPOSED

The Minister’s request posed a final question:

4. If price control was introduced (i) what form of price control would the Commission
apply; (ii) and why; (iii) how would the Commission operate this form of price control;
and (iv) what time and/or in what conditions should price control end?

Under section 70 of the Commerce Act, the Commission may make an authorisation
in respect of controlled goods or services. This final question relates to the
Commission’s powers to authorise all or any component of prices, revenues, or
quality standards of controlled goods or services, using whatever approach it
considers appropriate. The approach may include the use of formulas or other
methods from which prices or revenues may be determined. It is a Part V question
regarding the administration of control, not a matter for Part IV and the determination
of whether to impose control.

Under section 70B, the Commission is required to follow a particular process in
reaching a decision as to the nature and form of any control. As part of that process,
acquirers and suppliers have a right to be heard and the Commission must have regard
to any submissions they make. This process must logically take place at some point
after control has been declared, as the Commission’s power to authorise applies only
to controlled goods or services, and goods and services are controlled when an Order
in Council declares them to be so. (Section 71 covers the transitional period directly
after a declaration of control by allowing the Commission to make provisional
authorisations pending the making of a final determination under section 70).

The Commission’s view is that advising the Minister on how it would administer
control, prior to any declaration of control, risks predetermining the processes
associated with administering control under Part V. By answering this question, the
Commission risks overstepping its jurisdiction wth any answer being held ultra vires.
To avoid that risk, the Commission does not address this final part of the Notice.

Despite this, one form of control is considered on the basis that, and only to the extent
that, consideration of at least one form of control that might possibly be imposed is
necessary for the Commission to undertake a cost benefit analysis. In formulating its
estimates of the costs of control, the Commission assumes price cap regulation under
Part V, but does not consider other forms of control under Part V or regulatory
intervention **

STRUCTURE OF THE REMAINDER OF THIS REPORT

Chapters 3 to 7 of this Report present generic analysis of issues and determine
principles by which individual airports are analysed and recommendations regarding

32 Supplement 3 in Part B of this Report contains a discussion on forms of control. Supplement 2
provides an overview of the regulation of airports internationally.
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control made. The conditions, tests and thresholds for control are considered for each
airport in Chapters 8, 9 and 10 respectively. Chapter 11 presents the Commission’s
conclusions. Chapter 12 includes the Commission’s recommendations.

Part B of the Report contains appendices and supplements. Included in the
appendices are the Commission’s analyses of each airport, and copies of advice that it
has received from independent experts in formulating this Report.
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3. COMPETITION ANALYSIS
INTRODUCTION

An analysis of competition is a critical element of this Inquiry. As noted earlier,
control can be introduced only where the Minister is satisfied that the goods or
services to be controlled are supplied or acquired in markets where competition is
limited or is likely to be lessened. Many of the tests established in Commission
decisions and court judgements under Parts II and III of the Commerce Act on issues
of market definition and competition analysis are applicable to the analysis required
under Part I'V.

However, the nature of airports presents special challenges in terms of market
definition and competition analysis given the following considerations:

e The wide range of services, many of them of a complementary nature, provided by
an international airport.

e The definitions of identified airport activities set out in the Airport Authorities
Amendment Act, which do not necessarily equate with the concept of markets
used in the Commerce Act.

e The relationships between airfield activities, which are the specific focus of this
Inquiry, and other activities undertaken at the airport, that may need to be taken
into account in defining the market(s).

The Commission considers that other commercial activities in which an airport
company has an interest, but which otherwise are apparently unrelated to airfield
activities, need not be examined here, as they are not directly relevant to this Inquiry.
Hence, it is not necessary to define the possible markets for these other commercial
activities. However, any impact that these activities may have on pricing of airfield
activities is considered in the analysis of whether control is necessary or desirable in
the interests of acquirers.

This Chapter contains a general assessment of the competition facing airports in the
supply of airfield activities. The focus is on whether any of the three airports may
operate in markets in which competition is limited such that they have the potential to
exert market power.

For competition to be seen to be limited, there need to be insufficient constraints
(including both structural and behavioural factors) on an airport’s ability to exercise
market power (compared to what would be found in a market where competition was
workable or effective). The possible constraints that may limit an airport’s ability to
exercise market power include the following:

e On the supply-side of the market, the actual and potential competition from other
airports.
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e On the demand-side, the possible ability of airlines and their passengers and
freight customers to switch to other airports, or of customers to switch to other
modes of transport.

e The potential countervailing power of airlines.
e The present industry-specific regulatory regime applicable to airports.

It is also possible that, for certain limited functions, an airport may face competition
from off-airport sources of supply. However, that would not apply to the markets of
interest to the Inquiry (as airfield activities generally have to be provided on-airport),
and so that source of competition is not considered further here.

It needs to be emphasised that the analysis here is only generic, although it is
impossible to proceed without making references to the individual airports concerned.
More airport-specific considerations are introduced in Chapters 8, 9 and 10 and
conclusions are drawn there for each airport as to whether airfield activities are
supplied or acquired in a market in which competition is limited.

MARKET DEFINITION PRINCIPLES

Section 3(1A) of the Commerce Act provides that:

{T}he term ‘market’ is a reference to a market in New Zealand for goods and services as well
as other goods and services that, as a matter of fact and commercial commonsense, are
substitutable for them.

The purpose of defining a market under the Commerce Act is to provide a framework
within which to analyse the extent of competition, or its antithesis, which is market
power. The concept of a market is thus considered by the courts to be an instrumental
one. The definition of a market is not an end in itself; rather, it is an exercise intended
to assist with the analysis of the behaviour at issue. In Queensland Wire the Court
stated:”

In identifying the relevant market, it must be borne in mind that the object is to discover the
degree of the defendant’s market power. Defining the market and evaluating the degree of
power in that market are part of the same process, and it is for the sake of simplicity of
analysis that the two are separated...

The process of identifying the relevant market(s) should keep the objective in mind.
In the present case, the objective is to determine whether any of the three airports
operate in market(s) where competition is limited such that they have the potential to
exert market power.

From a technical perspective, the process of establishing market boundaries can be
seen as one of identifying the smallest area of product, geographic and functional
space over which a hypothetical monopolist could exert a significant degree of market
power. This approach focuses attention on any close substitutes that would prevent a
hypothetical monopolist from exercising market power by raising its price or by other

3 Queensland Wire Industries Pty Ltd v Broken Hill Pty Co Ltd (1989) 167 CLR 177.
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means, should they be present. Such substitutes must be included in the market, and
be under the control of the hypothetical single firm, if it is to be a monopolist. Actual
and potential substitutes on both the demand and supply sides of the market are to be
included.

Note that the use of the hypothetical monopoly test to define a market’s boundaries
has the practical consequence that when the market so defined actually contains only
one firm, that firm (absent the constraints that would result from entry or
countervailing power) will have the market power attributed to the hypothetical firm.
Hence, the inquiries into the nature of the market, and into the exercise of market
power, become blurred in instances where markets are very highly concentrated. The
emphasis then tends to shift, as in the present Inquiry, to considering what
competition factors might constrain the firm that is the subject of the Inquiry. If there
are no constraints from existing competitors, then the firm concerned potentially
wields market power (subject to the other factors just mentioned), and the market in
which it operates is the relevant market. This explains why, in most of what follows,
the emphasis is more upon the constraints to market power of the three airports than it
1s about market definition by itself.

An appropriately defined market will include products that are regarded by buyers as
being similar or close substitutes (‘product’ dimension), and in close proximity
(‘geographical’ dimension), and are thus products to which they could switch if a
single supplier were to attempt to exert market power. It will also include those
suppliers currently in production who are likely, in that event, to shift promptly to
offer a suitable alternative product even though they do not do so currently.*

One approach to identifying a significant degree of market power (in the context of
market definition) is in terms of the ability of the hypothetical monopolist to increase
profits by imposing a small but significant and non-transitory increase in price (a
‘ssnip’) above the competitive level. In line with overseas practice, the Commission
uses as a ssnip of five per cent, lasting for at least a year.”” Starting from a small
initial group of close substitutes, other potential substitutes are added to the group,
until the hypothetical monopolist is able to profitably impose a ssnip. When this
occurs, then all possible close substitutes must be encompassed by the proposed
market definition.*

The fact that many airport facilities and services are operated under single ownership
may indicate that integrated operation may be necessary for the efficient provision of
airport services, in which case broader market definitions would be appropriate. This

3 These have been referred to by the Commission as ‘near entrants’, to be distinguished from ‘new
entrants’. See: The Commission’s Approach to Adjudicating on Business Acquisitions Under the
Changed Threshold in Section 47 — A Test of Substantially Lessening Competition, Commerce
Commission Practice Note 4, 2001, page 19.

3 Ibid., pages 23-24.

3% If, in response to the price increase, the reduction in sales of the product would be large enough that a
hypothetical monopolist would not find it profitable to impose such an increase in price, then added to
the group should be that good that is the next-best substitute for the good in question. This incremental
process requires those goods considered the most likely to be close substitutes for the good in question
to be added first to the group subject to the ssnip test. If this did not occur, there may be goods or
services which are added to the group which are not close substitutes.
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could reflect the presence of economies of scope, which would make the unbundling
of some facilities or services from others, or their duplication, uneconomic. On the
other hand, it may still be feasible for an airport to contract out for the supply of
services, rather than to undertake them itself.

In addition to the product and geographical dimensions, markets can be defined in
relation to functional level, in recognition of the fact that the production and
distribution chain typically consists of a number of functional stages interlinked by
markets. For example, the market between manufacturers and wholesalers might be
called the ‘manufacturing market’, that between wholesalers and retailers is usually
known as the ‘wholesaling market’, and that between retailers and end-customers the
‘retailing market’. With regard to airport activities, the functional levels of markets
generally relate to the provision of intermediate services by airports to airlines and
other users.

Finally, markets may be defined in relation to time. Some airports may experience
peak periods of demand that may lead to congestion. If congestion pricing is used,
this could result in prices being higher during peak periods, possibly justifying
treating these peak periods as representing a separate, time-delineated, market for
airport services. However, there are presently only limited congestion periods at
Auckland and Wellington International Airports, and no form of congestion pricing is
practised, suggesting that a separate market based on time of day need not be
considered.

Despite the apparently clear-cut criteria discussed above, markets are not always easy
to define in practice. Transactions in the economy do not always fall neatly into a
series of discrete and easily observable markets. Hence, it may not be practical—nor,
indeed, always necessary—to identify the precise boundaries of the activities included
in a market. Moreover, as already noted, it is appropriate to tailor the definitions used
to meet the requirements of the case in hand.

None of the parties at the Conference, or in submissions, questioned the above
approach to market definition used by the Commission.

AIRPORT MARKETS
General Considerations

An airport exists to facilitate the interchange between surface and air transport of
passengers and freight.”” The facilities typically used include one or more runways
(including taxiways and aprons); a terminal building or buildings where passengers
are processed and retailing and servicing opportunities arise; freight handling facilities
servicing imports and exports and domestic movements; and land-side roading and
parking. However, the services provided internationally by airport owners vary
widely. Some airport companies do little more than own infrastructure and provide
facilities, with third parties obtaining access to those facilities to provide downstream
services. Others are involved both in the provision of facilities and in the downstream
and/or supporting services, such as ground handling, rescue fire, and air traffic control

37 Rigas Doganis, The Airport Business, London: Routledge, 1992, pages 7-10.
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services. AIAL, WIAL and CIAL are mainly providers of infrastructure and facilities,
but do supply some downstream and/or supporting services such as rescue fire
services.

Markets can be viewed from both demand- and supply-sides. From the demand-side
perspective, a number of airport services are often consumed together, regardless of
who provides them. For example, to land a plane requires access to a number of
facilities and services. The complementary nature of many of these services suggests
that a broader market definition may be appropriate.

From a supply-side perspective, airports provide a variety of facilities and services to
a range of different parties, including airlines, passengers (both New Zealand and
foreign residents), freight forwarders and transporters, taxis and public transport,
flight training operators, recreational pilots, aircraft maintenance and engineering
businesses, and retailers and other concessionaires. Each of the facilities and services
provided to each of these different users might conceivably fall within a different
market.

The fact that many airport facilities and services are operated under single ownership
suggests that integrated operation may be necessary for the efficient provision of
services, in which case broader market definitions might be appropriate. It may be
that a single supplier has lower transaction costs from organising its operations and
co-ordinating activities internally, than would two or more independent suppliers
attempting to do the same by interacting through the market.

On the other hand, it may be efficient for an activity to be provided by someone other
than the airport company, suggesting that these activities could be supplied in
unbundled form. However, even if it were efficient to do so, it does not necessarily
follow that this will happen. Airport companies may be able to charge independent
service providers higher than competitive rents (or other fees) to gain access to the
airport, thereby discouraging them from doing so. Hence, the appearance of a lack of
separate markets may conceal a potential for separate provision by non-integrated
suppliers. There is legal precedent for markets to exist even in the absence of
transactions occurring.*®

In some previous cases involving the transport sector, the Commission has adopted
broad market definitions where there were a number of very similar, geographically
distinct, markets. For example, in Air New Zealand/Ansett the Commission stated, in
connection with the definition of air services markets:*

¥ In Queensland Wire, op. cit., the High Court of Australia stated as follows: “...a market can exist if
there be the potential for close competition even though none in fact exists...Indeed, for the purposes of
the Act, a market may exist for particular existing goods at a particular level if there exists a demand
for (and the potential for competition between traders in) such goods at that level, notwithstanding that
there is no supplier of, nor trade in, those goods at a given time.” (1989) 11 ATPR 50,013.

3% Commerce Commission, Decision No. 278: Air New Zealand Ltd./Ansett Holdings Ltd./Bodas Pty
Ltd., 3 April 1996, page 21. A similar approach was also used subsequently in other cases, such as:
Decision No. 326: New Zealand Bus Limited/Transportation Auckland Corporation Limited,
Wellington: Commerce Commission, 15 May 1998, page 27.
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Air services markets comprise a number of city pair routes. From a demand perspective, each
could be considered as a separate market as, in most cases, services on one city pair are not
seen by users as a substitute for services on another city pair. Fares on one route are unlikely
to act as a constraint on those for another.

However, where a number of narrowly defined markets exhibit similar characteristics, they
can be conveniently treated as a single class for the purposes of competition analysis. In this
case, supply side substitutability and economies of scale and scope in operating route
networks also suggest wider market definitions are appropriate.

In the decision just cited, a broad market approach was adopted, in which the various
route markets were grouped together because of their similar demand characteristics
and because of supply-side connections. This had the advantage of avoiding the
potentially considerable duplication of the analysis relating to market definition and
competition. A similar argument exists in favour of broad market definitions in the
case of airports.

Review of Market Definitions Used in the Draft Report

With the above principles in mind, the following separate markets were put forward in
the Draft Report:

e The aircraft movement market.

The passenger aircraft access market.

The freight aircraft access market.

The airport access and utilities market.

The commercial activities market.

The aircraft movement market came closest to matching the definition of airfield
activities in the Airport Authorities Amendment Act. That market was defined as
providing for the services and facilities for the movement of aircraft, and included:
landing and take-off; aerodrome control; aircraft maintenance; and aircraft ancillary
services. The last included aircraft refuelling and flight catering.

Although no parties at the Conference or in submissions had any fundamental
concerns with the markets in the Draft Report, nor suggested that further markets
ought to be considered, three parties did raise issues about them.

BARNZ agreed with the Commission’s approach in the Draft Report. It noted that the
aircraft movement market did not match exactly the definition of airfield activities in
the Airport Authorities Amendment Act. BARNZ suggested that the statutory
definitions needed to be reviewed.*

CIAL suggested that there was little practical relevance in distinguishing a freight
aircraft access market from the aircraft movement market since freight is carried on

“ BARNZ Submission on the Draft Report, 10 August 2001, pages 15-16.
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most aircraft; the airfield services provided are the same for both passenger and
freight aircraft; and the Commission did not suggest that the derived elasticities of
demand and competitive conditions would be significantly different.*

AIAL broadly agreed with the Commission’s approach and with its identification of
segments within the broad market, but suggested that an in-depth analysis of these
segments might have found that competition was limited in only some of them.*

The Commission has reconsidered the product market definitions set out in the Draft
Report in the light of these comments. It now considers that the aircraft movement
market was defined too broadly in the Draft Report, and that it should be re-defined to

accord with the narrower definition of airfield activities in the Airport Authorities
Amendment Act 1997. The justification for this revision is as follows:

e The purpose of this Inquiry is, in part, to test whether any of the three international
airports operate in an environment of limited competition such that they have the
potential to exert market power.

e [t is unsatisfactory to define a market that differs significantly from that area of
transactions that is the subject of the Inquiry. It should be noted that the
Commission has no ability to review what activities are to be regarded as airfield

activities in the Inquiry.

e Following competition law principles, markets should be defined with a view to
highlighting the competition matter at issue.

e The price at issue for the Inquiry, and which could be subject to control, is the
airport’s landing charge, which is the charge that relates to airfield activities.

The details of the revised market definitions are set out below.

Airfield Services Market

Following the definition of airfield activities set out in the Airport Authorities
Amendment Act, this market encompasses the provision of the following services and
facilities for the landing, movement, parking and taking-off of aircraft:

e Airfields, runways, taxiways and parking aprons for aircraft (‘sealed surfaces’).

e Facilities and services for air traffic control.

e Facilities and services for parking apron control (if any).

e Airfield associated lighting.

e The maintenance and repair of airfield sealed services.

*I CIAL Submission on the Draft Report, 14 August 2001, Part B, page 7, paragraph 6.
2 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 46, paragraph 3.8.
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e Rescue, fire, safety and environmental hazard control services.
e Airfield supervisory and security services.
e Facilities and assets held for future airfield activities.

These facilities and services are generally demanded for the purpose of allowing
aircraft movements, and share similar and complementary demand characteristics.
They are also generally uneconomic to provide in unbundled form through different
operators, although some (e.g., runway maintenance) may be contracted out by the
airport. In addition, it is recognised that further complementary services (e.g., air
traffic control) may be required for aircraft movements, and that these may be charged
for separately.

Other Airport Activities

It is important to be aware of the other services (airfield and non-airfield) that the
airports provide, especially given the potential scope for airports to cross-subsidise
between airfield and other activities. However, the Commission considers that it is
not necessary to go to the length of defining the relevant markets, since they are likely
to be numerous, and in any case they lie outside of the scope of this Inquiry.
Appendices 12, 14 and 16 provide details of the other services that AIAL, WIAL and
CIAL provide.

Conclusion on Airport Markets

The Commission’s conclusion is that, for the purposes of this Inquiry, the relevant
product market is the airfield services market. Airfield services are services that fall
within the definition of airfield activities, as defined in the Airport Authorities
Amendment Act.

The three international airports under review each operate in that product market, as
well as in a wide range of other potential markets that fall largely outside of this
Inquiry. The issue of whether airports are in competition with each other in the
airfield services market, or whether each operates in a geographically distinct market,
is introduced below, and addressed further in the airport-specific chapters.

POTENTIAL COMPETITION
Introduction

Each of the three airports may face competition from other airports in the provision of
airfield services. This competition may be of two kinds: the potential competition
from prospective new entrants, and the existing competition from other airports
already operating. The former is examined here, and the latter in the following
section.
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Entry Barriers

The nature of the investment required in an international airport facility is likely to
mean that barriers to entry are high, and that competition from potential entrants is,
therefore, unlikely. There are a number of considerations that lead the Commission to
this view.

First, entry would require a large, long-term investment in land, runway, and other
infrastructure. A substantial proportion of that investment would be sunk, meaning
that it would not be recoverable upon exit, especially where exit was induced by
excess capacity and inability to gain market share from an incumbent. Hence, the
barriers to exit would be high, and that realisation would in turn discourage entry in
the first place.

Secondly, even if land were available, the environmental and planning implications of
a new airport would be wide-ranging and significant. Land-use consents would be
time-consuming to acquire, especially given the likely resistance from adversely
affected residents or others who would be likely to object to the proposal.

Thirdly, the time lag between a company considering the possibility of building a new
airport and the airport coming into service is likely to be several years. This time lag
would give an incumbent ample time to organise strategies to meet the prospective
competition, including the building of a second runway if entry had been induced by
constraints on its current capacity.

Fourthly, the building of a new airport would by no means guarantee that airlines
would wish to use it. A new airport would probably have to be built further away
from the main population centre than the existing one, imposing higher travelling
times and costs on passengers, who may, in consequence, resist using the new facility.
It may also lack connections to some other domestic and international centres, adding
inconvenience for passengers making connecting flights.

Finally, incumbents are likely to benefit from economies of scale, at least until the
point where full capacity is reached, so that few regional markets would be large
enough to sustain more than one airport, or even more than one runway. In New
Zealand, with even the major airports serving relatively small population centres by
international standards, existing airports generally appear to have either significant
excess capacity at non-peak times, or the ability to expand incrementally (e.g., by
means of additions to existing terminals or by adding a new terminal or runway).
This may enable them to meet or undercut the charges of a new entrant, especially
given that its facilities would be likely to be under-utilised in the first several years of
operation.

Conclusion on Potential Competition

The Commission’s conclusion in the Draft Report was that the potential for airports to
be constrained in the provision of airfields services by the threat of entry is weak.
This continues to be the Commission’s view. The factors listed above combine to
suggest that barriers to the entry of new airports are likely to be very high, and hence
that the potential competition in airfields services (from new entrants) is insignificant.
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EXISTING COMPETITION
Introduction

The extent of competition between the airfield services provided by existing airports
depends largely upon the degree to which airports are substitutes for one another.
This depends on the following two kinds of substitutability:

e Supply-side substitutability — the extent to which different airports are technically
capable of accommodating different plane types and airline hubbing requirements.

e Demand-side substitutability — the extent to which different airports are
substitutable by passengers and other users, which depends largely upon their
geographic proximity.

These two types of substitutability overlap to some extent, since the willingness of
airlines to switch between airports depends in part on demand-side considerations.
Each is introduced below, and discussed in more detail in the airport-specific
chapters.

Supply-side Substitutability

Airport substitutability from a narrow supply-side perspective depends largely upon
the size of aircraft. Smaller aircraft are more flexible as to where they can land, with
a grass strip being adequate for small, general aviation (GA) aircraft. For such
aircraft, it is possible that smaller airports are substitutes for international airports.
Indeed, such substitution has to some extent been forced upon GA operators by
operating constraints at the three international airports, and also by charges, as GA
aircraft landing charges have seen the biggest increases in the last ten years. Although
GA aircraft still use the major airports, and some operators have a preference to do so
because of the better facilities and location, much of that traffic has been forced out at
peak times.*

Although it is difficult to generalise, larger turboprop and jet aircraft tend to be
confined to the larger regional airports. The issue as to which aircraft can use which
airports is complex. The factors involved are predominantly aircraft wheel loadings
(‘weight’) and performance, runway characteristics (including length, layout, local
terrain, altitude and ambient air temperatures), and commercial viability. With
respect to the last, it may be technically possible for a ‘large’ aircraft to use a ‘small’
runway, but its payload and operational range may be so restricted as to make it not
commercially viable (as is the case with Boeing 747s at Wellington International
Airport).

At the extreme, Boeing 747s are restricted to Auckland and Christchurch International
Airports, so that no other airport in New Zealand could be a supply-side substitute.
As long-haul international flights from New Zealand typically use B747s, those two

# Major airports sometimes explain their tolerance of GA activity as being their contribution to pilot
training, which ultimately benefits commercial aviation, within which are found their main customers.
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airports are the only ones capable of servicing such flights. Boeing 767s use those
two airports plus Wellington, while Boeing 737s and BAe146s (Whisper Jets) are also
able to use several of the regional airports. The smaller aircraft used on regional
services—including Dash 8s, Metroliners and Bandeirantes—are even more flexible
as to airport availability and use.

From a supply-side perspective, and focusing only on domestic traffic which does not
involve the use of the larger aircraft, there appears to be considerable scope for
substitution between a number of airports. There is also some flexibility for trans-
Tasman routes, as B737s are now commonly used. However, for long-haul
international traffic, which typically uses larger aircraft, the scope for supply-side
substitution is much reduced.

Hubbing advantages to airlines are likely to further reduce airport options. With
deregulation, airlines internationally have found it economic to form networks around
a base or ‘hub’ airport.* An airline’s demand (and also its investment) at its hub is
likely to be greater than at potential substitute airports, suggesting that it is less likely
to shift from such a hub, even in the event of an increase in landing charges at that
airport. It may also derive some degree of market power in its hub. In New Zealand,
Auckland International Airport acts as a hub for international travel for Air NZ.
Wellington International Airport claims to be a domestic hub, although it argues that
it potentially faces competition in this role from direct flights to and from regional
centres.

It is understood that plans have been aired at certain regional airports, such as Rotorua
and Tauranga, to extend the runways to accommodate international flights. This
would potentially increase the number of alternative suppliers of airport facilities for
international flights. However, it is understood that the international airlines would
resist using such additional airports for international traffic, given the extra costs of so
doing. Nonetheless, the airports have acknowledged that there is scope for certain
regional airports to compete for traffic at the margin.

Conclusion on Supply-side

From a narrow supply-side perspective, there appears to be considerable scope for
substitution between adjacent airports for airfield services by the relatively ‘footloose’
GA aircraft. However, GA yields insignificant revenues for the major airports, and
would not be expected to induce competition between them. Indeed, GA switching to
another adjacent airport in response to a rise in landing charges may be considered
beneficial by freeing up runway capacity at peak times.

At the other extreme, the largest civilian aircraft with the most restrictive airport
requirements—B747s—can only be used at Auckland and Christchurch. This limits
the range of possible substitute airports for flights requiring the use of those aircraft.
Most other aircraft can use the three international airports and a number of the larger
regional airports, opening up a range of possible substitutes on this narrow supply-

* J. Brueckner, N. Dyer, and P. Spiller, Fare Determination in Airline Hub-and-Spoke Networks,
RAND Journal of Economics, vol.23, no.3, Autumn 1992, pages 309-333.
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side view. However, as the discussion below will indicate, it is the demand-side
issues that are critical in determining substitutability between different airports.

Demand-side Substitutability
Introduction

The question as to whether individual airports operate in airfield services markets
where competition is limited or likely to be lessened depends upon the extent to which
the airfield services they provide are substitutable from the viewpoint of users and
consumers. Hence, the question of competition reduces to one of geographic market
definition. Specifically, the issue is which of the following alternatives apply:

e FEither do Auckland, Christchurch and Wellington each operate in their own
regional geographic airfield services markets, in which case they are likely to be
the only suppliers, with competition between them for users and customers being
low?

e Or do they operate in a wider (perhaps national) market, in which case each would
compete with, and be constrained by, one or both of the others?

WIAL commented that the Commission had, in the Draft Report, conducted a
collective market analysis that had paid insufficient regard to its particular
circumstances.” As a result, the constraints applied by other airports are considered
here only in generic terms. The particular circumstances relating to each airport are
considered in each of the airport-specific chapters, along with the Commission’s
assessment as to whether competition in each case is limited.

The Significance of Demand Elasticity

Each of the airports would have little market power in the airfield services market if
users were able to switch readily to another airport in the event of a small price rise (a
‘ssnip’). In this case, the services provided by each of the airports would be close
substitutes in the eyes of users, and hence would be competing against each other in
the same geographic market. Put another way, the airfield services supplied by each
airport would face a relatively elastic (price responsive) demand curve. Technically,
this would reflect the high values of the underlying cross-price elasticities for the
substitute products (the airfield services of the other airports).* In such
circumstances, the three airports would probably fall in the same geographic market.

On the other hand, were there to be no close substitutes for the airfield services of
each airport, the cross-price elasticities of demand between the airports would be low,

* WIAL Submission on the Draft Report, 14 August 2001, Vol. 1, page 8, paragraph 2.18.

* Demand theory shows that the price elasticity of demand for a good is the sum of the income
elasticity and all of the cross-price elasticities. For the great majority of goods, the income elasticity is
likely to be low. However, for ‘superior’ goods the income elasticity may be high. It is arguable
whether airport services are a superior good, with air travel for many passengers now being a common
experience. See: R. Bewley, Using Elasticities to Define a Market, Discussion Paper on Using
Econometrics in Market Definition and Market Power Assessment, Discussion Paper No. 7, Prices
Surveillance Authority, Melbourne, 1995.



3.62.

3.63.

3.64.

3.65.

3.66.

73

and the demand curve of each would be unresponsive to changes in price, because
users would have no alternatives to turn to in the event of a price increase. In this
case, the individual airports would, by implication, be operating in their own regional
geographic markets in which they would be able to exercise market power (given that
the mere ability of airlines to switch aircraft between airports as a supply-side
measure would not be a constraining factor if demand for the services of those aircraft
were absent).

It is also important to note the distinction between demand from the traveller for
airline travel, and demand of the airline for airfield services. Information on demand
elasticities (of which there is little) relates to the former, whereas the interest in the
Inquiry is with the latter. However, the price elasticity of the derived demand by
airlines for airfield services can be inferred from the elasticity of the demand for
airline travel, although this requires an assumption to be made about what portion of
any change in landing charges, if any, is passed on to passengers by airlines in ticket
prices. Landing charges make up a relatively small proportion both of airline total
costs, and of passenger ticket prices (both domestic and international flights). Hence,
even a substantial increase in that charge may have a very muted impact on the price
of, and hence on the demand for, airline tickets, even if the charge were fully passed
on. This means that the price elasticity of the demand for airline tickets is expected to
be much lower with respect to changes in landing charges, implying that airline
passengers are not likely to be easily provoked into switching to another airport by an
airport raising its landing charge.

Competition Between Airports for Passengers

In considering passenger demand, it is customary to distinguish between leisure
travellers (the latter including visiting friends and relatives) and business travellers,
and between domestic and international travellers.

For leisure travel, it is sometimes claimed destinations compete. New Zealand
airports might compete indirectly with other international airports as stop-over points
and for the international tourism trade, and with Australian airports as regional
hubbing points. International deregulation of airline routes (e.g., through a single
trans-Tasman airlines market) may encourage further competition between airports,
and in the future possibly lead to by-pass of current connection points. One example
is the by-pass of Christchurch International Airport by direct flights from overseas to
Queenstown. Another is the potential for passengers to transit at different hubs (e.g.,
passengers originating outside of Auckland could go through Syndey to Asia or
Europe rather than through Auckland).

However, the ability of airports to influence travellers’ ultimate destination choices
through varying their airfield landing charges seems slight, as most travel seems to be
destination-specific. This is especially the case for international travellers to New
Zealand, because it tends to be a destination at the ‘end of the line’, and for business
travel. Hence, it seems unlikely that competition between destinations will constrain
airports’ charging behaviour for these types of passengers.

For domestic services, there appears to be very limited competition between the three
major airports, or between them and other regional airports. Passengers wishing to fly
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from one airport to another are unlikely to find a third airport a substitute either as a
departure or arrival point. Domestic travel tends to be destination-specific. This
suggests that for domestic services the three major airports are essentially regional
monopolies, in that there are no substitutes for their services for travellers wishing to
fly into or out of those centres.

International passengers potentially have more flexibility as to choice of airport for
arrival and departure, and may be more price conscious than domestic travellers, due
to the availability of substitutes and the higher costs of getting to New Zealand from
many FEuropean and American countries. However, about 42% of arriving
international passengers are New Zealand residents (the majority returning after short-
term holidays overseas).”’ Of the remaining foreign arrivals, 63% come from Oceania
(mostly Australia).

Auckland International Airport has by far the largest share of New Zealand’s
international traffic. In the year to 30 June 2001, about 70% of international
passengers travelled through Auckland, 18% through Christchurch and 8%
Wellington.”® Auckland has advantages over the other two airports because of the
larger population in its catchment area, its relative importance in air freight (Auckland
carries most New Zealand-originating international freight), and its proximity to
international aviation routes.” It also has the necessary infrastructure associated with
servicing international airlines. It has a further advantage over Wellington in being
able to handle the largest international jets needed for maximum flight distances.
Apart from destinations in Australia (where all three airports host airlines with direct
flights), the majority of New Zealand residents will have to go through Auckland
airport to join connecting flights en route to their ultimate destination.

WIAL contended that airlines have the ability to influence demand for air travel
through fare setting and promotion of particular destinations or events, and that this
applies for both domestic and international destinations.”® However, the airlines will
only promote particular destinations where it is profitable to do so. Meeting demand
for flights is the overriding factor determining which airports an airline flies to, rather
than the costs of doing so. Airport charges, although not insignificant to airlines, are
unlikely to make the difference between an airline flying or not flying to a particular
city, although they may have some impact at the margin and on budget airlines.
Although cut-price charter operations are an important feature of the aviation business
in Britain, they are at present insignificant in New Zealand.

The above analysis suggests that, with respect to airfield services, each of the three
major airports operates largely within its own geographically distinct regional market,
which are the greater population areas around the three airports (namely the greater
Auckland, Wellington and Christchurch areas). Each airport faces a demand from

47 By airport, the percentages are 42% at Auckland, 58% at Wellington, and 30% at Christchurch.

* Together Hamilton, Palmerston North, Dunedin and Queenstown airports handle the remaining 4%
(1.7%, 1.2%, 0.8% and 0.3% respectively) of international passengers.

¥ Ministry of Transport, Review of New Zealand Airport Regulation: Proposals for Consultation,
Wellington: MOT, 1995, page 10.

0 WIAL Submission on the Draft Report, 14 August 2001, Vol. 1, page 28, paragraph 4.9.
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acquirers who largely do not see other airports as offering viable substitute services.
This is discussed in more detail for each airport in the airport-specific chapters.

Demand Elasticities

In assessing the elasticity of the demand for an airport’s airfield services, the picture is
complicated by the fact that the demand in question is a derived demand, i.e., the
demand for an intermediate input. Such inputs have the characteristic that they are
not wanted for themselves, but rather have value because they contribute to the
production of the final good or service demanded by customers. Since estimates of
price elasticities are easier to obtain for final rather than intermediate products, the
question in principle becomes one of how to infer the elasticity of the one from that of
the other?

At one level, the final service could be characterised as being the provision of
passenger and freight transport services by aircraft operators. The demand for airfield
services is thus derived from the demand for passenger and freight transport services.
Arguably, however, the latter are themselves intermediate products, again not wanted
for themselves, but as a means of satisfying some ultimate consumer want: the
activities engaged in at the destination, either for business or leisure purposes in the
case of a passenger, or the use of the item of freight by the recipient in the case of
freight transport services.

A focus on the demand for air passenger and freight transport services is a useful
starting point as these have been the subject of demand studies and elasticity
estimates. A limitation of such studies is that they are country-specific and do not
distinguish between the demands for air passenger and freight transport services
provided at individual airports. Hence, the resulting elasticities have more to say
about the substitutability between air travel and other transport modes, than between
airports. Nonetheless, if the airports were in separate markets, so that the cross-price
demand elasticities between them are low, then the country-wide demand for airport
services would provide a reasonable estimate of the demands at each airport, at least
after allowance is made for differences in traffic mix between them.

Where an airport serves various consumer groups, the derived demand for its services
will be a weighted average of the demands from each of those groups. However,
since the primary focus of commercial aviation is with passengers, and the great
majority of air freight is carried in the belly-holds of passenger aircraft as a by-
product of meeting passenger demand, attention can probably be limited to the
demand from passengers.

On these assumptions, the price elasticity of demand for airfield services will be
related to the price elasticity of demand for air travel by business and leisure
passengers through standard factors that link intermediate and final product demand
curves. These factors are:

e The price elasticity of demand for the final product (measuring the responsiveness
of buyers of that product to changes in its price, reflecting in part the availability
of substitute products).
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e The relative cost of the input of interest in the total cost of the final product.

e The elasticity of input substitution (measuring the ease or difficulty with which
that input can be substituted for by other inputs, in a given time period).

Although submissions appeared generally to agree with this approach, which appeared
in the Draft Report, some raised concerns about how the Commission had applied the
approach in practice. CIAL raised the following concerns:*'

e The elasticity studies the Commission had referred to (see below) were for other
countries and were not airport-based.

e The elasticities related more to substitutability between air travel and other
discretionary expenditures, than to substitutability between airports by airlines.

e There was no mention of the time periods covered by the studies, nor the expected
speeds with which higher landing charges would be reflected in higher ticket
prices, and hence in passenger demand responses.

e Although the Commission noted in the Draft Report that there are likely to be
differences in price elasticities of demand between business and leisure
passengers, and between domestic and international passengers, it did not attempt
to use these to compute airport-specific price elasticities of demand for each of the
three airports to reflect their different passenger mixes.

AIAL considered that the Commission’s approach to elasticity estimation was
fundamentally flawed, mainly because it assumed that airlines pass on changes in
airfield charges to ticket prices, which AIAL thought was unlikely, and because
changes in landing charges bear no relationship to movements in airline ticket pricing.
Nonetheless, whilst disagreeing with the approach, AIAL concurred with the ultimate
finding that “the price elasticities of demand for the range of likely changes in airfield
charges are small...”*

Each of the three factors listed in paragraph 3.75 is now examined in turn, in the light
of these submissions.

Demand Elasticities for Air Travel

In some countries and regions air travel in general, and therefore airports as a group,
may be constrained, at least in part, by competition from other transport modes
serving the same routes. Possible examples include the high-speed trains in Europe,
and leisure travel along the eastern seaboard of Australia. If such were often the case,
the ability of airports to exploit any potential market power they might appear to have
as input providers would be constrained by the contestability in the final product
market for transport services.

°! CIAL Submission on the Draft Report, 14 August 2001, Part B, pages 9-10.
52 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 49, paragraph 3.13.
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However, although other transport modes may offer some limited competition at the
margin (most likely for small aircraft on short flights, and for long-term pleasure
travellers), air travel is much faster, which is a factor especially valued by business
travellers. In addition, there tend to be fewer alternative modes of transport available
to long-haul passengers, particularly when crossing a body of water. Hence, it would
appear that airports are unlikely to be constrained in their pricing behaviour by
competition to airlines from other transport modes to any significant degree. Put in
economic terms, the demand for air travel is unlikely to be influenced much by the
presence of other transport alternatives. There is no evidence that airlines in New
Zealand compete directly with other transport modes, except possibly for some
limited classes of freight.

The more elastic the demand for the final product, the more elastic (or less inelastic)
will be demand for intermediate inputs used in its production, all else remaining the
same. Overseas studies of the demand for air travel suggest the price elasticity is
moderately high. One survey by Tretheway and Oum, which referred to studies
published in the 1980s, mentioned a range of between -1.1 and -1.3 for Canada (based
on a 10% drop in price), and figures of -1.15 and -1.5 for business and leisure
travellers respectively in the United States.” The latter pair of figures reflect the
established view that business travellers are less price sensitive than leisure travellers.
The figures represent the percentage change to be expected in quantity demanded
from a one per cent rise in price.

There are no comparable estimates for New Zealand. As a consequence, in the Air
New Zealand/Ansett Holdings business acquisition authorisation application in 1996,
the applicant recommended, and the Commission accepted, that for New Zealand the
use of a price elasticity of demand of -1.5, averaged across all domestic air travellers,
was appropriate.** This figure was said by Air NZ to reflect overseas experience of
airline demand.

The time periods implicit in these estimates are not known. Although the estimates
relate to demand for the final product—air travel—on a national basis, and no doubt
reflect substitutability between air travel and other discretionary expenditures, they
are an appropriate basis for estimating the associated demand elasticity for an input,
airfield services. The lack of New Zealand-based estimates is not helpful, however.

One of CIAL’s concerns can be addressed by recognising that the price elasticity of
demand for international air travel is higher than for domestic air travel. This is
because much more international travel is leisure related, and hence more
discretionary and income sensitive, and because of the availability of substitute
destinations. In addition, international travel is typically more costly than domestic
travel, implying that a given percentage rise in price would have a relatively larger
‘income effect’.” There may be other factors, such as exchange rate risks related to

> Michael W. Tretheway and Tae H. Oum, Airline Economics: Foundations for Strategy and Policy,
Vancouver: Centre for Transportation Studies, University of British Columbia, 1992, pages 14-15.

> Commerce Commission, Decision No. 278: Air New Zealand Ltd/Ansett Holdings Ltd/Bodas Pty Ltd,
Wellington: Commerce Commission, 3 April 1996, page 84.

>> The income effect of a change in price is that proportion of the change in the quantity demanded that
is attributable to the consumers change in real income. The higher the initial price of a good, the
greater the income effect generally will be, for a given percentage increase in price. For example, a
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spending money, and possibly fears of international terrorist attacks, which may also
make international travellers more sensitive to changes in the price of air travel.

The demand price elasticities for air travel at individual airports can then be estimated
as the weighted averages of the differing demand elasticities of domestic and
international travellers, where the weights used are the proportions of such travellers
in the passenger mixes of each of the airports. The overseas studies quoted above
suggest that for domestic passengers, a figure of about —1.3, being the rough midpoint
of the range, might be appropriate. There are no demand price elasticity estimates for
international passengers, although there are reasonable grounds (as explained above)
for expecting that elasticity to be higher (in absolute terms). Support is provided by
the extra demand created by cut-price airlines, such as Freedom Air and the former
Kiwi International. Hence, a figure of —1.8 is used arbitrarily here.

Although the airports argued otherwise,™ the results derived later in this Report are
not, in fact, very sensitive to the value chosen for the final product demand price
elasticity, given that, using all reasonable values, the input demand price elasticity is
likely to be very low.

Relative Cost of the Input

The relative cost of the input in question (airfield services) in the price of the final
product (air travel) is important. If, as is the case, the cost of the input contributes
only a small amount to the cost of an airline ticket, then even if the price of that input
were hypothetically to as much as double, the increase in the airline’s costs, and hence
in the prices of its tickets, would be relatively small. The combination of the large
increase in the input price, and the resulting small fall in the quantity demanded,
would generate a low price elasticity of demand for the input.

However, CIAL questioned how quickly a rise in the price of the input would, in fact,
be fed through into ticket prices.”’” If there were a delay, caused by the airlines
absorbing the extra cost themselves, there would be no passenger response, and so the
input demand curve would be perfectly inelastic. Further, even if the extra charge
were to be passed on in higher ticket prices, and there were a fall in passenger
numbers, that might not translate into any reduction in the number or size of planes
using the airfield. In this case, there would also be no change in the demand for the
airfield services input, as the landing charge is levied on the fully-loaded weight of
aircraft, not on seat-occupancy rates.

These comments can be interpreted as bearing on the speed at which changes in
landing charges impact on the demand for airfield services. Although the immediate
impact of a moderate increase in charges may be muted, the longer-term impact is
likely to be more complete. This suggests that the Commission’s estimates of the
price elasticity of demand for airfield services at each of the three airports on the basis
described here will, all else being the same, be an upper bound estimate of the short-

10% increase on a $1,000 overseas ticket would amount to $100 extra, compared to $10 for a $100
domestic ticket.

*% For example, AIAL Submission on the Draft Report, 14 August 2001, Attachment 2, pages 10-11.
°" CIAL Submission on the Draft Report, 14 August 2001, Part B, pages 21-22, paragraph 99.
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run (say, less than six months) figure, and be more representative of the position in the
longer-term.

It is generally accepted that airport charges constitute a small proportion of the cost of
an airline ticket. A figure of 3% for the proportion of aeronautical charges to airline
operating costs has often been quoted. However, Doganis points out that this figure
was a world average that concealed wide variations between airlines and between
short- and long-haul flights.”® For example, he found that for most European charter
airlines, which generally operate on short hauls, airport charges represent about 15%
of their total operating costs. The percentage costs are higher for such airlines, as they
have lower operating costs (because of the lower costs of crew and catering).

The proportion of airfield charges in airline costs and prices varies between aircraft
types and routes. Aircraft used by different operators vary widely in size, and
consequently their sensitivity to airport charges is likely to vary. Long-haul flights
tend to use large aircraft, and short-haul flights small aircraft. The former are less
likely to be deterred from using airport facilities by an increase in charges, because
the increase is likely to form a smaller proportion of their costs and of passengers’
airfares.

In New Zealand, the indications are that airports’ charges constitute less than 10% of
the operating costs of airlines for domestic routes.” In consequence, in the Draft
Report the Commission used an average figure of 7% as the proportion of landing
charges to ticket prices. In contrast, CIAL had, as part of its December 2000 charging
document, calculated figures of about 1.6% for domestic services and about 0.8% for
international services. These figures seem unduly low. BARNZ submitted that the
7% figure was reasonable.*

The Commission asked Air NZ to provide estimates for domestic and international
flights. Air NZ responded with the figures given in Table 2, which differentiated by
airport and by type of passenger.®'

Table 2
Average Percentages of Landing Charges to Ticket Prices
for Air NZ at the Three Airports

Airport International Domestic
passengers passengers
Auckland [] []
Christchurch [] []
Wellington [ ] [ ]

The Commission proposes to use the figures in Table 2 as the basis for its price
elasticity calculations. The figures are based on local operating conditions, and are
from a carrier whose activities cover the full range of provincial, main trunk and
international services.

*¥ Rigas Doganis, The Airport Business, London: Routledge, 1992, pages 62-63.

%% The more significant operating costs of an airline are maintenance, fuel and salaries.
5 Conference Transcript, page 623.

6! Air NZ Response to Section 98 Notice, 14 January 2002.
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Elasticity of Input Substitution

In theory the demand for airfield services could be more price elastic than that of the
final product if there were alternative inputs that could easily be substituted for
airfield services. In this case, any attempt by airports to raise their landing charges
would be met by airlines switching to alternative inputs, resulting in an elastic
demand response from users and hence little market power on the part of airports.
However, there appears to be no close substitutes for airfield services available
currently or in prospect. This factor cannot, therefore, be expected to exercise a
competitive constraint on the behaviour of airports, nor to significantly influence the
price elasticity of demand for airfield services.

Estimating Demand Elasticity

The preceding discussion suggests that the elasticity of input substitution factor can
safely be ignored in estimating the price elasticity of demand for airfield services.
Only the first two factors—the final product price elasticity of demand and the
relative cost of the input—need to be considered. The price elasticity of demand for
airfield services is found by multiplying those two elements together. For example, if
the final product price elasticity were -1.5 as suggested in the Draft Report, and
airport charges were to amount to, say, 7% of ticket prices on average, then the price
elasticity of demand for the airport services input on average would be: -1.5 x 0.07 = -
0.105. As noted above, this will generate an upper bound estimate on the assumption
that aircraft landings for various reasons, will not necessarily respond by falling in
response to the increase in landing charges.

In Table 3, the price elasticities of demand for air travel for domestic and international
passengers, and the proportions of landing charges to ticket prices for domestic and
international flights at the three airports—the elements determined above—are
multiplied together to generate separate estimates of price elasticity of demand for
airfield services for domestic and international passengers at the three airports. In the
case of Christchurch and Wellington, the derived demand of international passengers
is less elastic than that of domestic passengers. While this may seem counter-
intuitive, given that the air travel demand of international passengers is more elastic,
this merely reflects the offsetting effect of the much lower average of landing charges
to international ticket prices at those two airports.

Table 3
Estimates of Price Elasticity of Derived Demand of Domestic and
International Passengers for Airfield Services at Each Airport

Airport Passenger type | Price elasticity of Proportion of Price elasticity of
demand for air landing charge in derived demand

travel ticket prices for airfield services
Auckland Domestic -1.3 [ ] [ ]
International -1.8 [ ] [ ]
Christchurch Domestic -1.3 [ ] [ ]
International -1.8 [ ] [ ]
Wellington Domestic -1.3 [ ] [ ]
International -1.8 [ ] [ ]
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The price elasticities of derived demand of domestic and international passengers for
the airfield services at each of the three airports estimated in Table 3 are converted
into a single weighted average for each airport in Table 4. The weights are provided
by the domestic/international passenger number proportions at each of the airports for
the year ending 30 June 2001 (or 31 March 2001 in the case of Wellington).

Table 4
Estimates of Weighted Average of the Price Elasticity of
Derived Demand for Airfield Services at Each Airport

Airport Domestic/international Weighted average price
passenger split elasticity of derived demand
Auckland 0.402/0.598 [ ]
Christchurch 0.739/0.261 [ ]
Wellington 0.872/0.128 [ ]

The revised estimates in Table 4 indicate, as did the estimates in the Draft Report, that
the derived demand for airfield services at each of the three airports is very price
inelastic.”” The implication is that, in the absence of off-setting factors, airports have
significant pricing power, since the exercise of that power would have little impact on
the demand of users for the intermediate input.

Conclusion on Demand Elasticities

All parties agreed that the demand for airfield services was likely to be very inelastic,
even though some questioned the way the Commission had quantified those
elasticities in the Draft Report.” The Commission has now revised its approach to
take account of the point that domestic and international passengers are likely to have
significantly different elasticities of demand for air travel, and thus to produce
different price elasticities of the derived demand for airfield services at each of the
three airports. Although such estimates are only approximate, they do not have a
large impact on calculations done subsequently in this Report.

Conclusion on Existing Competition

Although aircraft can be shifted between routes, implying substitutability of airports
from a supply-side perspective, from the demand-side view, airlines supply their
services to meet demand by passengers and freight for particular point-to-point routes.
As passengers generally travel only from or to the most convenient airport, and most
freight is carried in the cargo-holds of passenger aircraft, the ability of airlines to
switch between airports is limited.

52 These elasticity estimates are somewhat lower than those calculated in Australia in the early 1990s
by the Prices Surveillance Authority (PSA), where the elasticity of derived demand for aeronautical
services (including passenger terminal use) for interstate flights was estimated to fall in the range of
-0.1 to -0.225. Although the PSA appears to have used relatively high values for the relative cost of the
input, no mention was made of the price elasticity of final demand used. See: Inquiry into the
Aeronautical and Non-aeronautical Charges of the Federal Airports Corporation, Report No. 48,
Melbourne: PSA (1993), pages 39-40. Efforts to obtain the information used to make these
calculations were unsuccessful.

% For example, CIAL Submission on the Draft Report, 14 August 2001, Part B, pages 9-10.
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In this Chapter, the Commission has broadly canvassed whether airports are in
competition with each other in the airfield services market, or whether each operates
in a geographically distinct market. The Commission’s generic analysis suggests
(subject to analysis on an airport-by-airport basis) that, for most traffic, none of the
three airports faces significant competition either from the others, or from other
regional airports. The constraints posed by existing competition are considered in
more detail for each airport in the airport-specific chapters later in this Report.

COUNTERVAILING POWER AND REGULATION

As noted in Chapter 1, the current regulation of airports relies principally upon the
countervailing power of airlines, and the requirements on airport operators to disclose
information about their operations and to consult major customers.

At the Conference and in submissions, the views of the airlines and the airports on the
strength of the countervailing power of the airlines differed markedly. BARNZ
agreed with the Commission’s preliminary finding in the Draft Report that none of the
three airports is likely to be significantly constrained by countervailing power of
airlines under the current regime, and that the airlines stand to lose greater amounts
than airports from withdrawing custom.*® In contrast, the airports considered that the
Commission had not given sufficient weight to the regulatory regime, and to the
countervailing power of the airlines.”

When the regulatory regime was being considered in the late 1980s, one argument
was that the presence of three major independent airports lent airlines some degree of
countervailing power in the event of a major dispute over airport charges for
international flights. It was suggested that some flights might be switched between
airports, with Wellington’s Australia flights being suggested as being the most
vulnerable, since they could be moved either to Christchurch or Auckland.®

As a matter of principle, the ability of airline buyers to exercise countervailing power
against the airport suppliers of airfield services would seem to depend upon a number
of factors, including the following:

e The level of buyer concentration.

e The ability to switch between alternative suppliers.

e The ability to retaliate by imposing costs upon suppliers.

e The ability to restrain suppliers through the consultation process.

Each is introduced below, and discussed in detail in the airport-specific chapters.

% BARNZ Submission on the Draft Report, 10 August 2001, page 18, paragraph 8.2.
% For example, AIAL Submission on the Draft Report, 14 August 2001, Part A, Page 13.
5 Travers Morgan, Airports Regulatory Review, 1989, page 49.
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Buyer Concentration

A buyer must account for a substantial portion of a supplier’s business before it has
the potential to exert significant countervailing power against that supplier. The threat
by a small buyer to switch its business elsewhere will have little impact on the
supplier’s behaviour. Thus, the size of the airlines and their collective efforts may
assist them in exerting countervailing power against the market power of the airports.
However, in some situations, it may be a breach of the Commerce Act for the airlines
to act collusively.

The Commission notes that BARNZ does not make decisions for its members.
BARNZ submitted that section 30 of the Commerce Act means members cannot act
collectively in pricing matters. As a result, any countervailing power they have
cannot be collectively acted upon or exercised. BARNZ presents a unified voice upon
common issues, but does not direct or engage in unified action. This limits the
airlines ability to act collectively.?’

Ability to Switch

The ability to switch to alternative suppliers is a crucial underpinning required for the
exercise of countervailing power. One factor favouring countervailing power is that
airlines’ capital (in contrast to that of airports) is relatively mobile, and hence has the
potential to be deployed elsewhere. For example, overseas-based international
airlines have the power to deploy their limited fleets to destinations in other countries,
and some have withdrawn services to New Zealand, or resorted to code-sharing, when
services proved to be unprofitable (or code-sharing more cost effective). Having said
this, airlines do invest in costs that become sunk at particular airports (e.g.,
maintenance facilities), thereby reducing their ability (and hence the credibility of any
threat) to move elsewhere, and undermining any countervailing power they might
possess.

The earlier discussion on demand-side considerations in geographic market definition
suggested that most domestic travel is destination-specific, and that the decisions of
airlines to use particular airports reflects customer demand. Airlines respond
primarily to the point-to-point demands, and as a result appear to have limited ability
to divert traffic to other destinations as a way of putting pressure on airports that they
consider to be over-charging. Hence, the attempt by an airline to exercise
countervailing power by threatening to switch to another airport is likely to lack
credibility, and therefore to be unsuccessful.

Ability to Impose Costs

Airports, especially the smaller ones, may be vulnerable to changes in airline
schedules at short notice. For example, in 1995 Dunedin Airport found that in the
space of a week the two major airlines using the airport—Air NZ and Ansett New
Zealand—which previously had supplied their schedules for the year, both announced
that they were switching from jets to mainly turboprop aircraft. These aircraft fell in a
lower charging weight group, so that even with increased frequency total revenues

" BARNZ Submission on the Critical Issues Paper, 26 April 2001, page 31, paragraph 23.1.
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fell. Other airports have made the same claim. Airports reliant on a very few airlines
are susceptible to risks that aircraft will be downgraded. The downgrading of aircraft
results in reduced revenue for airports until landing charges can be reset.

Landing charges can only be set after consultation with substantial customers. In
addition to having to consult over charges, airport companies must also consult on all
major capital expenditure decisions. This is often tied up with the setting of prices, as
the key debate is generally how and when the costs of the investment will be
recovered.

The consultation process required before charges are set typically lasts one-and-a-half
to two years, which delays the implementation of any price increase, and imposes
costs that may make airports think twice before proposing changes in the first place.
However, under the Airport Authorities Act, the airports are required to consult on
charges every five years, regardless of whether they increase (or decrease) charges.

In addition to the costs associated with consultation, the major airlines have
demonstrated a willingness to withhold airport payments and to consider court action.
The airports are unable (for safety reasons) to deny landing facilities to an aircraft.
Litigation imposes substantial costs on an airport, both in terms of the expenses of
lawyers and experts and in diverted management time. Both AIAL and WIAL have
been involved in litigation with the airlines in recent years.

Clearly, airlines do have some power to impose, or to threaten to impose, costs on
airport companies with whom they are in dispute.

Ability to Gain From Consultation

Airlines face the incentive, as users interested in minimising their costs in a
competitive industry, to monitor airport charging and efficiency. The statutory
consultation process provides an avenue through which this monitoring may take
place. However, there has been dissatisfaction with the consultation process and its
outcomes. This could reflect in part the existence of a single supplier, rather than
airlines being able to choose between competing suppliers (in terms of a given
destination).

Experiences and outcomes from recent consultation between the airports and airlines
are discussed in the airport-specific chapters.

Conclusion on Countervailing Power and Regulation

The Commission considers that the potential countervailing power of the airlines
cannot be ignored as a feature in the relevant markets. The current regulatory regime
may provide some constraint on airports, the extent of which is considered in the
airport-specific chapters. However, the Commission considers that, from a generic
perspective, this constraint is unlikely to be sufficient to prevent competition in
airfield services from being limited at each of the airports.



3.120.

3.121.

3.122.

3.123.

3.124.

3.125.

&5

CONCLUSIONS

The purpose of this Chapter has been to consider the markets appropriate for this
Inquiry, and to provide a general assessment of the competition facing (and
constraints imposed on) the airports in the supply of airfield activities. In terms of the
product dimension of the market, it was considered appropriate to define an airfield
services market, which encompassed the range of functions included in the definition
of airfield activities in the Airport Authorities Amendment Act. This had the effect of
making congruent the definition of the market and the area of the airports’ operations
subject to the Inquiry.

In terms of the geographical dimension of the market, the generic analysis of
passenger and airline demand suggested that, for most traffic, none of the three
airports face significant competition from each other or from other regional airports.
This suggests that there are geographically distinct regional airfield services markets.
The lack of competition stems from passenger demand tending to be specific as to
departure and arrival points, and from passengers being unlikely to switch to other
airports. This is tested further in the airport-specific chapters.

This tendency is reinforced by the fact that, although passenger demand for air travel
appears to be fairly price elastic, the associated derived demand for airfield services is
highly inelastic because airfield charges make up a small proportion of the price of air
travel. For these reasons, an airport that sought to exploit market power by raising its
landing charges would not be prevented from doing so by passengers switching to
another airport, since the increase in landing charges would have a very small impact
on ticket prices, even if they were to be fully passed on by airlines.

The ability of another airport to be built is a potential constraint on the ability of the
three airports to exert market power. However, the barriers to the entry of new
airports are likely to be very high, and hence the potential competition from this
source is weak at best. Among the entry barriers are the very large and mainly sunk
investments involved, the stringent resource planning requirements, and the difficulty
of gaining sufficient market share to spread the overhead costs thinly so as to be able
to compete against a determined and well-established incumbent.

Another constraining factor is the possibility that certain regional airports might
constitute ‘near entrants’ into the relevant markets, especially if they were to be
upgraded to handle larger aircraft, or if new airlines were to set up and use them.
However, while it is recognised that competition at the margin from regional airports
may provide some constraint, the degree is limited by the geographical nature of
demand, and by the apparent unwillingness of the major airlines to divert international
flights to regional airports. Hence, existing competition from regional airports cannot
be relied upon to be effective in preventing the airports from exerting market power.

A further possible source of constraint is the countervailing power of airlines, which
is fostered by the airport specific regulatory regime, under which the large airports are
obliged to consult with their major customers over pricing and major investments, and
to furnish information about their operations. The airports have argued that they are
indeed constrained to some degree by such countervailing power, and have cited
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instances where that seems to have been the case.”® However, the Commission
considers that, generically speaking, countervailing power provides a counterweight
to the market power of the airports only to a limited extent. This is discussed in detail
in each of the airport-specific chapters.

3.126. No conclusions are reached in this Chapter regarding whether airfield activities
provided by the three major international airports are supplied or acquired in a market
in which competition is limited or is likely to be lessened. This question is addressed
separately for each airport in the airport-specific chapters.

5 For example, CIAL Submission on the Draft Report, 14 August 2001, Part B, pages 11-12; Part C,
pages 79-81.
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4. PRICING PRINCIPLES
INTRODUCTION

The Commission considers that, as part of the process of determining whether the
second statutory threshold for control (section 52(b)) has been met, and whether
control should be recommended, it must judge the behaviour of the airports against an
‘efficient prices’ standard. The Commission considers the process of forming such a
judgement makes the costs of the current situation and the potential benefits of control
more apparent.

Submitters have expressed a general desire for pricing principles that can be used to
determine efficient prices and evaluate airport behaviour.” However, submitters
differed on the detail of such principles.

Submitters generally agreed with the Commission’s position in the Draft Report that a
starting point for determining appropriate pricing principles is to look at the positive
characteristics of competitive markets, as they create several important efficiency
incentives.” However, some submitters suggested that it may not be desirable, or
even possible, for the Commission to aim to replicate all characteristics of competitive
markets. Some submitters also noted that competitive markets should be seen as ones
where there is workable and effective competition, not a theoretical ideal of perfect
competition.”!  Accordingly, the Commission has focused its discussion here on
efficiency incentives.

FORMULATING PRICING PRINCIPLES

The following sub-sections consider the relevant pricing principles for promoting
efficiency. These principles are developed within the three aspects of efficiency,
namely, allocative, productive, and dynamic efficiency. The principles are developed,
as far as possible, in generic terms, with their application to airports made in the
second part of the Chapter.

Allocative Efficiency

The level and structure of prices are the key considerations in determining whether
allocative efficiency is achieved.

Level of Prices

Allocative efficiency is achieved when the price paid by any user reflects the costs
incurred in meeting their demand. ‘First best’ efficient pricing requires that users be
charged a price equal to the marginal cost of supply. Marginal cost (MC) is the
additional costs incurred when an additional unit of output is produced.

% For example, BARNZ Submission on the Draft Report, 10 August 2001, page 2.
7 Ibid, page 19, paragraph 11.1.
! For example, CIAL Submission on the Draft Report, 14 August 2001, Part C, page 74.
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Marginal cost as defined above is a private cost. However, production can give rise to
‘externalities’, which those costs and benefit that fall on third parties or society in
general. Where there are significant externalities, MC pricing will not take account of
all the costs and benefits to society. In such circumstances, marginal social cost
(MSC) pricing should ideally be used, which would incorporate those externalities in
prices. MSC equals the MC of production plus any costs borne by (or minus any
benefits accruing to) third parties. Externalities can also be dealt with through
administrative measures(e.g., resource management law and constraints), which may
be more practical (and ultimately less costly) than trying to deal with them through
MSC pricing. Accordingly, it is MC pricing which forms the basis for discussions
here.

For suppliers with a high proportion of fixed costs, marginal cost is likely to be below
average cost, which means MC pricing would yield insufficient revenue to cover all
costs. This would not be sustainable for a business, so pricing above MC to cover a
share of fixed costs may well be legitimate (further discussed below). Fixed costs are
costs that are static and do not change as a result of changes in output. However,
these costs may change in the long term as a result of future capital investments.

Further, natural monopolies typically provide more than one product or service.
Significant common costs make marginal cost pricing unsustainable. Common costs
are those costs incurred by the multi-product firm that are common to two or more
outputs, and may change very little if one of those products is no longer produced.

As a result of fixed and common costs, marginal cost pricing may not comply with
allocative efficiency requirements. This raises the question of what is the most
appropriate second-best pricing alternative? Generally speaking, demand
differentiated pricing that is ‘second best’ covers total costs (needed to ensure firm
survival) while minimising the distortion to allocative efficiency by linking prices
paid by different acquirers to their demand characteristics.”

One form of demand differentiated pricing is Ramsey Pricing, which covers costs by
structuring prices according to demand characteristics. Specifically, the price for each
user (or group of users) would be set by adding a percentage mark-up on marginal
cost, with the size of the mark-up being inversely proportional to the price elasticity of
demand of that user or group of users. The mark-ups are scaled up until revenues
cover costs. By doing this, costs can be allocated more heavily to those with the
greatest willingness to pay; i.e., those users least sensitive to price increases pay the
highest mark-ups, and vice versa.”

An alternative ‘second best’ approach to pricing in circumstances where average cost
exceeds marginal cost at the relevant output levels is the multi-part tariff. A two-part
tariff (the most common form of multi-part tariff) combines a single fixed charge
component that is paid by all users regardless of the quantity of output purchased,

72 Rigas Doganis, The Airport Business, London: Routledge, 1992. W.J. Baumol and R.D. Willig,
Pricing Issues in the Deregulation of Railroad Rates, in: J. Finsinger (ed.), Economic Analysis of
Regulated Markets, London, 1983, page 92.

3 J. Vickers, Regulation, Competition, and the Structure of Prices, Oxford Review of Economic
Policy, vol.13, No.1, 1997.
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together with a variable charge component that increases (often proportionally) with
the volume of output purchased. The fixed costs of the operator are recovered
through the sum of the fixed charges received, while the variable (output-related)
costs are reflected in the variable charge component. Two-part tariffs have often been
used for pricing in access regimes involving natural monopolies, as they allow total
costs to be recovered by charges, while at the margin allowing price to be equated
with the marginal costs of supply. However, this form of pricing has not been used by
the airports for their airfield activities, and it might be difficult to apply given the very
low level of marginal cost and potential difficulties in determining the fixed charge
for each customer.

Another possible ‘second best’ (or ‘third best’) pricing approach is average cost
pricing. This approach would be used where demand differentiated pricing is
preferred but impractical (e.g., there is a lack of information) or undesirable (e.g.,
significant administration costs can be involved with Ramsey Pricing). Average cost
pricing is simpler in practice than demand differentiated pricing, but less effective, in
terms of minimising departures from allocative efficiency. This is because it ignores
potential gains that can be made from structuring prices to take account of differing
demand characteristics.

Given that the approaches taken by the airports to pricing appear to approximate
Ramsey pricing, this is the principle used here for evaluate their pricing structures.
Ramsey pricing does, of course, rely on the ability to price discriminate between
groups of customers and requires information on the demand characteristics of the
customer groups. Those demand characteristics may be inferred to some degree from
the plane weight and route characteristics of different flights.

Normal Returns

Underlying allocatively efficient pricing is an understanding that firms in competitive
markets will earn normal returns. CIAL challenged the Commission’s standard for
determining normal returns. It suggested that—in the Draft Report—normal returns
were not evaluated against a standard of workable and effective competition, but
against a higher standard of perfect competition.” The Commission considers that
some wording in the Draft Report may have given this impression, but in its
application, the approach taken by the Commission did apply a workable and effective
competition standard. The Commission considers that normal returns means returns
commensurate with the risks faced. The weighted average cost of capital (WACC) is
thus used for determining the level of normal returns on the asset base and is
consistent with a ‘workable and effective’ competition standard rather than a perfect
competition standard (where returns would be based on marginal costs). This is
further discussed in Chapter 7.

In competitive markets, any returns in excess of (or less than) normal returns would
reflect superior (or inferior) performance. The airlines challenged the Commission’s
position in the Draft Report of supporting this competitive market characteristic.
They argued that in markets of limited competition it was not possible to judge

™ CIAL Submission on the Draft Report, 14 August 2001, Part C, page 74.
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superior performance, which they say are just excess returns.”” Ideally, superior
performance should be assessed through a cross company benchmarking exercise.
However, this may not always be possible, and a company-specific historical analysis
of such variables as operating costs may provide guidance on the direction of changes
in efficiency over time and, therefore, whether companies face efficiency incentives.

In markets where there is limited competition, it can be difficult to distinguish
superior performance from the attainment of monopoly (excess) returns. Allowance
for any superior performance needs to be made when returns are assessed. To not do
so would place an asymmetric risk on airports, because they would never be allowed
above normal returns (for superior performance), but could receive below normal
returns. Such an asymmetric risk would not promote efficiency.

Service Quality

For a price to be allocatively efficient, the quality of service demanded must be of a
standard that reflects that price, and meets consumers’ preferences. Over time,
product quality is a material consideration in terms of both allocative and dynamic
efficiency.

In markets with limited competition, a firm may seek to improve profits by lowering
service quality. If there are limited substitutes for the service, consumers may have
no choice but to accept the service quality offered (even though a higher quality
would ideally be provided for the price paid). The possibility that consumers will stop
buying the product may provide the only constraint to this behaviour, but this may be
a limited option, particularly for necessities which have no or very limited substitutes.

Gold plating may also occur in markets of limited competition. Gold plating means
that goods or services supplied represent a higher level of quality than what would be
demanded by consumers. Because of the lack of alternatives, consumers are, as
above, forced to pay the higher than efficient price.

Level of Costs and Assets

As operating costs are recovered through prices, they should be minimised for any
given quantity of production. Whether prices are at their most efficient level will
depend, in part, on whether the appropriate level of fixed assets is being used to
support production. Where prices depend on the level of the asset base, a sub-optimal
level of assets could result in prices above or below those necessary to meet demand.

Short-run and Long-run Perspectives on Pricing

In determining allocatively efficient prices, it is possible to take a short-run or long-
run perspective.  Typically, a more short-run perspective is taken given the
uncertainties over the appropriate long-run costs that promote efficient outcomes.
Nonetheless, there may be occasions where a more long-run perspective is desirable.
For example, long-term contracts can provide certainty of future usage and costs for

> BARNZ Submission on the Draft Report, 10 August 2001, page 19.
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both suppliers and consumers, and pricing on such a basis would promote efficiency
in such circumstances.

The airports questioned the pricing perspective of the Commission, in particular the
principle in the Draft Report that today’s consumers should pay today’s costs.”” The
airports suggest there is potential for confusion over the application of this principle.
CIAL in particular asked that the Commission clarify its position, which it felt was
overly short-run focused.”

CIAL argued that the Commission’s principle that today’s consumers should pay
today’s costs, strictly applied, would not allow (legitimately) suppliers to bring assets
into the asset base before they are actually used. It suggested there may be planning
reasons for assets to be brought in sooner, so as to facilitate smooth increments in
capacity.” The airlines opposed bringing assets into the asset base that were not
used.”

The Commission considers that, as a matter of principle, there may be occasions
where future investments should be included in today’s prices and accordingly, it does
not include the statement that today’s consumers should bear today’s costs, as this is
perceived as suggesting a overly short-run pricing perspective. This was not the
Commission’s intention. To include in prices the costs of such investments, the
Commission considers it must be clearly demonstrated that such investments are
efficient. Further discussion on the concept of used and useful is provided in Chapter
5 on asset base.

The Commission considers that the principle outlined in the Draft Report discussed
above (that today’s consumers should pay today’s costs) is subsumed in the over-
riding concern of determining the appropriate level and structure of prices and that,
depending on the circumstances, this may involve taking either a more long-run or
short-run perspective to pricing.

Structure of Prices
The structure of prices has implications for whether cost recovery is occurring in the
most efficient way and whether there is cross-subsidisation, either between different

users of a particular product, or between users of different products.

Demand Differentiated Pricing

Demand differentiated pricing can be practiced in a number of ways and using various
differentiators (e.g., by time of day, by type of customer, etc). The implementation of
Ramsey Pricing requires knowledge of, or good proxies for, price elasticities of

76 For example, AIAL Submission on the Draft Report, 14 August 2001, Part A, page 57, paragraph
4.9.

77 CIAL Submission on the Draft Report, 14 August 2001, Part B, page 13, paragraph 37; Part C pages
37-39.

7 Ibid, Part C, pages 37-43.
7 BARNZ Submission on the Draft Report, 10 August 2001, page 25, paragraph 16.8.
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demand.® Tt is recognised, however, that cost functions and demand elasticities are
not perfectly known. Clearly airports should not be judged inefficient for not
introducing demand differentiated pricing, if the information is not available or if it is
clearly impractical (and administratively costly) to do so. However, the mere
inconvenience of introducing demand differentiated pricing would not provide a
sufficient reason to avoid introducing such prices. The Commission considers the
efficiency of pricing structures must be judged in the light of the above
considerations.

Cross-subsidisation

Cross-subsidisation can be said to exist where the incremental revenue earned from
the sale of a given product is either below the incremental cost or is above the stand-
alone cost of supplying that product. Incremental cost is the additional costs imposed
by a product (or group of users) on a supplier. They include all the additional
marginal, fixed and common costs created by supplying the product. Stand-alone
costs are those costs incurred by a supplier in producing only the one product. They
are the minimum costs that an efficient supplier would incur in providing the service.
Two potential cross-subsidisation concerns can emerge:

e If a supplier charged a price lower than the incremental costs of supply, its
revenues would not cover its cost. If, at the same time, the supplier is still cost
recovering over all, this suggests that the consumers of one product are supporting
the consumers of another product. This does not send appropriate signals for
resource allocation and use. It may also be perceived as unfair by consumers.

e If a supplier charged a price above the stand-alone cost of supply, it would imply
over-recovery. Once again, inappropriate signals for resource allocation and use
are created. In addition, if the concept of stand-alone costs makes no allowance
for the economies of scope that can be gained from providing several products
together, and a monopolist charges for each product up to its notional stand-alone
costs, with no adjustments to reflect economies of scope, it would also over-
recover.

To prevent cross subsidisation, a cost allocation approach is often taken. Complicated
cost allocation models may be developed. However, the avoidance of cross-
subsidisation requires that administrative costs of having separate charges be taken
into account. It might also be commercially impractical to measure the incremental
cost of each user and to charge accordingly. Further, many products are marketed on
the basis of a single price. To do otherwise could be costly for firms and confusing
for consumers.

% Prices may also have to be adjusted where cross-elasticities are significant. There may also be
demand complementarities between airports. For example, a domestic flight must involve two airports,
so that the demand by aircraft operators for the use of one will be influenced, not only by the charge it
levies, but also by the charge levied by the other. This may have to be factored into Ramsey-compliant
charges.
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Productive Efficiency

Productive efficiency means meeting demand at the lowest possible costs, including
minimising transaction costs resulting from exchange of products. In the short-run,
this involves choosing and making best use of the appropriate level of variable inputs.
Over time, it involves making investments that ensure that costs can continue to be
minimised.

In evaluating whether prices are efficient, it is important to assess whether firms can
further reduce costs. This could be done by considering the mechanisms that could
drive cost minimisation. Competition forces firms to minimise costs, subject to
consumers’ quality demands, or risk losing supply to other providers.

However, where competition is lacking, other factors would have to be considered to
determine whether sufficient incentives for cost minimisation remain. A producer
who faces limited competition in a market may lack the competitive pressures to
remain efficient in production. Organisational slack may creep into its operations,
bureaucracy may expand, principle-agent problems may arise, salaries may become
inflated, and waste may occur, all because a satisfactory level of profit is assured even
when the firm is less than fully efficient. As a result, costs in general may increase.
The increase in costs is a measure of the value of the resources being wasted, which in
turn indicates the value of the output foregone by the economy as a whole from those
resources not being employed more productively and efficiently elsewhere.

Profit motivation can encourage cost minimisation, but the incentives it provides may
not be sufficient. For example, a monopoly may be able to earn above normal returns
even without being productively efficient. Costs would ideally be benchmarked in
various ways to determine the true strength of the incentives facing firms to be
productively efficient and whether cost minimisation has been achieved.
Benchmarking has its own difficulties, however, and a judgement on the potential
benefits of such exercises against the costs would have to be made.

Dynamic Efficiency

Dynamic efficiency means maintaining allocative and productive efficiency over
time. In practice, this means making investments and innovating so that costs
continue to be minimised and prices over time generally reflect this.

For industries where new and improved products and production processes could be
expected to be introduced relatively frequently, dynamic efficiency is largely about
ensuring such improvements are introduced in a timely fashion.

For industries characterised by large long-term investments, and slow innovation in
‘new and improved’ products and production processes, dynamic efficiency is largely
about appropriate new investment management, particularly appropriate investment
choices and the timing of those choices. Determining appropriate costs over time
requires considering whether current, and prospective, investments are necessary.
Over- or under-investment should be avoided.
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Generic Pricing Principles

Given the above considerations, the Commission considers the following pricing
principles are suitable for determining efficient prices and evaluating supplier
performance:

a) Prices should be as close as possible to their allocatively efficient level over the
medium-term. This requires that:

e Prices are commensurate with the level of service quality demanded
(allocatively efficient, subject to minimum legal safety standards).

e Prices are based on appropriate costs (productively, and dynamically, efficient
costs).

e Prices encourage efficient use of a supplier’s facilities and avoid cross
subsidisation.

b) Prices should allow for a normal return to be earned by suppliers over the
medium-term. This requires that:

e Normal returns are calculated on an appropriately determined asset base and
rate of return, and cover efficient operating costs, and no more.

e Returns that are greater, or lesser, than the normal rate should reflect superior,
or inferior, performance respectively.

c) Prices should be dynamically efficient over the medium-term. This requires that
over- or under-investment be avoided, and that appropriate price signals are sent
for investment (or divestment).

The above principles should not be seen independently, but rather as inter-related
considerations for evaluating efficiency.

Prices (and costs) can be susceptible to short-term fluctuations in market conditions.
The principles above are expressed over the medium-term, so that such short-term
fluctuations do not distort judgements on whether prices are efficient and suppliers
have been behaving efficiently. The Commission considers this is desirable for
evaluating whether the potential benefits (if any) of control could be realised.

APPLICATION TO AIRPORTS

This section discusses in general terms the pricing principles in the context of airports.
Airport-specific issues are examined in the relevant airport-specific chapters.
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Allocative Efficiency
Level of Prices

Airports are capital intensive with a number of large fixed assets, such as runways. In
the short-run, marginal costs are very low, because of this. Given large fixed assets,
prices set at marginal cost will be unlikely to cover the costs of airports owners,
thereby threatening their survival. There are also common costs associated with
various airport activities. As a matter of principle, all submitters to this Inquiry were
supportive of the Commission’s position that fixed and common costs be recovered.
However, there was disagreement on what the appropriate level of fixed costs were,
and how the common costs should be apportioned.*

The airport-specific chapters evaluate the appropriateness, or otherwise, of the airport
specific fixed and common costs and whether the airports have set prices in excess of
total costs: in short, whether they are earning above normal returns, or not, and the
efficiency implications of this.

Service Quality

Evaluating whether desired service quality has been achieved at airports can be
difficult. Service quality variables would ideally need to be benchmarked, although
this can be complicated given interdependent factors that impact on service quality,
such as terminal congestion (e.g., as a result of customs or check-in delays) causing
airfield congestion. The disclosure obligations of airports include a requirement to
disclose the number and duration of unplanned interruptions to certain airfield
activities (e.g., runway services). The disclosures made to date seem to indicate that
there are few service quality issues regarding airfield activities at the airports.
Submissions also indicate that there is, in general, no concern over poor service
quality at each of the airports.*

In markets of limited competition, there is the potential for gold plating by suppliers.
The airlines suggested that gold plating may be an issue at the airports. They raised
this issue mainly in the context of the new terminal building at Christchurch
International Airport.* The pricing of terminal services is, however, outside the scope
of this Inquiry. Given the nature of airfield services, it seems likely that the prospect
for gold plating is limited. Runways and taxiways, for example, are usually designed
to international requirements.

Level of Costs and Assets

Airfield operating costs are variable costs, in that they change as output volumes
change. The maintenance costs of a runway are related to the wear and tear of the
sealed surfaces, which is in turn directly related to the number of aircraft movements
and the weight of aircraft. The costs of airport rescue fire services varies (at specified
increments) depending on the number, mix and size of aircraft using the airport.

81 BARNZ Submission on the Critical Issues Paper, 26 April 2001, page 39.
2 BARNZ Submission on the Draft Report, 10 August 2001, page 37, paragraph 35.1.
% BARNZ Submission on the Critical Issues Paper, 26 April 2001, page 38, paragraph 27.9.
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There are numerous ‘lumpy’ investments needed for airfield activities, i.e., infrequent
investments with large fixed costs. At each of the airports there are also assets held
for future development and not currently used (at least not for airfield activities). The
airlines objected to the inclusion of assets being held for future development in
pricing.¥ They argued this raised prices beyond an allocatively efficient level.®
Airports responded that the assets should be included in the asset base for dynamic
efficiency, as prices would then reflect the congestion costs that (in their opinion) are
expected to emerge over time. They believe their approach is just smoothing prices
over time.*

AIAL presented comments from Professor Alfred Kahn, who said:*’

According to the Commission’s pricing principles, “Prices should send appropriate signals for
determining whether new investment ...would be efficient.” This is precisely the reason why
inclusion of either short-term marginal congestion costs or their surrogate, the capital costs of
additional investment to hold those costs within efficient limits, should be reflected in price
currently. This principle clearly justifies AIAL’s assertion that “land held for future use that is
associated with current operations can be included in the asset base where there is an intention
(and reasonable certainty) to use the land at a future date for operational purposes”, and there
is agreement from substantial customers on the prudency of that intention.

Kahn’s starting point seems to be reliant on the principle in the Draft Report that
prices should send appropriate signals for new investment and does not seem to be a
criticism of this principle per se. But it does raise the issue of what costs should be
considered as short-run costs.

Kahn highlights how MSC should include marginal short-run congestion costs where
these exist and argues that capital costs “required to hold those costs within efficient
limits” can be an appropriate surrogate for such costs. He does not, however, form a
judgment on whether congestion costs are actually significant enough in the AIAL
case for capital costs to be a reasonable surrogate for those costs. He also quotes
AIAL’s qualification that there must be ‘reasonable certainty’ that the land will
alleviate such congestion. Kahn provides an additional qualification to his view,
when he suggests there may have to be agreement from substantial customers on the
prudence of the intended investments.*

In evaluating the level of prices for airports, the Commission considers it is
appropriate to take a medium-term perspective to pricing. In its application to future
investment this means the Commission errs on the side of taking a more short-run (as
opposed to long-run) perspective to pricing, given the general nature of airfield
investments where there is significant time between capital investments and formal
contracts have not been entered into, although a medium-term perspective is aimed
for overall. To do otherwise could result in excess returns being earned by the
airports.

% BARNZ Submission on the Draft Report, 10 August 2001, page 25, paragraph 16.8.

% Conference Transcript, page 629.

8 For example, AIAL Submission on the Draft Report, 14 August 2001, Part A, pages 61-71.
%7 Ibid, Part A, pages 14-15.

% Ibid, Attachment 3, page 13.
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Structure of Prices

Demand Differentiated Pricing

Airports typically determine charges on the basis of allocated costs, rather than
according to demand differentiated principles. This probably reflects the difficulties
inherent in calculating Ramsey prices in practice, and that it may be easier to justify
the charging structure to users if it can be related to costs. Moreover, cost-based
pricing is supported by the International Civil Aviation Organisation (ICAQO), which
has stated that, as a general principle, it is desirable that users ultimately bear their full
and fair share of the cost of providing the airport.”

In addition, the current regulatory approach in New Zealand discourages certain forms
of demand differentiated pricing by airports, such as charging various substantial
customers differently. This is because of the incentive for substantial customers to
negotiate collectively with airports. Bilateral agreements between countries also often
prevent discriminatory pricing by airports between different international airlines (in
that domestic airlines cannot be charged less than foreign airlines). Together, these
factors seem to limit the potential for demand differentiated practices.

If an airport were to try and set Ramsey-compliant airfield (essentially, landing)
charges, it would probably start from the recognition that the bulk of the airfield costs
are invariant with the number of aircraft movements, and hence are not able to be
allocated between movements in any sense that would be helpful to decision-
making.” The marginal (or additional) cost of an additional aircraft movement would
amount to the additional wear-and-tear on the runway pavement and associated
taxiway and apron, and that would be small. As the other costs are incurred
regardless of whether that aircraft uses the runway or not, they have to be recouped
through Ramsey-based mark-ups.

As noted, the mark-up would depend upon the underlying demand elasticity of the
user, which in turn would reflect the size of the aircraft making the movement and its
purpose. For example, a given increase in runway charges would probably tend to
have a much bigger impact on the demand from GA aircraft, at least in part because
that charge would convert into a much higher levy per passenger, and hence reduced
demand for seats. Hence, it can be inferred that operators of larger aircraft will
probably have a more inelastic demand for runway use, whereas for smaller aircraft
the demand will be more elastic. Therefore, as a general rule of thumb, Ramsey
prices would be higher for larger aircraft, and lower for smaller aircraft.

¥ ICAO’s Policies on Charges for Airports and Air Navigation Services, 2001; ICAO Airport
Economics Manual, 1991. Note that New Zealand is a contracting state.

% For example, W. J. Baumol, M. F. Koehn, and R. D. Willig (1987), How Arbitrary is ‘Arbitrary’? —
or, Toward the Deserved Demise of Full Cost Allocation, Public Ultilities Fortnightly, vol. 120,
September 3rd, pages 16-18; and I .N. Kessides and R. D. Willig, Restructuring Regulation of the Rail
Industry for the Public Interest, in: Railways: Structure, Regulation and Competition Policy,
DAFFE/CLP(98)1, Paris: Committee on Competition Law and Policy, OECD, 1998, pages 151-52,
154-55.
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A practice frequently used by airports (including the subject airports) is to set runway
charges in relation to the weight of aircraft, usually in exact proportion to the
maximum certified take-off weight (MCTOW) of an aircraft—albeit weight bands are
often used for administrative simplicity. A consequence of this approach is that larger
aircraft bear a larger amount of the fixed costs (both in terms of the total charge per
aircraft landing and in terms of the landing charge per tonne). In other words, it could
be that the MCTOW acts as a rough proxy for the inverse of the price elasticity of
demand for runway use. This suggests that, given the difficulty of estimating demand
elasticities directly, airport cost-based pricing approaches may generate prices that are
sufficiently close proxies to desired Ramsey prices (and any efficiency losses from
divergence very small).

Morrison (1982) suggests that a more appropriate proxy for the underlying demand
elasticities would also include the length of sector travelled. This is because, for a
given type of aircraft, the elasticity of demand for a flight will be less sensitive to the
landing charge for longer flights than for shorter ones.” This approach raises further
practical issues, and the potential for disputes over sector lengths travelled. The
Commission does not attempt to determine pricing structures based on Morrison’s
suggestion.

Airports can also practice price discrimination by time of day, which can be
particularly important (and efficient) where there is constrained capacity at peak
times. Flight scheduling may be a relevant consideration in determining whether such
efficiencies could be achieved, although, in practice, peak pricing has not been
applied at New Zealand airports to date. Airports and airlines in their submissions
were generally not enthusiastic about peak pricing and preferred to deal with
congestion issues through administrative approaches. The evidence put forward by
both airports and airlines is suggestive of limited or no congestion problems, both in
magnitude and by time of day.” If congestion were a significant issue, the
Commission would expect to see solutions being put forward, including pricing
approaches (which is not the case).

Cross Subsidisation

As airports are multi-product businesses, and serve a variety of customers, there is
potential for cross-subsidisation to occur. The basis on which the different
components of the cost of airfield activities are allocated between users varies by the
subject airports. In general, however, the following approaches seem to apply:

e Airfield land is typically allocated to groups of users based on the number of
aircraft movements and the runway area required.

e The costs of sealed surfaces (runways, taxiways and aprons), and the damage to
them, are shared among users based on a variety of factors including the runway

' 'S.A. Morrison, The Structure of Landing Fees at Uncongested Airports, Journal of Transport
Economics and Policy, Vol 6, 1982, pages 151-59.

%2 For example, BARNZ Submission on the Critical Issues Paper, 26 April 2001, page 52.



4.60.

4.61.

4.62.

99

area used, runway thickness required, number of landings, seats landed”, tonnes
landed”, and equivalent annual landings of design aircraft®.

The costs of rescue fire services are allocated to users based on rescue fire
category required”® and the number of landings or seats landed.

Figure 1 illustrates three alternative approaches to cost allocation of airfield activities.
The symbols S, M and L denote the three aircraft size classes, small, medium and
large on which charges are levied. The shaded areas represent the areas of the runway
used by, and hence the costs that are to be attributed to, each aircraft size class. Each
approach adopts a different stance on which size class is considered to ‘cause’ which
costs. The so called ‘stand-alone cost’ approach gives an upper bound on the total of
costs that are attributed, whereas the ‘incremental cost’ approach gives the lower
bound. The ‘combination’ approach represents an intermediate position.

Figure 1
Alternative Approaches to Cost Allocation
Stand-Alone Cost Approach Combination Approach Incremental Cost Approach

Upper Bound Lower Bound

The stand-alone cost approach uses the existing scale of operations as a starting point,
and treats each of the three aircraft sizes as representing different outputs. It involves
asking, for each size class, what costs would be avoided by not supplying it with
runway services. In the case of the large aircraft, no costs would be avoided since
large aircraft use the entire length and width of the runway, and so they are allocated
the cost of the entire runway. This gives the stand-alone cost of a runway specifically
designed to service only large aircraft. In respect of medium-sized aircraft, the costs
avoided (and deducted from total cost to arrive at stand-alone cost) are the
incremental costs of providing landing services to large aircraft. For small aircraft,
the costs avoided would be that of the increments of capacity required for medium-
sized aircraft plus the further capacity beyond that for large-sized aircratft.

The upshot is that the stand-alone cost approach, by recouping all of the annual
runway costs from the large aircraft, and then allocating further costs to the medium

%3 Seat capacity of aircraft multiplied by the number of landings.
% Maximum certified take-off weight of aircraft (MCTOW) multiplied by number of landings.

% Calculated in accordance with Federal Aviation Authority (FAA) Advisory Circular AC150/5320-6C
(an algorithm that reflects the wheel weights and required runway length of aircraft).

% Defined for each aircraft per ICAO and New Zealand Civil Aviation Authority (CAA) requirements.
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and small aircraft, results in over-recovery unless the allocated costs are scaled back
to equal the actual annual total cost of the facility. Without any scaling back, the
resulting charges would neither be Ramsey-compliant—because of the over-recovery
(regardless of the appropriateness of the relative charges borne by different sizes of
aircraft)}—nor would they be truly ‘stand-alone’, as the aggregate charge would
exceed the minimum needed for an efficient entrant to replicate the supply of the
same services to all aircraft classes. A further feature of this approach is that it may
result in a proportionately higher charge for larger aircraft than in other approaches.

In contrast, the incremental cost approach begins by asking: what are the costs of the
minimum size of runway needed to met the needs of small aircraft? All of those costs
are then allocated to the small aircraft category. Starting with that small runway, the
additional costs associated with the wider and longer runway needed to meet the
needs of medium aircraft (over and above that used by small aircraft) are then
calculated. Those incremental costs are then recovered in the charges for that aircraft
size class. Finally, starting with the runway scaled for medium aircraft, the additional
costs associated with the yet wider and longer runway needed to supply large aircraft
are calculated, and those costs are recouped from the charges imposed on that aircraft
size class. In other words, under the incremental cost approach, the costs allocated to
medium and large aircraft include only the additional costs of supplying that
increment. As a result, and in contrast to the stand-alone approach, the incremental
cost approach allocates relatively little cost to large aircraft, and relatively more cost
to small aircraft.

Under the combined approach (proposed by Travers Morgan in 1988”), the costs of
the portion of the runway used by small aircraft are shared among all aircraft size
classes, on the grounds that they all use it. The increment of runway needed by
medium aircraft (but also used by large) is shared between both of those size classes.
Finally, the further increment of runway needed by large aircraft is allocated only to
that size class (as it is not used by the smaller classes).

This combined approach has tended to be the one used by the subject airports in
determining their cost-based landing charges. The costs allocated to each aircraft size
class are then charged out in relation to each aircraft’s MCTOW. Large, heavy
aircraft pay more than small, light aircraft because they require longer, wider and
more strongly engineered runway pavements, and take up more space on the aprons.
It has been suggested that charges calculated in this way may result in a quasi-Ramsey
pricing structure, with those aircraft having the greater ‘willingness to pay’ being
charged more than those with less.

At each airport the dollar charge per MCTOW varies across a number of weight
bands, the charge for each band being an average of the ‘actual’ charges for a
particular weight band that would apply if the model-based charges were to be strictly
adhered to. Hence, aircraft are actually charged a price based an allocated average
cost, which may be greater or lower than the cost attributed to the aircraft by the cost
model, implying cross-subsidisation.

7 Travers Morgan Pty Ltd, Christchurch International Airport Limited: Allocation of Airport Charges,
Final Report, September 1988.
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The bands adopted can significantly affect the landing charges paid by different types
of aircraft at the margin. The top weight break for AIAL is 40 tonnes, but for WIAL
and CIAL it is 30 tonnes, so any aircraft between 30 and 40 tonnes (e.g., the BAE 146
whisper jets which have a MCTOW of 39 tonnes) fall into a lower weight band at
AIAL than they do at CIAL or WIAL. However, weight bands and the associated
averaging of the bands are used to ease the administration of the charging system, and
the possibility of cross-subsidisation is judged against this practical consideration.

The discussion above focuses on the possibility of cross-subsidisation between
different users of airfield activities; however, cross-subsidisation can also occur
between different airport activities. As previously noted, a feature of multi-product
firms is that there may be costs that are “common” to two or more outputs. In the
context of different airport activities, common costs appear to be limited to elements
of the airport’s corporate administration and overheads. This may suggest that cross-
subsidisation may only be of minor concern.

Nonetheless, because of the throughput of passengers generated by airfield activities,
airports typically undertake not only other integrated aeronautical activities (such as
the provision of terminal facilities), but also significant complementary commercial
activities (such as the provision of retail and commercial premises). If airfield
activities provided by the airports are found to be subject to limited competition, there
may be scope for any excessive profits earned in that activity to be used to subsidise
other activities in which the airport faces more competition. Alternatively, it may be
possible that airfield activities may be subsidised from an airport’s earnings in non-
airfield activities which may also face limited competition.

Cross-subsidisation between airport activities is often discussed in the context of
single, dual or multiple tills.” The debate over the number of tills raises
considerations that go beyond the scope of this Inquiry. However, the scope for
cross-subsidisation is potentially minimised by the use of a multiple till approach,
especially where that is reinforced by a ring-fencing framework (e.g., segment
financial reporting), as is the case in New Zealand currently.

The airlines raised concerns over the potential for cross-subsidisation between
different airport activities. For example, BARNZ said it had not received sufficient
information from AIAL on apportionment of costs to commercial activities for it to be
able to judge whether cross-subsidisation was an issue.” It believed disclosures could
be enhanced to assist it in their assessment of appropriate cost allocations.'” The
Commission considers—in the airport-specific chapters—whether there is any cross-
subsidisation between different airport activities. It is noted that the ability of airlines
to change their schedules mitigates the potential for cross subsidisation by aircraft
type, notwithstanding that airlines would generally prefer to use large over smaller
planes, due to efficiencies in such things as fuel.

% Under a single-till, an airport is treated (and regulated) as a whole. Under a dual or multiple-till
approach, an airport is split into segments (e.g., acronautical and non-aeronautical) and each part is
treated differently. Under a single till, get reduced landing charges due to revenues earned in other
(often commercial) activities. At present, a single-till approach is used in the United Kingdom, a dual-
till approach in Australia, and a multiple-till approach in New Zealand.

% BARNZ Submission on the Critical Issues Paper, 26 April 2001, page 58.
1% BARNZ Submission on the Draft Report, 10 August 2001, page 18, paragraph 11.10.
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Conclusion

Allocative inefficiencies exist where price exceeds average cost. The Commission
considers that these allocative inefficiencies are the direct responsibility of airports.
Allocative inefficiencies also exist because of the imperfect nature of demand
differentiated pricing that can be practised by the airports. The Commission considers
that allocative inefficiencies emerging in this context are not the result of
inappropriate airport behaviour and it does not include these inefficiencies in its
calculations of the potential benefits of control. Each is further discussed for each
airport in the airport-specific chapters.

The scope for cross-subsidisation between aircraft classes, such as between large and
small aircraft classes, may be limited, with the cost allocation models adopted by the
airports providing an allocation of cost that is likely to see only small, if any,
divergence of costs to users outside the bounds of the incremental or stand-alone
costs. Some allowance is also been given for ease of administration.

There appears to be more scope for cross-subsidisation between different airport
activities. However, the multiple till systems, under which each activity recoups its
costs from its own revenues, are likely at least to limit the scope for this to occur. The
Commission considers cross-subsidisation between different airport activities to be
within the scope of this Inquiry and it demonstrates the extent of any cross-
subsidisation.

These issues are further discussed for each airport in the airport-specific chapters.
Productive Efficiency

The operating costs of airfields are not as large as their fixed costs. Nonetheless, the
costs are significant and the operational efficiency of airfields, therefore, remains a
key consideration in determining whether there are productive inefficiencies in
airfield activities.

The cost of runway damage aims to take account of the wear-and-tear on the runway,
and associated taxiway and aprons, caused by aircraft movements. The wear-and-tear
has been thought to vary exponentially with aircraft weight, or more precisely, with
the loading per wheel, and is considered to be greater on take-off when the plane has
its full fuel load. However, the airlines have suggested that the relationship is actually
linear. In any case, the cost per movement is likely to be very low.

Another major operating cost is fire rescue, which can vary depending on the volume
of air-traffic. The minimum requirements for fire rescue are, however, governed by
international agreements.

Dynamic Efficiency
Investment planning by airports represents a key criteria in evaluating their dynamic

efficiency. Given the large, sunk, long-lived investments associated with airfield
activities, and the fact that they often supply inputs into other industries, their
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investment behaviour is of critical importance. Over-, or under-, investment will have
direct implications for congestion at airports.

Airports often hold land for future development. The Commission considers it is
necessary for it to determine whether holding this land leads to efficient outcomes.
This is addressed in Chapter 5.

CONCLUSION

The Commission considers that the generic pricing principles (set out in paragraph
4.41) are relevant for airports. There are certain characteristics of airports that require
careful consideration in seeking to apply the principles. The principles nonetheless
provide a benchmark against which the Commission determines the extent of
inefficiency and/or excess returns, if any, at each of the three airports in Chapters 8, 9
and 10 of this Report. In applying these principles to airports, the Commission
considers that:

e The level of landing charges at each of the airports is an issue that should be
closely examined. This has direct implications for whether any airport is earning
excess returns or creating allocative inefficiencies.

e The costs that are used to determine landing charges should be examined. The
appropriate pricing of assets and the inclusion of assets in the asset base that may
not be needed in the provision of airfield activities warrants particular attention.
In this latter regard, there are issues over whether land held for future airfield
development should be included in the asset base for charging purposes. These
issues have implications for whether both allocative and dynamic efficiency are
achieved.

e The operating costs of airfield activities are relatively less significant than the
fixed costs, given the high proportion of fixed assets. They are nonetheless
significant in themselves and warrant examination of their productive and
allocative efficiency.

e The structure of prices has implications for allocative efficiency and warrants
examination, as pricing structure could be altered by the airports. It is common
international practice to structure prices around MCTOW bands, which reflects
the differing demands of different sized aircraft. This is examined by airport. It is
expected that the efficiency of peak pricing would be closely examined if
congestion were an issue at any airport. The potential for cross-subsidisation
between different airport activities appears to be limited by the multi-till approach
and warrants limited examination.

e Although service quality is an issue that would generally need -careful
consideration, in the present case there seems limited scope for concern given that
airfield activities are governed by international regulations regarding safety. For
similar reasons, and because of the nature of airfield assets, gold-plating for this
purpose is likely to require limited examination.
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e Airports should earn a normal return calculated using an appropriately determined
WACC for airfield activities, an appropriate asset base for airfield activities and
efficient airfield operating costs.
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S. ASSET BASE
INTRODUCTION

The value of assets is important to the determination of the revenue required by a
regulated (or potentially regulated) firm for two reasons: first, it is the basis for
determining the appropriate return of capital (depreciation charge); and second, the
cost of capital is applied to the asset value to determine the amount of revenue
required to earn an appropriate return on capital. The return of, and on, capital forms
the firm’s capital costs that it would hope to recoup, along with its operating costs,
through its charges. Should the firm’s revenues exceed its capital and operating costs,
the firm will earn a return in excess of its cost of capital. Although this could happen
in several different circumstances, a firm that persistently earns excess returns over
time is likely to be doing so by exploiting a position of market power.

In competitive markets, prices are set independently of asset values, which means that
the current value of a business or an asset can, in principle, be determined as the net
present value of the cash flows it can generate. Here revenues, and therefore prices
and volumes, determine the value of assets. However, where the output market is not
competitive (as with airfield activities), and the assets are specialised to that output
(so that no asset values can be taken from competitive asset market values), a
circularity problem arises. The value attributable to the assets will depend upon the
prices set for the final outputs, which themselves will not be constrained by normal
competitive forces. The higher those prices, the greater the discounted cash flows
received by the business, and consequently the higher the value of the business’s
assets. Hence, a monopolist might be able to justify almost any level of prices as
being no more than a ‘normal’ or competitive rate of return on the assets committed to
the business. This highlights the importance of ensuring that assets are valued
appropriately. Only when assets are valued independently of prices can the efficiency
of the company’s pricing and returns on the value of its assets be assessed.

A further, related issue is that a firm operating in a market where competition is
limited may be less efficient and, therefore, use a greater amount of assets (or assets
of a higher quality) than necessary, or that it would employ were it to operate in a
competitive market. Regulation may encourage this behaviour, especially if above-
normal returns on capital are permitted. A regulator may require that excess capital
assets be “optimised out” of the firm’s asset base, so that the firm is permitted to earn
a return of and on only an efficient level of assets.

The purpose of this Chapter is to derive the principles for determining the values of
the relevant asset bases used by each of the three airports for their airfield activities.
This involves discussing the following topics:

e Asset valuation concepts, including opportunity cost, market value existing use
historic cost, replacement cost, and optimisation.

e The determination of the Commission’s preferred approach to the valuation of
assets used in airfield activities.



5.5.

5.6.

5.7.

5.8.

5.9.

106

e The considerations that arise in the application of the chosen approach to airfield
assets, namely the land and the sealed surfaces.

e The factors that need to be considered in determining the size of the permitted
asset base.

Only generic asset base issues are discussed in this Chapter. Airport-specific asset
base issues are considered in the airport-specific chapters, where the value of the
relevant asset base for each airport is determined.

ASSET VALUATION CONCEPTS
Introduction

The asset valuation concepts raised by the Commission in the Draft Report, and
discussed in submissions and at the Conference, were opportunity cost, market value
existing use, historical cost, and replacement cost. In addition, the complementary
concept of asset optimisation (notional removal of redundant assets for charging
purposes) was also discussed, particularly in connection with replacement cost. Each
of these concepts is briefly explained below, followed by a general discussion of their
relative merits in the context of the regulation.

The Commission emphasises that, in its view, economic regulation is concerned with
economic efficiency, or the efficient allocation of assets. The choice of asset
valuation methodology must be made with this in mind. In addition, efficient prices
are also likely to be consistent with the avoidance of income distribution effects
associated with the exercise of market power. Hence, both efficiency and
distributional effects must be considered.

Opportunity Cost Principle

From an economic perspective, the ‘cost’ of an asset (resource) is not necessarily the
payment actually made for it, but rather its opportunity cost (although the two may be
the same). Opportunity cost is defined in standard economics textbooks as:'"!

...the amount lost by not using the resource (labour or capital) in its best alternative use.

In decisions involving the efficient allocation of assets between alternative uses, the
relevant costs are opportunity costs. By committing an asset to one use, all other
possible uses are excluded. Some of these excluded uses may be more valuable than
others. Since asset owners are assumed rationally to want to maximise the returns
they get from the employment of an asset, its opportunity cost becomes the return they
forgo from it not being employed in the next best alternative use. Opportunity cost is
thus the highest alternative use value of assets used up or pre-empted.'”

"I David Begg, Stanley Fischer and Rudiger Dornbusch, Economics (2™ edition), London: McGraw-
Hill, 1987, page 118.

2D, Solomon, Economic and Accounting Concepts of Cost and Value, in: M. Backer (ed.), Modern
Accounting Theory, 1966, Chapter 6, page 127.
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NERA (acting for AIAL) agreed both with the principle that opportunity cost
valuations are necessary for price-setting to maximise economic efficiency, and with
the general definition of opportunity cost used by the Commission, but argued that the
“measure of opportunity cost will depend, in part, on what the identified ‘second best’
option is, as well as who is making the choice between the alternatives.”'” NERA
considered that there are five different options, all consistent with economic theory
under certain circumstances. These are historic cost, scrap value, replacement cost,
optimised replacement cost and deprival value.'™ Others argued, in a similar vien,
that the Commission had not defined with sufficient precision the meaning it
attributed to the term opportunity cost.

Without here going into the details of each of the alternatives suggested by NERA
(see below), the Commission does not agree that they all are measures of opportunity
cost. For example, as opportunity cost properly conceived is a forward-looking
concept, historic cost cannot be a measure of opportunity cost. Similarly, for sunk
assets, replacement costs cannot be a measure of opportunity cost, as by definition
such assets have no alternative uses once built.'” The principle that the opportunity
cost of an asset is its value in its next best alternative use is well established in
economics. The next best alternative use is, by the ordinary meaning of the words, a
use different from its current use. Thus, for airfield assets, the next best alternative
use is a use outside of airfield use. The cost of the alternative foregone is borne by the
current owner of the asset, who has the choice as to where it should be employed. By
valuing assets at their opportunity cost, the owners of assets are forced to ensure that
those assets are earning returns in their current use that are at least as great as that
which could be earned in other uses. If assets are not earning their opportunity cost,
returns would be greater—and efficient asset allocation would be enhanced—if those
assets were transferred to their best alternative uses.

In competitive markets, an asset that is non-specialised, and which therefore has
multiple uses, is likely to have a value (productivity) in its current use that will not be
much greater, if at all, than that in its next best use. In these circumstance, the
maximum amount of money that the user will be prepared to pay for the asset will not
differ significantly from its opportunity cost, and so the amount paid will be a good
measure of that opportunity cost. Put differently, the amount paid by the user will not
differ much from the minimum amount needed to keep the asset employed in its
current use. That ‘minimum amount’, called the asset’s ‘transfer earnings’, is
determined by its opportunity cost.

Any payment of less than opportunity cost will cause an asset to be moved to its best
alternative use. Any payment above opportunity cost is an economic rent, a return
over-and-above the minimum necessary to keep the asset in its current employment.
A feature of competitive markets is that they tend to constrain existing use values to
opportunity cost, at least at the margin, although rents may be earned on units below

1% NERA, Options for Valuing the Land Assets of Airports, Report for Auckland International Airport
Ltd, September 2001, page i.

104 1hid.

195" An oft-quoted saying in economics is that “bygones are forever bygones.” See William Stanley
Jevons, The Theory of Political Economy (3rd ed.), London: MacMillan, 1888, page 164.
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the margin. However, when markets are not competitive, there may be potential for
significant economic rents to be earned.

The situation changes significantly when an asset is so specialised that it has few, if
any, alternative uses. This is often the case with airfield assets. Once the investment
in creating the asset has been made, the outlay cannot be recouped by re-selling the
asset for some other use. The asset, or that portion of its value that cannot be
recouped, is ‘sunk’. For a fully sunk asset, any residual value (net of the costs of
disposal) is its net realisable value (NRV) as scrap. In these circumstances the
opportunity cost of the asset is very low or even zero, as the owner forgoes very little
(only its NRV) in its present use. Here, the opportunity cost of the asset will be far
below its replacement, or even its historic, cost. The sealed surfaces at each of the
three airports fall into the category of sunk assets. This was not disputed in any of the
submissions.

The low opportunity cost of sunk assets is a very important regulatory consideration.
If a regulator were to insist on a zero or low valuation for the asset in the course of
setting prices—on the grounds that this would reflect its opportunity cost—the
investors who had purchased the asset in the expectation of earning at least a normal
(or competitive) return would not be able to do so. As a consequence, the asset would
become ‘stranded’—i.e., incapable of earning a normal return, and yet being so
specialised as not to be employable productively in other uses—and investors, finding
the value of their investments expropriated, would be unwilling to replace the asset
when it wears out.'” Continuity of supply would therefore be put in jeopardy, and
dynamic efficiency would in consequence be jeopardised.

The usual solution to this issue over the valuation of specialised assets is to assign a
value to them that exceeds their opportunity costs, on the grounds that continuity of
supply and dynamic efficiency are very important in a capital-intensive, utility-type
industry. Dynamic inefficiency losses from under-investment are likely to be large in
respect of airports, and may extend to other industries. This is because any
expropriation of investments is likely to have spill-over effects as investors react in a
similar way in other similar industries, particularly those industries that are regulated,
or have the potential to be regulated, in a similar way. There would also be an
adverse signalling affect to other investors in the economy who were affected, or
potentially affected, by Commission decisions.

In the Draft Report, the Commission used depreciated historic cost to value
specialised assets, on the basis that investors would be able to recoup through charges
what they had originally invested, and that this would ensure continuity of supply in
the long-run. However, various submissions (including those from the three airports
and two electricity lines companies) were critical of the Commission’s use of
depreciated historic cost for specialised assets and of opportunity cost for land, and

1% For example, Mark Armstrong, Simon Cowan and John Vickers, Regulatory Reform: Economic
Analysis and British Experience, Cambridge, Mass.: MIT Press, 1994, pages 85-86, 186-87.
Alternatively, if investors were aware of the regulator’s intentions, the asset would never be built in the
first place.
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argued on other grounds that replacement cost valuations should have been used
instead.'” These arguments are considered below.

Historic Cost

Historic cost is the original money outlay involved in constructing or acquiring an
asset, as recognised under generally accepted accounting principles. In the case of
airports, historic cost might be given by the book value of assets prior to vesting
(based on depreciated construction costs), or by the value attributed to assets at the
time of vesting. The latter would overcome the objections raised by some at the
Conference that the computation of historic costs for airports would require going
back decades to the time when the assets were originally constructed.'”

Vesting occurred, and vesting values were derived, in 1988 for AIAL and CIAL, and
in 1990 for WIAL. Vesting values were determined by the Crown based on
valuations derived on a discounted cash flow (DCF) basis. The assets were valued at
the discounted values of their expected future annual net earning streams, with
revenues being based on those earned prior to vesting (i.e., landing charges based on
percentage of airline revenues) with an adjustment for growth. Hence, vesting values
could, in principle, form the basis for the historic costs that would need to be returned
to investors through pricing in order to preserve dynamic efficiency incentives. As
the DCF calculations used to determine vesting values were based on revenue figures
that were independent of asset value, there were no circularity problems in using
vesting values to set prices from vesting.

In practice, the historic costs of assets are usually depreciated to reflect ‘wear and
tear’ and obsolescence over their economic lives. Historic costs may also be indexed
for inflation to allow for the return of the real amount invested. Alternatively, the use
of a nominal interest rate for determining the return on the asset would achieve a
similar effect, although possibly with a different profile of returns over time. Some
optimisation may also be possible under an historic cost approach (see below),
although this depends on information on alternative, more efficient asset bases being
available.

As discussed above, for the purposes of determining efficient asset allocation, the
relevant ‘cost’ of an asset is its opportunity cost, rather than the amount of money that
was paid for it historically. For a new, non-specialised, asset, its opportunity cost will
approximate its historic cost. The key factors that would cause historic cost and
opportunity cost of a non-specialised asset to diverge (ignoring depreciation) are the
rate of inflation, the rate of technological change and, in the case of assets such as
land, the scarcity of the asset.

e In an inflationary environment, and in the absence of significant technological
advance (such that an asset still has uses), it is likely that the opportunity cost of
an asset will exceed its historic cost. In these circumstances, the historic cost can
become misleading as a guide to asset allocation; the current valuation based upon
opportunity cost should be used, although an indexed historic cost (assuming that

%7 For example, WIAL Submission on the Draft Report, 14 August 2001, Expert Report 4.
1% Conference Transcript, pages 115-116.
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inflation is relatively similar across the sectors of the economy) may be an
adequate proxy.

e Alternatively, in an environment where inflation is low and technological advance
is sufficiently rapid to render the asset obsolete (and again ignoring depreciation),
the opportunity cost of an asset is likely to fall below its historic cost. In this
circumstance, the asset’s historic cost is again likely to be a poor proxy for its
opportunity cost.

e As noted above, an additional factor that would account for a divergence over
time between opportunity and historic costs in the case of land is scarcity value.
As the quantity of land in any particular locality is fixed (apart from any potential
to make reclamations), increasing demand over time for the use of that land would
increase its scarcity value, and hence its opportunity cost.

For specialised assets the position is different again. The opportunity cost of an asset
becomes low or zero the moment an irreversible commitment is made to the
investment, and so the opportunity cost is less (and usually much less) than historic
cost. To avoid compromising dynamic efficiency, it is in these circumstances that
historic valuations or some approach such as replacement cost, might be used in
preference to opportunity cost.

Replacement Cost

Economic efficiency requires that prices should reflect marginal cost at the time the
transactions are made. The appropriate way to measure this cost is as marginal social
opportunity cost. In times of inflation (and ignoring other considerations such as
technological change) the replacement cost of an asset tends to exceed its historic cost
(when not indexed to inflation). Replacement cost generally reflects the opportunity
cost of a non-specialised asset. This is because in competitive markets, prices will
tend, over the long-run, to gravitate to the level that cover current, not historic costs.
Investments in new capacity will happen as demand rises to the limits of existing
capacity, and as old assets have to be replaced. Increasing demand will tend to push
up price until investments based on replacement costs of assets become attractive to
mvestors.

Recent attempts to apply the replacement cost approach, at least in Australasia, have
included adjustments for optimisation. The methodology has been termed optimised
depreciated replacement cost (ODRC)'”. For example, in New Zealand, the
Electricity (Information Disclosure) Regulations 1994 have mandated the use of the
related optimised deprival value (ODV) valuations for information disclosure
purposes by the electricity lines businesses.'® The electricity sector was the first to
adopt the ODRC/ODV approach, but other industries such as airports have followed
suit.

The ODRC of the assets of a business is an estimate of the most efficient, lowest-cost
combination of assets (from an engineering perspective) that could replace the

109 Referred to as DORC in Australia.
19 ODV is defined as the lower of ODRC or Economic Value.
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existing assets and offer the same utility or level of service. ODRC is calculated as
the gross replacement cost of modern equivalent assets,''' but allowing for the
elimination (or optimisation out) of any over-design, over-capacity and redundancy in
the existing assets. An appropriate deduction of depreciation to reflect the remaining
useful life of the existing assets is also made.

The airports submitted that the use of ODRC valuations of assets is consistent with
economic efficiency, in that such valuations are consistent with the investments that
an efficient new competitor would make upon entering the market, if the market were
hypothetically competitive.'? Prices in such a market would tend to rise to the level
at which a new entrant could enter.

ODRC valuations can be applied to all assets, including specialised ones with low or
zero opportunity costs. Hence, the methodology provides an alternative way of
addressing the dynamic efficiency issue discussed above, where the values of
specialised assets need to be set above opportunity cost to prevent the expropriation of
investor funds. However, unlike depreciated historic cost, it does not necessarily
ensure that expropriation is avoided entirely.

Optimisation

In a competitive market, firms would not be able to recover in their prices the costs of
assets that were not needed to meet customer demand. Excessive amounts of assets
could reflect a variety of factors, including poor investment evaluations, unexpected
market downturns and sheer bad luck. Firms that do not operate in a competitive
market (and that might be subject to regulation) should be exposed to the normal risks
inherent in competitive markets. To do otherwise would be to underwrite poor
investment decisions, and to introduce moral hazards (lack of responsibility for poor
decisions undermining incentives to invest prudently).

CIAL submitted that the purpose of optimisation is to replicate, at the lowest cost, the

utility provided by existing assets. The need to optimise can arise for three reasons:'"

e A market event subsequent to the investment that a reasonable person would not
have anticipated when the asset was built.

e An unanticipated change in technology that results in a change in the cost of
providing the required utility.

e A decision that was wrong when the asset was built and that a rational manager
would not have made with the benefit of the available information.

" The gross modern equivalent asset value is what it would cost to replace an old asset with a
technically up-to-date new one with the same service capability, allowing for any differences both in
quality of output and in operating costs.

"> For example, AIAL Submission on the Draft Report, 14 August 2001, Part A, page 18, paragraph
1.45.

'3 CIAL Submission on the Draft Report, 14 August 2001, Part C, page 35, paragraph 26.
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Optimisation involves the adjustment of asset valuations to reflect changes in the
required deployment, modernity and scale of the assets to achieve the same level of
services as supplied by the existing assets. Optimisation can range from only the
elimination of surplus assets at one end of the spectrum, to the complete redesign of
the operation at the other. Some of the possibilities are set out in Table 5.

Table 5
Degrees of Optimisation
Degree of Optimisation Adjustment
Low Surplus assets eliminated
N2 Technological obsolescence eliminated
N2 Over-design eliminated
¥ Site re-configuration — highest ‘brownfields’
N Changed location
High Complete or ‘greenfields’ approach

Greenfields optimisation involves the hypothetical designing and building of an
entirely new, optimal collection of assets for the entity, regardless of historical
constraints that may apply to the existing assets. In the airport context, this might
involve a complete redesign of the airport, possibly at a different location. In contrast,
lower levels of optimisation (brownfields) involves replacing under-utilised and
removing redundant assets, but retaining the historical configuration of key assets.
For an airport, this would be done in the context of the current site.

Optimisation, in practice, tends to incline towards the middle, brownfields, part of the
spectrum. For example, CIAL quoted from the New Zealand Infrastructural Asset

Management Manual, which states that for valuation purposes:'"

...the existing system configuration should be used, and only optimised in part where it is
clear that those parts of the system would be reconfigured differently if replaced.

Optimisation in the context of the ODRC approach can span the wide spectrum of
possible levels identified in Table 5. However, the scope for optimisation in the
context of depreciated historic cost asset valuations is more limited. At most,
optimisation can be applied to redundant and gold-plated assets, but the desirability of
doing so is questionable if dynamic efficiency considerations are to be met.

AIRPORTS’ USE OF ASSET VALUATION APPROACHES

It is useful at this point to indicate the asset valuation approaches used by each of the
three airports since vesting. These are set out below.

AIAL’s valuation methodologies since vesting have been as follows:
1988 Vesting valuation (DCF) representing HC to AIAL.

1988-99 Vesting value depreciated, with any new assets included at
depreciated historic cost (DHC).

"4 Ibid, page 45, paragraph 73.
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1999 Non-land assets revalued to ODRC (ODRC figures used in
pricing) with any new assets included at DHC. Land valued at
market value existing use (optimised replacement cost or

ORCQ).

CIAL’s valuation methodologies since vesting have been as follows:

1988 Vesting valuation (DCF) representing HC to CIAL.

1988-96 Vesting value depreciated, with any new assets included at
DHC.

1996 Land revalued to current market value (and regularly since
1996), with other assets unchanged.

1999 Sealed surfaces and buildings valued at ODRC (for pricing
only).

WIAL’s valuation methodologies since vesting have been as follows:

1990 Vesting valuation (DCF) representing HC to WIAL.
1993 Assets revalued based on discounted cash flow (DCF).
1995 Non-land assets revalued based on ODRC (and again in 1996

and 2000). In between revaluations, any new assets included at
DHC. Land valued at market value existing use (ORC).

Both AIAL and CIAL switched from DHC in 1999. WIAL made that switch in 1993.
There was no regulatory compulsion for any airport to do so. This switching between
the two approaches is an important element in the Commission’s analysis below.

HISTORIC VERSUS REPLACEMENT COST APPROACHES
Introduction

The Commission considers that economic efficiency requires that assets should be
valued at opportunity cost. However, for specialised assets whose opportunity costs
are very low, setting prices on the basis of opportunity cost would harm dynamic
efficiency. Consequently, some higher value has to be attributed to those assets. In
principle, that higher value could be based upon either DHC or depreciated
replacement cost (DRC). A further complication is that the latter may be optimised
(ODRC) whereas the former normally is not.

The airports were of the view that all airfield assets should be valued on an ODRC
basis, which meant that no correction was required for a ‘low’ opportunity cost
valuation of specialised assets. In addition, they considered that the airfield land, like
the sealed surfaces, should be treated as a specialised asset and valued at ORC.

This section discusses these points, and considers the relative merits of DHC and
ODRC for the valuation of specialised assets, both in general terms, and in the context
of this Inquiry.
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Evaluation of Historic and Replacement Cost Approaches

Transpower submitted that all valuation methodologies have strengths and
weaknesses. It considered that it was important for the Commission to adopt an
explicit set of valuation principles that would both provide a sound basis for the
selection of a valuation methodology, and send a clear signal to other industries
regarding the merits of different methodologies in their circumstances. Transpower
proposed the following eight criteria:'"”

e Efficiency: impact on the incentives faced by investors, customers and regulators,
and the impact of those on economic efficiency.

e Separability: keeping separate the process of asset valuation from the setting of
charges.

e Risks: the extent to which a valuation methodology creates risk for investors and
customers.

e Breadth of scope: the valuation methodology should provide the most efficient
outcome over the widest range of relevant assets or investments.

e Predictability: the methodology should be able to be applied by valuers without
the need to refer to a regulator for interpretation.

e Feasibility: the methodology chosen should be capable of being applied readily.

e Stability: the costs imposed upon the firms and their customers should be factored
in to any decision as to whether to change the methodology.

e Regulatory burden: other things being equal, the regulatory burden is less when
the methodology is simple.

The Commission agrees that it is useful to bear these sorts of factors in mind in
assessing alternative valuation methodologies. However, the Commission considers
that several of the above factors can be condensed into a broad economic efficiency
criterion covering allocative, productive and dynamic efficiency, transaction costs
(e.g., feasibility, stability and regulatory burden) and risks. Hence, the Commission
compares DHC and ODRC valuation methodologies under two broad groupings of
‘economic’ and ‘other’ factors.

Economic Factors

‘Economic factors’ include the following: economic efficiency, risk-bearing,
transaction costs and benchmarking. Each is now reviewed in turn.

"5 Transpower Cross Submission, 31 August 2001, pages 7-8.
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Economic Efficiency

A number of submissions contended that the use of ODRC valuations of assets is
consistent with economic efficiency, given that such asset valuations equate with
those of an efficient new competitor entering a hypothetical competitive market.''
They argued that, as the Commission in the Draft Report had espoused an efficiency
goal, it was inconsistent not to use the ODRC methodology to value airport assets.'"’

The valuation of the incumbent’s assets on an ODRC basis is an estimate of the value
of the assets that an efficient new competitor would need in order to replicate those of
the incumbent, if it were to enter in a hypothetical competitive market. Put another
way, in a contestable setting, ODRC provides the maximum or ‘bypass’ valuation of
assets, in that, if the assets were valued more highly, and prices were set accordingly,
the incumbent would invite an entrant to replicate the system. Hence, ODRC sets the
maximum value under hypothetical non-monopoly conditions. However, the use of
such an asset valuation standard may be questioned in a market where competition is
limited, and entry is not feasible (see Chapter 3). Moreover, where there are barriers
to entry, as would be expected in an infrastructure industry, prices would have to be
higher still in order to encourage new firms to enter.

CIAL argued that “the holding of assets for future airfield activities is enabling the
achievement of future economies of scale”.'® These implied extra costs suggest that
the entry of new suppliers is not a concern, which seems incompatible with the
underlying rationale of an ODRC methodology. Moreover, if entry were to occur, the
available demand would have to be split between the incumbent and the entrant, in
which case the incumbent would presumably become a much smaller operation. In
short, the application of the hypothetical competition model seems a particularly
abstract exercise in the case of airfield activities.

Some submitters equated ODRC with a measure of ‘fair value’, interpreted as the
utility value of the asset in its existing use.'” This applied particularly to airfield land,
which was regarded as a specialised asset. AIAL defined specialised assets as those
that “would not normally be sold or transferred except as part of the business itself,
and in circumstances where few or no direct market comparisons exist.”'* It was also
suggested that the use of DHC would result in an asset value, and therefore prices,
based on age or acquisition date rather than asset utility.'*!

These comments require a number of responses, based on the prior analysis. First,
‘fair value’ is not a concept that has a counterpart in economic principles. Second,
rational asset allocation decisions require that asset values should be based on
opportunity cost, not on utility in existing use, at least for non-specialised assets.
Third, assets are likely to be specialised to varying degrees. Fourth, it seems

16 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 83, paragraph 5.66.
"7 Conference Transcript, page 108.
"'® CIAL Submission on the Draft Report, 14 August 2001, Part B, page 8, paragraph 13.

1 For example, CIAL Submission on the Draft Report, 14 August 2001, Part C, page 57, paragraph
124.

120 Conference Transcript, page 207.
12 CIAL Submission on the Draft Report, 14 August 2001, Part B, pages 13-14, paragraph 43.
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reasonable to suggest that airfield land, unlike the sealed surfaces, is largely non-
specialised; that it does, potentially, have alternative uses. The fact that the land is
unlikely to be switched to other purposes, given the likely enduring nature of the
demand for airfield services, is not relevant. For such non-specialised assets,
opportunity cost is comparable to DRC. This is discussed further below.

Both replacement and historic asset valuations ignore the fact that specialised assets
have no alternative use, and therefore have an opportunity cost of, or close to, zero.
Hence, from an economic perspective, any return earned by such an assets is a ‘rent’;
1.e., a return over and above cost. From a short-run perspective, the asset should not
contribute anything to marginal cost, because society loses nothing from keeping it in
its present employment. Indeed, society benefits from that asset being used
intensively, short of full capacity being reached, an outcome that is encouraged by its
low or zero opportunity cost.'*

However, as noted above, valuing specialised assets at opportunity cost would result
in the expropriation of investor funds, and undermine the continuity of supply,
thereby prejudicing dynamic efficiency in the longer term. Both DRC and DHC, by
assigning a value above opportunity cost to specialised assets, would alleviate this
problem to some degree. But DHC seems more suited for this purpose because it
measures the funds actually committed by investors to the business, whereas DRC
provides a notional value of the assets.

Proponents of ODRC would see this as a virtue, as it would mean that some assets in
the business had been ‘optimised out’, or replaced by modern equivalent assets,
resulting in consumers paying only for those assets (or their modern equivalents) that
were actually being used to supply them, and no more. By the same token, they
would argue that the more limited scope for optimisation with historic cost
valuations—if, indeed, there is any at all—is a disadvantage for that approach,
because it could involve consumers paying for assets that are not being used, and
remove the risks that investors normally must bear. In short, there is a potential trade-
off between avoiding the expropriation of investors on the one hand, and
incorporating optimisation of assets on the other, with historic cost being stronger on
the first and ODRC stronger on the second.

Risk Bearing

Transpower noted at the Conference the risks associated with using ODRC for new
assets. A business could invest in a new asset after a rigorous investment analysis,
and then subsequently find that in the event it was not needed, and had to be
optimised out. The asset would become ‘stranded’.'”

Transpower suggested, that under some circumstances, it might be appropriate to treat
vesting assets and new assets differently. In an environment where it was possible to
have commercial negotiations with a user about a new investment and associated

122 For example, Stephen P. King, Efficiency and Access: Analysing the Draft Access Code for
Australian Electricity Transmission, Australian Economic review, 3" quarter 1996, especially pages
295-296.

' Conference Transcript, pages 880-881.
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prices, and to reach agreement, it might then be appropriate to value that investment at
DHC. To do otherwise would be to expose the supplier (but not the user) to the risk
of downward optimisation in the value of that investment because of technological
change."

This suggests that optimisation potentially imposes an asymmetric risk: the
(regulated) firm gets no credit (in terms of above-normal profit) for investments that
turn out well, and is penalised through optimisation for those that turn out badly. This
would not appear to reflect competitive market outcomes, thereby challenging an
often claimed advantage for the ODRC methodology. In contrast, because DHC is
limited in the amount of optimisation it could allow, ODHC reduces the potential for
asymmetric risk. Yet to allow a firm to recover all investments, including those that
turn out badly, may have the effect of underwriting poor investment decisions and
thereby of encouraging moral hazard. For example, the risk of rapid technological
change would be borne by users, rather than by their suppliers. ODRC is superior to
DHC in this regard.

The choice between DHC and ODRC asset valuations thus has to bear in mind the
trade-off between reducing asymmetric risks and avoiding moral hazards. That trade-
off is likely to be most acute in respect of specialised assets, which have little resale
value should an investment be unsuccessful. However, the specialised assets used in
airfield activities appear generally not to be subject to rapid technological change, so
the magnitude of the trade-off may be relatively small.

Transaction Costs and Practicality

Some submitters argued that a major problem with ODRC was the practical
difficulties of applying it, which could lead to considerable transaction costs.'” The
methodology allows considerable discretion to companies in determining matters such
as optimisation and asset lives. This could result in valuations being pushed up to
bypass levels, or potentially even higher if barriers to entry exist. In supporting these
contentions, Simon Terry and Associates cited Alfred Kahn, who wrote in the context
of experience in the United states:'*°

As we shall see, a strong economic case can be made for basing rate levels on “the present as
compared with the original cost of construction,” as Smyth v. Ames suggested. But as it
developed in practice it had a fatal flaw: it invited endless controversy over the proper
valuation of sunk capital, in direct contradiction of the economic principle that sunk
investment costs are prominent among the “bygones” that ought to be ignored in price
making.

In a footnote he added:

This does not mean that the returns permitted on past investments are irrelevant to the optimal
pricing of public utility services. It means that endless controversies over the proper valuation
and continual revaluation of capital investments made in the past are a deplorably inefficient
and indirect way of approaching the task of devising economically efficient rates.

12 1bid, page 881.
' Ibid, pages 807-808.
126 Kahn, op. cit., 1989, page 39.



5.59.

5.60.

5.61.

5.62.

5.63.

118

Although the efforts to apply replacement cost methodologies in New Zealand have
not met with the same controversy, it is noteworthy that the present ODV handbook
for electricity lines companies—which was first issued on 23 June 1994—is already
in its fourth edition.'”’

Practical issues in applying ODRC include the following:

e Optimisation may be done only on a partial (rather than a complete or greenfields)
basis.

e The assessment of optimised capacity depends upon demand forecasting over a
planning period of a number of years, which inevitably is subject to significant
uncertainty.

e QGuidelines are unlikely to cover all eventualities, and their recommendations can
result in perverse or impractical outcomes.

e ODRC may be applied inconsistently, because it may estimate the hypothetical
replacement cost of the existing plant, and then combine that with the actual
operating costs of the existing plant. A consistent approach would require that the
hypothetical operating costs of the replacement plant be used. However,
application of the consistent approach would give rise to other problems: e.g., an
entity’s operating costs could be productively efficient when assessed against its
existing assets, but could be less than fully efficient against the optimised assets.

All this suggests that the compliance costs of providing valuations of assets on an
ODRC basis (including errors), and of monitoring those valuations, could be quite
high."”* Moreover, ODRC is but one stage of a full ODV methodology, under which
assets that earn an insufficient return on the ODRC value—assets that are non-
economic—have to be re-valued downwards to match that lower economic valuation.
Application of this additional part of the methodology would add to the compliance
costs.

DHC values are generally robust and relatively easily ascertained, and compliance
costs are low. However, in some cases—e.g., former state-run business activities such
as electricity lines businesses—asset registers at the time of vesting were incomplete,
and incorporated inconsistent assumptions about depreciation. Nonetheless, this
problem could largely be overcome by basing historic costs on vesting values and, in
any case, vesting values might be preferred as a matter of principle (see below).

It was submitted that a firm could arrange to buy assets through intra-company
transfers at inflated values so as to inflate the DHC valuation of its asset base.'”
However, it seems likely that this potential issue could be fixed by regulation.

27 Handbook for Optimised Deprival Valuation of System Fixed Assets of Electricity Line Businesses
(4th edition), Wellington: Ministry of Economic Development, October 2000.

128 For example, David Johnstone, Asset Valuation and Regulation of Energy Infrastructure Tariffs in
Australia: The Use and Deficiencies of DORC, Department of Accounting and Finance, University of
Wollongong, May 2001, pages 8-10.

12 WIAL Submission on the Draft Report, 14 August 2001, Expert Report 4, page 14.
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Moreover, for large, fixed assets such as those involved in airfield activities, it would
be difficult for such behaviour to be concealed.

Benchmarking

By preventing inappropriate upward valuations of assets, and stripping out any
redundant or over-engineered assets, an ‘objective’ ODRC measure of a company’s
assets to meet a required level of service can be estimated. This objectivity can lead
to moderate to high consistency in the asset valuations across comparable companies,
which explains why ODRC valuations are favoured for benchmarking and disclosure
purposes. However, the Commission notes that this view is subject to the
‘practicality’ issue discussed above.

In contrast, historic cost valuations are considered to be inferior for benchmarking
purposes because book values represent an accumulation of incompatible historical
valuations of assets purchased at different times in the past. As a different time
pattern of purchases would result in a different total asset valuation, a poor
comparability between companies would result.

In this Inquiry, and regardless of the valuation approach used, benchmarking is not a
practical exercise. Auckland, Wellington and Christchurch International Airports
have some significantly different characteristics, and even if they did not, it is very
unlikely that a sample of three would be of a sufficient size to make benchmarking
useful. Although the sample size could be increased by adding overseas airports, it
appears to be difficult to find ones that have similar characteristics to those in New
Zealand (including operating costs). AIAL mentioned the use of benchmarking
studies for management purposes at Auckland,”® but no results of benchmarking
studies in the context of asset valuations were presented at the Conference, suggesting
submitters do not see it as useful. The Commission did not undertake such a
benchmarking exercise in this Inquiry.

Other Issues
The remaining factors to consider are accounting standards and distributional issues.

Accounting Standards

Each of the airports has claimed that the Commission’s approach to asset valuation in
the Draft Report was out of step with accounting standards and with standard
valuation practices.””! The ODRC approach is supported by valuation standards for
disclosure purposes. However, the Commission reiterates that the issue for this
Inquiry is what is appropriate for judging asset allocation, and for setting
economically efficient prices. As argued above, opportunity cost is judged to be the
relevant economic standard.

B0 Conference Transcript, page 973.

! For example, AIAL Submission on the Draft Report, 14 August 2001, Part A, page 72, paragraph
5.52.
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Some submitters, such as CIAL, were critical of the use of opportunity cost to value
assets on various grounds, including the following: that it is not a standard valuation
approach; that it has a variety of interpretations; that it is unrealistic (because
specialised assets would have a zero value the moment they are commissioned); that it
is inconsistent with court precedents; and that it is not appropriate for valuing
specialised assets like airport land, which have value in their existing use.”> The
Commission does not accept these assertions; indeed, the discussion in this Chapter
suggests that opportunity cost appears to play a significant role in the valuation of
airfield land by the three airports.

The court precedent referred to above was from the first Wellington airport case,
where McKay J said:'*

...value must mean its value as it is, enjoying its position as a sole provider of airport services
in the capital,...

However, it should be noted that the judge was not ruling on the efficiency of prices,
but rather on whether the airport company had adopted a reasonable approach to
consultation with its substantial customers and the process by which the Government
had determined WIAL’s vesting value.

AIAL raised a concern over having assets valued in a company’s statutory accounts at
ODRC, and at a lower DHC level for pricing purposes. These concerns seemed to
relate to possible misunderstandings on the part of different users of the information
as to the purpose for which the information was developed.”* Additional costs would
also be incurred in adopting two approaches, although, having said that, airports
would not be compelled to use different asset methodologies for their own purposes.

Distributional Issues

Simon Terry and Associates argued that, under New Zealand conditions, application
of the ODRC methodology appears frequently to have resulted in steep upward
revaluations of assets, early ‘rate shocks’ as charges have increased commensurately,
and a consequent transfer of wealth from customers to the owners of monopoly
assets."”” The implication of this view is that ODRC is not to be favoured on
distributional grounds.

In reviewing historical experience in the United States, Alfred Kahn notes the
Supreme Court’s support for the DRC approach in Smyth v. Ames of 1898, which
came at a secular low point in the trend of the general price level, when replacement
costs were probably below historic costs.””® Fifty years later, the same Court
overthrew that precedent in the Hope case in 1944, following a period of inflation in
the two World Wars that had resulted in DRC being above DHC. By that time, the
respective positions of the regulatory agency and regulated firm had reversed, with the

132 CIAL Submission on the Draft Report, 14 August 2001, Part C, pages 49-51.

133 Air NZ v WIAL (CA) 73/92, 24/9/92 pages 9-10.

134 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 19, paragraph 1.52.
133 Simon Terry and Associates Submission on the Draft Report, 14 August 2001, page 2.

136 Kahn, op. cit., 1989, pages 37-38.
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former then preferring DHC and the latter DRC. This suggests that, in the United
States, distributional issues are an important consideration for industry-specific
regulation. The same probably applies in other jurisdictions.

At the Conference it was argued by AIAL and BARNZ that, used correctly
throughout an asset’s life, with the return of capital being through straight-line
depreciation, and a return on capital at a given rate of interest (and treating
revaluations as income in the case of ODRC), both the DHC and ODRC approaches
could generate the same return in present value terms over the life of the asset. Used
consistently over time, both could potentially preserve incentives to invest."”’

However, the returns (interest return plus depreciation) have different time profiles:
both tend to be downward sloping over the asset’s life, but that for DHC starts at a
higher level than that for ODRC, crosses over at roughly the mid-life point, and
thereafter is lower. This suggests, on the assumption that returns reflect asset values,
that a mid-life change in valuation method from DHC to ODRC would raise returns
above the normal (cost recovery) level over the asset’s life, and result in a
redistribution of wealth from customers to asset owners.”®  The efficiency
implications would depend upon which of the asset valuation methodologies was
considered to produce the ‘correct’ values.

It has sometimes been argued that use of DHC would subject users to a “rates (price)
shock” when the assets reach the end of their economic lives and have to be replaced
with more expensive new assets, and that this problem would be mitigated by using
DRC because revaluations (and hence, rates shocks) would be introduced
incrementally over the assets’ lives. However, the weight of this argument would
depend upon the circumstances: for example, it seems unlikely that an entity’s assets
would all reach the end of their economic lives at the same time, so that the rates
shock stemming from DHC would be spread over time as individual assets were
replaced; and revaluations under DRC may be conducted sporadically, resulting in
significant rate shocks. Hence, there seems little in this argument to favour one
approach against the other.

Conclusions on Asset Valuation Approaches

In the Draft Report, the Commission favoured the use of opportunity cost for all assets
other than specialised assets. For specialised (sunk) assets, it preferred DHC because
opportunity cost for those assets could damage dynamic efficiency over the long-run.

The submissions on the Draft Report were generally divided between the owners of
the assets and the users, with the owners (the airports and electricity lines companies)
favouring ODRC, and the users (including the Shipping Federation) favouring DHC.
The exception was BARNZ, which was more concerned that the chosen method—
whether ODRC or DHC—should be applied consistently over time, and in an
internally logical manner, with respect to a given set of assets."” BARNZ feared that

7 Conference Transcript, pages 118 (AIAL) and 670 (BARNZ).

"% In practice, making such an evaluation may be blurred where an entity has a variety of assets at
different stages in its life cycles.

13 BARNZ Submission on the Draft Report, 10 August 2001, Page 24, paragraph 15.1.
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a mid-life change in valuation methodology could unfairly advantage one party or
another, as could any scope provided by the valuation methodology to manipulate
asset valuations.'*

ODRC as a valuation tool for regulation purposes was developed in New Zealand in
the early 1990s, and has since been used in both this country and in Australia. In both
countries it appears to be popular amongst policy-makers and many utility businesses.
Replacement cost-type approaches to asset valuation do not appear to be commonly
used by regulatory regimes in other parts of the world. The Commission has
examined the literature on the subject, which appears to be relatively limited, but it
has yet to come across any independent academic support for the use of replacement
cost-type approaches. Recent works that have been critical of the use of DRC are as
follows: in Australia, King and Johnstone;'*' in New Zealand, Bertram;'** and in the
USA, Bonbright et al.'*

From the various submissions, it can generally be inferred that DHC and ODRC
valuations of assets will be the same when (a) inflation is zero and (b) technical
change is zero, and (c) no optimisation is required. However, these requirements are
unlikely to be met in practice, especially for the long-lived assets that are typically
found in infrastructure industries. ODRC values will tend to exceed DHC values
when inflation is high and technical change is slight, and the reverse when inflation is
low and technical change is fast-moving. Nonetheless, when the revaluations
associated with ODRC are treated as income, both DHC and ODRC valuations (when
each is used over the entire life of an asset) generate a life-time revenue requirement
stream that, when set against the initial outlay, and discounted at the same rate, equate
to zero in net present value terms.

This suggests that, in theoretical terms, there may not be a lot to choose between the
two methodologies, providing that both are implemented correctly and consistently
over the lives of assets. WIAL submitted that requiring regulated firms to switch mid-
life from one to the other would “increase perceptions of regulatory risk, discourage
investment, and may be very detrimental to efficiency.”'* Yet, since their vesting,
and taking vesting values as being the starting points for DHC valuations, all three
airports have subsequently switched to the ODRC valuations: WIAL in 1993, and
AIAL and CIAL in 1999. As noted above, a mid-life switch from DHC to ODRC
would be likely (if charges were to be changed accordingly) to raise the lifetime
earnings of the assets above a competitive return, without appearing to do so when set
against the new asset values. A further important issue is the transaction and
monitoring costs associated with the implementation of each methodology, which
favours DHC.

140 Conference Transcript, pages 671-672.
141 See: Stephen P. King, 1996, op cit., pp. 292-98; and: David Johnstone, 2001, op cit.

2 Geoff Bertram, The Optimised Deprival Value Methodology and the Objectives of Utility Sector
Reform in New Zealand (mimeo), August 2000.

'3J. C. Bonbright, A. L. Danielson and D. R. Kamerschen, Principles of Public Utility Rates (2™
edition), Arlington, Vir.:Public Utilities Reports, 1988, pp. 296-98.

144 WIAL Submission on the Draft Report, 14 August 2001, Expert Report 4, page 3.
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The Commission has considered the presentations and submissions received from the
various parties. It reiterates that, in making the evaluation, its underlying goal is one
of promoting the efficient allocation of assets in the economy as a whole. As noted
earlier, efficiency considerations include taking into account the costs and
distributional effects of switching between methodologies. This means that the
circumstances of the firms or industry under review must be considered, which raises
the possibility of different valuation approaches being appropriate in different
circumstances.  Against this background, the Commission has to exercise its
regulatory judgement. The Commission’s conclusions may be summarised as
follows:

e The goal is to generate prices that ensure that assets are allocated to their most
efficient uses.

e To that end, assets should normally be valued at opportunity cost.

e For the particular category of specialised assets, whose opportunity cost is at or
close to zero, the use of opportunity cost valuations could lead to an expropriation
of investors’ funds and undermine dynamic inefficiency (i.e., discourage
appropriate investment) in the future.

e As a general rule, in infrastructure industries—including airports—the provision
of adequate capacity to meet demand at a reasonable standard of service is of
prime importance, and hence dynamic efficiency is of paramount concern.

e To circumvent this potential dynamic inefficiency, specialised assets need to be
allocated a value in excess of opportunity cost, although the increase in value
above opportunity cost (all else being the same) should be minimised so as to
minimise the adverse impact on allocative efficiency.

e In principle, both DHC and ODRC—properly and consistently implemented at the
start, and over the full life, of an asset—can meet this dynamic efficiency
requirement.

e For this Inquiry, the choice between the two asset valuation methodologies is
particularly influenced by the economic issues arising from actual-—or potentially-
mandated—switching, in terms of efficiency, wealth distribution and transaction
cost effects.

e For specialised assets, DHC valuations, which allow for the recovery of the actual
amounts vested (after depreciation), are favoured because of concerns about the
economic efficiency and distributional impact of recent (mid-life) switches from
DHC to ODRC in the case of all three airports. A consistent approach to
valuation of specialised assets should be used over time.

o Lesser considerations bearing upon the Commission’s view expressed in the
previous bullet point are the following:

- The considerable subjectivity involved in making ODRC valuations.
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- The fact that the Commission has not independently verified the outcomes of
the airports’ applications of the ODRC methodology to non-land (specialised)
assets.

- Concerns about the transaction costs associated with the use and monitoring of
ODRC valuations.

e The Commission sees a potential, but limited, role for optimisation in the context
of asset valuations using opportunity and DHC methodologies, in terms of
eliminating excessive assets from the asset base.

The Commission emphasises that its preference for the use of DHC for the valuation
of specialised assets in this Inquiry reflects the specific circumstances of this Inquiry,
and in no way should be taken to indicate the Commission’s position with respect to
the valuation of the specialised assets in other industries of a utility nature, such as
electricity transmission and distribution (and the Commission’s work in respect of
Part 4A of the Commerce Act). However, where firms have switched ‘mid-life’ to
ODRC valuations, the new valuations may be acceptable providing that the issues of
potential excess returns are addressed. The extent of adjustments to prices that this
might entail is uncertain, but the Commission considers that such adjustments go
beyond only incorporating revaluation gains.

APPLICATION TO AIRFIELD ASSETS
Introduction

The purpose of this section is to discuss the asset valuation principles arrived at above
in the context of the assets used by the airfield activities at the three airports. The
discussion at this stage is a generalised one only.

This section briefly outlines the approach to asset valuation of the airports’ valuers.
The application of the asset valuation principles to, and the various issues that arise in,
the case of airfield land and non-land (specialised) assets are considered in turn.

Airfield Land
Airport Valuers’ Approach

Mr Horsley (an expert for WIAL and AIAL) explained that the approach used to
value airfield land followed the financial reporting standards for the valuation of fixed
assets (including land) set out in FRS-3: Accounting for Property, Plant and
Equipment prepared by the Institute of Chartered Accountants of New Zealand.'®
FRS-3 requires assets to be valued at ‘fair value’, and defines that concept as follows:

The amount for which an asset could be exchanged, or a liability settled, between
knowledgeable, willing parties in an arms-length transaction. Fair value is deemed to be
synonymous with market value, open market value and current market value.

143 Ibid, Expert Report 2, pages 10-11.
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When assets are used in their best or optimal employment, fair value equates with the
valuation objective formerly used, namely ‘market value existing use’. Mr Horsley
considered that as airfield land is generally employed in its ‘highest and best use’, it
should be valued at its market value existing use.'*® This involves a replacement cost
approach, based upon the land that notionally would have to be acquired (and the
associated expenses that would notionally be incurred) by a new entrant replicating
the existing land of the incumbent.

Professor Boyd (an expert for CIAL) contended that the existing use valuation
approach meant that it was not necessary to consider alternative uses of the land.
Having decided that the most probable use for the land is as an airport, the most likely
potential buyer is another airport owner. The relevant scenario is one of existing use,
not of alternative use."’ Similarly, Mr Horsley stated that the market value existing
use valuation of airfield land reflected “the opportunity cost...which is both the
highest and best use and the optimal use of the land.”'* The Commission notes that
neither of these statements are consistent with the economic principle of opportunity
cost. Opportunity cost is not the value of the land in the same use in the hands of an
alternative supplier, but its value in the next best alternative use.

However, the Commission considers that none of those valuations are necessarily
appropriate for the purposes either of judging the efficiency of asset allocation
between alternative uses, or for pricing. From an economic perspective, the owner of
an asset that earns at least as much in its current employment as in its next best
alternative employment will have no incentive to transfer that asset to that alternative
use. Any return over-and-above that minimum amount—called the asset’s ‘transfer
earnings’—is economically a ‘rent’, that is, a return beyond that needed to retain the
services of the asset in its current employment.

Technically, the transfer earnings of an asset are shown unit-by-unit on the asset’s
supply curve. If the supply curve for an asset were upward sloping, the transfer
earnings for additional units would be increasing. Assuming that the price for the
asset is set at the intersection of the supply curve with the demand curve, the resulting
price would reflect the transfer earnings of the last unit employed. The same price
paid to all inframarginal units would result in their earnings being a varying mix of
transfer earnings and economic rent. The price would indicate the opportunity cost of
the asset at the margin.

A possible problem with airfield land is that a relatively large quantity (more than a
marginal quantity) is required in a particular locality, and the land must exhibit certain
characteristics (e.g., be capable of being made flat, proximity to city, etc.) that may be
in relatively limited supply (as land is not of a uniform quality). As a result, the
introduction of the demand for airfield land by an airport could result in an increase in
the price of land relative to what it would otherwise be in the absence of the airport.
In other words, a ‘gap’ may open up between the price with the airport and the price
without, with the opportunity cost reflecting the latter figure, and the difference being

146 Ibid.

47 CIAL Submission on the Draft Report, 14 August 2001, Expert Report Prof Boyd, page 4,
paragraph 6.

148 WIAL Submission on the Draft Report, 14 August 2001, Expert Report 2, page 5.
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a measure of economic rent. If a controlled airport were to be required to value its
land at opportunity cost, it would not be able to capture this economic rent, which it
might otherwise do. In that event, there would be a transfer from the airport to its
customers, in the form of charges being lower than would otherwise be the case. This
transfer would have no impact on economic efficiency.

Although the airports have not raised this issue directly in their submissions, it is
appropriate to consider it briefly here. The Commission feels that it may not be as
significant as it may at first appear. Firstly, it is not obvious that the owner of an
infrastructural asset possessing market power should be allowed to recoup through
prices the additional economic rent that may be available. Secondly, even if there
were such rent, it would be very difficult—if not impossible—to separate it from any
monopoly rent that might be earned from the ability of the entity to exploit its market
power. Finally, the amount of economic rent could be less, and perhaps much less,
than might be implied. In the case of the two airports that are most likely to be
affected by this issue—AIAL and CIAL—urban spread has tended to encroach close
to the airport boundaries, or would do so if the airport were to cease to exist and the
land’s zoning were as a consequence to be changed. In addition, in the case of CIAL
there would appear to be plenty of other sites that could have been utilised for an
airfield, and so rents associated with the present site would not be significant. An
opportunity cost valuation of the land would need to take into account such
considerations, and not be restricted by present rural zonings.

WIAL and others submitted that the Commission’s use of opportunity cost in the
Draft Report ignored the advice that it had received from its own expert valuers,
Telfer Young.'® However, it should be noted that Telfer Young were employed by
the Commission to check the appropriateness of methodologies adopted by the
airports and/or their valuers for the valuation of land, the consistency of the
methodology across the airports, and the robustness of the application of their
valuation principles. It did not advise directly on the valuation approaches that the
Commission should employ. They simply reviewed the values the airports had
adopted.

In their report, Telfer Young outlined the four recognised approaches to determining
and validating market value existing use of the airfield land. These are listed, with
comments:

e Comparable sales (or market comparison) approach — estimates the market value
of the airport’s land by reference to the sales prices of parcels of unimproved land
in localities around the airport. This approach can be used for AIAL and CIAL,
but for WIAL it would yield distorted values, partly because of the negative
impact of that airport on surrounding land values.

e Zonal approach — groups the land into zones according to location, physical
characteristics and use, with each zone being valued by reference to market sales
of land of equivalent size in similar (but not necessarily adjacent) locations where

14 For example, WIAL Submission on the Draft Report, 14 August 2001, Vol. 1, page 7, paragraph
2.12.
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sale prices are not negatively impacted by the proximity of the airport. This was
the preferred methodology used by WIAL in its 2000 valuation.

e Hypothetical subdivision approach — aims to assess how much a developer would
pay for the land, measured as the gross realisation from sales of lots less the sub-
division and holding costs, together with an allowance for risk and a profit
element. This was used by WIAL as a check on its zonal approach, backed by a
discounted cash flow analysis. AIAL used this approach to derive a market value
existing use for its operational airfield land.

e Civil works approach — treats land reclamation as a civil work (as could be
relevant for AIAL and WIAL), and values the remaining airfield land in
accordance with its original boundaries on an appropriate basis.

As indicated, some approaches may be suited to some contexts, but not others. Also,
it appears to be accepted that different approaches may yield different valuations. For
example, the hypothetical subdivision approach directly involves holding costs, while
the zonal approach does not. All approaches require assumptions and judgements to
be made, and these could differ to some degree from one practitioner to another.

Regardless of which, or which combination of, valuation techniques are used by the
airport, the basic aim of the valuers is to determine what a new entrant airport could
expect to pay to acquire the equivalent land in order to provide a similar service. This
is argued to be consistent with the outcome in a competitive market. The value of
airfield land is determined by calculating the amount that the airport companies would
need to pay in the market to match the price that an independent purchaser could pay
to acquire an equivalent parcel of land, plus the cost to get the land to airport usage.

Opportunity Cost

As noted above, the airports and their valuers considered that airfield land is being
employed in its best use, and therefore it should be valued at market value existing
use. However, opportunity cost principles require that land to be valued at its next
best alternative use, other than as an airfield. The Airports’ valuers argued that this
opportunity cost value is land’s ‘scrap’ (or net realisable, or exit) value."

There is no legal obligation upon any New Zealand airport to remain an airport, unlike
some overseas, such as Los Angeles Airport and the Australian airports.””' The major
impediments to any New Zealand airport company seeking to use airport land for
alternative uses are the Public Works Act 1981, resource and planning restrictions,
and shareholder approval. Thus, an opportunity does potentially exist for airfield land
to be put to alternative uses, even though this is unlikely in the foreseeable future
given that the present demand for airport services is likely to continue.

'3 ATAL Submission on the Draft Report, 14 August 2001, Attachment 2, page 21.

"I The operators of the former are forbidden from converting the airfield land to rental property, giving
them no opportunity to use the land in any capacity other than as an airport. A condition of the leases
of Australian airports and section 31(2) of the Australian Airports Act 1996 is that airport land be used
for an airport.
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The opportunity cost approach would value the airfield land in its best alternative use.
This valuation would take the higher of the alternative valuations with and without the
sealed surfaces (see discussion below). The valuation would recognise that land does
not depreciate and is not subject to technological obsolescence.

To determine opportunity cost, the following question can be posed: if the airfield (or
part of it) were to be put to some alternative use, what would be the market value of
the existing airfield land if it were to be disposed of to the highest bidder? That value
would be influenced by the following factors: the size and location of the parcel of
land; the presence of the airport; public works considerations; the land’s zoning (and
the potential for re-zoning); and the presence of the sealed surfaces. Each is now
considered briefly in turn.

Parcel of Land

There might be a premium attached to the sale of a large parcel of land, should it be
needed for another land-hungry development. Failing that, the market value might be
depressed by the potential for a relatively large amount of land to come on to the
market at the same time (and need to be sold within a short time horizon). The latter
seems much more likely given the quantity of land involved. The location is also
important. For example, land close to the central business district would be more
attractive to buyers. Finally, there might be some holding costs (net of revaluations)
incurred during the process of disposing of the land. The sale of such a large parcel of
land would need to be managed so as to maximise returns.

Presence of the Airport

The implied closure of the airport might positively or negatively impact upon land
values in the vicinity. This would depend largely on whether there were greater
positive externalities (e.g., spillover commerce to surrounding regions), or negative
externalities (e.g., noise pollution), created by the airport’s activities."” The removal
of negative externalities would tend to cause land values to rise, while the removal of
positive externalities would tend to have the reverse effect, all else being the same.

The airports pointed out that the valuing of land at opportunity cost could have
undesirable consequences for dynamic efficiency. If an airport were surrounded by
land zoned rural that was being used for agriculture, it would have to pay more to
acquire some of that land than it would for land with the same zoning at a distance
from the airport. The very presence of the airport would tend to inflate the land’s
value. However, once acquired, the land could be incorporated in the airport’s asset
base at no more than its opportunity cost as rural land in the absence of the airport.
They conclude that the airport would then suffer an immediate capital loss, which
would discourage it from investing in land needed for future developments, and thus
harm dynamic efficiency.

However, the argument is probably based on a false premise. The comparison
between the values of adjacent and distant land may not be appropriate, as it assumes

132 Alirports are increasingly diversifying their activities (e.g., retail centres on the edge of the airport) to
capture positive externalities.
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that the next best use of the airfield land in the absence of the airport would be as rural
land. Should the airport not exist—the assumption required in the evaluation of
opportunity cost—its land might well be re-zoned to allow some higher value use. It
could be expectations about this alternative use value that is causing the adjacent land
values to be higher. The higher value could, in these circumstances, appropriately
reflect opportunity cost.

Public Works Considerations

Historically, airfield land has often been compulsorily acquired as ‘public works’.
Some of the airfield land that was transferred to the airport companies from the
Crown and local authorities in the late 1980s and early 1990s is, therefore, subject to
the offer back provisions of section 40 of the Public Works Act. This means that, if
an airport company were no longer to require any such land for use as an airfield, it
must (before selling the land) offer the land back to the former owners (or to their
successors), unless the land is transferred to another public work.

The offer back provisions are intended, in the interests of fairness, to restore an owner
to his or her former position.'” The land is required to be offered at the current (open)
market value of the land (as determined by an independent valuer) unless grounds
exist to make the offer at a lesser price. Other than this, the Public Works Act
provides no guidance as to how market value should be determined. Court cases in
connection with the offer-back provision suggest that the land should be valued on the
basis of its underlying zoning at the time of offer back, but that due allowance can be
made for the possibility that land may be re-zoned."™*

It is noted that section 40 of the Public Works Act provides exemptions to the offer
back requirement:

e The land may be sold to an owner of land adjacent to the airfield where the airport
company believes on reasonable grounds that, because of the size, shape, or
situation of the land, the land could not be expected to be sold to any person who
did not own land adjacent to the airfield land.

e The land does not have to be offered back to the former owners (or to their
successors) where the airport company considers either (a) that it would be
impracticable, unreasonable or unfair to do so, or (b) that there has been a
significant change in the character of the land for the purposes of its use as an
airfield.

Where land has been compulsorily acquired under the Public Works Act, but is later
to be sold, it must be offered back to the former owners of the land (unless an
exemption is granted). The existence of the offer-back provisions may influence the
alternative use of the airfield land and, therefore, its opportunity cost.

133 McNicholl v Auckland Regional Authority 10 TCL 13/6 (1986) BCL 266 CCA (2™) H-15.
13 McLennan v Attorney General M267/98 unreported; Valuer General v Treadwell (1969) NZLR.
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Zoning

Mr Horsley (AIAL) said that the value of land should reflect the fair or market value,
but noted that zoning or planning restrictions generally limited the alternative uses to
which land could be put. However, in districts where land use was changing, which
was having the effect of allowing it to be moved forward into higher valued uses, such
as from rural to residential, the value should reflect the opportunity cost of that higher
valued use.'”

Like all land use restrictions, the designation may be able to be altered, and the land
re-zoned. However, this would involve changing the current District Plan, a process
that would take some time—given the need for public notification, submissions,
hearings and appeals—though one that could be commenced immediately a decision
to apply for a change was taken. This is further discussed in Chapters 8, 9 and 10.

Impact of the Sealed Surfaces

The application of the opportunity cost approach to valuing airfield land gives rise to
the issue as to whether the land should be returned to its original state by the removal
of the sealed surfaces. The removal work is likely to be expensive. The
Commission’s view is that the appropriate valuation would be the higher of the
valuations with or without the sealed surfaces. The latter would be net of the removal
costs, which would also incorporate the value of the material removed."
Alternatively, the sealed surfaces left intact may have some value as a foundation for
whatever activities may be undertaken on the site. BARNZ suggested such surfaces
might be used for vehicle parking or as the floor for warehouses.””” A third option
might involve the retention of some of the sealed surfaces and the lifting of other
parts.

If sealed surfaces were to add to the intrinsic value of the land by serving as
foundations for new construction, that additional value would be attributed as the
residual value of those surfaces.

Land Holding Costs

The valuation of airfield land at market value existing use includes an allowance for
holding costs on the current market value of the land.

The Commission notes that this involves the computation of notional holding
expenses on the basis of the assumed replication of existing airfield land by an entrant
at today’s prices. Yet the three airports acquired their airfield land, and incurred the
corresponding holding expenses, many years ago. Those holding outlays are sunk.
However, the Commission accepts that holding expenses actually incurred to facilitate

135 Conference Transcript, pages 203-204.

156 ATIAL recently removed 440 metres of sealed surfaces, comprising 20,000 tonnes of concrete, of
which 10,250 was lifted in a 24 hour period. AIAL estimated that the value of this material as crushed
base-course for road construction would probably offset the cost of removal. See: Response to
Commerce Commission Document ‘AIAL Airfield Land’, 21 May 2002, page 10, paragraph 36.

157 Conference Transcript, page 662.
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prudent investment decisions should be recoverable, as otherwise investment would
be discouraged. The Commission does not agree, however, that holding outlays
should be notionally re-computed and charged for at today’s prices. This is likely to
result in the over-recovery of the actual holding outlays, potentially many times over.
Rather, the actual holding expenses should be treated like other specialised assets for
charging purposes, by being incorporated in the asset base at historic cost.

The Commission also considers that holding outlays, unlike the land itself (which
does not depreciate), should be depreciated away over a relatively short period of
time. This would allow the recovery of holding expenses, but would not permit it to
be included in the asset base in perpetuity, which would distort prices. In the case of
the airports, holding costs may already have been written off at the time of vesting, or
may have been included in vesting values.

Levelling Costs

Levelling expenses are incurred when the land is being prepared for airport
development. The question then is whether these expenses, like holding outlays, are
sunk once incurred, or whether the level character of the land increases its value in its
next best alternative use (and levelling is, therefore, encapsulated in the land’s value).
In short, the two extreme possibilities are as follows:

e The levelling outlays are fully sunk, meaning that the levelling does not add to the
land’s value in alternative uses. Here, the levelling expenses would be treated like
the holding expenses as a specialised sunk asset, with the outlay actually incurred
(i.e., historic cost) being recovered separately over a limited period of years.

e Alternatively, the levelling outlays contain no sunk element. In this case the level
character of the land would be reflected by a premium in its market value, and
hence in its opportunity cost, with the result that no separate charge would need to
be added to the asset base to recover separately the levelling expenses.

The above are the two ends of a range of possibilities, which incorporate intermediate
cases where there is some additional market value attached to the levelled land, but
not sufficient to allow full recoupment of the levelling outlays. However, as the
original levelling expenses were incurred by the three airports many years ago, they
may have already been recouped. AIAL considered that, had the airport land been
developed for residential or commercial uses, the earthworks and contouring part of
the levelling costs would not have been much different.””® This implies that levelling
costs would be incorporated in the opportunity cost of the land. Otherwise, the
Commission accepts that levelling costs actually incurred as part of prudent
investment decisions should be recoverable, in order not to discourage investment.

Conclusions on the Valuation of Airfield Land

The outcome of the preceding discussion, in light of submissions, has led the
Commission to the following general conclusions on the valuation of airfield land:

138 Conference Transcript, page 250.
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o Airfield land should be valued at its opportunity cost, namely its value in its best
alternative use in the event that the airport were closed.

e The opportunity cost should be assessed at the highest alternative use value, with
that being the higher of the value with or without the sealed surfaces (the latter
incorporating the costs and benefits of removing the sealed surfaces).

e Any land holding and levelling outlays should be valued as specialised sunk assets
at historic cost. These values should not include any amount associated with sunk
assets that are already included in the opportunity costs of the land, in order to
avoid double-counting.

Issues associated with land that are specific to individual airports (e.g., seabed,
seawall) are addressed in the relevant airport-specific chapters.

Specialised (Non-Land) Airfield Assets

The important distinction was made earlier between specialised and non-specialised
assets. Non-specialised assets (such as airfield land) can be valued at opportunity cost
because they are economically mobile, and hence could be put to alternative uses.
Specialised assets are those whose alternative uses are very limited or non-existent,
and hence have low or zero opportunity costs, as the owners forgo little or nothing by
employing them in their current uses. The key non-land airfield assets are the sealed
surfaces and infrastructure that make up the airfield, and are largely specialised.

However, the inclusion of specialised assets in the asset base for pricing purposes at
their opportunity cost would not enable the asset owners to recover their original
investments, and would thereby discourage future investment in sunk assets. To

overcome this harm to dynamic efficiency, a movement away from opportunity cost
valuation of assets is required, but only when the following conditions apply:

e The assets concerned are specialised assets.

e The incentives to invest should be preserved, subject to minimising the divergence
of values from opportunity costs.

e The use of the opportunity cost of the funds should be used to determine returns.
These points are now discussed in more detail.

Definition of Specialised Assets

The Commission’s definition of specialised assets is based on whether the assets
would have value in alternative uses, as explained earlier. Assets that have little or no

value in alternatives uses are specialised, and hence have a low opportunity cost.

The New Zealand Institute of Valuers (NZIV) takes a modified view. In Valuation
Standard 2 it defines ‘specialised assets’ as follows:
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Specialised, special purpose or specially designed property...which...has utility restricted to
particular uses/users, and is rarely, if ever, sold on the open market, except as part of a sale of
the business in occupation,...restricted or no markets...

This definition reflects the approach of valuers discussed earlier. From an economics
perspective, it is deficient in not emphasising sufficiently strongly the lack of
alternative uses of the assets in question. Also, given the significant number of direct
and indirect users of airfield facilities, including airlines, freighters, passengers and
other commercial activities, it would appear to be difficult to argue that there are
limited users of specialised airfield assets and that this is a good basis for judging
whether an asset is specialised or not in the present case.

Airport Valuers’ Approach

CIAL submitted that, for airports, it is generally not possible to determine fair market
value based on comparable market evidence (airport sales), nor as a residual from the
income stream likely to be generated (because of the circularity issue). The only
remaining option is to use a cost-based approach.

Professional valuers using the cost-based approach for valuing specialised assets are
required to use the replacement cost approach, and must qualify any valuations that
deviate from that approach.”” CIAL noted that Valuation Standard 3 of the New
Zealand Property Institute (formerly the New Zealand Institute of Valuers) states:'®

All specialised owner-occupied properties and other specialised property shall be valued on
the Depreciated Replacement Cost basis except when Market Value methods can be applied.

CIAL also noted that the use of ODRC to value specialised assets was recommended
by FRS-3, by the valuation standards promulgated by the International Valuers
Standards Committee, and in the New Zealand Infrastructural Asset Management
Manual.''

Maintenance of Investment Incentives

On this issue, Simon Terry and Associates argued that present pricing arrangements,
whatever they might be, would be fully compatible with incentives providing that two
conditions were met:'*®

e That “the reasonable profit expectations of the asset owners at the time they
acquired the assets have been met to date”.

e That “future funds invested in the business...will be allowed to earn a competitive
return”.

The first condition invites the inference that vesting values (or any subsequent
privatisation values) could provide the appropriate starting point for a depreciated

'% Ibid, page 380-381.

10 CTIAL Submission on the Draft Report, 14 August 2001, Report of Prof Boyd, page 5, paragraph 11.
1! Tbid, Part C, page 52, paragraph 106.

12 Simon Terry and Associates Submission on the Draft Report, 14 August 2001, page 4.
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historic cost asset valuation, providing that a competitive return on the vesting values
would meet investors’ reasonable expectations at the time of acquisition. The validity
of this approach is strengthened when it is noted that the vesting values for the three
airports were apparently largely derived from the use of the discounted cash flow
method, which values the assets largely by reference to the net income stream that the
airport would likely generate.

Simon Terry and Associates argued that the assessment as to whether the use of
vesting values for assets would maintain investment incentives would need to
consider both the implicit and explicit nature of the ‘regulatory compact’ at the time
of vesting (or of privatisation), and of any subsequent regulatory policy that may have
affected that compact.'®

Taking up the challenge put by Simon Terry and Associates is difficult because it
entails assessing investor’s expectations at the time of vesting. On one hand, given
the likely inefficiency of the airport companies at that time, investors might have
anticipated that efficiency improvements under new ownership might lead to the
realisation of supernormal profits. On the other hand, it could be argued that, given
the ‘light-handed’ regulatory regime in operation at the time of the vesting of the three
airports, investors would not have expected to earn more than a normal competitive
return on their investments. Under that regime, natural monopolies typically were to
be constrained by the following:

¢ Industry-specific information disclosure requirements.
e The generic requirements of section 36 of the Commerce Act.
e The implicit threat of control under Part IV of the Commerce Act.

e Other factors, such as ‘kiwi share’ type obligations, which arguably constrain
behaviour in other industries.

The intention of light-handed regulation was to achieve at least some of the benefits
of regulation without suffering the disincentive and distortionary effects from heavier
forms of regulation may manifest. Nonetheless, it has been argued that using control
as a threat, bolstered by information disclosure, had an effect comparable to rate-of-
return regulation.

Further, it might be argued that nothing happened subsequent to vesting to modify the
reasonable expectations of investors formed at vesting. An assessment might canvass

a number of factors:

e The basis on which prices have been set in the past, and the historical returns
earned.

e The price paid for, and the circumstances surrounding, recent asset sales.'*

1 Ibid, page 5.

164 Recent sales evidence of airport assets includes the flotation price of AIAL, the sales price of the
Crown’s share in WIAL, and sales of long-term leases for Australian airports.
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e The switching by the airports to ODRC asset valuations.

e Any government policy statements or actions with respect to other utility-type
industries.'”

If investors’ expectations at the time of vesting and subsequently were that no more
than a normal return could be expected from the ownership of the assets on vesting
values, then investment incentives would not be harmed if specialised assets were
now to be valued for pricing purposes at depreciated historic cost. While investors’
expectations are difficult to ascertain with certainty, especially those existing some
years in the past, the Commission considers that this assumption is a reasonable one in
the circumstances. Accordingly, it does not see investors’ expectations as an
impediment to the use of the depreciated historic cost valuation of specialised assets.

Vesting Versus Privatisation Values

The Commission’s approach to the valuation of specialised assets at depreciated
historic cost has so far implicitly assumed that the same investor(s) would continue to
own each airport company over time. However, this rationale has to be examined
when a company’s shareholders change. Where this happens, then what the new
investors actually paid for their investment (which encompasses the expectations the
new investors had at the time) is relevant for determining whether they recover their
investment in specialised assets.

The experiences of the three airports in relation to shareholdings have varied. Each is
now examined in turn.

CIAL

In the case of CIAL, there has been no change in shareholding since vesting. Using
vesting values (with a nominal WACC) for specialised assets is consistent with the
Commission’s rationale for using depreciated historic cost. As the original investors
at the time of vesting remain, they would receive a return of their funds without over-
compensation.

AIAL

In ATAL’s case, the shareholders did not change until 1998, when the Crown sold its
51.6% stake in the airport by way of public offer. On 28 July 1998, all shares in
AIAL (including the other 48.4% owned principally by the Auckland local
authorities) were floated on the New Zealand Stock Exchange, and have been freely
tradeable subsequently. Since flotation, the North Shore, Franklin and Waitakere City
Councils have sold their shares in the airport. Auckland and Manukau City Councils
continue to hold significant shares in AIAL, although Auckland City has put it shares
up for sale.

' This might include the new regulatory regimes for electricity lines businesses and

telecommunications, together with this Inquiry.
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In the case of AIAL, the use of vesting values may at first sight suggest an
inconsistency in the Commission’s application of its approach, since it would appear
that:

e all investors would earn a sufficient return on specialised assets up to 28 July
1998; but that

e after 28 July 1998, the new investors might not earn a sufficient return on
specialised assets to recover their invested funds.

However, the Commission understands that, at the time of privatisation of AIAL,
assets were carried over at their vesting values, and only revalued about a year later
(at 30 June 1999). The share price of AIAL was determined after several assessments
and issues were considered. The listing price undoubtedly reflected the value in the
airports’ various business activities, but also trading issues related to initial listing on
the New Zealand Stock Exchange. Therefore, it seems difficult to make a close link
between the share price and particular valuations of assets.

AIAL contended that it had been required by its shareholders to revalue its assets to
ODV values, subsequent to privatisation.'® The implication seems to be that new
investors, in buying their shares, had such an expectation. AIAL suggest that
following the Government’s decision to sell its 51.6% shareholding through a public
float, a shareholders’ meeting was held on 22 May 1998 prior to privatisation, at
which the AIAL Board was directed (by unanimous shareholder vote) to revalue the
Company’s assets, as follows:

...revalue assets in the books of the Company within one year after listing using the optimised
deprival valuation concepts, credit the increased value so recognised to reserves and
reconsider the capital structure of the Company at that point with the aim of maximising the
use of %ﬁ;bt in the Company’s balance sheet consistent with sustainable development of the
airport.

AIAL further submitted that the revaluation directive was confirmed in the official
Prospectus (May 1998) for the initial public offering of shares.'® However, the
Prospectus actually contained the following statement:'®

In addition, on May, 22 1998 the Shareholders requested the Board of Directors to carry out a
revaluation of the assets of the Company within one year of the Shares being listed on the
NZSE, credit the increased value arising from such revaluation to reserves and reconsider the
capital structure of the Company at that point. No revaluation methodology has been
determined as yet by the Company, but it is management’s intent to address this request by
presenting a revaluation to the Board of Directors for consideration prior to June 30, 1999...
An upward revaluation of the Company’s depreciable assets will result in an increase in the
revenue charge for depreciation and amortisation and a consequent reduction in surplus after
taxation. (emphasis added)

1% ATAL Submission on the Draft Report, 14 August 2001, Part A, page 73.

' Minutes of a Special Meeting of Shareholders of AIAL 22 May 1998, paragraph 4.5, page 7.

18 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 73, paragraph 5.48.

19 Offer of the Ordinary Shares of Auckland International Airport Limited, Prospectus 1998, page 31.
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At the 22 May 1998 shareholder’s meeting, the Chairman of the Board agreed that
ODV should be considered as an approach, but noted the following:'”

...while the Board was comfortable with the concept of revaluing within approximately one
year of listing, the Board had not yet considered, and wished not to be constrained, as to which
valuation policy should be applied for asset revaluation purposes,...

The public statement in the Prospectus only said that the assets were to be revalued,
and did not specify the methodology to be employed. Nonetheless, a revaluation
would imply a movement towards some kind of current valuation, and this is
supported by the indication that an upwards revaluation was expected. The statement
further indicated that such a revaluation would result in a decrease in the Company’s
surplus, implying that pricing would not necessarily be changed.

Given the public statement, the Commission considers that no new investors would
have paid a higher share price based on a promise that the assets would be revalued
using a certain methodology that would effectively increase the value of the
company’s underlying assets. Nonetheless, revaluations across the entire airport did
subsequently occur.

Further, the Commission notes that, even after privatisation, there was no indication
from AIAL that the revalued assets were to be used for the purpose of calculating
charges. Indeed, the airlines claim that they received assurances from AIAL when the
process started that this would not occur. In its submission on the Critical Issues
Paper, BARNZ stated (para 47.2):""!

AIAL is the most egregious example of this conduct. It re-valued its assets in 1999, and in so
doing inflated its asset base by $300m, which value was then used to justify its proposed
aeronautical charges. This was despite the fact it had publicly represented to BARNZ
members at a General Meeting in March 1999 that the revaluation “did not automatically
imply that landing charges will increase” and that AIAL “did not expect to increase landing
charges in the immediate future i.e., the next few years”. Most of the increase in value
derived from land. The valuation approach used by AIAL was fundamentally flawed.

WIAL

For WIAL, the only change of ownership was the 1998 sale of the Crown’s 66% share
in the airport to NZ Airports Limited, which is 100% owned by Infratil Limited
(Infratil). In the case of WIAL, the use of vesting values for specialised assets could
arguably result in Infratil not recovering its investment in such assets. However,
Infratil’s investment and expectations should be seen in the context of the entire
company it was acquiring, and the threat from this Inquiry, which was initiated only a
few months before the sale (and was presumably at the forefront of their minds).

Summary

It would seem reasonable that no new investor at any of the three airports could have
expected their investment to return excess returns for airfield activities (unless there

70 Minutes of a Special Meeting of Shareholders of AIAL 22 May 1998, third paragraph, page 6.
" BARNZ Submission on the Critical Issues Paper, 26 April 2001, paragraph 47.2.
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was superior performance), given that all three airports were the subject of this
Inquiry by the Commission at the time.

Given the above, the Commission considers that the use of vesting values at
depreciated historic cost for specialised assets is appropriate for each of the three
airports subject to this Inquiry. Such values are consistent with the underlying
rationale aimed at evaluating airport performance from an efficiency perspective.
Acquisitions since vesting are included at cost of construction or acquisition.

Opportunity Cost of Funds

Despite differences of view between the various parties about how assets should be
valued, it was widely agreed that the return on those assets should be based on
WACC. The WACC for firms in one industry may be interpreted as the opportunity
cost of the funds were they to be used by firms in another industry with a similar level
of risk. It does not represent the best use (or highest possible returns) of funds.

Some proponents of ODRC argued that the Commission was inconsistent, and
therefore wrong, to combine opportunity and historic cost valuations of assets. For
example, Mr Horsley (an expert for AIAL and WIAL) said that such a mixture would
not meet reporting standards, and so there would have to be separate, and quite
different, valuations for reporting and pricing.'” The airports did not see any
inconsistency in combining an opportunity cost valuation of return (in the form of
WACC) with an ORDC valuation of assets. In any case, the purpose of this Inquiry is
to decide whether to recommend control, and this may require assets to be valued in
ways other than those required for other purposes.

Conclusions on Valuation of Specialised Airfield Assets

The Commission considers that, for reasons of economic efficiency, assets should
normally be valued at opportunity cost, unless they are specialised, when some higher
value is required in order to prevent investors’ funds from being expropriated and
dynamic efficiency being harmed. For this Inquiry, it considers that depreciated
historic cost is appropriate. Hence, specialised airfield assets should be valued for this
Inquiry at depreciated historic cost. Historic cost in this context means the vesting
values determined at the time of the vesting of each of the three airports. Acquisitions
since vesting are included at cost of construction or acquisition.

THE RELEVANT ASSET BASE

Introduction

The final major issue to be considered in this Chapter is what assets should be
included in the asset base of the entity that might be regulated. It is common in

overseas regulatory jurisdictions such as the United States to apply two criteria with
regard to the acquisition and use of assets by a regulated business: those assets must

172 Conference Transcript, page 241.
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be ‘prudently acquired’, and must be ‘used and useful’.'” An example from the New

Hampshire Supreme Court is as follows:'”*

While prudence judges an investment or expenditure in the light of what due care is required
at the time an investment or expenditure was planned and made, usefulness judges its value at
the time its reflection in rate base is under consideration....{u}nder the ‘used and useful’
principle, the commission is not asked to second guess what was reasonable at some time in
the past, but rather to determine what can reasonably be done now with the fruits of that
investment.

Clearly, in the regulatory context, it would send poor signals to regulated businesses
(and to potentially regulated businesses) if a regulator were to underwrite previous
poor investment decisions by allowing those assets to be included in the asset base for
charging purposes. It would also likely be regarded as unfair on users if a regulator
were to allow in the asset base those assets that were not required to provide the
service. Further, users might also question situations in which regulated businesses
acquire assets, and include them in the asset base for charging purposes, unnecessarily
far in advance of being needed. Against these considerations, it has to be remembered
that, if regulation were to impose such costs but prevent upside benefits from
investment being retained by the firm, the overall allowed return will be reduced.
Regulated returns would be less than expected returns, thereby reducing incentives to
invest. These issues are considered further below.

‘Used and Useful’

Some parties criticised the Commission’s use of the term ‘used and useful’ in the
Draft Report as being merely a slogan, and lacking in defined content.'”” However,
this term is a type of optimisation akin to that used as part of an ODRC valuation
approach, although these two concepts of optimisation do differ significantly.

As discussed earlier, under the ODRC valuation approach, optimisation would result
in a collection of assets that are the modern equivalents of those in the asset base, and
that are necessary to supply the pre-existing level of service. Strictly applied, this
could result in an asset base substantially different from that of the entity in question,
especially in industries characterised by rapid technological advance. In contrast, the
‘used and useful’ approach does not attempt to recast the asset base into what a
hypothetical new entrant might invest in, but rather takes the existing asset base as
given, and seeks to eliminate those assets that are not used and useful. An example,
which summarises United States practice in the energy sector, is the following:'"

In the United States, traditionally, plant must be both used-and-useful to be incorporated into
rate base and hence into tariffs. Under the used and useful valuation method, one reason to
remove an existing asset from rate base is that it represents excess or over-capacity and is not
used or useful for either energy or reliability purposes. Some portion of the plant is
considered used and useful, however, if it is needed to satisfy the targeted reserve margin.

' Armstrong, Cowan and Vickers, Regulatory Reform, op. cit., page 87.

174 public Service Company of New Hampshire, 1998, quoting from New Hampshire Supreme Court’s
decision in Appeal of Conservation Law Foundation, 127 NH 606 (1986).

' For example, Conference Transcript, page 360.
176 Source: http://www.narucintl.org/CEE-NIS/directory_index.htm
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...when a plant represented excess capacity, there was sometimes a regulatory provision that
allowed a phase-in. A plant could be phased into rate base either according to a set schedule
(typically not to exceed five years) or as demand grew and the plant became needed. Some
United States regulatory entities do not totally exclude a plant that is not used and useful from
rate base. Instead, they allow a depreciation allowance on the plant and they often allow for a
return on the debt portion of the cost of capital, even though no recovery is allowed on the
equity portion of the capital. This approach is used in a majority of American state
commissions.

... excess capacity issues and concerns relate to problems of demand growth decreasing from
previous projections, bringing large and expensive, newly completed plants into service before
they were fully needed, and the "rate shock" effect that immediately including those plants
into rates would have.

As noted earlier, the scope for optimisation with the DHC approach to asset valuation
is limited. Further, it may be counter-productive since, by expropriating the value of
investments in specialised assets, optimisation with DHC may discourage future
investment. Indeed, some might consider the quotation above to be a possible
example of a government reneging on a ‘regulatory bargain’ when applied to stranded
assets, as reflected inthe use of the ‘phase-ins’, and the allowance of depreciation on
otherwise excluded plant, mentioned in the quotation.

The Commission applies the used and useful concept in considering whether there is
any excess runway capacity or airfield assets at any of the three airports.

The Civil Aviation Authority’s advisory circular AC139-06A states that runway
length should have the following characteristics:'”’

e Be adequate to meet the operational requirements of the aircraft for which the
runway is intended.

e Be not less than the longest length determined by applying the corrections for
local conditions to the operations and performance characteristics of the relevant
aircraft.

The Commission has found that the respective runway lengths of Auckland,
Wellington and Christchurch International Airports are required for the largest aircraft
using, and the longest routes currently operating from, each of those airports. There is
generally little ‘spare’ runway length at any of the airports, and what might be
considered ‘spare’ is needed in adverse weather conditions. No party disputed this
view in submissions or at the Conference. The Commission concludes that a conflict
with the ‘used and useful’ criterion does not arise in respect of any of the sealed
surfaces currently being used at any of the three airports.

The question as to whether any other airfield assets (particularly land held for
development) are not ‘used or useful’ (are surplus) is considered on a case-by-case
basis in the airport-specific chapters.

"7 Civil Aviation Authority, Advisory Circular AC139-06A, Aerodrome Design: Aeroplanes Above
5700 Kg MCTOW, 1 May 1993.



5.164.

5.165.

5.166.

5.167.

5.168.

141

Future Investments
Introduction

Given this Report’s focus on airfield activities, the issue of future investments centres
on future runway expansions, and land needed for those expansions. Both AIAL and
CIAL are holding land for future developments, and AIAL’s second runway is
expected to be built before 2010.'™ The need for land to support future runway
developments gives rise to two issues: when should the land be purchased by the
airport, and when should airport users start to pay for it through landing charges?

The first of these questions involves land planning issues, and the costs and
restrictions that these impose in circumstances where large amounts of land in one
locality are required to support a runway development, and runway use is
incompatible with most other prior uses. The second question is an economic and
regulatory one. Each is considered below following some further background.

The Background

Growth in traffic at an airport over time may require an investment in additional
runway capacity. Future demand by users is uncertain and is not guaranteed. Airport
companies must make decisions to invest in additional capacity despite these
uncertainties. It is likely to be undesirable for airport companies either to delay
investment until demand exceeds capacity, or to invest in additional facilities much
before they are needed.

Decisions on future investment are important from a dynamic efficiency perspective.
Ideally, investment planning should aim to ensure that there is an appropriate level of
investment to support production on a year-by-year basis, with no significant excess
or under capacity. Any new investment should be based on reasonably anticipated
future demands. However, as several parties submitted, these ideals can be difficult
or expensive to achieve in the context of expansions in airport capacity, such as
runways or terminal buildings, because of their ‘lumpiness’, i.e., increments to
capacity are normally proportionately large relative to existing capacity.'” As a
result, such increments will typically be more than sufficient to accommodate demand
initially, but as demand grows over time, the additional capacity will gradually be
used more intensively.

CIAL considered that capacity cannot be added smoothly and incrementally in a ‘just
in time’ fashion. In a perfect world CIAL would prefer to ensure that capacity
remains just ahead of demand, but it argued that this was not always possible for
various practical reasons, such as the obligation to consult, the inconvenience to
current users of capital works, and the difficulties and costs of raising capital. CIAL
also suggested there is a trade-off between adding capacity in small increments, which

'8 Conference Transcript, page 126.

17 For example, CIAL Submission on the Draft Report, 14 August 2001, Part C, page 46, paragraph
81. Also AIAL Submission on the Critical Issues Paper, 27 April 2001, paragraphs 7.5 and 8.84.
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better match demand growth but are proportionately more costly to build, and adding
capacity in larger increments, which have the reverse characteristics.'®

WIAL consider that both airports and airlines had the common dual objectives of
bringing the investment into play as close to demand as possible in increments as
small as possible, and of avoiding the costs of disruption that airside construction
generally entails.”™ AIAL stated that it plans for its future development on the basis
of future demands projected by the airlines, and invests to meet those demands. Mr
Goulter said that its policy was to expand capacity just behind demand.'*

The Commission accepts that increments to airfield capacity are likely to be large
relative to existing capacity. A runway cannot be built incrementally, in that it must
be of sufficient length to accommodate the largest planes that are to use it. With a
second runway, however, it may be possible to build a relatively short one initially to
take smaller planes only, thereby freeing the main runway for heavier traffic, as AIAL
intends to do. Even then it may be economic initially to undertake all land
preparation and drainage works required for the full-sized runway planned.

The key issue at the present time is the holding of land well in advance of the need for
future runway development. This involves assessing first, the appropriateness of such
land holdings, and second, when the costs of such land should enter the charging base.

Holding Development Land

A number of pieces of legislation impact upon the issue of the holding of
development land by airports, primarily the Airport Authorities Act 1997, the Public
Works Act 1981 and the Resource Management Act 1991. The impact of each of
these is now considered.

The definition of airfield activities in the Airport Authorities Amendment Act 1997
includes “{t}he holding of any facilities and assets (including land) acquired or held
to provide airfield activities in the future (whether or not used for any other purpose in
the meantime)”. AIAL considers that the land it holds for such purposes can be
included in the asset base when there is an intention (and reasonable certainty) that the
land will be used at a future date for operational purposes.' CIAL submitted that the
extent to which land it holds for future development should be included in current
pricing depends upon the current management of the land by the airport company.'™
It presently excludes its development land in determining its prices for airfield
activities.

Section 5 of the Airport Authorities Act 1966 (as amended in 1986) states that any
development or reconstruction of an airport deemed by the Minister of Finance to be
of both national and local importance is covered by section 224 of the Public Works
Act, which allows land to be taken or acquired. An airport company is able to

'8 bid, page 39, paragraph 48.

'8! WIAL Submission on the Critical Issues Paper, 27 April 2001, paragraph 7.129.

182 Conference Transcript, pages 33 and 163.

'8 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 64, paragraph 5.24.

18 CIAL Submission on the Critical Issues Paper, 27 April 2001, Part B, page 28, paragraph 97.
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approach the Minister of Lands seeking an order—and the Minister’s agreement—that
land be compulsorily acquired for the airport. Given this provision, the airports do
not necessarily have to hold land for future development, but may make business
decisions to do so if considered beneficial. Although the Public Works Act
theoretically means that an airport can obtain land, it might in practice be risky to rely
upon it when large quantities are required in a particular locality.

Although the statutory definition of airfield activities specifically includes land
acquired or held to provide airfield activities in the future, it does not follow that such
land should automatically be included in the asset base for determining current pricing
of airfield activities. The Commission considers that airports should generally bear
the risks of not anticipating future demand correctly. Nonetheless, it may be
appropriate for airports to acquire land for development if the opportunity comes up to
buy a block of land that may not come up again and could not easily be acquired
under the Public Works Act. The Commission understands that most land for public
works is acquired without resort to the compulsory provisions.

The third statute of relevance is the Resource Management Act 1991, on which a
report was provided by Mr Nolan (an expert for AIAL)." The underlying purpose of
this Act is to provide for the sustainable management of natural and physical
resources. In terms of Auckland International Airport, the Resource Management Act
places an obligation upon AIAL, the Auckland Regional Council and Manukau City
Council—which have jurisdiction over the airport land—to use, develop and protect
the physical resources involved in a manner that protects the well-being of people and
communities. This includes meeting the reasonably foreseeable needs of future
generations, and avoiding or minimising adverse effects on the environment.

Of particular importance for airports is New Zealand Standard 6805: 1992, which
aims to protect communities located close to airports from excessive aircraft noise.
This standard recommends that noise contours be established at each airport, based on
noise levels that are likely to arise from future airport operations. The contours are
then used to limit the total amount of noise generated by aircraft operations, and to
restrict land uses that would be incompatible with airport operations within those
contours. Such land uses include housing, schools and hospitals. These may be
prevented from being built within the relevant noise contours, or built only with
sufficient acoustic protection. All this is accomplished by the use of land use controls
over the relevant land through the local District Plan.

The Commission recognises that, because of the adverse environmental effects of
airports, particularly the noise they give rise to, they are subject to considerable
planning controls under the Resource Management Act. These controls limit the uses
to which land designated for airport use can be put, even before it is acquired by an
airport. Those owners are under no obligation to sell their land to the airport, and
many years may pass before the airport is able, through market transactions, to
acquire all of the parcels of land needed for a planned development. Once the land is
owned by an airport, the controls place significant obligations on the owner in the
course of seeking consent to develop the land for airport use. Hence, significant

185 ATAL Submission on the Draft Report, 14 August 2001, Attachment 5.
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planning horizons appear to be involved in accumulating land and bringing it to the
point where it can be developed for airport use.

Conclusion on Land Holding Issue

From an economic perspective, the appropriate criterion to apply to land acquisition is
cost minimisation. In principle, this would involve choosing a time pattern of land
purchases that would minimise the net present expected value of cost over time,
where cost is measured as the purchase plus holding outlays, less revaluations and
revenue generated from other interim uses. These costs would reflect the various
statutory restrictions and obligations (which add to the airport’s costs) discussed
above.

Overall, the Commission considers that it is a matter of judgment as to when land
should be acquired for future runway developments. Designation for airport use can
prevent land that may be required in the future from being used for incompatible
purposes. On the other hand, the accumulation of the large parcel of land required
through market purchases can take some years. Further, there is uncertainty as to
precisely when development land may actually be required. In short, a judgement is
required in each particular case.

The Asset Base Issue

As noted above, the development land held by CIAL is not included in its asset base
for charging purposes, whereas the second runway land held by AIAL is included.
This may reflect the fact that AIAL expects to build a second runway during the
current decade, whereas CIAL has no plans to build a further runway.

From a prudence perspective, it is important that incentives are preserved to invest in
new capacity in a timely fashion. To that end, land should be acquired with prudent
timing, in relation to expected future use. At the same time, it is important to avoid
charges being used to cover imprudent or excessive investment in land, or land
acquired prematurely, or to expect users to bear the risks associated with future
developments. At the Conference, Simon Terry and Associates suggested that an
economic criterion for when development land should enter the charging base would
be from the point at which there is a contract between the airport owner and its
substantial customers that recognises the need for a second runway.'® However, there
could be ‘gaming’ problems with this option; airlines might delay entering into any
such contract if there were any doubts about whether development might proceed as
planned. Transpower stated that its policy is to capitalise holding costs on
developments until those developments become ‘used and useful’. Indeed, the
Commission notes that it is common accounting practice for interest costs of this kind
to be capitalised.

The Commission considers that, given the judgmental nature of the decision to
commence acquiring land, which falls largely to the airport concerned, and from
which point net holding costs start to accrue, it is appropriate that the airport be
subject to the risk of non-development. That risk should provide some incentive on

186 Conference Transcript, page 820.
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the airport not to acquire land imprudently. This would require that net holding costs
be accumulated for a reasonable number of years, rather than charged out on an
annual basis. The Commission further considers that the appropriate point for the
capitalised net holding costs to enter the charging base is once construction has
commenced, since from that point the risk of non-development largely ceases to exist.
However, it is recognised that this might create an incentive for an airport to bring
forward a development in order to begin charging sooner. The capitalised net holding
cost to that point should be treated as a specialised asset, to be written off over the
medium-term. From that point, the land would be valued at opportunity cost in the
asset base.

The issue of holding land for development and the timing of its inclusion in the asset
base is discussed further in Chapter 8, in connection with the land ATAL holds for a
planned second runway.

Conclusions on Relevant Asset Base

Airports should be able to recover through prices the costs of assets needed to provide
airfield services. Land and non-land assets that are surplus (in whole or part) should
not be included in the asset base, but should be optimised out.

The Commission considers that it is a matter of judgment as to when land should be
acquired for future runway developments, given the inevitable uncertainties as to
when relevant parcels will become available on the market, and to when development
may actually occur. Moreover, airports are reluctant to rely on compulsory powers of
acquisition under the Public Works Act, and are aware of the interests of residents
living in proximity to the airfield and its flight paths given the requirements of the
Resource Management Act. In these circumstances, the acquisition of land
significantly in advance of it being needed would be expected, and would be prudent,
especially given the very large amounts involved. Nonetheless, a judgement is
required in each particular case. The Commission believes that it is important that
incentives to invest in expansions to capacity in a timely fashion are preserved.

However, there is a danger that land could be acquired too far in advance of being
required if the airport were assured of being able to recoup the cost of holding it from
users. Hence, the Commission considers that holding costs—net of income generated
and of revaluations—should be capitalised, and incorporated in the asset base as a
specialised asset at DHC for charging purposes only from the point at which
construction commences. This means that, although the airport has some discretion as
to when land is purchased and net holding costs start to accumulate, it must bear the
risk (albeit likely quite small) that the land may never be developed as planned prior
to the development actually being initiated. From that point, the land would be valued
in the asset base at opportunity cost.

CONCLUSION

During the course of this Inquiry, the Commission has considered a large number of
written and oral submissions from a variety of parties on the valuation of assets and
the determination of the asset base for regulated firms. It has also reviewed a
significant number of reports emanating from other regulatory regimes, together with
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academic and policy papers. The issues these have raised have been discussed at
length in the body of this Chapter, and no attempt is made here to summarise those
discussions.

The Commission considers that the following general principles should be applied in
determining the asset base used for airfield activities at each airport:

e Airfield land should be valued at its opportunity cost, namely its value in its best
alternative use in the event that the airport were closed.

e The opportunity cost should be assessed at the highest alternative use value, with
that being the higher of the value with or without the sealed surfaces (the latter
incorporating the net costs of removing the sealed surfaces).

e Any land holding and levelling outlays should be valued as specialised sunk assets
at DHC. These values should not include any amount associated with sunk assets
that are already included in the opportunity costs of the land, in order to avoid
double-counting.

e Specialised (non-land) airfield assets should be valued at DHC. DHC is
represented by vesting value plus any acquisitions since vesting at the cost of
purchase or acquisition. Although, as noted above, two Commission Members
dissent from this view and favour the use of ODRC.

e Any surplus airfield assets should be optimised out of the asset base.

e Land held for development of airfield activities should be excluded from the asset
base, and the associated net holding costs should not be capitalised, until
construction is commenced.

The airport-specific chapters apply these general principles to the determination of the
appropriate airfield asset base for pricing purposes for each airport. The need for
optimisation and other issues unique to each airport are considered in more detail in
those chapters.
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6. WEIGHTED AVERAGE COST OF CAPITAL
INTRODUCTION

This Chapter examines the second aspect relating to return on capital: weighted
average cost of capital (WACC). WACC is relevant for determining prices and for
assessing performance. It is the element of the pricing models that allows for a
required rate of return to be earned by debt and equity security providers. As well as
being compensated for bearing the entity’s capital costs, operating and maintenance
expenditure, and taxes, capital providers earn a rate of return that reflects what they
could be earning by committing their funds to an alternative project of similar risk—
their opportunity cost of capital.'®’

The Airport Authorities Amendment Act does not provide any guidance as to how
airports should determine WACC."® However, guidance is provided by economic and
financial theory.

In formulating its views expressed on WACC in this Report, the Commission has
obtained independent advice from Dr Martin Lally. A copy of his final report to the
Commission is included in Appendix 18 to this Report.

WACC METHODOLOGY

Companies are typically funded by a combination of debt and equity. WACC is the
weighted average cost of each new dollar of capital raised at the margin. In the
simplest terms, it is the cost of debt and the cost of equity weighted by the proportion
of debt and equity. It is expressed by the following formula:

WACC = WaRy(1-t.) + W.R,

where: W4 = proportion (weight) of debt funding
R4 = cost of debt
t. = statutory corporate tax rate
W, = proportion (weight) of equity funding
R. = cost of equity

Determination of the elements of WACC is subjective and involves considerable
uncertainty. Careful and detailed examination is required to ensure that figures used
(and assumptions adopted) are reasonable. If WACC is too high, airport operators
will be able to achieve excess returns, while if it is too low, it may discourage
investment. For this reason, a range for WACC is estimated around a point estimate.

87 Australian Competition and Consumer Commission, SACL Aeronautical Pricing Proposal, Final
Decision, 2001, page 170.

'8 The Secretary for Transport can issue guidelines for the completion of disclosure financial
statements. Guidelines may be issued specifying methodologies to be used in calculating WACC. At
present the Secretary has issued no such guidelines. The airport companies are free to select their own
methodology as long as they disclose details of the methodology used.
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Cost of Debt

The relevant cost of debt is the interest rate required by investors to earn their desired
return. It can, in some instances, be observed directly as the yield on debt issued by a
company (e.g., through a bond issue with specified return), but is typically determined
by way of a margin over and above the risk free rate, which is assumed to reflect the
cost for which a firm of similar credit risk with an efficient capital structure could be
expected to obtain financing. Computed in this way, the cost of debt (Ry) is expressed
by the following formula:

R4 = R¢+ Debt Premium

where: R¢ = risk-free rate
Debt Premium = B4(MRP) + Expected Default Losses
+ Liquidity Premium
B4 = debt beta
Market Risk Premium (MRP) =R, - R¢
R = expected rate of return on the market portfolio

The debt premium determines the premium over and above the risk free rate that is
required by investors for holding the debt. It reflects marketability and exposure to
the possibility of default. It represents the incremental cost of raising debt.

In determining the debt premium, the Commission has considered such factors as how
the airports finance their assets (debt or equity), the actual premiums that the
companies pay above the risk-free rate, their liquidity and cashflow situation, and
their credit ratings. However, as noted above, the key consideration in determining
the debt margin is the cost for which a firm of similar credit risk with an efficient
capital structure could be expected to obtain financing.

The cost of debt is estimated for the same period as that used to determine the risk-
free rate (the period for which prices are set) and not the duration of the airport’s
assets or its debt.

Cost of Equity

The cost of equity is the expected rate of return just compensating for risk. While the
cost of debt can often be observed directly as the yield on debt issued by the company,
the cost of equity cannot, and must be estimated. A number of methods are available
to estimate the cost of equity. However, the Capital Asset Pricing Model (CAPM) is
the most popular, due to its intuitive appeal and relative ease of application.

The CAPM develops a relationship between the non-diversifiable risk of an asset
(measured by its beta) and the opportunity cost of investing in that asset." The
essential principle underlying the CAPM is that risk-averse investors will not hold
risky assets unless they are adequately compensated for the non-diversifiable risks
that they bear and, therefore, the greater an asset’s non-diversifiable risk, the greater

18 Ramesh Rao, Financial Management: Concepts and Applications, Maxwell McMillan Publishing,
Second Edition, 1992, page 327.
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the expected return. The CAPM links the risk-free rate, the asset’s non-diversifiable
risk, and the expected return on the market portfolio. Given the non-diversifiable risk
of an asset, it provides the premium that investors can expect in terms of expected rate
of return (over and above the risk-free rate)—it determines non-diversifiable risk
adjusted expected return on equity.'”

The standard CAPM model for return on equity (R.) was developed by Sharpe and
Lintner and is expressed by the following formula:''

Re = R¢+ B(MRP)
where: Be = equity beta
Taxes

In developing the costs for the different capital components, issues regarding taxes
arise. The standard CAPM does not take personal taxation incurred by investors
explicitly into account and, therefore, does not adjust for the effect of any imputation
credits attaching to dividends. Building on the work of Brennan, Lally has developed
a version of the CAPM that explicitly takes account of personal tax rates that differ
across both investors and sources of income, and which is applicable to the New
Zealand tax regime. However, the resulting cost of equity is still an expected rate of
return before personal taxes.'””> This model has been adopted by the airports.

The Brennan-Lally model can be expressed as follows:
Re = tgiyDiv + R 1-tiny) + B(TAMRP)

where: taiv = excess of personal tax on dividends over capital gains tax
Div = dividend yield of the company
tint = €Xcess of personal tax on interest over capital gains tax
Tax-Adjusted Market Risk Premium (TAMRP)
= 1{m - Rf(l'tint) - tdivm]:)iVm
tsiivm = weighted average of t4, over the individual companies in the
market portfolio
Div,, = dividend yield of market portfolio

Assuming fully imputed dividends (and that investors have the ability to fully utilise
them), the average investor faces a 33% marginal tax rate on interest, and capital
gains are not taxed. It follows that tg, and tgiym are zero and tiy is 33%. These
assumptions result in a simplified Brennan-Lally model expressed as follows:

% Ibid, pages 330-331.

1 Sharpe W F, Capital Asset Prices: A Theory of Market Equilibrium Under Conditions of Risk, ,
Journal of Finance, Vol 19, 1964. Lintner J, The Valuation of Risky Assets and the Selection of
Investments in Stock Portfolios and Capital Budgets, Review of Economics and Statistics, Vol 47,
1965.

12 Brennan M (1970), Taxes, Market Valuation and Corporate Finance Policy, National Tax Journal
23, pages 417-427. Lally M (1992), The CAPM under Dividend Imputation, Pacific Accounting
Review, Vol 4, pages 31-44.
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Re =+ Ry(1-0.33) + B(TAMRP)
where: TAMRP =R, - R«(1 - 0.33)

While there has recently been a change in the top marginal personal tax rate, the
assumption that the average investor faces a 33% marginal tax rate is still valid.

The Commission’s view is that WACC should be computed using the tax-adjusted
Brennan-Lally CAPM.

Risk-Free Rate

The risk-free rate is the interest rate that an investor would earn on a riskless
investment. However, there is no such thing as the risk-free rate in reality.
Governments are typically the only entities in the market for funds considered to have
such a low level of risk. Therefore, rates for Government stock are usually used to
approximate the risk-free rate.

The risk-free rate is used in calculating both the cost of debt and the cost of equity.
The choice of risk-free rate significantly impacts on the resulting WACC and should
be determined carefully.

A question that has to be resolved in determining the appropriate risk-free rate relates
to the term (maturity) of the rate used. Alternatives are to use the maturity
corresponding to the period for which prices are set, or the life of airfield assets—the
former leads to the use of three to five year rates, and the latter 10 year rates or longer.
The Commission’s view is that the risk-free rate should match the revision frequency
of pricing on the basis that landing charges should reflect expected costs and risks
over the period prices are set, but not be affected by the expectations of rates beyond
that period. Prices are typically set by the airports for upwards of five-year periods
due to the requirement to consult with substantial customers every five years on
charges. The Commission acknowledges, but does not accept, submissions from
WIAL" in support of using a 10 year rate.

Having determined the appropriate maturity date to use, debate revolves around how
the rate is set. Options include using the range over the consultation period, the
midpoint, the endpoint, an average of the beginning and ending rates for the period, or
the average over the period. The selection of the rate is important, as risk-free rates
vary daily.

The Commission notes that the Australian Competition and Consumer Commission
(ACCC) supports the use of short-term averaging of yields in order to smooth out the
effects of financial markets volatility. In its recent decision regarding Sydney

19 WIAL Submission on the Draft Report, 14 August 2001, Expert Report 5, page 9. Note that this
decision does not have a significant impact on WACC currently, as at present there is little difference
between three, five and 10 year rates.
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Airports Corporation Limited (SACL), the ACCC decided to use the 40 day moving
average of the five year rate.'

There is nothing inherently significant about the date on which an airport makes a
decision on new prices (or on which the new prices take effect), and the date is largely
controlled by the airport. This suggests that the risk-free rate at that particular date
should not be used. The Commission’s approach is to use an average yield on
Government stock over the period in which an airport consults with its substantial
customers (ending with the point at which any new prices come into effect) and with a
maturity matching the point at which prices will again be reviewed (at maximum five
years).

The Commission agrees with WIAL that the risk-free rate should reflect compounding
interest.'”

Market Risk Premium

Market Risk Premium (MRP) represents the additional premium that investors require
to hold the market portfolio—a diversified basket of ‘risky’ assets—over and above
the return that can be obtained from investing in risk-free assets. It is not affected by
firm specific factors. Continuing debate exists about the appropriate size of the MRP.

A number of approaches can be used to estimate MRP. The common approach is to
observe ex-post risk-free rates and market returns, and calculate an arithmetic average
over a number of years. Other methods involve: estimating the relationship between
MRP and market volatility changes over time; estimating the MRP consistent with the
current value of shares and expected growth in market dividends; and considering
estimates of the MRP for foreign markets. Whatever approach is used, it is important
to ensure that current estimates of investors’ expectations are incorporated.

In estimating the MRP from averaging historical returns, a time period for the analysis
has to be chosen. The choice involves a trade-off between using more data (which
potentially improves the statistical precision of the MRP estimate), and using
potentially less relevant data (by using data that is too historic). Whatever period is
used, there will always be some statistical uncertainty surrounding the estimate.

The Treasury’s handbook on cost of capital recommends the use of a 9% tax-adjusted
market risk premium in the tax-adjusted version of the CAPM (denoted TAMRP),
equating to 6.4% in the standard version of the CAPM."™ In its recent SACL
decision, the ACCC adopted a similar pre-tax MRP of 6%. In reaching its decision,
the ACCC commented that empirical evidence suggests a declining MRP."”

19 Australian Competition and Consumer Commission, SACL Aeronautical Pricing Proposal, Final
Decision, 2001.

19 WIAL Submission on the Draft Report, 14 August 2001, Expert Report 5, page 9.

"% Treasury, Estimating the Cost of Capital for Crown Entities and State-Owned Enterprises, October
1997, page 10.

17 Australian Competition and Consumer Commission, SACL Aeronautical Pricing Proposal, Final
Decision, 2001, page 194.



6.29.

6.30.

6.31.

6.32.

6.33.

152

Consistent with the version of the CAPM used, the airports have adopted a 9%
TAMRP based on the Treasury handbook. However, the airlines consider that, while
a TAMRP of 9% was appropriate in the 1980s, more recent studies have indicated
lower figures should be used. The airlines’ position of a 8% premium is based on
work by PricewaterhouseCoopers.

The recent work by PricewaterhouseCoopers referred to by the airlines arrives at an
estimate of 8% to 9% for TAMRP (6% to 7% MRP in the standard CAPM), but
suggests that there is evidence to support the use of an estimate of 8%."* The 8%
figure is arrived at using data from 1925, while the 9% is based on data from 1956.
The choice between 8% or 9% comes down to a trade-off between determining the
TAMRP based on more data (and improving the statistical significance of the results)
and including potentially less relevant data in the calculation. Other approaches to
estimating the MRP are discussed by Dr Lally in Appendix 18, and they generate
estimates in the 7% to 9% region.

None of the various approaches to estimating MRP is considered by the Commission
to be necessarily better than any other. Having considered the various submissions
received, the Commission’s view is to adopt a TAMRP of 8%, within a range of 7%
to 9%, in recognition of the uncertainty surrounding the estimate.

Beta

Risk relates to the possibility that expected returns may not actually materialise. The
total risk of an asset or business is made up of both diversifiable risk and
undiversifiable risk.

e Diversifiable (or unsystematic) risk is unique to the asset or firm and can be
eliminated by diversification. The risk of obsolescence of its technology, the risk
of reduced revenues caused by increasing competition, and the risks associated
with patent approval, antitrust legislation, labour contracts, management styles,
geographic location are all examples of unique risks.

e Undiversifiable (or systematic) risk is market risk, which is not unique to the firm.
Such risk cannot be eliminated by diversification. It is related to, and dependent
on, the state of the economy as a whole. The more systematic risk that is inherent
in the operations of a company, the higher will be the cost of any debt and equity
used to fund its operations.

A common misconception is that all variability and uncertainty in the returns accruing
to an asset are included in the computation of WACC. Only the undiversifiable risk is
relevant in determining the cost of equity. Investors are not compensated through
CAPM for diversifiable risk. The CAPM implies that investors hold a diversified
portfolio and, accordingly, diversify away this risk.

18 PricewaterhouseCoopers, New Zealand Equity Market Risk Premium, March 2000, page 6.
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Beta measures the sensitivity of an asset’s return to market returns—it’s systematic
risk." It is probably the most contentious of the WACC components. It also
significantly affects the resulting WACC.

Asset Beta

The asset beta ([3,) measures the sensitivity of a company’s return to market returns
when the company has no debt.

Airport revenues are affected by changes in passenger and aircraft movements. To
the extent that these changes are correlated with Gross Domestic Product (GDP), they
are likely to give rise to airport revenue that is highly correlated with GDP variation,
and hence, systematic risk. The greater the extent of this systematic risk, the greater
the asset beta.

Equity Beta

Equity betas reflect both operating and financial risk, while asset betas reflect only
operating risk.*”

e Operating (or business) risk is solely related to the risks associated with the firm’s
operations and the industry or sector in which it operates.

e Financial risk is the incremental risk (difference between the equity and asset
betas) that arises when a firm takes on debt. Leveraged firms are more risky than
firms without debt, as interest is a fixed cost that must be paid before shareholders
receive anything.

The equity beta is determined by the following formula:

Be = Pa(1 H(Wa/We))

If a company has no debt—is entirely financed by equity—its asset and equity beta
are identical. By adding debt to a company’s capital structure, the shareholding
becomes more risky, such that its equity beta is greater than its asset beta. The level
of systematic risk associated with equity (the equity beta) is magnified according to
the proportion of debt in the funding mix. The greater the proportion of debt, the
greater the systematic risk associated with the residual cashflows available for
distribution to shareholders, and the greater difference between its asset and equity
beta. For otherwise identical investments, a company with more debt in its capital
structure will have a higher equity beta and a higher required rate of return on equity
than a company with less debt.

19 Non-systematic risks necessarily have no effect on beta. However, they may affect the expected
cashflows and should, therefore, be dealt with there. For example, the expected cashflows may
incorporate no allowance for the possibility of an adverse event, such as an earthquake. If this has a
probability of 1% and will lower cashflows by $100 million in the event of it occurring, the expected
cashflows should be reduced by $1 million.

2 Weighted Average Cost of Capital for Christchurch International Airport, Crighton Seed and
Associates, June 1999, page 8.
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Pure Play Comparisons

Beta may or may not be able to be estimated directly. Betas can only be directly
estimated for listed companies. Where a beta cannot be estimated directly, a proxy or
surrogate beta can be estimated by making adjustments for differences in gearing to
the betas of similar entities or assets that are ‘pure play’—comparable companies with
similar activities and risks. While such an approach is useful, it is often difficult to
find a ‘pure play’ comparison.® It is acknowledged that estimation of betas
invariably involves an element of judgement of what is most appropriate. Even if a
beta can be estimated directly, one should still seek comparators because the statistical
reliability of beta estimates for single companies are poor, due to uncertainty.

Factors

Differences in betas across companies rise from differences in the sensitivity of
returns to unexpected changes in the economy. In his report to the Commission, Dr
Lally (Appendix 18, pages 462-464) stated that the sensitivity of equity returns to
such changes are potentially dependent on a number of factors. First, we outline the
factors, and then—as part of the consideration of potential comparators—consider the
appropriate weight given to each.

e Industry, i.e., the nature of the product or service. Firms producing products
with low income elasticity of demand (necessities) should have lower sensitivity
to unexpected changes in the economy than firms producing products with high
income elasticity of demand (luxuries), because demand for their product is less
sensitive. In respect of airfields, much of the demand is recreational travel, for
which betas are particularly high.

e Nature of the customer. There are a number of aspects to this.

— The split between private and public sector demand. Firms producing a
product whose demand arises exclusively from the public sector should have
lower sensitivity to unexpected changes in the economy than firms producing
a similar product demanded exclusively by the private sector, because demand
should be less sensitive. This has no apparent implications for airfields or any
suggested comparators.

— The residency mix. Demand for air travel by New Zealanders should be
sensitive to unexpected changes in the New Zealand economy, while demand
from foreigners should be sensitive to unexpected changes in the world
economy. The changes in the New Zealand economy should be more closely
related to the performance of the New Zealand market portfolio.
Consequently, airfields with a larger proportion of New Zealand customers
should have higher betas.

— The personal/business mix, with the former being more sensitive to
unexpected changes in the economy.

1 Beta estimates in New Zealand are further complicated by the relative thinness of the New Zealand
Stock Exchange.
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Pricing Structure. Firms with revenues comprising both fixed and variable
elements should have lower sensitivity to unexpected changes in the economy
than firms whose revenues are entirely variable.

Duration of contract prices with suppliers and customers. The longer prices
are fixed (by contract, for example), the more exposed a firm is to unexpected
changes in economic conditions, and the higher is beta.

Presence of price or rate-of-return regulation. Firms subject to rate-of-return
regulation should have lower sensitivity to unexpected changes in the economy,
because the regulatory process is geared towards achieving a fair rate of return.
Price regulation will have a similar effect, providing prices are frequently reset.
However, as the reset interval increases, such a firm tends to resemble one with an
output price contractually fixed for a long period. This is likely to increase the
beta of an airfield.

Degree of monopoly, i.e., price elasticity of demand. So long as firms act to
maximise their cash flows, theory offers ambiguous results. By contrast, if
monopolists do not optimise their cash flow, in the sense of reacting to unexpected
changes in demand by varying the cushion provided by suboptimal pricing and
cost control more than do non-monopolists, then their returns should exhibit less
sensitivity to demand, and hence to unexpected changes in the economy. In
respect of airfields, their monopoly power may be diluted by the extent of
countervailing power of airlines.

Nature of the firm’s real options. The existence of options permitting
expansions of the firm (adopting a new product, expanding existing operations
etc) should increase the firm’s sensitivity to unexpected changes in the economy,
as the values of these growth options should be more sensitive to such changes
than equity value exclusive of them, and these two value components should be
positively correlated. By contrast, the existence of options permitting contractions
of the firm should reduce the firm’s sensitivity to unexpected changes in the
economy, because the option value should be negatively correlated with equity
value exclusive of it.

Operating leverage. If firms have linear production functions and demand for
their output is the only random variable, then firms with greater operating leverage
(higher fixed to total operating costs) should have greater sensitivity to unexpected
changes in the economy because their cash flows will be more sensitive to
demand. This implies that the high operating leverage of airfields should magnify
their betas.

Market weight. Increasing an industry’s weight in the market proxy against
which its beta is defined will draw its beta towards 1, although not necessarily in a
monotonic fashion. Even for a market weight as low as 5%, the effect can be
substantial. Airfields and possible comparators have limited weights in market
indexes and, consequently, this point is not relevant in this case.

Capital structure. Firms with greater financial leverage will have greater
sensitivity of equity returns to unexpected changes in the economy, because cash
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flows to shareholders will be more sensitive to demand. In addition, firm leverage
only matters in relation to market leverage. Thus, for a given level of firm
leverage, firms in different markets that have different market leverages will have
different betas.

Comparators ideally should be similar in the above respects. However, so long as
differences can be corrected for, this is not strictly necessary (and will therefore
expand the set of comparators, with resulting improvement in the statistical reliability
of the beta estimate).

Potential Comparators

Both the airports and airlines support their views on beta by reference to estimated
betas of what they consider are comparable companies. There is considerable latitude
when using comparable firm data to assess the appropriate asset beta for airports. The
question as to which firms are most comparable and which factors should receive the
most weight in the assessment is open to debate.

Airports generally consider other utilities to be less preferable as ‘pure play’

comparators, as they exhibit less risk than airports:**

e Airports are likely to be more susceptible to downturns in economic circumstances
than other utilities (such as electricity networks), particularly in respect of leisure
travel.

e Airport earnings are becoming increasingly volatile as airlines increase flexibility
through alliance arrangements, fleet evolutions and the relaxation of international
air services agreements.

However, there are limited estimates of airport betas available. As a result, the
airports have provided the Commission with possible alternative comparators. CIAL
submitted that port companies were comparable to airports, given that they were in
the transport industry, were regional monopolies, and had a mix of contestable and
non-contestable business activities.”® Dr Lawriwsky (an expert for CIAL) also
presented arguments for using airlines and electric utilities as comparators.* Dr
Marsden (an expert for AIAL) suggested that selected United States gas and
electricity companies might be useful comparators.*”

The airlines disagree with using other airports as comparators. They consider that
there are considerable differences between Australian and New Zealand airports such
that the ACCC’s betas are not necessarily applicable in New Zealand, and that, all
other things being equal, lower asset betas are appropriate in New Zealand. They
argue that New Zealand airports have lower systematic risks than Australian airports

22 Sydney Airport, Revised Draft Aeronautical Pricing Proposal, 2000, page 92.

203 CIAL Submission on the Critical Issues Paper, 27 April 2001, page 49, paragraph 201.
2% CIAL Submission on the Draft Report, 14 August 2001, Expert Report Dr Lawriwsky.
295 ATAL Submission on the Draft Report, 14 August 2001, Attachment 4.
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due to the following differences (the same reasoning applies to other overseas
regulated airports):**

e The regulatory arrangements. New Zealand airports have an explicit legal right to
set prices (in contrast to Australian airports) and can establish pricing
arrangements that—to a significant extent—insulate them from systematic risk,
either mechanistically, or by deciding to amend their prices at some future date.?”

e Revenue stability and variation. The current pricing arrangements for AIAL and
CIAL fix prices for a shorter period than the Australian airports.

During recent consultations conducted by AIAL and CIAL, Air NZ argued that
Airways Corporation was the best comparison. Air NZ considered airports to be ‘low

revenue risk’ for the following reasons:**®

e The regulatory environment is light-handed and allows airports to match prices
with anticipated volume changes and to adjust quickly for unexpected changes.

e Given this, airports have the power to set prices and insulate themselves from
systematic (i.e., non-diversifiable) risk.

e The geographic position of an airport leaves it subject to minimal competition
from other New Zealand airports.

e Once consultation is completed to the satisfaction of minimal legal requirements,
prices can be immediately changed.

In its submission on the Draft Report, BARNZ argued for United States rate-of-return
regulated electric utilities as a comparator. BARNZ submitted that such entities
would be better comparators for airfield activities than United Kingdom price-capped
firms, because the New Zealand regulatory environment allows airport companies to
set prices as they see fit, and therefore replicate the almost guaranteed returns
available to United States rate-of-return regulated firms.*”

The Commission considers that the comparators offered by the airports and the
airlines have a number of limitations. It disagrees with arguments made by the
airlines that the airports have the ability to amend prices in response to adverse
unexpected changes in the economy (in the absence of pricing agreements providing
mechanisms for this). Averages of airport betas are also statistically unreliable due to
the small number of entities averaged. Furthermore, the comparators’ betas suggested
have not been adjusted (or have been incorrectly adjusted) for non-aeronautical

26§ Lovick, Commentary on the WACC assumptions adopted by CIAL, Network Economics
Consulting Group, October 2000, pages 3-4.

27 New Zealand airports cannot set or modify charges without first consulting with their substantial
customers.

28 Eor example, Air New Zealand, Draft Interim Consultation Response to AIAL, 22 December 1999,
page 63. Also refer to S Lovick, Commentary on the WACC assumptions adopted by CIAL, Network
Economics Consulting Group, October 2000.

29 BARNZ Submission on the Draft Report, 10 August 2001, page 30, paragraph 22.3.
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activities, market leverage differences, or differences in regulation. Some of the other
industries suggested as comparators are also markedly different in respect of their
monopoly power and regulatory regimes.

In the case at hand, the Commission considers that the regulatory environment is
fundamental to the performance of the airports and is, therefore, the dominant factor
considered in choosing comparators. Useful benchmarks for an asset beta for airfield
activities are, therefore, as follows:

e United States firms engaged in electricity generation and/or distribution that are
subject to rate-of-return regulation (which almost guarantees them a certain rate of
return).

e Electricity firms in the United Kingdom subject to CPI-X price caps.
Weights

A number of options exist with respect to selection of the weights used to determine
WACC. They include:*"”

e Proportions present in the company’s financial structure.
e Target or long-run proportions of the company.

e Proportions present in the financial structure of comparator private sector
companies (used to estimate 3).

All these ratios involve market values rather than book values.

It is inappropriate to use the actual weights from the statement of financial position of
the company (book value weights). Current ratios are useful only if they reflect the
manner in which the company will finance its investments in the long-term. An
alternative is target weights, which are suggested to avoid the bias which may occur
from one accounting period to the next as actual debt and equity levels change over
time."' However, it is difficult to determine an optimal (target) gearing level. As a
result, the Commission considers that actual leverage ratio—based on the market
values of debt and equity at the time prices are set—is most appropriate (and is
consistent with the debt premium used). The risks associated with any changes in
financial structure between price re-sets are, therefore, borne by airport operators.

Nominal v Real WACC
WACC can be expressed in real or nominal terms. The relationship between the real

and nominal WACC—between any real and nominal rate—is defined by the Fisher
equation:

19 Treasury, Estimating the Cost of Capital for Crown Entities and State-Owned Enterprises, October
1997, page 33.

2 Weighted Average Cost of Capital for Christchurch International Airport, Crighton Seed and
Associates, June 1999, page ii.
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(1 + Ruom) = (1 + Reea)(1 +1)

where: Rnom = nominal rate
R;cal = real rate
1 = rate of inflation

A decision must be made over whether WACC should be computed in nominal or real
terms. The choice of real or nominal doesn’t matter provided there is consistency in
the application—in particular in the parameter estimates and cashflow estimates.
Consistency is particularly important where WACC is used in pricing, valuing assets

and comparing actual rates of return. Three options are available:*"

e Apply a nominal rate to the depreciated historic cost of assets.

e Apply a nominal rate to revalued assets and include any revaluation amounts as
income.

e Apply a real rate to revalued assets, but don’t include any revaluation amounts as
income.

For the purposes of this Report, the Commission has chosen to use a nominal WACC
in order to be consistent with its approach to asset base and analysis of historical
returns. Any asset revaluations in the past and any expected revaluation gains in the
future are, therefore, included in income.

CONCLUSION

After asset base, WACC has the next most significant impact on the calculation of
excess returns. The Commission’s approach to determining WACC can be
summarised as follows:

e WACKC is computed using the tax-adjusted Brennan-Lally CAPM.

e The cost of debt is estimated for the same period as that used to determine the
risk-free rate (the period for which prices are set) and not the duration of the
airport’s assets or its debt.

e The period of the risk-free rate should match the revision frequency of pricing on
the basis that landing charges should reflect expected costs and risks over the
period for which prices are set, but not be affected by the expectations of rates
beyond that period. In determining the rate used, the Commission’s approach is to
use an average yield on Government stock over the period in which an airport
consults with its substantial customers (ending with the point at which any new
prices come into effect) and with a maturity matching the point at which prices

212 Tyeasury, Estimating the Cost of Capital for Crown Entities and State-Owned Enterprises, October
1997, page 18.
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will again be reviewed (at maximum five years). The rate also reflects compound
interest.

e The Commission does not consider any of the various approaches to estimating
MRP to be better than any other. The Commission adopts a tax-adjusted MRP of
8%, within a range of 7-9% in recognition of uncertainty surrounding the estimate.

e The Commission uses a tax rate of 33% in computing the cost of equity, but the
statutory corporate tax rate (which in the late 1980s was 28%) in computing the
after-tax cost of debt.

e In selecting comparators to determine beta, the Commission considers a number
of factors. In the case at hand, the regulatory environment is fundamental to the
performance of the airports and is, therefore, the dominant factor considered in
choosing comparators. Benchmarks for an asset beta for airfield activities are,
therefore, United States firms engaged in electricity generation and/or distribution
that are subject to rate-of-return regulation (which almost guarantees them a
certain rate of return), and electricity firms in the United Kingdom subject to CPI-
X price caps.

e A firm’s actual leverage ratio—based on the market values of debt and equity at
the time prices are set—should be used (consistent with the debt premium used).

e The Commission uses a nominal WACC in order to be consistent with its
approach to asset base and analysis of historical returns. Any asset revaluations in
the past and any expected revaluation gains in the future are, therefore, included in
income.

Estimates of WACC for each airport based on the above approach adopted by the
Commission are determined in the separate chapters on each airport.
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7. BENEFITS AND COSTS
INTRODUCTION

Submitters to the Inquiry were unanimous in support of the Commission’s approach
in the Draft Report of identifying the benefits and costs of control. However, the
airports considered these should be specifically applied to each airport, which the
Commission accepts (the application occurs later in Chapters 8, 9 and 10). The
purpose of this Chapter is to highlight the types of benefits and costs that should be
used in the airport specific analysis. It also states how those benefits and costs should
be determined.

WIAL raised concerns that any forms of control evaluated by the Commission should
only be used for assessing the costs of control, and should not signal a preferred
approach to control.” The Commission emphasises that any evaluation of different
forms of control here is only intended to help it reach a decision as to whether to
recommend control or not, and does not imply that a particular form of control would
necessarily be used were control to be introduced.

The Commission considers that the benefits and costs of control are those that are
additional to the counterfactual. The Chapter proceeds by considering the appropriate
counterfactual, which forms the basis for considering the benefits and costs of control
in the rest of the Chapter.

THE COUNTERFACTUAL

The benefits and costs of control of airfield activities in the future have to be assessed
against a counterfactual of what might otherwise happen in the future in the absence
of control. Thus, a comparison has to be made between two hypothetical future
situations, one with control and one without. In framing a suitable counterfactual, the
Commission bases its view on a pragmatic assessment of what is likely to occur in the
absence of control.*"*

The preliminary view taken by the Commission in the Draft Report was that the most
likely counterfactual would be a continuation of the status quo, with the airports
operating under the present form of regulation, which includes information disclosure,
consultation on prices and major investments, and a threat of control under Part IV of
the Commerce Act.

In the Draft Report, the Commission considered that, if this Inquiry were to lead to the
recommendation that control should not be imposed, and if that were to be accepted
by the Minister, the status quo might be affected. Specifically, the constraining
impact of the threat of control could (at least for a time) be reduced. This might allow
the airports somewhat greater latitude in behaviour, leading to an increase in
inefficiencies or excess pricing. Alternatively, the outcome of this Inquiry could have

213 WIAL Submission on the Draft Report, 14 August 2001, Vol. 1, page 20.

214 See the discussion in Commerce Commission, Decision No. 277: New Zealand Electricity Market,
30 January 1996, especially page 16.
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the affect of providing a benchmark over which airports would not wish to pass for
fear of a further Part IV inquiry.

A further consideration in setting the counterfactual in the Draft Report was that it is
not possible to anticipate how other circumstances may change in the future, e.g., any
modifications to the Airport Authorities Act or the Airport Authorities (Airport
Companies Information Disclosure) Regulations by the Ministry of Transport.

Submissions on the Draft Report did not raise any new reasons for diverging from the
counterfactual of the status quo. However, AIAL referred to the possibility of further
refinements in the disclosure obligations of airports, given the Ministry of Transport’s
pending review.””* WIAL emphasised refinements to the consultation process that had
already occurred as the result of court decisions, and which were likely to be extended
as a result of (then) proceeding legal action by Air NZ against AIAL.*'® Subsequent
to the Conference, this legal action has been settled out of court. Broadly speaking,
the airports suggested the regime might be tightened in the future.

CIAL argued that the Commission had underestimated the countervailing power of
airlines and the counterfactual was therefore flawed.”” AIAL made a similar
argument and suggested the counterfactual had implicitly assumed competition was
limited, as “if competition was not limited then you would no longer need to test for
excess returns.””"® WIAL suggested that (for it) the countervailing power of airlines
was greater than the Commission had assessed in the Draft Report.*”

The Commission considers that countervailing power of airlines forms part of the
status quo. The relevance of this issue for the counterfactual was whether the extent
of countervailing power would change over time. The airports offered no reason why
it would. Nonetheless, their arguments may have relevance for the competition
analysis and are duly considered in Chapters 8, 9 and 10. The counterfactual does
implicitly include an assumption that competition is limited.

AIAL argued that the Commission, in using the counterfactual to assess whether
inefficiencies existed, had made ‘bland assumptions’ about its future costs and asset
base. It argued that costs would rise in the future. It also said the introduction of
control would compel AIAL to dispose of the land held for “the imminent
development of the second runway.””® The Commission considers that, while these
arguments could be relevant to the evaluation of whether control should be introduced
at AIAL, they are not factors that directly affect what the situation would be without
control in the counterfactual. The cost referred to by AIAL would seem to occur with
or without control, and would, therefore, be part of the status quo. Clearly, AIAL’s
decision of whether or not to hold the second runway land would not be affected if
control was not recommended and the status quo continued.

215 Conference Transcript, pages 11-12.

218 Ibid, pages 463-464.

*I7 CIAL Submission on the Draft Report, 14 August 2001, Part A, page 2, paragraph 1.

218 Conference Transcript, page 106.

1% 1bid, pages 449-452.

220 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 119, paragraph 10.7.
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On the other hand, the airlines, through BARNZ, argued that, if the Commission did
not recommend control, the threat of control would be diminished. They argued for
temporary control in the case of AIAL and CIAL to add credibility to the threat of
control, given that the Draft Report had found excess returns at these airports.
BARNZ suggested in its written submission that landing charges could rise by as
much as 9.6% at Auckland International Airport if control were not recommended,
because of the reduction in the threat of control.””’ At the Conference, BARNZ noted
AIAL’s own claim that prices may need to rise by 6% if it applied the approach used
in the Draft Report, after making adjustments AIAL felt appropriate.”* The airlines’
view implied that the regulatory regime might become less tight.

Since the Conference, Air NZ and AIAL have reached an agreement over landing
charges until 2007. This agreement is open to all other airlines and is without
prejudice to any views submitted by either party to this Inquiry. These developments
mean the rises in prices suggested by the airlines above are unlikely to eventuate in
AIAL’s case in the immediate future. This situation does not apply to CIAL or
WIAL. WIAL has recently commenced consultation on future charges, as the current
five-year deed with users expires on 30 June 2002.

Having regard to the above matters, the Commission considers that, in general, the
counterfactual is a continuation of the status quo. The conclusion made is (as in the
Draft Report) that the current regulatory regime will remain, and will maintain its
current level of effectiveness. However, there are some airport specific qualifications,
that must be considered, e.g., in AIAL’s case, the Commission considers the status
quo includes the recent agreements with airlines. Such issues are discussed further in
the airport-specific chapters. The Commission notes that there is always the
possibility that a further inquiry may occur in the future, if behaviour at any of the
airports were to warrant this.

BENEFITS

The potential benefits of control relate to reducing any inefficiencies (allocative,
productive and dynamic) and/or excess returns in a market. An analysis of
performance in the counterfactual compared to an efficiently operating market could
be used to measure these benefits. However, it cannot be assumed that al/ of the
potential benefits would actually be realised in practice through the imposition of
control. Clearly, different forms of control may be more or less effective. Further,
control can create additional costs to those emerging from lighter forms of regulation,
as discussed below.

A useful starting point for the analysis of the benefits of control remains the
inefficiencies that may be present in the counterfactual. Chapter 4 presented the
pricing principles and explained the three aspects of economic efficiency (allocative,
productive and dynamic efficiency). The sources of potential benefit include:

e Allocative inefficiency being reduced or eliminated by control (with the resulting
lower prices passed on to consumers). Inefficient levels of service quality for the

22l BARNZ Submission on the Draft Report, 10 August 2001, page 10.
222 Conference Transcript, page 710.
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price charged could also be addressed through control. There may also be indirect
or spill-over benefits from any lower prices to related markets.

e Excess returns being reduced or eliminated by control, with a transfer of wealth
from suppliers to consumers (being a net benefit to acquirers). The increase in
consumers’ wealth is matched by a reduction in suppliers’ wealth (resulting in
zero net public benefit).

e Productive inefficiency being reduced or eliminated by control (with resulting cost
savings likely to be passed on to consumers in lower prices).

e Dynamic inefficiency being reduced or eliminated by control, because of better
utilisation/allocation of resources. This would benefit New Zealand and
potentially lower required revenue from landing charges (to cover costs) likely
leading to lower prices for consumers.

The sources of potential benefits are now discussed below. The models used in the
airport-specific chapters to quantify the potential benefits of control over time are also
introduced.

Allocative Efficiency Gains

Allocative inefficiencies could exist in the past, present or future. The evaluation of
allocative inefficiencies at the airports would require a calculation of the efficient
price at each airport over time. The total revenue and cost for airfield activities could
be used to do this. Cost would be measured by the sum of appropriate airfield
expenses and a normal return on investment, the latter being calculated by multiplying
the appropriate asset base by an appropriate WACC. Revenue would be measured by
multiplying airfield charges by the level of output.

Where revenue exceeds cost, or equivalently, where the airport’s actual returns on
airfield activities (after allowing for expenses) are greater than normal returns, prices
would be above the efficient level. From this, the potential benefits to acquirers can
be estimated, if control were to have the effect of reducing price at each airport to the
efficient level.

CIAL was critical of the building blocks approach taken by the Commission. CIAL’s
preferred approach was a DCF approach, which it argued could produce a smoother
price trend.””® The implication was that ‘apparent’ over-recovery at one point in time
may be matched by ‘apparent’ under-recovery at other times. The Commission
considers that, properly applied, either a building blocks or a DCF model should
produce similar results over the medium-term.

The Commission has undertaken current, forecast and historical analysis for each
airport, based on both actual data and forecast information. The models used for these
purposes are described in the sub-sections that follow.

2 CIAL Submission on the Draft Report, 14 August 2001, Part C, page 32.
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The Models

Analysing Current and Future Performance

In the Draft Report, the Commission presented a model for measuring present and
future allocative inefficiencies and excess returns. In light of submissions, the
Commission has adjusted its model, as explained below.

Given the inelastic demand for airfield services, large price increases would likely
have minimal adverse impact on demand by consumers. Deadweight losses (DWL)
associated with inefficient pricing would emerge in the airfield services market, but
these would be likely to be small relative to the size of the distribution effects (i.e., the
wealth transfer from consumers to suppliers through the higher prices). These effects
are explained in Figure 2, which shows a stylised demand and cost structure of a
typical, single runway, airport.

The vertical and horizontal axes of the figure are scaled in terms of the average price
per tonne, and the number of tonnes landed, respectively. The cost structure of the
airfield activities is such that fixed costs make up a large proportion of total costs,
while marginal costs are very low so long as excess capacity exists. The point at
which the demand curve (D) meets the price axis is not shown on the chart, but is
termed point A. The demand curve is assumed to be linear for simplicity.

Figure 2
Estimating Allocative Inefficiency in the Airfield Services Market
Price \B
® p | . B I
Pc E F
C G n \ MC
D
Output
0 Qum Qc P

An airport must cover all of its costs, including fixed and overhead costs, so the
competitive average price is assumed to be set above marginal cost (MC) at P¢, with
output at Qc (Pc includes an appropriate level of normal returns reflecting an
appropriate asset base and WACC). In other words, if the airport’s average cost curve
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were to be drawn on Figure 2, it would slope downward and intersect the demand
curve at point F, the downward slope reflecting the spreading of overheads over the
larger landed tonnage. At this position, gross surplus would be represented by the
area OAFQc, from which variable costs of OCHQ, would have to be deducted. The
remaining net surplus (or net benefit from production) is split between consumers’
surplus of PcAF, and suppliers’ surplus—covering fixed costs and normal returns—of
CPcFH.

Inefficient pricing would be reflected in the price being raised above the competitive
level to, say, Py, with output in consequence shrinking to Qy. This would result in:

e A loss of net surplus equal to the area BFHG. This loss is shared between
acquirers’ (consumer) surplus of BFE and the supplier’s (producer) surplus of
EFHG.

e Resources no longer required because of the reduction in output, represented by
the area GHQcQwm, which are assumed to be absorbed elsewhere in the economy,
with no impact on welfare.

e Additional surplus gained by the supplier at the expense of acquirers, depicted by
area PcPMBE, which is a wealth transfer from acquirers. In efficiency terms, this
transfer is assumed to have no direct effect, since one party gains at the expense of
the other.

Hence, the detriment arising from the loss of allocative efficiency in the airfield
services market is represented by the area BFHG. The supplier earns excess returns
equal to the value of area PcPyBE.***

An alternative possibility is that the actual price could be below the competitive price.
To generate that outcome using Figure 2, the M subscript can now be treated as
indicating the competitive position, and the C subscript the actual position. In this
case, acquirers of airfield services benefit at the expense of the service provider, who
earns less than normal returns. The total revenue produced by the service is
represented by the area OPcFQc, and the total cost is equal to OPMJQc, leaving a loss
to the airport of PcPyJF.** The deadweight loss from the over-production by QuQc is
shown by the triangular area BJF. In this scenario, as in the previous one, the
deadweight loss is likely to be very small relative to the wealth transfer from, in this
case, suppliers to consumers/acquirers.

The low price elasticity of demand for airfield services suggests that the output
decrease between Qu and Q¢ could be quite small. This would suggest that the
transfer of wealth from suppliers to acquirers, as represented by the area PcPyBE,
associated with monopoly pricing would be likely to greatly exceed the loss of
allocative efficiency, denoted by area BFHG. Applying the same logic, an attempt to

% This analysis assumes for simplicity that the AC curve is actually horizontal, rather than downward
sloping, in the range between points E and F. In any case, given the price inelastic demand curve, the
output difference between the two points is unlikely to be significant, so that the average costs at those
two points are likewise not expected to differ significantly.

2 This statement is subject to the same qualification as given in the previous footnote.
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return prices to the competitive level through the use of control would, if successful,
reverse these changes. The wealth transfer of P.P,BE would revert back to acquirers,
and allocative efficiency would improve by BFHG. From a narrow acquirers’
perspective, they would benefit from the lower prices by the gain in consumers’
surplus PcP\BF.

NERA argued that the marginal costs of airfield activities were not zero as the
Commission has assumed in the Draft Report.?® They did not have their own
assessment of marginal costs.”” If marginal costs are not zero then the potential
producer surplus gains estimated by the Commission may be overstated.

To determine a marginal cost figure for the purpose of analysis, the Commission has
looked at the repairs and maintenance costs on the runways and dividing this by
tonnes landed. A figure so derived, however, is likely to be an average, rather than
marginal, figure unless the two are the same because all costs are variable and
increase in a linear fashion with tonnes landed. This being unlikely, the estimated
marginal cost is likely to exceed the actual marginal cost. In addition, the
Commission considered fluctuations over time caused by sporadic maintenance on the
runways. Based on all the information available to it, the Commission considers a
marginal cost of 50 cents per tonne landed is appropriate for all three airports for the
purpose of analysis and should be treated as constant over the period of analysis.

CIAL objected to the model in the Draft Report on the grounds that the demand curve
was a stylised portrayal of a derived demand. It contended that the link between
output and final prices passengers faced was what determined the slope of the demand
curve. It considered this would be invariant and no output change would occur.”®
The Commission considers that the airlines are not likely to be completely invariant to
price changes, and that output could adjust because of price changes that affected their
overall costs. The calculation of the price elasticity of demand recognises that there is
a marginal effect for both intermediate and final consumers. Even marginal effects
can be significant, in principle, and change behaviour.

WIAL argued it was given no credit in the model in the Draft Report for the
efficiency of its pricing structure.”” The Commission accepts that, the above model
(Figure 2) cannot deal with the structure of prices. In preparing the Draft Report, the
Commission considered there might be scope for more efficient pricing structures,
and the airports are not penalised for this.

At the Conference, Kerrin Vautier (an expert for CIAL) questioned whether the model
was appropriate, because it appeared to be a model based on perfect competition and
not one of workable and effective competition.”” As noted in Chapter 4, the
Commission considers that wording in the Draft Report may have given this
impression, but in its application, the approach taken by the Commission did apply a
workable or effective competition standard. Using WACC to determine the level of

228 1bid, pp. 178-179.
7 Ibid, page180.

28 Ibid, pages 285-288.
¥ 1bid, page 564.

29 1bid, pages 272-273.
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normal returns on the asset base is consistent with a workable and effective standard
rather than a perfect competition standard (where returns would be based on marginal
costs).

Dr Lattimore (an expert for Christchurch City Council) suggested a bilateral
monopoly model was appropriate for evaluating the behaviour of airports and airlines,
which suggests prices are negotiated between two parties of equal power.” The
Commission considers that the situation for airfield services does not involve a single
buyer and seller of airfield services, as there are a number of airlines buying airfield
services (notwithstanding there are a few key buyers). The Commission also notes
Scherer and Ross’ argument that: “The theory of bilateral monopoly is indeterminate
with a vengeance.” It adds that, even if buyer and seller collaborate to establish a
joint profit-maximisation output, the “price is indeterminate over a potentially wide
range.””? In contrast to the bilateral monopoly model, which relies on prejudging the
relative power of both parties, the outputs of the Commission’s model reveal the
relative power of both the airlines and airports. The Commission considers that, the
bilateral monopoly model, regardless of whether it has merit, does not mean the
approach the Commission has taken is inappropriate.

Analysing Historical Performance

The above model can best be applied in a current setting where the variables required
to calculate prices and quantities are known. The year 2000 was the first year airports
were required to disclose segmented financial accounts. Segmented forecast figures
are also available. However, for prior years this is not always the case.

In preparing the Draft Report, the Commission considered that data availability
limited its historical analysis to an examination of whether excess returns existed.
Determining efficient prices for each of the years was not possible, only rates of
return were computed historically.

As a general principle, rate-of-return figures must be used with care when assessing
efficiency, as the returns reflect changes in both revenues (pricing) and costs. A firm
with market power may earn high returns by raising prices rather than lowering costs.
Excess returns might be present, but be absorbed in higher costs, so that allocative
inefficiency is both obscured, and augmented by a further loss in the form of
productive inefficiency. For these reasons, the efficiency with which resources are
being used should ideally be assessed. However, the Commission is not able to do so
in any detailed way.

In the Draft Report, the Commission had to extrapolate certain historical expense
data. Both AIAL and CIAL criticised the Commission’s estimation of historical
airfield expenses.”” They suggested expenses were higher in earlier years than
estimated by the Commission, because of the greater proportion of total revenues
generated by airfield activities in those years (than present). This is certainly true.

31 Ibid, page 576.

2 F M Scherer and David Ross, Industrial Market Structure and Economic Performance (3rd edition),
Boston: Houghton Miftlin, 1990, page 519.

3 For example, ATAL Submission on the Draft Report, 14 August 2001, Part A, page 33.
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Airfield activities are a smaller part of AIAL’s and CIAL’s business now than they
were at vesting (1988).

The Commission has reconsidered the data on which it conducted its analysis of
historical performance in the Draft Report. This Commission has also reviewed the
methodology and formulae used.” A representation of the Commission’s
methodology follows, as well as discussion of revisions to any of the estimates of
expenses that were made. It should be noted that the analysis is an economic one, not
an accounting one. The results from the historical analysis, including data revisions,
are presented in the airport-specific chapters.

In the Draft Report, the Commission computed percentage rate-of-return figures for
historical years using the Accounting Rate of Profit (ARP) formula. The figures
presented in this Report are not returns based on the ARP formula. Instead, the
Commission has calculated dollar excess returns for each year according to the
following formula:

Excess Returns ($) = Net Earnings — (Asset Base x WACC)

The first part of the formula, net earnings, represents an airport’s actual earnings from
airfield activities. Net earnings is computed as earnings before interest after tax,
depreciation and operating expenses plus any revaluation gains or loses. In
accordance with the principles on asset base determined by the Commission, the
revaluations included are only those relating to revaluations of land to opportunity
cost. The second element of the formula (Asset Base x WACC) represents the target
returns. The asset base and WACC numbers used are those determined by the
Commission. As with the Draft Report, interest is still excluded. The asset base used
is ‘beginning year’ (i.e., as at the start of the financial year).

The returns are computed annually for each airport for each financial year from
vesting to 2001, separately for the lower bound, upper bound and point estimates of
WACKC (relevant to that financial year, based on the last price reset).

As in the Draft Report, revaluations are spread back over time to the last revaluation
or vesting. However, the basis by which revaluations are spread has changed.
Revaluations are now spread entirely based on the Housing Group of the Consumer
Price Index (CPI) for each airport’s region. In the Draft Report, the Commission used
the New Zealand-wide all groups CPI, with a wash-up based on revenue. The change
in approach has been made in light of submissions from AIAL which questioned the
relevance of the calculations in the Draft Report.*® Use of regional Housing Group
CPI figures is likely to be more reflective of changing land values than the All Groups
CPI used in the Draft Report.

% In reconsidering the methodology, inputs and assumptions regarding its analysis of historical
performance, the Commission has obtained advice from Dr Martin Lally. A copy of Dr Lally’s advice
on measuring excess returns is included in Appendix 19.

25 ATAL Submission on the Draft Report, 14 August 2001, Attachment 1, page 10.
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The operating revenue, expense and asset-base figures for each airport are based on a
combination of data sourced from the published financial statements of the airports,
recent disclosure financial statements, and additional information supplied by the
airports to the Commission during consultation. Where gaps still existed in data, the
Commission extrapolated from the data available to derive estimates for the missing
figures. Submissions on the Draft Report have helped refine these estimates.
Explanations of the calculations and figures used for each airport are detailed in the
airport-specific chapters.

In the Draft Report the Commission assumed that profits on airfield activities were
taxed at 33%, even though an airport company as a whole could have paid a different
effective tax rate. AIAL submitted that its effective tax rate on airfield activities was
between 42-36% (between 1989 to 1996), due largely to the non-deductibility (or
lower deductibility rate) of depreciation on certain airfield assets.”® At the
Conference, AIAL explained that the higher effective tax rate claimed by AIAL in its
submission could largely be explained by different treatment by AIAL and the Inland
Revenue Department (IRD) of depreciation on sealed surfaces. AIAL believed
depreciation of the runway should have been over 16 years, roughly matching the
useful life of the runway. However, AIAL claimed the IRD allowed depreciation
claims on the runway based on a 40-year period. There was, as a result, a significant
difference in tax expense under the two approaches, with AIAL’s approach leading to
a much higher actual tax expense.”’

In cross submissions, the airlines argued that “proper consideration of the useful lives
of assets” could see a reduction in difference between AIAL’s and IRD’s depreciation
expenses. They conclude that “given the uncertainties surrounding tax rates it is
considered that the use of the 33% rate provides the most logical approach to the
issue.”?*

The Commission considers that, for consistency in the treatment, if it accepts an
airport’s expenses, it should also use its effective tax rate.”” Where the Commission
does not accept the airport’s expenses (e.g., if it does not accept the airport’s
depreciation expense, compared to that of the IRD), or if effective tax rates are not
available, then the 33% statutory rate should be used (although, the latter is not
necessary in the context of this Inquiry).

In terms of taxation, the Commission now uses an effective tax rate in its analysis of
returns. The effective tax rate is unlevered to fit with the way returns are computed
(i.e., before interest). In recent years, the unlevered effective tax rate and the statutory
corporate tax rate are the same. The statutory tax rate continues to be applied in the
forecast return analysis beyond 2001.

26 AIAL Submission on the Draft Report, 14 August 2001, Attachment 1, page 9.
7 Conference Transcript, page 26.
¥ BARNZ Cross Submission, 31 August 2001, Appendix 2, page 4, paragraph 4.4-4.5.

9 Given the Commission’s analysis is unlevered (excluding interest), the effective tax rate is adjusted
to take account of the interest tax shield effect.
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Spill-Over Effects

The presence of excess returns and allocative inefficiency losses in the airfield
services market is likely to lead to some further inefficiencies in the form of spill-over
effects to other markets. These could arise in two different ways:

e The additional profits accruing to the airport could be spent on relatively
inefficient new investment spending or inflated operating costs.

e QOutcomes in downstream markets related to the aircraft movement market will be
distorted. Such markets could include those servicing domestic passenger travel,
international passenger travel, domestic freight, and international freight. Where
these are competitive, even small rises in costs may have significant output
effects, creating dead weight losses in both those markets, and in other markets
associated with them. The effects may be smaller in the associated markets, and
more dispersed, but could potentially create a significant cumulative effect.

Although these effects are difficult to measure, they should ideally be incorporated
into the assessment of the effects of monopoly pricing. The Commission did not try
to quantify these effects in the Draft Report. Airlines submitted that these effects
should be qualitatively considered in the Commission’s report to the Minister.**

Service Quality

The primary focus on price implicitly assumes that service quality is maintained at the
level consumers desire and are prepared to pay for. The airports currently provide
information on interruptions to their services, pursuant to the disclosure requirements
in the Airport Authorities (Airport Companies Information Disclosure) Regulations
1999. The number and duration of interruptions disclosed cover those relating to
runway services, stand position services, airbridge services, and baggage handling
systems.

Of the above disclosures, runway interruptions are a relevant indicator of the service
quality of airfield activities. Such interruptions appear to have been infrequent, and
do not appear to suggest inferior service quality. BARNZ submitted that inferior
service quality for airfield activities is not an issue at any of the airports at present.**!
The Commission considers no allocative efficiency benefits could be attained from
control in this regard.

Excess Returns (Wealth Transfers)

As discussed in Chapter 4 on pricing principles, airports should be able, over the
medium-term, to earn a normal return on the assets used in providing the services of
airfield activities. An appropriate WACC and asset base can be used to determine the
normal return on airfield activities at each airport.

0 Conference Transcript, pages 771-772. BARNZ Submission on the Draft Report, 10 August 2001,
page 49.

2! BARNZ Submission on the Draft Report, 10 August 2001, page 39.
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An actual return in excess of a normal return over the medium-term would suggest
that the entity was earning excess returns, unless those returns reflected superior
performance (assuming costs are minimised). These excess returns represent a
transfer of wealth from consumers to producers, and imply a loss of allocative
efficiency.

From an efficiency perspective, wealth transfers between different groups within the
economy are ignored. The efficiency standard is concerned with increasing welfare
overall, regardless of who benefits directly. Therefore, any reduction in excess
returns would not be considered a benefit from an efficiency perspective, although the
presence of excess returns is indicative that allocative inefficiencies may exist and
may also have other spill-over efficiency effects, as described above.

Summary

The preceding section has highlighted the potential benefits of control emerging from
allocative inefficiencies and excess returns. The Commission uses two models for
determining these benefits, one is a current/forecast analysis, while the other is a
historical analysis.

Productive Efficiency Gains

A productively efficient operation is one that meets demand at the lowest possible
cost. The impact of productive inefficiencies in the airfield activities of an airport can
be modelled by further developing Figure 2, as shown in Figure 3. The further
assumptions built into the model are:

e The competitive price and output is assumed to be found, as before, at the point
where the existing average cost (AC) curve intersects with the demand (D) curve.

e All productive inefficiency is assumed to be felt in fixed costs, so that average
fixed costs are inflated, and the AC curve is ‘too high’. This assumption is made
to simplify the graphical illustration of the effects of productive inefficiency.**
The level of the average cost curve when costs are minimised is at AC’.

2 Similar effects would be seen if it were assumed that productive inefficiency were felt in variable
costs, although an additional shift of the MC curve downward would have to be shown in addition to
the AC curve shift.
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Figure 3
Productive Inefficiency in the Airfield Services Market
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The inefficiently high level of costs results in welfare effects that can be analysed at
two levels. First, as a productive inefficiency, the wastage of resources is an outright
loss, as their transfer to other productive employments would lead to no loss of output
in airfield activities. In terms of Figure 3, this loss is measured at a given output by
the vertical distance between AC and AC’, multiplied by that output.

Second, in an efficient setting the inflated costs would not be present, so that the
competitive average cost curve would be AC’, not AC as assumed so far. This, in
turn, would mean that the efficient price and output would be Pc’ and Q¢’
respectively, not Pc and Qc as assumed in Figure 2. As a consequence, the allocative
inefficiency loss and wealth transfer flowing from price at Py being above the
efficient level is larger than previously estimated. The allocative efficiency loss
increases from BEF to BJK, and the transfer increases from PcPuBE to Po’PyBl.

In summary, the model used in Figure 3 shows that, if productive inefficiency in the
counterfactual were found in the costs, and if those inefficiencies were to be
eliminated under control through the pressure of lower prices forcing greater
efficiency, this would allow a further reduction in prices beyond that described in
Figure 2.

However, without a precise measure of the slope of the AC’ curve, it is not possible to
calculate the additional allocative efficiency effect (or those proportions that reflect
consumer, and producer, surplus gains respectively). Accordingly, a conservative
approach is taken, with only wasted resource measured as a potential benefit of
control. This is the same approach as in the Draft Report.

A difficulty lies in estimating the extent of productive inefficiency (if any) in practice.
In the Draft Report, the Commission wanted to get a feel as to how significant those
inefficiencies might be by assuming they amounted to 1% of relevant operating costs.
This approach was intended (and so stated) to elicit comments from interested parties.
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The airports were critical of the Commission’s approach of applying a blanket 1%
across all airports. They argued that the evaluation should be done separately. The
airlines equally argued that different amounts of inefficiency existed at each airport.

AIAL argued in submissions that the 1% efficiency figure on operating costs used by
the Commission was in effect a 4% efficiency figure on variable costs. To determine
this 4% figure, ATAL assumed 75% of operating expenses (including employee costs,
which is the greatest expense) were fixed.”® However, the Commission applied the
1% figure only to operating costs. Depreciation expenses were considered fixed and
were deducted from operating costs before the 1% figure was applied. It is arguable,
however, that some costs classified by AIAL as being fixed are also variable to some
extent, particularly if a longer-term perspective were taken. Nevertheless, the
Commission conservatively assumed that these were all fixed.

The measuring of historical productive inefficiencies is complicated by data
availability.  Nonetheless, the airports claim to have made improvements in
productive efficiency in the past. However, the airlines suggest that CIAL and ATAL
should have been able to achieve cost savings commensurate with WIAL and that
CIAL and AIAL should achieve 3% productivity improvements into the future.
BARNZ also referred to an ACCC decision in 2001 that cost savings of 4% were
possible at Sydney Airport.*** It believed 3% for New Zealand airports was not
unreasonable.

The potential productive inefficiencies argued in submissions, therefore, ranged from
0% to 3% of operating costs.

The Commission considers it desirable to evaluate each airport separately in terms of
productive efficiency; however, this is difficult in practice. For example, declining
costs over time may simply reflect increasing output in the presence of economies of
scale, rather than any improvement in productive efficiency per se. Nonetheless, an
assessment for each airport is presented in the airport-specific chapters.

Dynamic Efficiency Gains

In the Draft Report, dynamic inefficiencies were evaluated by considering whether
surplus assets earned a return commensurate with what could be earned in that next
best alternative use. This was evaluated in the context of the relatively high
valuations given to such assets by the airports.

AIAL objected to the Commission’s assessment of dynamic inefficiency on the
grounds that optimising the land from the asset base for charging purposes, and
evaluating the efficiency of the investment itself, constituted double counting.**
CIAL argued along similar lines. As they had removed the land for charging
purposes, CIAL argued that it would be inappropriate for the Commission to evaluate
the efficiency or otherwise of its current use of the land.**

3 AIAL Submission on the Draft Report, 14 August 2001, Part A, page 110.

¥ BARNZ Cross Submission, 31 August 2001, page 21.

5 AIAL Submission on the Draft Report, 14 August 2001, Part A, page 35, paragraph 2.9.
6 CIAL Submission on the Draft Report, 14 August 2001, Part B, pages 23-24.
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In the Draft Report, the Commission did not consider the calculation of allocative
inefficiencies and dynamic inefficiencies as double counting, but merely taking
account of all efficiency effects. Given submitters comments, however, the
Commission has re-evaluated whether land held for future airfield activities should be
seen as forming part of the airfield services markets over the medium-term.

It seems clear that both CIAL and AIAL see a certain amount of the land they hold for
future development as forming part of the airfield activities (even if the land is
excluded for charging purposes in CIAL’s case). Accordingly, it may indeed be
relevant for the Commission to evaluate the efficiency of holding such land which
may not be used over the medium-term.

The Commission considers that, where it is reasonable to hold land for future airfield
activities (e.g., because it is prudent and efficient to do so over the medium-term),
then no dynamic inefficiencies should be included as potential benefits of control.
However, such land could still be excluded for pricing purposes, as discussed in
Chapter 5 on Asset Base.

Where it is not reasonable to hold such land (or a proportion thereof) for future
airfield activities over the medium-term, then the dynamic inefficiencies associated
with holding such land could be a potential benefit of control. The approach taken by
the Commission in the Draft Report for measuring these dynamic inefficiencies,
although not perfect, does provide a relevant approximation. No alternative approach
was raised in submissions. The mathematical approach to measuring dynamic
inefficiencies involves:

e Determining the annual returns on the optimised land that is not presently used or
useful.

e Treating the annual return on this land as a perpetuity (since land does not
depreciate), allowing a valuation for the land in its current use to be derived.

e Comparing the value of the land in its current use to the opportunity cost value of
that land. If the opportunity cost value exceeds the value derived from its current
use, then dynamic inefficiencies exist, otherwise they do not. To determine an
annual figure for any dynamic inefficiencies, the difference between the two
values is converted into an annual figure by calculating the perpetuity which,
when discounted at the risk free rate of return, equals the difference.

The above approach is largely the same as in the Draft Report, although rather than
using the airports’ value of the optimised land (which is not used or useful), the
Commission uses the opportunity cost valuation of such land, as the Commission
considers this best reflects what could be earned from the land in its next best
alternative use.

COSTS

The first step in evaluating the costs of control is recognising that there are already
significant costs arising from the present regulatory regime, which are expected to
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persist into the future (in the counterfactual situation). These costs include costs to
the airlines and airports (e.g., legal, management, administration) during consultation;
costs incurred by airports in meeting the Airport Authorities (Airport Companies
Information Disclosure) Regulations; and costs incurred by airlines in monitoring that
information. There have been three court cases arising from consultation, two
initiated against WIAL, and one initiated against AIAL but subsequently settled out of
court. There are also costs incurred by the Ministry of Transport in developing and
monitoring the current disclosure regulations. For the purpose of this Inquiry, it is the
additional costs of control over and above those currently incurred that are relevant to
determining whether control should be introduced.

The regulatory costs already incurred by participants in the airfield services market
may increase or decrease if the present regime were to be augmented by one of
control under the Commerce Act. For example, the Commission considers that the
additional costs of addressing service quality issues under control are likely to be
minimal, given the current disclosure requirements regarding service quality.
Secondly, consultation costs could also be avoided if control were to replace such
requirements.

In general, the costs of control comprise direct and indirect costs. The direct costs of
control include:

e The compliance costs of the regulated entities and other market participants
involved in the regulatory process (e.g., the cost of staff time, the information
supply costs, the diversion of time of senior executives).

e The administrative costs of the regulatory body.

The indirect costs of control are related to the inefficient forms of behaviour
stimulated by control, and can theoretically include:

e The distortions to behaviour caused by the potential for poor, or uncertain,
regulatory decision making (in terms of allocative, productive and dynamic
inefficiencies).

e The scope given for opportunistic behaviour on the part of the regulator and the
regulated firm.

e The potential for regulatory capture (with the regulator coming to serve particular
groups’ interests), and a subsequent movement away from efficient outcomes.

The costs of control have to be viewed in a dynamic setting. For example, costs may
increase over time if there is a succession of poor decisions, or costs could decline
over time as the entities involved become more familiar with the regime. Costs will
also be dependant on how enlightened, transparent and consistent are the regime and
the actions of the regulator. The effectiveness of the regime is likely to be greater the
more information is available to all parties.

The Commission considers that the costs of control can only be assessed when the
nature of that control is made explicit. However, the Commission does not wish to
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prejudge the form that control might take, in the event that it were to be introduced.
Supplements 2 and 3 to this Report contain summaries of some approaches used to
regulate airports internationally and common price control methods. One suggestion,
from BARNZ, is that the parties could commercially negotiate, based either on the
principles resulting from this report, or pricing principles established by the
Commission as a form of control.

The Commission has chosen price cap regulation to evaluate the costs of control, as it
is the most often form of control used overseas. Given overseas experience, this form
of control can be applied in either a heavy-handed or light-handed way.

Submissions indicated there could be significant uncertainty over the costs of a price
constrained negotiation approach, which the Commission had suggested as a
possibility in the Draft Report. Submissions noted the experience in Australia for
telecommunications where a similar approach was tried. The costs of this regime
were much more than expected and created significant uncertainty for industry
participants.*"’

Direct and indirect costs are further discussed below. The Commission considers that
the direct costs of control can be evaluated more generically, although reference to
price cap forms of control are made as necessary. The indirect costs of control are
more dependent on the form of control used and how it is applied, and price cap forms
of control are evaluated more closely in this regard.

Direct Costs

The direct costs of control fall on market participants (compliance costs) and the
regulator (and ultimately on the public). The direct costs of control for all parties
occur largely at the time of price reviews and price-resetting. At these times, the costs
may be substantial. At other times, the regulatory body largely has a monitoring role,
while the regulated entity must ensure that compliance is maintained.*® Users may
also engage in monitoring activity.

The intention of price cap regulation is that price reviews are infrequent, and at pre-set
intervals, when compared to rate-of-return regulation.

WIAL argued that the Commission’s approach to measuring direct costs in the Draft
Report ignored the opportunity costs of resources used in control, and also “implicitly
assumes that raising tax revenue is costless”.*” It did not, however, provide any

estimates of these effects or any suggestion on how to account for them.

The Commission has estimated the costs of collecting the funds it may need to
regulate an airport. According to Freebairn,” most studies of this issue put the

7 For example, Conference Transcript, page 552.

28 Costs between reviews may be higher if the regulator has to consider application for cost pass-
throughs in respect of new investment.

¥ WIAL Submission on the Draft Report, 14 August 2001, Expert Report 1, page 14.

2% For a review of the literature see Freebairn, Reconsidering the Marginal Welfare Cost of Taxation,
The Economic Record, Vol 71, June 1995, pages 121-131.



7.89.

7.90.

7.91.

7.92.

7.93.

7.94.

178

marginal welfare cost of an extra dollar of taxation at 20 cents or more. The
Commission considers, however, that these costs could be minimised through
alternative collection vehicles such as industry levies, which incentivise parties to
keep the costs of collection down. Nonetheless, for the purpose of this analysis, each
dollar of funds raised to support the regulator in carrying out control is assumed to
generate an additional 20 cents of cost.

Compliance Costs

Submitters noted the significant compliance costs incurred with the present regime.
In 1994, Air NZ estimated that the regulation of airports in New Zealand over the
preceding four years may have cost in the order of $10 million to administer, or $2.5
million per annum.*"

BARNZ submitted that the costs of the status quo were significant, and higher than
the costs that BARA members incurred in connection with the regulation of airports in
Australia. BARNZ argued that, if control was not imposed as a result of this Inquiry,
even higher costs may be imposed on acquirers.”> As such, BARNZ submitted that
there were no additional costs of control to acquirers (relative to the status quo).
However, BARNZ also disagreed with the Commission’s view in the Draft Report
that all of the additional costs of control would be borne by acquirers.*”

The airports presented figures of their costs for this Inquiry, which, although arguably
forming part of the present regime, they considered could be indicative of the
additional direct costs of control.

AIAL submitted that the Draft Report under-estimated the additional costs of control.
It argued that there would be significant costs associated with setting up the
framework for control and, subsequently, with reviewing prices and monitoring
performance.**

The main parties affected by control are likely to be the airports and the airlines
(including their association, BARNZ). It is, therefore, useful to get an understanding
for the average cost per annum for airports and airlines respectively. This was done
by looking at the costs of disclosure, consultation, and this Inquiry, to get an
appreciation of the potential size of compliance costs of control. These direct costs
are presented in Table 6.

The Commission understands that it is a convention in the international airline
industry that the national carrier takes the lead in domestic regulatory matters.
Accordingly, while other airlines, such as Qantas, incur costs in regulatory
compliance in New Zealand, it is suggested by the airlines that Air NZ has borne the
bulk of the compliance costs. Air NZ’s costs are included in Table 6.

! Quoted in Price Surveillance Authority, Regulation of Airport Pricing-Is the New Zealand Approach

Applicable to Australia?, Discussion Paper No. 8, May 1995, page 24.

22 BARNZ Submission on the Draft Report, 10 August 2001, pages 43-44.

3 Ibid, page 38, paragraph 36.6; page 45, paragraph 41.2.

2% ATAL Submission on the Draft Report, 14 August 2001, Attachment 2, pages 39-41.
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Table 6

Direct Costs

Parties Disclosure Consultation Commission’s Inquiry
AirNZ [ ]initial review. AIAL Consultation: [ ] Total [ ]
Not clear whether this has | AIAL Litigation: [ ] Costs relate only to
to be done annually CIAL Consultation: [ ] consultants and
Costs relate only to consultants | external research.
and external research.

BARNZ | $10,000 (initial consultation | Consultation with AIAL and Total $306,900. This
with MOT), estimated CIAL: $39,200. This includes includes estimate of
$12,000 pa monitoring cost | estimate of the costs of BARNZ | the costs of BARNZ
($4,000 per airport). management time. management time.

Costs of current consultation
with WIAL being shared
between Air NZ and Qantas.

AIAL Est. $69,000 pa. Consultation over 1999 and 2000 | $1,302,995 over three
The one off cost of a new $619,826. Litigation costs over | years 1999-2002.
accounting system was not | 2001 and 2002 $1,025,251 (2002
included. costs less than anticipated as

case settled).

Senior management’s time not included in these figures.
AITAL have estimated that consultation and this Inquiry
would have cost around $1.25m in personnel time over
1999-2002.

CIAL $64,432 in 1999 $466,281 in consultant costs in $377,345 in consultant
(presumably one-off cost of | respect of consultation process. costs.
system modifications). A further $331,671 in consultant
$48,986 for disclosures in costs over 1997-2001 associated
2000, $35,737 in 2001. with preparation of pricing

model and valuations.

WIAL $10,700 for disclosures in Total $684,920 for 1992-97 Total $1,107,928 spent

2000, $3,500 in 2001. consultations. over 2001-2002. Plus
Court costs: $756,023 (1992-93), | $530,000 budgeted for
$238,875 (1997-98). 2003. These are
Cost over 2001 and 2002 for consultants costs only,
current consultation estimated at | excluding senior
$887,618 (including traffic management time.
forecasting and arbitration).

These are consultants costs only,
excluding senior management
time.

As a benchmark, Melbourne airport (including Melbourne and Launceston airports)
submitted to the Productivity Commission that its annual compliance costs were

A$500,000 per annum.” The Ansett Australia/Air NZ group contributed [
the Board of Airline Representatives

of Australia’s

] to

costs associated with

consideration of Sydney Airport’s recent pricing proposal (BARA’s total costs were [
1).>° It should be noted that these costs relate to regulated airport services, of

which airfield activities forms part.

35 Melbourne Airport Submission to the Productivity Commission Review of the Price Regulation of
Airport Services, Australia, March 2001, page 40.

26 Air New Zealand/Ansett Australia, Submission to the Productivity Commission — Price Regulation
of Airport Services Inquiry, July 2001, page 43.
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Based on the above figures, the Commission considers the additional cost of control
to market participants per airport would be about $0.5 to $1 million in a review year,
and up to $0.5 million in other years. To these figures are added the costs of
collecting the required funding for the regulator, which means the total costs of the
regulator would be $0.6 to $1.2 million in a review year, and up to $0.6 million in
other years.

The Regulator’s Costs

The Commission’s costs to produce the Draft Report were approximately $1 million.
It has incurred an estimated additional $0.5 million to complete this Report.
Together, these figures may be indicative of administration costs of control in a
review period, although this Inquiry has been over a number of years. The calculation
of the Commission’s costs was based on the direct investigation/Inquiry costs, the
costs of Commission Members and staff time, and an allocation of overheads. The
cost of administering any regime would be roughly equivalent to the average
employee cost multiplied by the number of employees plus direct investigation costs.

The Commission has received one independent estimate in relation to electricity work
undertaken that the costs of administering control might be about $500,000 per
review. This is based on an initial estimate of the costs of administering price cap
regulation of an electricity company. The estimate was very informally provided by
advisors to the Commission on the proposed electricity threshold regime. There is no
a priori reason to believe that the administration costs estimated for price cap
regulation of an electricity company should be significantly different for an airport.

In terms of data on the costs of controlling airports overseas, it is understood that the
cost of Monopolies and Mergers Commission in undertaking the last review of the
three London airports of the British Airports Authority (BAA) was about £800,000,
and that BAA incurred costs on its own behalf of about £0.5 million per year in non-
review years, and about £2 million plus the absorption of senior management time in
the five-yearly review year. Of course, BAA is very much larger than any of the New
Zealand airport companies. In addition, there were the costs of the Civil Aviation
Authority in the United Kingdom. In Australia, the ACCC gets A$0.9m per annum to
administer the CPI-X cap on airports (through a levy on passenger ticket prices). The
ACCC suggested to the Commission that one to two full-time staff would be needed
to regulate one airport under CPI-X (although additional resources would be needed
in a review year).

AIAL argued that in the Draft Report the Commission had not made an allowance for
the initial costs of establishing a regulatory framework.”  Simon Terry and
Associates argued that the Commission had already incurred and sunk most of the
direct costs of controlling airports.”® It also argued that there could be expected to be
economies of scale in the regulation of two or more entities.” It argued that the
additional regulatory costs would be marginal between controlling one or two
airports. While the Commission considers that there may be some merit in this

27 Conference Transcript, page 188.
% Ibid, page 837.
% Ibid, page 839.
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argument, the Commission has made its recommendations for each airport on a stand-
alone basis.

The Commission considers that its costs will be of the order of $0.5 to $1 million in a
review year, and up to $0.5 million in other years, per airport.

Summary

Based on the above, the Commission considers the direct costs of control (including
compliance costs of market participants and the regulator’s costs) for a single airport
to be $1.1-$2.2 million in a review year, and $0.5-$1.1 million in other years. Over a
five-year period, with one review, this suggests an annual average of between $0.62-
$1.32 million per year for one airport, although economies of scale may mean that the
further costs of regulating a second airport would be less.

Indirect Costs

Given the lack of recent experience of price control in New Zealand, the indirect costs
of such a regime are particularly difficult to estimate. Nonetheless, there is a
substantial body of research overseas on price cap regulation.”®

Some submitters questioned the Commission’s approach in the Draft Report of
measuring indirect costs arbitrarily as 50% of the potential benefits. They noted that,
under such an approach, the indirect costs could never exceed the benefits, although
total costs (including direct costs) could. No submitter offered an alternative
approach to that taken by the Commission, but rather were inclined to argue over the
size of the appropriate percentages. AIAL argued that the indirect costs should be
closer to 75% of the potential benefits.”' Airlines, on the other hand, suggested
indirect costs should be only 25% of the potential benefits.>*

The Commission considers that ideally it would be desirable to estimate indirect costs
independently of the benefits of control. However, this cannot be done in the present
case, as there is no historical data for New Zealand that would allow such an
estimation. Accordingly, the Commission believes it is most appropriate (and
pragmatic) to largely persist with its approach in the Draft Report, although further
consideration as to the appropriate percentages has been given.

AIAL argued that, if indirect costs were measured in terms of control achieving less
than a 50% reduction in the current price, then as the consumer surplus is measured
by a triangle this would suggest only 25% of potential benefits could be achieved, not
50% as suggested in the Draft Report. In other words, AIAL argued that indirect
costs should be 75% of potential benefits of control.>*

260 For example, 1. Viehoff, Evaluating RPI — X, Topics, NERA, London; B. Williamson, Incentives
and Commitment in RPI-X Regulation, Topics, No. 20, NERA, London, Oct. 1997; and Price
Surveillance Authority, Price Capping: Design and Implementation Issues, Discussion Paper,
Melbourne, 1994.

261 Conference Transcript, pages 182-183.
62 BARNZ Submission on the Draft Report, 10 August 2001, page 11.
63 ATAL Submission on the Draft Report, 14 August 2001, Attachment 2.
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WIAL argued at the Conference that the indirect costs of control should be examined
by looking individually at the different aspects of efficiency and excess returns and
asking whether control can achieve any benefits for each of these.”® The Commission
considers that control can be a blunt instrument that may require trade-offs to be
made. The Commission considers its approach to calculating indirect costs recognises
such trade-offs.

As suggested above, submissions on the indirect costs of control suggest a possible
range for these costs of 25-75% of the potential benefits of control. This range is
extremely wide. The Commission considers it desirable to look more closely at
generic forms of price cap regulation to determine the appropriate range, and whether
such a range could be narrowed. The discussion proceeds by considering the different
aspects of efficiency under price-cap regulation.

Price Cap Forms of Regulation

The features of a price-cap regime, and the generic costs and benefits associated with
it, are considered in Supplement 3 to this Report. Prices are usually set for a period of
three to five years ahead, with prices generally incorporating compensation for
inflation and any exogenous cost increases (cost pass-throughs), less anticipated
reductions in costs greater than the expected economy-wide average (an X factor).

A ‘pure’ form of price cap would set the initial price with regard to an efficient and
comparable benchmark, rather than based on an assessment of the regulated firm’s
costs. As it may be quite difficult in practice to find an efficient and comparable
benchmark, in practice, internal cost factors have generally been used. This injects a
rate-of-return element, making this form of regulation, in practice, an intermediate
between pure price cap and rate-of-return regulation.

Allocative efficiency and excess returns

The setting of the initial price, and the ensuring flexibility of pricing, would be
important for allocative efficiency under price cap regulation. If the current price is
used it may allow the company to continue to earn monopoly rents for some time into
the future.”® The regulated firm is usually free to adjust individual prices within the
price cap, allowing some price flexibility, which could improve allocative efficiency.
In addition, the firms are not constrained from lowering price well below the cap if it
would benefit them to do so.

The Commission considers that control is relatively better at dealing with excess
returns and allocative inefficiencies, than dealing with productive and dynamic
inefficiencies.

2% Conference Transcript, page 556.

2% Tt may be that a price that diverges from an allocatively efficient level is tolerable at the start, if the
method adopted allows for adjustment to an allocatively efficient price over time. Kaufmann and
Lowry argue that a gradual adjustment mimics how, in a competitive market, excess profits are
gradually eroded towards the long-run level by new entry and the capacity expansions of existing firms.
L. Kaufmann and M. Lowry, Updating Price Controls for Victoria’s Power Distributors: Analysis
and Options., Laurits R. Christensen Associates, Wisconsin, pages 16-19, September 1997.
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Productive efficiency

In their submissions, the airlines suggested that there were benefits to be had in
building in an incentive for an airport to improve productive efficiency.”® These
benefits relate to the entity having incentives to reduce costs through the X factor to
maintain profitability, and further, that between reviews additional costs savings
would increase profits.

However, the advantages to productive efficiency brought by price capping may be
limited by the following considerations:

e In some industries, it is claimed that the underlying rate of productivity
improvement is low, or that a high proportion of costs are fixed capital costs,
which are difficult to reduce.

e Price resetting can cause incentive problems because it typically involves passing
on to customers a proportion of any unanticipated cost savings (i.e., over-and-
above those anticipated through the value of X in the cap). To the extent that such
sharing is expected, the prior incentive to reduce costs below the originally
anticipated level will be impaired because the firm gets to keep only a proportion
of the savings.*"’

e If the price cap is not firm-specific, it could possibly advantage firms that have yet
to introduce cost saving measures relative to those who have already done so. It
could also have an uneven impact generally across differing firms.**®

e The financial viability of the enterprise may be affected by exogenous shocks,
when adjustments through an additional cost pass-through factor (sometimes
called a Z factor) are not made. A right of appeal before the next review is due
may mitigate this risk. However, if firms find it relatively easy to get Z
adjustments, they will have less incentive to constrain costs. They may also
expend significant resources trying to influence the regulator, raising both direct
and indirect costs.

Those who believe that control worsens these efficiencies base their view on the
argument that the unregulated monopolist will have a strong profit incentive to be
efficient. Hence, attempts to eliminate monopoly profit by control will generate
distributional benefits for consumers, and improve allocative efficiency, but erode the
incentives to maintain productive efficiency. Accordingly, price caps may attempt to
minimise such losses by only gradually clawing back excessive profits through
reducing charges.

266 BARNZ Cross Submission, 31 August 2001, pages 20-21, paragraphs 94-101.

7 One estimate of the optimal ‘sharing’ of extra profits realised by the controlled firm between the
firm and its customers found that a 50:50 split was best, implying that significant excess profits would
be necessary to maintain incentives for the firm to improve productive efficiency. See: B Williamson,
Incentives and Commitment in RPI-X Regulation, NERA Topics, 20, 1997.

2% In Australia, discussions on extending price surveillance to price capping in oligopolistically-
structured industries has raised this issue. Prices Surveillance Authority, Discussion Paper on Price
Capping: Design and Implementation Issues, Discussion Paper No. 5, 1994, page 11-13.
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The contrary view is that the unregulated monopolist, although a profit seeker, may
become slack because of assured profits and a lack of competition. The underpinning
for this approach comes from the X-inefficiency literature, and is the approach the
Commission has taken in the past with merger authorisations.* On this basis, it is
possible to argue that a steadily reducing price cap could not only reduce excessive
profits, but also gradually squeeze out excessive costs, albeit imperfectly.

A further factor in the mix is privatisation. In the UK, price controls typically were
introduced as industries were privatised, and so it is difficult to separate out the effects
of the two. While typically X factors have been positive, implying often-substantial
productive efficiency gains over time, it is difficult to discount the argument that these
gains (and perhaps larger gains) would have been realised anyway through the
incentives operating on the privatised entities (albeit with market power exerted).
These incentives include stock market and shareholder pressures.

The difficulty with measuring indirect costs of regulation is that if such costs exist,
and no submitters argued they did not, they are unlikely to be proportional to the
benefits. Thus, control would actually be expected to reduce productive efficiency for
a firm that was already fully efficient.

As mentioned above, no submitter provided an alternative way of determining indirect
costs independent of the benefits of control. Given the preceding argument, the
Commission has decided to take a cautious view as to whether the productive
efficiency benefits could be realised by control.

Dynamic efficiency

It has been suggested that under-investment may occur with price caps. This
possibility arises because the period between price reviews is often much shorter than
the life of, and the payback period for, long-lived investments. Hence the regulated
firm runs the regulatory risk that, having committed itself to a major investment, the
regulator may act opportunistically by cutting prices to allow consumers to usurp the
sunk costs. The firm may then be discouraged from undertaking new investment in
the future, thereby harming dynamic efficiency.””

Summary

The indirect costs associated with regulation are difficult to quantify, and made more
so by a lack of data on the costs of control in New Zealand. Any approach to
measuring indirect costs can be done, at best, only on a fairly arbitrary basis.
Nonetheless, the indirect costs of price-cap regulation can, in principle, be modelled
by scaling down the size of the benefits likely to be realised. There are no studies,

2% The label ‘X-inefficiency’ was first used by Harvey Leibenstien to describe the inefficiencies
emerging from a lack of motivation to maximise profits. H. Leibenstein, Allocative Efficiency Vs. ‘X-
Inefficiency’, American Economic Review, vol. 56, June 1966.

20 In the UK, it is said that regulators look beyond the price review period in setting the value of X to
take into account foreseeable investment needs. For example, in the case of water, X was given a
negative value so as to allow for increasing real prices to provide funds for environmental
improvements.
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however, that have measured the share of potential efficiency gains that could be
achieved through control.

The Commission considers the ranges for indirect costs for each airports will depend
on the relative weightings of allocative inefficiency, productive inefficiency and
dynamic inefficiency and excess returns identified, if any, at each airport.

From the preceding discussion, the Commission considers that price cap regulation
may be better at achieving allocative efficiency and eliminating excess returns than it
would be at achieving productive and dynamic efficiencies. The Commission
considers that control would result in a 75% reduction in the difference between the
actual and efficient price. This means that the indirect costs of control related to the
price level can be measured as the non-attainment of a portion of the total potential
benefits, caused by a failure of control to lower price all of the way to the efficient
level. In the case of the excess returns (area PcPmBE in Figure 2) and producer
surplus (area EFHG in Figure 2), 25% of the potential benefits are assumed not to be
attained, and therefore to constitute the indirect costs of control. For the deadweight
loss of consumer surplus (measured by the area BEF in Figure 2), the fact that the
price is reduced by only 75% of the difference between the actual and efficient levels
means that 43.75% of the potential benefit is not attained, and is therefore treated as
an indirect cost.

The indirect costs associated with dynamic inefficiencies would be from 50% to
100% of those potential benefits. The range adopted above recognises considerable
uncertainty surrounding the benefits of control with regard to dynamic efficiency. It
is conceivable that it may be difficult for control to realise any dynamic efficiency
benefits, so indirect costs could be 100% of the potential benefits. At the lower end of
the range, indirect costs may be 50% of the potential benefits of dynamic inefficiency,
which are still greater then those anticipated for excess returns or allocative
inefficiencies under price cap forms of regulation.

The productive efficiency costs of control are best estimated as up to 2% of operating
costs less depreciation. This figure will be offset against the range of productive
inefficiency benefits found at each airport. The Commission considers that adopting
this approach for productive efficiency will allow for the possibility that control may
deliver no net benefits with regard to productive efficiency.

In practice the relative size of the potential benefits will vary at each airport, given
that allocative inefficiency (consumer and producer surpluses), productive
inefficiency, dynamic inefficiency and excess returns may be more or less of an issue
at one airport compared to another. Accordingly, a specific range for indirect costs
for each airport is calculated in the airport-specific chapters.

CONCLUSION

The Commission considers that the benefits and costs of control can be determined by
comparing outcomes in the counterfactual against the likely outcomes under control.
The Commission considers that the counterfactual at each airport is likely to resemble
the status quo. However, there are airport specific issues that have to be considered,
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which may modify this general view. These issues are addressed further in the
airport-specific chapters.

This Chapter has presented a number of models to be used in measuring the potential
benefits of control. However, the quantification of the benefits of control is deferred
until the airport-specific chapters.””’ This Chapter has also discussed the costs of
control, and some quantification was provided.

The costs of control are not easy to estimate. There is uncertainty surrounding the
factors to be considered in measuring them, and there is a lack of data for New
Zealand, which has not had any price control for almost two decades.

The costs of control are those that are additional to the counterfactual and can be seen
as being both direct and indirect in nature. The Commission considers the direct costs
of control (including both the regulators’ and market participants’ costs) for a single
airport might be $1.1-$2.2 million in a review year, and $0.5-$1.1 million in other
years. Over a five year period, with one review, this suggests an annual average of
between $0.62-$1.32 million per year at each airport

The Commission considers that, in the absence of any superior alternatives, the
indirect costs of control can largely be measured by considering how much of the
benefits of control can be realised by control. The Commission considers that the
indirect costs of control as a proportion of potential benefits will be 25% of any
excess returns and producer surplus, 43.75% of any consumer surplus, and from 50%
to 100% of any dynamic inefficiencies.

Productive efficiency costs of control are estimated at 0 to 2% of operating costs (less
depreciation), and are offset against the range of possible benefits of control regarding
productive inefficiencies at each airport.

Airport specific ranges for the indirect costs of control are presented in the airport-
specific chapters.

21t Appendices 13, 15 and 17 present the detailed numerical analysis of the airfield activities of AIAL,
WIAL ands CIAL. Appendix 20 provides an explanation of the models used to quantify the potential
benefits of control.
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8. AUCKLAND INTERNATIONAL AIRPORT

INTRODUCTION

The preceding chapters of this Report outlined the framework the Commission uses to
arrive at its recommendations to the Minister. Chapter 3 introduced the competition
issues associated with airports, coming to views on market definitions. This Chapter
builds on Chapter 3 and includes a detailed assessment of competition in terms of the
airfield activities supplied by Auckland International Airport Limited (AIAL) to
aircraft operators. In addition, the principles established in Chapters 4 to 7 for
determining whether control of the airfield activities is necessary or desirable in the
interests of acquirers are applied to AIAL.

AUCKLAND INTERNATIONAL AIRPORT LIMITED (AIAL)

AIAL was incorporated on 1 April 1988 and is the owner and operator of the
Auckland International Airport. Its shares trade on the New Zealand and Australian
stock exchanges. Substantial shareholders are Auckland City Council (25.8%),
Manukau City Council (9.6%), and Colonial First State Investments (5.03%).>*

Operational Details

Auckland International Airport is New Zealand’s largest and busiest airport for
passengers and for air freight (both domestic and international). Sixty per cent of
passenger movements are international—much higher than at the other airports—
accounting for 70% of New Zealand’s international travellers. The airport operates 24
hours a day and is not subject to noise-based operational restrictions, although the
Manukau City Council has required that AIAL offer to fund acoustic insulation to
residents within the noise control boundary.

AIAL currently operates a single runway that can handle all current aircraft, including
the largest international jets on maximum flight distances. Auckland’s existing peak
hour capacity is between 45 and 50 aircraft movements. Because of the number and
broad mix of aircraft, the airport experiences a small amount of runway congestion for
limited periods during some days. However, the Airport operates within total airport
capacity levels in terms of runway (aircraft) movements. There is limited ability to
extend the length of the current runway, as it is bounded by water at each end. A
second runway is proposed for the future. When and if a second runway becomes
viable, it would expand the airport’s capacity and ease peak hour congestion. Before
then, though, the existing runway is being rehabilitated and reconstructed.

Key operational statistics for the year ended 30 June 2001 are detailed in Table 7.

2 On 18 December 2001, Singapore Changi Airport sold its 7.1% shareholding to various institutions.
The Auckland City Council has signalled its desire to sell its shareholding.
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Table 7
Auckland International Airport Operational Statistics
Size: Land area (hectares) 1,600
Runway length (metres) 3,635
ICAO category”” 9
Aircraft Domestic 96,055
Movements: International 29,557
Other (incl. GA) 22,256
Total 147,868
Passenger Domestic 3,383,242
Numbers: International 5,040,922
Total 8,424,164
Freight Volumes: Total (tonnes) 186,954
MCTOW Landed (tonnes)*” 4,659,701

Activities Undertaken

AIAL is largely a facilities provider—providing land or buildings from which third
parties operate their business. However, there are some exceptions. AIAL provides a
rescue fire service, meteorological services, and international apron management at
the Airport. The company also has one wholly-owned subsidiary, Waste Resources
Limited, which operates the quarantine waste disposal facility at the airport. In
addition, AIAL and its joint venture partner, Host Marriott, provide food and beverage
services in the international terminal. AIAL has also in recent years invested in
substantial commercial development.

AIAL’s assets include the runway, aprons, three terminal buildings, a substantial retail
precinct, car parking, and commercial and office buildings. Both major domestic
airlines—Air NZ and the former Qantas New Zealand (Qantas NZ)—Ilease domestic
terminal buildings from AIAL and handle the operation of the terminals themselves.
The international terminal is shared by all the international airlines and contains a
substantial shopping centre, with 55 shops operated as concessions by AIAL.*”

Air traffic control at Auckland is currently handled by Airways Corporation of New
Zealand Limited (Airways), which owns and maintains the navigation lighting and
aids. Airways provide and bill the airlines directly for air traffic control services.

3 The International Civil Aviation Organisation (ICAO) imposes airport operation and safety
requirements on airports. The requirements for rescue fire services, for example, differ depending on
the size of the airport. Airports are differentiated by ICAO by assigning them categories. The category
represents the size of aircraft that operate at the airport. While Christchurch can handle the same
aircraft as Auckland, it has a lower category, as the largest aircraft that services the airport is smaller
than at Auckland.

™ Sum of the maximum certified take-off weight (MCTOW) of each aircraft multiplied by the number
of landings of that aircraft during the year.

5 Concessions for airport shops are tendered by AIAL on a regular basis. Concession operators
generally pay AIAL a monthly fee equal to the greater of a fixed monthly rental, or a set percentage of
their sales revenue.
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AIAL does not provide ground handling services at the Airport, instead it is provided
by third parties—principally by Air NZ and Ogden Aviation Services.

In total, AIAL owns a significant amount of land in and around the Airport, with 965
hectares relating to airfield activities. Around 262 hectares of the airfield land is held
for future development of a second runway, the rest pertains to the current runway.
AIAL already has a sizeable commercial precinct at the Airport, and has the
opportunity to expand both its aeronautical and commercial operations in the future.

Airfield Activities

The activities undertaken by AIAL can be classified and grouped in terms of the three
identified airport activities (defined in the Airport Authorities Amendment Act) and
an additional grouping, other airport activities.”’® This Inquiry focuses only on airfield
activities.

Airfield activities at Auckland International Airport, and those undertaken by AIAL,
are as follows:

Table 8
Airfield Activities at Auckland International Airport
Element of Undertaken by Undertaken by Assets owned by AIAL Prices charged or
Activity AIAL Third Party revenue derived by
ATAL
Airfields, Most. Airways own and Land and land Aircraft landing
runways, maintain runway improvements (including | charges.
taxiways, and and taxiway paint | drainage storm water, Sundry income from
parking markings. roads and other hay sales.
aprons for infrastructure — both
aircraft airside and some
apportionment for
landside) associated with
the main runway,
taxiways, international
apron, domestic apron,
grassed areas and roads
within the airfield or
otherwise supporting it.
Facilities and | AIAL leases land | Provided by Land on which Airways’ | Rent from land
services for to Airways. Airways, who own | Control Tower sits. leased to Airways.
air traffic the Control Tower
control building, as well as
owning, operating
and maintaining
navigational assets.
Facilities and | AIAL provides Air NZ and Eagle Land and buildings for Terminal Services

services for
parking apron
control

apron control
service at the
international
terminal apron.

Air provide apron
control at the
domestic apron on
behalf of AIAL.

the International Apron
Tower, together with
land for the Domestic
Apron.

Charge (TSC).

276 Refer to Appendix 12 for full details of activities undertaken by AIAL.
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Element of Undertaken by Undertaken by Assets owned by AIAL Prices charged or
Activity AIAL Third Party revenue derived by
ATAL
Airfield AIAL has apron Airways owns Cable ducts and light Aircraft landing
associated lights only. cables and light pots for entire airfield, charges.
lighting fittings for main cabling for light fittings
taxiway and for aprons and first
runway. It taxiway.
operates and
maintains this
airfield lighting as
well as AIAL’s
assets.
Services to All None. Runway maintenance Aircraft landing
maintain and equipment. charges.
repair
airfields,
runways,
taxiways, and
parking
aprons for
aircraft
Rescue, fire, All Airport Noise Land and buildings Rescue fire
safety, and Committee associated with the component of aircraft
environmental (council, airlines, rescue fire service landing charges.
hazard control Airways and (Public Safety Response)
services AIAL). as well as vehicles.
Airfield AIAL provides AVSEC provides Security fencing and Rental from ground
supervisory and maintains airside security, office space leased to lease to AVSEC.
and security security fencing security between AVSEC.
services and leases space airside and
to Aviation landside,
Security Service international
(AVSEC). passenger control,
and perimeter
patrols.
Facilities/ Holds land. None. Land held for the second | Rental from current
assets held for runway. users of land (e.g.,
future farmers).
activities

As noted in Chapter 1, the Commission has focused on those airfield services supplied
to aircraft operators—being the bulk of the airfield services supplied by AIAL, for
which aircraft operators pay per tonne landing charges. The remaining airfield
activities provided by AIAL are facilities provided (by way of lease or other
commercial arrangements) to Airways and the Aviation Security Service (AVSEC) to
enable those parties to supply airfield activities themselves.

Airfield (Landing) Charges

AIAL’s revenue from airfield activities is principally derived from landing charges
levied on aircraft operators based on aircraft weight. In addition, AIAL charges non-
scheduled flights (itinerants) that park for more than six hours a parking charge.
However, revenue from aircraft parking charges is insignificant relative to landing
charge revenues. The Commission has focused on determining whether landing
charges need to be controlled.

Since vesting (1988), landing charges have changed eight times. Table 10
summarises the charges since vesting. In 1992, the international charges for the over
40,000 kg class rose 3% to help fund development of the international terminal
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building (ITB). Upon completion of the ITB, charges were reduced by 3%. 1997 saw
an increase in both domestic and international landing charges for small aircraft.
Effective 1 September 2000, AIAL increased all its landing charges by 8.5%. AIAL
also determined that landing charges would further increase by another 5% in each of
the next two years.

The new landing charges, announced 22 August 2000, were the outcome of
consultation between AIAL and its substantial customers as required by the Airport
Authorities Amendment Act 1997. Table 9 summarises AIAL’s proposals and
decision on charges (in terms of percentages increases in charges). The same
percentage increases applied to all MCTOW weight breaks.

Table 9
AIAL Consultation Proposals
2000 2001 2002

29/10/99  Proposal 25.09% 5.74% 4.71%
21/12/99  Proposal 33.88% 3.59% 2.61%
7/4/00  Proposal 24.73% 4.90% 4.82%
17/5/00  Proposal 18.14% 5.26% 4.71%
22/8/00 Decision 8.50% 5.00% 5.00%

Subsequent to AIAL’s decision in August 2000, it has reached commercial
agreements with a number of major airlines. As part of these arrangements, AIAL
agreed to forgo the second 5% increase on 1 September 2002 and to reduce the 1

September 2000 increase in charges to 7.5% (providing a 1% rebate). As a result of

the agreement, landing charges have been fixed through to 30 June 2007.*” The
agreement between AIAL and Air NZ (dated 8 November 2001) resulted in Air NZ
discontinuing litigation against AIAL on whether AIAL had met its consultation
obligations.

Landing charges at Auckland International Airport since vesting are summarised in
Table 10.

Table 10
AIAL Landing Charges
Charge Effective From
MCTOW # Landings | 1/07/88] 1/11/88] 1/04/90] 1/04/92] 1/07/96] 1/07/97] 1/09/00] 1/09/01
<1.5 tonnes <25 $5.00/L]$ 5.00/L|$ 8.89/L|$ 9.16/L|$ 9.16/L]$25.00/L] $26.88/L] $28.22/L
>25 $5.00/L|$ 5.00/L|$ 8.89/L|$ 9.16/L|$ 9.16/L| $12.50/L] $13.44/L| $14.11/L
1.5-3 tonnes <25 $5.00/L] $10.00/L|$ 8.89/L|$ 9.16/L|$ 9.16/L]$25.00/L] $26.88/L] $28.22/L
>25 $5.00/L] $10.00/L|$ 8.89/L|$ 9.16/L|$ 9.16/L| $12.50/L] $13.44/L] $14.11/L
3-6 tonnes <25 $9.00/T|$ 4.00/T|$ 4.20/T|$ 4.30/T|$ 4.30/T]$25.00/L] $26.88/L] $28.22/L
>25 $9.00/T|$ 4.00/T|$ 4.20/T|$ 4.30/T|$ 4.30/T|$ 4.30/T|$ 4.63/T|$ 4.85/T
6-40 tonnes all $9.00/T|$ 6.00/T|$ 6.30/T|$ 6.50/T|$ 6.50/T|$ 6.50/T|$ 6.99/T|$ 7.34/T
40+ tonnes all $9.00/T} $10.00/T] $10.50/T] $10.80/T] $10.50/T] $10.50/T} $11.29/T| $11.85/T

Landing charges for aircraft under 3 tonnes, and between 3 and 6 tonnes with less than 25
movements per month, are a dollar charge per landing, not a charge per tonne (shaded in

27 If control is imposed by the Minister, this would override the prices and terms of the agreement.
Charges would have to be authorised by the Commission.
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table). Note that the 1/7/88 domestic charges for aircraft over 3 tonne were 5.65% of an
airline’s revenue. Domestic 40+ tonne charge in 1996 and 1997 unchanged — still $10.80.
2000 charge $11.61, 2001 charge $12.19. Charges for 2000 and 2001 are based on
agreements as opposed to August 2000 announcements (includes 1% rebate).

Acquirers of Airfield Activities

The direct acquirers of the airfield services supplied by AIAL (that are being
examined) are the aircraft operators—the commercial airlines and other aircraft
operators that land and take-off aircraft at/from Auckland International Airport. The
indirect acquirers are the aircraft passengers and persons sending freight by aircraft.
Table 11 details the acquirers.

Table 11
Acquirers of Airfield Services Supplied by ATIAL
Class or Grouping User
Direct Acquirers: Aircraft operators e International—Aerolineas Argentinas, Air New Zealand, Air

Pacific, Air Tahiti Nui, Air Vanuatu, Aircalin, Cathay Pacific
Airways, China Airlines, EVA Airways, Garuda Indonesia,
Korean Air, Malaysia Airlines, Polynesian Airlines, Qantas
Airways, Royal Tongan Airlines, Singapore Airlines, Thai
Airways International, United Airlines

e  Domestic—Air New Zealand, Freedom Air, Origin Pacific
Airways, Qantas Airways

e  Commuter — Air National, Great Barrier Airlines, Mountain Air,
Eagle Air, Mount Cook Airlines

e  Cargo Only — Airfreight NZ, Airwork, Ansett Airfreight, DHL,
Emery Worldwide, Federal Express

e  General Aviation and Auckland Helicopter Trust

Indirect Acquirers Aircraft passengers, persons sending freight by aircraft (including

freight forwarders)

AIAL’s substantial customers, in their own right, are Air NZ, Qantas Airways,
Singapore Airlines and United Airlines. The Board of Airlines Representatives of
New Zealand Inc (BARNZ) represents these substantial customers in consultation.

COMPETITION ANALYSIS
Introduction

The Commission must determine whether the airfield services supplied by AIAL are
supplied in a market in which competition is limited (or is likely to be lessened).

In Chapter 3, the Commission came to the conclusion that, for the purposes of this
Inquiry, the relevant product market is the airfield services market, as defined by the
airfield activities in the Airport Authorities Amendment Act 1997. The issue of
whether airports are in competition with each other in the airfield services market, or
whether each operates in a geographically distinct market, was also broadly
canvassed. The Commission came to the preliminary view in Chapter 3 that, in terms
of the geographical dimension of the market, its generic analysis of passenger and
airline demand suggested that, for most traffic, none of the three airports faced
significant competition either from each other, or from other regional airports.
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In assessing AIAL’s ability to exercise market power, the following considerations,
which are further addressed below, are important:

e On the supply-side of the market, the actual competition from existing airports, or
potential competition from new airports.

e On the demand-side, the possibility of airlines and their passengers and freight
customers switching to other airports.

e The potential countervailing power of airlines.
e The present regulatory regime.
Demand Characteristics

The weighted elasticity of demand determined for Auckland International Airport in
Chapter 3 was|[ .

Competition and Substitutes

In Chapter 3, the Commission noted that the nature of the investment in international
airport facilities (with very large sunk costs), such as those at Auckland International
Airport, is likely to mean barriers to entry are high and, that in consequence,
competition from potential entrants is low. It was noted that Auckland, like the other
international airports, may face competition from other airports in the provision of
airfield services. This competition may be the potential competition from prospective
new entrants, and the existing competition from other airports already operating. The
specific circumstances of Auckland International Airport are now examined.

In response to the Draft Report, AIAL submitted that the relevant market constituted a
number of different segments for international flights, commercial domestic flights,
and general aviation flights. AIAL argued that the Commission’s finding of limited
competition could differ for the various segments such that only a subset of the
airfield services market could have limited competition.””® The analysis of
competition in airfield services at Auckland International Airport is separated into
these three segments.

General Aviation

Airport substitutability from a supply-side perspective depends largely upon the size
of aircraft. Smaller aircraft are more flexible as to where they can land. For small,
general aviation (GA) aircraft, Ardmore Airport is a possible substitute for Auckland
International Airport in the Auckland region.”” AIAL has endeavoured to encourage
GA operators to use alternative airports like Ardmore through the setting of landing
charges (GA aircraft landing charges have seen the biggest increases in the last ten
years). Although much of the GA traffic has been forced out of Auckland

"8 AIAL Submission on the Draft Report, 14 August 2001, Part A, page 46, paragraph 3.8.

" Ardmore is the country’s busiest airport in terms of number of aircraft movements.
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International Airport at peak times, GA aircraft still use Auckland International
Airport, and some operators have a preference to do so because of the better facilities
and location.

Domestic Aircraft

From a supply-side perspective, and focusing only on domestic traffic, which does not
involve the use of the larger aircraft, there appears to be considerable scope for
substitution between a number of airports in large centres and regional areas.

However, while there are many airports capable of servicing domestic aircraft,
domestic travel tends to be destination specific. Other airports are, therefore, unlikely
to be a substitute for Auckland when passengers wish to go there. For example, most
people wishing to travel to Auckland—whether business people on a day return trip,
leisure travellers making international connections, or commuter travellers who are
interlining (who would suffer the inconvenience of having to transfer between airports
if they were delivered to one airport but making a connection at another)—would find
Ardmore or Hamilton a poor substitute because of the time delays and the extra costs
imposed.

Even if ATAL imposed a substantial increase in airport charges, competition between
the domestic airlines would probably ensure that Auckland remained the destination.
If an increase in charges were to cause an airline to stop servicing Auckland
International Airport, another airline would likely start operating as demand for air
travel to and from Auckland would still exist, or, alternatively, remaining airlines
would probably increase flight frequencies to fill the gap. Further, airport charges are
not the most significant operating cost for an airline, so airlines would likely accept an
increase in costs, rather than fly to an alternative airport and lose to a competitor the
business generated from servicing Auckland International Airport (given the
additional loss of losing connecting international flights or not being a person or
entity’s preferred airline because all airports are not serviced). This suggests that, for
domestic services, Auckland International Airport has essentially a regional
monopoly, in that, in the majority of cases, there are no substitutes for its services for
travellers wishing, and freight needing, to fly into or out of Auckland.

AIAL suggested that a second domestic airport might be developed in the Auckland
region using the air force base at Whenuapai, if and when it is decommissoned.”
This might obviate the lengthy gestation period needed for the building of a wholly-
new airport. However, AIAL dismissed Whenuapai as a possible competitor because
of the need to completely rebuild its runway and add new land-side facilities.*
Further, AIAL indicated that the planning ramifications of a new domestic airport at
Whenuapai would be substantial.”* Tt also stated that reports commissioned by the

% The possibility of converting Whenuapai is being promoted by the Waitakere and North Shore City
Councils.

! The runway at Whenuapai is built on octagonal slabs. The tidal impact seeps through the base of
the runway and impacts on the stability of the slabs. To use Whenuapai in any real commercial
capacity would require rebuilding of the existing runway. See Conference Transcript, pages 148-149.

22 Conference Transcript, pages 147 and 149.
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Auckland Regional Council confirmed that the military base was unsuitable.” This
suggests that entry is unlikely to be made significantly easier by the adaptation of an
existing airforce facility.

International Aircraft

As noted above, Auckland International Airport is New Zealand’s largest and busiest
airport for passengers and freight. Sixty per cent of passenger movements are
international. Christchurch International Airport is the only other airport in New
Zealand that is also capable of handling the largest jets. As such, in the supply of
airfield services to long-haul international flights, Auckland only faces competition
from Christchurch International Airport (in terms of point of entry or exit from New
Zealand). However, Christchurch is very much a secondary airport for such flights,
with flights to and from Christchurch often being reduced and/or stopped as demand
and other circumstances change. In addition, hubbing by the airlines® is likely to
further reduce the potential for competition. In New Zealand, Auckland International
Airport acts as a hub for international travel for Air NZ.

While Auckland International Airport faces little competition in the supply of airfield
services to long-haul international flights, there is potential for more competition in
shorter distance international routes such as Australia and the South Pacific. A
number of airports can, and currently do, service the smaller Boeing 737 and 767
aircraft that are operated on these routes. In Auckland’s case, Hamilton Airport is the
most likely competitor in terms of outbound flights by New Zealand residents, with
Air NZ operating its discount Freedom Air services from there to Australia. The
discounted fares currently offered by Freedom Air are unlikely to be low enough that
Auckland residents would be prepared to drive to Hamilton to fly. While 80 minutes
travel to an international airport is not much by international standards, the presence
of lower ‘cut price’ airfares are likely to be required before Aucklanders will travel to
Hamilton (rather than just going to Auckland International Airport). As such, the
Commission considers that Hamilton does not provide sufficient competition to be
viewed as a close substitute for most travellers.”® In terms of inbound tourists, their
choice of airport is likely to be driven by destination.

Auckland International Airport has the largest share of New Zealand’s international
traffic. AIAL seems to have advantages over the other two major international
airports because of the larger population in its catchment area, its relative importance
in air freight (Auckland carries most New Zealand-originating international freight),
and its proximity to international aviation routes.™ It also has the necessary
infrastructure associated with servicing international airlines. It has a further

8 ATAL Submission on the Draft Report, 14 August 2001, Attachment 5, page 6, paragraph 21.

¥ Hubbing is where airlines construct route schedules around one airport so as to minimise the number
of flights but maximise passenger numbers on any given flight. Hub airports are often those in
geographically key or central locations.

8 While Hamilton Airport is capable of handling Boeing 737s, larger jets are not able to operate from
the airport on a commercially viable basis. A Boeing 767 can only land at Hamilton under significant
load restrictions. Hamilton Airport is understood to have plans to extend its runway so that it can
handle 767s.

% Ministry of Transport, Review of New Zealand Airport Regulation: Proposals for Consultation,
Wellington: MOT, 1995, page 10.
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advantage over Wellington (and other airports) in being able to handle the largest
international jets needed for maximum flight distances. Apart from destinations in
Australia (where all three airports host airlines with direct flights) the majority of New
Zealand residents go through Auckland airport to join connecting flights en route to
their final destination.

It is understood that plans have been aired at certain regional airports, such as Rotorua
and Tauranga, to extend the runways to accommodate international flights. This
would potentially increase the number of alternative suppliers of airport facilities for
international flights. However, the international airlines have said they would be
reluctant to use such additional airports for international traffic, given the costs they
would incur in putting on extra international flights (costs of aircraft, crew and fuel)
for little or no benefit to them. Nonetheless, AIAL noted there is scope for certain
airports to compete for traffic at the margin.

AIAL also mentioned plans being promoted by the Palmerston North City Council for
Ohakea to be established as an international airfreight gateway™’, although the
likelihood of this happening is not known. This might provide competition for
Auckland in respect of freight services, particularly in respect of exports. However,
for it to happen, the Government would need to approve Ohakea for combined
civilian-military use and Ohakea’s runway would need to be reconstructed (at a
reported cost of $20m).

Conclusion

The Commission considers there are generally no significant supply side substitutes
for the airfield services supplied by AIAL. The potential or existing competition
faced by AIAL in supplying airfield services is low.

Constraints on Exercise of Market Power

As noted in Chapter 3, the current regulation of airports relies principally upon the
countervailing power of airlines, and the requirements on airport operators to disclose
information about their operations and to consult substantial customers.

Countervailing Power

At the Conference and in submissions, views of the airlines and AIAL on the strength
of countervailing power of airlines differed markedly. BARNZ agreed with the
Commission’s preliminary finding in the Draft Report that AIAL is unlikely to be
significantly constrained by the countervailing power of airlines under the current
regime, and that the airlines stand to lose greater amounts than AIAL from
withdrawing custom.™ In contrast, AIAL considered the Commission had not given
sufficient weight to the regulatory regime and countervailing power of the airlines,
although AIAL stated it had never denied that competition is limited in its market for
airfield activities.”™ ATAL noted that six airlines had ceased business in recent times

287 ATAL Submission on the Draft Report, 14 August 2001, Part A, page 23.
% BARNZ Submission on the Draft Report, 10 August 2001, page 18, paragraph 8.2.
% ATAL Submission on the Draft Report, 14 August 2001, Part A, page 20, paragraph 1.57.
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leaving over $1.5m owing and unpaid to AIAL. Further, while Air NZ and AIAL
were in litigation, the Air NZ group withheld $1.63m in additional landing charges.
AIAL also submitted that it had limited ability to enforce payment of landing
charges.”

AIAL argued that, on the basis of its corrections to the Commission’s preliminary
figures, there was no evidence of excess returns being earned and, hence, that no
market power had been exercised by AIAL. AIAL also said the current regulatory
regime had not yet been fully tested, and it was premature to draw conclusions about
its effectiveness. AIAL also emphasised that the existing regime includes provisions
which allow for its modification and for further direction and control by way of the
powers given to the Secretary of Transport under regulation 17 of the Disclosure
Regulations.” AIAL suggested that any excessive returns (due to actual aircraft
movements being higher than forecast) might feed into lower charges over time,
whereas it did not expect to be able to recoup any sub-normal returns caused by
unexpectedly low levels of activity.*”

AIAL considered that the strength of the countervailing power of airlines is shown by
their representation on numerous airport planning and operational committees, their
collective strength through BARNZ and the international aviation alliances, and their
demonstrated willingness to resort to expensive legal and payment-withholding
tactics.”” Moreover, although airfield charges are low in relation to an airline’s total
costs, the airlines seek to minimise all costs given their thin profit margins. Hence,
AIAL argued that, although competition is likely to be limited, the limitation is not
absolute, and there are significant factors constraining the Airport’s ability to abuse its
market power.***

The Commission notes that, in general, a buyer must account for a substantial portion
of a supplier’s business before it has the potential to exert significant countervailing
power against that supplier. The threat by a small buyer to switch its business
elsewhere will have little impact on the supplier’s behaviour. Thus, the size of the
airlines and their collective efforts are an important determinant of any countervailing
power against the market power of the airports.

The number of airlines operating at Auckland International Airport is quite small, and
fewer than five (the key ones being Air NZ and Qantas) provide the bulk of AIAL’s
revenues from landing charges. In addition, there is a growing tendency for
international airline alliances. Airlines have also demonstrated capability to act
collectively, as through BARNZ, and to engage in lobbying, in pursuit of common
interests. This suggests that the buyer concentration needed as a prerequisite for the
exercise of countervailing market power exists at Auckland International Airport, at
least in principle. The question is whether it is effective.

2% Ibid, pages 52-53.

! Ibid, page 127, paragraph 12.6.

22 Conference Transcript, pages 77-78.

3 AIAL Submission on the Draft Report, 14 August 2001, Part A, page 24, paragraph 1.72.
2% Ibid, page 44, paragraph 3.5.
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The ability to switch to alternative suppliers is crucial to the exercise of countervailing
power. The behaviour of a supplier with market power is likely to be moderated
where a significant buyer can credibly threaten to switch its custom elsewhere.

One factor favouring countervailing power is that the capital of airlines (in contrast to
that of AIAL) is relatively mobile, and hence has the potential to be relatively easily
deployed elsewhere. For example, overseas-based international airlines have the
power to deploy their limited fleets to destinations in other countries, and some have
withdrawn services to New Zealand, or resorted to code-sharing when this proved
more cost-effective than providing a direct service. Having said this, airlines do
invest in costs which arguably become sunk at particular airports (e.g., maintenance
facilities), thereby reducing their ability (and hence the credibility of any threat) to
move elsewhere, thereby undermining any countervailing power they might possess.
It is difficult to see how Air NZ, for example, could withdraw from providing
international air services to this country, or move its international hub from Auckland.
Air NZ has a strong position in New Zealand and relies on the country to some extent
for its marketing and brand image. The airline also has significant maintenance
facilities at Auckland International Airport.

The major airlines have demonstrated a willingness to withhold airport payments and
to consider court action. This indicates that the airlines do have some power to
impose, or to threaten to impose, costs on AIAL.

Consultation

Airlines, as users interested in minimising their costs, want to monitor airport
charging and efficiency. The statutory consultation process provides an avenue
through which this monitoring may take place. However, the airlines have been
dissatisfied with the consultation process and its outcomes to date.

In October 1999, AIAL initially proposed a cumulative increase in landing charges of
35.54% over the following three years (2000-2002). During consultations with the
airlines, the proposed increase fell. In August 2000, AIAL announced a total increase
of 18.5% in its landing charges over the three years.

In October 2000, Air NZ initiated court proceedings against AIAL in respect of the
increases and AIAL’s obligation to consult, and as part of this action refused to pay
the increases in charges until the matter was resolved. AIAL could do little, being
unable to deny access to aircraft, nor impound them in cases of non-payment. When
the case was settled in November 2001 (a little over a year after it commenced), Air
NZ paid the outstanding charges (less the agreed 1% rebate).

However, while the Air NZ experience was contentious and protracted, AIAL stated
in its submission on the Draft Report that the Commission had overlooked the
successful conclusion of its consultation process with its second largest customer,
Qantas Australia. AIAL reached agreement with Qantas on the level of price
increases to apply for five years; terms which were also available to other airlines.
AIAL argued this illustrated that a reasonable commercial approach could emerge
under the current regulatory regime.
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AIAL’s recent consultation suggests that the airlines may have some power to
moderate prospective increases in charges, at least in some circumstances. However,
the results of the recent consultation may have to some extent been influenced by the
existence of this Inquiry.

Conclusion

There are clearly widely disparate views on the effectiveness of countervailing power
of the airlines, as augmented by the regulatory requirement for AIAL to consult with
its substantial customers, and to publish information under disclosure requirements.

The Commission considers that the countervailing power of the airlines cannot be
ignored as a feature of the relevant markets. The current regulatory regime appears to
provide some constraint on AIAL. However, the Commission is of the view that there
are not sufficient constraints on the exercise of market power by AIAL. While AIAL
is required to consult with substantial customers before setting charges, AIAL
ultimately has the power to set whatever charges it thinks fit. There is no requirement
to negotiate or reach commercial agreement. Airlines do have some power, but their
ability to effectively exercise that power is limited.

Assessment of Whether Competition is Limited

AIAL has relatively high market power in the market for airfield services due to the
lack both of supply side substitutes and adequate countervailing power of airlines. It
is not economical, and often not possible, to duplicate many of the assets associated
with facilitating aircraft movement in a particular region, and demand tends largely to
be region-specific. The lack of alternative airports to meet customer-driven origin and
destination demand, means airlines cannot credibly threaten to remove sufficient
custom to produce an undesirable consequence, and thereby discipline an airport’s
pricing decisions. Any reduction in use by one airline will tend to be replaced by
increased use by another airline, as that second airline moves to meet the customer-
driven origin and destination demand in the competitive market.

The structure of the market, and the impact of a regulatory approach designed to
encourage countervailing power, provide a counter-weight to the potential market
power of AIAL. However, the presence of such a regulatory framework indicates a
concern about possible market power. The evidence of litigation also indicates there
is dissatisfaction with the outcome of AIAL’s consultation process, although, as
mentioned above, an agreement has recently been reached. However, the commercial
agreements that were reached between AIAL and a number of airlines in 2001 may
not necessarily be indicative of countervailing power, but may be due to other factors
such as the presence of this Inquiry or, in the case of Air NZ, the airlines’ financial
position.

The Minister’s Notice requires the Commission to report to the Minister on whether
“airfield activities provided by the three major international airports are supplied or
acquired in a market in which competition is limited or is likely to be lessened”. The
airfield services supplied by AIAL to aircraft operators form the bulk of the airfield
services market at Auckland International Airport and are, in the Commission’s view,
subject to limited competition. The goods or services (falling within the definition of
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airfield activities) provided by AIAL to aircraft operators that are subject to limited

competition are set out in Table 12.

Table 12

Airfield Services Supplied by AIAL Subject to Limited Competition

Goods and Services Supplied

Airfield Activities

by AIAL

Airfields, runways, taxiways, and parking
aprons for aircraft

Airfields, runways, taxiways, and aprons.

Facilities and services for air traffic
control

None.

Facilities and services for parking apron
control

Apron control service at the international terminal apron
(note: these costs are currently recovered through the
international terminal services charge).

Airfield associated lighting

Cable ducts and light pots for the entire airfield; cabling
for light fittings for aprons and first taxiways; and apron
lights.

Services to maintain and repair airfields,
runways, taxiways, and parking aprons
for aircraft

Services to maintain and repair airfields, runways,
taxiways, and parking aprons for aircraft.

Rescue, fire, safety, and environmental
hazard control services

Rescue, fire, safety, and environmental hazard control
services.

Airfield supervisory and security services

Provides and maintains security fencing.

Facilities/assets held for future airfield

Holds land for second runway.

activities

The Commission has reached the conclusion that the airfield services supplied by
AIAL are supplied in a market in which competition is limited (or is likely to be
lessened). The first requirement of section 52 is, therefore, satisfied. The remainder
of this Chapter considers whether it is necessary or desirable for the prices, revenue,
or quality standards of any of the goods or services identified above to be controlled
in the interests of acquirers; and whether airfield activities should be controlled.

ASSET BASE

In Chapter 5, the Commission established principles for determining the appropriate
asset base for airfield activities. The asset base for AIAL is now determined.

The airfield assets of AIAL can be separated into land and non-land assets. Non-land
assets are considered first. The most significant non-land assets are the runways,
taxiways and aprons that sit on that land (the sealed surfaces) and supporting
infrastructure.

Non-Land (Specialised) Assets

In Chapter 5, the Commission concluded that, for reasons of economic efficiency,
assets should normally be valued at opportunity cost, unless they are specialised,
when some higher value is required in order to prevent investors’ funds from being
expropriated and dynamic efficiency harmed (as the opportunity cost of specialised
assets is likely to be at or close to zero). In the case of airports, the Commission
considers that depreciated historic cost should be used for the specialised airfield
assets.
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The starting point for determining the value attached to AIAL’s non-land airfield
assets in the asset base are the values attributed to those assets by AIAL. Up until 30
June 1999, AIAL valued all its non-land assets at vesting value depreciated, with any
new assets included at depreciated historic cost (DHC). On 30 June 1999, AIAL
revalued buildings, infrastructure and sealed surfaces assets to optimised depreciated
replacement cost (ODRC), and since then has included any additions to these assets at
DHC. Vehicles and Plant (the remaining non-land asset grouping) were not revalued
and continue to be included at vesting value depreciated, with any new assets included
at DHC.

To arrive at an airfield asset base for AIAL that includes non-land assets at DHC, only
one adjustment is required—removal of revaluations above DHC. The 30 June 1999
revaluations of buildings, infrastructure and sealed surfaces have been removed from
the Commission’s analysis, and associated adjustments have been made to the
depreciation of those assets from 2000 onwards.*”

In Chapter 5, the Commission noted that the dimensions and structure of AIAL’s
sealed surfaces were largely determined by Civil Aviation Authority requirements and
international standards, and that the current runway length was necessary to meet the
operating requirements of the aircraft using the airport. As such, the Commission
does not optimise any sealed surfaces. The Commission similarly does not optimise
any buildings, infrastructure, or vehicles and plant assets.

Land

Compared to other utilities and infrastructure providers, land is a significant asset for
airports. In Chapter 5, the Commission reached the following general conclusions on
the valuation of airfield land:

e Airfield land should be valued at its opportunity cost, namely its value in its best
alternative use in the event that airport were closed (highest alternative use value).

e The opportunity cost would be the higher of the value with or without the sealed
surfaces (the latter incorporating the net costs of removing the sealed surfaces).

e Any land holding and levelling outlays, and seawall and reclamation outlays,
should be valued as specialised sunk assets at depreciated historic cost. These
values should not include any amounts associated with such assets that are already
included in the opportunity cost of the land, in order to avoid double-counting.

AIAL Land Valuation
As with non-land assets, the starting point for determining the value attached to

AIAL’s airfield land in the asset base are the values attributed to that land by AIAL.
Up until 30 June 1999, AIAL valued all its land at vesting value, with any new assets

% Depreciation figures when the assets are valued at DHC will be lower than when the assets are
included at ODRC, so depreciation figures are reduced (amounts are added back to the asset base).
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included at cost. On 30 June 1999, AIAL revalued all land to optimised replacement
cost (ORC), with any acquisitions since being included at cost.

At 30 June 1999, ATAL attributed the following values to airfield land:

Table 13
30/6/99 Valuation of AIAL Airfield Land
Area (Ha) Value per Ha Amount ($000s)

Operational Airfield 278.4692 $305,000 $84,933
Wiroa Island 40.3600 115,000 4,641
Eastern Approaches Land 170.8081 70,000 11,957
Seabed  (titled  and 430.1800 70,000 30,113
untitled)
Ground Handling Area 3.1851 650,000 2,070
Seawall 9,787
Second Runway Land 449.0700 140,000 62,870

Total 1372.0724 $206,371

During the consultation on charges between AIAL and its substantial customers over
1999 and 2000, the airlines made a number of submissions on the area and value of
land included by AIAL in its 30 June 1999 valuation (which it proposed to use for
pricing purposes). As a result, AIAL made adjustments to the area and value of
airfield land included in its final prices determined on 22 August 2000. The
adjustments were as follows:

e Approximately 73 hectares of reclaimed seabed were reclassified as operational
airfield land.

e Wiroa Island was included at a lower per hectare value of $70,000.

e All untitled seabed was removed, with only the unreclaimed seabed at the western
end of the runway remaining.

e The seawall was removed (as it was included as part of civil works).

e The area of second runway land was reduced to only that part relating to airfield
activities.

The Commission considers that one further adjustment is necessary. The land
described as ground handling area in Table 13 does not fall within the definition of
airfield activities, so should be excluded. The revised figures are summarised in
Table 14. These figures are the Commission’s starting point for determining the
appropriate value for AIAL’s airfield land.

Table 14
22/8/00 Value of AIAL Airfield Land used for Pricing
Area (Ha) Value per Ha Amount ($000s)
Operational Airfield 351.7205 $305,000 $107,274
Wiroa Island 40.3600 70,000 2,825
Eastern Approaches Land 170.8081 70,000 11,957
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Area (Ha) Value per Ha Amount ($000s)
Seabed (titled) 140.0000 70,000 9,800
Second Runway Land 262.551 140,000 36,757
Total 965.4396 $168,613

The largest parcel of airfield land is the operational airfield (the land that the current
runways, taxiways and aprons sit on). AIAL’s $305,000 per Ha valuation of
operational airfield land incorporated the following three components (making up the
market value—existing use):

e The current purchase price of the land ($140,000 per Ha) based on a hypothetical
satellite city development.

e The interest costs of holding the land until developed into an airfield ($133,000 per
Ha).

e The costs of levelling the land before the runway is laid ($32,000 per Ha).

The second largest parcel of land is that held for development of a possible second
runway. AIAL valued this land at $140,000 per Ha with no adjustments for holding
or levelling costs, which AIAL considered appropriate given the land is covered by an
airport designation and has an underlying rural zoning (but acknowledged future
urban potential).

The remaining parcels of airfield land were all valued at a discounted figure of
$70,000 per Ha by AIAL for pricing purposes. This value reflected the fact that the
eastern approaches land was more limited in its next best use (the land was zoned for
rural purposes and urban uses were specifically prohibited), as well as the current
function and utility of Wiroa Island and the seabed.

Zoning and Designation

All ATAL airfield land is covered by a specific airport designation. The designation
permits some commercial activity, but it is limited to that which is ‘ancillary to’ or
‘connected with’ aeronautical type activity. The underlying zonings of the various
parcels of airfield land at Auckland International Airport, and the permitted activities,
are summarised as follows:

e The operational airfield land, second runway land and Wiroa Island are zoned
Airport, in recognition of the likely continued use and development of Auckland
International Airport (even without an airport designation). The Airport zone
permits a range of activities that are appropriate in association with the Airport
and do not give rise to significant adverse effects on the Airport itself or the
resource management strategy for Manukau City.

e The eastern approaches land is part of the Mangere-Puhinui Heritage zone. The
zone encompasses those rural areas which, in addition to the general values of the
Mangere-Puhinui area, have high landscape values and significant natural and/or
cultural heritage values. The zoning protects against encroachment on airport
activities by urban uses. Non-farming activities are subjected to a more rigorous
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assessment of adverse effects than in the Mangere-Puhinui rural zone, due to the
greater potential for such effects.”®

Estimates of Opportunity Cost

For each of the various types of airfield land owned by AIAL, the Commission has
derived an estimate of opportunity cost—the highest alternative use value (excluding
holding and levelling costs). In deriving its estimates, the Commission has
considered:

e  Whether the values attributed to the land by AIAL constitute an opportunity cost
valuation.

e Any submissions made by the airlines as to the appropriate opportunity cost figure
for AIAL’s airfield land.

e Any submissions made by AIAL as to the value of AIAL’s land in its next best
use (other than as an airfield).

e The permitted uses of the land, as dictated by its zoning and designation (outlined
above), indicating possible alternative uses. The likelihood of changes in zoning
is also considered, as it has implications for the next best alternative use.

e The impact of existing infrastructure at, and adjacent to, Auckland International
Airport on the appropriate opportunity cost value of AIAL’s airfield land.

e Advice obtained from Telfer Young on the appropriate opportunity cost values (or
range of values) for AIAL’s airfield land.*’

Opportunity cost estimates derived are based on an assessment of the proceeds that
would be obtained from an orderly sale of the land (in economically manageable
parcels) over such time period as would likely be needed to achieve the highest and
best alternative use value of that land. They are not estimates of the proceeds that
would be obtained by the sale of AIAL’s airfield land in a single parcel tomorrow
(this would be akin to ‘scrap’ value).

Second Runway Land

The second runway land is zoned airport in recognition of the likely continued use
and development of Auckland International Airport (even without an airport

2% Other non-airfield activities land falls within the Mangere-Puhinui Rural zone. The zone is
intended to protect the rural character of the Mangere-Puhinui area, avoid adverse affects on amenity
and landscape values, and protect the resources of the area from the potentially adverse effects of
development. Farming activity is the main land use in the area (given the high quality of soils), and
such use of the area is encouraged. Housing development in association with farming is permitted, but
controlled to ensure maintenance of open spaces. A limited range of non-farming activities, which
cause only minor adverse effects on the environment, are controlled in the zone. The extent of such
activities is limited.

7 Telfer Young’s advice to the Commission is included in Appendix 21.



8.75.

8.76.

8.77.

8.78.

8.79.

205

designation). AIAL has valued the second runway land at a value of $140,000 per Ha
on the basis that the land has acknowledged future urban potential.

During consultation with AIAL in 2000, Air NZ argued that the alternative use of
AIAL’s second runway land was rural. The airline submitted to AIAL that a land
value of $70,000 per Ha, based on comparable sales of undeveloped land within the
airport designation, would be consistent with that produced by a rural land
comparison.”®

In the opinion of Manukau Consultants Limited—who provided advice to the airlines
during their consultation with AIAL—the current zoning of the land would be similar
in nature to the Mangere-Puhinui Rural Zone if the airport had never existed on the
site.””

The Commission considers that the airlines’ argument has some merit, given the
surrounding land is all part of the protected Mangere-Puhinui Rural and Heritage
zones within which urban development is severely restricted. The Manukau City
Council’s goal with the surrounding land is to retain the general rural nature of the
land to ensure major adverse effects on the ecological, recreational, cultural, spiritual
and landscaped values of the Manukau Harbour are avoided and protected. In the
Mangere-Puhinui area there are volcanic craters, a significant wildlife area, a kauri
forest, and historic Maori pa sites. The Manukau City Council is co-ordinating a
heritage project regarding the land north of the proposed second runway.**

However, the Commission considers that the airlines’ argument may not necessarily
apply to all of the second runway land. The argument is also based on the premise the
airport never existed, not that it ceases to operate (after having existed). Parts of the
second runway land may potentially be suitable, and allowed to be used, for
residential or commercial uses. The restrictions that currently exist in the Mangere-
Puhinui Rural zone may be reduced if the airport where to cease to operate. Whether
or not residential or commercial uses would be permitted would depend on how the
land would be re-zoned in the absence of the airport, which is unknown. Although,
Telfer Young have advised that it is unlikely that all of the land would be rezoned for
residential or commercial uses, instead the majority of the land is likely to retain its
rural characteristics.

Given the uncertainty over alternative use, the Commission considers it appropriate to
adopt a range as the estimate of the opportunity cost of second runway land. The
value adopted by AIAL should be changed from $140,000 per Ha to a range of
$70,000 to $140,000 per Ha. In principle, the Commission would like to be able to
identify the potential alternative use of each parcel of hectare of the second runway
land individually, and derive a single estimate of the opportunity cost of the land.
However, the use of a realistic range is a practical alternative.

28 Air New Zealand, Draft Interim Consultation Response to AIAL, 22 December 1999, pages 67-70.
% Manukau Consultants Limited Report to BARNZ Valuers, 4 November 1999, page 5.

3% Manukau City Council Media Release, New Push to Create “Gateway” Tourism Plan for Mangere
and Puhinui, 1 May 2002, at h