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= Executive summary

In October 2000 Sydney Airport Corporation Limited (SACL) submitted a Revised Draft
Aeronautical Pricing Proposal to the Audrdian Competition and Consumer Commission (the
Commission) to increase certain agronautical charges at Sydney (Kingsford Smith) Airport (Sydney
Airport). SACL sought an increase of around 130 per cent.

The proposal relates to agronautica charges which are paid by airlines for services such as aircraft
take off and landing, aircraft taxiing and parking and charges for use of the international passenger
termind.

The Commission’s decison is to object to the increase proposed, but not object to a lower
increese. The decison will increase SACL’s agronautical revenue in 2000/01 from around $93
million to around $183 miillion, an increase of $30 million or 97 per cent. This is approximetely 76
per cent of the increase sought by SACL.

The higher charges will be levied on arlines and helicopter operators. If passed on to arline
passengers, the increases will add around $3.00 to a domestic return flight from Sydney Airport and
around $14.00 to an internationd return flight from Sydney Airport.

The decison approves a substantial part of the increases sought by SACL. The Commission
condders that the increases are required to give SACL areasonable return on itsinvestments and to
compensate SACL for mgor new investments undertaken in the lead up to the Olympics.

Nevertheless the decison has not gpproved dl of the increases sought. This is because the
Commission has concerns about a number of aspects of the proposa. The Commission considers
that the land valuation proposed is too high and that SACL’s proposas do not take into account
likely reductions in operating and maintenance expenditures.

The decision addresses these issues by making two main changesto SACL’s proposals. Thefirstis
to use an inflation-adjusted historic cogt vauation of land as recommended by independent
consultants.

The second change is to model costs and revenues over afive-year period instead of the one-year
period used by SACL. The moddling factorsin growth in traffic volumes and reductions in operating
and maintenance costs.

One of the reasons given by SACL in support of the large price increases, and in particular the high
land vauation adopted, was that the higher prices would help to address congestion problems at the
arport. However, the Commission consders that SACL has not demonstrated how the proposals
would address the problem. It consders that congestion needs to be addressed through
restructuring of prices as well as price increases. It has concluded that the revenue levels implicit in
this decison should be sufficient to address any congestion issues that arise over the next five to ten
years when combined with gppropriate price restructuring.

The price increase gpproved is somewhat higher than the 79 per cent increase adopted in the draft
decisgon. This reflects adjustments to traffic volume forecasts, operating and maintenance costs,



asset vauations and depreciation. It dso reflects changesin the Commission’s gpplication of the dua
till methodology in response to Direction No. 22, issued since the draft decision was made.

The Commisson has some reservations about SACL’s gpplication of the methodology. The draft
decison took SACL’sfinancia performance in providing aeronautica-related services into account.
The rationale for taking this gpproach was that the resulting agronautical prices would yield better
economic efficiency outcomes and more effectively congrain market power than SACL’s
proposas. The aeronautica-related services taken into account are adready subject to prices
monitoring under the exigting regulatory framework.

In this decison the Commission moves away from this pogition. It adopts SACL’s gpplication of the
dud till and does not take the financia performance of aeronautica-related services into account in
making its decison.

The move from the position adopted in the draft decision was taken after the Minister for Financia

Services and Regulation issued a new direction on April 19 2001 (Direction No. 22) pursuant to
section 20 of the Prices Survelllance Act 1983.

Implementation of the policy intent results in higher price increases than proposed by the
Commission in its draft decision. The revised approach to the dud till adds around $15 million per
annum to SACL’ s revenues.

Process

Under the Prices Surveillance Act (Cth) 1983 (PS Act) SACL must submit proposals to increase
aeronautica charges to the Commission. The Commission may object to the proposa.

In reaching its decison on SACL’s proposad the Commisson carried out an extensve public
consultation process. In October it released an issues paper seeking submissions by 30 November
2000. The Commission received 15 submissons from arlines, airport operators and other
interested parties. In mid-December the Commission held public discusson forums in Mdbourne
and Sydney. On 9 February 2001 the Commission released a draft decison seeking further
submissions by 5 March 2001. It recelved a further 12 submissions. In April, the Minister issued
Direction No 22. The Commission sought, and received, an extenson of time from SACL in order
to seek further comment on this matter.

Given the complexity of the issues the Commission sought consultancy advice on a number of
matters.
from Professor Kevin Davis on the rate of return proposed;

from Network Economics Conaulting Group (NECG) on land vauation and the dud till
approach;

from Dr Rohan Pitchford on land vauation; and

from Opus Internationa Consultants Ltd (Opus), who reviewed the asset vauation
methodology used by SACL.



Alan Robertson SC dso provided assistance to the Commission in its interpretation of the regulatory
framework. The Commission has made consultancy reports publicly available. The reports are on
the Commission’ sweb ste at <http://Awww.accc.gov.au>.

SACL’sproposal

SACL proposed subgtantiad price increases. The man price changes are summarised in the
following table. The average price increase proposed is around 130 per cent.

Table (i): Proposed Charges

Charge Current rate per unit | Proposed rate per Change
unit
Runway Charge® $2.92 per 1000kg $8.007 per 1000kg 175%
MTOW MTOW
Internationd Termina | $7.92 per 1000kg $19.00% per 71%°
Charge MTOW (14.59) passenger
Apron Use Charge Remote stands only, $35.00 per 15 NA*
$350 per day minutes or part
thereof — 6am to
11pm
(Bussing/Stand Off NA ($200.00 per use) NA
Discount)®
Helicopter Charges $2.92 per 1000kg $50.00% per + 1047%°
MTOW movement
Generd Avidion $11.00 per day (>2 | $60.00 per day (>2 +448%
Parking hours) hours)

1. Therunway charges are subject to the following proposed minimum charges:
Scheduled regional airline services (MTOW 0-5 tonnes) - $20.00 per movement (GST excl), $22.00 (GST incl);
Scheduled regional airline services (MTOW 5-10 tonnes) - $41.25 per movement (GST excl), $45.37 (GST incl); and
All other aircraft - $50.00 per movement (GST excl), $55.00 (GST incl).
Currently the minimum charge for fixed wing aircraft is $100 per landing (equivalent to $50 per movement).
2. SACL propose to levy charges for each landing and take-off. By contrast current charges are levied per landing. For
purposes of comparison the charges shown here cover both take-off and landing.
3. Estimated MTOW equivalent price increase.
Not Applicable.
5. A discount of $200 applies to airline operators who do not use an aerobridge for boarding passengers, but, are instead
required to bus passengers to the plane.
6. Estimate, assumes average helicopter MTOW of 1.5 tonnes.

»

The prices are derived using the building block methodology, where charges are in effect determined
through a bottom up build up of codts to arrive a the required aeronautical revenue. It involves
estimating total maximum alowable revenue based on projected cods. The maximum dlowable
revenue is the sum of the return on capitd, return of capitd (i.e. depreciation dlowance) and



operating and maintenance expenditure. SACL’s proposal uses projected 2000-01 costs as the
basis for estimating alowable revenue.

The proposed revenue is divided by traffic volumes to give the proposed prices. In its proposa
SACL used traffic forecasts developed by Tourism Futures International (TFI) in March 2000.
After the Commission released its draft decison SACL provided updated traffic volume forecadts.
The updated forecasts were developed by TH in March 2001. They factor in actud traffic volumes
up to December 2000, and are higher than originaly projected, primarily because of the impact of
the new domestic entrants.

Using the building block gpproach SACL egtimates a maximum dlowable revenue of $243 miillion.
The prices proposed by SACL would generate $211 million in revenue in 2000/01* - within its
esimate of the allowable revenue.

An overview of SACL’s approach is provided in chapter 1 of this decison, with further detailsin the
discussion about each element of the building block approach in chapters 4-11.

Submissons

The Commission received 15 submissons in response to its issues pgper and a further 12
submissions in response to its draft decison. Following the issue of Direction No. 22 by the
Minigter, the Commission received afurther 7 submissons.

The main submisson from users was from BARA (the Board of Airline Representatives of Audtrdia)
which represents Audrdian and internationd arlines. Qantas Airways, British Airways and the
Internationa Air Transport Association provided supplementary submissions.

SACL provided a submisson in response to the Commission’'s draft decison. A number of the
privatised airports, Brishane, Perth, Mebourne, Canberra, Coolangatta and Northern Territory
Airports aso provided submissions.

Other submissons were received from the Overnight Airfreght Operators Association, Impulse
Airlines, Virgin Blue Airlines, the Riverina Regiond Organisation of Councils, the Audrdian Airports
Association, the NSW State Chamber of Commerce, the Regiond Airlines Association of Audrdia
and the Hon John Anderson MP, Deputy Prime Minister and Minigter for Trangport and Regiona
Servicess The submissons ae avaladle from the Commisson’'s web dte a
<http://www.accc.gov.au>.

BARA'’s submissions are highly criticdl of SACL’s gpproach. They argue that SACL’s proposd
does not comply with the regulatory framework. BARA’s main points are as follows:

The necessary new investment (NNI) provisons require the Commisson to separate its
assessment of new investments from pre-existing assets.

In relation to pre-existing assets an assessment of prices and profitability suggests that SACL is
dready making reasonable returns on the airport as a whole. Because profits are aready
reasonable there is no economic case for an increase in prices except in relation to new

! This estimate is based on the March 2001 forecasts devel oped by Tourism Futures International.

10



investments. The approach is supported by the Unit Cost Direction which focuses on
movements in unit coss.

In relation to new investments, the additiona cost should be estimated but the estimates should
take into account traffic growth. BARA aso applies a lower weighted average cost of capita
(WACC) to the new investments and argues that some of the investment is replacement rather
than new.

BARA provided a financid mode of its approach. It gives a price increase in the order of 30 per
cent and an alowable revenue of around $120 million in 2000/01. The submissions from Qantas
Airways, British Airways and the Internationd Air Transport Association supported this position.

In a further submisson commenting on Direction No. 22, BARA makes three main points, arguing
that:

Direction No. 22 gives rise to incondstencies among the legd insruments under which the
Commission must assess SACL’s proposd;

Direction No. 22 may be ultra vires; and

the Commisson should reconsder other aspects of its decison should it adopt the dud till
approach as proposed by SACL.

Similar points were put forward by IATA, who dso request the Commission to re-vigt certain
elements of its decison.

SACL’s submission is critical of the Commission’s draft decison. The main concerns relate to the
historic cost of land used and the gpplication of the dud till approach to pricing. In relaion to the
dud till SACL argues that the approach is incondastent with the Government’s palicy intent and the
lega framework. SACL re-iterated this latter view following the issue of Direction No. 22 by the
Miniger.

SACL’s submisson proposes a “compromise” gpproach to the dua till to address the
Commission’s concerns. The compromise proposed is for prices in year 1 that result in revenue of
$20m less than the calculated (smoothed) alowable revenue from declared services that would
otherwise goply and a further price adjustment from year 2 at the full (smoothed) level. This would
give revenues of around $182 million in 2000/01 rising to around $210 million in 2001/02.

The submissions from the private arport operators generdly support SACL’s proposd and
Direction No. 22, but criticise the Commission’s draft decison. Ther concerns focus on the impact
of the decision on investment incentives. A summary of these and the other submissons is provided
in chapter 1.

Regulatory framework

‘Aeronautica’ services at Sydney Airport are declared under section 21 of the PS Act. Asaresult,
SACL mug natify the Commission if it wants to increase prices for these services. Aeronautica
services comprise the main services required for aircraft take off and landing, taxiing and parking as
well as services for processing passengers.

11



Other services such as retail, VIP lounges, car rentd facilities and car parking are not declared.
However, the prices, costs and profits of some of these services are monitored by the Commission
under section 27(A) of the PS Act. The services to be monitored are set out in Direction No. 21
made by the Minigter for Financid Services and Regulation. Services covered by the monitoring
program include arcraft refudling, car parking and arcraft maintenance facilities.

In assessing price notices submitted by SACL the Commission is required to have regard to the
falowing:

Section 17(3) of the PS Act. This sats out the matters that the Commisson must “have
particular regard” to in exercising its powers under the PS Act. Section 17(3) focuses on the
need to maintain invesment and employment; the need to discourage a person from taking
advantage of market power in setting prices, and the need to discourage cost increases arising
from increases in wages and changes in terms and conditions of employment.

Direction No. 18. Section 20 of the PS Act provides for the Minigter to direct the Commission
to give specid consderation to matters other than those in section 17(3). Direction No. 18 sets
out criteria which the Commisson is to use in its assessment of new investment proposas. The
direction adso dlows the Commisson to take qudity of service information into account in
ng proposals to increase prices.

The Unit Cost Direction. This direction was signed in October 1985 by the then Federa
Treasurer Paul Kedting. It states that the Commission should give “specid consderation to ...
the Government’s policy of generdly not supporting price increases in excess of movements in
unit costs’ .2

Direction No. 22. This direction was issued by the Minister on April 19", 2001. The direction
dates that ‘in assessing prices for agronautical services, the Commission should not take into
account the revenues generated, or costs incurred, in the provison of services other than
aeronautical services.

These regulatory provisons differ from those applying to the privatised arports. The Directions
covering the privatised airports establish CPI-X price caps with a cost pass-through provision for
new investment. Unlike the privatised airports, Sydney Airport is not subject to a price cap.

The Commisson congders that it should seek to promote the following objectives in gpplying the
legd framework:

the cost base underlying the proposed chargesis efficient;

the airport operator faces appropriate signas for new investment decisons,

arport users receive gppropriate sgnas for the efficient use of arport services, and

the airport operator earns a reasonable rate of return which does not reflect monopoly rents.

The Commission has aimed to ensure that the principles embodied in these objectives are as far as
possible achieved in its assessment of SACL’s aeronautical pricing proposal.

2 Copies of relevant sections of the PS Act and Minister’s Directions and Declaration are contained in Appendix
A.
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These objectives are conggtent with the regulatory framework. They aso encourage economicaly
efficient use of, and investment in, airport infrastructure and address the three e ements of efficiency:
dynamic, productive and alocative efficiency. It should be noted, though, that Direction No. 22 may
have the effect of limiting the extent to which the Commission’s congderation of SACL’s proposas
is ableto reflect the above principles.

Chapter 2 explains how the objectives have been derived from the regulatory framework and why
they are consgtent with it.

Application of the building block methodology

The Commission congders tha the building block methodology is gppropriate for assessing this
proposal. It is consgtent with the regulatory framework, and is the preferable approach for
asessing cost-based pricing proposas. This does not necessarily mean that the Commission
accepts the way in which SACL has gpplied the methodology in its proposals. The decison
assesses each component of the building block againgt the objectives outlined above. The main
issues are summarised in the following discussion.

Dual till

Until recently the single till approach to pricing aeronautica services was used to regulate arports in
Audrdia and overseas. Under a single till approach to pricing, airport revenues are determined by
Setting an appropriate rate of return on dl assats that are used for the provison of services a the
arport. Totd cods of the whole arport are caculated, dong with non-aeronautical revenues.
Aeronautical prices are then set as a resdua to meet a rate of return target for the airport as a
whole.

The single till approach has certain features that account for its widespread use. It ensures tha
arport operators earn a reasonable return on totd assets, while preventing them from exploiting their
market power. It is also practica to apply, as arport operators are free to recover cogts through
any charging structure they deem suitable. Furthermore, cost dlocation issues do not arise using this
approach.

However, the single till gpproach has disadvantages in terms of economic efficiency and in particular
incentives for new invesment.

The ‘dud till' gpproach to pricing aeronautica services addresses many of these limitations. Its
advantages are now widdly recognised. In Audrdia the Government favours a dud till gpproach in
the regulatory framework covering privatised arports and Sydney Airport. In the United Kingdom
the review of arport regulatory arrangements being conducted by the Civil Aviaion Authority
(CAA) gppearsto favour adud till gpproach, but has raised questions about the boundary of thetill
and the trandtion from dud till to Sngletill.

The Commisson’s decison supports SACL'’s use of the dud till methodology. However, it has
reservations about SACL’ s gpplication of the methodology.

In its draft decison the Commission took SACL s financid performance in providing “aeronautica-
related” services into account. The rationale for teking this gpproach was that the resulting
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aeronautica prices would yield better economic efficiency outcomes and more effectively congrain
market power than SACL’s proposas. The aeronautica-related services taken into account
included aircraft refuelling, check-in counters and car parks. They are dready subject to prices
monitoring under the exigting regulatory framework.

The Commission’'s find decison moves away from this postion. It adopts SACL’s application of
the dud till and does not take the financia performance of agronautical-related services into account
in making its decison.

The move from the position adopted in the draft decision was taken after the Minister for Financia

Services and Regulation issued a new direction on April 19 2001 (Direction No. 22) pursuant to
section 20 of the Prices Survelllance Act 1983.

Such directions do not bind the Commission to taking a particular approach. However, the
Commisson must give them specid condderation in making its decisons. In this case the
Commission condders that the direction warrants a departure from the gpproach taken in the draft
decison.

It should be noted that previous price notifications relating to Sydney Airport have adopted a single
till gpproach. Until now the Government has not dearly stated its postion on the dud till or the
boundary of the till. Direction No. 22 clarifies the Government’ s policy intent in relation to thisissue.
In effect the Government’s policy intent is to apply the dud till gpproach on a narrower basis than
proposed by the Commission in its draft decison. In practicd terms this means that aeronautical-
related services and in particular car parks (where the Commission identified an issue of market
power) should not be taken into consderation in setting aeronautical charges at Sydney Airport.

Implementation of the policy intent results in higher price increases than proposed by the
Commission in its draft decision. The revised gpproach to the dud till adds around $15 million per
annum to SACL’ s revenues.

The Commisson’s decision is to not object to the dud till methodology as proposed by SACL.

Land value

SACL vdues agronauticd land by estimating the Ste's market vaue in its best dternative use. The
vauation adopted is based on use of the Ste in mixed resdentid, commercid and industria uses.
The resulting vauetion is $705 million.*  SACL supports this gpproach by arguing that the market
vaue captures the opportunity cost of the land and sends the right signds for using the land and
investing in land.

The gpproach adopted in this decision generaly supports the principle of using opportunity cost, but
questions SACL’ s gpplication of the concept. The decision raises two main concerns about SACL’s
goproach. The firg is that SACL has not taken into account the costs of converting the dte to
dternative uses, for example the costs of demolishing facilities on the Ste. The second isthat SACL
has only considered the private costs and benefits of selling the Site. In practice the Commonwealth
is the owner of the arport and would make the decison to close or relocate the arport. The

3 Includes landfill costs.
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condderations it would be likely to take into account are likely to be broader than those of SACL.
They could include the cost to the Commonwealth of additiona transport infrastructure to service a
relocated airport and broader socid issues such as aircraft noise.

The decison concludes that the Commission is not persuaded that SACL has arived a a
reasonable measure of opportunity cost. In light of difficulties of identifying and quantifying
opportunity cogt, the decision goes on to consider the historic cost of the land as an dternative basis
for vauing the Ste,

Higtoric cogt has three main advantages. The firdt is that the hitoric cost of land is generdly more
readily identifiable than opportunity cost. The second is that it provides compensation to the owner
of Sydney Airport for investments into land aready undertaken by providing arate of return on the
investments. The third is that it provides appropriate incentives for the airport operator to acquire
additiona land.

In generd though, the Commission has not adopted an historic cost gpproach in vauing assets,
instead favouring vauations based on Depreciated Optimised Replacement Cost (DORC or
ODRC). The man reasons for this are explained in the Commisson’s Draft Statement of
Principles for the Regulation of Transmission Revenues (DRP):

While historic cost, if available, offers (or appears to offer) a firmer base than DORC, there are

many aspects which make it unsuitable as a method of establishing a cost base consistent
between different network owners. Some issues are the following:

inconsistent past accounting practices with respect to how much of an asset was
capitalised e.g. in the past network assets had a high day labour content which was not
treated in acommon way between the [transmission network service providers];

the industry has been subjected to structural change which has often been done without
sufficient attention to asset valuation;

very similar assets in different networks can have different historic values due to different
purchasing practices; and

attempts to inflate historic costs to current costs are fraught with problems and will
frequently result in amuch higher value than a depreciated current replacement cost based
on modern equipment of equivalent capacity. Because of technological improvements and
economies of scale the cost in real terms of most electricity assets has fallen consistently
over time.*

However, these problems tend not to arise in rdation to land. In particular while technologica
change is important in consdering the cost of purchasing plant and equipment it is not relevant in
congdering land. The Commission weighed up the advantages and disadvantages of historic cost
vauation in congdering the vauation of land easements for dectricity transmisson in NSW and the
ACT, concluding in favour of historic cost.

4 Australian Competition and Consumer Commission, May 1999a, Draft Statement of Principles for the
Regulation of Transmission Revenues, p. 41-42. Available on the Commission's website at
<http://www.accc.gov.au> by following the ‘electricity’ hot-link.

5 Australian Competition and Consumer Commission, January 2000b, Decision on NSW and ACT Transmission
Network Revenue Caps, 1999/00-2003/04. Available on the Commission's website at
<http://www.accc.gov.au> by following the ‘electricity’ hot-link.
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In comparing the merits of historic cost and SACL’s proposed approach, this decison adso
consdersthe efficiency signds generated by the land vauation proposed in terms of use of the land,
ggnds for reocation of the arport and signas for new invesment. It concludes that there is no
evidence to suggest that SACL’s proposals would send better signas. In particular, historic cost
vauation of land provides appropriate signals for land purchases. The land is added to the asset
base at purchase price and the airport operator is compensated by arate of return on the additiona
assets.

One of the arguments put forward by SACL for the land vauation proposed isthat higher prices are
necessary to address congestion problems at the airport. Chapter 8 evaluates this argument. It
concludes that adjustments to price levels without adjustments to the existing price structure are
unlikely to have a dgnificant impact on congestion, and that a more effective way of addressng
congestion is to restructure prices to encourage airlines to reschedule flights to off-peak periods or
use larger arcraft.

While SACL has not restructured prices to address congestion in this proposd, it has flagged its
intention to do so in future. In doing so SACL argues that its ability to send strong enough sgnas
for significant demand-side responses requires increased prices. More specificaly SACL seemsto
argue that the higher prices flowing from the land revauation proposed are necessary to dlow the
arport operator to effectively manage demand.

The Commission does not congder that SACL has demondrated how its proposas will sgnificantly
improve congestion management. The Commission accepts that price structure needs to be
congdered in conjunction with price levels. In this case the Commisson has considered input from
SACL, interested parties and consultants on the issue. 1ts conclusion isthat there is significant scope
for SACL to address current congestion issues through the implementation of price restructuring.
The revenue levels implicit in this decison should be sufficient to address any congestion issues that
arise over the next five to ten years when combined with gppropriate price restructuring.

The Commission’s decison is to use the indexed historic purchase cost of land for the purposes of
Setting aeronautical prices at Sydney Airport. The index adopted is the Consumer Price Index.

The CPl-indexed historic cogt of land is $453 million, compared to $705 million proposed by
SACL.

Valuation of assets other than land

SACL’s proposa vaues non-land aeronautica assets usng the ODRC methodology. Vduation of
the aeronautical assat base was undertaken by consulting engineers Maunsdll Mclntyre Pty Ltd
(Maunsdl Mclntyre). Using this approach aeronauticd assets (excluding land) were vaued at
around $1.19 billion as at June 2000.

SACL proposed a depreciation dlowance usng straight line depreciation over the remaining useful
life of the aeronautical assats. Consulting engineers Maunsell Mclntyre undertook the assessment of

6 Land valuesinclude landfill.
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the useful life of the assats. The resulting depreciaion dlowance in 2000-01 amounted to $46.7
million.

The Commission engaged an engineering consultant, Opus International Consultants Ltd (Opus), to
review SACL’s vauation. Opus generaly supports the approach adopted by Maunsell Mclintyre,
but raises a number of specific issues. The main issue is that the vauation does not adequatdy
optimise the assets. Opus's report identifies a number of redundant assets and areas where
passenger termina layout could be improved. However, the overal impact on the vauation is
relatively minor.

A further issue identified by Opusisthat depreciation rates are too high on some assets.

Drawing on Opus's advice the Commisson’s draft decison sought further information from SACL
asfollows

= A revised vaduation based on the optimisation adjustments identified in chapter 5 of the draft
decison. These adjustments were based on Opus's recommendations.

» Revisaed depreciation codts, based on the specific adjustments identified in chapter 5 of the draft
decison. Again these adjustments were based on Opus s recommendations.

In responding to the Commission’s draft decison, SACL made changes to the relevant depreciation
rates and asset values to derive a revised depreciation charge. That depreciation charge for assets
exiging & 1 July 2000 amounted to $33.6 million. Assets added during the 2000/2001 financia
year increased the depreciation charge to the $35.3m.

The Commission’s decison is that SACL has made gppropriate adjustments to the asset base and
depreciation charge. The effect of these changes implies an opening ODRC aeronautical asset
vauation of $951.2m and a depreciation charge of $35.3m for the 2000/2001 financid year.

Cost allocation

SACL’s proposa dlocates costs between the aeronautical and non-aeronautica parts of the
business usng clearly specified dlocation rules.

The Commisson has reviewed the cost dlocation rules. It consders that the rules used are
reasonable and notes that they are consstent with the approach adopted by the Commisson in its
Addaide Airport MUIT decison.”

The Commission’s decision is not to object to the alocation of costs proposed by SACL.

Efficiency of costs— operating and maintenance costs

Operating and maintenance (O& M) expenditure covers labour cogts, utilities and services, property
maintenance and generd adminigtration. O&M codts for the airport were estimated and alocated

" Australian Competition and Consumer Commission, October 1999c, Adelaide Airport, Proposal to pass
through the price cap the costs of a Multi-User Integrated Terminal — Decision.
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between aeronautica and non-aeronautical services usang SACL’s Activity Based Costing (ABC)
Modd.

SACL’s proposad edtimates that aeronautical O&M expenses in 2000-2001 will be $64.2 million.
This represents around one quarter of the alowable revenue proposed by SACL. After SACL
lodged its proposdal it revised O&M expenses to $56.4 million, removing those costs that will not
continue in future, in particular costs associated with privatisation and one-off costs associated with
the Olympics. Since then it has made further adjustments to include a recently negotiated baggage
trolley contract for the internationa terminal and costs associated with ground access services.

BARA’s submisson argues that SACL’s codts are too high. BARA anadysed unit costs a
Melbourne, Brishane and Perth to argue that the cost base should be around $40 million.

SACL’s proposal acknowledges that its costs are higher than the other airports, but argues that this
is because of factors specific to Sydney Airport. SACL commissioned a specidist US consulting
firm, Leigh Fischer Associates (LFA), to review aspects of SACL’'s O&M costs. LFA identifiesa
number of factors which would result in relaively high O&M codts at the airport. The LFA report,
while offering judtification for SACL’s current level of operating cods, is not a forward looking
exercise on what future cost savings and efficiency gains could be made by Sydney Airport.

Short of a detalled independent review of O&M costs the Commission is not well placed to
accurately gauge the reasonableness of the level of costs proposed by SACL. However, based on
the experience of the privatised airports it seems reasonable to assume that substantia savings would
be possible over time.

The approach adopted in the decison is to use the average level of cost savings achieved by the
Phase | airport operators (Melbourne, Brisbane and Perth) over the three years since privatisation.
The average saving is around 4 per cent per annum in real terms® This compares with estimated
annua O&M savings of around 5 per cent in the draft decison. The difference arises because of
changes to the cost base used to caculate the savings. See chapter 10 for details.

The decision adopts the revised $57.7 million O&M costs proposed by SACL as a starting point,
with real reductions of around 4 per cent per annum modelled over afive year period.

Rate of return

SACL proposes a post-tax homind return on equity of 14 per cent. The rate of return is derived
using an asset beta of 0.70. In line with the Commisson’s DRP, tax is estimated using cash flow
modedlling and added back as a cost in determining alowable revenue.

BARA argues that the post-tax nomina return on equity should be 10.9 per cent. The main driver of
the difference between BARA's submission and SACL’s proposd is the asset beta which BARA
argues should be 0.40.

8 In the draft decision the Commission estimated the annual O& M savings at around 5 per cent. The difference
arises because of changes to the cost base to calculate the savings. See chapter 10 for details.
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This decison makes two changes to SACL’s proposd. The firg is to use an asset beta of 0.60
rather than the 0.70 proposed. The choice of asset beta follows a detailled assessment of the
passenger mix a each of the mgor arports and the corresponding corrdation between traffic
numbers in each of the groups with the nationa economy. The decison concludes that Sydney
Airport has the lowest systematic risk of the arports reviewed, primarily because of the high
percentage of traffic generated by inbound tourism. The use of a 0.60 asset beta compares with
asset betas of 0.61 to 0.75 adopted in other airport decisions.

The second change is to adopt a different debt/equity ratio. In line with other decisons made by the
Commission the decision adopts a 60:40 debt to equity ratio (compared to 50:50 proposed by
SACL).

The net effect of the changesisto give apod-tax nomina return on equity of 13.19 per cent. Thisis
somewhat lower than the draft decision reflecting fals in interest rates snce then.

The decision adopts a post-tax nomina return on equity of 13.19 per cent with an asset beta of 0.60
and adebt equity ratio of 60:40.

New | nvestment

The decison separately consders the new investments in SACL’s proposa againgt the necessary
new invesment (NNI) criteria in Direction No. 18. These criteria focus on the need for the
investment, user support and the relaionship between the costs of the investment and price
increases.

The discusson concludes that the investments were required to meet the demands on Sydney
Airport associated with the Olympics and are required to accommodate on-going traffic growth a
the arport. Passenger surveys conducted for purposes of the Commisson’s annual regulatory
reports dso indicate that passengers are satisfied with the changes made at the arport.

As required by the regulatory framework the Commission has consdered the relationship between
the price increases proposed by SACL and the costs of the new investment. Thisis done as part of
the overal assessment of SACL’s proposal.

The Commission’s view is that SACL, in addressing pricing and cost issues across its entire asset
base, has addressed the NNI criteria. The Commission’s analysis of SACL’s application of the
building block approach indicates that the investments made by SACL since 1 July 1998 are
appropriately reflected in aeronautical charges. The Commission’s decision is that the NNI criteria
have been addressed.

Financial moddling

This decision uses the components of the building block approach discussed above to derive an
dlowable revenue. In applying the building block gpproach, SACL bases its edimate of dlowable
revenue on a one-period financid modd. By contrast, the Commission has used a financid modd to
cdculate dlowable revenues over afive-year period. The financid modelling is explained in chapter
12.
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There are two reasons for moddling SACL’s cogs and revenues using a multi-period financid
modd.

The firgt reason reates to the regulatory framework. Applying the building block methodology
would result in faling prices over time as traffic growth drives down unit costs and as operating and
other expenses fdl. Under the current regulatory framework there is no mechaniam for the
Commission to ensure SACL lowers pricesin future in response to such changes.

The second reason for usng a multi-period financid modd is to mitigate the immediate price shock
to airport users. The financia modelling ‘smooths prices, trandating the cost and revenue data into
a congtant nomina price over the forecast period, providing an equivalent net present value of cash
flows to SACL. This smoothed price generates steadily increasing revenues for SACL over the
fiveyear period. An dternative scenario might be for larger price increases now with prices
subsequently driven down in the future.

The rationde for moddling alowable revenues and prices over a five-year period is thet this time
horizon is commonly used for regulatory purposes. The price cagps imposed on the privatised
arports, for example, had a five-year horizon prior to review. Smilarly in the UK, five yearsis the
duration of the price-caps set by the Civil Aviation Authority (CAA) for gpplication to privatised
arports. The Commission therefore recommends that aeronautica prices at Sydney Airport should
be reviewed after five years from the introduction of the new prices.

The Commisson’s decision is to modd SACL’s costs and revenues over a five-year period
factoring in growth in traffic volume and the operating and maintenance cost reductions discussed in
chapter 10. The Commisson aso recommends a review of charges after five years from the
introduction of the new prices.

The traffic forecasts used have been updated from those used for purposes of the Commission’s
draft decison. The draft decison used traffic forecasts developed by Tourism Futures Internationa
in March 2000. This decision uses revised forecasts developed by TFl in March 2001. The
updated forecasts are somewhat higher. This largdly reflects the impact of Impulse Airlines and
Virgin Blue snce their entry into the domestic aviation market in the middle of last year.

On the basis of the building block inputs discussed above, the Commisson estimates an dlowable
revenue figure for 2000/01 of $199 million. After smoothing pricesto alow for red cost savings and
volume growth over the next five years, this dlowable revenue fdls to $183 million in 2000/01. This
latter figure isreflected in the set of prices endorsed by the Commission.

Using the building block gpproach alowable revenue is caculated in Table (i) on the following page.
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Table (ii): Moddled revenue

M odelled revenue 2000/01 SACL Commission Commisson | Commisson
Proposal | original draft | updated draft | final decision
decision decision*
Asset base (2000/01) $1,690.3m $1,438.9m $1,422.3m $1,422.3m
Pogt-tax nomind return on equity 14% 13.7% 13.2% 13.2%
Return on capital $130.7m $98.0m $96.6m $96.6m
+ Return of capita (depreciation) +$46.7m +$38.1m + $35.3m +$35.3m
+ O&M costs + $64.2m + $56.4m +$57.7m + $57.7m
= Sub-total $241.6m $192.5m $189.5m $189.5m
+ Net taxatior? +$16.2m + $8.6m +$9.2m +$9.2m
- Assumed capitd gain on land® - $14.7m $0 $0 $0
- Contribution — aeronautica-related $0 - $22.6m - $15.2m $0
services
- Other Adjustments’ - $31.7m - $18.4m - $14.7m - $15.2m
Revenue 2000/01 $211.5m $160.1m $168.8m $183.5m

1. Included for comparison purposes. The contribution from aeronautical-related services is included here, based on additional
information provided by SACL. These figures can be compared to the final decision to demonstrate the effect of Direction No.
22.

2. SACL use a post-tax vanilla WACC in calculating their allowable revenue. This requires the explicit modelling of the cash flow
associated with taxation, incorporating this into the calculation of the revenue target.

3. The capital gain on land represents a component of the real return to SACL that is not explicitly captured in the cash flows.
Accordingly, allowable revenue is reduced by the capital gains over 2000/01.

4. SACL’s origina proposal (as shown in this table) estimated an allowable revenue, based on the costs included in the building
block methodology, of $243.2m. Based on the traffic volumes adopted in this decision, however, the prices proposed by SACL
would generate revenues of around $211m (had they been in place for the full financial year). This is effectively an adjustment
made by SACL to compensate for future efficiency gains and volume growth. Similarly, the adjustments to the Commission’s draft
afinal decisions represent the effect of price smoothing, as detailed in chapter 12.

Structure of Prices
SACL proposes to restructure charges. The main changes are:

= An increase in the charge for runways, taxiways and the associated arfidd reative to the
internationd termina charge.

= |ntroduction of a new gpron use charge. This would introduce a time-based charge for use of
the aprons.
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= |ntroduction of abussng/stand off discount.

= A movefrom MTOW to passenger based charges for use of the internationa terminal.

These changes tend to more closely dign prices to the cost of providing services than the current
price structure. Passenger numbers have a closer relaionship than aircraft weight to termina cods.
Likewise, a time-based measure is likely to best reflect the full cogts (including opportunity cost) of
gpron parking. The proposed structure therefore better reflects the drivers of costs than the current
aeronautical charging structure. Accordingly, this decison supports the proposed restructuring of
prices, subject to adjustmentsto price levels as discussed above.

SACL’s proposa does not, however, address concerns about congestion management. Given
emerging capacity condraints the Commisson considers that restructuring of prices to send sgnds
for more efficient use of infrastructure will become increasingly important over time. In this respect
the Federd Airports Corporation’s decison to remove the peak and shoulder period surcharges
that had existed for a number of years was disgppointing.

Introduction of peak period charges would improve congestion management. It would discourage
arlines from holding more pesk period dots than necessary by encouraging airlines to move more
flights to off-peak times. Peak period charges would adso encourage airlines to use pesk period
dots more intensely by using larger aircraft during pesk periods, and could help to free up dots for
new entrants.

SACL has recognised the issue by flagging the possibility of further changes to introduce time based
(peak/off peak) charges.

The Commission’s decison is to not object to the price restructuring proposed by SACL. The
decison aso encourages SACL to further restructure charges to address emerging capacity
congtraints and associated congestion.

Commission decision
The Commission’s decision is not to object to the prices specified in Table (iii) below. These prices

are expected to generate revenues in line with the Commission’s caculated alowable revenue figure
of $183 million.
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Table(iii): Approved prices (GST exclusive)
Price Levels (GST exclusive)
Charge Unit SACL Commission | Commission
Proposal draft decision final
decision
Runway Per 1000kg MTOW $4.00 $3.07 $3.44
per movement
International Per passenger $9.50 $7.28 $8.17
Termind
Apron Parking Per 15 minute block $35.00 $35.00 $35.00
(Bussing/stand off | Per use of bus ($200.00) ($200.00) ($200.00)
discount)
Helicopter Per movement $25.00 $25.00 $25.00
Movements
Generd Aviation | Per day or part thereof $60.00 $60.00 $60.00
Parking (>2 hours)
Table (iv): Approved prices (GST inclusive)
Price Levels (GST inclusive)
Charge Unit SACL Commission
Proposal final decision
Runway Per 1000kg MTOW $4.40 $3.78"
per movement
International Termina | Per passenger $10.45 $8.98
Apron Parking Per 15 minute block $38.50 $38.50
(Bussng/stand off Per use of bus ($200.00) ($200.00)?
discount)
Helicopter Per movement $27.50 $27.50
Movements
Generd Aviation Per day or part $66.00 $66.00
Parking thereof (>2 hours)

1. The runway charges are subject to the following proposed minimum charges:
- Scheduled regional airline services (MTOW 0-5 tonnes) - $20.00 per movement (GST excl), $22.00 (GST

incl);

- Scheduled regional airline services (MTOW 5-10 tonnes) - $41.25 per movement (GST excl), $45.37 (GST

incl); and

- All other aircraft - $50.00 per movement (GST excl), $55.00 (GST incl).
Currently the minimum charge for fixed wing aircraft is $100 per landing (eguivalent to $50 per movement).
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2. A discount of $200 applies to airline operators who do not use an aerobridge for boarding passengers, but, are
instead required to bus passengers to the plane.
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= Chapter 1. Introduction

The decison is gructured as follows. This chapter outlines the Commission’s assessment process,
past price notifications at Sydney Airport and the current aeronautica pricing proposal submitted by
SACL.

Chapter 2 consders the regulatory framework. The chapter sets out a number of objectives which
form the basis for the Commission’s assessment of SACL’s proposal. These objectives are based
on the requirements of the regulatory framework.

Chapter 3 reviews the building block methodology used by SACL. The decison does not object to
SACL’s use of the methodology, but questions a number of aspects of SACL’s application of the
methodology. These are discussed in chapters 4 to 11.

Chapter 4 reviews the dudl till approach adopted by SACL. The chapter considers the merits of
dud till in terms of economic efficiency. Chapter 5 consders SACL'’s gpplication of the dud till
approach.

Chapters 6 to 8 focus on SACL’ s gpproach to valuing the asset base. Chapter 6 considers non-land
asets. Some of the non-land assets arise from the SA2000 investment program and related
projects. The regulatory framework requires the Commission to have regard to a number of specific
criteria in relation to such new investments. The Commisson’s assessment of SACL’s proposals
againg the criteriais discussed in chapter 7. Chapter 8 assesses land assets. Allocation of the asset
base between aeronautica and non-aeronautical servicesis consdered in chapter 9.

The operating expenditures used by SACL are reviewed in chapter 10, and the rate of return in
chapter 11.

The Commisson undertook financid modelling to derive the pricesin thisdecison. The modelling is
explained in chapter 12. As well as proposing price increases, SACL has proposed to restructure
charges. The Commission’s position on this aspect of SACL’s proposdl is discussed in chapter 13.

The Commisson’s decison is summarised in chapter 14.
1.1 Commission assessment process

On 3 October 2000 SACL provided the Commission with its Revised Draft Aeronautical Pricing
Proposal.® The Commission consulted with mgor dakeholders of the facility and requested
submissons on SACL’s proposals. The Commission received mgor submissons from Audrdia
Pecific Airports Corporation (Mebourne Airport), the Board of Airline Representatives (BARA),
Brishane Airport Corporation Limited (Brisbane Airport), British Airway Plc. (BA), the
International Air Transport Association (IATA), Canberra Airport Group (Canberra Airport),
Qantas Airways Ltd (Qantas), and Westraia Airports Corporation Limited (Perth Airport). Copies

9 Copies of Sydney Airports Corporation Limited, December 1999b, Draft Aeronautical Pricing Proposal and
Sydney Airports Corporation Limited, October 2000c, Revised Draft Aeronautical Pricing Proposal are
available on the Commission’ s website at <http://www.accc.gov.au>.
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of dl submissons recaved by the Commisson are avalable on the Commisson's webste a
<http://www.accc.gov.au>.

The Commisson conducted two forums for interested parties under the charmanship of
Commissioner John Martin. A public discusson forum was held in Mebourne on Wednesday, 13
December 2000, to discuss technica issues associated with SACL’s proposal including issues
relaing to the regulatory framework, operating costs, asset vauation, land vauation, cost of capita
and the dud till gpproach to pricing. The transcript from this forum is available on the Commisson’s
website at <http://www.accc.gov.au>. A second discussion forum was held in Sydney on Monday,
18 December 2000, for community groups and other interested parties to discuss the impact on
users of the airport and parties affected by the proposal.

The Commission released a draft decison on 9 February 2001. SACL proposed price increases
thet would accordingly incresse annud revenue by $116 million per annum, from $89 million to
$205 million, an increase of gpproximately 130 per cent. The Commission’s draft decision objected
to the proposal but approved lower price increases. The prices accepted would increase SACL’s
annuad revenue to $160 million, an increase of around 79 per cent. SACL adso proposed to
restructure charges. The proposed restructuring was accepted in the draft decision.

SACL and other interested parties were given an opportunity to respond to the draft decision as
part of the consultation process, by 5 March 2001. The Commission received submissions from
Audtrdia Pacific Airports Corporation (Melbourne Airport), the Board of Airline Representatives of
Australia (BARA), Brisbane Airport Corporation Limited (Brisbane Airport), Gold Coast Airport
Limited (Coolangatta Airport), Hastings Funds Management Limited, Impulse Airlines Limited, the
Internationa Air Transport Association (IATA), Northern Territory Airports Limited (Darwin and
Alice Springs Airports), the Overnight Airfreight Operators Association (OAOA), Sydney Airport
Corporation Limited (Sydney Airport), Virgin Blue Airlines Limited, and Wedrdia Airports
Corporation Limited (Perth Airport). All submissions received by the Commission in response to the
draft decision are available on the Commission’s webdte a <http://www.accc.gov.au>. A summary
of dl twelve submissions received by the Commission in response to the draft decison is contained
in section 1.4.

SACL provided the Commission with aforma notification on 30 March 2001. This decison relaes
to that notification.

On 19 April 2001 the Commission received a new direction (Direction No. 22) from the Federd
Government in relation to the prices oversght arrangements at Sydney Airport.® The Commisson
sought an extenson from SACL to dlow time for interested parties to comment on the new
Direction. The Commisson received responses from IATA, Brisbane Airport, Townsville Airport,
Coolangatta Airport, Mebourne Airport, Sydney Airport and BARA. SACL granted the
Commission an extenson until mid-May 2001.

The table on the following page provides a summary of the procedures involved in the Commisson's
assessment of SACL’s proposals.

1 Minister for Financial Services and Regulation, Direction No. 22, 19 April 2001. See Appendix A for a copy of
this Direction.
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Table 1(a): Timeline

Date Process

December 1999 SACL releasesits draft proposal.

February 2000 SACL consultation with industry.

October 2000 SACL provides its revised proposa for
Commission consderation.

30 November 2000 Submissions in response to SACL’s

revised proposal due to the Commission.

13 & 18 December 2000

Forums held in Melbourne and Sydney

9 February 2001

The Commission releases its draft decision.

February — March 2001

Public consultation process — interested
parties invited to provide submissons on
the draft decision.

5 March 2001 Submissions in response to the Commisson’s
draft decision due.

30 March 2001 Commission receives formal notification from
SACL.

19 April 2001 Federa Government issues Direction No. 22 in

relation to Sydney Airport.

Late April-early May 2001

Interested parties comment on Direction No. 22.

May 2001

Commission releases its decision.

The Commission used the following consultantsin its assessment of SACL’s proposal:

Professor Kevin Davis - proposed rate of return;
Dr Rohan Ritchford - land valuation;

Network Economics Consulting Group (NECG) - land vduation and the ‘dud till’

approach, and

Opus International Consultants Ltd (Opus) - asset valuation.

Copies of the advice recelved are available on the Commisson’'s website. Alan Robertson SC
provided assistance to the Commission in its interpretation of the regulatory framework. Consultancy
reports, the submissions from interested parties and the forum discusson have been taken into

congderation in the decison.
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1.2 Pagt notifications at Sydney Airport

In 1998, the Commisson assessed a pricing notification given by the then operator of Sydney
Airport, the Federal Airports Corporation (FAC), in relation to aeronautical services at Sydney
Airport.®* Under the FAC' s proposals, aeronautica charges were to be varied over three years. The
fird year (i.e. 1998/99) involved a restructuring of charges for aeronautical services with no net
increase in average prices. The proposed increases in charges for aeronautical services in the second
and third years were driven largely by the increased costs flowing from the FAC's capitd

expenditure program.
The Commission decided that it did not object to the FAC's proposal to restructure charges for the
first year. The Commission formed the view that there was a strong case for the proposed move to

user pays. The Commission considered that the new charges would send gppropriate pricing Signas
for efficient use of arport services and gppropriate Sgnds for new investment decisions.

With respect to the proposas for the second and third years, the Commission had received advice
that, once Sydney Airport was transferred to SACL, SACL would not be entitled to impose the
schedule of price increases proposed by the FAC and would need to renctify any proposed price
increases. However, the Commisson dated that, regardiess of such concerns, it was not in a
position to make a decision at that time regarding the proposals for the second and third years. In
summary, the Commission concluded that:

The capitd expenditure program was likely to result in increased costs to users of those new
capital works.

At that time, there was too much uncertainty to dlow the Commission to form a view as to
the appropriate leve of increased charges.

Users of aeronautical services also consdered that there was uncertainty regarding the rate of return
generated by the Airport’s aeronautica and non-aeronautical operations, traffic volume forecasts;
the alocation and determination of costs (particularly depreciation charges); and the actua costs of
the capita investment program.

The Commission recognised that investment expenditure at Sydney Airport was required and
undertook to dlow increases in charges for agronautica services sufficient to jugtify the investment.

The Commisson concluded that the extent to which increases in charges would be judtified
depended upon a review of traffic forecasts, capita expenditure incurred and resolution of
depreciation and rate of return issues.

1.3 SACL’sproposal

In December 1999, SACL provided the Commission with a draft agronautica pricing proposa
covering aeronautical services at Sydney Airport. The proposal was prepared for the purpose of

11 SACL commenced operation of Sydney Airport in July 1998 following transfer of the lease from the FAC to
SACL.
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SACL’s industry consultation process. On 3 October 2000 SACL submitted its proposa to the
Commission for assessment purposes.

The proposa relates to changes in both the structure and levels of aeronautical charges at Sydney
Airport. SACL forecasted that the level of charges proposed would result in revenues of $205
million in 2000/01, compared with an estimated $89 million if the exiding price Sructure were
retained. The increases are attributable to three main factors:

arevauation of mgor assets such asland;
amove to pricing based on dud till pricing principles, and

recovering costs asociated with some $500 million of new aeronautica investment incurred
as part the Sydney Airport 2000 project (SA 2000) and related projects.

The proposed charges, and a comparison with existing charges, are set out in the following table.
Table 1(b): Proposed Charges

Charge Current rate per unit | Proposed rate per Change
unit
Runway Charge" $2.92 per 1000kg | $8.00% per 1000kg 175%
MTOW MTOW
International Termina | $7.92 per 1000kg $19.00° per 71%°
Charge MTOW (14.59) passenger
Apron Use Charge Remote stands only, $35.00 per 15 NA*
$350 per day minutes or part
thereof —6amto
11pm
(Bussing/Stand Off NA ($200.00 per use) NA
Discount)®
Helicopter Charges $2.92 per 1000kg $50.00° per + 1047%*
MTOW movement
Generd Aviation $11.00 per day (>2 | $60.00 per day (>2 +448%
Parking hours) hours)
1 The runway charges are subject to the following proposed minimum charges:
Scheduled regional airline services (MTOW 0-5 tonnes) - $20.00 per movement (GST excl), $22.00
(GST incl);
Schedluled regional airline services (MTOW 5-10 tonnes) - $41.25 per movement, $45.37 (GST incl);
and

All other aircraft - $50.00 per movement (GST excl), $55.00 (GST incl).
Currently the minimum charge for fixed wing aircraft is $100 per landing (equivalent to $50 per movement).
2. SACL propose to levy charges for each landing and take-off. By contrast current charges are levied per landing.
For purposes of comparison the charges shown here cover both take-off and landing.

3. Estimated MTOW equivalent price increase.

4. Not Applicable.

5. A discount of $200 applies to airline operators who do not use an aerobridge for boarding passengers, but, are
instead required to bus passengers to the plane.

6. Estimate, assumes average helicopter MTOW of 1.5 tonnes.
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The revenue increase proposed is around 130 per cent. SACL’s proposa, and the Commission’s
assessment, were based on GST exclusive costs and prices. This decison specifies both GST
exclusve and inclusive prices (see Chapter 14).

1.3.1 The building block approach

SACL uses a huilding block approach to derive adlowable revenue. This agpproach involves
esimating total maximum alowable revenue based on projected cods. The maximum dlowable
revenue is the sum of the return on capitd, return of capitd (i.e. depreciatiion adlowance) and
operating and maintenance expenditure. The return on capitd is cdculated by multiplying the
weighted average cost of capitd (WACC) by the written down (depreciated) vaue of the asset
base.

SACL proposes to use projected 2000-01 costs as the basis for estimating alowable revenue.

1.3.2 Asset base
SACL separatdy identifies aeronautical codts for purposes of the building block gpproach. Only
aeronautical costs are used to caculate alowable revenue.

Vauation of the agronautica asset base was undertaken by consulting engineers Maunsel Mclntyre
Pty Ltd in associaion with Rawlinson Austraia Pty Ltd, Cost Consultants and Quantity Surveyors.
Non-land aeronauticad assets were vaued using the Optimised Depreciated Replacement Cost
(ODRC or DORC) methodology. The approach taken was as follows:

1. Edimate the cost of replacing aeronauticd assets at the arport (runways,
taxiways, aprons, passenger termind buildings, roads etc) at the airport. The
esimates are based on the existing configuration and layout of assets, current
congtruction techniques and recent cost information;

2. Edimate the life of each of the assats and adjust the vauation to reflect the
remaining life of the assats;

3. Optimise down the vauation to reflect redundancy;

4.  Allocatejoint and common cogis.
Details of SACL’ s gpproach to alocating joint and common costs are provided in chapter 9.
New capital expenditure of $27m up to November 2000 is added to the asset base.
Using this gpproach non-land aeronautica assets are valued at around $1.19 billion in 2000/01.%2

SACL vaues aegronautica land by edtimating the opportunity cost of the land. This approach
congders the “market vaue® of possble dternative uses for the land. The vauation was conducted
by Jones Lang LaSdlle Advisory and was arrived & asfollows.

1.  Conduct the vauation asif the airport as awhole were sold.

12 Average asset value over 2000/01.
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2. Divide the land area into different uses: resdentid (50 per cent), industrid (25
per cent), commercial (3.5 per cent) and other (roads, open space etc., 21.5
per cent).

3. For the resdentid component estimate the number of dwellings that could be
congructed on the dte by dweling type (detached, medium dengty, hight

densty, waterfront) and assign a unit price to each dwelling type. Multiply the
number of units by the unit price to give agross revenue figure.

4.  Smilaly for the indugtrid and commercid land components split the land into
different uses (generd indudtrid, light indudtrid etc.) and derive a gross revenue
figure based on current rentd rates.

5. Subtract congtruction and infrastructure development costs.

6. Assume that land is released progressively over 15 years. Apply a 27.5 per
cent discount rate to unsold land.

7.  Deive the agronauticd land vauaion by multiplying the vaudion by the
proportion of arport land designated agronautical.

The resulting vauation is $535 million asat 1 July 1998. To this SACL adds ‘holding costs over a
five year period of 7 per cent per annum taking the totd to approximady $750 million. The
rationae for thisis that if an airport were to be congtructed now there would be a five year period
before its completion, and the facility provider would incur the codts of holding the land over that
period.

SACL then subtracts the ODRC vaue of the seawdls and land-fill around the two north-south
runways to give the land vauation of $428m at 1 July 1998.2

Since dlowable revenue is based on 2000/01 costs, the land value used is indexed each year by
CPl, plus an additiond 3 per cent per annum. This reflects SACL’s assumption that land
appreciates by 3 per cent per annum in red terms.

These adjustments give an average land asset base for 2000/01 of $502 miillion.

Adding land vaue to the vaue of other assets gives an average tota aeronautica asset base of
$1.69 billion for 2000/01.

1.3.3 WACC

The WACC proposed by SACL is 7.7 per cent post-tax real (14 per cent post tax rea on equity).
It is derived using an asset beta of 0.7. Tax is estimated using cash flow modelling and added back
into dlowable revenue. Details are provided in chapter 11.

18 This avoids double counting since the ODRC valuation of the seawalls is included in the runway and taxiway
valuations.
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1.3.4 Depreciation allowance

SACL proposes a depreciation alowance using straight line depreciation over the remaining useful
life of the aeronautica assets. Consulting engineers Maunsell Mclntyre undertook the assessment of
the useful life of the assets. They used rdevant standards and historica performance of comparable
asts in making their assessment.  The useful lives adopted for purposes of SACL'S pricing
proposals are longer for most agronautical assets than those used by the FAC. Details are in chapter
6.

The depreciation alowance in 2000/01 amounts to $46.7 million.

1.3.5 Operating and maintenance expenditure

Operating and maintenance (O& M) expenditures cover labour cogts, utilities and services, property
maintenance and general adminigration. O&M cods for the arport were estimated and alocated
between aeronautica and non-aeronautical services usang SACL’s Activity Based Costing (ABC)
Modd.

SACL’s projection of aeronautical O&M expenses in 2000-2001 is $64.2 million. This represents
around one quarter of the allowable revenue proposed by SACL. Details are provided in chapter
10 and in SACL’ srevised proposdl.

1.3.6 Allowablerevenue

Using the building block approach, dlowable revenue is derived as follows:
Table 1(c): Derivation of SACL s allowable revenue

Allowable revenue 2000/01

Asset base (2000/01) $1,690.3m
x WACC X 7.7%

= Return on capital $130.7m
+ Return of capitd (depreciation) + $46.7m
+ O&M costs + $64.2m
= Sub-total $241.6m
+ Net taxation* +$16.2m
- Assumed capital gain on land** - $14.6m
Total $243.2m

* SACL uses a post-tax ‘vanilla WACC in calculating their allowable revenue. This requires the explicit
modelling of the cash flow associated with taxation, incorporating this into the calculation of the revenue
target.

**The capital gain on land represents a component of the real return to SACL that is not explicitly captured in
the cash flows. Accordingly, allowable revenue is reduced by the capital gains over 2000/01.
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If the prices proposed by SACL had been implemented at the start of the 2000/01 financid yesr, it
is estimated they would have generated revenues of around $211.5 million for 2000/01. This fdls
within the maximum alowable revenue amount proposed by SACL.

1.3.7 Structure of prices

SACL aso proposesto restructure charges. 1t does thisin three ways by:

not adopting uniform price increases. Landing charges, for example, increase by 175 per
cent compared to 71 per cent for international terminal charges,

introducing a new apron use charge and a bussing/stand off discount; and

changing the charging bas's from landed tonnes to passengers for the internationd termind
charge and counter terrorist first response charges.

1.4 Summary of submissions

The following is a brief summary of the main points made in the submissons received in response to
the Commisson’s draft decison on Sydney Airport’s aeronautica pricing proposal.

Sydney Airports Corporation Ltd (SACL)
SACL’sresponse to the Commission’s draft decision is divided into three parts.

The first part contains a response by NERA which centres on two main issues; the indexed historic
cost approach to land value and the proposed ‘modified dud till’ approach to determining total
revenues. NERA argues the historic cost approach has no economic merit and that a current vaue,
opportunity cost gpproach to land should be adopted. In relation to the modified dud till, NERA
dates that the Commisson has not conddered the concepts of dlocative efficiency and
interdependency correctly and that it has not undertaken an assessment of market power issues.

In the second part SACL proposes a compromise gpproach to the dud till, in that the fina proposa
should not include a single till adjustment; the Commission should gpprove prices in year one that
result in revenue of $20m less than the calculated dlowable revenue from declared services and a
further price adjusment from year two at the full (smoothed) level. SACL offered to provide
reasonable undertakings in relation to its future pricing of aeronautica-related services in which it
may have market power.

In pat 3 SACL makes comments regarding the implementation of the Commisson’s gpproach.
Specificdly that,
the adoption of a dngle till goproach may be an improper exercise of the Commisson’s
power;
the draft decison isin direct conflict with Government palicy;
SACL accepts the use of the building block methodology;
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SACL proposes to extend the asset lives of some assets therefore a change in asset vauation
would be required;

SACL generdly accepts the Commission’s gpproach to necessary new investment, however,
believes the Commission relies too heavily on airline views when assessng airport performance
againg qudlity of services measures,

SACL generaly supports the Commission’s view that SACL’s ABC mode approach to cost
dlocation is reasonable;

SACL questions the reasonableness of the Commission’'s gpproach to reductions in operating
costs and ingtead submits that cost should be reduced by 3 per cent per annum over five years,

SACL has concerns about the Commission’s approach to determining its asset beta, and

SACL proposes to investigate time of day pricing as part of managing demand through price
structure.

Board of Airline Representatives of Australia (BARA)

BARA makes the following comments.
the Commission has erred in itsinterpretation and application of the regulatory framework;
the adoption of a building block methodology is inconsstent with the Commisson’'s legd
obligations;
the Commission has not fully taken into account interdependencies when considering the dud  till
approach;

BARA is concerned about the quality of information used to verify the ODRC vduation of
assets and the appropriateness of the Commission’s gpproach;

the draft decison fails to take into consderation the criteria contained in Direction No. 18 in
respect of increases in charges resulting from necessary new investment;

land vauation should be zero for regulatory purposes, but any new purchase of land necessary
to expand aeronautica services should be valued at purchase price;

operating costs should be reduced for the 2000/01 period, the Commission has not adequately
considered benchmarking and that the upper limit for operating costs is around $40 million;

BARA agrees with the use of the weighted average cost of capitd modd to estimate the
required rate of return, but has different views about the parameters, including the asset beta;
and

the traffic forecasts used in the draft decison, provided by SACL, underestimate both current
levels of traffic and expected rates of growth.

International Air Trangport Association (IATA)

IATA argues tha the 79 per cent average increase gpproved by the Commission is gill extremey
high. IATA opposes SACL’s goplication of the building block and dud till methodologies, and again
argues tha the modified single-till gpproach could include a 75 per cent contribution from non-
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aeronautical activities. IATA disagrees with SACL’s use of the opportunity cost gpproach to land
vauation and dates that aeronautical land should be vaued a zero. IATA supports the
Commisson’s five per cent reduction of SACL’s depreciation costs and suggests that further
adjusments could ill be made. IATA submits that SACL’s past operating costs have been
inefficient and agrees with the Commisson’s downward revison of those costs, but, suggests
reductions should apply to the 2000/01 period. IATA proposes a post-tax WACC of 6.14 per
cent, dating that 7.7 per cent as proposed by SACL is too high. IATA submits that the draft
decision does not comply with regulatory requirements, asinformation pertaining to some Necessary
New Investment criteria was not addressed. IATA accepts the five-year financid moddling time
frame, and suggests that annua reviews of the forecasts be conducted.

Virgin Blue Airlines Limited (Virgin Blue)

Virgin Blue expresses disappointment that a substantid increase in charges is likely to be approved.
Virgin Blue seeks to ensure that two issues in particular have been addressed. The fird issue
concerns passenger growth volumes provided by SACL to the Commisson and whether these
factored in the entrance of the two new entrants into the marketplace. Secondly, Virgin Blue
acknowledges that arguments pertaining to dot access are amétter for separate debate, but that this
must be considered as part of dl decisons regarding Sydney Airport.

Overnight Airfreight Operators Association (OAOA)

OAOA provided a brief submisson in which it gates that it would not address the Commission
directly on the draft decison but that the Association fully endorses the postion taken by BARA,
paticularly in regard to avalability of information and fair process. OAOA requested that the
Commission encourage SACL to consult with its users on the matter of pricing based on time of day

usage.
Northern Territory AirportsLimited (NTA)

NTA expresses that it is primarily concerned with the Commisson’'s gpplication of the single till
pricing methodology based on the implications for future investments. NTA aso opposes the
Commisson’s gpplication of the historic cost method of land vauation, dso in terms of the future
growth of Darwin Airport.

Gold Coagt Airport Limited (GCAL)

The submission from GCAL supports SACL’s gpplication of the dud-till pricing methodology, and
dates that cross-subgdisation of aeronauticad activities with income from non-aeronautical or
aeronautical-related services leads to inefficient development and use of facilities. GCAL dso
supports SACL’s proposed asset beta of 0.7, and argues that Audtradia's reliance on inbound
tourism makes for avolatile market, thereby judtifying a higher asset beta

Impulse Airlines (Impulse)

Impulse submits that as outlined in previous correspondence, it has no objections to the new price
structure proposed by SACL, and considersit to be reasonable. Impulse also sates that it is content
with the decison to retain the current charge for small and medium regiond aircraft (15-19 seets).
Impulse dtates that it shares the view that the minimal rise of arrport charges on larger arcraft types
should not impact on overal domestic air travel demand or prices.
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Westralia Airports Corporation (WAC)

WAC opposes the Commisson’s gpplication of the modified single till gpproach for efficiency
reasons, paticularly relaing to incentives for investment. The WAC submisson contans a
substantial discussion of market power issues, and argues that the Commission has not provided any
evidence to demondtrate that SACL possesses or has abused market power in the provison of
aeronautica-related services. Findly, WAC believes tha SACL’s use of an opportunity cost
gpproach to land valuation is appropriate.

Brisbane Airport Corporation (Brisbane Airport)

Brisbane Airport submits that the Commission’'s sngle till pricing methodology is ingppropriate,
contrary to Commonwedth Government policy, and economicaly inefficient. Brisbane Airport
therefore supports SACL’s dud till approach, in addition to the 0.7 asset beta cdculation, and
SACL’s gpproach to land vauation. Brisbane Airport supports SACL primarily for efficiency
reasons, particularly with regard to incentives for investment.

Hastings Funds M anagement (Hastings)

The submission recalved from Hastings argues that the Commisson’s gpplication of the single till
methodology is ingppropriate and introduces sovereign risk into the future decisons of arport
investors. However, Hastings main concerns relae to the caculation of the rate of return. Hastings
dates that the caculation should be inclusive of the swap costs associated with airport operators
borrowing practices, and that an illiquidity premium should be incorporated into the asset beta
caculation. Hastings believes that SACL’s proposed asset beta of 0.70 is justified given the lack of
liquidity in the airport sector. Findly, Hastings recommends that a gearing level be chosen from the
same sample of listed entities that the Commission used to derive its equity beta, and argues that this
leve isin the order of 25-42 per cent.

Audtralia Pacific Airport Corporation Ltd (APAC, Mebourne Airport)

APAC submits that the gpproaches to the dud till pricing methodology, land vauation, asset
depreciation, and cost dlocation are al appropriate as applied by SACL. APAC argues that
SACL’s higher expenditure codts are likdly due to factors specific to Sydney Airport, particularly in
relation to managing congestion. APAC dates that it generdly agrees with the Commission’'s
gpproach to the asset beta cdculation, but its datigticad andyss differs from that of the Commission.
APAC did not nominate what it believes to be an appropriate asset betain this submission, however
an earlier submission argued that the asset beta of 0.70 as determined by SACL was gppropriate.

Helicopters Operators

The Commission received correspondence from Blue Sky Helicopters and Helicopter Charter and
FIm Services expressing concern about the proposed increase in landing charges for hdlicopters.
The primary issue brought to the Commission’s attention concerned potentia over-recovery of costs
by SACL as aresult of charging licensing fees as wdl as landing charges. Generd concerns were
raised that the proposed leved of charges.
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= Chapter 2. Theregulatory framework

The following chapter sets out the regulatory framework agpplicable to notices submitted to the
Commission under section 22 of the PS Act in relation to prices for agronautica services a Sydney
Airport, and the Commission’'s interpretation of that framework. It also discusses the principles
underlying the Commission’'s gpproach to the gpplication of the regulatory framework to SACL’s
proposals.

2.1 Theregulatory framework applicableto the SACL proposal

In 1997/98, the Federd Government granted long term leases a eleven Audtrdian airports as part
of itsairport privatisation program. These airports are ‘ core-regulated’ airports and are subject to a
comprehensive economic regulatory regime covering pricing, quality and access issues.

‘Aeronautical services at the privatised airports are subject to a CPl — X price cap. The price cap
arangements dlow for passthrough of additiond costs in the form of increases in prices to fund
‘necessary new investment’. The Commisson has the role of assessng compliance with the price
cap arangements and assessing proposas for price increases from necessary new investments.

Sydney Airport is one of four Commonwedlth owned airports in the Sydney Basin area that has not
been privatised. In July 1998, these airports were transferred from the FAC to SACL.* SACL is, in
relaion to the provision of aeronautical services at these airports, subject to an economic regulatory
regime in many respects smilar to that gpplicable to the privatised arports. Like the privatised
arports, agronautical services at Sydney Airport are subject to prices survelllance under the Prices
Surveillance Act 1983 (PS Act). However, unlike the privatised airports, the airports operated by
SACL are not subject to explicit starting point prices or CPl — X price cap arrangements.

2.1.1 ThePrices Surveillance Act 1983 (Cth)®*

Part 11l of the PS Act provides the framework for the prices surveillance regime applicable to
certain aeronautical servicesat Sydney Airport.
Under section 21(1) of the PS Act, the Minigter (or the Commisson with the gpprova of the

Minister) may declare goods or services to be ‘notified’ goods or services and declare a person to
be a‘declared person’ for the purposes of the Act.

Pursuant to this section particular aeronautical services at Sydney Airport have been declared as
notified services*® In relation to the provison of those services, SACL is a declared person for the

14 SACL has a mandate to manage and operate four airports in the Sydney Basin area including Sydney
(Kingsford Smith), Bankstown, Hoxton Park and Camden airports: Sydney Airports Corporation Ltd, 2000d,
Annual Report, p. 4.

15 Copies of sections 17, 20, 21 and 22 of the PS Act may be found in Appendix A to this document.

16 Declaration No. 89, June 2000. Declaration No. 89 came into effect on 1 July 2000 and ceases on 1 July 2003. It
replaced Declaration No. 85, which was in ailmost identical terms: Revocation No. 27. A copy of Declaration
No. 89isincludedin Appendix A.
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purposes of the PS Act.'” The notified services at Sydney Airport are the same as the agronautica
services that have been declared at the privatised airports.

SACL isrequired to notify the Commission if it proposes to increase prices of the notified services
at Sydney Airport.t®* SACL is prohibited from increasing prices unless, inter alia, the Commission
serves a notice that it has no objection to a proposed increase.*

Subsection 17 (1) sets out the functions of the Commission under the PS Act. One of the functions
of the Commission under the PS Act is ‘to congider notices given to it under paragraph 22(2)(a) and
to take in relaion to such notices such action in accordance with [Part 11l of the PS Act] as it
consders appropriate’ . »°

Subsection 17(3) of the PS Act provides:

In exercising its powers and performing its functions under this Act, the Commission shall,
subject to any directions under section 20, have particular regard to:

() the need to maintain investment and employment, including the influence of profitability on
investment and employment;

(b) the need to discourage a person who isin a position to substantially influence a market for
goods and services from taking advantage of that power in setting prices; and

(c) the need to discourage cost increases arising from increases in wages and changes in
conditions of employment inconsistent with principles established by relevant industrial
tribunals.

2.1.2 Ministerial Directions

Pursuant to section 20 of the PS Act the Miniser may direct the Commission to give specid
congderation, in exercigng its powers and performing its functions under the PS Act, to certain
specified matters, and the Commission is required to comply with such adirection.

Three directions relevant to the pricing of aeronautica services a Sydney Airport have been given to
the Commission pursuant to section 20 — Direction No. 18, the ‘Unit Cost’ Direction and Direction
No. 22.%

Direction No. 18

Direction No. 18 came into effect on 1 July 2000 and replaces Direction No. 15. Direction No. 15
was in subgtantidly the same terms as Direction No. 18. The man difference between these
directions is that Direction No. 15 provided tha the starting point prices for the declaration
arrangements were the FAC prices gpproved as a 30 June 1998. This paragraph was not included
in Direction No. 18.

7 bid.

18 Section 22(2), PS Act.

19 Sections 22(1) and (2), PS Act.

2 Section 17(1)(a), PSAct.

2 Direction No. 18, June 2000; Direction by the Treasurer to the Prices Surveillance Authority (a predecessor to
the Commission) dated 15 October 1985, the ‘Unit Cost Direction’; Direction No. 22, 19 April 2001. See
Appendix A for copies of these Directions.
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Direction No. 18 directs the Commission to give specid condderaion to certan matters in
considering SACL's aeronauticd pricing proposas and deciding what action would be appropriate.
Thee are:
(1) Quality of service information obtained under Part 8 of the Airports Act 1996 may be taken
into account by the ACCC in considering notifications to increase prices for declared

services. In reporting on the quality of service indicators, the ACCC will focus on the
facilities and services provided by, or which could be influenced by, the airport operator.

(2) The ACCC is to use the following criteria to guide its assessment of proposals to increase
chargesfor declared services as aresult of necessary new investment:

(@) the operator's plans for new investment or service innovation and the associated
costs;

(b) the relationship between the proposed increases in aeronautical charges and the
costs (including the level of the rate of return) of the new investment or service;

(c) support from airport users with a significant interest in the investment for the
operator's proposals, including in relation to charging changes;

(d) contribution of the new investment/service to productivity improvements at the
airport;

(e) overall efficiency of the airport's operation;

(f) the particular demand management characteristics of individual airports, including

any demand management schemes in place, capacity constraints and any under
utilisation of the airport infrastructure;

(g) airport performance against quality of service measures, including services under the
control of the airport operator;

(h) airport performance vis a vis other Australian airports and any comparable
international airports; and

(i) the extent to which the proposed investment will facilitate the operations of new
entrants to domestic or international aviation.

While the ACCC must take these criteriainto account in deciding whether to approve a proposal
to increase charges, in relation to new investment, each proposal will be considered on its merits
having regard to the information available to the ACCC. The weight provided by the ACCC to
each of the criteriamay vary on a case-by-case basis.

The ACCC will provide a statement of reasons for its determination.?
The Unit Cost Direction

The Unit Cogt Direction directs the Commisson, in exercisng its powers and performing its
functions under the PS Act, to give specid consderation, in addition to the matters set out in section
17(3), to:

...the Government’ s policy of generally not supporting price increasesin excess of movementsin
unit costs.?

2 Direction No. 18, June 2000.
2 Unit Cost Direction, October 1985.

40



Direction No. 22

This direction was provided by the Miniger for Financia Services and Regulation to the
Charman of the Commission on 19 April 2001. The Direction provides asfollows:
I, Joe Hockey, Minister for Financial Services and Regulation, in pursuance of section 20 of the
Prices Surveillance Act 1983, hereby direct the Australian Competition and Consumer
Commission, in exercising its powers and performing its functions under the Act in relation to the
pricing of services at Sydney (Kingsford Smith) airport, to give special consideration to the
following matter:

in assessing prices for aeronautical services, the Commission should not take into account the
revenues generated, or costs incurred, in the provision of services other than aeronautical
services.

2.1.3 The Commission’s powersand functionsin relation to SACL s notice

The Commission’stask is to congder the notice given to it by SACL under paragraph 22(2)(a) and
to take in relation to it such action in accordance with Part 111 of the PS Act as it condders
appropriate.*

Part 111 of the PS Act empowers to the Commisson to take the following action in dedling with a
notice given to it by SACL under s. 22(2)(a)»

serve anotice in writing on SACL dating that it has no objection to SACL supplying the goods
or services of that description in that locality on the proposed terms at the proposed price;

serve anotice in writing on SACL gating thet it would have no objection to SACL supplying the
goods or services of that description in that locality on the proposed terms at a specified price,
being apricethat is lower than the proposed price;

serve a notice in writing on SACL dating that it objects to SACL supplying the goods and
services of that description in that locdity on the proposed terms at the proposed price;

not serve any notice on SACL.

Section 17(3) sets out the matters to which, subject to any directions, the Commission is to have
‘particular regard’ in deciding which of these would be gppropriate. The directions set out matters
to which the Commisson must give ‘specid consderation’.

The Commisson's function in this case is to congder a notice that relates solely to the declared
aeronautical services. In relation to certain other services provided by SACL at the airport, known
as ‘aeronautica-rdated’ services, the Commission has been given monitoring functions under s. 27A

% Sees. 17(1)(a) of the PS Act.

% |n addition, under s. 23 the Commission is required to keep a register containing copies of all relevant notices
given to or by the Commission, a statement ‘indicating the outcome of the consideration by the Commission
of the relevant notice, including any action taken by the Commission in relation to the relevant notice and
the outcome of any such action’, and a ‘ statement of reasons for the outcome of the consideration by the
Commission of the relevant notice’.
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of the PS Act*® Under that direction, the Commisson is to undertake forma monitoring of the

prices, costs and profits related to SACL’ s supply of these services, and to report to the Minister on
its monitoring activities following the end of each financid year. The policy objective of monitoring

these services was, as expressed in the Government’s pricing policy paper in November 1996, to

ensure oversght of ‘those aeronauticad related services where operators could exert sgnificant

market power a individua arports. The identification of those services followed the Commission’'s
recommendations to the Government of those services in relation to which arports may be in a
position to exert Sgnificant market power.

Services provided by SACL a Sydney Airport that are not included in ether Declaration No. 89 or
Direction No. 21 are not subject to any form of regulation under the PS Act.

2.1.4 Interpretation of the section 17(3) criteria

The Commission is not prevented from taking into account relevant matters that are not expresdy
referred to in s. 17(3) or the Directions. However, the notion of ‘particular regard’” means that the
Commission must have regard to the section 17(3) criteria as fundamentd dements of itsanayss. It
has therefore closely consdered the meaning and scope of these criteria. The Commission’s views
are et out in this section. In section 2.2 the Commission sets out its views about its gpproach to the
gpplication of these criteriain the specific circumstances of Sydney Airport.

Paragraphs 17(3)(a) and (b)

The matters referred to in section 17(3) express broad economic and socid concerns. They
represent fundamenta touchstones or reference points in the Commisson’s assessment of the
proposed prices.

These criteria are to be taken into account in the exercise of the Commisson’s powers and the
performance of its functionsin relation to a notice that gpplies solely to the declared services. They
must thus be interpreted and gpplied accordingly.

Asfar ass. 17(3)(a) is concerned, the Commission must consider the need to maintain investment in
so far asit isrelevant to the setting of prices for aeronautica services. This would seem to invite the
Commission to consder the implications of aeronautica prices for investment decisons by SACL or
airport users.

With respect to s. 17(3)(b) it would seem appropriate to interpret the term * setting prices to mean
the setting of prices for the notified services that are the subject of the section 22 notice. The
provision requires the Commission have particular regard to SACL’s market power where that is
relevant to its setting of aeronauticd prices. The Commission consders that the key concern here, in
the context of price regulation of infrastructure facilities such as arports, relates to the dlocative
efficiency implications of the existence of market power and its use by SACL in setting aeronautical

% Direction No. 21, October 2000. This Direction replaced Direction No. 19 (dated 30 June 2000), which in turn
replaced Direction Nos. 14 and 16 (only the latter, which was dated 9 July 1998, applied to Sydney Airport).
See Appendix A.
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prices. It is because of these implications that the use of substantid market power is to be
discouraged.

As discussed in the Commisson’'s Draft Statement of Regulatory Approach to Price
Notifications (the draft statement), the Commission considers it appropriate to interpret and apply
the criteriain section 17(3) in the light of the current economic environment.? The most sgnificant of
these in the context of the SACL proposas are the criteria set out in paragraphs (a) and (b) of
section 17(3). Taking into account the Unit Cost Direction and the current economic conditions, the
Commission congders that the following considerations are important in interpreting these criteria.

In an open and competitive market economy efficient provison of services underpins investment and
employment opportunity. Invesment and employment in the nationa economy will be promoted
when firms produce goods or services efficiently and charge prices which are a competitive levels.

Monopoly suppliers do not necessarily produce goods or services a efficient cost levels or at
compstitive prices. If higher than efficient prices are passed on to the competitive part of the
economy, there is a resultant loss in dlocative efficiency and potentidly therefore in investment and
employment opportunity.

Encouraging efficient pricing outcomes in line with more competitive conditions implies that price
increases should not be in line with unit cogts on top of a cost base which is too high due to
inefficiency or excessve margins.

In this context, the Commission regards it as appropriate in order to have regard to the matters
referred to in section 17(3) to examine (a) the efficiency of the cost base that SACL isworking from
to earn areturn; and (b) the reasonableness of the rate of return that SACL is seeking.

Paragraph 17(3)(b)

BARA argues that the gpproach just outlined does not give full effect to the language of s. 17(3)(b).
It argues that this provison ‘requires the Commission to consder how SACL would be likdly to set
its aeronautica prices if it faced competitive condraint’ . This is required, it is argued, by the
requirement for the Commisson to have regard to the need to discourage SACL from ‘taking
advantage of that [market] power in setting prices. BARA asserts that thisis required as a matter
of law, and refers as authority for that propodtion to the joint judgment of Mason CJ and Wilson J
and the judgment of Dawson J in the Queendand Wire case, in which the High Court consdered
the meaning of the phrase ‘taking advantage of’ market power as it gppearsin s. 46 of the Trade
Practices Act (Cth) 1974 (TPA).2 BARA'’s gpproach to this issue forms an essentiad foundation
of its contention that the Commission should, in setting prices for aeronautical services, take into
account the interdependencies between the costs and revenues of aeronautical services and those of

27 Australian Competition and Consumer Commission, April 1998d, Draft Statement of Regulatory Approach to
Price Notifications

% Board of Airline Representatives of Australia, March 2001a, Response to the ACCC's Draft Decision
regarding Sydney Airport, p. 8. Elsewhere in the submission this question is expressed as: ‘if SACL faced
competitive constraint, would it be likely to increase its existing prices? (seee.g. at p. 11).

2 Queensland Wire Industries v Broken Hill Proprietary Co Ltd (1989) ATPR 40-925.
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non-aeronautica services provided by SACL at the arport, including retall services. Thisissueisat
the heart of the current pricing proposals.

Since the BARA submission was received, the High Court has handed down its decison in the
Melway case.® In that case, the court confirmed that the task of the court, in applying s46 TPA, is
to determine whether there was a causal connection between the existence of the market power and
the relevant conduct; that is, even if the proscribed purpose is proved, did the person ‘use its
market power to achieve that purpose, or could there have been another cause of that conduct.
Whether a person ‘took advantage of’ market power is, for the purposes of section 46, a question
of whether its conduct was facilitated by the existence of that market power.3

The courtin Melway has emphasised that an andyss of how a firm would act in the absence of its
substantid market power may not be the most appropriate approach to determining whether that
firm in fact used its market power:
An absence of a substantial degree of market power does not mean the presence of an
economist’s theoretical model of perfect competition. It only requires a sufficient level of
competition to deny a substantial degree of power to any competitor in the market. To ask how a
firm would behaveif it lacked a substantial degree of power in amarket, for the purpose of making
a judgment as to whether it is taking advantage of its market power, involves a process of
economic analysis which, if it can be undertaken with sufficient cogency, is consistent with the

purpose of s. 46. But the cogency of the analysis may depend upon the assumptions that are
thought to be required by s. 46.%2

The Court noted that in undertaking this anaysis it is necessary to ensure that the appropriate
assumptions are made in hypothesising about the nature of the market in the absence of the firm's
subgtantia power, and the firm’slikely conduct in that market:

It is one thing to compare what [a firm] has done with what it might be thought it would do if it

lacked that power. It is a different thing to compare what it has done with what it would do in
circumstances that are completely divorced from the reality of the market

The Commission considers these observations to be apposite to the present case.

However, notwithstanding the obvious amilarities in language between s. 46 of the TPA ad s
17(3)(b) of the PS Act, it isimportant to note significant differencesin both the language and objects
of these provisons. These mean that the Commisson should exercise caution in adopting the
interpretation of provisons of the TPA when interpreting and applying smilar words in the
provisons of the PS Act* As the court in Melway has confirmed, s. 46 is concerned with
ascertaining whether the corporation used its market power for a proscribed purpose. The notion of
‘taking advantage of’ in s. 46 must be interpreted in this context. In contrast, the PS Act is not
concerned with the declared person’s purpose in setting prices.

%0 Melway Publishing Pty Ltd v Robert Hicks Pty Ltd [2001] HCA 13, 15 March 2001, not yet reported.

%1 |bid. Gleeson CJ, Gummow, Hayne and Callinan JJ, paragraph 51.

%2 |bid., para. 52.

% |bid., para. 58.

% The Federal Court has emphasised the importance of distinguishing the meaning of words when used in the
context of regulatory legislation from their meaning when used in Part IV of the TPA. See for example the
judgment of the Full Federal Court in Foxtel Management Pty Ltd v ACCC [2000] FCA 1161.



Further, the function of a court in goplying s. 46 is very different from that of the Commisson in
considering the need to discourage a person from taking advantage of its market power in setting
prices. The court’stask in applying s. 46 is to ascertain whether, as a matter of fact, the corporation
used its market power to engage in the relevant conduct. As discussed above, the test of
consdering what the corporation would have done absent its substantid market power is rdlevant in
0 far as it provides a useful tool for ascertaining the cause of a past event. In contrad, the
Commisson in this case is carrying out an adminidrative function pursuant to s. 22(2). It must
determine, having regard to various statutory criteria and the directions, the appropriate level of
prices for certain aeronautical services at Sydney Airport. In the exercise of that function it must
have particular regard to the broad policy concerns expressed in section 17(3), not as tests to be
goplied in atechnicd sense, but, as basic touchstones or reference pointsto guide it.

One of these concerns is the need to discourage a person from taking advantage of its substantia
market power in setting prices. In carrying out that task, the question of how the person would act
in the absence of subgtantiad market power is clearly a rdlevant consderation. However, given the
nature of the task, it cannot be concluded that this is the only gpproach that the Commission could
or should take to assessng what price would discourage a person from using its market power in
Setting aeronautical prices. Severd methodologies could be used to determine the price or range of
prices that would have that effect.

In this case, the Commission is of the view that asking the question of how SACL would act if it did
not have subgtantid market power is a rdatively unrdiable andyticd tool. Given the history of
ownership of Sydney Airport, it is not clear what the market would look like if SACL did not have
subgtantial market power. Further, it is difficult, if not impossble, to determine with confidence how
SACL would act in that Stuation, in particular the extent to which it would take account of profits
earned from non-aeronautical services when setting prices for aeronautical services. The evidence
provided by BARA has not persuaded the Commission that these are inggnificant concerns.

More fundamentally, the objects of the PS Act should be contrasted with those of the TPA. As
discussed above, in the Commisson’s view a central concern of the Act when gpplied in the context
of pricing infrastructure services such as aeronautical services, is to ensure that prices reflect an
appropriate balance of the efficiency implications of aeronautical prices. On the other hand, ‘the
object of s. 46 isto protect the interests of consumers, the operation of the section being predicated
on the assumption that competition is a means to that end’.* It seeks to achieve that objective by
ensuring that firms having substantid power in a market do not engage in conduct that is intended to
restrict the capacity of competitors to compete in that or other markets. Notwithstanding some
commondlitiesin overal objective, the PS Act does not have that narrow focus.

Economic regulation presupposes the exisence of market failure. Where that market fallure cannot
be dructurdly rectified to introduce more competition, regulation is necessarily a second-best
outcome. Any methodology used to derive prices will necessarily provide a second-best proxy for
edimating efficient prices. The question posed by s. 17(3)(b) is which methodology provides the
most robust and senditive gpproach in the circumstances to ensure that SACL is discouraged from
charging prices for declared services that represent the use of market power? The adoption of a

% Mason CJ and Wilson Jin Queensland Wire, op. cit., p. 50,011.
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cost-based ‘bottom up’ methodology such as the building block methodology is, in the
Commission’s view, both an gppropriate and relaively robust tool to achieve this objective, while
recognigng that the application of that methodology may require adgptation in particular
circumgtances. In a competitive market prices can be expected over time to reflect efficient cods.

This is not to say tha the question of what SACL would do in the absence of subgtantid market
power is not relevant to the Commisson’s inquiry. Certainly, the outcomes resulting from the
gpplication of the Commisson’s proposed methodology should, as far as possible, be benchmarked
againg prices resulting from other methodologies, and adjusted as necessary. That may include
examination of the question whether SACL’s proposds in fact are caused by the existence of its
market power.

Underlying BARA’s submissionsiis clearly the concern that, under the current pricing regime, SACL
has been able to earn hedthy profits from its business as awhole. Increasing prices for aeronautica
sarvices, without any regulatory restraint on non-aeronautica prices, must result from the exercise of
market power. In the Commisson’s view this is far from sdf-evident. The main cause for the
proposed increases is the move to a dud till approach to pricing. It is not sdf evident that SACL
would not be able to make such a change in pricing methodology (or that it would be more difficult
to do 0) if SACL did not have market power in relation to the provision of agronautical services.

On the other hand, athough it is not the centrd issue, the question of whether SACL can extend its
aeronauticd market power into the pricing of non-agronautica services is, in the Commisson’s
view, areevant condderation in examining s. 17(3)(b). Thisissueis discussed more fully in chapter
4. The Commission's approach to gpplying these criteria to the SACL proposd is discussed in
more detail in section 2.2 below. The building block methodology is discussed more fully in chapter
3. In chapters 4 and 5 the Commission sets out its gpproach to interpretation of s. 17(3), and in
particular whether these provisons dlow the Commisson to have regard to prices charged by
SACL for non-aeronautica services when conddering a notification under s. 22 of the PS Act in
relation to declared aeronautical services.

Conclusions

The Commission’s task is to decide whether it is appropriate to object to SACL’s proposed prices
and, if so, whether it should specify lower prices.

The regulatory regime governing SACL’s proposd establishes a number of matters that must form
fundamenta dements of the Commisson’'s andyss. These are expressed primarily in paragraphs
17(3)(a) and (b) of the PS Act, Direction No. 18 and Direction No. 22. These matters must be
consdered in the context of the fact that the Government has chosen to declare a limited set of
aeronautical services, and that SACL’ s notice relates only to those services.

On the other hand the matters to which the Commission is required under s. 17(3) to have regard
express broad economic objectives. The Commisson consders that these criteria require the
efficiency implications of aeronautica prices a Sydney Airport to be fully examined and reflected in
its decison.

The Commisson does not accept BARA’s submissions that, as far as paragraph 17(3)(b) is
concerned, the central question to be addressed is how SACL would price aeronautical servicesif it
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faced competitive condraints. In the Commisson’'s view the gpplication of a building block
methodology provides an appropriate tool for ng the objectives expressed in this paragraph.

2.1.5 Interpretation of Direction No. 18

Direction No. 18 sets out a number of matters to which the Commission is required to give specid
condderation ‘in exercigng its powers and performing its functions in rdation to the pricing of
aeronautical services at Sydney (Kingsford Smith) Airport’. Paragraph (2) of the direction sets out
alig of criteria that the Commission isto ‘use ... to guide its assessment of proposas to increase
charges for declared services as aresult of necessary new investment’.

The exigence of the provisons of the Direction reating explicitly to new invesment evidences a
clear intent that new investments are to be given specia treatment. Appropriate incentives should be

given to Sydney Airport to invest in new infrastructure to support the provison of aeronautica

sarvices, by ensuring that, to the extent gppropriate, the costs of those investments can be recovered

in the prices for agronautica services.

A quedtion arises whether the Direction means that the Commisson is only entitled to dlow
increases to prices of agronautica services at Sydney Airport to the extent they result from new
investment. The Commisson consders that neither Direction No. 18 nor any other aspect of the
regulatory regime prohibits it from alowing prices for agronautical services to be increased for
reasons other than new investment.

The wording of Direction No. 18 suggests that in the norma course proposas for price increases
based on ‘passthrough’ of new investment costs will be made unaccompanied by any proposd to
increase the prices for other reasons. However this does not, in the Commission’s view, exclude the
possibility that a proposal to increase agronautica prices at Sydney Airport may not be based in
part on other reasons than new investment.

Importantly, the Commission consders that the regime does not require it to take existing prices as
given or prevent it from consdering the gppropriateness or efficiency of exigting prices. In contrast
with the privatised arports, no price cap is in place for aeronautica services at Sydney Airport.
Further, the Commission regards it as ggnificant that the reference to ‘sarting point prices in
Direction No. 15 was deleted from Direction No. 18 which replaced it. This indicates clearly that
no assumption can be made about the appropriateness of exigting levels of aeronautica prices at
Sydney Airport. Thisissue is further discussed in chapter 7 of this decision.

The interrelationship between s. 17(3) of the PS Act and directions made under s 20 of the PS Act
is critica to an understanding of the scope of Direction No. 18 and how it isto be gpplied. BARA
argues that Direction No. 18 ‘has a primacy as compared to the matters specified by section
17(3)’.* The Commission does not accept that interpretation. In the Commisson’s view the words
‘subject to’ in section 17(3) need to be interpreted in light of the generd reluctance of the courts to
adopt a congruction of an Act that would empower the executive to override it by regulation or
other subordinate ingrument. Thus, the provisons of the relevant directions should be regarded,

% Board of Airline Representatives of Australia, November 2000b, Submission to the ACCC on SACL’s Draft
Pricing Proposal, p. 44.
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where ther language permits, as supplementing the section 17(3) criteria or darifying their
goplicaion in reation to particular circumstances, but not as detracting from them, or excluding or
contradicting them.

In any event, it would not appear to be the intention of the Directions to contradict or exclude the
goplication of the section 17(3) criteria. The requirement in section 20 of the Act and the Directions
is to ‘give gpecid condderation to' the matters set out in the Directions. This implies tha the
Commission mugt give these matters particular (i.e. distinct) and red condderation as fundamenta
elements of its reasoning. But it does not evince an intention to override or conflict with the
requirement of section 17(3) to have ‘particular regard’ to the matters set out therein, nor an
intention that the matters set out in the Directions should be given greater weight or significance.

Direction No. 18 provides a framework for the Commisson’s congderation of the new investment
component of proposed price increases. Certainly, the Commission must determine whether (or to
what extent) the cogts that are sought to be passed through congdtitute ‘ necessary new investment’.
Beyond that, the criteria set out in paragraph (2) of Direction No. 18 can be contrasted with those in
section 17(3). The latter purport to express fundamenta policy concerns or objectives. While
recognising their broad nature, the application of these criteria to the circumstances of a particular
proposd is susceptible of yidding an answer in terms of a price or range of prices that would satisfy
those broad objectives.

In contrast, the matters referred to in paragraphs (2)(a)—(i) of Direction No. 18 do not establish any
normative or qualitative standards against which the proposas can be assessed. They condtitute a
list of factud meatters which the Commisson isrequired to ‘use or have regard to. The Commisson
must assess the information available to it in relation to each of these matters and make findings of
fact in rdlaion to each. But having done 0, the Direction does not indicate the way in which these
metters are to be evaduated, their relative weights or the significance to be attributed to those facts.
The Commission cannot smply mechanicaly apply the criteria Indeed the Direction explicitly states
that *each proposal will be considered on its merits', and that ‘the weight provided by the ACCC to
each of the criteria may vary on a case-by-case basis . This indicates that the Commission may
give to each criterion the weight thet it thinks appropriately reflects its sgnificance in the context of
the objectives of the regime and the particular circumstances of the pricing proposa. These criteria
are thus not of themsalves criteria that can be applied to yied an evauative outcome. As such, the
Commisson must apply a framework of evauative criteria in order to be able to assess the
ggnificance of its findings of fact in relaion to the matters referred to in paragraph (2) of Direction
No. 18 and determine the extent to which the costs of the new investment should be passed through
into aeronautica prices.

In this light, the Commission does not regard Direction No. 18 as intended or effectud to exclude
the application of section 17(3) to the consideration of proposas to incresse charges for
aeronautical services as a result of necessary new investment.  On the contrary, the section 17(3)
criteria condtitute a fundamental part of the anaytical framework that the Commission applies to its
evauaion of the matters referred to in the Direction. In the context of Sydney Airport, the
Commission congders it appropriate to dlow the efficient costs of new invesment (including a

37 Direction No. 18, June 2000.
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reasonable rate of return) to be reflected in price increases to the extent to which this results in
efficient pricesfor those services. Thisis discussed further in chapter 7 of this decision.

In this respect, the Commission notes BARA’s argument that, in assessing the new investment, the
Commission should examine the question: ‘if SACL faced competitive condraint, what prices would
it be likey to levy in respect of the new investment (primarily the SA2000 project)?.® This
argument proceeds from BARA'’s claims about the nature and scope of s. 17(3)(b) of the PS Act.
For the reasons set out in section 2.1.4, the Commission does not consder that this is the centra
guestion to be addressing, athough it may be relevant.

2.1.6 Interpretation of the Unit Cost Direction

BARA argues that the Unit Cost Direction is gpplicable to the assessment of existing investment. As
aresult it argues that the Commission should give close condderation to whether movements in unit
costs since 1998 in relation to the pre-existing asset base judtify the proposed increasesin prices. It
aso argues that the policy expressed in that Direction should give way to the extent to which the
prices for exigting investments are based on an inefficient cost base.

SACL does not comment on this Direction in its submisson. Similarly the issue is not raised in the
other submissions recelved by the Commission.

The Unit Codt Direction is expressed as a datement of generd policy. While the Commisson is
obliged pursuant to section 20 of the PS Act to give specid condderation to this policy, that
condderation must yied in an individud case where to goply that policy is regarded by the
Commission as outweighed by other consderations particular to the pricing proposa.

The Commisson consders that, in the context of the SACL proposa, while the Unit Cost Direction
remains a relevant congderation, it is appropriate to focus on efficient prices, market power issues
and the need to maintain investment rather than movements in unit costs per se. Such an gpproach
more adequatdy alows the Commission to ensure that the objectives of the Satutory regime are
achieved. Thisis conggtent with the approach adopted in the Commission’s draft statement, which
focuses on the efficiency of the cost base and the reasonableness of returns®  Further, it is not
possible meaningfully to compare unit costs over time where a fundamentaly different approach is
adopted to such matters as asset vauation and pricing methodology.

2.1.7 Interpretation of Direction No. 22

The Commission has gpproached its consderation of Direction No. 22 bearing in mind that section
20 of the PS Act is intended to provide the Government with an opportunity of expressng matters
of policy to which the Commissionisto give specid congderation in the exercise of its functions and
powers.®©

% Board of Airline Representatives of Australia, 20014, op. cit., p. 11.

% Australian Competition and Consumer Commission, 1998d.

0 The Explanatory Memorandum to the Prices Surveillance Bill 1983 stated that ‘[t]he purpose of this provision
is to ensure that the operations of the [Prices Surveillance] Authority remain within the framework of
Government policy’ (emphasis added).
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BARA dates that ‘it is strongly arguable that Direction No. 22 is ultra vires .** BARA argues that
Direction No. 22 is in direct conflict with the requirements of section 17(3). BARA submits that
there is an ‘implied limitation within section 20 of the PS Act, that a Direction issued under that
section cannot remove the requirements referred to in section 17(3)" . BARA then argues that even
if the Direction is not ultra vires, the Commission is only required to give specid condderation to
the matter in question and this does not mean ‘ blind compliance .* BARA submits that having given
the Direction specid congderation, the Commission should weigh up the competing obligations of
section 17(3) and the other policy considerations.

The ‘matter’ to which the Commission is to give specid consderdion is the assertion that the
Commission ‘should not’ take certain costs and revenues into account.  Although the Direction does
not explicitly explain why the Commission ‘should not” do so, the context in which the Direction was
issued (subsequent to the Commission’s release of a draft decision) suggests that Direction No. 22
should be interpreted as a clarification of the Government’s policy on the question of the gpplication
of adud or angletill gpproach to pricing of aeronautica services a Sydney Airport.

Direction No. 22 supplements Direction No. 18 and the provisons of the PS Act. In practicd
terms, the Direction would appear to have the effect of expressng the Government's policy
regarding the application of these instruments to the particular consderation of SACL’s proposals.
Essentidly, that policy appears to be that, in consdering the proposals in the light of those matters, a
dud till gpproach that does not involve consderation of non-aeronautical services represents a more
appropriate methodology for achieving the aeronautica pricing objectives set out in s. 17(3) and
Direction No. 18.

2.2 Application of theregulatory framework to Sydney Airport

2.2.1 Background

The Commission’stask, in exercisng its powers under section 22 of the PS Act, is, having regard to
the relevant criteria, to determine whether or not the prices proposed by SACL are appropriate,
and if not whether specification of lower prices would be gppropriate. As discussed above, in
exercigng that discretion it must take into account the matters referred to in section 17(3) of the PS
Act and the directions, in accordance with the terms of those instruments, and any other relevant
meatters.

The application of the s. 17(3) criteria to the pricing of aeronautica services at Sydney Airport
raises specific complexities. As stated above, these criteria have not been drafted with arports in
mind, let done Sydney Airport. In order to exercise its powers effectively, the Commisson has
consdered it gppropriate and useful to formulate clearly a number of objectives that it seeks to
achieve in exercigng its discretion.  This has been conddered important to ensure that the
Commission exercises its powers in a way that both gives effect to the policy intentions of the s.

41 Board of Airline Representatives of Australia, May 2001c, Submission to the Australian Competition and
Consumer Commission regarding Direction No. 22 — Sydney Airport Aeronautical Pricing Proposal, p. 6.

2 | bid.

43 Board of Airline Representatives of Australia, 2001c, op. cit. p. 7.
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17(3) criteria and directions and reflects the particular circumstances of agronautica services a
Sydney Airport. In formulaing these objectives, the Commission has been mindful of ensuring that
they are consstent with the scope, subject matter and purpose of the Commission’s powers under
the PS Act and in particular promote the policy concerns expressed in section 17(3) of the PS Act
and the directions.

The intentions of the Government in implementing the regulatory framework gpplicable to core
regulated airports were summarised in the pricing policy paper:*
Pricing oversight arrangements are intended to promote operation of the airportsin as an efficient
and commercial manner as possible. Pricing is fundamental to the efficient use of arport
infrastructure. It is in the interests of airport users in particular, and the national economy in

general, that commercialy driven decisions be made about maintaining existing airport
infrastructure, and building new infrastructure.

The arrangements should also aim to protect airport users from any potential abuse of market
power by airport operators. Market power stems from the fact that airports have natural
monopoly characteristics.®
In the case of Sydney Airport, pricing oversght arrangements take the form of prices survelllance of
aeronautical services under section 21 of the PS Act, and prices monitoring of aeronautica-related
services under section 27A of the PS Act. Subject to the relevant Directions, the criteria relating to
aeronautical charges are those set out in subsection 17(3) of the PS Act. The Commission'sview is
that the following criteria are particularly rdlevant in evauating SACL’ s proposdl:

17(3)(a) the need to maintain investment and employment, including the influence of profitability
on investment and employment;

17(3)(b) the need to discourage a person who isin a position substantially to influence a market
for goods and services from taking advantage of that power in setting prices?®

As discussed above, the Commission considers that the fundamenta economic objectives expressed
in these provisons, in so far as they are to be applied to complex infrastructure-based services,
require the Commission to examine the efficiency implications of the setting of prices for those
services, and to ensure an gppropriate baance between those implications.

The Commisson dso congders that, in assessng price notifications, the criteria set out in section
17(3)(a) and (b) are best assessed by an examination of:

the efficiency of the cost base that the declared company isworking from to earn areturn; and
the reasonableness of the rate of return that the declared company is seeking.

For the reasons set out above and in chapter 3, the Commission does not consider that the specific
circumstances of Sydney Airport (in particular the application of Direction No. 18, Direction No. 22
or the Unit Cost Direction) require the Commission to depart from this basic approach.

Furthermore, inits DRP, the Commission has expressed an gpproach to regulation, which it regards
as cong stent with the objectives and terms of the regulatory regime gpplicable to Sydney Airport.

4 Although the pricing policy paper related mainly to the price cap arrangements in place for the major privatised
airports, the rational e behind regulation isthe same for all the major Australian airports.

45 Department of Transport and Regional Development, Pricing Policy Paper, November 1996, p. 1.

46 Section 17(3), PS Act.
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In assuming its role as the nationa regulator of transmission revenue in the NEM, the
Commission’s aim isto adopt a regulatory process which eliminates monopoly pricing, provides a
fair return to network owners, and creates incentives for managers to pursue ongoing efficiency
gains through cost reductions.”

The Commission is of the view that in the interests of regulatory congstency it is desirable, in the
context of airports regulation, to give effect to the principles set out in the DRP, to the extent to
which that is appropriate for the regulation of aeronautica prices at Sydney Airport and does not
conflict with the scope and purpose of that legidative regime. The Commission is of the view that
the pursuit of these principles is an gppropriate way of ensuring that the policy objectives expressed
in the section 17(3) criteriaare met.

As a step towards achieving the objectives set out in the DRP, the DRP specified the Commisson’'s
preferred modd for the calculation of alowable revenues as an accrud building block approach
based on forecasts of the cost of service over the regulatory period. The building block modd is
described, and the gppropriateness of its gpplication to the SACL proposd is discussed in more
detall in chapter 3. Accordingly, the Commission congders that, unless there are good reasons to
the contrary, it is preferable to adopt a building block approach to the assessment of the efficiency
of the cost base underlying proposed prices and the reasonableness of the rate of return being
sought.*

A further important congderation with respect to the need to maintain investment is the consstency
of regulatory approach over time. In 1998 the Commission consdered a notification by the FAC
for increases in aeronautica charges at Sydney Airport. The FAC's proposas were in part driven
by the additiond costs of new investments being undertaken in the lead up to the Olympics.

In its decison on the FAC's proposas the Commission Stated:

The ACCC isnot in aposition to make adecision at this point in time regarding the proposals for
the second and third years for the reasons set out below. However, the ACCC recognises that
investment expenditure at Sydney airport is required and undertakes to allow increasesin charges
for aeronautical services sufficient to justify the investment. The extent to which increases in
charges are justified will depend upon resolution of issues relating to depreciation charges and
rate of return and a review of traffic forecasts, capital expenditure incurred and other relevant
variables®

The Commission stands by this undertaking. In doing o it a@ms to provide, as far as possble,
congstency in regulatory gpproach over time. In the absence of such consstency, there may be
risks in terms of investment incentives for regulated firms.  In this case the FAC and SACL
undertook substantid new investments on the understanding that they would be compensated for the
cogsinvolved.

In its 1998 decison the Commission aso noted that relevant principles for assessing the FAC's
proposa's were to consder whether or not the new charges will send appropriate pricing sgnds for

4"Australian Competition and Consumer Commission, 19993, op. cit., p. ix.

8 This approach would not be appropriate for the assessment of pricing proposals by declared persons subject
to price caps, such asthe privatised airports. See generally the draft statement.

A ustralian Competition and Consumer Commission, July 1998e, Statement for the public register on proposed
aeronautical charges at Sydney (Kingsford Smith) Airport, p. 1.

52



efficient use of arport services and gppropriate sgnds for new investment decisons® Agan,
regulatory consstency suggests that the current proposal should be evaluated with these principlesin
mind.

SACL’s proposal represents, in part, an increase to cover the cost of capita expenditures included
in the FAC's proposas. Accordingly, the Commission considers it appropriate to alow an increase
in agronautica charges to, & a minimum, the extent to which they are judified by the investment
referred to in the 1998 decison. In keeping with the draft statement, the Commisson’s 1998
decison indicated that a detailed assessment of SACL’s cost base, including asset vaues and
depreciation, is required.

2.2.2 Commission’sobjectives

In light of the foregoing, the Commission consders that as far as possible its assessment of SACL’s
proposed price increases should seek to promote the objectives set out bedow. The Commission
consders that these objectives facilitate the application of the legidative framework, and are
congstent with that framework and the Commission’s sated podtion in the draft Satement, the
gpproach outlined in the DRP, the 1998 decision on agronautica charges at Sydney Airport, and its
recent decisons in relation to aeronautica services at Sydney and other airports.

The Commission considers that, as far as possible, the prices for agronautica services a Sydney
Airport should reflect the following principles:

the cost base underlying the proposed charges is efficient;
the airport operator faces gppropriate sgnas for efficient new invessment decisons;
arport users receive appropriate sgnas for the efficient use of arport services, and

the airport operator earns a reasonable rate of return which does not reflect monopoly rents.

These objectives encourage economicaly efficient use of, and investment in arport infrastructure.
They address the following three dements of efficiency:

Dynamic efficiency, which occurs when firms have gppropriate incentives to invest and
innovate over time,

Productive efficiency, which occurs when firms have the gppropriate incentives to produce
services a least cost.

Allocative efficiency, which occurs when firms employ resources to produce goods and
sarvices that provides the maximum benefit to society. Allocative efficiency means that
infrastructure should not be under- or over utilised.

The firg and last of the objectives (efficiency of the cost base and leve of returns) reflect the terms
of the criteria set out in section 17(3)(a) and (b) of the PS Act and follow the gpproach adopted in
the Commission’s draft statement. They are directed towards achieving productive and alocative

efficency.

% |hid., p. 2.
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The second objective (gppropriate Sgnds for new investment) follows from Direction No. 18 and
reflects the concerns expressed in section 17(3)(a) of the PS Act. It addresses the requirements of
dynamic efficiency.

The third objective (sgnds to users for efficient use of arport services) reflects the provisons of

section 17(3) of the PS Act and is directed to the efficiency of SACL’s cost base. Effective
utilisation of infrastructure reduces the need for unnecessary investmen.

The Commission notes that, as discussed in chapter 4, Direction No. 22 may have the effect of

limiting the extent to which the Commission’s condderation of SACL’s proposals is able to reflect
these principles.
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= Chapter 3: Methodology - the building block approach

3.1 Introduction

Asoutlined in chapter 1, SACL uses a building block approach to derive the proposed aeronautical
charges. The building block methodology is essentidly a ‘bottom up’ gpproach to pricing based on
forecasts of the cost of the service over the regulatory period. Totd maximum aloweable revenue is
caculated as the sum of the return on capitd, return of capitd (i.e. depreciation alowance) and
operating and maintenance expenditure.

Prices are then set so that revenue projections based on projected traffic units (MTOW, passengers
efc.) arelessthan or equd to the maximum alowable revenue.

In its regulatory decisons to date the Commisson has condstently gpplied the building block
approach as a forward-looking concept, considering projected efficient codts rather than historica
codts. In the Commission’s recent Adelaide Airport MUIT decision,® for example, the O&M costs
used for purposes of that decision were based on the estimated costs of contracting out the O&M
functions. Smilarly, in using the ODRC methodology the Commission takes into account expected
capita redundancy over the relevant regulatory period.

In using the building block approach SACL has sought to apply the approach set out in the DRP.5
The approach is dso consistent with that adopted by the Commission in its recent decisons on price
increases for new investments proposed by Adelaide, Brisbane and Perth Airports.

BARA and others have submitted that the gpplication of the building block methodology to the
pricing of aeronautica services a Sydney Airport is both contrary to the legd framework and
ingppropriate on economic grounds.

This chapter considers the principles behind the building block approach. Section 3.2 considers the
congstency of the use of this methodology with the regulatory framework, drawing on SACL’s
proposal and submissons to the Commission. Section 3.3 congders the economic merits of the
gpproach in setting prices at Sydney Airport. The Commission's approach to the building block
methodology proposed by SACL is set out in section 3.4.

51 Australian Competition and Consumer Commission, 1999c, op cit.

52 See the discussion in Chapter 4 of the Commission’s DRP. As an example of the Commission’s application of
the optimisation approach see the Commission’s publication Australian Competition and Consumer
Commission, October 1998f, Final Decision: Access Arrangements by Transmission Pipelines Australia Pty
Ltd and Transmission Pipelines Australia (Assets) Pty Ltd for the Principle Transmission Systent Access
Arrangements by Transmission Pipelines Australia Pty Ltd and Transmission Pipelines Australia Pty Ltd
for the Western Transmission System; Access Arrangements by Victorian Energy Networks Corporation for
the Principle Transmission System

53 Australian Competition and Consumer Commission, 1999a, op cit.

54 See Australian Competition and Consumer Commission, 1999c, op cit; Australian Competition and Consumer
Commission, April 2000g, Brisbane Airport: Proposal to increase aeronautical chargesto recover the costs
of necessary new investment; Australian Competition and Consumer Commission, April 2000h, Perth
Airport: Proposal to increase aeronautical chargesto recover the costs of necessary new investment.
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3.2 Consistency of the building block methodology with the regulatory
framework applicable to Sydney Airport

SACL dates that it condders that the overdl approach adopted is consstent with both the
Directions and section 17 of the PS Act.

BARA'’s submission raises a number of concerns about the agpproach adopted by SACL. The other
submissions do not explicitly comment on the consstency of SACL’s approach with the regulatory
framework.

BARA contends that the building block methodology, and SACL’ s gpplication of that methodology,
are inconsgtent with the regulatory framework. BARA’s principa arguments can be summarised as
follows

The building block methodology ‘ does not therefore address the broader question raised in
section 17(3)(b) of PS Act: is SACL’s pricing proposa consstent with behaviour of a firm
facing competitive congraint? %

SACL’s gpplication of the building block methodology does not separate out the costs and
revenues associated with exising assats/invesment from those associated with new
investment. On the contrary the regulatory framework requires a separate assessment of the
|atter;

Congistency of regulation across the leased airports requires that the price increases relaing
to pre-existing aeronautica investments be assessed having regard to:

- the current commercia return being earned by SACL in respect of the exigting
investment;

- movementsin unit costs since prices were last determined; and

- theefficiency of the pre-existing cost base.

According to BARA the gpplication of the building block methodology by SACL gives insufficient
regard to these matters,

SACL’s gpplication of the building block methodology involves separating aeronautica costs
and revenues from non-aeronautica costs and revenues (dud till). On the contrary, the
regulatory framework requires the Commission to taeke into account the interdependencies
between aeronautica and non-aeronautical services a Sydney Airport;

To the extent that SACL’s use of the building block methodology in its revised proposd
does not contain sufficient information in order to address the criteria s&t out in the
regulatory framework (i.e. Direction No. 18, the Unit Cost Direction and section 17(3)),
the proposal should be rgected by the Commission; and

%5 Board of Airline Representatives of Australia, 20014, op. cit., p. 15.
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Direction No. 18 requires the Commission to have regard to qudity of service issuesin
assessing pricing proposals. SACL has not adequately demondtrated that it is providing
adequate service standards.

This section consgders these concerns. Section 3.2.1 reviews the arguments for separate
congderation of new and exigting investments and the gpplication of the necessary new investment
criteria. Section 3.2.2 considers the gpproach to the assessment of the ‘pre-existing assets. Cost
alocation issues are discussed in section 3.2.3. Section 3.2.4 consders the arguments in relation to
aufficiency of information. Quality of service issues are dedlt with in section 3.2.5.

The question of whether the building block gpproach conflicts with s. 17(3)(b) of the PS Act has
been dedlt with in the Commission’ s discussion of that provision in chapter 2. Similarly, the question
of whether the building block gpproach dlows appropriate consderation of interdependencies is
considered in chapters 2 and 4.

3.2.1 Separate assessment of ‘pre-existing’ and ‘new’ investments

SACL’s pricing proposals cover assets and services in place a the time of the last price notification
(made by the FAC in 1998). The proposds dso relate to around $500 million in investments
undertaken or completed since then. The investments comprise the SA2000 program and
associated projects. These projects appear to be ‘ new investments' to the extent that they:

sonificantly dter the firms capacity, making sgnificantly larger quantities of output
more physicaly and/or economicaly feasible; and/or

atan net enhancements in qudity, that is, result in an improvement in qudity over and
above the pre-existing peak standard of quality at the airport.

Roughly one haf of the price increases proposed relate to existing assets, the other half to recovery
of cogts associated with the new investments.

SACL’s proposa does not specificaly separate new from existing assets or separately address the
criteria set out in paragraph (2) of Direction No. 18 in relaion to the new investment aspects of the
proposd. SACL arguesthat thisis not required by the legidative framework and would in any event
be of little benefit. At the Commission’s request, however, SACL has provided the Commission
with adiscusson of how it believes the criteria are met by the proposd.

In relation to the legd framework SACL argues that:

SACL understands that the NNI criteria, and their interpretation by the Commission, are based
significantly on the understanding that was assumed to exist between the Commonwealth and
bidders for Phase 1 and Phase 2 airports.

In the case of price capped privatised airports, the Commonwealth made it clear that the airports
were offered for lease on the basis that a CPI-X price cap would apply for the first five years,
predicated on the then prevailing FAC prices. Accordingly, the prices tendered by potential

% Australian Competition and Consumer Commission, April 2000i, New Investment costs Pass-through: The
distinction between “ necessary new investment” and other forms of expenditure as it relates to the price
cap — Position Paper. The paper provides guidance on itsinterpretation of what constitutes ‘ necessary new
investment’. Itisavailable on the Commission’swebsite at <http://www.accc.gov.au>.
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bidders factored in cash flows at that level. It was only the mutual desire of the Commonwealth
and successful tenderers to support new investment and thereby enhance service capacity and
levels that required any specific provision to allow investment-related price increases.®

SACL goesonto argue:

...the NNI criteria have only limited application to the Revised Draft Proposal. SACL seeks to
establish a reasonable pricing base for Sydney Airport following a history of network based
pricing and under-recovery of aeronautical investment, originally by the Commonwealth and,
most recently, by the FAC.%®
BARA, by contrast, argues that the regulatory framework requires the Commission to consider and
asess separately () the price increases to the extent to which they relate to pre-existing
aeronautical investments, and (b) the price increases to the extent to which they relate to new
aeronauticd investments.

In relation to pre-exigting assats, BARA argues that the Unit Cost Direction and the requirements of
section 17(3) of the PS Act mean that the Commisson should have regard to the following in
ng the price increases.

the commercid return currently being achieved by the arport operator;
movements in unit cogts since prices were last determined; and

the efficiency of the pre-existing costs base.

In relation to new investments, BARA argues that the Commission is required to assess the proposa
in so far asit results from necessary new investments in accordance with the terms of Direction No.
18 and s. 17(3) of the PS Act.

The drict separation of the assessment of pre-existing and new investment is central to BARA's
approach.

As discussed in chapter 2, the Commission accepts that, notwithstanding the differences between
the regimes gpplicable to Sydney Airport and those applicable to the privatised airports (in particular
the existence of a price cap for the latter but not the former), the existence of paragraph (2) of
Direction No. 18 indicates a clear intention of the regime that ‘price increases may be judtified by
necessary new investment, in order to create incentives for that investment’.® This means that the
metters referred to in paragraph (2) of the Direction concerning the increase in prices resulting from
incrementd new investments should be given particular and explicit consderation, and that the
Commission is required to use those matters when assessing the component of the proposed price
increases that results from necessary new investment.

However, while it accepts that such an andyss must be carried out, it is of the view that the
instruments do not require a methodology for the assessment of the Sydney proposds that strictly
separates the assessment of pre-existing and new assets. In particular, provided the Direction No.

57 Sydney Airports Corporation Ltd, 2000c, op cit, p. 26.
%8 | bid, page 27.
% Board of Airline Representatives of Australia, 2000b, op. cit., p. 44-46.
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18 matters are explicitly addressed and taken into account, it does not prevent the application of a
methodology that gpplies to both new and existing investments.

BARA'’s interpretation of the regime relies to some extent on its contention that Direction No. 18
has a ‘primacy’ over the section 17(3) criteria and aone governs the assessment of necessary new
investment. As set out above, the Commission does not agree with this contention.

Further, for the reasons set out in chapter 2, the Commission adso does not consider that Direction
No. 18 excludes the agpplication of the section 17(3) criteria to its assessment of necessary new
investments. On the contrary, the section 17(3) matters remain fundamental to the assessment,
having regard to Direction No. 18, of the new investment component of the proposed prices.

The Commission notes that, in its decison of May 1998, reference was made to the need to assess
meatters such as depreciation charges and rate of return. This implies that it is not gppropriate, in
asessing the extent to which the costs of the SA2000 and related investments should be passed
through into aeronautica prices, to undertake a detailed analyss of those investments in isolation
from the fundamentals of the existing prices.

The Commission congders tha the adoption of a building block methodology to the whole of the
assats used to provide aeronautical services (i.e. existing and new assets) is not inconsstent with a
Sseparate condderation of the new investment component of the proposed price increases under
Direction No. 18. In fact, asits decisonsin relaion to the new investment proposals by Addaide,
Perth and Brisbane Airports demongtrate, the building block approach may be an appropriate
methodology for addressing the matters referred to in paragraphs (2)(a) and (b) of that Direction.

Even where the building block methodology is gpplied to al assets together, it ensures (primarily
through the optimisation of the capita base) thet only efficient new investment costs are incorporated
into the cost base underlying the prices, and that a reasonable return is attributed to those codts.
This therefore ensures an adequate assessment of the matters referred to in paragraphs (2)(a) and
(b) of that Direction. Thisis discussed further in chapter 7.

Of course, the matters set out in paragraph (2) of Direction No. 18 that do not relate to the
assessment of cogts and returns need to be given particular consideration outside the application of
the building block methodology. These issues have been separately addressed, and the
Commission' sfindings are st out in chapter 7.

3.2.2 Approach to the assessment of existing assets

With respect to “exiding” assets, BARA gppears to suggest that the Commission's initid focus
should be on the exiging Stuation with repect to the pricing of aeronautical services a Sydney
Airport. In summary, BARA appears to argue that the Commisson should only consder it

gppropriate to accept a pricing proposa based on a new methodology applicable to the existing
ast baseif it issatisfied thet:

the existing prices for aeronautica services a Sydney Airport have been demondrated to be
inefficient or otherwise flawed on economic grounds, and

the proposed methodology adequately addresses those efficiency concerns.
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The result of this gpproach would be to place the onus on SACL to satisfy the Commission of the
economic need to adopt a new methodology to the derivation of prices, and the appropriateness of
the proposed methodology and price structures to meet that need.

This view does not gppear to go so far as to argue that the Commission should take the existing
prices (and price structures) as given, or that (notwithstanding the deletion of paragraph (1) of
Direction No. 15) Sydney Airport is to be treasted effectively as being subject to a price cap.
BARA concedes that the Commission is dlowed (indeed is required) to assess the efficiency of the
exiging cost base and the leve of returns currently being achieved.

On the other hand, BARA argues that the Commission should not Smply ‘re-open existing prices .%
Thisis because the existing prices dlow SACL areasonable return;
...that is, current aeronautical charges are sufficient to maintain and replace existing assets, cover

efficiently incurred operating expenses, and to provide a service of at least equal quality to that
provided by the FAC prior to the commencement of the Project 5

Accordingly, there is no demongtrated judtification for the price adjusments in respect of pre-
exiding assets.

BARA argues in support of its contentions that such an gpproach ‘is both appropriate from an
economic perspective, and maintains consistency in the regulatory approach in respect of Audtrdian
airports .© Asto the latter, it argues that, even though no CPI-X price cap is gpplicable a Sydney
Airport, the same regulatory approach [should be taken] to Sydney Airport as for the privatised
airports.

In the Commisson's view the applicable indruments do not as a maiter of law prohibit the
Commission from ‘re-opening’ the existing prices, and adopting an gppropriate methodology to
ascertain whether or not the proposed prices reflect an efficient cost base and a reasonable return
on assets.

The Commission’s task under section 22 of the PS Act is to decide whether or not to object to the
proposed prices. The increase in prices is the trigger, but not the subject matter, of the
Commisson’s congderation. It is clearly a relevant consideration, as part of this analyss, for the
Commission to condder whether the existing prices are inefficient. However, it would not be
correct to state that the Commission is required, as a matter of law, to first be satisfied that the
exiging prices ae economicdly flaved before it is entitled to accept and goply a different
methodology for determining what would be efficient prices for the rdevant services than the
methodology that has been used in the past to derive the existing prices.

For the reasons set out in chapter 2, the Commission has not regarded it as gppropriate to place
ggnificant emphass on the movements in units cogts of aeronautical services since the lagt price
notificationsin 1998.

For the reasons set out in chapters 2 and 7, the Commission considers that the regime gpplicable to
Sydney Airport is sgnificantly different from that applicable to the privatised airports. In particular,

% |bid., p. 59; and Board of Airline Representatives of Australia, 20013, op. cit., p. 19.
51 Board of Airline Representatives of Australia, 2000b, op. cit., p. 59-60.
2 |bid, p. 108.
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the absence of a price cap or explicit reference to starting point prices indicates that the Commission
is not to take the existing prices as given or assume their gppropriateness.

BARA further argues that the correct application of s. 17(3)(b) of the PS Act requires the
Commission to address the question whether afirm in SACL’ s position facing competitive congraint
would increase its prices® It contends that it is ‘highly unlikdy’ tha this would be the case. This
issueis discussed in the Commission’s consideration of s. 17(3) in chapter 2, where the Commission
concludes that the question posed by BARA is not the centra question to be addressed.  Further,
the Commission is not persuaded that SACL would not raise its prices in the absence of its
substantial market power.

In these circumstances, and given the Commission’s acceptance of a dud till methodology (see
chapter 4), the Commission consders it gppropriate to have regard to whether the existing prices
are efficient, and in paticular whether the returns earned by SACL from the provison of
aeronautica services are reasonable.

3.2.3 Sufficiency of information

The sufficiency of information provided by SACL, and the problem of information disparity as
between SACL and the airlines, has been a central feature of this process.

BARA agues genegdly that the inadequacy of information provided by SACL requires the
Commission to rgect the use of the building block methodology. The Commission has assessed this
issue in the context of each of the matters that it has taken into account in assessing the SACL
proposds. The ultimate question is whether it is “appropriate’ to object or not object to the
proposed prices® Clearly, where less information is avalable it has been more difficult for the
Commission to reach an informed view about the matter concerned. However, while the
Commission is unable to make a finding as to the existence of a fact where there is no evidence to
support that finding, it is a matter of judgment in each case as to whether it has sufficiently probative
information on which to baseits views.

In the current case there are a number of matters in relation to which the Commisson has received
less information, or information of alower qudity, than would idedly be desrable. In each casethe
Commission has formed a view that it consders appropriate in the light of the information available
to it. Indeed, in reation to necessary new investment that gpproach is explicitly envisaged by
Direction No. 18.% However it is not of the view that this deficiency adone judtifies objection to the
proposals.

The Commission has been concerned to ensure that, as far as possible, information provided to the
Commission by SACL has been made available to the airlines to ensure that the information is
adequatdly tested and that the airlines have an adequate opportunity to present their case. The
Commission recognises that the process has been less than optima. SACL has clamed

8 Board of Airline Representatives of Australia, 20014, op. cit., p 19.

54 Section 17(1)(a), PS Act.

% Direction No. 18 provides that ‘ each proposal will be considered on its merits having regard to the information
availableto the ACCC'.
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confidentidity in relation to certain information, and has not provided other information in astimely a
manner as the airlines would have liked.

The Commission has limited powers in this process to require the disclosure of information by
SACL. In accordance with its published procedures, it has been concerned to respect claims for
confidentiaity where these cannot be demongtrated to be unjustified.®

The Commission recognises the importance of ensuring thet the information upon which it relies is
adequatdly tested. In many ingtances the arlines are in a good postion to test the probity of
information supplied by SACL. The Commisson has sought to ensure that, subject to vaid
confidentiaity clams, SACL provides al information relevant to its proposds to the airlines. This
has been largely achieved. The Commisson rgects BARA’s clam tha the Commisson should
disregard any information that has not been provided to BARA.

In conclusion, while it recognises thet there have been some delaysin the provision of information to
the airlines, the Commission is satisfied that the information upon which it reliesto reach this decision
has been adequately tested, and that the airlines have had adequate opportunity to prepare and
present their case.

3.2.4 Quality of service

Direction No. 18 makes two references to qudity of service issues.
Paragraph (1) of Direction No. 18 states:

Quality of service information obtained under Part 8 of the Airports Act 1996 may be taken into
account by the Commission in considering notifications to increase prices for declared services.
This alows (but does not oblige) the Commission to have regard to certain qudity of service
information, both in relation to new investment and existing services.

Paragraph (2)(g) of Direction No. 18 requires the Commission to have regard to “arport
performance againgt qudity of service measures’ in its assessment of proposals to increase charges
asaresult of necessary new investment.

SACL acknowledges the importance of qudity of service in its pricing proposd, staing “[t]he
quality of the services and facilities provided are an important part of the vaue received by airline
customers and travellers usng Sydney Airport”.¢ As part of its proposad SACL comments on
passenger surveys of quality of service conducted in 2000.

In its submission BARA places sgnificant emphasis on the need for the Commisson to take into
account quality of service issues. These arguments are more fully set out in paragraphs 7.6 and 7.7
and chapter 12 of the BARA submission. Other submissions do not comment on qudity in relaion
to the operation of the regulatory framework.

Quality of service issues are clearly relevant to the matters raised by section 17(3) of the PS Act and
are discussed in chapter 7. In consdering these issues the Commission notes that Direction No. 18

% See Australian Competition and Consumer Commission, 1998d, op. cit., pp. 5—6.
57 Sydney Airports Corporations Ltd, 2000c, op. cit., p. 12.
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does not restrict or compel the Commission to take qudity of service information into account in any
particular way.
In the Commisson’s view the adoption of the building block methodology does not prevent the

Commisson from taking adequate account of qudity of service issues in accordance with the
regime.

3.3 Application of the building block approach to Sydney Airport

Mogt of the submissions comment on SACL’s gpplication of the building block gpproach.

Submissons from IATA and British Airways comment on a number of aspects of SACL’'s
gpplication of the building block approach, including the dud till approach to pricing, the asset base
and therate of return. These are considered in chapters 4, 6 and 11 respectively.

Submissons from Audrdia Pacific Airports Corporation (Mebourne Airport) and Brisbane,
Canberra, Perth Airports aso comment on these issues. Each of the submissons argues that
SACL’s gpplication of the building blocks gpproach is congstent with the Commission’s DRP. Their
detailed comments are a'so considered in chapters 4, 6, and 11.

The arport operators submissons aso comment more generdly on the building block approach,
questioning its gppropriatenessin regulaing airports. Brisbane Airport, for example comments:
More generally, we note that rather than using the building blocks as one source of information

about an outcome, regulators implement this approach by making it the outcome. This being the
case regulators have become increasingly focussed on:

Business costs, rather that customer outcomes and prices; and

The collection of detailed information concerning business inputs and costs with little, if any,
long term vision provided to industry and consumers about requirements for prices and the
quality of other customer outcomes.

Notwithstanding intentions of light-handed, incentive based regulation, the implementation of a
building block approach often provides to all intents and purposes, input focused or cost based
regulation. Inthelongterm, it is Brisbane Airport’s belief that cost based regulation is unlikely to
bein the best interests of industry, investors or customers.%®

In making these comments the airport operators do not seem to oppose the approach taken by
SACL. Neverthdess they seem to raise concerns about the Commission’s DRP, and in particular
what they see as a cost-based rather than incentive-based approach to setting prices.

BARA’s submisson contends that the building block methodology is inappropriate for Sydney
Airport. In support of this position it makes the following main arguments.

Unlike the dectricity and other indudtries, in the context of Sydney Airport the building
block methodology would be applied in the absence of aprice cap. BARA datesthat:

This is particularly important given the significant growth in traffic at Sydney Airport. Under
SACL’sproposal its revenues will grow in proportion to growth in traffic resulting in significant

% Brisbane Airports Corporation Ltd, November 2000, Response to the ACCC on the Sydney Airport Revised
Draft Aeronautical Pricing Proposal, p. 3.
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over-recovery of costs. The importance of traffic forecasts and SACL’s refusal to provide
these forecaststo BARA is noted %

There are inadequate safeguards for such a methodology. BARA refers, for example, to
chapter 10 of the Commisson's DRP which deds with the problems of information
asymmetry and the need for adequate information disclosure requirements.

The building block approach is being used to address the wrong economic question. It
appears to be used to estimate the costs of a hypothetical new market entrant (i.e. the costs
of by-pass). Thisis irrdevant a Sydney Airport where new entry is not viable and the
prices for aeronautica services will not affect any build-buy decisons. On the contrary the
economic issues to be addressed are whether the prices a Sydney Airport encourage
efficient investment in agronautica and non-aeronautica assets, and the efficient operation
of the airport. BARA argues that:

The appropriate approach to address these issues is to determine aeronautical charges to

recover the minimum efficient costs to continuing to provide aeronautical services, including

the cost of necessary new investment. This differs significantly to the costs of by-pass
underlying SACL’s building block approach.™

The SACL proposal would not be sustainable without the use of market power.
SACL’smode will not ddiver the economic benefitsit clams.

BARA’s arguments raise legitimate concerns in relation to SACL’s pricing proposd and are
consdered in the context of the Commisson’s assessment of the gpplication of the building block
approach in Chapters 4 to 12.

BARA emphasises the different economic characteristics of the eectricity and airports sectors, and
agues that these differences render the Commisson’s reliance on its gpproach in the DRP
inappropriate. Unlike airports, in the eectricity industry the question of interdependencies does not
arise from aregulatory perspective™ The exisence of ring-fencing arrangements, access regimes
and retall contestability ensure that distribution business that are dso engaged in retail are not able to
earn excess profits from their retall activities. This means that any interdependencies between
digtribution and retail functions will not affect the economic decisons made by the owners of the
integrated business. It dso means that any market power associated with control of the wires
cannot extend into retail services. This can be contrasted with the case of airports, where:

the increased non-aeronauticd profits associated with an expansion of aeronautica facilities
(and hence greater passenger throughput) will affect those decisions; and

part of the monopoly returns to providing aeronautical services is that it dlows the arport
operator to achieve excess profits on its non-aeronautical services.

Expressed briefly, the Commission’s view on the first of these points is that BARA has not been
able to persuade it that SACL would, in the absence of its substantial market power, take into
account its profits from non-aeronautica services. More importantly, the Commission does not

% Board of Airline Representatives of Australia, 2000b, op. cit., p. 110-111.
I bid.
" See Board of Airline Representatives of Australia, 20013, op. cit., pp. 16-17.

65



regard this as the centrd question to be addressed in congdering the efficiency implications of
SACL’s market power.

As to the second point, the Commission recognises that SACL’s power in the market for
aeronautical services requires the Commission to have regard to the interdependencies between its
aeronautica services and certain non-aeronautical services. However this does not require regjection
of the building block approach, and can be achieved by modifying the agpplication of that
methodology to take those interdependencies into account. These issues are dedt with more
extensively in chapters 2 and 4.

In relation to the generd comments made by arport operators about cost based pricing, the
Commission notes that it is on record as supporting incentive based regulatior?.  Furthermore it is
the Commission’s view that the building block gpproach adopted in the DRP is consstent with an
incentive-based approach to pricing. The approach establishes a darting point for an alowable
revenue for dectricity transmisson sarvices. In relaion to Sydney Airport the current regulatory
framework does not establish a price cap, though thisis likely to be considered by the Government
in the lead up to privatisation and the Productivity Commission in its review of arport regulatory
arangements. If a price cap is established it seems likely that the prices introduced by SACL
pursuant to this decison by the Commission would form the starting point for the cap.

3.4 Commission decision

In light of the foregoing, the Commisson consders it appropriaie to goply a building block
methodology to the assessment of SACL’s pricing proposds. This methodology should gpply to dl
assts used for the provison of aeronautica services, including the SA2000 invesments. In
addition, a particular assessment of necessary new investments should be carried out in accordance
with the terms of Direction No. 18. This assessment should incorporate the results of the building
block approach where reevant to the maters referred to in Direction No. 18.

The Commission’s decision is not to object to SACL’s use of a building block agpproach. This does
not necessarily mean that the Commission accepts the way in which SACL gpplied the approach in
its proposals and that there are not issues related to its gpplication that need to be addressed. In its
decison the Commission assessed the details of SACL’s gpplication of the building block approach.
The outcome of this assessment is discussed in Chapters 4 — 12 of this paper.

2 See, for example, the Commission’s submission to the Productivity Commission’s Public Inquiry into the
National Access Regime. Australian Competition and Consumer Commission, December 2000j, Submission
to the Productivity Commission Review of the National Access Regime. A copy of this submission is
available on the Productivity Commission’s website at
<http://www.pc.gov.au/inquiry/access/subs/sublist.html>.
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= Chapter 4. Thedual till methodology

4.1 Introduction

Two basic approaches can be applied to the determination of the rate of return applicable to the
provison of aeronautical services. The dud till gpproach to pricing conceptudly separates the
aeronautica from the non-aeronautical functions of an airport. It identifies those costs involved in the
provison of aeronautica services and uses them as the basis for setting aeronautica charges. This
approach necessitates an identification of those services considered as agronautica, dlong with an
dlocation of the costs that are common to aeronautical and non-aeronautical functions. For
aeronautical services, the dud till approach requires that revenues cover the directly attributable
costs of providing these services, including an gppropriate return on assets that are used solely for
these sarvices, as wdl as a contribution to cods that are common to both aeronautical and non-
aeronautical services.

Until recently regulation both in Audraia and overseas has tended to be based on the single till
gpproach to pricing. Under a single till approach to pricing, arport revenues are determined by
Seiting an appropriate rate of return on al assets that are used for the provison of dl services at the
arport. Totd costs of the whole arport are caculated, dong with non-aeronautical revenues.
Aeronautical prices are then set as a resdua to meet a rate of return target for the airport as a
whole. Under this approach the alocation of costs between agronautica and non-aeronautica
savicesis less Sgnificant, given that the dlowable revenue figure is based on total cogs. The sngle
till approach is used in the U.K. regulatory regime - tota costs are projected over a five-year
regulatory period aong with non-aeronautical revenues.

In the past arport prices were set by the FAC on a‘sngle till’ basis. The FAC adopted a rate of
return target on the airport as awhole, and set aeronautical charges at the level required to mest the
rate of return target. Since profitability on non-aeronautica services was high, and well above the
target rate of return, this meant that returns on the aeronautical Sde of the business were low, often
negative. SACL’s proposd is predicated on the dud till gpproach. This is a Sgnificant departure
from the previous price natifications by the FAC. This chapter reviews the two gpproaches to
pricing and variants of them. Section 4.2 outlines SACL’s gpproach. Section 4.3 outlines the
legidative framework in relation to the dud till. Section 4.4 provides an economic assessment of
SACL’s proposds both in terms of its implications for efficiency and market power. The discusson
aso assesses the dternatives proposed by BARA and other airport users. The Commisson’'s
conclusions are presented in section 4.5.

4.2 SACL’sproposal

SACL’s proposal is predicated on the need to recover aeronautical costs through aeronautical
revenues. Thisimplies the adoption of adud till gpoproach to revenue determination.

Although SACL has not taken non-aeronautica revenues into consideration, it has taken some of
the costs associated with the supply of non-aeronautical services into consderation by alocating
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joint and common costs between aeronautical and non-aeronautical services.™ The cost dlocation
methodology used by SACL isdiscussed in detail in chapters 9 and 10.

In proposing a dud till gpproach to pricing SACL points to the consistency of the dud till gpproach
with government policy as reflected in the pricing policy paper and supporting legidative
framework;* to economic arguments based on the promotion of economic efficiency and to
precedents in other regulated industries.

In relation to economic efficiency SACL argues that its dud till proposa provides pricing sgnds
which would promote efficient use of existing airport capacity and signds for invesment in additiona
capacity. The existence of excess demand (congestion) at Sydney Airport with the consequent need
for gppropriately timed invesment is argued to increase the importance of efficient pricing of
aeronautical services’™

SACL aso argues (quoting Kahn) that in adopting a dud till, it hes:

..... applied principles directed at achieving economic efficiency, ie:

The most fundamental corollary of the principles of efficient pricing is that to the extent goods or
services have separate or separable costs, they must to the greatest extent feasible have
correspondingly separate prices based on these costs.”

By contrast the single till is inefficient, SACL argues, in tha prices for agronautica and non-
aeronautica services do not reflect cogdts, and that it therefore gives rise to a cross-subsidy from
non-agronautical to aeronautical services. SACL suggests that the dud till overcomes this
ineffidency.
Establishing prices in accordance with this economic principle ensures that the most fundamental
role of priceswill be achieved; that is, priceswill:
provide signals for investment in new/expanded capacity; and
ensure that capacity is allocated to those who value it most.”
In its response to the draft decison, SACL is critica of the gpproach taken by the Commisson.
SACL arguesthat the draft decision would:

undermine incentives to invest in aeronautical -rel ated services;

provide incentives for SACL to divest itself of aeronautical-related services, in order to
capture the economic rents;

3 Common costs may be thought of as ‘costs of shared inputs used in the production of several outputs where
the input proportions can be varied at the discretion of the enterprise, so that it is possible, in principle, to
trace them to individual services'. Joint costs may be thought of as ‘costs in a multi-product enterprise not
attributable to individual outputs or services' in fixed proportions. An example of a common cost in an
airport context is passenger terminal corridors servicing retail and other non-aeronautical areas as well as
passenger lounges and other aeronautical areas. An example of ajoint cost is landside roads servicing car
parking and car rental facilities aswell as providing access to passenger terminals.

" Department of Transport and Regional Development, op. cit.

S See Sydney Airports Corporation Ltd, 1999b, op. cit., p. 2-2 and pp. 3-4 to 3-5.

6 Sydney Airports Corporation Ltd, 2000c, op. cit., p.58. The quote is from AE Kahn, May 1991a, Evidence on
Behalf of the Government of the United Kingdom of Great Britain and Northern Ireland, US/UK Arbitration
Concerning Heathrow User Charges, p. 3.

" Sydney Airports Corporation Ltd, 2000c, op. cit., p. 59.
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not ‘protect’ customers of aeronautical-related services by ensuring that they face lower
prices; and

not result in allocative efficiency in the use of aeronautical services.
4.3 Legidative framework

This section congders the scope of the legidative framework, and the extent to which it limits the
Commission’s discretion in respect of the matters to which it may have regard in setting aeronautical
prices, and the methodology it may adopt to derive those prices. The discusson focuses on
whether, and if s0 to wha extent, the Commission may have regard to the prices, costs and
revenues associated with SACL’s provision of non-aeronautica services when setting aeronautica
prices a Sydney Airport.

4.3.1 Thedual till approach to pricing and the regulatory framework

SACL’ s proposd argues for adud till gpproach to pricing, suggesting that:

In common with the Phase 1 and Phase 2 airports, in adopting these definitions of “aeronautical
services” and “aeronautical related services’ the Treasurer has given effect to the policy
decisions of the Government as reflected in the Department of Transport and Regional
Development November 1996 Pricing Policy Paper. Those decisions include the Government’s
intention not to mandate the use of a“single till” approach to airport pricing, and not to subject
the entirety of an airport’ s operations to control or monitoring.™

The proposa further states that:
...the pricing structure and levels set out in this notification are:

consistent with the considerations to which the Commission must pay particular regard
under section 17 of the PSA;

consistent with the special considerations set out in the Treasurer’s Direction 16 made under
section 20 of the PSA;

consistent with and supported by the policy position of the Government in relation to pricing
at major Australian airportsand, in particular, at Sydney Airport; and

equal to those required to be sought by the directors of Sydney Airports Corporation
Limited in accordance with their duties under the Corporation Law and the Governance
Arrangements for Commonwealth Government Business Enterprises.®

For the following reasons the Commission consders that it is not required, as a matter of law, to
adopt adud till approach to determining prices for aeronautical services a Sydney Airport.

Under Declaration No. 89 “aeronautical services’ are notified services for the purposes of s. 22 of
the PS Act. SACL’s pricing proposds relate solely to certain aeronautical services. Pursuant to s.
22 of the PS Act the Commission’s task is to consder whether it should object to those prices, or
gpecify dternative prices. The consequence is that only aeronautical services can be the subject of

8 Sydney Airports Corporation Ltd, 20014, op. cit., p. 52.

™ Sydney Airports Corporation Ltd, 1999b, op. cit., p.3-1. Note that Direction No. 18 has subsequently replaced
Direction No. 15, and that Direction No. 16 was replaced by Direction No. 19, which has been further
replaced by Direction No. 21.

8 Sydney Airports Corporation Ltd, 1999b, op. cit., p. 3-3. See above footnote regarding Direction No. 16.
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the Commission’s decison. The Commission cannot, for example, purport to set or object to the
prices charged by SACL for non-aeronautica services. The implications of the declaration of
aeronautica services on the interpretation of the s. 17(3) criteria is discussed in more detail in
chapter 2.

The centrd issue is whether the Commission is entitled, in assessng SACL’s pricing proposas in
relation to aeronautical services, to have regard to and take into account the prices, costs and
revenues associated with the provison by SACL of non-aeronautical services a Sydney Airport. |f
it is entitled to do so, the question would be whether it is congtrained in the choice of methodology
asto how they are taken into account. There would appear to be two possible methodologies. The
first posshility is that the application of a dud till approach is modified or adjusted to take those
meatters into account in assessing the dlowable revenues for aeronauticd services. Alterndtively a
sngle till gpproach could be adopted whereby these matters are taken into account by including
them in the cost base from which an overdl rate of return is caculated.

In order to conclude that a dud till approach is required by the framework, it would be necessary to
establish ether that the prices, costs and revenues associated with the provison by SACL of non-
aeronautical services at Sydney Airport are not relevant to the matters to which the Commisson is
entitled to have regard in assessng the SACL proposds, or that, even if they are rdevant, the
regime prohibits the adoption of ether of these methodologies for taking them into account.

Asto thefirgt point, SACL contends that: —

SACL’s prices for non-declared aeronautical services are an irrelevant consideration in the
assessment of the draft notification in respect of declared aeronautical services.

Essentidly, SACL’s argument is that, because the Commission does not have a relevant function
under the PS Act in relation to non-aeronautical services, the latter cannot be relevant to an
assessment of anotice relating to aeronautical prices.
Shortly stated, our legal advice is that the Commission would be in error if it asserted that it was
required by section 17(3)(b) of the Act to take into account any SACL market power in respect of
undeclared aeronautical related prices when assessing a draft notification in respect of declared

aeronautical services. To adopt that view would be to legally confuse the Commission’s quite
separate functions and powers under the Act.

The quedtion is, as implied in the first quotation, whether those prices, costs and revenues are
relevant to the matters to which the Commission is entitled to have regard in assessing the proposals.

The Commission takes the view, for the reasons set out later in this chapter, that because of the
interrelationships and interdependencies between the prices and costs structures of aeronautical
sarvices and those of other services provided at the arport, the latter are relevant to a consderation
of the efficiency implications of the prices for agronautical services a Sydney Airport.

This decison sats out the Commisson's reasons for its view that, in order to ensure efficient
aeronautical prices and that SACL’s market power is adequatdly constrained when setting
aeronautica prices, it may be gppropriate to take account of ‘excess profits earned by SACL from
certain non-aeronautica services when determining the appropriate price for agronautical services.

81 Sydney Airports Corporation Ltd, 20013, op. cit., pp. 25-28.
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The Commission stresses that to do so would not Smply be based on the view that SACL has
market power in relation to the provision of these services.

The next question is whether, if the rdevance of these issues is accepted, the regime prohibits the
adoption of amechanism for bringing them into account in deriving aeronautica prices.

Prior to the issuing of Direction No 22, the question had arisen whether Government palicy is that
the Commission should adopt a dud till methodology, and if so whether that policy limited the scope
of the Commission’s discretion. SACL cites the pricing policy paper as support for its view that the
Government’s intention is that aeronautica prices a Sydney Airport should be st on the dud till
basis proposed. The pricing policy paper states as follows:
The Government will not mandate the use of a “single till” approach to airport pricing. While
implementation of the price cap on aeronautical charges post leasing does not preclude airport
operators setting aeronautical charges as a residual — i.e. after taking into account the levels of

non-aeronautical charges — the Government’s objective is simply that aeronautical charging
levels remain within the price cap ®

And later:

Beyond the central issue of market power, it is not intended that the review place further
obligations on airport operators in respect of pricing. As with the initial five-year period, the
Government will not mandate the use of asingletill approach to airport pricing. Thiswill remain a
matter for operators®®

The statement that the Government does not mandate single till does not appear ether to prescribe
the use of adud till methodology or prevent the Commission from gpplying a single till methodology
where gppropriate. More importantly, it would also not seem to address the gpplication of adud till
methodology that is adapted to bring non-aeronautica servicesinto the equation.

In his submission dated 12 January 2001 the Hon John Anderson MP, Deputy Prime Minister and
Minigter for Trangport and Regiona Services, stated:
The pricing policy framework clearly states that the Government would not mandate the use of a
single till approach to aeronautical pricing and it does not expect that approach to be mandated
by regulatory control. To do so would clearly be at odds with the Government’s objectives n
privatising the airports®
SACL agues tha ‘[n]otwithstanding any confuson that might have arisen from a narrow
interpretation of the policy paper, the Government’s policy on the single till issue has now been
absolutdy dlarified by Minister Anderson by gtating that the Government does not expect asingleftill
approach to be mandated by regulatory control’ .

Neither the pricing policy paper nor any other expresson of Government policy absolve the
Commission from its task of determining the most gppropriate methodology for Sydney Airport in
the light of the criteria set out in section 17(3) of the PS Act and the directions, and its objectives as
expressed in section 2.2 above.

82 Department of Transport and Regional Development, op. cit., p. 3.

8 bid., p. 8.

8 A copy of the Minister’s submission may be found on the Commission’ s website at <http://www.accc.gov.au>.
8 Sydney Airports Corporation Ltd, 20014, op. cit., p. 29.
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Absent the introduction of Direction No 22, the Commission is of the view that the regulatory
framework does not — as a matter of law - prevent the Commission from taking the costs and
revenues of non-aeronautical services into account in assessing the prices for aeronautica services.
The question is whether Direction No 22 does so. In the Commisson’s view it does not. Direction
No 22 expresses Government view that, in assessng SACL'’s prices for aeronautical services at
Sydney Airport, the Commission “should not take into account the revenues generated, or costs
incurred, in the provison of services other than agronautical services’. As discussed in chepter 2,
that view seemsto be based on the policy that the dua till methodology - as proposed by SACL - is
the most appropriate means of pricing aeronautical services at Sydney Airport. Under section 20 of
the PS Act the Commission must give “specid consderation” to that policy. Strictly spesking,
provided it does 0, it is not — as a matter of law - required to either implement that policy or do so
in accordance with the procedure (if any is expressed in the direction) contemplated by the Minigter.
However, where the matter expressed in the direction reflects an expression of government policy,
the intention of the legidation is clearly that the Commisson give specid weight to reflecting thet
palicy in its decigon.

Finaly, the Commisson notes that it is not condrained by the fact that SACL has adopted a
particular pricing gpproach in its pricing proposd. The Commisson's task is to determine what is
the most gppropriate methodology to apply, having regard to the Statutory criteria and the objectives
of the Commisson’s powers. The Commission is not prevented from gpplying a methodology thet
differs from the dud till methodology as it has been gpplied by SACL in its proposd to the extent to
which that is conggtent with the regulatory framework.

4.3.2 Singletill, interdependencies and theregulatory framework

Two issues arise for congderation here. The firg is whether the regulatory regime requires the
Commission, as a matter of law, to take into account the prices, costs and/or revenues of non-
aeronautica services when setting aeronautical prices. The second is whether the regime requires the
Commission, as ameatter of law, to adopt asingle till methodology as the mechanism for doing so.

Prior to the introduction of Direction No 22, BARA disputed SACL’ s interpretation of Government
policy and the degree of discretion that the Commisson has in the gpproach that it must use to
evauate SACL’s pricing approach.

BARA argued that:

Interrelationships and interdependencies between aeronautical and non-aeronautical investment
and revenues must be recognised in the assessment of returns required for both necessary new
investment and pre-existing investments®

According to BARA s17(3) and Direction No. 18 require that approach.

In support of its contention, BARA argues that the Commission is required to take these mattersinto
account to the extent to which they are demonstrated to be relevant to:

the overall rate of return earned by SACL from itsinvestment in Sydney Airport;

% Board of Airline Representatives of Australia, 2000b, op. cit., p. 56.
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the profitability of SACL and the influence of that profitability on SACL’s investment
decisions; and

the overall efficiency of the Sydney Airport operations?

In chapter 10 of its submisson BARA seeks to demondrate that the interdependencies and
interreaionships are in fact relevant to those issues.

BARA contends that the issue of Direction No. 22 by the Minigter does not undermine these
arguments. In commenting on this matter in its submission to the Commisson, BARA argues that:

...Direction No. 22 is clearly inconsistent with the policy intent of section 17(3) of the Prices
Surveillance Act 1983 (‘PS Act’) and the matters the Commission must take into
consideration under Direction No. 18.%

More specificaly, BARA submits that Direction No. 22 is contrary to the requirements of both
section 17(3)(a) and 17(3)(b) of the PS Act.

As discussed in section 4.3.1, the Commission is of the view that, in the absence of Direction No
22, it would be appropriate to take into account interdependencies or interrel ationships between the
costs and revenues of aeronautica services and those of non-aeronautica services at the airport, to
the extent to which they are factudly relevant and conceptualy compelling in order to achieve the
objectives referred to in section 17(3) and section 2.2. The ‘overdl rate of return earned by SACL
from its invesment at Sydney Airport’ and the ‘profitability of SACL and the influence of that
profitability on SACL’s investment decisons would clearly seem to be relevant to an assessment of
these criteria

However, in the Commission’s view, even if these considerations require the Commission to have
regard to the interdependencies and interrelationships between aeronautica and non-aeronautical
sarvices, it cannot be said that it is required to have regard to all non-aeronautical services. That
depends on the nature and extent of the interdependencies. Furthermore, the regime does not
require the Commission - as a matter of law - to adopt a single till gpproach or to bring into account
in caculation of the revenues alowable for aeronautica services profits from all non-aeronautica
services. The gppropriate methodology must be determined in the light of all of the relevant criteria
and to ensure that as far as possble the prices for aeronautical services achieve the objectives
outlined in section 2.2. The discussion in this chapter and in chapter 5 congiders the extent of these
interrelationships and interdependencies, ther relevance to the efficiency and market power
implications of aeronautica prices, and the appropriate mechanism for giving effect to them. Findly,
the Commission considers the implications of Direction No 22, concluding thet it is appropriate to
give effect to the policy reflected in that direction.

4.3.3 Conclusons

The Commisson concludes that it is not required, as a matter of law, to apply either a dud till
methodology or a single till methodology to the assessment of SACL’s proposds.  Further, it
accepts that interdependencies between aeronautical and non-aeronautical services at Sydney

8 Ibid., pp. 53-55 and p. 86.
8 Board of Airline Representatives of Australia, 2001c, op. cit., p. 2.
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Airport are likely to be rdlevant matters to take into account when setting aeronautica prices.
Which non-aeronautical services should be taken into account and the way in which they should be
taken into account depends on a detalled condderation of the statutory criteria and directions.
Accordingly, the methodology thet is gppropriate, and the way in which that methodology should be
applied, depends on an assessment of which gpproach most adequately furthers the objectives of
the regime.

4.4 Economic analysis

The preceding section outlines the regulatory framework as it gpplies to SACL. The discusson
notes that the advent of Direction No. 22 provides the Commission with clear direction with regard
to the government's policy on the generd agpproach to pricing aeronauticd services. The
Commission, however, dso consdered the dternatives in light of the objectives spelt out in section
2.2. This section provides an assessment of SACL’s proposd againg the efficiency and market
power objectives taking into consderation submissions from interested parties.

A particular consgderdtion is the dynamic incentives the chosen gpproach would provide to SACL.
SACL should face appropriate signals for efficient new investment decisions as far as possble.
Additiondly, arport users should receive gppropriate sgnds for the efficient use of the airport. A
third objective in consideration of a suitable gpproach to aeronautical pricing is ensuring that SACL
would earn a reasonable rate of return on assets but would not generate monopoly rents. The
objective relating to the efficiency of the cost base is not specificaly relevant to the consideration of
this question.

To assd in its assessment the Commission engaged consultants, the Network Economics Consulting
Group (NECG), to provide advice on SACL’s adoption of a dud-till approach to pricing. A report
was made publicly available in May 2000.2° This paper assessed the likely implications of both single
till and dud till with regard to three generd types of economic efficiency — alocative, productive and
dynamic.

4.4.1 Viewsof interested parties

Submissions to the Commission from operators of the privatised airports support SACL’ s adoption
of the dud till approach to pricing aeronautical services. Brisbane Airport agrees with SACL that a
dud till approach should be utilised. Likewise, Perth Airport supports SACL’s arguments againg a
sngle till. Mebourne Airport supports SACL’s use of the dud till approach, arguing thet it leads to
more efficient outcomes overdl than the dngle till. Coolangatta Airport supports the dud till
gpproach on the bass that it is the airport operators, not airlines, which bear the risks associated
with non-aeronautica investments.

Impulse Airlines so supports SACL’ s proposal.

Airport users, in generd, strongly oppose SACL’s gpplication of the dud till approach. BARA is
particularly concerned with the fact that dua till does not take into account the interdependency

8 Network Economics Consulting Group, May 2000b, ‘Dual Till’ at Sydney Airport. The report is available on
the Commission’ s website at <http://www.accc.gov.au>.
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between aeronauticd and non-aeronauticad services. The BARA submission outlines the following
arguments against SACL’s proposal.® The existence of markets for non-aeronautica services a
Sydney Airport is dependent upon the provison of aeronauticad services. In providing these non-
aeronautica  services, arports are able to ean ‘excess profits. BARA argues tha
interdependencies must therefore be explicitly recognised and incorporated when assessng
aeronautical chargesin order to avoid atransfer from airline travellers to the airport.

In its submission commenting on the Commisson’s draft decison, BARA argues that SACL eans
higher than norma profits in al non-aeronautica services. Accordingly, it suggests that in not taking
al non-aeronautica services into account, the Commission is failing to ‘prevent SACL from taking
advantage of its market power in setting aeronautica charges .

IATA fully endorses the views of BARA, dso expressing the view that a dud till approach would
lead to ‘windfdl’ gains for Sydney Airport.
If the “dual-till” were to be considered for Sydney, the Commission would have to consider the
large impact on profits that would be made by SACL as non-aeronautical profit would not be
constrained by the regulatory regime placed on aeronautical profit. The Commission will need to

be mindful that high or excessive economic profit generated by SACL under a “dual-till” system
may forceit to intervene.®

In commenting on the Commission's draft decision, IATA re-iterates its argument that * 75% of the

total revenue derived from non-aeronautical sources should be gpplied to the agronautical charges
cost base’ .=

BA advocates the continued use of the single till gpproach to aeronautica pricing, arguing that it
provides arport operators with suitable incentives to develop commercid activities. BA dso
suggedts that arlines should benefit from retall activities at airports as they bring passengers to the
arport. In light of this argument, BA dates it will consder ‘reviewing dternative structures which
would ensure that airlines benefit from wider revenue opportunities .

OAOA and the RAAA aso endorse the arguments of BARA. The OAOA emphasises that one of
its primary concernsis pricing based on time of day usage.

4.4.2 Efficiency - sgnalsfor new investment

A dgnificant concern arisng from the goplication of the sngle till is its effect on the investment
incentives of the arport operator. In the United Kingdom, for example, users of the airport’s
aeronautical facilities bear the risk associated with non-aeronautica  activities, as lower than
expected revenues from these services results in higher aeronautica charges and vice versa. This

% The BARA proposal was explicitly endorsed by IATA, BA and OAOA in their submissions to the
Commission. To avoid duplication, each of these parties referred to the BARA submission for a substantive
critique of SACL’ s proposal.

%1 Board of Airline Representatives Australia, 20013, op. cit., p. 25.

9 International Air Transport Association, December 20003, |ATA submission to Australian Competition and
Consumer Commission “ Single Till”, p. 3.

% International Air Transport Association, March 2001b, ACCC'’ s Draft Decision, p. 6.

% British Airways, November 2000, Aeronautical Pricing Proposal by Sydney Airports Corporation Ltd:
Submission to the ACCC.
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separation of decison-making and risk bearing is clearly an unsatidfactory outcome. Airport
operators do not receive appropriate sgnas on which to base their investment decisons, and the
risk is shifted to aeronautical users, who are potentidly less informed than the arport operator and
who do not make the invesiment decision.

If dl profits from non-aeronautical services are trandated into lower agronautical charges, the airport
operator has no particular incentives to invest in these non-aeronautica services. The single till can
therefore amount to the impogtion of a 100 per cent tax on ardatively competitive activity to fund a
non-competitive service (agronautical services). One way of overcoming this regulatory problem is
to require certain amounts of non-agronautical investment on the part of the arport operator.
However, this givesrise to a subgtantia information asymmetry between the airport operator and the
regulator, leading to a high risk of regulatory falure. Furthermore, in the case of SACL, the
regulatory framework does not provide a mechanism for the Commisson to enforce such an
gpproach. Thus there is the potentid under a single till for the incentives for efficient invesment in
non-aeronautical servicesto be blunted.

A further problem with invesment incentives under the single till gpproach is the extent of the
Averch-Johnson effect or incentive to over-invest in capitd equipment. On the bass that
aeronaticd sarvices are more capitd-intensve than non-aeronauticd  services, in some
circumstances airports will want to expand the former relative to the latter.®

In generd, removing certain services from the till — ie, adopting a dud till approach - reduces the
asset base which is taken into account in determining regulated prices. It follows that the problems of
ensuring efficient investment in non-aeronautical services will be a greater concern when a singletill,
rather than dud till, approach to regulatory pricing is employed.

In support of its gpplication of a dud till gpproach to pricing, SACL highlights these problems. In
particular, SACL suggeds that the provison of non-aeronautica services is fundamentdly a
separate, optiona investment decision. Instead of providing these services itsdf, it could choose to
contract out its activities or capitalise its revenues by divesting al its non-aeronautica assets. SACL
maintains that prices for a service should reflect totd costs, including, criticaly, the vaue of land and
cost of capital.

The Commisson is of the view that these are legitimate concerns, and that the single till gpproach
may not provide suitable investment incentives with respect to contestable non-aeronautical services.

This view is supported by NECG, which argues that the dud till approach does not require the
regulator to assess the optimal level of investment in relatively competitive non-aeronautical services,
as would be the case under sngle till. This represents a substantid lessening of regulatory risk, and
therefore is likely to result in a greater level of dynamic efficiency in the provison of these services
compared to the singletill gpproach.

In its submission to the Commission, BARA recognises the limitations of the single till gpproach in
terms of incentives for invetment into non-aeronautica services.  Frontier Economics, in
representing BARA at the Commission’s public discusson forum, for example stated:

% This point is discussed in Network Economics Consulting Group, 2000b, op. cit., pp. 5-6.
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But there are some downsides with using a single till approach. One particular downside which
SACL pointed to was the fact it reduces incentives of the airport operator to invest in non-
aeronautical facilities, because under asingletill pricing regimeif it does something innovative on
that side of itsbusiness all it doesis reduce aeronautical chargeson adollar by dollar basis. That
reduces the incentives for efficient investment in non-aeronautical activities®

On the other hand, BARA argues that adopting a dud till approach to pricing ignores the substantia
interdependencies between aeronautical and non-aeronautical activities at an airport. It suggests that
the Commission should be able to strike an appropriate baance between the interests of both
SACL and arlinetravdlers

IATA cites BARA as suggesting that profits from aeronautical services should be dlocated between
user airlines (75 per cent) and the airport operator (25 per cent).”

In summary, the Commisson consders tha the dud till approach to pricing generaly provides the
arport operator with more gppropriate incentives for new investment in non-aeronautica assets than
the angletill goproach.

In relation to aeronautical assets, the Commission consders that the provisions of Direction No. 18
relating to necessary new investment provide gppropriate incentives for SACL to undertake efficient
invesment under a dud till framework.

4.4.3 Efficiency - signalsfor efficient use of airport services

SACL’s proposa and the submissions received by the Commission raise two particular issues with
respect to the price sgnas sent to arport users. The firgt is which approach maximises alocative
efficiency. The second isthe impact of each gpproach on congestion at Sydney Airport.

Allocative Efficiency

Under the dud till gpproach proposed by SACL, prices for agronauticd and non-aeronautica
services may be higher than the single till. One reason for this is that the airport operator is able to
charge the profit-maximising prices for the non-regulated (non-aeronautica) services. If SACL has
market power in relation to some or al of these non-regulated services then it may be able to st
prices above the leves that would preval in a competitive market. This has the effect of both
redricting output below socidly optima levels and generaing relatively high returns for SACL.®
While under the single till approach these revenues would be offset by reductions in aeronautical
charges, under SACL’s proposa no such mechanism exists. A second reason is that there is an
incentive for the arport operator to shift common costs to the regulated (aeronautical) services,
thereby increasing the regulated revenue requirement. Given these factors, across adl arport services,
the dud till as proposed by SACL may result in revenues in excess of the totd cost of providing dl

% G Woodbridge, Frontier Economics, Transcript of Proceedings: Australian Competition and Consumer
Commission, Sydney Airport Public Discussion Forum, 13 December 2000, p. 88.

9 International Air Transport Association, November 2000c, Aeronautical Pricing Proposal by Sydney Airports
Corporation Ltd (SACL), p. 4.

% | nformation on the returns from non-aeronautical servicesis availablein Australian Competition and Consumer
Commission, December 1999k, Regulatory Report — Sydney Airport 1998/1999. This is available on the
Commission’s website at www.accc.gov.au.
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aeronautical and non-agronautica services. More specificaly, the bundle of services required by
travellers may be priced above cost.

These high prices for agronautical services cause a net welfare loss to society as consumers
vauations of agronautical services are not reflected in the level of charges. This is referred to as
dlocative inefficiency.

NECG argues.

The size of the alocative efficiency losses associated with the dual till outcome will be
determined to a large extent by a consumer’s elasticity of demand for airport services.
Specificaly:

The size of the efficiency losses associated with high aeronautical prices will be larger the
higher the airport consumers' elasticity of demand for aeronautical services. That is, the
consumption distortion (and efficiency loss) associated with higher aeronautical charges will
be greater the more sensitive consumers are to airline prices; while

The efficiency loss associated with higher non-aeronautical chargesis less of a problem as
consumers that are price sensitive have the opportunity to substitute these services for
those obtained outside the airport. Therefore, the greater the ability of airport consumers to
substitute non-aeronautical services for services outside the airport, the lower the efficiency
losses associated with higher non-aeronautical charges.®

In generd, the dud till results in reasonable outcomesin regard to dlocative efficiency provided that
the boundaries of the till are consistent with a correct delineation of the services with
significant market power and that costs are correctly allocated between the two tills. The
Commission has some concerns that the current definition of aeronautical services has not been
based on a rigorous assessment of market power. While this is largely a question of degree, the
potentia for dlocative inefficiency thus remains. It should be noted that this concern relates primarily
to SACL’ s application of the dud till rather than the dud till approach per se.

The sze of any welfare loss associated with dlocative inefficiency resulting from SACL’ s gpproach
depends upon the arport’s dadticity of supply and consumers eadticity of demand. Of particular
concern is the response of consumers, the more eagtic their demand, the greater is the extent of the
wefare loss. The strong growth in passenger volumes in response to the cheaper airfares offered by
recent entrants in the domegtic arline industry suggests that many air travellers are price senstive.
As aworking assumption, therefore, it can be consdered that demand is relatively price dadtic for
many travellers, in other words travellers may change their consumption decisons in response to
changes in agronautica prices. It follows that alocative efficiency losses arising as a consequence of
the dud till may be worthy of consideration.

A counter to dlocative inefficiency arguments has been put forward by Professor Kahn, who
suggedts that at congested airports, the move to dud till primarily results in a transfer of income and
welfare from airlines to the arport operator.*® Professor Kahn's reasoning is that where capacity is
condrained, effective competition between arlinesis limited by the scarcity of landing dots. Airfares
thus dready reflect the full scarcity vaue associated with those dots. The implication of such an
argument is that dlocative efficiency concerns are irrdlevant, as changes in agronautical charges

% Network Economics Consulting Group, 2000b, op. cit., p. 3.
100 A E Kahn, January 2001b, Evidence on Behalf of Sydney Airports Corporation, p. 20.
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merely redistribute income between arports and airlines. Kahn's argument is supported by Brisbane
Airport in its response to the Commission’s draft decison.

The Civil Aviation Authority (CAA) in the United Kingdom aso commented on thisissue:

The effect however is different at capacity constrained airports. If prices are below their market
clearing level they do not act as the primary mechanism by which capacity is allocated. Price
changes away from the ‘single till" would therefore primarily result in rent re-distribution. It may
have a secondary impact if some users are currently operating at marginal profitability (because
they are unable to appropriate the full scarcity value of access, but are unable to sell their rights
of access to those who could make better use of it).*

Following a amilar argument, SACL has argued that, given the cgpacity condraints a Sydney
Airport, ‘the implementation of SACL’s proposed changes cannot be expected to change the price
pad by ar travelers .*? Peth Airport makes the even dronger clam that any lowering of
aeronautica chargesresultsin atransfer of wealth from arportsto airlines.

While the Commission recognises the merits of Professor Kahn's argument, it considers that in the
case of Sydney Airport, the conditions necessary for the trandfer argument to hold (and thus for
dlocative efficiency arguments to be refuted) do not hold. In particular, there remains sgnificant
scope for competition between arlines a Sydney Airport.® Many peak hour dots are currently
occupied by smdl arcraft, so there is ill sgnificant scope for arlines to increase capacity in
response to competitive pressures. Furthermore, many off-pesk dots are gill avalable. The
empirical evidence to date does not support the argument that effective competition a Sydney is
limited. The entry of Virgin Blue and Impulse Airlines has had a sgnificant impact on arfares,
including on airfares to and from Sydney.

Congestion

Sydney Airport faces little room for expanson on its current dte, which makes it prone to
congestion. SACL argues that a fundamentd criticiam of the propostion that returns from non-
aeronautica services should be used to fund aeronautica services (as implied by a single till
gpproach) isthat it:

...ignores the role of price as a mechanism for allocating capacity amongst users and uses [...]

To the extent that aeronautical prices are constrained to below the opportunity cost of providing

aeronautical services, due to the inclusion of returns from non-aeronautical prices, this
encourages artificially high demand for aeronautical services®

SACL cites the UK experience with single till, where it has been criticised on the bass that it has
contributed to congestion problems a London and Heathrow arports. This sems from the fact that

aeronautical charges do not necessarily reflect the costs of providing the services. If totd airport
alowable returns are based on average costs, then as the CAA notes:

101 Civil Aviation Authority, July 20008, |ssues for the Airport Reviews — Consultation Paper, p. 11.

102 sydney Airports Corporation Limited, 20014, op. cit., p. 8.

13 This may be one difference between Sydney Airport and the London airports whose price-cap is the subject
of review by the CAA. The London airports have a much larger proportion of slots occupied by Boeing 747s
and other large aircraft.

104 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 62.
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Theresult at congested airportsisthat the landing charges do not reflect their true value to users
and thus compromise best use of capacity (especially where a cross subsidy between commercial
revenues and airport charges is observed).®

By contrast, BARA argues that the high prices that result from SACL’s gpproach to pricing will not
promote the efficient use of scarce capacity a Sydney Airport. BARA argues tha airport
customers have little capacity to respond to pricing sgnds through the range of options suggested by
SACL, induding scheduling larger aircraft and changing the time of flights.
[T]o the extent its pricing approach will have any effect on the decisions made by domestic and
international airlines as suggested by SACL, SACL’ s pricing approach will likely result in the | ess
efficient use of capacity at Sydney Airport 1%
BARA suggedts, like the CAA, that efficient price rationing of scarce capacity requires prices to be
set on consumer valuations which are not the same as production costs when a facility is congested.
Congegtion pricing principles imply that scarce capacity is alocated through prices which take into
account consumer valuation of services. BARA argues that, by contrast, SACL’s pricing approach
is essentidly an average cost methodology which gives insufficient attention to the structure of prices
most gppropriate for alocating the use of congested facilities””

In its advice to the Commisson, NECG suggests that SACL’s argument is not compdling, as
congestion is not fundamentally related to the adoption of sngletill. A congested airport may bein a
position to ration demand through price, thereby capturing congestion rents. This gives rise to
regulatory problems common to ether sngle or dud till, namely:

Is it possible to design a congestion pricing approach that rations demand, but which

mai ntains regulated revenue at the appropriate level — can the regulator hold revenue below
the revenue cap;

If not, isit possible to design an alternate and efficient non-price rationing approach which
doesthis; and

If not, who should get the congestion rent from the market clearing approach, and what
mechanism should be used to make the necessary transfers®

NECG argues that the single till should therefore not be regected on the bass that it adds to
congestion.

The Commission is not persuaded that adopting SACL’s proposed dud till approach is necessary
for efficiently dleviating congestion at Sydney Airport. There are two main reasons for this.

The firg is that the increase in prices proposed by SACL may indeed suppress some demand;
however, there is no reason to believe that it will suppress demand in away that leads to increased
community welfare. It is only gppropriate congestion charges that can have this effect. These, as
NECG points out, can be adopted a any level of the revenue requirement consstent with the
continued coverage of the variable costs of operating the arport.

105 Civil Aviation Authority, October 2000b, The CAA Approach to Economics Regulation and Work Programme
for the Airport Reviews — Position Paper, p. 32.

1% Board of Airline Representatives of Australia, 2000, op. cit., p. 114.

197 | hidl., pp. 114-118.

108 Network Economics Consulting Group, 2000b, op. cit., p. 9.
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The second reason is that while the prices for aeronautica services are an important component of
the signas airport users receive, they are not the only component. To the extent that other services
are necessary in order to use the airport (ie, to the extent they are non-discretionary), then the
decison to use the airport will take al these prices into account. For example, airlines will take into
account refuelling charges, and passengers the cost of access to the airport. It follows that prices
which send efficient sgnasto airport users will take account al of these services.

The primary issue in conddering the benefits of dud till in managing congestion is the extent to which
peek period pricing and other changesto SACL’s price structure would be sufficient to satisfactorily
manage congestion. In practice it may be the case that congestion is best managed through a
combination of price increases and price restructuring. The relatiionship between the level and
dructure of aeronautical charges and congestion is discussed in more detail in section 8.5. In that
discusson the Commisson concludes that the price levels accepted in this decison should be
aufficient to address any congestion issues that may arise over the next five to ten years when
combined with appropriate price restructuring.

444 Market Power

The debate between the various parties on the choice of till has focused on the extremes of dud till
and single till. BARA observes that in competitive markets, prices for complementary goods and
sarvices do not necessarily reflect their separable costs. BARA argues that SACL’s dud till
gpproach departs from such competitive outcomes, instead pricing aeronautical services for full cost
recovery, whilst dlowing SACL to enjoy ‘excess profits on the provison of non-aeronatica
sarvices. Thisresults in total arport revenues in excess of tota costs (including the cost of capitd).
According to BARA, in SACL’ s proposa:
...no recognition or adjustment is made for the large excess returns associated with non-

aeronautical activities or the contribution made by aeronautical services in achieving these
abnormal returns!®

Furthermore, BARA argues tha SACL’s proposa ‘would not be sugtainable without the
exploitation of market power’ .** BARA argues that SACL’ s gpproach to pricing ignores the redity
of competitive markets, in that firms typicaly take the interdependencies between services into
account when pricing, rather than treating each activity as an independent business. BARA cites
various examples of how goods and services are priced in competitive markets, such as the pricing
of car parks below cost in order to stimulate patronage of shopping centres.**

BARA argues that interdependencies between aeronautica and non-aeronautical investments and
revenues need to be recognised and taken into account in the pricing of aeronautical services.
BARA argues.

All economic activities undertaken in and around Sydney Airport depend upon the presence of
the runway, the terminal, the airlines and the passengers. Without the airlines and more
specifically airline passengers and freight, there would be no market for non-aeronautical services
such asretail concessions and car parking.

19 Board of Airline Representatives of Australia, 2000b, op. cit., p. 106.
10 hid., p. 107.
11 | hid., p. 86.
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A significant part of the returnsto SACL in providing aeronautical services at Sydney Airport are
excess profits from non-aeronautical services. Take airline passengers away and these excess
profits do not exist. In thisway, the demand for non-aeronautical services (and hence the profit
from those services) is driven by the provision of aeronautical services to the airline and airline
passengers.

BARA submits that in setting aeronautical charges these interdependencies must be explicitly
recognised and incorporated.**?

Similarly, NECG argues that SACL’s proposed dud till approach may lead to an over-recovery of
revenues by SACL.
To the extent that unregulated non-aeronautical services are not effectively disciplined by
competition, prices for these services will be set above cost.... Therefore, over all airport

services, the dual till is likely to result in revenues in excess of the total cost of providing all
aeronautical and non-aeronautical services!*®

A criticd aspect to NECG's argument is the possibility that some non-aeronautica services are not
subject to competitive congraints. That is, SACL may hold market power in the provision of such
sarvices. In its revised proposa, SACL argues that NECG provides no evidence to support its
assumption that any non-aeronautical services at Sydney Airport are not subject to competitive
pressures.

SACL acknowledges that interdependencies exist in the provison of aeronautical and non-
aeronautical services, as they do for many other multi-product businesses. However it argues that
the fact that they exist does not undermine basic economic principles, i.e.:

that separable investment decisions must be taken with regard to their separable opportunity
costs; and

that prices are important for solving the allocation problem, and particularly important where
amonopoly facility isnearing full capacity 4

SACL points to examples of regulated companies that face interdependencies in the provison and
pricing of regulated and non-regulated services, such as eectricity distribution businesses.

In none of these circumstances do regulators suggest that revenues or returns from one business
should be used to subsidise the price of another. Rather, regulators generally focus on ensuring
that adequate ‘ring-fencing’ arrangements between the regulated and non-regulated businesses
prevail, often involving guidelines on appropriate cost allocation between them. In some cases
the regulated business has been separated from the non-regulated business, and there is no
opportunity for revenue from one activity being used to lower the prices of another. For example,
electricity distribution businesses have been separated from the retail businessesin New Zealand
and in South Australia, whilst gas network businesses operating a‘ covered’ pipelinein Australia
are required to be separate legal entities and are not allowed to undertake related business
activities®

During the course of the Commisson’'s assessment process, both SACL and BARA sought
additiond expert advice on the dud till/single till issue. SACL engaged Emeritus Professor Alfred
Kahn to comment on its proposa with respect to both thisissue and its gpproach to the vauation of

112 | hid., p. 85.

113 Network Economics Consulting Group, 2000b, op. cit., p. 2.
114 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 67.

15 | hid., p. 68.
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land, while BARA sought the advice of Professors Michad Crew and Paul Kleindorfer.**® These
advisers examined the efficiency implications of the dud versus single till goproaches to pricing,
coming to congderably divergent conclusions. Professor Kahn concludes that ‘the effects of sngle-
till are inefficient’*” while Crew and Kleindorfer that ‘a single-ill regulatory gpproach is likely to be
preferred dgnificantly on efficiency grounds to multi-till operations .*** This difference of opinion
gppears to sem from fundamentaly different assumptions regarding the extent of SACL’s market
power a Sydney Airport. For example, Professor Kahn argues that the apparently high returns
accruing to airport operators from retail servicesisrelated to the locationa advantage of the airport.
Implicit in this argument is the point that SACL’s monopoly market power does not extend beyond
those services defined as aeronautica. By contrast, Professors Crew and Kleindorfer explicitly state
that SACL’s proposd ‘develops a multi-till gpproach to price regulation, but this proposed
goproach leads to a number of problems, not least of which is that it alows non-aeronautica
services to be priced a monopoly levels .1+

The Commission agrees with Professor Kahn that the dud till is in genera a superior gpproach to
aeronauticd pricing, provided the services defined as agronauticd include al those in which the
arport operator has sgnificant market power. The extent to which non-aeronautical services are, or
are not, effectively disciplined by competition is a question of degree. It is expected that the
Productivity Commission’s inquiry into price regulaion of arports will address this issue in more
detail.

45 Conclusion

The single till gpproach to pricing aeronautical services has certain characterigtic feetures that
account for its popularity in the regulation of arports around the world. In cdculating dlowable
revenues on the basis of tota airport costs (including capitd costs), it ensures that airport operators
earn a reasonable return on tota assets, while preventing them from exploiting their market power.
Furthermore, it is practical to apply, as airport operators are free to recover costs through any
charging structure they deem suitable. Cost dlocation issues therefore do not arise in the context of
aeronautica pricing. The Commission does have concerns, however, regarding the price sgnas
faced by arport users and, in particular, the investment incentives faced by airport operators under
the single till gpproach.

The dud till gpproach to pricing aeronautica services provides certain important advantages over
the single till gpproach traditionaly gpplied by regulators. Most importantly, SACL would face
ggnificantly better sgnals for investment into contestable non-aeronautica services. Furthermore, the
Commission has sympathy with the view put by SACL tha a dud till approach is effectively
adopted in most other regulated industries and no compdlling reasons have been provided for
deviating from this practice in relation to arports.

116 K ahn, 2001b, op. cit.; and Crew, M.A. and Kleindorfer, P.R., January 2001, Regulation for Privatised Airports:
Single-Till Versus Multi-Till Pricing Methodologies for Sydney Airport. These reports are available on the
Commission’ s website at <http://www.accc.gov.au>.

17 Kahn, 2001b, op. cit., p. 22.

118 Crew and Kleindorfer, op. cit., p. 8.

9 hid., p. 4.
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The Commisson's endorsement of the dud till gpproach to pricing is qudified by its concerns
relaing to dlocative efficiency and market power. As dready discussed these are not concerns
about the dud till methodology per se. Instead they primarily relate to SACL’s application of the
dud till methodology. The Commission consders that the alocative efficiency and market power
disadvantages associated with SACL’ s proposed aeronautical prices would not arise if the extent of
SACL’s market power was clearly limited to aeronautical services.

Thisissue, and the position adopted by the Commission, is discussed in chapter 5.
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= Chapter 5. Application of the dual till methodology

Chapter 4 identifies two issues rlevant in congdering SACL ' s gpplication of the dud till. Oneisthe
digtinction between aeronautica and non-aeronautical services adopted. The other is dlocation of
cogts between aeronautical and non-aeronautical services.

With respect to the latter issue, the Commission’s decision accepts the approach to cost alocation
proposed by SACL. The use of an activity based costing model to allocate common costs between
contestable and non-contestable activities is considered to be a reasonable and workable approach
in this context. SACL’ s approach to cost alocation is discussed in more detail in chapters 9 and 10.

This chapter consders the reated issues of the aeronautica/non-aeronauticd digtinction and
Direction No. 22. Section 5.1 consders the aeronautical/non-aeronautical distinction used by
SACL. Congstent with the Commisson’s draft decison, the case for an dternative gpproach is put
forward. Section 5.2 assesses the ramifications of Direction No. 22, while the Commisson’s
conclusions are presented in section 5.3.

5.1 Theaeronautical / non-aeronautical distinction

The aeronautical/non-aeronautical digtinction relates to the boundary of the aeronautica services
subject to declaration and its implication for aeronauticd prices. This section condders submissons
on the dternative application of the dud till methodology adopted in the draft decison and provides
an assessment of the issues raised.

5.1.1 Draft decision

The draft decison adopted the dua till methodology, but took into account the arport operator’s
financid performance in the provison of certain non-aeronautica services in determining aeronautica
prices.

The draft decison argued that this approach would yied better economic efficiency outcomes than
SACL’s proposa and is consstent with the regulatory framework.*? It aso considered that the
goproach provides the same incentives for investment into non-aeronautical services as SACL's
proposa, but goes some way to addressng the proposd’s limitations in relation to dlocative
efficiency and market power.

Thein principle approach was that the non-aeronautical services taken into account in the aternative
goplication of the dud till should be limited to those services that are interrelated with the market for
aeronautical services and where the airport operator has a sgnificant degree of market power.
However, afull assessment of the coverage of the regulatory framework was considered beyond the
scope of the decison and more properly a matter for the Productivity Commission in its review of
the airports regulatory framework.

120 Note that, subsequent to the draft decision, the Minister issued Direction No. 22.
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Nevertheless the draft decison noted that the existing framework dready provides regulatory
scrutiny over some non-aeronautica services. Direction No. 21 requires the Commission to monitor
the prices, cost and profits of specified aeronauticd-related services. These include arcraft
refudling; arcraft maintenance sites and buildings; freight equipment storage sites; freight facility Sites
and buildings, ground support equipment Stes;, check-in counters and related facilities and car parks
(including public and staff parking but not vaet parking). As dstated in the Government’s pricing
policy paper the monitoring program recognises that airport operators may have market power in
the provision of these services.

The draft decison took the arport’s performance in providing the monitored aeronautica-related
services into account in determining aeronautica prices. The contribution from these services was
derived asfollows

fira *above norma’ profits made by SACL in the provision of these services were estimated for
2000/01;

these *above normd’ profits were then subtracted from the estimated alowable revenues for
aeronautical services.

More details on the methodology adopted in the draft decision, including updated estimates of the
parameters relevant to the estimation of the contribution from aeronautica-related services, is
contained in Appendix B.

5.1.2 SACL’sresponseto thedraft decision

SACL criticises the draft decison on a number of grounds® It argues that the approach is not
conggent with the lega framework. It dso argues agang the economic andyss in the draft
decison. SACL notes that the draft decison will lead to lower prices than its proposa, but argues
that this does not necessarily lead to alocative efficiency. SACL is dso criticd of Commisson’s
interpretation of ‘interdependency’. On this latter point, SACL emphasises that interdependency
relates to the pricing of services with complementary demands and joint or common cods.
Furthermore, SACL suggedts that ‘the cross dagticity of demand depends primarily on the extent to
which the use of non-aeronautica servicesis discretionary from the perspective of airport users .*2

SACL dso clams that ‘the ACCC's conclusions in rdation to market power are founded on little
more than unsubstantiated assertion’.** SACL is particularly concerned about the draft decision to
take car parks costs and revenues into account in determining aeronautica charges.

SACL’s submission in response to the draft decision puts forward an gpproach it characterised as a
compromise to address the Commission’'s concerns. This suggested gpproach takes the following
form:

the final proposal should not include asingle till adjustment;

The ACCC should approve:

121 SACL’ s comments were made in the context of the legislative framework prior to the issue of Direction No. 22
by the Minister.

122 gydney Airports Corporation Limited, 20014, op. cit., p. 40.

128 |hid., p. 43.
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prices in year 1 that result in revenue of $20m less than the calculated (smoothed)
allowabl e revenue from declared services that would otherwise apply; and

afurther price adjustment from year 2 at the full (smoothed) level; and

SACL will provide the ACCC with reasonable undertakings in relation to its future pricing of
aeronautical-related services that may have a degree of market power.?*

In suggesting this gpproach, SACL has imputed to the Commission certain ‘red concerns. These
are described as:

a concern that the level of price increase may have a detrimenta “price shock” impact if
implemented in asingle step, rather than phased in; and

that the definition of “aeronautical services’ may not be sufficiently broad to capture al
areas where the ACCC believes SACL may have a substantial degree of market power — and
the absence of statutory ACCC power to prevent any future abuse of that market power
under the current regulatory framework .

5.1.3 Other responsesto the draft decision

The Commisson received a number of submissons on the pricing gpproach teken in its draft
decison. Mdbourne Airport argues that if the regulated prices are set too low, then the potentia
welfare losses to society are greater than if they are set too high, as the airport operator faces
inadequate investment incentives.

BARA criticises the dud till gpproach adopted by the Commission in its draft decison on the bass
that the decision is not congistent with the outcomes that would be observed in competitive markets.

BARA argues tha companies in competitive markets take complementarities into account in making
investment and pricing decisons. An example given is car parks servicing shopping centres. Often
these are provided free of charge. The reason for this is that the availability of free car parks
increases shopping centre patronage and spending. In turn this may contribute to the shopping
centre' s profitability. In a competitive environment the shopping centre operator will weigh up the
cogts and benefits of providing free car parksin making investment and pricing decisons.

Applying this principle to arports suggests that in a competitive market investors would target
overdl profitability of an arport rather than the aeronautica part of the businessin isolation. In turn
this lends support to BARA's clam that a single till gpproach is more representative of competitive
market outcomes than adud till approach.

BARA goes on to argue that in setting prices for aeronautica services the Commission should take
into account the airport operator’s profits in the provison of non-aeronautical services (with 75 per
cent of above norma profits from non-aeronautica services used to reduce aeronautical charges). It
argues that this more closdy represents the outcomes of a competitive market than the approach
proposed by SACL or that adopted by the Commission in its draft decison. BARA aso argues that
the approach addresses the requirements of section 17(3) of the PS Act. In other words BARA
suggests that the prices based on a dud till approach would be higher than those that could be

124 | bid., p. 12.
125 | bid., p. 10.
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sustained in a competitive market and are therefore only possble because of SACL’s use of its
market power.

5.1.4 Commission assessment

This section consders a number of issues raised in response to the Commisson's draft decison in
relation to the application of the dud till. These issues are:

the case for taking the financid performance of some non-aeronautical services into
account when only aeronautical services are declared;

the impact of the draft decison’s gpproach to dud till on investment incentives,
the comparison with outcomes that would be observed in competitive markets; and
SACL’s compromise proposal.

The following discussion addresses each of these issuesin turn.

Why might a regulator take the financial performance of some non-aeronautical services into
account when the regulatory framework only covers aeronautical services?

In arguing for adud till approach to pricing aeronautica charges SACL refers to precedentsin other
regulated indudtries, noting that regulators commonly distinguish between contestable and non-
contestable services supplied by the same company and only regulate the latter.

However, unlike other indudtries, such as gas, the regulation of arport services has not been
founded upon a systematic andysis of the extent of market falure. Instead, the aeronautica/non-
aeronautica digtinction is an historica legacy, described by the PSA as an essentidly *arbitrary
boundary’ .16

A preferable means of determining the aeronautical/non-aeronautica distinction would involve a
detalled whole of business andyss This would involve an examination of each functiondly distinct
service supplied by the airport to assess the extent to which demand and supply side subgtitution is
feasble. Demand sde subgtitution relates to the ability of consumers to substitute services acquired
from the arport with other services which are close subgtitutes. Supply side subgtitution relates to
the scope for other companiesto supply the service.

The Commisson’s concern in the draft decison was that the detailled assessment has not been
undertaken, and that the gpproach used by SACL in its gpplication of the dud till would result in
disadvantages in relaion to dlocative efficiency and market power. As discussed in chapter 4 the
problems largely arise because the current delineation between aeronautica and non-aeronautica
services does not seem to accurately represent the delinestion between contestable and non-
contestable services.

126 Prices Surveillance Authority, op. cit., p. XXxii.
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SACL seems to recognise that the current ddinestion may have limitations. In its response to the
Commission’s draft decison SACL acknowledges that it has market power in relation to a number
of agronautica-reated services including aircraft refueling and check-in counters.?’

However, SACL argues that the gpproach adopted by the Commission isinconsstent with the lega
framework. It argues that the framework limits the Commission’s role to consdering market power
issues in relaion to aeronautical services!®

The Commisson acknowledges that the issue of market power is largely a question of degree.
Often, however, some non-aeronautical services must be used in order to aso use the aeronautical
facilities. The reason for thisis that there is a bundle or package of services which airport users must
useif they areto usethe airport at dl.

The Prices Survelllance Authority commented on thisissue:

In arriving at a functional definition of aeronautical services it is necessary to consider what
package of facilities is necessary to efficiently provide air transport services. On this basis it
could be argued that all servicesrelating to the transport of passengers and freight, from ground
facilities (roadway or freight terminal) to the aircraft take-off, are aeronautical.

To provide the whole package of services and facilities to users of air transport, all aircraft-
movement related facilities, terminals, (including all passenger facilities), baggage handling,
check-in and ticketing, roads, car parks and access to other transport modes (such as buses,
trains and taxis) which provide access to the airport are typically provided by a single supplier —
the airport authority *°

The point here is that the use of some of the services classified as non-aeronautica appear to be part
of the package of services that must be used. In this sense they are non-discretionary. In such
circumstances it may be appropriate to take into account the price of the full package of the non-
discretionary services.

The concept of this package of services has been identified esewhere. The Austraian Competition
Tribund discusses the bundled nature of services provided by arports in its decison Sydney
International Airport.*® The decison consders extent to which the use of a particular service is
necessary when using the broader ‘ set of physical assets of arport services. It concluded thet the:
...minimum set of physical assets necessary for international aircraft to land at [Sydney Airport],
unload and load passengers and freight and depart in a sage and commercially sustainable
manner” comprises “all the basic air-side infrastructure, such as the runways, taxiways and

terminals and the related land-side facilities integral to the effective functioning of airside
services. ™

NECG has dso identified the issue in terms of the concept of cluster markets. In previous advice to
the Commission, NECG defined cluster markets in the following way.
The defining feature of a cluster market is that it groups services which are characterised by

economies of scope in production and/or consumption so great asto require firmsto compete not
on individual services but rather on the set of services taken jointly. Expressed in terms of

127 Sydney Airports Corporation Limited, 20014, op. cit., p.40.

128 pgain, SACL's comments were made prior to the issue of Direction No. 22 by the Minister.
129 Prices Surveillance Authority, op. cit., p. 59.

1% gydney International Airport [2000] ACompT 1 at paragraph 74 ff.

131 | bid., at paragraph 99 ff.
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substitutability, the ‘unbundled’ components of the cluster when procured separately are not
close substitutes for the cluster procured as a whole. As a result, the pricing of a firm that
supplied the cluster as a whole, and was the sole firm to do so, would not be constrained by
competition from suppliers of the separate parts'*?

Following from this, it could be argued that an assessment of aeronautica prices should take into
account other services in the cluster market or package of facilities necessary to efficiently provide
ar trangport services. This was the rationde behind the Commission’s draft decison, and it remains
avdid congderation. Airport users are likely to make decisions on the basis of the entire package of
the services used and the prices paid for dl of those services, not just the aeronautical services.
Without taking the non-aeronautical services in the package into account the market power and
dlocative efficiency issues associated with aeronautica services may arise.

This differs from the approach proposed by BARA or NECG. Both argue that there is a case to
take into account profitability of al non-aeronautical services. IATA and BARA, for example,
propose a contribution of 75% of non-aeronautical profits in setting aeronautical prices. The
Commission’s pogtion is that only services which are integrd to the airport’s operations and which
are non-discretionary should be taken into account.

It is not clear that further efficiency gains could be achieved from implementing a contribution from
al non-aeronautical services dong the lines suggested by BARA and NECG. Where the use of
sarvices is discretionary the rents from the services can reasonably be consdered as driven by the
advantages of the location, which in itsdf is not sufficient justification for an explicit contribution. The
primary impact of any contribution from such services would be to transfer rents from one group to
another. The Commission consders that transfers should only be accepted where they can be
shown to ddiver clear efficency gans'®

The Commission’s view is conggtent with the remarks of the CAA on the rent re-distribution arising
from any move away from single till a congested arports. In light of this possibility, the CAA has
aticulated its specific objective in choosng an approach: ‘the CAA will adopt a regulaory
goproach which is mogt likely to maximise the totd economic surplus generated, irrespective of
which parties enjoy that surplus .**

Incentives for new investment

Submissons commented on incantives to invest in agronautica services and incentives to invest in
non-agronautical services.

Melbourne Airport’s submisson argues that there are risks to agronautical investment incentives if
prices are st too low. Mebourne Airport’s concern is that the draft decison, by adopting a
contribution from aeronautical-related services has focused too much on prices being too high. The
Commission does not disagree with the position that there may be risks to investment incentives if
prices are too low. However, it does not consder the comments relevant in the context of the
current regulatory framework. Mebourne Airport’s view is based on the implicit assumption of a

182 Network Economics Consulting Group, 20014, op. cit.

138 See Network Economics Consulting Group, May 2000c, Land Valuation at Sydney Airport, p. 6. NECG also
cited the British Monopolies and Mergers Commission (now the Competition Commission) on thisissue.

134 Civil Aviation Authority, 2000b, op. cit., p. 6.
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price which is fixed regardiess of any subsequent investment which is undertaken. It therefore failsto
take into account the pass-through provisons of Direction No. 18 relaing to necessary new
investment. The Commission’'s view is that these provisons subgtantidly address the risk of againgt
welfare losses arigng from possible under-investment.

Some submissions dso criticised the Commission’s gpproach on the basis that it does not send the
aopropriate signals to SACL with respect to investment in aeronautica-related services. For
example, SACL argues that the ‘effective confiscation’ by the Commisson of returns from non-
price-controlled aeronautica-related services removes any incentive for SACL to make investments
in these areas*® Similarly SACL, Mebourne Airport, Perth Airport, Northern Territory Airports
and Hastings Funds Management dl liken the Commission’s gpproach to a variation on the singletill.

These positions misrepresent the Commission’s draft decison. The draft decision would not result in
regulation of the aeronautica-related services. It would in no way limit the prices that SACL could
charge for those services.

Comparison with competitive markets

BARA criticises the dud till gpproach adopted by the Commission in its draft decison on the bass
that the decision is not consistent with the outcomes that would be observed in competitive markets.
The Commission does not necessarily disagree with this argument. However, Sydney Airport does
not operate in a competitive market. As discussed in the High Court’s Melway decison:

It is one thing to compare what [a firm] has done with what it might be thought it would do if it

lacked that power. It is adifferent thing to compare what it has done with what it would do in
circumstances that are completely divorced from the reality of the market 2%

For this reason the Commission congders it more gppropriate to consder the efficiency implications
of the proposa rather than make a comparison with a hypotheticad competitive market. In
consdering BARA’s submission the Commission has taken this into account by assessng the impact
of SACL’s proposa, and proposas by BARA, againgt the efficiency and market power objectives
outlined in chapter 2. The assessment is discussed in section 4.4.

Two aspects of the assessment are particularly relevant in consdering BARA' s proposd. Thefirgt is
the question of market power. The second is incentives for development of non-aeronautica
services.

While BARA'’s proposd may more effectively address concerns about SACL’s market power it
dso has disadvantages in terms of incentives for investment into non-aeronautica services. If
profitability from such investments flows into aeronauticd pricing outcomes the arport operator will
have limited incentives to develop non-aeronautica services. The Commission weighed up BARA's
gpproach but concluded in favour of the dud till gpproach adopted in this decision.

While the Commission agrees that there are complementarities between aeronautical and most non-
aeronauticad services, this does not necessarily imply that the returns from dl non-aeronautica

135 | hid., p. 34.
1% Melway Publishing Pty Ltd v Robert Hicks Pty Ltd [2001] HCA 13 at para 58, 15 March 2001, not yet reported.

92



sarvices should be taken into account.**” The reason for this is that many of the non-aeronautica
services provided by SACL are not integrally related to the provision of agronautica services. While
the fact that SACL is the monopoly provider of aeronautica services may provide a competitive
advantage in these complementary markets, evidence is not available to suggest tha the services
provided in these markets are not contestable. In generd terms, the Commission presumes that
competitive market outcomes should prevail wherever possible and that regulation should only occur
where market falure is gpparent. Incorporating dl arport services, including those that are
contestable, via a single till approach to pricing or some other contribution is therefore consdered
ingppropriate.

SACL’s compromise proposal

In past price natifications to the Commission, the previous operator of Sydney Airport, the Federd
Airports Corporation (FAC) adopted a single till gpproach to pricing. The adoption of a dud till
gpproach is therefore likely to generate a sgnificant price shock to airport users. SACL’s proposed
compromise is a least in pat premised on the bads that this is one of the Commisson’s man
concerns. While the Commission is not unconcerned about price shocks, thisis not the basis for the
Commission's decison. The primary concern is with economic efficiency, and the impact of market

power on efficiency.
In relation to the undertaking proposed by SACL, the Commission considers that the gpproach is
not warranted given that the regulatory framework does not ask or alow the Commission to regulate

non-agronautical services. Furthermore, there is no mechanism under the PS Act by which the
Commission could enforce such an undertaking.

5.2 Direction No. 22

5.2.1 Viewsof interested parties

The Commission sought comments from interested parties regarding the issue of Direction No. 22
by the Minigter. In generd, arport operators responded postively. Submissions from Melbourne
Airport, Brisbane Airport, Coolangatta Airport and Townsville Airport are dl supportive of the
government’ s direction. SACL supports the Direction on the basis that it is congstent with:

a sound economic basis for pricing aeronautical services at Sydney Airport; and
the Commonwealth’ s policy on airport pricing.*®
By contradt, airport users expressed concern about the direction. IATA specifies two particular
ISSUES.
1. It appears that any independence of the ACCC in economic regulation of airports is being eroded.

Hence, it brings into question the whole regulatory process in Australia on airport charges and the
ability of ACCC to deliver afair and unbiased decision.

187 Complementarity occurs when lower aeronautical charges give rise to increased revenues to other businesses
at the airport as aresult of increases in passenger throughput.
138 Sydney Airports Corporation Ltd, May 2001e, Sydney Airport Aeronautical Pricing — Direction No 22.
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2. TheDirectiveis a very serious departure from international practices and ICAO policies on airport
charges, which could result in an unreasonable increase in costs to the airlines and their
passengers.**®

IATA requedts that if the Commission were to implement the Directive, specid consideration be

given to the issues of cost alocation, the rate of return on aeronautical assets, new investment and
land vaue.

A detailed submission was dso provided by BARA. BARA makes three main points, arguing that:

Direction No. 22 gives rise to incondstencies anong the legd indruments under which the
Commission must assess SACL s proposd;

Direction No. 22 may be ultra vires; and

the Commission should reconsder other aspects of its decison should it adopt the dud till
approach as proposed by SACL.

The incondgtency and ultra vires arguments are outlined in more detail in chapters 2 and 4 of this
decison.

Inits submisson, BARA re-iterated its earlier arguments that, rather than adopting the building block
methodology, existing aeronautical prices should be regarded as sufficient to compensate SACL
with respect to pre-exising investment a Sydney Airport, and that an adjusment to prices in
relation to the SA2000 project should be consdered in light of the provisons of Direction No. 18.
Thisissue is discussed in Chapter 3.

Should the Commission adopt the building block approach and comply with the matter specified in
Direction No. 22, BARA argues that the Commisson should reconsider other aspects of the
Commisson’s decison; namdy:

» theallocation of common costs between aeronautical and non-aeronautical services;

» theappropriate cost of capital; and

» how aeronautical land isvalued at Sydney Airport. 14

The Commisson’s views on the matters highlighted by IATA and BARA are discussed in chapters
6 to 11 of this decison.

5.2.2 Commission assessment

The Commisson has given speciad consderation to the policy reflected in Direction No. 22. The
direction would gppear to clarify the previous uncertainty — reflected in the parties’ submissons and
the Commission’s draft decison - regarding the government’s policy on this issue. The Commission
congders that this policy may differ from the gpproach that would be appropriate in order to give
effect to the objectives set out in chapter 2. However section 20 requires the Commission to give a
gpecid weight to expressons of government policy, as set out in directions, when consdering
notices given to it under s 22(2)(a) of the PS Act. The Commission consders it appropriate, in this

19 International Air Transport Association, May 2001d, IATA Submission to the ACCC on Sydney Kingsford
Smith Airport Charges.
190 Board of Airline Representatives of Australia, 2001c, op. cit., pp. 8-9.
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case, to give effect to that policy, and, accordingly, not to bring the costs and profits of aeronautical-
related services into account when specifying a price pursuant to section 22(2)(b)(iii) PS Act.

Adopting the approach articulated in the direction smplifies the regulatory framework gpplicable to
Sydney Airport. Furthermore, as noted in chapter 4, the implications of the framework as it sood
prior to the issue of Direction No. 22 were rdaively uncertain. This uncertainty is minimised by the
postion the Commisson has taken for this decison. This is paticulaly rdevant in light of the
pending privatisation of Sydney Airport.

In relaion to the arguments of BARA and IATA regarding the need for additional consideration of
certain aspects of the Commisson’s decison, the Commission’s view is that these issues have been
examined very thoroughly during the course of the Commission’s assessment process. Accordingly,
the Commission is of the opinion that the issue of Direction No. 22 does not of itsaf necesstate
revisonsto other aspects of the Commission’s decision.

5.3 Conclusion

The discusson in chapter 4 and this chapter detall the complexities associated with the
Commission’s congderation of the dud till issue. In generd, it isthe Commisson’s view thet the dud
till gpproach to pricing aeronautica services has consderable merit, as it focuses regulation on areas
where the airport has market power and is more likely to promote efficient pricing outcomes than
the gngle till. Those services which are relatively contestable, such as retalling activities, are not
subject to prices oversight.

The Commission has, however, some reservations about SACL’s gpplication of the methodology.
The draft decision took SACL’sfinancid performance in providing aeronautical-related services into
account. The rationde for taking this gpproach was that the resulting aeronautica prices would yield
better economic efficiency outcomes and more effectively constrain market power than SACL’s
proposas. The aeronautica-related services taken into account are adready subject to prices
monitoring under the exigting regulatory framework.

In this decison the Commission moves away from this pogition. It adopts SACL’s gpplication of the
dud till and does not take the financia performance of aeronautica-related services into account in
making its decison.

The move from the position adopted in the draft decision was taken after the Minister for Financia

Services and Regulation issued a new direction on April 19 2001 (Direction No. 22) pursuant to
section 20 of the Prices Survelllance Act 1983.

Such directions do not bind the Commission to taking a particular approach. However, the
Commisson must give them specid condderation in making its decisons. In this case the
Commission condders that the direction warrants a departure from the gpproach taken in the draft
decison.

It should be noted that previous price notifications relating to Sydney Airport have adopted a single
till gpproach. Until now the Government has not dearly stated its postion on the dud till or the
boundary of the till. Direction No. 22 clarifies the Government’ s policy intent in relation to thisissue.
In effect the Government’s policy intent is to apply the dud till gpproach on a narrower basis than
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proposed by the Commission in its draft decison. In practicd terms this means that aeronautical-
related services and in particular car parks (where the Commission identified an issue of market
power) should not be taken into consderation in setting aeronautical charges at Sydney Airport.

Implementation of the policy intent results in higher price increases than proposed by the
Commission in its draft decision. The revised gpproach to the dud till adds around $15 million per
annum to SACL’ s revenues.

The Commisson notes that the Productivity Commission is currently conddering these and other
mattersin its current inquiry into price regulation of airport services.
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= Chapter 6: Asset base — assets other than land

6.1 Introduction

Under the building block approach proposed by SACL, the vaue of the non-land assets is
important to the determination of alowable revenue in two respects.  Fird, it is the bass for
determining a return of capital, or depreciation, charge. Secondly, SACL’s cost of capitd will be
applied to the depreciated asset value to determine an amount of revenue that SACL requires in
order to compensate it for the opportunity cost of funding those assets.

The Commission’s 1998 decision regarding aeronautical charges at Sydney Airport noted that the
process of determining the extent to which increases in charges proposed by the FAC could be
justified would be asssted by areview of depreciation, of asset values and of the rate of return on
assets.

This section discusses the vauation and depreciation of the assets owned by SACL. The
designation of those assets as either aeronautical or non-aeronautical is discussed in chapter 9.

6.2 SACL Proposal

The basis upon which assets other than land have been vaued by SACL is Optimised Depreciated
Replacement Cost (ODRC or DORC). In this respect SACL has sought consstency with the
Commission’s DRP.

An assessment of the ODRC of al non-contestable buildings and civil works was undertaken for
SACL by consulting engineers Maunsdll Mclntyre Pty Ltd (Maunsdl Mclntyre) in associaion with
Rawlinson Audraia Pty Limited, Cost Consultants and Quantity Surveyors.

SACL’s proposa comprised a vauation of existing assets as at 1 July 1998. These asset values
were then adjusted for depreciation, indexation, disposas and new capita expenditure. Significant
capita expenditure took place at the arport between 1 July 1998 and 1 July 2000, the actua
vaue of which was estimated by SACL in order to prepare its draft proposal in early 1999. The
ODRC vdue of agronautica assets as a 1 July 2000 included in the draft proposad was
approximately $1,082m. This comprised $561m for assets existing at 1 July 1998 and $521m for
assets added between 1 July 1998 and 1 July 2000.

SACL’s proposal was aso based on the 1 July 1998 vauation rolled forward to 1 July 2000.
However, it was then adjusted for actua costs of the capital expenditure over the 1998-2000
period and ‘minor changes...made in relation to alocations made between aeronautica and non-
aeronautical services ¥ Among the more sgnificant items to change were;

treatment of land-fill. Thistransferred $188.8m from land to other fixed assets, and

141 Australian Competition and Consumer Commission, 1998e, op. Cit.
142 sydney Airports Corporation Ltd, 2000c, op. cit, p. 70.
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the excluson of $48.4m related to ‘ ground access facilitation’.

This resulted in a vauation of total aeronautica assets (excluding land but including land-fill) of
gpproximately $1,167m. The vaue of these assets prior to being alocated between aeronatical
and non-aeronautical services was $1,630m.

In early November 2000 SACL supplied the Commission with the ODRC vauation as a 30 June
2000 carried out by Maunsdll Mclntyre. Tota assets (pre-allocation, excluding land and movable
plant) were measured at gpproximately $1,608m. SACL advised BARA that ‘[t]he magnitude
and nature of the changes in value are not so materia that they would require SACL to make any
changes to the revised proposd given that target revenue of $205m is currently around $38m
below alowable revenue of $243m’ .14

In January 2001 SACL provided the Commission with another financia modd that contained an
ODRC vaue for aeronautical assets (excluding land) of $1,129m. This vaue incorporates the
ODRC vduation supplied to the Commission in November 2000.

Finaly, in March 2001, SACL provided the Commisson with a financid mode that incorporated
ODRC vdue for aeronautical assets (excluding land) of $951.2m. This vaue excludes land-fill.
The ODRC vaue d 0 reflects the revison of depreciation charges on a number of assetsidentified
by the Opus report.

6.3 Viewsof interested parties

Reflecting the structure of SACL’s proposd, BARA carried out its andyss by classfying the
SACL assetsin two groups. those exigting on 1 July 1998 and those added between 1 July 1998
and 1 July 2000.

In its submission, BARA puts the view that the aeronautical charges thet the FAC had in place in
1998 form an efficient garting point:
BARA submits that the Commission should not re-open existing prices and should not adopt
SACL's approach of revaluing assets and its move away from the single-till approach. This
conclusion is based on BARA's view that the current prices at Sydney Airport provide more than
a reasonable return to SACL. Support for this conclusion is set out in chapters 4 and 7 (of the
BARA submission) which detail the history of the current SACL charges. This chapter (Chapter

8) sets out further evidence for the conclusion that SACL's existing returns are adequate and that
thereis no justification for increases in chargesin relation to pre-existing investment 14

BARA'’s view is that, from this efficient starting point, subsequent capitd expenditure should be
asessed in the context of the necessary new investment provisions set out in Direction No. 18.
The reasoning behind this view is provided in Chepter 7 of the BARA submisson. BARA
criticises SACL’s proposa for not addressing the criteria provided by Direction No. 18. It
concludes that:

SACL'sfailureto identify and separate new investment from pre-existing investment in itsrevised
proposal does not remove the requirement for the Commission to assess SACL's proposal in

143 SACL email to BARA, 16 November 2000. Any correspondence cited in this draft decision is not of a
confidential nature and the Commission will make it available on request.
144 Board of Airline Representatives of Australia, 2000b, op. cit, p. 59.
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accordance with Direction No. 18. The requirements of Direction No. 18 are clear. It requiresthe
Commission to apply specific criteria when assessing proposals to increase prices as a result of
necessary hew investment. In other words, if the proposed price increase results from or is
causally connected with new investment, the Commission must apply the criteria. Furthermore,
Direction No. 18 expressly states that the Commission must take the criteriainto account. To the
extent that the revised proposal does not enable the Commission to undertake this task, the
proposal should be rejected by the Commission in its current form and SACL should be
requested to represent the proposal in accordance with the requirements of the regulatory
framework .

Notwithstanding BARA'’'s disagreement with deriving an ODRC valuation for assets exigting at 1
July 1998, BARA commissioned consultants to assess the value of a sample of assats from the
asst register compiled by SACL’s consultants, Maunsdll Mcintyre. BARA's consultants' report,
mede available to the Commission and its consultants, concluded that *...the ORC vaues included
in SACL’ s asst vauation represent aless than satisfactory replacement values (sic)’ .

Regarding additions to the asset base between 1 July 1998 and 1 July 2000, BARA attempted to
conduct an assessment of these assats in the context of its view of the regulatory regime applying
to SACL and, in particular, the Direction No. 18 criteria. BARA’s findings, presented in Chapter
9 of its submission, were that the $521m vaue SACL had included for the asset additions should
be reduced by $140m for a combination of the following reasons:

the assets did not fal within the definition of aeronautical services provided by Declaration
No. 89;

SACL provided insufficient information to assess the dlocation of the asset between
aeronautical and non-aeronauticd activities,

non-aeronautica assets were incorrectly alocated to aeronautical by SACL, and

some assets could not be regarded as ‘new investment’ according to the Commission’s
definition.*
BARA dso dams that a paucity of information prevented it from quantifying further reductions
resulting from:

Expenditure on the assets that occurred prior to SACL acquiring the lease to Sydney
Airport on 1 July 1998;

The new investment being assessed againg the criteriain paragraph 2 of Direction No. 18.

BARA questions the consstency of SACL’s vauation of 1 July 1998 with that dated 1 July 2000
— the results of which were not made available to BARA until mid-November 2000. The BARA
submission to the Commission’ s issues paper argues that:

145 | bid, pp. 45-46.

146 | bid, Appendix 11, p. 4.

147 The Commission’ s definition of ‘ necessary new investment’ asit relates to the prices oversight arrangements
at Australian airports is contained in the Commission’s new investment position paper. New investment is
defined as ‘...a change in fixed durable inputs that does not simply seek to replace natural degradation of
capital’.
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... the draft proposal was based on pre-existing assets and new projects, whilst the revised
proposal is based on individual assessments of all assets. BARA understands from SACL that
adjustments have been made to remove certain new projects not undertaken, and to update the
costs of remaining projects to reflect actual costs incurred. However, no information supporting
this assertion is provided to allow the airlines to compare the actual costs included in SACL’s
revised proposal with the estimated costs presented in the draft proposal for each project.
Further, the information presented in the revised proposal includes actual asset values from
SACL's ABC model. Different cost allocation methodologies were used in the draft proposal. A
major concern with this information is that there is no link to individual projects presented in the
draft proposal and therefore BARA is unable to assess these assets against the relevant
criteria®

Commenting on the appropriateness of an ODRC agpproach to vauing the assets of Sydney
Airport, BARA argues that:

A building block methodology that relies predominantly on an ODRC valuation might be justified
as ameans of setting a starting point price in instances where existing prices bear no relationship
to the commercial position of the enterprise. However, for Sydney Airport, thisis clearly not the
case. Prices were reviewed and set by the Commonwealth Government in 1997. These prices
took into account SACL’s commercia objectives and its need to provide dividend payments to
its shareholder. Moreover, in its earlier submission, BARA presented information which
supported the view that existing prices were sufficient to allow SACL to earn areasonable rate of
return. In these circumstances, the Commission’s decision to adopt a building block
methodol ogy based on ODRC val uations appears unjustified. X

BARA dso questions the rdiability of SACL’s ODRC vduation, stating that:

It is a surprising outcome that the 1998 valuations plus the cost of new investment should equal
the 2000 valuation, when many assets included in the 1998 valuation were rebuilt or replaced as
part of the new investment. These assets should have been optimised out of the valuation. The
assets rebuilt include several aprons**®

The view of Mebourne Airport was typicd of a number of the submissons made by other
Audrdian arports. ‘whilst we have not closdy scrutinised the value of non-land assets, the vaues
that have been arrived at are within the range of what could be expected’ .*

In their submissons, the operators of Brishane, Canberra, and Perth arports expressed
disappointment that in its revised proposd SACL had excluded a provison for ongoing capita
expenditure. In its draft proposad SACL had included an dlowance of $30m per annum for an
‘ongoing minor capita works program (intended) to avoid the need for repetitive future price
natifications in respect of comparatively minor items .2 The following statement by Brisbane
Airport Corporation reflects the sentiment of these operators:

Brisbane Airport strongly support the concept of establishing a pool of funds (with the total

amount being relatively immaterial in comparison to major projects) that could be expended on
minor projects that meet the Commission’s Necessary New |nvestment guidelines, and are agreed

148 Board of Airline Representatives of Australia, 2000b, op. cit., p. 35.

199 Board of Airline Representatives of Australia, 20014, op. cit., p. 30.

150 | d

181 Australia Pacific Airports Corporation, November 2000b, ACCC Consideration of Draft Pricing Proposal for
Sydney Airports Corporation Limited — Response to | ssues Paper.

182 Sydney Airports Corporation Ltd, 1999b, op. cit., p. 5-16.
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upon by the local Airport Operating Committee...Therefore, Brisbane Airport considers the
retraction of this approach by SACL in the (revised draft proposal) as disappointing.!>

6.4 Consultants views

The Commission reviewed the vauation as a 1 July 2000 carried out for SACL by Maunsdll
Mclntyre and Rawlinson Austraia Pty Limited, Cost Consultants and Quantity Surveyors. This
vauation was made avallable to the Commission in November 2000. The Commisson employed
Opus Internationa Consultants Limited (Opus) to conduct the review. The report prepared by
Opus is available from the Commission’s website at <http:/Aww.accc.gov.au>.

In conducting its review and preparing the report Opus considered the appropriateness of the
methods used, the suitability of assumptions made, and the accuracy of the vauation. Opus
concluded that ‘the work underpinning (the Maunsell Mclnytre) vauation was found to be both
thorough and professionaly competent’ >

Opus review noted a number of limitations in determining an ODRC vaue of SACL assats which
related to the qudity of the information available. Opus concludes however thet it has *taken these
limitations into account and has found through extensive cross checking of information sources, that
the inventory overdl provides aredidtic bass for the vauation’ .

6.5 Discussion

SACL’s proposd is predicated on the recovery of aeronautica cogts by raising a required amount
of aeronauticd revenue, which implies the adoption of a distinct aeronauticd till. Thisis a point of
view with which BARA fundamentaly disagrees, as discussed in the section on dud till in this

paper.

Additionaly, SACL’s asset vauation methodology is based on the ODRC gpproach described in
the Commission’'s DRP. BARA disputes the appropriateness of applying the ODRC to SACL
assets when adual till approach to pricing is adopted.

In its DRP the Commisson consgdered the merits of two agpproaches to asset vauation, the
ODRC and historic cost approaches. The Commission decided to adopt the ODRC vauation
methodology as a cap on the vauation of the asset base.

The DRP outlines the advantages of the ODRC gpproach from the viewpoint of economic
effidency:
First, while the outcomes of competitive or contestable markets do not provide all of the answers,
regulators often look to competitive or contestable markets for guidance on efficient decision
rules for regulating natural monopoly markets. Such comparisons can provide useful guiding
principles for certain regulatory problems. In addition, the establishment of broadly symmetrical
pricing and incentive structures across regulated and unregulated markets has attractions on

general resource alocation grounds. It is noted in this regard that one of the objectives is to
replicate the desirable outcomes of a competitive market.

153 Brishane Airport Corporation, op. cit.
1% Opus I nternational Consultants Ltd, Sydney Airport Valuation 2000 Review, 2000, p. 69.
155 | d
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Second, the maintenance of revenue streams over time a level consistent with a DORC asset
valuation will minimise the likelihood of significant shocks to tariffs as the replacement of assets
becomes necessary. As the existing assets will dominate the capital base and therefore tariffs for
anumber of years, this objective of minimising shocksto tariffswill be most easily achieved if the
existing assets are valued at or closeto DORC.

Thirdly, as noted above, any value that isin excess of DORC islikely to imply pricing of services
that will expose the service provider to being by-passed. While the significant entry and exit
costs that characterise electricity transmission make large-scal e duplication of the existing system
unlikely, by-pass may be feasible at the edges of the network. In such circumstances some of the
cost that gave rise to by-pass will inevitably be absorbed by the remaining customers who do not
have by-pass options.

Finally, another justification for DORC setting the upper limit to valuations comes from what a
DORC valuation actualy is attempting to measure. Thisisthe maximum price that afirm would be
prepared to pay for ‘second hand’ assets with their remaining service potential, higher operating
costs, and (old) technology — given the alternative of installing new assets which will have a
greater remaining service potential. Therefore, if prices reflect a value that isin excess of DORC,
then users would be better off if the existing system were scrapped and replaced by new assets.
Similarly, if assets are sold for prices above the DORC valuation then this implies that scarce
investment funds are being inefficiently applied: in this case, it would have been a more efficient
use of investment funds for the existing assets to be scrapped and a duplicate system installed.**

The DRP dso comments on the use of vauations based on historica cost for regulatory purposes:

While historic cost, if available, offers (or appears to offer) a firmer base than DORC, there are
many aspects which make it unsuitable as a method of establishing a cost base consistent
between different network owners. Someissues are the following:

inconsistent past accounting practices with respect to how much of an asset was capitalised
eg. in the past network assets had a high day labour content which was not treated in a
common way between transmission network service providers.

the industry has been subjected to structural change which has often been done without
sufficient attention to asset valuation;

very similar assets in different networks can have different historic values due to different
purchasing practices; and

attempts to inflate historic costs to current costs are fraught with problems and will frequently
result in a much higher value than a depreciated current replacement cost based on modern
equipment of equivalent capacity. Because of technological improvements and economies of
scale the cost in real terms of most electricity assets has fallen consistently over time.

Therefore, the Commission will not consider historic cost as an asset valuation methodol ogy .**

SACL’s proposals for asset vauation are consistent with the DRP in that they are based on the
ODRC methodology. This decison does not revist SACL’s use of the ODRC methodology.
Instead it focuses on SACL’s application of the ODRC methodology.

6.5.1 Information Issues

SACL agues tha arlines have been provided with information sufficient to vaue SACL’s
aeronautical assets on an ODRC basis.

1% A ustralian Competition and Consumer Commission, 1998g, op. cit., p. 40.
%7 | hid., pp. 41-42.
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BARA disagrees with SACL and has set out its concerns in section 6.3 of its submisson to the
Commission’s issues paper. The submisson clams that SACL has refused to provide essentia
information. Of the information that has been provided, BARA argues that it is incomplete, of
poor qudity and was delayed. BARA adso notes that asset vauation information is inconsstent
between SACL’s proposals.

Commenting on their review of the 1998 vauation carried out by Maunsdl Mclntyre, BARA’s

consultants note:
The documentation that we were given were drawings, specifications, some reporting
documentation on previous reports that had been done, and also some costing documentation.
Unfortunately the scale of the drawings and the detail on alot of the drawings was limited. The
specifications were, we believe, not adequate enough to describe the assets, and because of that
various assumptions had to be made, and it was difficult then to work out what assumptions the
previous people had actually made... And the main thing that | think really made a big difference
was the lack of supporting documentation behind the estimates. So in the end of that, we really
said, from the sample that we looked at, that the replacement values that we saw were actually
less than satisfactory 1%

As discussed esewhere in this decison, BARA's position is that a vauation of SACL’s assets on
an ODRC basis is not appropriate under the regulatory framework that applies to SACL.
Notwithstanding this, BARA arguesthat ‘...even if the regulatory framework were atered to alow
the Commisson to adopt its building block methodology, the information supplied by SACL in
connection with its proposa is grosdy inadequate to implement that approach’ .

Opus dso identified issues regarding the qudity of the informeation that SACL used in its valuation:

Reliability of the valuation directly reflects the accuracy of information that was available. Some
assets are well documented and have detailed inventories. There are also some assets for which
very little relevant information is available... The information sources researched as part of this
review were sometimes disparate and difficult to locate.’®

The Commisson acknowledges the difficulties faced by BARA in assessng the latest SACL
vauation. SACL provided BARA the results of the vauation in November 2000 but did not invite
BARA to review that valuation. The Commission, through the work of Opus, has been able to
obtain confidence in SACL’s later vauation. However, the Commission would generaly prefer
that greater rather than less trangparency is present in a process where the users of a facility are
best placed to provide commentary on the appropriateness of avauation.

The Commission’s view is that sufficient information exigts to form a view asto the likely range of
an ODRC vdue for agronautical assats a Sydney Airport. The following discusson highlights a
number of areas in which SACL has revisad its vauation in response to the Commission’s draft
decison.

1% M Quinn, Rider Hunt Pty Ltd, Transcript of Proceedings: Australian Competition and Consumer Commission
Sydney Airport Public Discussion Forum, Melbourne, 13 December 2000.

1% Board of Airline Representatives of Australia, 2000b, op. cit., p. 42.

180 Opus International Consultants Ltd, op. cit., p. 2.
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6.5.2 Assetsthat do not require replacement

The DRP had the following to say about assets that do not require replacement:

A related issue concerns assets which do not require full replacement in order to regain full utility
at the end of their technical life. These could be classified as refurbishment assets. The well
known example of this is distribution gas pipelines originally based on cast-iron pipes laid
underground. Full refurbishment of such assets typically involves relining the pipes with nylon
inserts, a procedure which does not require expenditure in digging up the ground or involve extra
expenditure to accommodate existing ‘ brown-fields’ infrastructure.

The normal DORC procedure would involve valuing the assets asif the pipelines had to be re-laid
from scratch as this identifies the potential costs for a competitor of duplicating the system (a
property of the DORC approach). However, the DORC valuation of such refurbishment assets
seriously overstates the long run capital costs associated with related service provision. Thisis
seen as potentially leading to long run cost estimates which are overstated and may lead to
inefficient pricing.

The solution to this dilemmais not to adjust the DORC valuations downwards but to recognise
that, with such assets, the residual value of assets at the end of their technical life is not their
scrap value, rather it is the savings that their availability represents over having to reconstruct
the infrastructure from scratch. The natural conclusion then is that in determining the
depreciation allowances contributing to price formation, the accumulated depreciation needs only
account for the fall in asset value from its initial ORC value to the market value just prior to
refurbishment. Such reduced depreciation allowances provide for pricing which better reflects
true long run incremental costs. It is not inconceivable that similar ‘ refurbishment’ opportunities
exist for other infrastructure assets and the refurbishment approach should be applied.*®*

The SACL approach to asset vauation was to assume that with the exception of landfill dl

aeronautical assets on the airport would be replaced. SACL assumed that al residud (or salvage)
vaues were zero.

BARA'’s position is that ‘[i]f a building blocks approach is to be adopted, BARA is of the strong
view that such (sunk assets that never need to be replaced) should be valued for regulatory
purposes & their scrap vaue .2

The Commission’s position, consstent with the DRP, is that assets that do not need to be replaced
should have depreciation alowances reduced to zero. Therefore such assets should be carried in
the asset base at their optimised replacement cost.

6.5.3 Optimisation

In gpplying the vauation principles usng ODRC, there are degrees of optimisation that may be
presumed. At one extreme, the vauation may be on a green-fields basis which assumes that an
optimal gte location is sdected and an optimally-configured facility is congtructed on that Ste.

The SACL gpproach isto assume that the exigting aeronautical facilities are replaced using modern
equivdent technology, teking into account an optimised condruction sequence and the
complications of a brown-fields development. Such complications relate to the additiona cost
involved in undertaking congtruction works on a facility thet is being used. Implicitly, the SACL

181 Australian Competition and Consumer Commission, 1998d, op. cit., p. 45.
182 Board of Airline Representatives of Australia, 2000b, op. cit., Appendix 11, p. 10.
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approach does not reduce the value of assets to the extent that they are redundant, obsolete or
over-desgned. The approach aso assumes that the exigting location of the arport and the
configuration of the facilities on that Ste are optimdl.

BARA's review of the Maunsdl Mclntyre vauation carried out in 1998 found that a number of
redundant assets (estimated a $1.6m in 1998) were included in the asset base. BARA further
argued that it was aware of other assets in the 1998 asst list that would have become redundant
with the completion of capital works over the 1998-2000 period. Section 16 and Appendix 11 of
the BARA submission detail these concerns.

In its review of the SACL vduation, Opus sought to extend the level of optimisation such that
obsolete or over-designed assets or assets with surplus capacity were not included in the valuation.

In other respects the degree of optimisation was assumed consistent with the SACL approach —
that is, airport re-configuration or relocation were not considered. Opus identified a number of
assets which would not be replaced in their current form and thus would have had their value over-

estimated using the SACL gpproach. For example, in Opus view the design of the older runway
(16R-34L) is now partidly redundant as a result of works associated with the nearby sea port.

The Opus report notes that if the runway were to be replaced there would be a reduction in the
quantity of sea protection works and also the amount of airfield grass.

Other examples of sub-optimal assets identified by Opus included part of a services tunne
associated with the passenger terminal and an elevated water tank.

The Commisson regards as agppropricte a brown-fidds rather than greenfidds level of
optimisation of assets a Sydney Airport. Congdering first the issue of the arport’s location, the
Commission notes that the future regulatory framework for Sydney Airport is currently uncertain.
To the extent that the regime governing other privatised Audtrdian arports can be used as a guide,
aregulatory review period of five years may apply. The Commisson’sview is the development of
a second airport in the Sydney basin within a five-year period is unlikely. This is conagent with
the recent statement by the Minister for Trangport and Regiona Services.

Sydney Airport is comfortably handling its growing level of air traffic and the Federa

Government, after lengthy and careful consideration, has concluded that it would be premature to

build a second major airport in the city...The Government is confident that the commercial

decisions by the airlines and our policy measures will ensure that Sydney Airport will be able to
cope with theincreasing air traffic until the end of the decade.'®®

In the absence of an ability to develop a green-fidds dternative in the time frame of the current
regulatory period, the Commisson’s view is that a brown-fields valuation represents an efficient
benchmark for the SACL assets. It is dso conggtent with the vauation of land in its current
location (refer to chapter 8).

Given that dte re-location does not appear practicd, the question arises as to whether the
configuration of the assets on the current Ste is optima. SACL presents its view in the revised
proposa, concluding thet “...it is not clear that the exigting arport layout is sub-optima given the
vadue of land in the Sydney Airport region and the unresolved issues related to separate

183 The Hon John Anderson MP, Minister for Transport and Regional Services, ‘ Sydney’ s Future Airport Needs',
Media Release, 13 December 2000.
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international/domestic terminas .** Given the difficulties of identifying any aternative configuration
of assats that could drive obvious efficiency gains, the Commisson’s view isthat a vauation based
on the exigting configuration is reasonable,

The Commisson’s decision is that valuing SACL’s assets on a brown-fields basis is reasonable.
SACL has addressed those parts of its asset valuation that the Opus report identified as sub-

optimdl.

6.5.4 Depreciation

In making its decison in relation to the FAC's 1997 proposdl to increase aeronautical charges at
Sydney Airport, the Commission noted the concerns of arport users regarding the rates of
depreciation. In its statement for the public register the Commission put its view that:
...greater transparency in the FAC's costing of the components of large capital items and the
depreciation rates to be applied to those components would serve to address the concerns of
industry and subject the FAC's depreciation policies to a commercial focus. It is therefore
recommended that for the larger capital items the FAC/SAC should provide a higher-level

breakdown of depreciable components and their associated rates and that the Commission
should consider thisissue in the context of afuture review of prices®

At Appendix J of its proposd SACL provided a list of aeronautical assets (excluding movable
plant) prepared by Maunsell Mclntyre® This list set out for each asset, or component thereof,
the age, the remaining life and the useful life. Depreciation was determined by goplying a straight
line charge to the Optimised Replacement Cost vaue of the asset over each asset’suseful life. The
later Maunsdll Mclntyre vauation, provided to the Commission and BARA in November 2000
aso included depreciation detalls.

In generd, BARA finds the useful lives of assets determined by SACL to be ‘reasonable’. BARA
does however express *...some concerns regarding the use of different asset lives for the same
am’ .167

Using the example of aerobridges, BARA argues that:

SACL has clearly failed to apply the replacement cost methodology consistently. It would be
expected for example, that a modern aerobridge would have the same asset life (as an older
aerobridge).

SACL has simply extended the useful lives of older assets. This practice should be vigilantly
guarded against. Looking forward, SACL should not be encouraged to assume unrealistically
short asset lives, and, when these asset lives are almost at an end, to extend the life and claim
depreciation expenses as if the asset had always been depreciated over thislonger period. Such
an approach would guarantee the over-recovery of replacement costs.

Appropriate asset lives should be used. If the true economic life of an aerobridge, for example, is
40 years, then this should be used consistently for all assetsin this class%®

184 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 78.

185 Australian Competition and Consumer Commission, 1998e, op. cit.
186 Sydney Airports Corporation Ltd, 1999b, op. cit., Appendix J.

187 Board of Airline Representatives of Australia, 2000, op. cit., p. 139.
168 | bid., p. 140.
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The use of differing useful lives for amilar assets gppears to have arisen from the methodology
SACL adopted to determine the useful life of each asset. SACL’ s gpproach was to determine the
age of the asset and the remaining life of the asset. These two amounts were then summed to
arive a auseful life. Potentialy, this can lead to the Stuation that BARA describes.

In its review of Maunsdl Mclntyre's work, Opus estimated the remaining life of an asset by
subtracting the age from its useful life. Correct application of the replacement cost methodology
requires that useful lifeis determined independently of the age of the assets.

The Commisson’s draft decison noted that a number of its recommendations imply a lower
depreciaion charge for SACL’s proposd. Examples include the lengthened lives of certain RTA
assats and a lower square metre rate for airfield grass. The Commission did not attempt to re-
cdculate the depreciation charge in SACL’s building block usng the recommendations in this
decison, but rather estimated a an indicative maximum dlowable revenue figure in this decison
using an assumption thet the totd depreciation charge will be five per cent lower than that figure
contained in the SACL financid modd. That is, while the SACL financiad modd provided to the
Commission in January 2001 incorporated a depreciation charge of $40.1 million, the Commission
based its estimation of maximum alowable revenue on a depreciation charge of $38.1 million.

In responding to the Commission’s draft decision, SACL made appropriate changes to the relevant
depreciation rates and asset values to derive a revised depreciation charge. That depreciation
charge, contained in a financid moded provided to the Commission in March 2001, amounted to
$35.3 million.

6.5.5 TheValuation of Particular Assats

In its review of the SACL assat regiser BARA identified a number of asset groups tha, in its
view, were potentialy over-vaued. The report prepared by BARA'’ s consultants was provided to
Opus during its review. This section highlights the more significant areas where there were differing
views between SACL, BARA’s consultants and Opus, and describes SACL’s response to those
viewse

Land-fill and Seawalls — In SACL’s asset base, land-fill relates to those areas of land that have
been reclaimed from Botany Bay for use as runways and taxiways. SACL’ s proposa dtates that:

As part of the 1 July 1998 valuation, Maunsell Mclntyre valued the replacement cost (ODRC) of
the seawalls and land-fill around both runways that extend into Botany Bay. Given the relatively
recent land reclamation undertaken as part of the construction of the third runway, these values
are understood to be robust.

In the December 1999 Draft Proposal, SACL recognised that there is an overlap between the
ODRC value of seawalls and land-fill and the replacement cost value of land. To ensure that no
double counting occurred, SACL :

included the value of seawallsin fixed assets and deducted the same amount from the value
of land in the Draft Proposal; and

189 SA CL’ s response to the issues raised in the Commission’ s draft decision and in the Opus report are contained
in Attachment E of SACL’s response to the Commission’s draft decision. See Sydney Airports Corporation
Ltd, 20014, op. cit.
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excluded land fill completely from the fixed assets.

There is no clear reason why sea walls and land reclamation costs should be treated differently
from a valuation perspective. Accordingly, the Revised Draft Proposal includes both sea walls
and land-fill in fixed assets and deducts both values from the net land value.

The impact of the changeisto:

increase the value of fixed assets related to Runways, Taxiways and Aprons by $188,820,450
asat 1 July 1998; and

reduce land value by the same amount to a net $427,579,550.

Land-fill has azero depreciation rate, although its valueisindexed at assumed CPI in line with the
treatment of all other assetsin the financial model .1

Inits submission, BARA obsarves that:

As the same return to capital (WACC) is placed on land and non-land assets, this reallocation
has no net affect on capital costs.

Where it does have an effect, however, is in relation to the value of land appreciation. By
reducing the land valuation by $321.6 million SACL has, through this reallocation, reduced the
real value of land appreciation by about $9.6 million (3 per cent of $321.6 million).

SACL's approach is flawed. In considering land appreciation, it is necessary to consider
appreciation on the total value of land, not the value adjusted for seawalls and landfill. To the
extent SACL's land valuation approach is at all appropriate, the correct question is what is the
increase in the market value of the land, not the increase in the market value of the land less the
cost of seawalls and landfill.

For the purposes of determining economic income from land appreciation, land island. SACL has
failed to recognise this.!™

Opus notes that ‘[n]o detaill was available as to what assumptions had been made in deriving the

quantities of (land)fill used in the vauation. It has not been possble to review this item’.*2 The

Opus report does however opine that certain layers of the rock walls that serve as sea protection

do not require a depreciation alowance for physica deterioration. Both BARA and Opus identify

difficulties with the information that would support Maunsdl Mclntyre s vauation. Opus reports.
In the absence of quantity or cost information to support the basis for the current valuation,

Opus has undertaken rough order costings of an optimised replacement. These calculations
appear to indicate that the current cost rates significantly overstate replacement cost.

The Commission is concerned that the absence of supporting information may have caused Maunsd|
Mclntyre to over-estimate the Optimised Replacement Cost of the seawalls.

The Commission's draft decison was that for the purposes of determining regulated aeronautica
prices landHfill is indiginguishable from other land and it should therefore be excluded from the
ODRC vduation of assets. SACL responded to this by removing the vaue of landfill from the non-
land aeronautica asset base. The Commission’s decision includes the area represented by land-fill
in the vauation of land (see chapter 8)

17 Sydney Airports Corporation Ltd, 1999b, op. cit., p. 81.

11 Board of Airline Representatives of Australia, 2000b, op. cit., pp. 125-6.
172 Opus International Consultants Ltd, op. cit., p. 32.

173 | bid., p. 30.
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Regarding seawdls, the Commisson's draft decison was that SACL review its vauaion and
depreciation alowance drawing on comments contained in the Opus report. In response, SACL’s
consultants advised that the scale of seawdls has dready been optimised in the origind Maunsdll
Mclntyre vauation. The depreciation charge was however reduced.

Airfield Grass — In SACL’s proposd, the total ODRC value of arfield grass in SACL’s proposd
was $23.5m, with the ORC estimated at $45.2m. The SACL proposal depreciates the grass over a
period of 25 years, implying an annud depreciation charge of $1.8m. BARA put the view tha, if
properly maintained, a regenerating asset such as grass may never need replacement. This means
that there would be no need to depreciate the asset. SACL responded to BARA's view claiming
that extended periods of dry weather and flooding with sdt water mean thet the arfidd grass is
subject to a finite life. The Opus review concurred with the BARA view that a zero net annua
depreciation was gppropriate. 1n doing so it was assumed that areas of grass requiring replacement
would be most appropriately funded as an operating expense.

The Commission agrees with the view of BARA and Opus that, given appropriate maintenance, the
arfidd grassis unlikely to require replacement. In effect, the ORC will continue to be equd to the
market value of the asset. (It is noted that BARA disagrees, arguing that the grass should be
assigned a zero vaue for regulatory purposes on the basis that is a sunk asset that does not require
replacement.) Consstent with the DRP there is no need for SACL to alow for depreciation of the
arfield grass. This means that the asset should be included in the aeronautica asset base at its ORC.

The Commission aso concurs with the view of BARA and Opus that the valuation for airfield grass
should incorporate a unit cost thet reflects seeding rather than turfing. Opus estimates that this could
halve the square metre rate for airfield grass.

Opus further notes that the ORC vduation should reflect the optimised Sizing of runway 16R-34L..

The Commission’s draft decision was that no depreciation should be gpplied to airfield grass and the
ast should be included in the agronautical assets at its ORC. This ORC should reflect the fied
seeding, rather than turfing, method of condruction and should alow for an optimised Szing of
runway 16R-34L.

In response, SACL’s advisers argue that a combination of turfed areas and grassed areas may be
appropriate.  SACL’s advisers further agree that a 25 year depreciation period may not be
gopropriate but argue for a minimum 1 per cent depreciation rate to adlow for technologica
obsolescence. As with seawdls, Maunsdll Mclntyre clams that the Szing of runway 16R-34L was
optimised in the previous vauation.

The effect of SACL’ s changes in response to the Commission’s draft decison is to reduce the ORC
of arfield grass by $18.7m, but to increase the ODRC vdue by $8.5m due to the effect of
lengthening the assumed asset life. The Commission regards these adjustments as reasonable.

Runways, Taxiways and Aprons — For the purposes of its ODRC vauation, SACL has solit its
runways, taxiways and aprons (or RTAS) into three distinct layers, with each layer condgdered to be
a separate asset.  The layers comprise a top layer, usudly constructed of concrete or asphdt, a
middle layer of compacted rock aggregates (known as the base course) and lower layer of
foundation soils (known as the sub-grade). A summary of the various opinions of SACL, BARA
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and Opus on the lives of the RTA components is provided in the Opus report and is reproduced
below as Table 6(a).

SACL has applied useful lives of between 58 and 100 years to the base course and sub-grade.
BARA contends the base course for flexible pavements (those with an asphat wearing course) and
the sub-grade for both flexible and rigid pavements (those with a concrete wearing course), if
gppropriately maintained, have infinite lives and therefore do not require replacemen.

In its andyds, Opus makes a digtinction between RTAs congtructed since 1962 and those
constructed earlier. For the former group, Opus shares BARA'’s view that the base course and
sub-grade is unlikely to physicaly deteriorate the base course. Opus does however recommend an
annual depreciation charge of 1 per cent to cover the risk of technological obsolescence.

The Opus report contains the table on the following page that summarises the differing opinions of
SACL, BARA and Opus regarding thickness, useful life and resdud vaue of the RTAS. '

174 |bid., Table 4 : Pavement Parameter Comparisons, p. 19.
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Table 6(a): Expert Viewson RTA Valuation.

Thickness (mm) Life (years) Residual Value (%)
Opus Opus
Element SAC SAC
SA CL BARA | Opus L BARA Pre- | Post- L BARA Pre Post
1962 | 1962 1962 | 1962

Runways— Asphalt Wearing Cour se

Asphalt 60-160 60 50 12-14 14 14 14 0 0 0 67%

B/C 450-650 600 600 60-70 ¥ 75 ¥ 0 100 0 100
58-

SIG NA NA NA 100 ¥ 75 ¥ 0 100 50 100

Runways — Concrete Wearing Cour se

Concrete 400 450 400 50 50 50 50 0 0 0 0

B/C 150 200 200 50 50 50 50 0 0 0 25
SIG NA NA NA 100 ¥ 50 ¥ 0 100 50 100
Taxiways

Asphalt 50 50 50 12 10-15 14 14 0 0 0 67%
B/C (1)63;%0' 500 3280_ 60 ¥ 75 ¥ 0 100 0 100
SIG NA NA NA 60 ¥ 75 ¥ 0 100 50 100
Aprons

Concrete | 300-450 450 34%% 32-50 50 50 50 0 0 0 0

B/C 200-300 200 200 | 32-50 50 50 50 0 0 0 25

SIG NA NA NA ‘118;) ¥ 50 ¥ 0 100 50 100

Source: Opus International Consultants Limited, “Sydney Airport 2000 Valuation Review”, December
2000.

The Commission’s draft decison was that SACL does not require a depreciation charge to alow
for physica deterioration of the sub-grade component of its RTAs. Nor is a depreciation alowance
required for physica deterioration of the base course of RTAs with an asgphat wearing course.
However, the gpplication of a minimum depreciation rate of one per cent per annum to alow for the
possibility of technological obsolescence would gppear reasonable.

Runways, Taxiways and Aprons constructed prior to 1962 — In its ODRC vauation process
SACL identified a number of areas of base course and sub-grade constructed prior to 1962 which
were deteriorating and would require replacement. According to SACL, the reason for the
deterioration was the use of materials which over time proved to be less suitable. Opus agreed that
replacement of these assets may be necessary and ought to be dlowed for in determining
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depreciation. In relation to the sub-grade however Opus view was tha there would remain
sgnificant sdlvage vadue in the materids a the end of thelr useful lives.

The Commisson recognises that where a facility provider will unavoidably incur cogtsin the futurein
order to continue providing regulated services, there may be a case to adlow the recovery of those
costs through regulated charges. In the case of SACL’s pre-1962 RTA assets, the revenues would
need to be sufficient to alow SACL one more replacement event.  Thereafter no depreciation of
those assets would gppear gppropriate. This Situation creates complications for the regulator under
the existing regulatory environment in that, should a depreciation alowance for pre-1962 assets be
dlowed, there is currently no provison for the Commisson to re-set the regulated prices to a lower
leve after the replacement of the pre-1962 assets has occurred.

The Commisson’ s draft decison was that SACL should alow for depreciation of its pre-1962 RTA
asts on the same basis as its post-1962 assets.  The Commission regards the minimum
depreciation dlowed for technologica obsolescence as sufficient provision for the replacement of
those pre-1962 RTA assets that are deteriorating.

In its response to the draft decison, Maunsell Mclntyre accepted the mgority of the points made in
the Opus report. This had the effect of reducing the ORC of the RTA assats and the depreciation
charge and consequently increasing the DORC value. The ORC was reduced by $39.5m and the
ODRC vdue increased by $4.4m. The Commission regards these adjustments as gppropriate.

Allowance for Management, Financial and Other Costs— In esimating the costs of buildings, a
percentage is usudly added to the costs to represent professond fees and project management
costs incurred by the owner of the building. SACL, BARA and Opus dl differed to some degreein
their views of gppropriate percentages. These views were summarised by Opus in the following
table?™

Table 6(b): Expert Viewson Management, Financial and Other Costs.

SACL BARA

Opus

Cost Component

Infrastr.

Build.

Infrastr.

Build.

Infrastr.

Build.

Preliminaries

5

10

3

10

10

Builders Margin

15

5

Site Allowance

Professional Fees

10

12

25

12

Management

2

2

Financial Charges

4

4

55

Total Allowance

21.9%

29.3%

7.2%

26.1%

15.6-22.5%

30.9%

SACL Total Allowance
BARA Total Allowance

Opus Total Allowance

= (1 + prelim+ prof fees) x (1+mgmt+financial) —1

= (1 + prelim) x (1+builders margin) x (1+ site allowance) x (1 + prof fees ) -1

= (1 + prelim) x (1 + prof fees +mgmt)+ financial —1

175 | hid., Table 3 : Comparison of Cost Allowances, p. 13.
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* assumes a WACC of 8%

Source: Opus International Consultants Limited

The Opus report notes the sgnificant effect on total vaue that assumptions regarding these costs
imply.

Allowance for other costs such as professional fees and financial charges are included in the
valuation as a percentage increase applied to the construction cost. The percentage used has a
significant effect on the overall value, increasing $20M for every lper cent increase in the
allowance. The review has identified that the current allowance is potentially underestimated.
Opus recommends that a detailed review be undertaken to confirm the value of this allowance.
Potential changes could increase Optimised Replacement Cost (ORC) and Optimised Depreciated
Replacement Cost (ODRC) by up to $100M 17

The Opus report makes specific reference to SACL’s assumptions regarding the timing of costs
incurred for developing airport projects.
With respect to the second aspect (timing of costs), this is aso a key issue. The current
allowance provides a one-year period from the start of construction until the asset is available for
use. This assumption is appropriate for incremental development or renewal work. It is however

far too short for the initial greenfields stage of development where atwo-year construction period
would be morerealistic. Thiswould add another 5 per cent to the costs (ie $100M).%"7

In responding to Opus comments during the peer review process, SACL’s advisers, Maunsdll
Mclntyre, noted that:

Management and financial fees have been added separately in the valuation spreadsheet as they

are generally considered to be an actual cost to the Owner.1™
The Commission’s draft decison noted that a range of opinions has been expressed by experts
employed by BARA, SACL and the Commission on the issue of management, financid and other

costs. Given that the estimate of SACL’s advisers fdl within that range, the Commission did not
regard as unreasonable the rates SACL has used in compiling the ODRC asset vauation

SACL’s response to the Commission's draft decison adjusted the alowance for other costs in the
light of the Opus view that finance costs may in some circumstances have been underestimated. The
adjusment added $19.0m to the ORC vaduation and $7.5m to the ODRC vduation. The
Commission does not object to these adjustments.

6.6 Commission assessment

The Commission’s view isthat efficient prices are likdly to flow from arange of asset vdues. While
the Commission recognises the degree of subjectivity inherent in an ODRC vauation process, this
potentia for inaccuracy is compensated for by the efficiency benchmarks that such a vauation
represents.

176 | bid., p. 70.
177 | bid., p. 13,
178 | bid., p. 14.
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In much of the above discusson the Commisson has noted differences of professond opinion
amongt Maunsdl Mcintyre (on behdf of SACL), Rider Hunt (BARA) and Opus (the
Commission). In many cases the Commission is not in a position to choose one particular adviser's
view in preference to others. Therefore, the gpproach that the Commission took in the draft
decison was to recommend changes to SACL’s proposa in those cases where Rider Hunt and
Opus ae in agreement.  In cases where Opus and Maunsdl Mclntyre held smilar views the
Commission did not recommended changes to SACL’s proposad. Findly, in those cases where the
views of dl three valuation specidigts are somewhat diverse and the vauation included in SACL’s
proposd fals between that of Rider Hunt and Opus the Commission has decided not to object to
the vauation provided by SACL.

The Commission’s draft decison was that a more gppropriate aeronautical asset base should be
determined by SACL and submitted to the Commission, and that the effect of this revised vauation
should be reflected in arevised depreciation charge.

6.7 Commission decision

The Commission's decison is tha SACL, through its advisers Maunsel Mcintyre, has made
appropriate adjustments to the asset base and depreciation charge. The effect of these changes
implies an opening ODRC asset vauation of $951.2m and a depreciation charge of $35.3m for the
2000/2001 financia year.
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= Chapter 7. The Necessary New Investment Criteria
Under Direction No. 18

7.1 Introduction

As discussed in chapter 2 the Commission is required to take into congderation the criteria
contained in Direction No. 18 concerning increases in charges resulting from necessary new
investment (NNI). This point is expanded upon in the next section, which describes the legd
framework.

SACL’s position, expressed in the revised proposd, is that:

...the NINI criteria have only limited application to the Revised Draft Proposal. SACL seeks to
establish a reasonable pricing base for Sydney Airport following a history of network based
pricing and under-recovery of aeronautical investment, originally by the Commonwealth and,
most recently, the FAC.

While the ACCC may consider certain elements of SACL’s Proposal in terms of the NNI criteria,
there is no legal or policy impediment to the ACCC also considering existing assets and new
assets that may or may not meet the NNI criteria using the building blocks approach to revenue
determination. Indeed, SACL believes that the broader public (as opposed to narrow sectional)
interest requires that the ACCC should adopt this approach.

SACL prepared the December 1999 Draft Proposal, and the Revised Draft Proposal, using the
building blocks approach to revenue determination consistent with the ACCC'’ s approach to price
regulation in the electricity and gas industries. The building blocks provide a comprehensive (as
opposed to incremental) approach to determining appropriate revenues, consistent with
principles observed in competitive markets.

...(The NNI) criteria do not provide an appropriate or adequate basis for assessment of the
validity of SACL’s entire proposal. The building blocks approach, together with the detailed
factual information presented to the ACCC in the Proposal, provides a proper basis for ensuring
that SACL is able to earn an appropriate return on the entirety of the aeronautical asset base
which it deploysto provide aeronautical services at Sydney Airport.1”®

Following the submisson of the proposal, SACL addressed the NNI criteria in a letter to the
Commisson. SACL maintained however that addressng the criteria was of little benefit to the
assessment process.

BARA'’s gpproach was to assess capital expenditure incurred after 1 July 1998 in terms of the NNI
criteria

In section 9.4 of its submisson, BARA identified assets to the value of $105.93 million that it
regards as not faling within the definition of NNI.

17 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 27.

116



7.2 Thelegal framework

7.2.1 Relevant criteria

Pursuant to section 20 of the PS Act and paragraph (2) of Direction No. 18, the Commisson is
required to give specia condderation to the use of the following criteria ‘to guide its assessment of
proposals to increase charges for declared services as a result of necessary new investment’. The
criteriaare asfollows:

(a) theoperator's plans for new investment or service innovation and the associated costs;

(b) therelationship between the proposed increases in aeronautical charges and the costs (including
the level of the rate of return) of the new investment or service;

(c) support from airport users with a significant interest in the investment for the operator's
proposals, including in relation to charging changes;

(d) contribution of the new investment/service to productivity improvements at the airport;
(e) overall efficiency of the airport's operation;

(f) the particular demand management characteristics of individual airports, including any demand
management schemes in place, capacity constraints and any under utilisation of the airport
infrastructure;

(g) airport performance against quality of service measures, including services under the control of
the airport operator;

(h) airport performance vis avis other Australian airports and any comparable international airports;
and

(i) the extent to which the proposed investment will facilitate the operations of new entrants to
domestic or international aviation.

Direction No. 18 further states—

While the ACCC must take the above into account in deciding whether to approve a proposal to
increase charges, in relation to new investment, each proposal will be considered on its merits
having regard to the information available to the ACCC. The weight provided by the ACCC to
each of the criteriamay vary on a case-by-case basis.

The Commission has set out in chapter 2 its approach to the interpretation of Direction No. 18, and
in particular its relationship with section 17(3) of the PS Act. The Commisson considers the section

17(3) criteria are fundamentaly relevant to the congderation of the new investment component of
the SACL proposals.

In chapter 3 the Commission st out the reasons for its view that the legidative regime does not
prevent the Commission from adopting a building block agpproach, in which both pre-existing assets
and new investments are taken into account, as a means of assessing the matters referred to in
paragraphs (a) and (b) of Direction No. 18(2).
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Direction No. 18:

Direct(s) the Australian Competition and Consumer Commission (ACCC), in exercising its powers
and performing its functions under the Act in relation to the pricing of aeronautical services at
Sydney (Kingsford Smith) Airport, to give special consideration to the following matters...*®

As discussed in chapter 2, the Direction gppears to relate to new investment that may be associated
with price increases, rather than restricting the Commisson to consdering separately price increases
associated with new investment. In the current case, SACL has proposed price increases that arein
part associated with new investment but are aso associated with a re-assessment of asset values
and a move from pricing based on a single till to adud till. The criteria set out in paragraph (2) of
Direction No. 18 are to be used as the framework for assessng the component of the proposed
price increases associated with the new investment.

7.2.2 “Necessary new investment”

BARA agues tha ‘it is dso necessary for the Commisson to assess the timing of new investment
expenditure .t It then refers to the Commission’s decison in October 2000 in reation to
Mebourne Airport. £

BARA does not argue that the SA2000 investments do not quaify as‘new’ investment even though
they were (or may have been) committed to, or the subject of contracts, prior to the Commisson’s
decisions in September 1997 or July 1998.

On the contrary, BARA seems to argue that whether or not an investment is new depends on
whether the expenditure in relation to that investment was ‘incurred prior to the date of acquisition of
the lease of Sydney Airport by SACL’ . This therefore requires the Commission to ascertain the
component of the expenditure on the SA2000 project and associated capita works that was
incurred prior to that date.

In the Commission’s view the legidation does not require the Commission to adopt this approach.
An interpretation of the term ‘new investment’ that accords with the gpparent purpose of the regime
is whether the codts of the investment are dready included in the current price for the service (or, if
the investment is to establish a new service, whether or not that service is dready being provided).
An gppropriate gpproach in these circumstances is to determine whether the investment has aready
been the subject of an assessment under section 22(2)(b) of the Act. This enables the investments
made by SACL since 1 July 1998 to be consdered as new investments for the purposes of
Direction No. 18.

The Commisson therefore has not focused on the time a which the expenditure was made, but
rather on whether the investment expenditure had aready been the subject of a decison in relaion
to a proposa to increase prices under the PS Act.  Given that the Commission’s decison in July

180 Direction No. 18, June 2000.

181 Board of Airlines Representatives of Australia, 2000b, op. cit., pp. 72-73.

182 See, Australian Competition and Consumer Commission, October 2000m, Australia Pacific Airports
(Melbourne) Pty Ltd: Range of Projects New I nvestment Decision.

18 Board of Airline Representatives of Australia, 2000b, op. cit., p. 79-80.
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1998 did not determine the question of the costs related to the SA2000 project and other capital
expenditure, this would require classification of the whole project as“new”.

However, classfying the entire capita expenditure after 1 July 1998 as new implies that, to be
consstent with the Commission’s guideline on NN, the costs are limited to thosewhich leedto*...a
change in fixed durable inputs that does not smply seek to replace naturd degradation of capita’ .**
This necessarily entails adopting a related assumption: that prices in existence prior to the works
commencing are ufficient to maintain assets exiging a that time. Included in this assumption is that
exiging agronautical charges are sufficient to alow for the replacement of the aeronautica assets. As
the discusson regarding the dud till sewhere in this decison demondrates, the assumption of
efficient existing prices does not gppear to hold in the case of Sydney Airport. Consequently, the
Commission does not regard the gpproach set out in its guideline on NNI to be identicd to the
notion of ‘new’ investment applicable a Sydney Airport.

The Commission has dso consdered whether the capita expenditure carried out by SACL can be
consdered to be ‘invesment’ and ‘necessary’. The Commission's concept of investment was
discussed in the Commission’ s guideline on NNI. The term ‘investment’ was generdly defined asan
increase in fixed durable inputs or capita. The Commisson understands that the expenditure in
question in SACL’s proposd relates to expenditure on capitd items, such as buildings and gprons,
and related cogts and would therefore agree with the Commission’s understanding of ‘investment’.
Regarding whether the capitd investment made by SACL after 1 July 1998 was ‘necessary’, the
Commission’s view is that there are a number of indicators that suggest that this was the case. They
include the need to expand facilities at the arport to dlow for growth in traffic over the next few
years and to provide the expansion of the airport in time for the Sydney Olympics.

7.3 Commission assessment

7.3.1 Introduction

The issue of new investment has arisen because the assets under discussion were the subject of a
notification to the Commission by the FAC in thefirgt haf of 1998. The FAC's proposa comprised
arestructure of pricesin the first year and, over the course of three years, a series of price increases
to dlow for new invesment. For the purposes of this discussion, the capital investment that took
place subsequent to 1 July 1998 will be termed New Capita Works. SACL, who took over
control of Sydney Airport from the FAC on 1 July 1998, classfied the New Capital Works as the
SA2000 project, Paralel Capitd Works and Other Works. SACL’s December 1999 proposa
was smilar to the FAC's proposd to the extent that it separated assets exigting at 1 July 1998 from
the budgeted cost of the New Capita Works. However, SACL’s September 2000 submission did
not make this distinction and was based on a vauation of dl aeronautical assets as at 1 July 2000,
regardless of their congtruction date.®

SACL, in asubmission to the Commission’ s draft decision, states that:

184 Australian Competition and Consumer Commission, 2000i, op. cit., p. 9.
18 gydney Airports Corporation Ltd, 2000c, op. cit.
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Subject to the qualification outlined below (regarding quality of service), SACL believes that the
ACCC has generally taken a reasonable and pragmatic approach in its assessment of the
necessary new investment (NNI) criteria. It has also fairly represented SACL’s position both from
an overview and individual criteria perspective.®

Inits submisson to the draft decison, BARA made the criticism that:

In its Draft Decision, the Commission has not at any stage assessed whether and to what extent
SACL's post July 1998 investment constitutes 'new investment' as interpreted by the Commission
in its guideline...Furthermore, there is no explanation in the Draft Decision as to why the
Commission has departed from its previous interpretation of 'new investment', as expressed in its
own published guidelines and previous airport decisions®’

Implicit in the Commission’s interpretation of the NNI provisons (expressed in the April 2000
position paper) is that charges will be increased above some leve that was previoudy sufficient to
dlow for the ongoing maintenance of the aeronautical asset base. It is from this assumption thet the
Commission is able to make conclusions regarding, for example, the exclusion of codts to the extent
that they replace assets. In the case of Sydney Airport, however, concerns have been raised
regarding whether, amongst other things, the rate of return on assets and the rate of depreciation
were gppropriate. In the context of reviewing the charges that existed at 1 July 1998, SACL
elected to move to adud till pricing methodology and reviewed asset vaues and depreciation rates.
This review, discussed esewhere in this decison, indicates that prices in existence at 1 July 1998
were not efficient and it therefore follows that an dternative approach to the assessment of efficient
investment is appropriate. This Stuation compares with that of the privatised core-regulated airports
where a provison for ongoing maintenance was alowed for in the setting of X vaues for the CPI-X
regime.

In the Commisson’s view the god of assessing new investment proposds is to establish a set of
efficient prices that alow agppropriate incentives for arport operators to undertake capita
invesments in the future. There may however be a number of gpproaches to estimating the efficient
cogt of that investment and the extent to which it can judtify price increases. In the case of SACL,
the Commisson has assessed the building block methodology in this decison and gpproved of
pricesthat are efficient asat 1 July 2000. It followsthat if the Commission’s assessment had started
with a set of efficient pricesas a 1 July 1998 and had added onto those prices the efficient cost of
the post 1 July 1998 capitd expenditure then the resulting prices should be the same. In this light,
the Commission congders that its use of the building block methodology has entitled it to assess the
metters referred to in Direction No. 18. That assessment is set out in the following sections.

7.3.2 (@) The Operator’s Plans for New Investment or Service Innovation and the
Associated Costs

As gated in by the Commission in the Addade Airport MUIT Decison:

The Commission’ s understanding of this criterion will focus on the costs associated with the new
investment. Asthe application process deals only with charges for aeronautical services, itisthe
costs associated with the provision of aeronautical services that are regarded as relevant. The
airport operator is therefore effectively required to conceptually separate the airport facility into

18 Sydney Airports Corporation Ltd, 20014, op. cit., p. 56.
187 Board of Airline Representatives of Australia, 20014, op. cit., p. 31.
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its aeronautical functions and its non-aeronautical functions. The Commission will assess the
methodology which the airport operator has used to effect this separation of aeronautical and
non-aeronautical costs.

The associated costs of the new investment means those costs which the airport operator
expects to incur which are in excess of those incurred currently. That is, airport operators will
only be alowed to recover the amount of any net increase in costs resulting from the
investment 1%

In relaion to the gppropriate measure of codts, the BARA submission to the Commission’s issues
paper states that:
Whilst BARA agrees that actual project costs may be an appropriate asset valuation
methodology for new assets at Sydney Airport BARA is of the strong view that if actual costs
are used they must be transparent and include only efficiently incurred costs... BARA is
concerned that in the case of SACL no mechanism whatsoever has been in place to ensure that

SACL’s SA2000 Project costs were efficiently incurred. Control over actual Project costs has
rested solely with SACL .2

BARA s correct in noting that the Commission, in consdering NNI proposds, generdly looks at
actua costs and considers whether those costs have been efficiently incurred. An ODRC vauation
of those assets, dthough potentidly susceptible to a greater degree of subjectivity, can act as a
control on actud cods that were incurred inefficiently. As BARA recognises in its submission, [i]n
theory, efficiently incurred historic costs and replacement costs should be the same at the time of
congruction’ .1

In responding to this criterion SACL notes that an overview of the assets comprisng the New
Capitd Works and the associated costs were provided at section 5.3 of the proposal. Section 6.1
of the proposd and the financid models provided a revised vauation of cepitd expenditure
undertaken over the period 1 July 1998 to 30 June 2000. The revised cogt of this cepita
expenditure is $679 million, comprising assets that provide both aeronautical and non-aeronautica
sarvices. A proportion of this amount was subsequently alocated to aeronautical services using
SACL’ s activity-based costing system.

Regarding service innovation, SACL referred to section 7.3.1 of the proposa and the results of
passenger surveys that the company has commissoned. SACL cams the survey results indicate
generdly increased passenger satisfaction with the quality of service offered when compared to the
results of the same survey ayear earlier. Regarding the efficiency of cods forecast to provide this
service, SACL refersto section 7.5 of the proposa which describes forecast operating expenses.

The Commission’s draft decison was that the ODRC vauation of the SACL asset base, which
includes the new investment, represents a reasonable vauation of efficient costs for the component
of the asset base that represents the new investment.

In its submisson to the Commisson’s draft decison, BARA reiterates its view that the cost and the
plans of the investment since 1 July 1998 need to be separatdy identified in order for the
Commission to make an assessment againg this criterion. BARA aso satesthat:

188 A ustralian Competition and Consumer Commission, 1999c, op. cit.
18 Board of Airline Representatives of Australia, 2000b, op. cit., p. 81.
190 | d
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the Commission is required by the regulatory framework to make explicit the costs of the new
investment.

More specifically, the Commission has failed to consider the efficient cost of the new investment.
By only considering an ODRC valuation of what has been built, the Commission has not taken
into account an alternative design and construction process. BARA's initial submission
identified the prospect of an alternative expansion at Sydney Airport at alower cost with an end
product more conducive to airline operations.®*

Comments regarding an dternative desgn in BARA's initid submisson agppear to refer to a
statement regarding service quaity and the regulatory framework:
BARA members do not believe that the service quality outcomes achieved by the SA2000 Project
justify SACL's proposed price increase, on a value for money basis. BARA contends that if the
airlines had been advised that they would have to contribute to the cost of the Project, they
would have insisted on a product which produced a higher quality of service for the airlines and
their passengers. BARA contends that the FAC/SACL could have produced a product more

suited to the airlines' needs at a significantly lower cost, but instead chose a design which
significantly enhanced retail facilities!®?

BARA dso commented in the context of the NNI provisions that:

Had airlines been advised that the increased retail facilities would not contribute to the total cost
of the Project and that the airlines would bear the full cost of the new aeronautical assets, they
would have devel oped, promoted and supported an alternative design, involving no expansion of
retail facilities, which was as cost efficient as possible and more conducive to airline
operations!®®

To the extent that BARA fundamentally disagrees with the gpplication of a dud till in the context of
arports it dso disagrees with arlines bearing *...the full cost of the new agronautical assts...’.
BARA’s argument gppears to be that had the airlines been aware that they would be required to
pay for the full cost of aeronautica assets they would not have agreed to the design proposed.

SACL’s gpproach has been to separately identify the cost of aeronautical assets and incorporate
thisin achargeto arlines.

The Commisson's view is that concerns rased by BARA represent views of the dud till
methodology and of the appropriateness of cost dlocation rules.  Regarding dud till, the
Commission has dsawhere in this paper discussed the efficiency benefits of adopting a dud till
goproach. Regarding cost dlocation, the Commission’s view, as discussed in Chapter 9, is that
gppropriate cost dlocation rules are in place that alow for a separation of the costs attributable to
aeronautica services to be separated from other services.

The issue of user support for the new capital works at Sydney Airport is discussed at 7.3.4, below.

7.3.3 (b) The Relationship Between the Proposed Increases in Aeronautical Charges and
the Costs (including the level of rate of return) of the New I nvestment or Service

Specific reference is made in this criterion to the level of rate of return to be considered as part of
the cost of an investment.

%1 Board of Airline Representatives of Australia, 20013, op. cit.
192 Board of Airline Representatives of Australia, 2000b, op. cit., p. Xiii.
193 | hid., p. 83.
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SACL refersto the information contained in the draft proposal and the revised proposa to establish
the relationship between the proposed aeronautica charges and the total cost of providing
aeronautical services. In aletter to the Commission, SACL noted however that,

It is inherent in the comprehensive nature of SACL’s proposal and the adoption of the building

block approach that SACL’s proposed increases in charges are not directly attributable to the

costs of the SA2000 and other recent investment projects. Rather, the proposed price increases
are correlated with the total value of its aeronautical asset base.'*

BARA’sview isthat ‘SACL’s proposed cost of capital sgnificantly exceeds the commercid return
required for investments in agronautica assets at Sydney Airport’ and that ‘the ACCC (should) take
into account the tota rate of return on SACL’s investment and not just the rate of return on the
aeronauticd component of the new investment’ .**> These views are expanded upon, and the
Commission’s conclusions presented, in the sections discussing the dud till and cost of capitd (see
chapters 4 and 11 respectively).

The Commission notes that SACL has not provided information that specificdly identifies how the
costs of the investment made after 1 July 1998 relate to the proposed aeronautica charges.

In responding to the Commission’s draft decison, BARA argues that:

...the Commission has failed to consider the criteria in paragraph 2(b) of Direction No. 18. This
criteria requires consideration of the relationship between the increase in aeronautical charges
and the costs of the new investment. The Commission's Draft Decision does not consider that
relationship... the Commission's failure to specifically consider the relationship between
aeronautical chargesin respect of new investment and the costs (including rate of return) of the
new investment means that it has not specifically addressed the very clear and pronounced
interdependencies of the new investment 1%

Given that this decison makes an assessment based on a complete reassessment of al aeronautica
assats and that that reassessment enables the objectives of the assessment of the increases resulting
from new investment to be achieved, the Commisson’s view is that the identification of the precise
relationship between the New Capital Works and the proposed price increasesin SACL’ s proposal
is not of great importance. The Commisson has effectively assgned an efficient vaue to dl
aeronautical assets by determining an efficient level of charges for agronautical services. Even if the
Commission, by applying the principles set out in its guiddine, were to establish what price increases
should flow from the New Capita Works the question would remain as to the base to which these
increases are gpplied. The appropriate base would be represented by a set of efficient prices as at
1 July 1998. As discussed esewhere in this decision, the prices charged by SACL as at 1 July
1998 cannot be assumed to be efficient prices. It follows that if the Commisson determined efficient
pricesasat 1 July 1998 and increased these prices for the efficient cost of the New Capital Works,
then the result would be the same as determining efficient prices as at 1 July 2000.

Therefore, the relationship between cost of the new investment and the price increases in this
application is encompassed in the broader assessment of aeronautical charges. The cost of the New

1% A copy of the relevant extract from a SACL letter that discusses the necessary new investment criteria is
available from the Commission upon request.

1% Board of Airline Representatives of Australia, 2000b, op. cit., pp. 82-83.

1% Board of Airline Representatives of Australia, 20014, op. cit., p. 33.

123



Capitd Works only comprises a part of the proposed increases. As discussed esewhere in this
decison (see, for example, chapter 12), where SACL’s proposed price increases exceed the
efficient cost of providing aeronautica services the Commission has made adjustments.

7.34 (c) Support from Airport Users with a Significant Interest in the Investment for the
Operator’s Proposals, Including in Relation to Char ging Changes.

In consdering proposds againgt the NNI criteria the Commisson normaly attaches much
importance to the views of airport users. It is these usersthat are particularly well placed to provide
commentary on the gppropriateness of an investment and to provide an indication as to whether a
proposed project has been subject to ‘gold plating’.

In a letter to the Commission, SACL refers to section 5.3.1.5 of its proposd which notes various
forums in which the SA2000 project had been discussed.  SACL further notes thet thereis .. little,
if any, incentive for airline customers to express support for projects that are dready committed
and/or completed’.**” The BARA submission to the Commisson’sissues paper details wide-ranging
complaints regarding alack of consultation and arguing that airline agreement to the SA2000 project
was based on an understanding that the project would not be funded through increases in
aeronautical charges.

BARA'’s view is tha capacity has been increased but disputes whether the result has been optimal
for the arlines. The BARA view is partly based on statements made by the former operator of
Sydney Airport, the FAC, to the Parliamentary Standing Committee on Public Works in 1997.1%
The Committee' s report indicates that the FAC congdered pricing its termina upgrade on the basis
of agngletill:

It was stressed by the FAC, that without retail outlets, the only revenue stream remaining would

be increased aeronautical charges. Retail sales are therefore the means by which charges are kept
low and the cost of air travel is contained.**®°

The report aso records that:

IATA advised the Committee that it would support a development which is cost effective and
onein which all airline charges are transparent. IATA has been assured by the FAC that current
aero charges are not expected to increase and that funding of the proposed development will be
recovered from the growth in the number of aircraft movements and growth in retail revenue.
Thiswas confirmed by the FAC. *°

BARA'’s primary contention is thet it provided its support to the works only on the basis of the
FAC's assurances that the cost of the new internationd termina would be funded by growing traffic

and by revenues from retailing, and that as a result no increases in aeronautical charges would be
necessary. Further it argues that these assurances are evidence of the interdependencies between

7 A copy of the relevant extract from a SACL letter that discusses the necessary new investment criteria is
available from the Commission upon request.

1% The Parliament of the Commonwealth of Australia, Parliamentary Standing Committee on Public Works, Report
relating to the proposed Sydney Airport: International Terminal — Olympic Upgrading, 1997.

1% bid., p. 31.

20 |hid., p. 30.
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aeronautical and retail revenues at Sydney Airport, and that the airlines would only have supported a
less costly project that better met the airlines’ needs.

In arriving a its decison, the Commission has taken account of the impact of traffic growth going
forward and has adjusted SACL’s proposed prices, as described in Chapter 12. SACL has used
an activity based costing system to alocate the cost of operating the airport between the various
activities including aeronautica and retail in which case it is not obvious that the cost of agronautical
activitiesis greater than it would have been in the absence of retall activities.

The Commisson’s experience in assessing NNI gpplications from airport operators has been that
user support is difficult to determine in retrogpect.  The Commisson notes however that BARA
does not appear to object to the New Capital Works itsalf but rather objects to being subject to
associated unanticipated price increases. There may indeed be an economic incentive for users to
express disagreement to projects or their associated costs in order to avoid increased aeronautical
charges The Commission recognises that BARA's disagreement regarding the increased
aeronautica chargesisrelated to the previous practice of singletill pricing & Sydney Airport.

It is therefore the adoption by SACL of a dud till, rather than a single till, that appears to be the
essence of concerns expressed by airlines. The quotes from the Parliamentary Standing Committee
report indicate that sales and revenues from retall activities may be taken into account in
determining charges for aeronautical services. Under a dud till gpproach however it is only the
costs reated to retall activities that are taken into account when determining charges for aeronautica
sarvices. Elsawhere in this decison the Commission has set out its reasons for congdering dud till
to be a reasonable gpproach to the pricing of aeronautical services a Sydney Airport. The
Commission understands that BARA s disagreement with SACL’ s gpplication of the dud till implies
that the users represented by BARA do not support the charging changes proposed by SACL.

7.3.5 (d) Contribution of the New Investment/Service to Productivity |mprovements at the
Airport; and (€) Overall Efficiency of the Airport’s Operation

Of importance under these criteria is the impact on efficiency that the new invesment is likely to
have. The Commisson’s understanding of efficiency asit gppliesto SACL is set out in Chapter 4.
Efficiency is an important objective for both airport operators and users. Measurements of existing
efficiency levels may be compared againgt projected efficiency measures expected to flow from the
new investment to demondtrate this point.

SACL refers to section 7.5 of its proposa, which discusses anticipated efficiencies in operating
expenses, as evidence that productivity improvements are incorporated in the proposed prices.
SACL aso refers to improved results in quality surveys presented at section 7.3.1 of the proposal.
SACL dsoclamsthat :

Material productivity improvements have been realised and are expected to continue as a result

of the additional capacity provided through recent investment. Details of the capacity

expansions are provided in section 5.3 of the December 1999 Draft Proposal. In addition to the
international terminal and apron expansion through the SA2000 project, taxiway enhancements

125



have reduced congestion and taxiing times for aircraft, the expansion of airside roads has
improved connection times between terminals etc.2

A submisson from the NSW State Chamber of Commerce broadly indicates the Chamber’'s
support for Sydney Airport and states.

The airport also performed efficiently during the Olympic period when record passenger numbers
were experienced both departing and arriving 2

In regard to the efficiency and productivity criteria, BARA tates that:

BARA has been provided with insufficient information regarding the increase in productivity and
efficiency anticipated by SACL in designing and approving the SA2000, Parallel Capital Works
and Other projects. On the basis of the limited information available BARA considers that the
projects have not been designed or delivered efficiently as discussed above and that the timing
of projects has not been properly optimised.®

The Commission notes that sufficient information does not exig that would alow a specific
identification of how the capitd expenditure made by SACL since 1 July 1998 has affected
efficiency and productivity. However, as discussed at section 7.3.2, above, the Commission is able
to draw some conclusions from the broader andysis carried out in esewhere in this decison. Asa
result of the broader analysis the Commission’'s draft decison was to not object to aeronautical
charges that incorporate adjustments for efficiency and productivity. Such adjustments can be seen
in the Commission’'s views regarding, for example, the dud till, assst optimisation, assumed
productivity improvements in operating expenses and price smoothing. Given that efficiency and
productivity issues have been assessed by the Commission on a broad base, and that base includes
the invesment made by SACL snce 1 July 1998, the Commisson's draft decison was that
sufficient control has been exercised over inefficient investment.

In its submisson in response to the draft decison, BARA comments that:

...BARA disagrees that the Commission has properly considered the criteriain paragraph (2)(d).
This criteria specificaly requires the Commission to consider the contribution of the new
investment to productivity improvements2*

The Commission has only limited information upon which to assess the productivity improvements
that flow specificdly from the New Capitd Works.  Although this specific measurement is
unavailable, the Commission has factored in productivity improvements by adjusting for assumed
savings in operating expenses and asset optimisation.  Further, the New Capital Works have led to
an increase in the cagpacity of aeronautica services offered at Sydney Airport. Under such
circumstances measurements of the capital productivity of the arport may indicate a decrease.
However, the productivity criterion refers to improvements to productivity at the arport which
would include productivity improvements experienced by users, including airlines and passengers.
Such improvements by users can be expected where a facility’s capacity is expanded to relieve or
avoid congestion.

21 A copy of the relevant extract from a SACL letter that discusses the necessary new investment criteria is
available from the Commission upon request.

202 NSW State Chamber of Commerce, Submission re: Sydney Airport, December 2000.

23 Board of Airline Representatives of Australia, 2000b, op. cit., p. 83.

24 Board of Airline Representatives of Australia, 20014, op. cit., p. 35.
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736 (f) The Particular Demand Management Characteristics of Individual Airports,
Including Any Demand Management Schemes in Place, Capacity Constraints and
Any Under-utilisation of Airport Infrastructure

Under this criterion, the Commisson seeks information on whether any demand management
schemes in place support the case for new investment. Smilarly, an assessment is made about the
extent of current and prospective capacity congraints of the airport and/or termind, and whether the
new investment will ease pressure on these condraints, and improve capacity. Conversdly, the new
investment could address a demonstrable Stuation of under-utilisation of arport infrastructure.

Interested parties did not specificaly comment on this criterion. In commenting on qudity issues, the
BARA submission noted that “...facilities a Sydney Internaiond Airport have been enhanced as a
result of the (SA2000) Project, (dthough) the Project is a less than optima outcome for the
arlines 2

SACL has referred to section 2 of its proposa for a discusson of demand management issues.
Section 8 of the proposal sets out SACL’s view of how the proposed prices represent a move
towards providing sgnas to users about the use of scarce resources. That section dso notes
however that the proposed prices represent only a first step towards charges that can manage
demand as the airport becomes congested.

The Commission’s view is that the capital expenditure at the arport has added to the capacity for
aeronautica services. Under-utilisation of airport infrastructure is generdly not observed at Sydney
Airport.

7.3.7 (g) Airport Performance Against Quality of Service Measures, Including Services
Under the Control of the Airport Operator; and (h) Airport Performance vis a vis
other Audtralian Airportsand any Compar able I nternational Airports

The assessment of these criteria entalls an ascertainment of the quality problems characterisng the
current Stuation, and how the proposed new investment takes steps to redress and improve the
gtuation. The assessment will dso focus on how the new investment asssts in improving standards
to alevel comparable with other airports. The Commission is interested in parties views on how
the investment achieves these gods.

SACL has submitted to the Commission the results of customer perception surveys that report on
the qudity of sarvicee. The Commisson will publish a summary of these results, plus other
information and andysis, in the 1999-2000 Regulatory Report for Sydney Airport.

The BARA submission (in particular, Section 12) argues strongly that

BARA considers that the quality of service provided by SACL at Sydney International Airport
from when it began operating the airport until completion of the Project in June 2000 has been
less than adequate. Additionally, SACL has not achieved improvements in capacity or quality
which it should have achieved for the expenditure which it is seeking to recover from airlines...

25 | hid., p. 96.
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There is considerable evidence that the quality of service delivered by SACL is below that
achieved by other major airportsin Australia.?®®

The Commission’s view, having assessed the results of the most recent customer perception surveys
and arline surveys, is that the quaity problems set out in the BARA submission do not necessarily
reflect the universa experience of dl arport users. The prdiminary results of the customer surveys
indicate that passengers were generaly satisfied with most aspects of the facilities and services
provided a Sydney Airport. The reported experience of the airlines however is more varied, with
perceptions of the qudity of some sarvices ranging from “excellent” to “very poor”. The
Commission notes the examples given by BARA (a section 12 of the BARA submisson) of
ingances where the new investment would have probably had a negative impact upon the quality of
sarvice experienced by passengers but for additional services provided by the arlines. In contrast,
SACL argues that:

There is no doubt that the investment undertaken by SACL over the past two years has

significantly improved the quality of services at Sydney Airport...%’
In its draft decison the Commisson noted that there was little doubt that the quantity of
aeronautical services has increased as a result of capital expenditure since 1 July 1998, the Situation
regarding the quality of aeronautica services is not unequivocd. It is however noted that, in
generd, where the quantity of a facility such as a passenger termind is expanded in order to relieve
or avoid congestion the quadlity of that facility experienced by its usersis dso increased.

Inits submission to the Commission’s draft decison, SACL arguesthat:

...the ACCC relies too heavily on airline references to their own views on quality outcomes. In

this context, the ACCC should be aert to the strong commercial and legal incentives for a
grouping of airlines to respond to ACCC quality surveys in ways that are influenced by factors

strictly extraneous to quality performance alone. These incentives come from the ability to

subsequently quote themselves in relation to regulatory processes and in the context of Federal

Court action taken by certain airlinesin arelated area.

In summary, SACL has provided evidence of strong quality outcomes from credible third party
sources including passengers, the NSW State Chamber of Commerce, peer Australian airports
and the world's senior airport body. In contrast, the airlines have presented only their own
unsubstantiated assertions. Accordingly, SACL does not believe that “the situation regarding
the quality of aeronautical servicesis not unequivocal” . 2®

Despite the assartions of SACL the Commission is of the view that the airlines have raised genuine
concerns regarding the quaity of service offered at Sydney arport. These concerns were in part set
out in Chapter 12 of BARA'’s response to the Commission’s issues paper.®® The Commisson
maintains its view in this decison that the experience of arport users regarding the quality of services
a Sydney Airport has been varied (particularly during the congtruction process) but that, on
balance, the qudity of serviceislikdy to beincreased by the New Capital Works.

26 | bid., pp. 83,84

27 Sydney Airports Corporation Ltd, 1999b, op. cit., p.145.

28 gydney Airports Corporation Ltd, 20014, op. cit., p. 56.

29 Board of Airline Representatives of Australia, 2000, op. cit.
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Regarding comparisons of SACL’s performance with that of other Audtrdian and internationa
arports, SACL and BARA have presented opposing points of view. SACL put forward the
following as evidence that Sydney Airport performs well when compared with other airports:

the Austraian Airports Association award “Mgor Airport of the Year” in November 2000;

the speciad commendation from Airports Council International Board meeting in November
2000 in recognition of Sydney Airport's role in the Sydney 2000 Olympic and Para-
Olympic Games,

the information contained in the ACCC Regulatory Reports, and
the report of the Transport Research Laboratory.

Details of the SACL view are presented at sections 2.3.2, 7.5 and Appendix H of the draft
proposa and section 6.3 of the revised proposal.

BARA presents its view regarding the qudity of service offered by SACL rdative to other airports
in section 12 of its submisson. BARA' s view may be summarised as follows:
There is considerable evidence that the quality of service delivered by SACL during the SA 2000
Project has been below that achieved by other major airports in Australia, has deteriorated from
the service provided by the FAC prior to commencement of the Project and has been below the
level necessary to enable the airlines to provide a desired level of service to their customers
without incurring significant additional costs. As explained in chapter 3, while facilities at

Sydney International Airport have been enhanced as a result of the Project, the Project is aless
than optimal outcome for the airlines?

BARA, in section 18 of its submission, dso anaysed the operating efficiency of SACL redive to
other Audtrdian airports. It concluded that operating expenditure a Sydney Airport would have
been sgnificantly lower if it had achieved efficiency gains Smilar to those reported by Brisbane,
Mebourne and Perth airports over the four years to June 1999.

The Commisson notes the complications in determining comparable performance measures for
arports. The anadyss of these measures is complicated due to inherent difficulties in comparing
foreign-based arports to Audrdian arports, and comparing Sydney Airport (which has a
congtrained Site, experiences congestion and has recently undergone a capacity expansion) to other
Audrdian arrports. Given these complications, the Commisson’s view is that a conclusive case can
not be made that proves that Sydney Airport’s performance is inadequate when compared with
other Audrdian and internationa arports. The Commisson’s condderation of the efficiency of
SACL’s operating expensesis contained in Chapter 10.

7.3.8 (i) The Extent to which the Proposed Investment will Facilitate the Operations of
New Entrantsto Domestic or International Aviation

The Commisson will regard favourably a new invement proposd which will fadilitate the
operations of new entrants to domestic or internationa aviation.

Interested parties did not comment on this criterion.

20 hid., p. 101.

129



In aletter to the Commisson, SACL cdams that:

The overall infrastructure at Sydney Airport, including as enhanced by the SA2000 project, has
been vital to the commencement of national operations by Impulse and Virgin Blue, and a number
of new international operators. Particularly in light of enhanced facilities at the international
terminal, Sydney Airport is extremely well placed to facilitate the entry of further new operators
and is actively seeking to do so.#

The Commission notes that the capita works undertaken by SACL since 1 July 1998 have included

additiond gates and parking facilities. This would appear to asss the arport to accommodate new
entrants,

7.4 Commission decison

In essence, SACL is proposing a set of starting point prices from which future increases based on
new capital expenditure will be subject to the NNI criteria. In this sense, the starting point prices
would have asmilar statusto the pricesin place a other Audraian arports upon their privatisation.
It is clear however that the privatised airports starting point prices and SACL’s proposed sarting
point prices are not directly comparable. The SACL approach to developing aeronautical prices has
been prompted in part by previous concerns expressed by the industry and the Commission
regarding the appropriateness of asset values, depreciation policies, cost dlocation and rates of
return adopted by Sydney Airport’s previous operator, the FAC.

In this context the Commission assessed the new investment component of SACL’s proposa more
as determining an efficient set of prices rather than a proposed price increase related soldy to
investment undertaken between 1 July 1998 and 1 July 2000.

The Commisson’s view isthat the difficulties of gpplying the necessary new invesment criteriain the
current case may be mitigated by the use of an ODRC methodology and an andyss being
performed on the broader cost base, which includes the new investment. For example, applied
correctly, an ODRC vauation represents a check on the efficiency of the investment by giving
unnecessary investment a zero vaue in the optimisation process.

In concluson, the Commisson is of the view that the price increases proposed by SACL are
unlikely to reflect the incorporation of new investment costs that exceed the efficient cogts, and that
the increases gpproved by the Commisson in this decison reflect an efficient level of new investment
costs that more properly enable the objectives of the regulatory regime to be achieved.

The Commission’'s decision is that SACL, in addressing pricing and cost issues across its entire
aset base, has addressed the NN criteria. The Commission’s own analysis and decision regarding
SACL’ s gpplication of the building block gpproach ensure that the investment made by SACL since
1 July 1998 is appropriately reflected in aeronautical charges.

211 Extract from letter from Don Huse, Chief Financial Officer, SACL to the Commission dated 16 November 2000.
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= Chapter 8. Land Valuation

8.1 Introduction

The vauation of assets presents particular chalenges in the context of determining prices for a
regulated activity. A crucid point isarticulated in the DRP:

In determining an appropriate asset valuation methodology economic principles and analysis do

not provide an unambiguous decision rule for the valuation of sunk assets. Rather economic

principles provide lower and upper bounds — scrap value and replacement cost. Within these
bounds there is opportunity for regulatory judgement.?2

In exercisng this judgement, the Commisson has adopted the methodology of Optimised
Depreciated Replacement Cost (ODRC or DORC) for setting the upper limit to the vauations of
gpeciaised assets. The reasons for adopting this gpproach are set out in the Commission’s DRP.

The principles of the DORC methodology can be applied to the question of land vaue. However,
certain unique characterigtics of land, as opposed to other fixed assets, necesstate a different
approach to the application of DORC. Land does not depreciate and is not subject to technological
obsolescence. Furthermore, unlike SACL’s other assets, it has an aternative use; that is, it is not
Specidised.

In light of these specid characteridtics, there are a number of possible gpproaches to the vauation of
land. One vauation gpproach is to use the present vaue of the asset’s cash flows. However, in the
regulatory context thisis circular, as the asst value is being used to determine revenues, which area
determinant of the present value of the cash flows. Accordingly, an dternative gpproach is required.

The two main approaches which the Commission has consdered are the opportunity cost vauation
proposed by SACL and higtoric cost. This chapter reviews SACL’s approach before considering
esch of these vauation methods and outlining the Commission’s preferred gpproach.

8.2 SACL’sProposal

SACL classfies agronautical assets as ‘non-specidised assats' (assets which are normaly traded in
an open market where market based price indicators are available) and ‘ specialised assets (which
are not tradesble except as part of a total enterprise). SACL argues that land, unlike other
aeronautical assets, is not specidised and that an opportunity cost gpproach to vauation is
gopropriate. SACL uses ‘market vduation' as an gpproach to estimating this opportunity cost. All
other agronautical assets are classfied as specialised and are valued using an ODRC methodol ogy,
as discussed in the preceding sections.

SACL judifiestheincluson of land in its proposd on the following basis:

valuing the land according to its alternative use provides the economic signal for efficient
decisions regarding the continuing use of the land as an airport, compared with the cost of

212 pustralian Competition and Consumer Commission, 1999a, op. cit., p. 39.
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an airport based further out of the city, with cheaper land, but increased costs in travel time
etc;

the Commonwealth, as a rational investor, would only continue to use Sydney Airport for
aviation purposes if it could not achieve a higher return from an alternative use — even if
SACL were a private sector lessee, a mutually beneficial arrangement could be negotiated
with the owner of the freehold (the Commonwealth) to return or relocate the lease if returns
are not appropriate;

any possible future airport in the Sydney basin would be unable to compete with Sydney
Airport asthe cost of the latter’ s locational advantage is not reflected in current aeronautical
charges; and

the lessee of Sydney Airport is otherwise provided with a strong incentive to ‘squeeze’
aeronautical services by using the maximum possible amount of land for non-aeronautical
activitiesin order to capture the current value of the underlying land. 23

SACL’s gpproach condders the market vaue under possible dternative uses for the land. Ther
vauation was conducted by Jones Lang LaSdle Advisory. The approach adopted and the val uation
proposed are explained in section 1.3.

8.3 Opportunity Cost

8.3.1 Introduction

In a competitive market, land will generdly be put to its highest vaue use If not, then the
opportunity cost of the land will be greater than the vdue in its current use and the owner will have
an incentive to use the land for the higher vaue dternative, or sdll the land to another party who will
use the land for the higher vdue dternetive.

The same principles apply to regulated businesses. In practice, though, their gpplication is not
dgraghtforward. The difficulty that arises in the regulatory context is that the regulator cannot
observe whether the land is actudly in its highest vaue use, as this vaue is determined by the
charges the regulator dlows.  Similarly, the opportunity cost of land is itsdf never directly
observable, as the market vaue represents the land’s highest value use (as opposed to its second
highest value use). It is therefore not sraightforward to determine what the opportunity cost of the
land is.

This section first congders the views of interested parties, then considers SACL’s gpplication of the
opportunity cost concept.

8.3.2 Viewsof Interested Parties

Submissions to the Commission from operators of the privatised airports were broadly supportive of
SACL’s agpproach to land vauation. Brisbane Airport supports the opportunity cost principle but
believes the parameters sdected by SACL in its valuation lead to a notable underestimation of
aeronautical land value. Mebourne Airport supports the inclusion of land in the regulatory asset base

213 Sydney Airports Corporation Ltd, 1999b, op. cit. Executive Summary, p. ix.
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on an opportunity cost bass, but suggests that the land should be treated as leasehold rather than
freehold. WAC aso endorses SACL’s opportunity cost approach.

Airport users generaly opposed SACL’s inclusion of land in the aeronautical asset base for pricing
purposes. The BARA submission outlines a number of arguments againgt SACL’s proposd.? It
arguesthat since SACL is congrained by legidation to use the Site as an arport the opportunity cost
of land a Mascot is zero. BARA aso argues that SACL’s proposad would result in a subgtantia
transfer from airport usersto SACL and increases the potentia for X-inefficiency.

BA and IATA expressed their endorsement of BARA's submission and reiterated the mgjor points.
OAOA and the RAAA dso endorsed the arguments of BARA, while Impulse Airlines was
supportive of SACL’s proposa.

Responses to the Commisson's draft decison were mixed. IATA re-iterates its view that the
opportunity cost of land a Sydney Airport is zero, while BAC argues that the opportunity cost is a
market vaue.

8.3.3 Application of the opportunity cost principle

Whilst opportunity cost isin principle an gppropriate gpproach to vauing land, its application is not
sraightforward. As aready noted, opportunity cost is never directly observable. There are therefore
severd possible approaches to estimating the opportunity cost of land, of which SACL’s method
may be one. For example, in previous arport pricing proposas, the FAC vaued land capped a a
light industrid vauation. In its submission to the Commission, Brisbane Airport argues that while the
opportunity cost approach is appropriate in principle, a direct comparison method based on market
transactions is the best estimation technique. BARA argues that SACL’ s vauation is not an estimate
of the opportunity cost of land a dl, rather an etimate of the replacement cost. SACL itsdlf
recognises that arange of land vauation approaches can be adopted.

There are essentially two ways to approach the estimation of opportunity cost from the
perspective of an investor:

I.  froma‘greenfields' or market entry perspective, the opportunity cost of land would be the
cost to a new market entrant of acquiring and developing land (ie, purchase price plus
holding costs) in order to replicate the facilities at Sydney Airport, at an equaly
convenient but alternate location to Sydney Airport.

Il.  Froma‘brownfields’ or market exit perspective, the opportunity cost would be the cost of
forgoing the opportunity to put the land in next best alternative use. Thisis the price that
a developer would be willing to pay for the land (ie, market value of land and
improvements in next best use, less demolition costs). This is effectively the same as the
‘scrap value' of land (ie, the avoidable cost to the investor).

Both approaches, and indeed any estimate between the two, are potentially valid from an
economic pricing perspective.?®

24 The BARA proposal was explicitly endorsed by IATA, BA and OAOA in their submissions to the
Commission. To avoid duplication, each of these parties referred to the BARA submission for a substantive
critique of SACL’ s proposal.

215 Sydney Airports Corporation Limited, 200143, op. cit., p. 58.
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The following discusson considers the application of an opportunity cost approach in the context of
SACL’s proposas. The approach adopted is to consider the signals that SACL’ s proposed land
vauation send for efficiency. The Commission has done this by ng SACL’s proposds aganst
the fallowing:

sgnasto operate the dite as an airport;

sgndsfor reocation;

sgndsif there were a second arport;

sgndsfor use of land in aeronautical or non-aeronautical uses, and
incentives for new investment.

In turn these matters are based on the objectives set out in section 2.2. The first of these objectives
is that ‘the cost base under consderation is efficient’. In the context of land an important issue in
consdering the efficiency of the cost base is whether the land vauation and prices proposed send
gppropriate sgnds to either continue operating the dte as an airport or to relocate the arport.
Smilaly the prices may send sgnds for use of land in the provison of aeronautical or non-
aeronautical services or use of an dternative arport if there were a second arport.

The second objective set out in section 2.2 is ‘the airport operator faces gppropriate sgnas for new
investment decisons. Thisis addressed directly in the discussion that follows.

The third objective is that ‘arport users receive appropriate sgnds for the efficient use of arport
sarvices . Thisis addressed in the discussion about congestion management in section 8.5.

The fourth objective is that the *arport operator earns a reasonable rate of return but does not
accrue monopoly rents’. Thisis congdered as part of the discussion about sgnds for efficient use of
land.

8.3.4 Efficiency —signalsto operatethesiteasan airport.

SACL suggedts that its gpproach is an opportunity cost gpproach and that ‘the current vaue of land
must be reflected in charges for efficiency and equity reasons ¢ It argues that its vauation of land
provides an efficient pricing sgnd regarding the continuing use of land as an airport.

In contrast BARA argues that SACL’s approach does not reflect the opportunity cost of the land,
as SACL has no discretion over the use to which it is put. BARA suggests that given the legidaive
regtrictions in place the opportunity cost of land at Mascot is zero. That is, SACL requires no
additiond revenue as an incentive to continue providing aeronautica services on the land. Professor
Kahn, in his advice to SACL on thisissue, notes that this argument may gpply when consdering the
sgnds sent to the airport operator for use of the land. He argues, however, that this argument does
not overcome another reason ‘for prices recovering those opportunity costs — to “give efficient
sgnds to buyers’ " The Commission's views on the price Sgnds sent to users is discussed in
section 8.5.

216 Sydney Airports Corporation Ltd, 1999b, op. cit., p. X.
217 K ahn, 2001b, op. cit., p. 5. This paper is available on the Commission’ s website at <http://www.accc.gov.au>.
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According to BARA, SACL’s land vauation is not a necessary condition for efficient decison-
making with regard to either the use of land for aeronautical/non-aeronautica services, the dlocation
of scarce capacity or the expansion of capacity esewhere in the Sydney basin. Furthermore, BARA
argues that vauing exiging land a anything above zero is incondstent with earlier Commission
decisons on Brisbane, Melbourne and Canberra Airports.

BARA'’s arguments focus on the impact of price on supply-sde decisons made by SACL. In
generd, these arguments only apply if SACL is the rdevant decison maker. In practice, and as
argued by SACL, the Commonwedth owns Sydney Airport and could change the legidative
requirement limiting use of the dte to an airport. SACL goes on to argue that the land on which
Sydney Airport is Stuated would only be used by the Commonwedth for avidion if this use
provides higher returns than any dternatives.

Even if the Commission were to accept SACL’s postion that the Commonwedth as the relevant
decison maker would only congder the private costs and benefits associated with the use of the
land, it is not clear that SACL’s gpproach is a reasonable measure of the opportunity cost of the
dgte. Asargued by BARA, the incluson of holding costs and the excluson of any demolition or dte
clean-up codts in the estimation of the land value suggests that SACL has overstated the opportunity
cost of the Mascot ste. As noted in section 8.3.3, SACL has recognised that a range of efficient
vauationsis possible. SACL has characterised each of these as ‘ opportunity cost’, and itsown as a
market entry-type (green-fields) valuation. It is not clear, however, that SACL’s vaudion is
necessarily an opportunity cost gpproach. As BARA argues, it appears to be a replacement cost
vauation; while NECG suggests that the efficient replacement cost would rather be based on the
cost of an optimally sized, optimally located airport providing the same services as SACL. NECG's
point is discussed further in section 8.3.5.

NECG's advice supports SACL’s position that the Commonwedlth is the relevant decison maker,
but questions elements of SACL’s proposa. NECG contends that SACL has not conclusively
demondrated that there is an efficiency gain from the incdluson of a return on land vaued a
opportunity cost. NECG argues that aeronautica land has an opportunity cost only if a replacement
or second airport is contemplated:
If no second airport is contemplated or an additional airport is to be built but will not operate asa
substitute for Sydney airport, then it is inconceivable that the Commonwealth would choose to

close SACL and realise the value of the land at Mascot. Hence there is no opportunity cost
associated with SACL land. In this case the land must be considered as a sunk cost.8

The Commisson congders thet it is appropriate to condder the Commonwedth, the arport’s
owner, as the relevant decison maker. However the Commission considers that it is unlikely that
profit maximisation is the Commonwedth’'s main objective. Rather, the Commonwedth is better
consdered as having a broader set of objectives. This has implications for the costs and benefits
which form the basis of the land use decison. As suggested by NECG, the scenario of the
Commonwealth closing the airport without establishing an aternative does not seem credible. Given
this it ssems more appropriate to consder SACL’s vauation gpproach in the context of relocation
of the airport.

218 Network Economics Consulting Group, 2000c, op. cit., p. 8.
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8.3.5 Efficiency —signalsfor relocation

The Commonwealth has ruled out a decison to establish Badgery’'s Creek as a second or
dternative arport in the next five years. Neverthdess, the pricing proposas are likely to have
implications beyond this five-year period, so condderation of their longer-term implications is
warranted.

The Commisson sought advice from Dr Rohan Pitchford and NECG on the vadue of land if
relocation of the airport is an option.

Dr Pitchford accepts SACL’s argument that opportunity cost is an appropriate approach to vauing
aeronautical land but disagrees with SACL’s application. Specificadly, he disputes the use of
surrounding land value as the determinant of opportunity cost, as SACL is not sdecting the
appropriate ‘ rejected aternative' .

By focussng only on the proceeds of sdlling the land, SACL takes no account of the fact that if the
land were actudly sold, the appropriate opportunity cost measure should aso include the redigtic
cogts and benefits of moving and building the new airport. These cods include road infrastructure
and other supporting services. The benefits include assessment of better quality services and fewer
externdities.

Dr Fitchford suggests that the idedl gpproach is to work backwards from efficient prices to derive
the vadue of land as aresdud. The difficulty identified with this method is that consumer vauations
are unobsarvable, and difficult to quantify in an imperfectly competitive market. Accordingly, the
following criteria are suggested with regard to vauation of aeronautica land:

Revenue attributable to land be set considering that
I.  additional land parcels are valued at their price at the time of purchase

Il. prices for airport services are set as low as possible, accounting for the constraint that
prices are efficient as possible and subject to; (i) reasonable maintenance costs being
covered, and (ii) a reasonable return on additional land purchases s received.?’

Criterion | is designed to provide the correct incentives for SACL to buy and sdll land a the margin,
given that the airport remains at its current location. Criterion 1l is directed towards using estimates
of usars vauationsto impute avaue for pre-existing land.

NECG consdersthat if adecison is made to relocate the arport, then it is pertinent to ask who will
make the decison. If the government makes the decison as a socid planner then the inclusion of a
commercid return on the vaue of land will not sgnificantly influence the decison. Any decison made
by the government will have to consder third-party effects, that is, take on a full socid cost/benefit
andysis, which would include environmenta costsbenefits of operating the new arport and of
reducing/removing traffic a Sydney, congructing road links to the new dte, the effects on other
industries such as the taxi industry and the extra travel time for CBD bound passengers. If the
decison is made by SACL then it will not face the same incentives as the government, and is
therefore unlikely to interndise dl of these codts.

219 pitchford, R., Sydney Airport Land Valuation: An Assessment. A copy of this report is available on the
Commission’ s website at <http://www.accc.gov.au>.
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As a gtarting point, NECG agrees with SACL that DORC is an appropriate vauation methodology
in the case of there being an dternative to Sydney airport. However, it disagrees with the gpplication
of the optimisation principle. While SACL looks a optimisation as ‘in Stu’ replacement cost - that
is, the next best use within the exiging location - NECG condder optimisation in terms of an
optimally located airport providing the same services as SACL. According to NECG:

...the Commission should adopt the efficient replacement cost which...is likely to be represented

by agreenfield airport sited on relatively cheap land... Thiswould ensure that the revenue stream

to SACL was just sufficient to ensure it could continue to provide the service capability required,
that capability being supplied in the manner that minimised costs going forward??°

An eificient vauation methodology would then involve adjugting this DORC vauation for third party
effects mentioned above.

Thus, NECG argues that the congraint on asset vaues inherent in DORC - e, that the net present
vaue (NPV) of revenues expected to be earned should be no more than the efficient long run costs
of supply - essentidly refers to the minimum efficient costs of an optimally sized, optimaly located
arport providing the same services as SACL. Thisis the highest vauation that would be possblein
acompetitive market and dtill prevent inefficient by-pass.

This gpproach is likdy to rule out in Stu replacement cost as proposed by SACL, unless that is
demonstrably least cost. Instead, the objective should be efficient replacement cost associated with
agreen-field development of an airport on relaively chegp land. That is, land vauation should be on
the basis of opportunity cost of land at Badgery’s Creek rather than the higher cost of land currently
used a Sydney Airport.

As discussed above, the Commission considers that for purposes of this assessment it is appropriate
to think of the Commonwedth as the rdlevant decison-maker taking into account a wide range of
issues. These could include the costs of relocating the airport, the costs of providing infragtructure to
sarvice the new arport as wel as less tangible consderations such as the costs and benefits of
relocation on arport noise and travel times. Since a complete assessment of such matters is
complex, and the magnitude of the components of the cdculation is likdy to change over time, the
merits of usng a full opportunity cost vauation should be weighed carefully agang dterndive
approaches and is considered beyond the scope of this decision.

SACL has proposed an estimate of the market valuation of the land (plus holding costs) which
reflects the vaue of the dte as an airport, rather than in an dternative use. Its assessment does not
take into account factors external to SACL. Furthermore, the approach does not take into account
al of the private cogts and benefits facing SACL in consdering a decison to relocate. Because of
these reasons the Commission is not persuaded that SACL’s proposa can be considered a measure
of opportunity cost.?

Similarly, the Commission is not persuaded that the valuation proposed by SACL sends the right
ggnas for relocation of the arport. In fact under certain circumstances it is possble that the

20 Network Economics Consulting Group, 2000c, op. cit., p. 13.

21 This is consistent with the arguments of BARA, who suggests that ‘ SACL has attempted to estimate the
replacement cost (ODRC) of the land rather than opportunity cost’; see Board of Airline Representatives of
Australia, 2000b, op. cit., p. 122.
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vauation proposed by SACL would provide a disincentive to relocate when relocation was the
preferred outcome. This disincentive arises due to the fact that alowed aeronautical charges would
provide SACL with a return commensurate with the dternative use rather than its use as an airport.
Thus, even if it were the case that the best use of the gdte is the dternative use, this leve of
aeronautica charges would make SACL indifferent about rel ocating.

8.3.6 Efficiency - sgnalsif therewere a second airport

One of the arguments presented by SACL in support of its proposed land vauation relates to a
scenario where a second airport operates in the Sydney Basin. SACL argues that a separately

owned comptitive airport in the Sydney basin would be unable to compete with Sydney Airport if

Sydney Airport’s prices did not include capita costs associated with the replacement vaue of land.

SACL suggeststhat if current aeronautical charges *do not reflect the full private cost a new entrant

would face in developing that particular airport, other dternative airports will not be able to compete
on an equd foating' .22 SACL argues that Sydney Airport would have locationa advantages, such as
lower travel times from the airport to the city, that users would be prepared to pay a premium for.

In the Commission’s view the fact that users may be prepared to pay a price premium for Sydney
Airport does not necessaily limit the ability of an dternative arport to compete effectively. That
price premium may be dependent on travel times, but as NECG points out other factors may be
rdevant, such as the curfev and delays due to congestion or configuration of the airport.
Furthermore, a new operator might have advantages compared to Sydney Airport in terms of the
cost of providing services a a greenfidd dte. In generd, limitations on effective competition to
SACL are more likely to stem from environmenta barriers to entry, and economies of scae and
scope associated with airport operation, than from location.

8.3.7 Efficiency —signalsto useland for aeronautical purposes

SACL dams that vauing exiging and new land differently gives rise to distorted incentives for the
arport operator. The incentive would be to maximise use of exising land for non-aeronautica
services and use new land for only aeronautical services.

In the draft decision, the Commission argued that,

[o]verall the Commission does not view this as providing a strong case for SACL’s proposed
land values. At the moment legislation limits the scope for SACL to convert aeronautical land to
non-aeronautical purposes. While the Commonwealth could change these provisions it seems
unlikely that it would do so if were taking the community’ s broader interestsinto account.??

SACL, in its response to the draft decision, disagrees with the Commisson’s statements, arguing
that *the future development of the steislargely a SACL’ s discretion” 24, while Perth Airport argues

that the Commisson’s agpproach to the vauation of land is not representative of “the true
opportunity cost associated with the land’ 2> SACL, Peth Airport and Mebourne Airport dl

222 gydney Airports Corporation Limited, 200143, op. cit., p. 63.

23 Australian Competition and Consumer Commission, February 2001n, Sydney Airports Corporation Ltd
Aeronautical Pricing Proposal — Draft Decision, p. 109.

224 Sydney Airports Corporation Limited, 200143, op. cit., p. 64.

25 Perth International Airport, op. cit.
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suggest that SACL will face digtorted incentives for land use if SACL’s proposed vaudion
approach is not adopted.

The Commisson mantans its podtion that exiging legidative providons in the Airports Act (Cth)
1996 limits the scope for SACL to devote aeronautical land to non-aeronautical purposes.

8.3.8 Incentivesfor new investment

The current framework (Direction No. 18) includes provisons for SACL to recover the costs
associated with new investment including a rate of return on the invesment. The provisons cover
land as well as other investments. They provide a mechanism to include the additiond cogts of land
in the asset base if the land is required, for example to ameiorate congestion. The additiond land
could be a Sydney Airport or at another Site.

Since the new investment provisions incorporate the cost of land &t its purchase price, the vauation
of exigting land holdings should not distort new land purchase decisions.

SACL’ s response to the draft decison arguesthat ‘[n]ot dl future investment will (or should) involve
new land acquistions.?® The Commisson notes, however, that non-land capitd costs are dso
addressed by the provisons of Direction No. 18. Land and non-land assets are thus treated
consgently in new investment decisons. Incentives regarding other invesment — for example,
investment designed to reduce operating costs — are catered for esewhere in the pricing framework.
The Commisson's view is that SACL has ample incentives to invest in aeronautical assets,
particularly for the expansion of capacity, under this decison.

8.3.9 Conclusion

The above discusson highlights a number of difficulties in the application of an opportunity cost
goproach to land vauation. The Commisson is not persuaded that SACL has adequately
addressed these in its proposal and arrived at a reasonable measure of opportunity cost.

Certain arguments support the view that opportunity cost is zero, others that demolition costs should
be incorporated. There are various possible ways to estimate the value of a vacant block at Mascot,
but such vauations fail to recognise that the land has substantia specidised sunk assets congtructed
upon it. Furthermore, NECG argues that the opportunity cost of the land reflected in agronautica
chargesis only one component of the airport location decision; a decison which, in any event, isnot
SACL’s to make. The Commission consders that there is a strong case to suggest that SACL’s
approach overgtates the opportunity cost of its land.

SACL argues that the government legidation mandating use of the Mascot Ste as an arport is
evidence that the best value use of the Steisas an airport.
The current legal restrictions on the use of Sydney Airport land simply reflect the prevailing view

of the Commonwealth that the optimal use of the existing site is as an airport, ie, the value of the
land is highest in its current use.??’

226 Sydney Airports Corporation Limited, 200143, op. cit., p. 65.
227 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 40.

140



The Commission does not agree with SACL that this is necessarily an gppropriate assumption on
which to base pricing principles that will gpply for some consderable length of time. Furthermore, it
is the Commisson’s view that both the operate/not operate decison and the relocation decision are
not decisons faced by SACL itsdf but rather the Commonwedlth. As such, the Commonwedlth
takes into account the broad socid cogts and benefits flowing from such decisons, which may be
subgtantidly different from the private costs and benefits which might accrue to SACL.

8.4 Historic Cost

8.4.1 Introduction

In light of the complications associated with opportunity cost, the Commisson conddered historic
cost as an dternative gpproach to land vauation. The Commission’s cond deration focuses on three
issues. Thefirg isthe advantages and disadvantages of the historic cost gpproach visa vis SACL’s
proposas. The second is implementation of an historic cost approach. The third is land vauation
and congestion management.

8.4.2 Advantages of an historic cost approach

The discussion above concludes that the Commission is not persuaded that SACL’s proposal can
be consdered a measure of the true opportunity cost of land at Sydney Airport. It dso concludes
that such an assessment would be highly complex and well beyond the scope of this decision.

The dternative historic cost gpproach has two main advantages. The firdt is that the historic cost of
land is generdly readily identifiable. Records on land purchases document the amounts paid. This
means that the approach is less subjective than the dternatives put before the Commission.

The second is that it provides compensation to the owner of Sydney Airport for investments into
land dready undertaken by providing arate of return on the investments. As NECG points out, an
indexed higtoric cogt vauation of land is both necessary and sufficient to ensure the maintenance of
thefinancid capitd of SACL’s shareholder.

These advantages have been recognised overseas. The historic cost approach is consistent with
international precedents in the United States and, to some extent, the United Kingdom.

In generd though, the Commission has not adopted an historic cost approach, instead favouring
vauations based on DORC. The main reasons for this are explained in the Commission’s DRP.
While historic cost, if available, offers (or appears to offer) a firmer base that DORC, there are

many aspects which make it unsuitable as a method of establishing a cost base consistent
between different network owners. Some issues are the following:

inconsistent past accounting practices with respect to how much of an asset was capitalised
e.g. in the past network assets had a high day labour content which was not treated in a
common way between the transmission network service providers;

the industry has been subjected to structural change which has often been done without
sufficient attention to asset valuation;

very similar assets in different networks can have different historic values due to different
purchasing practices; and
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attempts to inflate historic costs to current costs are fraught with problems and will
frequently result in a much higher value than a depreciated current replacement cost based
on modern equipment of equivalent capacity. Because of technological improvements and
economies of scale the cost in real terms of most electricity assets has fallen consistently
over time.*®

However, in relation to land these problems tend not to arise. In particular while technological
change is important in considering the cost of purchasing plant and equipment it is not relevant in
consdering land.

The Commisson weighed up the advantages and disadvantages of higtoric cost vauation in
consdering the vauation of land easements for dectricity transmisson in NSW and the ACT,
concluding in favour of higoric cost.?®

Some of these consderations are dso relevant in consdering land vauation a Sydney Airport. In
practice additiona factors are also relevant and have been assessed by the Commission. One,
related to the supply of aeronautica services, is that the prices resulting from an historic land
vauation may send poor sgnds for the efficient use of land. The second, related to the demand for
aeronautica sarvices, is that historic cost may dso limit the arport operator’s ability to effectively
manage congestion. Congestion management is discussed in section 8.5.

8.4.3 Signalsfor efficiency

The Commission has assessed the implications of adopting an historic cost valuation of land against
the sgnds for the efficient use of land in assessng SACL's proposals. To assig in this the
Commission sought additiond advice from NECG.2®

In relation to new investment, historic cost vauation of land provides gppropriete signds for land
purchases. The land is added to the asset base a purchase price, and the arport operator is
compensated by a rate of return on the additiona assets. Since land does not require periodic
maintenance and has an infinite life, further compensation to the owner of land is not required.

At the time of acquisition, the historic cost and the market vaue of land should be the same. Over
time, however, the two vauations will tend to diverge, even if the higtoric cost of land is indexed.
The market vauation used by SACL reaults in a higher vauation than indexed higoric cod,
suggesting that land prices have tended to increase more rapidly than the indexed historic cost of
land.

Different vauations for land purchased in the past could result in different sgnds for use of the
exiging Site and for relocation decisions. As discussed in the context of SACL’ s proposed approach
to land vauation, the Commission considers the operate/not operate decison and the relocation
decison are not decisons faced by SACL itsdf but rather the Commonwedth. In making such
decisons the Commonwealth would take into account the broad socia costs and benefits flowing

228 Australian Competition and Consumer Commission, 1999a, op. cit., pp. 41-42.

29 Australian Competition and Consumer Commission, 2000b, op. cit.

230 Network Economics Consulting Group, December 2000d, Sydney Airport Revised Draft Aeronautical Pricing
Proposal — Final Report.
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from the decisons. On the evidence available it is not clear whether the land vaue proposed by
SACL or the historic cost vauation would provide better sgnas to the Commonwedth.

In practice the differences in land vaduation aidng from the two gpproaches to vauing land are
unlikely to have a materid impact on these decisons given the range of issues the Commonwesdlth
would be likely to consgder. NECG's paper lends support to this view:
If this decision is taken collectively by the Commonwealth acting as a “social planner”, then the
inclusion in (or omission from) aeronautical charges at Mascot of a commercial return on the
value of land will not influence the decision unless there is a dramatic inconsistency between the
scope for setting aeronautical charges at Mascot and the scope for doing so at Badgery’s Creek

airport. In principle, there is no reason for such an inconsistency, so that it is not apparent that
the land val uation approach used will have any impact on this decision.

It may be the case that the Commonwealth, in taking the decision with respect to a second airport,
will not act as a “benevolent social planner”. In that event, however, it is not apparent what
impact, if any, the land valuation approach used at Mascot would have. There is certainly no
reason to believe ona priori grounds that the approach proposed by SACL will encourage more
efficient decision-making in such a scenario. !

In summary, the Commission congders that historic cost vauation of land will give an equivaent
outcome to SACL’s proposed vauation in relation to the decison to operate/not operate or

relocate the arport. The Commission also considers that through the provisions of Direction No. 18,
SACL faces ample incentives to efficiently expand its aeronautical capacity.

8.4.4 Implementation

Use of an higtoric cost gpproach to vauing land raises three issues. The firgt is whether to index the
vauation and if so at what rate. The second is trestment of land costs that do not relate to land
purchases. In Sydney Airport’s case a Sgnificant portion of land was ether congtructed or
reclamed. The third issue, particular to SACL, relates to gaps in the information on the purchase
cost of land.

Indexation

Turning first to indexation, under ared rate of return on capital gpproach, the historic cost should be
indexed forward. Alternatively, a nomina rate of return could be gpplied to the unindexed historic
purchase cost of land. Given that SACL’s building block approach is based on ared rate of return
the former method is gppropriate in the current case. In both instances the red capitd gain on land
does not need to be subtracted from alowable revenues as these reva uations are not reflected in the
asset base being carried forward.

The base for indexation adopted for purposes of the draft decision was the Consumer Price Index
(CP1). The attraction of the CPI isthat it iswell documented and easy to apply. CPI has been used
to index land values overseas and was used by the Commission to index eectricity transmisson land
easement va uations??

21 Network Economics Consulting Group, 2000c, op. cit., pp. 10-11.
232 pustralian Competition and Consumer Commission, 2000b, op. cit.
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In its response to the draft decison, SACL argues againgt the use of CPl indexation on the grounds
that:

the objective is to determine the regulatory asset base, rather than adjust over time a
regulatory asset base that is already representative of the market value of the SACL’ s assets;

[-]
the objective isto value an investment made by Sydney Airport (in land) rather than to value
an investment in Sydney Airport by ashareholder; [..] and

the index is to be used to estimate a component of Sydney Airport’s assets, rather than an
investment in the entire corporation.®

Accordingly, SACL advocates the adoption of a specific land value index as an dternative to CHI.
Similarly, Northern Territory Airports argues that indexing by CPI will ‘provide vauations that differ
markedly from current market vaues .2 A practicd limitation of this gpproach is that there are no
published land vaue indexes. More fundamentaly, as noted in the draft decison, aland vaue index
would inflate the historic cost of land to its current market value. The Commission’'s concerns with
using amarket valuation are discussed above.

Furthermore, given the unique characterigtics of land, indexation in line with CPI inflation is sufficient
for regulatory purposes. The fact that land does not depreciate, and therefore does not need
replacement, ensures that including land in the regulatory asset base a higtoricd cost and indexing it
forward a CPl is high enough to maintain shareholders financid interests in SACL, meet ongoing
debt servicing obligations and maintain its physca assets*

Landfill

A dgnificant portion of the historic cost of land relates to congtructed or reclamed land. SACL
classfies seawdls and landfill associated with this land as specidised assets and excludes them from
the valuation of land. These classfications warrant consderation. Seawalls are a depreciating as,
that ultimately require replacement. Furthermore, in replacing these assats, it may be the case that
red replacement costs change over time, and/or that more or less seawall is required than when the
walls were actualy congructed. Furthermore, seawalls are highly specidised, and could generaly
not be sold into a secondary market. The Commission therefore regards DORC as the most
appropriate va uation method for these assets.

These arguments, however, do not goply to landfill. SACL has cdassfied landfill as a non-
depreciaing as, reflecting the fact that landfill does not require replacement. Landfill, like land,
can adso be put to dternative use. As BARA agues in its submisson to the Commission, *...[f]or
the purposes of determining economic income from land gppreciation, land is land’ .2 Given these
characterigtics, the Commisson believes that landfill should be included as a component of land. This

23 Sydney Airports Corporation Limited, 200143, op. cit., p. 71.

24 Northern Territory Airports, ACCC Draft Decision on SACL Aeronautical Pricing Proposal, March 2001.

25 For a more detailed discussion of thisissue, see Independent Pricing and Regulatory Tribunal of New South
Wales, Rolling Forward the Regulatory Asset Bases of the Electricity and Gas Industries, January 1999, pp.
9-11.

26 Board of Airline Representatives of Australia, 2000b, op. cit., p.126.
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reclassification would increase SACL’s 1 July 2000 land vauation to around $705m.%7 In estimating
the historic cogt of landfill, historic construction costs rather than purchase costs are included.

In January 2001, SACL provided the Commission with detalled information on the historic purchase
and congtruction costs of land. This information formed the bas's of the Commission’s vauetion. The
information included congruction and reclamation codts relaing to both the north-south runway
(finished around 1972) and the third runway (completed in 1994/95). These codts relate to both
seawdls and landfill. Accordingly, the Commission adjusted the figures provided by SACL to avoid
a potentia double counting of the seawal assets. The adjusment was estimated using the Maunsell
Mcintyre ORC vauations of seawadls, which was $160.4m as a 1 July 1998. This amount was
indexed forward to 1 July 2000 and subtracted from the totd figures provided by SACL. All landfill
costs are classified as aeronautical.

In its response to the draft decision, SACL notes that some costs associated with reclamation have
not been recognised as 100% aeronautical. The Commisson has dlowed for this in cdculating
higtoric cogt in this decison. While BARA expresses concern that reclaimed land is assumed to be
100% aeronauticd, it is the Commisson’s view that in a materid sense this gpproach is not
unreasonable.

Additional Information

Prior to the draft decison, SACL advised the Commission that the higoric land cost information
provided was incomplete. Consequently, for the purposes of the draft decison, the Commission
included a $100m contingency in the vauation of aeronautical land at Sydney Airport.

BARA argues tha ‘the contingency is arbitrary and unverifiable .22 Smilarly, SACL argues thet the
incluson of a contingency undermines the Commisson’s gpproach to land vauation. Accordingly, in
this decison, the Commission has acted to improve its caculation of the historical cost of land.

In its response to the draft decison, SACL provided further information regarding the area of land
associated with particular purchases. The Commission has used square metre rates based on this
information to caculae the historic cost of the remaining land area. The contingency has been
correspondingly removed from the land vaue cdculation.

BARA aso notes that the land vaue cdculation in the draft decison included cogts relaing to the
Cooks River and Genera Holmes Drive that were contained within the Maunsdl Mclntyre vauation
of fixed assets* The Commission has excluded these cogts from the cadculation of land vaue in this
decison.

8.4.5 Conclusion

The above discusson highlights a number of practical advantages in using historic cost in preference
to opportunity cost for the purposes of vauing land. Furthermore, the Commission considers that the

7 Whilethisfigure includes the value of landfill, it excludes the value of seawalls.
28 Board of Airline Representatives of Australia, 20013, op. cit., p. 42.
29 |hid., p. 43,
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adoption of such an gpproach will result in outcomes that are at least as efficient as those under
SACL’s proposal.

An higoric cogt vauation is dso conagent with the Commission’s decisgons in rdation to new
investment at privatised airports. In this respect SACL faces appropriate incentives with regard to

the expangion of capacity.
8.5 Land Value and Congestion

8.5.1 Introduction

Congedtion is an important issue for Sydney Airport, with a number of pesk hours dready fully
occupied. The Commonwedth Government’s decison not to proceed with a second arport a
Badgery’s Creek a this stage means that effectively managing congestion at Sydney Airport will
become increasingly important over the next few years.

SACL argues that the land va uation adopted in this decison will have important implications for the
arport operator’s capacity to address congestion at Sydney Airport. This section considers the
issue, fird reviewing the arguments presented by SACL and other interested parties, then
congdering the interaction between price levels and price structure.

8.5.2 Viewsof Interested Parties

SACL argues tha the incduson of land in the regulatory asset base will asss in preventing
congestion a Sydney Airport.
If prices at Sydney Airport are set below their economic value, airlines will not have appropriate
signals to use the airport facility efficiently. Prices set at a level below the opportunity cost of

providing the service, will lead to excessive demand for the facility and increased congestion (eg,
through airlines scheduling smaller, more frequent flights).?*

SACL recognises that a dot auction syssem would be the optima method for alocating scarce
capacity, but argues that its implementation is too complex to be a practical solution. Rather, SACL
judtifies its pricing proposd — and particularly its land vauation — on the basis that the proposed
price increases choke off excess demand and prevent inefficient overexpansion of facilities.

The submission provided to the Commisson by Mebourne Airport expresses the view that ‘the
policy debate is not about whether to replace Sydney Airport but how best to provide further
arport capacity for Sydney’ 2 The Commission’s views regarding incentives for new investment are
discussed earlier in this section.

SACL dso argues that incumbent airlines are the primary beneficiaries of congestion at the current
levd of aeronauticd charges.
Final customers see none of the apparent benefit of artificially low aeronautical charges when

there is excess demand for popular slots, and rights are conferred on the basis of existing use. In
fact, itisnot in the interests of the incumbent airlines to provide new capacity at a second airport,

240 gydney Airports Corporation Ltd, 1999b, op. cit., p. 43.
241 Australia Pacific Airports Corporation, 2000, op. cit., p. 8.
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or to price the existing capacity at Sydney Airport at its opportunity cost. To do so would make it
increasingly difficult for incumbent airlines to hold onto existing slots, thereby providing greater
opportunities for competitors to secure landing slots and increase competition in airline
services??

By contrast, BARA argues that SACL’s land vauation approach is not a necessary condition for
efficient decison-making with regard to ether the use of land for aeronautical/non-aeronautical
sarvices, the alocation of scarce capacity or the expanson of capacity elsewhere in the Sydney
basin. The advice provided to the Commission by NECG aso comments explicitly on thisissue.

BARA obtained advice from Professors Michael Crew and Paul Kleindorfer on the issue of land
vaue and congestion, who argue that SACL’s proposa overlooks the fact that land vaue ‘is not
price determining but rather is price determined . Smilarly, Professor Kahn, in his advice on
behdf of SACL, notes that ‘the sale price of the arport, when it comes to be privatised, will be
determined by the level of those charges .2

8.5.3 Pricelevels and congestion

One of the Commisson’s objectives in its assessment of SACL’s proposd is that arport users
receive appropriate sgnas regarding the efficient use of arport services. At a congested airport like
Sydney Airport Sgnals to manage congestion are particularly important.

At the moment Sydney Airport’s capacity is congtrained by availability of land and infrastructure, by
the curfew and by the cap of 80 movements per hour. The Commission understands that four pesk
hours are dready fully occupied during week days. As traffic volumes increase it is likdly that less
and less capacity will be available to new entrants and for expangon by the incumbents.

Congestion may be addressed a number of ways. One approach is through increased capacity
which, a Sydney Airport, would be assessed under the necessary new investment provisions set out
in Direction No. 18. It may adso be possble to address congestion through adjustments to price
levels

The Commission has recognised the fact that efficient price Sgnds to arport users must reflect a
cost associated with land. In this decison, the Commission is accepting a land vaue a Sydney
Airport which it consders is within the range of efficient outcomes and which is sgnificantly greater

than previous decisions relating to pricing for the FAC. Accordingly, it remains to be seen whether,

at these new price levels, congestion remains an issue at Sydney Airport. It should also be noted that
the existence of congestion per se does not necessarily imply that aeronautical charges are too low.

Professor Kahn draws attention to thisissue:

...any cost assigned to the land higher than [“its value in the next best alternative

use’]...incorporated in the airport charges...would, like any other price in excess of cost,
inefficiently discourage use of the airport (pars. 26, 27)%*®

242 gydney Airports Corporation Ltd, 2000c, op. cit., pp. 43-44.

28 Crew, M.A. and Kleindorfer, P.R., in the Appendix to Regulation for Privatised Airports: Sngle-Till Versus
Multi-Till Pricing Methodologies for Sydney Airport, January 2001, p. i.

244 Kahn, 2001b, op. cit..

25 |bid., p. 6. The paragraph references relate to evidence provided by Kahn in a case relating to regulated
charges at Wellington Airport in New Zealand.
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SACL’s proposa does not address the implications of a possible over-estimate of the opportunity
cost of land a Sydney Airport; namely, increases in price above, and redtriction of throughput
below, socidly optimd levels and the generation of monopoly rentsto SACL. At a congested fecility
the optima solution may involve better use of exiding capacity or expanson, rather than higher
prices.

Increases in overdl price levels without adjustments to the existing price structure may have some
impact on congestion, but it does not follow that this is necessaily efficient. SACL has clamed that
the price increase will have only a smdl impact on ar travelers, arguing that “...[t]he loss of any
excess demand that has been stimulated by low aeronauticad charges is not expected to materialy
impact on forecasts ¢ Similarly, Impulse Airlines comments on the effect of the proposed
aeronautical chargesin its submission to the Commission:

Impulse also shares the view that the minimal rise of airport charges on other larger aircraft types
should not impact on overall domestic air travel demand or prices?’

On the assumption that dl increases in aeronautica charges are passed on to end-users, however,
traveller demand may be affected by the increased charges. As noted in chapter 4, the strong
growth in passenger volumes in response to cheaper arfares offered by recent entrants into the
domedtic arline industry suggests that many air travelers are reldively price sendtive. Furthermore,
in off-peak periods the opportunity cost of additiona passengers is negligible. This suggests thet the
margina cost of extra passengers during these timesis low, and below the price level determined on
an average cost basis. It follows that time invariant charges may deter some travellers for whom the
margind utility of travelling exceeds the margind cog; ie there are net wdfare losses to society.
Simply raising dl charges, regardless of whether a passenger is travelling at a congested time or not,
may therefore inefficiently suppress demand in off-peak periods?# It is thus unclear as to whether
increasing charges in the absence of other price re-structuring is likely to be efficient. As noted
above, expanding capacity or better usng exising capacity may be preferable solutions to
congestion.

A more effective way of addressng congestion is to restructure prices. In order to efficiently relieve
congestion the price changes must provide incentives for arlines to change their scheduling
decisons. There are two ways of doing this. One is to introduce pegk period charges. This would
encourage airlines to move to off-peak times. The second is to reduce price differentials between
large and smdl arcraft to encourage airlines to use fewer and larger aircraft.*

SACL’s proposas do not address ether of these possihilities. In fact in some circumstances the
prices proposed will send sgnds which provide incentives for arlines to use smdler arcraft. The

246 Sydney Airports Corporation Ltd, 1999b, op. cit., p. xxiii.

27 |mpulse Airlines, Aeronautical Pricing Proposal by Sydney Airports Corporation Ltd, November 2000.

28 This occurs because the marginal cost of an additional passenger in an off-peak period is likely to be well
below the price (average cost) determined under the building block approach.

29 SACL has suggested that airlines have considerable scope to respond to changes in aeronautical prices; see
Sydney Airports Corporation Limited, 2001a, op. cit., p. 104. Yet BARA suggests that ‘[t]o the extent its
pricing approach will have any effect on the decisions made by domestic and international airlines as
suggested by SACL, SACL's pricing approach will likely result in the less efficient use of capacity at Sydney
Airport’; see Board of Airline Representatives of Australia, 2000b, op. cit., p. 114.
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price structure proposed generdly results in smilar price increases across different types of arcraft
in percentage terms except for regiona arcraft. Charges for dl domestic arcraft increase by the
same percentage (approximady 175 per cent), while charges for regiond airlines, in many
ingances, do not increese a al. Furthermore, since smdler arcraft are generdly lighter per
passenger (for example, MTOW per available seat for a 737 is around one hdf that of a 747) the
price increases proposed will increase the per passenger price disadvantage faced by operators of
larger aircraft.

Only with respect to internationd arcraft will arlines face improved incentives to adjust their
schedules, primarily due to the fact that the termind charge is moving from a weight-basis to a per
passenger basis. Since there is a genera inverse reationship between arcraft capacity and the
passenger/MTOW ratio, this means that the increase in internationd termind charges is effectively
greater for smaller aircraft.

The net effect of the changes proposed by SACL may have some effect on the demand sde. There
is little likeihood, however, that the new charging structure will provide significant rdlief from current
runway congestion issues. Furthermore, there is no reason to beieve further price increases will
suppress demand in a way that increases community wefare. It is only gppropriate congestion
charges that can have this effect. These, as NECG points out, can be adopted at any level of the
revenue requirement consstent with the continued coverage of the variable costs of operating the
airport.

The Commission condders that this decison edtablishes price levels within which SACL has
ggnificant flexibility with respect to managing congestion. The most gppropriate mechaniam for
SACL to address remaining congestion issues is through further refinement of its price structure,
such as differentia peak/off-pesk pricing and incentives for use of larger arcraft.

8.5.4 Interaction between pricelevelsand price structure

SACL’s proposd recognises the importance of price structures in managing congestion and has
flagged that SACL will consder changesin the future (see chapter 13 for further details).

One of the arguments made by SACL is that price restructuring by itsef may not be enough to
address congestion issues. The Commission accepts that there is an interaction between price levels
and price dructure. If the price leve is too low, then a restructuring of prices may not send strong
enough sgndsto provide airport users an incentive to re-schedule flights or use larger arcraft.

The question of whether the revenue levels proposed by SACL would be sufficient when combined
with price restructuring is essentidly an empiricd question. The Commission sought advice from
NECG on this matter. NECG disagrees with SACL’s clam that the choice of land vauation
method limits the ability to ensure efficient dlocation of exiging capacity. NECG argues that the
congestion problem faced by Sydney Airport is primarily a peek-load pricing problem. In this
regard, to show that the alowable revenue under dternative land vauation approaches is too low to
manage congestion, SACL would need to demondtrate that even when off-peak prices were zero,
peak prices could not be high enough to manage demand without breaching the dlowable revenue.
Even if this were established, an efficient peak-load pricing scheme could be implemented, under
which some formula for the digtribution of the congestion rent were established.
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In commenting on the Commisson’s draft decison, SACL argues that pesk-load pricing is a
second-order issue. SACL cites Professor Kahn:
If the decision of when and how much additional capacity is to be efficient, users should be
confronted with prices reflecting either those short-run congestion costs - rising over time - or,
once the expansion of capacity is clearly on the planning horizon, the long-run incremental cost
of adding to capacity, as proposed by Sydney Airports Corporation, (pp. 55-57 of its Proposal).
And the investment decisions - including their timing - are unlikely to be efficient unless users are

indeed confronted with prices reflecting those true incremental social costs, whether short-run or
long-run.2®

The Commisson generdly agrees with these arguments. It is crucid to note, however, that the
provisons of Direction No. 18 regarding necessary new investment at Sydney Airport facilitete this
outcome. Under Direction No. 18, the full costs of new capacity are passed on to airport users.
That is, users are faced with prices into which the margina cost of expansion is incorporated & the
time new investment decisons are taken by the airport. The user support criterion, and the Direction
more generdly, is thus designed such that investment occurs only whereiit is efficient.

8.5.5 Conclusion

This section assesses SACL’s proposa againgt the objective that airport users receive appropriate
sgnds regarding the efficient use of arport services. It concludes that adjustments to price levels
without adjustments to the existing price structure are unlikely to satisfy the objective, and that to
effectively address congestion the airport must also restructure prices to encourage arlines to
reschedule flights to off-peak periods or use larger aircraft.

While SACL has not restructured prices to address congestion in this proposd, it has flagged its
intention to do so in the future. In doing S0 SACL argues that its ability to send strong enough signds
for sgnificant demand-side responses requires increased prices. More specificaly SACL seems to
argue that the higher prices flowing from the land revauation proposed are necessary to dlow the
arport operator to effectively manage demand. While the Commission accepts that price structure
needs to be congdered in conjunction with price levels, the implementation of charges accepted in
this decison will sgnificantly increese SACL’s ability to manage demand. In this case the
Commission has congdered input from SACL, interested parties and consultants on the issue. Its
conclusion is that there is sgnificant scope for SACL to address current congestion issues through
the implementation of a pesk-load pricing scheme. The revenue levels implicit in this decison should
be sufficient to address any congestion issues that arise over the next five to ten years when
combined with gppropriate price restructuring.

8.6 Commission decision

In light of the uncertainty surrounding the estimation of opportunity cog, it is the Commisson’s view
that an indexed historic cost basis provides SACL with a return sufficient to provide them with an
incentive to continue operating an airport at the Mascot site. While an historic cost approach does
not necessarily send dl the appropriate Sgnds regarding the optimd location for an arport, this

20 Kahn, 2001b, op. cit., p. 11.
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decison is likdy to involve an evduation of the full costs and benefits of dternative locations, not
merely the private cogts to SACL. In this regard, an indexed historic cost vauation sends signals at
least as good as SACL's proposa. Furthermore, an historic cost approach obviates the need for the
regulator to attempt such an exercise.

These arguments dso goply to the price dgnds sent to usars of Sydney Airport. It is the
Commission’s view that congestion at Sydney Airport can be managed through future changes to
price structure, without needing to raise the level of revenues beyond those endorsed in this decision.

An indexed higtoric cost vauation provides SACL with gppropriate incentives to expand capacity,
as land acquigitions are incorporated into the asset based at their purchase price.

There are further advantages in using an historic cost gpproach to land vauation, one being thet it is
thet it is generdly readily quantifisble. As such, it is a less subjective vaduation gpproach than the
dternatives put before the Commisson.

In light of these congderations, it is the Commisson’s view that indexed historic cost is a superior
gpproach to the valuation of land than the methodology proposed by SACL.

The Commission will continue to condder the issue of land vauation on a case by case bass in
future decisons.

The Commission’s decison is to use indexed historic purchase cost as an estimate of the vaue of
land a Sydney Airport. The index to be used is the consumer price index. Landfill is aso
incorporated into the Commission’s land vauation and excluded from other assets. On this basis, the
Commission estimates the value of the land as at 1 July 2000 to be $453m, compared to SACL's
estimated vaue of $705m.>*

1 and valuesinclude landfill.
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= Chapter 9: Allocation of capital costs (assets)

9.1 Introduction

As explained in earlier chapters, the dud till gpproach as proposed by SACL requires the
identification and quantification of the agronauticad cost base. Given the interdependent nature of the
provison of services a Sydney Airport, this process implies the separation of the aeronautical from
the non-aeronautical sdes of the busness.  Effectively, this means that dl assats involved in the
running of the airport must be classfied and allocated into ether of three categories:

a) aeronautical®?
b) non-aeronautica
¢) common and/or joint?:

Airports typically operate numerous assets that can be perceived as serving both aeronautical and
non-aeronautica functions. Hence the decison to identify costs as common is an important one. It
also necessitates another step in the process — to allocate these common costs amongst aero and
non-aero sides.

This section deals with issues related to this process as adopted by SACL.
9.2 SACL’sapproach

9.2.1 Existing assets

SACL applied its Activity Based Cogting (ABC) modd to its exising cost base. This involved
delinedting its entire cost base into activity codes, and ultimately (directly or indirectly) alocating
some proportion of each cost item into an ABC asset code.

SACL explans.

...the assets have been assigned ABC codes based on their specific uses and contribution to
various activities and services®*

The ABC dlocation process achieves dlocation of the existing cost base amongst both:
aeronautical or non-aeronautical services, and
different asset classes, for the purposes of pricing.

Sgnificantly, this second step achieved the alocation of codts into different aeronautical asset
classes, which correspond to the proposed charging basis.

%2 Or more strictly speaking, those costs that will form the cost base for the pricing proposal; not necessarily
synonymous with ‘ aeronautical’.

28 For the purposes of the discussion that follows, no distinction is made between common and joint costs.

24 gydney Airports Corporation Ltd, 2000c, op. cit., p. 78.
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Following are some notable examples of SACL’s alocations, which serve to illustrate the operation
of the dlocation methodology:

Table 9(a): Examples of cost allocation

Account ABC ABC Cost (9) ABC asset Notes
description | activity activity code
code description allocation

RTA A010 Runways 244,875,310 | Direct: S1005 | 100% aero —
Aircraft recovered via
landings landing charge.

Lighting & A010 Runways 284,507 Direct: S1005 | 100% aero —

visud ads Aircraft recovered via
landings landing charge.

RTA AO020DA | Domedtic 22,745,689 | Direct: S015 | 100% non-aero —

aorons Domedtic not an aero asset

Infrastructure | class.

Roads & A031 Car parks 8,639,673 Direct: S105 | 100% non-aero —

Carparks charged Car parks not an aero asset
charged class.

Passenger A001 Sydney 178,790,251 | 59.40%: Split based on

Termind I nternational 020 int proportion of

buildings Termind termind (aero) | square metagein
40.60% non- | termind devoted
aero assets to aero/non-aero.

9.2.2 New assets

SACL embarked on a substantial new investment program in 1998, primarily involving the SA2000
project. SACL then updated the asset register contained in the original proposa, which had
included only those assets as a 30 June 1998. SACL’s proposal now incorporates that part of the
new investment program completed from 1 July 1998 to 30 June 2000. SACL explainsthat:

This includes the $420m fixed lump sum component of the SA 2000 project. As a result, actua

costs are known and the approximately 2000 individual assets have been capitalised into SACL’s

asset register.?®
Remaining as ‘new’ is $101.6m for the estimated cost of new assets expected to be capitalised
between 1 July 2000 and 1 November 2000. These projects fal under the categories of either
pardld capita works (PCW) or other capitd projects.

As with the assats existing prior to 30 June 1998, these assets have been alocated using the ABC
system, as discussed.

255 |d
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The table below illugtrates the bulk of these projects, and how they were dlocated amongst
aeronautical and non-aeronautical services, and to which asset class’charge. The most significant
aero/non-aero dlocation of the new capex was a 60/40 split of codts relating to the internationa
termina, which reflects SACL’s estimation of the relative areas of floor space devoted to providing
these respective sarvices.

Table 9(b): Allocation between aer onautical and non-aer onautical services

Project Allocation ABC asset code/charge
(aera/non-aero)

PCW
(Most) 60/40 Int termina
SIT ground access 60/40 Int termina
piazza, canopies
JUHI 100/0 Apron parking
Baggage assets 100/0 Int termindl
Other:
Runway/taxiway re- 100/0 Aircraft landing
sheet
Widening of northern 100/0 Aircraft landing
perimeter road
Minor works other 90/10 Aircraft landing

Of the $101.6m ($90.4m) of new capex to be completed in the 4 months to 1 November 2000,
$27.1m ($21.1m) was dlocated to aeronautical. The vast proportion of other projects were
consdered non-aeronautical, including the $34.4m cost of check-bag screening, passenger
screening ($2.6m) and $8.4m on commercia projects.

In response to the draft decision, SACL notes the Commission’s acknowledgment of SACL's
understanding of the incentives under dud till to over-alocate costs to the regulated sde. SACL
comments further on incentive issues
SACL was acutely aware of this well-known phenomenon when preparing its proposal, and was
accordingly aware that the ACCC and customers would focus on the reasonableness of the

approach. The existence of direct regulatory scrutiny significantly dampens the incentive to over
allocate costs to regulatory activities.

Further, the regulatory processis a costly one for SACL in terms of revenue foregone during the
extended decision making process. To the extent that SACL has little control over timing and is
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aware that any suspicion on the part of the ACCC that over alocation may be occurring could
result in delays, SACL has an incentive to be conservative.?®

9.3 Viewsof interested parties

Given BARA'’s oppodtion to adud till gpproach, its overal view was that it would prefer not to be
commenting a al on cost dlocation:

It should be noted that if asingle-till approach was adopted, the matter of allocation would cease

to be relevant.®’
BARA advances that cost dlocation is difficult and can be an arbitrary exercise. However, given
that SACL has adopted a dud till approach, BARA makes severd comments regarding SACL’s
proposed cost dlocation methodology.

BARA stts out principles it consgders fundamental in any cost dlocatiion methodology. These
included the need for trangparency, consstency with the definition of aeronauticd, internd
consistency, and that common costs should not be over-recovered.

In terms of making a detailed andysis of SACL’s ABC modd, BARA remarks that:

Despite numerous requests, SACL has been unwilling to provide BARA with such data. Without
such information BARA is unable to test SACL’s Activity Based Costing (ABC) Model of cost
allocation>®

BARA notes NECG's comment in its report, Dual Till at Sydney Airport:

The dual till approach to regulating airport prices is likely to provide airports with the following
incentives....

to set the prices for regulated aeronautical and non-aeronautical services to the maximum
level possible under the regulatory constraints by shifting all costs that are common to
airport servicesto the regul ated services;>®

In commenting on the impact of Direction No. 22, IATA emphasises that a consequence of the
government’ s direction is that the question of cost alocation becomes more important than under the
angletill gpproach it advocates.

Helicopter operators argue that by charging a licensing fee as well as landing charges SACL is
essentidly charging twice to recover the same costs.

9.3.1 Existing assets

BARA criticises severd particular SACL cog alocations in its submission, including roads, fixed
plant, and amenities. However, BARA maintains that it is congtraned to making only generd
comments given the lack of information provided.

26 Sydney Airports Corporation Ltd, 20014, op. cit., p .77

7 Board of Airline Representatives of Australia, 2000b, op. cit., p. 195.
28 Board of Airline Representatives of Australia, 200143, op. cit., p. 46
29 Board of Airline Representatives of Australia, 2000b, op. cit., p. 189.
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9.3.2 New assets

For many of the new projects, BARA remarks that SACL has provided insufficient information of
the method of cogt dlocation and so limited assessment of these projects was undertaken by
BARA.

BARA’s mgor criticism, however, of SACL’s cost alocation gpproach is in respect to SACL's
treatment of its SA2000 internationa termina project.

What is clear, however, is that the ABC model is totally inappropriate for allocating the costs of
SACL's recent investments under the SA2000 Project. Asnoted in BARA'sinitial submission the
costs of this project were inflated in order to allow SACL to substantially increase the retail
shopping capacity of the airport. Retail spacein the terminal was increased by 66% as a result of
the expansion. Terminal gates were increased by 17%.

However, under SACL's ABC model about 60% of the costs of the project have been allocated to
aeronautical charges. This seems counter-intuitive.

Had airlines been advised that the increased retail facilities would not contribute to the total costs
of the project and that airlines would bear the full cost of the new aeronautical facilities, they
would have devel oped, promoted and supported an alternative design, involving no expansion of
retail facilities, which was as cost efficient as possible and more conducive to airline operations.
BARA considers the cost of this stand alone project would be significantly less than the costs of
the SA 2000 Project allocated to aeronautical charges.

The appropriateness of examining costs on a stand alone basis is consistent with the
Commission's views on cost alocation. The Commission notes:

'A firm should not earn revenues from the supply of any set of services which exceeds the
forward-looking stand-al one cost of providing that set of services.'*®

BARA encourages the Commission to consider evidence of the stand-alone cost of providing the
increment in aeronautical capacity under the SA2000 Project.

SACL's approach to alocating the costs of the SA2000 Project may be appropriate if the
interdependency between aeronautical and non-aeronautical services made available as a result
of the SA2000 Project (particularly retail) is recognised and factored into aeronautical charges.
However, the Draft Decision excludes this magjor interdependency when determining aeronautical
charges. If the Decision follows the same approach, it is vital that no more than the stand-alone
costs of the aeronautical facilities be allocated to aeronautical charges.?!

BARA highlights five other projects where it holds contrasting views on the alocation of costs as
proposed by SACL.

2" zone sub-station and HV Option no. 7 upgrade

SACL has alocated the 2° zone sub-station and the HV Option no. 7 upgrade as 60%
aeronautical and 40% non-aeronautical. BARA disagrees with this allocation on the basis that
the network electricity charges levied by SACL include a return on the assets, including
substations, used to provide these services. Therefore these assets should be allocated 100% to
non-aeronautical, and not be identified as a common cost.

Skylight (Pop Up) to Terminal Eastern Extension

20 Australian Competition and Consumer Commission, 19970, Access Pricing Principles - Telecommunications:
A Guide, p. 39.
%1 Board of Airline Representatives of Australia, 200143, op. cit., p. 46
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SACL allocated the Skylight as 60% aeronautical and 40% non-aeronautical. BARA disagrees
with this allocation on the basis that the Skylight was installed for the benefit of retail users.
Therefore this asset should be allocated 100% to non-aeronautical, and not be identified as a
common cost.

FIDS Replacement (non-2000 compliant)

SACL has allocated the FIDs replacement in the international terminal as 100% aeronautical.
BARA disagrees with this allocation on the basis that all airport users — including retail tenants
and meeters and greeters — use these facilities not only the travelling public. Indeed the size and
configuration of the FID’s system would have been determined after considering the total area of
the terminal and the increase in retail space in the international terminal design has necessitated
an increase in the number of FID’s monitors required. Therefore the FID's in the international
terminal should be identified asacommon cost.

Minor Works < $250,000 Pax Services', which has been allocated 100% to aeronautical. SACL
staff represented that this project involved works at the domestic and international precinct.

‘SA2000 - Construction Car Park’ which has been alocated 100% to aeronautical. This
construction car-park was used by contactors working on the SA2000 Project and as such is a
common cost and should be allocated in part to aeronautical and in part to non-aeronautical .26

Noting the incentives for the over-alocation of costs to the agronautical Sde of the busness, BARA
aso rases a form of rationdity check on the reasonableness of the cost alocation methodology.
BARA contends that management submissions to the SACL Board are a useful way of checking the
vaidity of alocations.

9.4 Commission assessment and decision

As has been noted by SACL, interested parties and the Commisson’s consultants, a regulated
arport (or any firm) faces clear incentives to over-estimate the proportion of its cost base serving
regulated activities. The incentive arises as regulated prices will be higher the more expansve the
regulated cost base. The airport’s ability to make decisions regarding dlocation derives from the
nature of many of the assets typicaly used to provide regulated arport services. Were it the case
that al services at an airport could be clearly traced to their own exclusive assets, then the difficulties
associated with cost dlocation would disgppear. However, many of the services a an arport share
the use of the same assats. To reflect this relationship, it is considered reasonable for these common
coststo be dlocated amongst the different services, importantly &t the regulated/non-regulated level.

The difficulty and arbitrariness associated with cost dlocation arise however, as there is often no
obvious far method of cogt dlocation. There is no Smple economic principle which governs the
efficient dlocation of cods, in particular common costs. One method of note is the Ramsey-Boiteux
method, which essentidly dlocates common codts in inverse proportion to the product’s dadticity.
In principle, this approach at least achieves a minimisation of welfare losses. However, as NECG
points out on Ramsey pricing initsdud till report:

This rule, while providing an optimal solution is often impractical to apply due to a lack of
demand elasticity information....

An alternative approach — and one noted in the Commission’s Telecommunications Access
Pricing Principles — is an “equi-proportionate mark-up over directly attributable costs’. This

%2 Board of Airline Representatives of Australia, 20000, op. cit., p. 193-195.

157



involves measuring the directly attributable costs (directly attributable costs exclude common
costs) of each service within the group and allocating the common costs based on each service's
proportion of the total directly attributable costs 2%

However, whilgt this approach may be rdatively neet in its gpplication, it has wesker clams on the
grounds of economic efficiency.

As a garting point though, subsidy free pricing based on the following principles is consstent with
these economic principles:

revenues generated by any subset of services provided should not exceed those based on cost
for sole provision of that set of services (thet is, tand aone cogts); and

total revenues for any subset of services should not be less than the incrementa cost of providing
those services*

In practice the gap between incremental and stand alone costs can be subgtantid. It is the
Commission’s view that costs that are not incurred exclusvely for aeronautical purposes, and are
shared in providing aeronautica and non-aeronautica services, ought to be regarded as common
costs, and are alocated amongst these services.

The Commisson gated in its Adelaide Airport MUIT decison:

Once a relationship has been established, the question of how much of the common cost ought
to be allocated between the aeronautical and non-aeronautical activities arises. Of the two most
common methods of allocation (physical measures and net realisable values) it is physical
measures that appear most appropriate for airport assets. Allocations based on net realisable
values will generally be impractical at airports because individual facilities are not separately
traded. Airport operators should attempt to identify a physical “driver” that may be used to
allocate costs. For example, the square metre floor space occupied by non-aeronautical activities
relative to aeronautical activities within a terminal may represent an appropriate driver. It is
recognised that an allocation of common costs made on this basis may bear no relationship to the
revenue-producing potential of the individual aeronautical and non-aeronautical activities.

In the absence of any reasonable cost driver, the allocation of common costs is unavoidably
arbitrary. In a paper prepared for the Commission’s consideration of an issue in the
telecommunications industry, economic consultants NERA noted that one option is to adopt a
simple “rule” of splitting the common costs equally between the activities that drew on them.?
In an airports context, this means that common costs may be allocated as fifty per cent
aeronautical and fifty per cent non-aeronautical .2%

Dexpite the difficulties of ensuring a clearly efficient cogt dloceation, following a review of SACL'’s
ABC system, the Commission concludes that a fair and reasonable the dlocation of the arport cost
base has been achieved.

BARA'’s criticiam regarding the possbility of the aeronauticd codts of the internationd termind
expangon exceeding its stand aone cost is nhoted, however it remains an unsubstantiated hypothess.

23 Network Economics Consulting Group, 2000b, op. cit., pp. 4-5.

24 Whether short run or long run incremental costs are used here depends on the nature of the service provided,
duration of the contract and so on.

25 National Economic Research Associates, January 1999, Estimating the Long Run Incremental Cost of PSTN
Access: Final Report for Commission.

26 Australian Competition and Consumer Commission, 1999c, op. cit., p. 22-23.
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The Commisson remains to be convinced that the largely 60/40 aeronautica/non-aeronautical
dlocation of common/joint costs does not achieve an appropriate alocation and does not violate the
gand donerule. This concluson reflectsin part the difficulty of determining what atermind building
that served purely aeronautica functions would cost in terms of both capital and operating expenses.
It is the Commission’s view that it is not obvious that this latter building would cost less than has
been dlocated to aeronautica functions under the proposal.

The Commission raised the issue of potentiad double charging of helicopter operators through license
fees and landing charges with SACL. SACL advises that generdly helicopter operators based a
Sydney Airport have a commercia lease of some form of premises and alicense over the helicopter
pad that is either a part of, or adjacent to, that lease. SACL dtates that due to space constraints,
exclusive leases over pads are not granted. SACL aso advises that the license fees are based on
property lease guidelines which have their bases in commercia rates for the area under lease.
Typicaly license fees are set a 30 per cent of the rate of the adjacent lease, currently around $10
per square meter. In contradt, the landing and take-off fees relate to the exclusive use/serilisation of
an aea of arfidd land wholly outsde leased or licensed areas. The cods covered by the
aeronautica charges include the capital costs of the land area dedicated to helicopter operations and
aproportion of property maintenance as detalled in SACL’ sfinancid modd.

The Commisson is satisfied that the costs recovered by the landing charges do not overlap with
those recovered by the license fees. The Commission does not consider there is sufficient evidence
to conclude that SACL is recovering the same codts twice. The Commission therefore accepts
SACL’sdlocation of costs relating to hdlicopter landing charges as reasonable.

The Commission’s decison is that SACL’s ABC mode represents a reasonable approach to the
allocation of the airport cost base.
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= Chapter 10: Operating Expenditure

10.1 Introduction

Aeronautica charges a privatised airports are subject to a CPl — X price cap that offers an
incentive for the arports to be more efficient and reduce costs. Sydney Airport is a government
owned monopoly, not subject to a CPl — X price cap, but rather, is subject to prices surveillance
under the PS Act. SACL has adopted a cost-based approach to pricing as reflected in the building
block methodology.” Thus, Sydney Airport is not subject to the same incentives as the privatised
arportsto minimise costs and operate efficiently.

The Commission’s draft decision was to accept SACL’ s proposed operating costs for the 2000/01
period of $56.4 million and estimated SACL achieving redl cost savings of around 5 per cent per
year over afive year period.

This chapter congders the methodology used by SACL to caculate its anticipated cost savings, the
dlocation of costs between aeronautical and non-agronautical services and the efficiency of
aeronautica operating cogs a Sydney Airport. The Commisson has condgdered submissions
received in the first instance and in response to its draft decison.

The Commisson’s decidon is concerned with ensuring that the setting of aeronautical charges is
predicated on efficient operating costs.
10.2 SACL’'sProposal
In its proposad SACL forecadt its aeronautical operating expenditure as approximately $71m for the
2000/01 financia period. SACL dtated operating expenditure is influenced by the following factors:

- Growth in the area of the International Termindl,

- Growth in arcraft movements;

- Growth in the number of passengers,

- Growth in the landed tonnage; and

- Inflation (increasesin the CH1).
SACL categorised its operating expenditure into four mgjor aress.

- Generd adminigretion;

- Utilitiesand services,

- Property maintenance; and

- Labour costs.

%7 The building block methodology is outlined in the Commission’s DRP.
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Cogt edtimates were based on actual costs during 1998/1999, indexed for likely movements over
time and dlocated between aeronautical and non-aeronautica services usng an ABC modd.

SACL then adjusted the 1998/99 operating cost base downwards, excluding security costs and to
reflect the non-recurring nature of some expenses including those related to Y2K preparation and
bad debts. The proposa included a provision for specid project expenses, including an alowance
for master planning and aeronautica pricing and other regulatory management codts.

SACL dstated,

Contrary to airline customer claims, SACL’s assumptions include significant improvements in
efficiency. The Revised Draft Proposal assumes falling staff numbers in 2000-01. As the released
financial model covers only one year, the trend of future expected efficiency gains is not fully
evident. These expected gains are partly responsible for SACL targeting a revenue level
significantly below allowable revenue.?®

SACL engaged Leigh Fisher Associates (LFA), a US based consultancy firm, to provide an
assessment of aeronautica operating costs a Sydney Airport in comparison with Mebourne,
Brisbane and Perth airports. SACL argues that its operating costs are reasonable and appropriate to
its operating environment®® SACL dso dates that Sydney Airport has a unique operating
environment which sems from characteristics such as nationd gateway datus, airline demand, its
facilities and operationd congtraints?®

Consequently, SACL estimated aeronautical operating expenses to be approximately $64.2 million
for the 2000/01 period.

SACL later revised aeronautica operating costs to approximately $56.4 million for the 2000/01
period.?*

In response to the Commission’s draft decison SACL amended its operating costs to include the
recently negotiated baggage trolley contract for the International Termina and ground access service
costs that directly support aeronautical services. This increases the totd operating and maintenance
coststo $57.7 million.

10.3 Viewsof Interested Parties

In response to SACL’ s proposal BARA states,
InBARA’sview SACL has:

Used a methodology to estimate operating expenditure that is inconsistent with its own
building block approach;

Failed to establish that its proposed operating costs are the costs of efficiently operating
the airport;

Failed to provide relevant information in order for BARA to fully assess the reasonabl eness
of its proposed operating expenditure; and

28 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 111.
29 |hid., p. 8,

20 | pid., p. 114.

211 See discussion on cost allocation in section 9.4.2.
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Failed to provide a transparent methodology for allocating operating costs between
aeronautical and non-aeronautical services.

Furthermore, the available evidence strongly suggests that:

The operating expenses proposed by SACL are grossly excessive when compared with
comparable Australian airports; and

SACL has over allocated its operating expenses to aeronautical services2”

In particular, BARA is of the view that the upper limit to efficient operating costs a Sydney Airport
in 2000/01 is $40.6 million.”

British Airways comments that,

...SACL has also not demonstrated that its operating costs in FY 1998/99 are those of an
efficiently operated airport. Even though its operating costs for FY 2000/01 are estimates of its FY
1999/00 operating costs, it did provide the basis why there should be increase[s] despite the
expectation of productivity improvements and increase in passenger and aircraft movements, all
of which should reduce the cost over time.?

The Internationd Air Transport Association (IATA) made Smilar comments to British Airways?
Melbourne Airport comments thet,

Whilst we do not necessarily concur with [the Leigh Fisher Associates report’s| methodology or
conclusionsin every instance, we would support the view that what it shows s that overall there
is little difference in the cost structures of Australia’s largest four airports. What differences do
exist can in many instances be understood by the differences in the markets served, the physical
configuration of assets, external constraints and management decisions (particularly in relation to
outsourcing).?®
Brishane Airport, Canberra Airport, Perth Airport, Overnight Airfreight Operators Association Inc
and other interested parties made no comments regarding operating and maintenance codts in their
submissions to the Commission in response to SACL’ s revised proposa.

10.4 Discussion

As dated in the introduction to this chapter, Sydney Airport is not necessarily subject to the same
incentives to minimise costs as the privatised arports. In particular, where the approach to
aeronautica pricing is cost-based, as in SACL’s proposa, the Commission’s approach is to alow
prices based on reasonable estimates of efficient operating costs.

The Commission’s draft decision was to accept SACL’s proposed operating costs of $56.4 million
and estimated SACL achieving red cost savings of around 5 per cent per year over a five year
period. The Commission discussed three main issues regarding SACL’s proposdl that arose in initid
submissions to the Commission. These were the methodology used to estimate operating costs, the

22 Board of Airline Representatives of Australia, 2000b, op. cit., p. 161.
23 |hid., p. 185.

274 British Airways, op. cit..

215 International Air Transport Association, 2000c, op. cit., p. 7.

28A ustralia Pacific Airports Corporation, 2000b, op. cit., p. 10.
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alocation of operating costs between aeronauticd and non-aeronautica services and the issue of
efficient levels of operating cods.

The discussion on each of these issuesis contained below. Comments from submissions on response
to the draft decison are aso discussed. Submissions making specific comments regarding operating
costs were received from SACL, BARA, Méebourne Airport and IATA.

10.4.1 Methodology for estimating oper ating costs

SACL’s methodology for estimating operating costs was to base its estimates on actua operating
cogts during the 1998/1999 financid year, index these cods for likdy movements over time and
alocate them between aeronautica and non-aeronautical services usng an ABC modd.

BARA dates tha the methodology used by SACL to estimate its operating costs is inconsstent with
its building block approach to aeronautica pricing.
SACL’s building block methodology, if implemented correctly, should estimate the minimum

costs of replicating the services supplied by SACL at an optimally designed airport using assets
embodying modern technology....

Although SACL' s building block methodology purports to estimate asset values on the basis of
modern technology, its operating costs are based on actual costs.2”
BARA argues that as SACL’s actud operating costs are based on the use of old technology they
are likely to be sgnificantly greater than those if modern assets were used?”® That is, that SACL’s
operating costs are not as low and efficient as possible.

In its draft decison the Commission adopted a brown-fields gpproach to asset vauation (see the
chapter on asset vauation for this discusson). The Commission took the gpproach of adopting
vauations based on the exigting Site and assets and considers that for condgstency reasons the same
gpproach to operating codts is not unreasonable. Optimising asset vauations may give rise to some
operating costs savings. However, the Commission considers that given the level of optimisation in
regards to assets, as discussed by Opus, the Commission would expect any operating cost savings
to be relatively minor. Thus, the approach used by SACL to estimate its future operating costs does
not appear unreasonable.

The Commission did not receive any comment specificaly relating to this in response to the draft
decison. The Commisson’'s decison remains that the approach used by SACL in edimating its
operating costs for 2000/01 does not appear unreasonable,

Efficiency issues are discussed later in this chapter.

10.4.2 Operating cost allocation

Secondly, BARA raises the issue that the methodology used to alocate costs between aeronautical
and non-aeronautica services was not transparent.

Inits proposa SACL states,

277 Board of Airline Representatives of Australia, 2000b, op. cit, p. 161.
278 | d
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SACL used the ABC model to determine the operating costs attributable to aeronautical and non-
aeronautical services. The ABC model does not provide a breakdown of allocations
automatically. To determine the aero/non-aero split of alower level category or individual chart of
account required the exclusion of all other data from the model. This process takes approximately
1 hour per lineitem.

In preparing the financial model, SACL ran the ABC model for the total costs and each cost
category. From these splits, individual chart of account splits were estimated.

At the request of airline customers during consultation, SACL undertook the detailed analysis of
aero/non-aero splits on a chart of account line basis using the ABC model. Naturally, there were
some variances between the estimates and the precise splits. However, the category totals and
overall total remained unchanged >’

In response, BARA states,

For SACL’s allocation of operating expenses to aeronautical and non-aeronautical services to be
reasonable:

the rules of the ABC model for allocating operating costs must be appropriate; and

the assignment of cost itemsto particular rules must be reasonabl e,

The issue is that if costs are not alocated reasonably between agronautica and non-aeronautical
sarvices, costs may be over-dlocated to agronautical services and result in higher costs than is
necessary for efficient operation of agronautical services.

In its draft decision the Commission stated:

The regulatory regime applying to Sydney Airport effectively reguires SACL to separate
aeronautical and non-aeronautical functions in an accounting sense. Because the regulatory
regime applies only to charges for aeronautical services the relevant costs will comprise those
which relate to the provision of aeronautical services. The Commission considered the issue of
allocation of costs between aeronautical and non-aeronautical services in a new investment
decision regarding the MUIT at Adelaide Airport.®

Guidance as to the basis of this allocation may be taken from the list of facilities at Sydney
Airport declared by the Minister.?®2 However, it is only the aeronautical services provided by
these facilities that can be taken into account when considering aeronautical costs and charges.
Costs that are not incurred exclusively for aeronautical purposes and are shared in providing
aeronautical and non-aeronautical services, ought to be considered as common costs. (Common
costs are discussed in chapter 4).

The Adelaide Airport MUIT decision discussed the alternatives of the two most common
methods of allocation (physical measures and net realisable values) and determined that the
physical measures approach appeared the most appropriate for airport assets. It stated that
airport operators should attempt to identify aphysical “driver” asthe basis upon which costs can
be allocated.®® In the absence of clear aeronautical or non-aeronautical cost drivers at a facility,
the allocation of common costs is unavoidably arbitrary.

As such, the Commission’ s objectiveisfor coststo be allocated on afair and reasonable basis. In
this instance SACL has used an activity based ABC model to determine the split between
aeronautical and non-aeronautical costs. The Commission has reviewed the rules for SACL’s

21 Sydney Airports Corporation Ltd, 2000c, op. cit, p. 123.

20 Board of Airline Representatives of Australia, 2000b, op. cit., p. 180.

21 Australian Competition and Consumer Commission, 2000b, op. cit.

282 Declaration No. 89, June 2000.

283 Australian Competition and Consumer Commission, 2000b, op. cit., p. 22.
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ABC model for allocating operating costs and these do not appear unreasonable. The
Commission notes that BARA was not able to fully examine the ABC model prior to making its
submission and reserved the right to make a further submission on the allocation of costs under
the ABC model.

The Commission also notes that SACL since submitting the revised proposal in September 2000
has reallocated costs between aeronautical and non-aeronautical services. Thiswas as aresult of
refinements to cost allocations identified in SACL’s review of magjor cost items undertaken while
preparing their 1999-2000 Regulatory Report for the Commission. The following expenses were
excluded from the aeronautical operating cost base:

ground access operating costs,
one-off costs associated with the Olympics, and
privatisation costs.

As such, this decreased the amount of aeronautical operating costs from approximately $64.2
million to approximately $56.4 million.%

In response to the draft decison, however, SACL has adjusted its cost base to include the costs of
the recently negotiated baggage trolley contract for the Internationa Terminad and ground access
costs that directly support aeronautica services. These adjustments increase operating costs from
$56.4 million to $57.7 million for the 2000/01 period.

The Commission does not consder these adjustments to be unreasonable.

Inits response to the draft decision BARA raises its specific concerns tht,

SACL’s cost base for aeronautical services includes operating expenditure recovered from
airlines as | essee outgoings.®

Lessee outgoings are consdered a non-aeronautica item. In terms of SACL’s dlocation of items
between aeronautical and non-aeronautical services the Commission remains satisfied with the way
SACL has dlocated its costs.

10.4.3 Efficient operating costs

Thirdly, BARA submits that SACL’s operating expenses are ‘grossy excessve and have not been
established as efficient.
In its proposd SACL agues that Sydney Airport has a uniquely chdlenging environment
characterised by,

- Substantial limitations on the full use of airfield capacity;

- significant activity peaking;

- major site and property constraints which impose unique management and operational
challenges;

- regional labour costs, on average 8.0% high than in other areas;
- high percentage of international traffic; and

- ahigher average age of terminal buildings?®

24 Australian Competition and Consumer Commission, 2001n, op. cit., pp. 129-130.
25 Board of Airline Representatives of Australia, 200143, op. cit., p. 51.
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In response to SACL’s revised proposd, BARA makes the following key arguments:

A more meaningful approach is to compare Sydney’s operating costs and productivity with
comparable airportsin Australia....

Differencesin regional labour costs explain little of SACL’ s higher aeronautical operating costs...
SACL’slabour productivity is significantly below that of other major airportsin Australia...

Non-labour costs are significantly higher at Sydney Airport than at other major Australian
airports...

Differences in the number of international carriers and differences in the proportion of
international passengers do not explain SACL’s higher aeronautical operating costs...%’

SACL presents a number of arguments as to why it has higher operating costs than the other
privatised arports. For example, SACL submitted that its labour productivity is in line with other
magor Augtrdian arports once bas ¢ benchmarking adjustments are made such asfor regiona labour
costs and the proportion of international services®

BARA'’s andyss, however, indicates that these reasons do not fully justify the difference between
SACL’s operating costs and the operating costs of privatised airports. Nor do these reasons seem
to judtify differencesin productivity as highlighted by BARA.2°

SACL submits that any forward looking prices overaght (the current pricing regime a Sydney
Airport) provides smilar efficiency incentives as an explicit CPl — X prices oversgght arrangement
(the current pricing regime at privatised arports).

In its draft decison the Commission stated,

The CPI — X price cap provides an incentive for airport operators to reduce production costs and
become more efficient. The ‘X’ reflects expected productivity improvements and takes into
account such factors as increased traffic volumes and increases in utilisation of airport
infrastructure. Without a CPl — X price cap Sydney Airport is not subject to the same incentives
to achieve productivity gains as the privatised airports. Sydney Airport has not faced such
incentives in the past and the cost-based approach to pricing, using costs as a basis for
aeronautical charges, provides strong incentives for Sydney Airport not to minimise costs.

SACL statesit is accountable for its financial performance to its shareholder, represented by the

Minister for Finance and Administration?®® The Commission does not consider this to be a
persuasive argument. Furthermore, as Sydney Airport is subject to a cost-based regime and is not

privately owned, it may not face the same profit maximising incentives as the privatised airports,

nor isit subject to the same market discipline as other privatised airports.

The Commission considered SACL's position in relation to the level of aeronautical operating
costs and considers that SACL’'s arguments offer some justification for Sydney Airport’s
operating cost levels....

It is unfortunate that the LFA report, while offering justification for SACL’s current level of
operating costs, was not a forward looking exercise on the potential for future cost savings and
efficiency gains could be made by Sydney Airport. The Commission also expresses its

286, Sydney Airports Corporation Ltd, 2000c, op. cit., pp. 113-114.

27 Board of Airline Representatives of Australia, 2000b, op. cit., pp. 163-171.
28 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 125.

29 Board of Airline Representatives of Australia, 2000b, op. cit., p. 169.

20 gydney Airports Corporation Ltd, 2000c, op. cit., p. 119.

166



disappointment at the apparent information asymmetry and breakdown in the negotiation process
between SACL and airport users.

Based on the experience of private airport operators it is reasonable to expect some level of
efficiency improvements. The Commission has calculated the average cost savings achieved by
Melbourne, Perth and Brisbane Airports and examined SACL’s operating costs in comparison?*
If SACL is committed to improving operating efficiency the Commission would expect to see
SACL achieving cost savings at a rate similar to these privatised airports. As such, the
Commission would expect to see SACL achieving future cost savings at arate of approximately 5
per cent per year in real terms2®?

In its response to the Commission's draft decison SACL raises severd points. Firdly, it questions
the reasonableness of a five per cent reduction in operating costs per year. SACL argues it would
not be adle to achieve such reductions because it has dready built in sgnificant savings since
corporatisation and its operating environment imposes greater condtraints upon it that what the other
privatised airport operators face. SACL suggests that a more reasonable figure would be a
reduction of 3 per cent per year.>* SACL does not, however, provide any evidence to support its
dam.

Accordingly, the Commisson maintains the view that the gpproach adopted in the draft decison is
reasonable.

SACL aso suggests that there was an error in the Commission’ s financia modelling.?* However, the
Commission’s reduction in operating costs over the five year period was ddiberately based on
financd moddling of thered unit cost reductions achieved by the privatised airports. This alows
for differences in volume growth which may give different outcomes in absolute terms. This was the
Commission'sintention and is not an error in the Commisson’s moddling. The adoption of updated
traffic forecasts in this decision results in red reductions in operating costs of around 4 per cent.

SACL then goes on to argue that there are inconsstencies with the data sources in relation to the
cost base used to cal culate the savings achieved by the privatised airports. SACL states thet,
The FAC percentage splits were based on a cost base which included depreciation, interest,
corporate office overhead and Australian Protective Services (APS) expenses, but excluded
check-in counter costs. Thisis not comparable to the cost base used for privatised airportsin the

following year which was based on their regulatory reports and which excluded APS, corporate
office overhead interest and depreciation expenses but included check-in counter costs.?®

The Commission condders any difference in the percentage split of the cost base is not greetly
ggnificant. However, in recognition of SACL’s point, the Commission has excluded the FAC figures

from its calculations to ensure condgstency in the cost base. As dready noted, in this decision, the
red reduction in operating costs per year for the five year period is around 4 per cent.

21 Comparison and calculations were based on data contained within the following: FAC Annual Report, 96-97,
97-98; ACCC Regulatory Reports. Sydney Airport 1998-99, 1999-2000 Brisbane Airport 1997-98, 1998-99,
1999-2000, Melbourne Airport 1997-98, 1998-99, 1999-2000, Perth Airport 1997-98, 1998-99, 1999-2000.

292 Australian Competition and Consumer Commission, 2001n, op. cit., pp. 131-132.

2% Sydney Airports Corporation Ltd, 2001a, op. cit., pp. 78-79.

24 bid., p. 78.

25 |hid., p. 79.
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Findly, SACL argues that as Sydney Airport is nearing a point of full capacity, each additiond unit
darts imposing significant additiona operating costs as more intensive management is required to
maintain sandards of facilitation and safety and security.?*

Melbourne Airport aso raises this point in support of SACL in regponse to the Commission’s draft
decision. It states that,
[b]ecause of surplus capacity, other airports are almost certainly going to experience declining
average operating costs, and maybe, through management innovation, declining total operating
costs.... SACL, however, because of congestion, is probably experiencing rising average
operating costs and therefore rising total operating costs.... Even if SACL was operating

efficiently in terms of operating costs, congestion may lead to increased operating costs as
assets are utilised more heavily. This may actually lead to an increase in average costs?’

The Commission is not persuaded that SACL’s margina cost is greeter than its average cost. In the
short run margind cost should be less than average cost. The full capacity and congestion SACL
refers to reates to large sunk items such as runways and taxiways. Should investment be required in
the long run to expand facilities the Commission condders that the necessary new investment
provisions are the most gppropriate method of recovering cods.

In response to the draft decison BARA, on the other hand, considers that the reduction in operating
costs should be greater and should apply for the 2000/01 period. IATA aso Sates,

... instead of accepting SACL’s revised O&M cost for the first year, the efficiency improvement
should also apply to the cost of that year.?*®

The Commisson congders that as the new charges are only likey to be implemented in the late
stages of the 2000/01 year it would not be reasonable to impose such cost reductions on SACL for
this period.

BARA ds0 argues that the Commission has not adequately consdered benchmarking when looking
at SACL’ s operating costs.>®

In terms of benchmarking levels of operating costs, the Commission congders there are difficultiesin
this instance of finding appropriate arports to use as comparisons. Domestic airports have operating
characterigtics, for example, passenger mixes and demand characteridtics, that differ from Sydney
Airport. Internationa arports have differences such as different ownership regimes in ration to
operation of domestic terminas. The Commission, therefore, consders that while adjustments could
be made to operating levels for these factors, this gpproach would be quite subjective. Accordingly,
the Commission does not consider benchmarking levels of operating codts to be agppropriate in this
instance.

The Commission does, however, consder it agppropriate to compare rates of change, that is, the
productivity gains achieved by the other mgjor airports (Brisbane, Mebourne and Perth). The mgor

arports have achieved operating cost savings since they have been subject to greater incentives to
operae efficiently, that is, since privatisation and the introduction of the CPl — X price cap regime.

26 |hid., p. 82.

27 Australian Pacific Airports Corporation, 20013, op. cit., p. 15.

28 |nternational Air Transport Association, 2001b, op. cit., p. 7.

29 Board of Airline Representatives of Australia, 2001a, op. cit., pp. 48-49.
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The Commisson accepts arguments that SACL does not currently have the same incentives to
operate efficiently as these privatised airports. In this regard the Commisson considers that SACL
should operate in an environment in which it is subject to the same incentives as the private arport
operators. The Commission considers that the approach it adopts achieves this outcome.

The Commission has adopted a forward looking approach that both recognises that SACL’ s current
operating costs may be too high and provides incentives for SACL to achieve productivity gans
over the period under condderation. It is the Commission view that a five year period is an
appropriate horizon to condder, as this is the same as the duration of the incentive regime facing
privatised arports. The Commission believes SACL should be able to achieve savings of around 4
per cent per year in red terms.

10.5 Commission decision

This chapter consders the issues regarding SACL’ s agronautical operating expenditure. Concerns
had been expressed particularly in reference to the methodology used by SACL to estimate future
operating codts, the cost alocation process between aeronautical and non-aeronauticd and the level
of operating costs.

The Commission consders that SACL’s basis for the cost alocation process was not unreasonable.
The Commission does, however, accept that SACL’s operating costs may be too high and believes
that its approach requiring red cost reductions both recognises this and provides incentives for
SACL to achieve productivity gains. The incentives are Smilar to those currently faced by privatised
arport operators and the productivity gains a reflection of those dready achieved by the private
operators.

As such, the Commission does not object to the proposed aeronautical operating costs for the
2000/01 financia period of approximately $57.7 million and estimates red cost savings of around 4
per cent per year for the next five years.

The effect of real cost savingsis reflected in the “smoothed” prices, discussed in Chapter 12.

The Commission’s decision is to not object to Sydney Airport’s proposed aeronautical operating
cogs of $57.7 million for the 2000/01 period. The decison estimates rea cost savings of
approximately 4 per cent per year for the next 5 years.
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= Chapter 11: Weighted average cost of capital (WACC)

11.1 Introduction

The weighted average cost of capital (WACC) isthe dement of the building block model that alows
for arequired rate of return to be earned by debt and equity capita providers (weighted according
to their proportionate contribution). As well as being compensated for bearing the entity’s capital
costs, operating and maintenance expenditure, and taxes, capital providers are rewarded with arate
of return tha reflects what these investors could be earning by committing their funds to an
dternative project of amilar risk; that is the opportunity cost of capita.

11.2 WACC formulation

In regulated applications, there are severa aternative approaches to incorporating a WACC in a
project’s expected costs. Whilst many methods are theoreticaly sound, the guiding principles
should be that the chosen WACC will most accurately provide the true expected after-tax rate of
return over the life of the project and is consstent with the corresponding cash flows.

11.2.1 SACL’sproposal

SACL proposes a post-tax WACC formulation for determining regulatory revenues.

The following vanillaform of post-tax WACC was used to caculate revenues®®

WACC =re (E/V) + rd (D/V)

wherere is post-tax nomina cost of equity capita (as caculated by the CAPM), and rd
isthe (pre-tax) nomina cost of debt capital.

Prior to applying this formula to its building block model, SACL converted the above nomina
WACC into a‘red” WACC using the Fisher equation.®*

11.2.2 Viewsof interested parties

BARA dates that it ‘agrees with SACL that the WACC is the most appropriate model to etimate
the required rate of return’.*? BARA ds0 agreesin principle that the incluson of taxation payments
into cash flow projections rather than through the WACC is an appropriate approach. (BARA’s
criticisms of SACL’s agpplication of this gpproach are discussed in the financia modelling chapter,
chapter 12).

30 A vanilla form of WACC refers to the weightings (equity and debt proportions) being applied to a post-tax
cost of equity and a pre-tax cost of debt. Thisisfurther discussed in section 10.2.4.

%1 The Fisher equation specifies the relationship between real interest rates (), nominal interest rates () and
expected inflation (p) in the following formula: (1+ r) = (1+i)/(1+p).

%02 Board of Airline Representatives of Australia, 2000b, op. cit., p.143.
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Brisbane Airport advances a comprehengve criticism of the pogt-tax WACC approach to the
regulation of utilities.

In summary, Brisbane Airport considers that the post-tax WACC approach:

produces rate of return outcomes that reflect the theoretical minimum returns that would
be earned under long run equilibrium conditions, rather than returns that businesses
would expect to earn for generating and delivering sustained productivity gains to
customers,

produces rate of return outcomes that are inconsistent with the returns that should be set
under an incentive regulation system;

is unnecessarily complex and lacks transparency; and

over the longer term will significantly weaken the positive incentives that are provided

under an incentive regulation system and lead to higher prices®
Melbourne Airport ‘generdly agree with the Commisson’'s view tha explicit modelling of the tax
flows and the use of post tax WA CCs have desirable properties .

11.2.3 Discussion

SACL’s proposed post-tax WACC formulation alows for taxation to be treated as a cost in the
building block modd’s cash flows, rather than accounted for through a formulaic trandformation of
the post-tax WACC. SACL adopted this gpproach in recognition of the Commission’s stated
preference in its DRP and the prevailing view of the academic community.

BARA dates that:

Officer shows that other formulations of the WACC are appropriate depending on how the cash
flows are defined. Provided the definitions of the cash flows and the WA CC are consistent there
isan equivalence in the various definitions in terms of providing the same net present value.

The consensus of experts is that it would be preferable to recover actual taxes paid rather than
notional taxes and that allowable rate-of-return targets should be set in after tax terms with explicit
recovery of actual taxes. Provided the vanilla approach recovers actual taxes it should be
equivalent to the traditional method where the tax flows are defined as Xo (1-T). However itis
noted that this equivalence strictly only applies on a perpetuity basis.

Nevertheless it may be simpler in terms of understanding, use and monitoring for regulatory
purposesif the cash flow is defined in the traditional after tax method 3

11.2.4 Commission assessment

The advantages and disadvantages of a post-tax WACC as compared with a pre-tax WACC have
been debated thoroughly in other forums. Briefly, the advantages of a post-tax gpproach are
generdly perceived to be:

the avoidance of the difficulty of properly accounting for expected future tax cash flows
through aformulaic trandformation, and

303 Brishane Airport Corporation, op. cit., p. 11.
304 Australia Pacific Airports Corporation, 20013, op. cit., p.15.
%5 Board of Airline Representatives of Australia, November 2000d, Attachment: the cost of capital, p 4-5.
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the achievement of greater potentid accuracy of the company’s true tax position going
forward, especidly due to the moddling of the company’s tax benefits associated with
accelerated tax depreciation.

Brishane Airport’s criticism of the post-tax approach is noted by the Commisson. However, the
Commission condders that it may be more ussful as a contribution to the development of the
Commission's DRP. The post-tax WACC approach is the preferred approach arisng out of that
forum, and hence the Commission accepts the use of it by SACL.

The vanillaform of WACC refers to the weightings (debt and equity ratios) being applied to a post-
tax cost of equity, and a pre-tax cost of debt. This rate is appropriate when applying a rate of
return to post-tax building block cash flows. It reflects the fact that debt-holders are compensated
before the payment of company tax, whereas equity holders receive compensation after company
tax has been paid.

Although the Commission has stated a preference for a nominad WACC methodology in its DRP,
SACL chose to adopt a red, rather than nomind formulation, and so adjusted the above formula
usng the Fisher equation. SACL proposes this approach on the basis that it preferred to
compensate for inflation through the annua indexation of the asset base in its building block modd.

The Commission’s view is that SACL’s pogt-tax WACC methodology is sound. As dtated in the
DRP and other decisions, the Commission considers the post-tax WACC formulation to be superior
to its pre-tax counterpart. Essentidly, the adoption of a post-tax WACC takes account of the
‘cod’ of tax in the future cash flows, thus obviating the difficult task of transforming post-tax equity
returns into their pre-tax equivaent viathe use of an effective tax rate, which can in theory be higher
or lower than the statutory tax rate, depending on the relative strengths of accelerated depreciation
and the non-deductibility of certain items.

Professor Davis concurs in dating that ‘the determination of the vanilla WACC is a relatively
graghtforward process, snce dl issues associated with the caculation of taxation and imputation
are now shifted to the specification of the revenue modedl’ 3%

The use of the vanilla gpproach is suitable for the cash flows being applied in SACL’s model.

The converson to a red WACC is reasonable and uncontroversd. It can be shown that it is
equivaent to the nomind return if expected inflation equals actud inflation over the life of the project.

The Commission regards as reasonable SACL’s use of a podt-tax redl WACC formulation for the
purposes of caculating the return on capitd in its building block mode.

11.3 Risk-freerate

The risk free rate is the rate that assumes no risk is being borne by those who provide funds. In
modern economies, the government is typicaly the sole entity in the market for funds characterised
by such alow leve of risk. Therefore, the usud practice in corporate finance and in regulatory

3% Davis, K., Report on “ Weighted average cost of capital for Sydney Airport”, January 2000, p. 9.
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practice isthat some type of government bond rate is assumed to be the risk free rate, and formsthe
basis of the cost of capita, which isthen adjusted for risk for both equity and debt capital.

11.3.1 SACL proposal

SACL used the 40 day average of the 5 year nomind government bond rate as the basis for the risk
freerae. Initsrevised proposa, thiswas calculated to be 6.12 per cent.

11.3.2 Viewsof interested parties

The airlines did not raise mgor objections to SACL’s gpproach to the risk free rate, athough many
parties, such as BARA, IATA and Brisbane Airport expressed an in-principle preference for the use
of the 10 year bond rate.

11.3.3 Discussion

SACL adopts abond maturity of 5 years on the basis of past Commission decisions.

SACL supportsits 40 day averaging gpproach to the risk free rate by stating thet it was ‘ congstent
with the cost of capital being a forward-looking concept, and isin line with the Commission’s recent
views with respect to smoothing daily rates %"

BARA arguesthat the:

...correct conceptual approach for determining the risk free rate is to take an average of one
year bond rates over the time period of the investment. However BARA recognises the
difficulties in implementing this approach. An acceptable proxy may be a 40-day average of a
long term Government bond rate, as advocated by SACL .3

BARA prefers the use of the 10 year bond rate over the 5-year rate, however as.

... it corresponds to the period used for estimating market risk premiums (the CAPM assumes
that the risk free rate and market risk premium will have the same horizon) and that it will most
likely be more stable than a5 year rate when there are substantial changes in monetary policy.
However it is recognised that there is normally little difference between real rates for 10 year
and 5 year Commonwealth bonds. Provided there continues to be little difference, BARA is of
the view that SACL’ s approach is considered to be reasonable.®*®

On theissue of averaging, BARA notes that:

.. it is reasonable to argue that a single observation may contain the effects of uninformed
noise so that some averaging of recent ratesisjustified ... In the Adelaide, Brisbane and Perth
Airport decisions the Commission used an 8 week average of the 5 year indexed government
bond rate to determinethe real risk freerate. Thisis considered reasonable.®°

Brisbane Airport argues that the 10 year bond rate is more appropriate as the benchmark risk free
rate. Congstency with the typica term of the market risk premium suggested the use of a 10 year

97 Sydney Airports Corporation Ltd, 1999b, op. cit., p. 6-5.

3% Board of Airline Representatives of Australia, 2000b, op. cit., p. 144.
%9 Board of Airline Representatives of Australia, 2000d, op. cit., p 6.
310 | d
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rate. The normaly upward-doping yield curve implied that usng 5 year raes would atificidly
underestimate the expected return on equity.

Davis stated that SACL’ s approach to the risk free rate seems ‘ reasonable’ .3

11.3.4 Commission assessment

Two magor issues associated with the risk free rate assumption have emerged in the regulatory
context — bond maturity and averaging.

The issue of bond maturity concerns the selection of the appropriate term of Commonwealth bond
as the bagis for the risk free rate assumption. The debate on this issue generdly revolves around
whether the 5 year bond or 10 year bond is most suitable.

The Commission has stated a preference in severd decisons for the use of the 5 year bond on the
grounds that the 10 year bond's higher embedded inflation risk premium leads to the over-
compensation of thisrisk were it to be adopted in frameworks designed to amdliorate thisrisk.*? In
the case of SACL, it is considered not unreasonable to assume that prices at Sydney Airport will be
subject to further review after 5 years, in line with the price cap review period a Phase | and Il
arports, and other regulatory contexts. Hence, SACL’s exposure to inflation risk is limited to that
extent.

The argument that the term of the risk free rate should match the 10 year term typicaly used for the
estimation of the market risk premium is not without merit. The Commisson understands thet thisis
the norm in corporate financid practice However, in regulated applications, this principle is
congdered to be of lesser importance than ensuring that the term matches the duration of inflation
rsk.

Therefore, the Commission supports the use of the government bond of 5 year maturity asthe basis
for the risk free rate assumption adopted in SACL’s WACC and notes its consistency with the
preference stated in the DRP.

As dated, the Commission supports the use of short-term averaging of yields in order to smooth out
the effects of financid markets volatility, and sees the 40 day moving average gpproach proposed by
SACL asreasonable and in line with the DRP.

The risk free rate assumption is taken from the 40 day average yield of the 5 year government bond
rate, which as at 16 March 2001 was 4.98 per cent.>®

11 Davis, op. cit., p. 9.

312 For example, see Commission decisions regarding the pass through of necessary new investment costs:
Australian Competition and Consumer Commission, 2000g, op. cit.; Australian Competition and Consumer
Commission, 2000h, op. cit.

313 Since the exact 5 year rate is unknown the Commission calculated it using extrapolation procedures on the
yields of July 2005 and June 2011 series government bonds.
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11.4 Inflation

The expected inflation rate is used to convert nomina rates of return, such as the nomind WACC,
into red rates of return.

11.4.1 SACL proposal

SACL adopts a 2.6 per cent inflation assumption for the purpose of deflating the nominad WACC
into areal WACC.

The figure was derived using the inflation implied by the difference between the 5 year nomind and
real bond rates.

11.4.2 Viewsof interested parties

BARA views SACL’s approach as ‘reasonable’ *** and ‘broadly agrees with the gpproach used by
the Commission to determine the inflation rate’

11.4.3 Discussion

SACL notes the Commission’s usud preference for deriving the expected inflation rate, noting that:

...prevailing real yields on indexed Commonwealth government bonds [of 3.0 per cent] imply
an inflationary expectation of [approximately 3 per cent].

However, market practitioners have recently observed that the current yields on indexed linked
bonds are being distorted by the impending spike in inflation associated with the introduction
of GST 216

Therefore, SACL argues, red yieds are being temporarily held down, causing an atificidly high
nomind-red yidd soread. Hence the use of the Commisson's preferred method for deriving
expected inflation will overstate the true level expected to prevail over the next 5 years and more.

SACL dso regardsits use of 2.6 per cent for the inflation parameter as consstent with the Reserve
Bank of Audrdids (RBA’s) target range for inflation of between 2 and 3 per cent. The 3.7 per
cent red risk free rate implied by anomind risk free rate of 6.12 per cent and an inflation rate of 2.6
per cent was argued to be in line with prevailing yields on indexed bonds.

BARA supports the Commission’s usud gpproach to inflation with reservations.

The main weakness with using indexed bonds is that the market may not be very deep however
this is not considered to be a significant problem and it is suggested that the approach
recommended by IPART, ORG and the Commission be adopted. In the Adelaide Airport
decision the Commission used an inflation assumption of 2.54% based on the divergence
between indexed and nominal 5 year bond rates. Such an approach is supported by BARA but
using more recent information for 10 year bond rates3'’

814 Board of Airline Representatives of Australia, 2000b, op. cit., p. 144.
315 Board of Airline Representatives of Australia, 200143, op. cit., p.53.
316 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 85.

317 Board of Airline Representatives of Australia, 2000d, op. cit., p. 7.
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11.4.4 Commission assessment

The Commisson condders that the use of market-based inflation expectaion is the most
gopropriate measure of expected inflation. Asin past decisons, a market inflation measure can be
inferred by deriving the implied expectation of inflation existing between nomina and indexed bonds
of the same maturity and term. In this case, it means caculating the difference between the chosen
nomina 5 year bond yield and the yield on indexed bonds of corresponding maturity.*** The Fisher
equation is then gpplied to the two yields to arive a the inflation figure.

Although there are many respected sources providing inflation forecasts, the Commission consders
that the use of market-inferred inflation forecasts is most congstent with the view that the WACC is
aforward looking market-based number, in concept and in regulatory practice,

The Commission has decided to again adopt the market-inferred method of deriving inflation, as
implied by difference between nomina and real bond rates and notes its consstency with the DRP.

At the time of this decision, the 5 year equivadent real bond rate is 2.98 per cent. Using the Fisher
equation, thisimplies an expected inflation rate of 1.94 per cent.

11.5 Cost of Debt

The typica practice in determining a company’s future cost of debt capitd isto nominate a debt risk
margin over and above the risk free rate, which is assumed to reflect what afirm of amilar credit risk
with an efficient capita structure could be expected to obtain.

11.5.1 SACL proposal

SACL assumesal per cent debt margin over and above the risk free rate, but in conjunction with a
gearing assumption of 50 per cent.

11.5.2 Viewsof interested parties

BARA submits that the maximum debt premium for SACL is 1 percentage point over the
chosen bond rate,

BA and IATA ‘broadly agree with [SACL’s| approach’ ¥

Brishane Airport argues for much higher debt margins than that proposed.

Hastings Funds Management argues for a debt margin of 1.5 per cent.

11.5.3 Discussion

SACL nominates its debt margin on the badis of it being ‘a conservative estimate of the cost of debt
which lies a the mid-point of the industry benchmark range’ of 0.8-1.2.3%

318 These were extrapol ated from the yields on August 2005 and August 2010 series capital indexed bonds

319 International Air Transport Association, 2000c, op. cit., Attachment A: Costs of capital and rate of return, p.
2.

320 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 6.
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SACL recognises:

...that recent regulatory decisions have tended to use industry-wide benchmarks for the cost of
debt rather than allowing for the specific debt position of the regulated company — reflecting
regulators desire to provide incentives for the regulated business to source and manage their
capital as efficiently as possible. From an economic viewpoint, SACL believes that this principle
issound, and is consistent with an incentive-based approach to regulation.®*
Brishane Airport cites and endorses United Energy’ s submission based on Westpac' s advice on the
debt margin published in the recent Office of the Regulator Generd dectricity decison:
...if [United energy] wanted to finance in index-linked terms ... it would cost between 145 basis
points or 210 basis points for 10 or 15 year terms (based on its current A- credit rating ... United
Energy concluded that a debt margin of 200 basis pointsis warranted.” 3%
In response to the draft decision, SACL contends that a 1 per cent debt premium is appropriate
only when in conjunction with a gearing assumption of 50 per cent. When using the Commisson’s
preferred gearing assumption of 60 per cent, a higher debt premium is argued by SACL and their
advisers, NERA, to be warranted.

Hastings puts the view that swap costs are ignored in the Commisson’s caculaion of adebt margin.
It contends that in its experience, airports typicaly borrow in the bank market and use swaps to
obtain fixed rate funding. The swap market's higher premium cdls for the debt premium to be
extended a further 50 basis points, such that an dl-inclusive debt premium isin the order of 1.5 per
cent.

11.5.4 Commission assessment

The Commission notes the benchmarked gpproach of SACL in determining its debt margin over the
risk free rate. The experience in Audtrdia suggests that a 1.0 per cent debt margin is a reasonable
benchmark for companies with similar debt risk characteristicsto SACL.

The Commission does not accept SACL’ s argument in relation to the use of its proposed 1 per cent
debt margin conditiona on a 50 per cent gearing assumption. Commission decisons in reaion to
severd arports have incorporated higher debt margins with a 60 per cent gearing assumption. It is
considered reasonable that a lower debt margin be applied to an airport of the size and scope of
Sydney Airport.

Hastings argument in relation to bond swaps overlooks SACL’s use of a 1 per cent debt margin
(abat with dightly lower gearing).

Davis notes that the debt margin did ‘ not seem unreasonable...’ 3

The Commisson’s decison is for a debt margin of 1 per cent to be added to the risk free rate to
form the cost of debt

321 |d
322 Brishane Airport Corporation Ltd, op. cit., p. 16-17.
32 Davis, op. cit., p. 10.
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11.6 Cost of equity

In evduating afirm’'s cost of equity capita, or required rate of return to equity, it is usud regulatory
and corporate financia practice to apply the widely known and accepted CAPM modd. Whilst it
has its detractors in the academic and financid community, the Commisson will abide by the
preference of its DRP and maintains that it remains the mogt preferable of methods to calculate the
cost of equity.

The CAPM dipulatesthat afirm's cost of equity (Re) is given by the following rationship:

Re = Rfr + Be(MRP)

where Rir = risk free rate of return, MRP (market risk premium) = Rm — Rfr, and Be =
equity beta.

In the CAPM context, the two contentious variables involved are the beta and MRP.
11.6.1 Beta

One of the most important and difficult aspects of the Commission’s assessment of an arport's
proposed weighted average cost of capitd is the determination of the appropriate equity beta to be
used in caculaing the CAPM-based cost of equity. The source of the difficulty liesin the fact that
none of the airports in Audrdia are listed companies. Hence, equity betas cannot be obtained in the
traditiond manner of direct econometric estimation involving observations of performance over
severa periods on the stock market.

A proxy-based approach is thus necessitated. Primarily this involves the choice of an asset beta,
which is a de-levered equity beta, resulting from the remova of the financid risk (due to gearing)
component embedded in equity beta. Asset betas thus enable ready comparison of betas between
companies of varying gearing levels.

Once the appropriate asset beta has been selected, it can then be re-levered into an equity beta,
which isthe required variable in the CAPM-based calculation of the risk adjusted cost of equity.
SACL proposal

SACL proposes the use of an asset beta of 0.70. Thisis then re-levered into an equity beta of 1.30
using the Appleyard and Strong formula and a debt beta of 0.08.3

Views of interested parties

BARA presents a case againgt the adoption of 0.70 as the asset beta for Sydney Airport. BARA
considers that the appropriate asset beta should be 0.40 under adud till approach and 0.45 under a
sangletill approach. BA and IATA support BARA’s views on asset beta

Melbourne Airport ‘ generaly agrees with the gpproach adopted by the Commission’ .3

324 The Appleyard and Strong formula for re-levering asset betas up to equity betas is as follows: Ba + (Ba -
Bd){1-(Kdn/1+Kdn)Te(1-g)}D/E.
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Perth and Brisbane Airports support SACL’s proposal of a0.70 asset beta.
Hastings submits that an asset beta of 0.70 is more appropriate than the draft decision’s 0.60.

Discussion

SACL proposes an asset beta of 0.70, based on an assessment of the risk of airports relative to
other utilities, the betas of severd listed internationd arports, and recent regulatory decisons in
Audrdia

SACL notes that:

...arriving at a beta estimate for a company such as SACL is largely a matter of judgment... In
practice then a proxy beta needs to be determined, drawing on information on the beta estimates
of other firms operating in similar operating environments, making adjustments for market
differences as appropriate.®?®

The mgjor issues are discussed under the headings as outlined by SACL in its proposal.

Airport risk versus risk in energy sectors

SACL isof theview that therisk profile of SACL’s aeronautical business is sgnificantly grester than
that for energy network businesses. The main reasons for this are argued to be:

Airports are likely to be more susceptible to downturns in economic circumstances, eg,
airline scheduling and passenger numbers are likely to be more sensitive to the state of the
economy relative to the demand for gas and el ectricity;

Airport earnings are becoming increasingly volatile as airlines increase flexibility through
aliance agreements, fleet evolution and the relaxation of international air services
agreements. While in the past airlines have been relatively slow to respond to changes in
regional economic conditions, they now respond very quickly. Airlines face direct
substitutes from other forms of transport. There are now increasing alternatives such as
video conferencing for business travel .*

BARA criticises SACL’s overal approach to asset beta on the basis that it:

...provides limited evidence to substantiate its assumed asset beta. It appearsthat SACL’s

assumed asset beta is based on the asset betas adopted by regulators in Australia for a
number of selected utilities. ... Rather than presenting any empirical evidence to substantiate

its conjectures, SACL hypothesises why the systematic risk may be greater for airports than

for gas and electricity 3%

SACL's proposed asset beta is significantly above those used by other regulated
industries...Although [it may be the case, as SACL have argued, that the risk profile of
SACL’s aeronautical business is fundamentally different and significantly greater than that
of energy network businesses] BARA is of the view that it must be fully tested rather than
based on conjecture.?

32 Australia Pacific Airports Corporation, 20013, op. cit., p. 16.

326 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 89.

27 hid., p. 92.

328 Board of Airline Representatives of Australia, 2000b, op. cit., p. 146.
2 |hid., p. 154.
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BARA presents alist of asset betas for rlevant industries on the Australian Stock Exchange. BARA
points out in particular that the asset betas for infrastructure and utilities, and for tedecommunications,
a 0.46 and 0.41, are sgnificantly lower than SACL’ s proposed asset beta.

Previous Commission approaches to asset betas

In regard to the Commission’'s income eladticity approach to asset beta determination, BARA is of
the view that empiricdly determining the relative systematic risk across Audrdian arports is a
difficult exercise. BARA views the Commisson’s gpproach as problematic. BARA points out that
the link between aeronautica revenues and passenger numbersis not one-for-one. BARA maintains
that to the extent the charging basis differs between arports or changes over time, the Commission’s
andyss may give amideading picture.

Moreover, BARA argues, for the Commission’s approach to be robust it must be consistent with
more direct measures of the correlation between passengers and red Gross Domestic Product
(GDP). BARA caculated correlation coefficients between passengers and real GDP a mgor
Audrdian arports and argues that from a Satistica perspective, ‘it is not possible to conclude that
there is any difference between correlation[s| ... acrossthe arports .3

In proposing an asst beta in line with that gpplied to other arports, SACL underlines the
importance of regulatory consistency.

BARA agues that on the bass of more recent information, the 0.61 asset beta the Commission
used for Addlaide Airport istoo high.** BARA investigated a range of asset betas of listed foreign
airports. The average asset beta was calculated to be 0.53, which compares to the 0.59 used asthe
bass for the Addade Airport MUIT decison, which according to BARA has apparently formed a
loose precedent for subsequent Commission decisons®? BARA dates.

...that the usefulness of the comparisonsis limited by the extent to which economic conditions,

tax effects, and other relevant factors differ across countries. Nevertheless, BARA is of the view

that these comparisons can provide a useful indicative range within which the asset beta for

Sydney Airport should lie... SACL’s proposed asset beta is toward the top-end of these
estimates and significantly above the average for the sample.®*

BARA advances additiond arguments as to why the true average asset beta of foreign arports is
indeed lower than 0.53.

Firgly, that the Commisson’'s use of Auckland Airport’s 0.66 asset beta in the comparison is
questionable. Its asset beta was based on 17 monthly observations, which is less than the 5 years
BARA agues required for ardiable estimate. A larger sample of weekly observations yields an
estimate for Auckland Airport of 0.40. Were this to be used instead of 0.66, the average beta for
the Commission’s decison would have been 0.55. Use of more recent information for al the four
airports used leads to an asset beta of 0.50.

3 |hid., p 152.

31 See the Adelaide Airport MUIT decision: Australian Competition and Consumer Commission, 1999c¢, op. cit.
332 Board of Airline Representatives of Australia, 2000b, op. cit., p. 152.

=2 |pid., p. 147.
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Secondly, BARA criticises the use of ‘adjusted’ betas in the Addade Airport MUIT decision.
BARA explained that the adjusted asset betas adjust for mean reversion towards an equity beta of 1
(the Blume technique). BARA suggeds that the use of adjusted betas is not the predominant
industry technique, and prefer the use of ‘raw’ betas derived using the Vasicek method. Using raw
betas, the average asset beta of the comparator airports drops to 0.45.

Finaly, BARA argues that it must be recognised that the asset betas for the listed foreign airports do
not differentiate between the aeronautica and non-aeronautical sdes of their business. Although not
in favour of a dud till gpproach, were one to be adopted, BARA argues that it is likely that the
sysematic risk associated with non-aeronautica services is greater than that for aeronautica
sarvices. Therefore, it could be expected that the asset betas for the foreign listed airports would be
dragged lower 4ill if only the aeronautical Side of their operations was consdered.

SACL bdieves that the arlines overamplify the apparent ‘mistakes by the Commission in the
Addade decison. SACL arguesthat:
it is by no means established that it is raw betas (and not adjusted betas) that should be used in

the derivation of a proxy beta It is widely accepted that prior expectations are relevant in
estimating betas ... Morin states

The regression tendency of betas to converge toward one is very well known and widely
discussed in the financial literature. Because of thisregressive tendency, a company’sraw
unadjusted beta is not the appropriate measure of market risk to use. Current stock prices
reflect expected risk, that is, expected beta, rather than historical risk or historical beta.
Historic betas, whether raw or adjusted are only surrogates for expected beta. The best of
the two surrogates is adjusted beta.®*

SACL doesn't perceive the short time span of Auckland's observation to be a maor
methodologica problem. ‘The longer the time period taken, the more data is available but the less
relevant the dataiis to the present circumstances of afirm...’.3*

SACL argues that it was possible to provide examples of beta observations on either sde of the
argument, ‘suggedting there is little merit in discrediting the Commission decison by smply using
more data .>*

SACL dso contends that that Sydney Airport’s asset betais likely to be somewhat higher than that
for Addade Airport on account of its position as a domestic and international hub, and its much
higher exposure to the volatility in tourist markets. SACL notes that this was supported by arlines

a the time of the Adelaide Airport MUIT decison - the greater riskiness of hubs as compared with
non-hubs.

Passenger variability

SACL argues that:

...it is important to note that any estimate of beta must be grounded in arguments about
fundamental systematic riskiness. With this context, it is not passenger volatility per se that

334 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 94.
335 | d
%5 |hid., p. 95.
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constitutes risk, but rather factors that cause fluctuations in earnings relative to fluctuations in
earnings of the market portfolio3”

SACL argues that the compasition of demand is another important factor in its syslematic riskiness.

The fact that SACL’s revenue is significantly more dependent on the inflow of international
travellers, whose demand is likely to be more elastic and more susceptible to downturns in the
economy, would suggest a higher beta estimate for Sydney Airport relative to the other
Australian airports, all else equal >

SACL dso makesthe point that the structure of pricesisrelevant for beta

[S]imilarly the proposed change in the charging basis for the international terminal charge (from a
tonnage based charge to a passenger based), would also suggest a higher beta ....5®

SACL maintains that its high operating leverage (the extent to which the cost structure is fixed) dso
warrants araiseto its beta

SACL aso gates that to the extent that the regulations applicable to SACL are less clear than those
pertaining to other arports, this should be reflected in a regulatory risk premium in SACL’s rate of
return.  SACL notes however, that it ‘recognises tha this essentidly is a firm specific risk (and
therefore not explicitly relevant in the estimation of betain the CAPM framework)’ .3

Sze effect

SACL engaged National Economic Research Associates (NERA) for advice on the vdidity of the
arlines arguments regarding the ‘sze effect’. The Sze effect refers to the recent theory in finance
that proposes an inverse relationship between firm size and beta. In particular, it clams to show
empirica findings that suggest that a amdl firm has alarger beta that that which could be explained
under the traditionad CAPM modd!.

NERA's analysis demonstrates that the airlines have presented a partial view of the literature,
contrary to the airlines' advisers' claim that: “I don’t think you could [find articles that say that
the size effect is ambiguous]; | think you are wrong.” 3

SACL notes a point made by Patterson in the article cited by the airlines’ advisers®?

To sum up, tests of the CAPM using realised returns as proxies for the ex ante variables in the
model are at best ambiguous, with results dependent on the periods used and the methods
employed...3®

SACL cites Bredey and Myers' textbook:*

... if you look long and hard at past stock returns you are bound to find some strategy that just
by chance would have worked in the past. This practice is known as “data mining” or “data

7 |bid., p. 96.

338 | d

339 | d

301d.

%1 bid., p 97.

342 Patterson, C.S., The Cost of Capital: Theory and Estimation, 1995, p. 58.
343 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 97.

34 Brealey and Myers, Principles of Corporate Finance 3" Edn, 1988, p. 188.
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snooping.” Maybe the size and beta results are simply chance results, the effects of data
snooping..3*®

SACL argues that:

To the extent it is believed to exist, empirical evidence on the size effect is strongest for the
lowest 10" percentile of companies. However, neither Adelaide, Brisbane, Perth, nor Sydney are
likely to have a market capitalisation that was anywhere near the modest threshold implied by this
figure. The size effect being referred to simply does not apply within the range of companies
being considered*®

Melbourne Airport states that the jury is still out on the Size effect:

Even if the small firm theory was valid, it should not be used to argue that SACL should have a
lover asset beta than [Melbourne Airport]. It would be a mistake to argue that simply because a
firm in an industry is larger than one of its competitors it should have a smaller asset beta. The
small firm theory is not continuous but really appliesto firms whose size is below some threshold
level. Our view isthat SACL and all Phase | airports are above that level 3

Commission assessment

Beta arisesin the context of the CAPM equation, in the guise of an equity beta>*

The purpose of abetais Imply to measure the sengtivity of the return on an individua investment to
changesin returns for the market as awhole.

More formdly, the beta of any entity (project or firm) is defined as the covariance between its return
Rj, and the market portfolio’ s return, Rm divided by the variance of the market return:

Bj = Cov (Rj, Rm)
Var (Rm)

Under standard econometric assumptions it coincides with the dope coefficient of the line of best fit
in aregresson of the entity’ s return with that of the market; thet is

Rj=a+ bRm + g,

where a isthe intercept, and e isamean zero residua un-correlated with Rm.

345 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 98.

36 d.

347 Australia Pacific Airports Corporation, 2000, op. cit., pp. 12.

348 As alluded to above, asset beta is the beta that would apply if the company were 100 per cent financed by
equity, thereby eliminating the effect of leveraging. The equity beta takes account of the effect of mixing
equity and debt. A higher level of gearing, ceteris parabis, increases the risk to equity-holders, and hence
the equity beta, since it is debt holders who are compensated first out of the firm’s revenues, and in the
event of insolvency. However the risk associated with an asset’s cash flows is given irrespective of the
financing used in purchasing the asset. The conversion from an equity beta to an asset beta attempts to
divorce the risk arising to the entity purely due to financing arrangements, from the inherent risk of the
underlying assets' cash flows. Meaningful comparisons between the airports on the basis of risk can only
be made once the layer of financial risk isremoved.
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Being specified in this way, beta then captures the systematic risk component of the total risk of a
company’s returns.  Also called ‘non-diversfiable risk’, it is that type of risk that cannot be
eiminated by diversfication, so that the expected sysematic returns have an ‘unavoidable
correlation or co-variation with market returns.

However, systemtic risk is not the only risk associated with investing in a particular stock or asset;
risk has two components — the systematic risk aready discussed, and the non-systematic, or
specific, risk. In contrast to systematic risk, specific risk arises due to volatility (variance) unrelated
to movements in the broader market. The assumption of investors risk aversion means that specific
risk will be diverdfied avay by invesors, leaving only the sysematic and non-diversfiable
component of risk to affect the required rate of return.

To illudtrate, given two stocks of equd systematic risk, risk-averse investors will choose to dlocate
their funds to the stock with less specific risk. That is, even if the two stocks have the same
expected return, the very presence of higher specific risk will cause risk-averse investors to shy
away from the stock. Thus, the capital market operates such that investors are not rewarded for
holding risk which they can diminate through diversfication. Prices of finandd assats adjust such
that they only earn areward for market/systematic risk, measured by beta.

In assessing risk at airports for the purposes of the cost of capitd, this implies that investors are not
and will not be compensated through the CAPM for the specific risk of their projects. Hence, the
assartion often made that dl variability and uncertainty in the returns accruing to an asset trandate
into sysematic risk is a misgpplication of the risk theory underlying the CAPM. Only the
covariance of the company’s returns with market returns is relevant in determining the degree of
risk for the CAPM, rather than the variance of the stock itsdlf, which would include the diversfiable
specific risk component, in addition to the market systematic risk component.

The inherent difficulties of determining an appropriate assat beta in the context of Audrdian airports
are wdl known. In the absence of observable betas, the Commisson is in the position of relying on
more indirect methods with which to establish a reasonable set of asset betas.

The nature of beta being a representation of the correation of the company’s returns to investors
with the returns on the market suggests a method useful for helping to derive an assat beta for
unlised companies.  The income eadticity of demand, as has been noted in past Commisson
decisons, is argued to form the bass of the most naturd proxy for this purpose. The close
conceptud relationship between asset beta and the income dadticity of demand is more gpparent
with a careful illugtration of the respective concepts.

Asst beta = the change in investor returns arising from, or associated with, a given
change in the returns on the market asawhole.

Income eadticity of demand = the change in demand for a good arisng from a change in
consumer’ sincome.

For the income eadticity to be used to shed light on the likely asset beta of a company, a number of
important links between various components of the concepts must be established:

returns are correlated strongly to revenues,

changesin market returns are correlated to changesin GDP, and
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changesin GDP are corrdated to changes in passenger income.

Since returns to investors are unknown for an unlisted company, revenues can be seen as
condtituting a close proxy to investor returns. Similarly, it is argued that in the long run the returns to
the market as awhole can be proxied by the movements in nationa GDP.

Taking this concept, it isimportant to assess the determinants of revenue. I1n the case of arports, the
most obvious source of aeronautica revenue is that provided by the mgor users, that is, arlines.
Ultimately however, the revenue derives from passenger numbers. This implies that the revenues,
and hence the returns to an airport investor, are ultimately linked to the throughput of passengers.

The relationship between income dagticities and asset betas would be most clearly apparent were
arport chargesin Austraia set on a per passenger basis. However, most Austraian airport charges
are based on the MTOW of an aircraft type, which will not vary in direct proportion to passenger
numbers. For example, where arlines respond to growth in passenger numbers by scheduling a
greater frequency of amdler jets the growth in MTOW is likely to be less than the growth in
passengers, because smdler jets have alower MTOW: passenger rétio.

This feature of arport charges is dgnificant in the pardlds being dravn between asset beta and
income dadticity of demand. In particular it implies a mgor limitation of usng an arport’s income
eadticity of demand figure for its actud asset beta. Thisis because the sengtivity to income changes
could be expected to be moderately blunted, due to the capacity of airlines to use smdler craft in

response to passenger growth.
The decision to nominate an asset betafor a particular airport essentialy conssts of two steps:

1) Firg, the choice of an asset betarange to apply to Audtraian airports generdly, and

2) Once this range has been established, a point within this range must be chosen based on the
particular risk characterigtics of the arport in question in comparison to the other airports.

Step 1) requires an assessment of the best available information, and in the context of SACL’s
proposa, has been largely established through recent regulatory process. The range of 0.60to 0.73
has been nominated on the weight of evidence, particularly asset betas estimated from foreign
arports. However, it should be noted that recent evidence, such as that presented by BARA,
indicates a reasonable likelihood of that range being considered to be arguably generous, if anything,
especidly in light of the 0.46 asset beta estimated for the Infrastructure group of companies on the
Ausdtrdian Stock Exchange*® and the Audrdian Graduate School of Management’s estimate of a
0.82 equity beta for the infrastructure group.®® Assuming 60 per cent gearing, an equity beta of
0.82 converts to an asset beta of 0.38. Even with conservative gearing of 40 per cent, this
trandates to an asset beta of 0.53.

349 Source: Independent Pricing and Regulatory Tribunal, The Rate of Return for Electricity Distribution
Networks — Discussion Paper, November 1998, p. 32. This document can be obtained from IPART’s web-
site at <http://www.ipart.nsw.gov.au>.

30 AGSM, Risk Measurement Service, September 2000.
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The second step essentidly involves finding a basis to index the arports in terms of risk. The
Commisson's gpproach of using income eadicities recognises the close conceptud relationship
between what is represented by them and what is captured by asset beta.

The andysis involves an identification of each airport’s passenger mix. This reflects the assumption
that there would not of course be uniform income eadticities across the various passenger groups
defined by country of origin and mativation for trave. If that were the case, then it would imply very
amilar asset betasfor dl the airports.

Undoubtedly, each passenger group would reect differently in respect of travelling demand to
changes in thair collective income, which suggests different income dadticities for different passenger
groups. An arport’s passenger risk can then be analysed by breaking down its passenger traffic
into passenger groups, and then, using income eadticities, a welghted average income dagdticity can
be generated, which acts as the proxy for asset beta.

The anayss breaks down the airport’ s passenger numbers dong the following lines:
Businessor Leisure
Internationa or Domedtic
Inbound or Outbound

Thisimplies the formation of the following specific categories, measured by percentage proportion of
total passengers. The gpproach then gpplies an income dadticity measure to each of these
categories.

Internationa outbound leisure — highest income eadticity of demand
Internationd outbound business — medium-high

Internationa inbound leisure — lowest

International inbound business—low

Domedtic leisure (Audrdians) — high

Domedtic business (Audrdians) — medium-high

Domestic inbound (foreigners travelling domestically) — lowest.

The assgnment of income eadticity measures to each of these categories is based on economic logic
and empirica information. Studies such as the Bureau of Transport and Communication Economics
sudy of passenger eadticities and the review of travel demand dadicities by the Inditute of
Trangport Studies, University of Sydney provide alot of the empirical information for this gpproach
to be operationdised.®** The other key type of information is suitably disaggregated passenger

%1 See Hooper, P., ‘The eadticity of demand for travel: a review’, Institute of Transport Sudies, Graduate
School of Business, 1993; and Bureau of Transport and Communication Economics, Working Paper 20 -
Demand elasticities for air travel to and from Australia, Commonwealth of Australia, 1995.
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numbers a each arport, in order to determine the various proportions of passenger groups. This
comes from the Austrdian Bureau of Statistics and Domestic Tourism Monitor reports.®2

Applying dadticities to each category results in a weighted average income dadticity figure for each
arport. The airports systematic risks are then ranked on the basis of these figures. As explained
above and in various Commission decisons, the ordering of the arports in this manner reflects the
notion that the correlation of nationa income to passenger demand as represented by the income
eladticity of demand is consdered a close proxy to the correlaion of returns to market returns as
given by asset betas The Commission notes that this gpproach is not dissmilar to that generdly
adopted by consultancy NECG, such asinits advice to Perth Airport.

In the case of Sydney airport, the andlys's leads to the caculation of the lowest weighted average
income eadticity figure out of dl the arports  This result continues to hold under a sengtivity
andyss, whereby the condituent income dadticities are varied over a reasonable range. The
Commission contends thet this strongly suggests that the systematic risk of Sydney airport’s returns
is the lowest amongst the set of Audtrdian arports. Accordingly, the Commission arrived a an asset
beta of 0.60 for Sydney arport. Nonetheless, in granting SACL an asset beta of 0.60 for its
aeronautical services, the Commission has adopted a conservative gpproach, reflecting the lack of
certainty surrounding the parameter.

Income elasticity approach compared to other approaches

The income eadticities gpproach provides an gpproximation to what would normally be captured by
an ast beta. Thisis based on the observation that the weighted sengtivity of revenues to changes
in income of customers, is likely to be mirrored in stock market performance in the long term,
particularly the correlation of returnsto those of the market.

In contragt, the use of comparisons as a method of deriving asset betas is fraught with difficulties if it
acts as the sole generator of the required asset beta.

The comparison method involves sdecting arange of betas of listed comparable entities, gpplying a
de-levering process, and basing the airport’ s asset beta on the result.

The vdidity of this method very much turns on the degree of amilarity between the sdected firms
and the airport in question. The obvious point of comparison is other airports. The sSmilarity need
not be manifest however, in the exact output of the companies. It is not necessarily the case that
reference to other airports should be made as the sole basis for comparison.

A range of characteridtics are important in assessing the suitability of comparators. Ldly identifies
severd, induding:
Nature of the firm’s output:

...the returns of firms producing products with low income elasticity of demand (necessities)
should have lower sensitivity to real GNP shocks than firms producing products with high

%2 See Australian Bureau of Statistics, Overseas Arrivals and Departures 1976 - onwards, Movement Year and
Month, Category of traveller and Reason for journey by Port of clearance, and Bureau of Tourism
Research, Domestic Tourism Monitor, 1998.
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income elasticity of demand (luxuries), because the demand for the product is less sensitive to
real GNP shocks®®

Duration of its contracts.

...the returns of firms with greater duration for these contracts should have lower sensitivity to
real GNP shocks, because their output/input prices will not immediately respond to such
shocks®*

Regulaion: Laly argued that firms subject to price or rate of return regulaion should
have lower sengtivity to postive redl GNP shocks, because prices cannot be increased
in response.
The sdection of suitable companies is a chalenging exercise. Whilst sdlecting other airports as the
bass of comparison may provide a reasonable degree of smilarity, foreign airport betas are less

useful to the extent that economic conditions, regulatory regimes, tax effects and other country and
firm-gpecific factors are Sgnificantly different.

A further complication is that sdecting a dngle entity’s beta as the gppropriate beta is highly
problematic from a gatistical point of view. Laly dates that,

...estimates from a single company are subject to considerable statistical error. A typica
standard error is about 0.20 so that the 95 per cent confidence interval would be about +0.4. So
an average company with an estimated beta of 1.0 will have a 95 per cent confidence interval
ranging from 0.6 to 1.4.3%
Therefore, even for listed companies, it can be argued that the use of comparisonsiis still of benefit,
asaform of redlity check on the point estimate.

Thus, the method of taking one or just a few beta observations as the basis for an asset beta is
considered by some expertsto give rise to inaccurate and unrepresentative beta estimates.

Sze effect

The exigence or not of the size effect in finance is an issue that has received an increasing share of
debate in recent times. The Commission is not in the podtion of deciding on the relaive merits of
the opposing sides but has the following reservations:

The dze issue is not likely to be directly gpplicable to SACL’s required returns — its
approximate market value would not be high or low enough to breech any rdevant
thresholds.

Thelack of an established theoretical foundation for the Size effect.
The difficulty and arbitrariness in applying an gopropriate Sze premium.

Davis viewed SACL’ proposed beta as ‘ somewhat higher than that used by the ACCC in the case
of other arports and dightly higher than for listed airports overseas %%

%5 Ldly, M., The cost of equity capital and its estimation, Vol. 3 McGraw-Hill series in Advanced Finance, 2000,
p. 27.

34 hid., p. 28,

35 |hid., p. 26.

%6 Davis, op. cit., p. 9.
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Response to the draft decision

SACL objects to the Commission’s gpproach to asset beta on severa grounds. SACL believes
that the approach to asset beta has been characterised by alack of transparency.

SACL criticises the Commission’s gpproach on account of its conceptud validity. SACL refers to
Morin's textbook Regulatory Finance, which postulated asset beta to be a function of demand
risk, operating leverage, and financia leverage. The Commission’s gpproach, according to SACL,
consders only demand risk and financia leverage, ignoring operating leverage.

SACL aso argues that the Commission’s view of demand risk is flawed, raisng doubts about the
srengths of the purported correlaions underpinning the Commission’s gpproach. For example, it
argues that changes in market returns are not necessarily correlated to changes in GDP, even over a
relatively long time period. It dso casts doubt on the relaionship between share price returns,
revenues and passenger numbers.

The structure of prices at Sydney, in the context of the proposed change in the charging basis for

the international terminal, suggests the income elasticity of demand approach will underestimate
Sydney’ s betarelative to other airports”

In addition, SACL’s operating leverage is argued to be highest of dl Audtrdian airports. Operating
leverage refersto the ratio of fixed costs to variable costs in the cost base. The higher the operating
leverage, argues SACL, the lower the ability of a firm to respond to demand shifts through a
compensating reduction in operating costs, and thus the greater the variability in profits in response
to change in market conditions.

SACL’s arguments regarding the conceptud validity of the Commission’s asset beta gpproach are
not without foundation. However, its critique overlooks some important aspects of the approach
which is partly as aresult of the draft decison’s omission of some of the modd’ s assumptions. Firdt,
as a generd daement, SACL is overdaing the extent to which the Commisson itsdf accords
precision to its asset beta gpproach. The imperfections of the income eadticity approach are readily
acknowledged by the Commisson. There are various factors that would influence a firm's
gysematic risk, hence the difficulty of determining betas for unlised companies. However,
economic logic and views previoudy expressed by NECG lend weight to the proposition thet the
use of income eadicities is conceptudly a reasonable method of differentiating between firms of
amilar risk.

The corrdation assumed to hold in the gpproach between market returns and national GDP is
congdered reasonable. Without question, the two variables can and do diverge for short periods.
However, finance theory dictates that the vauations implied by the vaue of a diversfied portfolio
mugt, over time, reflect the hedth and future prosperity of the economy and its firms. It is dso
assumed in the gpproach that operating leverage for Audrdian arportsis given. The dternative of
attempting to evauate each arport’s operating leverage would be subject to Sgnificant informationa
obstacles. Nonetheless, the Commission considers that an assumption of equal operating leverageis
aredidic one.

%57 Sydney Airports Corporation Ltd, 20014, op. cit., p. 88.
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SACL argues that the income dadticity estimates used for the Commission’s gpproach are subject
to high degrees of uncertainty and unreliagbility.

As a consequence, the composite income elasticities for the sample airports are untrustworthy.

They will reflect any number of effects correlated with income. To use these estimates then to

infer asset betas, from what we presume are only incremental differencesin composite elasticities
between the set of airports, is completely flawed 38

SACL’s poaints in respect of the statistica reliability of the estimates are acknowledged. However,
as st out in this decison, the Commission used these estimates only as indicative estimates of the
likely income dadticities. The Commisson’s andyss uses arange of estimates for the likely income
eladticities, based partly on the cited Sudies, and heavily on economic logic. Thisisillusrated in the
Commisson’s a priori assumption that the corrdation between internationa inbound passengers
and the national Audrdian economy is likdly to be very smdl, irrepective of empirica estimates of
this figure. Indeed a case could be made for a negative corrdation between these two variables,
given that tourism, being an export, would have a negative correlation to the Audtrdian dollar, which
in turn reflects somewhat the strength of the domestic economy.

SACL points out what it perceives to be inconsstencies in the Commission’s gpproach to asset
beta, referring to the Melbourne Airport decison, NECG's andysis for Perth Airport, and BARA’s
asset beta analysis.

The Commisson takes issue with each of SACL’s obsarvations. First, SACL isincorrect in talking
of Mebourne Airport’s ‘income eadticity of demand analyss. Mebourne Airport used a Satitica
andyds, and the Commission’'s conclusions with respect to the risks of Mebourne Airport, not the
andyds itdf, were dmilar to those of Mebourne Airport's.  Similarly, the smilarity of the
Commission’s gpproach with that adopted by NECG for Perth Airport extends as far as the use of
the income eladticity of demand asthe basisfor an asset beta. The application of this notion differs
between the two parties, thus generating different conclusions.

SACL’s reference to BARA's conclusion that ‘the analysis of the relationship between passengers
and rea GDP is not able to shed any light on the rdative systematic risks of the airports ...” > dso
appears to overlook that the andlyss used was different to that of the Commisson’s. In BARA's
case, correlation coefficients formed the basis of the andyss.

Whilgt the systematic risk of an airport is higher, dl ese equd, to the extent that revenues are linked
to passengers, the Commission is mindful of adjusting asset beta based on the particular charging
bass of each arport. This would have the undesired effect of distorting decisons in respect of
charging, and in particular create the adverse incentive for arport operators to shift their pricing
schedules to passenger based charges in order to be granted higher asset betas and consequent
returns on equity. The Commission then takes the assumption that the primary charging basis a
arports for the purposes of caculating cost of capitd isSMTOW.

In the case of SACL, it should be noted that the passenger based charge, being an internationa
termind charge, gpplies only to internationd passengers. The income eadticity approach views the
two types of internationa passengers in vadly different ways. Internationa inbound passenger

38 |hid., p. 89,
39 Board of Airline Representatives of Australia, 2000b, op. cit., p. 152.
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demand is consgdered to have dmost no corrdation to the nationd economy. Internationa
outbound passenger demand is assumed to have a high income dadticity. In the analyss, were the
income eagdticity on these passengers to double, it would till leave Sydney arport with among the
lowest compogite income demand eadticities. This suggests that SACL’s systemdtic risk is on the
weight of evidence likely to be among the lowest of Audraian airports.

BARA dates that,

...determining where the asset beta for Sydney Airport should lie relative to other Australian
airportsis helpful only if the Commission has determined the appropriate asset betas for the other
Australian airports. The elasticity approach upon which the Draft Decision is largely based is
only capable of determining the asset beta of one firm rdative to another. The income elasticity
does not measure, nor can it be used as a sensible estimate of a firm’'s asset beta. The income
elasticity of demand and the asset beta measure different things. Where the income elasticity of
demand may be useful is in determining the relative asset betas of firms. All else equal, if the
income elasticity of demand for firm A’s product is 1.5 and the income elasticity of demand for
firm 2'sproduct is 0.5, it islikely that the asset beta of the second firm will be lower

The implication of thisis clear. If the Commission’s elasticity approach is to shed light on the
appropriate asset beta for Sydney airport, the Commission must have in mind the appropriate
asset betafor other Australian airports3*°

The Commisson notes that BARA agrees with the essentid underpinning of the income dadticity
gpproach, that is, its usefulness as a toal to rank airports on their relative riskiness. Aswas clear in
the draft decison, the Commission has not used its composite income eadticity results as a direct
proxy for asset beta. The income eadticity gpproach finds its usefulness in shedding significant light
on the relative risks of airports. BARA is correct in adjudging that the asset beta range for arports
generally must dso be established before that pertaining to SACL is determined.

BARA regffirms the need to adopt a benchmarking approach involving foreign listed arports
comparisons in order to determine the generic asset beta for unlisted Audrdian airports. BARA's
clams that their analysis indicates that 0.60 asset beta accorded SACL in the draft decison is too
generous, given the 0.40 to 0.45 average pertaining to foreign listed airports.

The Commission acknowledges BARA' s empirica evidence, and in particular makes the contrasting
observation of the SACL submission’s relative paucity of empirica evidence to support its proposed
asset beta of 0.70. In light of the empirica evidence showing average asset betas below 0.50, the
Commission regards the determination of a 0.60 asset asfaling a the top of areasonable range.

Mebourne Airport’s podtion issmilar in principle to the Commisson's

APAC generally agrees with the approach adopted by the Commission in this area. Aswe have
argued, it is not the volatility of volume that is the issue but rather the extent of its correlation
with underlying market returns (for which GDP is used as a proxy) that matters. This is the
approach that we have adopted and although our statistical analysis (which is publicly available)
differs from that described by the Commission both in the draft decision and elsewhere it appears
to reach the same general conclusions.

Our approach and that of the Commission has been to |ook at arelative ordering of airports based
upon an analysis of the correlation of various traffic components with Australian GDP. Implicitin

%0 Board of Airline Representatives of Australia, 200143, op. cit., p. 54.
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this is the presumption that past GDP stands as a proxy future market returns and that traffic
volumes stand as a proxy for future equity returns. This means that future earnings expectations
are, in effect, being based on past realisations of proxy variables...*!

Melbourne Airport dso notes that in light of certain characteristics, such as the absence of long term
contracts, it could be expected that airports would have higher income dadticities and hence asset
betas than other infragtructure industries. The Commission is satisfied that this decison, aswell asits
other airport decisions, reflects this observation.

Hadtings expresses generd dissatidfaction with the CAPM modd and the ingpplicability of its
assumptions of perfect liquidity and no transaction cods to the real world facing airports. It argues
that an illiquidity premium should be added to beta to reflect the relative illiquidity presently faced by
arport operators in capita markets. It concedes that the size of this premium is unknown, but
argues recent literature on the effect of illiquidity on vauations suggests that a higher asst beta, in
the order of 0.70 isjudtified.

The literature on illiquidity appears to be in its formative stages. Whilst the Commission does not
dismissitsvdidity or relevance, it consdersthat the traditiond CAPM, used in itstraditiona manner,
is il regarded as the benchmark gpproach to the evauation of equity risk. Further, the CAPM’s
assumption of the ability to diversfy away from idiosyncratic risk applies to the mass of equity
capital investors in the arport, not to the airport operator itsdf. The presence of specific risk, as
discussed above, is something uncompensated for in the CAPM modd. Therefore, the Commission
condders the CAPM and an asset beta unadjusted for specific illiquidity to be appropriate and
judtified.

In sum, the Commission wishes to emphasise that the determination of an appropriate asset beta for
an unlisted company requires considerable regulatory judgment. However, the Commission
congders that on the balance of theory and empirica evidence, an asset beta of 0.60 represents the
most reasonable estimate of the asset beta of firms of the nature of Sydney Airport. SACL’s
proposed 0.70 asset beta is consdered to be at best the upper end of a reasonable range, in light of
the average asset betas of foreign airports and the nature of Sydney Airport’s passengers relative to
other airports.

BARA’s 0.40 — 0.45 asset betarange is aso not without merit, however, it is considered that asset
betas of this 9ze would be incondstent with the asset betas determined for the other arports, and
that this would not be justified on account of any significant demongrable differences in sysematic
risk.

The Commission condders that an asset beta of 0.60 is most likely to reflect the true nature of the
systematic risk characterising its returns.  Accordingly, an asset beta of 0.60 will be applied to
SACL’srequired return on equity, which through the use of the Commission’s preferred de-levering
formula, results in an equity beta of 1.37.%2

1 Australia Pacific Airports Corporation, 20013, op. cit., p. 16.
%2 The Commission uses a version of the Appleyard and Strong formula, developed by Monkhouse, which
adjusts for the presence of gamma: Ba + (Ba - Bd){1-(Kdn/1+Kdn)Te(1-g)}D/E.
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11.6.2 Market risk premium (MRP)

The MRP is the compensation required by equity investors for assuming the extra risks (systematic
volatility) associated with providing funds to a diversfied basket of ‘risky’ assets (such as a stock
portfolio) over risk-free assets.

SACL proposal

SACL assumesaMRP of 6.0 per cent.

Views of interested parties

BARA maintainsthat 5.5 per cent represents an upper limit for the MRP.
Discussion

SACL notes that:

...the weight of opinion and analysis has been shifting towards a view that the market risk
premium is falling both in Australia and elsewhere, and that the traditional long-term average
range of 6.0-8.0 per cent isno longer appropriate.®®

SACL points out that recent regulatory decisons have adopted a range of 50 — 7.0. SACL
therefore chose the midpoint (6.0) of thisrange as its MRP assumption.

SACL notesthat ‘there are no ‘right’ historica time periods to use for estimating the MRP....Idedlly,
[given that it's a forward-looking concept] any estimate would also take into account anaysts
forecasts of expected returns .

BARA arguesthat:

SACL failed to justify its assumption...[and] failed to adequately consider a large body of
evidence that suggests that the market risk premium is now significantly below 6 per cent3®

Based on the empirical evidence for the past 12 years suggesting the market risk premium isin the
range of 3-4% and the Commission’s recognition that recent studies would not support a market
risk premium in excess of 6%, SACL’s proposal of a 6% market risk premium is considered to be at
the high end of areasonable range. It is considered that a market risk premium of 5.5% would be
a conservative upper estimate in the light of recent observations of the market risk premium. As
suggested there are strong arguments for a much lower number of 3-4% but 5.5% is suggested as
agenerous compromise.*®

In response to the draft decison, BARA contends that the Commission gppears to have placed little
weight on recent evidence of the decline in the MRP and that 5.5 per cent remains a conservative
upper limit for this parameter.

363 Sydney Airports Corporation Ltd, 2000c, op. cit., p. 87.

%4 bid., p. 8,

355 Board of Airline Representatives of Australia, 2000b, op. cit., p. 145.
36 Board of Airline Representatives of Australia, 2000d, op. cit., p. 10.
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Davis states that 6.0 per cent ‘ seems reasonable’ %7
Commission assessment

The Commission acknowledges the various complexities and uncertainties involved in the estimation
of this parameter.

The adoption of a MRP has difficulties not unlike those associated with deriving beta, in that it will
typicaly involve an estimate of an higorica variable for use as a proxy for aforward-looking ex ante
vaiable.

BARA’s argument in relation to the 3-4 per cent observed market risk premium is noted, however
caution should be exercised when attempting to observe unstable variables such as the MRP over a
relatively short period. Asnoted in the Commisson’s DRP,

In summary, the market risk premium is an inherently poorly defined parameter with considerable
uncertainty associated with its estimation.®

However, it is acknowledged that on baance, empiricd evidence, and reforms such as dividend
imputation and the recommendations of the Raph Report on the Review of Business Taxation tend
to suggest aMRP that is declining, rather than increesing over timein Audrdia®®

A survey of recent sudies of the Austrdian MRP reved's awide range of market risk premiums, and
indeed a discernible declining trend. The studies suggest that the MRP is unlikely to be in excess of
6.0 per cent. In addition, the more stable inflationary environment now prevailing would aso likely
have reduced the MRP in recent times. However, the Commission remains to be convinced that the
Australian MRP is decidedly lower than 6 per cent. Therefore, the Commission has no objection to
the MRP assumption of 6.0 per cent adopted by SACL. Davis supports this gpproach.

The Commission has decided to adopt a market risk premium of 6.0 per cent.

11.7 Capital Structure

In order for an entity’s WACC to be determined, its capita structure, or gearing levels, must be
gpecified. The capitd dructure refers to the use of debt and equity capitd in the financing of afirm's
asts. The entity’s debt and equity proportions are then used in the caculation of equity beta, the
debt margin, and the weights gpplied in the WACC.

11.7.1 SACL proposal

SACL assumes a 50 per cent gearing level (of the ODRC vaue of assts).

%7 Davis, op. cit., p. 9.

368 Australian Competition and Consumer Commission, 1999a, op. cit., p. 79.

%9 A review of the business tax system, chaired by John Ralph, led to the Ralph Report on the Review of
Business Taxation, ultimately contributing to the enactment of the New Business Tax System
(Miscellaneous), Act Number 79, 2000.
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11.7.2 Viewsof interested parties

BARA agrees with the Commission’s use of 60 per cent for the gearing assumption.

Hastings submits a gearing ratio of between 25 and 42 per cent is appropriate.

11.7.3 Discussion

SACL notesthat thisis lower than the more usual 60 per cent gearing assumption used by regulators
for energy utilities, which was argued to reflect that airports have a lower capacity to hold debt.
SACL points out that whilst 50 per cent is below the apparent gearing levels of other Audrdian
arports, airports e sawhere typicaly dso have lower gearing levels.

BARA arguesthat:

The normal regulatory practice is to specify a capital structure consistent with efficient financial
management and in particular the minimisation of the cost of capital in a similar and efficient
commercial enterprise.

The usage of debt affects the cost of capital because of the value of interest deductibility.
However it is recognised that as the capital structure changes so should the equity and debt
betas so that within reasonable ranges, changes in the capital structure should have little impact
on the overall cost of capital. The Commission is well aware of thisissue and in the case of the
Brisbane Airport decision accepted a 50:50 debt equity split (implying much lower gearing than
the current actual gearing) provided that a reasonably low debt margin of 100 basis points was
associated with it (Commission 2000a).

BARA sees no reasons to use a gearing ratio for Sydney Airport that is inconsistent with that
used by the ACCC for other magjor airports in Australia. BARA submits that the appropriate
gearing ratio for Sydney Airport is 60/40.37°

Hagtings argues that the Commission’s 60 per cent benchmark gpproach to gearing is flawed and
arbitrary. Rather, it asks the Commisson to investigate the actua debt ratios of foreign listed
arports, and thus,
...remain neutral on capital structuring. It should neither reward nor penalise a company for its
capital structure, as the market does not put a premium on leverage...the Commission should

choose a gearing level that relates to the sample of listed entities from which it is also calculating
itsequity beta. Inour view, thislevel isin the order of 25 to 42 per cent 3

11.7.4 Commission assessment

The tax shield of debt means that the WACC will generdly decline with increasing leverage under a
classcd or imputation (with gamma less than one) company tax sysem. It is this notion which
drives the Commission’s view of the optimality of adopting an idedlised gearing ratio of 60 per cent
for arports. The views advanced by Hastings are acknowledged, however it is consdered that the
actud gearing ratios of a smal sample of foreign arports would not necessaily represent a
reasonable estimate of an optimal gearing ratio. A 60 per cent gearing ratio is argued to act as an
incentive for regulated firms to structure their capita such that the cost of capital is minimised, whilst

570 Board of Airline Representatives of Australia, 2000d, op. cit., p. 10.
371 Hastings Funds Management Limited, ACCC Draft Decision on Sydney Airport Prices — Submission from
Hastings Funds Management Limited, 2001, p. 6.
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not being placed in a perilous financid pogtion. Whilst a gearing level of 60 per cent could be
perceived as being rdatively high, it is congdered that the relatively low insolvency risk of operating
infrastructure renders this figure a reasonable assumption.

Davis argues that a gearing ratio of 50 per cent ‘ does not seem unreasonabl e’ .37

As noted by SACL, in regulated applications, where the firms are usudly of the infrastructure kind, it
is most common to goply a 60 per cent gearing ratio. The Commission consders that a
benchmarked gpproach to the gearing ratio has advantages both in efficiency and amplicity.
Therefore, the Commission’s decision is to adopt a 60 per cent gearing ratio to apply to SACL’s
WACC. The Commisson notes, as it has in other decisons, that varying the adopted gearing
assumption does not have sgnificant impacts on the ultimate caculated WACC figure, given the
offsetting channds provided by the equity (levered) beta and the favoured tax treatment of debt.
Given this, the Commission regards as reasonable a benchmarked gearing ratio of 60 per cent.

The Commission will adopt will adopt a debt/equity ratio of 60:40 for this decison.

11.8 Taxation

11.8.1 SACL proposal

As discussed, SACL has followed the approach outlined in the Commission’s DRP in adopting a
post-tax WACC formulation with which to calculate revenues. This entalls tax being trested as a
cost in the expected cash flows, rather than accounted for in a higher return. SACL’s adoption of
this approach was based on the difficulty in determining the effective tax rate as is necessary in the
pre-tax gpproach. Therefore, SACL has explicitly developed and incorporated into its cash flow
projections expectations of SACL’s future tax liabilities. SACL projected its future cash flows usng
a 30 per cent corporate tax rate, in line with the Ralph Report’ s recommendations.

11.8.2 Commission assessment

The Commission accepts the use of 30 per cent as the statutory rate of corporate tax with which to
caculate future accounting tax payable. The Commission notes as has SACL that, under a post-tax
WACC gpproach, most of the tax issues relevant to this decison are extant in the modelling of
expected future cash flows, rather than in the WACC itsdf. The process of incorporating tax
outflows into the cash flows is discussed in the financid modelling section.

11.9 Imputation factor

The dividend imputation system in Austrdia compensates investors for the tax paid out of company
earnings through the distribution of franking credits, recognising that tax paid a the company level
effectively represents the pre-payment of persona income tax. These franking credits have vaue in
the hands of investors, and accordingly are accounted for in the determination of WACC. The
extent to which they are of vdue, from 0 to 1, is captured by the gamma factor.

572 Davis, op. cit., p. 10.
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11.9.1 SACL proposal

SACL proposesto adopt a franking credits utilisation factor, or gamma, of 0.50.
11.9.2 Viewsof interested parties

BARA argues that a gamma of close to 1 is judtified, and that there is strong evidence that 0.50 is
too low.

11.9.3 Discussion

SACL noted that the extent to which franking credits are able to be utilised,

...primarily depends upon the circumstances of its shareholders. Shareholders who may be
unable to utilise franking credits include institutional investors facing low or zero effective tax
rates, foreign investors, ... and in SACL’s case this ability is moot, given that its owner, the
Federal government, cannot derive any explicit benefit from franking credits: “the fact the Federal
government is the receiver of both corporations tax payments and dividends means that the role
of franking credits is somewhat artificial.*"

However, in line with the competitive neutrdity principles as set out in the Competition Principles
Agreement, SACL submits that the specific tax circumstances should not bear on regulaory
decisons, but rather the assumption that the regulated business is owned by a [typicd] average
investor in Audrdian equities.

SACL assumes a gamma of 50 per cent on the basis of the parameter chosen in recent regulatory
decisons. SACL satesthat,

...it should be noted, however, that SACL’s high effective tax rate means that a significant
proportion of its available credits would not be able to be made available to an investor, implying
that the 50% assumption for the utilisation of franking creditsis likely to be very conservative (ie
high), relative to other regulated businessesin Australia.®™

BARA argues strongly for arevison to the Commisson’s past gpproach to setting gamma at 0.50,
irrespective of whether or not SACL’s gatus of government ownership is recognised:

In the case of SACL the Commonwealth government is the sole shareholder and as such it pays
no income tax so that dividend imputation credits cannot be used to reduce income tax. However
this effectively means that full imputation applies in practice since the objective of dividend
imputation was to eliminate double taxation of dividends (first at the company level and then at
the personal level). Since for a government owned company such as SACL income is only taxed
once, full imputation effectively applies...

In price determinations regulators have tended to focus on competitive neutrality in terms of a
typical private commercial enterprise and have adopted imputation factors based on the average
values observed in market transactions with judgmental adjustments for such factors as foreign
ownership (if relevant) or special tax effects.

Even if it is considered that the tax advantage of government ownership should be ignored when
determining an appropriate value for the gamma factor, there is strong evidence that the gamma
used in recent regulatory decisions (of 0.5) istoo low.

873 Sydney Airports Corporation Ltd, 1999b, op. cit., p. 6-13.
4 bid., p. 4.
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BARA presents the following table of estimated tax imputation (Gamma) factors:

Table :Estimated Tax Imputation (Gamma) Factors®™

Entity/Author Gamma
Hathaway and Officer (1996) 0.5
Bruckner, Dews and White (1994) 0.68
Brown and Clarke (1993) 0.72
Walker and Partington (1999) 0.88t0 0.96%

20.88 for events and 0.96 for trades on average

It is important to recognise that foreign investors cannot fully use imputation credits and this
would exert downward pressure on observed gammas. However, in relation to this point and after
reviewing the literature Lally (1999, p.40) notes:

However since the CAPM is domestic, it would be inconsistent to use an estimate affected in this
way. Furthermore, the effect of recognising foreign investors only in this one respect would be
to raise the cost of equity. However as previously discussed, the presence of foreign investors
potentially has multiple effects and the net impact may lead to a reduction in the cost of equity
for most firms. Hence an estimate of U (gamma) close to 1 seems justified.*®

BARA cites the opinion of Professor Davis reported in the Brisbane and Perth Airport necessary
new investment decisons.

...there is more evidence showing a value for gamma closer to one than evidence of gamma lower

than 0.5.3"7

BARA then goeson to argue:

An additional relevant prospective factor isthe impact of the Ralph tax reforms. It isimportant to
recognize that under the Ralph tax reforms there are recommendations that are considered likely
to greatly increase the average value of imputation credits (Ralph 1999). In particular, under
recommendation 11.7a, refunds of excess imputation credits will be provided to resident
individuals and complying superannuation funds. This would tend to exert upward pressure on
gamma. Furthermore, an increase in the use of derivatives and hybrid equity instruments appears
to be increasing the use of franking.

In submissions to other airports the airlines have been arguing that 0.5 is too low and have
recently suggested at least a modest adjustment to 0.6 is reasonable. However it is suggested
that, in the light of new information, such an adjustment would be extremely conservative and
serious consideration should be given to the views of experts such as Davis and Lally for a
gammacloseto 1. %78

57 Board of Airline Representatives of Australia, 2000d, op. cit., p. 12.

376 |hid., p. 13.

877 Board of Airline Representatives of Australia, 2000d, op. cit., p. 13. For new investment decisions see:
Australian Competition and consumer Commission, 2000g, op. cit.; Australian Competition and Consumer
Commission, 2000h, op. cit.

578 Board of Airline Representatives of Australia, 2000d, op. cit., p. 13.
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11.9.4 Commission assessment

Asin the tax issue, the Commission notes that the value for the gamma parameter does not affect
SACL’sWACC figure, but affects the cash flow caculations.

Gamma is a reflection of two aspects raing to the effect of franking credits on investor income —
ther digribution and their utilisation. Therefore, in determining the gppropriate gamma, one must
form aview on these two aspects.

The Commission regards the use of the compstitive neutrdity goproach in determining the gamma
vaue for SACL as appropriate. Hence, whilst BARA s correct in pointing out that SACL’s actua
effective gamma would be 1 given its government ownership, it is assumed for the purposes of the
cost of capital that SACL isaprivate enterprise.

Davis argues that ‘despite a 0.5 vaduaion being the ‘conventiond wisdom’' the evidence from
dividend drop-off studies on which this is based is rdatively flimsy’, and highlights recent evidence
which he clams to ‘suffer from less data problems than other sudies. Davis argues that ‘the
available evidence is more compatible with a vaue closer to unity than lower than 0.50. 37

Given the lack of consensus surrounding the vaue for gamma, and in the absence of a clear trend
emerging, the Commission has decided to adopt an assumption of 0.50 for gamma. However, the
Commisson wishes to Sgnd its preparedness to dter this podtion for future decisons in light of
recent trends in studies and other developments which suggest a higher vaue for gamma. The
Commission notes the recent survey of literature by Ldly for example, which showed a gammaclose
to one on the weight of evidence, as one indication of an upwards trend in this parameter.®
Furthermore, the Commission acknowledges BARA's andlyss of the implications on gamma of the
Raph Report recommendations and subsequent legidation. An assumption of full digtribution
together with the greater utilisation of franking credits by resdent individuals and superannuation
funds arisng as a result of these reforms would be likely to enhance the vaue of imputation to
investors. The DRP's assumption of domestic investors comprising the shareholders of regulated
companiesis dso arelevant consderation for future decisons.

The Commission’s decison isto accept SACL' s proposed gamma of 0.50.

11.10 Commission decision

The Commission’s decison is for the WACC parameters listed in the table below.
Table 11(a): WACC Parameters

WACC parameters SACL Commission Commission
proposal draft decision decision

Inflation rate, % 2.60 244 194

Debt, % 50 60 60

57 Davis, op. cit., p. 10.
380 Lally, op. cit.
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Equity, % 50 40 40
Nomind risk free rate, % 6.12 5.53 4.98
Redl risk freerate, % 3.43 3.02 2.98
Market risk premium, % 6.0 6.0 6.0
Asset beta 0.70 0.60 0.60
Debt beta 0.08 0.08 0.08
Equity beta 1.31 1.37 1.37
Corporate tax rate, % 30 30 30
Debt Margin, % 1.0 1.0 1.0
Nomina cost of debt, % 7.12 6.54 5.98
Franking credit utilisstion — gamma 0.5 0.5 0.5
Post-tax cost of equity (CAPM), % 13.98 13.74 13.19
Vanillareal WACC, (%) 7.75 6.81 6.80

200




= Chapter 12: Financial modelling

12.1 Introduction

As detailed in Chapter 3, the Commisson does not object to the use of a building block
methodology by SACL. Chapters 4 through 11 detailed the Commission’s decisons regarding the
various components of such a building block. In applying this approach, SACL based its estimate of
dlowable revenue on a one-period financid modd. By contrast, the Commission developed a
building block modd which caculated dlowable revenues over a five year period. This section
explans the reasons for this goproach, and outlines the assumptions underpinning this dynamic
modd.

Section 12.2 summarises the key inputs into the building block modd. Section 12.3 discusses the
effect of volume growth, while section 12.4 describes the Commission’s method of smoothing prices
over the five-year period. The results of the Commisson’s financid modelling are summarised in
section 12.5, and the Commission’ s decision is presented in section 12.6.

12.2 Building block approach

The following table compares SACL’s proposed inputs againgt those the Commission used in
determining an dlowable revenue figure.

Table 12(a): Building block components

Variable SACL’s | Commission | Commission
Proposal | draft decision decision
Aeronautical Asset Base (2000/01) $1690m $1439m $1422m
Depreciation (2000/01) $46.7m $38.1m $35.3m
Operating & Maintenance Expenditure (2000/01) $64.2m $56.4m $57.7m
Pogt-Tax Nomind Return on Equity (for detailed 14% 13.7% 13.2%
parameters see chapter 10)

12.3 Traffic forecasts

SACL cdculates an dlowable revenue figure of $243.2m, esimated for the 2000/01 year only.
SACL therefore argues that its proposed revenue estimate of $205.4m represents a discount of
around $38m on judtified dlowable revenues.

BARA argues, however, that SACL’s gpproach fails to take account of changes in costs and
revenues over time. As such, BARA argues that SACL will earn excessve returns in future periods
as traffic volumes grow.
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In order to ensure that SACL does not over-recover the costs of necessary new investment it is
vital that the costs of capital are 'levelled' over time and the growth in revenues from traffic
growth be taken in account. This has been the approach of the Commission. To date, SACL has
failed to do either. In fact SACL has refused to provide BARA with traffic forecasts beyond
2000/01.%8

The Commission’s view is tha future volume growth is highly rdevant to determining an appropriate
level of prices. Prior to issuing its draft decison, the Commission obtained volume forecasts from
SACL for the five year period to 2004/05. These forecasts were prepared for SACL in March
2000 by Tourism Futures Internationa (TFI). SACL advised BARA that these could not be made
publicly available due to probity issues that might arise as aresult of the likely privatisation of SACL.
After the release of the draft decision, however, SACL made these available to interested parties on
aconfidentid basis.

In its draft decison, the Commisson used the forecasts provided by SACL for modelling future
revenues and prices. Whilst BARA provided the Commission with dternative traffic forecadts, the
Commission consders that the forecasts of an independent party provide the most appropriate
benchmark. In its submisson regarding the draft decison, BARA is criticd of the Commisson’s
gpproach, arguing that ‘forecasts provided by SACL underestimate both current levels of traffic for
2000-01, and expected rates of growth in future years > Smilaly, Virgin Blue dates that ‘we
believe that the domestic traffic volume has increased by up to 40% on the routes that the new
operators are flying . The Virgin Blue submission is supported by actud year-to-date figures
collated by the Department of Transport and Regiond Services.

Accordingly, the Commission has acted to improve the robustness of the projected traffic volumes.
At the Commission’s request, SACL obtained (in March 2001) updated forecasts from THl. These
forecast volumes were generdly higher than those contained in the March 2000 estimates. The
Commission is of the view that these revised traffic projections provide a reasonable basis for
determining aeronautica charges, and has used these figures in its decison.

These revised figures gppear to address BARA's and Virgin Blue's concerns in that they reflect
srong growth in actud year-to-date volumes, and are in line with forecasts provided recently in
relation to passenger screening and counter terrorist first response (CTFR) charges.

12.4 Price path

There are two reasons for moddling SACL’s cogs and revenues using a multi-period financid
model. The firs reason relates to the regulaiory framework. Applying the building block
methodology over time would result in fdling prices. There are three reesons for this

Traffic growth over the forecast period drives down unit costs;

Operating and maintenance expenses are likdy to fdl (the decison assumes red reductions of
around 4 per cent per annum); and

%1 Board of Airline Representatives of Australia, 2000b, op. cit., p. 94.
%82 Board of Airline Representatives of Australia, 20014, op. cit., p. 59.
383 Virgin Blue, Draft Decision on Pricing Proposal by Sydney Airports Corporation Ltd, March 2001.

202



Depreciation of the asset base results in adecline in the dollar return on capitd over the forecast
period.
Under the current arrangements there is no mechaniam for the Commission to ensure SACL lowers
pricesin future as traffic volume grows and costs fdl.

The second reason for usng a multi-period financid modd is to mitigate the immediate price shock
to arport users. The financial modelling ‘ smooths' prices, trandating the cost and revenue datainto a
congtant nomina price over the forecast period, providing an equivaent net present value of cash
flows to SACL. This smoothed price generates steadily increasing revenues for SACL over the
forecast period. An dternative scenario might be for larger price increases now with prices
subsequently driven down. In the case of privatised airports, for example, this was achieved through
a CPI-X price cap.

In its draft decison, the Commisson modelled alowable revenues and prices over a five year
period, rather than the single period approach put forward by SACL. A five year period was
chosen for the price smoothing exercise, as this time horizon is commonly used for regulatory
purposes. For example, the price caps imposed on the Phase | and |1 privatised airports had afive
year horizon prior to review. Similarly in the UK, five years is the duration of the price-caps st by
the CAA for gpplication to privatised arports.

In its response to the draft decison, IATA supports the Commission’s five year time horizon but
argues that annud reviews of SACL’s pricing be undertaken to ‘take into account evolution of
traffic, financia performance and other relevant developments .*** The Commisson’sview isthet this
is a less auitable gpproach, as such reviews would undermine SACL’s incentives for growing
volumes and reducing costs. Accordingly, the Commission has not changed the gpproach it adopted
in the draft decison.

The Commisson condders that — in the event that the current regulatory arrangements remain in
place - it would be appropriate for prices of aeronautical services at Sydney Airport to be subject to
further review at the end of five years following the introduction of the new charges.

The modelled revenues under the Commission’s decison are set out in Table 12(c) below.

Table 12(c): *Smoothed’ Allowable revenue (5 year estimation)

2000/01 | 2001/02 | 2002/03 | 2003/04 | 2004/05
Draft Decison $160m | $167m | $175m | $182m | $191m
Decision $183m | $190m | $196m | $205m | $215m

12.5 Conclusion

As outlined in chapters 4 and 5, the Commission’'s draft decison estimated a contribution from
aeronautical-related services in determining an gppropriate dlowable revenue to SACL from

34 International Air Transport Association, 2001b, op. cit., p. 6.
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aeronautica charges. The contribution amounted to $22.6m in 2000/01. For the reasons detailed in
chapters 4 and 5, the contribution has been removed in this decison.

Accordingly, on the basis of the inputs specified in section 12.2 above, the Commission’s decison
edtimates an alowable revenue figure for 2000/01 of $199m. After smoothing prices to alow for
red cogt savings and volume growth over the next five years, this alowable revenue fdls to $183m

in 2000/01. This latter figure is reflected in the set of prices endorsed by the Commission.
Using the building block gpproach dlowable revenueis cdculated as follows:

Table 12(d): Modelled revenue

M odelled revenue 2000/01 SACL Commission Commisson | Commisson
Proposal | original draft | updated draft | final decision
decision decision*
Asset base (2000/01) $1,690.3m $1,438.9m $1,422.3m $1,422.3m
Pogt-tax nomind return on equity 14% 13.7% 13.2% 13.2%
Return on capitd $130.7m $98.0m $96.6m $96.6m
+ Return of capital (depreciation) + $46.7m +$38.1m + $35.3m + $35.3m
+ O&M costs +$64.2m + $56.4m +$57.7m +$57.7m
= Sub-totd $241.6m $192.5m $189.5m $189.5m
+ Net taxatior? +$16.2m +$8.6m +$9.2m +$9.2m
- Assumed capita gain on land® -$14.7m $0 $0 $0
- Contribution — aeronautica-related $0 - $22.6m - $15.2m $0
services
- Other Adjustments’ -$31L.7m - $18.4m - $14.7m - $15.2m
Revenue 2000/01 $211.5m $160.1m $168.8m $183.5m

1. Included for comparison purposes. The contribution from aeronautical-related services is included here, based on additional
information provided by SACL. These figures can be compared to the final decision to demonstrate the effect of Direction No.
22,

2. SACL use a post-tax vanilla WACC in calculating their allowable revenue. This requires the explicit modelling of the cash flow
associated with taxation, incorporating this into the calculation of the revenue target.

3. The capital gain on land represents a component of the real return to SACL that is not explicitly captured in the cash flows.
Accordingly, alowable revenue is reduced by the capital gains over 2000/01.

4. SACL’s origina proposal (as shown in this table) estimated an allowable revenue, based on the costs included in the building
block methodology, of $243.2m. Based on the traffic volumes adopted in this decision, however, the prices proposed by SACL
would generate revenues of around $211m (had they been in place for the full financial year). This is effectively an adjustment
made by SACL to compensate for future efficiency gains and volume growth. Similarly, the adjustments to the Commission’s draft
afinal decisions represent the effect of price smoothing, as detailed in chapter 12.

In trandating these revenues to price levels, the Commission made adjustments such that, where the
Commission objected to SACL’s proposed prices, the prices endorsed in the draft decision rose
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equi-proportionately. The Commisson would generdly not object should SACL wish to re-
configure these prices, provided the re-configuration remained revenue-neutrd.

SACL’s proposa, and the Commission's assessment, were based on GST exclusve costs and
prices. This decision specifies both GST exclusive and inclusive prices.

12.6 Commission decision

The Commisson’s decision is to not object to the set of prices (inclusive of GST) specified in Table
12(f). The corresponding GST exclusive prices — contained in Table 12(e) - are expected to
generate revenues in line with the Commission’s caculated alowable revenue figure of $183m.

Following the Commisson’'s decison, SACL may wish to further re-structure prices. The
Commisson would generdly not object to a reconfiguration of prices, providing the re-
configuration remained revenue-neutra.

Table 12(e): Approved prices (GST exclusive)

Price Levels (GST exclusive)
Charge Unit SACL Commission | Commission
Proposal draft decision final
decision
Runway Per 1000kg $4.00 $3.07 $3.44
MTOW per
movement
International Per passenger $9.50 $7.28 $8.17
Termind
Apron Parking Par 15 minute $35.00 $35.00 $35.00
block
(Bussing /stand off | Per use of bus ($200.00) ($200.00) ($200.00)
discount)
Helicopter Per movement $25.00 $25.00 $25.00
Movements
Gengd Avidion| Per day or part $60.00 $60.00 $60.00
Parking thereof (>2 hours)
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Table 12(f): Approved prices (GST inclusive)

Price Levels (GST inclusive)
Charge Unit SACL Commission
Proposal final decision
Runway Per 1000kg MTOW |  $4.40 $3.78"
per movement

International Termina | Per passenger $10.45 $8.98
Apron Parking Per 15 minute block $38.50 $38.50
(Bussing/gand  off | Per use of bus ($200.00) ($200.00)?
discount)
Helicopter Per movement $27.50 $27.50
Movements
Generd Avigion| Per day or part $66.00 $66.00
Parking thereof (>2 hours)

1. The runway charges are subject to the following proposed minimum charges:
Scheduled regional airline services (MTOW 0-5 tonnes) - $20.00 per movement (GST excl), $22.00
(GST incl);
Scheduled regional airline services (MTOW 5-10 tonnes) - $41.25 per movement (GST excl),
$45.37 (GST incl); and
All other aircraft - $50.00 per movement (GST excl), $55.00 (GST incl).
Currently the minimum charge for fixed wing aircraft is $100 per landing (equivalent to $50 per
movement).
2. A discount of $200 applies to airline operators who do not use an aerobridge for boarding passengers, but,
are instead required to bus passengers to the plane.
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Chapter 13:. Structureof prices

SACL proposes to redtructure charges to more closdy dign pricing with the cost of providing
sarvices. The main changes proposed are;

An incresse the charge for runways, taxiways and the associated arfied reative to the
international termind charge. SACL propose to increase internationa terminad charges by
approximately 74 per cent compared to a 175 per cent increase for the general landing charge.

Introduction of a new gpron use charge. This would introduce a time based charge for use of
the gprons.

Introduction of a bussing/stand off discount.
A move from MTOW to passenger based charges for use of the internationda termind.
SACL explainsthe rationale behind the proposed restructuring of changes as follows:

...it is likely that prices have provided inappropriate incentives to customers in the past which
may have led to inefficient use of existing airport facilities, and investment in capacity which is
less than fully utilised. For example, aircraft utilising an apron all day pay no more than aircraft
that turn around in aminimal time. Also, the demand for runway and terminal usage peak times
has resulted in the development of facilities that are under-utilised at other times. Prices do not
currently signal the opportunity cost of this behaviour. There are therefore good reasons for the
SACL to reformiits pricing structure.®

Passenger numbers clearly have a closer relationship than aircraft weight to termind costs. Likewise,
a time-based measure is likely to best reflect the full costs (including opportunity cost) of gpron
parking. The proposed structure therefore better reflects the drivers of cost than the current
aeronautical charging structure. Accordingly, the decison supports the proposed restructuring of
prices, subject to adjustments to price levels as discussed in chapter 12. The proposas do not,
however, fully address a number of concernsin relation to congestion management.

13.1 Managing congestion

SACL’s proposds dso flag the possibility of further changes in the future to introduce time based
(peak / off peak) charges. SACL’ s proposal states.

Sydney Airport’s runway system is nearing capacity during peak times of the day. Sydney
Airport currently has a movement cap of 80 movements per hour and a slot management system
to allocate capacity.

...While it may be argued that this (slot management) system involves elements of equity by
protecting the position of incumbents, there is no incentive for an airline that has a degree of
flexibility in scheduling a particular service or services to move so as to alow an airline with high
demand to occupy that slot. This may also act asabarrier to entry.

... The auctioning of slots (as property rights) on a regular basis by the airport company is
arguably the most efficient method of charging for runway use. The development of such a

%85 Sydney Airports Corporation Ltd, 1999b, op. cit., p. 8-1.

207



system is outside the control of the Sydney Airport as the Government legislated slot system
would have to be amended.

...A proxy for ensuring that the users that value slots the highest receive them isto have charges
that reflect the level of demand at certain times of the day. If the runway charge is equal to the
slot value, there would not be arequirement for a slot market.

There are anumber of issues that need to be addressed in detail before an equitable and efficient
time based charging regime could be introduced. These include the impact on regional services,
the relevant times, basis of charging and the appropriate level of charges. The requirement for
time based charges is not currently acute as slots remain available at most hours and Department
of Transport and Regional Services forecasts indicate that the issues will be critical by 2006-7.
SACL'’s forecasts suggest existing capacity may be sufficient until 2009/10. Accordingly,
detailed demand impact analysis will continue. Any future proposal would be the subject of a
separate notification and detailed consultation process with all customers®

Given emerging capacity congraints a peak periods the Commisson supports the consultation
process proposed by SACL and would be likely to support proposals for pesk period charges. In
this respect the FAC's decison to remove the peak and shoulder period surcharges that had existed
for anumber of years was disgppointing. The Commission is aso encouraged by SACL’s discounts
for new entrants operating at off-peak times.

Introduction of further peak period charges could improve congestion management. In particular it
could discourage arlines from holding more pesk period dots than required by encouraging airlines
to:

move more flights to off pesak times, and
use peak period dots more intensdly, by using larger aircraft during pesk periods.

As SACL argues, peak period pricing should help to ensure that peak period dots are alocated to
those users who vaue them mogt.  This could dso help to free up dots for new entrants. Thisis
potentidly a mgor issue snce dot condraints could limit the expandon by Impulse Airlines and
Virgin Blue and prevent or limit other airline entry. At the moment the incumbents have an incentive
to maximise their pesk period dot holdings to limit the threat of new entrants. In relaion to the
proposed new price structure, Impulse notes:

Impulse has no objections to the new price structure proposed by SACL and considers the

increase to be reasonable. Impulse is also content with the decision to retain the existing charge
for small and medium (15-19 seat) regional aircraft, such as Impulse’s Beech 1900D.%"

Smilarly, Virgin Blue notes that ‘[p]roviding access to pesk period dots for new and growing
entrants a Sydney will be criticaly important to enable new entrants to compete >

13.1.1 Regional Users

Submissions were made by severd interested parties with particular comments of the impact on
regionad users. The Regiond Airlines Association of Audrdia (RAAA) made comments that the

38 Sydney Airports Corporation Ltd, 2000c, op. cit., p. Xix.
387 Impulse Airlines, op. cit.
38 Virgin Blue, op. cit.
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proposed increases in charges for Sydney Airport ‘do not affect some Regiond Airlines substantiadly
and some not at al’ .**° However, the RAAA went on to say thet:
For those airlines using aircraft such as the Saab 340B and Dash-8 and heavier, however, thereis

an increased impost of between 5% and 30% proposed and therefore the arguments contained in
the BARA paper are of relevance.>®

The Riverina Regiond Organisation of Councils (RIVROC) dates that it regards ‘ the continuation of
timely and affordable access to Kingsford Smith Airport for regiond air travellers to be an issue of
vital importance to the non-metropolitan resdents of the State’ >

The Commission has considered comments made by the RAAA and RIVROC in conjunction with
BARA'’s argumentsin the context of its broader assessment of SACL’s proposd.

A specific submisson was made from the Overnight Airfreight Operators Association (OAOA) in
relation to the runway charge for fixed wing powered and unpowered aircraft. OAOA suggests that
runway charges during the curfew period should be less than the non-curfew rates as ‘from the
freighter’s viewpoint Sydney is the most difficult and unrdiable arport on the network — due solely
to the statutory congraints .2 OAOA bdlieves that,

...anotional discount of 30% on the finally negotiated runway charge would be some recognition

of the overflight losses and the low aircraft utilization resulting from the Curfew Act
requirements*

The Commission makes no comment on this submission, but, notes that SACL proposes to consder
pricing based on time of day usage at alater date.

13.2 Commission decision

The Commission’s decision is to not object to SACL’ s proposed move from MTOW to passenger
based charges for use of the internationa termind, or the levying of an goron parking charge. The
Commission encourages SACL to introduce appropriate peak period charges and supports the
consultation process proposed by SACL.

389 Regional Airlines Association of Australia, Public Discussion Forum — Sydney Airport Pricing Proposal,
November 2000.

390 | bid.

%1 Riverina Regional Organisation of Councils, Sydney Airport, January 2001.

392 QOvernight Airfreight Operators Association, OAOA’s Submission to ACCC on SACL's Draft Pricing
Proposal, November 2000, p. 2.

33 |hid, p. 3.
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= Chapter 14: Commission decision

The Commission’'s decison is thet it objects to the provision by SACL of the aeronautical services
referred to in its proposal a the proposed prices, but, that it does not object to their provison in
accordance with the following table of aeronautica charges. The Commission recommends a review
of aeronautical charges & Sydney Airport after five years following the introduction of the new

charges.
Table 14(a): Aeronautical charges
Charge Unit Commission Decision | Commission Decision
(GST exclusive) (GST inclusive)
Runway per 1000kg MTOW $3.44 $3.78"
per movement

International per passenger $8.17 $8.98
Termind
Apron Parking Per 15 minute block $35.00 $38.50
(Bussing/stand off | Per use of bus ($200.00) ($200.00)*
discount)
Helicopter Per movement $25.00 $27.50
Movements
Genead Aviatiion | Per day or part $60.00 $66.00
Parking thereof (>2 hours)

1. The runway charges are subject to the following proposed minimum charges:
- Scheduled regional airline services (MTOW 0-5 tonnes) - $20.00 per movement (GST excl), $22.00 (GST

incl);

Scheduled regional airline services (MTOW 5-10 tonnes) - $41.25 per movement (GST excl), $45.37 (GST
incl); and

All other aircraft - $50.00 per movement (GST excl), $55.00 (GST incl).

Currently the minimum charge for fixed wing aircraft is $100 per landing (equivalent to $50 per movement).
2. A discount of $200 applies to airline operators who do not use an aerobridge for boarding passengers, but, are
instead required to bus passengers to the plane.

The impact of these prices on consumersis discussed in Appendix C.

A comparison of these charges with charges at other arports in Audrdia and oversess is a

Appendix D.
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APPENDIXES

APPENDI X A: Relevant legidative instruments

PRICES SURVEILLANCE ACT 1983

Part 111--Functions of the Commission

SECTION 17

Functions of the Commission under this Act

D)

2

3

(4)

The functions of the Commisson are;

(8 to condder natices given to the Commission under paragraph 22(2)(a) and to take in
relation to such notices such action in accordance with this Part as it considers appropriate;
and

(b)to hold inquiries in accordance with this Part into matters relating to prices for the supply of
goods or services (except the supply of goods or services by a State or Territory
authority), and to report to the Minister the results of each such inauiry; and

(c) to monitor prices, codts and profitsin any industry or business tha the Minister directs the
Commission to monitor, and to report to the Minister the results of the monitoring.

The Commisson shdl hold such inquiries as it is required to hold by ingrument given by the
Minister under section 18 and may, with the approva of the Minister under section 18, hold
such other inquiries as it thinksfit.

In exercisgng its powers and performing its functions under this Act, the Commisson shdl,
subject to any directions under section 20, have particular regard to:

(a) the need to maintain investment and employment, including the influence of profitability on
investment and employmert;

(b) the need to discourage a person who is in a position substantialy to influence a market for
goods or services from taking advantage of that power in setting prices, and

(c) the need to discourage cost increases arising from increases in wages and changes in
conditions of employment incondstent with principles established by rdevant indudtrid
tribunas.

Paragraphs 13(2)(b) and 14(2)(b) and section 17, of the "Trade Practices Act 1974 "apply in
relation to the disclosure of interests in matters before the Commission under this Act.
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(5) Subsections 8A(4) and (5) and sections 16, 18 and 19 of the "Trade Practices Act 1974
"gpply in relation to the Commisson's powers and functions under this Act in the same way as
they gpply to the Commisson's powers and functions under that Act.

SECTION 20

Directions of Minister asto special considerations

The Minister may, by instrument in writing delivered to the Chairperson, direct the Commission to
give specid congderation, in exercising its powers and performing its functions under this Act, to the
matter or matters specified in the ingrument, and the Commission shdl comply with such adirection.

SECTION 21

Declarations by Minister or Commission

(1) The Miniger, or the Commisson with the approva of the Miniger, may by indrument in
writing published in the Gazette:

(8) declare goods or services of a specified description to be notified goods or services for
the purposes of thisAct;

(b) declare a person to be, in relation to goods or services of a specified description, a
declared person for the purposes of this Act; or

(c) declare a supply of goods or services of a specified description, being a supply in a
gpecified manner, of a specified kind or in specified circumstances, to be an exempt supply
for the purposes of thisAct.

(1A) The Minister must not make or gpprove a declaration of a State or Territory authority unless:

(a) the appropriate Minister of the State or Territory concerned has agreed to the declaration
being made; or

(b) the Nationd Compsetition Council has, on the request of an Audrdian government,
recommended the declaration and the Minister has consulted the gppropriate Minister of
the State or Territory concerned.

(1B) The Nationd Competition Council must not recommend a declaration of a State or Territory
authority in relaion to goods or services unless the Council is stisfied that:

(a) at least one Audrdian government has notified the State or Territory concerned that the
Audrdian government is not satisfied that there is effective supervison of the prices
charged by the authority for the supply of those goods or services, and

(b) there is not effective supervison of prices charged by the authority for the supply of those
goods or services, and
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(¢) the supply of those goods or services by the authority has a Sgnificant direct or indirect
impact on trade or commerce described in paragraph 41)(g) or trade and commerce
between Audtrdia and another place.

(1C) The Nationa Competition Council must not recommend a declaration of a State or Territory

authority in relation to goods or servicesif:

(a) a any time during the period of 5 years before the Council received the request mentioned
in paragraph (1A)(b), the Council was satisfied (when congdering a previous request) that
there was effective supervison of prices charged by the State or Territory authority for the
supply of those goods or services, and

(b) the Council is satidfied that there has not been a subgtantia change in the mechanism for
that supervison since the Council was satisfied as mentioned in paragraph ().

(1D) In deciding whether there is effective supervision of prices charged by a State or Territory

authority, where the State or Territory concerned is a party to the Competition Principles
Agreement made on 11 April 1995 between the Commonwedth, New South Wales,
Victoria, Queendand, Western Audrdia, South Audtrdia, Tasmania, the Audraian Capita
Territory and the Northern Territory, the Nationd Competition Council must apply the
relevant principles set out in the agreement.

(1E) A declaration under paragraph (1)(b) must specify the time when it isto cease to have effect.

(2) The Miniger, or the Commisson with the gpprova of the Miniger, may by ingrument in
writing published in the Gazette revoke or vary a declaration under subsection (1).

(3) A declaration under paragraph (1)(b) ceases to have effect a the time specified under
subsection (1E), unless the declaration is revoked sooner.

(4) In this section: “Audrdian government” means the Commonwedth, a State, the Audrdian
Capita Territory or the Northern Territory.

SECTION 22

Notification to Commission of proposed increasesin prices of goodsor services

@

Subject to subsection (2), a person who is a declared person in relation to goods or services
of aparticular description, being notified goods or services, shall not supply goods or services
of that description in alocdity on particular terms and conditions:

() if the person has supplied goods or services of that description in that locality on the same
or subgtantidly smilar terms and conditions in the past 12 months—et a price exceeding
the highest price a which the person has supplied goods or services of that description in
that locality on the same or subgtantialy smilar terms and conditions in that period;
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(b) if the person has not supplied goods or services of that description in that locdity on the
same or subgtantiadly smilar terms and conditions in the past 12 months, but has supplied
goods or sarvices of that description dsewhere in Audrdia on the same or subgtantidly
smilar terms and conditions in that period—at a price exceeding the highest price a which
the person has supplied goods or services of that description in Augtrdia on the same or
subgtantially smilar terms and conditions in that period; or

(o) if the person has not supplied goods or services of that description in Audtrdia on the
same or substantidly smilar terms and conditionsin the past 12 months.

Penalty: $10,000.

(2) Subsection (1) does not prohibit a person from supplying goods or services of a particular
description in alocdity on particular terms and conditions (in this subsection referred to asthe
"rdlevant terms’) at aparticular price (in this subsection referred to as the' rdlevant price”) if:

(8) the person has given to the Commission a notice in writing stating that the person proposes
to supply goods or services of that description in that locality on specified terms and
conditions (in this subsection referred to as the "proposed terms") at a specified price (in
this subsection referred to as the "proposed price");

(b) the event or events referred to in one of the following subparagraphs has or have
occurred:

(i) the prescribed period in relation to the notice referred to in paragraph () has expired;

(i) the Commission has served notice in writing on the person stating that the Commission
has no objection to the person supplying goods or services of that description in that
locdlity on the proposed terms at the proposed price;

(i) the Commisson has sarved a notice in writing on the person dating that the
Commission would have no objection to the person supplying goods or services of that
description in thet locality on the proposed terms at a Specified price, being a price that
is lower than the proposed price, and the person has, not later than 7 days after service
on the person of the notice by the Commission, given to the Commission a further
notice stating that the person proposes to supply goods or services of that description in
that locdlity on the proposed terms a a price not exceeding the price specified in the
notice by the Commission;

(¢) the rlevant terms are the same as, or substantidly smilar to, the proposed terms; and
(d) the relevant price does not exceed:
(i) inacase to which subparagraph (ii) does not apply—the proposed price; or

(i) if both of the events referred to in subparagraph (b)(iii) have occurred—the price
specified in the notice firgt referred to in that subparagraph.
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(4)

Q)

(6)

()

Subsection (1) does not apply in relation to a supply of goods or services of a particular
description that is an exempt supply in relation to goods or services of that description.

Where a person has given a notice to the Commisson under paragraph (2)(@ (in this
subsection referred to as the "origind notice") specifying aprice:

(a) the person may (whether or not he or she has previoudy given to the Commission a notice
under this subsection in reation to the origind notice) give to the Commisson a further
notice dating that the origind notice is to have effect as if there were subgtituted for the
price specified in the origind notice such price (being a price lower than the price specified
in the origind notice and lower than the price specified in any previous notice under this
subsection in relation to the origind notice) asis goecified in the further notice; and

(b) if afurther natice is so given by the person, the origind notice has effect accordingly.

For the purposes of this section, the prescribed period in relation to a notice given to the
Commission under paragraph (2)(a) is, subject to subsections (6) and (7), the period of 21
days commencing on the day on which the notice was so given.

The Commission may, with the consent of a person who has given a notice to the Commisson
under paragraph (2)(a), determine, before the expiration of the period of 21 days referred to
in subsection (5), that the prescribed period in relation to the notice for the purposes of this
section shdl be a specified longer period and, in that case, a reference to that longer period
shdll, for the purposes of the gpplication of that subsection in relation to the notice, be deemed
to be substituted in that subsection for the reference to the period of 21 days.

Where the Commission has served a notice on a person under subparagraph (2)(b)(iii) in
relation to a notice given by the person to the Commisson under paragraph (2)(a) then, for
the purposes of the gpplication of subsection (5) in relaion to the second-mentioned notice,
the reference in that subsection to the period of 21 days, or, if a reference to a longer period
is to be deemed, by virtue of subsection (6), to be substituted in subsection (5), the reference
to that longer period, shal be deemed to be a reference to the period of 21 days, or to that
longer period, asthe case may be, increased by afurther period of 14 days.
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COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

DECLARATION NO 89

I, Joe Hockey, Minigter for Financial Services and Regulation, pursuant to sub-section 21 (1) of the
Prices Surveillance Act 1983 (‘the Act'), hereby declare:

(1) subject to paragraph (3), the provision of aeronautical services, limited to:
(&) arcraft movement facilities and activities, and
(b) passenger processing facilities and activities

to be notified services for the purposes of the Act;

(2) the following to be a declared person for the purposes of the Act:

Sydney Airports Corporation Ltd in relation to the provision of the services referred to in paragraph
(2) at Sydney (Kingsford Smith) Airport.

(3) The notified services referred to in paragraph (1) do not include provision of the following:
(8 arcraft refudling;
(b) maintenance stes and buildings,
(c) freight equipment storage Sites;
(d) freight facility sites and buildings;
(€) ground support equipment Stes,
() check-in counters and related facilities; or
(9) public and staff car parks.

Note: Services provided in relation to these facilities are subject to prices monitoring under
section 27A of the Act.
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(4) Inthis declaration:

(&) "aircraft movement facilities and activities means any of the following:
(i) arsgde grounds, runways, taxiways and aprons,
(i) arfidd lighting, airside roads and airsde lighting;
(iii) ardde safety;
(iv) nose-in guidance;
(v) arcraft parking;
(wi) visud navigation aids;

(b) 'passenger processing facilities and activities means any of the following:
(i) forward airline support area services,
(i) aerobridges and airside buses,

(iii) departure lounges and holding lounges (but excluding commercidly important
persons lounges);

(iv) immigration and customs service aress,
(V) public address systems, closed circuit survelllance systems and security systems,
(vi) baggage make-up, handling and reclaim;

(vii) public areas in terminds, public amenities and public lifts, escalators and moving
wakways,

(wviii) flight informetion display sysems,
(ix) landside roads, landside lighting, and covered walkways.

(5) The facilities and activities referred to in subparagraphs 4(a) and 4(b) do not include, in relation
to an arport, the provison of a service which, on the date the airport lease was granted, was the
subject of a contract, lease, license, or authority given under the common sed of the Federd
Airports Corporation.

Note: This exclusion extends to a contract, lease, licence, or authority exercised under an
option in a contract, lease, licence or authority given under the common seal of the Federal
Airports Corporation.

(6) This declaration commences on 1 July 2000 and ceases on 1 July 2003.

JOE HOCKEY
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June 2000

COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

DIRECTION NO 18

I, Joe Hockey, Minigter for Financial Services and Regulation, pursuant to section 20 of the Prices
Surveillance Act 1983, hereby direct the Audrdian Competition and Consumer Commission
(ACCC), in exercigng its powers and performing its functions under the Act in relation to the pricing
of aeronauticd services a Sydney (Kingsford Smith) Airport, to give specid congderation to the
following metters:

(1) Qudity of service information obtained under Part 8 of the Airports Act 1996 may be taken
into account by the ACCC in consdering notifications to increase prices for declared services. In
reporting on the qudity of service indicators, the ACCC will focus on the facilities and services
provided by, or which could be influenced by, the airport operator.

(20 The ACCC is to use the following criteria to guide its assessment of proposals to increase
charges for declared services as aresult of necessary new investment:

(@) the operator’s plansfor new investment or service innovation and the associated cogts,

(b) the relationship between the proposed increases in aeronautical charges and the codts
(including the levd of rate of return) of the new investment or sarvice,

(c) support from arport users with a sgnificant interest in the investment for the operator’'s
proposas, induding in rdation to charging changes,

(d) contribution of the new investment/service to productivity improvements a the airport;
(e) overdl efficiency of the airport’s operation;

(f) the particular demand management characteridics of individua arports, including any
demand management schemes in place, capacity condraints and any under-utilisation of
arport infrastructure;

(9) arport performance againgt qudity of service measures, including services not directly under
the control of the airport operator;

(h) airport performance vis-a-vis other Austraian airports and any comparable internationa
arports, and
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() the extent to which the proposed investment will facilitate the operations of new entrants to
domestic or internationa aviation.

While the ACCC must take the above into account in deciding whether to gpprove a proposa to
increase charges, in relation to new investment, each proposa will be consdered on its merits having
regard to the information available to the ACCC. The weight provided by the ACCC to each of the
criteriamay vary on a case-by-case basis.

The ACCC will provide a statement of reasons for its determination.

(3) ThisDirection takes effect from 1 July 2000 and replaces Direction No 15.

JOE HOCKEY

30 June 2000
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COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

DIRECTION NO 21

I, Joe Hockey, Minister for Financid Services and Regulation, pursuant to section 27A of the Prices
Surveillance Act 1983, hereby direct:

(1) the ACCC to undertake formal monitoring of the prices, costs and profits related to the supply
of aeronautical related services by the following persons:

(@ AddadeAirport Ltd (Addaide Airport);

(b)  Alice Springs Airport Pty Ltd (Alice Springs Airport);

(c) Brisbane Airport Corporation Ltd (Brisbane Airport);

(d) Canberralnternational Airport Pty Ltd (Canberra Airport);

(60 Queendand Airports Ltd (Coolangeatta Airport);

(f)  Top End Airport Pty Ltd (Darwin Airport);

(9 Hobart Internationa Airport Pty Ltd (Hobart Airport);

(h)  Audrdian Pecific Airports (Launceston) Pty Ltd (Launceston Airport);
()  Audrdian Pacific Airports Melbourne Ltd (Mebourne Airport);
() WedrdiaAirports Corporation Pty Ltd (Perth Airport);

(k)  Sydney Airports Corporation Ltd (Kingsford Smith Airport); and
()  Augrdian Airports (Townsville) Pty Ltd (Townsville Airport).

(2) In this direction, 'aeronautical related services means the provision, by an arport operator
company, of any of the following:

(& arcraft refudling;

(b) arcraft maintenance Sites and buildings;
(o) freight equipment storage Sites,

(d) freight fadlity Stesand buildings,

(e) ground support equipment Sites;
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(f)  check-in counters and related facilities;
(@ ca parks(including public and staff parking but not valet parking).

(3) The ACCC isto report to me on its monitoring activities in paragraph (1) following the end of
each financid year.

(4) This Direction replaces Direction No 19.

JOE HOCKEY
October 2000
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COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

DIRECTION NO 22

I, Joe Hockey, Minister for Financia Services and Regulation, in pursuance of section 20 of the
Prices Survelllance Act 1983, hereby direct the Audrdian Competition and Consumer
Commission, in exercigng its powers and performing its functions under the Act in relation to the
pricing of services a Sydney (Kingsford-Smith) Airport, to give specia congderation to the
following meaiter:

In assessing prices for aeronautical services, the Commission should not take into account the
revenues generated, or codts incurred, in the provison of services other than aeronautica
services.

JOE HOCKEY
19 April 2001
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COMMONWEALTH OF AUSTRALIA

Prices Surveillance Act 1983

DIRECTION

|, the Treasurer, in pursuance of section 20 of the Prices Surveillance Act 1983, hereby direct the
Prices Survelllance Authority to give specid condderation, in exercising its powers and performing
its functions under that Act, to the following matter in addition to the matters in paragraphs (a), (b)
and (c) of sub-section 17(3) of that Act:

the Government’s policy of generdly not supporting price increases in
excess of movementsin unit cogs.

Dated this 15" day of October 1985

P. J. KEATING
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= APPENDIX B: Dual till: methodology of the draft
decision

This agppendix explains in more detail the gpproach - taken by the Commission in the draft decision -
to estimating a contribution from aeronautica-related services. Chapters 4 and 5 of this decision
explain the rationae behind taking such a contribution. Section B.1 outlines the generd principles of
the approach of the draft decison and some responses to it. Section B.2 detalls the updated
edimates of the parameters of the contribution. These demongrate what the financid effect of taking
the contribution would have been, had that approach been adopted in this decision.

B.1 Draft decision

The approach adopted in the draft decison was to take the financia performance of aeronautical-
related services into account by means of a contribution from the profits of those services. The
gpproach calculated above norma returns from those services in 2000/01 and deducted those
profits from the aeronautical revenue requirement.

The approach adopted used the building block methodol ogy.

In estimating the contribution from aeronautical-related services, the Commisson was mindful of the
need for SACL to generate an economic return from the provison of these services. Accordingly,
the Sze of the contribution reflected the extent to which revenues gppeared to be above normd for
the 2000/01 period. It did not model costs and revenues going forward.

Under this gpproach, al profits from aeronautical-related services are retained by SACL going
forward, including any increased profitability.

Some submissions in response to the draft decison were critica of the Commission’'s approach to
estimating above norma revenues. Mebourne Airport argues that ‘the Commission’s concern about
market power seemsto rest on an arbitrary calculation of excess returns . It argues that the returns
redised by airport operators for services such as car parks are reflective of ther locationa
advantage rather than any abuse of market power.

The emergence of these “excess returns’ isadirect arithmetic consequence of the failure to value
the underlying assets (and in particular land) at their true market value.3®

Smilarly, Perth Airport argues that the Commission's estimate of excess returns rests upon an
incorrect valuation of land, while SACL argues that:
The ACCC's finding of ‘above normal’ returns in the provision of non-aeronautical services is

completely dependent on its prior — and controversial — assumption about the proper valuation of
land >

394 Australia Pacific Airports Corporation, February 2001a, Submission in Response to the Draft Decision of the
ACCC relating to the Aeronautical Pricing Proposal of Sydney Airports Corporation Limited, p. 11.

%5 |bid., p. 12.

3% Sydney Airports Corporation Limited, 200143, op. cit., p. 50.
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In response to these arguments the Commission notes that the estimated contribution from non-
aeronautica services was based on the building block methodology, which forms the basis for many
regulatory pricing decisons, and upon which SACL based its pricing proposa. By way of
comparison, the Commission estimated the land value a which SACL’s car parking returns would
appear ‘norma’ to be around $880 per square metre. Thisis some 9 - 10 times the valuation SACL
proposed as the opportunity cost of its aeronautical land.

B.2 Updated financial modedlling

Prior to the receipt of Direction No. 22, the Commission had refined its estimate of an appropriate
contribution from aeronautica-related services. This estimate was somewhat lower than that in the
draft decison, manly due to adjusments made to the estimated land vaue and cost and asset
dlocations relating to aeronautica-related services.

The contribution reflects the extent to which revenues generated from aeronautica-related services
appear to be ‘above normd’. That is, the contribution estimates the extent to which these revenues
exceed the costs (including cost of capitd) of providing these services.

Prior to the draft decison, SACL provided the Commission with additiona information regarding
the asset base and land area utilised in the provision of aeronautical-related services. Consgtent with
the trestment of aeronautical assets, non-land assets were vaued on a DORC basis, while the land
area was used by the Commisson to impute an indexed historic cost vauation for aeronautical-
relaed land. In the draft decison, the Commisson estimated depreciation for 2000/01 with
reference to the weighted average rate of depreciation on agronautical assets.

In its response to the draft decison, SACL provides the Commission with actual depreciation rates
goplicable to aeronautica-related assets. SACL dso provides information relating to the alocation
of ground access assets to aeronautical-related services. This information was used to refine the
Commission’s estimate of an gppropriate contribution from aeronautica-related services.

The Commisson aso obtained operating cost and revenue data from SACL’s Regulatory
Accounting Statements®” These were inflated to provide estimated operating and maintenance
costs, as wel as revenues, for 2000/01. In responding to the draft decison, SACL provides
additiond information regarding the dlocation of ground access costs to aeronautica-related
sarvices. Again, this information was used to refine the Commisson’s esimate of an appropriate
contribution from aeronautical-related services.

The cost of capital and taxation parameters were the same as those gpplied to SACL ' s agronautical
activities.
Using the information described above, the Commission estimated the required revenues to SACL

which would judtify the continued provison of aeronautical services. This edimate was then
compared againgt the approximate revenues SACL currently receives from these services.

These vaues are summarised in the following teble.

397 These are provided to the Commission for regulatory reporting purposes.
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Table B: Aeronautical-related variables

Aeronautical-related variables (2000/01) Commission Updated

draft decision Estimate

Average Aeronaltical-rel ated Asset Base — Non-Land $95.3m $129.0m
Average Aeronautical-related Asset Base— Land $37.2m $26.3m
Pogt-Tax Nomina Return on Equity 13.7% 13.2%
Return on Capital $9.0m $10.5m
Depreciation $3.6m $6.0m
Aeronautical-related O& M Expenditure $28.6m $31.4m
Net Taxation $0.8m $1.1m
Modelled Aeronautical-related Costs® $42.0m $49.0m
2000/01 Aeronautical-related Revenues** $64.6m $64.2m
Contribution - Aeronautical-related services $22.6m $15.2m

*This figure represents the revenues required to cover the estimated cost of providing aeronautical-related
services (including cost of capital).

** Thisfigureis an estimate of SACL’s current actual aeronautical-related revenues.

The Commission's draft decison estimated the gppropriate contribution from aeronautica-related
services in 2000/01 to be $22.6m. When revised to reflect the additiona information provided by
SACL, the corresponding figure was $15.2m. This contribution would be carried forward on an
indexed basis over the modeled period. The contribution was not predicated on future changes to
aeronautical-related prices, revenues, codts or volumes. That is, the Commission did not explicitly
modd potentia growth in returnsto SACL from the provision of these services.
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= APPENDIX C: Impact on Consumers

The pricing proposal under congderation deals with charges to be levied directly on users of the
arport, those being primarily arlines. These users however represent one stage in the chain of
production of services that are ultimately demanded by consumers. Therefore, as in dl indudtries,
pricing changes a one stage of production flow through, in varying degrees, to the ultimate stage.

Accordingly, the Commisson has undertaken an assessment of what the expected impact of these
price changes is foreshadowed to be on the average consumer of arline services. To measure this
impact, the price change across a range of arline ticket fares expected to flow from the change in
aeronautica charges was caculated. While not directly rdevant to the Commisson’s consderation
of SACL’s proposd, the assessment serves to indicate the potentia impact on final consumers of
the price increases arising from the Commisson’s decison.

The methodology of determining these price changes involved caculating the increased codts to
arlines of agronautica charges incurred on particular routes, taking into account the weight,
capacity, and load factor of the aircraft. These increases were then trandated into a per passenger
bas's, and then compared againg return airfares. Two types of return ticket prices were used in the
assessment — discounted fares and full economy fares.

Table C below illustrates the impact of these charges on final consumers. It can be observed that, in
generd, the increase in fares is minimal. The largest dollar increase in fares is expected to be on a
Sydney — Wellington return ticket at an estimated $14.78. In percentage terms, the largest increase
ison the same route, at around 3.7 per cent.

Table C: Impact on fares

Route: Aircraft Dollar increase Percentage Percentageincreasein
infare increasein fare— | fare—full economy

Sydney to ... discount fare® fare’

Inter national

London —Return B744 - Boeing 747-400 $12.79 0.8% 05%

Airfare

London — Return B742 - Boeing 747-200 $1321 0.8% 0.6%

Airfare

London — Return B743 - Boeing 747-300 $1321 0.8% 0.6%

Airfare

Lgndon —Return B74A - Boeing 747- $1321 0.8% 0.6%

Airfare 1/2/300

London — Return B74S- Boeing 747SP $13.26 08% 0.6%

Airfare

@ Source: Estimates of return discount airfares based on market enquiries.
b Source: SACL’s estimate of full economy fares.
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London — Return

B773 - Boding 777-300 $14.40 0.8% 0.6%
Airfare
Singapore - Return A340 - Airbus A340 $1313 18% 1.1%
Airfare
Singapore - Return B772 - Boeing 777-200 $14.25 1% 1.1%
Airfare
Singapore - Return A330 - Airbus A330 $14.50 1.9% 12%
Airfare
Auckland - Return B763 - Boeing 767-300 $1356 34% 1.2%
Airfare
Auckland - Return A306 - Airbus A300- $14.26 36% 1.2%
Airfare 600
Auckland - Return A300 - Airbus A300 $14.23 36% 1.2%
Airfare
Auckland - Return B762 - Boeing 767-200 $14.34 36% 1.2%
Airfare
Auckland - Return B734 - Boeing 737-400 $14.27 36% 1.2%
Airfare
Wellington - Return B733 - Boeing 737-300 $14.18 35% 1.2%
Airfare
Wellington - Return B732 - Boeing 737-200 $14.78 3.7% 1.3%
Airfare
Domestic
Perth - Return Airfare | B762 - Boeing 767-200 $4.05 0.7% 0.3%
Melbourne - Return B734 - Boeing 737-400 $2.99 15% 05%
Airfare
Melbourne - Return A320 - Airbus A320 $2.57 1.3% 05%
Airfare
Melbourne - Return B733 - Boeing 737-300 $3.28 16% 0.6%
Airfare
Melbourne - Return B732 - Boeing 737-200 $2.58 1.3% 05%
Airfare
Melbourne - Return B717 —Boeing 717 $2.71 14% 0.5%
Airfare
Regional
Dubbo — Return Airfare | pHcS - De Haviland $0.62 0.6% 0.2%
DH8
Dubbo - Return Airfare | pHg - De Haviland $0.28 0.3% 0.1%
DHC-8
Dubbo - Return Airfare | gE34 - SAAB 340 A-A No increase
Dubbo - Return Airfare No increase

B190 - Beech 1900D
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Newcastle - Return
Airfare

BEO2 - Beech 1900C
BEC2

No increase

Newcastle - Return BA31 - Britaero 3100 No increase

Airfare

Newcastle - Return DH6 - De Haviland No increase

Airfare DHC6

Newcastle - Return DHCS6 - De Haviland No increase

Airfare Twin Otter 300

Newcastle - Return CRI2 - Canadair $1.99 20% 0.8%
Airfare Regional Jet 200ER

Singleton - Return No increase

Airfare

PA31 — Piper PA31-350
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= APPENDIX D: International Comparisons

D.1 SACL proposal

SACL submits that its proposed new charges bear favourable comparison with arport charges a
internationa arports around the world. SACL commissoned Transport Research Laboratory
(TRL) to report on airport charges prevailing at a number of internationa airports®*® According to
the report, SACL’s existing charges are wel beow the internationd average, and are amongst the
bottom six airportsin the survey. SACL’s proposed new charges are close to the survey average.

D.2 Viewsof interested parties

Whilst BARA did not provide direct comments on SACL’s use of internationa comparisons of
arport charges, it did however generdly express circumspection when making comparisons
between Audrdian and internationd airports.

Although benchmarking can provide useful information in assessing the performance of airports,

its value depends on the similarities of the airports compared and the extent to which differences
inthe airports are likely to drive differences in costs3*

BARA preferred to focus on comparisons between Audrdian arports, due to ther closer
comparability on a range of agpects. BARA dated in the Public Discusson Forum in Mdbourne
that,

Australiais quite unique, especially given the fact that the airlines actually provide the domestic

terminal services. So thereisbig differences across what an airport actually providesin Australia
and what an airport providesin other countries.®

Melbourne Airport endorses the use of TRL data for the purpose of comparing airport charges, and
highlights the usefulness of internationa comparisons generdly.

D.3 Commission assessment

Whilst the parity of SACL’s charges with those of arports worldwide is of interest to the
Commission and various parties to the process, it should be noted that it was not a factor in the
Commission’s condderation of SACL’s proposd or ultimatdly in the decison. As covered in detall
in the body of the decision, the assessment of SACL’ s proposal was made on its own merits within
a cost-based framework.

Nonetheless, in consdering the implications of its decison, the Commisson made use of both
SACL’ s submitted comparison of internationa charges, and of an additiona report the Commission

3% Transport Research Laboratory, A review of aeronautical charges at Sydney Airport - in a world and
regional context, Final Report, October 1999.

39 Board of Airline Representatives of Australia, 2000b, op. cit., p. 163.

40 G Woodbridge, Transcript of Proceedings: Australian Competition and Consumer Commission Sydney
Airport Public Discussion Forum, 13 December 2000, p. 24.
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purchased from TRL. It should be noted that the TRL reports make an adjustment for different
currencies to enable ready comparison of charges.

Chart D1 illugtrates TRL’ s internationa comparison of arport charges, augmented by the addition of
SACL’s proposed charges and of the charges approved in the decison. Note that the latter are il
below the average charges of those airports surveyed.

Chart D1: International Airport Charges|ndex 1999
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The Commission obtained TRL's 2000 edition of Airport Performance Indicators in order to
enable further comparison.®* This allowed a broader comparison as the airport sample was larger
than that provided by SACL.

Two bases for comparison were employed — aeronautical revenue per aircraft movement, and
aeronautical revenue per passenger. Chats D2 and D3 respectively illustrate these two
comparisons.

It can be observed that under both measures, Sydney airport’s existing, proposed and approved
charges are below the internationd average.

401 Transport Research Laboratory, Airport Performance | ndicators 2000, August 2000.
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