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Glossary

ACCC Australian Competition and Consumer Commission
AER Australia Energy Regulator

Airservices Airservices Australia

ANSP Air Navigation Service Providers

AOPA Aircraft Owners and Pilots Association
ARFF aviation rescue and fire fighting

ARTN Australian Regional Tourism Network
AS Act Air Services Act 1995

ATC Air Traffic Control(ler)

BARA Board of Airline Representatives of Australiie.
CAPM Capital Asset Pricing Model

CASA Civil Aviation Safety Authority

CCA Competition and Consumer Act 2010
CPI consumer price index

en route en route navigation

FIR Flight Information Region

GA General Aviation

GAAP General Aviation Aerodrome Procedures
KPls Key Performance Indicators

IATA International Air Transport Association
ICAO International Civil Aviation Organisation
LTPA long-term pricing agreement

MRP market risk premium

MTOW maximum take-off weight

PCC Pricing Consultative Committee

PS Act Prices Surveillance Act 1983

Qantas Group

Qantas, Jetstar and Qantas Link

RAAA

Regional Aviation Association of Australia

D

TAS technology and asset services

TN terminal navigation

vanilla WACC The weighted average of the post-tetanm on equity and thg
pre-tax cost of debt

VAA Virgin Australia Group of Airlines

WACC weighted average cost of capital




Executive Summary

The ACCC'’s preliminary view

The Australian Competition and Consumer Commissi¢ACCC’s) preliminary view
is toobject to Airservices Australia’s (Airservices’) proposedce increases for TN
and ARFF services. Charges for en route services pr@posed to remain unchanged.

The ACCC is concerned that Airservices has not aken adequate consultation to
ensure that its proposed capital expenditure progsgrudent and efficient. Further,
the ACCC considers that there is scope for Airg@wito improve its drivers of

efficiency through internal benchmarking and setf explicit efficiency targets. The
ACCC also considers that the methodology appliedibservices in estimating the
nominal risk-free rate and cost of debt marginreasilted in a proposed rate of return
that is currently too high. This means that Airsezg would over-recover its required
revenue based on its proposed prices.

The ACCC considers that if Airservices can addtleese matters prior to submitting
its formal price notification, then the ACCC would minded to not object.

In March 2011, Airservices Australia (Airservicesjomitted a draft price notification
to the Australian Competition and Consumer Commis§ACCC) in accordance with
the ACCC'’s informal pre-lodgement process for assgsprice notifications under
Part VIIA of theCompetition and Consumer Act 20Q0CA).

Airservices’ draft price notification covers a fiyear period (2011-12 to 2015-16). In
its draft price notification, Airservices proposedreases to the charges for its terminal
navigation (TN) and aviation rescue and fire fight{ARFF) services. Charges for

en route navigation (en route) services remain angld. Charges for these services
are levied on airlines and other operators of aftdanding at Airservices’ controlled
airports in Australia and flying in airspace thetontrolled by Airservices. Airservices
also proposed some changes to its pricing methggi@od structure. Airservices’
current and proposed prices are provided in apgehdi

Airservices’ proposed price increases reflect fifeceof a large increase in capital
expenditure to the sum of $958 million over thefivear period, which will drive up
unit costs. Importantly, Airservices expects tlg increase in unit costs will
overwhelm the effect of continued growth in demanmldich would be expected to
drive down unit costs.

In April 2011, the ACCC released an issues papekisg submissions from interested
parties on the proposed price increases emboditbihvAirservices’ draft price
notification. The ACCC received a total of 14 subsions. All of these submissions
have been considered by the ACCC in forming it$ippreary view.

In undertaking its assessment of Airservices’ dpafte notification, the ACCC has
identified a number of key issues that it consides Airservices needs to address
prior to submitting its formal price notification.
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Airservices needs to improve its level of consuttatwith stakeholders to ensure
prudency and efficiency of capital expenditure

The ACCC is concerned that Airservices has not aken adequate consultation with
stakeholders to ensure that its capital expendjtogram is being undertaken
prudently and efficiently. Indeed, a number of staddders have expressed concerns
relating to the level of information provided byréervices, the effectiveness of the
consultation, and that stakeholders’ views havebeen taken into account or have not
been addressed. For example, stakeholders haed @acerns in relation to the ATM
Future System project included in Airservices’ megd capital expenditure.

The ACCC considers that there is scope for Airgawito improve its consultation
processes to allow stakeholders to provide momméd input on the benefits and
costs of specific projects. Stakeholders are imang position to assess the value of
capital investment proposals by, for example, mhmg feedback on activity forecasts
and service-quality preferences.

Airservices needs to improve its drivers of effiony

The ACCC considers that, although Airservices hadersome progress in
incorporating efficiency targets and benchmarksrehs still scope for it to improve its
drivers of efficiency through internal benchmarkangd setting of explicit efficiency
targets.

Airservices needs to review its methodology foireating its rate of return on capital

The ACCC does not accept Airservices’ proposedatiteturn on capital as
appropriate for this assessment on the basisttaes not accept the methodology
applied by Airservices in estimating the nominakfiree rate and cost of debt margin.
Any adjustment to the rate of return on capitaldse® be reflected by an associated
adjustment to the required revenue and pricesdersu

The ACCC is now seeking comments on this prelimynarew

To facilitate an informed, transparent and robusistiltation process, the ACCC
prefers that all submissions are publicly availaBlecordingly, submissions will be
treated as public documents and posted on the AE@€Ebsite, unless prior
arrangements are made with the ACCC to treat thenmsion, or portions of it, as
confidential.

The ACCC will accept submissions by email (preféyrer by post. If submissions are
provided in PDF format, parties are asked to atswigde a copy in Microsoft Word
format.
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Submissions should be provided to the ACCC by COBroMonday 1 August 2011.

Submissions by email are preferred. They can betsesrport.group@accc.gov.au

Submissions can also be mailed to:

Mr Anthony Wing

General Manager—Transport and General Prices @erBranch
Australian Competition and Consumer Commission

GPO Box 520

MELBOURNE VIC 3001

If you have any questions about the process, antabhaking a submission to the
ACCC, please contact Renée Coles on 03 9290 692&nd an email to:
airport.group@accc.gov.au

Following this consultation process, the ACCC wdhsider submissions received
before inviting Airservices to submit its formalg® notification. Following receipt of
a formal price notification, the ACCC has 21 daysvhich to release a final decision.
The ACCC expects to release a final decision irnt€3eper 2011.
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Part A: Introduction

On 7 March 2011, the Australian Competition and €Loner Commission (ACCC)
received a draft price notification from AirservicAustralia (Airservices) covering all
of its regulated services: terminal navigation (Té&l) route navigation (en route), and
aviation rescue and fire-fighting (ARFF) servic€le draft price notification covers a
five-year period, 2011-12 to 2015-16, and incluideseases to its charges for TN and
ARFF services, while charges for en route servieagin unchanged.

The ACCC released an issues paper on Airservicaff jgrice notification on 7 April
2011, calling for submissions from interested arby 10 May 2011. The ACCC
received a total of 14 submissions from industry atiher stakeholders. A list of the
submissions is provided in appendix B.

Airservices’ draft price notification and suppogidocumentation as well as the
ACCC'’s issues paper and submissions received aitable on the ACCC’s website
at: www.accc.gov.au/aviatioh

The remainder of this part provides backgroundrmgttion on Airservices (section 1)
and a summary of Airservices’ draft price notifioat(section 2). Section 3 outlines
the ACCC'’s role in assessing Airservices’ pricefigations, while the details of the
next steps in the process of this assessment ataiged in section 4.

1 About Airservices Australia

Airservices operates under tAeg Services Act 1996AS Act). It is statutory authority
that is wholly-owned by the Australian Governmemd & a monopoly provider of air
traffic control (ATC) and ARFF services in the Audian Flight Information Region
(FIR). Airservices provides its services over 11 gent of the world’s surface,
including the Australian FIR and international pase over the Pacific and Indian
oceans.

In performing its functions, Airservices is requirey section 9 of the AS Act to regard
the safety of air navigation as its most importorisideration. Under section 10,
Airservices is required, where appropriate, to attnsith government, commercial,
industrial, consumer and other relevant bodiesagédnisations (including the
International Civil Aviation Organization (ICAO) drbodies representing the aviation
industry). The AS Act also requires Airserviceoperate in a way that promotes and
fosters civil aviation.

More information about Airservices is provided ppandix C.

1 www.accc.gov.au/aviation Airservices Australia > Price notifications.

2 Airservices AustraliaAnnual report 2009-1(. 8.




2  Airservices Australia’s draft price notification

Airservices’ draft price notification proposed m@wim price increases for TN and
ARFF services of 5 per cent and 12.5 per cent otiseéy in any single year over the
period 2011-12 to 2015-16. Charges for en routeéiGes remain unchanged.
Airservices’ draft price notification also proposssime changes to its pricing
methodology and structure.

A summary of the proposed weighted average prie@a@bs and changes to charging
arrangements is contained in Airservices’ draftg@notification and have been
reproduced in tables 2.1 and 2.2. The details tdeAvices' proposed prices and
formulas for calculating charges are also setmitsidraft price notification and have
been reproduced in appendix A.

Table 2.1: Airservices’ proposed weighted averagerige changes (per cent)

Service 2011-12 2012-13 2013-14 2014-15 2015-16
TN 1.9 0.8 0.1 (0.2) 0.2
En route 0.0 0.0 0.0 0.0 0.0
ARFF 7.8 8.6 6.6 5.1 2.5
Weighted average (nominal) 1.8 1.6 1.0 0.8 0.5
Weighted average (real) (2.0 (1.4) (2.0) (2.2) (2.5)

Source Airservices AustraliaDraft price notification March 2011, p. 4.

Table 2.2: Summary of Airservices’ proposed changes charging arrangements

Service Current charging arrangements Proposed charging arrangements
TN = Levied on IFR and VFR full = As per current charging
stop landings and practice arrangements
instrument approaches Plus:
u Based on aircraft Welght . We|ght Capping for |arge
(MTOW) aircraft
= Capital city basin pricing = Average MTOW of aircraft if >
= Price capping at GA and 15.1t
regional locations = Price capping across all
locations
En route = Levied on IFR flights only = As per current charging
* Based on aircraft weight arrangements
(MTOW) and distance flown | Plus:
= Weight capping for large
aircraft
= Average MTOW of aircraft if >
15.1t




Service Current charging arrangements Proposed charging arrangements

ARFF = Applies to aircraft with MTOW | =  As per current charging
> 15.1t or “target” aircraft with arrangements
MTOW between 5.7t and 15.11 p|ys:

= Levied on full stop landings and«  \Weight capping for large
practice instrument approache$  gjrcraft

= Based on aircraft weight = Average MTOW of aircraft if >
(MTOW) and aircraft ARFF 15.1t
category = Call-out charge for non-aviation
false alarms
General » Charges under standard contract Cessation of LAO
Aviation or light aircraft option (LAO) |« simplification of charging

= Free access for low volume
general aviation users

= Fixed price option available

Source Airservices AustraliaDraft price notification March 2011, p. 16.

Airservices stated that, to balance the risks aatamtwith a long-term pricing
approach, its price proposal includes risk shainnglation to three major factors:
flight activity; capital expenditure; and regulatahange. Airservices state that these
risk sharing arrangements are intended to reducessie over- or under-recovery of
costs, hold Airservices accountable for deliverpgropriate capital investment, and
make provision for cost changes associated witreatly unknown regulatory
changes.

3 The ACCC's role in the regulation of Airservices
Australia

The provision of TN, en route and ARFF servicedAbgervices are declared to be
notified services under section 95X of thempetition and Consumer Act 2010
(CCA).* The relevant declaration, Declaration no. 66yalable on the ACCC'’s
website atwww.accc.gov.au/aviation

3.1 The ACCC is responsible for assessing Airservic  es Australia’s
price notifications

A declared firm cannot raise the price of declasex/ices beyond its peak price of the
previous 12 months unless it first notifies the ATGf a proposed price increase and
the terms and conditions of supply. Following thegement of the price notification,

Airservices AustraliaDraft price notification March 2011, p. 4.

The declaration originally had effect under smt1 of thePrices Surveillance Act 1988S Act).
On 1 March 2004, the PS Act was repealed and tblamd¢ion was taken to have effect under
Part VIIA of theTrade Practices Act 197@PA). On 1 January 2011, the TPA was renamed the
Competition and Consumer Act 2010

° Www.accc.gov.au/aviation Airservices Australia > Declaration No. 66.




there is a price-freeze period of 21 days. The AGC@en responsible for assessing
the proposed price increase.

The price-freeze period ceases when:
= the ACCC advises it does not object to the proppsieg increase
» the declared firm agrees to implement a lower psjpecified by the ACCT
= the prescribed period — initially 21 days — exgires

The ACCC has the option of recommending an inquarhe minister if the outcome of
the procedure is perceived to be unsatisfactory.

As set out in section 95ZB of the CCA, there isapplicable period’ of initially
21 days within which the ACCC is to make its assesd, starting on the day on which
the formal price notification is lodged.

However, price notifications are often complex. fifere, the ACCC suggests that a
declared firm submit a draft price notification fmnsideration prior to lodgement of a
formal price notification. This provides the deedifirm and the ACCC with sufficient
opportunity to consult with each other (and othemtips where appropriate) to consider
all relevant issues involved in the price propoaat] to ensure that all information
requirements supporting the proposal are satisfied.

Although a declared firm is only required undertRAtA of the CCA to submit a
proposed price in its price notifications, the ACB4&s encouraged Airservices to also
include future price paths (see section 6.1), witichnsiders to be relevant in its
assessment of the price notification against tlevaat criteria in the CCA (see
section 3.2).

Where a declared firm first submits a price nadifion that includes a long-term price
path, the ACCC will conduct a detailed assessmgthteosubstance of the proposed
prices over the full period covered by the pricthpdhe ACCC will then make a
decision on the proposed prices covering the yesarr of the period. The declared firm
will be required to submit locality notices for &éaaf the subsequent years covered by
the price path. For those subsequent years, theCAG&Y consider it appropriate to
conduct a short-form assessment process.

A detailed outline of the ACCC's suggested prodessll price notifications,
including a discussion of short-form assessmestspmntained in the ACCC'’s

® In circumstances where the ACCC has given a respootice under subsection 95Z(6)(c) of the

CCA the price- freeze period is extended by 14 days

Pursuant to subsection 95ZB(2) of the CCA the 8Gfay specify a longer price-freeze period with
the consent of the person who gave the localiticeotn circumstances where the ACCC has given a
response notice under subsection 95Z(6)(c) thegeésialso extended by 14 days.
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Statement of regulatory approach to assessing pratgications(June 2009), which is
available on the ACCC'’s website atww.accc.gov.af

3.2  The statutory criteria for assessing price noti fications

In exercising its powers and performing its funetipsubsection 95G(7) of the CCA
requires the ACCC to have particular regard tonged to:

a) maintain investment and employment, including tifeience of profitability on
investment and employment

b) discourage a person who is in a position to subathninfluence a market for
goods or services from taking advantage of thatgeowsetting prices

c) discourage cost increases arising from increasesges and changes in conditions
of employment inconsistent with principles estdie@ by relevant industrial
tribunals.

The ACCC considers that the criteria in subsec®®@(7) will generally be met by
economically efficient prices that reflect:

= an efficient cost base
= areasonable rate of return on capital.

In addition to these factors, a price notificatioay raise other issues which are
relevant to the ACCC'’s assessment, such as theasibm of costs between declared
and non-declared services and the structure oéqric

The ACCC'’s approach to the interpretation of ttagory criteria and assessment of
price notifications is provided in appendix D. Maketailed information is included in
the ACCC’sStatement of regulatory approach to assessing prateications(June
2009), which is available on the ACCC’s websitenatawv.accc.gov.ad

4 Next steps in the process of assessment

The ACCC aims to release its final decision in 8eyder 2011 and is now seeking
comments on this preliminary view.

To facilitate an informed, transparent and robwasistiltation process, the ACCC
prefers that all submissions are publicly availaBlecordingly, submissions will be
treated as public documents and posted on the A€ @Ebsite, unless prior
arrangements are made with the ACCC to treat thenmsion, or portions of it, as
confidential.

www.accc.gov.aw For regulated industries > Multi-industry docuntseeand submissions >
Regulatory approach to price notifications.
www.accc.gov.aw For regulated industries > Multi-industry docurteeand submissions >
Regulatory approach to price notifications.




The ACCC will accept submissions by email (prefeyrer by post. If submissions are
provided in PDF format, parties are asked to atswigde a copy in Microsoft Word
format.

Submissions should be provided to the ACCC by COBroMonday 1 August 2011.

Submissions by email are preferred. They can betsesirport.group@accc.gov.au

Submissions can also be mailed to:

Mr Anthony Wing

General Manager—Transport and General Prices @lgrB8ranch
Australian Competition and Consumer Commission

GPO Box 520

MELBOURNE VIC 3001

If you have any questions about the process, antabaking a submission to the
ACCC, please contact Renée Coles on 03 9290 692&nd an email to:
airport.group@accc.gov.au

Following this consultation process, the ACCC wdhsider submissions received
before inviting Airservices to submit its formalg® notification. Following receipt of
a formal price notification, the ACCC has 21 daysvhich to release a final decision.




Part B: The ACCC’s assessment

The ACCC approaches its assessment of price radtdits drawing on the principles
of economic efficiency. This includes assessingientives of the firm to operate
efficiently. It also involves using a cost-basedding-block methodology to estimate
whether forecast prices reflect efficient costs.

The price increases in Airservices’ draft priceifincdtion are primarily driven by cost
increases—nboth capital and operating. It is theeefiondamental to the ACCC’s
assessment of this proposal that it understandsitleatives that Airservices faces to
operate efficiently. As a government-owned businasservices faces both financial
and non-financial incentives. Understanding thesentives allows judgements to be
made about the likely efficiency with which Airsees operates and invesBection 5
therefore discusses the efficiency of the cost batige context of incentives and risks.

Section 6assesses Airservices’ activity forecasts, whiehused to derive prices.

Section 7assesses Airservices’ costs and proposed reveimegpthe building-block
model. This discussion draws in the discussiomcémtives in section 5. The ACCC
has used the building-block model to assess thesahad revenue required to cover
the total costs of an efficient service. The regglirevenue under the building-block
model is calculated as the sum of operating costistn on capital, return of capital
(depreciation) and an allowance for tax. The bogdblock model provides a
framework for deriving the aggregate level of ravenwhich can then be translated
into individual prices using activity forecasts.

In Airservices’ draft price notification, pricesvyebeen developed on a number of
bases, including cost recovery, standard costipgrational efficiency and incentives
for using certain aircraft types. The structurg@es can have important implications
for the efficient use of and investment in servicdss is discussed isection 8

5 Efficiency of the cost base: incentives and risks

As discussed above, the ACCC is interested in thegsses that provide Airservices
with an incentive to operate efficiently. Idealéyfirm will have both internal and
external processes that provide non-financial itices. This is important for
establishing the efficiency of Airservices’ cossbalt is also important for the ACCC
to understand the risks that Airservices bearschvhas a direct effect on its financial
incentives in the form of return on capital.

Therefore, in assessing Airservices’ draft pricéfivation, the ACCC has considered
the extent to which the following aspects of thafdprice notification provide
information about Airservices’ risks and incentifesefficiency:

= |ong-term pricing agreement (section 5.1)

= risk-sharing arrangements (section 5.2)

= performance measurement and monitoring tools (Ee&ti3)




= internal incentives for efficiency (section 5.4)
= formal consultation mechanisms (section 5.5)
= international benchmarking (section 5.6).

Section 5.7 provides a summary of the ACCC’s assestof these aspects.

5.1 Long-term pricing agreement

The ACCC favours the development of a long-termipg agreement (LTPA), in
consultation with its users, in preference to atstesm rate of return approach to
seeking a review of prices. The ACCC considerstthiatapproach can provide an
incentive for a declared firm to reduce its costd mcrease productivity beyond the
pre-determined level. Long-term pricing agreemeatsalso provide some certainty to
users regarding the timing and size of expectagrduprice rises’

5.1.1 Airservices’ position on long-term pricing ag reement

Airservices submitted a five-year draft price noation, which is intended to cover the
period 2011-12 to 2015-16, based on the applicatidhe building-block model.
Airservices stated that its draft price notificatmas consistent with the ACCC'’s
favoured long-term approach to pricitig.

Airservices submitted that the price proposal mithvide industry with pricing
certainty over a reasonable period of time. Airggs noted in its draft price
notification that it has consulted extensively witdustry since its 2004-05 LTPA and
stated that industry has identified the 2004-05 AR being ‘largely successful in
providing certainty’ over pricing?

Further, Airservices stated that the LTPA will pratex productive efficiency by
creating incentives for Airservices to achieve elgher cost reductions than forecast
as its prices will not immediately be reduced ® lhwer level of costs®

5.1.2 Views of interested parties on long-term pric  ing agreement

The ACCC sought comment from interested partietherappropriateness of the
LTPA.

In general, stakeholders indicated general sugpothe five-year price period as it
provides industry with an appropriate level of praertainty. However, several
stakeholders submitted that the pricing period adm¢gprovide Airservices with
appropriate incentives to achieve greater costatezhs, or that the efficiency targets it

ACCC, Statement of regulatory approach to assessing pratdications June 2009.
Airservices AustraliaDraft price notification March 2011, pp. 28-29.

Airservices AustraliaDraft price notification March 2011, p. 8.

Airservices AustraliaDraft price notification March 2011, p. 29.




does contain are not challenging enough (for examplTA, Cathay Pacific, RAAA,
Virgin Australia Group of Airlines (VAA), Qantas,ARA).

Air New Zealand stated that the five-year periodl priovide Airservices with
incentives to achieve efficiency.

Qantas argued that there was an incentive for Aises to be conservative with
activity forecasts and include costs of all pot@nrojects or services in the capital
expenditure profile as well as a contingency bufidercosts.

BARA stated that the period is unlikely to have amgyaningful incentives for
Airservices to achieve cost reductions because ofdke cost increases at domestic
and general aviation airports are funded througlrggs at major international airports.

VAA also questioned Airservices’ ability to delivadarge program of capital works
given the 10 per cent over-run on the TAAATS iritia (representing $20 million).

5.1.3 ACCC's views on long-term pricing agreement

The ACCC welcomes Airservices’ long-term approacpricing and notes
stakeholders’ general support for the LTPA.

The ACCC considers that this approach provides smertainty to users regarding the
timing and size of expected future price risesoAls comparison to short-term
approaches, it exposes Airservices to more ristceted with the management of
costs, as well as risk associated with the vartglwf activity over a number of years.
Exposure to such risk is an important disciplinexamagement decisions over the
timing and extent of new investment. Risk-sharimgr@gements are discussed further
in section 5.2. Establishing a LTPA also provid#siimation that can be used for
future benchmarking of performance.

However, the ACCC also notes concerns raised img&sbons that the LTPA could
provide Airservices with an incentive to overestieneosts, which are used to support
its case for price increases.

The ACCC acknowledges that, in establishing LTRAB:m may seek to overestimate
costs and, therefore, seek higher price rises. Mewéhe ACCC considers that such
outcomes can be partly mitigated by ensuring thextet are additional processes in
place which act as an incentive on the firm to afgeefficiently. The remainder of
section 5 discusses in greater detail these additmrocesses. Of particular relevance
to this point, the ACCC notes that the risk-shaangngements embodied in
Airservices’ draft price notification (see sect®r2) provide a mechanism for returning
funds to users where capital expenditure costs haga overestimated in the LTPA.
Although, the ACCC considers that there is scopé\fservices to further develop

this mechanism to provide incentives to managesamsia project-by-project basis.

On balance, the ACCC remains of the view that theeesignificant benefits in
establishing a LTPA. Consistent with the ACCStatement of regulatory approach to
assessing price notificationthe ACCC endorses Airservices’ approach to subgia
five-year price proposal. The ACCC notes that,ea®st in the legislative framework
(section 3.1), Airservices will be required to subto the ACCC annual locality




notices corresponding to price increases for eaehn govered by the five-year price
proposal.

5.2  Risk-sharing arrangements

There are a number of risks that are inherenttabéishing a LTPA, which include:
= changes in activity from forecasting errors ancdouedeeable exogenous shocks
= the risk of under- and over-runs in operating casis capital expenditure

= technological obsolescence risks, such as the aptiming uptake of new
technology

= the risk of changes to government regulation.

It is generally desirable for such risks to be ledoy the party that can most efficiently
manage those riskS.

Incorporating explicit risk-sharing arrangementsibTPA can provide transparency to
the level of risk borne by each of the parties. ACC notes that this informs its
consideration of the reasonableness of the ratetwfn on capital that a declared firm
is seeking. Further, by setting clear expectatadysut the response to a risk-sharing
event, the arrangements can provide non-finanaearitives for a firm to operate
efficiently.

5.2.1 How do the risk-sharing arrangements work?

Airservices’ risk-sharing arrangements provide @cpss for a review of prices where
there are significant differences in flight actitapital expenditure, regulatory change
and new services from those expected in its pradication. More specifically,
Airservices is expected to return earnings to austs where activity is higher, or costs
lower, than expected. The ACCC notes that, in fhpsite case, any proposal by
Airservices to increase prices is required to hi#iad to, and assessed by, the ACCC
(see the legislative framework in section 3).

The following provides a summary of the currenk4gtaring arrangements:

= Activity—where differences in flight activity reduh a variance of more than a
specified threshold (i.e. 5 per cent) from proposaenue, a risk-sharing event
is triggered. This event results in either a rebateustomers for the revenue
above the threshold, or provide an opportunityetpnice services (subject to
ACCC review) if revenues fall by more than the diveld.

= Short-falls in capital expenditure—a risk-sharinvgmt is triggered where
capital expenditure does not meet an agreed thicegbe 80 per cent of
expected capital expenditure). This event resnltsriebate to customers.

14 Accc, Airservices Australia draft price notification; Isss paperApril 2011, p. 14.
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= Regulatory change—where changes in regulationtrgsuhanges in costs (i.e.
new or increased levels of service), a risk-shaevent is triggered. Where new
or increased levels of service were expected azidded in the price
notification, but do not eventuate due to changeggulation, funds are
returned to industry. Where regulations require nemcreased levels of
service that were not expected, then Airservicessegk to increase prices to
cover costs (subject to ACCC review).

5.2.2 ACCC'’s previous decisions on risk-sharing arr ~ angements

In its assessment of Airservices’ 2004-05 LTPA,A@CC noted that it was unclear as
to whether Airservices was taking on any additideaé! of risk than it otherwise
would have under a short-term pricing arrangement.

This was because the risk-sharing arrangementsdaietbm Airservices’ price
notification were not prescriptive, but rather tmbéd a number of trigger points, the
meeting of which obliges Airservices to consulthwindustry on the best means of
dealing with the impact of the event. The consigtaprocess could result in one of a
number of possible responses. For example, Airsesuinay absorb reductions in
revenue arising from a reduction in activity, omiight seek to increase prices.
Therefore, it was unclear in practice what the ltegyisharing of risks would be.

The ACCC also noted that there could be merit irsévices and particular airports
entering into individual risk-sharing arrangemewtsports which would be most
likely to benefit from this type of arrangement #re smaller regional airports where
significant change in activity is expected.

5.2.3 Airservices’ position on risk-sharing arrange ments

Airservices stated that, whilst a LTPA providescprcertainty, risk-sharing
arrangements are important in mitigating some efriék to itself and its users inherent
in estimating costs and flight activity volumes pi@nger periods>

To mitigate some of the risk, Airservices noted itedraft price notification
incorporates a continuation of the risk-sharingagements between Airservices and
its users, with some proposed amendments to tgetrmechanisms for a review of
pricing. Table 5.1 summarises Airservices’ propassktsharing arrangements.

Table 5.1: Airservices’ proposed trigger mechanismgor a review of pricing under
its risk-sharing arrangements

Current trigger mechanism Proposed trigger mechanism

Where flight activity volumes result in
surpluses or deficits that exceed 5 per cent|dlo change proposed.
the proposed revenues.

Where shortfalls in capital expenditure are | Where shortfalls in capital expenditure are
either less thaB0 per centof agreed either less thal0 per centof agreed

15 Airservices AustraliaDraft price notification March 2011, p. 16.
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Current trigger mechanism

Proposed trigger mechanism

expenditure in a single year, or less than | expenditure in a single year, or less than

25 per centof agreed capital expenditure on 40 per centof agreed capital expenditure on a

cumulative basis. cumulative basis.

Where regulatory chqnges Iead to operating No change proposed.

cost changes or require new investment.
The introduction of new services to have a
three month grace period from the services
commencement date before charging begins.
Prices for new services will then be reviewed
after 12 months to determine whether there
has been a significant change in flight activity
volumes.

In relation to its proposed amendment to the triggechanism for shortfalls in capital

expenditure, Airservices provided a sum

mary ofrdsallting trigger points in its draft

price notification, which has been reproduced bleg®.2.

Table 5.2: Risk-sharing trigger points for shortfals in capital expenditure

2011-12

Capital expenditure

2012-13 2013-14 2014-15 2015-16

Annual capital expenditure 206 187 194 186 185
proposed
20% annual risk threshold 185 168 174 168 166
Cumulative capital expenditure 206 392 586 773 958
proposed
10% cumulative risk threshold n/a 353 528 695 862

Source Airservices AustraliaDraft price notification March 2011, p. 50.

Airservices submitted that its risk-sharing arrangats recognise that, where it faces
higher or lower costs as a result of an unexpedtaage in a key factor impacting on
costs, then the costs or benefits of such charigrddbe shared with Airservices’
customers. Airservices noted that, where a chamgfeesse factors falls below certain
thresholds, or there is a change in other factbes) Airservices will bear the full
impact of those changes in its bottom line.

Airservices submitted that the risk-sharing arrangets provide an incentive for it to
seek to minimise any resulting upward impact orica3nly where there is a change in
one of the risk-sharing factors that is so largeodse unreasonable to expect
Airservices to be able to absorb the change oaio g windfall reward from the
change is a risk-sharing event triggeted.

Further, Airservices noted the asymmetric naturénefrisk-sharing arrangements. In
particular, Airservices stated that it returns @ags to its customers where activity is

16 Airservices AustraliaDraft price notification March 2011, p. 37.
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higher, or costs lower, than expected but thaetieno agreed mechanism for how
Airservices could be compensated in the reverseasite Airservices regarded it as
unlikely that it would be able to secure highecgsi in this scenarig.

5.2.4 Views of interested parties on risk-sharinga  rrangements

The ACCC sought comment from interested partietherappropriateness of the risk-
sharing arrangements, particularly relating tottlggger mechanisms for review of
pricing. The ACCC also sought to understand therexb which Airservices’
proposed changes to the risk-sharing arrangememikiwesult in an increase or a
decrease in the risks borne by Airservices andsiess.

Submissions from interested parties generally esgme support for the risk-sharing
arrangements, although some submissions raise@renthat the trigger mechanisms
still provide Airservices with little incentive tightly control capital expenditure.

Cathay Pacific Airways, Air New Zealand, RAAA anéRall stated their support for
Airservices’ proposed risk sharing arrangements.

IATA stated that it supported Airservices’ risk sing arrangements. However, IATA
noted in relation to revenue risk sharing that:

Airservices only bears the full risk when traffiewlates with the bands (from -5 per cent to

5 per cent). Airservices bears no risk outside bhisd as a price review will be triggered. Such
arrangement significantly reduces Airservices’ alldrusiness risk, and therefore should also
be reflected through a reduced cost of caﬂ)?tal.

Gold Coast Airport submitted that it would likeknow how, if any over-recovery
occurs, it would be distributed so that Gold Caegport customers benefit.

BARA submitted that it ‘does not object to Airseres’ proposed trigger mechanisms
for capital expenditure and regulatory changes’tbat it does object to Airservices
‘increasing the prices of TN and ARFF services ajaminternational airports in
response to traffic downturn®¥ On this point, BARA submitted that it is difficttih
accept any price increases on international agloh@ing an unplanned downturn when
they are still likely to be over paying for thewees they use at current prices. In
addition, BARA stated that it does not support Aixsces providing grace periods for
new services because providing grace periods ee$to domestic airlines when
international airlines continue to be heavily ovenged is unjustified.

VAA agreed with risk sharing in relation to fligattivity volumes but did not support
increases in price where volumes are lower tharateeast as the risk should be borne
by Airservices. In relation to capital expendituisk sharing, VAA submitted that it
would be beneficial to have sight of major businesses before sign-off and also to
receive financial statements.

17
18

Airservices AustraliaDraft price notification March 2011, p. 49.

International Air Transport Associatio®ATA submission in response to the ACCC issuesrpape
Airservices Australia’s draft price notificatipd0 May 2011, p. 12.

Board of Airline Representatives of Australia.liResponse to ACCC Airservices Australia draft
price notification issues papekay 2011, p. 13.
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The Qantas Group submitted that the risk sharirapngements need further review as
it is still ineffective at preventing prefundingadsharing risk. The Qantas Group stated
that the arrangements are ‘somewhat one sided@ndtceffectively share the risk for
activity and capital expenditure’ and ‘may alsovdrundesirable conservative cost and
activity forecasts’. The Qantas Group stated thatcurrent structure provides little
incentive for Airservices to tightly control cagixpenditure and provides little
disincentive for warehousing of assets in ordeetxh capital spend targets.

5.2.5 ACCC'’s views on risk-sharing arrangements

The ACCC welcomes Airservices’ continuing commitinnits risk-sharing
arrangements. In particular, the ACCC notes ttekettolders generally expressed
support for the continuation of these arrangemé#asvever, in light of the proposed
amendments to the trigger mechanisms for capifaediture and new services (see
table 5.1), the ACCC considers it important to usténd whether Airservices’
incentives to operate efficiently and level of risight have changed. As previously
discussed, the incentive to operate efficientielsvant to the ACCC'’s consideration
of the efficiency of Airservices’ cost base, whihe level of risk is relevant to the
return on capital discussion in section 7.4 of gaper.

Activity and regulatory changes risk-sharing arraegqents

Airservices did not propose any change to its egsactivity or regulatory changes
risk-sharing arrangements. The ACCC also notegbtdlers’ general support for
these arrangements.

The ACCC notes that, unlike the risk-sharing aresmgnts in relation to capital
expenditure (see below), these risk-sharing arraegés do not specifically provide
Airservices with an incentive to operate efficigntRather, these arrangements provide
an avenue for Airservices to consult with its usershe best means of dealing with the
impact of the event. As discussed in section 5tAconsultation process could result
in one of a number of possible responses. Thergtdseunclear in practice what the
resulting sharing of risks would be.

The ACCC considers that, because there has beenmamge to the arrangements,
Airservices has not taken on additional level skiin its draft price notification in
relation to its activity and regulatory change&-sbaring arrangements. This is
relevant to the return on capital discussion iisec/.4. The ACCC remains of the
view discussed in section 5.2.1 that there may éetimm Airservices and particular
airports entering into individual risk-sharing argements. This is relevant to the
activity forecasts discussed in section 6.

Trigger mechanism for shortfalls in capital expertdre

Airservices submitted that the proposed triggertmacsm for shortfalls in capital
expenditure is designed to hold Airservices accaiistfor delivering appropriate
capital investment. The ACCC considers that thesdlaee questions in relation to
Airservices’ risk and incentives for efficiency, wh are outline below.
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The first question is: does the trigger mechanisavide an incentive for Airservices to
undertake prudent investment?

The ACCC notes that the trigger mechanism for $hitstin capital expenditure does
not take into consideration of the extent to whiuh capital expenditure undertaken
meets the expected outcomes of the projects agpeeith users. For example,
although the dollar amount of capital expenditurghthmeet expected levels, the
appropriateness (such as quality and functionatitylne capital expenditure
undertaken is not considered under this triggersu#ah, the ACCC considers that the
trigger mechanism for shortfalls in capital expémad does not, of itself, provide an
incentive for Airservices’ to undertake prudentestment. The prudency of
Airservices’ capital expenditure is further consatein other parts of section 5,
particularly in relation to consultation on capkaipenditure in section 5.5.

The second relevant question is: does the triggeehranism provide an incentive for
Airservices to manage the risk of cost over-rung efficiently undertake investment?

The ACCC notes that the trigger mechanism for $hitstin capital expenditure
provides some incentive for Airservices to mandngerisk of cost over-runs because
Airservices is expected to absorb, in the shortitehe impact where actual total
expenditure is greater than projected until inigiposition to seek price increases to
cover costs (i.e. at the establishment of a newA)TP

For example, as illustrated in table 5.2, a risrsig event would be triggered in
2012-13 under the proposed arrangements if topalat@xpenditure for the period was
less than 80 per cent of Airservices proposed lefvedpital expenditure of

$187 million—that is, where capital expendituréeiss than $168 million. If this
occurs, Airservices is expected to consult withustdy on the best means of dealing
with the impact of the event. Airservices submittieal it returns earnings to its users
in this scenario.

In the opposite scenario, where capital expendituneore than proposed in
Airservices’ draft price notification, the risk-sivag arrangements do not provide an
agreed-upon mechanism for review. On this poir AGECC notes that any proposal
by Airservices to increase prices is required tobified to, and assessed by, the
ACCC (see the legislative framework in section 3).

However, the ACCC also notes that the trigger meisina for shortfalls in capital
expenditure relates to total capital expenditure @mes not consider capital
expenditure on a project-by-project basis. Thegeftire arrangements do not of
themselves provide Airservices with an incentiven@nage the risk of cost over-runs
on individual projects. Indeed, stakeholders raismtcerns that the arrangements
provide little incentive for Airservices to tightbontrol its capital expenditure.

Further, the arrangements could provide an inceritivdelay delivery of individual
capital projects. For example, in the event thatatiual costs associated with an
individual project were significantly higher tharopected, Airservices could seek to
delay capital expenditure on another project. Wosld not result in a risk-sharing
event being triggered if Airservices total capaapenditure for the relevant period was
above the trigger point. The ACCC does, howeveggaise that Airservices’
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discretion to delay the delivery of projects migktlimited by directions from CASA
or the Minister.

The ACCC considers that, in order to provide appabg incentives, there needs to be
sufficient transparency and accountability by Aivsees to its stakeholders for
delivering on individual projects. As discusseaattions 5.3 and 5.5, this includes
providing stakeholders with regular delivery statpslates on its capital expenditure
program on project-by-project basis for projecterd®10 million. This should also
include a comparison of projected costs versusahctsts, which the ACCC notes is
also relevant to Airservices’ reconciliation of @gening asset base for future price
notifications (see section 7.2).

The third question is: does the change in threskaldes result in any change to the
level of risk borne by Airservices?

Based on the projected capital expenditure in Anwses’ 2004-05 price notification
($542 million) and its current draft price notiftean ($958 million), the ACCC has
undertaken a comparison of the implied capital agare trigger points.

Table 5.3: ACCC'’s analysis of the change in impliedapital expenditure trigger
point ($million)

Current trigger Implied trigger Proposed trigger Implied trigger
mechanism point in 2004-05 mechanism point in 2011-12
price notification price notification
Where shortfalls in Where shortfalls in
capital expenditure 271 capital expenditure 192
are less thab0 per are less tha0 per
centin a single year centin a single year
Where shortfalls are Where shortfalls are
less thar?5 per cent less tharlO per cent
) 136 . 96
on a cumulative on a cumulative
basis basis

As illustrated in table 5.3, although the proposegyer mechanism results in a
decrease in the implied trigger point for a rev@wpricing, a significant shortfall in
capital expenditure would still need to occur beftire trigger point was met. In fact,
Airservices confidentially provided the ACCC wittdational information in relation
to its capital expenditure program. This informatindicated that, in general, non-
delivery on individual and, indeed, multiple prdgwould not result in either the
single year or cumulative trigger point being resth

As a result, the extent to which the proposed ammemts may have increased the level
of risk borne by Airservices is not clear. Howeuwbee ACCC considers that any
increase is unlikely to result in a significant nbe to level of risk borne by Airservices
compared to its operations in 2004-05. This isviaaté to the rate of return on capital
discussion in section 7.4.
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Grace period for new services and a twelve monthiew

Airservices submitted that the introduction a thmeenth grace period before charging
begins for new services would enable volumes tadsessed to ensure that prices
reflect unit costs.

The ACCC recognises stakeholders’ general suppothé introduction of a grace
period for new services. However, the ACCC considleat the effect of this grace
period is to simply delay the beginning of Airsees’ recovery of costs. In particular,
Airservices is still expected to recover its tatasts for providing the services. As
discussed in section 8.5, the ACCC considers Heatitning of recovery of costs is a
matter of equity between Airservices and its cugi@mather than a consideration of
economic efficiency.

The ACCC also notes stakeholders’ general suppothe inclusion of a review of
activity levels and pricing after twelve months.wver, the ACCC considers that this
has similar effect to the existing activity riskasimg trigger.

Therefore, the ACCC does not consider that Aireewihas taken on additional level
of risk as a result of its proposed introductiora@frace period for new services and a
twelve month review. This is relevant to the rateeturn on capital discussion in
section 7.4.

5.3 Performance measurement and monitoring

Incorporating explicit performance measurementmoditoring tools provide
transparency and accountability to stakeholdersnieeting efficient operating targets.

5.3.1 ACCC's previous decisions on performance meas  urement and
monitoring

In its assessment of Airservices’ 2004-05 LTPA,A@CC noted its concern with the
lack of formal efficiency targets and incentive magisms that would encourage it to
reduce costs, and considered that Airservices doulder develop this aspect of its
pricing in future proposals.

Although, as discussed in section 5.1, the ACCG atded that taking a long-term
approach to pricing would provide incentive prosrfor reductions in operating
expenses as well as providing a benchmark agaimstvAirservices’ customers could
assess its performance over the period of the agnee

5.3.2 Airservices’ position on performance measurem ent and monitoring

Airservices stated that it has developed a Seritester (the Charter) that is aimed at
improving the measurement and monitoring of itéqgrerance’® Appendix 3 to the

draft price notification contains the measuremeatrios included in the Charter, such
as key performance indicators (KPIs) and targesing to safety, cost-effectiveness,

2 Airservices AustraliaDraft price notification March 2011, p. 17.
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capacity, flight efficiency, ARFF availability am®RFF response. It also includes
details of the methodology for measurenvént.

Airservices submitted that through the Chartese#ks to engage stakeholders in a
common understanding and agreement of currentwncefservice delivery
requirements? Airservices submitted that the Charter will alsovide a tool for
reporting on capital works to industry on a quaytbasis. Project reports will provide
financial performance analysis as well as discussikey milestones and risks.
Airservices noted that performance indicators agréed performance baselines will
track project benefits over tinf.

Airservices submitted that the Charter is a worgrogress and will be reviewed
annually as more data becomes available and thar&etter understanding of the
connection between performance measures and aetwate quality”

5.3.3 Views of interested parties on performance me  asurement and monitoring

Stakeholders welcomed the establishment of thet@havith some qualifications and
suggestions regarding its continued development.

Stakeholders expressed concerns that the Chagteotidrive or measure internal
efficiency gains (for example, IATA, Rex), althougdtognised that the Charter was in
its early stages of implementation and the KPIsswerder development.

Qantas supported the Charter and welcomed the typytyrto develop measures and
systems within the Charter to drive improved bussngehaviours and performance.
Qantas considered that an appropriate way to doatbuld be to manage and monitor
expenditure collaboratively at the Pricing CongiuaCommittee (PCC) meetings.

5.3.4 ACCC's views on performance measurementand m  onitoring

The ACCC welcomes Airservices’ development of tteau@er, which it considers to be
a positive addition to Airservices’ consultatiompesses. Indeed, the ACCC notes
stakeholders’ general support for the establishroktite Charter.

The ACCC notes that the Charter is intended to redh@irservices’ consultation with
stakeholders regarding desired levels of servitigatyg, which in turn should assist in
guiding capital investment decisions as the Chastarrther developed and
implemented. In addition, the Charter will be arportant accountability tool to ensure
that any cost savings achieved are not at the eepeiquality of service to users.

Further, the ACCC notes that Airservices’ quarteelyorts against the KPIs in the
Charter incorporates a delivery status updatesocapital expenditure program on
project-by-project basis. This includes a comparisbprojected costs versus actual
costs. The ACCC welcomes this inclusion, and carsithis a positive step towards

Airservices AustraliaDraft price notification March 2011, p.75.
Airservices AustraliaDraft price notification March 2011, p. 17.
Airservices AustraliaResponse to ACCC'’s additional information requd$tMay 2011, p. 5.
Airservices AustraliaDraft price notification March 2011, p. 17.




improving Airservices’ transparency and accounthbiT his is also relevant to the
consultation with users discussion in section 5.5.

The ACCC notes that the Charter is still in devalept and considers that there is sdill
scope to strengthen the accountability for Airsegsi to meet the KPIs included in the
Charter. In particular, where KPIs are not metreheeeds to be clear guidelines as to
what Airservices’ resulting response should be hSuesponse could include any
financial consequences for Airservices not meetimggreed number of KPIs within a
period.

The ACCC also notes stakeholders’ comments regattimlack of KPIs relating to
the efficiency or productivity of Airservices’ orons. The ACCC would encourage
Airservices to further develop these KPIs in itsa@ér in consultation with its users.

5.4 Internal drivers of efficiency

Internal drivers of efficiency encompass the inoes for, and accountability of, staff
and decision makers within the firm. These mayudel

= arobust performance management system incorpgrapipropriate KPIs for
staff and managers, and effective rewards and psesdor accountability.

= budget processes and initiatives to drive costngpvi

= formal decision-making processes to drive proditgtiguch as internal targets
and benchmarking

= efficiency benchmarking and targets

= reporting requirements to shareholders..

5.4.1 ACCC'’s previous decisions on internal drivers of efficiency

In its assessment of Airservices’ 2004-05 LTPA,AGCC noted its concern with the
lack of formal efficiency targets and incentive magisms that would encourage it to
reduce costs, and considered that Airservices doulder develop this aspect of its
pricing in future proposals.

5.4.2 Airservices’ position on internal drivers of efficiency

Airservices submitted that it had in place mechasishat provide transparency and
accountability, and drive efficiency within the Imesss, including:

= performance management, rewards and accountabiiitiestaff and managers
» budget processes and initiatives

= capital works decision-making and project delivprgcesses.
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Airservices stated that it had made efficiency gaand improved productivity in a
number of areas.

Performance management and incentives for efficignc

Airservices provided additional information to tARECC on its performance
management system for staff and managers, andlokd¢row this was aligned to its
business planning.Airservices stated that individuals’ performanceoas a number
of objectives was tied to consideration for salagrements, and for senior managers
to levels of performance-based pay.

Budget process

Airservices provided additional information to tARECC regarding its budgeting
procesg? Airservices submitted that Groups within the basmare required to
establish and maintain cost optimisation prograomidéntify and capture business
efficiencies. Airservices stated that it had dedidébusiness improvement and
corporate efficiency cells.

Capital investment decision making processes

Airservices provided additional information to tRECC, which outlined the process
for the development and delivery of Airservicespital works?’

Airservices described the planning componentsso€apital Works Program, which
both identify corporate priorities, and map thereat and projected internal and
external strategic influences on Airservices toghert and long term investment
required to enable it to develop appropriate orgmtional and service capabilities.
Airservices submitted that the planning documend& lout five to 15 years and are
reviewed annually.

In additional information provided to the ACCC, gérvices described the formal
internal processes to be undertaken for approvedpital works, which included:

= Review and approval of the overall plan by the &ivices Board

= Investment Committee (members of Airservices Exeewdand CEO) monitors
the planning and delivery of all expenditure (bodéipital expenditure and
operating expenditure)

»= Implementation of its Standard Project Managemeeithigdology

= Project Governance Groups to support the decis@kimg process throughout
the life of the project, including appropriate r@wi

Airservices stated that from a consultative andritial accountability perspective, the
nature and value of the project triggers the le¥e¢he decision making authority
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required. Under Airservices’ delegation framewatiferent managers can endorse
varying levels of expenditure and the Board musioese expenditure over

$10 million. Civil works projects exceeding $15 loih must be endorsed by the
Federal Parliament’s Public Works Committee.

Airservices stated that it reports on capital wgyksformance to the Minister for
Infrastructure and Transport on a quarterly basis.

Areas where Airservices states it has achieveccadficy and made productivity gains

Airservices has provided in the draft price noéfion, and in response to information
requests by the ACCC, examples to support claitnastimproved its cost
effectiveness through continuous business impronenad efficiency initiatives, as
well as some improved productivity of capital asset

Airservices submitted that it has delivered reagreductions of 40 per cent since
2001. Airservices submitted that it has undertakbole-of-business cost reform. It
stated that it has made significant real decreiaseasit costs for each of the three major
services over the pricing period, despite upwaesgure on costs.

In the draft price notification, and in subsequadditional information as requested by
the ACCC, Airservices provided the following to popt its claims:

= Replacement of end-of life infrastructure has eedlslavings on forecast cost
increases from higher maintenance and obsolestleateould have occurred
if not replaced, and have provided additional cépaa supporting systems to
allow for the higher levels of traffic to be prosed more efficiently®

= Airservices submitted that growth in costs for oaél airways infrastructure
repairs and maintenance have averaged 1.6 pepeeahnum over the last six
years, which it stated, represents a real saviregdoper cent?

= ARFF training reform has provided savings of 18 gat in training costs since
2006 and savings in foam usage of nearly 35 per deapite the introduction
of four new fire service¥.

= Modernisation of ARFF vehicle fleet: unit fire vela repair costs have
remained constant since 2006, providing real savaid.6 per cent.

= To improve efficiency Airservices noted it had aicgd a new rostering tool
which will enable it to better utilise staff resoas?”

= Improvements to ATC resource management capafilityncrease ATC
flexibility and efficiency by allowing each conttet to be authorised to

Airservices AustraliaResponse to ACCC's additional information requ&gtMay 2011,
Airservices AustraliaResponse to ACCC'’s additional information requ&gtMay 2011,
Airservices AustraliaResponse to ACCC's additional information requ&gtMay 2011,
Airservices AustraliaResponse to ACCC's additional information requ&gtMay 2011,
Airservices AustraliaDraft price notification March 2011, p. 35.
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perform the ATC function across more operating iads or controller
positions®

5.4.3 Views of interested parties on internal drive  rs of efficiency

Stakeholders’ concerns regarding internal processedficiency have been
encapsulated to some extent in broader conceratsniggko lack of transparency
(through consultation), lack of formal or expliefficiency targets and appropriate
benchmarks, as noted in more detail above.

IATA considered that a correct understanding of #dikgervices performed against
targets in previous agreements should be providdd did not believe that the
operating costs proposals represented any effigiengrovements. It proposed that
Airservices keep its operating costs consistenh@minal terms) throughout the period
if it is not able to agree on a relevant benchnmayknethodology with stakeholders.

BARA submitted that Airservices had ‘made littlend effort to improve the level of
transparency over its operating costs or [to] itigage the possibility of introducing
formal efficiency targets™ As a result, BARA stated it was not in a positiorprovide
meaningful input into the ACCC’s assessment of &iges’ operating costs.

5.4.4 ACCC's views on internal drivers of efficienc vy

In its draft price notification, and additional anmation to the ACCC, Airservices has
provided details regarding performance managenrehtrecentives for staff and
management, budget processes, decision makinggsexéor capital investment, and
other initiatives to bring about efficiency gains.

The ACCC has reviewed this information and is fiatisthat Airservices has in place a
performance management framework for employees;hwikisupported by system of
financial rewards and accountabilities for perfonce In addition, the ACCC is
satisfied that Airservices has appropriate budgaetgsses and decision-making
processes in place for capital investment decisibhe ACCC considers these to be
appropriate formal checks and balances to hav&asepvithin the organisation.
However, the ACCC notes that it has relied on thece of Airservices’ staff in

relation to how robustly those formal processesrapgemented.

The ACCC notes stakeholders concerns regardingitiahility to make an assessment
of the efficiency of Airservices’ cost base, anticg#ncy of operating costs. As noted
above, the ACCC has in past decisions consideggdiinservices could go further to
develop formal incentives for efficiency. These Iddoe in the form of internal
benchmarking and explicit efficiency targets.

In its 2004-05 assessment, the ACCC consideredtibdtTPA would provide a
benchmark against which its customers could agsessrvices’ performance over the
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period of the agreement. Internal benchmarking deulable a reasonableness check
on growth of costs through observation of patténrsosts, expenditures, prices,
capacity and activity over time. This exercise stiquovide continuous information,
including between the end of a formal price agregraad subsequent ACCC
assessment of any proposed price increases.

Internal benchmarking would not in itself, howev@amvide an insight into the level of
efficiency at which Airservices operates or investse ACCC noted in 2004-05 that
the introduction of the long term pricing agreemepresented the first steps towards
introducing a formal incentive to reduce costs kakimg transparent cost estimates for
the following five years.

At that time, the ACCC encouraged Airservices tostder introducing initiatives such
as a CPI-X price cap in future long term pricinggwsals” The CPI-X model can be
effective in driving efficiencies and providing heck on the growth of a firm’s
operating costs. The ACCC remains of the view tihatte is scope for Airservices to
build explicit efficiency targets into the LTPA pés, which may include the
implementation of CPI-X.

The ACCC is also mindful that such efficiency tasg®f themselves, will not provide
incentives for prudent and efficient capital expeure.

55 Consultation with users

As discussed in section 5.1, there is an inceriitivéirms establishing LTPAs to
overestimate costs. The ACCC considers that Airsesvstakeholders are in a strong
position to advise whether or not Airservices’ pyeed capital expenditure is prudent
and efficient. Therefore, in considering Airsengtdraft price notification, it is
important for the ACCC to understand the extenwich Airservices’ proposed

capital expenditure has been consulted on witktétkeholders, as well as the extent to
which the proposal is supported by those parties.

Further, the ACCC is interested in understandimgpitocesses that Airservices has in
place for ongoing consultation with its stakehoédéormal mechanisms for
consultation with users play an important role iaoding ongoing transparency to,
and accountability for, Airservices’ performance.

5.5.1 ACCC's previous decisions on consultation wit h users

In its assessment of Airservices’ 2004-05 LTPA,A@CC encouraged Airservices to
increase the transparency and analytical rigoitsafecision-making associated with
its choice of capital expenditure projects. The A€bnsidered it was important for

Airservices to detail the consultative and decigimeking processes it had in place to
ensure the prudency and efficiency of capital egfare projects. Further, the ACCC

% Under a CPI-X price cap methodology, a reguldited may be permitted to increase its average
charges by the rate of inflation less a produgtieificiency factor ‘X’. The regulated firm is thable
to earn a higher rate of return if it reduces cbsisw the forecast rate of productivity growthe(tk
factor), while, in theory, users of the regulatedibess also benefit from the costs reductions from
expected productivity growth being passed on afidated in prices.

23



noted that stakeholders wanted to see how futwmiegaassociated with new capital
equipment were being reflected in Airservices’ isiicture.

5.5.2 Airservices’ position on consultation with us ers

Airservices submitted that it has conducted extensonsultation with stakeholders in
relation to both the price notification and othewsjpcts, and has taken into account
feedback from stakeholders in drafting the pricgfication.

Airservices published a version of its draft pnification via its website in
December 2010 and asked for industry feedback @pribposal by early February
20112 Airservices also established a public meeting mnogfor stakeholders at
various locations in January 20%1.

Airservices stated that it has provided stakehgsleeth sufficient information,
including comprehensive information packs on cagixpenditure, detailed forecast
operating costs by services and a detailed repppaating the activity forecasts.

Airservices submitted that the provision of infotioa was supported by regular PCC
meetings with representatives from major domesticragional carriers, international
airlines and associations, and general aviatiomabpes. Airservices stated that it had
made offers for its senior engineering and opemnagiaff to provide more detailed
briefings on individual projects in the capital exgliture program, however these
offers had not always been taken up by u¥ers.

Airservices stated that the PCC played an importaletin developing prices for the
current price proposal, and more recently has desmxli the core pricing inputs such as
the forward capital works program, Weighted Aver@gst of Capital (WACC),
forecast activity and costs for the price propdsal.

Airservices submitted that it had recently publgshige Charter (see section 5.3),
through which it seeks to engage stakeholdersconamon understanding and
agreement of current and future services deliveguirements. It submitted that the
Charter was developed in consultation with keyeitaiders in the PCE.

Further to the information contained in its draftp notification, Airservices provided
the ACCC with information in which it committed ppesenting summary business
cases for all projects greater than $10 milliotheoPCC. Airservices submitted that
this would provide industry with more oversight angut to its options analysis and
decision making-
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5.5.3 Views of interested parties on consultation w ith users

The ACCC sought comment on the effectiveness afekiices’ consultation processes
in its development of the draft price notificatidn.particular, the extent to which
Airservices has provided industry with sufficientarmation to make informed
comment on capital expenditure projects.

A number of stakeholders submitted that they watisfeed with Airservices’
consultation processes (for example, AOPA, Regi&naress and RAAA). Cathay
Pacific submitted that it was ‘satisfied with thechanical process’ but not necessarily
the outcome of the consultatiofs.

However, a number of submissions raised concerogtakirservices’ consultation
processes in relation to capital investment prejdat particular submissions raised
concerns about the timing and extent of consultadind Airservices’ accountability for
delivering on agreed projects. Further, a numbetaieholders called for the removal
of certain projects from the LTPA.

Timing and extent of consultation

Several stakeholders (for example, IATA, VAA, QantBARA) called for greater
detail and transparency of investment plans, anckrmely consultation.
Stakeholders stated that they wished to be invodagtier in project conception stages,
and required visibility of business cases for maj@jects together with evidence of
cost effectiveness and efficiency.

BARA described Airservices’ consultation since 2@85ad hoc’, and noted that
details on the cost of providing individual serngd®y location had been posted on
Airservices’ website for the 2004 LTPA.

IATA acknowledged the consultations that Airsergited conducted with
stakeholders over the period of the current LTPAwklver, IATA noted that
information disclosure on Airservices’ performamekated to internal productivity and
cost efficiency had been limited.

IATA also noted that consultation on capital exgame and the resulting impact on
services and functionality have not been effectiddA considered that there had been
a lack of adequate information and justificatiorvafious projects in the current capital
works plan.

Qantas stated that Airservices had improved itgipian of information but that the
information provided ‘remains at summarised higrele® Qantas expressed concern
that there were a number of projects of a non-ajeral nature on which it is generally
not consulted in any detail. Qantas stated it vaaeerned about the governance
surrounding these major expense items, howevexdsiahad requested further
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information and would track progress through the/i8es Charter and quarterly
industry meetings.

Accountability for delivering on agreed projects

Qantas considered that there lacked a mechanismstoe accountability for the cost,
progress and efficient delivery of projects.

Gold Coast Airport stated that it was satisfiedwmAirservices’ consultation process as
well as the time Airservices has taken to analyskel @oast Airport’s position, but was
not satisfied that Airservices had adequately i@ all of its concerns.

Removal of certain projects from the LTPA

Some stakeholders (for example, Qantas, RAAA, Rathay Pacific, IATA) called
for the major projects, in particular the ATM Fugusystems, to be removed from the
LTPA until there is more detail and certainty, withrresponding adjustments to be
made to price at that time. IATA alternatively eallfor a shorter price period with a
similar outcome being that prices are reviewed riporating details of the project at a
later date.

In addition, stakeholders sought reassurance raggatioe cost effectiveness of
investment decisions and delivery (for example, BARantas, IATA). Stakeholders
also stated that they wished to see evidence afdbis and benefits of major projects,
justification of expenditure and business casesomhestnating benefits to the industry.

5.5.4 ACCC's views on consultation with users

The ACCC acknowledges that Airservices has takemessteps since its 2004-05
LTPA to further establish consultation processeh vt users. Indeed, the ACCC
notes that regional and GA stakeholders appeag telbtively satisfied with
Airservices’ consultation processes.

However, the ACCC notes that a number of stakeln®ldave expressed concerns that
the Airservices has not provided a sufficient leveinformation in its consultation

with users in order for them to provide informedntnent on the proposal. This
concern has been raised particularly in relatiokatge capital expenditure projects,
such as the ATM Future System project which usaic should be removed from the
LTPA. Further, the ACCC also notes stakeholderaceons that Airservices’ ongoing
processes for consultation do not provide it witffisient accountability for delivering
on agreed projects. These matters are discussedradetail below.

Timing and extent of consultation

As discussed above, the ACCC needs to be satibigddhirservices’ capital
expenditure program is prudent and efficient. Staksers are in a strong position to
advise whether or not this is the case. Howevdigi of the concerns raised by
stakeholders regarding Airservices’ level of cotedidn on its capital expenditure
program, the ACCC is not satisfied that the comasiolh processes have been sufficient
to ensure that the capital expenditure proposéldemraft price notification is prudent
and efficient.
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The ACCC considers that there is scope for Airgawito improve its consultation
processes to allow stakeholders to provide monméd input on the benefits and
costs of specific projects. Subsequent to subrgiitsdraft notification, Airservices
advised the ACCC that it had undertaken to presemimary business cases for all
projects greater than $10 million to its PCC. THeG'C considers this is a positive step
towards Airservices improving its consultatiéihe ACCC considers that Airservices
needs to demonstrate that it has established tbgs prior to it submitting its forma
price notification.

As discussed in section 5.7, the extent to whials&vices continues to commit to this
will be a relevant consideration in the ACCC's asseent of Airservices’ annual
locality notices that need to be submitted foLiT$A.

Accountability for delivering on agreed projects

The ACCC also needs to be satisfied that Airsesvites formal mechanisms for
consultation with users that provide ongoing tramepcy to, and accountability for,
Airservices’ performance. However, the ACCC noted i number of stakeholders
have raised concerns that its consultation prosess@&ot provide sufficient
accountability for delivering on agreed projectsadequately addressing their
concerns.

Further, the ACCC notes its comments made in mglab the risk-sharing
arrangements for shortfalls in capital expendi{gee section 5.2). In particular, that
the risk-sharing arrangements do not provide seffidncentive for Airservices to
deliver on individual capital projects. As discusse section 5.3, however, the ACCC
considers that Airservices’ quarterly reports agiaihe Charter, which incorporates a
delivery status update on its capital expendituogmam on project-by-project basis is
a positive step towards improving Airservices’ sparency and accountability.

In light of these comments, the ACCC considers tifierte is still scope for Airservices
to improve its accountability for delivering on agd projects and addressing

stakeholders’ comments. The ACCC considers thatddm also be achieved through
Airservices committing to take to its PCC detaitstbe outcomes of consultation, such
as the reasons for its decisions, as well as itiraced commitment to provide updates
on the progress of delivery of individual projedtsline with the above discussion
regarding summary business cases, the ACCC wouplelcexhat this be done for each
of the individual projects greater than $10 million

* Airservices AustraliaResponse to ACCC’s additional information requa$tMay 2011.
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Removal of certain projects from the LTPA

The ACCC notes stakeholders’ particular concerasttie ATM Future System project
has not been sufficiently consulted on with use, gherefore stakeholders have
requested to have it removed from the LTPA.

Despite the ACCC'’s concerns about Airservices’ attaion with users (see above),
the ACCC considers that the removal of such prejom the capital expenditure
program used to establish the LTPA may compronhisdenefits of taking a longer-
term approach to pricing, being the provision a€ipg certainty. Moreover, as
discussed in section 5.1, taking a long-term apgrgaovides for a better sharing of
risks between Airservices and users than wouldraflse occur under a short-term
approach to pricing.

The ACCC, therefore, considers it appropriate fosérvices to include the ATM
Future System project in its LTPA. However, the ACQotes that expenditure on this
project is not expected to commence in the firsiryd# the five year pricing period.
Further, as discussed above, the ACCC notes taabdient to which Airservices
commits to undertaking better consultation withrase capital expenditure projects
will be relevant for its consideration of Airsergg& annual locality notices that need to
be submitted. The ACCC would expect that, as thaildeof the project become more
certain, users would be provided with greater ofyputy to comment on its prudency
and efficiency prior expenditure commencing andgsiincreasing.

5.6 International benchmarking

Benchmarking is an important instrument for compguand evaluating performance
on an objective basis. By providing information abthe relative performance of a
firm, benchmarking can also provide an incentiveigprovement in performance.
However, benchmarking is only useful to the extbat the benchmarked firms
operations are on a comparable basis.

5.6.1 ACCC's previous decisions on international be ~ nchmarking

In its 2004-05 assessment, the ACCC encourageeérices to undertake some
independent and reviewable benchmarking studids a@mmercially oriented air
traffic managers, which might further clarify thedative international efficiency of its
operations. It considered this would need to badenough in scope to allow some
assessment across all regulated activities. The@@&l€o suggested that Airservices
could consider the use of total factor productiv@ghniques such as data envelope
analysis to analyse the relative efficiency objp®rations against international best
practice standards.

In identifying the limitations of international belmmarking, the ACCC considered that
comparisons with more commercially oriented aiffitananagers such as New
Zealand, South Africa and the UK would be more appate, and that it would need to
see detailed information benchmarking the perforreanf all significant business units
within Airservices against relevant best practi@endards.
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In the absence of such detailed information, th&€&G&uggested an alternative would
be studies of historical and/or forecast totaldagroductivity to provide insights into
Airservices’ efficiency performance, especiallygihe potential for capital/labour
substitution within the business. These could belooted at an aggregate business
level and/or for specific services lines.

5.6.2 Airservices’ position on international benchm arking

Airservices submitted that it had participatednternational benchmarking exercises
through the Civil Air Navigation Services Organisat(CANSO), and provided
excerpts of those results in its draft price no#fion.

Airservices submitted that, although the operaéingironment was unique for each
country, comparative Air Navigation Service Provgl@ANSPS) for Australia are
Canada, New Zealand and South Africa. On this bAsiservices submitted that it has
the lowest financial cost per flight hour, with pMNew Zealand and Mexico having a
slightly lower figure®®

Airservices also confidentially provided the ACC@wfurther information in relation
to its international benchmarking results.

5.6.3 Views of interested parties on international benchmarking

Stakeholders (for example, IATA, Cathay Pacifichpessed concerns that Airservices’
benchmark comparisons were not comparing likeif@-$ervice providers, and
therefore it was difficult to gauge how efficiehtvas against other ANSPs.

IATA also argued that Airservices should set tagdet operating costs that closed the
gap with Airways New Zealand, which has much loweit costs. IATA considered
that in addition, Airservices should include infaton to show the proportion of
services provided in oceanic areas by each ofdhgarator ANSPs, as it argued this
has a significant effect on costs.

United Continental Holdings supported IATA’s comrteethat Airservices should
provide adequate benchmarking information for pagsoof validating Airservices’
current operating costs, its future cost growth ig;dwn efforts to control costs and to
operate in an efficient manner.

5.6.4 ACCC's views on international benchmarking

The ACCC acknowledges the points made by staketwideelation to the limitations
of the available benchmarking data in providinguaiate comparisons of ANSPs and
has taken this into consideration when assigninghwéeo results of international
benchmarking.

The ACCC is of the view that the available interoadl benchmarking data can
provide some insight into the efficiency of Airsees’ operations to the extent that

% Airservices AustraliaDraft price notification March 2011, p. 35.

29



large or obvious differences in Airservices’ resdompared to other ANSPs might
highlight potential areas of concern.

The ACCC has reviewed both the public and confidémtformation provided by
Airservices and has formed the view that the regidtnot highlight any areas of
particular concern. The ACCC notes, however, thatimternational benchmarking
studies provided to the ACCC related only to AN&R4 did not include any
information relating to ARFF services. These firgdirare also relevant to the
discussion of operating costs in section 7.1.

5.7  Summary of risks and incentives for efficiency

The ACCC is concerned that Airservices has not tiaken adequate consultation with
stakeholders to ensure that its capital expendprogram is prudent and efficient (see
section 5.5). In particular, a number of stakehad@ve expressed concerns relating to
the timing and level of information provided by #s@rvices in its consultation
processes.

The ACCC considers that there is scope for Airgawito improve its consultation
processes to allow stakeholders to provide monméd input on the benefits and
costs of specific projects. The ACCC considers federvices’ commitment to
present summary business cases for all projectgegrihan $10 million to its PCC is a
positive step towards improving its consultatibithe ACCC considers that
Airservices needs to demonstrate that it has eskeol this process prior to it
submitting its formal price notification.

The ACCC considers that Airservices needs to detreests commitment to
providing stakeholders with a more informed inpatits capital investment decisions.
The ACCC considers that this can be achieved bgefwices’ commitment to take
summary business proposals for all capital exparalprojects worth over $10 million
to its PCC. The ACCC would expect that Airserviegsild include sufficient
information for stakeholders in its business prep®about the expected costs, benefits
and timing, as well as any assumptions, about eapital expenditure project.

The ACCC is also concerned that the processesaogeplere not adequate to provide
Airservices’ with an appropriate amount of accobiiity for delivering on capital
expenditure projects (see section 5.2, 5.3 and B pjarticular, a number of
stakeholders have expressed concerns that theitkdsled in the Charter do not
provide explicit efficiency targets. Also, that suftation processes do not provide
sufficient information for users, which was disegsbove. Further, the ACCC notes
that the risk-sharing arrangements relating totstadis in capital expenditure do not
effectively provide Airservices with sufficient iantive to manage costs on a project-
by-project basis.

4 Airservices AustraliaResponse to ACCC’s additional information requa$tMay 2011.
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The ACCC considers that there is still scope faséivices to improve its level of
transparency and accountability in relation tq#sformance, which in turn will
provide stakeholders with a greater degree of cdrttiat it is operating efficiently.
The ACCC considers that this can be achieved bgefwices committing to
incorporating further KPIs relating to productivapnd efficiency in the Charter in
consultation with its users. This should be accamgzhby enhancing the effectivene
of the Charter through setting of clear guideliagdo what Airservices’ response
should be for not meeting its KPIs.

1°2)
(7]

The ACCC also expects that, in addition to takingnsiary business proposals to its
PCC (discussed above), Airservices would be privaat providing its PCC with
details on the outcomes of consultation. The ACGRsmers that Airservices’
reporting on the progress of delivery of individpabjects is a positive step, and the
ACCC would expect that Airservices continue to e its actual costs versus
projected costs, timing and quality or performaatte new investment.

The ACCC considers that, if Airservices can demmastthat it has addressed these
matters prior to submitting its formal price natdtion, then it would be minded to not
object to Airservices’ proposal to increase chaigdke first year on this basis, subject
to any necessary adjustment as a result of amendreeits return on capital (see
section 7.7). The ACCC notes that the extent takviirservices continues to commit
to this will be a relevant consideration in itse@snent of Airservices’ annual locality
notices that need to be submitted for future yeaits LTPA (see the legislative
framework in section 3).

These views have been an important consideratitmeiCCC’s assessment of
Airservices’ proposed activity forecasts (sectignbiilding-blocks (section 7) as well
as its cost allocation and structure of pricest(se®).

6  Activity forecasts

Forecast activity levels have a significant anediinfluence on the prices that are
proposed by Airservices. In particular, forecasivay levels are used to translate
Airservices’ proposed revenue levels into individorces.

6.1.1 ACCC's previous decisions on activity forecas  ts

In its 2004-05 assessment, the ACCC consideredhinsgrvices’ engagement of

IATA to obtain an objective basis for activity faaests and that the use of generalised
growth rates was a reasonable method for develagmggegate activity forecasts
across Airservices’ network. However, the ACCC asosidered that the activity
forecasts were likely to be more accurate at thygeggte level than at an individual
airport level. The ACCC therefore encouraged Arg®s’ commitment to considering
individual risk-sharing arrangements with particidaports regarding activity levels.
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6.1.2 Airservices’ position on activity forecasts

Airservices’ forecast activity growth rates ovee fiive years of its proposal are based
on activity growth estimates provided by IATA, wgbme adjustments made by
Airservices. Table 6.1 summarises the adjustmentserby Airservices and table 6.2

outlines Airservices

' forecast activity levels agrwth rates.

Table 6.1: Airservices’ adjustments to IATA’s fore@ast activity growth rates

Adjustment

A380 weight capping

Description of adjustment made

Adjustments were made to redledevel of
activity relating to A380 aircraft due to a
reduction in the chargeable weight from
570 tonnes to 500 tonnes.

Figures affected

International en route
traffic and major
airport traffic where
A380 aircraft operate,

Secondary capital
city and RAAF
airports

Regional airport traffic levels were adjusted
include secondary capital city ports and

military ports that were not taken into accou
in IATA’s review.

tRegional traffic
forecasts at
nArcherfield,
Bankstown, Camden
Essendon, Jandakot,
Moorabbin, Parafield
Darwin and
Townsville airports.

High growth airports

To address feedback receiteauigh
consultation that there had been recent
strength in domestic traffic levels at certain
airports, some traffic forecasts were reviseg
upwards.

Domestic traffic
forecasts at Cairns
and Gold Coast
airports.

Source Airservices AustraliaResponse to ACCC's additional information requé&gtMay 2011, p. 2.

Table 6.2: Airservices’ forecast activity levels (ntlion) and growth rates (per cent)

Traffic 2011-12 2012-13 2013-14| 2014-15 2015-16
Major domestic Level 59.6 62.7 66.1 69.6 73.3
en route (passengers) Growth 5.0 5.3 5.3 5.3 5.3
Major domestic Level 40.3 41.4 43.1 44.8 46.5
en route (MTOW) | Growth 4.7 2.8 4.1 3.9 3.8
Major international | Level 28.6 30.3 32.0 33.9 35.8
en route (passengers) Growth 6.2 5.7 5.7 5.7 5.7
Major international Level 59.8 62.1 64.5 67.7 69.9
en route (MTOW) | Growth 5.0 3.9 3.8 4.9 3.4
Major airports Level 57.8 60.4 63.1 65.9 68.8
(aggregated)

(passengers) Growth 4.4 4.4 4.4 4.4 4.5
Major airports Level 47.5 49.0 51.0 53.2 55.2
(aggregated)

(MTOW) Growth 5.0 3.2 4.0 4.3 3.9
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Traffic 2011-12 2012-13| 2013-14 2014-15 2015-16

Regional airports Level 4.5 4.6 4.8 5.0 51
(aggregated)
(MTOW) Growth 1.9 3.4 3.6 35 3.4

Source Airservices AustraliaDraft price notificationMarch 2011, p. 71.

Airservices stated that it had undertaken a sinaipgoroach to its 2004-05 price
notification in developing activity forecast thatderpin this draft price notification.
That is, working from an aggregate level of growttht is linked to national economic
growth, implied location forecasts have then beenvdd. Airservices stated that this
recognises that the inherent volatility in locatgnowth is tempered by growth in
aggregate demarfd.

To mitigate the risks (both to Airservices andtsousers) posed by uncertainty of
activity forecasts for new services, Airserviceggmsed a post-implementation review
mechanism (discussed in section 5.2). Airservitgsidt propose any change to its
existing activity risk-sharing arrangement, beihgtta review would be triggered
where flight activity volumes result in surpluseseficits that exceed 5 per cent of the
proposed revenues.

Airservices noted that it had considered the isguecation risk-sharing. However, it
submitted that a suitable alternative to the exgséctivity risk-sharing arrangements
had not yet been identifi¢8.

6.1.3 Views of interested parties on activity forec  asts

The ACCC sought comment from interested partiehemeasonableness of
Airservices’ activity estimates.

Interested parties generally agreed with the i@tigonal activity forecasts put forward
by Airservices. However, a number of domestic aglanal stakeholders expressed
concern that domestic and regional activity foresase too low.

Air New Zealand and BARA stated their acceptancAitdervices’ international
activity forecasts.

VAA generally agreed with Airservices’ activity @saites, but noted that it would like
to seek a review of forecasts on an annual basis.

The Qantas Group submitted that the internatioctality forecasts are ‘in line with
historical averages and therefore reasonable’dsé¢d concerns that Airservices’
domestic and regional activity forecasts are ton*o
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RAAA and Rex submitted that forecasts for regicaigbort activities are conservative.

Gold Coast Airport submitted that Airservices’ aitii forecasts did not reflect its own
forecasts, which estimate a higher growth in agtivh particular, Gold Coast Airport
stated that:

The AA Draft Price Proposal dated December 201udes traffic forecasts for the pricing
period for the eight busiest airports in Austr@iepared by IATA Consulting. The paper states
that the tables included in Appendix 1 — ActivityrEcasts, show “the activity growth forecasts
that underpin this pricing proposal”. The tableswtthat it is forecast that Gold Coast Airport
is the only major airport in Australia that will V@ negative growth in the future. Whilst the
forecast negative growth is for FY2011 this setshibse for the pricing period and is reflected
in the tonnage forecasts. This forecast negatige/dr is in strong contrast to the actual
performance of Gold Coast Airport over the lasefiears where it has consistently been the
fastest growing major airport in Australia. Indekxtk of recognition of this growth would
appear to be the reason for the current excessigeof over-recovery.

As we have indicated to AA, these forecasts arenbtat odds with current trends, they are
also significantly under well researched forecastépared by independent consultants for our
Board and financiers and for airport master plagmirocesses and for those utilised by AA
themselves for the master plan’s noise forecastsia

6.1.4 ACCC's views on activity forecasts

The ACCC welcomes Airservices engagement of IATAedve activity forecasts for
its draft price natification, which is consistenitiwits 2004-05 LTPA. Indeed, the
ACCC notes stakeholders’ general support for thermational activity forecasts put
forward by Airservices. However, the ACCC also ulateat a number of domestic and
regional stakeholders expressed concerns that tfbesEasts are too low and do not
reflect the growth in activity in recent years aallvas that expected over the period
covered by the draft price notification. In partany Gold Coast Airport raised
concerns that Airservices had under-estimated ribvth in activity at its airport.

Airservices’ general approach in determining atgiforecasts for its draft price
notification was based on aggregate activity fosecacross its network. However,
Airservices stated that, following consultationiwstakeholders, the estimated
domestic traffic levels at Gold Coast and Cairmpats in 2011 were revised upwards
to reflect recent strength in demand at those esp8ubsequent years’ growth
estimates remained in line with IATA’s forecastbeTrevised figures were included in
appendix 1 to Airservices’ draft price notificatiand are shown in table 6.1.

Table 6.3: Airservices’ adjusted activity forecasgrowth for Cairns and Gold
Coast airports (per cent)

Airport IATA's Airservices’

forecast growth adjusted
forecast growth

Cairns Airport — MTOW 2011 3.9 14.5

0 Gold Coast AirportACCC Airservices Australia draft price notificatisgsues paper25 May 2011,

pp. 4-5.
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Airservices’
adjusted
forecast growth

Gold Coast Airport — MTOW 2011 11 9.4

Airport IATA's

forecast growth

Source Airservices AustraliaDraft price notificationMarch 2011, p. 72.

The ACCC acknowledges Airservices’ revision of B84 1 activity forecasts at Cairns
and Gold Coast airports and considers that thapsopriate based on the
stakeholders’ feedback and the level of certaintyoainding the figures given that they
were being estimated part way during the relevanbg.

However, in relation to estimated future growth evhnaturally has a lower level of
certainty, the ACCC considers that Airservices’g@ahapproach to developing activity
forecasts in consultation with IATA is consistenthwits 2004-05 LTPA and, therefore,
is considered reasonable. The ACCC notes thatctihetg risk-sharing arrangements
embodied within Airservices’ draft price notificati provide a trigger mechanism for
review of pricing if activity forecasts are sigadintly different from actual levels (see
section 5.2). Nevertheless, the ACCC also remditiseoview that Airservices should
continue to consider whether alternative risk-sigaarrangements would be
appropriate for some individual airports as expgddn its 2004-05 decision.

7 Building-block model

As previously discussed, the ACCC uses the builtiogk model to assess the
revenue required for the provision of an efficisatvice, giving consideration to the
need for the regulated firm to earn a reasonaléeafareturn. Forecast activity levels
are then used to translate required revenue levelsndividual prices

Table 7.1 sets out Airservices’ proposed buildit@ck components, together with a
summary of the relative contribution towards thguieed revenue.

Table 7.1: Airservices’ proposed building-blocks (fhillion) and proportion of
required revenue (per cent)

2011-12 2012-13 2013-14 2014-15 2015-16  Total % of

Building-block

component revenue
Operating costs 671 702 732 762 794 3662 75.9%
Depreciation 89 102 116 120 128 555| 11.5%
Return on assets 9 102 110 117 123 544 11.3%
Tax allowance 1( 12 12 13 14 61 1.3%
Required revenue 862 917 970 1013 1060| 4822| 100.0%

Source Airservices AustraliaDraft price notificationMarch 2011, p. 29.
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As illustrated in table 7.1, operating costs aeertiajor component of Airservices’
business, accounting for 75.9 per cent of its psedaequired revenue. In contrast,
return on capital (depreciation) and return ontgssentribute 11.5 per cent and

11.3 per cent respectively to Airservices’ proposaglired revenue. Therefore,
relatively small changes in Airservices’ depredatand return on assets are unlikely
to have a significant impact on its required reveeand, ultimately, the end prices for
its services.

In assessing Airservices’ proposed building-blotke, ACCC balances Airservices’
need to generate a reasonable rate of return ahilee same time promoting the
efficient provision of services.

The remainder of this section examines the levelach of Airservices’ proposed
building-block components. This includes an assess$mf Airservices':

= Operating costs (section 7.1)

= Opening asset base (section 7.2)

= Capital expenditure (section 7.3)

= Return of capital (depreciation) (section 7.4)
= Return on capital (section 7.5).

The ACCC'’s views on each of these components alsestinto consideration its views
on Airservices’ risks and incentives for efficienayhich were discussed in section 5 of
this document.

7.1  Operating costs

Operating costs play an important role in deterngrthe required revenue in the
building-block model. This is particularly true f8irservices, which has a relatively
higher level of operating costs compared to capitats contributing to its required
revenue. Airservices’ high level of operating casises because of its mix of capital-
intensive infrastructure assets (such as TN tovad)the labour-intensive services
required for the safe use of many of those assath(as air traffic controllers).

As a result, the efficiency with which Airservicesurs its operating costs is a key
consideration for the ACCC in its assessment odeéiices’ draft price notification.

Although Airservices’ draft price notification inadled depreciation in its discussion of
operating costs, the ACCC notes that depreciai@eiermined by the interaction
between the asset value and the life of the a&setuch, the ACCC has separately
discussed depreciation in section 7.4 of this prielary view, which immediately
follows the discussion of asset values.

7.1.1 ACCC's previous decisions on operating costs

In its assessment of Airservices’ 2004-05 LTPA,A@CC noted its concern with the
lack of formal efficiency targets and incentive magisms that would encourage it to
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reduce costs, and considered that Airservices doulder develop this aspect of its
pricing in future proposals.

7.1.2 Airservices’ position on operating costs

Airservices’ estimated operating costs, as setroiis draft price notification, were
split into two categories: staff costs and supp@sts. Airservices estimated that its
total operating costs will increase by 18.3 pett oaer the five years of its proposal,
from $671 million in 2011-12 to $794 million in 2B41.6. It stated that this reflected
the required level of en route, TN and ARFF sewviggsociated with its forecast
activity levels over that period.

Tables 7.2 below sets out Airservices’ estimategfajing cost components, together
with the average relative contribution towardsltofgzerating costs, while table 7.3 sets
out the growth in estimated costs.

Table 7.2: Airservices’ estimated operating costsbmillion) and proportion of total
operating costs (per cent) over the five years

Operating cost 2011-12 2012-13| 2013-14 2014-15 2015-16  Total % of

Component costs
Staff costs 512 535 562 587 607| 2803 76.5%
Supplier costs 159 167 171 175 187 859| 23.6%
Total staff and 671 702 732 762 794| 3662| 100.0%
supplier costs

Source Airservices AustraliaDraft price notification,March 2011, p. 29.

Table 7.3: Growth in Airservices’ estimated operating costs over the five years

(per cent)
Operating cost component 2011-12 2012-13 2013-14 2014-15 5-year Average
to to to to change annual
2012-13/ 2013-14 2014-15 2015-16 change
Staff cost growth 45% 5.1% 4.5% 3.4%| 18.6% 4.4%
Supplier cost growth 5.0% 2.4% 2.4% 6.9%| 17.6% 4.1%

Total staff and supplier cost

growth 4.6% 4.3% 4.1% 4.2% | 18.3% 4.3%

As illustrated in tables 7.2 and 7.3, AirserviceSreated that staff and supplier costs
would, on average, grow by approximately 4.4 pat ead 4.1 per cent annually over
the five years of its proposal.

Airservices stated that, since its 2004-05 pricifioation, its operating cost base had
increased by around $110 million. Airservices stdtet this was largely because:

L Airservices AustraliaDraft price notificationMarch 2011, p. 29.
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= pay increases occurred at the rate of around 4.2qm per annum (totalling
$71 million);

= there was a significant increase in the trainin@mity and recruits required to
cater for a rapidly ageing workforce;

= five new ARFF and air traffic control services wargoduced;

= regulatory changes increased air traffic controlise requirements at General
Aviation Aerodrome Procedures (GAAP) aerodromesd; an

= investment in key infrastructure increased to supipoustry growtir?

Airservices also stated that a number of furthet base changes had occurred more
recently, or were projected to occur over the frears of its proposal. In particular:

= pnew TN services at Broome and Karratha

* new ARFF services at two regional locations (sueBallina, Coffs Harbour or
Port Headland due to increased traffic)

» ARFF service category ten upgrades for BrisbaneParth
= continued investment growth and associated impacepreciation

= further regulatory changes including the provisidmapproach services into
current Class D regional tower locations.

Airservices noted, however, that it has not inctidests associated with additional
superannuation contributions that support theaetént incomes of current and past
employees in its draft price notification. Suchtsasould normally be passed through
as part of Airservices’ normal labour cobt.

As discussed in section 5 of this paper, Airse@iso provided the ACCC with
information on its governance and processes facieficy to support its claim that it is
efficiently incurring operating costs.

7.1.3 Views of interested parties on operating cost s

The ACCC'’s issues paper sought comments from istiedeparties on the efficiency
with which Airservices provides its services. Intgaular, the ACCC sought comments
on the level of Airservices’ estimated operatingtspits incentives for, and
effectiveness in, containing and reducing its ofegecosts and the efficiency with
which Airservices conducts its recruitment andnireg. The ACCC also sought
stakeholders’ views on whether Airservices had adealy addressed the ACCC’s
views on its efficiency targets.

52
53
54

Airservices AustraliaDraft price notification,March 2011, p. 30.
Airservices AustraliaDraft price notification,March 2011, p. 30.
Airservices AustraliaDraft price notification,March 2011, p. 10.
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In general, interested parties submitted that the® insufficient information to
comment on the efficiency with which Airservicesyides its services.

AOPA noted that it ‘accepts the draft price nottion and is satisfied with the
consultation that preceded it'.

RAAA stated that Airservices’ operating costs appeaeflect the costs that
Airservices would incur over the five year peritdrelation to recruitment and
training, RAAA submitted that Airservices ‘operaiasa constrained market place for

people’>®

Air New Zealand stated that ‘it is not clear whetAeservices, in forecasting a
significant increase in costs over the five yearqak has adopted a properly robust
approach®

Cathay Pacific Airways submitted that it could aesess Airservices’ comparative
efficiency because the benchmark comparisons pedviy Airservices were not
comparable. Cathay Pacific Airways stated that eemigorous benchmarking
methodology is required.

IATA stated that it does not believe that the catigperating costs proposals represent
any efficiency improvement and that Airserviceswdtdkeep its operating costs
constant (in nominal terms) throughout the perlogarticular, IATA noted that
Airservices’ draft price notification did not prale evidence on how efficient it is with
respect to comparable service providers. Furt®drAlsubmits that Airservices has

not made any efforts to address the ACCC's requestmn appropriate benchmarking
tool.>

United Continental Holdings stated its supportATA’s comments.

BARA submitted that it was not in a position to coent on Airservices’ estimated
operating costs as a result of Airservices’ lackahsparency over its costs and formal
efficiency targets. BARA stated that it was ‘disapyed [Airservices] has devoted

little time or resources to justifying its operatinosts™®

VAA also submitted that Airservices had not proddeifficient transparency over its
operating costs.

Qantas Group raised concerns that Airservices’satiation process has not provided
sufficient clarity on the operation costs of [Airgees] and, as a result, it is unable to
make informed comment with respect to the evideri@dficiency or to benchmark
operational costs. Although Qantas Group did noéé it is supportive of the progress
that has been made towards driving appropriatevi@na within the organisation, it

s Regional Aviation Association of AustralidCCC Airservices Australia draft price notification

issues paperll May 2011, p. 4.

Air New ZealandAirservices Australia draft price notificatiod3 May 2011, p. 2.

International Air Transport Associatio®TA submission to the ACCC issues paper on Aiisesv
Australia’s draft price notification10 May 2011, pp. 6-7.

Board of Airline Representatives of Australia.liResponse to ACCC Airservices Australia draft
price notification issues papekay 2011, p. 11.
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noted that there are no clear efficiency targets@chanisms to penalise Airservices if
targets are not achievéd.

7.1.4 ACCC's views on operating costs

Airservices’ draft price notification identified®110 million (20 per cent) increase in
operating costs in the first year of its proposahpared to the 2008-09 figure assessed
in its 2004-05 LTPA. Further, Airservices forecakstgperating expenses to increase by
18.3 per cent over the five years of its proposdah an average annual increase of

4.3 per cent.

The ACCC notes that the majority of submissiond faat there was insufficient
information to comment on the efficiency with whigirservices provides its services.
Further, with the exception of RAAA who submittét level of operating costs
appeared reasonable, submissions did not providetdiomment on the level of
estimated operating costs. Further, the ACCC nmiaserns raised in section 5 about
the strength of processes that provide Airserwaés an incentive to operate
efficiently.

Therefore, the ACCC has sought additional infororato provide it with some
indication about the efficiency of Airservices’ piased operating costs. In particular,
given that staff costs represent the most sigmfipaoportion of the increase in
Airservices’ operating costs, the ACCC has sougtarmation on increases in staff
salaries and numbers over the five years of thpqeal. The ACCC'’s consideration of
these matters is outlined below.

Increase in Airservices’ staff salaries over thevd years of its proposal

As illustrated in table 7.2, staff costs are thgameomponent of Airservices’ operating
costs, contributing 76.5 per cent to its total afiag costs over the five years of its
proposal. Therefore, in assessing Airservices’ psep operating costs, the ACCC has
considered it important to understand the mainedsi\behind the increases in staff
costs.

There are a number of factors that affect Airsawistaff costs over the five years of
its proposal, including existing salary levelspalances for increases in salaries,
increases in staff and associated increases inostedsts.

Eighty per cent of Airservices’ workforce is congad of operational staff who work in
the ATC, ARFF and technology and asset servicesS{Tgkoups. The non-operational
staff (20 per cent of Airservices’ workforce) prdeisafety, training and corporate
services?

%9 Qantas Grougsubmission to ACCC issues paper on Airservicegdligss five year draft pricing
proposal 11 May 2011, p. 7.
80 Airservices AustraliaWorkforce plan 2010-2018Jay 2010, p. 7.
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The annual salaries for ATC staff currently ranfyjem $59,702 for a field trainee,
$167,222 for a unit tower supervisor, and up to%a91 for a SY CSS/supervistrAs
discussed in section 5.6, Airservices confidentiptbvided the ACCC with
international benchmarking studies of its ATC segsi This information does not
suggest that Airservices’ existing salary levelsAd C are excessive when compared
with those in Canada, New Zealand and South Afidach Airservices advised were
likely to be the relevant benchmarks.

Airservices’ collective agreement for 2009-12 pds for a pay increase for ATC staff
of 3 per cent on 1 September 2011 and 3.1 perazehtMarch 2012. Airservices also
confidentially provided the ACCC with estimatedneases in ATC staff salaries over
the five years of its proposal. The ACCC has assktigese increases and does not
consider them to be unreasonable on the basishatre comparable to Airservices’
historical increases as well as increases provigieith recent collective agreements
within the airport and airline industries.

The annual salaries for ARFF staff currently ranfgesh $27,230 for a recruit fire
fighter, $68,668 for a leading fire fighter, andto$84,641 for a fire command@r.
International benchmarking studies provided toAKRKCC did not include ARFF
services. However, the ACCC notes that the saléwreAustralian metropolitan fire
and emergency services staff currently range frain@B5 for a recruit fire fighter,
$74,851 for a leading fire fighter, and up to $1P4, for a fire commander (after

24 months}? This information does not suggest that Airservieassting salary levels
for ARFF staff are excessive.

Airservices’ collective agreement for 2009-13 pdw®s for a pay increase for ARFF
staff of 2.15 per cent every six months up untl20Airservices also confidentially
provided the ACCC with estimated increases in AREHf salaries over the five years
of its proposal. The ACCC has assessed these segeend does not consider them to
be unreasonable on the basis that they are comeaoahirservices’ historical
increases.

In relation to TAS staff and non-operational staff,services’ collective agreement for
2009-13 provides for a pay increase of 2.15 pet eeery six months up until 2013.
Airservices also confidentially provided the ACC@nestimated increases in these

staff salaries over the five years of its proposhke ACCC has assessed these increases
and does not consider them to be unreasonablesdragis that they are comparable to
Airservices’ historical increases as well as insesaprovided for in more recent
collective agreements within relevant similar inuies.

The ACCC would need to be provided with more dethbenchmarking information
than was available in order to make a more detaiss@éssment of whether or not
Airservices is operating at efficient levels. Fearthas discussed in section 5, the ACCC
considers that Airservices has scope to improviaasntives for efficiency.

81 Airservices AustraliaAir traffic control and supporting air traffic cordl collective agreement

2009-2012p. 74.

Airservices Australiafviation rescue fire fighting collective agreem2609-2013p. 71.
Metropolitan Fire and Emergency Services Boltetropolitan fire and emergency services board
operational staff agreement 201@ 95.
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Nevertheless, on the basis that the available eadting information in relation to
staff costs does not raise concerns, the ACCCdrasel the view that Airservices’
existing salary levels and estimated increasealariss appear reasonable.

Increase in staff numbers over the five years & firoposal

Airservices’ annual report for 2009-10 providesttlas at 30 June 2010, Airservices
had a total of 3,485 permanent staff. This is cosepr of approximately 34 per cent
ATC staff, 20 per cent ARFF staff and 25 per ceA§Ttaff. The remaining 19 per
cent are non-operational st&ff.

Airservices’ draft price notification estimated tis®me additional staff would be
required to support new and increased servicedahebughout the five years of its
proposal. Further, increases in recruitment anditrg would be needed to cater for a
rapidly ageing workforce.

Airservices’ workforce plan for 2009-13 provideg tiollowing staff forecasts:

= ATC staff numbers required will remain relativebalsle across the planning
period. However, close to 100 ATC trainees willrberuited annually in order
to offset the impact of retirements and resignatidrne plan notes that, by
ensuring that the supply of ATC staff is greaterthequired, this will reduce
the high dependency on overtime.

» ARFF staff numbers will increase across the plagperiod as a result of new
and increased services. Airservices forecastedafhaioximately 100 additional
ARFF staff would be required by 2013—equivalenatgrowth of 13 per cent.

» TAS staff numbers will increase across the planpegod as a result of
Airservices’ increased capital expenditure prograirservices forecasted that
approximately 95 additional TAS staff would be regd by 2013—equivalent
to a growth of 11 per cent.

= Non-operational staff numbers will remain relatywstable across the planning
period.

Airservices also confidentially provided the ACC@wforecast changes in staff
numbers over the five years of its proposal. The&C&Chas assessed these and does not
consider them to be unreasonable on the basishthaticreases reflect the required
number of staff for providing the projected levéhew and increased services and
delivering on the capital expenditure program dterperiod.

Summary

The ACCC has assessed the level of Airserviceff abats using benchmarking
studies and comparisons, where available. Thesesitedthat the levels of costs do not
appear to be unreasonably high. The ACCC notesrbiaases in supplier costs relate
to new or increased levels of service and capxpérditure.

8 Airservices AustraliaAnnual report 2009-201@ctober 2010, p. 10.
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Benchmarks of cost efficiency are not, howeverditgavailable. To this end, the
ACCC notes that Airservices’ commitment to imprayits formal efficiency targets
and KPIs (as discussed in section 5) will provitteentives for Airservices to operate
efficiently and ensure that its operating costsdbincrease beyond reasonable levels
in future periods.

On this basis, the ACCC is prepared to accept ithpgsed level of operating costs in
Airservices draft price notification.

7.2  Opening asset base

In the building-block model, the initial valuatiah the asset base is an important
element in determining the required revenue. Iti@dar, the value of assets is
fundamental to the calculation of both the returnapital (depreciation) and return on
capital used in the required revenue calculations.

7.2.1 ACCC's previous decisions on opening assetba  se

In its 2004-05 decision, the ACCC stated that thlee of Airservices’ asset base
contained in the 2004-05 LTPA could be used agezerce point for future price
notifications, taking into account new and effidgierwvestment. The opening value of
assets in the 2004-05 LTPA was $338 million.

The ACCC also stated that it would expect Airsegsgito provide the necessary
information covering the past five years as welpagections for future periods in
future long-term pricing agreements.

7.2.2 Airservices’ position on opening asset base

In its draft price notification, Airservices propgaban opening asset base of

$865 million. Airservices stated that the openiafue of assets was based on the
values assessed by the ACCC in 2004-05, or af@oatsets added post-2004, less
depreciatiorf?

In addition to the information contained in its fligarice notification, Airservices
provided the ACCC with a summary of its asset vahovements between 2004-05
and 2010-11, which is reproduced in table 7.4.&wrices also confidentially provided
the ACCC with a list of the significant capital exyliture projects that were
undertaken during the period and details of théulisges applied to assets for the
purposes of calculating depreciation.

8 Airservices AustraliaDraft price notificationMarch 2011, p. 31.
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Table 7.4: Airservices’ asset value movements betee 2004 and 2011 ($million)

Actual assets Actual assets| Proposed asse]

01/07/2005 - 01/07/2009 — base as at
30/06/2009 30/06/2011 30/06/2011
Existing assets as per original 338
valuation (30/09/2004)
Capital expenditure and work in 99
progress 2003-04
Total assets as at 01/07/2005 437
Capital expenditure 2005-2009 567
Capital expenditure 2009-2011 356
Depreciation 2005-2011 (462) (33)
Total assets as at 30/06/2011 542 323 865

Source Airservices AustraliaResponse to ACCC's additional information requé&gtMay 2011, p. 7.

Airservices stated that, over the last five yetirs,majority of its investment had
targeted asset renewals as a large part of its lsase was approaching the end of its
life.®® Airservices also noted that some of the growtitsimasset base was a result of
actual capital expenditure and, therefore, deptieciadiffering from its projected
amount as per its 2004-05 price notification.

For example, in its 2004-05 price notification, g@rvices projected cost for the
Melbourne Airport control tower was $7.2 milliontiviannual depreciation of
$207,455. However, the actual cost for the corttreler was $15.5 million with annual
depreciation of $773,750. This resulted in an aolditl capital expenditure of

$8.3 million and additional annual depreciatior$666,295

7.2.3 Views of interested parties on opening asset base

The ACCC'’s issues paper sought comment from inedgsarties on the
appropriateness of the opening value of Airserviasset base. In particular, comment
was invited on whether Airservices had demonstrdtatithe opening asset base could
be reconciled with the asset base in its 2004-@%® protification. Also, comment was
sought on whether Airservices had provided sufficieformation regarding which
capital projects had driven the change in the asdaes between 2004-05 and
2010-11.

Interested parties expressed mixed opinions abeudppropriateness Airservices’
proposed opening asset base. Some parties acdggedrices’ proposal, while others
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Airservices AustraliaDraft price notificationMarch 2011, p. 31.
Airservices AustraliaResponse to ACCC's additional information requégtMay 2011, p. 7.
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submitted that Airservices had provided them wituificient information to
determine the appropriateness of the opening hasetand raised concerns that it
could be overstated.

RAAA stated that the opening asset base appearedl¢ot the 2004 base carried
forward and the projects which have driven the Isasee 2004.

VAA noted that a significant percentage of Airsees’ capital expenditure since 2004
was devoted to upgrading aging infrastructure. HereVAA submitted that it was
more concerned with the way in which Airservicegpital expenditure had been
procured, namely through various ad hoc approatchtre markef?

IATA raised concerns that Airservices’ proposedropg asset base might be
overestimated, submitting that:

Despite numerous requests, [Airservices] has rotiped an adequate, year-by-year,
reconciliation between the proposed opening asssd bnd the asset base used in the 2004
long-term pricing agreement.

IATA'’s concerns are based on the fact that the mgeasset base for this period might be over
estimated. This is due to potential differing dejaon allowances when rolling forward the
asset bas®

IATA also noted its concern about a lack of regutataccounts, submitting that
Airservices should be required to prepare and piesuch accounts on a yearly basis.

BARA stated that it was not in a position to pravigieaningful comment on
Airservices’ proposed opening asset base due tfficient information. In particular:

BARA had expected Airservices would provide a dethoverview of how its expenditures and
revenues were tracking against that forecast i 2Qdf this had occurred, then BARA would

be in a position to comment on Airservices’ caltedeopening asset ba&e

Further, BARA submitted that Airservices’ ‘assetrmagement process contains a
number of systematic deficiencies as substant@lpms with existing assets are being
identified’.”*

The Qantas Group submitted that there was insaffianformation and it was not clear
which assets and projects had driven the changsset values since 2004. In
particular, Qantas Group stated that ‘only higreldigures were presented and since
charges were held over for 2 years from 2009 [tiaexg] not sufficient detail available
to assess these mattérs.

&8 Virgin Australia Airlines,Response to the ACCC Airservices Australia draftepnotification issues

paper, 10 May 2011, p. 9.

International Air Transport Associatio®ATA submission in response to the ACCC issuesrpape

Airservices Australia’s draft price notificatipd0 May 2011, p. 7.

Board of Airline Representatives of Australia.liResponse to the ACCC Airservices Australia draft

price notification issues papeMay 2011, pp. 11-12.

™ ibid., p. 12.

& Qantas Grougubmission to ACCC issues paper on Airservicegdlizss five year draft pricing
proposal 11 May 2011, p. 7.
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7.2.4 ACCC's views on opening asset base

The ACCC endorses Airservices’ approach to establisits opening value of assets
based on the values assessed in its 2004-05 L'BRigtinto account new investment
based on actual costs and associated depreci@itianis consistent with the ACCC'’s
previous decisions on the opening asset base @assded in section 7.2.1.

However, the also ACCC notes concerns raised lixgktdders regarding the level of
transparency provided by Airservices in rollingvWard its asset base from its 2004-05
LTPA and, therefore, concerns that the openingevaftassets could be overstated. As
noted in section 7.2.1, the ACCC expected thatehuises would provide the
necessary information covering the past years #sas@rojections for future periods
in this LTPA. The ACCC acknowledges that Airsergicgraft price notification
provided very limited information in this respecideexpects that Airservices provide
greater detail in future price notifications. Thagliscussed further below.

Therefore, in seeking to understand the main dsibehind the asset value movements
since its 2004-05 LTPA, the ACCC requested thaséwices provide a summary of its
asset value movements (shown in table 7.4 aboveeices was also asked to
provide a list of the significant individual capiexpenditure projects that were
undertaken during the period.

In considering the information, the ACCC had redgardirservices’ comments that it
had included new assets at cost, less deprecidttigrarticular, Airservices stated that
it does not include any asset revaluations thag teeen recognised as part of normal
statutory financial reporting as a result of indémor re-lifing.® Airservices stated
that this means accounting adjustments for asgatuations (particularly upward land
and building revaluations due to market indexateme) not passed on in charges.
Airservices confidentially provided the ACCC witiformation to demonstrate that
new assets are included in its asset base at cost.

The ACCC has reviewed this information and is $iatisthat Airservices has not
included asset revaluations in its asset basééptirpose of calculating its opening
value of assets. The ACCC considers that this agbres consistent with the approach
it envisaged in its assessment of the 2004-05 LTIPw. ACCC is also satisfied that
the movement in the value of assets represents ttadthave been incurred by
Airservices. On this basis, the ACCC is prepareaciept the level of capital
expenditure that Airservices’ has used in rollingafard its asset base.

As a final point, the ACCC acknowledges concerigerhregarding the useful lives
applied to assets for the purposes of calculategyetiation. This is discussed in
greater detail in the discussion of return of afidepreciation) (section 7.4). As noted
in that section, the ACCC does not have concertistie useful lives applied by
Airservices for the purposes of calculating de@ten and, therefore, rolling forward
its asset base.

3 Airservices AustraliaDraft price notification March 2011, p. 31.
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In summary, the ACCC is prepared to accept Airsewiproposed opening value of
assets of $865 million. However, the ACCC expeduss Airservices will provide a
detailed reconciliation of its proposed openingreabf assets in future LTPAS. In
particular, the ACCC expects that Airservices Wwélable to demonstrate how actual
capital expenditure (and associated depreciatiompares to that projected in this
LTPA. For example, Airservices would be expectedgrivide a summary of the actugl
costs incurred over the period compared to thosgeqted in this LTPA for all
individual projects greater than $10 million. Theslso discussed in section 5.

The ACCC also notes that the ability of Airserviteslemonstrate its actual costs
incurred does not provide it with an automatic tigghinclude it in the rolling forward
of its asset base for future LTPAs. The ACCC walaneed to be satisfied that those
costs have been incurred prudently and efficiemthyich is relevant to its discussion of
Airservices’ consultation processes in section 5.5.

7.3  Capital expenditure

The value of assets is fundamental to the cal@xraif both the return on capital and
depreciation used in the required revenue calaulatiTherefore, it is important that
the ACCC ensures that capital expenditure is uakert prudently and efficiently.

7.3.1 ACCC's previous decisions on capital expendit  ure

In its 2004-05 assessment, the ACCC recognisedhinsgrvices’ capital expenditure
had been developed in consultation with industy #at it had in place reasonable
administrative processes to internally assessalagpipenditure projects.

However, the ACCC encouraged Airservices to inadhe transparency and
analytical rigour of its decision making in relatito its choice of capital expenditure
projects. The ACCC noted that this should inclugegrovision of adequate
information to stakeholders who suggest alternatolations to capital expenditure or
who guestion aspects of Airservices’ capital pragrkurther, the ACCC considered it
important for Airservices to detail the consultatand decision-making processes
relating to its capital expenditure program.

7.3.2 Airservices’ position on capital expenditure

Airservices proposed a capital investment prograth expenditure of approximately
$958 million over the five-year period covered tsydraft price notification. This
compares to Airservices’ capital expenditure of $&dllion between 2004-05 and
2010-11. A summary of Airservices’ proposed captgdenditure is contained in its
draft price notification and has been reproducet@dlote 7.5 below.

47



Table 7.5: Summary of Airservices’ proposed capitaéxpenditure ($million)
2015-16

2011-12

2012-13

2013-14

2014-15

Opening asset balance 865 981 1066 1144 1209
Capital expenditure 206 186 193 186 185
Depreciation 89 102 116 120 128
Closing asset balance 981 1 066 1144 1209 1266

Source Airservices AustraliaDraft price notification March 2011, p. 31.

7.3.3 Views of interested parties on capital expend iture

The views of interested parties on Airservices’gaeed level of capital expenditure
was discussed in section 5 of this document. A rarmobstakeholders submitted that
they were satisfied with Airservices’ consultatipmocesses on capital expenditure but
not necessarily the outcomes of those processeite Whumber of submissions raised
concerns about Airservices’ timing, extent of cdtagion and accountability for
delivering on agreed projects. Further, a numbetaieholders called for the removal
of certain projects from the LTPA.

7.3.4 ACCC's views on capital expenditure

The ACCC notes that the proposed capital investieagram is sizeable, and is the
principal driver of Airservices’ proposed price ieases over the five-year period.
Therefore, the ACCC requires assurance that Airsestiyproposed capital projects are
appropriate and represent an efficient allocatioresources. The ACCC also requires
assurance that Airservices is accountable for étigety of projects.

In section 5 of this document, the ACCC has rag®de concerns about the strength
of processes that provide Airservices with an itigerto undertake prudent and
efficient investment, as well as its level of acct@bility for delivering on agreed
capital expenditure projects. In particular, the@Chas noted concerns relating to:

= timeliness and level of information provided in sahation processes with
stakeholders (section 5.5)

= reporting to stakeholders on the delivery of theited expenditure program on
a project-by-project basis (section 5.2 and 5.5)

= strength of the Charter to monitor and provide asneement of performance
(section 5.3)

In the ACCC'’s view, Airservices needs to committitressing the concerns raised in
those sections prior to it submitting its formalkprnotification. If Airservices can
address these matters, the ACCC would be mindaeddept Airservices’ proposed
level of capital expenditure.
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7.4  Return of capital (depreciation)

The return of capital (depreciation) on an assdetermined by the interaction between
the asset value and the life of the asset. Theeaabseussions regarding the opening
asset base (section 7.2) and capital expenditaotiga 7.3) therefore has implications
for determining the appropriate return of capital.

7.4.1 ACCC'’s previous decisions on return of capita |

The ACCC reviewed the recovery capital expenditareugh depreciation in its
assessment of Airservices’ 2004-05 LTPA and coredutiat depreciation was based
on the economic useful lives of assets.

7.4.2 Airservices’ position on return of capital

Airservices proposed a return of capital of apprately $555 million over the five-
year period covered by its draft price notificatidiables 7.6 below sets out
Airservices’ proposed return of capital, togethé@hwhe annual and total growth costs.

Table 7.6: Airservices’ proposed return of capita$million) and growth in return
of capital (per cent) over the five years

2011-12 2012-13 2013-14 2014-15 2015-16  Total

Depreciation 89 102 116 120 128 555
Depreciation cost growth 14.7%) 13.7% 4.1% 6.6%| 44.7%

Source Airservices AustraliaDraft price notification March 2011, p. 31.

Airservices stated that the level of depreciat®based on the estimated useful life of
both existing and new assets acquired throughdahpitat expenditure program.
Airservices also confidentially provided the ACC@information regarding the
useful life assets it applied for the purposesabéwating depreciation.

7.4.3 Views of interested parties on return of capi  tal

Some stakeholders raised concerns about the usefsibof assets applied by
Airservices for the purposes of calculating de@gon.

For example, IATA raised concerns that Airservigasiposed opening asset base
might be overestimated, submitting that:

Despite numerous requests, [Airservices] has rotiped an adequate, year-by-year,
reconciliation between the proposed opening asset bnd the asset base used in the 2004
long-term pricing agreement.
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IATA'’s concerns are based on the fact that the mgeasset base for this period might be over
estimated. This is due to potential differing dejaton allowances when rolling forward the
asset bas€&'

7.4.4 ACCC's views on return of capital

As discussed above, in its assessment of Airsend684-05 LTPA, the ACCC
concluded that depreciation was based on the edongeful lives of assets.

The ACCC notes the concerns raised by some stakeisahbout the useful lives of
assets that Airservices appears to have applieithéopurposes of calculating
depreciation. Airservices has, on a confidentigifgrovided the ACCC with a
detailed list of the useful lives applied to as$etshe purposes of calculating
depreciation. The ACCC has reviewed this informatiad has not found any areas of
concern on the basis that the application is ctargisvith Airservices’ 2004-05 LTPA.

On this basis, the ACCC is prepared to accept sleéulilives applied by Airservices in
its draft price notification for the purposes ofatdating depreciation. Although, the
ACCC notes that any adjustment made to the levebpital expenditure when
Airservices submits its formal price notificatiomosild also be reflected in an
associated adjustment to the level of return oitahp

7.5 Rate of return on capital

The return on capital is a component of the bugdfock model that ensures that both
debt and equity holders receive a rate of retuan risflects the opportunity cost of
capital invested in the business. It should be censurate with the risks associated
with the firm’s operations.

In calculating the required rate of return, thelding block model estimates a number
of parameters to determine both the cost of dethicast of equity capital. It then
weights these costs in accordance with the firmajgtal structure to determine the
weighted average cost of capital (WACC). That is:

WACC = R(D/V) + R(E/V)

Where: R is the cost of debt;
R is the cost of equity;
D is the market value of debt;
E is the market value of equity; and
V is the market value of total assets.

The WACC is then applied to the regulated asset tiasstimate the required return on
capital for the period.

" International Air Transport Associatiof\TA submission in response to the ACCC issuesrpape

Airservices Australia’s draft price notificatipd0 May 2011, p. 7.
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7.5.1 ACCC's previous decisions on rate of return o n capital

In its 2004-05 decision, the ACCC considered timaasset beta of 0.55 was
appropriate for Airservices given the level of resdsociated with its operations. Given
the relationship between the asset and equity lagidshe nature of Airservices’
operations, the ACCC was of the view that the texyequity beta of 1.0 was
appropriate. The ACCC also considered that the temtopf a gearing ratio of 45 per
cent was acceptable.

In estimating the cost of debt margin, the ACCCeated a benchmark credit rating of
AAA. Finally, in assessing the risk-free rate, &k@CC calculated a ten-day moving
average of the nominal risk-free rate just priordieasing its decision.

The WACC parameters accepted by the ACCC in itglZl®decision are outlined in
table 7.7 below.

7.5.2 Airservices’ position on rate of returnon ca  pital

Airservices proposed a ‘nominal vanilla WACC’ 099.per cent. Airservices stated
that this is based on the WACC parameters asséysb@d ACCC in 2004-05, with
some adjustments made by Airservices to the nomisiafree rate and the cost of debt
margin. Table 7.7 summarises the WACC parametesosed by Airservices.

Table 7.7: Airservices’ proposed WACC parameters
ACCC’s 2004-05| Airservices’ 2011-12

Measure decision proposed
Nominal risk free rate (fR 5.41% 5.58%
Debt margin (g) 0.55% 2.37%
Market risk premium (R- Ry) 6.00% 6.00%
Corporate tax rate (J 30.00% 30.00%
Dividend imputation-f) 50.00% 50.00%
Gearing ratio (D/V) 45.00% 45.00%
Asset betafly) 0.55 0.55
Debt betaffy) 0.00 0.00
Equity beta f§) 1.00 1.00
Cost of debt (R) 5.96% 7.95%
Cost of equity (post tax nom) (R 11.39% 11.58%
Nominal vanilla WACC 8.95% 9.95%

Source Airservices AustraliaDraft price notification March 2011, p. 32.

Airservices stated that the nominal risk free egiplies a 40-day average to
21 February 2011 of a current ten-year governmentllsate and results in an increase
of 0.17 per cent from the rate used in the ACC©®B4205 decision.
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In relation to the cost of debt margin, Airserviststed that:

Regulatory practice in Australia has been to usevédue estimates from sources such as
Bloomberg and CBASpectrum to estimate the debt mafdnis task has become more difficult
since CBASpectrum ceased reporting fair value egimin 2010, and Bloomberg has steadily
reduced the number of long-dated fair values eséisntnat it provides.

The most recent ten year corporate fair value egémrovided by Bloomberg was for AAA
rated bonds on 22 June 2010. The increase in defgimbetween five and ten years to
maturity for that fair value curve was 0.67 pertcéirservices’ current ‘stand-alone’ credit
rating is AA and the current ten year AA debt marigi estimated by adding this to the current
five year AA debt margin giving an estimate of 2[8f cent.

Airservices submitted that the procedure it useg$timating the debt margin is
consistent with the procedure used by the Austrdhiaergy Regulator (AER) in its
most recent decision to extrapolate forward theoBiberg BBB fair value curve.

Airservices also confidentially provided the ACC@iwa report by Pricewaterhouse
Coopers (PwC) in support of its approach to deteimgiits proposed WACC
parameters.

7.5.3 Views of interested parties on rate of return on capital

The ACCC sought comment from interested partietherappropriateness of
Airservices’ proposed rate of return on capitalpémticular, the ACCC sought
comment on whether the proposed rate of returectftl an appropriate benchmark
given the risks borne by Airservices.

In general, stakeholders commented that Airservmeposed rate of return was either
reasonable or too high given the risks borne bgekiices.

RAAA stated that it was ‘content with the proposatt of return used by
[Airservices]'

BARA also submitted that it ‘does not object torfgervices’] proposed WACC
parameters’. However, BARA ‘proposes that [Airseed] accepts a lower rate of
return on its assets to fund the current crossigigissto domestic and GA airfield¥’.

Air New Zealand stated that it ‘considers thatridwe of return being targeted by
Airservices is overstated, given the risk profifehe business’

REX also submitted that the rate of return appetwedhigh and that ‘a return of
around 2 per cent above that of an official indusdte is considered more
reasonable’?
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Qantas Group submitted that Airservices’ debt nmaagid asset beta are too high. In
particular, Qantas stated that:

The proposed [Airservices] debt margin of 237bpvatthe risk free rate is unacceptably high.
It is based on a stand alone rating of AA and recegulatory decisions for other unrelated
industries such as Australia Post with contestabigices. The previous ACCC decision for
[Airservices] in 2004 was for AAA and 55bp, on thiasis the debt margin should be reviewed.
The Qantas Group strongly believes that a betterypwould be the Australian Government
credit default swap pricing which is currently aband 40-50bp for five years.

The Qantas Group would also challenge on a sirbdars that the asset Beta of 0.55 is too high.
Airways NZ has set their asset beta at 0.45. Therént risk of [Airservices] not recovering

their revenue targets is low. Over the past 7 yaetigity growth has remained high despite the
numerous shocks to the industry and the econommadd is closely linked to the available

seat capacity and airlines use other levers toustites demand to keep their aircraft assets
flying. It was also noted in the ACCC 09/10 pricenitoring report that airlines buffer

economic impacts to demand by reducing airfarethdrface of such evidence it is hard to see
that AsA contains such a high level of risk, onat ik higher than New Zealand with a
significantly smaller population and econoﬁ(?y.

IATA stated that the five-year government bond siteuld be used as the risk-free
rate instead of the ten-year rate, and that it doésupport the debt premium as
Airservices’ credit rating is AAA. Further, IATA sunitted that a higher gearing level
should be usetl.

VAA submitted that ‘Airservices is not exposed thigh level of commercial and
competitive risk being a government owned provided, therefore, VAA ‘considers
the debt margin used in the WACC calculation ishig’.

7.5.4 ACCC's views on rate of return on capital

The ACCC considers that Airservices’ proposal tdatp the nominal risk-free rate is
appropriate given the time elapsed since the ACQQ®!-05 decision. Further, the
ACCC is of the view that if the risk-free rate @slie re-examined then it is also
appropriate that the cost of debt margin and theketaisk premium (MRP) be re-
assessed. The ACCC'’s assessment of Airservicegbpeal values for these parameters
is outlined further below.

In relation to the remaining WACC parameters, ti@&CA is prepared to accept
Airservices’ approach to leave them unchanged 2004-05. In particular, although
the ACCC notes that some submissions raised cantieanthe rate of return was too
high given the risks borne by Airservices, the AC&siders that there is unlikely to
have been any significant change to AirserviceKgicompared to 2004-05 (see
section 7.5).

80 Qantas Grougubmission to ACCC issues paper on Airservicegdlizss five year draft pricing
proposal 11 May 2011, p. 9.

International Air Transport Associatio®ATA submission in response to the ACCC issuesrpape
Airservices Australia’s draft price notificatipd0 May 2011, pp. 10-11.

Virgin Australia,Response to ACCC Airservices Australia draft prioéfication issues paper

10 May 2011, p. 11.

82

53



The ACCC notes that, when considered against o#oent decisions, an asset beta of

0.55 and the equity beta of 1.0 that this impligsear to be high. The ACCC also

notes the views of submissions that the beta appedre high. However, in the context
of this price notification, the ACCC is preparedatzept these figures on the basis that
they are consistent with the ACCC’s 2004-05 deaisind, as discussed above, the risk
to Airservices’ operations appears to be relativelghanged.

Nominal risk-free rate

The ACCC considers that the use of a five-year Gowent bond, averaged over a
number of days to remove any short-term variabiigyan appropriate estimation for
the nominal risk-free rate. As with the ACCC’s athecent decisions, the ACCC
considers a 20-day averaging period, beginnindas® @s possible to the start of the
regulatory period to best reflect market expectetjas appropriate.

In relation to the use of a five-year term, the ATRobtes that the regulatory practice
regarding the term for estimating the nominal fige rate (and the cost of debt margin
for that matter) is currently under review by a mnemof regulators, including the
ACCC 2 However, in the context of this current price ficéition, the ACCC considers
that the use of a five-year rate is appropriath@se circumstances. This reflects the
five-year period covered by Airservices’ draft grigotification and is consistent with
the comments made by stakeholders in their subomssin the matter. Further, as
discussed below, Airservices has relied on theofisefive-year term to estimate the
cost of debt margin.

On this basis, the ACCC has estimated the nomisiaffiree rate as at the time of
writing to be 4.92 per cefitThis is lower than Airservices’ estimated nomingk-

free rate of 5.58 per cent, which was based ondadCaverage (to 21 February 2011)
of a ten-year Government bond.

When estimating the nominal risk-free rate forfaismal price notification, the ACCC
expects that Airservices will use a five-year Goweent bond, averaged over a 20-day
period beginning as close as practicable to sulmgito the ACCC.

Cost of debt margin

The ACCC notes that, in estimating its cost of dahtgin, Airservices has applied an
AA credit rating, which it states is its currentaisd-alone’ credit rating. The ACCC
recognises that Airservices is a wholly-owned Gorent entity. As noted above, the
ACCC previously accepted a benchmark credit radingAA.

The ACCC considers that Airservices has not sufity substantiated why an AA
credit rating should now be applied. Therefore, ARKCC considers that the most
reasonable approach to determining an appropniatétcating for Airservices is to use

8 For example, the Independent Pricing and Reguyldtdbunal (IPART) released a final decision in

April 2011 to apply a five-year term for market-bdSWACC parameters. See IPARJeveloping
the approach to estimating the debt margin — foledision April 2011.

In estimating the nominal risk-free, the ACCCdigtoomberg to obtain the most recent 20-day
average of the yield to maturity for five-year Coomwealth Government securities.
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the benchmark credit rating consistent with thadus the 2004-05 decision, which is
AAA. As a check on the reasonableness of this ambrathe ACCC notes that, as
identified in stakeholders’ submissions, debt autityeissued by Airservices is rated at
AAA. On this basis, the ACCC does not accept Arges’ proposed benchmark of an
AA credit rating and considers that the benchma&knoAAA credit rating is more
appropriate.

It is regulatory convention to estimate the desit premium using the same term
applied in averaging the risk-free rate. Thereftne, ACCC has estimated the cost of
debt margin using a five-year term for an AAA ctedting. Applying this approach
resulted in a cost of debt margin of 0.34 per &ehhis is lower than Airservices’
proposed cost of debt margin of 2.37 per cent, whias based on an AA credit rating
and forward extrapolation of a five-year term ttireate a ten-year rate.

When submitting its formal price notification, tA€CC expects that Airservices will
estimate the cost of debt margin applying a fivaryterm consistent with that used for
the risk-free rate and based on an AAA credit gatin

Market risk premium

The value of the MRP applied by the ACCC in itsestiecent decisions is 6 per cent.
On this basis, the ACCC is prepared to accept Airses’ proposed MRP of 6 per
cent.

Summary

Applying the ACCC'’s adjusted nominal risk-free rafet.92 per cent and cost of debt
margin of 0.34 per cent resulted in an estimatedC@Af 8.37 per cent. The ACCC
has undertaken an assessment of the extent to wWhscadjustment to the WACC
affects Airservices’ proposed required revenuewshim table 7.6.

Table 7.8: ACCC's assessment of the effect of a vation in the WACC on
Airservices’ proposed required revenue ($million)

Airservices’ 2011-12 ACCC's 2011-12 Difference

proposed estimated

9.95% 8.37%
2011-12 862 844 18
2012-13 917 898 19
2013-14 97(Q 950 20
2014-15 1013 991 22
2015-16 1 060 1037 23

& In estimating the cost of debt margin, the AC@@leed a methodology consistent with its approach

in other industries it regulates. The ACCC usedBiberg to obtain data for all AAA fixed rate
bonds with a remaining maturity of between four andyears. The ACCC then subtracted the
nominal risk-free rate from the most recent 20-degrage of the yield to maturity of those bonds to
estimate the cost of debt margin.
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Airservices’ 2011-12 ACCC’'s 2011-12 Difference

proposed estimated
Total 4821 4720 101

As illustrated by table 7.6, applying a WACC of Bf3er cent reduces Airservices’
required revenue by around $101 million over thie-fyear period—a difference of
2.1 per cent.

As discussed above, the ACCC does not accept Aices’ proposed WACC as
appropriate for this assessment primarily becausse/vices has applied an AA credit
rating in estimating the cost of debt margin wherAAA credit rating appears to be
more appropriate. The ACCC also considers thateayfear term, and the use of a
20-day averaging period, in estimating the nomirski-free rate and cost of debt
margin is more appropriate. With the exceptiorhef MRP, the ACCC has not
undertaken an assessment, or formed a view, orethaning WACC parameters.
However, in the context of this draft price notiion, the ACCC is prepared to accept
Airservices’ approach to leave them unchanged 2004-05.

The ACCC considers that Airservices should addies®\CCC’s comments on the
nominal risk-free rate and cost of debt margin preosubmitting its formal price
notification. Any resulting adjustment to the WAGGould be reflected by an
associated adjustment to the proposed requiredchuevand prices for users.

8 Pricing and structure of prices

The purpose of prices surveillance is to achiefieieft prices and protect consumers
in markets where competitive pressures are noicserft to do so. Efficient pricing is
concerned with both the level of prices, and thg imavhich prices are structured in
order to recover revenue from different user groups

In the first instance, the ACCC undertakes an assest of whether the proposed price
increases are reasonable given the business’suevequirements. This provides a
check on whether the business is generating mowngypofits, and is done through the
building-block model (see section 7). It is coneshprincipally with theoverall level

of prices. The ACCC is also interested in the @dficy of the business’s cost base, as
this will affect the level of prices and magnituafeany price increases.

In assessing the structure of prices, the ACCCgeitlerally be interested in whether
there has been or is likely to be an adverse impatie efficiency of resource
allocation decisions by the business and its custenThat is, whether the prices of
service lines or prices at certain locations dlyi to distort demand for the services.

Principles for efficient pricing

In a general sense the ACCC is reluctant to piescandividual charges at too fine a
level of detail. While monopoly service provisiorayraise concerns about the level of
prices, it is generally considered that businepsssess greater motivation and
information than third party arbiters to find pristuctures that best recover costs and
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maximise network usage. For example, it is notilda®r desirable to simply increase
each price by a proportion to reflect increasdstal costs. This approach would be
insufficiently subtle to accommodate the commerngidgments which must take place
at a micro level, in particular the sensitivitydifferent users to price changes (price
elasticity of demand).

Nevertheless, there are some tests of costs t®&@CC may conduct to gain a level
of comfort with the efficiency of proposed pricé$enerally, setting prices of a
service below incremental cost may encourage tiefft over-use of that service,
while setting prices above stand alone cost corddige Airservices with monopoly
returns?’

When considering individual charges, it is relev@antonsider the likely effect on
demand of any increase in price. Inverse elastpitging (or Ramsey-Boiteux pricing)
involves levying higher charges for those proddetsvhich demand is least
responsive to changes in these charges. This tedle recovery of costs in a manner
which minimises the loss of transactidhs.

Quialifications and constraints

The ACCC is required to examine Airservices draftgnotification taking the policy
parameters in which it operates as given. Airsevis a government owned entity that
provides services as required by the aviation gaegulator, CASA. Under section 46
of the Airservices Act, Airservices is requiredojgerate as a commercial entity, with
the expectation that it will provide an annual damd to the Government. Implicit in
this is a requirement to recover costs of the emttirsiness, that is, that the Government
does not have a policy that any use of the servidébe taxpayer funded. Further,
Airservices is required to provide services at lation if directed to by CASA.

Airservices has adopted a hybrid approach to mjawhich involves a mix of network
pricing and location specific pricing. As a resstime services, or services in some
locations over-recover their costs, and other sesv/and locations under-recover. In
some cases, prices do not recover incremental cbpteviding the service.

8 see ACCCPreliminary View: Airservices Australia Draft prigeotification,November 2004,

section 9.

In adopting Faulhaber’s approach to testing foss- subsidies in prices of a regulated multi-pobd
firm, the ACCC noted that the stand-alone costrof/joling a service, where a firm provides multiple
services, is the cost of providing only that paréc service. The incremental cost of providing a
particular service is the additional cost thatfthm incurs as a result of providing that servine i
addition to its other services. (ACCEreliminary View: Airservices Australia Draft Price
Notification, November 2004, p. 90).

The Ramsey-Boiteux method of cost allocation imes allocating common costs between users with
the objective of maximising efficiency. In circurastes where demand for services produced by a
multi-product monopolist are independent (i.e. vehigre cross-price elasticities of demand are zero),
allocating common costs in inverse proportion tdows users’ price elasticities of demand will
maximise economic welfare.
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Airservices’ requirement to recover costs acrosgemusiness

In assessing Airservices’ proposed structure aimpgi the ACCC must consider
Airservices’ requirement to raise sufficient reveria recover its costs across the
regulated services.

In 2004-05 the ACCC outlined its pricing principlies efficient pricing and allocation
of fixed and common costs. Its subsequent anafygidighted areas where it
considered cross-subsidies existed, as some sedid@&ot recover even incremental
costs. The ACCC did not consider cross-subsidisatde a concern from an
efficiency perspective in itself, and identifiecgtbircumstances under which it would
be a concern as:

= if competition were to be introduced for the prasisof certain services
provided by Airservices, as the cross-subsidy ctedd to inefficient entry, or

= if the level of cross subsidy was such that rediand GA airports were being
kept open when the value of these airports to the®rs is less than the costs of
these airport&’

The ACCC further considered that economically effit prices for services may
involve some services being priced below incremetst if relatively higher prices
would lead to inefficient substitution to othersdepreferred services.

It is important to note that, in respect of ARRfe ACCC remains of the view, as it
stated in its 2005 decision, that it appears uhfikeat the market for ARFF services
will be opened up to competition in during the pdrcovered by this price notification.
Given this, the proposed pricing structure (thab&sis of charges, cross-subsidies
between en route and TN and ARFF) would not digotty decisions.

The second scenario that the ACCC identified astanpial concern was where
services were priced below incremental cost (abred and GA locations) such that
airports remain open when their value to usersss than the cost of the airport. In its
2004 preliminary view, the ACCC stated that it Imad been provided with any
evidence of this. In order to make an assessmesttwfture of prices in this context,
the necessary information regarding price elaggibf various user groups at each
location, including any cross elasticities or coempénts, has not been available. That
said, from observation of past and present actiitityould appear that demand at
major airports is relatively insensitive to prieghen compared to regional and smaller
airports¥

Equity considerations

Inverse elasticity pricing can be at odds with @pts of fairness and equity across user
groups in the sense that charges for some sendc@ssome locations, may not be
limited to the cost of providing the service thagy use. Prices for other services, or

8 ACCC,Preliminary view: Airservices Australia Draft Pridgéotification November 2004, p96.
%° Productivity CommissiorRrice Regulation of Airport Services: Inquiry Repdanuary 2002, p. X.
and Airservices Australid)raft price notification March 2011, p. 55.
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services provided in some locations, may be lowan the full cost of providing them.
Some groups may be concerned that they are eféd¢subsidising other businesses
using those services.

As an economic regulator, the ACCC'’s role in assggsrice structure proposed by a
declared firm under Part VIIA of the CCA focusestbase situations where there is
evidence that a proposed pricing structure isslikaly to create distortions in demand
or where there are clear opportunities for moratefjle outcomes through pricing
without creating such distortions.

Inverse elasticity pricing attempts to approxinthterelative value of a service to
different users, as is reflected in their willingseor capacity to pay. This is consistent
with economic efficiency principles because useespaying according to the value
they attribute to the product or service. Indeaetise elasticity pricing enables the
reduction of deadweight losses that are broughtitaimploss of economic activity as a
result of prices being high such that some usengel¢he market.

The ACCC assesses the level of prices Airservibasges its customers in the context
of its demonstrated revenue requirements, theiefioy of its cost base, and efficiency
of pricing. Further, the ACCC is required to malseeassessment within the existing
policy framework. Broader questions relating toipp(for, example, how any
shortfalls should be funded) are outside the scbpee ACCC’s assessment of locality
notices under Part VIIA. These issues are mostogpiately addressed by the
Government.

Airservices’ proposed price path

Airservices is proposing a five-year pricing arramgent that involves changes to its
charges for terminal navigation (TN) and aviatiesaue and fire fighting (ARFF)
servicesCharges for en route services are to remain un@thang

Table 8.1 shows that the change in weighted aveyage varies from year to year. On
average, Airservices is proposing to increase Tibkeprby 0.6 per cent per year and
ARFF prices by 6.1 per cent per year (based omtighted average prices).

Table 8.1: Airservices’ proposed weighted averagerige changes (per cent)
2011-12 2012-13 2013-14 2014-15 2015-16  Average

annual
TN 1.9 0.8 0.1 (0.2) 0.2 0.6
ARFF 7.8 8.6 6.6 51 2.5 6.1

Source Airservices AustraliaDraft price notification March 2011, p. 4.

Airservices’ approach to pricing structure and @tcation remains largely consistent
with the approach taken to its 2004-05 LTPA. Aivészs submitted that increases in
prices for TN and ARFF services, while holding eunte prices constant, is part of its
strategy to move TN and ARFF services closer to fuly allocated cost levels, while
avoiding large price shocks in the transition.
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Airservices has provided details of the proposezhgkes to pricing on p. 16 of its draft
price notification.

The ACCC'’s approach to pricing structure in this c&on

The ACCC'’s assessment of the structure of pricésrgervices’ draft price proposal
separately considers cost allocation, pricing acsesvices and locations, including the
basin approach to TN pricing, basis of charges,temicig of cost recovery.

8.1  Allocation of costs

8.1.1 Airservices’ position on allocation of costs

Airservices described its method of cost allocatarpp. 45-48 of its draft price
notification. Airservices noted that it has retainis 2004-05 LTPA approach to
allocating common costs on the basis of activity.

For direct costs, Airservices submitted that igsdard costing approach provides for
standardisation of costs for similar inputs acitosations. In taking this approach, it
stated that it seeks to smooth any cost anomé&lasate not location driven, and
provide a cost base that better reflects the lefvsérvice and types of assets employed
at a particular location.

Airservices submitted that the standard costingdmd increase or decrease the overall
level of costs, but that standard costs have balenlated to ensure that total recovery
is unchanged:

8.1.2 Views of interested parties on allocation of costs

The ACCC sought comment from interested partietherappropriateness of the
proposed methods for allocating direct costs as agdfixed and common costs.

RAAA, Rex and BARA have raised no issues in retatm the proposed methods.

IATA submitted that the appropriateness of the psgal methods is ‘meaningless once
caps on charges are implemented for terminal nawigaervices, network pricing
applied for Category 6 ARFF services and crossidigissapplied for en route
services®? Further, IATA stated that it did not support startisation of costs and that
users should pay for the actual costs incurred.

VAA stated that, given it is a user pays model,uke of standard costing may distort
the proposed cost recovery of both major and regjiparts. Therefore, VAA

%1 Airservices AustraliaDraft price notification March 2011, p. 45.

%2 International Air Transport Associatioy TA submission in response to the Australian Gatitipn
& Consumer Commission (ACCC) “Issues Paper” on diivices Australia’s Draft Price
Notification May 2011, p.16.
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submitted that it would like assurance that redigoats will not be disadvantaged.
VAA submitted that the allocation of fixed and cowmcosts on a location specific
basis is an acceptable allocation as it is equtabboth major and regional ports.
VAA stated that it would like a clearer explanatmirhow resource requirements have
been derived on a site by site basis.

Qantas considered that the use of a standardigedagh for salary costs and some
operational costs in theory may have some merast&3 submitted that it was not able
to comment on the appropriateness of the allocatiatirect costs and standardisation
without specific details or models to compare tiigasion with and without
standardisation. Qantas proposed its own costaitotmethod, the two part tariff
approach, where variable costs are recovered unlbeation specific model and fixed
costs are networked across the segments.

8.1.3 ACCC's views on allocation of costs

In its assessment of the 2004-05 LTPA, the ACC@anthat Airservices’ method of
cost allocation was one which is reasonably likelyesult in allocations which broadly
reflect users’ capacity to pdy.

This is consistent with the inverse elasticity ruildich suggests allocating costs to
services and locations in inverse proportion toafasticity of demand for the service
will maximise economic activity.

However, the ACCC was unable to ascertain the a@etgrevhich Airservices’ method
would serve efficiency given:

= the ACCC does not have detailed information abloeitdemand elasticities of
Airservices users.

= jtis not clear that demands between locationsratependent.

That said, the weight of qualitative argument ssggee to the ACCC that Airservices’
approach to the allocation of distributed costsvieen locations on the basis of activity
is a reasonable and transparent approach to aloaaists when there is no clear
(causal) basis for apportioning these costs betwesrices”

The method of cost allocation of fixed and commosts has been relatively
uncontroversial amongst stakeholders, and the AG®i@w on allocation of costs
remains consistent with its 2005 decision.

The ACCC does note stakeholders’ comments relaitige interaction with the cost
allocation method of the regional and basin capd,reetwork pricing of Category 6
ARFF services. This is discussed in more detadwel

% ACCC,Preliminary view:Airservices Australia Draft Price Notificatip®November 2004, p. 78.
% ACCC,Final decision: Airservices Australia Price notiitton, December 2004, p. 25.
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In relation to Airservices’ standard cost methoddibocating direct costs for services
across locations, the ACCC is satisfied that Aireers has applied the method to its
financial model in the way it has described. TheCATsees merit in the standard
costing approach to removing anomalies in priceséovices across locations.

8.2  Pricing across services and locations

8.2.1 Airservices’ position on pricing across servi ces and locations

The principles underlying Airservices’ pricing stture are contained in the draft price
notification. Airservices stated that the current proposal reflects a further
reduction in the cross-subsidy from en route sesigvith nominal prices remaining
constant (and therefore reflecting real reductionsl) and ARFF prices are increasing.
Over the period of the current draft proposal, @rte services are projected to over-
recover their costs by $94.5 million, and TN andFservices are projected to under-
recover costs by $94.5 million collectively (talBld). By comparison, the 2004 LTPA
estimated that en route services would over-recthr costs by $103.2 million, and
TN and ARFF would under-recover by $104 millionrg&rvices stated that the overall
level of the en route price subsidy would drop frd@33 per tonne in 2012 to $0.07
per tonne in 2018

Airservices estimated the shortfall in cost recguar2010-11 as a result of the

regional caps on TN services to be $6 millidand the shortfall for ARFF services

(via the uniform price charged for category 6 seesiat all locations) is estimated to be
$31 million in 2011-127 These shortfalls would be covered by revenue ciatefrom

en route services.

Table 8.2: Service surplus/(shortfall) ($million)

Service 2011-12  2012-13  2013-14  2014-15  2015-16 Total
En route 32.8 23.8 15.0 14.4 8.5 94.5
™ 4.8 (4.4) (9.7) (9.1) (8.5) (26.9)
ARFF (22.5) (19.6) (13.3) (6.4) (5.9) (67.7)
Total 15.1 (0.3) (8) (1.1) (5.9)

Source Airservices AustraliaDraft price notification March 2011, p. 39.

According to Airservices, the increased rate ofarmécovery of costs at regional and
GA airports over the five year period is due to @ldeled costs associated with a
Ministerial Direction to install radar servicestaé specified regional locations, and
costs associated with the introduction of the C2gsrspace category at some GA
airports. According to Airservices, it is still @ntrajectory to reduce the level of under
recovery at regional and GA locations beyond theettt five year price agreemeft.

Airservices AustraliaResponse to ACCC'’s additional information requésipril 2011, p. 7.
Airservices AustraliaDraft price notification March 2011, p. 11.
Airservices AustraliaDraft price notification March 2011, p. 14.
Meeting with Airservices, May 18 2011.




Airservices noted the challenges associated wiingfiying the likely demand impacts
of higher charges at regional and GA airports. fitmaber and complexity of costs that
airlines must factor in, particularly given the iaiion in business models and pricing
practices of different carriers, makes isolating areasuring the impact of the
Airservices-component of costs difficult. Airseregcstated that it has not found a way
to model the impacts of increased prices. It hasd®n feedback from regional
airlines and airports. Airservices did not beli@was in a position to determine the
point at which distortions in demand will ari€e.

Airservices submitted that it has received strarggpback from regional and GA
operators that the TN price increases in the pusviol PA were not sustainable into
this agreement, and that a rate aligned with iflatould be sustained without
significant dislocation. In the case of ARFF prigereases, Airservices submitted that
a number of large operators expressed concere aaté of increase in the December
2010 (consultation) proposal and it reduced the ohincrease as a restift.

Basin pricing

Airservices stated that TN ‘prices at GA airportsaicapital city basin will be capped
(the Basin Cap). The shortfalls from price cappgimese services are funded from the
major airport in the capital city basin. This isiested at $24 million in 2010-11°"
Prices at major capital city basin airports haverbi@creased by between 5 per cent
and 20 per cent to fund secondary airp8tts.

Airservices provided additional information anddamce to the ACCC regarding basin
pricing. Airservices submitted that the operatibsecondary airports in capital city
basins has a significant positive impact on redyiciongestion and improving safety at
major basin airports. It stated that operationaitg procedurally there are significant
air traffic control interdependencies across theises operating into and out of basin

airports!®

Airservices further submitted that the operatios@tondary airports effectively
segregates traffic, minimising airspace compleaityl maximising regular passenger
transport operations’ efficiency.

According to Airservices, the user base at GA aigpis diverse and demand is quite
price sensitivé? Airservices submitted that if the full service towere priced for
secondary basin airports (up to $130 per tonnegld@ndirservices charges’ would have
a distortionary impact on the airport market, mghkimem too costly to use and
ultimately unviable.

99
100

Meeting with Airservices, May 18 2011.

Airservices AustraliaResponse to ACCC'’s additional information requésipril 2011.
101 Airservices AustraliaDraft price notification March 2011, p. 10.

192 Airservices AustraliaDraft price notification March 2011, p. 44.

103 Airservices AustraliaResponse to ACCC's additional information requésipril 2011.
104 Airservices AustraliaResponse to ACCC's additional information requastMay 2011.
105 Meeting with Airservices, 18 May 2011.
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With no alternative aerodrome, Airservices stated it would not be able to operate
the priority sequencing progrart§ making it feasible for non-RPT (regular public
transport) operations to use the major capital aityorts.

Where price sensitive flying schools and recreaiaperators have alternative non-
towered locations to which they can relocate, Armes submitted it was likely that
their shift in demand would lead to that non-tovdeaerodrome requiring a tower,
resulting in replication of infrastructure at caesiable cost. It stated that other small,
less price sensitive business aircraft relocatntip¢é major airports would increase the
mix of fleet and airspace complexity, leading toreases in airline delays and costs.
Airservices cited a study completed in 2009 suggest 15 minute delay per day
across each of the primary airports would cosiHaes up to $11 million per
annum:?” In addition, Airservices submitted that reducegait capacity would be
likely to add to airlines’ costs.

Airservices argued that an alternative option tantaén the price cap at secondary
airports and recover costs from all uncapped dispam basis of traffic volumes would
disadvantage Sydney airport the most (where useusdvbe required to pay up to

$5 million more per annum), Brisbane and othertioca such as Hobart, Canberra
and Gold Coast would also be disadvantaged. Adekaid Perth would benefit the
most.

8.2.2 Views of interested parties on pricing across services and locations

Several stakeholders expressed concern aboutvleoliecross-subsidies present in the
pricing across services lines (from en route toad ARFF), and across locations
(major capital airports subsidising TN and ARFFegional locations, and TN at GA
airports).

While the reduction in under recovery of costshia TN and ARFF service lines was
welcomed by some of the major airlines, it was aered that the rate of reduction
was not rapid enough.

Linked to these concerns are arguments by the raajores that Airservices is taking
advantage of its government owned monopoly stahasjding assistance to domestic
industries (regional and domestic airlines, anddparators).

In addition, airlines argued that it is reducingnzoercial opportunities for, and
competition between, international airlines. Aideghave also argued that Airservices’
pricing methodology is entrenching its monopolytsteby making competition for
ARFF unviable, as regional airports have no ineentd provide competing ARFF
services (BARA).

International airlines were generally opposed tp @oss subsidies between services
and locations, on the basis of equity and efficyenc

196 The priority sequencing programs give priorityRBT (regular public transport operations) over

other aircraft operations at the major capital aityports.

197 Airservices AustraliaResponse to ACCC’s additional information requa$tMay 2011.
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IATA opposed the cross subsidies from en routeNaahd ARFF. It recognised that
the cross subsidy is to be reduced over the péubdtated that en route users were
paying more than $90 million over the period. IATAl not support charging on the
basis of price elasticity and considered it an almfsnonopoly position.

Singapore Airlines commented on a lack of alignnveitit the pricing principles
adopted by ICAO and those of Airservices. Singaparines was of the view is that
the operation of non-viable infrastructure showddilinded by the users or the
Government, if the community need for the servicednsidered to be of economic
importance. Singapore Airlines submitted that iasineg the reliance of domestic and
GA services on cross-subsidisation is flawed aild fa provide a reasonable and non-
discriminatory long term path for the pricing obte services. Air New Zealand also
argued that mechanisms to address shortfalls stheuddtablished outside Airservices’
pricing structure.

United Continental Holdings submitted that it supp@ funding plan that is
transparent and charges each user fairly, equitaiilyin a manner that promotes
efficient use of public resources.

BARA objected to price increases of TN and ARFFis&s at major international
airports for the purpose of subsidising domestit general aviation airports, and
considered that the cross subsidy ‘fails the ecooeiffficiency test’. BARA suggested
that the minimum prices that should be levied fhirdnd ARFF services at each
location be set with reference to their avoidalolstc

Air New Zealand submitted that the continuatiortiafss subsidies created little
incentive for Airservices and its customers to ad&sthe true cost of providing
services at particular locations and to considerahtive means of services provision,
such as competition where possible.

Some airlines questioned the level of subsidisaimoss services and locations, and
the rate at which it was to be decreased.

Cathay Pacific welcomed the reduction in cross isligation, but considered the level
should be reduced more quickly.

BARA was concerned that the price caps for TN gioreal airports were arbitrary and
contradicted Airservices’ statement that each looaghould recover its location
specific costs.

IATA expressed concern that almost all the lossingaterminal locations were
forecast to generate even greater losses by 201Suh@arly, IATA expressed concern
that that a few ARFF service locations were subsidiall the remaining locations
through the Category 6 caps, and that the crossdyubecomes greater over the
period.

IATA argued that the basis for charging for TN seeg was meaningless once the caps
are applied. IATA did not accept the limiting ofg® increases to inflation as it
maintained this was not enough to move towardschslt recovery.
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Some stakeholders, conversely, argued that chatgegional airports were too high.
Some regional operators also expressed a prefefencetwork pricing (for example,
RAAA, Australian Regional Tourism Network).

Qantas supported the continuation of subsidiesefgional TN caps via enroute
services. Qantas stated that many enroute semieesso users of regional class D
towers costed under the TN charges. Qantas advbtteanetworking of fixed costs
recognising the lumpy nature of infrastructure s@std overheads.

Some stakeholders (for example, Qantas, RAAA, Rggrjessed concern regarding the
increases in ARFF prices. Qantas submitted thatatteeof increase for ARFF services
was steep, and would affect demand and recovergsi$ in a number of locations. It
recommended a less steep increase with reviewrnade.

RAAA submitted that it was strongly opposed to lawa specific charges and
supported network based charging. RAAA argued|teattion specific charging is
highly disadvantageous to regional operators. RAd#her submitted that the number
of towns and communities serviced by regional easrhas more than halved over the
past 25 years. RAAA considered that USA and Cahada been strong supporters of
network pricing.

Some stakeholders noted the impact that incredsages and location specific pricing
would have on regional communities. RAAA expressaacern regarding the
compounding of social inequity as a result of afédyility and access to air services for
Australians living in regional and remote arease Rustralian Regional Tourism
Network submitted that higher charges for regi@ea/ices made it even more difficult
for regional airports to attract and maintain &irvéces from major domestic carriers.

Aircraft Owners and Pilots Association of Australiated that airports made no
contribution to the air navigation infrastructunat supports the operations from which
they make a profit.

Basin pricing

Stakeholders’ concerns regarding the basin prigpgroach were common in many
respects to broader stakeholder concerns regacdisg-subsidisation across service
lines and locations, as the basin pricing appraaeblves price caps at GA airports
with shortfalls funded by major capital city airpowithin that ‘basin’.

BARA noted that cost recovery levels at GA airpevese very low, ranging from
around 15 per cent to 35 per cent, with the aveadgeound 20 per cent. BARA noted
that these levels of under recovery were beingddray the major international
airports. BARA noted that the level of subsidy 24 million in 2011-12, and
increased to around $28 million by 2015-16.

BARA further argued that there was scope for TNrgha to be increased significantly
before they were on par with the cost of usingnitagor airport (when combined with
parking costs), and concluded that they are exoelgydow and are not needed to
influence GA users’ decisions to not use the maiqoort. It was argued that the
market would in any case deal with any congesssaas arising from GA operators
using the major airports. BARA also concluded tastt of the annual subsidy

66



provided to GA aircraft through TN pricing is geakassistance unrelated to its
proximity to a major international airport.

Stakeholders (for example, United Continental Hoddi BARA) argued that many GA
operators are wealthy individuals, and if the gaweent wishes to provide assistance to
flying schools it should do so explicitly throudietbudget.

BARA noted that Airservices had not attempted tdrads the ACCC’s concerns
expressed in its views on the previous LTPA thateramalysis needed to be done by
Airservices to describe the ways in which basicipg resulted in benefits to users of
the major capital airports.

IATA also argued that there is excess return whbekihg at the return on assets on
basins as a whole and therefore the excess wag bs&d to subsidise other services
areas (other than just the airports in the basin).

Other stakeholders supported the basin pricingeqnand suggested some
modifications be made to either the level of pmcor the inclusion of secondary
airports in existing basins.

Qantas submitted that the Sunshine Coast and GmdtGhould be considered part of
the same basin as Brisbane airport, and Avalonldismiconsidered part of the same
basin as Tullamarine airport. Qantas argued thatively low TN charges at Brisbane
and Tullamarine would lead to demand switching fisamshine Coast and Gold Coast
into Brisbane, and from Avalon to Tullamarine. Genboted that empirical evidence
suggested the demand switching effects are bdistgtally significant and material.

Qantas also submitted that there are common cogiegst these airports in that they
share Airservices services. Qantas noted thattflighand out of the Gold and
Sunshine coasts frequently used Brisbane radaclasd D tower services and vice
versa, and flights in and out of Avalon frequentbe Melbourne radar and class D
tower services.

The RAAA submitted that the basin differential abble considered excessive with
prices at GA airports in 2016 up to 172 per ceghér than those at the major airport.
The RAAA argued that the prices need to be kepicsenmtly similar so as not to deter
GA users from using the secondary airport.

Cathay Pacific submitted that Australia needed natiegnative airfields and that this
could be achieved with the current alternativeaigpif they had longer hours of
service of air traffic control and ARFF. Cathay Fla@rgued that these would also
return a greater overall industry saving by wayeafuction in fuel carriage.

8.2.3 ACCC's views on pricing across services and | ocations

The ACCC notes that the structure of pricing aceessices and locations is largely
unchanged from that which was implemented in tH@&4206 LTPA and, therefore,
considers the analysis of the pricing structurigsirr004-05 assessment, including its
subsequent ARFF decision, continues to apply.
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As noted above the ACCC is reluctant to be preseambout structure of prices. It
employs the building block model to ensure monapsliprices are set to provide
reasonable rate of return to the business. The AS@0, as noted earlier, interested
in the efficiency of the business’s cost base. Harethe ACCC considers that
individual organisations are in a better positiouhderstand how to best recover costs
and maximise usage of services across the busihéssuses, therefore, on those areas
where the structure of prices may lead to distogim economic activity.

In its 2004-05 preliminary view the ACCC identifiaddegree of ‘cross-subsidisation’
of TN and ARFF services at regional and GA locatibg en route and TN services at
radar location$?® The ACCC considered that the cross subsidies woilof concern
from an efficiency perspective (provided priceseed marginal costs) if there was the
prospect of competition being introduced to a sErvor if the level of prices at GA or
regional airports were low such that airports wezang kept open when the value of
these airports to their users is less than theafdse airports?® At the time the ACCC
said that it had not been provided with any eviéethat either of these conditions
applied.

In 2003, the ACCC encouraged Airservices to comsatternatives to its price structure
given the divergent views of stakeholders. The AGKEknowledges the actions taken
by Airservices since the previous LTPA with resgedhe restructure of ARFF prices
in 2006, pricing options review, and the TN review.

The ACCC notes stakeholders’ concerns regardingdiéy of pricing given the
under recovery of costs for services at regiondl@A locations.

The ACCC supports the transition to location spegficing, and would not support
the return to network pricing. In the absence of detailed evidence relating to price
elasticities and the impact of Airservices’ priogscarriers’ costs, the ACCC considers
that it is not unreasonable to expect that fastarasn to cost reflective, location
specific pricing could have adverse effects on dedred regional and GA airports.

The ACCC further acknowledges the impact of reguiathanges and constraints for
increasing prices leading to increased under regaoss these locations in the five
year period. The ACCC would expect, however, thatrhove to recovery of costs by
regional and GA airports would continue to occur.

The ACCC has not been provided with evidence thisefvices’ pricing at any of the
locations is creating distortions in economic astjivand would be reluctant to suggest
an alternative pricing structure be implementedce ACCC would expect that

1% The ACCC adopted the G.R. Faulhaber methodologgidétermining whether cross subsidies are

present in the prices of a regulated multi-prodingt. According to this approach ‘if the revenuds o
a regulated enterprise just cover total econométsgohen all prices are subsidy free if the reesnu
of each service and group of services is at leastgeat as the incremental cost of providing the
services of group of services.; equivalently, iaee also subsidy free if the revenues for each
service and group of services is no greater tharstdind-alone cost of that service or group of
services'. GR FaulhabeCross-Subsidisation: Pricing in Public Enterprisé@gnerican Economic
Review, 65(5), December 1975, 966-977.

109 ACCC,Preliminary View: Airservices Australia Draft Pridgotification November 2004, p. 96.
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Airservices, through ongoing consultation with gsevould be in a position to respond
appropriately to any losses in infrastructure usage

Basin pricing

In 2004, the ACCC encouraged Airservices to mollg flevelop the basin pricing
concept. At that time Airservices indicated itsimion to continue working with users
to further clarify the interdependencies and bes£fl

The ACCC acknowledges stakeholders’ concerns atiogl to secondary basin airports
being subsidised by the major airports. The ACC@scooncerns that some users of
the GA airports may be in a financial position &abincreased TN charges. However,
the ACCC also acknowledges Airservices’ contenti@t GA locations are price
sensitive, and that increased charges have that@it® lead to reduced demand,
therefore reduced utilisation of existing infrasture, and potentially aerodrome
closures.

The ACCC notes RAAA’s submission that the basiogdifferential may be viewed
as excessive when in 2016 charges at the secoanpoyt would be up to 172 per cent
higher than the major airport. Such comparisonst take into account the average
total fee paid per aircraft, given the vast diffezes in weight of aircraft used at the
secondary and major airports respectively.

The ACCC notes Airservices’ rationale in relatiorbgsin airports in the additional
information provided to the ACCC and summarisedvabdt appears there are
arguments to support the notion that secondarypdgprovide some positive
externalities to the major airports, although thera lack quantitative evidence
regarding the magnitude of these.

The ACCC is mindful, however, that in the absenfcany evidence to the contrary, the
subsidised prices at GA airports may not be whafiective of positive externalities.
That is, assuming that positive externalities exist ACCC is unable to ascertain
whether they equate to the subsidy to the GA aispor

To the extent that the subsidy exceeds the valtleegbositive externalities, the
rationale for imposing basin caps on TN chargésAatocations may be, at least
partially, akin to that for regional locations. sé@rvices has contemplated some of the
expected implications of spreading costs to uncapgorts.

The ACCC'’s view in relation to basin pricing is sistent to that regarding price
structure more generally.

In response to Qantas’ suggestion to include Snegbbast and Gold Coast airports in
the Brisbane airport basin, and Avalon in the Malipe airport basin, the ACCC
considers that this would be inappropriate givenektent to which the secondary
airports are substitutes for proximate major aitfadn contrast the current secondary
basin airports, which cannot effectively servicgular passenger transport operations,
can more appropriately be characterised as compisn@ the major airport.

110 ACCC,Preliminary View: Airservices Australia Draft Pridgotification November 2004, p. 82.
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8.3  Basis of charges

Supporting information provided by Airservicesngluded at pages 51-52 of its draft
price notification.

Airservices proposed to continue the use of maxinake-off weight (MTOW) as the
basis of charges for TN, ARFF and Enroute servi@@ging calculations.

To simplify the determination of MTOW for largereiaft between different
operational configurations of very similar aircrafirservices proposes an averaging
the MTOW for each aircraft type. This averaginglwitly apply to aircraft weighing
greater than 15.1 tonnes. The average MTOW williberaft type-specific (e.qg.
B747-400):"

Airservices’ proposal also includes a cap on th&imam weight to be used of 500
tonnes.

8.3.1 Weight based charges across all services
Airservices’ position on weight based charges
MTOW-based charges

In respect to the use of weight-based charges satbef its services, Airservices has
submitted that, in setting prices, it largely complwith international policy (set out in
ICAQO’s Policies on Charges for Airports and Air NavigatiBervicesiocument)?

Airservices submitted that MTOW is correlated tegengers on board and this is
generally accepted internationally as a reasortadses for levying charges and is well
entrenched in most ANSP charges.

Airservices submitted that it recognises internalgolicy that discourages the direct
relationship between MTOW and charges. Some casitrave applied a power of less
than 1 to the MTOW (e.g. MTOW to the power of 0\®hijle others have applied a
ceiling or cap on MTOW. The current charges for il ARFF are in direct
proportion to MTOW, and Airservices aims to addrdss issue through this
notification (by introducing a maximum weight cafb@0 tonnes — as discussed
below).

Airservices has advised that, in modelling thesmados, it has found that applying a
power had a very significant negative impact onlemaperators while larger
operators benefited significantly. However, Airdees’ findings suggested that a 500
tonne weight cap could be introduced without aifigamt impact on any particular
operator given the limited number of A380 operadioarrently in service.

11 A table of MTOWS applicable for each aircrafpeygreater than 15.1 tonnes is shown at Appendix 2

of Airservices’ current draft price notification.
M2 hitp:/iwww.icao.int/icaonet/dcs/9082/9082_8ed eh.pd
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Additionally, to simplify the determination of MTOWér larger aircraft, Airservices
proposes that an average industry MTOW will be igglpl

Weight cap (500 tonnes)

As noted above, Airservices submitted that the rdaier of the pricing proposal is
the removal of pure proportional MTOW charging.g&rvices also noted that the
introduction of the 500 tonne cap is in respons&rang consultation feedback on the
need to move away from a pure weight based charge.

Airservices claimed that the cap is also aligneithwotions of efficiency incentives,
and is intended to support the operational efficienthat large aircraft provide with
regard to capacity, fuel efficiency and noise.

Airservices also submitted that, at the request mfimber of international operators, it
reviewed whether the 500 tonne cap should reducettiude some new aircraft due to
arrive soon that weigh in at 450 tonnes.

Airservices estimates savings to aircraft over tadhes that have been recovered
across all other operators is $2-$4 million penanh*

Airservices has noted that it has considered whéthericing objectives should be
adjusted to provide incentives for efficient opemas in line with obligations under the
Airservices Act concerned with minimising the evimental impact of aircraft
operations. However, Airservices submitted thatuisions with industry stakeholders
has indicated that further work to better definfecefncy and identify relevant
operations would be required before this becamariagh its pricing objectives.

Views of interested parties on weight based charges

The ACCC'’s issues paper sought comments on botéxiséng system of weight-
based charges for each of the service lines anprtposed changes to pricing.

MTOW-based charges

Qantas submitted that MTOW-based charging, witapaar discount for heavier
aircrafts, was its preferred basis for chargingldb stated that it supported the
averaging of MTOW across the fleet as it simplifegiministration and invoicing. Both
Rex and RAAA were also supportive of weight badealging.

BARA was not opposed to weight-based charging. Hewet submitted that the
current prices are contrary to ICAO pricing prirleg) and suggested that:

* For TN services, a single charge per flight is appate. The charge can take
aircraft weight into account, but less than in clirgroportion.

e For en-route services, ICAO recommends a combinatfalistance flown and
weight. Airservices’ proposal to cap the weightleg weight of aircraft at

3 This assumes some growth in A380 operations thighintroduction of A380 operations projected to

occur in Brisbane and Perth in 2014 and 2016.
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500 tonnes is consistent with ICAO policies for &&80. However, the proposed
prices do not address the need to take weightittount in less than direct
proportion for all other aircraft.

A number of parties (IATA, Cathay Pacific Airwaysmirates, United Continental
Holdings and VAA) submitted that they were opposedeight-based charging. For
example, IATA stated that weight based chargingnoabe economically efficient and
submitted that there should be a complete remduwak@ht from the charging formula
given that weight has little influence on ATC coatsl provides incentives to increase
the number of smaller aircraft. IATA also suggedtet ATC en route charges should
be solely based on distance (and, ultimately, e )i

Cathay Pacific suggested some alternatives to dightvcap, and submitted that if
weight based charging were to continue, it wouldpsut the application of an average
MTOW, as proposed by Airservices.

Emirates argued that MTOW is a measure of fuel @@pand thus has no relationship
to Airservices’ costs of providing services to parfar aircraft. Emirates submitted
that:

= In respect of en route charging, there is no econgqumstification for the use of
weight-based charges, noting that it increasespleeating costs of airlines that
require greater fuel capacity and that pricing $thanly be based on distance.

= Inrespect of TN prices, TN prices should be adifee per landing and takeoff
as same service is provided regardless of MTOWe@tise, customers are
penalised for fuel capacity of the aircraft andeimiivised to downgrade to
smaller aircraft, leading to inefficient capacitywestment. However, that if
weight were to be taken into account, it shouldh@esquare root of weight
rather than taking into account the direct projoorti

» In respect of ARFF charges, weight should be rem@rel a flat fee per
landing, per category of aircraft should be levied.

United Continental Holdings submitted that weighséd charging is not equitable and
does not promote efficient use of air space bechadesmall and large aircraft place
the same burden of tracking, monitoring and guidinghe ATC system. United noted
that the use of larger aircraft is more efficiesé @s it transports more passengers.

VAA strongly opposed the use of MTOW and would winteserve the right to
review it during the proposal period. VAA submittihéit average MTOWSs ‘removes
the ability of VAA to manage its fleet capabilityrough differing MTOWSs and
removes any competitive advantage that may be \thigarough more efficient fleet
planning. VAA noted however, that if Airservicesndo implement average weights,
it should be the company average weight and natcustry average weight.

Weight cap (500 tonnes)

Although there was a mixed level of support in sigsions for weight-based charging
(insofar, at least, as charges would be proportimn®I TOW), there was general
support for the introduction of a weight cap insugsions. For example, Emirates,
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which opposes weight-based charging, expresseddtethat the cap was a ‘step in
the right direction’ because it encourages efficies provided by the A380 aircratft.

RAAA and Qantas were also supportive of the 50@¢orap provided that industry has
the ability to review and change it in the future.

As noted above, BARA was of the view that weigldidt be taken into account, but
less than proportionally, and thus, the 500 tonagit cap would be consistent with
ICAOQ policies for A380 aircratft.

Cathay Pacific Airways was opposed to the 500 tomeight cap as it submitted that
the rationale for the level of the cap is not expd and that the cap is ‘discriminatory
(i.e. it favours operators that use the A380) amicbduces cross-subsidisation between

operators™**

IATA submitted that the 500 tonne weight cap is niegless, as only one aircraft type
will surpass such a weight.

ACCC's views on weight based charges

In assessing the basis of prices in Airservicesppsal, the ACCC considered the
extent to which the prices promote efficiency.

As noted above, the ACCC considers that Airservigessuperior information to the
ACCC to be able to find price structures that besbver costs and maximise network
usage. The ACCC, in assessing Airservices’ progpsahs to ensure monopoly
pricing is avoided through the assessment of tleeadMevel of prices, through the use
of the building block model, as opposed to undentaka detailed analysis of the
distribution and allocation of common costs andrbgads through individual prices.

In assessing the basis of Airservices’ pricesAGEC has had regard to:

» the likely effect of changes in Airservices’ bagigricing on the level of
demand

» the incentives provided by the basis of pricingmaourage efficient use of
airspace

= Airservices’ objective of ensuring a relatively gl charging structure

» Equity considerations (for example, there is antggurgument that customers
should not be required to pay more than the coptafiding the service to
them).

MTOW-based charging

The ACCC appreciates that submissions have proppsethber of alternative
approaches to MTOW-based charging, including ererobharges being based on
distance only.

114 Cathay Pacific AirwayResponse by Cathay Pacific Airwalgay 2011, p. 3.
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It is generally accepted that the value of theiseris reflected in an aircraft’s
productive capacity:® As the capacity and MTOW of an aircraft are relatrcraft
MTOW is commonly used in charges to reflect theigadf service. This is generally
accepted internationally, and taking MTOW into agwain aircraft navigation charges
is virtually a universal practice®

In particular, for enroute charges, virtually aN&Ps charge according to the MTOW
and the distance travelled within the flight inf@aon region. In respect of terminal
navigation, MTOW is also used as the key deterntjraithough rates vary’

The ACCC accepts Airservices’ submission that MT@Wenerally correlated to the
number of passengers (or amount of cargo) on bdard.

That said, there may be some exceptions to thiseXxample, Emirates noted in its
submission to Airservice®rice Structure Options discussion pap&ugust 2008, that
weight-based pricing reduced the commercial opparas of airlines that require
greater fuel capacity to reach Austrafi.

It can be said, more generally, that the valudefdervice to the user is generally
linked to capacity to pay, which is important fatermining efficient (Ramsey) pricing
structures, as discussed in more detail above.

The ACCC appreciates the alternative pricing meismas put forward in submissions,
such as a mechanism based on distance. HowevACGE considers that adopting a
pricing methodology based only on distance willgmpially ignore users’ capacity to
pay, which is likely to result in Airservices beingable to recover its overall efficient
costs.

The same can be said of alternative mechanismaligatindividual charges more
closely to Airservices’ costs of providing the peutar service to the particular user:
although such approaches have clear equity bentig are unlikely to provide a link
between the price paid by the user and the usapadaity to pay, which may result in
inefficient outcomes for Airservices and its usdiisese alternative mechanisms may
also suffer from a significant level of adminisivatcomplexity (similarly to company-
average MTOW measures discussed in the next sgction
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NAVCanadaService charges discussion pap2005, pp. 9-10.

International examples include NAV Canada, Aysi&orporation New Zealand, Deutsche
Flugsicherung (Germany), Air Traffic Navigation 8iees (South Africa) and NATS (UK)
(Airservices, Price structure options discussiopgpaAugust 2008, Appendix 5 and page 45)
AirservicesPrice structure options discussion papAugust 2008, page 45.

In its 2004 preliminary view on Airservices’ ARRraft price notification, the ACCC
acknowledged that there may be a correlation betWEEOW and RPT passenger numbers,
although it had some doubts about whether thisti@sase at the lower end of the range for
MTOW. This issue was addressed by Airservicessi@@05 proposal when it introduced a 15.1
tonne cut-off for RPT transport, and this was ategpy the ACCC, on the basis that noting that the
majority of passengers would be captured by thssrdition.

119 Emirates noted that the MTOW of the 258-seabérA340-500 was 372 tonnes, which was
substantially more than the 278-seat Airbus A330;2¢hich had an MTOW of 230 tonnes.
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The ACCC recognises that these are important, iffududt problems. The ACCC
notes that Airservices and users have exploredwsioptions, such as through
Airservices’ price structure consultation proces2008, and Airservices has decided
to retain MTOW as the underlying basis of charges.

The ACCC is comfortable with MTOW being used assai®for Airservices’ charges,
but encourages Airservices to continue to engagfe stakeholders to ensure this
remains appropriate .

Industry versus company-average MTOW

The ACCC has also considered other MTOW-based mesguoposed in submissions,
such as the use of a company average weight insfeadindustry average weight, or
the use of a power of less than one for MTOW instefaa cap.

VAA raised the possibility of using a company aggraveight as opposed to an
industry average weight in calculating MTOW-baskdrges.

The ACCC considers that the benefits associatdd mire precise charging options,
such as the use of a company average weight, beulolwer than the additional
administrative complexity involved. Indeed, as nloééove, a more complex pricing
approach which might be closer to a theoreticdfigient pricing structure may be
counter-productive if it requires substantial effmnd information to implement or if
the costs of collecting charges from smaller opesadre high relative to the revenues
that would be raised. This is consistent with Aiveges’ pricing principles?

Thus, the ACCC considers that, on the basis ofin&tion before it, the industry
averaging approach proposed by Airservices is redse.

MTOW cap versus less than proportional MTOW-bas$edlging

The ACCC notes that, in setting charges, Airses/ipeinciples dictate that prices
should encourage economically efficient resourtmation, which includes for a
particular service to cover its direct or margiocast. The level of contribution to
overheads should depend on the demand sensitivitye @ctivity to prices charged.
This is consistent with the ACCC's preference forarse elasticity pricing, which
leads to the recovery of common costs in a manhahaminimises the loss of
transactions.

At a general level, the key difficulty the ACCC éacin assessing Airservices’ structure
of prices is the difficulty in ascertaining theq@ielasticity of various user groups. The
ACCC notes that Airservices has not detected ardeage of its prices having a
material impact on passenger demand (i.e. demaedalg appears to be relatively
price-inelastic)* Additionally, Airservices submitted that, as marsgrs will acquire

a range of services, the changes for these usksfiset each other to an extent.
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Airservices AustraliaDraft price notification March 2011, p. 21.
AirservicesPrice structure options discussion papAugust 2008, p. 47.
Airservices AustraliaDraft price notification March 2011, p. 55.
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All things being equal, the ACCC considers thatghee elasticity of demand to land
at a location is likely to be lower, the larger #Hiecraft or the greater the number of
passengers on board (for example, if the numbpas$éengers carried onboard is
lower, a larger proportion of the price increasbasne by the end user). This is based
on the assumption that MTOW is generally correlatétl capacity to pay (as
discussed above).

However, while this may be the case at a geneval,léhere may be other factors that
will significantly influence the decisions of aieft operators and end users. For
example, as Emirates submitted, some aircraft hagheer MTOWS but relatively low
passenger numbers, and this would mean that thesardears a larger proportion of
a price increase.

ICAO, in recommending that charges should be ssttlean in proportionally to
MTOW, evidently considers that there are efficiescassociated with larger aircraft.

On the basis of information available to it, the &C accepts that there will be certain
efficiencies associated with larger aircraft. Imtigallar, as submitted by United
Continent Holdings, such aircraft make more effitiese of airspace because they
transport more passengers. A greater utilisaticairepace by larger aircraft would not
require a substantial increase in Airservices’ €astd may result in a reduction of
congestion at airports and positive environmentét@mes.

The ACCC would find it difficult to quantify any sh efficiencies. In any case, the
ACCC appreciates that Airservices’ proposed cagargpto be a step in the right
direction to ensure consistency with ICAO recomnagiahs. However, this goal could
also be achieved through the use of a power ofthessone for MTOW-based
charges? This issue has been raised in submissions (e.8/AAand Airservices has
stated that it considers that the introduction oép will essentially remove pure
proportional charging, in line with ICAO recommetidas.

The ACCC is mindful that Airservices should possgeater motivation and
information than the ACCC to be able to find préteictures that best recover costs
and maximise efficient usage. For example, the ACGGSiders that there is a risk that
the use of a power less than one in setting chdogddN and ARFF would have the
unintended result of discouraging price-sensitisersi (i.e. smaller aircraft}} and thus

a greater proportion of costs would need to beuped from the remaining users in the
future. This runs counter to Ramsey-Boiteux pricingd, on that basis, the ACCC does
not to object to MTOW being used in the way thatusrently being proposed.

Additionally, Airservices states that in settingces it has regard to equity
considerations: its principles dictate that prisksuld conform to reasonable notions of

123 1CAO, in itsPolicies on Charges for Airports and Air NavigatiBervicesrecommends, in respect

of air navigation charges, that ‘the weight sc&lewdd take into account, less than proportionately,
the relative productive capacities of the differaintraft types concerned’. (p. 18)

Airservices, similarly to other international SR's, already uses a formula based on the squdre roo
of MTOW for en route services.
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fairness, which means that the allocation of ovadh&sts among customers should
not be capriciou¥?

As stated above, the use of a power of less thansoexpected to benefit larger
operators and have a very significant negative anpa smaller operators. A

500 tonne weight cap is not expected by Airserviodsave a substantial impact on
most user groups, due to the limited number of AG8€rations available. Although
equity considerations do not fall strictly withimet ACCC’s consideration of
Airservices’ prices, the ACCC notes that it doesaumsider that the proposed use of
MTOW (industry averaging, 500 tonne cap) would leisua ‘capricious’ allocation of
overhead cost¥?

In light of the above, the ACCC considers Airseegicbasis of charges and its
500 tonne cap are reasonable approaches.

Weight-based charging going forward

The ACCC considers that Airservices should contitoueview its pricing mechanisms
(including the level of the cap) during the LTPAeasure that charges reflect
maximum efficiency.

While Airservices has submitted that the cap igredd with notions of efficiency
incentives, the ACCC considers that—in light of lineted number of A380
operations—the 500 tonne cap will also not affacentives for the use of other
aircraft. In light of the uncertainty surroundirgetefficiencies associated with larger
aircraft and the price elasticities of various sg@s discussed above), it is not clear
whether the 500 tonne cap is likely to result ig positive (or negative) efficiency
outcomes.

However, Airservices has advised that it has reggtwhether this cap should be
reduced further to include some new aircraft duartive soon that weigh in at 450
tonnes and noted that it expects to lower the vap ttime. The ACCC considers that
lowering the cap will create improved incentivestioe use of larger aircratft.

In its submission, Cathay Pacific stated that i$ wpposed to the 500 tonne weight cap
as it is ‘discriminatory and introduces cross-sdissition between operators’. The
ACCC has not been provided with any informatiort gwggests that the advantage
provided by the cap to A380 aircraft is anti-coniiped. Further, the ACCC notes that,
as discussed above, there may be efficienciesiatstovith larger aircraft that
Airservices is aiming to encourage through the enp@@ntation of a cap, and these
efficiencies may be enhanced when Airservices lewlee cap to include other large
aircraft.
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AirservicesPrice structure options discussion papAugust 2008, page 47.

Airservices has submitted that in proposingghees in its LTPA, it has tried to moderate the
impact of the changes through caps to prevent larige shocks. It argues that, as many users will
acquire a range of services, the changes for te=s will offset each other to an extent so that t
overall impact is likely to be affordable. Affordéty is also supported by the fact that [Airser#
charges will often represent a relatively small poment of the final end-user’s price (Airservices
Australia,Draft price notification March 2011, p. 58.).
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8.4.2 Other basis of charges issues
This section considers other ‘basis of pricinguss included in Airservices’ proposal:

. Basis of pricing for en route services (no pricarges are proposed
in this LPTA)

. Charges for non-aviation ARFF call outs
. General Aviation (GA) charging.
Airservices’ position on other basis of chargesuss

Airservices has provided information that it isiséaioning from its current network of
en route operations to four service delivery envinents over the next five years: East
Coast Services, Regional Services, Upper Airspaceics and Network Management
Services.

It has submitted that functionally based pricingda route services will better link
service costs to service price, encouraging mdreeit outcomes.

Airservices’ proposed changes to ARFF and GA cingrgre included at page 52 of its
draft price notification.

Airservices also provided additional informationthe ACCC on its proposed changes
to GA charging. In particular, Airservices provide@d@¢omparison of the net cost to
Airservices applying a $500 charge free thresheldws a $1,000 charge free threshold
(table 8.3). Airservices believes the $138,000cost of the proposed $500 threshold is
not material. The cost of having a $1,000 threshaldld be substantially higher, at
$605,000.

Table 8.3: Net cost of GA charge free threshold adtnatives

Revenue Number of Revenue Administrative Net Cost
segment aircraft foregone savings

$0 - $500 5 236 $500 000 $362 000 $138 000
$0 - $1 000 5900 $1 000 000 $395 000 $605 000

Source Airservices AustraliaResponse to ACCC's additional information requéshpril 2011.

Views of interested parties on other basis of chesgssues
En route services

A number of parties responding to the ACCC'’s isquegzer were generally supportive
of Airservices’ proposed changes and timeline.drtipular:

= RAAA was content with the pricing used for en rosiégvices.
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= Rex accepted the proposal and stated that it wasoectable with the timeline but
noted that extensive and timely consultation withustry must be undertaken for
further development.

» Qantas stated that it would support a shift towardsoute charges based on the
level of airspace and the services provided indirapace.

= BARA stated that it has no issues with Airservigesiposed timeline for
establishing structure of en route pricing and sttlechthat it is appropriate for
Airservices to evaluate the differences in costgrof/iding en route services
between functional lines.

However, some parties (for example, Emirates, IA€R)ressed concerns about the
proposed changes to the en-route pricing arrangsnoemo the proposed timing.

In particular, Emirates submitted that:

. The charging structure for en-route services img@eompetitive disadvantage
and reduced investment incentives on carriers tipgriights over Australia’s
Oceania sectors.

. A single charge results in a significant overchasgeemirates flights over the
Indian Ocean as the cost of providing en routeises\vs far lower in the area.

. The introduction of a separate Oceanic charge dhmiimplemented within this
pricing agreement period. The proposed 5 year timaeb correct this imbalance
is unreasonable.

. There should be an interim arrangement for theteetigexcess revenues to
users of Oceanic sectors until a revised appraaei route charging is adopted.

IATA submitted that a charging formula for en ros&vices based on distance or time
will provide the adequate incentives to allocatgitedh in the most efficient manner
rather than weight based charging. In respectahti, IATA argued that the review of
en route charging should be brought forward.

VAA acknowledged that there were no price increggeposed but submitted that it
was concerned that savings from the removal/decssiaming of navigational aids not
included in the backup network may be transfercectdss subsidise other expenditure.

Other charges (including charges for non-aviatidRFA call outs and general
aviation)

All submissions received from interested partiegehexpressed support for the
proposed charges for non-aviation ARFF call outsraate to customers. However,
Cathay Pacific and IATA suggested that rebatesldhmnly be provided to users which
are currently overcharged to cross subsidise &R locations.

In respect of the proposed changes to generali@vja number of comments were
made by interested parties. In particular:
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* RAAA submitted that the $500 threshold for generation is seen as a positive
move but argues that general aviation aircraft ubgéd0 tonnes should be exempt
from Airservices charges completely.

= The Qantas Group stated that it is not able tosassbether airlines are subsidising
low frequency general aviation and submits th#tat is the case, such cross
subsidies are not desirable or reasonable.

» Cathay Pacific Airways stated that it supportsgh@posal in principle. However,
Cathay Pacific Airways also noted that the proptezds a cost/benefit analysis to
show that it is administratively inefficient to dorue collecting these charges and
if Airservices is not able to demonstrate this wiédly then this proposal
potentially introduces an additional level of cresbsidisation.

= |ATA submitted that the proposals imply an addiibaross subsidy and cannot
support such a move unless Airservices can praviciest-benefit analysis
supporting this proposal.

ACCC's views on other basis of charges issues

In respect of the proposed changes to en-routengraarangements, the ACCC notes
that there are no price increases being proposatifoLPTA. However, the ACCC
notes that there was a level of support for theoeite proposal from interested parties,
although some parties had concerns about elemgtite proposal (for example,
Emirates suggested that a separate Oceanic chargkel e implemented) and timing.
The ACCC agrees with Airservices that functiondised pricing for en route services
will better link service costs to service pricecearaging more efficient outcomes.

The ACCC does not object to the proposed non-awvigdRFF call-out charges. The
ACCC notes that, in general, submissions expresgegort for the changes.

The ACCC does not object to the proposed chang@#\toharges since it appears that
it reduces the administrative burden associatekd eatlecting charges that relate to
0.02 per cent of Airservices’ revenue. Airservibas provided information to the
ACCC on the net cost of implementing the charge theeshold and the ACCC agrees
that the net cost level ($138,000), and henceddéianal level of cross-subsidy
introduced, is not material.

The ACCC encourages Airservices to continue to gagéth its customers on
possible pricing options for all of these servicBsis would allow Airservices to be in
a position to adjust its pricing mechanisms to mmase efficiency when opportunities
arise or if there is a change in its operating mment.

8.5  Timing of recovery of capital costs

8.5.1 Airservices’ position on timing of recovery o f capital costs

Airservices submitted that the draft price propasabrporates an element of
prefunding of capital expenditure projects. Airsees stated that prefunding of capital
projects enables it to smooth prices over a pesfdtne, and is therefore in the
interests of longer term price certainty, whiclome of the outcomes the long term
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pricing arrangements seek to achieve. Airservioesngited that incorporating the costs
of specific projects on a year to year basis wdade the effect of ‘ratcheting up’
prices and see a return to the yearly price réngethodel*’

Airservices submitted that the current proposakdus incorporate significant
prefunding, and that commissioning of capital expyeeme is expected to occur within
18 months of spending. Airservices stated thatitiukided the upgrade of the ATC
(air traffic control) system, which it expects te progressively commissioned as the
components of the system are implementéd.

8.5.2 Views of interested parties on timing of reco  very of capital costs

Several stakeholders expressed concerns abounhgnefuof capital projects — both
direct prefunding, or prefunding that can occuaassult of project delays.

Qantas did not support the direct prefunding dfirglprograms incorporated in the
ATM Future Systems project. In addition, Qantasiaththat that the costs of new
ARFF services should not be introduced prior tarthetual implementation.

IATA and VAA were also strongly opposed to fundseyvices ahead of their
implementation. In addition, IATA did not suppadnetdepreciation of non-
commissioned assets as well as the inclusion afdkeof capital assets under
construction. It argued that the costs of capitalssets under construction should be
capitalised and depreciated over the life of treeas

BARA preferred an approach where prices are fixgdaffive year period, rather than
year to year adjustment of prices. However, BARgoaloted the importance of
continued consultation with industry regarding dedivery of its capital program.
BARA considered that by addressing lack of transipey for capital expenditure over
time it would improve industry confidence aboutgeuacy of capital expenditure.

Rex submitted that it was content with the proptsaled on the advice that significant
prefunding of capital expenditure is not includBéx noted that significant prefunding
would add to ticket prices in advance and may atfemand.

8.5.3 ACCC's views on timing of recovery of capital costs

The ACCC acknowledges stakeholders’ concerns nglati the prefunding of capital
projects, and the associated issues relating tatieqver time’, given the possibility
that current users may fund projects from whicly tthe not receive any benefit and
future users conversely may receive benefits oagtfucture that they have not
contributed to. Further, the ACCC recognises thaital projects that expand, upgrade
or provide new services, will have different implilons for equity over time than those
projects that replace existing services.
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Airservices AustraliaDraft price notification March 2011, p. 68.
Airservices AustraliaDraft price notification March 2011, p. 68.
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Consistent with the ACCC'’s approach to the assestaig¢he draft price notification
as described above, its focus in relation to tménig of recovery of capital projects will
be on the prudency of the method of funding, andthér the amounts that are
recovered from users by Airservices do not exchedbsts.

In this context, the ACCC has some practical camcabout prefunding given that
Airservices’ building block model may not be traasgnt to users. However, the
ACCC is willing to accept that depending on theigetand level of prefunding, there
may not be a material impact on the level of cesbvery from this perspective.

The ACCC notes Airservices’ submission that the massioning is to occur within
18 months from when costs begin to be recovered freers. The ACCC is willing to
accept that this is not an unreasonable periodeftipding, given the nature of the
industry. Further, Airservices provided the ACCGhngonfidential information which
showed that the level of prefunding embodied wiitsrdraft price notification does
not result in a significant increase in Airserviocasst recovery in those periods. On
this basis, the ACCC is willing to accept the leskeprefunding embodied within
Airservices’ draft price notification.

Further, the risk sharing arrangements will go sarag to protecting users in the case
of delays in spending, although the ACCC consitlegse is scope to balance the risks
more appropriately and to improve the transparemcyaccountability for the delivery
of capital projects (see section 7.4).

The ACCC notes also that alternatives to prefundimegavailable, such as seeking
funds from the market and incorporating costs prices once assets have been
commissioned. That said, any method of fundingte&projects (even over a shorter
time period) is likely to have associated issuescpfity over time for users depending
on the expected life of infrastructure, and movenoéfirms into and out of the
industry.

The ACCC would encourage Airservices to considerdbsts and benefits of
alternative methods of funding in terms of ovecalts, and impact on prices over
time, to ensure that the most prudent method aifighcapital projects is
implemented.

9 The ACCC's preliminary view

The ACCC'’s discretion under the provisions of RAIA of the CCA is essentially
limited to objecting or not objecting to the propdgrice notifications put before it
(see section 3.1).

The Australian Competition and Consumer Commissi¢ACCC’s) preliminary view
is to object to Airservices Australia’s (Airservigeproposed price increases for TN
and ARFF services. Charges for en route services preposed to remain unchanged.

The ACCC is concerned that Airservices has not tiaken adequate consultation to
ensure that its proposed capital expenditure progsgorudent and efficient. Further,
the ACCC considers that there is scope for Airgewyito improve its drivers of
efficiency through internal benchmarking and seth explicit efficiency targets. The
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ACCC also considers that the methodology appliedibservices in estimating the
nominal risk-free rate and cost of debt marginreasilted in a proposed rate of return
that is currently too high. This means that Airsezg would over-recover its required
revenue based on its proposed prices.

The ACCC considers that if Airservices can addtlkese matters prior to submitting
its formal price notification, then the ACCC would minded to not object.
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Appendix A: Airservices Australia’s current and
proposed prices and price structure

A.1  Enroute services
Charging formula for en route services:

=  For IFR aircraft with an MTOW of 20 tonnes or more:
priceX—dlsfggcex MTOW

» For IFR aircraft with an MTOW up to 20 tonnes:

priceX—dIStancex MTOW
10C

Table Al: Airservices’ current and proposed pricedor en route services

Current  En route Proposed price (incl. GST)

price service 2011-12 2012-13 2013-14 2014-15 2015-16
$4.18 20 tonnes or more $4.18 $4.18 $4.18 $4.18 $4.18
$0.93 Up to 20 tonnes $0.93 $0.93 $0.93 $0.93 $0.93

A.2 TN services
Charging formula for TN services:
= For all aircraft:

pricelocation X MTOW

Note: MTOW shall not exceed 500 tonnes.

Table A2: Airservices’ current and proposed pricedor TN services

Current TN service Proposed price (incl. GST)

price location 2011-12 2012-13 2013-14 2014-15 2015-16
$11.43 Adelaide $11.66 $11.83 $11.95 $12.01 $12.07
$5.83 Brisbane $6.12  $6.18 $6.21 $6.21 $6.21
$10.95 Cairns $11.50 $11.90 $12.32 $12.75 $13.07
$12.66 Canberra $12.28 $12.03 $11.91 $11.80 $11.80
$10.82 Coolangatta $10.28 $9.77 $9.28 $8.81 $8.50
$5.06 Melbourne $5.31  $5.50 $5.51 $5.53 $5.54
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Current TN service Proposed price (incl. GST)

price location 2011-12 2012-13 2013-14 2014-15

$8.63 Perth $8.20 $8.03 $7.87 $7.72 $7.70
$5.57 Sydney $5.58  $5.59 $5.60 $5.61 $5.62
$12.69 Albury $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Alice springs $13.32 $13.79| $14.27| $14.77) $15.29
$5.49 Avalon $4.70 $4.86 $5.03 $5.21 $5.39
$12.69 Broome $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Coffs Harbour $13.32 $13.79| $14.27| $14.77| $15.29
$9.20 Hamilton Island $9.66 $10.00, $10.35| $10.71| $11.09
$9.54 Hobart $9.64 $9.73 $9.78 $9.78 $9.78
$12.69 Karratha $13.32 $13.79 $14.27 $14.77 $15.07
$12.22 Launceston $12.83 $13.28| $13.74| $14.23| $14.72
$12.69 Mackay $12.44 $12.31 $12.19 $12.07 $11.95
$12.69 Maroochydore $13.32 $13.79| $14.14| $14.28| $14.42
$12.69 Rockhampton $12.94 $13.20 $13.33 $13.47 $13.60
$12.69 Tamworth $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Archerfield $13.32  $13.79 $14.27 $14.77 $15.29
$12.69 Bankstown $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Camden $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Essendon $13.82 $13.79 $14.27 $14.77 $15.29
$12.69 Jandakot $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Moorabbin $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Parafield $13.32 $13.79 $14.27 $14.77 $15.29
$2.26 Darwin $2.1% $2.04 $1.94 $1.84 $1.75
$2.94 Townsville $2.79  $2.65 $2.52 $2.39 $2.27

A.3 ARFF services
Charging formula for ARFF services:

» For all aircraft greater than 15.1 tonnes and taaigeraft between 5.7 and
15.1 tonnes:

price, xMTOW

ategorylocation

Note: MTWO shall not exceed 500 tonnes.
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Table A3: Airservices’ current and proposed pricedor ARFF services

Current  ARFF service Proposed price (incl. GST)

price location 2011-12 2012-13 2013-14 2014-15 2015-16

Category 6 aircraft and below

$1.81 Brisbane $1.99  $2.19 $2.33 $2.39 $2.41
$1.81 Melbourne $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Sydney $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Perth $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Adelaide $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Cairns $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Darwin $1.9¢4 $2.19 $2.33 $2.39 $2.41
$1.81 Gold Coast $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Canberra $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Hobart $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Karratha $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Townsville $1.99  $2.19 $2.33 $2.39 $2.41
$1.81 Alice Springs $1.99  $2.19 $2.33 $2.39 $2.41
$1.81 Avalon $1.994 $2.19 $2.33 $2.39 $2.41
$1.81 Ayres Rock $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Broome $1.99  $2.19 $2.33 $2.39 $2.41
$1.81 Hamilton Island $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Launceston $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Mackay $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Rockhampton $1.99 $2.19 $2.33 $2.39 $2.41
$1.81 Sunshine Coast $1.99 $2.19 $2.33 $2.39 $2.41
Category 7 aircraft

$1.93 Brisbane $2.12  $2.34 $2.45 $2.57 $2.57
$1.89 Melbourne $2.08  $2.29 $2.40 $2.52 $2.52
$1.86 Sydney $2.06 $2.25 $2.36 $2.48 $2.48
$2.01 Perth $2.21 $2.43 $2.61 $2.75 $2.81
$2.33 Adelaide $2.56 $2.82 $2.96 $3.11 $3.26
$2.29 Cairns $2.52 $2.77 $3.05 $3.35 $3.69
$4.01 Coolangatta $3.97 $3.93 $3.89 $3.85 $3.79
$3.39 Darwin $3.73 $4.10 $4.51 $4.96 $5.46
$7.91 Canberra $8.31 $8.51 $8.73 $8.94 $9.08
$6.73 Hobart $7.40 $8.14 $8.96 $9.85 $10.00
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Current  ARFF service Proposed price (incl. GST)

price location 2011-12 2012-13 2013-14 2014-15

$7.40 Karratha $7.77  $7.96 $8.16 $8.37 $8.37
$8.47 Townsville $9.32 $10.25| $11.27| $12.40| $13.64
Category 8 aircraft

$2.62 Brisbane $2.88 $3.17 $3.33 $3.41 $3.41
$2.29 Melbourne $2.5p  $2.77 $2.91 $2.98 $3.01
$2.08 Sydney $2.20  $2.52 $2.64 $2.64 $2.64
$3.01 Perth $3.31 $3.64 $4.01 $4.41 $4.85
$9.12 Adelaide $8.12 $7.22 $6.50 $5.85 $5.27
$4.76 Cairns $5.24 $5.76 $6.34 $6.97 $7.67
$4.01 Coolangatta $4.41 $4.85 $5.34 $5.87 $6.46
$16.06 Darwin $17.67Y $19.43 $20.40 $21.42 $21.75
Category 9 and 10 aircraft

$3.70 Brisbane $4.16 $4.58 $5.04 $5.54 $6.09
$3.03 Melbourne $3.4{L $3.75 $4.12 $4.54 $4.99
$2.45 Sydney $2.76  $3.03 $3.34 $3.67 $3.67
$5.08 Perth $5.72 $6.29 $6.92 $7.61 $8.37
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Appendix B: List of submissions

The ACCC received submissions on Airservices’ dnaftfication from the following
parties:

Aircraft Owners and Pilots Association of AustrgllsOPA)
Air New Zealand

Australian Regional Tourism Network (ARTN)

Board of Airline Representatives of Australia (BARA
Cathay Pacific Airways

Emirates

Gold Coast Airport

International Air Transport Association (IATA)

Qantas Group (comprised of Qantas, Jetstar ancaglank)
Regional Aviation Association of Australia (RAAA)
Regional Express (REX)

Singapore Airlines

United Continental Holdings

Virgin Australia Group of Airlines (VAA)

The submissions are available on the ACCC’s welasitevw.accc.gov.au/aviatiot®

1

2 www.accc.gov.au/aviation Airservices Australia > Price notifications >gyterm price

notification 2011 > ACCC issues paper and subnmissieceived.
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Appendix C: About Airservices Australia

Airservices was established under BieServices Act 1996AS Act). It is a monopoly
provider of air traffic management and aviatiorctesand fire fighting services.

In performing its functions, Airservices is requirey section 9 of the AS Act to regard
the safety of air navigation as its most importorisideration. Under section 10,
Airservices is, where appropriate, required to attnsith government, commercial,
industrial, consumer and other relevant bodiesagdnisations (including the
International Civil Aviation Organization (ICAO) drbodies representing the aviation
industry).

C.1  Ministerial role in price setting

Under section 53 of the AS Act, the Board of Aixgegs may set charges for services
and facilities. Under section 54, however, the Blaaust provide the Minister with
written notice of the proposed determination aredNfinister may approve or
disapprove the proposed determination.

C.2 Corporate plan

In preparing a corporate plan, Airservices is regpiunder section 13 of the AS Act to
consider eight matters including:

= the need for high standards of aviation safety
» the known objectives and policies of the Commonthe@lbvernment
= any directions made by the Minister under section 1

»= any payments made by the Commonwealth to Airseswicéund its search and
rescue services

= the need to maintain a reasonable level of resevitbsconsideration to future
infrastructure requirements

» the need to earn a reasonable rate of return @tsa@ther than assets wholly or
principally used in search and rescue services)

» the expectation of the government that Airservigiélspay a reasonable
dividend

= any other commercial considerations that may becgpjate.

Under section 14 the Minister may direct changdseacorporate plan regarding
financial targets and performance indicators.
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C.3 Minister’s directions

Under section 16 of the AS Act, the Minister mayegwritten directions to Airservices
about the performance of its functions. Particutdrany directions are to be included
in Airservices’ annual report.

If Airservices satisfies the minister under subieeci6(4) of the AS Act that it will
incur financial detriment by complying with a diten, the government may provide
reimbursement. Financial detriment is taken toudelincurring costs that are greater
than would otherwise have been incurred and fogyoewenue that would otherwise
have been received.

C.4 CASA's role in determining services to be provi  ded

The Civil Aviation Safety Authority (CASA), respabse to the Minister for
Infrastructure and Transport, is the regulatorynageesponsible for safety. In
particular, CASA is responsible for matters suckhasclassification of airspace and
the designation of air routes.

CASA regulations require that services are providbdn passenger or aircraft
movements exceed certain thresholds.
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Appendix D: The ACCC'’s approach to the
interpretation of the statutory criteria

In exercising its powers and performing its funetipsection 95G(7) of the CCA
requires the ACCC to have particular regard tonghed to:

a) maintain investment and employment, including tifeience of profitability on
investment and employment

b) discourage a person who is in a position to subiathninfluence a market for
goods or services from taking advantage of thatgsomwsetting prices

c) discourage cost increases arising from increasesges and changes in conditions
of employment inconsistent with principles estdied by relevant industrial
tribunals.

In assessing the price notification against theusiay criteria, the ACCC has
interpreted the criteria in subsections 95G(7)(a) @) as seeking to promote
economically efficient investment and employmembtighout the economy. This is
broadly consistent with the objectives outlinedtiy Government for pricing
infrastructure services under the national accegisne.

Economic efficiency encompasses the following elatisie

= productive efficiency, which is achieved when firhesse the appropriate
incentives to produce goods or services at leagtt aad production activities
are distributed between firms in a manner that miseés industry-wide costs.

= allocative efficiency, which is achieved when firer®ploy resources to
produce goods and services that provide the maxiimemefit to society.

= dynamic efficiency, which is achieved when firmsé&appropriate incentives
to invest, innovate and improve the range and tyjualigoods and services,
increase productivity and reduce costs over time.

In an open and competitive economy, efficient psmn of services underpins
investment and employment opportunities. Welfateaeeing investment and
employment in the national economy will be promaotgten firms produce goods or
services at least cost and charge prices thatspwnel as closely as possible to
competitive levels. Although a competitive benchiknaay be lacking in industries
subject to prices surveillance, economically edfintiprices would, as in competitive
areas, reflect least-cost production and includditomargins reflecting a return on
capital commensurate with the risks faced by thm.fi

Prices above efficient levels result in a lossllafcative efficiency as they discourage
some marginal purchases which would have had & \althe purchaser above the cost
of supply. As excessive prices are passed on imehigosts for other industries using
the services, they lead to lower profits and paddigita loss of investment and
employment opportunity in the competitive sectdrthe economy.

91



Accordingly, the ACCC considers that the critenaubsections 95G(7) will generally
be met by economically efficient prices which refle

» an efficient cost base
» areasonable rate of return on capital.

Including a reasonable rate of return on capitdr@sses the criterion in paragraph
95G(7)(a) by providing incentives to maintain ptafiile investment. At the same time,
discouraging a declared firm from charging pricasda on profits greater than the
reasonable rate of return, as per criterion ingrazh 95G(7)(b), addresses issues
relating to market power that the firm may havéhi@a market for notified goods and
services.

With regard to the criterion in paragraph 95G(7)(c)assessing a price notification the
ACCC will usually treat the level of wages and cibiods as part of its broader concern
for an efficient cost base.

As discussed in section 6 of this document, thegeaso a range of non-commercial
incentives that influence Airservices’ incentivegldehaviour, and these will be taken
into account in assessing the price notificatiorerghapplicable.

More detailed information on the ACCC'’s approachht® interpretation of the
statutory criteria is contained in the ACCGtatement of regulatory approach to
assessing price notificatiofdune 2009), which is available on the ACCC’s wiebat:
www.accc.gov.ad®

130 www.accc.gov.aw For regulated industries > Multi-industry docurtgeand submissions >
Regulatory approach to price notifications.

92



