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PROF SNAPE: Welcometo this, the third day of the public hearings, the second
day in Melbourne, of the inquiry into prices regulation of airports, conducted by the
Productivity Commission. I'm Richard Snape, and on my right is Dr Neil Byron.
There are staff members present who will be pleased to give advice on procedures,

et cetera, should it berequired. Theterms of the inquiry are specified in the terms of
reference sent to the commission late in December last year by the assistant treasurer.
The commission has circulated an issues paper that sets out what we perceived to be
major issues. Copies of the terms of reference and of the issues paper are available
just outside the entrance to thisroom. We anticipate issuing adraft report in August,
while the final report is due with the government in December. We plan to hold a
second round of hearings after the draft report has been digested.

The purpose of thisinquiry isto examine whether new regulatory arrangements
targeted at those charged for airport services or products, where the airport operator
has been identified as having the most potential to abuse market power - whether
new regulatory arrangements are needed there to ensure that the exercise of any such
power may be appropriately counteracted. The commission isto report on whether
there isaneed for prices regulation of airports and, if so, the appropriate form of any
prices regul ation, taking into account a number of principles that are set out in the
terms of reference.

The public hearings provide the opportunity for interested parties to make oral
presentations. Generally thisisin the form of speaking to written submissions, these
being available on the commission's Web site, aswell asin hard copy. Hearings aso
provide an opportunity for the commission to seek clarifications and to pursue with
participants matters of interest to the commission. Transcripts of the hearings are
sent to the relevant participants to check for accuracy of reporting. They are
normally available on the commission’s Web site within afew days of the hearing.
At the end of the scheduled hearings for today | shall invite any persons present to
make unscheduled presentations should they wish to do so.

First up this morning we have Australia Pacific Airports Melbourne. We
welcome them and we would ask the three representatives to identify themselves
separately for the purposes of the transcribers and to speak to their presentation.

MR BARLOW: Good morning. Thank you. I'll introduce myself first. My name
isChris Barlow. | am the Chief Executive Officer of Australia Pacific Airports
Corporation, and I'll ask Warren on my left to introduce himself.

DR MUNDY: Dr Warren Mundy, Manager, Strategy, Australia Pacific Airports
Corporation.

MR TOMS:. Michagl Toms. I'm Strategy and Regulation director of BAA PLC.

PROF SNAPE: Thank you very much. So who isto speak to the submission?
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MR BARLOW: [I'll start off, thank you, if that’s all right, Prof Snape. The two
experts either side of me will go into some detail on our submission if you should
wish afterwards, but I'm just the very simple airport manager and | want to portray
the story of Melbourne Airport, principally, although APAC does, of course, as you
know, operate Launceston Airport in Tasmania. We would like to take around about
20 minutes to sort of set the scene for you.

Can | start by just reminding you who APAC is. 50 per centisAMP,
25 per cent Deutsche Asset Management, 15 per cent BAA and 10 per cent Hastings
Fund Management. | should start by saying that | think the privatisation exercise in
Australia has been extremely successful, as of course it should have been, because
they learned from all the mistakes and the good points made by other airports
throughout the world. We think, however, it can be improved marginally round the
edges, and that will form part of our submission this morning and of course our
written submission.

I run acompany which isacommercial business. It just happensto be an
airport and an airport is a platform from which airlines can ply their business and be
competitive and provide good services and competitive services for the people of
Australia and people flying into Australia. The philosophy that we run our company
on isthat we would like to make profit but we want to make profit through quality
and through growth.

As| said, I'm talking principally about Melbourne this morning. Other airports
have operated in dightly different ways, and you will obviously take your own view
about how they operate, but | think it's fair to say that Melbourne has a good track
record in working with our customers. We have good relationships with the airlines.
Don't take my word for it. | know you're seeing other airlines. Ask them. The
success | think has been trandlated into hard facts. Before privatisation traffic at
Melbourne was 2.4 million; it'snow 3.4 million. That’s 46 per cent up in that period,
and that includes of course the "Asian crisis’.

This year to date our international traffic is up by over 14 per cent, and | don't
think that's coincidence. We work very hard with our customers, the airlines, and
with the state and with all our other stakeholdersin Australia, and that hard work has
been trand ated into those particularly international figuresrising | think higher than
any other airport in the region. We've not only been successful in passengers but in
cargo facilities. They areimproving. Just recently both Menzies and DHL have
opened new facilities at Melbourne and are trading successfully.

One of the good examples | think of how we perform is our new domestic
express termina which we built for the new low-cost airlines. That isarelatively
low-cost facility but avery high quality facility that was built exactly to our
customers' needs and is operating very successfully, and | think you, commissioners,
have already seen that facility and | hope you agree it’s very successful.
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Sticking with quality, the Business Traveller magazine ran a survey awhile
ago of airports throughout the whole world and we were delighted that Melbourne
Airport came fourth in that study. We were pipped at the post by Singapore,

Hong Kong and Schiphol. None of those airports of course are privatised. They all
rely on asignificant amount of funds coming in from the government. But | think,
very importantly, not only were we fourth in the whole world, but if you look at the
charges that the airports in the top 10 apply to the airlines, Melbourne is significantly
- sggnificantly - lower than those others, and certainly the first three are way above
the charges that are applied at Melbourne. So | think what that means is that we
provide a high quality service at areasonable and low cost at the moment.

We aso conduct regular what we call quality service monitor surveys, on a
very regular basis, and we achieve consistently high scoresin that area. One of those
guestions that we ask our customers is how does Melbourne compare to other
airports throughout the world that you fly into, and those statistics are available if
you want to have alook at them, and consistently we are scored by our customers as
being their favourite airport, and other airports don't compare as favourably. So we
think our customers, both in the airlines and in passengers, actually like us.

Can | now turn briefly to market power and airports’ market power. A lot of
our activities are competitive and they are not the monopoly - carparking for
instance: you can park on airport or off airport. You don't need to use your car to
get to the airport. Y ou can go by taxis or buses. Car hireisavailable on airport and
off airport very easily. Shops, and particularly duty-free shops, are available at both
ends of a passenger’s journey, so we are competing with other airports directly in that
region.

| would like to touch on airline power aswell. | think it’'sfair to say that
certainly our larger customers have alarge degree of power in the market and their
power profileis high, and this power gives them the ability to resist any unacceptable
move by ourselves or any other airports. Michael can talk to you in more detail
about examples of this throughout the world, and | think it will be interesting, but |
think it'sfair to say that certainly the larger carriers, particularly in this country, have
the ear of politicians and therefore have significant power over and above that which
| enjoy at an airport.

Can | now turn to how we would like to see the successful privatisation
improved. | spoke earlier on about satisfying our customers' needs. The airport and
airlineindustry isarapidly changing industry, and we need to respond flexibly and
quickly to those changing requirements of the customers. The present system, as our
submission talks about, is bureaucratic and very time-wasting. Some of the airlines
play the game against us, and that in turn puts more bureaucracy and more time into
our ability to get particularly new construction under way. That of courseisone
airline trying to oppose another airline because of the market forces and because of
their need to keep ahead of their competition.
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That’s all lovely motherhood statements but can | actually put some examples
in front of you and turn again to our domestic express terminal. Our board looked at
the needs of the low-cost carriers and agreed that a new facility was needed. As
everyone is aware, the new low-cost carriers are unable or unwilling to use the
existing domestic terminals which are owned and operated by the two major airlines
in the country. The governments, both state and federal, were supporting the need
for low-cost carriers to have access to airports, and so our board approved the project
and went ahead full speed to meet our customers’ needs. We did that at full speed,
knowing that in parallel we had to apply to the ACCC to get our NNI approvals,
which we did.

Those approvals came back, which were totally unacceptable to our board, and
at one stage the project was in grave danger of being cancelled. We actually had to
go out and achieve further agreements with our customers. One customer in
particular, Impulse, was strongly supportive of usal the timein this exercise, and
having got a more detailed agreement with the airlines we were then able to persuade
the ACCC that the agreement that we had in our original request was correct and the
ACCC then changed their draft decision in light of that agreement we had with our
customers.

| have to say that if that process was ever repeated - and it islikely to be
repeated, because that facility is so successful - we will probably need to be
expanding it in the near future. Our board will not - will not - go ahead on that time
scale ever again. They will not put their funds and the company at so much risk.
The process as it stands now will therefore introduce a six to nine-month delay in
meeting our customers’ needs, and that’s not the way we want to run business. If we
had taken that more rational approach, 300,000 passengers from Victoria would not
have had the benefit of using that facility and the benefits of low-cost travel through
Victoriain the last six months.

So we think whilst privatisation has been hugely successful, we think it can be
improved by dropping that type of regulation and allowing us to continue with our
track record of meeting our customers’ needs and working with our customers. Let
us trade with the airlines, let us agree what we want to jointly achieve, but let us get
on with our work. Thereis substantia existing legislation which givesthe airlines
plenty of power to stop usin our tracksif we are abusing our position, and we
believe that working with our customers and trading with our customersis away to
run abusiness. Asl said earlier on, the airport is simply abusiness. Before
wrapping up, I'd just like to briefly hand over to Warren to say afew words, and then
Mike.

DR MUNDY: Thanks, Chris. | just want to make four brief comments essentially
in relation to some devel opments that have occurred since we lodged our submission.
Thefirstis: in our submission we indicated that a separate submission would be
coming from Launceston Airport. That will be coming to the commission in due
course. It will bebrief. It will not raise any new issues of economic principle, but
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rather will just address the issues that airportsin that market in particular find
themselves, and | think it’s probably fair to say that, if you like, the small airport
problem that’s been identified by airports such as Townsville and Hobart and, to a
lesser extent, | suppose even Adelaide - the general comments and thrusts of those
submissions are something which we generally associate ourselves with.

The second point | want to make isthat we have had a chance to very briefly
review the commission’s reports on the national access regime and Part I11A in the
Prices Surveillance Act. 1 think it’s probably fair to say, as both commissioners have
been involved in that inquiry, one way or another, it will come as no surprise that we
generally support the thrust that the commission is going down in relation to those
matters, but we will make a more detailed submission on both those matters once
we've had a chance to review them fully.

PROF SNAPE: And you will also have alook at the telecoms one?
DR MUNDY: Yes
PROF SNAPE: Because there are some relevant thingsin that as well.

DR MUNDY: Yes, | will. I've avoided telecoms because it’s all a bit too hard for
me.

PROF SNAPE: It'stoo hard for me, too, but unfortunately | had to do it.

DR MUNDY: Telecomsare something that are very, very hard. Just on the
question of national access regime, it may interest the commission that we have been
served or advised by the ACCC that Virgin has sought under section 192 of the
Airports Act to have the domestic express terminal declared for the purposes of

Part I11A, that being the substitute set of arrangementsin the Airports Act to the
general declaration provisionsin [11A, and we will be proceeding to make a
submission to the ACCC in relation to that application for declaration, and | think we
will highlight in avery practical way some of the issues particularly about
significance, about efficiency, that the commission is raising, putting the question in
relation to itsinquiry to the national access regime.

PROF SNAPE: You said the domestic express terminal.

DR MUNDY: That'sright, yes. The fourth thing | would just like to say again, in
relation to accessissues, isthat in chapter 6 of our submission we briefly touched on
what may be, if the commission wasn't swayed by the efficacy of our arguments for
the discontinuation of regulation in its entirety, away of going forward in terms of
some form of an undertaking, a pricing undertaking. We note that in the submission
from Sydney Airport there has been a bit more work done in how such a structure
might look, and the general thrust of that approach that has been developed, | think,
would be generally consistent with what we had in mind, but just didn’t perhaps
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develop as fully as we may, sort of going forward, in relation to that issue. So | just
wanted to let you know that the suggestions by Sydney would seem, at least on first
inspection, to be a consistent development of those propositions which we very
briefly alluded to in chapter 6 of our submission.

PROF SNAPE: You may in fact choose to develop them even further. Isthat what
you're saying?

DR MUNDY: Inall likelihood we will make some further submissionsin relation
to that matter in the fullness of time, yes.

MR BARLOW: Mike, would you like to say something?

MR TOMS:. I'm embarrassed to confessthat | have been involved in airport
regulations since 1984, when | started working on the BAA privatisation. Since then
I've been involved continuously in the subject, both as BAA's chief economist and on
secondment as the chief economist to the Airports Council International - ACI - in
Geneva. Just spending a second looking back, when airports were first privatised |
think it's the general message that the regulatory framework was built around two
main objectives. The first was squeezing our cost efficiencies, and the second was
protecting airlines against overcharging by airports. That gave rise to a standard
model: the CPI-X model, based on areturn on capital equivaent to the cost of
capital.

| have to say, looking back from a general industry perspective, it was very
effectivein the short-run. It did squeeze out efficiencies and it did protect airlines.
Charges were pushed down. But | think as | look around my fellow airports, it's
clear that it's now starting to create its own problems and the agendais moving on.
Priorities are changing and they're changing as aresult of our experience and our
learning in four significant areas. Thefirst isthat it's gradually becoming evident
that the single dimension focus on short-term charges reductions benefiting existing
airlinesis becoming in danger of creating a spiral of low prices|eading to low
capacity, leading to low scope for competition between airlines using airports.

Secondly, it's becoming increasingly evident that airlines have been able to
look after their own interests and match the power of airports across the negotiating
table with or without regulation. If | can characterise that very briefly, in our first
consultation with airlines following privatisation, | found my self sitting across the
room facing 40 airline representatives, including alarge contingent from the United
States with general counsel and note-taking counsel, for acommercia discussion.

On going home in the evening | found that our threat to raise charges by 3 per cent
was the second item on the news bulletin put in by the airline group, and that | had
been characterised not as BAA'’s chief economist, but asits chief extortionist. So you
get a sense there of the pressure.

The third dimension, | think, is that there has been an increasing questioning
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of the benefits of monopoly regulation in principle as against its costs. We've
commissioned work by Prof Dennis Carlton at the Chicago school showing the
benefits of deregulation of, for instance, the US rail industry, and cable TV where
even natural monopolies have shown benefits in terms of social welfare from
deregulation.

Finally, the importance of airport investment to meet demand, and the benefits
of the competition between users that that creates, between airlines that that can
create, has become more pressing, has become more evident. This very substantial
shift in the agenda has crystallised into a couple of mgjor policy areas which | think
are directly relevant to your considerations today. Thefirst iswithin the CPI-X
framework. It’s clear that the singletill islosing its currency. It was often portrayed
as being universal. It never was. Seven out of 10 of the top US airports didn't
operate asingletill over the last 20 years.

It is now being challenged in South Africa, it is being challenged in Europe,
Frankfurt, Amsterdam and at Zurich. The UK regulator has put out an issues paper
on it and he's clearly very concerned about the structural underpricing it can lead to.
ICAQ, the International Civil Aviation Organisation, after an extended debate of 5 or
6 hundred people, has issued new guidelines which clearly show much less
commitment to the singletill and that airports and airlines have now interpreted those
guidelines to give far less prominence to the use of commercia revenues. But that’s
within the CPI-X framework.

| think it's fair to say that the overall framework is now being questioned as
well. People are looking at the lessons of Scotland, the three airports owned by BAA
in Scotland, which have been self or co-regulated since BAA’s privatisation. The
regulator has been well hidden from the negotiating table since 1987. The
conseguence has been that prices in Scotland are alittle higher than they arein our
London airports.

If we were able to measure them on aregulatory basis, profits would probably
be alittle higher, returns would probably be alittle higher in Scotland, but what you
have seen is rapid, energetic, unfettered investment in the two main Scottish airports.
Glasgow has been substantially remodelled, and as soon as we downed tools on
Glasgow, having spent about 60 million pounds, we started on Edinburgh and we
have now just completed the remodelling of Edinburgh. Together with that in
Scotland you've seen product innovation and differentiation at the request of users
and, very interestingly, you've seen much less gaming across the table, because the
regulator has not been thereto listen.

I think now you see this thinking developing in other countries. Y ou may be
aware that in Copenhagen the Danish government has announced an experimental
lifting of the price cap for two years and hastold the airport and the airlines to get on
withit. The CAA inthe UK isnow looking for other alternative, more creative and
efficient ways of regulating BAA. We certainly need these two approaches.

3/4/01 Airport 156 C. BARLOW and OTHERS



If | can tiethisall up by one analogy at the end, | look at the UK rail industry -
aperfectly regulated industry; aregulator, a highly experienced lawyer with an
enforcement culture; detailed service quality regulation; abook full of service quality
measures, penalties and rewards for each, each creating its own distortions; avery
carefully calculated CPI-X formula designed to achieve the measured return on
capital equivalent to the cost of capital, therefore providing relatively little to invest -
| guess | don't need to describe to you the consequences. It's a perfectly regulated
industry which isin crisis with one exception. One railway in the UK is exempt
from regulation. It's outside the rail regulatory system. It has had £500 million
worth of investment - - -

PROF SNAPE: Which isthat one?
MR TOMS: | was going to cometo that at the very end, if | may.
PROF SNAPE: Certainly.

MR TOMS: It has, | think, the highest punctuality record in the whole UK network
and the highest reliability record. It has certainly the highest public perception
record. It's not the cheapest, but it's certainly the best, and it's the Heathrow Express
Rail Link. | think that's alittle model of what happensin an unregulated, or
deregulated, environment, compared with what happens under tight regulation.

MR BARLOW: Mike, thank you. Can | just briefly summarise and wrap up.
PROF SNAPE: Yes.

MR BARLOW: For anyone that doesn't realise why Mike is here today, one of the
benefits of the organisation that we havein APAC isthat we have unfettered access
to the whole of the expertise within BAA, and of course BAA runs around about 16
or so airports worldwide and Mike's and his colleagues' expertise is of huge
importance. There was some benefit to us when we have been preparing our case.
Just picking up on one of the things that Mike said, | guessif we're saying that we
don't want regulation, how can we actually demonstrate that we're going to behave
ourselves? | can. | actualy ran one of those Scottish airports and so I've actually
practised what I'm preaching here today.

So really, in summary, privatisation has been excellent - some really good
results coming through. We think it can be better by some changes. What we need
is an incentive solution to grow air travel in Australia. | think at Melbourne we've
proved that we behave. We look after our customers. | think our submission, and
Mike's comments and examples throughout the world, do prove that airlines have
power, as of course they should, and we would like to be given a chance to run our
business without regulations. Wethink it'salow-risk trial, if you consider that
aspect, and if we get it wrong then there are adequate powers to bring us back into
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line. So our suggestion isto relax regulation, let us get on with dealing with our
customers and let’s continue to improve the air transport industry in Australia even
more than it isnow. Thank you.

PROF SNAPE: Thank you very much for your interesting and detailed submission,
aswell asfor that very interesting presentation. | suppose one of the problems with
trying to compare the regul ated environment with the unregulated environment is
that thereis, in a sense, no really unregulated environment. In the case of the
Scottish airports, as Prof Forsyth was pointing out yesterday, there’s always the
regulator in the background who would come in if in fact there was perceived to be
misbehaviour.

Copenhagen, as you pointed out, was a two-year experiment, and clearly it’s,
"Behave, or else you will be regulated again," so can we really get a comparison
with an unregulated environment? | mean, one answer might be, of course, to say
that even in Australiathere would always be Part [11A in the Trade Practices Act
unless there was exclusion, and the threat of reregulation, but can one get avalid
comparison with an unregulated environment?

MR BARLOW: Canl just pick up one point before | probably hand over to my
two expertson this. | think you've picked up avery important point, which | think
we recognise and is part of our submission. We believe that our customers do
always have afal back if we ever misbehave, but the important thing isto be able to
get on with our business, albeit we know that threat is there, but at least we won't
have the time imposition which will stop us responding to our customers’ needs.
Now, your specific question about is there another model throughout the world -
Mike, do you want to take that one?

MR TOMS: Perhaps| can just return to the Scottish airportsfirst and say | think
Prof Forsyth’s notion, as | understood it, was that Scottish airports wereredly like
the south-east airports, because everyone knew that if they were regulated the same
rules would apply, therefore they conducted themselves as if they were regulated. |
don't think that is actually true- - -

PROF SNAPE: Or at least that they were on a short leash.
MR TOMS:. Yes, the---

PROF SNAPE: They're not precisely the same, but there was aways the threat of
coming back in, | think.

MR TOMS: | think one could overstate how short that leashis. Theregulator isin
the deep background in Scotland. There's atradition there of the airport doing
business with its customers and, as a person who goes there every year and does
these negotiations, everyone doesn't play, everyone doesn't game with the regulator,
because both sides need to cometo adeal. Sol think it's actualy quite afair
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reflection of an environment in which the regulator is very much in the distance.

Another analogy which might be worth considering is the analogy of our
airports before privatisation, when they were effectively unregulated institutions.
There was no regulatory framework in the UK. There was no requirement for BAA
to apply to government for consent for its charges, we simply charged. Inthe
five years before we were privatised, despite the fact that we were not paying a
dividend and that our returns on capital were considerably below the cost of capital,
we found it extremely difficult to extract any price increases from our airlines, not
because of threat of regulation but actually because of threat of litigation and threat
of corporate reputation or damage. So that gives you a pretty good feel of how
balanced the environment was then. | think in five years we took one price increase
of 1 per cent, and that was in a period where UK price inflation was about 5 per cent
ayear. Somy guessisthat if you ask me what an unregulated environment would be
like, it would still be avery tough negotiating environment.

MR BARLOW: Just to add abit of flesh to those bones, speaking from personal
experience, when | was running one of those Scottish airports - Mike is exactly right
- we were dealing with our customers and we had to make sure our customers were
happy because those airports were not large, and the market there we had to fight
very hard to get, and we wanted to keep it. So the reality was, absolutely we
behaved ourselves. Absolutely we knew that regulation was a possibility in the
background, but it never really came into our discussions and our thoughts when we
were negotiating with our customers. Warren, do you want to add something?

DR MUNDY: It'saninteresting question in a broader industry policy sense about
the potential for regulation. It'sfairly easy to cast your eye around the Australian
economy as awhole and find awhole pile of industries which would be reasonably
characterised as oligopoly. The banking industry is one, for example, where the
threat of regulation does actually manage conduct, but the difference between
something like I11A or Part IV and what we have in airport regulation now is that
they are, in asense, devices that deal with a market power incident or a market
power act, whereas the arrangements that we have now work on an assumption that
market power will be abused, that we need to have the regulator in there today
making sure that certain things don't happen.

Now certain things may or may not happen but there are consequences of that
and significant costs associated with it, so | think it's a different analogy that arises
from adevice that says, "Market power will be abused and therefore we're going to
do, A, B, C and D today," and an aternate world which says, "In the event that A, B,
C and D occur, then there will be certain remedies avail able either to the crown or to
affected parties.”

MR TOMS: Could | just add afollow-up to that, not from aregulatory point of

view but from a strategy point of view, which isthat | think it has become clear over
the last 10 yearsthat if your fear isthat an unregulated airport would gouge its
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customers, that short-term gouging is not a sustainable strategy for a privately owned
company operating in avery public and political environment. Againrail track is
probably the classic example: you simply can’'t gouge continually because your
corporate reputation is undermined. It goesto the valuation of your equity. It's not
sustainable.

PROF SNAPE: | would like to pick that point up because when you were talking
about the countervailing power of the airlines - and I'll try to get it right today - you
in fact drew upon a political countervailing power, and - as you are just now - you
are talking about the public perception and what that would do rather than any
countervailing power in, if you like, the economic market rather than the political
market. Would you like to give some attention to the question of whether thereis
countervailing power of the airlines in the economic market rather than the political
market.

MR BARLOW: Mike, do you want to take that, with your worldwide experience?

MR TOMS: Yes, I'll start but | think I’'m going to pass that one onto Warren in due
course, as the economist. There certainly is some economic countervailing power

but in a sense airlines have not had to test that. They’ve not had to exercise economic
muscle in terms of withdrawal of service or transfer of service because they’ve been
so successful at the legal and political level. | think if you look at the IATA
submission to this hearing, it's interesting that they say, "If there isn't regulation, then
we haveto litigate or we have to sensitise the public” - steps 1 and 2. But thereis
step 3 after that, and | think it’s certainly true that an airport that has a poor reputation
with its customer airlines finds it much more difficult to attract footloose service, and
obviously airports want to do that. They make money at the margin out of footloose
service, so that threat is still there.

PROF SNAPE: Out of which, footloose service?
MR TOMS: Out of footloose service, yes.
PROF SNAPE: Which are?

MR TOMS:. Any service which could either not operate or operate from
somewhere else, and there are those services at the margin.

PROF SNAPE: You don't see evidence of that being used at this stage. Isthat
right?

MR TOMS: | haveto say | have seen evidence of that being used in the UK where
the growing low-cost market has certainly been quite aggressive with airports on,
"You give methe deal or | don't fly from your airport.”

MR BARLOW: Canl just come in here before Warren picksit up. | think you
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may well find some good examples of this happening in Australiain the very near
future. If some of my work is successful, - and my colleagues work - you will,
because of the probable price increase in Sydney, absolutely Melbourneisin
competition with Sydney and we are actively going out and trying to persuade
airlines not to fly into Sydney and come into Melbourne. 1'd like to put your
guestion the other way around. Certainly at an airport like Melbourne we are
fighting and struggling for every - particularly international - traveller to come into
this region that we possibly can.

Part of the reason for the black bagsis, | have just come back from Singapore,
talking to Singapore Airlines at the highest level, to try to persuade them to put more
servicesinto Melbourne. Now, | can't succeed in that if | am gouging the prices and
if I'm not a providing avery good serviceto them. And, by all means, ask them. |
think you'll find we are providing a good service and we are providing a
cost-effective service to them. So absolutely they have powers, particularly at an
airport like Melbourne, and that would apply to so many other international airports
in Australia - we are fighting for every passenger we can get. So the airlines
absolutely do have economic power. They have a great choice of whether to fly into
Australia or into other parts of the region, and they certainly have a choice of
whether they fly into Melbourne or one of the other major gateways.

PROF SNAPE: Isthe price of aeronautical services, rather than the quality, a
significant factor in that competition?

MR BARLOW: 1thinkitisafactor. | think Mike made the point earlier on that,
actually the service is probably more important to them. The airport charges are
something like 4 per cent of their overall costs, so they do have an effect. Butitisa
combination, | think, asin any business, of quality and price.

DR MUNDY: | think the reality basically on this question of priceisthat thereal
thing that’s driving airline routing decisions, if you like - which airports do they use -
istheir overall cost structure. The price of aeronautical servicesisacomponent of
the total cost of the use of aeronautical services. For example, if an airport is closed
for aperiod of time because of acurfew or some other arrangement, then thereisa
significant cost associated with aircraft not being available to be used by the airline
concerned. If an airport has a capacity constraint in relation to its parking
arrangements or its aerobridge servicing arrangements, then aircraft will have to be
towed away to remote location to be held, to then be brought back.

Now, thereis a cost associated with that, and there is obviously a calculus there
by which the airport says to the airlines, "We can fix this. We can put up prices. We
can invest to provide you with some additional capacity so you can avoid those
towing costs," and then presumably the airline takes a view asto which, in the
overall scheme of things, is a cheaper and better quality service for them in relation
to how they manage their labour and so on.
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One of the points we made in our submission isthat alot of these issues about
the quality of the services provided to airlines as opposed to passengers are actually
about the cost of operating through airports of airlines rather than some sort of
ephemeral value associated with a good experience, which may well be the case with
passengers. Quality directly impacts upon their cost structure, so in asenseit’'sa
false decision for airlines in some cases simply to oppose a price increase of funds
investment which may actually be cost producing for them.

Just on the point of footloose investment, there’s one very clear example, and
that’s when you drive up the Tullamarine Freeway and you observe Ansett
maintenance bases located off the airport. | think it’s probably fair to say that that
was aresponse to a situation in a property market that existed in the time of the FAC,
and Ansett discovered that land was cheaper over the fence, so that’s what they did.

Y ou can extend that to locational facilities. Some flight caterers actually keep their
kitchens off airport rather than on airport and just truck it in.

PROF SNAPE: Those are examplesin which things that could have been located
on the airport are located off the airport but has Melbourne any experience of those
footloose activities being used as a lever on aeronautical charges or services?

DR MUNDY: We have had some discussions with people wishing to locate what
you might call aeronautical facilities at Melbourne Airport, and the question of the
level of aeronautical charges has been an issue.

PROF SNAPE: So no very strong cases but some little bit of evidence. Isthat
what you're saying?

DR MUNDY: Yes.

PROF SNAPE: We aretrying to see economic levers for countervailing power.
Okay, if they want to come to Melbourne, they have to land at Melbourne, as the
airlinestell us. So weretrying to seeif there other leversthat are used as
countervailing power with respect to the aeronautical charges.

DR MUNDY: For commercial reasons| can't identify the parties concerned but
there was certainly one party that was looking to locate an aeronautical facility at
Melbourne Airport and the level of aeronautical charges was a matter that they
wished to discuss and work through.

MR TOMS: We have had the same experience elsewhere, particularly with office
accommodation being based at the airport.

DR MUNDY: Just harking back to the establishment of the domestic express
terminal, | think it was reported in the mediathat Virgin saw their decision to
headquarter in Brisbane as opposed to Melbourne as being affected by the costs of
operating through the domestic expressterminal. That's a matter on the public
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record.

PROF SNAPE: You saidthat Virginisnow seeking to have the domestic express
terminal declared. That’s presumably because they’re not happy with the charges.

DR MUNDY: They appear to be unhappy with certain contractual arrangements
associated with the facility as opposed to the charge itself, but of course obviously if
the facility is declared, then all terms and conditions then become subject to
arbitration by the ACCC.

MR BARLOW: Itisalsofair to say that the major operator from that terminal,
Impulse, is highly supportive of the service we provide.

DR BYRON: We had some discussion yesterday about the differences between
section 192 and the Airports Act and I11A. I’'m guessing but it would seem to me that
the criteria for adeclaration under 192 are quite different, and something like that
couldn’t be sought under I11A. Isit likely that the multi-use of the domestic terminal
would qualify under the national significance materiality test?

DR MUNDY: That'safair point. | would doubt that you would be able to
convince a National Competition Council that that terminal was of national economic
significance; | think you'd struggle in relation to that. Of course 192 appliesto all
core regulated airports, so you could in principle seek the declaration of a minor
facility, aroad facility, for example, abutting the terminal in Townsville. So the tests
in 192, being essential for civil aviation and uneconomic to duplicate, whatever view
of what that means that you have, do seem to be significantly less stringent than what
you would have to show under I11A asageneral principle.

DR BYRON: One of the things that we've been looking at already, and it has come
up in the hearings yesterday - the differences between 192 and I11A and what the
rationaleis for having a special airport specific access regime and if so what
differences between that and I11A are really necessary or justified.

DR MUNDY: Our view isif you want to have a national access regime, have one.

| think we've made it fairly clear that we think 192 is unnecessary and overkill and
doesn't get you any further than what you would get under I11A, and in fact to an
extent invites matters being brought under 192 for which, as you say, may not be
material. The Deltacaseisanother casein point. Itisunlikely that the declaration in
relation to Delta would have been sustained under Part 111A of the Trade Practices
Act, inour view.

MR BARLOW: 1 think the last two minutes have actually just demonstrated it’s
much better to have one act that will cover everything rather than atwo-tier system
which is complicating things.

PROF SNAPE: Y ou've made the point - there’s a number of other airports making
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it too - that the starting prices of CPI-X were, in your view, too low, and yet those
prices were known at the time of bidding and that presumably means that you bid on
the knowledge of what those prices were, so didn't the bid price, and therefore the
cost of the airport and the capital you had to raise and all that and the return you have
to get on it - wasn't that already taken into account? So how can you argue that they
were too low when you knew what they were?

MR BARLOW: | think probably the answer isin hindsight we realise that and the
fact that we are being successful and traffic has increased so much.

PROF SNAPE: You bid too much for the airport?

MR BARLOW: You could say that, but | think more realistically, going forward,
what we are saying is that we need to have a commercial return on new investments,
and | think that’s the problem that we have.

PROF SNAPE: Soit'saconcern on new investment rather than the past
investment.

MR BARLOW: No, I think, looking back on what you could get for the money
investing it in other areas, probably it was too low for it.

DR MUNDY: We bought the airport on the basis of what we thought the cash flow
arising from the airport was and what the risks were, and that determined the price,
but the question are the prices are too low | guess begs the question too low for
what? Itisour view - and | think it's fairly easy to demonstrate - that the starting
point prices were set on asingle till basis across the network as awhole. | think
we've dealt with the arguments about why those prices could be seen as being too
low in an economic efficiency sense.

It'sour view that there is a significant divergence in relation to what efficient
long-running incremental costs may be and the problem that arisesisa
forward-looking problem. It's not a question of are you earning more or less than
what you paid for the airport or whether you paid too much, or some might say you
didn’t pay enough. But the issue from our point of view and on our analysisisif you
want airports to invest at the right time in the right place in the right way, then the
first best solution isto ensure that the prices that they charge for those services send
theright signals.

The necessary new investment arrangements exist, in our view, solely because
without them airports would not invest because airports require a price increase
across the cost base as awhole to justify investment, because at the current prices
you would not invest at all. So the necessary new investment arrangements, in our
view, have to be seen very clearly as afix for the problem of prices being below
what you might call efficient investment prices.
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PROF SNAPE: But now you're arguing that there shouldn’t be any regulations so
you can set the prices as you like, which means that you can - to put it fairly bluntly -
correct for the past mistake of bidding too much for the airport.

MR BARLOW: No, we are not saying we can set the price aswe like. What we're
saying is we can set the prices in discussions with our customers and take a
commercia decision on matching quality and quantity with price.

DR MUNDY: The necessary new investment arrangements will see pricesrisein
real and nominal terms. They will see that happen. We've seen pricesrisein real
and nominal terms above the cap because of it anyway. So that there won't be price
risesisnot the case. | mean, what we're saying is, what'’s the efficient way to get
these prices to where they're going to be? Our view isthat the current arrangements
are inadequate for that purpose.

MR BARLOW: But the concrete example, the domestic expressterminal - if we
need to expand that, | want to, with our customers, say, "Right, when do you want it?
What do you want?' and get on and do it, not have to go through the delaying
process that we have to endure now.

PROF SNAPE: Although it’sfairly clear that your two customers for that have
rather different views as to what is necessary.

MR BARLOW: Yes, they do.
DR MUNDY: That raises an interesting question as to why that might be.

PROF SNAPE: Ultimately you will go ahead, presumably, in an unregul ated
market. Even if they disagree you will haveto.

MR BARLOW: Wewould take a balanced business approach to it and we would
take into account what our two customers were saying. | have to say that the two
customers, absolutely from day one - even before | came to Melbourne - took
diametrically opposed views as to what was wanted. When the facility was actualy
complete both of them were over the moon about it and if you watched the news
when we opened it Brett Godfrey was confirming that.

DR BYRON: | wasjust wondering when you purchased the leases for the airport
what were the general sort of investors’ expectations regarding how non-aero charges
would be treated under the cap and did you have any particular basis for those
expectations?

DR MUNDY: We haverelied on the representations to the Commonwealth in
relation to non-aeronautical charges. We were advised of the content - so I'm
informed - of Declaration 87 as to which services would be within the cap and by
and large that has carried through, | guess, with two notable examples, one of which

3/4/01 Airport 165 C. BARLOW and OTHERS



we haven't had an involvement with and one which we are intimately involved, as
any resident of Victoriawould know.

In relation to fuel throughput levies, it isour view that in the information
memorandum to bidders the Commonwealth did represent that that was a source of
revenues available to them that would not be within the cap. We note that the ACCC
conducted an inquiry, in our view quite properly, asto whether there was a market
power issue there. It made areport to government and we note that the government
has declined to act upon that report and declare the service. Our view isthat's a
correct and proper process.

In relation to the matter which we're intimately involved in, that being the
question of chargesin general for ground access, it was again represented in the
information memorandum that ground access charges would be an additional source
of revenue available to airport operators. We note subsequent to that that documents
have been issued by, | think the Department of Transport and Regional
Development, and recently senior officers of the Department of Transport and
Regional Services, who with a different hat appeared before you yesterday and made
it entirely clear that the government’s view was that these charges were never within

the cap.

We have contractua arrangements with the Commonwealth to comply with the
government’s pricing policy. We're good to those, but we do feel that in relation to
the taxi parking issue - which we by the way can justify under the necessary new
investment arrangements anyway, so there’s no question in our mind whether there's
amarket power abuse here - we're just trying to recover the costs and provide
efficient traffic management at Melbourne Airport, but we do feel that, irrespective
of the resolution of the matter in the Federal Court in Canberra, the government, now
having discovered that Direction 87 does not give effect to the representations it
made at the time of sale, should do the right thing and have those directions corrected
so it does reflect the representations that they made at the time of sale.

But with the exception of those two issues, in relation to freight sheds, with
relation to carparks, with relation to retail and so on - al those areas which are
important parts of our business, which we feel add value to our business, but also to
the airport and to the north-western suburbs of Melbourne, which, you know, are not
the most economically vibrant of the city, and indeed to the state of Victoria- you
know, we get on with that, we get on with our business partners and we have no
truck with the Commonwealth, except really in the non-aero area with relation to
taxis.

PROF SNAPE: That taxi decisionin Canberra- isit your view that you would be
covered by the same decision or that your arrangements are sufficiently different to
push it over what the judge said was a pretty close call?

DR MUNDY: Yes, thejudge said it was apretty close call. There doesn't seem to
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be afine point in law here. It seemsto frankly rest on hisview of how traffic moves
on that bit of tar at Canberra Airport. Our view isthat the decision in Canberrarests
on the peculiar factsin Canberra. Our view is- and it's aview that we've now put to
the ACCC - that on balance if the facts were put to ajudge that he would find in our
favour. However, we do not intend to go through the significant legal costs. We
would simply prefer the Commonwealth to - the judge now having established the
principle that these sorts of charges can be caught - the Commonwealth should now
do the right thing, correct the instruments and give effect to the representations they
made at the time of sale, because if they can't it raises the question in future airport
sales, or in future asset sales, or indeed anyone who is having commercia dealings
with the Commonwealth, of the extent to which it can be relied upon to make good
its representations.

MR BARLOW: Canl just comeinhere. Asl say, asasimple airport manager, it
is extremely confusing to be told by one section of government that thisis allowed
and then to go through the hoopla that we're having to go through now. Melbourne
Airport deliberately took a decision not to impose afuel levy charge and continuesin
that process. We deliberately took the decision, unlike many other airports, not to
impose ataxi charge; to keep on wearing that subsidy ourselves for aslong as we
possibly could.

In away we're hoist by the petard of timing in delaying those charges coming
in until we had to build significant - very, very significant - new facilities to service
the taxis, to then bringing it on board at alate stage, and that being compounded with
the difficulties the taxis were having with the toll roads, with the City Link and the
genera problems the taxis were having in Victoria at that time. In hindsight it may
have been better to have introduced the charge earlier on, but the decision was
absolutely taken not to do that because we wanted to keep charges down for aslong
aswe possibly could, and actualy | think that argues well and consistently with our
case for no regulation.

PROF SNAPE: So you would see that the taxi association makes a strong case
against the timing, apart from anything else, of the introduction of it.

MR BARLOW: You'requiteright. Thetiming is such that the success that we've
had, particularly with the domestic express terminal with the many thousands of
passengers that are going through that - unfortunately they have no carpark within
easy walk and the available space is used by taxis now and, in our opinion, it's unfair
for those customers and our airlines at the moment to subsidise those services that
are provided to the taxis. Wethink it should be user pays.

DR MUNDY: Thereisoneimportant point to remember in this debate about taxi
charges, that if the taxis don't pay the airlines will, because if the ACCC'sview isthe
correct one then thisis a charge - these are costs that can be put on to the genera
landing charge. It's our very strong view that people who conduct business at our
airport should pay for the services they enjoy, and they should not be paid for by
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other users. | mean, that isafairly simple principle that seems to escape - | mean, we
incur somewhere in the order of three-quarters of amillion dollars ayear in labour
costs, simply to call up taxis and push them through. At the moment, the bulk of
those costs are being paid for by tenants, and, in particular, domestic terminal |ease
tenants. So we think thisis actually away of improving a bit of allocated efficiency
around the place.

PROF SNAPE: Inan unregulated environment - or as unregulated as one could
foreseeit - then how would you structure your aeronautical charges? Would you
continue to use it on aweight basis for landing? Do you care about the size of
planes? Would you try to unpack the charges so that you separate the landing
charges from the terminal charges from the aerobridge charges, et cetera?

MR BARLOW: Letmejust - you can answer it in detail now - | think we have
really inherited these charges and we have endeavoured, not to confuse our
customers, to keep them asthey are for sometime. | think we have some doubt asto
whether they are totally efficient for both us and the customers but, more
importantly, to the customers, and | think we will probably be reviewing the way we
make those charges, whether regulation isthere or not. That isn't anissue asfar as
regulation, | think, is concerned.

Asan example, if we'retrying to attract new business and new airlines, to
charge by weight is probably not a good incentive for them because if they're
carrying low loads when they first operate, they're still paying that charge, and if
they're starting off carrying low loads then perhaps they should be paying low
charges, and as they get successful they’ll be able to pay the higher charges.

DR MUNDY: | guessthereisthe old conundrum here of, in the first instance,

| guessthe airlines would expect - and its sort of guiding principle, if you like, that
charges should be cost-based. There's the alternative to that, whether you should
actually efficiently price in relation to elasticity concerns. | guess at the end of the
day in a practical world you end up with some halfway house. But | think it's
important to ensure that, for example, if you are running into a situation where you
may have apron congestion, that aircraft are sitting, parking, for many, many hours
on end because they know they can at Melbourne, but perhapsit’s abit more
expensive somewhere else to do this - that you've then got to ask yourself, "Well, do
we want to carry that situation forward?"

I think one of the challenges which my colleagues and | are starting to turn our
mindsto is, how do we - as certain parts of the airport infrastructure become
congested, what is the best way of sending that pricing signal? Can you send it at
al? And, also, to be honest with you, we regularly bump up against the - you know,
we have alanding charge and aterminal charge. Y ou constantly run up - andit'sa
legitimate concern of, "Well, why should we have a general increase in the landing
charge to pay for that when we are never going to use it?"
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So in terms of conducting your commercial negotiations there is some benefit,
| think, from all parties to those discussions to have a pricing structure that enablesin
some sense you to be able to say, "Well, thisis a charge for these sorts of things,"
and remove from it, if you like, the involvement of those who aren’t going to use the
infrastructure. So there's a sort of a balance of cost, sensible elasticity-based pricing
- at least have some attention to that - and to how working with your customers, the
pricing structure may assist al partiesin that negotiation.

MR BARLOW: | think that’'sthe key to it. The key to it isthat, with or without
regulation, if we made any changes we would only do it after full consultation and
agreement, or a consultation with our customers. We would very much take on
board what their views were. Mike, you wanted to add something here?

MR TOMS:. Yes, I'djust make a general observation, having watched the
development of user chargesin Australia over the last 10 years or so, the general
international trend that where airports are relatively uncongested on the runways, a
weight-based charge is avery effective piece of Ramsey pricing; in other words, it
meets the revenue requirement without discouraging demand above short-run
marginal cost. When runways become congested, it becomes progressively more
inefficient, and you do see now | think internationally a greater trend towards fixed
fees on landing, or minimum charges irrespective of weight.

The ultimate exponents of that, as you probably know, are BAA, where, if you
use a peak period slot at Heathrow in London, you pay exactly the same amount if
itsaCessna412 asif it'saBoeing 747-400 - it's £500, whatever. And I'm not
counselling that in this case, but | think you see places like New Y ork and Frankfurt
starting to move towards a fixed fee element on landing because it's the efficient
thing to do as you move towards a congested situation.

PROF SNAPE: So | guessthereisaproblem of making atransition from oneto
the other, and | was making the point yesterday in talking to Mr Forsyth, that
congestion isn't something that is a switch-on or switch-off - there's congestion at
certain times of day or there may be congestion of taxiways rather than runways,
et cetera, so thereisaproblem of looking at it in that black and white framework.

MR TOMS: | think there are two associated problems. Thefirst isthat the process
isvery bloody in the sense that these are sums of money which are paid by real
carriers, and some of them don't want to pay them, so change is quite difficult to get,
because there are losers for every gainer. The losers complain, the gainers stay quiet,
which isarational piece of behaviour. But, nonetheless, if the problem is great
enough and the situation needs the attention, it can be done.

PROF SNAPE: Sowhile Melbourne, of course - and any airport - would say it
would discussit with its users and that it would be agreed with them, nevertheless,
you would come in with a position in those negotiations and in those negotiations
you would come in with what you would perceive to be an efficient or, from your
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business point of view - a structure of charges. Would you see those as - well, first
of al, how would you structure that? Secondly, would you see that as an efficient
structure of charges from amore general economic perspective?

MR BARLOW: Wewould seeit as an effective structure for our airline business,
and that means that they would have the best use of the best facilities that would best
suit their operations, and that will be the only reason for us changing the charges
from the way they are now. | mean, Warren has highlighted afew examples. That’s
not for the benefit of Melbourne Airport, that’s for the benefit of the users, so that if
we have areas of congestion and we need to expand in those areas, then the charges
can reflect that properly. Warren, do you want to come in?

DR MUNDY: The best example, | guess, for usistermina capacity. We're going
to have to expand the international terminal at some point in the not too distant
future. At the moment we charge on an MTOW tonnage basis for terminal use. We
haven't changed that because, well, quite frankly, we just took aview that it wasn't at
thetime abigissuefor us. Going forward, | think it raises interesting questions as to
whether you charge simply for standing at a gate, very much how Heathrow charges
for runway capacity. | think, to be honest with you, at the end of the day our prime
interest is ensuring that we bring on profitable capacity when it is required, and that’s
our overriding commercial interest. If the capacity isn't profitable, no-one is going to
useit, if the pricing signalsarewrong. So | think we'll go forward on that.

I mean, | think at the end of the day with a reasonable amount of - | mean,
| think it's an interesting question. If you have arelatively concentrated use of those
facilities, as we do, with the bulk of the revenue being derived from arelatively small
number of parties, | guessit’safair question to ask, are you just chopping up the
cake in adifferent way and everyone ends up with - you end up with eight slices of
cake rather than four, but at the end of the day you've till got the same quantity of
cake, but - - -

PROF SNAPE: Weséll, were concerned, of course, with the efficient use of that
cake.

DR MUNDY: Yes.

PROF SNAPE: And of course, as we've discussed before - two different questions.
Oneis, simply, who gets the dollar? But also, what are the efficiency consequences
of who gets the dollar?

DR MUNDY: | think what it doesis, it actually provides us - adecent pricing
system might actually provide us with better investment incentives as well as
signaling to users.

PROF SNAPE: Isefficient pricing from your perspective being inhibited by
regulation at the moment - leaving on one side the necessary new investment -

3/4/01 Airport 170 C. BARLOW and OTHERS



| appreciate that, but - - -

DR MUNDY: Look, inthe sensethat if we felt that there were more - that there
would be significant efficiency gains by restructuring our pricing structure today in a
revenue-neutral sort of way - | mean, it's our understanding and it's from the
directions that the ACCC has generaly directed to allow that to occur - we haven't
chosen to do so because we haven't felt that it would lead to significant
improvements. | think that’s largely because of the fact that we've had slack
capacity. But, as capacity constraints start to bind, | think that will be an issue which
will become more important to us.

PROF SNAPE: Yes.
DR MUNDY: Andtermind isthe place where that’s going to occur.

MR BARLOW: So, asl said before, | think it'sirrelevant whether regulation is
there or not. We have the ability to restructure those prices, whether regulation is
there or not.

PROF SNAPE: And you haven't yet gone to off-peak discounts? Are you
contemplating that?

DR MUNDY: No, not - - -

PROF SNAPE: Or - as sometimes called - peak load pricing? But I've been taught
that it’s better to say "off-peak discounts'.

DR MUNDY: Waéll, not in the runway, because there’s no capacity question in the
runway anyway. We have given some consideration going forward to pricing in a
differential way - parking charges - | mean, if aprons are becoming congested -

I mean, the economic principles are essentially the same, be it an apron or arunway,
and also issues about aircraft that are being laid over, and where they actually park -
whether they park on the term bridge or whether they’re removed to a nearer or a
more remote location is an issue that we need to work through, and obviously how
you manage that and how you allocate that becomes an interesting operational
guestion which we haven't thought through.

MR BARLOW: Can | ask Mike to comment on that?

MR TOMS:. A genera remark onthat: | think it'sfair to say that thereis
worldwide opposition in principle by airlines to peak load pricing, and not quite so
much opposition to off-peak discounting. But, as a question of principle, there’s
opposition, therefore the case has to be very strong to be able to make it stick.

PROF SNAPE: Yes. Waédll, one can understand why - that it would be the first step
to charging for the slots, perhaps.
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MR BARLOW: Sotheorigina question is, do we have any plans for doing that
now? No.

PROF SNAPE: No. Good, thank you.

DR MUNDY: | think just the other thing in relation to Melbourne Airport -

of course whatever pricing signals you send for existing assets, at some point it does
become profitable to put anew runway in. Thereisno physical limitation to the
capacity of Melbourne Airport in the next 100 years, so the issue of sots, of peak
pricing, isin a sense one which would be atemporary thing until such time asit
became economically viable then to put in anew runway or to undertake what you
might call major terminal expansion works.

PROF SNAPE: | suppose that the system which is said to operate at Heathrow of
exchanging so-called - exchange of slots at good times for bad times, plus alarge
payment under the table - avery large payment under the table - is already an
example of peak pricing.

MR TOMS: Itis. Of course, if we havethe luxury of setting fully efficient prices,
the need for that kind of under-the-table slot trading would evaporate. It does take
place and of courseit’s not fully efficient inasmuch as there are still problems of
friction in the market, insufficient slots coming available, uncertain property rights,
and there is always in the background the fear of hoarding that may be distorting the
market. | think the most efficient first response would be to have airport charges
which were up closer to the market clearing level.

PROF SNAPE: That of course would mean the airports would get the dollars
rather than the airlines.

MR TOMS: Yes, and there's an attraction to that. | can seein thefirst instance
airlines not warming to thisidea but, of course, to the degree that the charges are
higher, the incentive to invest is higher and the incentive to bring forward investment
and thereis actually a utility gain across the board because if we invest more quickly
we create capacity more quickly, that creates more competition - the scope for more
competition between airlines because we have a more competitive platform for them
- so thereis, | think, considerable net public benefits in that approach.

PROF SNAPE: Two or three years ago | heard the figure of the order of 10 million
pounds being spoken of as the under-the-table payments. Does that accord with
your - - -

MR TOMS: It'safigurel have heard of, too, but | wouldn't treat it as being an

across-the-board valuation. It'savery specific market. These things don't come up
very often. People can be driven by special circumstances.
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PROF SNAPE: That would have been for a good time in exchange for a bad time,
however.

MR TOMS: It may simply have been the purchase of atime rather than an
exchange.

PROF SNAPE: | didn't think that was allowed without an exchange.

MR TOMS: It'sdifficult to comment with absolute knowledge, but certainly you
do note new services appearing by airlines and old services not going, which means
they have made a net gain of slots somewhere.

DR BYRON: Without wanting to pre-empt the Launceston submission, | would
like to come back to the very sort of fundamental issue of what airports have what
monopoly power for what functions, and you mentioned very briefly the so-called
"small airport problem”. If aline had to be drawn between airports that have fairly
substantial market power - whether they choose to exerciseit or not - and small ones,
the first question is, do small airports have substantially less market power than large
ones and, if so, where might aline be drawn?

MR BARLOW: Certainly smaller airports have less market power. Were
experiencing this right now at Launceston where - as you know Impulse have started
flying into Hobart and we're trying to attract them into Launceston, so clearly we are
the beggars. We're going around cap in hand, absolutely, but | would say that applies
aswell at Melbourne. | spoke about international traffic earlier on. We do have to
attract additional traffic and the airlines have a substantial power in that respect, so
I’m not convinced in the airports that | am talking about it’s actually very easy to
draw that line because airlines do have that market power. Mike, do you want to
give some examples?

MR TOMS: Yes. Ithinkitisworth remembering the other side of the equation as
well, which islarger airlines have more market power than smaller airlines. And just
acouple of examples of that: Hong Kong | think we referred to in our submission,
where the negotiation for the new Chek Lap Kok Airport - the airport authority
wanted to raise the prices gradually during construction. The airlines, large airlines,
joined together under the IATA banner and managed to frustrate those early price
increases on the basis that the airport should be paid for after opening. Of course
when the airport opened the airlines said they couldn't face the big price increase, so
in that case the airport neither got it before nor got it after.

Y ou see the same in other large airports. Los Angeles, for instance, has
suffered from considerable market power by its userslitigating it effectively. | think
Denver hasaswell. The sameistrue of anumber of major European hubs which
have been thoroughly shaken by litigation by airlines, including Brussels, Helsinki,
Lisbon. They all have been subject to challenge by airlinesto their pricing
structures. It’s not just the small ones where the market power doesn't exist.
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DR MUNDY: Inanswer to your question, in relation to Tasmaniathere are four
airports basically serving that state all within about two, two and a half hours' drive
of each other, and in addition to that there are ferry servicesand so on. Thereisa
pretty reasonable degree of substitution there. On the bigger question | think itis
interesting to reflect on the UK experience whereby Stansted is the smallest airport
subject to regulation and it is about - - -

PROF SNAPE: Inyour submission you say it’s the largest.
DR MUNDY: No, it'satypo, Richard.
PROF SNAPE: | was puzzled.

DR MUNDY: Youmay well argue that Stansted is only regulated becauseit is part
of the BAA South-East Airports Group. That being the case, if | had to - if you said,
"Draw aline which ones you would and which ones you wouldn't,” of course | would
say none, but if you were going to draw aline | think you can - the tricky one, in my
view, is Perth, because itsisolation confers upon it a degree of market power - it
doesn't have the substitutability characteristics that Melbourne, Brisbane and Sydney
have against each other. Adelaide | think you could happily let go. | think Canberra
you could happily let go. | think the isolation of Perth raises an issue about it but,
frankly, the others - Townsville, Hobart - | think you could safely let them go.

PROF SNAPE: You said you had had a quick look at the draft reports last week.
Would you like to comment on the monitoring that was mentioned there as a halfway
house to declaration or to be halfway house out of declaration?

DR MUNDY: Monitoringin avery real sense - | mean, we are subject to
monitoring now under the PS Act anyway, but there’'s awhole pile of things that arise
out of the Airports Act which are effectively monitoring, aswell. | mean, itisthe
obligation upon us to provide financial accounts and quality of service monitoring. |
would think that’'s a set of arrangements which we would accept, subject to the detall

- but the idea of monitoring is something which - | mean, what | might call
"reporting” and having to make statutory compliance reporting is, subject to it not
being incredibly overburdensome, something | would be entirely relaxed about. We
haveto doitinarange of areas. | mean we have to make statutory reporting all over
the place and we do it now and we would be comfortable in doing it.

The only thing | would probably say is that we would like to think that the
people who were charged with looking at these things and presumably then
publishing them and putting them into the public domain thought they were
important, significant matters and not minor, trivial and irrelevant, and they were
structured in away that they could be used to give real import or impact onto the
public policy purpose they are designed to achieve because I'm not sure that that is
the case at the moment. | think there is a compliance reporting regime for economic
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regulation for airportsin Australia at the moment which, frankly, | don’t think is
particularly efficaciousinitsuse. | justthink it is something we do because the
parliament in session deemed that it should be so.

DR BYRON: Reporting without subsequent analysis or use of what is reported?

DR MUNDY: Yes. | mean, we produce statutory accounts. We haveto allocate
across our whole cost structure. Essentially every transaction that we undertake gets
chopped up into being an aeronautical bit or a non-aeronautical bit and some of itis
and someof itisn'torital isorital isn't. Wedo that. We have to have those
reports audited. All thisis costly, and they're just appended and published. That
may be what the intent is - that may be enough. It goesto "What's your purpose?’
and at the moment it seems the purpose isto place into the public domain a set of
audited accounts for airports. They don't appear to be constructed on a consistent
basis. It's not necessarily possible to hold one up against another and then, once
these documents are submitted, presumably the information has value because that’s
why the parliament has required it to be provided.

The regulatory reports for last year - the fiscal year 1999-2000 - have still not
yet been released by the ACCC nine months after. | would have thought there would
have been something that the timeliness of these things - we're required by law to
present them within three months, subject to fine, for a public purpose, so that the
information is provided in atimely way, and then they don’'t come into the public
domain. It would have been very helpful for the purposes of thisinquiry for not only
yourselves but certainly for those of us making submissions to you for that
information to be available. Thisindustry is dynamic and things change and things
move on.

DR BYRON: Presumably one of the rationales for having that is not so much to
change the behaviour of the reporting entities but ssmply to reassure the parliament
and the public at large that everything isfine.

DR MUNDY: And presumably also for other interested parties such as our
customers and so on nine months after the event.

DR BYRON: Yes.

PROF SNAPE: | think | will just finish with a question of illumination of a
sentence that is written here on page 58, and it says:

To contracting: if an airport contracts with an airline to provide an
existing service at a price lower than is normally charged the volumein
guestion would be reported for compliance purposes at the normal price.

Why isthis?
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DR MUNDY: Itiswhat happens now in effect.
PROF SNAPE: But why? Why isn't it reported at the actual price?

DR MUNDY: Why isn'tit reported at the actual price? Because the way it's
reported at the moment is volume against the full declared regulatory price. | guess
it depends on whether you see the price cap as arevenue device or asapricing
device. | think if you saw it as arevenue cap you would then presumably, if you
reported it at the actual price, be able to trade it off against some other item. That
may not necessarily be the purpose of the arrangement. | mean, | can see you would
have an argument to do it the other way - - -

PROF SNAPE: | am just puzzled at why it is. Isthis because you think another
airline might come on and say, "We want it at that price, too"?

DR MUNDY: It goesto your ability to price discriminate. | mean, you may well
decide that one customer’s demand is less elastic and the revelation of that may lead
to some of the problems that we identified with airports efficiently price
discriminating.

PROF SNAPE: Soit’sthat you want to price discriminate but you wouldn't want
to make it very clear that you were?

DR MUNDY: Yes. | mean, we seethe sanctity of our commercial relationships as
amatter between us and our customers, not all our customers.

PROF SNAPE: | thought that might have been the implication of the sentence but
jut in case there was something else there | thought | would ask.

MR BARLOW: Thereisno mischievous motive beyond that one.

PROF SNAPE: Okay. Isthereafina statement you would like to make?

MR BARLOW: No, it'sfine. Thank you.

PROF SNAPE: Good. Thank you very much for avery helpful submission and a

very helpful discussion that we've had with you. We will now adjourn for morning
teaand resume at 11 o'clock. Thank you.
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PROF SNAPE: We resume our hearings and we welcome representatives of
Adelaide Airport. | would ask you each to introduce yourself for the transcript and
then whoever isto speak to the submission, for which we thank you, could introduce
your submission.

MR GOLDSMITH: Robert Goldsmith, general manager, business development.
MR GOFF: Len Goff, company secretary.

MR FAHRER: Jerome Fahrer, Allen Consulting group, consultant to Adelaide
Airport.

PROF SNAPE: Thank you very much.

MR GOLDSMITH: It'smyself, Robert Goldsmith, who'll be speaking initially.
Firstly, I'd just like to register an open apology from Phil Baker, our managing
director, who was intending to be here today. He's had a nasty bout of flu and can't
fly because of his ears at the moment. As| say, he sends his apologies.

From our perspective we've identified perhaps two key issues which we'd like
the commission to consider when evaluating the future need for regulation at our
particular airport: firstly, the extent to which Adelaide Airport commands market
power; and, secondly, the extent to which Adelaide Airport is actually able to abuse
any such perceived market power. In our submission we've argued that, firstly, our
market power is highly limited and, secondly, we have very little scope to actually
abuse that market power, even if it doesexist. On thisbasiswe believe that the
future regulation of pricesis unnecessary and that Part [11A and section 46 of the
Trade Practices Act are more than sufficient to regulate the commercial activities of
our businessin the future.

A little background information firstly about Adelaide Airport. Adelaideis
Australiasfifth largest airport. We currently handle around 4.3 million passengers a
year versus, say, 23 million at Sydney and 15 million-odd at Melbourne. We only
have 1.6 per cent of the international market to and from Australia, so that we believe
is quite asignificant point in terms of market power. We've proactively pursued a
growth strategy at Adelaide to attract new airline services with international carriers,
domestic incumbents and of course the new entrants, of which we've attracted
Virgin.

In terms of finances, we've yet to return aprofit. Inthefirst year we made a
loss of $13 million after privatisation. That improved to a$7 million loss last year
but, as | say, were along way off making reasonable rates of return. The
aeronautical side of our business is making a considerable loss at the moment.
Having said that, the structure of our businessis changing. Aeronautical revenueis
becoming less important year on year. In 1996 aeronautical income constituted
around 45 to 46 per cent of our total revenue. Now it’s down to about 27 per cent.
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Having said that, we see volume growth in passenger throughputs as the best way to
improve our long-term financia position because of the flow-through effect on the
many other revenue streams in our business.

Coming to the issue of market power, we would firstly accept that our
geographical location does grant us some market power, particularly in relation to
domestic and regional services. We clearly don't have that market power in the
international context where we're competing very fiercely to attract and even keep
the airline services that we already have. We're competing very fiercely with all the
other Australian major gateways for new international traffic and we regard our
international network asfairly fragile at the moment in these competitive times.

The key question we hope the commission will consider is the degree to which
Adelaide Airport is capable of abusing any of this perceived market power. We
believe this market power is very small because of the countervailing market power
of the airlines, particularly for asmall airport like Adelaide. We must stress that
we're not another London Heathrow, a Tokyo Narita or even a Sydney or a
Melbourne. Therefore, we're not actually a strategic hub base for at |east one
national carrier, nor isour city amajor economic or cultural capital for our nation
herein Australia. Adelaideis very much of secondary importance to our largest
customer groups. These are very important drivers of market power in our
perception.

There are also many other aspects to countervailing market power of airlinesin
aderegulated environment, if that's the way things go. Adelaide, unlike many
examples of airports quoted yesterday, is not capacity constrained - nor isit likely to
be - in regard to runway dlots in the foreseeable future. The major carriers are huge
in relation to the size of our business. They’re, in comparison, multinational giants
with substantial resources and experience, particularly when it comes to negotiating
commercia arrangements. As an example, Qantas's profits last year were over
10 times larger than our total turnover. The development of airline alliancesis
further concentrating our customer base. The top two customers currently contribute
90 per cent of our passenger base, which we believe gives them substantial |everage
in commercia negotiations.

It's already been mentioned by other parties that the mgor carriers also have
considerable political leverage in this country which they can use in any potential
dispute. They have the ability to take ancillary facilities and services elsewhere.
They can reduce services or use smaller aircraft, particularly in off-peak times. More
importantly, from our perspective, they can delay future growth, which is akey
concern for us. What they may regard as adjusting their marginsis actually a
significant impact on our business. There are many examples elsewhere in the world
where airlines have actually reduced services or threatened to reduce services in the
light of charging negotiations. | think Melbourne Airport mentioned the UK
examples, particularly easyJet and RyanAir, for example, and | think Len has an
example which he's going to mention in a minute.
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Airlines can pursue legal action and delay payment, which can cause
businesses of our type and structure significant distress, and they are better able and
resourced to sustain any sort of commercial disputeif it actually cameto it.
Obviously they can also frustrate and delay investment decisions. A good example
of thisisobviously Adelaide’s proposed multi-user integrated terminal, which is our
key infrastructure development for our growth plan for the future. We clearly
believeit illustrates where market power lies. We've been negotiating for two and a
half years since privatisation, still without afinal result.

The incumbent carriers have used the negotiations to extract concessions on a
wide range of totally unrelated commercial issues, more or less as a package which
has nothing to do with the actual construction of the facility or the operational
relationships within it. At the end of the day though, putting this aside, it’s not in our
interests as abusinessto fall out with our main customers when they’re so important
tous. At the end of the day they are far more important to us than we are to them,
and it’s not in our interests to have that sort of level of dispute with customers.

We then perhaps move on to ask the question, what is the purpose of regulation
and what areitsend goals? Firstly, isit to protect airlines from potentially large
increases in charges from airports? If so, we would argue that the current system
merely has helped to transfer rents from airports to airlines and our negotiating
position is too weak to change the situation in any dramatic way in the foreseeable
future anyway. If regulationisreally designed to protect airlines we would ask why
have the benefits of regulation not been passed on to the customer in terms of lower
air fares? Certainly the evidence has been to the contrary with this regard.

Conversdly, if regulation is currently designed to protect the public or the consumer,
then it raises the question of the materiality of airport charges overall and the need
for regulation. If you take atypical route like Melbourne-Adelaide or Sydney-
Adelaide, the airport charges element of the standard ticket price has generally been
around $2 t0 $2.70, as | say, as a proportion of atotal ticket price historically. It's
obviously alot lessfor international routes. Meanwhile, just as an illustration,
Airservices Australia charges levied by the government are almost double this level.

The effects of the first five years of regulation at Adelaide have been, at best,
marginal in terms of helping the consumer. In theory, they have reduced air fares
over that five-year period by around 50 cents per passenger, if expressed over the
number of passengersin thefinal year alone. Thereisno evidence, as| say, that
these savings have actually been passed on to the customer.

If you also look at situations like the future development of our multi-user
terminal at Adelaide, again there's been no significant - or no statement at al, in fact,
from the airlines that they intend to pass on the major costs savings that they will
make in such afacility on to the consumer in the form of lower air fares. In contrast
to this situation, huge consumer benefitsin lower air fares have been brought about
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by the introduction of new domestic airline competition. At Adelaide, for example,
Virgin Blue's fully-flexible full economy fares cost only around 50 per cent of the
levels charged previously by Ansett and Qantas. In the last week Qantas have
brought out a new range of fully-flexible economy tickets which match those of
Virgin and provide asimilar proportional benefit to the consumer in terms of lower
air fares.

So why do we want deregulation? Really it's a case of removal of the current
costly restrictions on the development of genuine commercial relationships with our
customers at Adelaide, and we believe that removal of regulation would encourage
innovation and improve services across the airport. Also, there is an onerous
administrative burden with the current regime which we'd like to see removed.

In conclusion then, 1'd just like to make a number of points. All airports are
different and we therefore urge the commission to look at each on its own meritson a
case-by-case basis. Adelaide Airport is highly conscious of its competitive position
and the need to act accordingly in any future behaviour in a deregul ated
environment. It’'sjust not in our intereststo try to increase prices by substantial
margins, even if we had the power to do so, which we believe we haven't. Asl said
before, we need our mgjor customers much more than they need us. Given the
limitations of our current bargaining power with the major customers, it’s
inconceivable that we can actually raise the charges to a perceived monopoly profits
position from our current starting point of low charges.

We identify volume growth as our main profit driver for our business success
in the future, which isreflected in our plans for our $220 million new terminal, and
so-called abuse of monopoly power will be totally counterproductive to this strategy
of proactively attracting new business. Thereal driver of public welfare, we believe
- ie, lower air fares - is effective competition between the airlines. Airport charges
pale into insignificance in comparison by afactor of many tens to one.

We believe that Part 111A and section 46 of the Trade Practices Act are more
than sufficient to regulate the commercial activities of our business. We believe that
industry-specific regulation is unnecessary. The current regulatory regimeis
intrusive, heavy-handed, encourages gaming, as many parties have already said. It
Imposes unnecessary compliance costs and stifles progress with new investments.
Most importantly we urge the commission to recommend a policy of "innocent until
proven guilty," since any abuse of market power, as | say, would be totally
counterproductive to our interests.

PROF SNAPE: Thank you very much, Mr Goldsmith. Are other members going
to speak?

MR GOFF: [ will just make afew additional points. | notice under the Melbourne

submission that the commission has asked about the countervailing economic power
of the airlines. Two examples spring to mind: the first one was in the very early
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days of privatisation the airlines took umbrage at the increase in the costs of the
recovery of CTFR - counter-terrorist first response - charges which were clearly
100 per cent recoverable under the pricing guidelines. The airlines’ reaction on this
was merely not to pay the airports. Inthat particular instance we were able to pass
that on to the government agency, the APS, who were providing the service and
didn't pay them in return.

PROF SNAPE: You didn't pay them because you hadn’'t been paid.

MR GOFF: That'sright. We were able to pass the payment on in that particular
circumstance, but in normal aeronautical charges we wouldn't have that avenue and
we would have to absorb that decrease in cash flow which, in a company our size, is
quite substantial. The second one, which Rob has aready pointed out - the delay in
the new terminal negotiations - under the domestic terminal leases the domestic
terminal at Adelaide should have been redeveloped around about 1996. The sale
process got in the way of that, but we have still added another two and a half yearsin
negotiation. What this does, of course - that capacity which should have been
brought on-line severa years ago isn't there, to the discomfort of the passengers who
use Adelaide - it also increases the cost of that project quite considerably. The
further the project is delayed, the higher the cost in providing that additional capacity
will be.

I notice in the Melbourne submission that you're also concerned, as they
pointed out in their submission and we did also, that we disagreed with theinitia
prices under the CPI-X price cap. | would just like to say that our point on that really
isthat the prices were in fact more or less afreekick to the airlines. At the
beginning they weren't paying afull economic price for the services provided, as
they did not actually reflect the cost incurred at Adelaide. That initself is sufficient
to cause Adelaide Airport to react, to become more efficient to cover that, because
we knew obviously what the prices were going to be at bid time and took that into
account.

PROF SNAPE: Thanks very much.

MR FAHRER: Most of the points have already been made, but we would urge the
commission not to get caught up too much in the minutiae of how airports should be
regulated, but think first about the threshold issue, about whether they should be at
al, particularly in the case of asmall airport like Adelaide. AsRob said, the major
driver of consumer welfare in thisindustry, defined broadly, is the structure of the
airline industry itself and competition within it, not charges levied by airports.

Secondly, we note that just last week the commission brought down a draft
report recommending a movement away from industry-specific regulation in
telecommunications. Thisis an industry where one player has 80-odd per cent of the
market and there really are issues of market power. It’'s our view that if general
competition policy and laws are good enough there, then they're certainly good
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enough in the case of Adelaide Airport.

PROF SNAPE: We should correct that. Wein fact didn't say that there should be
removal of the industry-specific regulation in telecoms.

MR FAHRER: No, | didn't say that either. | said amovement away from it.

PROF SNAPE: We suggest that part of it should in fact - we did quite explicitly
say that there was still a case for industry-specific regulation in telecoms.

MR FAHRER: The conditionsthat apply to those industries where there are
industry-specific regulations don't apply in this case.

PROF SNAPE: Youreright. We gave very explicitly the conditions that
warranted it in that case. That'sright. Thank you very much. The question of
market power: you did say that you might in fact have some market power with
respect to regional, less for domestic and none at all for international. Y et any prices
that you might charge, any increases in them, would presumably fall more heavily as
aproportion of fare on the regional than they would on the international. That is, if
you increase by $3 it’s a minuscule amount on an international ticket and it's a
substantial amount - rather larger - on aregional ticket. That would suggest your
ability to increase prices on the international ticket might be rather greater than on
the regional ticket. So viewed from the perspective of ability to raise the price
without anything nasty happening as a consequence, you may in fact have more
ability, more market power on the international than the regional.

MR GOLDSMITH: | think there are a couple of points on that. We feel we're
aready in quite atough competitive position with regard to our international
network. | think we've provided quite afew illustrations of that in terms of our
number of direct services per head of population in Adelaide versus some of the
competitor airports we're competing against in therest of Australia Added to that
we have some of the highest air services chargesin Australia. As| say, they're
actually nearly double the total amount of levied airport charges and there are many
features of Air Services Australia charges which act in amonopoly type position.

On top of that we have a curfew and on top of that we have, shall we say,
noise-related charges aswell at Adelaide, many of these elements are ones which our
competitors don't have. We also have, under the plans for the new terminal, a quite
considerable, shall we say, cost recovery passenger charge associated with the
funding of the new multi-user terminal, which will fall proportionately much more
heavily on the international market. When you throw all of thisinto the competitive
mix, we're extremely conscious of the need not to put additional cost burdens on our
fragile international network.

We see obvioudly international growth because of the greater revenue flows
from duty-free and other commercial spend in our international business as an
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important growth areafor usin the future, and the last thing that we want to do isto
deter that traffic growth by imposing punitive charges on that particular market -
even if we had the ability to doit. | think evenin commercia terms that is not
particularly realistic because we are aready under pressure - even with our existing
low charges, which are some of the lowest in Australia - from our existing
international carriersto keep those costs at an absolute minimum. Only recently we
had a meeting with Singapore Airlines where that point was brought out extremely
firmly after they had reduced services. In that context | think it would be totally
counterproductive to our interests and our growth strategy.

PROF SNAPE: The chargeswhich you're going to impose, or are imposing, for the
new terminal arein fact inversely related to what you said was your market power -
that is, those charges will be highest on the international - at | think around about $6
per passenger and around $4 for domestic and $1 for regional. | know that was
something which was put upon you by the ACCC, | think, but it's inversely related to
what one might have expected according to your market power.

MR GOLDSMITH: | think that’s true, but it also tries to reflect the fact that in
terms of building facilitiesit's more expensive to build for international traffic than it
isfor domestic traffic because of the additional facilities that are required.

PROF SNAPE: You seeit as cost recovery rather than efficient pricing.

MR GOLDSMITH: Yes, toanextent. It'sreflective of that point, and the airlines’
general desire for charges which reflect cost.

PROF SNAPE: The costs presumably for the domestic and for the regiona would
be about the same, wouldn't they?

MR GOLDSMITH: Weve had internal debates about the balance there. Again,
we regard regional carriers as particularly fragile. We've seen them come and go.
They fall by the wayside quite easily. It'sjust totally counterproductive to our
interests to damage our regional feeder network in our state.

PROF SNAPE: In that case your monopoly power is least with respect to them, not
greatest.

MR GOLDSMITH: Yes.

PROF SNAPE: You go the other way in your introductory remarks.

MR FAHRER: Ontheface of it.

MR GOLDSMITH: Onthefaceof it, yes. That'swhat I’'m saying - that in redlity

our ability to act on what is a theoretical amount of market power in those marketsis
highly limited because it’s counterproductive to our business interests.
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PROF SNAPE: Theory doesn't match up to the practice. The theory is not too
good, though.

MR FAHRER: Ontheface of it, it looks like there’'samonopoly. It lookslike
there’'s amonopoly power, but in practice, given what's occurring on the buying side,
that’s not the case.

PROF SNAPE: Why should airlines want to take action to delay or retard your
market growth? Y ou referred to delaying tactics. Why would they want to do that?

MR GOLDSMITH: | wasreferringtoit only asapotential disputetactic. Again,
it has been the case with the multi-user terminal situation. | don’t know if you'd like
to say something, Len. You've got alonger history with it than | have.

MR GOFF: The passenger growth will still occur. It'sthe provision of facilities
that are being delayed in that particular circumstance. It's atactic by which they can
apply negotiating pressure to usto gain an advantage. But it doesn't decrease our
overall capacity because the airlines will bring the passengersin, providing they have
the facilities to put them through. But it does crowd the facilities.

PROF SNAPE: Are new facilities more important to you than they are to the
airlines?

MR GOLDSMITH: | think that’s clearly been the case over the last two years.
PROF SNAPE: Why are they important to you? What will they do for you?

MR GOFF: The current facilities at Adelaide are pretty old. Adelaide has not had
major terminal redevelopment, as al the other magjor capitals have. The state
government, back in the mid-1990s, was applying considerable pressure to the FAC
to provide anew terminal. Unfortunately, as| said earlier on, that process got
delayed because of the privatisation process, and there was an undertaking in our sale
agreement with the federal government to provide anew terminal if it was
commercialy viable. We havetried to keep that obligation, and also to provide that
service to the state and to the passengersin South Australia.

PROF SNAPE: Do you have alot more retail premises or office space or space for
other ancillary services within the new terminal ?

MR GOLDSMITH: Under the current arrangements, of course, the airlines control
the existing facilities and the retail spend withinit. So, yes, we would be bringing a
lot of that potential revenue earning capability in-house. But in the provision of the
new terminal facility itself, we're also producing considerable cost savings to the
airlines, compared with what they would haveto invest if they were to redevelop
their own facilities themselves.

3/4/01 Airport 184 R. GOLDSMITH and OTHERS



PROF SNAPE: What's the state of negotiations now?

MR GOLDSMITH: We're hoping for aresolution in the next few weeks, but we
have been here many times before.

PROF SNAPE: Including resolution with Virgin?

MR GOLDSMITH: With all parties, yes. But, again, we've said that many times
before. We've got to the point where our board cannot justify, because of the
ongoing costs of the project - the project feasibility - to maintain that position for any
longer. We have to resolve this issue after this highly protracted period of
negotiation because it is damaging our business quite substantially at the moment to
keep this process going.

MR GOFF: Canl just point out that this particular project has had wide publicity
in South Australia and has had very large support from the South Australia public -
to have anew terminal. It seemsto carry alot of weight in the state itself. There'sa
recognition that the facilities that we have are poor and are not a good entrance to
South Australiafor doing business or for visitors. There's extremely strong support
both from the public at large and from the business community to have a new
terminal.

PROF SNAPE: Yet asignificant portion of that community are currently using a
marquee.

MR GOLDSMITH: It'sonly avery small proportion and they’re no longer in a
marguee. But we conducted market research before we went to the ACCC for the
original approval of the passenger facilities charge for the new terminal, and there
was overwhelming public backing following the many years of distress, shall we say,
that passengers in South Australia have suffered with the current facilities.

PROF SNAPE: Isthat the existing passengers were surveyed or potential
low-income new ones?

MR GOLDSMITH: No, a thetime, obvioudly, it was before the new entrant
situation.

PROF SNAPE: So it was existing passengers who were surveyed, not the potential
New ones.

MR GOLDSMITH: Yes. But there was an overwhelming flood of support for the
funding of aterminal at that time and the methodology that was going to be adopted
and it'sabit of a state joke about the fact that we've got the only airport in the
country, the only capital city airport, without asingle air bridge for domestic travel.
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Y ou know, there's a strong feeling of state pride associated with getting this terminal
up and running.

DR BYRON: You mentioned "yet to earn a profit", which doesn't sound very much
like the classic textbook situation of a monopolist who's gouging and earning
excessive profits through abuse of market power. | understand the logic behind the
strategy of expanding the volume of traffic rather than just seeking a dramatic
increase in prices, but even allowing for both the landing fees from additional
movements, plus the additional spend in retail and so on, how much increase in
throughput do you need to break even on these sorts of charges?

MR GOFF: Without quoting exact figures, obviously from our business plan that
we were using at the bid time we were relying basically on the average Australian
growth through passenger airportsto eventually provide the required return over the
period of our lease. The strategy of trying to increase those volumesis a plus and
does not necessarily underpin the purchase price that we paid for the airport.

DR BYRON: Did I understand you correctly to say that you think that the current
price regulatory system over the last few years has, in effect, reduced your charges
by something like 50 cents per passenger.

MR GOLDSMITH: That's correct.

MR GOFF: Our reduction is 4 per cent over five years, a 20 per cent reduction.
Just in rough numbers our annual incomeis 10 million and our passengers are

4 million. Hence, at the end of that regulatory period, the effect is approximately
50 cents per passenger.

DR BYRON: Butif the price controls hadn't been applied - | mean, it’s
hypothetical whether the customer would have seen that 50 cent saving on the ticket
price.

MR GOLDSMITH: That was going to happen anyway, but that’s a different
matter.

DR BYRON: [I'mjust trying to get a handle on the magnitudes. If you wereto
increase landing fees in order to at least break even on aero, are we talking another
50 cents per passenger on aticket or adollar on aticket? Isit lessthan 10 or less
than 20?

MR GOFF: | can't quote you a precise figure onit. We haven't done any detailed
costings since privatisation, but going back to the FAC ones, it would suggest that
our landing charges are probably around about 50 per cent of what they would be on
acost-recovery basis.

MR GOLDSMITH: Before efficiency gains.
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MR GOFF: Beforeefficiency gains.

MR GOLDSMITH: But having said that, of course, that's on the premise that we
were in aposition to actually extract an increase in charges of a proportion of that
nature and, clearly, we believe that the countervailing power of the airlines would
prevent us from making gains of anywhere near that sort of order anyway. On the
one hand, we could obviously seek through negotiation to improve, shall we say, the
distribution of rent between the two parties, but we believe our ability to actually
achieve that end - as | think Melbourne have already stated - in the realities of the
market, particularly for asmaller airport like ourselves, is highly limited.

DR BYRON: So even without regulation, the strategy would still be to try and
increase the traffic throughput at the airport at approximately current landing fees
and passenger handling charges?

MR GOLDSMITH: Obviously, aswe said, there's scope for commercial
negotiation to try to address that "free kick", as Len put it, which the airlines have
received over this stable five-year period for them, but our ability to address that
balance in any significant way, we believeis highly limited and from an end
consumer point of view would be much less significant, especially when you set that
against the benefits to the end consumer of airline competition, which isonly really
becoming areality now.

DR BYRON: Towardsthe end of your presentation, you mentioned the onerous
administrative burden, and | guess what I'm leading towards is the rel ative benefits
and costs of the regulatory framework. If the consequence to the price control has
been areduction in the order of 50 cents per passenger, whether that’s passed on to
the passenger or not, can you elaborate a bit more on what you see as the cogt, the
downside of the price regulation mechanism?

MR GOLDSMITH: Intermsof the bureaucracy side, there's obviously alot of
manpower and resources that go into the actual compliance issues themselves. There
is substantial effort and time resources going into the issues of the new terminal. |
don’'t know if you want to speak about dealings with ACCC directly.

MR GOFF: Other than that the airlines do tend to try to use the regulation,
whenever we talk to them, as anegotiating ploy. That's certainly an effect. We have
to comply with the regulations and reporting requirements, preparation of statutory
accounts, audits and so on, so there are number of direct costs that we incur from the
regulation and, as we see it, there would be no difference in the end price to the
consumer if there were no regulation. We would still be held fairly firmly on prices
by the airlines. We wouldn't be able to adjust them significantly to the detriment of
the passengers.

DR BYRON: Inour Prices Surveillance Act inquiry, which isrelated to this
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because the CPI-X is exercised under the Prices Surveillance Act, we were asking for
evidence from any regulated parties about whether the existence of the regulation has
actualy inhibited additional investment or innovation. | was just wondering if you
could think of any examples of where that has happened, or if it hasn't happened, that
would be fine, too.

MR GOFF: We made some investments which we have not as yet recovered
through price increases, but that's mainly been because of the new terminal
negotiations and a close association with the PFC, so we've not put those price
increases before the ACCC for their consideration, but they’re fairly minor. We
provided some international apron and some additional lighting, fairly small matters,
but because the international apron wastied very closely to the new terminal,
because it will ultimately provide part of those facilities, it will be recovered within
the PFC, so we just haven't gone ahead - and | don’t think we would get much
support from the airlines at the moment for increasing the international apron on

18 services that we have per week there at thistime, but it has proved beneficial
because it’s been to the advantage of new airlines when they've arrived that we've had
that capacity there.

DR BYRON: We had some discussion yesterday afternoon about whether the
requirement with the NNI to basically have a consensus amongst al the users
effectively gives each user a sort of a power of veto, and given that with any new
investment not all parties are likely to benefit equally, even if all parties benefit the
one who benefits less may well choose to exercise aveto. Isany of that consistent
with your experience, particularly with regard to the new terminal ?

MR GOFF: | think it would be difficult to answer without giving specific details to
you and there are some details that | think we've provided within the written
submission to you that point out some of those points.

PROF SNAPE: | was aso going to ask if, without compromising
commercial-in-confidence matters, you could elaborate alittle more on any levers
that the major airlines have been putting on you in the context of that, but perhaps
you don't wish to.

MR GOLDSMITH: What we can say iswe believe that the type of arrangements
that have been used during the negotiations, tactics, during the last two and a half
years, have basically been based around a whole package of concessions on our part.
WEell, they tried to force concessions on our part over issues which have absolutely
nothing to do with the actual process of moving from one operating arrangement,
where they have quite alot of control in their current |ease arrangements, to the new
situation where they save considerable amounts of money but have a different
operating arrangement. As| say, the range of concessions that have been sought are
totally unrelated to that sort of operational arrangement and the cost benefits of the
direct operational transition move directly into the commercial wider scope of the
debate, but it's very difficult to comment further than that at this stage.
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MR FAHRER: Perhapsasagenera point, | could summarise by saying that the
existence of the regulations, the shift of the balance of bargaining power even further
towards the airlines, who had most of it to begin with - - -

PROF SNAPE: Why isthat?

MR FAHRER: Becausethey're able to use the regulations, as Rob said, as part of a
package to open up discussions on other ostensibly unrelated matters.

PROF SNAPE: AsI understand it, the charge for the new terminal will be an
explicit charge on tickets.

MR GOFF: Yes, at theairlines request.

PROF SNAPE: Attheairlines request. Soit will be a separable item on the fare
and one would expect that that should help the pass-through of it, but despite that the
major airlines are not happy on the charges unless al airlines are obliged to use that
terminal. Isthat correct?

MR GOFF: Unlessall airlines are obliged to pay the PFC.

PROF SNAPE: I'm sorry, are obliged to pay it, whether or not they use that
terminal.

MR GOFF: Correct. Yes, that isapoint at the moment. With regard to PFC, |
suppose we could mention, for instance, that a review of the PFC went before the
ACCC afew months ago. Obviously costs have escalated and there have been
changes during the period of negotiation. Part of those changes related to operating
costs of the new terminal. Now, one airline did not submit at all to the ACCC and
one airline merely made some comments and, effectively, that processis now stalled
in the ACCC because of lack of response from the airlines, so again another stalling
tactic in the negotiations from our point of view.

PROF SNAPE: Y ou mentioned the commission draft reports which came out last
week. In part of that you'd have seen that we raised the option of monitoring as a
halfway house - we've raised this question with other participants - between
declaration and no declaration or of removing declaration and obtaining it. Do you
have any reaction to that?

MR GOLDSMITH: Inprinciple, we've got, | think, no fundamental problems with
monitoring, providing it’s not too onerous.

MR GOFF: Mainly whether it's onerous and what the triggers might be that might

come as aresult of that monitoring: at what stage would it actually trigger a change
back to regulation or what might be involved from an enforcement point of view.
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DR BYRON: We have had a number of discussions about how landing charges are
arelatively small percentage of the total fare and that airlines’ decisions of what
routes to fly, the frequency, gauge of aircraft, et cetera, are basically determined by
passenger demand or whether the volume is there, not very much by what the landing
fees are and that substantial increasesin landing fees might not alter their route
structures at all, but I'm wondering about the converse of that, whether a substantial
reduction in landing feesislikely to alter their behaviour very much either, for
exactly the samereasons. that it'sarelatively small amount, particularly on an
international fare. That leads to the question of whether or not you would offer
discounts for a year or two to anew carrier, a new international or something that
camein. Isthat likely to be a significant consideration in their decisionsto fly out of
Adelaide relative to traffic volumes?

MR GOLDSMITH: Itisafactor. Wedon't believe - again | think Melbourne
made the point this morning - it's afactor in the basket of many factors which
determine route developments, but across the board now, particularly in Europe and
the States, airlines are increasingly looking to gain incentives from airports. It's
becoming the norm rather than the exception now to expect some sort of
incentivisation when new markets are opened up because of the investment costs
from the airline side and the risks that they carry in starting up these services, and
obviously, generally speaking, it takes awhile for those servicesto move into
profitability.

So our attitude to incentivesis that they may not actually make or break a
decision but they can actually contribute to tripping you over the marginal line from,
shall we say, an unfeasible position into one which is worth exploring or even going
for. Ontop of that the incentives aso provide top-up funds for marketing purposes
so the airline can better promote its servicesin the difficult start-up period. So we
believe that they do have arole and we actually do provide incentives.

DR BYRON: | waswondering if it was more as a symbolic value as asign of good
faith that the airport was committed to growing that route and publicising it,
underwriting the viability of the route and the commitment to working together with
the airline that might actually be as important or more important than the actual cash
value of it.

MR GOLDSMITH: | think that’s very important. | mean we've alwaystried to
pride ourselves on our relationships with our customers, as have other airports. Itis
very important in devel oping that business understanding of demonstrating your
commitment to helping their business grow, and we're firmly behind that principle,
but at the end of the day it can't convert afundamentally unprofitable route concept
into one which will work. We wouldn't in our wildest dreams suggest that.

DR BYRON: If thebusinessjust isn't thereit’s not going to - - -
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MR GOLDSMITH: Noway would it work.

PROF SNAPE: Am | rightin calculating that if Adelaide with the new charge on
international passengers of $6, | think it was, per person, and a 747 rate is about a
tonne per person, approximately, give or take, then that would make Adelaide -
assuming current Sydney charges, not their proposed - the most expensive airport in
Australiafor a747. What I'm doing is looking at your table 4, on your page 13,
which isavery interesting table showing that Sydney, for example, has the lowest
chargesin Australiafor domestic passengers, which is rather curious for the most
congested airport. It'savery interesting table that one. Then if you look in the
second part of that table, acrossto the international, and you are now saying that
you're going to put another $6 on per person, and I'm therefore converting it to two
per tonne here on aone for one basis. That would make Adelaide the most
expensive.

MR GOLDSMITH: | can't actually say without looking - | mean, for example,
these were pre-price increases at Sydney.

PROF SNAPE: Yes, | understand it’s pre-price increase.

MR GOLDSMITH: Alsothesituation at Adelaide is alittle bit more complex
because the magjority of our - or alarge proportion of our international services are
actually multi-sector - you know, triangular-type services - so the passenger load on
our aircraft istypically only half a plane load, of which we're only getting, say, 70 or
60 per cent seat factor share of that. So in theory you're probably - - -

PROF SNAPE: If you werefilling one up in Adelaide it would.
MR GOLDSMITH: Yes, intheory.

MR GOFF: Inrelation to that thereisalso aterminal charge currently charged
which will actually drop with the new terminal. It's a$1.05 per tonne terminal
charge, and that will cease with the new terminal because the PFC effectively
replaces that.

PROF SNAPE: Soitwasn't quiteavalid - no.
MR GOLDSMITH: Yes, it will make us significantly more expensive.

MR FAHRER: Assuming that that'strue, or even if it istrue, these inherited prices
are historically determined based on publicly owned airports, when who knows how
the prices were determined. Thisisasignificant new investment run by a
commercial operation now. As other airports over time undertake those kinds of
investments they will have to recover those costsin a normal commercial fashion,
which perhaps they haven't had to do in the past.
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DR BYRON: Thisisabit speculative, and you may or may not wish to comment,
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but Townsville Airport, when we spoke to them in Sydney last week, seemed to be
pretty much in favour of price regulation because they thought that it would increase
their bargaining power, vis-a-vis the airports, and the alliance.

PROF SNAPE: Not necessarily in its current form but they saw it as a protection
against the airlines.

MR GOFF: | think we would have to disagree with that. Our experience has
tended to be that the airlines do use the regulation against us and it's very difficult for
us to use it against them.

DR BYRON: | think their argument was that without some sort of price regulation
they would be even more exposed to the airlines countervailing power. I'm just
wondering if you had a reaction.

MR GOLDSMITH: Yes, | can see where you're coming from but it'sjust - - -

DR BYRON: | don't think our terms of reference allow us to recommend price
regulation in order to protect airports from airlines but it's just one of those sort of
exceptions or counter-intuitive things that pop up sometimes.

MR GOLDSMITH: Yes. | think wetry to rely on our experience to date with
protracted negotiations to at least attempt to come to more mutually beneficial
commercial arrangements with our customers. Whether we can ultimately gain any
significant benefit for us as acompany out of that, in terms of pure financial terms, is
ahighly debatable issue, and | think our powers are limited, but we may not bein a
position where ultimately we would, at least in terms of our aviation charges, directly
be in aworse position than we are now, but it's very hard to make that judgment at
the moment. But, yes, | can see what you are saying but we would prefer to have an
unfettered sort of arrangement where we can conduct commercial negotiations on a
whole range of issues on a one-to-one basis without this sort of relatively
heavy-handed regulatory burden in the background.

PROF SNAPE: | think I'm through and it was avery clear submission and it had
some interesting datain it, as | indicated, and a good exposition of it. Isthere any
final point that you would like to make?

MR FAHRER: No, we weretossing up whether to raise another issue but have
decided that we won't.

PROF SNAPE: Wewill wait for a supplementary submission.
MR FAHRER: Wadl,infact- - -

PROF SNAPE: Youaregoingtoraiseit?
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MR FAHRER: Yes. Onthevexedissueof duad till versussingletill, Peter Forsyth
in his submission made the point that you can argue either way. That’s not our
opinion. Our opinion isthat as a matter of principle only the non-contestable
services should be regulated, and that, certainly in Adelaide Airport’s case, excludes
non-aeronautical services, shops, carparks and the like. Adelaide Airport islocated
very close to the city. A taxi ride from the city is a close substitute for parking at the
airport and the airport has had the experience in the past of passengers checking in
and then going off to get a cup of coffee at Glenelg because they don't like the
service that they're currently getting at the café service at the airport. So thereisno
hint of market power and non-aeronautical services at Adelaide, and certainly if
you're going to recommend that regulation be continued we would urge strongly that
the dual till system be adopted, and areal dua till not the quasi-dual till that the
ACCC is recommending.

PROF SNAPE: Thank you very much. Thank you again for your submission and
we will now move to Brisbane Airport as soon as we can get restructured.
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PROF SNAPE: We now welcome Brisbane Airport, and asin past cases we would
ask you to identify yourselves separately so we have each of the voicesfor the
transcribers. If you could indicate your positions with respect to Brisbane Airport.

MR ROTHWELL: Tim Rothwell, chief financial officer.
MR ROOIJMANS:. Koen Rooijmans, managing director.

MR RYNNE: Brendan Rynne, consultant at KPMG and adviser to Brisbane
Airport Corporation.

PROF SNAPE: Thank you very much for your submission. Who will speak to it?

MR ROTHWELL: Firstof al, Brisbane Airport Corporation welcomes the
opportunity to address the commission. Our written submission takes the form of an
executive summary, followed by a general discussion on price regulation for airport
servicesin Australia. It then goes on to provide aresponse to each of the questions
raised by the commission in itsissues paper. Today, I'll briefly outline our broad
conclusions, discuss the background to where we find ourselves today and highlight
our response to afew of the questions raised in that issues paper.

Market power can be defined as the actual ability of afirm to raise and
maintain prices above the level that would prevail under competition, resulting in
reduced output and aloss of economic welfare. The extent to which airports possess
market power will depend upon the degree to which they possess monopoly
attributes, being barriersto entry, the substitutability for other transport modes and
existence of economies of scale and scope. BAC notes, however, that the mere
existence of these attributes does not necessarily indicate that airports have the
ability to raise and maintain prices above the competitive price level.

Further, BAC contends that there is little scope for airports to abuse their
theoretical market power and there is no evidence during the years since privatisation
to indicate that they have done so. Thisisdueto threefactors. Firstly, competition
between individually operated airportsin Australia that takes the form of competition
to keep existing and to attract new airline services - both passengers and freight;
competition for arole as a hub airport and for transfer between hubs, competition
between airports within urban areas - in the case of Brisbane, the existence of
Coolangatta and Sunshine Coast airportsis relevant - and generally the competition
for the provision of services of airports.

Secondly, and probably most significantly, the significant contervailing market
power from the major users of airports; and thirdly, airports’ inability to withhold
service. These points highlight the fact that airports, rather than needing specific
price and conduct legislation, are in fact subject to sufficient competitive and
structural market influences that they don't require specific legislation or provisions
within existing legislative frameworks. The ability of regulators to take action in the
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event of actual abuse of market power is quite sufficient.

BAC believesthat the current regulations fail to meet the objectives outlined in
the Department of Transport pricing policy paper, particularly with respect to the
promotion of commercial arrangements. Specifically, the current regul atory
framework involves lengthy, inefficient and expensive processes, deters and delays
new investment and favours incumbent airlines, operates to the detriment of new
airline entrants and ultimately the travelling public. It provides no certainty that any
price reduction generated at the airport services level is actually passed on to
customers.

BAC has yet to finalise its position with respect to what type, if any, of prices
regulation it considers appropriate for the airport industry in Australia. However,
there are several broad principles that we would expect to be part of any framework
for regulating prices, including the ability of the investor to achieve afair return on
existing and new investments, acknowledgment of the need for early pricing
decisions in relation to long-term projects such as runways and terminal buildings,
the endorsement and rewarding of efficiency and innovation and, importantly, that
any system be simple to administer for both regulators and regul atees.

| would like, if I could, to go alittle bit into the background now as to where
we find ourselvestoday. | think that’s important in the context of some of the issues.
| think it's fair to say that the privatisation of Australia’s airports, commencing with
Brisbane, Melbourne and Perth in July 1997 has, in general, been an outstanding
success. The break up of the former federally-owned network of airports and the
establishment of independent airport businesses under the Airports Act is seen
around the world as aleading example of privatisation.

The associated pricing framework administered by the ACCC has achieved
some of the government’s objectives, athough there are still areas where
improvement is possible. Airports were sold on the basis that operators would be
required to reduce aeronautical charges significantly in real termsin each of the first
five years. These reductions reflected the early efficiency gains that were expected
from privatisation in what was, at thetime - pre-Asian crisis - expected to be avery
high growth environment. However, increases in charges were permitted within the
five-year price-cap period for new investment.

The government has very clearly stated intentions that at the end of the
five-year period the CPI-X price cap will no longer apply. Thisisbased on the
expectation that airports and airlines reach commercia agreements on charges to
apply from 2002. The commission is now required to recommend an appropriate
pricing framework to government in the absence of such agreement. | would liketo
perhaps provide our understanding of the basis upon which initial charges were set,
what occurred during the sale process and what has happened in the period since
privatisation.
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FAC charges on 1 January 1997, as subsequently reduced by CPI-X, were used
asabasisfor thefirst five years. These charges were the former network charges of
FAC adjusted in the 1996-97 financial year in a move towards airport-specific
charges. No comprehensive review of asset values was undertaken at the time and
consequently starting charges bear little relationship to the value of the assets utilised
by the airlines. BAC contends that current charges at Australian airports are so far
below fair levels that any concerns held by regulators regarding airports’ ability to
earn monopoly profits is unwarranted.

Whilst BAC took commercial risks on the profitability of Brisbane Airport
during the first five years post-privatisation, BAC consider that it's now imperative
that a new pricing framework deliver fair commercial outcomes for airport investors
- fairer than those achieved under the current framework. Brisbane Airport was
purchased from the federal government in July 1997 for $1.4 billion. The purchase
price represents the value of assets acquired and a significant premium of some
$600 million paid for certain existing businesses such as carparking, car hire,
duty-free concessions and the future growth potential in property and other
non-aeronautical businesses.

Airport operators had a clear expectation that they would, over time, be
permitted to make fair, and not monopoly returns on aeronautical assets. | repeat, not
monopoly profits, but fair profits. Similarly, they expected that like any other
Australian company, subject to complying with the Trade Practices Act and the
Prices Surveillance Act, they would be able - and indeed were actively encouraged
by the Office of Asset Sales - to grow the non-aeronautical businesses on airports.
One of the reasons why airports and airlines have such appalling relationships around
the world is that the definition of aeronautical and non-aeronautical activities has
been unclear. However, much to its credit the Department of Transport and Regional
Services established alargely clear definition of aeronautical activity, specifically to
provide clarity for bidders and for the existing airlines during the privatisation
process.

Whilst both airports and airlines have thoughts on certain minor changes to that
definition, the industry is now in a position to move forward. Any significant change
in the definition of aeronautical and non-aeronautical activities would result in a
massive reduction in the value of investment in the privatised airports. Thiswould
expose the federal government to multimillion dollar legal actions from airport
investors - many of whom are Australian superannuation funds - and do untold
damage to Australia’s international reputation for fairness.

Post-privatisation progress on commercial negotiations between airports and
airlines has been slow for a number of reasons. Expectations of airports and airlines
from privatisation were quite different. Airlines were happy to accept the reduction
in aeronautical charges each year, although these were not passed on to domestic
customers. Infact in the five years ended 1999, domestic airfares rose between 38
and 42 per cent based on Bureau of Transport Economicsfigures. Indeed, the two
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major domestic airlines have only reduced fares when forced to do so by the two new
domestic operators.

On the other hand, when Brisbane and Perth Airports introduced a fuel
throughput fee under a contract entered into by FAC, the airlines were quick to
pressure the ACCC and the government to take action. Importantly, BAC did not
enter into the contract with the oil companies. It was the FAC, a government-owned
enterprise, which deliberately entered into the contract that provided for a fuel
throughput fee. This contract was signed in April 1997, just as final bids were being
negotiated to purchase the airports. Given that FAC would have no future
involvement in the airports, it'sinconceivable to think that it was not the
government’s clear intention that the airport sale price would rise if this contract was
in place prior to privatisation.

Although it was clearly the government’s stated intention that aeronautical
charges could be increased outside of the price cap for new investment, it was not
until April 1999 that the Department of Transport issued a letter clarifying the
position. Until that time the airlines had been using their significant market power
and refusing to agree to price increases outside of the price cap. Even then, it was
not until March 2000 that the ACCC finalised a suitable definition of necessary new
investment. This enabled Brisbane Airport, along with Perth Airport, to be the first
airports to reach agreement with the airlines and the ACCC to increase charges
outside of the cap for new investment, some 34 months after privatisation.

A similar situation occurred with the airport operator’s ability to recover costs
in respect of new government-mandated charges. In December 1998 the Department
of Transport mandated that airport operators were to be responsible for international
passenger and baggage screening at international terminals by 1 October 1999 and
1 June 2000 respectively. It was not until March 2000 that ACCC finalised the
definition of cost recovery for these purposes, well after work on these projects had
to start.

In summary, | think airport owners and users find themselves in a position
where there was no fundamental basis for the aeronautical charges originally set at
the time of privatisation and therefore prices are not reflective of an efficient pricing
framework. The privatisation process created aframework from which future price
negotiations could take place, but the involvement of regulators has stifled the
negotiation process and the development of aeronautical facilities. In the submission
we go on to discuss the stated Department of Transport objectivesin the pricing
policy, but | think we can leave that out in terms of our comments.

What | might do now, if | can, isjust to cover afew of the questionsin the
issues paper and our brief responses to them. The first question in the issues paper
is. isthe potential for abuse of market power an appropriate rationale for specific
regulation of airport services? Are there other appropriate rationales? In the context
of pricesregulation, BAC considers that the only appropriate rationale for regulation
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should be the redress of an actual market failure. This means that specific prices
regulation of airport services should not exist to merely protect against potential
abuse. Rather, if the government is merely wishing to achieve a mechanism by
which to protect against potential abuse, BAC contend that the existing Trade
Practices Act is quite sufficient.

Another question: currently what is the extent of competition between
Australian airports? Do airports compete on quality and/or price? We contend that
major airports in Australia compete very much against each other at severa levels.
This includes competition to attract new airline services. Airlinesareincreasingly
looking to airports to demonstrate their partnership approach and share the risk
associated with new services. A good example would be that Emirates or Singapore
Airlines, or any of the mgjor international airlines, will ssimply say to the airport, "We
have a $250 million aircraft. We could put it on aroute to Brisbane or oneto
Sydney. What'sthe deal?" That's the way the industry has now moved, so that there
is undoubtedly competition between various airports for services.

We need to ensure that any mechanism we introduce is capable of being
offered to al airlines, isfair and is easy to administer. The other area where we
compete is as ahub airport for transfers between hubs. It isobviousthat airports are
actively engaged in competition to be hub airports for various international carriers.
In the case of Brisbane, based on anecdotal evidence - and we can't get the true
figures because we can't get it from the domestic airlines - we would have something
like more than 50 per cent of South-East Queensland residents travelling
internationally who fly through Sydney, a congested airport. That seemsto be a
crazy situation.

There is also competition between airports within South-East Queensland. At
the general aviation level that competition certainly exists, but it'srelatively small.
But in the case of Coolangatta and Sunshine Coast airports thereisreal competition.
Research on Brisbane Airport performed by Standard and Poors noted that:

“Over the longer term Coolangatta Airport may develop as an aternative
arrival point for leisure travellers to South-East Queensland. While alow
likelihood in the medium term, potential expansion at Coolangatta
Airport presents arisk to both domestic and international tourist traffic at
Brisbane over the longer term.”

Then there is competition for the provision of services at airports generally.
BAC competed with virtually all major airports to try to secure the operation of a
maintenance headquarters of Virgin and Impulse. Further, BAC successfully
attracted new maintenance facilities for Qantas in Brisbane. This approach has
involved bidding actively against other airportsin Australiaand New Zealand.

Another question: what islikely to happen to competition in the future? What
factors other than regulation are likely to be the most influential in curtailing or
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promoting competition? | think competition between major airportsin Australiais
only going to increase into the future. However, BAC knows that unless returnsto
aeronautical investment improve from those currently achieved, the focus of
competition will likely be on non-aeronautical activities where the potential to earn a
return is greater and more appropriate to the risk involved.

What are the concerns - that certainly the ACCC seemsto focuson - is how
significant are common costs in the provision of airport services. We would contend
that the vast majority of costs incurred by airports are readily identifiable as either
aeronautical or non-aeronautical and where there are common costs these are
relatively insignificant in the scheme of things.

A question was. how pervasive are demand complementaritiesin the provision of
airport services? How do they affect pricing? Really, this starts to get into the single
till/dual till issue.

| won't go into that in too much detail, but airline operators often argue that a
single till approach provides an appropriate mechanism for the sharing of benefits
generated by non-aeronautical related services through airline passengers - that is,
airlines argue that as they provide customers for the total airport, both aeronautical
and non-aeronautical services, landing charges should be subsidised to reflect the
additional income earned by airports through the airline customers.

This argument is ludicrous and assumes that the airline companies are the sole
originators for passenger movements in and out of Australia - that is, the tourism
industry, the appeal of the destination, the enormous investment by themes parks,
hotels, golf course owners and the like, is not relevant. Should Qantas, Ansett,
Virgin, Impulse, for example, be required to hand over some of this week’s revenue
to the Productivity Commission? The only reason we are here today is the existence
of this commission’s hearing and the logical extension of the airlines’ argument is
that they should share their revenue with you.

PROF SNAPE: We had actually contemplated having it in Broome to help them
along.

MR ROTHWELL: 1 justthink the airlines’ argument for asingletill islaughable.

Probably the main areais the countervailing power of users of airport services. Do
airlines and/or other users have any countervailing buying power when negotiating
with airports? Isthere any relevant Australian or overseas experience? Itisclear
from all the analysis that airlines have significant countervailing buyer power and, in
contrast to airports, generally fully exploit this whenever the opportunity arises.
There are numerous examples of this happening in the Australian airport context,
primarily associated with the necessary new investment process.

There would not be one airport in Australiathat has not been obstructed by
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airlines in the devel opment of new facilities since the actual introduction of the
current price regulation. The change in domestic activitiesin Australia provides
additional incentives for the incumbent airlines to do everything they can to make it
difficult for new operators. The market power historically has been in relation to
Qantas and Ansett as domestic operators, but increasingly on the international field
the growth in alliances is now effectively creating an international duopoly in
Australiaas well.

Are there any constraints on or disincentives to airlines and other usersin
exercising such power? In contrast to airports, who are price-regulated by the Price
Surveillance Act, airlines are not subject to any specific prices oversight regime.
Given thisrelatively unregulated position, airlines have traditionally exercised their
market power and priced their services according to monopoly-pricing principles. It
isonly since the introduction of competition in the domestic industry that we have
seen any real reduction in the cost of air travel to the travelling public.

Further, it isonly on those routes where competition has occurred that we have
seen reduction in the price of travel. It may have changed in the last few days but the
full fare for areturn trip between Brisbane and Darwin, on which Virgin and Impulse
do not operate, was and maybe still is $1577.40 for Qantas, and $1577.40 for Ansett.
This route has not been subject to competition from airlines and, as such, the
incumbent airlines have been able to maintain duopolistic pricing on this route.

Another question: are airports different from or likely to have more market
power than other industries with some natural monopoly characteristics? In what
respect, if any, do airports differ? Industries that have been traditionally regulated to
use their ability to exhibit natural monopoly characteristics - such as gas, water,
electricity and communications - are generally characterised by a small number of
providers, alarge, diverse range of customers and the products and services are
generaly key business inputs and basic community necessities.

In the case of airports these characteristics are significantly different. That is,
whilst airports might comprise only a small number of providers the other
characteristics are not met because airports provide intermediate, industrial services
that constitute a smaller component of the end price paid to the consumer -
somewhere in the order of 3to 5 per cent of costs. As mentioned earlier, conversely,
asmall number of airlines possess and utilise significant power. Theimmediate
consumers of services provided by airports are a group of highly organised
corporations that have multinational reach and significant political power. Airlines
are much larger employers of people than are airports and, as such, have considerable
influence with government at all levels.

About the current prices regulation, the question was. are these objectives
appropriate? Has the current regulation met these objectives? The promotion of
efficiency is central to the ongoing commercia operations of Brisbane Airport.
However BAC considersit isinappropriate that this requirement be specifically

3/4/01 Airport 201 T. ROTHWELL and OTHERS



legislated. BAC currently faces considerable competitive market forces and fully
expects these forces to increase in the future. Therefore the impetus for efficiency
will necessarily come from commercial pressures rather than legislative
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requirements.

We again say that any government arrangements with respect to protecting the
abuse of market power should not be based on theoretical potential, asis currently
the case, but should be based on evidence of actual abuse. We believe the current
regulations fail to meet the objectives outlined in the Department of Transport
pricing policy paper, as we have mentioned earlier.

Has the delineation of services under the current pricing system been
appropriate? Has there been pressure to shift costs and prices across services? |
think we believe the delineation of services between aero and non-aero in
declaration 83 remains appropriate. However, during the first period of regulation
under the price cap arrangements we have experienced significant pressure from the
ACCC in respect to the classification of new charges at Brisbane Airport -
specifically ground facility fees or taxi fees and fuel throughput fees.

We believe the approach taken by the ACCC in considering these feeswas a
blatant attempt to alter Commonweal th government policy and change the playing
field on which airport owners have based their investment decisions. That is, despite
advice from the Department of Transport confirming the ground facilities fee
introduced was a non-aeronautical revenue stream for pricing purposes, the ACCC
has chosen to pursue this and has now sought to incorporate this revenue stream
under the aeronautical services price cap. Again, | have already said about the fuel
throughout fee before. | won't repeat that.

On investment, which is probably one of the most important issues. how have
the investment provisions operated in practice? Have they facilitated appropriate
investment at airports? What have been the major issues involved in applying the
investment provisions in practice, price determination, rates of return and so on?
BAC has strongly argued that the ACCC interpretation and application of the
investment provisionsin declaration 13 iswrong. Airlines have been using the
procedural aspects of the necessary new investment provisions as their primary
means by which to undertake regulatory gaming and therefore stifle new investment
activity at airports.

The ACCC has incorrectly interpreted the scope of necessary new investment
provisions to exclude replacement capital expenditure. It is clear that the
Commonwealth government’s policy intention was that replacement capital
expenditure was to be considered new investment for the purposes of the increased
charges under the price gap. KPMG's advice to us was that new infrastructure
investment be defined as either the creation of a new asset, the compl ete replacement
of an existing asset that has reached the end of its useful life, or amaterial changein
the nature of an existing asset. Thisview is entirely consistent with the advice
provided by the Department of Transport in April 1999, which stated that new
investment must be demonstrably not part of ongoing maintenance of existing capital
stock. Theimpact of thisincorrect decision by the ACCC has been the regjection and
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deferral of investment in replacement aeronautical infrastructure as airport owners
are unableto justify capital expenditure on assets that do not alow for the recovery
of full cost and areturn on capital.

The other issues that were raised: has prices regulation facilitated competition
and the provision of services within airports? Has it impeded competition? We
believe it has actually impeded competition. Specifically where airports would have
normally invested in new facilitiesin order to attract new airlines or new services
from incumbent airlines they’re now not prepared to do so prior to final necessary
new investment decisions from the ACCC due to the high level of regulatory
uncertainty surrounding these processes.

Thisis evidenced by the recent decision in relation to the domestic express
terminal in Melbourne, which | am sure was talked about early this morning, but the
ideathat the ACCC would set aside acommercia contract is quite astonishing. For
your information, Brisbane’s common user domestic terminal has been largely idle
for 12 years and yet the ACCC has the audacity to determine what it considers afair
price for a service to new domestic airlines operating for around three months.

To what extent does the current price regulation provide abasis for the
development of a more commercial approach to pricing and investment decisions?
Has it facilitated or hindered commercial negotiations? We have attempted to
develop positive relationships with all airline users of Brisbane Airport since
privatisation. Through cooperative approaches with the Brisbane Airport airline
operating committee we have, in the most part, successfully worked with airlines to
enhance the facilities and services provided at Brisbane Airport. While we are
critical in this submission of the regulatory gaming approach taken by airlinesin
necessary new investment proposals we note that the instances of such behaviour are
generally less common than instances of mutual agreement to projects.

Further, we have found that many of the projects that are obstructed are
projects that would assist all major airline users of the airport, including new
entrants. Clearly, while price outcomes are afundamental driver in the bargaining
conduct of incumbent airlines, frustrating new industry entrantsis currently amajor
incentive to disrupt the new investment processes at airports.

Then lastly, on future prices regulation, we have yet to finalise our position but we
will be submitting a paper in due course on what type, if any, of pricesregulation is
appropriate. But, aswe said earlier, we would like to see something that provides the
ability for the investor to achieve afair return on existing and new assets,
acknowledgment of the need for early decisionsin relation to long-term projects, the
endorsement and rewarding of efficiency and innovation and something that is
simple to administer for both the regulators and regulatees. Thank you.

PROF SNAPE: Thanksvery much, Mr Rothwell. | wonder if, in talking about
gaming, you can give examplesthat are actually at Brisbane in which you have seen

3/4/01 Airport 204 T. ROTHWELL and OTHERS



the regulatory - at least the gaming that you talk about by the airlines. We know
about the Melbourne one - we've been told about that - but are there any examples at
Brisbane?

MR ROTHWELL: A good example would bein relation to projects that are
neither purely aeronautical or non-aeronautical. In the case of Brisbane we are
looking to improve the domestic road network at the domestic terminal. The reason
isthat there has been rapid growth with Virgin and Impulse - and indeed other
airlines aswell over recent times - causing congestion. That road improvement is
partly aeronautical, partly non-aeronautical. Whilst we generally have agreement to
the need for that work to take place the airlines are happy to let the ACCC be the
arbiter on what isafair split between aeronautical and non-aeronautical investments.
We provided a paper to the airlines back in early December. We still haven't had any
written response from any airlinein relation to that matter, in that they probably
believe they can get a better deal by letting the ACCC be the arbiter.

PROF SNAPE: What would you envisage should happen in the circumstance
whereit’s clearly something that has the use of aeronautical and non-aeronautical. In
the absence of regulation, what would you have envisaged would happen there?

MR ROTHWELL: What's happening now, which isthat we're not undertaking
investment until such time as we have a sign-off on what increase in charges welll
receive for this project, soit'snot alot different in away. We, as amatter of policy,
are not investing in aeronautical projects until such time as we have sign-off by the
ACCC on the appropriate charges.

PROF SNAPE: But in the absence of any regulation you would be in much the
same situation. Would it be more protracted; less protracted? Why would it be less
protracted in the absence of regulation?

MR ROTHWELL: It dependsreally what the basis of the future pricing regimeis.
For example - - -

PROF SNAPE: Inthe absence of regulation of prices. Take yourself into the sort
of scenario that you would like - that is, you're just depending upon the Trade
Practices Act in general. You don't have any regulation, apart from that. Y ou would
prefer not to be declared. Y ou would prefer to be treated like any other industry.
Would you think that anything would be different in regard to that particular
negotiation in those circumstances?

MR ROTHWELL: Possibly not.
PROF SNAPE: Inthat case, regulation as such - even though as you say the
airlines are hoping to get a better result out of the ACCC, nevertheless you're saying

that it has not really delayed it. Things would be much the same in the absence of
any regulation.
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MR ROOIJMANS: That isquestionable, of course, asto who has the ability to set
the price at the end. If it isours, the airlines could argue afterwards that we set atoo
high price, but | would prefer to have some ability to set the price. | would liketo
draw the line to the future, to major investments. | fear that future considerably. We
will face, let’s say within seven to 10 years, a huge investment at Brisbane Airport if
we have to increase our capacity in our runway system because we surpass the
present capacity. Our projection isthat it will be within seven to 10 years.

We talk about investments of $300 million to $400 million. The lead time of
such an investment is about seven to 10 years, with all licences and discussions and
environmental impact studies as such. If it isnot clear who can, at the end of the
day, set the price, if it isnot clear that there will be some return on an investment, |
fear the situation that we cannot afford to do these investments and there will be a
considerable constraint on the growth of Brisbane Airport. It has not only an effect
on Brisbane Airport itself - perhaps we can cope with it - but it hasan - - -

PROF SNAPE: | seethat. Butif you have no regulation at al, you're going to
have to come to an agreement. Are you saying that that scenario is so uncertain to
you that you're not really satisfied? Y ou want to have some regulation to say who
can set the price?

MR ROOIJMANS: Yes.
PROF SNAPE: You want aregulation?

MR ROOIJMANS: | don't know whether you call that regulation or not, but in
other countries the price is mostly set by the airports and the reasoning is judged
afterwards. | think | would prefer that system more than to have no regulations at all,
or to have no powers at al.

PROF SNAPE: Presumably you like to keep your customers happy. You would
want to talk to them before you go ahead with this.

MR ROOIJMANS: Yes.

PROF SNAPE: Youdwant to know the specifications for the new runway and so
on.

MR ROOIJMANS: Yes.

PROF SNAPE: So you'd be talking to them. It'sanorma commercial relationship,
isn't it, that firmstalk to their large customers before going ahead with an investment,
and they work out a situation there? Sure, you're going to be setting a price, but you
would want to have some sort of understanding on that price before you go ahead
with the investment.
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MR ROOIJMANS: Yes.

PROF SNAPE: | think you're tending to say that the regulationsin fact are not
really holding these things up; that it would take just aslong anyway.

MR ROOIJMANS: Intheory the regulation is not holding up, but in practiceit is,
because up until now our experience is that there is not much pressure on the airlines
to agree with us. With the absence of this pressure to come to an agreement, and
with the absence also within the airlines to have along-term view on what has to
happen, it is very difficult to come to an agreement on such along term.

MR RYNNE: | think Tim mentioned earlier that in most instances the airport has a
good relationship in discussing new investment with airlines through the airport
operating committee. It'sonly in smaller instances where they're having trouble
negotiating particular projects. In some instances those projects are projects that
provide benefits to new entrant airlines either greater than the incumbent airlines or
to an equal extent. So they’re using those mechanisms, or the NNI mechanism, to
stall those projects that could provide some benefits to their competitors.

PROF SNAPE: Would there be any difference in an unregulated system? Again,
your large existing customers would possibly not want to encourage competition or
to facilitate competition with them.. Would there be any difference in the process, in
the absence of regulation?

MR ROOIJMANS: Perhapsyou areright. Perhapsitisnot.

MR RYNNE: If the airlines know that there's no fall-back mechanism by which to
take this as amatter of first instance to aregulator - and I think that the bargaining
process may change in the future, without this fall-back position that they
immediately go to.

PROF SNAPE: Thank you.

MR ROTHWELL: Theissue of whether you regulate or not is acomplex onein
relation to some of the longer-term assets. Forgetting the commercial interests of
airportsor airlines, historically at most airports around the world major pieces of
infrastructure have been built by government in the past, who implement charges,
and so it goeson. In aprivatised environment, Brisbane Airport Corporation would
probably be far wealthier if it never built aparalel runway. You haveto question
whether the framework that existsis appropriate to make sure that large pieces of
infrastructure get built. | think that’s an issue for the industry - whether thereis price
regulation or thereis not - but certainly it's a consequence of privatisation.

PROF SNAPE: Yes. I'mtrying to think of other lumpy investments that have been
in the private sector, and there are alot of them. If you're contemplating building a
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new blast furnace or something like that, it's a very big investment. Y ou talk to your
customers. You try to get some agreement on parameters, possibly some long-term
contracts - all of that. That’sin the nature of things.

MR ROOIJMANS: It'sinthe nature of things. That’s absolutely right. But we can
say now the future will tell, but is that the situation that is wanted - the demand?

MR RYNNE: [ think it is necessary to make the point that | think what you're
focusing on are those projects that are in disagreement. Certainly what we're
focusing on isworking in a partnership with the airlines and the magjor usersto
provide projects that they definitely need, require working with the airport to identify
that they need those going forward.

PROF SNAPE: What I'mtrying to find out isin your experience whether the
existence of the regulator in fact delays the agreement or changes the outcome.

MR RYNNE: Yes, it does, because it slows the process down when the airlines
choose to follow that route of questioning a project and taking it to the regulator for
arbitration. So, yes, it does.

MR ROTHWELL: But at the end of the day the airport doesn't want to build
infrastructure that doesn't benefit its customers. So our preferenceisto negotiate an
outcome that our customers are happy with and that we are happy with, and given the
rates of return on aeronautical investment thereis no real incentive to build
unnecessary projects. We'd be far better investing our limited capital in other more
profitable assets.

PROF SNAPE: You speak early on about screening - it's on page 7 - international
passenger and baggage screening, and you talk about the delay that was brought by
the regulatory system there. Did that change the nature of your investment at all?
We've had evidence from Melbourne that that delay actually affected the nature of
their investment and, in fact, it was as | understand it more labour intensive than it
would otherwise have been because of the delay in getting any approval for
necessary new investment. Did it affect the nature of what you installed?

MR ROTHWELL: Thephysical solution that we installed was the one we wished
toinstall. The extent to which it changed was the fact that because the ACCC would
not permit afair rate of return on the value of the asset created, we ssimply leased the
asset and passed those charges on in full to the airlines. In other words, we were not
prepared to invest our capital at the rates of return the ACCC felt were fair, so we
simply leased the asset from somebody else. So it did change the outcomein terms
of how we went about creating that asset. We have made it clear that in relation to
government mandated charges, where the ACCC believe we should get an even
lower rate of return than we do on other aeronautical investments, we will not be
investing our capital in those sorts of assets. We will simply lease them. It’s cheaper
and more sensible from our point of view.
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DR BYRON: Inthe summary table in the submission you mention in a couple of
places - page 13, | think - about the airport’s competition with Coolangatta. I'm just
wondering if you could elaborate on the extent of your competition with Coolangatta,
perhaps also Maroochydore, and the extent that you compete with Sydney for
international passengers. I'm reminded of your comment at the end of the SACL
hearing of the ACCC in Melbourne last December where you said that Sydney’s
second airport already exists and it'sin Brisbane. Could you elaborate a bit more on
the extent of that competition.

MR ROTHWELL: Coolangattaisasmall airport site. It’snothing like asbig as
Brisbane. In redlity it would be very difficult for the owners of Coolangattato
develop that airport into afully-fledged international airport. Nevertheless, at the
margin, they can attract services from Brisbane very easily. Whether people travel
from Melbourne to Brisbane or Sydney to Brisbane or Melbourne-Coolangatta,
Sydney-Coolangatta domestically is a matter for the airlines. | guess they have the
ability to use Coolangattafor a significant part of our traffic, if they choose to.
Likewise, with trans-Tasman traffic, Coolangatta has the potential to take some of
our business over time, and already operates a number of charter servicesto

New Zealand at the present time. If | had to invest in one or the other, I'd invest in
Brisbane. Nevertheless, Coolangatta do have the ability to attract services from
Brisbane over time, so if we wereto increase charges dramatically and make life
difficult for the airlines, then it's conceivable they would look more seriously at
increased services through the Sunshine Coast and through the Gold Coast airports.

DR BYRON: Hypothetically, if Impulse flew out of Coolangatta but not out of
Brisbane, do you think that you'd see more of your current passengers taking the
train down to Coolangatta and flying off from there?

MR ROOIJMANS: There'sno train to Coolangatta.

MR ROTHWELL: It doesn't quite go that far. We know that now. In other
words, during this period of domestic competition, Brisbane Airport’s figures are
growing fairly rapidly and some of those are at the expense of Coolangatta where,
because of lack of competition through Coolangatta, prices have remained higher
than they have through Brisbane. People from the Gold Coast are driving to
Brisbane and flying out from Brisbane, rather than paying the higher pricesto fly
from say Coolangattato Sydney or Coolangattato Melbourne, so the reverse could

happen.

DR BYRON: Thisalso bringsin the question of landing charges and how
significant or insignificant they are in the grand scheme of things. Y ou probably
heard the discussion we've had with a number of other airports and one airline so far.
What would you expect would happen if Brisbane Airport was to double or halveits
landing charges? Would we see substantial changes in routes, frequency, type of
aircraft, or would it smply not affect anything very much?
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MR ROTHWELL: |think | agree with the earlier comments that were made about
the fact that it's part of a bundle of things that influence adecision. If
Brisbane-Sydney is a highly competitive route, plenty of passengers, the airlines are
not going to not fly that simply because Brisbane’s charges might be slightly higher,
but at the same time at some point airlines have achoice and, as | said earlier,
international airlines will say to you, "We have a $250 million aircraft. We can
chooseto fly it from the Middle-East to Brisbane or to Perth or to Melbourne or to
Sydney. Why should we choose Brisbane?' So as well as the tourism destination
type of issues, airport costs are just another part of that decision-making process.

DR BYRON: InVirgin's decision to be based at Brisbane, was that affected by
carrots from Brisbane Airport or was that the Queensland state government or all of
the above?

MR ROOIJMANS: | think either/or, if you look at - but you have to ask it of
Virgin, of course. | think what the state did was quite normal for new businesses
setting up in the state. They were competing with Victoria, who are interested to
have anew company in Victoria, but | think it was the total concept that made it
quite attractive. The attitude of the state and the city and the airport combined to
make proposals. where to have their head offices, what facilities could we offer,
how could they start up, et cetera, the capacity we could offer, et cetera, wasin total
more attractive than Melbourne could offer, and | think that is the case. We did not
change our landing charges because they are equal for al, so in that respect there
were no carrots of course, and we do the normal things in our terminal charges.

Asthe other airports do as well, we had to cal culate our costs and we try to
make afair return in the future on our investment there. But you have to realise that
the common user part of the total domestic terminal is an investment from 12,

13 years ago of $17 million - isit $17 million in total? About that - which was
hardly used during 13 years of time. The remark of Tim that we were very surprised
by the attitude of the ACCC that they thought that the risk of the investor is hardly
there by making their judgment about the investment in Melbourne surprised us
totally because if you look at the evidence, at the $17 million investment, that was
done by the former owner, the risk was quite substantial. We had hardly any use of
it. Now we are very happy that we get at |least a start-up of areturn, and we are still
not there and in the start-up phase we make it attractive, of course, for the airlines,
but we agreed aready what will happen in the course of the years.

DR BYRON: So again that isthe normal commercial practice that we are talking
about?

MR ROOIJMANS: Commercia practice, yes.

DR BYRON: Trying to set up long-term contracts?
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MR ROOIJMANS: Yes.

PROF SNAPE: On page 42, when talking about quality monitoring in the context
of price regulation, you say that quality monitoring is necessary to ensure that
airports don't run down the quality of services. Isthis suggesting then that Brisbane
Airport would run down quality if it had the opportunity to do so, and if not, then
why is such monitoring necessary, as you say it is?

MR ROOIJMANS: 1 think we would have chosen a monitoring system by
ourselves. It was already in development before the ACCC chose their system. We
gave alot of input to their system aswell. In the practice of Amsterdam Airport we
looked at at that time, there is a monitoring system, a quite open monitoring system
there, without the pressure of government. That is good business practice | think as
well.

PROF SNAPE: Waéll, | can understand that people will self-monitor, but that’s not
what this says here. What it's saying hereisthat quality monitoring - what was
meant was external quality monitoring - will be necessary, otherwise, to quote you:

“in order to ensure that airport operators do not attempt to maximise
profits through reducing necessary expenditure, thereby running down
the quality of the services provided at the airport —”

which is saying that unless you had the Big Brother watching you in this scenario
that a profit-maximising action would be to decrease quality.

MR ROTHWELL: That wasn't said in relation to Brisbane Airport. It was said in
relation to airport operators. It wasin a general sense.

PROF SNAPE: It saysthat BAC believethat it is necessary.
MR ROTHWELL: Inrelationto airport operators in the framework of pricing.

PROF SNAPE: | understand in the framework of prices regulation but, | mean, a
lot of people have been saying that the competition occurs as a package of things. As
you were just saying that you're going to be constrained on prices so you will
compete on other things, and | would have thought that the line of your argument
might have been to say that the pressure of the competition would drive you to
compete on quality, but here you're saying that in fact in this scenario you'd have to
have the Big Brother watching you or else the quality would go down.

MR ROTHWELL: | think the statement isin relation to, in aframework of price
regulation, we welcome quality monitoring, and indeed we think it's necessary in a
framework of pricing regulation because it demonstrates that we are maintaining and
improving quality throughout the airport, so it worksin our favour. We would not
like the suggestion at the end of the five-year price-cap period that we have been
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running quality down, so we're happy to see that in there because we believe that
demonstrates that we are very serious about maintaining and improving the standards
at the airport.

PROF SNAPE: What that first sentence saysthere - - -

DR BYRON: But absent a system of prices regulation, then the need for and the
type of quality monitoring might be different.

MR ROOIJMANS:. Yes. May | still make my remark. We would have done
anyway, because | think it is necessary to monitor your quality if you have the price
set, becauseit isaprice set against aquality - what you think you will offer. Inthe
case of the situation in the Australian airports, it is very odd to me that the airport
operator has to be monitored in the airport and in the international terminals, but not
in the domestic terminal, and that is very odd to me because the same counts for the
airline operators who are the operators of the big part of the domestic terminal, so
that iswhat | think what is quite odd in the situation herein Australia, and | would
think that what counts for the operator of the international terminal should count for
the operator of the domestic terminal as well.

MR RYNNE: What was also meant by that statement is that advocates of a
light-handed regulatory framework understand monitoring of outputs, asin prices
and quality, as opposed a cost-based regulatory framework where you monitor costs
and assume that the costs have some relationship to those outputs. So certainly
advocating alight-handed regulatory framework, it is understood that you need to
consider the service quality provided by airports or other utilities, to consider that
they are delivering on their outputs.

MR ROTHWELL: Wed be happy to change the word "ensure" to "demonstrate”
to clarify our intent, if that’s- - -

PROF SNAPE: You might want to reconsider the way that was expressed, | think.
MR ROTHWELL: Yes.

PROF SNAPE: It did seem to be somewhat at variance with the other arguments
you've been putting forward. Y ou've spoken about the bid process you had to secure
the Qantas maintenance facility. To the extent that you're prepared to speak about it,
was that negotiation confined to that facility itself, or wasit in fact part of a package
of things, that is, "We will locate there, provided you do such and such and such and
such and such and such elsewhere"? Y ou may not want to comment.

MR ROOIJMANS: | think both parties have chosen to focus on the maintenance
facility as such.

PROF SNAPE: Soit was separated from other activities?
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MR ROOIJMANS: Separated from the normal airline activities, that is correct.

PROF SNAPE: And separated from any other activities that were not core airline
activities?

MR ROOIJMANS: Yes.

DR BYRON: Just one last one. Melbourne Airport told us this morning that they
thought that the primary objective of prices regulation had been to squeeze out any
inefficiency and to protect the airlines from gouging, and they also said that the
CPI-X system had done that quite effectively. | waswondering if you would agree
with that assessment? And then the question for the future, | guess, if you agree, is
whether those are still sensible objectives or whether they're still the most important
objectives or whether there’s something el se that might need to be added to those,
such as getting the appropriate sort of investment for continuing growth in capacity?

MR ROOIJMANS: Both airports have a hindsight at the moment, and | think both
situations are totally different. Melbourne might be very happy about the growth in
Melbourne. It'stotally different to the situation in Brisbane. We were severely
influenced by the Asian crisis, but it was not the case in Melbourne. The market
situation was totally different. To give an example, in thefirst year of our operation,
in March 1998 we were 15 per cent below traffic the year before. We had expected
to be 10 per cent higher. That’s a gap of 25 per cent.

In al the years we did not complain about the CPI-X regime becauseit was a
fact, but we did not get sympathy from one airline to discuss how we could cope with
this negative effect. On top of that the airlines, especially Qantas, rationalised their
schedules substantially and that was another hit on top of the Asian crisis. Although
perhaps Melbourne is quite happy about the situation, we are not. It did not fit our
situation. | think if you look into the future | would prefer to have a system where
you see that you can have afair return on your investments, as a guidance, than the
very subjective choice of a CPI-X regime where you might think that the forecast is
X but the forecast is totally different to X.

PROF SNAPE: On page 20 you refer to Gulf Air. | don't think Gulf Air has been
mentioned before. Would you like to comment on the competition that existed, the
process that existed to secure the initial Australian destination for Gulf Air - what the
competition was and what was involved in this competition?

MR ROTHWELL: | don't particularly want to comment on that specificaly. |
think it'sreally no different to any of the other international operators that are
seeking to fly into destinationsin Australia. They are al tending to adopt the same
attitude which, as | said earlier, is that for them to make a decision on anew route is
very expensive and they are looking for some form of reduced charges, some form of
marketing incentive and so on. Thereisawholeraft of different things that different
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individual airlineslook for to try and make that final decision. In some casesit may
well be that the decision has already been made to fly to Sydney or to fly to
Melbourne or to fly to Brisbane, but clearly in terms of negotiation you wouldn't
necessarily know that, and all of the airlines are using their position to try and get the
best possible deal they can through whichever airport they fly. | think we heard
comments earlier about the fact that thisiswhat is happening in Europe and the US
aswell.

PROF SNAPE: No, it wasn't specifically Gulf Air. It wasjust that it was the most
recent example perhaps of it. | waswondering if there was anything new on the
block in terms of competition.

MR ROTHWELL: Not realy.

PROF SNAPE: | think that has been avery helpful submission and discussion and
we thank you very much for coming to Melbourne for it. We will now adjourn for
lunch and resume at 2 o'clock when the Board of Airline Representatives of Australia
will make their presentation. Thank you.

(Luncheon adjournment)
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PROF SNAPE: We welcome the Board of Airline Representatives of Australiaand
ask the four representatives to identify themselves for the purpose of the transcript -
and the positions you occupy, thank you.

MR BENDIXSEN: Axe Bendixsen, Chairman, Board of Airline Representatives.

MR BENNETT: Warren Bennett, executive director, Board of Airline
Representatives.

MR WOODBRIDGE: Graeme Woodbridge, consultant assisting the Board of
Airline Representatives.

MSHARRIS: I'm Anthea Harris, another consultant assisting the Board of Airline
Representatives.

PROF SNAPE: Thank you very much and thank you for your submission. Whois
to speak to it?

MR BENNETT: The structure of the presentation today will follow me making a
very short preliminary statement and then Graeme Woodbridge going through the
pertinent details of our submission to give you an idea of the sort of arguments that
BARA is mounting in terms of future regulation of airport services. To start with,

| think it'simportant to clearly define who BARA representsin this exercise. It
represents international airlines operating to and from Australia. We have

48 members, which isvirtually al of the international airlines that fly to and from
Australia. There are about three or four who aren't members of BARA, so we
certainly represent the great majority of those operations.

As an organisation representing international airlines, we only deal with a
fairly limited number of airportsin Australia. Infact we only deal with seven. It’s
Cairns, Brisbane, Sydney, Melbourne, Adelaide, Perth and Darwin. Asregular
international flights don't occur at the other airports, we don't have any detailed or
intense interaction with the operators of those other airports. In terms of the services
that our members access or consume at airports, it includes runway services, taxiway
services, apron services, terminal services, the provision of offices and lounges, the
provision of staff carparking, the provision of check-in counters and such like. So
that's the broad package of the sorts of services that we see being supplied by the
airport operator to our members. The extent of the services that are covered by our
submission will be goneinto in alittle more detail by Graeme in his presentation.

Just before he moves on to that, there are a number of matters that were
discussed this morning by the airports that | think it would be useful to comment on.
One of the main themes in this morning’s discussions was the extent of
countervailing power and who wieldsit, who hasit and to what extent. Asyou
would expect, we don't believe that international airlines operating to and from the
international airportsin the absence of effective regulation have a great deal of
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countervailing power. It was interesting to hear the comments, particularly from
Melbourne Airport and the BAA representative about the extent of countervailing
power that airlines wielded supposedly with airportsin the UK and Europe.

One of the main outcomes of the consultations or commercia negotiations that
proceeded in Europe and the UK, if you believe BAA, seem to be litigation by the
airlines as the only means of exerting any sort of countervailing power. They also
made mention of political pressure, public perception in the countervailing power
argument, and you quite perceptively noted that there didn’'t seem to be a great deal
of economic countervailing power. | think it's worth noting that political outcomes
and litigious outcomes - you wouldn't expect to generate economically efficient
outcomes in the commercia arrangements that might be put in place between airlines
and airports.

If the objective of regulation isto try and simulate a competitive outcome, you
would expect that regulation under those circumstances properly structured would in
fact edge towards a reasonably competitive outcome for the sector. Y ou would not
expect to get that either by political intervention or legal intervention, | would
expect. One of the other main themes was starting-point prices and the extent to
which they provide airports with a reasonable rate of return on their existing
aeronautical assets. Again it was quite perceptibly noted that the airports were fully
aware of the starting-point prices at the time of the purchase of the airports. So they
should have been taken into account in setting the prices that were paid.

Just to settle one matter of confusion, the starting-point prices at the airports at
the time of privatisation weren't totally set under asingletill on a network basis.
They were in fact single-till based but they weren't set on a network basis. In fact,
there were adjustments to aeronautical charges at the phase 1 privatised airportsin
1977 to give them differing aeronautical charges as starting-point prices. Another
theme of this morning’s discussions was what would the airports do, and what would
be the structure of their aeronautical chargesin an unregulated environment? It was
interesting to note that they couldn’'t answer that question. We got some weasel
words that didn’t really add very much to the debate. Certainly they didn’'t answer
that question. One of the responses that they gave was that they would only make
changes to the structure of charges after consultation with customers.

That brings us to the point of what sort of consultations have airlines had
experience with in recent times with airports. There have been three types of
consultations, or consultations that have been undertaken under three different
scenarios. We've had consultations with privatised airports under the CPI-X,price
cap and NNI arrangements. We've had consultation with Sydney Airport under a
prices surveillance-type environment and we've attempted to have consultations with
Cairns Airport under a no regulation-type environment.

There have been various degrees of success in consultation under those
scenarios. The privatised airports have tended to draw on the poorer outcomes, if
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you like, of the consultations that have taken place in recent years, or since
privatisation anyway, between the airlines and the airports. They've dwelled on the
downsides. They haven't really lauded very much the upside, and we believe that
there has been genuine progress in the consultation exercises that have gone on
between the airport operators and the airlines during that time. It has taken some
time for the rules of the game to be set down and it has taken some time for both
parties to understand what the rules of the game might be. But nonetheless, the
consultation on those arrangements has been reasonable.

If we go to Sydney Airport - that was alittle different in the latest proposal that
Sydney Airport made for adjustments to aeronautical charges; they gave us their
proposal, they told us what it was, we made comments on their proposal, they went
away and they came back and they gave us their proposal again with some very, very
minor adjustments. We gave some further responses and they said, "Well take it to
the ACCC." It was portrayed this morning as being always the airlines who run to
the ACCC in some sort of gaming exercise. In fact, in the case of Sydney Airport
Corporation, Sydney Airport Corporation went to the ACCC and did not pursue any
sort of detailed commercial interaction between the airlines and themselves. So it
works both ways.

Then with Cairns under an unregulated environment, we just haven't been able
to achieve any sort of consultation whatsoever. They've studiously ignored our
reguests for the establishment of aregular consultative process similar to that which
has been put in place for the privatised airports. We haven't had any success
whatsoever there in achieving that. They're the three sorts of outcomes that we have
noted as airlines in attempting to have commercial consultations with the airport
operators.

Another area of misunderstanding, | think from this morning’s exercise, was a
reference by Adelaide Airport to the CTFR dispute. | think from memory they used
that as an argument to show the sort of countervailing power and the sort of
commercia advantage that airlines might achieve in the absence of regulation.
| can't recall exactly what the context was now. There'salittle bit of
misunderstanding there. In fact, the dispute the airlines had over the CTFR matter a
couple of years ago now was as much a dispute with the Australian Protective
Service asit was with the airports. In fact, there was avery significant lack of
transparency about what was happening with CTFR charges at that time, with the
movement from a 75 per cent cost recovery to 100 per cent cost recovery. The
numbers, so far as we were concerned, that the APS and the airports were giving us
just didn't add up. We wanted to make sure that we were in fact only being charged
the correct amount for CTFR service, so we continued to pay.

| think Adelaide Airport hinted that we didn't pay. We continued to pay at the
old rates. Wejust didn't pay the increased rates. The APS understood that and they
worked with us to resolve the issue and, as Adelaide Airport said, they didn't pursue
the airport [sic] for those shortfalls. At the end of the dispute the bills were settled.
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So it wasn't a great exercise of countervailing on the part of the airlines. Wewerein
dispute with the APS about the amount that was being charged and we wanted to
have it resolved.

The other main theme | think was probably competition between airports - and
singletill got aruntoo. It wasinteresting though that Brisbane Airport finds the
single-till argument laughable. Of course we don't. Wethink it'savery logical and
strong economic argument, but then we think the airports’ arguments about
competition between airportsisalittle bit funny aswell. But that’s not a problem. It
augerswell for the future. Aslong aswe can keep ourselves amused, then | think
wel'll be able to progress commercia negotiations into the future.

From our point of view we don't see a great deal of competition between
airports. We didn't mention specific aspects of competition between airportsin our
submission in great detail, but one that was mentioned this morning was Brisbane
versus Coolangatta. In the arguments that were mounted this morning about whether
that competition exists, it was interesting to note that - it seemed to me, at least - it
was more the actions of the airlines that were generating the competition than any
action whatsoever on the part of the airport. It'sworth bearing in mind or asking
yourself: who is generating the competitive element, if any competitive element
exists?

| think it was worthwhileto at least get some comments on the record from the
airlines in response to a number of the arguments that were being made by the
airports this morning ahead of the presentation we make in our submission. Having
done that, I might hand over to Graeme to run through the principal points of our
arguments.

PROF SNAPE: Thank you for that. It isuseful to have responses, as you say, and
over to Graeme.

MR WOODBRIDGE: What I thought I'd do isjust go through some of the
economic framework that’s built into the submission. The submission is somewhat
preliminary. It doesn't actually focus on specific views. It triesto think about a
framework for thinking about two questions. Oneis: should there be regulation of
airport services or the pricing of airport services? The second question is. what form
should that regulation take? | think they’re interdependent questions.

| suppose the framework that we think about is one of economic efficiency and
basically it recognises that charges for airport service are going to affect a range of
economic decisions. It's going to affect who uses the airport, how much they useit,
when they useit. It's going to affect investment in airport services, replacement of
existing capital, enhancements of capacity. It's going to affect what services are
provided at the airport, how they're provided, and it also will affect to some degree
who will enter and compete in related markets. | suppose where we always get to
with decisions of whether to regulate and how to do it is trade-offs. Failing
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regulation you're not going to achieve the perfect outcome. There's market failure.
Regulation is also not a precise tool and it’s not going to necessarily promote
economic efficiency in the first best outcome, so there are trade-offs to be thought
through when thinking about those two questions.

| suppose the first one we started to think about what was:. if you're
considering regulation, what’s the economic basis for considering regul ation of
airport services? | suppose there are threeissues. Oneisthat airport services are an
essential input to providing air travel. Without an airport you can't provide air travel.
There are no viable alternatives to provide that service without access to airport
services. The second isthat there are poor or, in fact, no substitutes in the product
market - which isthe sort of air travel product market - to constrain any market
power of airports. Thethird isthat the provision of airport servicesisreally not
contestable. Either it’'s unfeasible or uneconomic to build a competing airport, or
there’'s no provision for any competitive tendering of the bottleneck elements of
airport services. Those three things make you ask the question: should there be
some sort of regulation to address the market power associated with those?

The next question is: what are the likely implications of not regulating? The
first isthat even the privatised airports are profit-maximising. 'Y ou would expect that
prices for these services would be pushed well above economic cost and that will
discourage air travel at the margin. In fact you've got an additional problem in the
sense that the airport at the start of the journey and the airport providing the service
at the end of the journey are different owners, so you get what'’s called "the double
marginalisation”. They both set prices independently of the other and so you get a
double deadweight loss because of that.

Monopoly pricing is aso going to lead to underinvestment in airport services.
Investment is about providing the service in the future. The monopoly pricing will
discourage air travel today and in the future and hence you will get the
underinvestment. There's also, especialy for the government-owned airports, lack of
pressure. Thereisno competitive pressureto be vigil over costs and that can result
in further economic loss. The next isagain related to pricing but the quality of
serviceislikely to be below the optimal level. Finaly, there's potentia for
competition and individual services on the airport to be discouraged.

The question is: what is the bottleneck? What is the problem? If you're going
to regulate you have to work out what’s the actual bottleneck service you're trying to
regulate the price of. What do airports do? Really their core activity seemsto be to
provide runways, taxiways and apron infrastructure and access to that infrastructure
and access to the space around that infrastructure. It's that access which isthe
bottleneck, it's the combination of the two. Airlines, they purchase services from
airports directly - landing and take-off services, for instance. They also purchase
services from service providers who seek accessto the airport in order to provide
them - refuelling of aircraft, catering, ground handling. All those service providers
who provide those services to the airlines have to gain access to the airport, so it'sthe
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issue of the space surrounding the airport that's the bottleneck as well as the runways
and taxiways, et cetera.

When you think about it - if that’s a bottleneck what’s their market power?
Then you start thinking about how you might want to regulate, if you find regulation
justified. Then you've got to start off thinking: what's the market in which airports
provide these services? The way we think about that isthat airlines really buy a
package of services, abundle. Once you decide to fly into Melbourne Airport you
buy abundle of things. Y ou buy the landing and take off. Y ou might buy the
terminal access. You are going to have to, on the airport site, purchase things like
refuelling, as | said before, ground handling, access to terminal lounges, office space.
So once you've decided to actually fly to a particular port you're actually buying a
bundle of services from the airport or from businesses that operate on the airport.
You can't just simply say, "Well, I’'m going to land in Melbourne, but buy my
refuelling services from somewhere else," or "my catering services from another
location”. It doesn't happen.

Airline travellers also demand a package of services. They demand accessto
an airport, use of terminals, the air travel itself, access to waiting areas and so on.
They buy those things as abundle. So in some sense airport services, or nearly all
airport services seem, in my view, to be part of the same market. If you could
imagine afield of rivary, if there was a competing airport, what would they compete
in providing? They would compete in providing a bundle of airport services. An
airport just providing a runway wouldn't be really competitive against one providing
the package. That’s the market within which the market power lies.

So where does that lead one? If oneis going to regulate airport servicesthis
tends to indicate that there should be some global constraint across a broad range of
airport services. For example, if you only regulate one or two and there’'s no
constraint on the others since they're purchased as a package, you would expect the
other prices to increase to make the price of the bundle into a monopoly price, so
jumping on one doesn't seem really to have much effect. Also it’sdifficult to set
individual prices at an airport. The efficient prices are not independent of one
another. Regulating one particular service on an airport - it would be very, very
difficult to determine what the efficient price of that is given it's dependent on what
the other prices are.

Thelast issueis. what airports should be regulated? AsWarren said, BARA
members really use seven magjor airportsin Australia. | suppose what we really say
thereisit'sreally aweighing up of the costs and benefits of regulation. The costs of
not regulating really depend upon firstly, the size of the airport. The size of an
airport is pretty important in thinking about which airports to regulate.

PROF SNAPE: Thanks. Y ou raised the question of to regulate or not to regulate.

You didn't really address, at least in those remarks, as to whether the regulation -
having ticked off on that question - whether the general provisions of the Trade
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Practices Act were sufficient. Your check list in fact was a check list that in part isin
the access provisions and was covered by them. Y ou may wish to consider what
were any special features of airports that might or might not warrant special
differential or industry-specific regulation. Your check list smply led to, | think,
Part I11A of the Trade Practices Act and not to industry-specific regulation.

MR WOODBRIDGE: Possibly. AslIIA works at the moment, if the decisionis
that it decided to regulate, would it do agood job - | guess there are decisions here.
There are decisions between regul ating and not regulating and there’s good and bad
regulation within that.

PROF SNAPE: IlIA, of course, as amended in accordance with the
recommendations of the commission last week.

MR WOODBRIDGE: Clearly abetter I11A.
PROF SNAPE: Of course.

MR WOODBRIDGE: But | will go back to theold I11A. Y ou can correct me
because | must admit | haven't read the report in detail. But here are the difficulties
and here iswhere the distinction may lie: oneisthat there are alarge number of
services provided on the airport, so if thereis a negotiate-arbitrate model of access
one could imagine extreme difficultiesin just administrating that. | have alot of
service providers, refuelling companies, catering companies, ground-handling
operators who seek access to the airport, so that would be one set of services that
potentially could be declared under I11A. You've got the airlines using the runways,
taxiways, infrastructure, et cetera, which is another set of services. Administratively
it might be difficult.

But where | think it’s difficult from an economic perspective goes to the fact
that, as | said, airport services are purchased as abundle. Airlines coming into an
airport and passengers using an airport drive demand for other airport services, so
you've got avery difficult pricing problem. You've got alot of common costs and
you're going to price alot of these services above marginal cost. How you should do
that - for aregulator it would be extremely difficult. It would be Ramsey pricing
plus cross-elasticity of demand. The matrix would be just insurmountable. | would
tend to suggest that a regulator picking one service off and arbitrating over the price
of that servicereally isunlikely to get the efficient price. It'sreally aglobal issue
rather than an individual one. | can see difficulties in actually coming up with an
efficient priceif you did it under I1A. It'sthe multi-product nature - - -

PROF SNAPE: Whichever way you handle it the problem remains, one way or
another. | think the key, when you talked about a bundle of products - clearly you
need ataxiway if you're landing, and so they're right shoes and |eft shoes in terms of
complementarity. On the other hand, some of the other things you mentioned were
not right shoes and left shoes. The special lounges and the office space you
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mentioned, the shopping facilities - there is adegree of substitutability there. You
can choose to take those, the passengers can choose to use the shopping space or the
parking space or not. Airlines can choose to have office space there or lounges there
or not. There's quite adistinct degree of substitutability there, and one can't just treat
all those together, | wouldn't have thought.

MR BENNETT: I’'mnot sureit isentirely accurate to say that the airlines have a
great deal of choicein terms of locating their office spaces and their lounges, either
at the airport or off the airport. Certainly the lounge facilities are facilities that are
demanded by airline customers and hence it is felt necessary to supply those services
to the customers to meet that demand. It’s only viable to have an airport lounge and
to provide those services if that lounge isin fact in close proximity to the actual gate
the passengers are going through.

PROF SNAPE: The quality of lounges varies very greatly. There's obviously a
choice asto the quality and how bigitis. Airlinesdiffer in their demands as to what
they want in lounges. Some don't want them at all. Asto whether they need offices,
of course, there has to be some office on the premises but the extent of the office on
the premises is something in which there's quite achoice. So my point was that with
respect to those type of things there's a degree of substitution that is quite distinct
from the degree of substitution between the landing strip and the taxiway.

MR BENNETT: Yes.

PROF SNAPE: | don't think that one can bundle them all together in the analysis
of the facilities. At least, | should say that many of the participants either implicitly
or explicitly are saying that you can’'t bundle those things together and just say,
"They’re dl part of the package" - full stop.

MR WOODBRIDGE: But there are choices about what you do and what you don't
do. But, in some sensg, that just tells me the demand slopes downwards. That
doesn’t mean there isn't market power associated with it and pricing that above the
economic cost and making use of the market power won't lead to an economic loss.
That doesn't follow, asfar as| can see.

PROF SNAPE: At page 10 you list some of the factors that you were talking about
as the potential areas in which monopoly power can be exercised and the losses that
might come from it and so on. That’s an interesting question. But the other
interesting question is: isthis potential monopoly power actually being exercised, or
would it be exercised? Arethere any signs that where there is scope to exercise this
that it is being exercised? Arethere signs elsewherein the world - with less
regulation - that they're being exercised? Isthere any evidence in unregulated
airportsin Australiathat they’re being exercised? It’s not sufficient to say, "These are
possibilities."

MR BENNETT: It'sprobably trueto say, "Yes, we can point to examples where
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monopoly pricing is being exercised.” If you go back to the lounge and the office
space scenario we would claim that there isn't agreat deal of choice, that the airlines
do in fact need to maintain in most instances a reasonable level of office space at the
airport and they need to maintain, as aresult of customer demand, a reasonable
standard of lounge at the airport aswell. It ispart and parcel of the package that the
passengers purchase from the airlines. Given that, we have to have those sorts of
facilities at airports as airline operators.

Admittedly some choose not to. There are larger users of particular airports
than others, so the larger users tend to need those sorts of facilities more than the
smaller ones. Very often the smaller users will piggyback on to the facilities that the
larger operators have at the airport. Nonetheless, there is aneed for those facilities.
What you tend to find is that the charges for those facilities are very much higher
than you would expect from looking at the cost of the construction of the facilities.
It's not cost related and it’s very much higher than the marketplace for similar sorts of
commercia premisesin the surrounding districts.

PROF SNAPE: These are clearly locational rents and | don't think you've got any
disagreement - | should say clearly there are locationa rents associated with
being - - -

MR BENNETT: I'm not surethat they arelocational rents. Locational rents exist
where you have a choice. Y ou can choose to locate in a high-rent area as opposed to
alow-rent area, if that choiceisavailableto you. In the case of airports, we would
contend that airlinesin fact don't have that sort of choice. They need to locate
lounges at the airport terminal; they need to locate offices at the airport terminal.
They can't have alounge at a building off airport, they can't have their offices
necessarily at abuilding off airport. It isvital for their operations - - -

PROF SNAPE: As| said before, there are choices to the extent that they have
these. Evenif it is necessary for, say, Qantas to have alounge, they have choices as
to how big that lounge will be and presumably the rent will in fact determine how big
that lounge will be, so thereisachoice. It'snot just abinary choice of whether
there’s alounge or not alounge. There's achoice of the size of alounge.

MR BENNETT: But the choice of the size of the lounge doesn't affect the unit rate
of therent that is being imposed upon the airline by the airport operator and that is
what we claim is the monopoly pricing.

PROF SNAPE: Butwon' it go the other way, that the choice of the size of a
lounge will be related to what the rental is? If arental isvery high, they will choose
asmall lounge, if the rental is very low, they’ll choose alarge lounge.

MR BENNETT: They till have no choice but to pay that unit rent.

PROF SNAPE: They need some minimum, but they’ve got alot of choice asto
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how much of that they purchase.

MR WOODBRIDGE: | think the point I'm trying to make is that the market power
will lead to an inefficient size of the lounge in that example.

PROF SNAPE: What I'mtrying to do - I'm sorry I'm interrupting, but I’'m trying to
narrow the extent of disagreement and to focus on where the question isand | don't
think any parties are denying that there are locational rents associated with airports.
The question is: isthere somewhat more than locational rentsinvolved? Isthere
monopoly pricing in addition to that locational rent? So are there monopoly rentsin
there, aswell aslocational rents? That’s what I'm trying to focus on, because as | see
it, that’s the area of disagreement.

MR WOODBRIDGE: Theway I think about that issueisabit like this, that you
have an economic rent if you're paid above your opportunity cost, what else you
could do with what you have. Sometimes economic rents are good things,
sometimes they reflect market power. If there are high pricesfor a product in the
centre of a CBD, that's probably the case because - is that person earning economic
rents? They're probably just earning the opportunity costs of the property. Soif I've
got a carpark in the centre of the city, that space around that areais scarce. If | didn't
useit asacarpark, I'd use it for something else and I'd be able to achieve the same
return, so the market in that case generates prices equal to the opportunity cost. In
the case of the airport, the issue aswell isif there wasn't airport, what could you do
with that space? In other words are the returns to using that piece of land as an
airport greater than the opportunity cost? That's the issue.

PROF SNAPE: Aswe know, that'soneissue. That’s treating the airport as a
whole, but we know very well that there are alternative uses of airport land and for
any particular use of airport within the airport. We've been talking about it just now.
We've been talking about using it for office space or for shopping or for parking or
for aterminal space and so on. All these are alternative uses and each of those has an
opportunity cost associated with the alternative uses.

MR WOODBRIDGE: That'strue.

PROF SNAPE: Sojust looking at the airport and saying, "Thisis an airport, full
stop,” is not, | would have thought, an adequate way of addressing the problem,
because the airport land can be used for a great number of different uses and, indeed,
there are substitutions between on-airport land and off-airport land as shown in the
freight handling, et cetera, or in the freight storing, et cetera, at Sydney Airport and
so on. There are alternative uses of the land, so if you're looking at locational rents,
one wants to be thinking of the aternative uses on the airport, of retailing versus
office space versus lounge, et cetera.

MR WOODBRIDGE: | think that's an issue of the allocation within the airport,
but the question is does the airport itself have market power? The airport itself, as
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| try to defineit, is the runways, the taxiways, the aprons and the access to the air
surrounding that; that's where the market power comesin.

PROF SNAPE: But to come back to other thing, airport - you know, market power
in what?

MR WOODBRIDGE: In the provision of those services.

PROF SNAPE: Doesit have market power in retailing or isit smply locational
rent? Does it have market power in other things? Here we come to the degrees of
substitutability between the various things that you're talking about.

MR WOODBRIDGE: You asked the question is there any substitute that
constrains that power? That’s the question.

PROF SNAPE: And for retailing?

MR WOODBRIDGE: It depends on the product. Theway | try to think about it,
again, is someone who’s going on an international air travel buys these things as a
package.

PROF SNAPE: They can do their duty-free shopping downtown, they can do it at
the airport; it's not a package there. They can park. The airports have been giving
these arguments and I’'m just repeating what is put to us from them, that these things
are not a complete fixed package. They can be unpacked and there are substitutes for
anumber of the products you are talking about.

MR WOODBRIDGE: Right.

MR BENNETT: Theairlines, however, don't buy retail services. They buy the
package of goods that Graeme outlined in his presentation which extends from the
runway through to check-in counters at the terminal and part of that package, aswe
mentioned, is the office space and the lounge spaces that the airlines require to
provide to their customers, so again the degree of choiceisnot terribly great. They
have to maintain offices at the airport terminal. They have to maintain lounges at the
airport terminal, simply because that's what their passengers and their customers are
demanding, so the extent of the choiceis not as great as it appears that you're trying
to point to.

PROF SNAPE: I'mtrying to giveit that there are choices there and that it’s not a
fixed package and Graeme, in his outline, went beyond in fact the check-in counter,
he went through to the offices, et cetera, and it is my point that he knows there are
choices and even if you stop at the check-in counter, there are airlines that are
choosing not to have nose in, push-back, but in fact to stand and turn around itself;
are choosing to purchase some facilities and not other facilities. But | agree that
right up to when you get off the plane, there are fixed packages, but thereafter there
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are degrees of substitutability.

MR WOODBRIDGE: If we agree that there are degrees of substitutability, the
guestion is does that put them in the same market or not? It doesn't have to be left
and right shoes; they don't have to be perfect complements to be part of the same
market.

MSHARRIS: It'sabit like householders being connected to gas. You don't need
to be connected to gas, you can use electrical appliancesin your house, yet we still
regulate gas prices. We regulate gas transmission and gas distribution prices,
because government has decided that they’re not a close enough substitute, so it's not
a, yes, they have market power or, no, they have no market power whatsoever, it's
obviously shades.

PROF SNAPE: Could we then say in what areas that you listed, say on page 10,
has there been exercise of market power? Are some of the things that are supplied
being restricted artificially to alow and efficient level? | won't use the term
"competition”; obvioudy thisis not something in which one can use competition as a
counterfactual - one uses, perhaps, an efficient alocation of resources, rather than
using the term "competition" and so is there any evidence that the various things that
you list here are being restricted by airportsin away which would be regarded as
exercising their monopoly power?

MR WOODBRIDGE: What page number?
PROF SNAPE: I'vegot page 10. It's section 6, and you list monopoly pricing,
inefficient costs, lower quality of service and distorting the development and then

you go on:

In particular, they are likely to lead to underconsumption and use of
airport services, underinvestment in airport infrastructure -

Andsoon-
resource wastage in the provision of airport services.

Can you point to any of these in which the airports are in fact exercising their
monopoly power to induce these inefficiencies?

MR BENNETT: It'saquestion of the extent to which they're exercising a
monopoly power, but certainly those sorts of outcomes have been evident in one
form or another.

PROF SNAPE: Where? Can you give examples of that, please.

MR BENNETT: Monopoly pricing, as | referred to before. We firmly believe that
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the level of rents charged for offices and lounges in terminals doesn't just reflect
locational rents, it reflects monopoly pricing of those facilities. Inefficient costs -
we've looked at the cost structures for the various airports around Australia to see
which are performing better and which are relatively more efficient than others and
we've tended to find that, so far as operating costs are concerned at least, thereis
quite strong evidence to suggest that the privatised airports under the existing
regulatory arrangements have performed quite considerable improvementsin
efficienciesrelative to the likes of Sydney Airport, whose operating costs by any
measure have increased very substantially over the last few years.

The lower quality of service - we've found that at Sydney Airport, the quality
of the baggage handling systems s particularly poor. It has been a constant source of
trouble there and it hasn't still been sorted out. There are still problemsin the
interface between check baggage screening and the general baggage handling system
at Sydney Airport.

PROF SNAPE: Isit worse than other airports of similar sizein other countries?

MR BENNETT: We believe s0, yes. The breakdowns that occur in the baggage
handling system at Sydney Airport have been endemic and far worse than our
members have reported experiencing at overseas airports. We've had similar sorts of
problems with the aerobridges at Sydney Airport aswell. Since the new investment
at the airport and the SA 2000 project, the quality of service delivery so far as
aerobridgesis concerned has been particularly poor. One of our members recently
had an aircraft door ripped off as aresult of a malfunction of the aerobridges at the
airport. There have been other problems with aerobridge malfunctions at Sydney
Airport.

PROF SNAPE: Arethey the sort of things you encounter elsewhere?

MR BENNETT: According to our members, they don't have those sorts of issues
to anywhere near the same extent at other airportsin Australiaand similarly
overseas.

PROF SNAPE: Underconsumption and use of airport services?

MR WOODBRIDGE: It'sapricing issue at the moment with regulated prices.

MR BENNETT: [ don't think you'd observe necessarily adenia of aprovision of a
service if you're facing amonopolist. What a monopolist doesis increases prices.

PROF SNAPE: But if the priceisfixed, then they’ll lower the amount of a service
they supply.

MR BENNETT: That'sright.
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PROF SNAPE: Hasthat occurred?
MR BENNETT: If they lower the price, they’'ll do which - sorry?

PROF SNAPE: If the priceisfixed, then they'll try to adjust the quantity in some
way, presumably.

MR BENNETT: Inwhichway?
PROF SNAPE: They may lower the quality of service, for example.

MR BENNETT: We believethat he quality of service has been lowered in
particular examples. Move on from Sydney to Melbourne Airport, the baggage
screening system that was put in place at Melbourne Airport is considerably lower
quality than was originally proposed. It was meant to be an in-line system originally
at Melbourne Airport. They didn't put in an in-line system as it subsequently
progressed. They blamed the fact that the ACCC wouldn't give them a high enough
return on the investment.

In fact, the ACCC did give them alower return on the capital that they were
proposing to invest at Melbourne Airport, but that was simply to reflect the fact that
there was no risk associated with that project. It was a government-mandated
project, the airlines had to pay. If one airline didn't pay, it all went into a pool at the
end of the year and the airport got their money anyway, so there was absolutely no
risk associated with that investment. It is government-mandated one, the airport has
todoit. They provided alower quality of service in response to a price being fixed.

DR BYRON: Sorry, I'mjust alittle bit confused because the text there says that the
"immediate consequences of alowing airports to take advantage of their market
power" - but what you've been describing are examples that have occurred under the
current regulatory framework. | thought you were talking about, "These are the
things that we would see if regulation was relaxed.”

MR BENNETT: We believe that that would see far more frequent and severe
examples of those sorts of examplesthat I've given.

DR BYRON: But surely you're not suggesting that even over the last few years, the
regulated airports have been exercising their market power in all these ways already,
even under the existing regulatory framework.

MR BENNETT: For those servicesthat aren't regulated, to alarge extent, yes.

PROF SNAPE: You are suggesting that the privatised airportsin their unregul ated
activities are offering alower level of service than before?

MR BENNETT: No, | didn't necessarily say that. What | was saying was that
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there have been particular examples of each of those in the existing environment.
Some of them have related to regulated services and some of them have related to
unregulated services. The check baggage screening one, for instance, is a regulated
service. The quality of the services | have demonstrated, hopefully, has been lower
than we would otherwise expect.

The monopoly pricing has, we believe, occurred in the provision of
non-aeronautical services such as lounges and office space; the inefficient costs we
believe have been shown to apply at the airport that isn't under the same sort of
regulatory procedure that the privatised airports are under. Our point isthat if you
move to an unregulated environment then those sorts of practices, those sorts of
outcomes, are likely to become far more frequent and far more severe.

DR BYRON: Would we learn anything by looking at say lounges that are provided
at an unregulated airport like Cairns? | mean, isthat substantially different? We
have got very few examples of an unregulated airport in Australia which we can use
as a benchmark to compare the regulated airports and their behaviour but,
presumably, if there are lounges in Cairns does that airport owner behave in avastly
different way than those that are regulated?

MR BENNETT: Actualy | can't answer that question. | don’t know what the level
of rents are at Cairns Airport for lounge and office space, so | can't make any
comment. | would be very surprised if it wasn't related to some particular area of
Cairns or some other indicator of rents that was well above the normal rents that you
would expect to pay in Cairns. | can't answer it with any precision, | am sorry.

DR BYRON: Thismorning and yesterday we were also being sort of taken
offshore in search of unregulated or less regulated environments to try and get some
sort of insight into what might happen in Australiaand so Scotland came up,

New Zealand came up. Does BARA have any knowledge at all of the sort of
behaviour that occursin those places with regard to these - - -

MR BENNETT: InNew Zedand, in very general terms certainly, the increasesin
charges at Auckland Airport that have been sought have been well above the sorts of
levels that the airlines would have expected in terms of relating anormal rate of
return to the investment that has been made at the airport. They're seeking increases
in charges that would run well ahead of that. There have been some discussions
between the airlines and the airport operator there to try and peg that back and some
arrangements have been put in place that are considerably less than the first round of
negotiations, but in the first instance certainly there was an action on the part of the
airport operator to try and achieve a very, very substantial increase in aeronautical
charges at the airport.

DR BYRON: But that also sounds like normal commercial practice, that, you
know: if you want something, I've got it. We haggle.
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MR BENNETT: The haggling has not been resolved and the matter of airport
regulation of the outcome of Auckland has been referred to the Commerce
Commission, so it is not a satisfactory commercial arrangement and no agreement
has been reached.

PROF SNAPE: Coming back to the actions of a privatised monopoly, back on
page 3 you have a sentence there, "Airports with market power have reduced
incentives to provide the quality of service demanded by airport users." What are the
incentives that a private monopolist would have to under-supply quality?

MSHARRIS: What incentives have they got to maintain high quality? If you've
got to go to that airport anyway, whether they provide good, bad or indifferent
quality, why would they spend the extra money to provide good quality services
unless they can get at least that much money back from the airport operators.

PROF SNAPE: Yes, but if we'relooking at airportsisn't the incentive of airportsto
get as many people through the airport to do their shopping, et cetera, as they can?
Doesn't that then provide them with an incentive to have high quality?

MR WOODBRIDGE: 1 think it has anincentive to get them there. Whether they
have aerobridges that attach to aterminal or whether you have got to busthemin
probably doesn't really matter to them. Where quality of service really can be an
issue is those incentives to maximise retail space within the terminal, reduce waiting
areas to maximise the value of your shopping space - things like that.

PROF SNAPE: It'sgenerdly to get a happy customer who spends money rather
than an unhappy customer who zips up their purse.

MR WOODBRIDGE: Or reduce waiting areas so people walk around. | don’t
know. It was a strategy of the airline.

PROF SNAPE: | have never had the incentive to buy things because | have been
kept waiting. | get so crossthat | don't buy things.

MSHARRIS: You'renot awoman.

MR WOODBRIDGE: Just the other comment about quality of service: alot of
quality of service issueis about agreements. "l contract with you to undertake atask
and we agree to a certain minimum level of quality” and then, you know, before the
payment is made, "If you don't deliver the quality then | don't pay", that type of
arrangement, and so they spend alot of money on something - in many
circumstances they’ll sort of have an expectation of that quality level. The question
of whether we're in amonopoly environment is when you will get such agreements.

PROF SNAPE: Who is paying for the repair of the Singapore Airlines plane that
had the aerobridge drop on the door?
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MR BENNETT: | presumeit would be an insurance claim.

PROF SNAPE: And what will happen to the airport’s insurance premium as a
consequence?

MR BENNETT: Presumably it will increase.

PROF SNAPE: So they have quite an incentive, | would have thought, to get their
quality right.

MR BENNETT: Youwould think so but, unfortunately, in the case of Sydney
Airport it has taken an absolute age to actually get any progress made in improving
the baggage handling system and the aerobridge arrangements. It is taking them
what the airlines believe would be an incredibly inordinate amount of timeto get it
fixed up.

MR WOODBRIDGE: The other thing, | suppose, is whether the airport actually
sees the signal, the costs of delays to aircraft due to their actions.

PROF SNAPE: Isn't that a matter of contractsin private? | mean, here you've got
two big parties on either side essentially. | know alot of your members are small
parties but insofar as they're dealing with BARA they become a big party and in
terms of the conditions thisis surely something that can be negotiated with the
airport that in fact you negotiate conditions of service and, if you don't get those
conditions of service, then there are penaltiesin accordance with them. Thiswould
seem to be absolutely normal commercial practice and yet we've got each party
behaving towards the other like kids do in the school yard.

MR WOODBRIDGE: Certainly that'sthe way to resolve it - by having those
contracts.

MR BENNETT: There has been no demonstrated enthusiasm on the part of the
airport operators since privatisation to put in place what you might consider to be a
reasonable commercial access arrangement for airlines. Two of the privatised
airports attempted to do that in accordance with Government directions
post-privatisation. The documents they came up with, from our point of view at
least, were asimple listing of the rights of the airport operator and the obligations of
the airline customer. There were no balanced rights and obligations on either side.

PROF SNAPE: Why didn't the parties then get together and negotiate from that
point?

MR BENNETT: We havetried that and again it has proven intractable. We have

tried to suggest to airport operators that given the government mandated security
requirements at the airport, such as check baggage screening, they specify a certain
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standard of service that has to be met by government regulation. And presumably
the airport operators have in place with their service providers a series of key
performance indicators that need to be met to ensure that those regulated standards
are effected, that it would be simple for the airport operator to be able to assure their
airline customersthat in fact that level of service will be delivered to them. We have
asked for a service level agreement of each of the airport operators to effect that sort
of arrangement and they have all refused to enter into any sort of service level
agreement to ensure that their airline customers receive the guaranteed standards that
presumably are in place under the contracts with the service providers.

PROF SNAPE: In other industriesin which thereisn't aregulator in the
background - you have got two big parties and each puts forward a proposal that the
other thinksisridiculous. Y ou then start to talk down and you knock something out.
Now, isit the existence of the regulator in the background that each party thinks they
can go along and be bailed out, you know, rather than sit down and negotiate like
consenting adults?

MSHARRIS: It'spretty difficult to think of other commercia situationswhereit is
amonopolist doing the negotiating, Normally in most commercial negotiations the
seller knows that if it can’t reach agreement with this particular buyer there are other
buyers out there and, similarly, the buyer knowsthat if it doesn't work out with this
seller there are other sellers out there, and that constrains both parties’ behaviour in
the negotiations.

PROF SNAPE: But there are big parties on both sides, are there not? | mean, each
party in this case is saying that the other party is atype of monopolist, so there are
big parties and there are in fact big parties on both sides - there are in many
industries - but they get together and they negotiate something, so what iswrong in
thisone?

MR WOODBRIDGE: Thesize of the partiesisimportant but also it’s the outside
options which | think is where Anthea was coming from.

PROF SNAPE: The outside options?

MR WOODBRIDGE: Outside options.

PROF SNAPE: Did you mean the regulator in the background?

MR WOODBRIDGE: No. It could be that option they’re thinking about. Clearly

the appeal to aregulator is going to affect the negotiating environment. The question
is, will it affect it in an improved way or will it do it in away that reduces economic

efficiency? Without aregulator you know that commercial negotiations aren't going

to get to the efficient outcome.

PROF SNAPE: Say that again.
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MR WOODBRIDGE: In the case of amonopoly negotiating with a player, it's the
form of the regulation and how the regulator can intervene which affects the
negotiating environment.

PROF SNAPE: What about if you have got a bilateral monopoly? If you've got
monopoly power on both sides?

MR BENNETT: Youdon't have monopoly power on both sides, in thisinstance.
MR ......... What if?

MR WOODBRIDGE: It'sagood question about the "what if". | think the way
some people think about it, and | think there are some models that support it, that if
you have a monopsony buyer against a monopoly buyer - is that the circumstance
you're thinking of ? - you will push towards the efficient price. It does not mean you
will get there. There are other models to suggest you will just get what is called
double marginalisation, one monopoly price on top of another, and you get an
incredibly bad outcome. The question is: isthat the situation here? In an
unregulated environment, | doubt it. Certainly you've got a number of parties on the
arlineside.

PROF SNAPE: Asyou were pointing out before, there are degrees of monopoly
that are associated with the airport, and packages will be negotiated, so it's not just a
matter of negotiating, say, for landing, full stop. It can be negotiating on awhole
package of things, some of which have got substitutions, so that in fact affects the
nature of the negotiations which would occur.

MR BENNETT: The nature of the negotiations aren’t necessarily for a package.
The aeronautical charges are often presented as a package.

PROF SNAPE: They can be as a package is what I’'m saying.
MR BENNETT: They could be, but they’re certainly not at the moment.

PROF SNAPE: You could even tiein things like heavy maintenance into that
package, for example.

MR BENNETT: You could, but at the moment they’re unbundled.

PROF SNAPE: Yes, but | mean in afreely-negotiating system, then each party
would presumably try to be finding packages of things which would in fact improve
their negotiations, and eventually you'd get packages which would result in an
agreement. That's what happens in other industries.

MR WOODBRIDGE: Might be an agreement - - -
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MR BENNETT: How efficient would it be?
MR WOODBRIDGE: Whether it’s the efficient one is the question.

PROF SNAPE: Wethen cometo would it be more efficient than something else?
Perfection is not going to be possible.

MR BENNETT: No, that’s right.

DR BYRON: | wasjust going to confess that I'm still having trouble with the
notion of the problems with Kingsford Smith baggage handling as an example of the
abuse of market power.

PROF SNAPE: That's because they lost our sign the other day. It wasthe airline
that lost it actually, cometo think of it.

MR BENNETT: | wasusing that as ademonstration of the lack of incentive of a
monopoly service provider to provide atotally efficient service in a cost-effective
way to its customers.

DR BYRON: | would have thought, particularly at the moment with the prospect of
privatisation, they would be doing everything they could to get every possible
wrinkle out of the system beforeit’s sold. | would expect so.

MR BENNETT: Youwould think so, but the problems with the baggage handling
system and the problems with the aerobridges still persist.

DR BYRON: Can | change the subject back to half an hour ago when we were
talking about the starting point prices for the CPI-X regulation. You've said that they
were the FAC prices that were singletill but not totally network, that they were
adapted for the Phase Is. Do we have any evidence that the prices that the FAC set,
even after modification, were the efficient prices, that they were prices that would
have enabled those airports to be sustainable in the long-term?

MR BENNETT: | think to the extent that the ACCC approved them, that they
thought they were sustainable.

DR BYRON: Weéll, they thought that they were based on unit costs?

MR BENNETT: | presume so. | haven't actually read that decision going back to
97. | wasn't around.

DR BYRON: | thought it relied on the unit cost directive.

MR BENNETT: Yes.
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MSHARRIS: | think for the airports that have been sold, given that bidders knew
what the price path was going to be going forward, at least for the next five years, we
wouldn't have seen the sale prices that we saw if certainly bidders had thought that
those prices were insufficient. To the extent that they were, and that came off sale
prices, that has already been taken into account and the sale price was the adjusting
factor.

DR BYRON: Butif the bidders were actually paying the present value of a
capitalised stream of expected future rents, if they had been told that, "There are no
rentsin the future. Y ou will not get more than 8 per cent per year no matter what
you do," | imagine that the prices that they would have bid would have been
substantially less than what they did actually bid.

MSHARRIS: They bid with alot of uncertainty, and uncertainty certainly costs.
They knew a price path for five years, they didn’t know what was going on after that.
Uncertainty has got a cost on the bid price and yet we still got excellent sale prices.

DR BYRON: The argument isthat the premium was actually the capitalisation of
the expected future rents. So does it then make sense to turn around and say, "Thank
you very much for having paid alump sum for all those expected future rents. We're
now going to take them all away from you as well."

MR BENNETT: The problemisthat we aren't privy to the representations that
were made by the Government to the bidders of the privatised airports, so we can't
assess, one way or the other, the extent to which they were led to believe that those
rents might have been there. We have no basis, in fact, of knowing what
representations were made to them. We would have expected that the sale prices that
were achieved would have adequately reflected the arrangements that were publicly
available, the conditions that were publicly available.

DR BYRON: Have you seen any of the charts that are in some of the submissions
that we've received and, | think it's publicly available information, the reports from
the ACCC in terms of the commercial performance of the airlines? It seemsto me
that the tables suggest that many of them - - -

MR BENNETT: Airlinesor airports?

DR BYRON: Many of the airports are not terribly profitable at the moment. That,
to me, doesn't jell very well with the notion that these are organisations that not only
have enormous market power, but are out there actively using it aready. They're
either very incompetent or very silly monopolistsif they have all that power and yet
they're still generating losses.

MR BENNETT: Butthey'reoperating in aregulated environment at the moment.
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PROF SNAPE: Only on their aeronautical charges.

MR BENNETT: Yes, and with existing contractsin place for alarge number of
other non-aeronautical services. In cases where those contracts for non-aeronautical
services have been revised you have tended to find that the increases in the charges
that they are seeking to impose have been very substantial. If you take account of
staff carparking charges at Sydney Airport for instance, the net result of the
consultations that took place with SACL in that regard was something in the order of
a 300 per cent increase in the amount that the airlines are paying for staff carparking
spaces.

DR BYRON: That soundslike alot, but | would also need to know what the
starting point was.

MR BENNETT: The starting point was low, but - no, sorry, it wasn't very low, it
was reasonable. It was considerably lower than it isnow. The stream of revenue
that the airlines now have to pay for staff carparking is quite significant.

PROF SNAPE: That land, presumably, has high opportunity costs.

MR BENNETT: It hasthe same opportunity costs as - the opportunity cost isn't
any different now to what it was three years ago when the prices were - - -

PROF SNAPE: But I'm saying that simply to say it has gone up doesn’'t mean that
that’s an inefficient charge from an economic efficiency point of view. | mean, the
land has opportunity costs, and if they’re not earning as an airport on it what they
could using it for other alternative purposes, it’s not an efficient pricing system. |
mean, that just saysit has gone up. It doesn't really tell usthat they're exercising
monopoly power in an inefficient manner. 1t may be that they’re simply moving
towards a more efficient charging system for that land.

Could | pursue that sort of thing alittle bit more, in that on page 11 you say
that the - you point out that the aeronautical chargeisavery small proportion of the
total air services. Of fares, for example, we've heard of figures of, say, 3 or
4 per cent or something like that, and it seems to be fairly common, of that order,
which means that they could be put up, as you point out, very significantly without
having much effect. That means they could be put up very significantly without
affecting efficiency.

MR WOODBRIDGE: That'sright.
PROF SNAPE: So hereit’s simply without any adverse effect upon the community
asawhole, that it would ssimply be dollars going to the airports instead of to the

airlines.

MR WOODBRIDGE: That'sright. It'san empirical issue about what that demand
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is, but clearly it's afunction of a proportion of the total cost of air travel. There'sa
few issues to be thrown into that. 3 or 4 per cent might be atouch low. You look at
both ends of an air ticket. Y ou've got two airports. You've also got to add in any
charges that an airport would levy on arefuelling company fuelling an airline, a
ground handling company doing ground handling, a catering company seeking
accessto the aircraft. They're al part of the costs of travel, of an airline travelling
from A to B and hence they're al part of it. So yes, you would probably find that
you need to push the price up afair bit, and it would be interesting to do the exercise
on what proportion of costs of travel between A and B really go to the airport - both
airports, | would have said. So you might be up to 5, 6, 10 - who knows?

| suppose the other thing is though, | imagine you get some price response as
air tickets go up. Some people won't travel that otherwise would have.
Unconstrained, my expectation would be that the price would go up quite
significantly until it did discourage travel. That's what a monopolist will do, keep
moving it until it does discourage travel. The fact that you're at a point where the
demand curve is kind of elastic tends to suggest that the price (1) would probably go
up by alot and (2) to get to a monopoly price the deadweight loss would be
enormous, because the deadweight loss is a function of two things, the decrease in
quantity and the difference between the price and the cost. So you have got two
things there.

PROF SNAPE: Between the price and?
MR WOODBRIDGE: The cost, the marginal cost.

DR BYRON: That'swhat the textbooks tell us, Graeme, but I’'m looking around for
an example anywhere in the world where | see something like that - you know,
where you've got an airport like Kingsford Smith that has one visit aweek from
Saudi Air or the Sultan of Brunei, because they’re the only two people who can
afford to pay the landing fees. We just don't see that sort of example of astronomical
prices and very, very low usage. What we do seeisin fact anumber of airports, both
here and overseas, that are trying to increase the volume of traffic, and that their
profit increase comes not from increasing prices, but from exploiting the declining
unit costs as the traffic expands. | mean, al the textbookstell us that the monopolist
will exercise his market power by putting up prices ad infinitum, but that just doesn’t
seem to meto jell very well with what we observe in practice.

MR WOODBRIDGE: | suppose what we observein practice - | haven't had a
decent look at all the airports. It's a question of under what conditions are they
operating? What istheir regulatory framework? That’s the question. The
counterfactual that one would like to see, if one could see it, would be one operating
in an unregulated environment with no threat of intervention. | suppose that is what
you would like - - -

DR BYRON: We have a shortage of examples of that sort of thing.
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MR WOODBRIDGE: That'sright, that's the issue.

PROF SNAPE: And we have been told that even those that appear that way are not
really so, because there is athreat of reregulation.

MR WOODBRIDGE: Yes, that's probably always the case when you've got a
government who can change laws.

PROF SNAPE: But | think that when you measured your efficiency costs just
before, you did run into alittle bit of a problem with the declining cost industry, if it
isadeclining cost industry, and it was not so much about marginal costs, you have
an investment problem, don't you, a long-term/short-term problem?

MR WOODBRIDGE: If price doesn’t cover your average costs, that's right.

PROF SNAPE: Yes, where you were measuring your efficiency cost then in terms
of marginal cost that was not necessarily so.

MR BENNETT: If you're searching around for examples of inefficienciesin an
unregulated environment and the exercise of monopoly power, if you like, or at |east
the exercise of pig-headedness, then you perhaps go back to the case of Cairns
Airport. Asl understand it, in the early 90s there was afair expansion of the
terminal capacity at Cairns Airport and I’'m advised that that expansion of terminal
capacity at Cairns Airport was directly against the advice and the better judgment of
the airlines who were operating to Cairns at that point in time.

Nonetheless, Cairns Airport went ahead and undertook the investment that the
airlines told them was not necessary and would be uneconomic. Sure enough now
we have the situation at Cairns Airport where we have very high passenger charges
for terminal facilities and atwo-terminal operation which can't fill one terminal.
That’s perhaps one exampl e of inefficiencies that occur in an unconstrained
environment. There was no regulation to take account of what the customer support
was for that particular investment option. It went ahead, and it has proven to be a
financia millstone for that particular airport.

DR BYRON: But then again they might have been caught out by the Asian
financial crisis.

MR BENNETT: No. That was certainly afactor, but they were having difficulties
before the Asian financia crisis.

DR BYRON: If, on the other hand, traffic into that airport had grown at 10 per cent

or something each year for the last five years, the airlines might now be screaming
for more capacity additions and criticising having to - - -
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MR BENNETT: Theairlinestold them that that growth would not occur, that it
wasn't going to go ahead, that they shouldn’t make the investment, and yet it did go
ahead.

DR BYRON: That raisesavery good question of who has the information to
advise on whether capacity-adding investments ought to go ahead. | would have
thought that airlines probably know a great deal more about the potential traffic from
Singapore or KL to Cairns than people in Cairnsdo. But | may be wrong on that.

MR BENNETT: Sorry. | didn’'t say yes, you're wrong; yes, you'reright. But the
investment went ahead and it's now a serious problem for Cairns Airport.

DR BYRON: If they made the decision, presumably they wear the cost, and that's
what’s called private enterprise.

MR BENNETT: It wasaserious example of gold plating and what Adelaide
Airport referred to this morning perhaps as state pride.

PROF SNAPE: We've covered most of the points that we had to ask. I'll just
check through for amoment, if | may. You mention on page 3, "The incentive and
scope for airports to frustrate off-airport competition in downstream operations such
as carparking”. To what extent does this occur? Do you have examples of this?

MR BENNETT: Theexamplethat I'm aware of has been valet parking at Sydney
Airport. Thisisn'tin the context of international operations; it's in the context of
domestic operations. The airport operator apparently has placed all sorts of
conditions, as we understand it, on airline operators there in order to, seemingly,
allow better promotion of their own airport-operated valet parking arrangement.

| think that was one particular example that existed.

PROF SNAPE: What do the airlines charge for their valet parking at Sydney?

MR BENNETT: [ dontknow. I can't afford it.

PROF SNAPE: Isit moreor lessthan the airport charges?

MR BENNETT: Theairport charges, as| understand it, are $10 over and above the
daily rate, which is 34-odd dollars plus $10, which is $44. 1 think that’s roughly what
the airlines charge, too.

PROF SNAPE: The airlines then charge the same amount?

MR BENNETT: No, the airport then charges the same amount. The airlines were
therefirst.

PROF SNAPE: My point then isthat when there was no airport valet parking, the
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airlines were charging a rate which the airport then matched.

MR BENNETT: Asl understand it, yes.

PROF SNAPE: Doesthat mean that the airport is charging a monopoly price?
MR BENNETT: No.

PROF SNAPE: When it matched your price?

MR BENNETT: It'snot aquestion of monopoly pricing. It's aquestion of
imposing constraints on the capacity of the original operators of valet parking, being
the airlines, to expand that operation and improve that operation.

PROF SNAPE: Yes. | waschanging the direction slightly. It has been suggested,

| think, that in parking it’s more than locational rent, that there is a monopoly rent. In
this case it would seem, for the valet parking, you set a price which the airport then
matched, which would seem that if there was monopoly pricing going on it was the
airlines that were doing the monopoly pricing, which then the airport matched.

MR BENNETT: It'shardly amonopoly price. They are charging for a service,
being valet parking, which was more than the carpark was charging. People had a
choice of either putting their car themselvesin the carpark or letting someone else
put the car under cover at the valet parking areaat the airline.

PROF SNAPE: They're charging the same anyway.

MR BENNETT: The point of the statement was the exercise of power in trying to
restrict the ability of the airlines to operate their valet parking.

PROF SNAPE: Their ability in what manner?

MR BENNETT: To expand and impose greater conditions on the operation of that
service.

PROF SNAPE: Presumably the expansion was on to land which had an
opportunity cost.

MR BENNETT: It'sat the domestic terminal facility, so | guessit’'sland that's
aready leased by the airlines. I'm in foreign waters here because it's domestic
services and were international. | only get the periphery of those sorts of
commercial arguments.

DR BYRON: You may not have heard, but | was asking this morning whether

there’'s asize factor in terms of the market power that airports possess because the
fundamental question that we're looking at is whether airports should be regul ated
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and, if so, which services at which airports and whether all airports, from the very
large to the very small, have similar degrees of market power or whether thereisa
line or anumber of lines that can be drawn to separate, say, the phase 1 airports from
the phase 2 airports, or that the international gateways need to be regulated but
Kalgoorlie, Launceston and Broome International don't. | don't know. Maybe
Broome International needs to be regulated more than Kingsford Smith. | have no
idea. | was just wondering if you have any thoughts on if there are differences of
degree and the need for regulation.

MR BENNETT: It would probably be true to say that there are differences of
degree in terms of market power, depending upon size, but from the point of view of
our members, if there’s any line drawn then the highest that it gets drawn is under the
seven airports that we deal with.

DR BYRON: Hobartisnot one of them, isit?
MR BENNETT: No.

DR BYRON: Darwin, Adelaide and Cairns have enough market power to require
regulation - all of the seven?

MR BENNETT: Yes, dl of the seven. It was interesting that you commented this
morning that the meal charge at Adelaide Airport for international passengers makes
Adelaide one of the most expensive airportsin Australia. So thereisacertain
amount of market power there.

PROF SNAPE: In our three draft reports which were released last week we did
discuss monitoring as a halfway house between no regulation and declaration, or as a
halfway house down from declaration to no regulation. That was, as| say, only
released last week. But if you have thoughts as to how that would stand in your
assessment of aform of semi-regulation or whatever you might call it, whether that
in fact would satisfy your members, then we'd be interested in any reaction which
you'd haveto it.

MR BENNETT: We haven't had sufficient time yet to go through and digest those
reports in detail, but we certainly will and we'll make comments on the proposal s that
appear in those reports as they have relevance to thisinquiry into the airports.

PROF SNAPE: That point was in the PSA and the Part I11A reports and the
telecoms report which, along with the I1IA we've spoken about - trying to get
convergence within the industry-specific, that they should converge on the principles
of the generic scheme in terms of access, et cetera. But in the telecoms we specify
why, in an industry-specific regime, it would still be required for the time being for
that - in our view - and we state the criteria. Thisiswhy | was teasing out

Dr Woodbridge earlier about the I11A and the criteriathere. Y ou might give
consideration as to whether you think that there are specia conditions for airports
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which would warrant the continuation of industry-specific regulation as against the
generic regulation or the generic potential regulation of Part 111A and section 46.

MR BENNETT: Weforeshadowed that we'd be making further submissions to the
inquiry as time progressed and after the public hearings. Certainly one of those dot
points that we highlighted as being the subject of further submission would be the
form of price regulation and the basis upon which that price regulation should be
developed. Certainly that submission will cover those sorts of thoughts.

PROF SNAPE: If you could address that, it would be helpful, not just for this
inquiry as a matter of fact but for the other ones aswell. Thank you very much for
your help in this and for your submission, and for your discussion and being very
patient with some fairly aggressive questioning at times.

MR BENNETT: Thank you for the opportunity.

PROF SNAPE: Thank you very much for that. We will resume with the MTAA
Industry Superannuation Fund and after that we will have Qantas. Thank you very
much.
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PROF SNAPE: We now resume the hearings. We have the Motor Trades
Association of Australia Superannuation Fund Pty Ltd, and we thank you for your
very thorough submission, which | must say took me a very long timeto read.

DR CHESSELL: Isthat agood sign or abad sign?

PROF SNAPE: Weéll, there were moments, but thank you for such a thorough
analysis; it was very good of you. We would now invite you each to introduce
yourselves separately for the benefit of the transcribers, and then I’'m not sure which
of you is going to speak, or perhaps both, but over to you.

DR ABRAHAM: I'm Darryn Abraham, Senior Economist at Access Economics.

DR CHESSELL: David Chessdl, Director, Access Economics. Thank you,
Chairman. We're here today as the asset consultant and the investment adviser to the
Motor Trades Association of Australia Industry Superannuation Fund. Access
Economics has performed that role for the fund for about the last five years. The
fund isamiddle-sized industry superannuation fund. It has approximately a quarter
of amillion members and it has assets of about $1.2 billion. Quick arithmetic would
suggest that the average balance of atypical member isrelatively small, but
aggregated across such alarge number of workers who are represented right across
the retail motor trades of Australia- when those small balances are aggregated they
become a major force in the investment arena.

The fund is asignificant investor in infrastructure, including in airports, both
directly as an investor in the Brisbane Airport and the Adelaide Airport, and
indirectly asthe holder of unitsin pooled trusts that are run by large fund managers.
The MTAA fund isnot alonein thisrespect. There are number of superannuation
funds that are investorsin airports and it’s partly areflection of the fact that
superannuation funds are able to take along-term view, which isthe view that is
required for an infrastructure investor.

The basic proposition of our long submission isthat it's inherently difficult to
devise aregulatory approach to airport pricing that delivers efficient and equitable
outcomes, and it follows from this that the balance of risks suggests that a reliance on
generic Trade Practices Authority-type oversight will result in better economic
outcomes than the current regulatory regime. There are a number of factors that
support our argument and let me just briefly mention those and then we'd be happy to
answer questions.

| should say that I'm accompanied here today by Dr Darryn Abraham, who has
been the primary author of this report. The report also benefits from input from
Graham Matthews, who works on the investment side and has a thorough
understanding of the two airports that are mentioned in particular - Adelaide and
Brisbane - and also input from Stephen Corcoran, whose expertise is probably most
actively displayed in section 3 where there’'s a discussion of the airline industry in
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general.

The reasons that we advance in the submission for arguing in favour of what
we come out at, which is alight-handed form of regulation rather than the current
what we could describe as a hybrid-type form of regulation - there are lots of
dimensions to them. First of all, the airports don't operate in avacuum in the
marketplace. They depend on the airlines, the airlines depend on the airports; both
are very big players, both have alot of economic power. Anyone who said that there
was no countervailing power at all on the part of the airlines would, | think, be
somebody who hasn't had a direct involvement with the industry. Secondly - - -

PROF SNAPE: We have had afew people say that.

DR CHESSELL: | would beinterested to debate that issue. Our second point is
that airports operate in agrowing but avery rapidly changing market. The price
regulation isinherently difficult to apply in that kind of a situation and it’s our
contention that if it's continued it’s likely to lead to underinvestment in aeronautical
services that will result in costs, real economic costs, in the form of congestion and
delay.

Also regulators need detailed information about airports, which it'sintrinsically
difficult to obtain, in order to make the CPI-X regulation actually work efficiently.
It'satheoretical construct. We believeit's better than the heavy-handed direct
regulation approach that's adopted in the US, but in a dynamic industry like the
airline industry we believe it's misplaced and will inevitably involve its own costs.
The efficiency costs of regulation - can be quite large relative to any potential abuse
of monopoly power by the airports. In asituation such as we havein Australia today
where there is no strong case that the regulated firm - in this case, the airport - is
earning supernormal profits or it has padded its costs or that it's building airports that
are Tg) Mahals or approaching them - so it’s our contention that none of those
conditions exist in the Australian airport environment.

One of the problems that we face is that the CPI-X regime was introduced
partly as a means of facilitating the smooth privatisation of the airports from a
political point of view and to achieve atransition. It certainly resulted in an
underrecovery of aeronautical services costs and it forced the government to combine
akind of alight-handed CPI-X approach to aeronautical prices but with a
heavy-handed regulatory approach to new capital spending, and we believe that the
commission itself has recognised this as recently as 1999, and | quote from that 1999
report which says.

A price cap can compound an inefficient aeronautical charging structure -
in the form of underpricing - that existed prior to the implementation of
the price cap.

PROF SNAPE: The International Air Services report.
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DR CHESSELL: Wedemonstrate in the submission that airport profitability in
Australiaislow. The ACCC has made statements about airport profitability, saying
that the apparent lack of profitability is disguised by interest payments. We've
adjusted for those, and on page 49 of our report we show that for both 1998-99 and
1999-2000 across Brisbane, Melbourne, Perth and Adelaide, there was only one
airport in those two years that made a positive profit, positive return to equity, and it
was avery minor amount for Melbourne in 1999-2000 of 2 and a half million dollars.
So that it seems indisputable to us that the situation at the moment is a situation
where airport profitability islow and therefore it’s not a situation that calls for
regulation to kerb the abuse of monopoly power.

The current CPI-X aso fails to take account of all the appropriate influences
that it would need to in setting the various X factors. The price regulation of
incremental investment leads to airports having to risk making mistakesin
forecasting passenger numbers; it certainly tends to make airports risk averse when
they’re considering this.

In chapter 3 of our submission we consider the equity issue. The airport landing
charges tend to fall proportionately across fare types. Certainly increases in costs to
passengers that might arise from an increase in aeronautical charges are more likely
to be paid by higher fare paying passengers than lower fare paying passengers.

Of course, finally, aeronautical charges are avery small fraction of the cost of
air travel today - something in the order of 1 per cent to 3 per cent of fares- and it
would seem to us that the risks inherent in moving to our preferred model of
light-handed regulation are extremely low.

We'd be happy to address any questions that you had.
PROF SNAPE: Do you wish to add anything, Dr Abraham?
DR ABRAHAM: No, I'll take questions as they come.

PROF SNAPE: | suppose in reading this the thing that struck a number of us was,
here is a superannuation fund with large investments in two airports, and so
essentially speaking for the airports, advocating what appeared to usto be asingle
till, whereas what we've got in fact in general - and I'll try to get thisright for those
who have been here yesterday as well astoday and know that when | say "airports’ |
usually mean "airlines' and vice versa, but I'll try to get this oneright thistime - the
airports advocating the dual till and the airlines advocating asingletill, and that’s not
just in Australiathat that occurs. Y et you appear at first blush to be breaking ranks
here and in fact are advocating asingle till. Now, perhaps you would like to
elaborate that - and | understand that what I'm saying is asimplistic version of what
you are saying, so perhaps you could enunciate the sophisticated version.
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DR CHESSELL: [I'll enunciate the ssmple answer and Darryn might enunciate the
more sophisticated answer. | think the simple answer is that theoretically there's a
case to be made - if there’s going to be regulation - there’s a case to be made for a
single till approach. It's difficult enough meeting the informational requirements for
appropriately setting the CPI-X regime when you're looking at all the fixed costs, but
when you've got another dimension of having to decide which component of fixed
costs or services are going to contribute to fixed costs and which component is not,
that just adds another layer of complexity and introduces a distortion which we
believe has existed through the life of the regulations to date in airports decisions
relating to investment in the regulated area versus the unregulated area.

| think the answer to the conundrum that you've posed is that we are not
advocating regulation, so therefore we are not advocating asingletill. We're
advocating a very light-handed form of oversight and because the current
non-regul ated aspects of the airports operations clearly are subject to considerable
competitive pressures and therefore it would be inappropriate to include those within
the regulations, that in a sense is an argument for going to what our first best policy
solution is.

DR ABRAHAM: Thank you for the short answer, David. The longer answer is, as
David says, we first of al advocate less oversight rather than more, so less direct
price control in the form of a price cap or any other restraint on pricing. To the
extent that that might be continued, we would argue that it should be a broad-based
control and that there shouldn’t be the artificial divide between aeronautical and
non-aeronautical and so forth.

PROF SNAPE: That is, to the extent that the current type of control continues,
there should not be the division.

DR ABRAHAM: Yes.
PROF SNAPE: Soit should beasingletill.

DR ABRAHAM: There are various reasons why trying to, as David has aready
said, control one small part, or relatively small part, of revenuesislikely to lead to
more distortion than a broader based control over the whole of revenues and the
whole of the operations. That’s not to say that you'd be giving the airports any
greater flexibility to set aeronautical charges than they have now, because clearly
they would be still constrained on the non-aeronautical side by competitive
pressures, but you would get a more holistic approach to their pricing. That way you
get efficiency gains through that process, while still monitoring their overall
profitability.

PROF SNAPE: Theway that asingletill isoften perceived by the airline

advocates of singletill isto say that there are all these associated activities, such as
retailing and parking at airports and so on, and that in fact they're profitable activities
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for airports, and that the profits that are being made or the revenue that’s being
earned on those, that those activities should be used in fact to cross-subsidise or to
keep low the aeronautical charges. That's the sort of argument that you get.
Sometimesit goes into a distributional argument and, "We're bringing the passengers
in and so we should get some benefit from the other,” but that’s probably a separable
argument.

Y our argument, as | understand it, is alittle bit the other way around. Asl
understand it, what you're saying is that retailing and parking at an airport, et cetera,
is contestable, and that these are activitiesin which you're not going to get avery
substantial return or a greater than normal profit, taking into account locational
advantages because they’re contestable, so you're not going to get pure economic rent
above the locational rent from these activities because of the contestability of it. So
you have a competitive pressure that is constraining those and so to cover the costs
generally you should be Ramsey pricing on whether price elasticities are low, and
that is aeronautical .

You in fact see the cross-subsidisation - if one callsit that - going the other
way. You arein fact going to get extra revenue on the aeronautical, and that would
be efficient because of the low elasticities and so it’s not going to be highly distortive
to raise the prices there, and on doing that it will cover the fixed costs on the whole
enterprise, so in a sense the flow of excess revenue or quasi rent - call it what you
will - isthe other way to the way that it's normally pictured. That waswhat | saw
was the sophisticated version of it, or at |east as sophisticated as | could get on it.

DR ABRAHAM: It'scertainly close to the mark. What we seeisthat the level of
aeronautical revenues has been held artificially low. It's a by-product of the FAC
pricing policies ahead of privatisation. Privatisation by itself should have undone
some of the efficiency consequences of that, in the sense that aeronautical assets
would have been priced down so that returns on those assets came back to
commercial levels. But the long-term effect is still that while those charges are
artificialy low there's less incentive to invest in aeronautical facilities, and that leads
to distortions that we're worried about.

One way to address that is to alow revenues to be balanced across al sources
and, whileit’s certainly true that there’s scope for a margin above what we might call
ordinary competitive pricing in the non-aeronautical side because of the tied nature
of retall and parking and the like to the airport itself, it would be more efficient to
raise the whole of the costs of the airport in a greater proportion from the
aeronautical side where, as you say, the elasticities are lower and the distortions
would be smaller.

It's not clear to me from the information we have available that that would
necessarily happen. There are interactions between the costs of supply and
interactions particularly between the demands for the various services, which means
that the pattern of cost recovery, the pattern of revenue contributions to fixed costs, is
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never going to be obvious. What we're saying, first and foremost, is because it's not
obvious, there’'s no way that aregulator should presume to decide which way the

bal ance should go, and certainly not to preserve the existing what we see as
imbalance between aeronautical and non-aeronautical revenues. There should be
more scope for the airports to decide where it's appropriate to raise their revenues
and the regulator should perhaps stand aside and step in only where it’s clear that
revenues have more than exceeded the costs of the whole of the operation - that is, to
step in only where there’'s been a demonstrated abuse of monopoly power.

PROF SNAPE: You would apply this argument to both what have been artificia
and partly artificial distinctions between congested airports and uncongested
airports?

DR ABRAHAM: No, not entirely. We do not address the issue of congestion in
the submission. It would be nice if we'd had the time to talk about Sydney
particularly. | probably agree with Professor Forsyth’'s assessment there - that they
do need to be treated differently; certainly Sydney needs to be treated differently. In
the uncongested airports, | think the biggest danger is that the congestion will appear
where it need not, because at the present we have a situation in which thereisless
incentive to invest in aeronautical facilities and it’s that which is going to lead to
inefficiencies in the long run, not so much the dangers of under or overpricing
necessarily. What is needed is ameans for the airports to fund and have adequate
incentives to invest in aeronautical facilities.

PROF SNAPE: Theargument isalittle bit different from some of the other
arguments that have been put forward and | would draw the attention of other
participants to this. They may wish in their submissions to comment upon this,
because it isanewer or dightly different perspective on the problem.

DR CHESSELL: | think your summary of the sophisticated argument, Chairman,
possibly adds elements that are not in our submission. Our submission is certainly
not advancing the singletill asthe preferred outcome. Our preferred outcomeis
quite clear, which isavery minimal form of regulation. Some of the elements of the
argument that you put are in our submission, but you have I think - - -

PROF SNAPE: Embellished it.
DR CHESSELL: Yes

PROF SNAPE: | wastrying to draw out for my own understanding the
implications of this and perhaps | drew out more than should have been drawn.

DR CHESSELL: | think in the submission we do acknowledge that with the
non-aeronautical services the airports do have some market power in relation to those
services which, other things being equal, would tend to undermine the force of that
argument.
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PROF SNAPE: You've been referring to an oversight, or a pretty light-handed
oversight perhaps. 1've been mentioning to other participants - people are getting
sick of hearing this - the three draft reports which we released last week, in which the
Part I111A and the PSA draft reports there was raised the possibility of monitoring asa
step between no regulation and declaration for access, or as a step back from
declaration. If in asubsequent submission you might like to consider that, asto
whether that islining up with your proposal or not, that would be helpful.

DR ABRAHAM: | think it’s certainly consistent. I've only looked at the telecoms
report of those three at this stage.

PROF SNAPE: That's not abad oneto start.

DR BYRON: Just following on from that point, with the aero or non-aero charges,
in a hypothetical deregulated market, do you think there would be pressures for

aero charges to be significantly higher than they are now? I'm wondering if you're
familiar with the writings of Starkiein the UK who seems to be suggesting that even
an unregulated airport operator would have an incentive to reduce his aero charges
purely out of commercial profit maximising. Isthat what you're getting at on

page 357?

DR ABRAHAM: It'scertainly the point | was alluding to earlier, about not being
able to predict the pattern of prices. Can | just ask which version of our submission
you have.

PROF SNAPE: It'sjust above section 3.3.

DR ABRAHAM: Thepoint | was getting at, | guess, isthat it's not clear, because
of the strong complementarity between aero and non-aero demands, that you
wouldn’t see incentives to not so much cross-subsidise but perhaps reduce the
contributions of aero chargesto total revenues, precisely for the reasons you suggest
- that you get flowthroughs through the airport and that in itself isintrinsically
valuable and consequently generate more demand. Thisisthe paragraph, "The fixed
nature of most airports’ costs":

The profitability of airports, in practice, derives more from realised
passenger flow than direct landing charges.

| think that’s right. We've also argued that passenger flows aren't necessarily
directly related to landing charges either. One of the important featuresis that the
airports are essentialy at the mercy of international trends and changes in tastes and
incomes and the like which drive passenger flows through airports as much as
anything else. They have very little control over demand through their airports,
solely on the basis of changing their prices.
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DR BYRON: And the spending patterns of those passengers passing through also
vary, depending on whether they’re leisure market, business travel, et cetera.

DR ABRAHAM: That'sright, but that's an aspect which you can capitalise on by
providing the appropriate facilities, putting the retail areas appropriately in relation to
the departure lounges and the like. So it’s that sense of rearranging the facilities,
investing and designing appropriately that influences their profitability, as much as
the flow through. Certainly | would agree that it’s not clear that the airports would
necessarily have to raise aeronautical charges, athough you would expect that they
would at least go to cost recovery. That is, you would see something closer to the
long-term marginal costs of aeronautical services being recovered and, to the extent
that they have fixed costs over that, perhaps the smaller margin being contributed on
that point because of the complementarity.

DR BYRON: And on page 16, if we've got the same volume, the one-off increase
in section 5.2.1.

DR ABRAHAM: Yes.
PROF SNAPE: It's 58 on the other version.
DR ABRAHAM: | think the section numbers would stay the same - 5.2.1.

DR BYRON: Yes, "To ensure cost recovery for aero services, a one-off increase
may be required and this may create pure profit." If the airports’ expectations were
for aero prices to ultimately cover costs, | guess what we're looking at is how much
of this anticipation was built into the purchase price. It's purely conjecture for usto -
you know, what was going through the minds of the bidders at the time and what
expectations they had. Do you think this pure profit may have already been captured
in the bid price?

DR CHESSELL: It'sdifficult for usto provide any direct insight into that. While
the MTAA Fund is an investor in both these airports, in fact it did not participate in
the bid in either case. It became an investor subsequent to the privatisation, so I’'m
not sure we can be of any direct assistance.

DR BYRON: Your conjectureislike our conjecture.

DR ABRAHAM: | guessthe only comment | would make is that the section you're
referring to isin the context of how price controls might be adjusted if they were to
continue, the idea being to undo or to redress the imbal ance between aero and
non-aeronautical charges. Some assessment would be made. A one-off increase, as
we say, would be one approach to that. Y ou would have to presume that the airport
owners factored in areview of the price controls five years after their |eases were
issued which would be generous enough to basically the reverse the imbal ances that
were built in at the time of privatisation. | think that would probably be overly
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optimistic on their part, but that’s probably presuming the results of the inquiry.
DR BYRON: That might well have been their implication.
DR ABRAHAM: Yes.

PROF SNAPE: On the following page you speak about the light-handed
regulation. You say that, "The ACCC would still periodically have to pass judgment
on the overall profitability of airports." That isthe last sentence of section 5.2.3.

DR ABRAHAM: | think the ideawould bethat if the price controls were
continued, like al CPI-X controls, at the end of each five or three-year period or
whatever is set, the X hasto be set again. In doing so you almost inevitably have to
assess profitability, and thisisapoint | think, probably, Peter Forsyth madein his
submission. My experience of the controls on Telstrawas that in trying to make
recommendations on the X to apply for subsequent periods of regulation, you
inevitably have to look at past performance and expectations of a future profitability.

In the case of Telstrait was easier because there was a clear case of slack or
supernormal profits still existing in that case. Here, as we've argued, the caseis
much harder because you're basically dealing with airports which are on aknife edge
of profitability. Settingthe X iscrucial to profitability in the following years and, if
the price controls were to continue, X would have to be set very carefully with some
assessment of profitability inevitably being part of that.

PROF SNAPE: So could you inevitably converge to a cost base or rate-of-return
regulation?

DR ABRAHAM: Yes, to somedegree. Youre aimost certainly faced with those
problems at the time of the review. Aswe argue, the price cap can sit anywhere
between a cost base regulation where you just ssmply pass on the revenues that have
existed in the past or you can make a considerable effort to assess what the minimum
cost of production ought to be, and try and drive out excess profits. Inthiscaseit
may actually be that driving out excess profit means that you set a negative X but
you alow some additional scope to increases charges, at least for anarrow cap, to
allow aeronautical costsrecovery. Asweve argued in the case here, clearly the cap
should be broader. There should be abroad basket and in that case it’s |ess obvious
how the X should be set.

DR CHESSELL: Chairman, maybe there are too many sections in the submission
but the advocacy of the light-handed approach is actually in section 5.3.

PROF SNAPE: Yes, I'msorry. | shouldn't have said "light-handed" when |

introduced that. Y ou say on page 53 that the fuel levy charge and the taxi charges
areinefficient. Can you tell uswhy?
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DR ABRAHAM: | don't have alot of experience with the air services industry so |
have to be very careful what | say about this, but on first impression it strikes me that
they are charges which have been brought in precisely because they can be brought
in, rather than because they're useful or necessary; that is, that the regulation has
actually encouraged the airports to seek out means of gathering revenue which is
outside the regulated cap wherever possible. That's ssmply areflection of the extent
to which they’ve been squeezed by the controls but also, | guess, a natural reaction of
any firm with a degree of market power trying to exercise it at whatever margins it
can.

It just strikes me that the taxi charges are not necessarily a very efficient way
of gathering revenues because of the monitoring or processes needed just to keep
track of how many taxis have gone through. It may be that they're quite lucrative,
but perhaps it’s better to charge an extra dollar or two per ticket, rather than put it on
the taxis.

PROF SNAPE: Someairports | guess would argue that getting people into the
airport and out of the airport efficiently isin fact avery major part of their business,
and running an efficient airport. They then invest in facilities to make that happen,
or try to make that happen, with holding areas and some facilities at the holding
areas, refreshments, rooms, and that it is then efficient to put the cost of that onto the
people who are going to be using it, which are the people who are using taxis.

DR ABRAHAM: | guessthe question then becomes: is there still a margin of
return, in the sense that there’s no point putting in facilities to encourage people
through the airport if you then price them to the point where there’'s no net return to
those people. It may be better then to provide the facilities, encourage pass-through
and hide the costs or absorb the costs elsewhere. Also, certainly to the extent that
they tend to be fixed investments, it’s possibly better not to try and charge a markup
cost to the passengers.

The other point | would make about those is that it’'s not clear whether they're
inefficient or not. One of the weaknesses of the current arrangementsis that it's not
clear that airports have an incentive to introduce efficient new structures of pricing.
Certainly the uncertainty surrounding the inclusion of those chargesinthecapisa
better reflection of the problems than whether those charges are necessarily efficient
themselves.

PROF SNAPE: Soit’snot that they're necessarily inefficient. It'sjust that in view
of the constraints on what charges can be made, they are suspect.

DR ABRAHAM: They are suspect, that’s right. Now, if you had asingle-till
approach it wouldn't matter. They could charge where they liked and hopefully
would choose to charge where it was most efficient to them and most efficient to
their passengers - their customers, in other words.
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DR BYRON: | noticed that - | think it was the International Air Transport
Association in their submission frequently describes airports as inherently low-risk
businesses. Your analysis suggests that might not be so.

DR ABRAHAM: | don't know. I'm not familiar with the quote but it does actually
surprise me.

DR BYRON: It may have appeared in afew other submissions too.

PROF SNAPE: The superannuation fund wouldn’t be investing in high-risk
investment, would it?

DR CHESSELL: If it was being suitably rewarded and it fitted with its investment
strategy, it would consider such an investment. | think one of the things that comes
out of this submission is the experience of Brisbane during the Asian downturn. In
the normal context of growth there’'s an inbuilt bias, as I’'m sure you know, of the
CPI-X arrangementsin favour of the airport. However, in that episode demand fell
away unexpectedly and, of course, then with having negative growth the bias
inherent in the arrangements actually worked against them. It magnified itself in the
profitability results. | suppose that's an experience that we're familiar with of where
thereis considerable risk.

There's aso, in the case of Adelaide, been alot of risk involved in the
redevelopment of the terminal there - the so-called MUIT, the multi-user integrated
terminal. The impact on investors has certainly been different from that which they
expected when they embarked on the enterprise. We certainly don't regard airports
as boring investments.

DR BYRON: | was also thinking about the evidence that we had earlier today that
an airline might, for very good reasons, decide that it hasto unilaterally withdraw a
serviceto a particular airport, and the airport basically just has to wear that.

DR CHESSELL: Theresawholerange of risks. There are market risks, there are
environmental risks, there’'s what we address in here of the regulatory risk, which has
been a significant factor in the case of Adelaide Airport with the MUIT. It affectsa
range of airports considering their new investments. It's an areawhere in the case of
the MTAA we find, when we report on airports, we can write a small book on what
has happened and if we do these reports quarterly there's a huge number of factors
that affect their bottom line.

DR BYRON: | wasjust going to ask you about the way your models and reporting
look at regulatory risk in the case of airports.

DR CHESSELL: | suppose with all these infrastructure investments - and airports

are just one example - the key ingredient in terms of assessing the commercid
attractiveness or otherwise of the investment is the financial model. The financia
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model is generally quite alarge scale, reasonably complex representation of the
business enterprise. Within it are attempted to be represented whatever the

regul atory outcomes are that are considered to be most likely. But the financial
model does provide an apparatus for assessing different outcomes. Thisisin fact
how, | believe, most investors would go about considering it. It's possible to model
different scenarios - depending on different regulatory outcomes - and ultimately it's
amatter of judgment as to what probabilities are attached to these various scenarios
in deciding what - say at this point in time the issue might be: how do you value the
airport? It'sthe same set of issues as when the bids were put together, presumably.

PROF SNAPE: If you back to page 54 - correct me if you've already gone through
this, but | think not - you're pointing out, "Underpricing of upstream servicesin a
vertically integrated firm may have negative consequences for the profitability of
downstream markets." In the case of airports, "Preventing cost recovery of
aeronautical services may have limited the airport operators’ ability to get passenger
flows through other facilities" - terminal, retail and parking, for instance.

DR ABRAHAM: | guessthe case thereis more appropriately applied to a
congested airport, but in the case of an uncongested airport it comes down to the
quality of services provided, the likelihood of perhaps delays, the likelihood of |ost
luggage, the quality and amenities of the lounge facilities and the like, the idea being
that to the extent that those things are valuable to customers, you decrease the
demand for flows through the airport, and consequently the profitability and the like
of the retail and the parking suffers.

PROF SNAPE: Do you have any evidence of this happening at Brisbane or
Adelaide?

DR ABRAHAM: Not to my knowledge. | think we were thinking in general terms
of the likely possible consequences of the underpricing. | guess this somewhat goes
against our argument in the sense that it suggests there might be incentives to invest
in aero facilities other than directly through the returns from landing charges. Again
it comes back to the issue of not being sure exactly how the revenues ought to be
recovered.

PROF SNAPE: If you'rereally wanting to get people through that retail place
then - - -

DR ABRAHAM: Certainly | think it is the case that the airports tend to see
themselves these days more as property development and retail development than
providers of aero services and one really has to ask whether that’s a natural
consequence of the technology and the nature of the business or whether it'sa
by-product of the regulation.

PROF SNAPE: What'’s your judgment on it?
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DR ABRAHAM: | guess, with my limited experience, | would say that perhapsit’s
two-thirds regulation, one-third costs.

DR CHESSELL: | think it also variesfrom airport to airport.
DR ABRAHAM: That’s depending on theinitial quality of facilities and all that.

DR CHESSELL: For example, | think in the case of Canberrathereisadistinct
biasin favour of property development and it has almost been areaction to the
regulations.

PROF SNAPE: Isitareactionto regulation or isit simply what one might expect
to happen in an unregulated market? The fact they're doing it now rather than in the
past was that the FAC didn't ook at themselvesin that way. Maybeit'sa
conseguence of privatisation and what you would expect in a privatised airport.

DR CHESSELL: Maybeit'saquestion of thetiming, so it's something that they
can do; it's free of the regulations and therefore they’ve gone ahead and done it. |
think from our experience with Adelaide and Brisbane there has certainly been
interest in those activities but they haven't been taken to the same level of
advancement asin Canberra. | think that partly reflects the greater frustration, if my
reading is correct, of the Canberra Airport with the regulations than the other two
airports.

Of course, in the case of Adelaide, the primary focus has been on trying to get
the MUIT up and going but it certainly hasn't prevented consideration of other
developments. | suspect there will be some interesting developments in airports over
the next few years as to how they handle that. Anissuefor investorsis. do they
wish to have the additional calls on capital that might be required to actually
undertake some of these developments? Do they want to have the exposure to that or
the change in the composition of their risk exposure that’s involved in altering the
character of the investment or the balance of risk that’s involved?

Maybe some airports are going to handle these problems by actually setting up
separate entities and some subgroups of investors might invest in those entities that
focus on devel oping the property side of the business. Of course we're aso getting
the interesting situation where the airlines themselves are looking at, in effect, their
own leases within the airport, so | suppose - - -

PROF SNAPE: Do you know who they were going to sell them to? Were they
going to sell them back to the airport?

DR CHESSELL: | only know what I've read in the paper but | supposeit all
underlines one of the themesthat | suppose we're trying to underline which is that it
isavery dynamic business and there are alot of changes. If you went back

five years you would have been hard-pressed to have predicted the things that have
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happened today. | suspect trying to set aregime that would apply satisfactorily for
the next five yearsin that environment is abit of an ask of the regulator.

PROF SNAPE: | think I'm about through with my questions. We've been trying to
explore anumber of these things and, as | said, some of the approaches appear alittle
bit different from others and so we would invite comments from others on them.
Thank you very much for avery stimulating paper and for discussion.

DR CHESSELL: Thank you for your time.

DR ABRAHAM: Thank you.

PROF SNAPE: Thank you both. After just amoment or two for changeover we
will then bring the day to a conclusion with Qantas.
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PROF SNAPE: We welcome Qantas, from whom we don't have a submission yet.
Just make sureit didn't get lost in the post or something. | trust we shall be getting a
written submission. Thank you. Any questions we ask are going to be possibly out
of left field, insofar as we haven't had something to read, but we'll see how we go on
that. We would ask the Qantas participants to introduce themsel ves separately, so
their voices are on the tape for the transcribers.

MR OLDMEADOW: lan Oldmeadow, I’'m a consultant to Qantas.
MR PEMBERTON: Chris Pemberton.
MR BYSOUTH: Peter Bysouth, Manager, Aviation Charges.

MR O’'BRYAN: Michael O'Bryan from Minter Ellison lawyers as a consultant to
Qantas.

PROF SNAPE: Thank you very much. Who is going to present it?
MR OLDMEADOW: | shal, Mr Chairman.
PROF SNAPE: Thank you very much.

MR OLDMEADOW: | begin by apologising for not having a submission in at this
point, but there are a number of other inquiries - the Productivity Commission, the
ACCC and there are d'so a number of other issues that are facing the airline industry
at the moment, given the economic circumstances that we find ourselvesin -
however, we will have a submission in very shortly and have participated fully in the
preparation of the BARA submission. I'd like to make some very brief comments.
We have a number of points we'd like to make today, but from the questions that
we've observed since we've been present and our reports on other sessions both today
and earlier, there are anumber of issues that we would certainly like to comment on
and would welcome questions.

Having participated in the BARA submission, we clearly are supporters of that
submission. We, like the rest of the airline industry, are supporters of the singletill.
We were not total supporters of the current regulatory regime - that is, the CPI-X and
the new investment criteria. However, we have seen it operate in practice and while
we would like to see a greater emphasis placed on interdependency in respect to new
investment and while the ACCC went some way in addressing that in the recent
SACL decision, we would have liked it to have gone alot further. We believe, in the
absence of the singletill approach, it is aworkable system and that the parties over
the last few years have gone through the process of working out where the
boundaries lie and that it would hopefully go forward in a more expeditious manner.

We're not advocates of alight-handed approach. Our experience on a
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light-handed approach - certainly our recent experience - has not been avery happy
one. I'd just like to make the point also that, at the end of the day, if thereisalack of
regulation and airports as monopolies are able to exercise their monopoly power, the
ultimate loser in thisis the consumer. The recommendation that the Productivity
Commission ultimately makesisreally about - if thereis any equity issue, the equity
issue in the longer term is between the consumer and the owners of the airport. That
needs to be, in our view, acritical issue. There are anumber of pointswed like to
make in relation to that during your questions, but we think it is an important issue.
If airports are able to, in an unregulated way, jack charges up that impact on the
consumer to allow airport owners to make excess profits, then while the airlines will
feel the pressuresin the short term as those prices are absorbed for a period and
ultimately passed on, and there will be a short-term shock to the airlines; ultimately
the consumer will wear the cost. Mr Chairman, if | could end there, my colleagues
and myself would welcome any questions.

PROF SNAPE: You're probably not surprised I'd like to pick up the last point and
explorethat. Y ou support the BARA position and you support asingle till, which
implicitly | think means that you're looking at the complementarities between the
various things that the airports supply. It would then seem that if the airportsarein
fact very concerned to get people into ther retailing and into their parking spots and
so on, that in fact they won't want to put up their aeronautical charges to the extent
that it's going to have a significantly adverse effect upon consumers. So where does
the cost to consumers come that you were just speaking about?

MR OLDMEADOW: | guessif aeronautical charges were increased it would
depend upon the elasticity of demand as to the impact on the reduction in demand,
but if aeronautical charges go up significantly - we've had arecent example at
Sydney Airport. In the absence of any regulation, the charges would have gone up
from - | think it's 98 million to 210 or 215 million. That was pulled back
significantly by the ACCC - | think it was a 120 or 130 million dollar increase over
98 million -would have ultimately fed its way through to the consumer. Whether it's
through as adirect charge or into the cost base of the airlines, it ultimately will find
its way to the consumer.

PROF SNAPE: It will come perhaps as an extra cost to the consumer and that
would mean that there may be a redistribution of profits or at least a redistribution of
surplus from the consumer to the airports, but that would not be, as you were
describing it, a question on efficiency; it would be a question of distribution solely.

MR OLDMEADOW: Absolutely, Chairman, and I’'m making the point that it isan
issue about the consumer, as you rightly said, and a shift in the surplus from the
consumer. Sure, we get squeezed on the way through to the airport owner, and when
you look at what's happening in the community with the Reserve Bank and the
ACCC'sreview of banking charges, you could say, "Look, they're only a small
charge and they don’t mean anything," but at the end of the day, the consumer wears
that in terms of their surplus and it's atransfer issue. | guess we're saying while it
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may look small in absolute terms on aticket, it is an equity issue between the
consumer, probably us abit and aso the airport owner, so sure, were not saying it’s
an economic efficiency issue, but we are saying it's an important issue publicly from
an equity perspective.

PROF SNAPE: But then, presumably, if the charges increase, those who value the
airport most will in fact purchase it and there may be some substitution among
consumers from those who are getting it a bit cheaper than they might to those who
value it more and so there would be an efficiency question on the demand side of
allocating the demand to those who value it most highly.

MR OLDMEADOW: Therewould certainly be an issue within each market
associated with that, yes. Whereit'stotally inelastic, obviously the consumer will
wear it, those existing consumers; where it’s elastic, there may be some substitution.

DR BYRON: | would guessthere’s afourth group involved in thisaswell as
passengers, airline shareholders and airport shareholders, and that's taxpayers.

MR OLDMEADOW: Correct.

DR BYRON: If Sydney Airport isn't actually recovering its costs, then presumably
there’'s some sort of transfer from taxpayers at large to passengers who actually use
that facility.

MR OLDMEADOW: Wewould argue - and we're happy to provide our
submission, the BARA submission, which would argue that Sydney Airport is not in
aposition where it has not made an effective return over the years. It's made an
effective return and in relation to the new investment which was the other component
of the increase, that when the new investment was contemplated, it was contemplated
in an environment where the airlines, collectively through IATA, were told that the
increase in revenue that arose from retail and volume through MTOW would
generate sufficient income to give them areturn on that investment for the SA2000
project. That was the basis on which we agreed with that proposal going forward.

DR BYRON: But that's a matter now before the courts.

MR OLDMEADOW: Certainly, itis. Thereweretwo componentsto it; one was
the existing capital base and the other one was the new investment.

PROF SNAPE: Wedon't want to turn thisinto an inquiry into Sydney Airport.
There have been enough of those around.

MR OLDMEADOW: | agree.

PROF SNAPE: A tablewas supplied in an Adelaide Airport submission this
morning which showed Sydney’s aeronautical charges for domestic traffic to be the
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lowest of all the major airports per tonne, which would seem to be rather curious for
the most congested airport in the country. A significant rise in charges from that
level would not seem to be evidence of exercise of monopoly power.

MR PEMBERTON: | think in terms of Sydney Airport’s pricing structure, the
figures that perhaps Adelaide has put forward relate to arestructuring of charges
which occurred - | think it was back in 98 or 97.

PROF SNAPE: The date of their figures as given in the tableis July last year.

MR PEMBERTON: Yes, I'm going back to the restructure. When the FAC used
to operate all ports as a network, it used to be about $5.70 a tonne or thereabouts for
landing fees. The FAC took adecision just prior to sale, where they restruck the |
international terminal charge and the landing fee to better reflect the costs of
providing those facilities. The result of that was a significant increase in the
international terminal charge and a significant reduction in the landing fee associated
with unwinding the cross-subsidies that existed between the two parts of that.

PROF SNAPE: Bethat asit may, to an innocent economist it does seem somewhat
bizarre to have a domestic landing charge per tonne at the most congested airport in
the country to be the lowest.

MR OLDMEADOW: It aso hasthe highest volume and you would expect there
would be a volume effect and there would be economies of scale.

PROF SNAPE: But thisisacongested airport, at least at peak times, for several
hours aday, in which case you would presumably want price to have something to
do with rationing.

MR OLDMEADOW: | think that’s an issue that hasn't been debated at this point
and you have arange of regulatory issues affecting that. The 80 cap is aregulated
cap. Theuse of dotsisregulated also in relation to regionals and there are awhole
range of complexities at Sydney that make it more difficult to deal with than you
would have at most airports.

PROF SNAPE: Asl say, | think Qantas were suggesting that the increase in the
price for charges at Sydney Airport was evidence of monopoly power. | don't think
that if you'rein fact proposing to increase the price of anything from avery low
charge - what has been aregulated charge — significantly, is necessarily evidence of
monopoly power.

MR OLDMEADOW: Wewould argue that if there was an airport next door and
there was competition between those two airports for traffic from the airlines, that
the excess profits that are made on the non-aero side and aero-rel ated side would be
traded away to encourage airlines to come to the competing airport. The effect of
that, through the interdependency, would be to trade those away and therefore we
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would have expected in a environment such as Sydney that where you have got the
very high volumes, you would expect the landing charges to be lower.

PROF SNAPE: | don't know if we're going to converge on that, but leaving those
charges on one side, is there other evidence that you have of airports exercising what
you are calling monopoly power?

MR PEMBERTON: Yes. | think during the course of the current regulatory
framework there have been some cases where there has been, in our view, abuse of
monopoly power. It has probably been discussed previously, but the fuel throughput
levy - | think it was Brisbane Airport that initially led that - three days after taking
ownership of the airport, they announced a fuel throughput levy. Subsequent to that,
Perth followed suit. | think, in essence, the airports have been fairly open, saying
that the fee doesn't relate to cost and | guess that really goes to what may or may not
have happened during the sale process.

In terms of other areas, we have seen licensed fees charged on our catering
operations, for providing catering to our aircraft. We have also seen the introduction
of ground access fees that, as per the regulatory framework, are under CPI-X. Those
fees haven't been pushed back into aeronautical charges. We've also seen areduction
in the quality of service at some airports, for example Perth International Airport.
Some lounges have very few seats in the departure area. There has been agrowth in
retail on the departureslevel. Similarly, in terms of Sydney Airport, in terms of the
number of seats, they have failed to deliver the expected number of seatsin each of
the boarding lounges.

PROF SNAPE: | have trouble seeing these examples as exercise of monopoly
power as such. An airport presumably istrying to make a profit and has alternative
uses for both the land and the buildings, and could be expected to be using those
buildings and land for what yield gives them the best return. That in itself is not
evidence of the exercise of monopoly power, | would have thought. 1t was simply
allocating your assets where they're going to get the best return.

On the levies for various things that you were talking about, | guess also you
can say afirm would have a choice asto how it is going to charge. If you go into a
cinema, they may charge you for some things and give you free popcorn - or perhaps
that's abad example. Y ou go into a French cinema or a French theatre and you're
supposed to tip the person who takes you to the seat. That's part of - they're paid
accordingly. So they're separating a charge for a service from the overall charge. In
other words, the structure of fees and how they're struck, asto how they’re separated,
will be acommercial decision. Will you charge for luggage trolleys or not? That's
just acommercial decision asto how you're going to strike your fees overall.

So if you're going to strike afee for an input levy for fuel or for this or that or

other thing, it would seem to be just part of how you're deciding to unpack or pack
together, bundle or unbundle, the charging for particular services, and in itself is not
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evidence of monopoly power.

MR O’'BRYAN: Can | make an observation. Obviously theillustrations that Chris
has been giving areillustrations in an environment where the airports have been
subject to regulation over the past period. What | think the illustrations highlight
best, though, isthe lack of any other power - countervailing power, push-back power,
whatever you want to call it - by various users of the airport. | think what it does
illustrate is over the period clearly airports have looked for opportunities outside of
the price cap, where they can increase charges. Asyou say, perhaps that’s not
surprising. Any profit maximising firm is going to do that and look for those
opportunities to increase prices.

But what we have observed - and it has been fairly evident over arange of
things - isthereisn’t any example of countervailing power. The airports have been
able to increase those charges and have doneit. | suppose from Qantas’ perspective,
you look forward to aworld without regulation and what would you expect to occur.
We do think the history of the last few years, even with regulation - and look to these
illustrations - does evidence what is likely to occur. So you do have to take the
illustrations, though, in the context of current regulation.

PROF SNAPE: Yes. Areyou suggesting that the airlines don't have countervailing
power?

MR O'BRYAN: Yes, weae.

PROF SNAPE: Therewasacomment from the last participant - I’'m not quite sure
if you heard it, it was | think just before you camein - and they suggested that
anyone who suggested that the airlines don’'t have countervailing power have never
had anything to do with an airline.

MR OLDMEADOW: [I'mfindingitabit hard in the sense that there are alot of
things that many of us would have wished to have happened, Chairman, during the
period of the last three years of the CPI-X, in terms of trying to reach some
agreements with the privatised airports. There have been some agreements reached.
But it isvery difficult in alot of areas when it comesto critical issues, and they
usually surround conditions of use or price. The airlines have little power, if they
want to go to that particular destination, of saying, "Well, we won't go there."

| mean, in an international terminal we do need offices for our staff. Now,
there is an issue about how big the offices are, but certainly we need offices. We
need rooms where our staff can have lunch. Now, you could say, "WEell, you can
stand up and have lunch and that’s fair enough," but there's a necessity somewhere
for those staff to go, and they’re sort of aminimum size, given the number of staff
that we have at the international airports.

Thereisaneed to have toilets and change rooms. They are | think reasonable -
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that people have alocker and a change room. There's aneed for usto have
controllers’ offices down on the ramp. With respect to the offices for airlines, they
tend to be in areas which by and large the alternate use is not retail. They tend to be
right up the top in the gods, rather than areas sitting out on the finger where you
would be competing with retail. It's not retail or offices for most of the staff officers.

Asto lounges, sure, the airlines could go back to a position where there were
no lounges, but certainly from a competitive perspective | think whether it's Qantas,
One World Alliance, Star Alliance and the other aliances with individual airlines,
they would want afacility or access to afacility, and the size of that facility is by and
large driven by the passenger demand for that facility. So the sizeisdriven by that
and we attempt certainly, as Qantas, to provide what we think are excellent lounges
for our members of our club and premium passengers. So there is some flexibility
admittedly, on size, but those facilities are needed at an international terminal. |
haven't mentioned the domestic, because in relation to the domestic obviously we -
and most of the airports - occupy and have constructed most of the facilities.

PROF SNAPE: | saw anewspaper report yesterday that you were contemplating
selling those leases. Would you like to comment on it?

MR OLDMEADOW: No, | couldn’t comment on that, Mr Chairman, at this point.
PROF SNAPE: No comment? It wasworth atry.

MR O’'BRYAN: I’'m not sure why that's actually relevant to what we're discussing -
even that comment. | don't see the connection actually.

PROF SNAPE: The connection?

MR O'BRYAN: Yes, well, why - - -

PROF SNAPE: Between the selling of the leases - it's the question of the power,
the countervailing power, to the extent that you have your own leases tied down for
20-0dd years means that you don’t have to negotiate with the airport for the leases for
common user terminals et cetera.

MR O'BRYAN: Onthat asset, that'sright. On that asset, yes.

PROF SNAPE: Yes.

MR O'BRYAN: But that’s only one asset of many assets of course that are
required.

PROF SNAPE: That wasthe relevance.

MR O’'BRYAN: | understand, yes. No, | wasn't picking it up. Obviously there’'sa
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capital management issue, but it is only one asset out of many assets, and of course it
isn't just domestic terminals that the airline needs at the airport, and there are a vast
range of other servicesthe airline needs at the airport.

PROF SNAPE: Yes, and there have been various comments on the advantages and
disadvantages of managing your own facilities, and indeed having long leases on
your own facilities both ways, and that was the context.

MR O'BRYAN: Yes

MR BYSOUTH: Mr Chairman, | might say, just in case that comment gets a lease
of lifeinitsalf, our Chief Executive Officer was being interviewed on Business
Sunday on Sunday morning and that response about the terminals was in answer to a
guestion on what was being considered in the business review, in a series of
hypotheticals. The Chief Executive Officer was asked would terminals be
considered in that, and he said all areas of the company would be up for
consideration for review. So to takeit in isolation may give the wrong impression.
The record should show that it was just an answer to ajournalist's question.

PROF SNAPE: Thank you for that clarification. We won't take it too seriously
then. Thank you, it was worth asking the question after all.

MR O'BRYAN: Mr Chairman, before we finish on the countervailing power - I'm
not sure if we are finished on it or not - but could | just return to the comment that
you made about Sydney Airport and the proposed increase in its aeronautical
charges. It was apropos the comment | think from Adelaide's figures that Sydney
Airport are currently the lowest charges et cetera, and the mere fact they want to
increase them by 130 per cent is not any evidence of market power.

PROF SNAPE: It'sthe domestic that | was referring to.

MR O'BRYAN: Right, specifically. | must admit, | was struggling alittle bit with
that. It does strike me of course just why do economists expect to see higher prices
arising out of congestion? It is because of market power that you expect to see that
arising. When you have arestriction on supply, by definition that is also associated
with market power. That's why you expect to see pricesrise. When you look at
Sydney's proposal of courseand - - -

PROF SNAPE: Can | just stop you on that.

MR O'BRYAN: Yes.

PROF SNAPE: That's not necessarily so. | mean, thereis ascarce resource. It'sa
question of who owns that resource. Now, it could be for example that it was

declared that the Government owns the slots, in which case the Government might
seek to ration those slots in various ways. One way might be to sell them. In other
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cases there may be perhaps a natural - well, that’s perhaps a natural constraint. It
may be for the spectrum and selling of various spectrum - the 3G spectrum for
example - and it commands a market price as away of allocating that spectrum. Yes,
there is a scarcity, but who gets the rent or who gets the scarcity rent is another
question.

MR O’'BRYAN: | think that’s right, but the recognition thereisarent to be got is
an important aspect of market power nevertheless. What the Sydney Airport
situation illustrates is the inability of any airline to do anything about that. Basically
whatever Sydney would have proposed absent regulation - it would have been the
130 per cent or whatever. Thereisno ability for the airlines, in a countervailing
power sense, to prevent that. It still seemsto me that that actualy is an illustration of
market power, and the market power arising of course - it arises from a number of
factors. But the essential barriers that there are to the installation of a second airport,
or whether you just even look at the individual airport - to the increase of slots there -
but there are barriers. Thereisthe ability to raise price as an outcome and the
inability of any airlineto prevent that. | fedl that the situation isillustrated - - -

PROF SNAPE: In ahypothetical market in which price is being constrained at a
very low level - indeed the Government might even say it has to be given away.
Now, if you raise the price from giving it away or close to it, to something whichisa
bit aboveit, it would not seem generally because of an exercise of market power.

MR O'BRYAN: | think that may beright. Of course then | know as part of the
BARA submission, as part of the ACCC process of course, there has been alot of
data put forward about what the returns at Sydney Airport have been - an analysis of
those returns and looking forward. But obviously that's a separate financial question
athe- - -

PROF SNAPE: | certainly don't want to get into the valuation of land at Sydney
Airport today.

MR OLDMEADOW: Thefuel for equity issueisan interesting one though,
Chairman, because | mean, here's an example of where the airports have provided
none of the infrastructure, none of the pipes. That's all been laid by the JUHI facility.
They have met the costs. They pay an accessfee. They pay arent. Then suddenly
out of the blue, to get some additional revenue, the airport says, "Well, it's 0.4 cents.”
Now, that went to the ACCC and they went with arecommendation to reduceit. |
think they did comment in it about the misuse of market power. It was our
submission, so obviously we agree with it. We're disappointed it didn’t go down to
zero. But the bottom line is that that has sat with the Government for along while
now, and the higher level isstill in place.

I think that is an example of where from our perspective there was no
justification for the charge, from a cost perspective. They just went ahead with it.
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We had no power to prevent it. We have no countervailing power. We can't stop
flying to Brisbane and Perth Airports, because that's where our passengers want to
go. At the end of the day the networks of airlines are driven by where the passengers
want to go, as distinct from what isrelatively small - 1 or 2, 3, 4 per cent - of the
total costs which arein airport costs. But it’s driven from the revenue side, rather
than that margin of whether it's 2 or 2.5 per cent.

PROF SNAPE: | understand what you're saying but | think there are many points
that we probably don't want to get into too much there.

MR OLDMEADOW: Yes, sure.

PROF SNAPE: Oneisthe existence of the literally sunk costs, in terms of the fuel
airport facilities. | mean, they were costs incurred in the past. It'saquestion - - -

MR O'BRYAN: Who sunk them? Because of course the airport didn’t sink them
but - - -

PROF SNAPE: From an efficiency point of view it doesn't matter who sunk them.
From an efficiency point of view they’re sunk costs, full stop.

MR O'BRYAN: Except the airport didn’t put in any of the infrastructure for those
pipelines of course.

PROF SNAPE: | understand what you're saying, but that's in the past.

MR O'BRYAN: Sure, yes.

PROF SNAPE: There's aso the question of what they thought they were
purchasing. There's the question of how you unpack the bundle of things that you're

supplying in order to - - -

MR OLDMEADOW: Doesthat mean, Mr Chairman, that the JUHI is entitled to
charge whatever it likesto the - - -

PROF SNAPE: Sorry?

MR OLDMEADOW: TheJUHI. Itisafuel provider, the person who ownsthe
fuel farm. | mean, on that analysis the JUHI should be able to charge whatever they
want to. | mean, we don't accept that, as a user of the JUHI. We think that they
should only make a reasonable rate of return on that investment in the fuel farm.

PROF SNAPE: | can understand that that would be your position. | wastrying to
look at efficiency, rather than distributional questions.

MR OLDMEADOW: Sure.
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MR O'BRYAN: But again, just to emphasise, | think one of the points we want to
be making is what these illustrate is the lack of countervailing power. We would
keep returning to that. There have been suggestions of great countervailing power,
but the illustrations that you look at over the last few years does not show that; quite
the opposite.

PROF SNAPE: Waéll, were dealing with fuel input charges et cetera asrelatively
small beer in the totality of your costs. | guessthe questionis, do you have
countervailing power when you come to the big questions. When you package
things together, do you have countervailing power for example in saying, "Okay,
we'd like to locate this facility at one of the airports aong the east coast. Now, who'’s
going to haveit?" Will you in fact negotiate then with respect to aeronautical
charges when you're packaging something else with it? It would seem to me when
you're packaging something that’s significant with it, and you've got those
opportunities because of the business that you're in, that there could be a presumption
of countervailing power.

MR OLDMEADOW: It hasn't worked in practice to date, Mr Chairman, and that
may go to the fact that you are dealing with a monopoly and monopolies. We have
not been able to package issues in that way to date and that’s been the reality of
dealing with monopolies. They are not forced to agree and each issue is dealt with
independently.

PROF SNAPE: Doesthat apply to your dealings with Adelaide Airport on their
new facility?

MR OLDMEADOW: I'm not sure of the question, Chairman.

PROF SNAPE: Inthe negotiations with respect to the new facility at Adelaide
Airport, that there isn't a packaging of your negotiations - in your negotiations that
goes beyond the use of - - -

MR OLDMEADOW: | don't think engineering facilities are involved in that
package at al. Asl understand it, it's the terminal-related facilities, Chairman, and
exiting of the existing lease. But there are within the terminal arange of facilities.
There's check-in and common user gates et cetera but | don't think engineering
facilities or any facilities of that nature are involved in it, to my knowledge.

PROF SNAPE: It wasn't only engineering facilities that we were thinking of asa
possibility. As part of acommercial negotiation generally you might have expected
acompany to be saying, "Yes, we will engage in that activity but we would like this,
that and the other thing as conditions with it."

MR OLDMEADOW: | think it goes back to the - at the moment, Qantas has
existing facilities within its own terminal and obviously if you go to a multi-user
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terminal, the issues of your brand, check-in, lounges et cetera are issues that have to
be negotiated. So certainly they were negotiated in the context of also | guess the
cost of the passenger charge for the terminal.

MR O’'BRYAN: | think that’sright. There's probably a couple of points, Chairman.
| thought where your question started did focus on the engineering type issues
because - - -

PROF SNAPE: | wasillustrating it through engineering.

MR O'BRYAN: Yes. Butl think that's probably the best illustration though
because as you were observing, there may only be one or two mgor engineering
facilitiesthat’s required by an airline and therefore you have some choice as to where
you locate that facility. As| think lan said, that hasn't tended to be bundled with
other issues to date and whether that can happen is probably a question of the cost of
that facility compared with overall aero costs et cetera as to your ability to do that.
But absent that example - | think that's about the only one | can think of - when the
negotiation is purely relating to a domestic terminal and all of the aspects of that
domestic terminal go with the domestic terminal there's no question of choice of
maybe putting part of it somewhere else. A domestic terminal has certain functions
and activities at that domestic termina and can only be at that domestic terminal. |
can't see that theillustration really holdsin that way.

Clearly what you are observing - and it came back to a point we discussed
earlier - insofar as there are long-term leases over domestic terminals, domestic
terminals as assets are alittle bit different from a number of the other assets at
airports. | think that’s right. That does go with the historical existence of these long-
term leases. It does mean, of course, that as those |eases come towards their end,
new and real issues arise but it is pushing that out for alittle period. | think that
createsin asense aspecia situation in relation to Adelaide Airport and | don't think
the airline would deny that. But that is only relating to that asset, it doesn't obviously
relate to the international terminal, the use of the runways and all the rest. So some
observations can be made about that.

PROF SNAPE: That's come from adifferent direction. Suppose there’s an
extension of aroadway in front of the terminals which is of interest of course for
traffic management both to the airport and to the airlines and it's commonly
something in which there would be negotiation between the airport and the airlines as
to who contributes what to it. Would that negotiation be completely divorced from
anything to do with direct aeronautical charges in a market situation, and we're trying
again to get this countervailing power. You're saying, "If you want to fly into an
airport we haveto fly into an airport.” 1’'m saying that there are a number of other
things that you're in fact involved in in an airport - contributions to roadworks and
various other things - in which you can use those other things, and you have some
negotiating power, you have some countervailing power on that and that you can tie
it into bundles with the aeronautical things aswell. So | don't see that this separation
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of saying, "We have no countervailing power because we have to go to Brisbane."

MR OLDMEADOW: | think what tends to happen, Chairman, isin redlity if there
isanew road, often - particularly in the domestic or international side - you tend to
have aview from the airlines that if it's to improve passenger management and
access and egress for passengers that you basically find you have agreement and it’s
quite often the case where the airlines are advocating the change in advance - on
some occasions - of the airport owner. So it’s often an area where there is agreement
that that be done. Then it's an issue of how it isfunded. Certainly itisnot - | mean,
it doesn't create amajor point of leverage because if everyone wantsto build the road
out the front, how does that create leverage for the airline, because we want it. We
want it because our passengers are advantaged. | don't see how it creates leverage
because if we want something | would have thought the leverage is with the
monopolist.

MR PEMBERTON: | think the approach in addition has always been that the
recovery should come from the airlines. Another example in caseis perhaps
passenger screening where there were other users of the screening equipment at
international terminals and they’re required to screen their goods by legislation, just
as Qantas passengers and every other passenger have to be screened. Yet the full
cost of that is borne by the particular passenger. There's no sharing or equitable
sharing of that cost distribution and the airports’ position has to date always been to
seek 100 per cent from the airline with little or no negotiation.

MR OLDMEADOW: One of the driversfor the airlines seeking the leases for the
domestic terminals was in fact to be able to make the decisions to build the facilities
and expand, rather than in the old days when it was Department of Transport it was
fairly frustrating being able to get expansion of theterminal. That was one of the
driversto be able to achieve that. Can | just comment on investment though. It has
been raised and there’'s been some comments that sort of indicate that maybe there's a
lack of incentive -and it came up in this earlier session. Under the current guidelines,
the NNI guidelines, alot of investment - current regulation investment is occurring.
Y ou have the Adelaide example with the MUIT. There'salot of investment - - -

PROF SNAPE: That's been two and a half years in the cooking so far.

MR OLDMEADOW: | think the issue there has been, if you like, unscrambling
the issues associated with the benefits that accrued to the domestic lease, Chairman,
and that would have occurred with or without aregulation. That's been the driver of
the delay there, not the regulatory issue in our view. Even since the decision of the
ACCC itisstill amatter of discussion between the parties. Alsoin acouple of the
ports, agreement has been reached on athree-year capital expenditure plan and
obviously the rules of NNI and the ACCC will apply in funding that capital
expenditure. Those airports, | believe, are Melbourne and Brisbane. So on
investment - and | haven't had a close look at the Productivity Commission decision
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on Part I11A but the sort of view that somehow investment is not going to occur or
you get the wrong decisions on investment with regulation......

Under the NII guidelines, investment is occurring, investment plans are being
sorted out between the participants and they will go ahead. | don't think thereis any
evidence that the guidelines at the moment are restricting it and the assertion | think
that's sort of been floating around that somehow thereis alow rate of return and
therefore people aren't investing, to our knowledge is not obvious.

PROF SNAPE: Therewere some calculations of the rates of return in the previous
submission that you might want to have alook at - albeit they're in the short term
rather than the long term - which didn't look all that rosy but perhaps you could
address that in your submission. There's also several of the airports - and you might
want to have further looks at their submissions and the discussions that we've been
having - that have been claiming that there's been substantial gaming by the airlines
of the regulations to delay investment, and Canberrais one of the examples - not that
we have a submission yet from there but that's in the public domain, | think, of
Canberras view on that, both with respect to the apron and also to the walkway.

That has been a common theme, as you might perhaps have guessed it would
be, from the airports. Melbourne's comment about the delays that were caused, both
with respect to their screening and the way that the form of screening apparatus was
made more labour intensive and less efficient than it would otherwise have been
through the regulatory system, their claim that they will not in fact - their board will
refuse to have any significant investment in the future before the ACCC has given its
seal of approval, and their statement this morning that that would delay things by six
to nine months for any significant investment. Had that occurred, had they waited
for that process on their domestic express, that would have delayed that for several
months and there would have been substantial costsin terms of the number of people
who could not have travelled on the discount airlines because of that. Some of that
has been with respect to gaming of the regulations, some of it has been a
consequence of the regulations per se. But you may wish to address those claims
because they're very common claimsin the airports' submissions.

MR OLDMEADOW: Suffice to say we will address them, Chairman. We would
urge you to pay regard to them. | think there'salot of gaming going on at the
moment and that's why we'd like to address them in detail, and the specifics. Perhaps
Chris can deal with a couple of them. One of the delays | think was due to an
industrial dispute, rather than anything to do with the regulator. But perhaps you
could add to that, Chris.

MR PEMBERTON: | think the specific - Melbourne Airport originally came to
the airlines with a proposal for check baggage screening, which | think iswhat you
referred to, which in terms of cost was an in-line system and then they - because of
their industrial concerns - withdrew that proposal and then came back to the airlines
with a significantly higher charge which we were forced to pay and now Melbourne
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Airport comes back and says, "We have a solution now to put it back in line, which
was the original proposal, but we want to go outside the Government’s direction,”
which isto say that they’re not allowed any more than a direct return of the costs.
They’re seeking arate of return in excess of what they would normally for security
charges. They're saying, "If you don't agree to that rate then we're not going to go
ahead and deliver cost savings." So really that to me seems to be Melbourne Airport
gaming the system and the Government’s direction.

| think in terms of Canberra Airport it was alluded to delays. | think the lack of
consultation and the lack of transparency that has occurred is of great concern and |
would suggest that that has led to considerable delay. It hasalso led to asituation in
Canberra Airport where passengers that don't use facilities within the terminal
building are in essence, under Canberra’s submission, required to pay for the facility -
the walkway and the stage 1 worksin the centre area. So | would certainly be
concerned that delays may have occurred but these are certainly due to perhaps
information asymmetry, by the lack of transparency and in some cases the lack of
consultation with the airport.

PROF SNAPE: There aretwo sidesto just about every story. What I'm saying is
we've heard one side in very many versions and we haven't heard the other side of
the story. We've even got one airport in Townsville supporting a continuation of
regulation as a protection against the airlines. We're not sure that that’'s within our
terms of reference but we can approach these things imaginatively, | suppose,
occasionally. So welook forward to, if you would in your submission - either the
initial one or subsequent ones - of addressing those claims because as you say if we
hear only one side of the story - - -

MR OLDMEADOW: | guesswedon't - | mean, no regulation is perfect but our
view isthat alot of the transition costs are out of the way. We know the parties now
know the rules — and we believe things can be handled more expeditiously. There
may be methods of making that more expeditious but we certainly are thinking of
that, as to how get over some of those issues. But now that the rules are known we
believe that things will go forward in - will significantly remove some of the delays
in the past. It may not solve some of the problems though because there are
investments that do take place where we as airlines don't support them. One of the
examples that you mentioned is a case in point and we will certainly comment on
that in our submission. Can | raise one other issue. | think the issue of warehousing
of slots came up, an assertion that we were warehousing slots in Sydney?

PROF SNAPE: No, | don't think | said anything about Qantas and it wasn't even
implied you will berelieved to hear.

MR OLDMEADOW: Good. | am relieved to hear because that would be totally
incorrect. I'm interested in who it was.

PROF SNAPE: What | commented on was the extraordinary number of small
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planes which were flying between Canberraand Sydney in a peak period and that
someone had suggested, | think, that there was warehousing of sots - I'm not quite
sure by whom - and when we were in Sydney, | think Impulse there admitted to
having baby-sat some slots at one stage and that was in the transcript. So at least
we've had one confession.

MR OLDMEADOW: We're alongway from the confessional. It'saninvalid
claim, it's anonsense clam, Chairman. Sydney to Canberra we have 113 services
with Eastern and 21 737s. We have areasonable |oad factor on those services. We
are increasing the size of the Dash 8s from 36 to 50 seats but we would be very
happy to talk in detail on a confidential basis on why we have structured the market
in that way - we haven't structured it, but why we have met the market demand in
that way, because if you go back some years when they were all 737 operations -
because it’'s very directiondl, it's very seasonal - not only was everyone - the two
carriers at the time - not finding it an overly profitable route but the logical thing to
do wasto go for frequency rather than going for an infrequent with larger aircraft.

PROF SNAPE: Soif the aeronautical charges went up significantly on smaller
planes you wouldn’t substitute larger planes and aless frequent service?

MR OLDMEADOW: | think they'reissues that we would take on notice,
Mr Chairman.

PROF SNAPE: Inthe context of that if you were prepared to address that - - -

MR OLDMEADOW: | think one of theissuesis that we would welcome the
opportunity to make comment on some of these issues - because they are a bit
commercially sensitive - in that context.

PROF SNAPE: There has been afair bit of running around this
commercial-in-confidence question in some submissions and we remind participants
that thisis apublic inquiry and that we are required to have a public inquiry which
means that we will accept commercial-in-confidence but we want to make sure that it
is strictly commercial-in-confidence and that if we have everything covered in that
way then we don't have apublic inquiry. Moreover we can't useit in writing a
report, so that if things are commercial-in-confidence they can inform us but we
cannot in fact of course use it as an argument, as a weapon, within the report. The
report to that will be deficient in that and of course to that extent weaker from the
point of view of the person who isin fact demanding the commercial-in-confidence.
Therefore we would ask that aslittle as possible be requested as commercia-in-
confidence, and we do have alook at that and say yea or nay.

DR BYRON: | wanted to follow up the observation you made in your opening
comments - and we can go all the way back to there - about Qantas’ experience with
light-handed regulation, because that's something that we've had a few discussions on
in the last few days and it’s also atheme that is taken up in both our draft report on
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the Prices Surveillance Act and Part I11A. So I'd be very interested to hear any
comments that you feel you can make on light-handed.

MR OLDMEADOW: | guessthefirst point isthat fuel throughput was
light-handed regulation but we are paying the fuel throughput and we're not very
happy about that outcome. 1'd turn to Michael just to comment on - and it’s linked |
think to a question that the Chairman asked one of the other groups about the

Part I11A and why we believed that airports should be treated separately and

regul ated.

MR O'BRYAN: [I'll probably try to pick up both themes. | must say from my
perspective - and it's an observation on regulation here, in New Zealand and
elsewhere - that it's always hard to get a handle on what light-handed regulation
actually means. To the extent it means regulation by frowning from adistance, I'm
not quite sure what it really achieves. Y ou intensify information disparities.
Potentially you intensify dispute and mistrust. | do actually have a persond
perspective: if you're goingto do it you might aswell do it properly and at least try
and promote some transparency. It isafeature of competitive markets and a feature
particularly of large infrastructure markets, | think, that more and more the
commercia world in competitive markets has moved to more transparency in
transactions. To my mind, actually light-handed regulation sometimes mitigates
against that and in fact produces exactly the opposite outcome of what you might like
to achieve and what you might expect to occur within a commercial market and a
competitive market.

The observations about why industry specific regulation in the context of
airports, what makes airports different and why don't we just rely on Part [11A, |
think there are two observations - - -

DR BYRON: AndPart V.

MR O'BRYAN: Part IV | think ismore easily dismissed. | don't think you would
find a competition lawyer in the country who would suggest that Part IV prevents
monopolistic pricing in any sense at al, in other words, just pure exploitation of
market power as far as the monopolist would want to exploit it. Part IV says not ajot
about that. Section 46 does not touch that. It never has and never will.

| think to amend section 46 to try and do that would create all sorts of
problems, in terms of notions of jurisprudence within competition law. I've never
really seen a competition lawyer or an economist advocating such an amendment.
Y ou can sometimes speculate as to how you might amend section 46 to achieve that
outcome. It doesn't do it now. It would have then quite bizarre outcomes on the rest
of the economy if you were to pursue that course. So | would certainly never be
advocating that course.

Looking then to Part I11A, | make two comments about Part I11A. First of all, |
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actually think it’'s a misconception to suggest that Part 1A, asit currently appliesto
what we know as the regulated industries, is kind of universal and not
industry-specific. | think the best example of that isthe electricity industry. To
suggest that you do not have industry specific legidiation for the electricity industry
isjust simply wrong. Part I11A underpins what has been put forward as the national
electricity code. But, you know, thereis a sort of atenuous connection - it’'s done
through alega mechanism - to in effect take the electricity industry outside of

Part I11A and have the industry regulated through the national electricity code and
under the national electricity law. | think that’s actually one of the great
misconceptions that’s often put out about the electricity industry and Part [11A. The
electricity industry isindustry-specific regulation.

The second point | would make is, why isthat so, and why would you also
advocate it in the airport industry, for example. The feature of Part II1A, and
Part [11A asaform of regulation, is of courseit is anegotiate-arbitrate model. That
means it is a transaction-specific model. It suitsreally, ideally, industries where you
have relatively few transactions and that therefore this negotiate-arbitrate model can
apply quite effectively and efficiently in that sort of scenario.

With industries where you have multiple transactions and multiple users and
multiple transactions even within those users - and | would say that the electricity
industry and indeed the airport industry are examples of those industries - Part 111A
on itsown isnot ideal, and will never be ideal for that. 1t will play arole. | think, as
Qantas has submitted in the context of the national access regime inquiry —wasiit
only Qantas or have BARA submitted aswell - it will play arole. Itisuseful. There
areissuesthat Part I11A can addressin that context.

But to suggest in an industry like airports, where there are many, many users -
many airlines, particularly on the international side, and aso many layers of
transactions that must go on at the airport, and there are - to rely solely on Part I111A
would be an incredibly complex, incredibly difficult outcome to achieve. That's
exactly why that hasn't been pursued in the electricity industry, for exactly the same
reason, and | would suggest would not be an ideal outcome in the airport industry
either.

DR BYRON: But amultilateral undertaking, like the electricity code?

MR O'BRYAN: Waéll, | mean, that's an interesting example to throw up. If you
went to akind of airport code like the national electricity code, you know, would that
actually achieve the outcome? | would suggest in fact that effective price regulation
isactualy asimilar outcome. That isindeed | think what Qantas would most be
advocating. When you look at the national electricity code, that iswhat it really is
achieving. | mean, athough it's dressed up under notions of access, you know,
accessisn't really what it's all about. It actually is about price regulation, against a
multiple of usersin amultiple of environments, and trying to set some efficiency
criteria associated with that.
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If the airport industry went that way, | think that actually would be adesirable
outcome. It would certainly overcome alot of the shortcomings of the Prices
Surveillance Act. The Productivity Commission has aready commented on the
shortcomings of the Prices Surveillance Act. | think we endorse those. Indeed again,
in the context of that inquiry, | think both BARA and Qantas have made submissions
along those lines. There are deficiencies, yes, and | think that sort of model could be
looked at.

S0 yes, you can use Part I11A as a mechanism, to achieve an effective
regulatory outcome, but it’s important to understand what you are doing in that. |
think it iswrong to say that it's not actually industry specific. | thinkitis. | think
there are reasons why it'sindustry specific. There are reasons why the gas code
looks different to the electricity code. It's dealing with a different nature of
transactions and environment in that industry.

PROF SNAPE: | think that if onelooks at the I11A and the telecoms and the PSA
together then we have been concerned to say that there should be generic regulation
asfar as- or common principles. There should be a convergence, if you like, of it as
far as possible. But of course it’s recognised that for any industry there hasto be
specific application at some level. It's aquestion of when that specificity startsto
occur in asort of continuum. But nevertheless, we see efficiency advantages of
having common principles as far as possible, so that there are not artificial distortions
in investment decisions et cetera as between industries. That isthe themewhichis
enunciated in those draft reports.

Also, in the telecoms one we give specific - as | mentioned earlier in the day -
we give specific reasons why we recommend that there should be a continuation of
an industry specific regimethere. The reasons are in fact specific to telecoms and to
alarge extent they're historical and associated with the local loops. Soif there are
reasons for there to be specific rather than generic regulation for airports, then we
would be seeking, similarly, specific reasons that are applying to airportsto justify
that.

On the first of the two points that you were addressing, and that is the
transparency, one can see that there is a point - and we look forward to it being
elaborated, if you would. It would be of benefit to all four inquiries. But the other
side of that that we're looking at there is that in suggesting monitoring - and rather
than declaration or no declaration, we were trying to think of minimising errors - that
there may be errors in declaring industries which shouldn't be declared. There can be
errors in not declaring industries which should be declared. Those are substantial
risks.

I mean, when you've got a binary choice like that, there are substantial risks of

error, of regulatory error. What we were trying to say thereis, istherein fact an
intermediate point that in fact will not bear such risks of error asthat - of declaring

3/4/01 Airport 275 |. OLDMEADOW and OTHERS



industries that shouldn't be declared and not declaring industries that should be
declared. So taking your point about it may not be as transparent and all of that - but
that’s not the only dimension. It was those other dimensions that we were exploring
in those reports, but we would very much value your comments on it. But if you
could bear in mind the totality of the context in which thisis put forward and not just
one aspect, because of all the various - nothing in this areais going to be perfect. If
one just concentrates on the imperfections of each, one will not get the best of an
imperfect world. Neil, areyou - - -

DR BYRON: | think I might save the rest of my questions for our next meeting.

PROF SNAPE: Yes. Werethere any other comments that you would like to
make?

MR BYSOUTH: No, just on asimilar approach, the light-handed approach, just to
confirm what Michael said. It depends on what you're actually talking about and
what’'sinvolved. If the light-handed approach had recourse for example through a
department or aminister then you could distort the process and its implementation
for timing within a cycle, with an electoral cycle. So what is meant by it and what is
used to it can confuse theissue. In simple terms, it does sound very good.

In other simple terms - and the example | think, Mr Chairman, that you were
after - if there was an example of monopolistic behaviour or not, | think in our
selection and chase for anew engineering site, where there was choice within the
bounds of facilities - infrastructure, industrial things and what else have you - | think
the airports and ourselves exhibited normal business behaviour. It was negotiated
and it was dealt, because there was competition. It was open. That was dealt within
that manner. But in the other cases - and you spoke about atheoretical other airport
on the east coast of Australia- it just doesn't exist. Thereis Sydney, thereis Sydney
and thereis Sydney. So there's adifference in the behaviour.

My learned friends and your former students could probably articulate the
reasons for that, but in simple terms the facts are that where there was competition
there was open negotiation and it was straightforward to the best bottom price.
Where there is no competition, this other behaviour is exhibited.

PROF SNAPE: Thank you very much.

MR OLDMEADOW: Just to conclude, this goes back to a comment earlier,
Chairman. We would have liked to have come to a position now where we had an
agreed position with the airports, on conditions of use, access agreements. We
haven't been able to achieve that. | think the fundamental reason for that isthat if
you are dealing and you are negotiating with a monopoly and you haven't got much
power, at the end of the day there’s not much incentive for them to reach what I'd
regard - as | think most people, independent people, would regard - as acommercia
agreement.

3/4/01 Airport 276 |. OLDMEADOW and OTHERS



At the end of the day, if there is misuse of market power, that goes on the price
of aticket, and the people who wear it unfortunately are the travelling public. You
know, we would certainly ask - and we will do that in our next meeting - well
reiterate that and put it in our submission. But we have a great concern that the
travelling public, out of all this, isthe potential loser if thereisamoveto allow
airportsto use their monopoly power unfettered. Thank you.

PROF SNAPE: Of course, our next meeting will be after adraft report so we
would in fact be looking for avery substantial input to set us on theright track, as
you perceive it, before then.

MR OLDMEADOW: Certainly.
PROF SNAPE: It'smuch easier.
MR OLDMEADOW: Yes.

PROF SNAPE: So thank you very much, for that Qantas. | shall just conclude by
saying what | said | would say at the beginning of the day, and that is that | would
invite any people present, who would like to make a statement or a submission
unscheduled, at thistime, to do so if they wish. If not, then I'll close the day’s
proceedings and we should adjourn until 9 o’clock tomorrow morning, when welll
gather back in here and we will have the Australian Council for Infrastructure
Development at 9 o'clock in thisroom. Thank you very much.

AT 6.05 PM THE INQUIRY WAS ADJOURNED UNTIL
WEDNESDAY, 4 APRIL 2001
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