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MR POTTS: (recording fault) Asyou would know, that has been a significant
development since we released the draft report and that is the Federal Court decision,
and as | foreshadowed in Melbourne we will be interested in discussing the
implications of that decisions with participants today. But may | thank everyone for
their contributions by way of submissions and appearances here at the public
hearings.

Our schedule from here isto move to produce afinal report, which we will be
submitting to the government by 7 January 07. Asis customary these proceedings
are asinformal as possible. We will be producing atranscript of evidence and
discussion with interested parties, and also at the end of the hearings today | will
provide an opportunity for anyone present to make an unscheduled statement if they
wish to do so.

| think those are all the introductory remarks | have to make. Perhaps one
additional thing is, could | just ask people to perhaps turn of their mobiles, if they
wouldn't mind, to avoid interruptions and as a courtesy to those actually appearing.
Thank you very much. So with those brief introductory remarks, could | welcome
our first participant Warren Bennett and could | ask participants at the beginning if
they could for the record state their name and the organisation that they represent.
Thank you.

MR BENNETT: Warren Bennett, executive director, Board of Airline
Representatives of Australia. Thank you, Gary. | must admit | wasn't planning on
making a detailed initial statement to the public hearing, mainly because most of the
things | think that we wanted to say about the PC's draft report were included in our
response to that draft document, and so | think that very briefly we might just run
through some of the key points that we made in that response and take it from there
in terms of whether the commissioners would like to ask me questions.

We saw the draft report as being a very useful document because it made a
number of important statements and recommendations about future price setting at
Australian airports, and we saw a couple of key ones that we concentrated on in our
response, those being that further aeronautical asset revaluations shouldn't be used as
ajustification for increasing aeronautical charges and anticipated increases in
passenger demand should provide a source of downward pressure on airport charges
for the use of existing facilities. They were seen by the airlines as being some key
statements that the PC had made.

A concern we had about the report, however, was that it appeared that some of
the statements and recommendations that the PC were making weren't consi stent
with their - they weren't internally consistent with other statements and
recommendations that were being made. There was a degree that we saw of
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ambiguity in the proposals that were being put forward in the draft report, and we
had some very serious concerns about the likely results of that ambiguity going
forward in pricing negotiations with the airport operators. For that reason we
suggested in our response that you should redraft the review principles, and we
suggested a possible redraft because we felt that that was our interpretation of what
we thought the PC's interpretation of what pricing discussion should be going
forward. But regardless of whether or not that is the case we feel that nonethel ess
there should be a very clear statement by the PC of what its pricing expectations are,
because at the present time there is a certain amount of ambiguity in the
recommendations coming forward.

There are three potential problem areas that we see in terms of airport pricing
going forward. Thefirst onerelatesto Sydney airport and the view that the PC has
taken on the behaviour of Sydney airport in the past, and apparently its view of the
behaviour of Sydney airport at the present time is enunciated in the draft report.
That's of serious concern to us because we don't believe that Sydney airport has
behaved in away that's consistent with either the principles the PC is espousing or
the overarching review principles.

We a'so have concerns about prices going forward for Brisbane airport and
Canberraairport. Our members don't operate at Canberra airport so I'll let my
domestic brethren fill you in on any issues that might be associated with that
particular airport. But certainly we see the contents of the PC's draft report providing
Brisbane airport, for instance, with afurther excuse for a very substantial price
increase going forward based upon the value of existing assets, and we don't think
that is appropriate, it's ssmply arent transfer from the airlines and their customers to
the airport operator over and above the rent transfer that they achieved, as we see it,
when the CPI-X regime was removed in any event.

One of the failings of the report that we saw is that the PC has made little effort
to differentiate between airport operatorsin terms of their price and non-price
behaviour, and that means that the worse performing airports tend to get lumped in
with the better performing airports, and they can claim that they're doing just fine,
thank you very much, no cause for concern. So that | think is highlighted by the PC's
view on SACL's behaviour, which we see as being particularly anathema to the sorts
of pricing principles coming forward that we would espouse.

In the absence of clear guidelines and unambiguous guidelines going forward
on pricing then we see that the airlines will have to continue to rely on Part [11A of
the Trade Practices Act to moderate the pricing behaviour of airports that might be
focused on rent transfers. The usefulness of that process is diminished somewhat by
the inordinately long time that it takes to achieve an outcome from that process. As
you mentioned in your opening statement the recent developments in the Federal
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Court determination in relation to a declaration of SACL may change that somewhat,
but nonetheless at this point in time it doesn't appear as though there's going to be
any change in the amount of time that it might take to get a decision out of that
process.

In that regard, therefore, we were somewhat encouraged by the statements of
the Australian Competition and Consumer Commission in a submission to the PC on
overcharging by monopoly service providers and the impacts on downstream
competition. | would like to emphasise that BARA's members operate on very thin
profit margins, they compete on a capacity and frequency basis, and increasesin cost
for those carriers that don't earn high profits will cause them to either reduce capacity
or exist the markets, and that thereby does reduce the level of downstream
competition. So the statements that were forthcoming from the ACCC in this review
were particularly welcomed by BARA.

We also welcomed the PC statement about government-provided airport
services. That particular matter relates to aviation rescue and firefighting charge, as
I'm sure you're aware, and we saw that the commission's commentsin that regard
were quite welcome. But it does seem alittle bit silly to us that the Productivity
Commission and the ACCC seem to be making policy recommendations and pricing
decisions regarding larger regional airports, which that other matter related to, on
polarised views about the competition those airports face from alternative modes of
transport and holiday destinations. The PC and the ACCC seem to have widely
differing views on where larger regional airport fit in the competition spectrum.

We firmly believe that because policy decisions and prescriptions relating to larger
regional airports can have an affect on the pricing principles established for the
airports that our members operate to, that there needs to be a coalescing of the views
about what actually is the situation in terms of competition from alternative modes of
transport and competition from other holiday destinations that the larger regiona
airports actually focus upon.

I think in summary we saw the draft report as being avery useful step forward
In terms of trying to assess what appropriate principles might be going forward.
Some of the statements that the PC made in the report were particularly welcomed by
theairlines. We saw it asareal attempt to give some sort of clarity. But, in the end,
we see that the ambiguity still surrounding some of the proposals that have been put
forward by the PC will give us cause for concern about the credibility of the
light-handed regul atory regime going forward.

MR POTTS: Thanksvery much, Warren. Perhaps| could begin with avery

general question and we might take it from there. Just picking up some of the points
you made, in particular that there's avariation in BARA's mind in the conduct of
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airports around Australia, and you mentioned one in particular. But also | think
when we |ook at the submissions that we received from stakeholders there does seem
to be afairly clear divide between the views of the airports and the airlines, which |
guessraises afew general questions. Thefirstis- and I'd certainly appreciate your
comments on this- isif you could elaborate on how the airlines generally view
relations with airportsin Australia, and whether you think that there is a satisfactory
basis for commercial negotiation as away of arriving at future charging profile,
particularly given the position that some of your members have taken in relation to
the way in which they think dispute resolution should be handled, for instance, and
the degree of prescription which they think is necessary for there to be a genuine
commercial negotiation.

MR BENNETT: There are probably arange of emotions that you might care to use
to describe the rel ationships between different airports and airlines around the
countryside. They range from extremely strained to devel oping some frostiness all
the way down to being quite amicable and cooperative. We have a situation where
we've been - and starting at the particularly strained, we have a situation with Sydney
airport where we've been trying to discuss a set of prices and other terms and
conditions going forward since September/October 2004. It's now two years later
and basically we've gotten nowhere. Since we prepared our response to your draft
report the two events that have happened is that the Federal Court has handed down
its decision - so that’ s one influence that we haven't taken account of. The other one
isthat Sydney airport provided us with their latest pricing model in an attempt to
justify the base prices that they see going forward.

What we described in our response as being our anticipated input from Sydney
airport and the negotiating process through that model has come to pass, and then
some. They'vetried to further revalue their assetsin order to justify their prices.
They're maintaining an increased cost of capital to ensure that the prices that they're
seeking to impose as the base price going forward is maintained, and they've come
up with a particularly perverse interpretation of the commission's recommendation
about sharing productivity benefits between airline and airports. What they've done
effectively is said in sharing productivity gains going forward SACL will take
150 per cent of the productivity gains, Airlines can take a hike. We get nothing out
of the proposal going forward in terms of productivity benefits. All we'redoing is
proposing to add a set of non-existent prices over and above their expected operating
costs to increase the rate of return that they get on their capital investment. So it's
just a blatant attempt to increase the cost of capital going forward in a de facto sense.

So those are the sorts of discussions we're having with SACL. It's particularly

galling that the PC keeps saying that there is no evidence of abuse of market power
on the part of SACL because from where we sit there certainly is.
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The other airport that | particularly mentioned in my opening comment was
Brisbane airport. We're entering into discussions with Brisbane airport now about
various capital expenditure proposals. We're focusing at the present time on an
expansion of the international terminal building. There are debates going forward
about the costs of that, the share between aero and non-aero of that development, and
whether the timing of it and the scale of it is appropriate. We'll resolve those issues.
Those issues can be resolved. But we're particularly concerned about the BAC
submission to the productivity commissioner which seeksto justify pricing for
existing assets off the revaluations that they’ ve done. The estimation that we makeis
if they do that then basically the PC will be countenancing about another 40 to
50 per cent increase in aeronautical charges at Brisbane airport just for existing
assets. That isamonumental increase over and above the 40 to 50 per cent they got
after the removal of the CPI on aset price regime. So to the best of our calculation
that's probably what we might end up with if the Brisbane airport proposal is
proceeded with.

Other airports are pretty much - Perth airport. We highlighted some problems
with Perth airport in our origina submission. We didn't harp on that in our second
submission largely because | firmly believe that the negotiations that we commenced
with Perth airport towards the end of this month on arevised pricing agreement
probably will proceed to a satisfactory conclusion. One of the sticking points at
Perth airport remains the continued application of afuel throughput levy which we
vehemently opposed. But nonetheless | am reasonably confident that we can,
through our discussions with Perth airport, come to a satisfactory conclusion. Inthe
case of Adelaide airport that's bedded down for 15 years, more or less, so there
shouldn't be any issues there.

Melbourne airport. We don't see any issues arising a Melbourne airport ssimply
because they've adopted a pricing approach and a consultative approach that we
believe is consistent with what the government's intent was with the introduction of
light-handed regulation. They will provide us with further pricing models in the near
future to justify a new price path going forward for five years to accommodate a
fairly substantial capital investment program down there, something of the order of
$350-odd million over the next five years. We're fairly confident that we'll reach
agreement with them.

Cairns airport is outside this arrangement but nonethel ess we've entered into a
commercia agreement there and had no problems, really - on the international side.
| understand there are afew hiccups on the delivery of the capital program going
forward on the domestic side. On the international side there have been no problems.

So generally speaking, for amajority of the airports we're probably reasonably
confident that we can develop a sound commercia relationship going forward.
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We're not just talking about price here, either. We're talking about other terms and
conditions in relation to service level commitments and other non-price conditions
contained in the aeronautical services contracts that we negotiate with the airport
operators. So | think from BARA's point of view we're reasonably confident we can
move forward with most of the airports and agree on acommercia outcome.

MR POTTS: Those comments are interesting. Y ou seem to be saying that it's not a
generalised problem, that commercial relations with some airports are quite
satisfactory even under the current regime, if you like. | suppose the question is,
some of the airlines have sought to have afar more prescriptive system than what we
have now, and | think some would indeed argue that it's a move back towards the

sort of regulatory system that we had before. | mean, given the sort of differencein
the nature and the degree of satisfactoriness, if you like, of commercial relations with
airports at the moment, do you think a move in that direction could perhaps be a
counterproductive move as far as relations with those airports that are satisfactory at
the moment?

MR BENNETT: You need to understand that there is areason for different airlines
having different views about the nature of the commercial agreements that they
might have with airport operators. Theinternational foreign carriers that represent
most of the membership of BARA arrive at an airport, they discharge their cargo and
passengers, they refuel, they take on catering supplies, they get more passengers and
cargo and they go away. For the two domestic carriers, though, who operate at
airports around Australia the commercial relationship is far more complex; there are
far more detailed discussions that need to take place to ensure there's satisfactory
access to the necessary services that apply at airports around Australia. So | can
understand why an airline such as Qantas and an airline such as Virgin Blue with far
more expansive commercial operations at particular airports around Australia could
find that there are more ways in which an airport operator might seek to exact rent of
the airline operator to the airport.

So thereis probably good reason for arange of views, some airlines suggesting
amore restrictive and prescriptive basis upon which to negotiate simply because they
have far more things to negotiate and far more things to be annoyed about with the
behaviour of airports. For the foreign carriersit's not quite as bad as that, and in the
discussions that we've had in the past the nature of the discussions that | have had to
undertake on behalf of the foreign carriers has been somewhat more truncated than
the nature of the discussions that's had to have been undertaken on the part of Qantas
and Virgin Blue because of those expanded commercial interests. So whilst the
relationship that I'm talking about is probably representative of the foreign carriers,
you can find that other airlines may seek to have afar more prescriptive approach.
It's understandable.
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MR POTTS: Canwe move on to the Part 111 A question which was foreshadowed
at the beginning and you touched on in your comments, Warren. Could you just
address that issue generally for us, what you think the implications are, and | guessin
particular if you could focus on, to the extent that you can, any reaction from your
international members, if you like. We will of course be taking up the issue directly
with, say, Qantas and Virgin, but we'd be interested in the broader view which you
can bring.

MR BENNETT: Okay. The Federal Court decision obviously will have an impact
on the way Part |11 operates into the future, | suspect. | mean, I'm not a solicitor so |
can't offer any sort of legal comment on the terms and provisions of the decision that
the Federal Court made, and, having read the decision, it was particularly convoluted
and difficult English to read in any event. But nonethelessiit appears that the test as a
result of the Federal Court decision, the competition test, is now far smpler than
what it was before. So potentially | guess you could say that every airport around
Australia could be declared if you were to follow through on that action.

BARA hasn't met yet to fully consider and review the implications of the
Federal Court decision, but we've had experience with Part I11A with the Virgin Blue
application, and from memory | think that commenced in October 2002 and that was
finalised in October 2006. It was afour-year process. The use of Part I11A asatool
isredly very, very limited because of that length of time that it takes. Airport
operators could get up to all sorts of nefarious goings on within afour year time
period and you're proposing that they only report every two years. So the spotlight
that you can focus on airport operations via Part [11A and viayour monitoring report
proposal isvery much diminished. So we're alittle concerned about that.

| think the initial response of the international carriers would probably beif we
can organise to get a consensus view with an airport operator about a commercial
agreement going forward, then that's the way we would prefer to attack it. But we're
not going to get that unless the PC comes up with a set of pricing principles that
clearly define the basis upon which pricing going forward is going to apply. Now,
that doesn't necessarily mean that we're saying you have to prescribe a purely
mechanical means of setting prices by airport operators; what it meansis that we're
seeking to ensure that there is a clear message to airport operators about asset
revaluations, that there is a clear break on the ability of airport operators going
forward to think up new ways of accessing rent transfers from airlines and airport
operators.

Asl said in our submission, we believe that there has already been afairly
substantial rent transfer as aresult of the removal of CPI-X, and we're suggesting that
the pricesthat arein place asat 1 July 2006 represent the appropriate basis for
providing an adequate return to all the airport operators on their existing assets. You
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need to clarify your statementsin relation the effects of passenger growth going
forward on prices for existing assets and infrastructure. Y ou need to clarify your
position going forward on how the productivity sharing arrangements will apply,
because as we've aready seen with Sydney airport, it didn't take them long, they've
already twisted them around and tried to get more of the productivity benefit for
them and nothing for the airlines. So there are various ways that airport operators
who might be focused on rent transfers can twist the sort of things and the principles
that you're saying to their own advantage, and we're concerned about that.

But nonetheless, as| said, we have only experienced that really to this point in
time with one airport operator. The Federal Court decision may make it easier for us
to deal with that operator going forward. But as afirst point, a starting point, |
suspect that the foreign carriers would say to me, "If you can organise to achieve a
consensus, commercial agreement that provides us with a known price path, a capital
program that meets our needs going forward, service-level commitments that provide
us with an assurance of the quality of the airport going forward,” then they'd grab it.

DR BYRON: Just to clarify, Warren, it seems to me that our main task isto assess
the regime that's been sort of on probation for the last five years and then to
recommend to the government either a continuation of that regime with tweaking to
improve the way it works or to recommend going back to the sort of CPI-X
regulation that we had before, or aternatively athird option of something new yet to
be worked out. So can | conclude from what you've just said now that your
international members would be reasonably happy with atweaked and improve
version of light-handed monitoring - alight-handed regulatory regime relying mainly
on commercial negotiations but with good guidelinesin place.

MR BENNETT: Solong asthere was a circuit-breaker that was far more timely
and cost efficient than the current Part 11 arrangements. It's just not, in the minds of
the international airlines, areally effective means of putting in place a process for the
government to determine if an airport is behaving badly. It just takestoo long. We
suggested an arrangement in our initial submission. Y ou guysturfed it out and said
it was basically just compulsory arbitration. That's not what we sought, and, as we
explained in our response to your draft report, we don't see agreat deal of difference
between what we suggested and what you suggested; it's just that your proposal is
that we make our comments in a monitoring report every two years which, again, is
not terribly timely, and again not terribly effective, ssmply because airports can write
glowing reports about their behaviour in the previous two years.

What we suggested is that the circuit-breaker be DOTARS or the government
minister. If thereisacomplaint that airlines have about the behaviour of a particular
airport, then wetake it to that particular office, in the first instance, and they can
make an assessment about whether a pricing review is necessary.
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DR BYRON: And could initiate an inquiry under Part VIIA of the Trade Practices
Act. That'sright, yes.

MR BENNETT: But at the present times, Part 1A isjust too convoluted and too
costly to redly be effective. Thanks.

MR POTTS: | suppose one question thereis- | mean, | certainly agree that the
four year process that it's taken to get this latest Part [11A decision isavery lengthy
one, but | guess the question is, with the passage of time, and the establishment of
some legal framework precedents, whether the process would become quicker, if you
like, and also - | think you touched on this point - that presumably it's going to
condition the negotiating framework between the airports and the airlines, and in
particular the conduct of the airports, because there are fairly significant transaction
costs for both sides in going down the Part 111A route and presumably the airports
would wish to avoid those unless they feel they're absolutely necessary.

MR BENNETT: | would imagine that the airlines would wish to avoid it aswell.
It isan expensive process and - | have no experience with it; I don't know what it
might have cost Virgin Blue and then Qantas to participate in those proceedings, but
| imagine it would have been alot. Certainly, from BARA's point of view, the
process that we had to go through with the ACCC back in 2000, 2001, about the
pricing decision there, it cost BARA 1 and ahalf million dollars; and that's just a
low-cost model industry organisation trying to represent the interests of its members.
But 1 and a half million dollars; it was alot of money.

| should imagine that we're going to be faced with similar sorts of costsif we
have to proceed through this highly legalistic and convoluted process to determine
whether an airport is behaving badly. | mean, it should be pretty damn obvious, if
you bring to the attention of an appropriate government representative the basis upon
which an airport operator is seeking to extract prices over and above competitive
levels; that could be determined fairly quickly. That should be areasonably way to
proceed.

It's not as though - | don't believe - that airlines would seek to just go that route
in any event. We would have to have in place an argument that explains exactly why
we believe an airport operator is behaving badly, but in the first instance | think we
should probably pursue the commercial solution to the problem.

MR POTTS: | guesswed like to think that that assessment should be relatively
straightforward and objective, but we ourselves, in our draft report, attempted to

assess the performance of airportsin the last five years and their price monitoring,
and I'd have to say the response we've got from stakeholders who have engaged a
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number of consulting firmsisto throw more static into the air, if you like, in terms of
how you make that judgment, so the question | have for you, | guess, isto what
extent do you think some bureaucrats in Canberra, in the Department of Transport,
would have the capacity to make the necessary objective assessment to initiate such
aninquiry.

MR BENNETT: | can understand why you got a bit of aflack about the way you
compare the behaviour of airports because you didn't pick some terribly good
parametersto look at. The international comparisons of airport pricing is fraught
with danger. You just don't know what the basis of the pricing is at particular
airports around the world and, as | highlighted in our response to your draft report,
some of the highest-cost airports that you were comparing Australian airportsto - we
wouldn't want those institutional arrangementsto apply in Australia. They were
virtually free-for-alls. So that was a crook one.

Then you compared it to the larger regional airports and that was pretty silly
too, in my opinion, because there is no relationship between the competitive forces
applying to larger regional airports, | don't think, than those that apply to the capital
city airports. You've got a different view to the ACCC on what those situations are,
anyway, so that is another comparative that's fraught with danger.

The return on assets was basically the only one that you came up with that was
probably areasonable one to proceed with. So | can understand that, but | would
have thought that, with alittle more thought, and alittle more research into the
factorsinfluencing airport pricing, then even a bureaucrat in Canberra could make a
reasonabl e assessment about the behaviour of airportsin particular commercial
circumstances.

MR POTTS: Canwemoveon to - did you want to follow up anything there now?

DR BYRON: | wasjust going to comment that the reason that we were interested
in the pricing behaviour of Coolangatta, Cairns, Hobart, Townsville was not because
we thought that they were close proxies for Sydney, Melbourne, and Brisbane, but
because we were looking at places like Darwin and Canberrathat have less traffic
than some of those that aren't monitored, and we were trying to see whether there
was any evidence that being monitored or not monitored had any effect on the
pricing behaviour of similarly-sized small airports. We can debate about what the
evidence tells us from that comparison, but it wasn't meant to say that, yes, Alice
Springsis equivalent to Sydney. Just acomment.

MR POTTS: Could I move on to the cost of capital issue, which you mentioned

again and you made some comments in your submission, as a number of othersdid,
and some valid points we'll take into account. But would you agree that the airlines
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and the airports face a somewhat similar risk profile vis-a-vis the rest of the market,
in broad terms; in other words, to the extent that there's passenger growth, for
instance, which is benefiting the airports, that equally benefits the airports and vice
versa?

MR BENNETT: That'sadifficult one to answer off the top of my head, ssimply
because you've got airlines coming from different markets around the world. The
competitive influences and the market outlook for different airlinesis quite variable,
simply because we have airlines coming from Europe, South America, North
America, southern Asia, the Pacific region, northern Asia. Some of those market
areas have a particularly strong outlook; others have afairly wobbly outlook and the
future doesn't ook perhaps quite so rosy for them. Those sorts of market
characteristics would have an influence on the risk profiles of those particular
airlines, and therefore the cost of capital would vary between the airlines, and
between the airlines and the airport operators of Australia. So it's adifficult question
to answer.

Y ou can see the different forces that would affect airlines in different parts of
the world just by looking at their profitably reports. Often those in the southern
Asian region perform quite well - well, they earn profits. They don't perform quite
well but they earn profits, whereas other operatorsin Europe and North Americaare
still experiencing considerable losses on their operations. Of course, there are a
range of factors that influence that - not least of which their cost structures which
they have to work their way through, but also the market-risk profile is a factor
influencing those outcomes as well.

Then you have the debate about the Middle Eastern airlines and to what extent
they might be assisted by governments to improve their performance. There are two
diametrically-opposed views on that, of course, but nonethel ess they may be factors
aswell.

So there are all sorts of reasons to say, "Look" - it's difficult to say, but the cost
of capital for airlines should be roughly the same as the cost of capital for airports
operating in Australia, as airlines come from all around the world and face different
circumstances.

MR POTTS: | guessrisk isabout the variability of profitability rather than the
level of profitability.

MR BENNETT: That'sright, yes.
MR POTTS: So the question is whether the same sorts of factors are going to be

driving any variability that occursin the profitability.
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MR BENNETT: The variability of the losses are quite significant. | mean, North
America and Europe - they continue making losses but sometimes they're big and
sometimes they're small, but the risk is hard to assess.

MR POTTS: | suppose what we were doing in the draft report was trying to
identify some factors that may have affected the cost of capital for airports, and |
guess my questioning was whether the same sorts of factors are affecting the airlines,
for instance, as would be affecting the airports, and | guess to the extent that there's
some relationship to the effect of changesin passenger growth, for instance, and the
like on the two industries, and that might be the case.

MR BENNETT: We were particularly disappointed that the PC raised this issue of
the cost of capital for airports. We thought that it had been largely resolved in the
discussions that we'd had with the airport operators previously. Now you've opened
it al up to airport operators possibly going forward, saying, "Our passenger numbers
are variable in our opinion; therefore our cost of capital needsto go up." You can
also possibly get airport operators saying, "We're pretty productive here. Our
productivity isimproving; therefore we'll de facto increase our cost of capital to get
even greater prices and returns off the airlines.”

It was avery unwise thing, from our point of view, for the PC to raise that
because what you've done is simply just open up another reason why we may not
achieve agreement on prices going forward because we're going to be arguing about
cost of capital variations which we don't see as being particularly important for
airport operators in Australia at the present time. We think that the risk associated
with airport operationsis no greater in the next five years than it was in the previous
fiveyears. Certainly, thereisno indication whatsoever that the sort of domestic
shock that affected airports in the past is going to occur in the future. The supply of
airline services domestically around Australia seems to have settled down fairly
nicely now. The strength of the two domestic carriersis quite robust, so we're
unlikely to have that sort of shock..

Whether the variability of international passenger numbers and the risk
associated with that exceeds the variability of other risk factorsin the Australian
economy isamoot point. We don't believe that there is that increased variability.

MR POTTS: We're only trying to draw out the issues, and that's the purpose of the
guestion.

MR BENNETT: Wejust didn't like to comment.

MR POTTS: | gather that. | can't quite find the page in the submission now, but |
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think you've highlighted it here in terms of the principles, that there should be
information transparency to assist a negotiating process.

MR BENNETT: Yes.

MR POTTS: Could you elaborate - I'm asking here in relation to the airlines,
because you represent the airlines - could you elaborate what that would mean for the
airlinesin terms of assisting the negotiating process? | mean, clearly the airlines
would be expecting greater transparency from the airports.

MR BENNETT: Yes, that'sright.

MR POTTS: But, equally, what would the airlines be prepared to do in relation to
that to assist the negotiating process?

MR BENNETT: We provide them with al the information that they ask for at the
present time in terms of the type of aircraft that's going to be used, the schedules that
will be adopted in the coming six months to 12 months, the number of passengers
that are actually on board the aircraft. If there are further data requirements that the
airport operators would seek to access from the airlines as part of an agreement on a
commercial process going further, then we'd be happy to consider that. But I'm not
sure what more they would need. They outlinein their commercial agreements a
fairly extensive list of data requirements that airlines have to provide to them, and to
the best of my knowledge airlines do that. | haven't had any complaints from airport
operators that airlines are deliberately withholding information that is required. But,
certainly, if there are additional data sources that airports might require from BARA's
members then we'd be happy to consider whether or not that can be supplied to them.

MR POTTS:. WEéll, | guessto the extent that you think charging - and | think you
implied thisin some of your earlier comments - the level of chargesis essentidly a
guestion of rent distribution between the airports and the airlines, and so you're
getting down to questions of profitability, if you like. So I'm not sure whether, in
relation to the airports, the airlines, or BARA's view, would be that the airlines
would expect information from the airports on the impact of changesin charging
levels on profitability. But to the extent that you did expect that sort of information,
would you regard it as reasonable for the airportsto get similar information from the
airlines?

MR BENNETT: Similar information on airline profitability is available through
IATA, and that's generally publicly available. If that sort of detailed informationis
likely to be sought then we could probably, through IATA, access that type of
information to give to the airport operators.

30/10/06 Airport 66 W. BENNETT



MR POTTS: Soasfar asthe internationa operators are concerned, you wouldn't
expect there would be problems in providing that sort of information?

MR BENNETT: | wouldn't think so, no.
MR POTTS: Okay. Thank you. Neil?

DR BYRON: Yes. It seemsto me that aircraft are about the ultimate form of
mobile capital assets, and that airlines are continually redeploying these assets, trying
their routes, changing the gauge of aircraft on different services, adding and
subtracting services, changing destinations et cetera. | guess one of the things that
we have been grappling with is the extent to which airport charges are a major
consideration in that continuous sort of testing of the market and redeploying these
capital assets. Could you give us any idea of how often or to what extent airports
have actually impeded that process when airlines are redeploying assets to maximise
their profitability or, conversely, whether there have been instances where airports
have actually encouraged new services, new routes, new operators or whatever, and
facilitated that process of change.

MR BENNETT: But, certainly, some airport operators - and probably most airport
operators, | would suspect - have in place a pricing arrangement to attempt to
encourage new services to be operated to their airports. Certainly, Brisbane Airport
has one, | know. Sydney Airport, | think. Melbourne Airport does. | presume the
othersdo aswell. And that has, in the past, attracted some new services. It's sort of
a suck-it-and-see situation, though, for the airlines. Asl said, they compete on
capacity and frequency, and they're competing on capacity and frequency in an
Australian market which islargely amarginal market. There are afew core routes
that airlines operate out of Australia. Most of them are fairly marginal, though.

They are low-profitability groups, they operate on thin margins, and so it
doesn't take much to tip an airlines view on whether a particular operation is
worthwhile in continuing with. Y ou aluded to that, they move aircraft around, and
that's simply because the nature of the market in Australiais such that it is marginal.
If an airport seeks to increase its charges significantly then that does have an impact
on the margin that the airlines earn and, therefore, it can tip them in to moving out of
aparticular service into something else.

DR BYRON: | wasthinking the other day about airlines that | used to fly out of
Sydney, like Alitalia, KLM, Lufthansa, Air France which, presumably, would have
been BARA members. | was just wondering to myself to what extent their decision
to pull out was affected by their view of the airport charging regime; whether they
felt that Australian airports were particularly expenses and poor value, and that was
one of the reasons, or whether it was - you know, they pulled out for entirely
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different reasons, and even if they'd had zero landing charges the still would have
gone. Without commenting on any specifics.

MR BENNETT: Yes.

DR BYRON: Now, just, to what extent isthisabig ticket issue in terms of those
sorts of strategic decisions, or isit arelatively minor one?

MR BENNETT: No, look, it's not arelatively minor one. Asl said, there are a
number of factors that airlines take into account when they're determining what
particular routes they're going to operate. The fact that those airlines have removed
their operations from Australiais indicative of a combination of factors, one of
which would have been the cost of operating their aircraft to and from Australia, and
that'slargely fuel, labour and the airport charges. All of those have an impact on the
margin that they can achieve on their passengers. It may have been at one point in
time that another factor might have been the deciding influence.

If we allow, however, airport operatorsin the future to keep extracting rent
from the airlines and airline passengers, then that will become a significant factor in
determining whether or not airlines operating marginal routes continue to operate to
and from Australia. It isone of the factors, and it one that could, in the absence of an
effective regime, alight-handed regulatory regime going forward, be a deciding
reason for airlines pulling out of Australia.

MR POTTS: Thanksfor that.

MR BENNETT: You didn't notice any infrared dots on me while | was talking, did
you? He's at close range here.

MR POTTS: Thisisafriendly place. Thanksvery much, Warren, | appreciate it.
MR BENNETT: Okay. Thanks.

MR POTTS: David, are you happy to start alittle earlier? Isthat okay?

MR CRAWFORD: Yes.

MR POTTS: We'realittle ahead of schedule. Welcome to this morning's hearing.
As| said at the beginning, if you could just state your names and the organisation

you represent, and then perhaps a general statement and we can take it from there.

MR CRAWFORD: Certainly. David Crawford, executive chairman, Westralia
Airports Corporation.
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MR TICEHURST: Wayne Ticehurst. I've currently got two hatson. Member of
the Office of the Chief Executive Officer, pending the replacement or the recruitment
of anew CEO at Perth Airport. I'm also the chief financial officer.

MR KATZ: Andlsaac Katz. I'm adirector of Harding Katz, which is a consulting
firm advising the airport today.

MR TICEHURST: Chairman, thank you very much for the opportunity to present
today. What we'd like to do is structure this presentation to cover off - initially I'm
setting out the key messages that we'd like to leave you with today from these
proceedings. Asyou know we've put in afairly detailed submission initialy,
followed by a submission on the draft report. Today what we'd like to do is amplify
anumber of the key points and messages, and that David will be speaking to those
points.

I'd like to, then, cover off on some of the positive outcomes and re-emphasise
the positive outcomes that we've seen through this period of light-handed regulation,
and some of the key messagesthere. | know you're very interested to hear about our
views on Part [11A and on dispute resolution, so David is going to speaking in
regardsto that. 1'd also like to then speak about some of the aspects of the draft
report we think could be tweaked. On balance, we are very firmly of the view that
the draft report has it right but there are certain aspects of it that we'd like to suggest
to you that perhaps need some tweaking. Then finally David will be summing up
with some concluding comments.

MR CRAWFORD: Let mejust gothrough, I guess, the key messages to start with.
| think the first message we have got isthat it was fairly clear to us that there was
ample evidence available that the previous regime was defective, the CPI-X regime
that we worked under. It isalso clear that thereis no significant evidence that the
current system under which we are working hasfailed. So | think that's one of the
very clear messages, that the old system that we went back to was - it had some very,
very significantly demonstrated failures, whereas the current regime does not.
Therefore, while there is some sense to redefine it there is no justification to throw it
out and look for a new system.

The second message is that we do concur with the Productivity Commission,
though, that we have still got some way to go under the price monitoring regime. It
is not a perfect regime and we have to make sure that we work to achieve a better
outcome under price monitoring. We are of the view that that can happen, and we
are also of the view that it would be entirely premature to say that it has failed and
we should move to adifferent form of regulatory regime. We should work towards
improving the system that we have got, going forward.
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We remain firmly committed to setting price and terms of condition to aero
services through to commercial negotiations. The outcome that | think the
light-handed regime had a very clear intent to was to set the framework where
commercial negotiations could prevail. We recognise the tensions that occur in price
negotiations. Thereis not a big price discovery mechanism when there's a
negotiation between an airport and an airline, so there will always be some feeling
that something has been left between the parties.

So thereis not a big price discovery mechanism and there would be tension in
the pricing negotiations. But commercial negotiations are much more than price and
the relationship between parties are much more than price; and the importance of a
successful relationship going forward between the parties depends on being able to
keep the price negotiations in context and allow the other matters related to
conditions of access to be fully explored during the term of any agreement that might
persist. Unfortunately, much of the discussion about what the alternative isis almost
exclusively about price, and the purpose, for my mind, of why commercial
negotiations are critical isin that it recognises rel ationships between parties are a
whole range of things other than just price.

We do recognise, though, there is aneed for an effective circuit breaker to be
available when the parties can't agree. | think Part I11A providesthat circuit breaker.
Theissues with Part 111 A are not peculiar to airports. It is abroad-based regime.
There have been changesto Part I11A, apart from the Federal Court decision,
particularly with respect to timing and the disciplines that will have to be imposed
around the timing for decisions under Part II1A. So | think Part II1A isthereasa
circuit breaker and | think the Federal Court decision suggests that Part [11A in the
future can be a more effective circuit breaker than it has been in the past.

Finally, | think it's our view, the price monitoring with binding arbitration
would rapidly turn into arelatively heavy-handed regime that would undermine the
scope for commercial negotiations and would effectively make Part [11A redundant
because you could almost duplicate under a price-monitoring regime what would be
attempted under Part I11A. So our overall view isthat given the importance of
commercial negotiations, the breadth under which they have to take place, the need
to further develop them and strengthen them with, in the background, Part I11A is
still the best way forward for the way in which airports and airlines should negotiate
the future arrangements. | guess they're the key things and I'll leave it to my
colleagues to now start filling out some of the detail.

MR TICEHURST: Thank you, David. Asl said at the outset, | would like to just

spend alittle bit of time in reinforcing some of the positive aspects of the price
monitoring regime and | appreciate we've done this to some length in our
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submission, but | really do think it's important to re-emphasi se some of the
achievements that we've certainly seen at Perth Airport. | don't think there's any
doubt at al, certainly not in our mind, the CPI-X regulation resulted in aero charges
and levels of investment that were unsustainably low. In Perth's case, we had the
highest X-factor of any airport in the country at 5 and a half per cent.

That was built off an FAC network pricing regime based on singletill. 1t was
really not an efficient basis of charging from the outset, and it's an important thing I'd
like to just re-emphasise, in that there are a number of submissionsto thisinquiry
that seem to be taking the view that somehow or other the starting point prices were
correct and therefore that the asset val uations should be based off those starting point
prices or an extension of those prices. So from our perspective, certainly we don't
see the starting point prices as being anything like being correct and the correction
that took place, took place when we reset our charges in 2002, based on an
economically justifiable basis.

If | can just look at the investment that's occurred in the five years or four years
and five years up to June 2007, under this new light-handed regime. All the spend
on capital expenditure - something in the order of six times the amount of capex on
aeronautical infrastructure in that time. In fact, we've spent more than what we'd
indicated to the airlines that were our pricing terms to the accord that we put in place
in 2002. So | think it's very important to recognise that there has been a very positive
period under this light-handed regulation for capital investment.

And going forward, it's extremely important to recognise that in the next five
years Perth airport will spend something in the order of 120 million, or planning to
spend in the order of 120 million on pure aeronautical investment. So that's more
than double what we've already spent in thisfive years. So it's terribly important for
usto get it right in terms of creating aframe work for that capital investment to
happen. We believe thislast four years has done that.

In terms of passenger and airline quality of service; we have avery strong
commitment to continuing quality of service monitoring. The results of passenger
and airline service surveys that have been conducted to date continue to indicate that
there's been an overall high level of satisfaction with the services at Perth airport and
as| said, we're continuing to maintain acommitment to that. It wasvery - | think
Warren's comments this morning in regards to commercial terms and conditions
having been negotiated with airlines; we've got special mention and we're very
appreciative of that, Warren. | think it's an endorsement of the fact that, asfar as
Perth airport is concerned, there is a mechanism in place and commercial terms and
conditions have been negotiated with airlines.

Dispute resolution provisions do exist in the pricing and services accord and in
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the license agreement we have with Terminal 3 with Virgin Blue, and they have not
been activated in the four years that they've been running. A couple of other
practical things that have occurred over the last four years in terms of our focus on
minimising costs to airlines to the extent possible. We do take measures to delay
aeronautical charges increases where they're necessary. Security chargesisa
primary example of that. We're all aware of the significant increases in security
charges that the industry has worn over the last few years. What we've doneis
voluntarily put in place mechanisms to delay that increase to airlines.

It's also instructive to highlight that our airfield charges; we've actually kept
them flat for the last two years running in recognition of the fact that we have had
fairly strong overall passenger growth and therefore we're sharing those productivity
benefits with our airline customers. The last four years have also seen, | guess, the
encouragement of innovation in terms of delivery of aeronautical services, and we
did provide an example of that in acase study in our first submission. It was an
international terminal baggage handling project. It also encompassed security -
implementation of checked-bag screening. It's about a $25 million project and that
case study, | think, highlighted that.

We were able to achieve that innovation, we were able to achieve it through a
strong period of consultation, avery successful outcome on a significant capital
works project. We were able to have the flexibility to negotiate and agree the project
scope and cost and certainly we see that model as a model to be looked at going
forward. It's very conducive to development of effective commercial relationships.
So | guessin summary, we certainly consider that there's been superior outcomes for
al stakeholdersin the last four years that have been delivered under this light-handed
period of price monitoring and we very much caution about any measures that
returned us, either in whole or in part to a heavy-handed form of price regulation.

We strongly believe that we've complied with the government's review
principlesin regards to this period of light-handed regulation and we've put afair bit
of commentary in our submission in regardsto that. I'll now pass back to David who
will talk more about Part 111A and dispute resolution.

MR CRAWFORD: | guessin genera terms, our view isthat price monitoring and
commercial negotiation parties are the objects we're trying to pursue and therefore
any form of regulatory intervention has to be used sparingly. | think Part 111A
actually provides that proper regulatory backstop. | don't think it is and should not
be designed to be easy to access. It hasto be - itisavery significant form of
regulatory intervention; the implications are very significant so it should not be too
easy to access, but it should be effective when accessed and | think that's what it
provides. It isareasonable regulatory backstop. It iseffective. The changes that
have been made, as I've said in respect of timing, | think make it more effective in
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providing the regulatory backstop.

I don't think it is such athing where it actually can be accessed very, very
quickly and easily, because thereis still some - there still has to be a negotiation
period beforehand. Thereisstill obviously the need for integrity in the process of
considering aPart I11A declaration application, and in the end there are issues around
conduct that have been considered under Part I11A. So | think it has got the proper
balance. It provides the proper balance of being used sparingly but still being
effective and | think the most that can be said under the recent Federal Court decision
IS, it'sin asense likely to enhance the effectiveness of it to the extent that it
potentially makesit one part of it; much less conjecture about what's meant by access
and what's meant by declaration. It doesn't undermine therest of it. It clarifies what
used to be afairly significant part of the process without undermining the rest of it.

So | think it effectively - it is another way in which Part [11A has been
improved. To the extent that Part 111A has been improved, | think it enhancesits
capacity to be used as the regulatory backstop for the price monitoring regime. The
price monitoring regime and commercial negotiations; | said regulatory intervention
should be used sparingly and | think the idea of independent binding arbitration is
one of those which is of alike mind, that should be used extremely sparingly because
given, asl've said, the nature of the negotiations that take place, it's - you have to be
very, very careful of using it asthe first resort rather than the last resort and trying to
pursue the goal of commercial negotiations, it hasto be built around the idea that the
parties between themselves can find away to overcome their differencesin what are
difficult commercia negotiations and will always be difficult commercial
negotiations.

But in the end, there is away in which the parties can achieve those things,
because there is sufficient reason to do so. Part of that process, | think isthat it does
require the parties to have an open and transparent approach to the sharing of
information and | think from the airport's part, we propose to do that. | think we do
have to recognise though, that no regulatory regimeis perfect. There'sroom for
improvement and | think the PC draft report has recognised that there are some areas
that can enhance the regulatory regime that's in place now; the price monitoring
regime that's in place now.

The package of proposals; the core proposals as we've tended to say, whichis
in relation to asset valuations and sharing of productivity improvements are ones that
we concur with, but as the basis of taking some of that tension out of the price
negotiations, future price negotiations, are very, very important. We have
recommended that the commission consider the period of the next review, asto
whether we should go past the five year time, because if there is a sense that the price
monitoring regime hasn't worked, there would be the negotiations that take placein
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our case when the five-year review finishesin 2007. Therell be another five year
pricing principle, which we'd would obviously build around.

| think it's something that PC considers, isthat if they've got afive-year price
review, that will, | guess, tend to set the period under which our agreements might
take place. If the review were to take place after two renegotiation periods then the
PC would actually have a good idea of what's happened through that process of price
negotiation between the parties and then be in a much stronger position to make
recommendations based on two major negotiations as to those areas which might
need further development or indeed, in the airport's case, it would certainly drive the
need on our part to reach those commercial negotiations because in the end, we're
aware of what the implications potentially are of not being able to reach successful
commercial negotiations.

And in terms of regulatory backstop and the need for regulatory improvement,
we are always mindful that Part I11A isthere and that will condition our negotiations
certainly aswe go forward. I'll pass back to Wayne after those.

MR TICEHURST: Thanks, David. Asl said at the outset, there are some aspects
of the draft report that we would ask the PC to revisit. Asapackage, as David has
just indicated, we accept the draft report. We think it's really on target in terms of the
key principles that it's putting forward. One of the comments | do want to makeisin
regards to asset valuation. We accept the core principle from the draft report about
the sengitivity of asset valuation and we do think that that is one of the key elements
that, if we can resolve that in the way that the draft report has proposed, it will make
the likelihood of further significant disputation very much less than it would be if
there was really no principlesto develop. So we support the draft report in that
regard.

We do, however, have some concern over two aspects of it. Thefirst of those
isinrelation to a statement that the draft report makes in regards to, and | quote:
"New investment should not be added to the asset base" - or "should be added to the
asset base at values agreed with customers.” We're just a bit concerned about what
the meaning and the intent of that is. It seemsto usthat it could potentially lead us
into the sort of problems that we experienced under the NNAI regime.

We would like some further clarification from the Commission as to what it
intended by that statement, "at values agreed with customers.” We're suggesting to
you that perhaps that's a bit too prescriptive. The redlity isthat we do get agreement
from our customers up-front on capital works when we put in place our pricing
agreement - we did so in 2002 - in abroad sense, and particularly in regards to major
projects. There's an extensive consultation process that we go through. The T1
baggage case study was a great example of that, when we went through and we
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scoped it out with customers, and there was quite alot of feedback that came back
from our airlines that enabled us to improve that project.

But we do think that there needs to be flexible approach to the definition of
what new investment is and, for example, that we need the flexibility to be ableto -
having agreed an overall scale of program, that we can substitute or add projectsto
that without the need for it to be coming down to a very prescriptive and avery
detailed reconciliation project. So we would ask the Commission to just clarify what
it means by "at values agreed with customers.”

The other thing | think we recognise is that the new review principles should
allow airports to maintain the real value of their asset base through time, through an
appropriate indexation, and that may well be through the use of anominal cost of
capital to anominal asset base, or areal cost of capital to areal asset base. We're
really indifferent asto which one, but we do think there should be some recognition
of that principle.

If I can just go through the reporting and monitoring regime; again, the draft
report suggests that there - seems to focus more on customer commentaries and what
we see to be subjective comments from customers on monitoring. We caution that as
being the primary focus of the monitoring regime. We think very much there's a
place for quantifiable and more objective measures of quality of service, and we do
have some concerns about that it be potential for a qualitative regime based on
customer commentary being the most appropriate basis to conduct the
guality-of-service assessments.

I'd like to just highlight - we do our own, and | think alot of the airports do do
thisaswell - we do our own quality-of-service monitoring, in any event, which is
over and above the quality-of-service monitoring isreally required under the
price-monitoring arrangements. We're certainly continuing to do that, at least
annually.

In regards to the frequency of the reporting of that, I think the Commission has
suggested that perhaps atwo-yearly reporting cycle could be beneficial. We're
actually quite happy with annual reporting. We don't see that there's been a great
cost differential between annual and two-yearly reporting, and because we're doing it
annually anyway, we'd be quite happy to maintain that.

If I can just then turn to another area of the draft report which we have some
concern with, and that's in regards to monitoring of carpark prices. We understand
the Commission is advocating that carpark pricing be continually monitored. We
believe that monitoring of carpark pricing is unnecessary. Thereis aready
acknowledgment or recognition of carpark pricesthat - of publishing of carpark
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pricing the web pages of a number of airports.

We have added a considerable amount of capacity at Perth airport, in terms of
carparking. We have product differentiation between long-term carparking and
short-term carparking. Our product called FASTtrack, we introduced for the
business traveller, and so forth. We have got more plans - significant plans - to add
capacity at Perth airport to meet the demand, including the possibility of a
multistorey carpark in the next couple of years, and there's certainly alot of evidence
in terms of off-airport competition for carparking and, of course, other competing
modes of transport, including drop-off.

So we are firmly of the view that the role of monitoring for carparking pricesis
unnecessary. There'salot of information we've provided in our supplementary
submission on that point.

If I can just turn to the definition of aeroservices, we do accept that the current
mismatch between Direction 27 and the Act needs to be rectified. It isnot ahuge
difference but there are some administrative issues it creates, so we do think that the
definitions do need to be aligned. The key thing that came out of the Commission's
draft proposal, however, which we'd again like to clarify, isthat it appears that the
Commission is suggesting that the current - what we call the carve-out mechanism,
in Direction 27 that relate to pre-existing leases and licences - the possible
implications of the removal of that may inadvertently redefine revenue from the
Qantas Domestic Terminal Leasesinto the aeronautical category, and we'd just like
to get some clarification from the Commission as to whether that's its intention or
not, or in fact whether or not it was always recognised that the Qantas DTL would be
out of the definition.

We certainly think that if those revenues were included in aero it would be very
problematic to determine what they were because that terminal actually has a number
of uses of aero and non-aero, so it would be very difficult; but more importantly, |
think, we fedl that that approach would broaden the scope of commercial
negotiations to include revenues and costs that have previously been settled through
long-term lease agreements. 1t would move us more towards the single-till approach.

I'm sure you won't let me leave here until 1 say something about the fuel
throughput fee. On the matter of the fuel throughput fee, we have already
foreshadowed in our submission that, in accordance with the review principles, well
continued to consult with our customers on the charging arrangements at Perth
airport, and that includes the future application of the fuel throughput fee. So what
I'm saying is that we have acknowledged that there is some issues with it, that there's
some sensitivity on behalf of our customers, and they will be picked up and taken on
board in terms of our future commercial negotiations with our airline customers.
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I’d just like to pass back to David for some concluding comments.

MR CRAWFORD: My concluding comment is relatively simple, that what we've
said is we support very, very much the overall thrust of the PC report with some of
them - | guess, not the core issues, around which the PC - supporting the core
principles around which the PC has developed its recommendations. There are some
areas of concern which we think are points of clarification development, but they
don't affect the core thrust of what the PC has recommended, that we need a further
period of time to develop a price-monitoring regime, and that the Federal Court
decision in respect of the SACL case doesn't in fact need to cause any change in the
overall recommendation that the PC has made today.

MR POTTS: Thanksvery much for avery comprehensive statement.

Perhaps | could begin with this Part I11A question. | think there's a generally
accepted view that the bar has been lowered, if you like, in terms of resort to
Part II1A. The question is how much has it been lowered.

When Melbourne airport appeared last week, the question was put to them, and
| think they accepted thisline of argument - was that an interpretation, and their view
was based on legal advice - an interpretation that can be given to the decision is that
application of Part [11A isno longer aconduct issue. It's now simply a structural
Issue because this provision of Part I11A, which the Federal Court gave a different
interpretation to, accepted the Virgin argument, if you like - Virgin Airlines
argument - essentially means that in future, whether Part [11A isinvoked or not, will
turn on those two other key clauses. One iswhether the facility can be replicated
economically; and the other one is whether it's a significant market or not. On both
counts, it would be difficult to argue, | think the view is, that the magjor airports
wouldn't meet those two particular criteria.

So the argument that Melbourne airport was putting was that it's no longer a
conduct issue; it's essentially a structural issue. You look at an airport and see
whether it meets those two particular testsnow.. So I'd be interested in any
comments that you could make yourself which | think suggesting that you had a
rather different interpretation of what you thought the Federal Court decision meant.

MR CRAWFORD: Canl preface thisby saying what I'm saying here is obviously
in my role as executive chairman of - - -

MR POTTS: | appreciate that.

MR CRAWFORD: ---WAUC, not in respect of any other roles | might have.
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| think there has been some lowering the bar in the sense of the clarification of
what the relevant subsection of section 44 means. | don't think, and if my reading of
the court decision - did not say that the matters that had been considered - be they the
NCC, or the tribunal should not have been considered; it's just that they were not
relevant - relevant subsection of - that they were considered under, section 44 for the
NCC's case in section 44(h) for the tribunal's case.

So | think that there will still be some way to go, and we probably won't find
out until there's the next application for declaration. So | think it hasto be seenin
that context, of the comments that were made around the meaning of section 44.

I think we also have to recognise that the decision was in the context of the
Trade Practices Act that existed at the time - not the changes that have been made
subsequently, and the requirements to look at the objects clause.

And the third thing there was, up until now there's been partly, asyou've
suggested, that it was - you look at the four conditions and say they were necessary
and sufficient; and if you satisfy all those conditions, you declared or - | think the
judgment, in my mind, says they are necessary but they are not sufficient, that the
relevant parties - the NCC and the tribunal - have to make sure that all those
conditions are satisfied in respect of declaration; that they are not all the matters that
they consider. They must actually tick those boxes before they can - and they all
have to be affirmative, and then they have to consider the other mattersrelevant to a
declaration application.

So | don't think - they're, | think, the issues that we will face going forward, but
it seemed to me relatively clear in the judgment about those matters, and particularly,
as| say, in conjunction with the changes that have been madeto Part I11A. | think
there will still be arequirement for the integrity of the process that has to be
considered in Part I11A, and that will mean that matters that previously were
considered will still have to be - there will be arange of matters that will have to be
considered in addition to what might be arelatively ssmple ticking of the box, which
| think - you'reright, if it was simply a matter of just those four divisions that had to
be judged by.

MR POTTS: Well have to wait and see, | guess, but this leads into another
guestions, and the question relates to whether the airport would consider, in the light
of this decision, going down the undertaking route, and | think | know what the
answer to that question is. But let me preface the question by saying that, in one of
the public submissions we received from Qantas, which is on the web site, | think
they made afairly direct threat that, if the approach that they were recommending
was not adopted by the government - and, by implication, they're suggesting that it's
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an approach that we ought to recommend to the government, and then it's a matter
for the government to decide what approach it adopts; but if that approach were not
adopted, they would move to get the airports to declare, in the light of the FC
decision.

MR CRAWFORD: Interms of an access undertaking, | think, my view isthat it
would be entirely premature for us to move to an access undertaking now because
we've still got the object of commercial negotiations between the parties . | think the
access understanding, as it works, still puts a significant body in between the
commercial parties.

In respect of, as we say, the Qantas threat, it seems to me that declaration is not
something you apply for. Thereisaprocess of declaration where parties have to
negotiate in good faith, though there is conduct, in a sense, about declaration. There
has to be shown that the parties have tried, in good faith, to reach commercial
negotiations and that has failed. Now, if the intention is to say we're not going to
negotiate, then it seemsto methat it's not that easy to do. There hasto be an attempt
to negotiate and that would be part of the conduct that would come into considering
whether a declaration would apply.

So | think it doesn't automatically mean that you can just jump to Part [H11A. It
has to be in respect of aan access regime or an access that has been denied, in which
case the airports aren't talking about denying access, they're talking about the
conditions of access, and it would have to be clear that those conditions of access
have been unable to be agreed between the parties. That requires that there's been
before that a genuine attempt on the parties to actually reach that commercial
agreement.

Part I11A is not meant to be, as| said, other than an experiment. | think the
drafters of Part 111 A recognise that there's arisk of regulatory failure - a significant
risk of regulatory failure - and that the use of Part I11A should be used sparingly,
wherethereis avery very clear indication that all the other alternatives have been
exhausted.

MR KATZ: It'sprobably worth adding as well that even after declaration, there'sa
presumption that the parties will negotiate. So there's another reason, really, for
Qantas to come to the table to negotiate prior to declaration, rather than waiting for
declaration and then coming to negotiate.

MR POTTS:. Yes, but declaration has certain implications for the process of
arriving at afinal decision. It'simportant in each case, if you can't agree, and it goes
to arbitration by the ACCC, which is not part of the commercial framework prior to
Part 111 A being applied for. There's asignificant difference in terms of the process.
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Can | takeit then, and thisis kind of an important issue for us, that in your
mind, in the light of the Federal Court decision, you think that price monitoring is
still aviable regulatory framework.

MR CRAWFORD: | thinkitis, yes. I think very much so, and to the extent that -
and | think we shouldn't consider it, as| say, without the other changes that have
gone ahead, apart from the SACL decision in respect of Part I11A. Some of the
concerns about the time limits of decisions have been addressed quite separately
from what's going on here, and that's really a very important thing. To the extent
there's been clarification about what one section of it means, it provides less
conjecture around that, but | don't think it limits the effectiveness either of Part I11A
nor of the potential of a price monitoring regime.

MR POTTS: Could | ask you a question about the usefulness of price monitoring,
in the longer term framework. Y ou're suggesting that we extend, | think, the next
period beyond five years - perhaps seven. | guess the question isto what extent do
you see price monitoring as an arrangement which could continue indefinitely - if
you like - or do you think it's atransitional arrangement before moving towards just a
more commercial one, that's just based on Part I11A, as the backup, if you like; or
perhaps, depending on how things unfold in the next five or seven years, resort to
something that's got more regulation to it. Something, perhaps, more akin to the
system that operates in the UK, for instance, with the major airports. Could | ask you
that question.

| think in your submission you're also making the point that suggests that
perhaps it has some more ongoing purpose, and that is it provides some public
confidence and exposure to what the airports were doing, by way of their charging
policy and conduct.

MR CRAWFORD: Thefirst comment isredly in the context of doing five yearly
reviews, and | don't know that we have five years of this regime and then we revert
to five years of adifferent regime, then have alook at it in five years and do another
one. | don't think that's a good expectation to build up, and | would think one thing
you could be mindful of is breaking the circuit of doing that; that we're just going to
do this every five years and we might do it. That's one context about five yearly
reviews.

The other context of it, though, is having some confidence in the way the
eventual outcome will be. 1've got confidence that we need to move progressively
towards a position where the commercial negotiations can be trusted enough between
the parties to deliver the outcomes that are required. | don't think that happens with
the backdrop of some pricing principles, and the monitoring of the price in
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principles, as distinct from the price - thisis really what we're talking about - | think
can be an ongoing process because | think it is important for the reasons we
mentioned to do that.

The review of the whole regime on aregular basis, | don't think we should
move to a position where we don't have to do that, as to whether price monitoring or
some other form of regulation should take place. | think Part [11A, if it getsto the
point where the behaviour is seen to be unsatisfactory, will be a constraint on our
behaviour and an available course of action for somebody who wants to take an
aternative course. So in the longer term I'd see the capacity to have to do away with
the idea of reviews of what it would be and the need to break the cycle of five yearly
reviews, but also be underpinned by a set of pricing principlesthat are very very
clear about what has to be done in terms of the negotiation framework, | guess, for
those commercial negotiations.

MR TICEHURST: Just to add to that, | think the commercial negotiation process
is still maturing, but | think we've come along way in the last four years in terms of
that process and we're certainly very strongly committed to that. In terms of the
process going forward, | think there's real opportunities for us to develop with the
airlines some additional measures; for example, service level agreements and those
sorts of things. | know they're very keen on doing that, and we've certainly indicated
a preparedness to talk to them about some of those things and this ability to get those
things agreed between the parties and going forward. We will continually refine and
mature that process, which in my way of thinking should get the government more
comfortable going forward, and that parties will really develop something that was
always the government's intention, that these commercial agreements would be much
more mature.

MR POTTS: 1 think there's a specific suggestion that the next period be seven
yearsinstead of five years. Isthat because - and | got thisin the introductory
comments - you think that would allow two multi-year charging agreementsto be
negotiated, rather than one. | mean, one disadvantage of it being seven yearsis that
it would then be 12 yearsin total for price monitoring, which seems quite along
period of time to be making a judgment about the system going forward. But from
your point of view, the real advantage of the extratwo yearsisthat it would allow
two multi-year agreements to be negotiated, and perhaps increase the probability of
moving away from the sort of gaming that seems to have been taking place in the last
five years, where there doesn't seem to have been alot of genuine commercial
negotiation on charging that hasn't been based on previous ACCC decisions. Could
you just elaborate on that for me, to make sure I've got that clear in my own mind.

MR TICEHURST: | think you've actually summarised it extremely well, that you
need to have that period of time. Really, when talking about five year regulatory
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review we're only talking about four years because the review is activated 12 months
out from that time. So it doesn't give you awhole lot of time to cement these
relationships, whereas taking it beyond the five years gives you the ability to really
have that relationship develop, and areasonable period of time for the relationship
and the monitoring to take place.

MR KATZ: Canl just check. You mentioned the 12 years for price monitoring. |
think the suggestion is that you'd conduct areview after seven, so it's there we've got
anew enhanced regime this time around, you would conduct areview after seven or
maybe eight years, and then you'd make a decision as to whether the new regimeis
working or not. So in that sense, it'snot 12 years, unless you count the part that
we've already had.

MR POTTS: That'swhat | was counting on. We've had price monitoring for five
years. You're suggesting that it be tweaked alittle bit.

MR KATZ: That'sright.

MR POTTS: | think most people would say you're suggesting that it be tweaked
and | think, perhaps, those are words that you'd use. So if it went for another seven
years, it would mean that we've had 12 years of price monitoring.

MR KATZ: Yes. | guesstheconcernredly isthat if you just have five years and
only one round of negotiations, you may again conclude that there's insufficient
evidence to make a judgment one way or the other.

MR POTTS: | can understand that point of view. | think going from 10to 12, |
don't think, in apolicy sense makes alot of difference, but if it means that you're
going to have an extraround of negotiations or charges going forward, then it can
make a difference. That's my point.

MR CRAWFORD: | think you've picked upon the key point about this, isthat the
process we're going on in here is about conditioning behaviour; to achieve an
outcome. It's not just about a set of structural things, by which we've managed, about
conditioning behaviour, so that people actually behave in order to reach commercial
outcomes. That's the context also, | think, of the series of five year ones, of what sort
of behaviours does that encourage as distinct from it going to a seven year time
frame, and what sort of behaviours does it encourage to try and reach the goal of
commercial negotiations.

It's the issue about behaviours, as the issue is about compulsory binding

arbitration. It's effectively an issue about behaviours. Isthat going to reinforce the
behaviours that we want to go forward in respect of achieving commercial
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negotiations between the parties.

MR POTTS: Just on the dispute resolution issue, | think | can say fairly that thisis
probably the area of the inquiry where there's the greatest divergence of views
between the airports and the airlines. Despite our invitation for the parties to come
forward with what they think would be a workable solution, a concern that we have,
if it becomes too prescriptive that essentially turns you back to - even if you want to
call it alight-handed regulation, it will turn you back to heavy-handed regulation. So
despite that invitation, | don't think anyone actually took it up, which you can
interpret it in anumber of ways, | suppose. Oneisthat perhaps thereisn't a solution
toit, that if you are going to put rules around it, that inevitably it will mean that there
will be problems and you'll be reverting back to a more prescriptive arrangement.

Y our own airport rules clearly won't count and stay in that position, but you
might want to comment on the observations that I've made. Also, are there any
elements that you think could be looked at which would still allow you to operate
within acommercial framework, which you're recommending, but which would
perhaps move the current arrangements forward?

MR CRAWFORD: I'll just make some opening commentson it and I'll let my
colleagues discussit. | think we're talking about two different levels of dispute
resolution, | guess. Once we've reached agreement with a party for afive year
agreement, we have, under our current agreement, dispute resolution procedures
within those agreements. We would expect, like any commercial arrangement, that
you would have those within the agreement. So that's not the dispute resolution
we're talking about. We're talking about the - - -

MR POTTS: New agreements.

MR CRAWFORD: - - - new agreements as aframework to doit. 1 mean | don't
think that there is an easy solution to it because - and | don't think whichever position
you put in place it will actually solve the issue because we don't have a deep price
discovery mechanism here. We are going to have to negotiate between the parties
and reach agreement between the parties about something where it will be the result
of anegotiation. Thereisno real external other market that you can look to to find
out whether you've got theright pricein it altogether, and that's why | don't think
there will be a- al the compulsory arbitration does is actually bring the process to an
end. | don't think it actually enforces agreement between the parties and actually gets
the parties into any better agreement than might necessarily have been the case.

| think it isentirely premature to move towards putting that thing in place now

with some form of arbitration to it because | think it will be because - | think it will
be used because they are difficult negotiations. If these negotiationsin relation
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between these parties are going to mature, that is one of the key things that the
parties have to work on is how to actually come to agreement between two parties
when we know the negotiations will be difficult. | don't think it's unique to this
industry. | think it happensin other industries and they face it without having to
resort to somebody else to go to arbitration.

So that's why | guess we haven't added anything to it because | think it is
premature to do that, to do it, and as | say | don't think - you would have to make the
argument what is unique about this industry compared to other industries where other
industries go through much the same difficult processes of negotiation and still have
to reach commercial outcome at the end where you walk away and each party thinks
they've got something on the table, and you can't really judge that because there's no
other way to really discover it through the depth of pricesin the market.

MR POTTS: | guessthe argument of the airlinesis that airports are natural
monopolies and that's accepted, | mean that's why these arrangements exist of course.
If there wasn't any monopoly power to curtail, then you wouldn't have these
arrangements, and the argument is that the countervailing power that's on the other
side of the table, if you like, is significantly less so there needs to be some redressin
order to achieve satisfactory outcomes.

MR CRAWFORD: | think there are a number of things that push us towards
having to reach agreement. It's not just the countervailing power, it's economic
interest. | mean there are a couple of problems to why you actually have to reach
agreement in the end, and | think they're the two most powerful, there's the
countervailing power and the mutual economic interest, and | think it doesn't - to my
mind the asymmetry is not significant enough to actually have the level of
intervention because | think practically we know what the form of intervention will -
| think you've probably identified practically what will happen with that when you've
got that intervention if you intervene in the market to get this resolved, and | don't
think the asymmetry, if it exists at all, would be sufficient to justify the intervention
in terms of - which would in turn be a compulsory binding arbitration, and if we go
to a compulsory binding arbitration under price monitoring I'm not too sure then that
Part I11A presumably becomes redundant because you've effectively got what - you'd
be defining what the principles of the arbitration would be which | think are defined
anyway under Part I11A.

DR BYRON: | saw arecent article while | was in Perth last week about the rapid
expansion in traffic at Perth Airport, particularly because of the mining boom and
fly in-fly out and all therest of it. Could you tell usalittle bit about general aviation
use of Perth Airport, we've been talking almost exclusively about scheduled RPT,
and have there been significant changes in the GA use of Perth Airport over the last
few years, and are there factors there that we should be interested in?
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MR CRAWFORD: Let meintroduceit and then I'll passit to Wayne to continue.

Y es, there has been - we're thinking of changing the name from general aviation
because it really doesn't properly describe what's going on and we're tending to call it
resource and regional based charter services because they're not small aircraft, they're
jetsthat are operating. In terms of growth - in terms of relative size of the market
we've got roughly 5 million domestic passengers, 2 million international passengers,
and there are probably about 500,000 passengers that are carried to mine site and
back under what we've called general aviation, so that's about the relative size of it.

In terms of growth, the total aircraft movements, | think September -
September is up 60 per cent, 50 to 60 per cent, and the nature of the aircraft being
used has significantly changed. We have signed up one of the GA carriersto
actually start using one of our terminals. It's anice anecdote | use. What used to be
the former Golden Wings Lounge is now a mobilisation and demobilisation areafor
people flying to mine sites so the Golden Wings L ounge has turned from suits to
steel caps. It'sasign of the times of what's going on.

So the issues of - we are facing the issues of the size of aircraft that's being
used, the requirements of aircraft being used, whether there's going to be a change in
the nature of security requirements that are required where you actually might be
able to get some significant cost savings by using acommon user terminal compared
to what's used now is company-specific hangars, and it creates certain issues for us,
mostly in timing because they're very peaky in terms of their time. They fly out from
6.00 till 7.00 in the morning, come back from 3.30 to 5.00 in the afternoon.

So it'savery significant growth area and we are going through a series of
negotiations with those parties to see the extent to which they want to use a common
user terminal for the larger aircraft, for the fly in-fly out operations, and how we can
integrate more fully the GA areas into our other requirements that come with that in
terms of parking, awhole range of - and the form of retailing that might be required
for people who are coming back from the mine site to do their convenience shopping
before they head home; a whole range of issues that are causing us to have to review
GA.

DR BYRON: | was reminded by the comment about how your landing charges
haven't changed in the last two years, and | was wondering if the significant increase
in that sort of regional mine site traffic was giving you far better capacity utilisation
of the runways basically, but | hadn't thought of that peakiness that you just referred
to, whether that actually creates more of a problem rather than a solution in terms of

capacity.

MR TICEHURST: Just to add on to David's comments, certainly there's been a
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pretty significant uplift in activity from the regional carriers. They are avery
important part of our consultative process. The Skippers, National Jet and Maromba
operators, which are the three major ones, are avery key part of those processes. We
do keep a constant dialogue with those guys in terms of their plans and their
operations.

The growth we've had on the domestic side has really been, | guess, in
conjunction with the GA, the catalyst for our decision to keep the airfield charges
constant so - we've aso had the growth on the domestic capacity, but the comment
about the peak charging or the peak period, one of the things we're obviously looking
at is how do you influence behaviour in terms of being this peak time we have in the
morning, and we're certainly looking at strategies as to how we can do that.

One of the things we're looking at is the opportunity of a discount; rather than a
peak period surcharge, which | don't necessarily think works, it's actually doing it the
other way and offering the carrot to provide a discount for charter operators,
particularly who would operate off that peak, to try and move - not all of it obviously
because it would create a different peak but some of it into that shoulder period or
another period. So it's certainly something we're turning our minds to.

MR POTTS: Youraised acouple of issues. | think you were looking for a
response. 1'm not sure whether it was now or later, but we'll certainly be picking
them up later. | think the first was the meaning of asset values agreed with
customers. | don't want to be too precise about this, but the principle behind it was
that if you're going to have genuine negotiations about charges going forward that
apply to new investment, then there presumably has to be some understanding of
what the valuations are of that investment to arrive at the charges. So that was what
was implicit in the comment, that there are some detailed aspects that we need to
look at, and we can certainly do that.

That was one gquestion. The other one was Qantas leases. Again, | think this
has been raised by afew airports, and it's something we'll need to think about, but we
would do so against the principle of whether the airport has market power or not, and
that's afairly clear principle we have set out in the report in trying to draw the line
between those services that are in and out of the price monitoring arrangements.
We'reinterested in services being in where there's alack of competition in the
provision of the services. So, look, | can't be too specific at the moment particularly
in this sort of context here, but that's to give you some idea of the framework against
which we would examine those issues.

DR BYRON: Thank you very much, very helpful. Well take abreak now. Canwe
reconvene at 11.15? Thanks very much.
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MR POTTS: Waéll, we might get under way again, if we could. It'sthe turn of
Brisbane Airport Corporation and | welcome Tim Rothwell. Tim, could you just
please for the record state your name and the organisation you represent.

MR ROTHWELL: Tim Rothwell, Chief Financial Officer of Brisbane Airport
Corporation. Thank you, Gary. We welcome the Productivity Commission's draft
report in view of price regulation of airport services. | think the privatisation of
Australias airportsis recognised as one of the most successful processes in the world
in terms of the sale proceeds received by the government, the regulatory frame work
established and the post-privatisation results, in particular, the quality of service at
the airports and more recently the appropriateness - and that's an important word - of
the levels of investment and the general improvement of airport airline relations.

A lot of players sent in submissions about the level of investment but | think
the important point is that airlines and airports are talking together and they're
agreeing appropriate levels of infrastructure, which they certainly didn't used to do.
Though airport relationships have been hampered by regulatory uncertainty during
the early years - and till, as the commission points out, by lack of clarity or
perceived fairnessin relation to a number of matters, and they're principally the
definition of aeronautical services - and that's only at the margin, really, and the
appropriate asset values to be adopted for pricing purposes; and now, perhaps, the
issue of rates of return which were to some extent - seemed to be stable previously.

The commission's report attempts to address these matters, encouraging further
investment by airports and potential improvementsin airport-airline relationships
over the next years. The BAC has already announced a ten-year forecast program of
investment in terminals, roads and runway infrastructure. Certainly that may go out
to 12, 13 years. But over that time period we're looking at around $2 billion of
expenditure. Without certainty on these issues, in particular, financial returns, that
investment will simply not proceed.

Whilst the BAC may have preferred a couple of different recommendationsin
some areas, it recognises that the draft report is a balance of the practical and the
theoretical to enable the industry to move forward. This submission that we've put in
addressed the draft recommendations, and in addition provides additional
information to the commission to refute some of BARA's assertionsin their recent
submission. We've pinched this quote from the Department of Transport submission,
page 11, "Clear pricing principles and guidelines are needed as a basis for
commercial negotiations to establish pricing outcomes that are fair to both parties.” |
think that's the critical issue the commission is asked to look at.
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We certainly agree that clear guidelines on asset valuations and rates of return
are important, and, really, we don't think thisis that complicated at the end of the
day. | think importantly, if there are threats of arbitration, the Productivity
Commission's views and those of government, may well play an important part in
that arbitration process.

For the record, BAC historically, and in the future, only ever seeksto achieve
fair outcomes in negotiations with airlines.

| won't comment on each of the draft recommendations. I'll just pick up on
perhaps two or three that are more important and I'll later go on to talk about BARA's
submission, if | can.

On the issue of the definition of aeronautical services, | think we support the
change. The main change will actually result in additional services, principally those
that were formerly the subject of a Federal Airports Corporation lease, license or
authority, prior to privatisation, now being treated as aeronautical, and that's contrary
to the government's stated intention at the time the airports were sold. This change
represents a potential rent transfer to airlines at the expense of airports, but in the
interests of moving forward, BAC supports this proposal. We do however believe
that further work needs to be done by the commission and DOTARS to ensure there
Is no further confusion, which we think there still is.

We detailed a particular issue that concerned us. Oneisthe - | don't know
where this came from - the idea of regulating telecommunication infrastructure,
which is already regulated by the Telecommunications Act anyway, and the second
one, which Perth raised, was the issue of the domestic terminals; as to whether they
arein fact intended to now be aeronautical or not. Subject to that though, we're
pretty well happy with those changes. On the issue of the suggestion that the
government should consider asking the ACCC to monitor charges for carparks, |
guess the market power of airportsin relation to public carparksis no different to that
at hospitals, rail stations or CDB carparks.

There is no reason why airports should be singled out for price monitoring.
Airport carparks compete with taxi, limousine, bus and train services and significant
off-airport carpark operations. Should the government accept the commission's
recommendation, it is appropriate that other carparks be included to ensure that
airports are compared to owners of similar assets with similar market power, rather
than in isolation.

On the issue of limiting the ACCC's quality of service monitoring to written

comments from airports and their customers, | tend to agree with Perth. The quality
of service monitoring to date has demonstrated that the airports do have a high
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standard. There are always shortcomings in those sort of reports but | think it would
be a mistake to discontinue those because | think they provide clear evidence that
thereisaquality of service at airports that's being maintained; absent those reports, it
opens the way for all sorts of allegations about how good or bad service has been.

In relation to the recommendation about future review principles, | think there's
little guidance on how the benefits of improved productivity might be shared
between airports and airlines. Perhaps some more clarification is needed there and
the issue of future asset revaluation is not providing an unfair windfall gain isfair
enough, but think that over the period of a 99-year lease, | think the issue of whether
it's appropriate to look at nominal returns on nominal assets or real returns on real
assets needs to be looked at as you get further out into the 99-year period.
Nevertheless, for the purpose of this regime, we'd be happy to see alinein the sand
drawn.

In relation to recommendation 6.1, which goes to the issue of how you value
aeronautical assets, which asfar as we're concerned is the key issue in this debate, it's
clearly a compromised proposal that's been put forward, and we're happy to support
that compromise, although it will generate issues with airlines where they see that the
basis generates different bases at different airports. There are clearly four logical
dates for establishing an asset base of price and profit monitoring purposes. Thefirst
would be when the airport lease is required, so July 97 for Brisbane, Melbourne and
Perth, July 98 for Adelaide and Canberra and July 2002 for Sydney. That makes
inter-airport comparison difficult. A second date would be the date that airport
charges were deregulated; July 2002. That would enable afair comparison between
different airports. A third date would be the date that international standards
effectively came in, which would be July 2004. Another date would be the start of
that regulatory period.

Given the different accounting treatments at different airports, BAC proposes
that if not already available, there be a clear line in the sand valuation undertaken for
each of the price monitored airports and this valuation be undertaken or depreciated
up to major replacement cost approach, which is consistent with the ACCC's
approach to electricity transmission, regulation, and that company (indistinct) the
regulators.

There are two issues again which I've already mentioned, | think, that require a
bit of clarification. Whether it's the commission's intention that asset value should be
grown by an appropriate inflation measure to reflect the time value of money and the
issues of values agreed with customers| think is an important one too. It leaves open
the possibility that an airline or airlines that do not have any expansion plans, at a
particular airport may seek to block that expansion by refusing to agree the value of
or the need for an investment, for no other reason than strategic competitive
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behaviour. So we'd prefer something along the lines of "at fair value" supported by
Independent cost consultants or similar.

Bearing in mind that airports have an obligation and a strong desire to work in
good faith with airlines and devel op infrastructure - proposed, that are operationally
and cost efficient, but ultimately the airport has to decide, is obliged under the airport
lease to provide an appropriate level of capacity and quality at the airport to meet
market demand. Interms of an airport-specific arbitration regime, | think to some
extent the cry for that is simply because there is not clarity on the asset revaluation
issue. | suspect if there were greater clarity on the issues that are dividing airports
and airlines, then that becomes less important.

For your information, we've included a copy of the dispute resolution
procedures in the Brisbane Airport aviation and service and charge agreement.
Those terms were agreed to by BARA on behalf of its members and Virgin Blue. I'll
come back to Qantas later. Personally, I'm not too concerned about BARA's
suggestion that DOTARS should play some sort of rolein the event of a dispute,
providing genuine negotiations have occurred first. 1'd now like to turn to the
comments by BARA, and to some extent IATA and othersin relation to our
post-2007 pricing intention. A number of concerns that we intend to use asset
revaluations to justify significant price increases; the facts, asis often the case with
BARA submissions, their newsletters are quite different.

It's disappointing to see BARA's attitude change so rapidly. We believe we
have a good relationship with BARA, but that appears to count very little aslong as
BARA can keep prices down. 1n 2005, BAC was awarded the IATA award for the
world's best privatised airport based on its good relationships with airlines. We'rea
principled organisation that chose in 2002 to negotiate lower charges with its
customers - that most airports on the basis that we would over time move towards a
fair return on the investment in Brisbane Airport. Ascompared to some airports, it
did so immediately in 2002.

Rather than being commended for this approach, BARA has taken the
opportunity to try to ram Brisbane in the eyes of the commissions as an airport that
was behaving unreasonably, simply because it expected to continue to move forward
towardsfair pricing levels over the next few years. It appearsthat BARA isless
interested in the principles of commercial relationships, looking only for any
outcome that deliverslow airport charges for its members. It'srevealing in fact to
see that BARA appearsto see fairness as inappropriate. Page 17 of their submission,
"Indeed Brisbane Airport's main argument is not economic efficiency but fairness.”
BARA clearly believe it would be unreasonable for prices at Brisbane to be fair, but
reasonable for BARA if prices are low.
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Whilst al thisis not something we would have wanted to waste the
commission'stime on, | think it'simportant that the commission is not misled by
some of the comments, particularly in BARA's submission. A brief history of our
negotiations may assist the commission. In October 2001, we provided BARA and
the major customers, with information on what it believed to be fair prices based on
the principles and levels of return that the CA deemed appropriate. BAC in fact
negotiated alower price with the airlines, compared to most other airports, with
pricesincreasing by afurther 5 per cent each for the next four years, in astep to
move towards fairer pricing.

Whilst BARA and Virgin Blue, who were not a member of BARA at that time,
reached agreement with BAC, Qantas was not prepared to agree on the same terms
and conditions. Instead, they required additional terms, a number of which were
perceived by BAC to be anti-competitive. BAC was not prepared to discriminate
between airlines and provide specia terms, including imposing domestic passenger
based runway charges, and a number of others for one airline and disadvantage
others. Inany event, Qantas has paid charges and were pleased to accept growth
rebates, and have acted generally in accordance with the agreement since 2002.

Consistent with its five-year agreement, BAC in 2006 proposed to the airlines
that the price be increased by 5 per cent per annum from 2007 for the next five years,
and for major new investment adopting ACCC and NNAI principles based on a
10.8 per cent return. BARA and the airlines rejected this proposal, despite the fact
that BAC was still not achieving a 10.8 per cent return, on that there was enough
licensing or on a cost basis.

Indeed, they certainly indicate they want afive year pricing agreement
incorporating all four past projectsin aperiod. It wasto deliver a constant rate of
return of 10.8 per cent over that period. AsBARA indicated in arecent email to the
BAC, the apparent adoption by BAC of the notion of a NNAI type price adjustment
within such aterminal is not acceptable to airlines. NNAI type adjustments to
charges seem an answer, relative with a CPI-X price regime. They do not belong in
the current pricing regime.

Y ou would be aware that airlines expect aero charges to be reassessed about
every five years of the term of their contractual agreements. The base of that
reassessment is the asset value at the commencement of the agreement, determined
by privatisation date, asset values, depreciation going forth, plus additional disposals,
the value of the capital program over aterm, the commercial agreement and efficient
operating costs. The aero charge going forward and the costs incurred for the
projects should be set on this basis.

This approach advocated by BARA in fact generates higher prices for special
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international airlines and those prices proposed by BAC in thefirst place. Consistent
with the government's intentions of airports and achieving a commercially negotiated
outcome, BAC have indicated their willingness to adopt the airline's preferred
pricing with the methodol ogy.

Whilst we are yet to receive aformal response, the information provided by
BARA has again indicated they are now not happy with the proposal either. Their
concern is now switched to how we have established this cost of assetsin Brisbane
Airport. The view may be based on some incorrect information in attachment 6
when we dealt with our submission to the commission, which states that BAC's
assets were revalued in 2000. That's only part of the story. Indeed, we'd informed
BARA of thisfact back on 15 September 2005.

In fact, the situation was similar to Perth Airport, with the 1997 breakdown of
the airport purchase price restated in BAC's 2000 annual report, based on
Independent external evaluations for certain assets. It was not undertaken in detail in
97 and 98. | won't go into the full detail unlessit'sin the submission. But all
evaluations were undertaken by appropriately qualified external valuers; evaluations
supported by those evaluation reports. Evaluations were reviewed and signed off by
various directors and external auditors, and copies have been provided to BARA.

I'm sorry to dwell on this, but | think it'simportant in terms of the context of
BARA's comments, and Virgin's and Qantass. BARA also contends that Brisbane
Airport'sfinancia returns are excessive, that increased prices are not justified; often
guoting Melbourne Airport as one airport with fair return of assets. We providein
the submission a comparison of returns of Melbourne Airport and Brisbane Airport
based on the cost of assets, based on the 2 July 97 evaluation. In the case of
Melbourne, they're generating currently about a 14 per cent return - thisis based on
04/05, which isthe last data we have - and in Brisbane's case around 4 per cent. So
it'svery hard for us to understand why BARA has chosen to single out Brisbane,
other than an attempt to try and keep prices below fair levels. It'sredly hard to
understand why they see that our returns are excessive compared to other airports.

Perhaps just a small number of other comments that were made. BARA saysit
is critical the commission makes clear its expectation of future pricing behaviour by
Brisbane and Canberra Airports. Both airports are likely to implement further price
increases for existing assets based on their 30 June 2005 asset values. So that's a
reference to the commission's proposed compromise date for establishing assets.
Now, that doesn't make a significant difference to the reliable revenue.

Page 7, BARA claims that the commission's method mechanically gauges

hundreds of millions of dollarsin rent when used in conjunction with its Brisbane's
30 June 2005 asset value. It'sjust plain nonsense. Adopting the proposed
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compromise, that is June 2005 asset value as opposed to a 1997 asset value as the
base, would have perhaps a difference of around 6 to 7 million dollars of annual rent;
hardly gouging hundreds of millions of dollars of rent. Brisbane Airport has clearly
given itsintentions to significantly increase prices for existing assetsin its next
pricing agreement. In fact, it isBARA that's requested an increase on the basis that
will deliver low prices that we'd already offered them, are alower price path in the
first place.

BARA considers that under the Productivity Commission's proposed rate, the
only meaningful numerical measure of pricing is going to be the pre-tax return of
assets. We agree with BARA'sviews on that. So it goeson. | really don't want to
keep going because | think you've got the flavour that we're not too happy with
BARA's submission in terms of its accuracy or its slant.

A couple of other comments that have come through from either presentation
this morning, or indeed in BARA's submission. The issue that the rising passenger
numbers should result in lower pricesto airlinesis clearly avalid one, but | think the
point isthat the pricing that exists at an airport is based on current forecasts; so if
forecasts are actually lower than current forecasts, one would expect pricesto risein
the next review. Conversdly, if traffic is higher than current forecasts, one would
expect pricesto fall. So just because thereis growth, it's not a reason why prices
should increase or decrease.

| repeat, BAC have not proposed increasing prices based on assets that have
been revalued beyond 2 July, which BARA has copies of. We'd support the issues
that BARA haveraised in relation to firefighting services. We're clear that prices
there have been set. Some major airports are subsidising smaller regional airports.
We have no issue with that, it's government policy, but | don't think privatised
airports should be expected to foot the bill for fire services at airports. Our rough
calculations are that Maroochydore Airport, for example, which competes for
domestic passengers, pays one-tenth of the charge it should for use of firefighting
services.

In terms of service level agreements, we gave an undertaking when we reached
agreement in 2002 that if there were any issues in the five year light-hand period
where service levels were not acceptable to the airlines, we would take immediate
action. We have not been notified of any concern under our current agreement about
service levels, and we will continue to provide alevel servicethe airlines require at
Brisbane Airport.

Service level agreements, if they're meaningful, that'sfine. If they're ssimply

penalties against a particular airline they're quite difficult, because | guess the
process of processing passengers now through an airport is quite complex, and the
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reasons, for example, for delay may be a function of other airlines, of customs, of
quarantine or whatever it might be - mechanical problems or whatever, baggage

issues and so on. So we don't have a particular problem if the airport is generally
responsible for those problems, but it's quite hard to get to the bottom quite often.

We don't want to develop agreements that are based on conflict models. Our
preference isto work in partnership with airlines, not to develop agreements that
result in constant fights. In terms of countervailing market power, | mean, | think
Qantas's threats in terms of the commission perhaps gives an indication of who has
market power in this situation. Certainly, the negotiations with those at Qantas, they
were very keen to get conditions they wanted; and without those conditions we're not
prepared to negotiate, even though the terms seem to be eminently reasonable to
BARA and Virgin Blue.

In terms of natural monopolies, I'd just like to dwell on that for a second.
There's no doubt at all that amajor airport in Australiais at some level astrong
natural monopoly, however, at the margin an airport is not amonopoly at all. What
will invariably happens with airlines nowadays is they will approach an airport -
Emirates would be a good example - to say they have atriple (indistinct) on the
production line and they can fly anywhere in the world, so what'sthe deal. They
have all sorts of options open to them, and you certainly see that with the way Virgin
negotiates and with the way Jetstar negotiates, where they will do their level best to
try and get the best possible deal out of every airport, and they do have considerable
market power at the margin. So if airports areto thrive in terms of profitability, it's
not just a core level of business, it's actually attracting business at the margin that's
very important.

There'salso quite alot of play made of a Allen Consulting report. | think we
have in our submission, | think, for al attention, to an earlier submission of theirs
which seems to strongly support the idea of using DORC as a basis for setting asset
prices of existing assets, | think in an early Electricity Commission matter. Perhaps
the commission could check that to seeif that seemsto be at odds with the current
recommendation. 1'm sorry I'm rabbiting on a bit, but | guess in essence we welcome
the commission's draft report, and we would be happy to clarify any of our
comments later if that's helpful. I'm happy to take questions.

MR POTTS: Thanksvery much, Tim. It'svery helpful those comments, plus the
submissions were very detailed as well and addressed the recommendations
individually. That was very useful for us. Perhaps| could just begin with the
general question of the relationship between the airports and the airlines, which you -
| was going to say touched on, but | think you did more than that, | think. You
elaborated on it in some detail.
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In trying to bring that issue into the nature of the regulatory arrangements that
we have going forward, we've had five years of price monitoring now and the draft
report suggesting that it be extended for afurther five years, do you think that it's
going to provide a satisfactory framework, particularly if we address the asset
valuation question, which you said you think isthe key issue, as| wrote it down, |
think, in helping the commercial process. Do you seethat if that is done, that price
monitoring will be aworkable arrangement over the next five years, and that in time
it will be possible to dispense with price monitoring and then perhaps just rely on
commercial negotiations, backed up by Part I11A, or do you think that price
monitoring will need to continue indefinitely, or do you think that there's a chance of
perhaps the system might be tightened even further?

MR ROTHWELL: | think the key issuein our view is having a clear statement of
what is seen to be fair in terms of pricing and profitability on aeronautical assets.
Clearly, absent to market there has to be some sort of parameter established. | think
the commission's last review went along way to achieving that. | think the only
issueisrealy what is the asset base for pricing purposes. Now, | think the airlines
have had a significant win in this review, in that the commission has come down in
favour of ahistoric cost approach to assets. If you look over a 99-year period, to get
a10.8 per cent return on arunway that was perhaps worth $300 million in 1997 is
quite different to getting an 8 per cent return - areal return - on arunway that might
be worth $2 million in 20 or 30 years time. So the principle of adopting historic
costs, which the commission supports, is asignificant win for the airlines.

I think the establishment of the cost base is critical; and once that is dealt with
the next issue that would be relevant would be rates of return. The commission has
invited the idea that rates of return could rise. | tend to agree with Warren Bennett at
BARA that that will create more tension between airports and airlines; and whilst not
suggesting that should never be looked at, | think that may be something to be more
appropriately looked at in five years time and take an area of dispute off the table. |
don't know whether my fellow airports would agree with that one, but | think it's
unnecessary to introduce disputes that don't really exist at the moment.

Although | would agree with the views of the commission - | think the risks
have changed over time; increased numbers of low-cost airlines, higher security risks
and so forth. So | do think the risk profile has changed, and | agree with the
commission's views. | think it's perhaps better though to leave that until later.
Having dealt with those two, then | guess the issue that is very important to the
airlinesis arbitration and what happens, and | suspect if you deal with those two
properly in away that airlines and airports see as fair and reasonable, the reasons for
dispute should go away.

There is ample market tension to encourage airports to invest appropriately in
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investment - it's not in Brisbane Airport's interest to invest in a Howler runway any
earlier than we need it. Indeed, in many ways the later we can push that back, the
better the financia returns for Brisbane Airport Corporation. So the airlines and
airports are alliesin trying to make sure that appropriate investment occurs on these
big projects. So there should not really be issues - other than game playing, where a
particular airline might not want to expand at a particular airport. Other than that,
there should be no issues really between airports and airlines on major investments.

So | think really what isafair return on the current asset base is perhaps the
key issue that divides ourselves and BARA, and if the government will support a
particular position. Evenif we don't necessarily like that position, | think that will
move things forward awhole lot further. | don't have a particular problem, as| said,
with the idea of BARA to have the Department of Transport involvement in dispute
resolution, providing there have been genuine negotiations on both sides. | suspect
however, that if you get the first bit right the dispute resolution issue will go away.

MR POTTS: Those four options that you presented in your submission and again
mentioned this morning on the valuation basis; all of those are acceptable to
Brisbane. Isthat correct? Perhapsto agreater or lesser degree in some cases. What
sort of impact also do they have on - | think you mentioned that the agreement you
were trying to negotiate going forward provides for a5 per cent per annum increase,
chargesrelating to existing assets.

MR ROTHWELL: That'swhat weinitially offered, yes.

MR POTTS: Initially offered, yes. Isthat influenced by the asset valuation basis
that's changing?

MR ROTHWELL: That would be justified almost regardiess of the basis, | think.
So one could justify higher charges than those based on the value of the assets.

MR POTTS: Sothe5 per cent increase - | mean, we've got the airlines saying that
in - we made a comment in our draft report about downward pressure if there's traffic
growth on charges relating to existing assets. It was picked up by the airlinesin
particular, and some have suggested that this should be a pricing principle, perhaps
written in different ways. Just to finish, can you elaborate on what - given the sort of
passenger growth | think you're having at the moment which is pretty much along the
long-term trend, which is 5 per cent plus, | think, per annum; can you indicate on
what's driving the 5 per cent nominal increase, which isareal increasein relation to
existing asset charges?

MR ROTHWELL: 1 think the point isthat in 2002 we did not seek to get afair
return on the value of the assetsinvolved. We at that stage indicated alower increase
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than could be justified with a move towards a fairer pricing over time. So despite the
passenger growth, and particularly in a couple of the recent years, we are still not at
that sort of level, and that's the basis for justifying the need for further price
increases. | think Brisbane Airport will continue to feel hard done by if it is not
making afair return on its aeronautical assets, and | think that's an essential part, |
guess whether it's over time or immediately in 2007, | think that's an essential part of
moving forward on the basis of an agreement. Now, we felt we had that agreement
to gradually move towards afair pricing level, but BARA has rejected that and has
gone further. So | think on that basis our view is that, you know, we need to be able
to move towards afairer turnover time.

MR POTTS: You aresaying, | think, that if you fix the asset valuation question in
particular, and the cost and capital one, that should then alow you to move to giving
satisfactory outcomes under commercial negotiation. But listening to what you're
saying then suggests otherwise. Are you saying that's just a matter of the system
being gained at the moment while there's this uncertainty about what the regul atory
arrangements will be?

MR ROTHWELL: Correct, correct; that providing the pricing proposal we've put
forward is consistent with | guess the government's view on what is fair pricing at
airports, then it's open to the airlines, if they wish to, to dispute that. But | guess we
would be, as we said from the start, only ever seeking to get afair return on the
investment at Brisbane Airport.

MR POTTS: Could we just move on to the Part I11A question. | think you were
here earlier this morning, so you've heard the questions, but just to repeat it very
quickly for the record, just what you see as the implication for the Part I11A decision
for the airport. In particular whether you - depending on how it unfolds, but whether
you'd entertain the undertaking, were it for instance available under Part I11A, asa
way of dealing with the issueif it emergesin the way that Qantas has suggested, for
instance.

MR ROTHWELL: Waédll, it'sadifficult issue. We looked at ACCC's undertakings
awhile ago and the problem is you can't really develop an ACCC undertaking
unless you've got an agreement. So it'sacircular discussion. If Qantas or anybody
else chooses to try and get assets declared at Brisbane Airport, then | guess that's
their option. We can't stop them. In terms of the recent decision, | don't know that it
has dramatically changed the situation. Certainly I'm no lawyer, but the advice
seems to be that it's perhaps strengthened the airline's positions, made it alittle bit
easier to have assets declared. But at the end of the day we have nothing to hidein
terms of our negotiations.

If we have to go some form of arbitration then we're happy to do that, but |
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guessin order to do that it's important that the commission sets down clearly what
the government believesisfair in terms of returns on aeronautical assets, because
that would form the heart of the dispute, | guess, that somehow we were abusing our
position and trying to get unfair returns. So we have no reason to be concerned if
Qantas or anybody else chooses to use Part I11A against Brisbane Airport. Having
said that, it's obviously quite a time-consuming and expensive business and it
wouldn't be our preference.

MR POTTS: | think you said that aslong as the government sets down what isa
fair return on assets. Can you just explain what you mean by that?

MR ROTHWELL: | guessthereare all sorts of discussions about what isthe fair
value of the asset base and what isthe fair rate of return. | guess for someone - an
airline to demonstrate that an airport has abused its monopoly position, then there has
to be some implication, | guess, that we're trying to do something that is unfair in that
context; and so clarity on this from the commission | think is critical. The legal case
may hinge on all sorts of issues, but | think fundamentally, if we get into aPart [11A
issue, then it will be interesting to see whether that is then the basis for deciding what
isfair or whether the commission and the government establish that prior to that.
Does that make sense, or not really?

MR POTTS:. I'mnot sure. | mean, | can understand. | thought the answer was
going to be tying the asset valuation and cost of capital together to give some implicit
return, if you like.

MR ROTHWELL: Correct, yes.

MR POTTS: Butyou'reimplying that it wasin aPart II1A context, if some
indicator of fair return would be provided, but | think that's unlikely.

MR ROTHWELL: | mean, theissueisthat eventhe Part 1A, ultimately the
airport and the airlines would be sent back to negotiate. So if those negotiations take
place in the context of what the government thinksisfair, the whole process becomes
futile because we'll end up back where we started after three or four years.

MR POTTS: That may be something for the courts to decide whether the conduct
has been acceptable or not and whether the negotiations have taken place in
mid-phase or not - can the government set the policy frame work, you know, through
legislation. Thenit'sfor othersto interpret that in the final analysis, | think.

MR ROTHWELL: | mean, there are very specific facts as well in the Sydney

Airport case that have driven the whole decision. So, | mean, as| say, I'm not a
lawyer so | don't particularly want to comment in detail, but | think the facts are very
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different in terms of the competitive factsin relation to Brisbane, for example, with
Coolangatta and Maroochydore, compared to Sydney Airport which has the rights to
develop the next Sydney Airport. So competition is prevented in the Sydney basin,
whereas in Brisbane somebody is perfectly free to build a new airport at Coomera.
So | think the competitive situation in Brisbane is not the same asin Sydney, and if
you go through all the facts in the Sydney case | think there are a number of aspects
of the case that are different to Brisbane.

MR POTTS: But you are suggesting if these two issues are resolved, that is, the
valuation one and the cost of capital, that you believe that there will then be a
satisfactory framework for commercia negotiation.

MR ROTHWELL: Absolutely. Absolutely, and | don't think the airlines would
want to go through Part [11A once those things were established.

MR POTTS: If welook at what the reality has been, | think you said with Qantas,
you still - you don't have an agreement, | don't think, for the preceding period.

MR ROTHWELL: Wedon't have adisagreement either.

MR POTTS: Youdon't have a disagreement, but | thought you said they were
seeking - - -

MR ROTHWELL: Qantas sought termsthat we didn't believe were reasonable.
We had initially proposed going to domestic passenger based charges for runways,
for example; and in discussions with Virgin Blue and Qantas, when we understood
the implications on one of our major customers compared to another, then we took
the view that we should stick as we were and adopt IATA principles for pricing of
those services rather than advantaging one airline compared to another. That was
probably the key issue that prevented Qantas from signing an agreement with us or
reaching an agreement with us.

There were some others that were in there as well, where Qantas wanted
specific termsthat neither Virgin Blue nor BARA had sought on behalf of their
members, and we did not think that was an appropriate basis to move forward. So
we were not trying to have a number of different service agreements with different
airlines. We were trying to adopt one standard agreement for Brisbane Airport and
we weren't prepared to have a different agreement for one airline.

MR POTTS: No, look, | understand that, and that's a purely commercial issue. But
it'sjust whether the changes in the two key issues that you mentioned and you said
would rectify the current problems and allow these commercial negotiations to occur
properly and to fruition, if you like. Given the experience with Qantas, which isthe
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major airline of course - it counts for the majority of your business - whether that
presumption you're making is a reasonabl e one going forward.

MR ROTHWELL: | think you have to distinguish between the redlity of
negotiations and what happens and things that might occur for the sake of inquiries
where people can gain to get lower prices. | mean, we have avery good relationship
with Qantas. We meet regularly with them. We discuss all sorts of issues. We meet
regularly with Virgin aswell. We meet regularly with Qantas, BARA and Virgin
and we look at the needs of the airport. So the relationships are very good and
amicable. The only timeit ever becomes an issue is when we start to talk about
charges, and as Warren said earlier today, in relation to new investment and the
international terminal expansion, that's been afairly good process.

We've argued about minor things, but that will get resolved. The issue at the
heart of it isreally what isafair return on the existing assets of Brisbane Airport, and
if we can resolve that I'd be very confident that things will move forward. The other
thing is that the market situation is changing. | mean, one of the issues with the
whole issue of passenger based domestic charges that seems to get missed out of the
debate and that is - and it's highlighted by building a new runway. If you build a
runway in Brisbane, you can either allocate costs on a passenger base or a landed
tonne base, and in Brisbane's case the impact is quite different. 25 per cent of
passengers are international whereas 35 per cent of landed tonnes are international,
so international airlines pay around 40 per cent more if you adopt landed tonnes as
the basis.

If you adopt landed tonnes as the basis, that is consistent with our principles.
Having adopted landed tonnes, there is nothing to stop you then collecting revenue
on a per passenger basis, and in fact if you do that in Brisbane, Virgin Blue should be
indifferent as to whether we charge - providing the basisis first on landed tonnes,
Virgin Blue and Qantas should be indifferent as to whether they have the landed
tonne or passenger based charges and produce a similar outcome. So those sort of
things are negotiable over time. And | might say just to reinforce an earlier
comment, we have dispute resolution procedures and nobody has suggested any
dispute between the airlines at Brisbane Airport in the last full year.

MR POTTS: Could I just ask you about those arrangements. There's a process for
mediation, | think, by the Australian Commercial Disputes Centre in Brisbane.
That's correct?

MR ROTHWELL: Correct.

MR POTTS: Canyou just explain the mediation process. When you say
"mediated”, is that an arbitrated outcome which both parties are required to accept?

30/10/06 Airport 100 T. ROTHWELL



MR ROTHWELL: No, the partiesare not required to - - -
MR POTTS: They're not required to accept that.

MR ROTHWELL: It'sanintent to go to mediation and try and avoid the need for
alegal case, but the parties can choose to take legal proceedingsif they wish.

MR POTTS: Butif it'staken to this dispute centre, whatever decision - well, it'sa
mediation, | see, it's not an arbitration, that's what you're confirming, and | presume
that just applies to matters that arise under existing agreements rather than - - -

MR ROTHWELL: Specifically under the agreement published on our back pages.

MR POTTS: Right, soit's not used, for instance, looking forward to new
agreements?

MR ROTHWELL: No, wewould not be proposing to change that in the next
five-year period unless the airlines want it changed, in which case we talk about it.

MR POTTS: So there's no process within dispute resolution in relation to new
agreements going forward that we're not aware of ?

MR ROTHWELL: No, but we would adopt similar terms or propose similar terms
in the next five-year agreement to the current one. But it may be the airline's view
has changed in that five-year period. They were quite happy with those dispute
resolution procedures afew years ago. It now sounds like they want to strengthen
them somewhat.

MR POTTS: They'retrying to differentiate their disputes that occur within an
existing agreement and disputes that occur about a new agreement - anew five-year
agreement, so that you don't mind the process that would occur, or a dispute that
occurred within. That if the problem is about preparing the new contract - the new
agreement going forward five years, is there a mechanism for resolving that through
third parties or mediation, orisit - - -

MR ROTHWELL: | don'tthink either party particularly thought about that. No
particular reason why not, because | mean, that similar approach could be adopted. It
hadn't been requested by the airlines nor had we proposed it.

MR POTTS: Right. You mentioned earlier Maroochydore and the hypothetical -

the new airport at Coomera or Beenleigh or Redland Bay or somewhere. To what
extent does the fact that you've got Coolangatta to the south and Maroochydore at the
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north condition the way Brisbane airport deals with the airlines? | mean, | don't
think any of the airlines would unilaterally withdraw all services from Brisbane and
put them with the others, but is there an issue that they could reschedul e services say
from Melbourne to Maroochydore rather than Melbourne to Brisbane? Does that
sort of thing play on your mind at all?

MR ROTHWELL: | mean, there areissues, yes. | mean if Freedom Air can
choose to operate through Coolangatta rather than Brisbane, it probably doesn't want
to operate through two airports there so it could choose either very easily. Jetstar
Asiais about to move into new services; it can operate from either airport or in Thai
once they've opened their runway. Pacific Blue, Virgin Blue, | mean all of those
airlines have options to use other airports and do indeed do so. In fact, the growth at
Maroochydore and Coolangatta | think has been quite a bit higher than in Brisbane
over the last few years. So there's anatural substitution in the same way that over
time, as Sydney airport gets congested and the thickness of routes occurs in Brisbane,
more services will move to Brisbane in the same way as routes develop more so
services will move from Brisbane to Maroochydore and Coolangatta. Soit'sa
natural process that occurs within Australia.

MR POTTS: | guessI'm just re-exploring the extent to which airlines have some
sort of countervailing power in their negotiations with you when it comes to the
number, frequency and services or gauge of aircraft or something.

MR ROTHWELL: Asl said before, | think at the core of Brisbane Airport or
Melbourne Airport or Sydney Airport, thereisacorethat is clearly very strong
market power for the airport. But at the margin there are plenty of opportunities for
airlines to choose to use Coolangatta or choose to use Maroochydore at the expense
of Brishane. So they do have aternatives and they do use those alternatives too.

MR POTTS: | think we've covered the ground, Tim, from our point of view.
Thanks very much; very helpful. Once again, thank you for your submission and
presentation. We'll reconvene at 1 o'clock.

(Luncheon adjournment)
MR POTTS: We might resume the hearings, and | welcome Qantas. Brad, as with
the other people who have participated, just state your names to begin with and the
organisation you represent; and then presuming there's an opening statement, welll
take it from there with questions.
MR MOORE: Thanks, Gary. Brad Moore, group general manager for Qantas.

MSKADLEC: JanaKadlec, airport development and concessions for Qantas.
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MSHENDERSON: Jill Henderson, deputy general counsel for Qantas.
MSALBERTON: Jean Alberton, general manager for (indistinct) services.

MR MOORE: Okay, what I'd liketo do is go through an opening statement and
then onto questions. In terms of introduction, one of the key objectives of the
Productivity Commission inquiry isto review the effectiveness of the current
regulatory regime to promote commercially negotiated outcomes. In its submission
of 21 July 2006, Qantas put forward that (1) airports are natural monopolies, (2)
evidence indicates that airports have been using their monopoly power to impose
uncommercia price and non-price terms and conditions, (3) airport users have no
effective countervailing power, and (4) other than to seek declaration thereisno
binding dispute resolution process.

The fact that airports are monopolies was recognised by the Australian
Competition Tribunal and acknowledged by the Full Federal Court, and I'll quote:

Itislikely that without declaration this issues will either remain the
source of protracted dispute, or be resolved by SACL in amanner which
is brought about by the exercise of monopoly power, and not brought
about by an opportunity for an arbitrated solution. If declaration is made,
the environment for the promotion of competition is enhanced in the
dependent market because there will be an opportunity for all mattersto
which we've referred to be resolved by means of independent arbitration
more in line with what would be expected in a competitive environment.

Inits submission to the Productivity Commission, Qantas has proposed a
solution to the imbalance of market power; a core principle supported by an access
code. Airportsand airport users will engage in constructive commercial negotiation
of terms of access to servicesin good faith with full and transparent information
exchange supported by binding independent dispute resolution in the event that
agreement cannot be reached.

Access to a binding dispute resolution mechanism will facilitate and encourage
both partiesto reach commercially negotiated outcomes as each party will need to
consider whether their conduct would be considered reasonable in the event the other
party invoked itsright to refer the issue to independent binding arbitration. The
binding third party dispute resolution process would be invoked as a measure of last
resort, when all means of coming to commercially negotiated outcomes failed.

Since lodging our submission the Full Federal Court on 18 October 2006 has
handed down its decision on Sydney Airport Corporation v Australian Competition
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Tribunal. Inthat decision, the lack of commercial environment and subsequent
inability to negotiate with an airport was recognised by the Australian Competition
Tribunal and acknowledged by the Full Federal Court. The Australian Competition
Tribunal concluded:

Airport users do not have any effective countervailing power, and in the
absence of declaration we are satisfied that any commercial negotiation
in future as to price and non-price terms and conditions on which the
airport users utilise facilities and related services at Sydney Airport are
likely to continue to be protracted, inefficient and may ultimately be
resolved by the use of monopoly power, producing outcomes that would
be unlikely to arise in a competitive environment.

It followed in the Australian Competition Tribunal's view that declaration of
airside service would promote competition in the downstream market by providing
independent dispute resolution procedure, ACCC arbitration that would prevent the
airport's controller from continuing to misuse its monopoly power. Asaresult, in
addition to Qantas, the Full Federal Court and the Australian Competition Tribunal
have concluded that under current arrangements fully commercial negotiations are
not possible.

Should the Productivity Commission not recommend adoption of the core
principle, Qantas will bein a position of being forced into pursuing declaration under
section 3A of the Act, clearly a second-best to be given the unique opportunity
available to the Productivity Commission in this process.

What 1'd like to do istalk about what we'd like to call the central issue; and the
central issue isthat magjor airportsin Australia are monopolies. Thereisno
constraint on an airport operator's ability to exercise their market power. Inthe last
five-year period very few agreements have been commercially reached. Airport
users are either forced to sign agreements under threat of denied access, or
agreements are deemed to be accepted by virtue of flying to the airport.

Some airports have exploited the current regulatory framework by increasing
charges, and introducing new charges for existing services that are hidden from
monitoring; for example, fuel throughput levy, revaluing aeronautical assets for
pricing and price monitoring purpose, and imposing unreasonable non-price terms
and conditions which are not scrutinised under the monitoring arrangements or
review principles. Without recourse to a binding dispute resolution mechanism, this
conduct will continue.

Airports are not equivalent to a Westfield shopping centre. If a store owner
cannot agree to commercial terms with aWestfield, they can simply rent spacein an
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alternative shopping centre or elsewhere. Airport users do not have thisoption. To
put it simply, there is nowhere else in Sydney to land a commercial aircraft other
than Kingsford-Smith Airport. Airport users simply have no alternative. Qantas has
been negotiating with many airportsin an attempt to agree on commercia terms. To
date, it has been difficult to achieve. Airport users are either forced to agree to
onerous non-price related terms and conditions and to unreasonable increases in
aeronautical prices.

There are many examples at each airport where the airport has exhibited
monopoly behaviour. It isnot Qantas's intention to discuss these at a public hearing,
however some of these are highlighted in the submission to the Productivity
Commission. The Productivity Commission has aready attempted to address some
of these issues through its recommendations on matters such as asset revaluation and
the impact of passenger volumes and definition of aeronautical assets. However, in
Qantas's view, the Productivity Commission has stopped short of fully addressing
these issues due to its position on binding dispute resolution.

Without establishing a set of core principles and a binding arbitration process,
the Productivity Commission will be supporting an environment where airport users
will have no option but to seek declaration. Thisisclearly not the preferred position
of airports or the airport users. It istheintention of Qantas to demonstrate that a
binding arbitration process will support and encourage a more balanced playing field,
and allow agreements to be reached on acommercia basis. Theintent is not to force
suppliersto provide facilities and services on commercial terms, but to provide an
environment where both buyer and seller are able to come to agreement on
commercial terms. It would only be in instances where commercial negotiation and
mediation failed that a binding dispute resolution process would be invoked.

Countervailing power does not exist. Airport users do not have effective
countervailing power. Qantas does not have the option of atake it or leaveit at the
major Australian airports. In all of the current and proposed agreements, airports
have the right to unilaterally impose charges. Commercia negotiations with the
monopoly service provider are therefore not possible.

Qantas has significant investment infrastructure, including terminal, hangars,
aircraft, as well as brand and customer loyalty. In addition, there is significant
political influences that prevent airport users from withdrawing services from
airports. Qantas does not have the option of takeit or leaveit. Airportsand their
commercial agreements reserve the right to unilaterally adjust prices and retain the
right to make decisions on capital investments.

The only concessions airports have made is that they will consult with airport
users. Thelack of commercial environment and subsequent inability to negotiate
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with an airport was recognised by the Australian Competition Tribunal and
acknowledged by the Full Federal Court. The Australian Competition Tribunal
concluded airport users do not have any effective countervailing power. It followed
in the Australian Competition Tribunal's view that declaration of an airside service
would promote competition in the downstream market by providing an independent
dispute resolution procedure, ACCC arbitration, that would prevent the airport's
controller from continuing to misuse its monopoly power.

The behaviour of Sydney Airport is representative of experiences that airport
users have at most major airports. The key differential for Qantasis its negotiation,
or isthe process consultation. The negotiation process between airport users and
airports does not exist. Without constraint and its ability to exercise market power,
commercial negotiations with a monopoly supplier, the airport, are not possible.
Instead, airports consult with airport users and then impose price and non-price terms
and conditions.

The process of entering into an agreement would be better described as a
consultation process rather than a commercial negotiation. Where airport users do
not agree on key terms and conditions, airport users have no option but to comply or
to seek declaration. It isclear that when dealing with a monopoly service provider of
essential infrastructure, like an airport, competitive outcomes will not be achieved
without the parties having some recourse to binding dispute resolution to constrain
an airport's market power.

The negotiation process between airport users and airports does not exist;
instead airports consult with airport users and then impose price and non-price terms
and conditions. There are several stages to the consultation process, and a standard
process would usually work out in thisfashion. Firstly, airports would typically
engage airport usersin a consultation process; a briefing on capital investment and
pricing would be undertaken, and agreement would al so be presented covering the
terms and conditions.

Airport users would then review the information and generally request further
information in order to assess the commercial reasonableness. In terms of pricing,
airport users have adopted the ACCC building block methodology to assess the
reasonableness of the process. Airports are generally reluctant to provide full
transparency of the data or the key principles used are not in accordance with the
ACCC model. Thisisthe reason for the protracted pricing negotiations.

Airports will then generally send an advice notifying that prices will increase
from an effective date and airport users must pay accordingly. Thereis no scope for
further negotiation. Discussions generally take place on non-price related terms and
conditions. Thereisausualy ahandful of uncommercia terms and conditions that
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remain unresolved. These terms and conditions are generally extremely onerous on
airport users. Typically, al risk istransferred to airport users. Thereisno
meaningful service level agreements and no provision for binding dispute resolution
process.

In instances where there is no resolution post-escalation, airport users are
forced to comply with the conditions by virtue of operating to the airport. | think in
some of the early submissions we heard Brisbane Airport take us through an example
of aprocess. | think that's an extremely good example of where airport users were
forced to comply with the conditions by virtue of operating to the airport. The
Productivity Commission's draft recommendations do not address the fundamental
Issue created by airports market power. Without an effective counterbalance, in this
case a binding dispute resolution mechanism, there is no constraint on an airport
operator's ability to exercise their market power. Airport users have no other option
but to concede to uncommercial terms and conditions.

Turning to the solution, Qantas has proposed the core principle. The core
principle involves two elements that significantly reduce the possibility of either
party acting unreasonably. The core principle is simply this, that airports and airport
users will engage in constructive commercia negotiation in terms of access to
services in good faith with full and transparent information exchange, supported by
binding independent dispute resolution in the event that agreement cannot be
reached.

The necessity of price and quality service monitoring would fall away should
the core principle be implemented. A binding dispute resolution mechanism,
consistent with the core principle and access undertaking, would facilitate
commercial negotiation. The possibility of recourse to an independent body would
create real incentives for airport ownersto offer and airport users to accept
reasonable terms and conditions in their commercial negotiations. Thiswill reduce
the current imbalance in bargaining power between monopoly airport owners, who
tend to adopt atakeit or leave it approach for airport users.

Let's turn to binding dispute resolution. A binding dispute resolution
mechanism would facilitate and expedite commercial negotiations. Airport owners
would be encouraged to offer reasonable terms and conditions in commercia
negotiations with airport users. Thiswill reduce the current imbalance in bargaining
power between the parties. Airport users would be encouraged to accept the
reasonabl e terms and conditions.

The approach taken by the ACCC in its decision in Sydney Airport's

aeronautical pricing proposa in May 2001 should guide the resolution of pricing
disputes. The Productivity Commission should confirm thisto provide a framework
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in relation to future pricing disputes. Invoking the binding dispute resolution process
would be a measure of last resort once all avenues of negotiation and mediation have
been exhausted. The Australian Competition Tribunal and the Full Federal Court
have supported binding dispute resolution and the decision to declare domestic
services at Sydney Airport.

A binding dispute resolution would be open to both airport owners and airport
usersin the event that commercial negotiations fail, thereby encouraging commercial
negotiation. The possibility of recourse to an independent body would create real
incentives for airport owners to offer and airport users to accept reasonable terms and
conditions in the commercial negotiations. Thiswill reduce the current imbalance of
bargaining power between the monopoly airport owners, which tend to adopt a take
it or leave it approach.

There is support from various independent bodies for binding dispute
resolution. Qantasis not the only advocate of a binding independent dispute
resolution mechanism. A diverse range of stakeholders, including DOTARS, large
and small airport users, other airport users and Melbourne Airport aso strongly
support the principle. Only airports with a strong degree of monopoly power would
be worse off and therefore resist the mechanism specifically designed to constrain
that monopoly power. Of key note isthe fact that the Australian Competition
Tribunal and the Full Federal Court of 18 October have found the declaration of
Sydney Airport's domestic airside services was warranted in order to promote
competition. Thisdecision allows for binding third party arbitration should the
airport users and airports fail to reach agreement.

The Productivity Commission has raised concerns that binding dispute
resolution could potentially become the default. Suggestions that a dispute
resolution mechanism would become the default and hinder the development of
commercial agreementsis factually wrong, and is nothing more than scaremongering
by airports. No evidence exists to suggest that binding dispute resolution would
become the default position and prevent the development of more constructive
negotiations between airports and airport users. Indeed, all of the available evidence
Isto the contrary. When airport services were effectively declared at a range of
airports between 98 and 2003 under section 192 of the Airports Act, no arbitration
occurred. Rather, anumber of commercial agreements were reached without either
party initiating an access dispute.

During the period for which cargo handling services from 2000 to 2005 and
airside services 9 December 2005 at Sydney Airport have been declared, there have
been no arbitrations. Commercia negotiations have continued and there has been no
race to the ACCC. Asamatter of commercial reality, Qantas, and presumably other
airport users and owners will use the binding dispute resolution mechanism only as a
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last resort. Qantas attempts to reach agreement with airports by escalating material
Issues to senior management, potentially including and ultimately the CEO. Access
to a binding resolution mechanism will not change this. Rather, instead of stalemates
being reached, more issues would be resolved, as both parties would need to consider
whether their conduct would be considered reasonable in the event the other party
invoked its rights to refer the issue to independent binding arbitration.

Airports claim that airport users have been unwilling to enter into arrangements
in the hope that some regulatory solution might provide a better outcome. Qantas
rejects any allegation that it has been holding out and not agreeing to reasonable
terms and conditions to advance its position either in the Australian Competition
Tribunal or through the Productivity Commission review. In fact, the Australian
Competition Tribunal decision shows the opposite, and confirms that it was
appropriate for Qantas to reject such uncommercial terms.

Indeed, it is noted the positive impact of third party binding arbitration is not
lost from the Productivity Commission. In reference to the Sydney issue, the
Productivity Commission notes in section 7 of the draft report that if the current
appeal is dismissed and declaration stands, it may well lead to a negotiated outcome
for the particular dispute and would also condition negotiations at other airports. The
Australian Competition Tribunal takes this perspective further. In the factual, SACL
will be constrained from misusing its monopoly power in the future because
commercial negotiations will be conducted with the knowledge that in default of
agreement, independent arbitration is available. Indeed, having had exactly that
decision handed down, it has provided al parties and the Productivity Commission
with impetus to move forward, except the proposed care principle, and positions
airports and airport user negotiations in a more positive and constructive commercial
environment.

The escalation process. Access to binding dispute resolution mechanism will
not change the escalation process in order to achieve a commercial agreement prior
to arbitration. It isenvisaged by Qantas that the dispute resolution process practiced
today, that is, escalation to senior management and ultimately the CEO, would
continue. However, the process would be supported by allowing either party to refer
an access dispute to binding dispute resolution should the escalation process fail to
reach a commercial outcome.

A binding dispute resolution mechanism consistent with the core principle
would facilitate commercial negotiation. The possibility of recourse to an
independent body would create real incentives for airport owners to offer and airport
users to accept reasonable terms and conditions in their commercial negotiations.

Airports and other airport users have highlighted the inefficiencies of the
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current system, and the Productivity Commission has accepted those inefficienciesin
its draft report. Given that the current regulatory structure is characterised by
ongoing unresolved negotiation disputes and there is scope for airport users to seek
declaration of airports, both resulting in significant ongoing costs, then that benefits
from the Productivity Commission recommending a targeted dispute resolution
framework that avoids these costs. It islikely to be significantly greater than the
maintenance of the current framework as recommended in the Productivity
Commission's draft report.

The Australian Competition Tribunal and the Full Federal Court have shown
support for third party binding dispute resolution in their recent respective
judgments. These decisions confirm that Part 111 A should apply to airports, and
provide a mechanism for negotiations to take place against a backdrop where either
party can refer an access dispute to the ACCC for binding arbitration. Thisis
intended to encourage monopoly service providers, that is, airports, to act reasonably
asif they were in acompetitive market. An industry specific binding dispute
resolution process or at the very least, a binding code of practice prescribing dispute
resolution processes for reaching initial agreement, is consistent with light-handed
regulation.

To summarise; airports and airport users must engage in commercial
negotiation of terms and conditions of access to servicesin good faith with full and
transparent information exchange, supported by binding independent dispute
resolution in the event that agreement cannot be reached. This core principle should
be supported by an access code to underpin the principles of non-price related
negotiations; and the approach taken by the ACCC in its decision on Sydney
Airport's aeronautical pricing proposal in May 2001 should guide the resolution of
pricing disputes.

The Productivity Commission should confirm thisto provide aframework in
relation to future pricing disputes. The weight of opinion from Qantas, the
Australian Competition Tribunal, the Full Federal Court, DOTARS, airport users and
Melbourne Airport firmly support third party binding dispute resolution as a
fundamental vehicle to promote commercially negotiated outcomesin airport
negotiations. Asrecently as 18 October, the Full Federal Court pointed out that
without a binding third party dispute mechanism, airports monopoly power would go
unchecked and allow aframework where airports will be able to continue to impose
their terms and conditions on airport users.

Should the Productivity Commission not recommend adoption of the core
principal, Qantas will bein a position of being forced into pursuing declaration under
Part I11A of the Act; clearly a second-best result given the unique opportunity
available to the Productivity Commission. The stated objective of the Productivity
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Commission was to promote economically efficient airport operations, minimise
compliance costs on airport operators and the government and facilitate
commercially negotiated outcomesin airport operations. To achieve the objective
and move airport negotiations into a constructive commercial environment, we see
no alternative but for the Productivity Commission to accept and recommend a
binding third party dispute mechanism.

MR POTTS: Thanks. There are anumber of questions. Let's begin with the
guestion of the commercial relationship that Qantas has with the airports. HereI'm
talking about the airports that are currently price monitored. But | read from your
statement that you believe that in the last five years under the price monitoring
regime that you just have not had satisfactory commercial relationships with any of
the airports.

MR MOORE: Yes, Gary, | think our view is as we described in our description of
negotiation versus consultation. We described the process more as a consultation
process, and | think there's many examples which we could point to where we've
gone through a process where changes have been proposed by the airports. We've
sought information, we've had discussion around the information, and we've
attempted to negotiate; and at the end of the day the airports have imposed their
terms and conditions on us, the airline user. So | think our experience over the five
years would be characterised by that.

MR POTTS: Sothat'strue of all airportsthat are price monitored. Let me take the
example of two small airports, Canberra and Darwin, where Qantas has above
average amount of business into those airports, and so you could say that those
airportsin particular depend realistically very much, for their livelihood, for their
business profitability, on Qantas's presence, and yet you don't think you've been able
to develop satisfactory commercial relationships with them in terms of being able to
negotiate satisfactory charges?

MR MOORE: Yes, Gary, inresponse to your question, what | will doisI'll ask my
team if it's okay just to support with some of the detail and experiences they've had.
So I'll just ask Jana, if you want to talk specifically about those airports.

MSKADLEC: Sure. CanberraAirport, | think in particular, there's quite along
history with Canberra Airport, and we're in the process of negotiating at the moment
for anew terminal; and | think in fairness, those negotiations at the moment are
going quite well, you know. What we've seen with Canberra and with other airports
Isthat where we do actually - straight after negotiations or we do come to an
impasse, conditions are actually imposed on us. So it's difficult to take that further in
the absence of the support of athird party binding dispute resolution process. So for
example, with Canberra Airport we had what we considered were alternative
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measures that we could take in terms of addressing the customer service and the
demand that we have for that airport.

Unfortunately, through our negotiations with Canberra Airport at that time we
weren't able to pursue those options for various reasons. We didn't accept those
reasons, but unfortunately we had to. We were forced to accept those reasons, which
has led to the position that we're in today where we are negotiating with Canberra
airport on anew terminal. Those negotiations are happening at the moment and we
don't know where they'll end up, but you know, obviously we're working with
Canberra Airport quite closely to make sure that we try and get to acommercia
outcome there. Theissue at hand is that we were actually forced to take the specific
route in terms of where we end up with our product at the airport.

MR POTTS: And Darwin Airport?

MSKADLEC: Darwin Airport; | haven't been too involved in Darwin Airport so
I'm going to defer to my colleague in terms of pricing, but I think Darwin Airport -
we came to an agreement with Darwin Airport in terms of where we finished up.

MSMORITZ: Yes, that'scorrect. It has been quite along, protracted process with
Darwin Airport. However, we did come to an agreement at theend. The
relationship is not as complex as what we have with other airports because you will
likely assess - so that Qantas is the majority of the traffic, and so | would probably
say Darwin is probably the good guy of the bunch, in our relationship.

MR POTTS: | know there have been problems with Sydney Airport, and that's
been mentioned this morning by other participants, but Melbourne Airport is often
mentioned as one where commercia relations seem to be on a better footing; but
that's not Qantas's experience?

MR MOORE: Jana, do you want to?

MSKADLEC: | think Melbourne Airport is probably one where we do have a
better footing in terms of commercial negotiations. We actually have asigned
agreement with Melbourne Airport. It's one of the only airports, other than Cairns|
believe, where we have an actual signed document. At other airports we've been
forced to accept the conditions of use by virtue of operating to that airport. So we
have no scope for negotiation at the other airports without going to the Part [11A
provisions. So Melbourne Airport we've negotiated. We don't necessarily think all
of the terms and conditions are, you know, fantastic, but it was a negotiated outcome
that we've been comfortable with over the past five years; and we're about to enter
into new agreements with Melbourne Airport.
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MR POTTS: So doesthat suggest if you take the case of Melbourne, and perhaps
Darwin to alesser extent, it is still feasible to reach satisfactory commercial
outcomes under the current regime without the added regulatory arrangements you're
suggesting?

MR MOORE: | think what it suggestsisthat we're at the behest of the preference
of thelocal airport. So in some cases where the airport |eadership and the airport
itself adopts a reasonable position during commercial negotiationsit is entirely
possible to get an outcome. | think the issue for usisthat we're entirely at the behest
of the position of the airport leadership, and if that airport |eadership chooses to
adopt an unreasonable position we have no recourse and the airport has the capacity
to impose their terms and conditions on us.

MR POTTS: Looking at theissue of investment, in the last investment plansin the
last five years, much of the feedback we've had about price monitoring is that one of
the advantages of the system has been afar more responsive arrangement as far as
new investment is concerned from the point of view of users. Would you endorse
that view, or do you believe that that's an exaggeration?

MSKADLEC: | think that it has been positive in terms of investment. It addresses
the key issues that we have at airports. However, | need to add that basically we've
been reminded by many of the airports that we are just an airport operator. They will
consult with us, but at the end of the day the decision isthe airport's decision to
invest in whatever they choose to invest in and the airlines and the airport users will
pay accordingly. So | think it goes back to the point that Brad made that that's a
negotiation versus consultation process, and what we would be seeking is a stronger
negotiation process so that we can actually influence the outcome rather than purely
be consulted and then have to adopt the pricing and non-pricing conditions that result
from that.

MSMORITZ: Couldl just add to that. Earlier thisyear there was afuel
throughput levy being introduced at Canberra Airport, and when we inquired with oil
companies who was passing on the charge they said they had just collected it for the
airport because the airport has decided unilaterally to build a brand new fuel depot
facility. Sol think | just want to support my colleague in the sense that the
Investment decision is often - sometimes not probably for the best economic outcome
for the users.

MR BYRON: Just to follow up on that, Brad, | think you said that you know, it'sa
take it or leaveit offer. Hasthere been any case where, when presented with a new
pricing or service agreement that Qantas has been able to go back and say - with a
counter-offer and have that discussed, or have you never been able to get a
counter-offer back onto the table?
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MSKADLEC: We've been negotiating, Qantas in conjunction with the other
airlinesand BARA on particularly price. Generaly, the priceis pretty much fixed.
Airports are inflexible in terms of the base price, and this is where the issue about
increasing passenger numbers comesin. We would be looking at the base price
actually reducing and then any new investment coming in on top of that. We're
actually not seeing that and thisis what we're trying to put on the table in our
negotiations to say that the base price, whatever it might be - let's say for argument’s
sakeit's $20, and that was fixed on forecast for a period five years behind us. We
need to adjust that base price because the airport is getting $20 per passenger, but
now the passenger numbers might have increased by 10 per cent.

So they're the sorts of arguments that we're coming back with on the table, but
what we've found with the airportsis that they're unwilling to consider that in terms
of passenger numbers; and most of the time it's a base price plus a CPI or abase
price plus NNAI, and it's not always the NNAI component of it that we're in dispute
with. In most cases we actually agree with the increases based on new capital spend.
It's the base price which we're really struggling with in terms of negotiation with
airports.

MR MOORE: Justto add there, | think the issueisthat it would be fair to say that
we have the opportunity to put our representations across the table and put our
position across the table. The central issue though, isthat it's entirely at the
discretion of the airport of whether they consider them or not; and if they choose not
to then they have the ability to impose and do impose their terms and conditions on
us.

MR BYRON: And you have to pay them?

MR MOORE: We haveto pay them, yes. We have no alternative but to pay them.
There's anumber of examples which the team here could talk through, but a number
of examples where, you know, by virtue of continuing to operate at the airport, we
have to pay them. For usasan airline, | mean, particularly Qantas, and all that goes
with being Qantas in Australia, our capacity to move out of some of these airports
such as Brisbane and Sydney isjust not possible.

MR BYRON: Of course.
MSMORITZ: And Canberra
MR POTTS: Canyou explain how important these charges are in terms of ticket

prices? | mean, are we talking here about initiative related to the distribution of rents
between airports and airlines, or do you think that it's a broader issue and that it
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affectsthe final air ticket price, if you like, and responsiveness of the travelling
public to using airlines? Do you have any information on that?

MSKADLEC: Wedo haveinformation. | don't have that obviously handy at the
moment, but certainly we can come back to that with the information. But | think
what we're seeing isreally that the responsiveness is dependent on the elasticity of
demand of the market. So the issue for the airlineis that in many instances we can't
pass on the full price increase to the passenger in terms of the passenger charge, and
we've got to wear that in terms of our bottom line. So it does actually affect - welll
hold the ticket price constant so that the yields that we're receiving back are
adversely affected. So basically what we're seeing isthat the airport is able to
increase its prices so it has no risk and that the impact of those increases are being
shared by either the passenger or the airline depending on the elasticity of demand.

MR POTTS. Soif wetakethefuel levy, for instance, that's been in place for the
last three or four years, which - what, in Qantas's case, roughly, on domestic travel,
what isit on average per ticket?

MSHENDERSON: Areyou talking about the fuel throughput levy?
MR POTTS:. No, the fuel surcharge.

MSHENDERSON: You'etaking about the fuel surcharge. | think it'svaried. |
think about $25 on a one-way ticket. | could stand to be corrected.

MR POTTS: So $25 on aone-way ticket. If | believe what you're saying about the
significance of airport charges, can you give me some idea of what the effect on
demand has been of the $25 per ticket?

MSHENDERSON: We put some evidence on in the Competition Tribunal on
exactly this point back in the hearing in 2004, and certainly the business person who
gave that evidence indicated that passengers do have a different perception and
demand characteristics for a surcharge than they do for straight charges. 1 think the
important thing is, Qantas isn't pointing out that airport charges at certain airports are
too high and therefore that is what's creating the problem. Qantas has always been
very strong on the fact that the behaviour of dealing with airports on both price and
non-price terms and the fact that we are in a situation dealing with a monopoly
service provider, that creates uncertainty, and when we have nowhere to go, that
affects our business overall. So | think it would be wrong to say that we're focusing
specifically on price aspects alone.

MR POTTS: No, I'mjust trying to garner some information on some of these
issues, and | find it hard to believe - let me try and get some more information from

30/10/06 Airport 115 B. MOORE and OTHERS



you. The $25 per ticket, has that had any affect on the demand for domestic travel in
Australia?

MSKADLEC: | don't think we're prepared with that information, but we can
certainly come back with that. But | think that the issue that we're making is that that
surcharge, the passengers actually have a choice. Thereis competition in the
provision of airline services, so if they choose not to fly Qantas because we have a
surcharge they have a choice between other airlines that operate here. The point that
| think that we're trying to make is that we don't have that choice in terms of the
provision of airport services.

MR POTTS: No, I'mjust trying to inform the issue of what impact airport charges
have, whether we're really talking about a distributional issue between the
profitability of airports and airlines, or whether airport charging is affecting the price
of air tickets and how much people travel. But | mean, bear in mind that | think
landing charges at Sydney are something like $3.50 - someone from Sydney Airport
can correct meif I'm wrong - compared with $25 for the fuel surcharge. So I'm just
interested in the question, in Qantas's judgment, as the mgjor airlinein Australia,
what the relative impact of those different charges are on the travelling public, or
whether really the question we're really looking at is the profitability between the
airports and the airlines.

MSKADLEC: | think you need to go beyond the pricesaswell. | think you need
to have alook at the conditions of use of those airports as well, and wheretherisk is
transferred. So you know, while we're unable to give you a direct answer on the
impact that it has had on demand because we don't have that information with us, we
can certainly provide that back to you.

MR POTTS: Sure. That would be useful if you could.

MR MOORE: I think the other key point that I'd like to make - and we'll certainly
go away and then we'll provide that data. But | think, just to highlight the difference
between our market relationship with our customers and the relationship we have
with airports, is that airports have the ability to pass on any cost increases that they
deem appropriate, and we have no ability to change that. They can do that
unilaterally and impose those increases on us; whereas in our position we're forced to
absorb those cost increases and may or may not be able to pass them on to the
customer, depending on the market environment.

MR POTTS: Okay. Can | move on to the issue you raised about the relationship
between light-handed regulation and binding dispute resolution. Y ou said you feel
that they are consistent. | guess when reading the draft report you'd probably
conclude that we're not sure that they are consistent, that the government introduced
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light-handed regulation five years ago with aview to encourage the commercial
negotiation and moving the partiesin that direction. Aswe've set out in the draft
report, we have a question about whether the sort of arrangement that you're
proposing - however you like to describeit, the various terms - that fundamentally in
the end, because it alows for binding arbitration, presumably by a party agreed to by
both parties, which would probably mean the ACCC, that that essentially would be
moving you back to the sort of arrangement we had before.

That seemed to be implied by some of your comments, Brad. | thought that
you were talking about the ACCC model that existed, that is, the basis on which the
airport should be thinking of negotiating with Qantas. So in away it's not moving
the game forward very far from where we were five years ago. It may be that that's
where it comes out in the end. All we are doing is producing areport for
government. But that isour concern if you go down the route that you're talking
about, because one party, if it views the ACCC asitsfriend - just to use shorthand
language here - in other words, it will give the decisionsit believes is better from its
point of view, going back to the point that | was making before; which isyou've got a
pie and you're talking about dividing it up between the airports and the airlines, that
whichever party thinks the arbitrator is going to favour their position, will they have
an incentive to negotiate?

MR MOORE: 1 think there's - and I'm going to invite my colleagues to comment
onthis. But I think there's anumber of issuesin there. | guessthefirst oneisthat
we're not suggesting in any definitive manner exactly binding third party arbitration
will exactly be. But the view we would put forward is that we're currently in a
situation where airports have the ability to unilaterally impose their terms and
conditions on airport users, ie, airlines. We're proposing an alternative where a
binding third party arbitration mechanism would encourage all the parties, including
airports, to enter into a reasonable commercial negotiation process.

We'd do that for two reasons. Oneisthat the alternative binding third party
arbitration would instil in both parties during the negotiation process incentive to
reach an outcome which is under their control. So we'd much rather have an
outcome that they reach directly with the aternative party than send it to athird party
which isoutside of our control. Secondly is that they would know that their
behaviour and their reasonableness or otherwise during the negotiation process
would be something that would be taken into account during any arbitration or
subsequent arbitration process that took place.

Taking all that into account, it's our view that if you had athird party
arbitration process put in place, it's going to encourage and promote the partiesto
reach commercially negotiated outcomes. That'sin direct contrast to where we're at
today, where the outcomes are not commercially negotiated. Thereis a process of
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consultation where the airports impose terms and conditions on the airport users
unilaterally. Do you want to comment?

MSHENDERSON: At the time when the government decided to go with the
light-handed regulation, it was expressly contemplated that in conjunction with
prices monitoring options under Part [11A would continue, so | just question, as a
result of that, how a mechanism which mirrors Part I11A, which alows for
negotiation and if that negotiation fails, recourse to binding arbitration. | just
guestion if that's designed to facilitate commercial negotiation, how that's
inconsistent with light-handed regulation.

Certainly one of the themes that |'ve sort of observed today is people not
drawing a distinction between what could be seen as compulsory arbitration versus
commercia negotiation with recourse to binding arbitration; and certainly Qantas's
position isthat, contrary to the sort of statements made by other people, we are not
desperate to go and have athird party be the umpire. We're desperate to have the
option so that the party, when negotiating with the airport, knows that there will be
someone looking at the reasonableness both of their and our behaviour, to encourage
both of usto reach commercial negotiations and agreed outcome. So | guess that's
why | question how it could be seen as areturn to heavy-handed regul ation.

MR POTTS: So areyou suggesting that if you thought you could get a better
outcome from the regulator by going down the binding arbitration route that you
wouldn't pursue that? It does seem to me the implication of what you're saying, you
want to be agood citizen regardless of the financial implications for Qantas.

MSHENDERSON: I'm not apricing expert myself, but | wouldn't say that thereis
a huge degree of certainty about exactly what price would come as aresult of athird
party looking at it. Certainly if the facts were very similar to the last pricing
decision, then you could be looking at that for sort of precedent value, but at the end
of the day you're always going to be measuring up options. Y ou won't be
considering are you better invoking athird party to be the arbitrator, or because of
the cost and the time involved are you better accepting a different term and
condition. The point is, you're both going to be in the same position. The airline and
the airport are going to be asking themselves the same questions about their
decisions, and we think that's healthy.

MR MOORE: The other point I'd just like to add to that isthat | think the
fundamental issue for usisthat the system is currently designed to have airports
Impose their position unilaterally on airport users. What we're suggesting isa
reverse of that, isthat where you redesign the system to encourage both parties to
enter on areasonable and good faith basisin commercia negotiations to genuinely
get outcomes that are agreed to between both parties, rather than have one party
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impose their outcome on the other. We believe that if you have athird party binding
arbitration option at the end of the process that encourages both parties during the
negotiation process to be reasonable and to come to a mutually agreed solution, and
that isin direct contrast to where we are at currently.

MR BYRON: There's one other aspect to this binding third party dispute resolution
that afew people have put to us, isthat in many cases the dispute is not just bilateral.
| think, Brad, that in everything you've said here this afternoon, you've been talking
in the context of one on one. Now, doesit make a differenceif in fact there are
multiple partiesinvolved? I'm quite persuaded by what you're saying in the sense of
one on one, but doesit really matter if it's multilateral ?

MR MOORE: | think it adds another layer of complexity toit, but | still don't think
- it fundamentally doesn't change the issue - isthat all it means that with other parties
involved it adds another layer of complexity to the negotiation process. The
fundamental issue remains the same, that currently the system is that airports have
the ability to unilaterally impose their solution, their terms and conditions on airport
users, whether we're one or whether we're many. What we're proposing islet's
redesign the system so that it encourages the airports and airport users to get into the
room and come to a mutually agreeable outcome, and whether it's one or whether it's
many, or multi parties to the negotiation, the issue remains fundamentally the same.

MSHENDERSON: Asyou know, with declaration, it's not just the party that was
the applicant for the declaration that gets the benefit of the process, and so in some
ways the binding dispute resolution model could mimic that.

MR BYRON: Soit doesn't really matter whether we've got two 800-pound gorillas
in the room or an 800-pound gorilla and two 400-pound gorillas or 2600 and a
200-pound gorilla versus one gorilla? 1'm not wanting to pursue the gorilla thing.

MR MOORE: | think at the end of the day the answer is no, it doesn't.

MR BYRON: Having multiple parties on one side doesn't necessarily add or
detract from the difficulties.

MR MOORE: No, | mean, it does add alayer of complexity that's not there when
you have two partiesin the room. But | think the fundamental principle and the
fundamental objective that we're trying to achieve doesn't change, and | think the
solution we're proposing is equally applicable asif there's two partiesin the room
or 10.

MSMORITZ: Couldl just add to that; Qantas, when we negotiate, it's not only the
accessto the airport. Aspart-owner of Sydney Fuel Depot, we also are involved in
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the depot negotiation. The experience that Qantas alone experienced is also
experienced from oil companies, transporters. So there are many layers of
negotiations that we go through. However, you know, for instance with the depot,
three years down the track, it'salong circle. We're all walking around on that and it
still hasn't come to the end.

MR BYRON: I'm glad you mentioned that, because you know, discussion tends to
focus on the relationship between airports and airlines with regard to landing fees
and terminal charges; and as you've reminded us there are many other dimensions of
the market power of airports.

MSHENDERSON: One of the limitations of the Part 111 A declaration proceeding
isit comes down the definition of the service that has actually been declared and so
because of the history of the existing Sydney Airport declaration, that only applies to
certain, | guess, conduct on the airport. So you may have a duplication of declaration
proceedings to the extent that there's any other conduct that we feel that we've got no
other option but to seek declaration.

MR POTTS: On the core principle that you mention, | think that full and
transparent information exchange is an important element of it, in your view. |
presume that you're saying that in supposing that the mutual exchange of
information, would that be right, between the airports and the airlines?

MR MOORE: Yes, that's correct. Jana, do you want to comment on this?

MSKADLEC: Yes. | think certainly where we have information that's relevant to
the airport in terms of the impact that we have, potentially on the capital
infrastructure and what plans they're making. But | think the important thing to note
here is that we are actually the buyer of the service, so we need far more information
than the airport would need of us because they're not purchasing anything from us.
So the airport isthe party that is actually providing the service and providing the
price, so we need that information to be able to assess that that is reasonable in the
absence of competition. So we can't go somewhere else and say, "Well, we can get it
cheaper down theroad,” or isit reasonable in terms of the price for the service.

MR POTTS:. Right. Soyou'd be expecting the airports to give you more
information than you give them.

MSKADLEC: Wewould be happy to give the input information that they need in
terms of planning for their airport which drives price, in terms of NNAI.

MR POTTS: Butl guessif - and to the extent that charging is a distribution issue
between the profitability of airports and airlines, and there's probably an interest on
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both sides, if you like, and what impact the charges have on the profitability of both
enterprises.

MR MOORE: Yes, | think that - | mean, it's obviously - | mean, we would be
committed to a principle of open and transparent exchange of information asit is
related to the commercial negotiation, and asit isrelevant. That's aways caveated
by commercial confidentiality and exposing potentially some sensitive, private
information. But | think the governing principle for usis and would be that it be full
and transparent exchange of information.

MR POTTS: Brad, you repeated a point that was in your submission that if the
government, after it receives our report, doesn't proceed along the linesyou're
suggesting - and I'll hasten to add here that our roleis purely advisory (indistinct)
decisions that happen within the hands of government, of course - you'd feel you had
no option but to seek declaration in relation to other airports. | just want to have that
confirmed, that that's what is Qantas's corporate position on this, because that's the
submission as from the general counsel, | think.

MR MOORE: | think that | would look at thisin terms of a process, in that | think
what's happened here is that we have, asit currently stands, an option of another step
being inserted in the process. So if | just step through it, currently, as we go through
we'd like to call aconsultation process. We have a process where we exchange
information. The airports place their request in front of us and we request
information as provided. We may go back with an alternative position. If we can't
reach agreement then it's escalated through senior levels of our organisation, and
potentially to a mediation process.

If that fails, and fails to achieve an outcome between us, we now have an
option of declaration, and Qantas's position is that we would consider, and are
considering whether that's appropriate on each of the individual circumstances aswe
approach them. But | think the bottom-line answer to the question isthat, yes, that is
an option available to us now, and yes, we could consider it as an option going
forward, depending on the circumstances that were in any negotiation with a
particular airport.

MR POTTS: Sowhat you're saying is, before considering the declaration route you
would first of al wish to pursue commercial negotiations - - -

MR MOORE: Absolutely.
MR POTTS: (indistinct) to get a satisfactory outcome. So you wouldn't be

moving, for instance, to seek a blanket declaration of airports that you would think
would be caught by Part [11A.

30/10/06 Airport 121 B. MOORE and OTHERS



MSHENDERSON: | think we're still in the - the note from the general counsel
was putting forward, in our case, the worst-case position, that if thereis no
movement from government in relation to a compulsory binding arbitration model,
then we would feel that we were left with no position but to seriously consider
declaration.

One of your questions is, would we now draw aline in the sand and say,
"Right, we're going to have X months of negotiation before we seek declaration™? |
think our view is haven't we already had that, to some extent, in the last few months
and years, dealing with an airport. The option of declaration has always existed, and
you'll seein Qantas's first submission dated July that that was one of the options we
put forward as implementing the core principle. So | don't think that thisis anew
position that we would consider declaration, and really we see this as an important
step in acontinuum of our dealings with airports.

MR POTTS: Becausel think you made the point before, and quite rightly so, that
this Part 111 A decision may well have strengthened the hands of the airlinesin
commercial negotiations; | mean, to the extent that it's shifted the balance between
the airports and the airlines and lowered the bar. Qantas's negotiating position, as
weak as you may think it is because of lack of countervailing power, presumably has
been strengthened. So it may be that through the process of commercial negotiation
now that you can get outcomes that are more favourable from your point of view.

MR MOORE: Wethink it definitely is a step forward, but | think we all need to
note that in the process of declaration there's substantial resource time and cost that
getsinvested in going down that path. Our proposal would be that that's not to the
benefit of any party and that if we could design the system to be more efficient to get
outcomes for all parties on an efficient and timely basis, that encourages all of usto
get to a point where we get mutually acceptable agreements, that that would be a
better outcome at the end of the day.

MR POTTS: Okay.

MSHENDERSON: Becauseoneview - my personal view isthat the Full Federal
Court decision has really just confirmed that thereisareal problem in the
negotiating, | guess - natural negotiating positions between airports and airlines and
airport users. Soreally, al it'sdoing is confirming that because of the monopoly
nature of an airport there needs to be some type of, | guess, enhanced ability to
negotiate with the right of seeking independent arbitration if those negotiations break
down. Soit'snot like - we really welcome the full Federal Court decision, but there's
still a problem in the actual market structure between the two parties.
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MR MOORE: Whilst we seethat as a step forward, | think fundamentally what
we're saying is that we have an opportunity, and potentially the recommendations are
put forward by the Productivity Commission to redesign this system so it encourages
the outcomes we all want, which is mutually-agreeable commercial agreements
rather than the current status.

MR POTTS: Anything further?

DR BYRON: | don't know if you were here this morning when | asked - | think it
was BARA - about the aircraft being the extreme example of amobile capital asset
which can be readily deployed to anywhere whenever it generates the greatest return.
My question then to BARA, and the same question to you, is to what extent is there
evidence of airports through their behaviour actually hindering airlines in wanting to
re-deploy aircraft onto which routes are most favourable almost - offer the best and
most efficient use of those capital assets, as opposed - do they impede or do they
facilitate when airlines want to explore new routes, flying from Narrabri to
Mangalore or somewhere that nobody has done before? Hypothetical. Doestheir
behaviour inhibit that sort of flexibility that | imagine airlines need in continually
testing the market - where to deploy your assets - or have they helped it?

MSKADLEC: | think it's probably a mixed bag, from an airport's point of view.
They will probably encourage more activity to the airport to increase their
profitability, but we have also seen airports where they have, through what they've
tried to implement between various use of terminals on that airport, an inefficiency
of the use of our aircraft. So we were forced as one stage to tow aircraft from one
terminal to the other purely for the sake of paying passenger facility charges rather
than being able to process passengers through one terminal and then busing them to
another terminal. So it meant that an aircraft, for example, that flew in from Wagga
and then was departing to Canberra had to be towed from one terminal to another
terminal just to facilitate a passenger flow, because of the structure that that
particular airport actually put in the terms and conditions.

So it isquite amixed bag in terms of the utilisation; but | think the most
important thing - and Brad mentioned it in his notes - is that as a domestic carrier -
and the other large airline will probably be in the same position - we have significant
infrastructure invested in various airports. So our ability to move our moveable
assets or our capital investment there is limited because we have a maintenance base
at certain airports and we have crew bases, and we have awhole |ot of supporting
operational and infrastructure works that support the operation in the Australian
airports. So it'salittle bit more difficult for the home based carriersto be able to
flexible in terms of responding to what the airports actually enforce on usin terms of
price and non-price conditions.
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DR BYRON: | guess| waswondering that, to the extent that you could now
schedule more services from Avalon to Maroochydore or Coolangatta, and therefore
bypass both Brisbane airport and Melbourne airport; does that give you any clout at
al? | mean, not that you would do it for every flight, but a few times aweek, does
that, at the margin - - -

MSKADLEC: Thereisalittlebit of benefit to us, but | think the thing that we
need to remember is that the base infrastructure at those airports - the Avalons and
the Coolangattas and Maroochydores or wherever else - islimited. So the capacity
of those airports - you can only fly a certain amount of aircraft and certain type of
aircraft into those ports, so they aren't true competition to the larger Australian ports
where we do actually have (1) the infrastructure, and also the capacity of those
airports to operation into.

DR BYRON: Thanks very much.

MR POTTS: | think that'sit. Thanksvery much, Brad.

MR MOORE: Thank you.

MR POTTS: Thanksfor your time.

DR BYRON: Thank you very much, and thanks for your very helpful written
submissions.

MR POTTS: Welcome. Thank you very much for coming to the hearings. We're
just asking if you could state your names to begin with and the organisation you
represent, for the record; and perhaps an opening statement. We can take questions
from there.

MR HANLON: David Hanlon, acting general manager ground operations, Virgin
Blue.

MR DAVID: Andrew David, chief operations officer, Virgin Blue.

MR SNOW: Simon Snow, Gilbert and Tobin; advising Virgin Blue.

MR BALCHIN: Jeff Balchin, the Allen Consulting Group, here with Virgin Blue.
MR DAVID: I'mgoing to start with an open statement.

MR POTTS: Thank you.
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MR DAVID: I'dliketo begin by thanking the Productivity Commission for the
opportunity to appear and speak to you at today's public hearing. Asthe
Commission will be aware, Virgin Blue has lodged a number of lengthy written
submissions setting out in detail its view on the issues raised in the commission's
issues paper, and the draft report. | will endeavour today to provide the commission
with asummary of Virgin Blue's position in relation to the price regulation of airport
Sservices.

Jeff will provide an overview of the reports that he has prepared for Virgin
Blue and which have been provided to the commission. These reports address
specific issues including major airports compliance with the government's review
principles, and appropriate values for the airports assets. Simon Snow will provide a
summary of Virgin Blue's view of the effect of the recent decision of the Full Federal
Court. We're happy to take questions at the end of the brief introduction and address.
David Hanlon has detailed knowledge of Virgin Blue's negotiations with airports as
well as the results of these negotiations.

Virgin Blue's position in relation to the price regulation of airport servicesis
quite smple. Mgjor airportsin Australiaare natural monopolies. There are no
effective substitutes for their services. Unless constrained, monopolists will act to
increase prices above efficient levels or reduce the quality of the services they offer,
or both. Virgin Blue does not see any reason why major airports would act any
differently from other monopolists. Thisis especially the case where managers of
privatised airports have duties to maximise returns to their shareholders.

Under the current regime, Virgin Blue does not consider that there are any
effective constraints on the monopoly powers of major airports. The regime has
failed in thisregard. None of the supposed constraints on monopoly power, such as
the threat of re-regulation, the countervailing power of airlines, or non-aeronautical
revenue, stands up to any detailed scrutiny. The Australia Competition Tribunal
confirmed thisin its decision to declare the domestic airside service at Sydney
Airport.

We believe that in the absence of an effective constraint on their monopoly
power, major airports will continue to increase their charges above efficient levels
and set terms and conditions for use of their facilities that would not prevail in a
competition market. The harm from this conduct extends beyond the impact that it
has on airlines and other users of airport services. Increased airport chargesresultin
higher fares, and since most passengers are very price-sensitive, these increases
result in reduced demand for air travel and awelfare lossto a society as awhole.

In its draft report, the commission emphasised that one of the key goals of the
price-monitoring regime is for airlines and airports to negotiate access terms and
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conditions commercially. While Virgin Blue considers that commercial negotiations
have many advantages when compared to a price-control environment, they should
not be seen as an end in themselves. In relation to negotiations with monopoly
airports, Virgin Blue's experienceis that increasingly the airport simply imposes
prices significantly above efficient costs. Thisisnot in the interests of the airline, its
passengers, or society as awhole.

Virgin Blue believes that in prioritising commercia negotiations, the
commission islooking for airlines and airports to negotiate in the same way that they
would in a competitive market. However, without an effective constraint on airports
market power, this simply will not happen. Therefore, Virgin Blue submits that the
commission should recommend the introduction of a negotiate/arbitrate model for
the provision of aeronautical services at major airportsin Australia.

Such amodel offers the best of both worlds: the opportunity to have true
commercial negotiation as the primary method for determination of access terms and
conditions for airports, while also allowing for parties to seek independent arbitration
in the rare event that there is an intractable dispute. Such amodel should also retain
and improve the current price-monitoring mechanisms. | will now address some of
these points in more detail; however, given the wide range of issues that have been
raised during the course of the commission'sinquiry, my remarks today will not be
exhaustive.

Airport charges are important to Virgin Blue. At the outset, it isimportant to
recognise that airport charges matter to Virgin Blue; they are a significant part of
Virgin Blue's cost base. Over the past six years akey part of Virgin Blue's business
model has been growing demand for air travel by offering low fares. Virgin Blue's
approach has not been to simply compete head-on with Qantas, the domestic
full-service airline. Asdetailedin Virgin Blue's original submission to the
commission, the results of Virgin Blue's entry are clear. There has been a substantial
reduction in discount and restricted economy airfares, and there has been very strong
growth in domestic and regional passenger traffic. These gains have been made
despite the exit of two domestic carriersin the last five years.

Virgin Blue's business model depends in large part on its ability to keep
airfareslow. It doesthis through adopting a number of practices used by low-cost
carriers throughout the world to keep their cost bases down. For example, Virgin
Blue operates just one type of aircraft, the Boeing 737, and has more seats on its
aircraft than afull-service carrier such as Qantas. Virgin Blue aso takes a number of
steps to reduce the turnaround times of its aircraft, such as using embarking and
disembarking from both the front and rear exits.

Airport aeronautical charges make up avery significant proportion of Virgin
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Blue's lead-in fares and average promotional fares, as set out in the confidential
written material provided to the commission. Therefore, increasesin airport charges
have a significant impact on Virgin Blue's cost base. Virgin Blue has no option but
to pass on at least some of any increase to passengers, and this can have a significant
impact on airfares and on passenger numbers, given the price sensitivity of many of
Virgin Blue's passengers.

Increased airport charges cannot therefore be dismissed as merely rent transfers
between large corporations. There are significant efficiency and welfare effects.
The report from The Allen Consulting Group in response to the commission's draft
report demonstrates that even a 25 per cent increase in the airport aeronautical
charges at Sydney airport would result in hundreds of thousands of fewer passengers
flying to or from Sydney every year.

Major airports are unconstrained. It is because airport charges are a significant
part of Virgin Blue's cost base that Virgin Blue is so concerned by the fact that major
airports face no constraint in the exercise of their market power. The commission's
earlier recommendation that price controls for airports be replaced by price
monitoring alone was based largely on the premise that major airports market power
would be constrained by the non-aeronautical revenue they earn. However, this
constraint has been the subject of detailed economic examination and found not to be
effective. In thetribunal’'s Sydney Airport decision, the evidence of Sydney Airport's
own expert was that this constraint would not prevent Sydney Airport from
increasing its take-off and landing charges substantially above efficient levels. No
airport has seriously argued to the contrary.

The other potential constraints that have been discussed in submissions to the
commission and the commission's draft report are equally ineffective. Airlinesdo
not have sufficient countervailing power to be able to keep airport charges to
efficient levels; and experience shows that where one large airline does have a
measure of bargaining power it islikely to be used to the joint benefit of the airport
and the larger airline and to the detriment of other airlines.

In relation to the threat of re-regulation, the current price-monitoring regime meets
none of the accepted criteriato be an effective constraint. The criteriafor triggering
sanctions are very unclear. Itisnot clear how the relevant regulator, whoever that is,
would identify when the criteria has been breached, and the penalty for breach is also
unlikely to be asufficient deterrent. Nor isPart 1A of the Trade Practices Act an
effective constraint on airports market power. While the recent full Federal Court
decision confirmed that the declaration test should be a simpler test than the one that
the tribunal had adopted in the past, the declaration process still suffers from the
significant disadvantages of being very time-consuming and costly.
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It is worth remembering that the Full Federal Court's decision that was handed
down this month related to an application for declaration that Virgin Blue lodged
with the NCC four yeas ago. Simon will provide a short summary of Virgin Blue's
view of this decision and would be happy to answer any questions.

The tribunal agreed with Virgin Blue that Sydney Airport was not subjected to
an effective constraint, and this reasoning has now been quoted with approval by the
Full Federal Court. Thereis no reason to believe that any other major airport in
Australiaisin any different position. Virgin Blueisvery troubled that the
commission is continuing to recommend that its light-handed regime should
continue, even though the basis for relying solely on price monitoring has been
shown to be flawed and has not been able to identify any other effective constraint on
the market power of airports.

In relation to the price regulation of airport services, Australiais out of step
with international practice. With the exception of New Zealand, no other country has
privatised its major airports and not sought to place some effective constraint on their
monopoly power. Current airport charges are inefficient. Virgin Blue considers that
in the period since price controls were removed, airports have generated revenues
well in excess of efficient costs. Thisisnot surprising, given that they are
unconstrained monopolists. Even the report prepared by the consultants retained by
Melbourne Airport commented that Australian airports were the most profitable in
theworld. Although the review principles require that revenues not be significantly
above the efficient costs of providing aeronautical services, in its draft report the
commission has not conducted any analysis of the major airports' revenues against
their efficient cost of providing these services.

The Allen Consulting Group did conduct such an analysis, and while Jeff will
provide a more detailed summary of his reports, this analysis demonstrated that
airports aeronautical revenue was significantly above the long-run costs of
efficiently providing the services. Virgin Blue was surprised that the commission did
not address or respond to these findings in its draft report. Instead of comparing
revenues with efficient costs, the draft report considers whether there is any strong
evidence of any systematic misuse of market power by airports.

Principally, on the basis of two comparisons, the commission found that there
was no evidence. Virgin Blue has two comments to make in response. First, it is not
clear to Virgin Blue how the commission devised the test that applied in the draft
report, since it does not appear from the review principles. Secondly, for the reasons
set out in detail in Virgin Blue's written submissions, the comparisons relied on by
the commission suffer from a number of significant limitations.

In addition to generating revenues significantly above efficient costs, since the
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removal of price control, airports have introduced inefficient methods for charging
for aeronautical services, including charging on a per passenger basis for take-off and
landing. In addition to being inefficient, such charges also damage competition in
the airline industry and are inconsistent with world's best practice. With the
exception of New Zealand, no other country in the world has airports that charge on
a per passenger basis for take-off and landing. New Zealand is of course the only
other country that has privatised and deregulated its airports.

Given the detailed reasoning of the tribunal on the issue of per passenger
charging for take-off and landing, and the other evidence Virgin Blue presented to
the commission, Virgin Blue was disappointed by the commission's treatment of this
issue. Full details of our view on these matters are set out at length in our
submission to the commission. Virgin Blue's views on the commission’s draft report;
it will come as no surprise to the commission to learn that Virgin Blue does not agree
with the central recommendation of the commission's draft report that the current
regime, relying as it does on price monitoring alone, be extended for a further five
years.

The commission also states in the draft report that it expects the recent growth
in passenger numbers, which is forecast to continue into the future, will place
downward pressure on aeronautical prices. Virgin Blue does not share the
commission's confidence that increasing passenger numbers will result in lower
prices. Instead, unlessthere is some additional constraint on airports market power,
thisincreased revenue and increased margin will smply add to airports profitability.
Indeed, | understand that Melbourne Airport has already sought to explain to the
commission why prices will not in fact decrease, even though its costs are largely
fixed and its passenger numbers are growing strongly.

The commission has recommended that airports be allowed to share the
benefits of increased productivity with their airline customers; however, the
commission has not defined what will amount to acceptable sharing nor what
productivity benefits airports will be allowed to keep. In taking this approach, Virgin
Blueis concerned that the commission may have given airports an excuse not to
decrease aeronautical charges.

Airports are likely to assert that increased revenue from passenger growth is
productivity growth, and that the commission's recommendations allow them to keep
the vast majority of this benefit. To prevent this from happening, the commission
should state clearly in itsfinal report that the only productivity gains that should be
retained by airports are those gains that are properly attributable to the efforts of the
particular airport. Further, the commission should clarify that sharing does not mean
that an airport is entitled to keep the majority of such benefits itself.
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In relation to the price-monitoring process, Virgin Blue strongly agrees with
the commission's recommendations to standardise the definition of aeronautical
servicesin line with the submission made from DOTARS. However, Virgin Blue
strongly disagrees with the commission's recommendation that the frequency of the
report be significantly reduced. This recommendation appears to be based on the
assumption that airport charges are likely to be fixed for larger periods of time.

Asdiscussed in Virgin Blue's submissions, many major airports are not
prevented from unilaterally increasing their charges on very short notice. In these
circumstances, reducing the frequency of the monitoring reportsto only one every
two years would mean that an increase implemented in July 2008 would not be
reported until early 2011.

Further, the price-monitoring regime should apply to all mgjor airports, and
certainly Darwin Airport shouldn't remain subject to price monitoring. The
commission advances two reasons why Darwin Airport should be excluded from
price monitoring. Thefirst isthat Darwin Airport faces competition from other
airports such as Broome for international flights. If thereisany constraint from this
competition, then it will only have an impact on international charges.

The second reason given is that Qantas will have an increased bargaining
power. The fact that Qantas might have increased bargaining power due to the fact
that it accounts for the majority of flightsto Darwin Airport is cold comfort to Virgin
Blue. AsVirgin Blue discovered at Sydney Airport, to the extent that alarge airline
has any bargaining power, this power islikely to be used to the benefit of the airport
and the larger airline and to the direct detriment of Virgin Blue. |1 would also note
that Darwin Airport does not have a good track recording of providing Virgin Blue
with pricing or costing information on a voluntary basis.

In relation to asset values, Virgin Blue welcomes the commission's opposition
to asset revaluations. While Jeff will discuss these issues in more detail, Virgin Blue
does not consider June 2005 to be the appropriate cut-off date for revaluations.
Instead, the commission should recommend that the starting asset value for airports
be those values implied from the prices allowed under the previous price cap regime.
Asfor asset betas, Virgin Blue strongly disagrees with the commission's statement
the asset beta of airports has risen and is surprised by the absence of any detailed
analysisto support this conclusion. Jeff will address this very important issuein
more detail.

Virgin Blue's solution. It isclear that the current price-monitoring regime has
not been effective in preventing major airports from earning aeronautical revenues
significantly above efficient costs or from levying chargesin inefficient and
anti-competitive ways. The impact of this goes beyond a mere wealth transfer from
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airline shareholders to airport shareholders. Charges above efficient levelsresult in
reduced passenger numbers and welfare losses to society as awhole. Going forward,
Virgin Blue believes that the commission must recommend a regulatory regime that
will prevent airports from raising charges significantly above efficient levels, while
al so retaining maximum flexibility to allow airports and airlines to negotiate and
agree on efficient and competitive terms and conditions for the use of airports
facilities.

Virgin Blue considers that a negotiate/arbitrate model of the sort detailed in its
submissions would meet these criteria. Such amodel should allow parties to have
disputes resolved by an independent expert arbitrator. Given the issues involved,
Virgin Blue considers that the ACCC is best positioned to perform thisrole. Thereis
no-one else that Virgin Blue is aware of who would have the necessary expertise and
who would be seen as an independent by both airports and airlines. In order to
facilitate commercial negotiations the ACCC should issue guidelines on key pricing
principles, as detailed in our submissions.

Further, parties will be most likely to negotiate commercially where thereis
transparency of information. For this reason, the price monitoring regime should be
retained and improved, as set out in Virgin Blue's origina submission. Given clear
guidelines on key pricing principles and transparent cost information, thereis no
reason to fear that airports and airlines will automatically resort to arbitration in
preference to commercia negotiation. Arbitration is costly and thereislittle to be
gained from the process if there is reasonable certainty as to the outcome.

It is worth remembering that a number of airport services have been declared to
date without any party yet resorting to arbitration and other industries have had
similar experiences with anegotiate, arbitrate model. Nevertheless, there will of
course be the occasional dispute which will not be resolved through negotiation
where arbitration may be necessary. However, Virgin Blue does not expect there to
be many such disputes. If the commission isstill concerned by the possibility of this
happening, then Virgin Blue would recommend the commission revisit the operation
of the model after a probationary period to determine whether additional incentives
are warranted.

A negotiate/arbitrate model also offers the best outcome for the investment.
Airports will be free to engage in an efficient investment without the need to go
through any formal NNI process, and the availability of arbitration will act asa
constraint on inefficient and wasteful investment. Finally, the model recommended
by Virgin Blue offers significant benefits over a future involving a multiplicity of
declaration applications for airport services. Thisfuture may be more likely
following the Full Federal Court's decision. Virgin Blue's model would provide
welcome certainty while avoiding the significant costs and delays that would be
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associated with multiple declarations. | now propose to hand over to Jeff to provide
an overview of the reports that have been provided to the commission from the Allen
Consulting Group. Thank you.

MR BALCHIN: Thank you, Andrew. As just mentioned, the purpose of my
presentation is just to provide an overview of the work that we undertook for Virgin
Blue. I'll first turn to the work we did assessing whether the airport pricing practice
had complied with the government's pricing principles and the related issue to that of
asset valuation, and then I'll finish with afew observations on asset betas.

Now, economic principles do not provide an unambiguous answer as to what
price should be charged for some infrastructure and, relatedly, what should be
assigned asthe cost. Sunk assets, if you don't have an alternative use, they'll remain
In the use irrespective, but there needs to be some certainty about the past so you can
provide some certainty for new expenditure, new investment as well as new
operating obligations.

The method we concluded was most appropriate for defining and estimating
long-run cost was to start with a cost that was being recovered under the previous
price control and to ask under what circumstances that cost would be justifiable for a
change in the cost price to flow through to airport users. We concluded that if there's
an increase in the ongoing cost of providing aeronautical services then the airport
should be permitted to raise prices, if necessary, to provide that cost. Where new
capital projects are undertaken, again it's the situation where efficiency demands that
the airport should expect areturn of those funds that are invested.

Similarly, if there's a shock to demand such as what happened immediately
after the exit of Ansett, an airport should be free to adjust prices to prevent the
revenue shortfall. But further price rises from those that existed under the previous
price control regime - for example, to align prices with a new asset valuation which
inreality isjust a change to a book entry - serves no useful purpose in economic
efficiency and therefore should not be considered justifiable.

Now, the method that we applied to derive long-run cost according to this
method was quite straight forward, used familiar tools from utility regulation, and it
was explained in quite detail in our first report, including the information sources we
use. So | describethat in detail. The resultsthat we obtained from that analysis was
that the revenue to all of the airports which has increased substantially since the
cessation of formal price controls has increased by afar greater amount than can be
explained by an increase in operating or capital costs and prices have increased by
far more than can be explained by any permanent shock to demand. In some cases
that increase has been not just by an amount but by afar greater amount.
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Moreover, given that the cost of providing aeronautical servicesislargely fixed
and the pricing basis around most of the airportsis based on passenger numbers
which continue to grow, the gap between revenue and cost for all airports will
continue to expand over time if the current price levels are maintained. So from this
we concluded that the airports have not complied with the government's review
principle number 1 and number 3 that revenue track the long-run cost of providing
aeronautical services over time.

I will now turn to the related issue of asset valuation. Now, first on this matter
let me acknowledge the commission's finding that there is no strong argument in
economic principles for revaluing aeronautical assets to reflect their opportunity cost
or otherwise. Aswe put it in our first report, it's difficult to argue that revaluing land
assets, that their opportunity cost will have tangible consequences for economic
efficiency. But evenif it did, then the same theory would imply that all assets should
be valued at opportunity cost. The far greater share of the assets for the airports are
irreversible investments in terms of runways, terminals, aprons, the like.

Our method for determining the long-run costs, as | described above, impliesa
specific method for setting an initial regulatory value for aeronautical assets; namely,
the effect isthat the regulatory value is the value that was implied by the former
price control regime. The fact that a value can be implied by alevel of prices
shouldn't be really taken asradical. Indeed, in competitive markets that's actually the
way it works. Thisisalso a method that has been widely used by regulatorsin
situations where there was a desire to make a pragmatic decision about where avalue
should be locked in going forward such that there wasn't a great adverse effect on
efficiency but so that there was certainty about the recovery of new costs going
forward.

Now, we consider this method is reasonable and it's most consistent with
economic efficiency. We pose the trade-off as being that on the one hand the lower
value - as else constant - would improve economic efficiency. The reason is that
we're dealing with a declining cost industry where the marginal cost is generaly very
low, and so by minimising the value, you're minimising the mark-up over marginal
cost that creates allocative efficiency losses. But we also recognise that it'sin the
interests of dynamic efficiency that investors are treated in a manner that's
considered to be fair and reasonable with respect to their sunk assets. Even though
assets may be sunk, investors can interpret decisions about past investments as
indicative of how future investments might be treated; and that's well accepted.

But our view isthat that trade-off is best achieved by setting avauethat is
consistent with the level of price control asit previously applied. That's nothing
more than saying that it would have been quite reasonable for a purchaser of an asset
that's subject to price regulation to recover avalue that's consistent with the value it
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had under that price regulation. From our experience in working for alot of
regulators as well as regulated companies and having been around lots of
privatisations, we would see it as being quite an unreasonable assumption for
purchasers to believe that in the future they could increase revenue in the future for
reasons that weren't tied to new expenditure obligations or new investments being
made, but rather just through changing accounting entries. Accordingly, we disagree
with the commission's valuation proposal, and our conclusion isit will sanction rises
in prices since the cessation of price controls that don't reflect changes in cost or
demand but only adjustments to book values.

Now, on this matter, the commission stated that it considers the setting of the
initial regulatory value as being one of a distributional issue only, ie, not having
consequences for economic efficiency. Respectfully, on this matter | would have to
disagree. For thereto be no efficiency implication then it either has to be assumed
that the airlines won't pass on changes in aeronautical charges or that passengers
demand for tickets for flightsis perfectly pricing elastic so that if thereisachangein
ticket prices thereis no demand response. Neither of these assumptionsisvalid.

We've just shown in the material we've provided that even a pure monopolist
under our ssimplifying conditions would be predicted to pass on half of the changein
its notional cost in the final prices. For a Cournot duopolist this rises to about
two-thirds and in competition it's about 100 per cent. So it hasto be expected that at
least some and a significant part of any change in motion of cost would be passed
through in the final prices.

Turning to the question about whether passengers will actually respond to
changein ticket prices, there are a plethora of imperial estimates of the own price
elasticity of demand for air travel. In fact, this seemsto be one of the most studied
areas in price elasticity that I've ever seen. The evidence shows overwhelmingly that
it's not perfectly pricing elastic, and indeed for leisure travel it's something you
would categorise as having avery high price elasticity of demand in absolute terms.
A recent Canadian study has summarised, | think, probably the world of elasticity
studies that existed at the time and came up with amedian price elasticity of demand
for short or leisure traffic at one and a half, which isavery high price elasticity of
demand.

To illustrate what this means for efficiency, we've set out the results of some
economic material that was provided by aleading expert in this areain the context of
the tribunals hearing into the declaration of SACL. This material, as we've pointed
out, predicts amaterial effect on a number of flying passengers from reasonably
modest increases in aeronautical charges for just one airport, and that will be
multiplied across them all.

30/10/06 Airport 134 A.DAVID and OTHERS



I will now turn to the matter of asset betas. The commission has made several
observations about asset betas, and in particular it has concluded that there are
reasons to believe that the asset betas associated with providing aeronautical services
may have risen since the ACCC administered the previous price control regime. Just
for the uninitiated, the asset beta is a measure of the relative risk of an asset and
therefore of the return that the asset requires. Now, the estimation of asset betasisa
complex areaand so I'll keep my comments reasonably brief.

First, in my view, the commission’'s qualitative analysisis considered only a
subset of the possible changes that may have occurred to the environment within
which aeronautical services are provided. One factor | think that may be significant
which is qualified by the remarks I'll soon make, is the effect of the increased
competition between airlines on the countervailing power, on the market power of
the airports, in particular, increased competition by users of the service wed
normally predict a decrease in any countervailing power that existed, which would
normally be associated with areduction in the asset beta.

But more importantly, though, intuition is of quite limited use when estimating
asset betas, even if the full range of factors that may affect betas was actually known.
We really have no idea about knowing what effect they have on asset betasin
guantitative terms. At best we can come up with a direction, but in terms of coming
up with an effect on a beta and the effect of a number of factors, it's really nothing
more than guesswork. Asset betas are an areawhere the only - betasis, asin all cost
of capital parameters, is an area where the only robust point of reference is empirical
information.

Turning to that, estimating asset betas though is a substantial empirical
exercise, and I'd be the first to admit it's one that's far from a precise science. In fact,
you wouldn't call it ascience. It's far more towards the spectrum of art than science.
Tojust illustrate some of the problems, betas can only be estimated for share market
listed entities, so that immediately reduces the sample size considerable. For those
comparable type entities that can be found, very few of them - | don't think there are
any that provide only aeronautical services. So you're dealing with mixed entities, a
few number of mixed entities to start with.

Then there are numerous plausible methodol ogical choices that are open to the
researcher when you estimate betas, such as the choice of alength of the sample
period, how frequently you should sample observations; isit daily, monthly, weekly
or longer periods; how should returns be measured, discrete or continuously
compound them; and whether and how betas should be adjusted or combined to
improve their precision, and how you should adjust them for differencesin leverage.
All of these matters are areas where there is no single way of doing things. What
you need at the end of the day is judgement to interpret the totality of the empirical
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evidence.

Having set out those caveats though, we have provided some preliminary
estimates in our latest reports, certainly on behalf of Virgin Blue. On the basis of
that our conclusion isthat it didn't support the finding that the betas the ACCC had
used for airports and under its previous role were too low. Indeed if you tried to
draw strong conclusions from what we've called a preliminary analysis, you'd haveto
say that the reverse inference is more supportable. But what we would conclude on
the basis of that and on the basis of our concerns about the use of qualitative
evidence is that much more analysisis required before any firm robust conclusion on
the level of asset betas for aeronautical services can be made. I'll leave my remarks
there and I'll now hand over to Simon Snow to discuss implications of the recent
Federal Court decision.

MR SNOW: Thanks, Jeff. I'll be short to allow time for questions obvioudly. In
short, Virgin Blue welcomes the recent decision of the Full Federal Court SACL v
ACT. Virgin Blue has written to the commission setting out in pretty full detail its
view of the impact of the decision, so I'll just give a brief summary and overview of
Virgin Blue's position and take any questions at the end of that or other questionsiif
people have them.

The first point that Virgin Blue would like to make is the correct test is simple.
The decision confirms Virgin Blue's consistent view that the test under declaration
criteriain (@) in Part 111 A was always intended to be a simple test; therefore the
decision cannot be seen as surprising. Essentially, this simple test asks whether
access to the service is necessary in order to permit effective competitionin a
dependent market and that language reflects Competition Principles Agreement
clause 6 aswell.

Secondly, the old test was unnecessarily complex. Thetest applied by the
tribunal in previous cases and aso in the original Sydney Airport decision asked
whether declaration as opposed to access would promote competition in the relevant
market compared with the existing position. Such atest often involved a complex
inquiry into the likely state of competition following declaration, and the Full
Federal Court has confirmed Virgin Blue's view that such a complex inquiry is not
required under criterion (a).

It's also clear that the ssimple test is what parliament intended. It could not be
said that the simple test or its consequences for airports is inconsistent with the
intention of parliament or of government. The simple test confirmed by the Full
Federal Court isthetest intended by parliament, and as the decision shows by its
careful analysis of the parliamentary materials and the source documents, including
the Hillmer Report, the COAG explanatory material and clause 6 of the Competition

30/10/06 Airport 136 A.DAVID and OTHERS



Principles Agreement. It's also worth noting that the source material referred to by
the court also includes a number of referencesto airports as examples of natural
monopolies when discussing the essentia facilities problem.

It's also clear that government intended Part 111A to apply to airports. As
others have said today the application of Part [11A to airportsis entirely in keeping
with the government's policy on access to airports. The government's response to
recommendation 7 from the commission's last inquiry into airport services stated,
and | quote, "The government supports the application of the generic provisions of
Part I11A to airports.”

Next, 1'd like just to note that declaration itself doesn't result in price
regulation. While the Full Federal Court decision has confirmed the declaration test
should be amore easily satisfied one, it should be remembered that declaration does
not of itself result in any price regulation. Parties remain free to negotiate
commercialy, and if adeclared airport acts reasonably in the interests of efficiency
and competition, arbitration would never be required.

However, we'd like to note that even with the decision, Part I11A is still not an
effective constraint on airport market power. Part II1A isnot an effective constraint
for the reasons that Andrew gave before, which isthat it takes a very long time to
have a service declared and the costs involved in seeking declaration can be quite
high. It's al'so worthwhile noting that the operation is not retrospective; to the extent
that there was an overcharge in the period prior to a declaration date, that overcharge
can't be recovered through the declaration process. Therefore Virgin Blue continues
to press for the commission to recommend a negotiate/arbitrate model for
aeronautical services at major airports.

Finally, Virgin Blue believes that other solutions must not require amendment
to Part I11A to reduce its scope. The commission would no doubt be aware that
declaration under Part 111 A can be avoided if an effective accessregimeis
introduced. Virgin Blue's proposed negotiate/arbitrate model would indeed be such
an effective accessregime. But Virgin Blueis also prepared to consider other
effective access regimes that have been proposed by other parties, including the one
proposed by Qantas. However, Virgin Blue would strongly object to the introduction
of an ineffective access regime coupled with an amendment to Part 11 A to exclude
airports from its operation. Virgin Blue believes that such a proposal would
significantly reduce the rights that parliament and the government clearly intended
that airport users should have. That's the short summary, thank you.

MR HANLON: No, I'mnot - - -

MR SNOW: There'safew minutes left.
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MR POTTS:. Let me say at the beginning, we found your submissions very useful,
particularly alot of the technical analysisinit, and | don't really want to go into those
Issues here because we don't have enough time. But | did want to say that it was
very helpful from our point of view. Although | suppose | make the obvious point
that if you put two economists in aroom they probably won't agree on anything and
it's probably symptomatic of what we've seen with some of the technical issues that
you have addressed in your report. There have been other consultancy firms engaged
by other stakeholders and they've come up with quite different reasoning and
conclusions. So | just make that point.

Perhaps can | start with the Part 111A issue, because you're as close to this as
anyone, | think, Virgin Airlines. Can | put this question to you. There'sbeen a
difference of view, | think it'sfair to say, among the airportsin particular that we
have exchanged views with, both here in Sydney and in Melbourne, about the import
of the Federal Court'sinterpretation. One airport said to us that they believe the
interpretation they've put on it by the Federal Court means that it's no longer a
question of aconduct of an airport, essentially it just becomes a structural issue that |
think as you were implying in your comments, amost by definition as far as airports
are concerned, accessis required to enable competition.

So that particular leg of Part 111A on the interpretation that you're giving it is
sort of almost knocked away, if you like, which leaves you with two other key tests
that have to be met. Oneis, can the service be economically replicated, and | don't
think anyone would suggest that as far asamajor airport is concerned that that test
could be met; and the second oneis, isit anationally significant market? Again,
they're likely to meet that particular test. So on one reading it becomes a structural
issue and not related to the conduct of the airport itself. Others have said,
particularly today, that no, they don't think that is the case, it's still partly dependent
on the conduct or behaviour of the airport. Could | get your interpretation on what
you think this decision meansin terms of how relations between airports and airlines
will unfold?

MR SNOW: | think there'stwo questions there: what impact it will have on how
airports and airlines will interact - and | defer to others to sort of talk about that. But
in terms of what it means, | think it's important to remember that the decision really
revolves around largely criterion (a). There are other declaration criteria as well,
including criterion (f). There's aso the potential for aresidua discretion; however,
we would say that the position in relation to criterion (a) is never quite simple and it
shouldn't be about a conduct test, but is more about atest of whether or not accessis
required in order to compete in independent market for effective competitionin a
downstream or upstream market, and that's not a question that really revolves so
much in relation to criterion (&) around the particular conduct of an access provider.

30/10/06 Airport 138 A.DAVID and OTHERS



But in relation to the other question, is there anything you would like to add?

MR HANLON: We would see negotiation as always the first step in any process.
We're not going to lean on this. We always have said that we don't want
heavy-handed regulation and that's still our stance. This hasn't changed that much
for us. We still want to sit down and negotiate with airports, and we see that as the
first step in any commercially agreed position between the parties.

MR POTTS: Soyou're saying that you believe that negotiation would be the first
thing that you'd prefer todo - - -

MR HANLON: Absolutely.

MR POTTS:. ---intermsof conducting your business?

MR HANLON: Ithasbeen---

MR POTTS: But equaly, if you chose not to do that, you believe that under the
interpretation given to Part I11A you could seek declaration; and presumably, if you
wished, you could seek a blanket declaration.

MR HANLON: Wewould always seek negotiation when it's - - -

MR POTTS: If you accept the argument that it’s a purely structural thing, not to do
with the conduct of an airport.

MR SNOW: Sure, and | think the Full Federal Court's decision speaks for itself.
But | would just remind everyone that there are other criteriathere as well as
criterion (@), but | think the decision says quite clearly that the criterion (a) test is
much simpler and straightforward test than has been considered by the tribunal in the
past.

MR DAVID: We have had no internal discussions about any blanket declaration.
MR HANLON: Our current position isthat we're not declaring any other airports.
MR POTTS. Right. You're not expecting declaration.

MR HANLON: At thisstage, correct.

MR POTTS: Thereason for that isyou believe - is it because this processis

unfolding, or isit that you believe that Part 111 A has increased your negotiating
position vis-a-visthe airport, or isit because you believe that your commercial
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relations with other airports is satisfactory?

MR HANLON: | think it's probably something else after four years. Were all just
abit tired and | don't want to do it again. | know |'ve made some lawyers and some
consultants very wealthy, but you know, we don't want to do that. Itiscostly, itis
time-consuming. Four years and we still don't have aresolution. You know, if we
start doing this, it just turnsinto areal joke. We're in the business of business.
We've got far too many things on the drawing board at the moment to be worried
about declaration lawyers and sitting in courts. That's the last thing that we'd want to
do.

MR POTTS: Do you expect though that this will shake the conduct or approach of
the airports? To the extent the bars have been lowered, which | think you were
saying it has been, you would think that the airports would, if you believe that

Part II1A has got significance to it, in terms of a backstop if you like, you would see
the airport as having greater interest in entering into commercial negotiations.

MR DAVID: Wewouldn't have gone down this path if we didn't think that was
going to be an outcome, but our fundamental approach iswe would still prefer and
negotiate, then the ability to fall back to arbitration if we haveto. But we operate
with airports at many, many levels, through the day, through the week, through the
month, through the year, and we need those to be healthy relationships. We need to
work together.

MR POTTS: Canl takeit from that comment, Andrew, that by and large - | mean,
leaving aside Sydney Airport obviously where you had an issue, | don't know
whether you have an ongoing issue. But as far as the other airports are concerned, by
and large the commercial relationship is on agood footing. Isthat areasonable
categorisation of it?

MR HANLON: It'sabit of amixed bag really. Some are good, some are bad.
Some turn on weeks, get better, you know, it's business. We can be friends today,
enemies tomorrow, friends the day after. It'sjust business. So to say they're al good
or they're al bad - and even leaving Sydney to one side - it kind of isabit of a
generalisation. It's probably a mixed bag more than anything.

MR POTTS: It'sjust that we heard from Qantas that by and largeit's not a
satisfactory relationship.

MR DAVID: At theend of the day you're still dealing with monopolies and you're
dealing with privatised monopolies with no price capsin place. So what we're
suggesting is give us some guidelines and we can work more effectively, and that's
the fundamental problem we have with dealing with monopolies. We can't take our
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aircraft somewhere else.

MR POTTS: Insome casestheairportsin the last five years have done nothing
more than work off the ACCC model, indeed that was one of the reasons why we
thought we needed another five-year period of price monitoring, because it hadn't
really been tested. The full commercial relationship hadn't developed yet for
whatever reason and the airports partly were just running off the ACCC models.
Now, if they're running off the ACCC models, which might sort of ask some
guestions about your own analysis, | suppose, where you believe the pricing has
been, what, inappropriate in terms of the long-run costs - but | don't want to get into
that issue because it's atechnical issue.

But nonetheless, | mean, if the ACCC is going to be the arbitrator as you seeit
under the regime that you're proposing, they were the ones who put in place this sort
of model that's being used in many casesin the last five years, and you know, some
of the airlines - Qantas and perhaps Virgin to alesser extent still haven't found that
satisfactory.

MR SNOW: | think it's worth also reminding ourselves that the ACCC when asked
to consider not just the level of charging, but the manner of charging aswell,
objected to per passenger charging, yet that hasn't stopped al of the airports or a
large number of them considering or moving to per passenger charges. Jeff, did you
want to respond on that?

MR BALCHIN: Yes. Just on that, on the ACCC model, | don't think it can
actually be sort of demonstrated there is compliance with an ACCC model, because
the single biggest, | suppose, variable in the whole thing iswhat value is assigned to
the existing assets that were in place some time in the past; and Sydney Airport isthe
only airport for whom the ACCC expressed an opinion on that. For the remainder of
the airports there was a price cap there and its only roleisto tick off any (indistinct)
soit | mean it really comes down to - | mean, an airport - five different people could
have five different views about what the regulatory asset base is and give five
different answers, and | expect the ones the airports have used in their models are
higher than the ones that I've used and the ones that are generated by themselves.
The work we've done though isto infer the asset value from what was - from what
prices were allowed under previous price caps. | don't know what they've actually
donein their models.

MR POTTS: On this negotiated/arbitrated model, which | think really isthe key
difference to what we're proposing, if you look at the submissions we've received as
awhole, and particularly as far as the airlines are concerned, that is the major point
of differentiation in the draft report. Aswe set out in the draft report the concern we
have s, you know, whether you can design a negotiated/arbitrated model which

30/10/06 Airport 141 A.DAVID and OTHERS



doesn't in time just become a de facto form of regulation; because the parties will - if
the ACCC isthe arbitrator then the parties will come to know where the ACCC will
draw the line in terms of what's a reasonable outcome, and there may well be
commercial negotiations but the commercial negotiations inevitably will be around
that line because the parties know - one party will know if it can't get an outcome that
Is at least as satisfactory as where the ACCC will come out. After you alow for
transaction costs, why not go to the ACCC and get an arbitration, because their
model will become very well known, and it was very well known when we had the
old regime.

So | mean, the question in my mind to put to you is how can you convince us
that the sort of models that you're talking about which is afalback ACCC arbitration
with detailed pricing guidelines produced by the ACCC to guide the commercial
negotiation, it won't be a de facto form of regulation? Now, that's the fundamental
issue we have. | mean, if we can think of a system that will avoid that problem and
result in genuine commercial negotiations, because that's what light-handed
regulation is about, that will be great. But we baulk at the idea that you can sort of
create this system without really having a system which is a de facto form of
regulation.

MR HANLON: A couple of things on that and one is the system we're coming up
with isn't like the old NNAI regime where it was a default back to the ACCC. We're
not saying thisis a default to the ACCC. We're saying thisis anegotiation and,
we're saying as long as everyone is reasonable - you're right, people will work out
where the ACCC isgoing to lie and that's at the reasonableness line. So aslong as
the airport when they're offering us the pricing is around that, why would we spend
four years and millions of dollars to go and get what we've been given? It just
doesn't make sense. But if we know that the reasonableness line is about here and
the airports are playing games up here, of course we're going to go, because it's
worthit. Butit'snot adefault. We're not defaulting to that. It's not like the old
NNAI, and | want to make that clear.

Our system is built on negotiation, and we're trying to do that with alot of
airports over the last five years; some successful, some not so successful; some were
on abasicaly takeit or leave it basis. So from our point of view it's not a default, it's
acircuit-breaker if it's necessary. There's clear guidelines as we said before from the
ACCC, so we're all going to know what's pretty much what we're going to get if we
go there, and that's basically that it's a reasonable price, an efficient price for, you
know, proper and efficient investment; and that's all we've asked for.

MR POTTS: But doesn't that mean it's effectively been set by the ACCC, because

you just said that, "WEe'll negotiate but we'll know what we get if we go to the
ACCC."
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MR HANLON: No, you're going to know roughly what you're going to - you
know, you're roughly going to deal with the 2001 kind of building-block model.
Ther€e'll be arough guideline on some betas and some rates of return et cetera. But
you know, the passenger inputs, the OPEX inputs, the other inputs, the ACCC isn't
going to know them and they're negotiated to build up the model and to build up a
price; and as long as that's reasonabl e and efficient along the way then we've got
what we wanted, an efficient price for proper investment.

MR SNOW: | think it's also worth noting that there's alarger focus on sort of
aeronautical prices, if you like. Obviously there are great benefits in terms of
arbitration for non-price terms and conditions that we should remember aswell. The
other thing is to remember that the ACCC islargely going to be concerned about
ensuring that there's an efficient level of revenue recovered. Thereisstill agreat
deal of flexibility that can be retained through commercial negotiations that's
available under this system that wouldn't be available under a sort of formal price
control system.

The parties can still engage in all sort of negotiations around the structure of
charges, how charges are implemented, timing, arange of other factors. It'sjust that,
| guess, in the back of everyone's mind there will be the knowledge of what the
ACCC islikely to regard as the efficient - or any other arbitrator if you like - what is
the efficient level of revenue that the airport should be recovering. If an airport tries
to recover significantly in advance of that amount of revenue, then that's where |
guess there's - an arbitration option is always seen that it can restrain that overall
revenue, but in terms of how it's sliced up, how it's charged - so long as agreement
can be reached flexibly between airlines and airports they're free to do that.

MR POTTS: That'san interesting question. 1'd like to discuss this question which
you emphasised in your comments and that's appreciated. It's this question of to
what extent isit rent sharing that we're talking about and to what extent is efficient
pricing important, and particularly the impact of Virgin Airlines as alow-cost carrier
on airport landing charges. Y ou will have heard this already because I've asked it a
few times before, but I'm wanting to know what the impact on airlines has been of
the fuel surcharge that's been put in placein the last few years as aresult of the
increase in world oil prices, which | think Qantas mentioned it averages about $25
per ticket. | think in Virgin's case it's probably less, but nonethelessiit's significantly
higher than say the landing charge at Sydney Airport.

A couple of questions to begin with. Oneiswhat impact has that surcharge has
on passenger demand for Virgin seats; and secondly, to what extent does Virgin
Airlines apply that charge differentially among passengers according to the part of
the market? So if you like, you apply Ramsay pricing, so where the market is more
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elastic then you don't apply the full surcharge, whereas where it's more inelastic you
apply perhaps a surcharge to a greater extent. Flowing on from that, to what extent
does Virgin see scope to do the same thing with airport charges? In other words,
even if you're being charged a certain amount per aircraft or per passenger, | presume
it's within your powers of flexibility to apply that differentially across customers, or
not?

MR SNOW: Not if it's charged per passenger. | think that - - -
MR POTTS: It'sonly an average, though, isn't it?
MR SNOW: - - - significantly reduces the flexibility.

MR HANLON: Canwejust start with - Virgin Blueis alow-cost carrier which
essentially - the model is built on keeping costs as low as they can, keeping the fares
down that we charge to our passengers - as low as we can to stimulate demand.
That's every cost: airport charges, fuel, labour, everything. We redly try and
squeeze them as much as we can. When things like fuel come to us, yes, we do have
to review that, because any cost increases have to be recovered from your guests.
What we've done is, we've got an all-encompassing price, an al-inclusive price, so
we don't say, "It's 20 bucks plus 10 for the fuel.” We say, "It's 120 bucks for the
flight." So from our perspective we don't recover all of the fuel on all of the paying
passengers.

What we've found is that alot of the people on the higher-priced tickets go to
the lower-priced tickets to try and keep the savings in their pockets; so we have a
diminished demand on the higher-priced tickets and we have a greater demand on
that. So ultimately the revenueto usfalls. But we've seen how that can affect - it
does affect demand. | know Jeff can talk probably for years about the elasticity of
price and tickets, but it does have a significant effect - but it's all prices, but we do try
to keep them aslow aswe can. Asfar as differentiating - you asked about
differentiating - - -

MR POTTS:. Weéll, before we leave that, the passenger numbers, what's happened
to passenger numbers for Virgin since you've seen the increase in oil prices which -
you know, rather than applying alevy you just put it into the price of the ticket. Has
that had an - - -

MR DAVID: Insome cases we absorbed the cost but we couldn't passit on.

MR POTTS: But there's some things you've had to pass on.

MR HANLON: Correct. There has been reduced demand on those tickets.
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Correct.

MR POTTS:. Passenger numbers overall for Virgin have been affected by this
rather significant cost increase?

MR HANLON: It's hard to explain, because at the same time we've had quite a
significant growth phase. So we've had the growth and the lowering of passengers,
so that maybe our growth hasn't been as high as what it should have been. Asfar as
total passengers goes, I'm unsure, but | can get back to you on that. But there has
been a decreased demand in our higher-priced tickets.

MR POTTS: But to the extent that you can't identify easily achange in trend from
anincrease in charge of $20 per ticket, isit going to be possible to say that for a $3
landing charge that goes up by 50 cents, for argument's sake, that that is having an
impact on passenger numbers?

MR DAVID: | think we've outlined in our submission though how those charges
relate to both the profit on individual sectors and how they relate as an average
compared to both the medium fares and the lowest fares as well.

MR HANLON: | think the numbers need to be sort of carefully considered. | think
the overall sort of total airport and aeronautical charges are much more than $3.
They'rein the vicinity of 10 and more for the different airports; of course, you have
to take off and land.

MR SNOW: Ontop of that | think it's a'so worthwhile remembering - and this
issue was discussed at quite some length in the tribunal decision in relation to fuel
levies and surcharge and what the impact was. Just because you introduce a certain
fuel surcharge, if you like, on all different faresit doesn't mean that your average fare
actually increases by that same amount. In most circumstances, as David said, it will
increase by in fact alot less than that.

MR POTTS: Can you apply the surcharges differentially, and do you?

MR HANLON: Yes, inthe same way we manage our revenue on a series of
buckets depending on the capacity - - -

MR POTTS: So that figure you mentioned of hundreds of thousands - | think in the
confidential submission you're actually quoting afigure- - -

MR HANLON: Correct.

MR POTTS. Wasthat calculation based on an assumption that the full cost was
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passed on to each and every passenger regardless of the segment of the market?
MR SNOW: That would have been out of Tae's work.

MR HANLON: No.

MR SNOW: Theresassumptionsasto- - -

MR BALCHIN: No, there were differentia - the modelling that it was based on
was a conjectural variation of a oligopoly model, and there were different
assumptions made about the conjectural variation that varied from full monopolies or
part of - prefer Qantas's business class where there was only 50 per cent of the cost
margin - cost change passed on, to an assumption in the case of the leisure
passengers, the fare-sensitive passengers, that that was almost (indistinct)
competition, which was | think 80 or 90 per cent or so of the cost change passed on.
So it depended on the amount of rivalry, | would assume, in that particular market.
SO---

MR POTTS:. Wouldn't it be the other way around? Wouldn't you passit on in the
elastic part of the market?

MR BALCHIN: No, the amount you pass on depends on the amount of market
value you have. That'sageneral principle. In perfectly competitive markets, adollar
increase in marginal costs tends to increase prices by adollar, but monopolies at least
with alinear demand curve passes on only half. The reason for that is that the
marginal revenue curve is twice the size of the average revenue curve that you only
get half passed on. The impact on demand, though - there's added impact on
demand, and the impact on demand then depends on the price elasticity of demand
that's assumed. Those price elasticity and demand figures were based on published
empirical evidence on price elasticity of demand.

| think what we probably have seen in Australiaover the last five yearsis
probably areasonably rich data set that's been created that will make for some
reasonably good estimates of price elasticity of demand, because it's quite useful to
have prices and things happening to get nice robust estimates. But I'm not aware of
anyone who has actually seriously properly analysed the passenger and price
information over the last five yearsin Australiato come up with arobust estimate of
price elasticity of demand; in which case | would always recommend deferring to
published international studiesin answer to that.

DR BYRON: From my recollection, with the introduction of the light-handed

regulation regime by the Australian government, one of the things that was relied
upon to "keep the airports honest” was a credible threat of re-regulation, or at least an
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inquiry if there was clear evidence of abuse of market power. Now, the thought
occursto meis, isthe problem that you've described one of design of the systemor is
it one of how the system has been implemented in that even when there was some
abuse of market power, nothing was done and therefore there is no credible threat.

That raises the question of, you know, who blows the whistle? Y ou know, at
what point does the red flag go up? Another metaphor is at what point does the
constable burst out of the cupboard with the big stick in his hand? Now, isthe
problem that light-handed regulation is inherently flawed because of the system
design or isit just we wouldn't be in the position we're in today if at some point in
the last five years the whistle had blown, the red flag had gone up?

MR HANLON: | think there's a couple of thingsin that. Oneiswhen you're
dealing with a monopoly, to have really, truly meaningful negotiations you need
some constraint. | think that's quite obvious. Without that constraint, you'll never
have really meaningful negotiations. So | think there'sthat. Whether that's in the
design or what, I'm unsure, but maybe it probably is, it's afundamental flaw init. As
far as the cop coming out with the baton, yes, we never did see that. Would that have
helped? It could have. I'm unsure. But without that constraint | just can't see why a
monopoly who has to increase its value to its shareholders would want to stop
playing with the power that it's been given. We need to have a constraint.

DR BYRON: Yes. The other part of this conundrum - and | don't have the answer
to this puzzle - is that we're speculating about the sort of outcomes and prices that
would be achieved in a competitive market model, and yet | can't think of too many
places in the world where you would actually get that competitive, you know,
free-market model in terms of provision of international airport services. There
aren't too many places where they're side by side and competing head to throat, you
know, like two commodity sellersin abazaar. So we're trying to compare what we
actually see with some hypothetical and unobservable ideal of what the prices would
be under perfect competition. Isthat a problem with - - -

MR HANLON: | seetheideal being that a monopoly who has significant market
power is not going to behave like it hasin the previous X years and not forced prices
onuson atakeit or leaveit basis. | just can't seethat happening. Sure, we are
speculating how they're going to act in the future but it's odd that we've only had a
few airports cometo uswith apricing proposal going forward for the next five
years. You know, they're all waiting to see what comes out of this. The gameswill
go on unless there's some constraint there. | just can't see how it can't.

For five years I've been doing this and banging my head up against that wall. |

just keep doing that. | don't know why sometimes, but | do. But it just doesn't go
away by giving them a greater light-handedness, if there's such athink. Y ou know,
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the constraint needs to be there. Without the constraint, you will have this, 30 June
I'll get the letter and on 1 July my price will go up by anything. | will get that. We
need a constraint. Whether it's the model we came up with, Qantas's, Melbourne
Airport's, the Department of Transport, we're all mature enough to kind of think, yes,
we kind of need it, both sides of the fence.

Remember if airports behave as they've said they have all this morning - and
we've got a couple this afternoon - and al last Monday - | don't know if you saw
them in Melbourne - then what have they got to fear? Because they are behaving
properly, or they're telling us that, so what is their problem if they've got this
arbitrator in the background? How does it hurt them? | just don't understand that.
They're telling us how they're behaving properly, they're pricing efficiently. You
know, how does that - you take that - if we believe them the arbitrator really won't
make any difference if they're behaving asthey say. Did that answer your question?
| - --

DR BYRON: Yes. Thanks.

MR POTTS: That might be agood point to finish.

MR POTTS: Let'srecommence and welcome Sydney Airport. Russell, asl've said
to others, if you could first just state names and organisation you represent and then
an opening statement and we'll take questions from that.

MR BALDING: Thank you very much. Russell Balding, chief executive officer,
Sydney Airport. I'll ask my colleagues also to introduce themselves.

MSMASTERS:. Nicole Masters, general manager, aviation business devel opment.
MR SCHUSTER: And Dominic Schuster, manager, airport pricing and economics.
MR LEACH: And Wayne Leach, senior corporate lawyer, Sydney Airport.

MR BALDING: Thank you. Sydney Airport welcomes the opportunity to appear
before the commission today. There are anumber of matters that | would like to
raise by way of opening comments, and I'll obviously then be happy to take any
guestions that you may put to us. Buit first let me say that from a general policy point
of view we believe the commission has got it right in respect of its support for the
continuation of light-handed regulation and in recognising that it would not be
desirable to return to price regulation or a heavy-handed regulatory approach.
However, we believe there are some matters within the draft recommendations that
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need some clarification and minor modification.
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Therefore, as part of this opening statement, | would like to address three main
areas. those being asset valuation, obviously the outcome of the recent Federal Court
decision in respect of Part I111A, and dispute resolution. But before | respond to those
areas, it bears repeating that while the commercial airport industry has been around
for some 70 to 80 years, the current regulatory framework is still fairly new and
airlines and airports are in the process of developing fully formed, mature
commercial relationships; and by virtue of that will necessarily take some time to bed
down the shift - which isamajor shift - from government ownership and
heavy-handed regulation to a more commercial environment involving diverse
ownership under alight-handed regime.

It goes without saying that airlines are important businesses and they play an
important role in our economy, in our society and our everyday lives. But so too do
airports. Airportsare not only major businessesin their own right, but they are also
significant contributors to the economy more generally. They represent key
infrastructure for airlines aswell asfor millions of passengers and for the broader
economy that rely on their services. For thisreason, it is essential that the regulatory
framework strikes the right balance to ensure that the interests of the users are
protected, but also that airports have the confidence - and that's an important issue -
the confidence to continue with the significant investment that has characterised the
past five years of the regime that we are currently in. We believe that the
commission has recognised these issues in its draft report and that the final
recommendations, if consistent with the draft recommendations, we believe will
establish an enhanced basis on which to pursue commercial outcomes and fully
transition to a new, more dynamic industry.

So | now move to the specific areas. Firstly, in respect of asset valuation, |
think it's been recognised the key issue in resolving and avoiding disputes about
pricing is clearly the divergence of views that has prevailed between airports and
airlinesin relation to asset valuation, and more particularly land valuation. The
commission's proposal of adopting a pragmatic line in the sand approach to resolving
thisissue by essentially recognising previously booked revaluations in aeronautical
asset base submitted by airports to the ACCC as part of their 2005 financial accounts
we believe hasits merits and we generally support it. However, we do qualify that
support on two key points. Firstly, while accepting that there will be no revaluations
under the pragmatic approach, we do believe that asset values should be indexed for
inflation consistent with regulatory practice. This ensures that the return on
investment is not eroded by inflation.

Secondly, we aso believe that any errors in those accounts when the line in the
sand isdrawn - errors of accounts that have been identified and corrected in
subsequent accounting periods and signed off by the auditors as a proper correction
must be able to be remedied for pricing purposes. Having said that, aswe argued in
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our initial submission, we still consider that using an opportunity cost value of land is
the more appropriate and economically efficient approach in respect to pricing.
However, as| said, we do support a pragmatic line in the sand approach for the time
being. We suggest that reconsideration of the issue of asset valuation be undertaken
as part of the proposed 2011 review to see whether at that time aless arbitrary and
more economic approach to asset vauation can then be adopted.

In respect to Part [11A, while we note the Full Federal Court's decision in the
Virgin Blue matter, our concern is not necessarily with the possibility of declaration
and ACCC arbitration in the event of true denial of access, but with ensuring that
Part I11A is an avenue of last resort and does not effectively become a de facto price
regulation tool that encourages regulatory gaming. The Federal Court's decision
suggests that the national access regime provides significantly easier recourse to
declaration and arbitration than was considered to be the case when light-handed
regime was introduced, effectively lowering the bar for declaration.

It also results in uncertainty for infrastructure providers and will enable airlines
to use and continue to use Part I11A of the TPA not as a method of obtaining access
or increased access to airport services - as such, accessis aready provided - but
rather as a method of first resort to seek regulated pricing outcomes and regul ated
determination of airport operational and commercial issues. We believe that the Full
Federal Court has placed an interpretation on Part I11A, which resultsin greater
uncertainty and is inconsistent with the government's underlying policy objectivein
formulating Part I11A as a national access regime of general application.
Significantly, we also consider that it isincompatible with a policy of light-handed
regulation. We believe that the government needs to give consideration to legislative
amendments to restore Part 111A to its proper position of alast resort for true access
disputes.

Which leads me to dispute resolution. Fundamental to the preparedness of any
infrastructure owner to commit to major new investment is the degree of competence
they will have about receiving afair commercial return over the prolonged period of
their investment'slife. That competence inherently springs from a stable and certain
regulatory environment and the infrastructure owner's ability to influence the price,
the terms and the conditions on which services are provided. Influence over terms
and conditions relates to both the formulation of new supply agreements and the
ability to resolve disputes that may arise within the bounds of a concluded
agreement.

Sydney Airport agrees with the initial position that the commission has reached
in its draft report that it would be premature and potentially counterproductive to
mandate any form of industry dispute resolution thereby risking the light-handed
nature of the regime, particularly given that we are still in the relatively early stages
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of the regime's application. We believe that the various proposals for binding dispute
resolution put to the commission would in practice operate as a substantial
disincentive to commercial negotiations and impose a heavy regulated framework
over prices and other terms. We have, as you asked, given serious consideration to
the commission's request for views on whether there is any scope for aform of
intervention in this area that wouldn't necessarily constitute a return to heavy-handed
regulation or as you were saying earlier to distort the dynamics of commercial
negotiations. Asthis stage we do not believe there is one.

As such we believe that third party binding arbitration is inconsistent with
light-handed regulation and indeed current government policy. Put simply, any
proposal which requires binding dispute resolution will give rise to an incentive for
parties who perceive that they may get a better outcome from third party dispute
resolution to simply go through the motions as a prelude to arbitration and not
engage in genuine, commercial negotiations. We therefore support the commission's
view that no airport's specific arbitration regime or mandatory requirement for
binding independent dispute resolution should be introduced at this time.

Thisisnot to say that Sydney Airport is necessarily opposed to third party
dispute resolutions. Indeed, its existing agreements make provision for third party
medication, and in negotiating its proposed new long-term commercial agreements
SACL will continue to offer this form of third party intervention within any new
agreement. With good faith on both sides and with the benefits of the guidance that
will flow from the commission's final report, airports and airlines will be much more
able to achieve mutually acceptable commercial agreements that enhance the
provision of airport facilities and at the same time underpin investor confidence.

Putting it smply, we believe that the framework for resolving disputes arising
under an agreement is a matter for commercial negotiation between the parties and
should be determined at the time that the agreement is put in place. So in concluding
these opening remarks, 1'd just like to add that light-handed regulation has worked,
and against the backdrop of your draft report it will continue to work. Considerable
progress has been made in moving to a mature, commercial environment, and the
commission's recommendations as currently drafted with some minor modifications
in respect of land valuation will provide sufficient clarity to contentious issues to
further expedite the transition to a mature commercial environment. Thank you.

MR POTTS: Thanks, Russell. Look, I might begin with your concluding
comments there, if | could; that you think that light-handed regulation has worked
and that is the way forward in the future. But the airlines have said to usjust in the
last couple of hours since lunch essentially that they don't believe that an effective,
satisfactory, commercial relationship with the airports can be developed over time
without satisfactory dispute resolution mechanism, which when you go into some of
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the details of it looks asif it involves afair amount of prescription from a regulator
or an arbitrator of one kind or another; which is contrary to what you were saying
yourselves in terms of what you think isthe right structure going forward.

So | guessthe question is, as you're representing Sydney Airport is do you
believe that you can over time develop a satisfactory commercial relationship with
the airlines within the structure that you're supporting?

MR BALDING: We definitely do believe that, and as| said in my opening
comments, | think alot of the contentious issues or debate and discussion around
contentious issues | think will be addressed through your report, if that report is
consistent with the draft recommendations and your draft findings, particularly in
respect of the issuesin respect of asset valuation and the way going forward for asset
valuation. As| said, the pragmatic approach of drawing the line in the sand makes it
very clear where things are in respect of those assets valuations. Issuesin respect of
the third party binding arbitration, | believe that, you know, people put the question
to you, "How do you have a commercial outcome if there's no third party binding
arbitration?' And that has been put to this commission by Qantas and to a lesser
extent by Virgin.

In my view, not having a mandated third party arbitration is an advantage to a
commercial outcome, because you haven't go that regime sitting in the background.
Y ou rely on proper commercia negotiations; you rely on good faith negotiations to
sit down at the table and to negotiate in genuine terms, rather than having the
opportunity, as| said, to go through the motions and go to arbitration. So at the end
of the day by not having mandatory third party arbitration it creates or is one of the
contributing factors of having an effective regime to sit down and have genuine
commercial negotiations.

MR POTTS: Theargument of the airlinesisthat the tableistiled, if you like,
fairly - - -

MR BALDING: Whichway?

MR POTTS: Fairly significantly in the airports favour, and that alot of that is
because of the lack of countervailing power that the airlines believe that they have.

In some categoriesit's almost as atake it or leave it situation in terms of what the
airports say to the airlines. Can you comment on that, to what extent you believe that
it's an equal negotiation and to what extent that it might not be an equal situation.

MR BALDING: [I'mstill arelative newcomer to the industry, but in respect of

countervailing power I've got to say | think it isequal. Y ou know, when you sit
down and have discussions with major airlines - and I'm talking major airlines as
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opposed to minor airlines - although the minor airlines are represented by BARA.
Where those parties sit down with a genuine will to have a commercial outcome,
then it is equal power. Y ou know, there has been assertions that we impose
conditions and prices upon airlines and you just said it's atake it or leave it situation.
It's definitely not atakeit or leave it situation.

We come to the table, and I'm sure sometimes in good faith airlines cometo
the table with the basis of negotiating acommercial outcome that isto the benefit of
each party. That iswhat commercial outcomes are all about. Y ou may not get that
outcome on day one. It takesalong timeto get that outcome. These are complex
issues that we're addressing and we're addressing from different sides; but at the end
of the day if you come to the table with that good will to achieve that commercial
outcome then it will prevail.

MR POTTS: But in some cases the effort to negotiate a new agreement has taken
many years and still hasn't been concluded.

MR BALDING: Yes, that's correct.

MR POTTS: Do you think that's not unreasonable in terms of a normal
commercia - - -

MR BALDING: No, asl said, these are very complex - - -
MR POTTS: - - - relationship?

MR BALDING: Thesearevery complex issues, but as| said earlier, | think, you
know, a number of matters that you have raised in your draft submission and part of
your draft recommendations will facilitate the conclusion of those agreements much
sooner than what they would have otherwise have been. 'Y ou know, where you
create an environment, aregime, that provides the necessary incentives to sit down
and have a genuine commercial negotiation then it will conclude much earlier than it
otherwise would have been. As|'m saying, the recommendations that you've put
forward | think will definitely addressthat. But at the end of the day, it has been
some two years, | think, since SACL has been in negotiations to have along-term
commercia agreement, but I've got to stress that's lapsed time; that's not time in total
sitting at atable.

Also too, | think in clearing the way, the way you have proposed in your draft
submission it will also facilitate, as | said, genuine commercial negotiations where
there will be counter-offers and not just pure rejections. Proper commercial
negotiations is both ways; it's not just one party putting an offer on the table or a
proposition on the table and the other parity rejecting it. Y ou need proper
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counterproposals. So the negotiations to date, although they've been some two years,
as| stressit's not lapsed time; but at the end of the day it's looking to engage partners
to get those counterproposals.

MR SCHUSTER: If | can add to that the negotiations have been undertaken
entirely against the backdrop of the Part I11A applications, which | think has
conditioned the way they've been undertaken; and | think it's also important to note
that we're not in a sort of alimbo in terms of agreement, that we have negotiated and
executed agreements with all our airlines customers. So the question is whether we
can agree on enhanced terms or not, rather than whether agreements can be reached
in the first instance.

MSMASTERS: A considerable amount of progress has actually been madein
those discussions. So there has been, you know, starting points sort of at a distance
and moving much closer together on some very complex issues that have been
developed for the first time, including service level agreements and indemnity sort of
issues. | mean, they're really quite wide-ranging and quite complex where the
different parties have different points of view, and we have moved along way to
come to a point where a number of those issues have been dealt with - and there are
still some that need to be dealt with. But basically, | think we feel that therereally is
with the additional clarity that can come out possibly of the Productive Commission's
findings great opportunity to take further steps forward and conclude those
arrangements.

MR POTTS: | think the airports are saying to us that they believe the better
prescription of the guidelines as proposed in the draft report will help the process, but
| don't think the airlines are endorsing that. They still believe that thisimbalancein
negotiating power, if you like - | don't want to get back onto that precisely, but I'd
like to get into the question of the implications of the Part 111 A decision where | think
in your comments, Russell, you're clearly indicating SACL's views that the bar has
been lowered and that it's something the government ought to address.

But to the extent that you believe the bar has been lowered, isthat likely to
affect SACL's approach to commercial negotiations? | mean, you're not in the
position where domestic air services are declared and there's a certain process that
comes out of that. So it' rather specific to Sydney Airport at the moment. Do you
see that as an issue in terms of going forward and trying to see whether the
commercial framework is going to be better for negotiations?

MR BALDING: Firstof al, I'd just like to make the point that we're still
considering our position, and based on the legal advice we've been getting that will
obviously inform the decisions we take. But having said that, | think you just
mentioned, and it's right to point out, that basically nothing has changed. We were
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declared before the appeal and we remain declared. So we're going about businessin
the normal manner. We will continue to negotiate with airlinesin good faith in the
way we've been negotiating up until now. So from that point of view the actual
result of the appeal is not impacting on the way that we are sitting down to negotiate
with airlinesin good faith to achieve a commercia outcome.

MR POTTS: But do you think - I mean, the likelihood of being declared now - |
think the one avenue of appeal you have now isto the High Court, | think. I'm not a
lawyer, but | presume that's the case. So there's still alegal processto go through if
you wish. But putting that to one side, you're presumably nearer to the point where
you have to negotiate within a certain time frame or it becomes arbitrated by the
ACCC. But doesthat - - -

MR BALDING: | think there needsto be- - -

MR POTTS: - - - sort of in some way condition your approach to - the risk of
actually being arbitrated by the ACCC - does that in some way influence the way you
negotiate?

MR BALDING: No, not realy.
MR POTTS: No?

MR BALDING: Therisk isawaysthere. Whether it's easier to get access to the
ACCC for arbitration purposes, that's another matter. Therisk isawaysthere. |
think it's more about, as | said, sitting down with a genuine bonafides to seek a
commercial outcome. But at the end of the day, you know, we can't predict what the
airlineswant to do, and I don't think you should be, you know, shooting at shadows
in respect of how you sit down and actually negotiate and negotiate in good faith.
The thing that | want to stressis that, you know, irrespective of the outcome of the
appeal, Sydney Airport is continuing in good faith to sit down and negotiate, and
negotiate what we see as good commercial outcomes. We're not sitting on our hands.
That would be, you know, not the right thing to do.

MR POTTS: Does the undertaking route that's available under Part I11A, in the
light of these developments - and | understand your comments that you just continue
negotiating in good faith, but does this decision in some way perhaps change your
perception of that operation?

MR BALDING: To my knowledge we haven't given that full consideration yet,
and you need to give it some consideration, because there are some concerns in going
down an undertaking route, and you end up in a situation where you're negotiating
with the ACCC as opposed to negotiating with your partners that you want to have a
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long-term commercial arrangement with; and feedback from the ACCC is merely
comments coming back from the other parties. Asl said, we'd need to consider it,
but | don't see that as an ideal environment to conduct negotiations to go forward in
what we're al trying to do.

| think you mentioned a bit earlier when someone else was here about looking
to go forward in respect of this light-handed regime as opposed to going backward.
If we're going to get to a point where we actually are going forward and we're
moving to a more mature commercia environment, that is about creating aregime,
an environment, that has the proper incentives to sit down and have proper
commercial negotiations, and to do that you have got to negotiate with the people
who you ultimately have that relationship with. | don't want to have arelationship
with the ACCC.

MR POTTS: You need arelationship of trust too, don't you?

MR BALDING: You need respect and trust; you do in any negotiation, particularly
in respect of business outcomes, because at the end of the day these are ongoing
relationships. Thisisnot just a once-off contract that you might do, you know,
between a supplier and a procurer of services. Thisisongoing. So at the end of the
day, when you sit down with the airlines you are looking to build that ongoing
strategic relationship. It comes to asituation where you don't just want a one-of f
event. Mgor infrastructure assets such as airports are there for the long haul; thisis
not a short proposition we're talking about here.

Since I've come to Sydney Airport I've endeavoured to get out there and
engage with the various airlines with my colleagues, and there is genuine goodwill
on our part, as| said, to engage and to seek a commercial outcome, but my view is -
and getting back to your question in respect of the undertaking part - | would rather
engage with the people that | have to do business with rather than the third party
arbitrator.

DR BYRON: Whilel appreciate your endorsement of the light-handed regul ation
approach and the role price monitoring might play in that, | think in view of all the
feedback that we've had from all sources, there seemsto be afairly clear consensus
that the current price monitoring regime needs at least some tweaking, or perhaps
some real teeth; or if not teeth, then strong gums. Asyou've said, we've suggested
some things about asset values. We've expressed our reservations about the risk of
binding third party dispute resolution becoming de facto regulation. What elseis
there that we might recommend that would increase the prospects of a mutually
acceptable workable regime based around mature commercial negotiations? Isthere
anything else that we might recommend?

30/10/06 Airport 157 R. BALDING and OTHERS



MR BALDING: | think it isabout further certainty and particular clarity about the
third party binding arbitration. I've heard both sides of the arguments, and you've
rightfully allowed both sides of the argument to be aired, but from where we're
coming from it's difficult to see how you can progress proper commercial
negotiations and ultimately move to a more mature commercia environment when
you've got, you know, a perceived threat - at the very least a perceived threat of third
party binding arbitration or intervention by athird party. Now, whether that
intervention be by a Minister of the Crown or, heaven forbid, bureaucratsin
Canberra, you know, the fact that it is still there, and it is a perception that it does
allow gaming, which we've made very clear and you've made clear in your
submission we're looking to avoid gaming and eliminate such. But at the end of the
day clarity iswhat it's about.

DR BYRON: You might have heard | asked before about was the previous regime
unrealistic in expecting that the monitoring regime would produce evidence of abuse
of market power, were it to occur, and that action would be taken on the basis of that
evidence; because from the airlines point of view what they see as a clear abuse of
market power and no action was taken, to use the metaphor, the constable didn't leap
out of the closet. Was it unrealistic to expect that someone perhapsin DOTARS
would look at an annual monitoring report and say, you know, "That airport has just
gonetoo far thistime," because it's probably only, you know, 0.1 per cent more than
some other airport last time.

So the idea that someone would recognise abuse of market power when they
saw it without it ever being explicitly defined and thresholds and benchmarks and
parameters set up in advance for good reason, does that explain why, you know, the
system just hasn't generated any red flags? Isit possible that red flags would ever go
up, in which case if they're not, then what the hell is this price monitoring about?

MR SCHUSTER: | can add acomment. There seems to be two things here. One
is areasonably generic notion that market power has been materially abused and
someone should have stopped it. So there's a question mark certainly about whether
that isin fact the case, whether the constable should have stepped out of the closet.
The other issue is one of indeed how should the constable make himself known to
everybody, that there's this fairly binary notion that an airport would be stopped and
dealt with in a heavy-handed fashion in response to any perceived abuse of market
power.

Asfar asI'm aware, the Department of Transport has liaised with individual
airports from time to time over things that raised their concern. So it certainly
appears to me that the Department of Transport was aware of issues that were
emerging at airports and had taken action, albeit in a more low-key way, to make the
airports aware of their concerns. So it's not necessarily that the airport should be
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immediately subject to a more heavy-handed form of regulation. The regime can
work in amore measured and balanced way based on the nature of the issue arising.

DR BYRON: Thank you very much.

MR POTTS: Information transparency; thinking about this question of dispute
resolution mechanisms, the airlines have said that information transparency is an
important part of the process, and | presume you would also see it as an important
part of a processjust in commercial negotiations. Can you give us some feel for how
you approach the issue of information transparency with the airlines?

MR BALDING: 1 can, and I'll ask Nicoleto go into abit more detail, but we are
currently sitting down with airlines at the moment through part of the negotiation
process, and in respect of transparency we've provided a comprehensive package of
data and information in detail in respect of our charges, what makes up those charges
and the arguments in support of those charges. So we're engaging with airlineson a
comprehensive basis. So there'sawhole lot of detailed information that has been
provided to them for feedback and comment, and Nicole might give detail.

MSMASTERS: It'snot thefirst time that we have provided that sort of
information. Over quite some time we have been engaged with the airlines on
discussing price and other things, and we have provided detailed information, | think
back in September 2004 which was updated earlier thisyear. We have subsequently
now provided avery comprehensive package of information in support of our base
charges, which is the thing that the airlines have been indicating is of most concern
to them. That, as Russell has said, includes awhole lot of information about assets
and traffic forecasts and the way that we've approached our land valuation.

We've endeavoured to incorporate the sort of thinking that has been indicated
in your draft report, to try and take that on board and build that into the model.
We've provided the airlines with the model so that they can go away and get it up on
their screen and work with the model and understand it, and we have indicated a
consultation process that we've put in place. Some airlines| think may need alittle
bit of extratimeto respond to usin that process. But at the moment, you know,
we've had a couple of meetings.

We've indicated that we would like them to write to us by a certain date so that
they can tell us what they're thinking and then we'll respond to them, and we've, you
know, indicated sort of time frames for this consultation processto occur. So |
mean, it's about as detailed as you can get. I'm not sure what more we could provide
in the sort of base case environment to sort of indicate the way that we've put our
model together and the assumptions that we've used and why.
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MR POTTS:. Arethereany areas of information that the airlines are seeking which
they think isimportant for conducting negotiations fairly, if you like, that the airport
is not willing to provide?

MSMASTERS: | don't think so.
MR SCHUSTER: Not they've made aware to us.

MSMASTERS: No, | don't think so. | mean, we think that the information that
we're providing on the base case and the engagement that we have ongoing with
them about that is hopefully the information that they have been seeking and will,
you know, sort of indicate to them clearly what we're thinking.

MR BALDING: WeEell bein aposition to respond if they're seeking further
information, but to be frank, there was concern from the airlines in respect of the
time it was taking to provide thisinformation, and | may have inadvertently caused
that problem, because when | first gave a commitment to provide this updated
information | gave the commitment - | think thisis unreasonable in respect of the
time it was going to take to put together from SACL's point of view, only being new
into the organisation, | gave acommitment that couldn't be achieved.

So there was an expectation by airlines that thisinformation would be
delivered alot sooner that it was to be possible to be delivered, and I'll take
responsibility for that, but management now has provided that information and
engaging with the airlines and we'd welcome any feedback from the airlinesin
respect of any further information that they'd require.

MR POTTS: Soyou think the airlines have enough information to judge whether
the proposed charges are reasonable or not?

MSMASTERS: Wedo believe that, yes.

MR POTTS: So do you show impact on profitability and that sort of thing or not?
MR SCHUSTER: No, we've- - -

MR POTTS: | mean, their argument is that it's about monopoly power and that the
airports will take monopoly profits out of the system, so if that information is not
available it may be difficult to form that judgement. Don't get me wrong in my
question, I'm not saying it's something you should do. 1'm just seeking your

comments on whether you think that is something that is appropriate or not.

MR SCHUSTER: Theairlines have indicated to us that they think the ACCC's
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approach to modelling pricesis areasonable starting point for indicating what are
reasonabl e charges and we've adopted that model in providing it to them. Now, that
doesn't provide an indication of overall airport profitability as such, but it indicates a
level of revenue and level of charges which is commensurate with appropriate return
on your asset base. So | think they have all the information that they need to
evaluate the charges or revenue levels that we're putting forward.

MR POTTS: Soyou'refaling back onto the ACCC model. Doesit then become a
matter of how you interpret some of the assumptions that are built into the ACCC
model that can form a difference between what's acceptable to the airlines and where,
for instance, the ACCC might come out on thisissue if given the task?

MR SCHUSTER: The approach we've taken up to date over the last couple of
years, we've been very mindful of what we perceive to be arange of reasonable
pricing outcomes,; because under what we seeis acommercial relationship there
needs to be recognised - be some give and take. To our minds thisis not about
pinning down the lowest price that a regulator may approve and then matching that
with a set of terms and conditions that the airlines would most like. We've put
forward a set of terms and conditions which we think materially enhances the way
airports use our services, and we've put forward a pricing proposal which we think
falls well within the range of prices that would be considered satisfactory if viewed
against aregulatory background. What we're asking now is some commercial give
and take to the extent to which we need to enhance the terms and conditions, to the
extent to which we need to consider our prices as part of coming up with what isa
reasonabl e package of measures.

MR POTTS: Any time frame for how thisis going to move forward?
MR BALDING: There has been atime frame developed. Nicole?

MSMASTERS: Although the consultation process | described earlier has a sort of
meetings process and then a correspondence process, at the moment with a
conclusion just before Christmas | think some airlines have indicated they may wish
to have some - a bit longer in order to properly evaluate the material. So it may be
that we go beyond that, but we would be hoping that we can conclude these
consultations certainly sort of by the end of December or in early January.

MR POTTS: These are the ones that have been going on for two years. Isthat
correct?

MSMASTERS: The discussionsthat have been going for two years have been

quite multi-dimensional. They've covered a new agreement with a whole series of
provisions within that agreement including service level agreement and there has
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been quite alot of movement on that. We're currently engaged with one particular
airline on looking at the service level agreement very closely. They've raised some
issues with us, and we're now talking to them about that and trying to come up with
something that falls between where we were and where they wanted to be so that we
can all sort of move to something that we can all accept. There has been afair bit of
discussion about ground handling conditions of use which was potentially another set
of arrangements that could form part of the agreement itself. Then there has been the
pricing issue as well, which has sort of been through a number of iterations. Soit's
quite multi-dimensional, and the discussions from | think late 2004 have devel oped
over time.

MR BALDING: To befair, those discussions were also quite fluid, because in true
commercial negotiations as you sit down and discuss these mattersit's not just only
price because it's a whole comprehensive agreement to pick up a number of
conditions. Y ou know, the airlines might say, "Well, look, you know, how about
negotiating this. We want something" - you know, whether it be premium passenger
processing (indistinct) transfer, whatever the case may be - so you'll sit down and
start negotiating it. So you'relooking at it in its holistic package and not just
individual elements of the package.

DR BYRON: Just from Nicole's description then of the complexity of the
multi-dimensional nature of the agreement, | was thinking that with all the potential
for trade-off and give and take between different elements of that package, if it was
me | wouldn't like to see a third party negotiating or fixing that.

MSMASTERS: Weséll, that isone of our concerns. | mean, that is- - -
MR BALDING: That'sour point.

MSMASTERS:. - - - quite honestly one of our concerns that having athird party
arbitration, whether it's commercial or whether it's aregulatory agency does create
some difficulty in terms of the breadth of the sort of discussions that are ongoing and
the fact that, you know, you may not be quite so enthusiastic about moving and sort
of giving and taking on either sideif in the end some regulatory or commercial
arbitration body is going to sort of make a decision without due regard to the ability
to fully comprehend the sort of give and take that's already arisen. | mean, if you
distil it down to one question, "What's the price?' that's one thing, but these
discussions are far more, you know, sort of multi-dimensional than that, and in our
view it's very difficult for such a processto literally go to an arbitration outcome.

MR BALDING: Aswesaid, that's one of the major problems we have with it in

having athird party arbitrator who fully understands the complexities and the
comprehensiveness and the history that has gone into reaching the point where we
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are and ultimately it will come down to one or two items to be finally negotiated or
arbitrated and it's very difficult to arbitrate those one or two items at the very end of a
long process if they're not fully across the amount of trade-offs that's taken - on both
sides, all the way through to get to where we are. So that's one of the difficulties that
we have in finding an arbitrator that could do that, have sufficient necessary
expertise, be of sufficient independence to be able to come forward and to deliver
that outcome.

DR BYRON: | asked Qantas earlier today whether having multiple partiesto an
agreement made it - obviously makes it more complex, but is there a fundamental
difference between a multi-party negotiation and a bilateral one?

MR BALDING: Thereis.

MSMASTERS: | think so. | mean, obviously probably most of the airlines have
similar views on certain things, but then they will diverge on other things; and that's
one of the challenges for us as a multi-user facility istrying to accommodate
different airline requirements and work with them in long-term planning and trying
to develop outcomes that they're looking for, which may be sort of different to what
another airline might be looking for. So one of the challenges that we faceis
working on a multi-dimensional level to try and achieve good outcomes for
everybody.

MR POTTS: You've spoken negatively about a mandated dispute resolution, and |
understand the reasons for that. 1f we were to be looking through particular elements
that might be conducive to making the commercia process work better, are there any
suggestions you could make? | mean, we have been talking about this issue of
providing adequate information to the airlines and you're providing me with a
spreadsheet and the figures that go with it, et cetera. But are there any suggestions
that you would make there that you think might be worthwhile to consider including
in principles or whatever to make the process work better without going the distance
of having a mandated mechanism?

MR BALDING: 1 think it's more about articulating or creating the necessary
environment to conduct the commercial negotiations in good faith, and a prerequisite
of commercial negotiations, as| said abit earlier, isin respect of being able to enter
into counter-offers, offers and counter-offers. At the moment, negotiations have
been an offer and pretty well argection. You weretalking abit earlier to the airlines
about them providing the information, because transparency does go both ways as
well, and you know, again | think once thisissue of clarity isresolved in respect of
the environment we're operating within and the constraints that would be there,
transparency will work alot better in respect of both parties. So it is about
transparency and the whole environment of commercial negotiations.
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MR SCHUSTER: | would suggest that an explicit recognition that the prices
charged for services shouldn't be viewed in isolation from the terms on which they're
provided and would be of benefit to the terms of the regime.

MR POTTS: Canyou elaborate?

MR SCHUSTER: Only to say that the commission's draft report recognises a need
of commercial give and take and it also recognises that there will be arange of price
outcomes that would be considered acceptable. 1n asenseit doesn't bring those two
together to say that the price outcome for the service should have regard to the terms
of access that had been agreed commercially as well.

MR POTTS: And the quality of the service - - -
MR SCHUSTER: And the quality of service.

MR POTTS: Wetried to link those two together at least. Thereis some
relationship between price and quality, of course.

MSMASTERS: Itisour view that the clarity that you've already indicated that you
may offer in your final report on things like land value and asset data or the weight of
average cost of capital - that sort of thing - we feel would be helpful, although we are
aware that some of the airlines are not accepting of those views, but | guess we
would hope that if the commission comesto afinal view and reaffirms those sort of
thoughts then we would hope that al parties will in the interests of coming to the
table to resolve their negotiations and conclude final arrangements, that we would all
sort of move to accept those views. | mean, we still do have a clear view that
opportunity, cost of land, isin our view the better approach. So we don't necessarily
think that the line in the sand is the best outcome, but we are prepared in the
circumstances to move forward on that basis and that's what we have incorporated
into our base charge model.

MR BALDING: It'sinall our interests to move forward and, you know, to create
the right environment through the Productivity Commission report to be able to
move forward, to provide the necessary incentives for both partiesto sit down and
have proper outcome negotiations. It's not in our interests as managers of
infrastructure and it's not in my shareholders interest to under invest in the
infrastructure. So there needs to be a degree of certainty and a degree of confidence
in going forward. | think once these elements come into play there will be better
facilitation for these negotiated outcomes because it's in everyone's interests to have
aproperly negotiated commercial outcome, for the infrastructure ownersto continue
to invest in theinfrastructure and it has been noted quite significantly in respect of a
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number of independent reports since privatisation, the degree of capital investment
into the infrastructure and, you know, we want to go forward with that.

MR POTTS: | think we can understand all of that. | think the issue, having spoken
with the airlines and airports at some length through this process, is the degree of
guidance that's required to achieve that outcome. | think by and large the airlines are
saying that, "Y es, we're happy to have commercial negotiations as long as they're
within this corridor defined by an independent arbitrator.” The airports are saying,
"No, wed prefer to have something much wider than that and we believe that we're
mature enough and everything else not to require that sort of guidance.”

MSMASTERS: Well, we genuinely - - -
MR POTTS: | mean, I'm just encapsulating, that's al, the way it's coming through.

MSMASTERS:. Yes. | think we're genuinely attempting to operate under the
light-handed regime that is intended to facilitate commercia outcomes and that has
been our first goal, to develop commercial outcomes and to work with our airline
customers who are very important to our business to achieve those.

MR POTTS: Soyou see relations improving with the airlines? | mean, Sydney
Airport israther specific asfar asthisis concerned, because you've been in the news
more of course with the Part I11A, and certainly some of the airline representatives
have singled out Sydney in their public comments here at the hearings. So you've
observed the way thisis unfolding, and going forward you think thereis an
improvement in the relationship, that it is only to be expected that you go forward in
the price-monitoring process.

MR BALDING: Therewill aways be, you know, a degree of tension between
airlinesand airports. | think it's the nature of the beast, but it is having the maturity
to sit down and improve those relationships both from a strategic point of view and
from an operational point of view. The last thing | want to be doing is having a blue
with my customers, and I'm quite sure the airlines are the same way. In actual fact,
those sentiments have been expressed today, most recently when you were talking to
Virgin. But at the end of the day it is about maturity and it is about sitting down with
your customers and having both a strategic and operational relationship with them
and it'sin everyone's interests to improve that relationship and go forwards. That's
not saying there won't come a point in time when wel'll all agree to disagree, but at
the end of the day these things don't happen overnight.

They are not the simple issues we're dealing with here. They are long-term

issues. They're major infrastructure issues, and so at the end of the day it is about -
just keep plugging away at it. Thereisno magical solution to this. Asl said earlier,
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| think you've got it right. It would be premature to impose, you know, third party
binding arbitration, but there's no magical solution and you look at both sides of it.
But at the end of the day, | think what you've come up - and what you're proposing |
think is the best for the current environment.

DR BYRON: Just one more - and I'd like to change the subject a bit. | said earlier
this morning that thisinquiry isfocussed very much on the relationships between the
major capital city airports and the RPT operators, the major airlines and within that,
you know, landing charges and passenger terminal fees, et cetera. But my concerns
Isto check whether there are other issues that we should also have been looking for
that are a bit broader than that; perhaps other airport users and the airport operator,
whether that's corporate jets and non-scheduled public transport flights, whether it's
the refuellers or the maintenance providers or catering services or who knows.

It seems to me that the nature of the market power that airports have extends to
more than just the two or three - the two major domestics and the international
airlines. I'm probably asking the wrong person - but would you agree that first of all
the airport's clients is a much broader set than just, you know, Qantas, Virgin and
BARA, and should we not follow up with some of that broader set of stakeholdersto
ensure that they also are moderately satisfied or not totally dissatisfied with the
current regulatory regime?

MR BALDING: Give me an example of some more of the broader stakeholders,
other than passengers.

DR BYRON: Fuel supplies. We haven't talked today about the regionals. We've
talked about the domestics and the internationals, for example. Now, regionals are
probably more important to some of the other capital cities than to your airport, but
I'm just sort of, as we get to the final session of today's play and it occurs to me that
there's people who have been left out of this discussion today who may have a
serious interest in how the regime operates with regard to the behaviour of the major
capital city airports.

MSMASTERS: | don't know that we would suggest that you should necessarily
scope out other people that may not have put themselves forward for a public
discussion. | mean, the process has been fairly public. So | guessour view would be
that those who felt they wanted to come forward had the opportunity to do so and to
make their own submissions. Obviously they've done that. | don't know that we'd
have any other comment about whether you should be - - -

DR BYRON: But you're not aware of outstanding issues with any of those other -
shall | call them minor stakeholders - - -
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MR BALDING: No.
DR BYRON: - - - rather than mgjor stakeholders.
MSMASTERS:. No, they're al stakeholders.

MR BALDING: They'reall important stakeholders. Y ou know, you mentioned
fuel. We are in current negotiations with the JUHI in respect of the fuel supply, in
respect of an extension renewal of that contract and those negotiations are
continuing. As mentioned here today Qantas is a shareholder of that entity. You
mentioned regionals, you spoke to the CEO of Regional Express Airlines on Tuesday
in Melbourne. 'Y ou've made some specific comments in respect of your draft
submission which was slightly, you know, a bit broader in the terms of reference and
there's comments you've made in respect of the regional airlines.

We actually think they've got merit and actually support them, particularly in
respect of the aircraft size, because when you're looking at an airport like Sydney and
the constraints that Sydney has on it, it's important that we look at a whole range of
options to improve the utilisation of that asset, and | further note that, you know,
when you were talking to Jeff Breust he suggested last week that, you know, he
mentioned the idea of having regional airlines, or particularly turbo-prop aircraft
excluded from the 80 movement cap per hour and, you know, a suggestion like that, |
think that suggestion has merits.

DR BYRON: That was very creative, | thought.

MR BALDING: Yes, becauseit'stwo things. (1) it'srecognising that, you know, a
turbo-prop aircraft is not anoisy aircraft, and the 80 cap for movement was about
noise. So thereforeit's arecognition that it isnot a noise issue, but also would
provide the regional airlines the opportunity in respect of peak hour slots without
being expensive international carriers coming into Sydney. So | think that's a
comment or a proposal from Jeff Bruce which | think has merits, and 1'd encourage
the Productivity Commission to pick that one up.

MR POTTS: Just onthat, can | ask you though, from atechnical point of view if
they are exempted from, | think it's the 80 per hour - - -

MR BALDING: It's80, yes.
MR POTTS: - - - then the limitation becomes one of how many aircraft you can
actually move within an hour if it's unrestricted to turbo props, and you've got to

have certain space in between aircraft, it's got to be longer between jet and turbo
props, so what would be the effect of actually taking them out of the 80 per hour,
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given this other limitation?

MR BALDING: I'mtold- andif my colleagues can help me- I'mtoldin
conversation I've had with the slot manager that Sydney Airport has capacity for
more than 80 movements per hour. So it wouldn't be atechnical issue to fit them
within that hour.

MR POTTS: Arewe talking about four extra per hour, or 10 per hour or 20 per
hour? 1 think it's about four per hour.

MR BALDING: It'sabout my recollection, | think, yes.
MR POTTS: I'mjust trying to put the suggestion in context, that's all.

MR BALDING: Yes. AslI'mtold, it wouldn't impact Sydney Airport. They would
still be able to achieve the 80 movements per hour plus the turbo engine aircraft.

MR POTTS: Isthat right, isit? Soyou'd be able to get more than 84 per hour
then.

MR BALDING: Yes.
MR POTTS: Would you be able to provide us with some information on that?
MR BALDING: Yes, | canfollow that up.

MR POTTS: | guessif you had any comments on the other suggestions he had that
would be useful aswell.

MR BALDING: Well follow it through.

MR POTTS: Thank you very much. Do you have any more questions? | think
that'sit for us, Russell, thank you very much. Just before you leave, | did mention at
the beginning of proceedings today 1'd give people in the audience an opportunity to
make a statement if they wished to. Would anyone like to take that up?

MR BROWN: Can | make acouple of quick comments?

MR POTTS. Okay. Would you like to wait until SACL - - -

MR BROWN: Yes, sure.

MR POTTS: Would you like to come across here? Just for the record, that's all |
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meant and the microphones. Thanks, Russell.
MR BALDING: Thanks.

MR POTTS: Could you just mention your name and organisation just for the
record.

MR BROWN: Matthew Brown, manager aviation for Canberra Airport. Canberra
Airport hadn't planned on presenting to the commission today. Unfortunately, my
managing director is out of the country and we weren't able to present either last
week or thisweek. Having said that, | thought 1'd offer Canberra Airport's position
in relation to three matters that have been raised in today's proceedings that are
relevant to Canberra Airport.

Firstly, therole of price monitoring going forward. Following the Brisbane
Airport's presentation there was some discussion about the role of price monitoring.
From our point of view in Canberrawe saw price monitoring as being atransitionary
measure and that it would effectively set the rules going forward in much the same
way as the former price cap regime set the rules for new investment. Those rules
have been followed to the letter in Canberra Airport's experience during this current
period of prices monitoring. We saw that the prices monitoring regime would
develop those rules for the balance of the asset base, so the existing assets asit were.

To the extent that the commission has sought to address the outstanding issue
of asset values, we believe that that has set the ground rules going forward and that to
the extent that they would be built into the review principles, airport behaviour in
future could be assessed and actions taken by government or users under Part I11A to
address any perceived shortcomings in airport behaviour.

Secondly, in terms of rates of return, to some extent Canberra Airport agrees
with Brisbane Airport. At this stage we don't see any merit in revisiting rates of
return. Arguably we could have theoretical arguments about an increased rate of
return at Canberra Airport, but we're interested in moving forward, getting on with
doing business rather than putting new issues on the table that are of contention
between airports and airlines.

Thirdly, in relation to Qantas's comments, both in today's proceedings and
earlier in their submissions, might | say that Canberra Airport is dumbfounded at the
comments made by Qantas. | don't want to get drawn into a"he said she said"
exercise here, but while | thank Janafor her recognition of the positive negotiations
that Canberra Airport has had with Qantas on the new terminal development, the
balance of Qantas's comments today would be characterised by selective disclosure
and misrepresentation of fact.
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In terms of selective disclosure, Qantas spoke about consultation instead of
negotiation. Thisis certainly not the case in Canberra. Qantas conveniently failed to
mention that in the case of its discussions with Canberra Airport on the new terminal
the airline has actually drafted four out of the five documents that will give effect to
the agreement on the new terminal. That certainly goes beyond consultation to the
extent that the documents are their own, and if they're not happy with them, well,
they should tear them up and we'll start again.

In terms of misrepresentation of fact, Qantas again refers to afuel throughput
levy. Again they mentioned it today on top of their submission to the commission.
A fuel throughput levy in contrast to, | guess, an investment based recovery chargeis
an access fee and Canberra Airport certainly does not have an access fee for the
provision of fuel in Canberra. What we have is afee that recovers the cost of new
investment and that's an important point to make in the context of our fuel
throughput fee.

Qantas seem to suggest that the fuel fee in Canberra Airport was a somewhat
surprising eventuality for Qantas and that it had been unilaterally imposed. In fact,
Canberra Airport spoke to Qantas at length about the need for replacing the aged fuel
facilitiesin Canberra Airport and had discussed a number of recovery mechanisms
with Qantas for the recovery of that investment cost. In that regard | note that the
adopted throughput based fee was the approach preferred by Qantas for the recovery
of this new investment, as opposed to a passenger based fee as had typically been the
case for all other new investments at the airport. They're the only formal pointsthat |
wanted to respond on, but if the commission had questions that related to Canberra
Airport 1'd be happy to take those as well.

MR POTTS: No. We appreciate your submission. It sort of set out some issues
that we're very interested in looking at carefully. | appreciate the address comments
that you've made today. We can understand that. Thanks, Matthew.

MR BROWN: Okay, thank you.
MR POTTS: Sorry, one more, my apologies.

MR CARSON: Stephen Carson from Brisbane Airport Corporation, I'm the
financial services manager there. | just had just two quick comments. One to just
pick up apoint that was missed in Tim's earlier presentation, but the other was just to
clarify some comments made in Qantas's presentation today. Thereisjust an
implication when Qantas were talking about the agreements that were in place with
airports around Australia. Qantas specifically mentioned a couple of airports that
they did have agreements with. Tim had mentioned earlier that we didn't have a
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formal agreement with Qantas, that we had an agreement with BARA and with
Virgin, and there was an inference in Qantas's presentation that the reason that they
didn't formally agree to our aviation service and charges being that terms were
considered unreasonable.

That wasn't actually the case. The reason that we didn't reach agreement with
Qantas was because of additional terms that they wanted to include beyond what
BARA and Virgin had agreed to. So it wasn't the fact that termsin our agreement
were unreasonable, it was that they weren't as comprehensive as what Qantas
required. So | just wanted to clarify that.

The second point | wanted to make was something that Tim missed. It wasin
relation to the Allen's report which was commissioned by Virgin and discussed
today. Allen's recommended starting point asset values for pricing purposes based
on starting point pricing that airports had in July 1997. Basically they extrapolated
those pricesto develop an asset base. Just two comments on that: that's a flawed
method of developing a starting point asset base because firstly FAC was a single-till
operation as opposed to the dual-till philosophy that the airports were sold under, and
secondly FAC had network based charging, so the charges didn't represent the assets
that they're associated with at each airport.

The second point to make in that regard is that that methodology conflicts with
previous consulting work that Allens has done on behalf of the ACCC in terms of
pricing asset base for pricing for regulated assets. | refer the commission to our
reports written by Allensin 2003 and 2004 for pricing electricity industries and we
can provide copies of thoseif that's required. That'sall | have to add.

MR POTTS: Thanks, Stephen. Anyone else? | think | can say that'sit. Thank you
all very much for your participation; very helpful.

AT 3.44 PM THE INQUIRY WAS ADJOURNED ACCORDINGLY
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