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Abbreviations and explanations

ACCC Australian Competition and Consumer Commission
AER Australia Energy Regulator

Airservices Airservices Australia

ANSP Air Navigation Service Providers

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

ARTN Australian Regional Tourism Network
AS Act Air Services Act 1995

ATC Air Traffic Control(ler)

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

CASA Civil Aviation Safety Authority

CCA Competition and Consumer Act 2010
CPI consumer price index

en route en route navigation

FIR Flight Information Region

GA General Aviation

GAAP General Aviation Aerodrome Procedures
KPls Key Performance Indicators

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

MRP market risk premium

MTOW maximum take-off weight

PCC Pricing Consultative Committee

PS Act Prices Surveillance Act 1983

Qantas Group

Qantas, Jetstar and Qantas Link

RAAA

Regional Aviation Association of Australia

D

TAS technology and asset services

TN terminal navigation

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

VAA Virgin Australia Group of Airlines

WACC weighted average cost of capital




The ACCC'’s decision

The Australian Competition and Consumer Commissi¢ACCC’s) decision is to
object to Airservices Australia’s (Airservices’) proposgdce increases for terminal
navigation and aviation rescue and fire-fightingvg®s. Charges for en route
navigation services were proposed to decreasecfdmeges were proposed to take
effect from 1 October 2011.

The ACCC considers that the rate of return on ahpi ACC) proposed by
Airservices is too high. This means that Airsersieeuld over-recover the revenue
required to cover efficient costs based on its pseg prices. The ACCC is satisfied,
however, that Airservices has taken steps to add@scerns raised in the ACCC'’s
preliminary view that Airservices needs to imprageconsultation with stakeholders
on capital expenditure and improve its driversfGtiency.
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ACCC'’s Final Decision relative to its Preliminary V

iew

Aspect of price notification Status Submission reference
Efficiency of the cost base
Long-term pricing agreement No change

Risk-sharing arrangements

No change

Gold Coast Airport (pp.1-2), Qanta
Group (p. 3), Virgin Australia
(pp. 3-4), IATA (p. 2)

1S

Performance measurement and
monitoring

KPIs to be introduced to the Services Charter ifgeenal drivers of efficiency)

See internal drisexf efficiency

Internal drivers of efficiency

Airservices’ proposed initiatives accepted. New sueas to be incorporated in Servig
Charter.

Efficiency targets and system of accountabilitygerformance to be developed withi
3 years

eAirservices (pp. 11-13), Gold Coag
Airport (p. 2), Qantas Group (p. 3)
nVirgin Australia (p. 4)

5t

Consultation with users

Airservices’ proposed processes and initiativee jpisd.

Airservices to agree and commit to timing of infation provision to stakeholders.

Airservices (pp. 10-11), BARA

(p. 4), Gold Coast Airport (pp. 2-3)
Qantas Group (pp. 2-3), Virgin
Australia (p. 3)

International benchmarking

Separation of oceanic and continental costs tahsidered to improve international
benchmarking comparisons to assist setting ofieffay targets.

IATA (pp. 3-4)

Activity forecasts No change Adelaide Airport (p. 2), Gold Coas
Airport (p. 1)

Building Block model

Operating costs No change Air New Zealand (p. 1), Cathay

Pacific (p. 1), RAAA (p. 1), Qantas
Group (pp. 2-3), Virgin Australia

Vii



(p. 4), Gold Coast Airport (p. 2)

Opening asset base = No change IATA (p. 3)
Capital expenditure = No change See consultation with users
Return of capital (depreciation) | = No change IATA (p. 3)

Rate of return on capital (WACC)

Airservices proposed a revised rate of return (WAGI®.12 per cent, rather than
9.95 per cent.

The ACCC does not accept Airservices’ revised psapdrhe ACCC considers that a
WACC of 9.12 per cent is too high. This means fiegervices would over-recover its
required revenue based on its proposed prices.

Airservices (pp. 14-29), Air New
Zealand (p. 1), BARA (pp. 2-3),
Emirates (p. 1), Gold Coast Airpor
(p. 2), IATA (p. 2), Qantas Group
(p. 4), Virgin Australia (p. 5)

[

Prices and structure of prices

Allocation of costs = No change IATA

Pricing across services and = No change Adelaide Airport (pp. 1-3), Air New

locations Zealand (p. 1), BARA (pp. 1-3),
IATA (pp. 2-3), RAAA (p. 1), Rex
(pp. 1-2)

Basis of charges = No change Cathay Pacific (pp. 1-2), Emirates

(p. 1), Virgin Australia (p. 5), Gold
Coast Airport (p. 2)

Timing of recovery of capital costs

D

Airservices to make explicit provision for staketheis to ascertain Airservices’
adherence to ICAO principles for prefunding.

Qantas Group (p. 4)

viii



Part A: Introduction

This paper sets out the Australian Competition @adsumer Commission’s (ACCC’s)
decision on a formal price notification submittgdAirservices Australia (Airservices)
covering all of its regulated services: terminaligation (TN), en route navigation

(en route), and aviation rescue and fire-fightiAREF) services.

The price notification includes prices for a fiveay period, 2011-12 to 2015-16, and
includes increases to its charges for TN and ARFFices, while charges for en route
services are reduced. Some changes to pricing ohathgy and structure are also
proposed. The changes are proposed to take eféectlf October 2011. The details of
Airservices’ proposed prices are set oudppendix A.

The ACCC'’s consideration of the Airservices’ fornpailce notification follows the
ACCC'’s consultation on, and assessment of, a gradé notification that was provided
to the ACCC in March 2011. This was done in accocdavith the ACCC'’s informal
pre-lodgement process for assessing price noibicaunder Part VIIA of the
Competition and Consumer Act 20QTCA).

This decision document should be read in conjunctidh the ACCC'’s preliminary
view, which is available on the ACCC’s websitevaivw.accc.gov.au/aviatioh

The remainder of this Part provides a summary oeékvices’ formal price notification
(section ) and the ACCC's role in assessing Airserviceg@notifications

(section 3. Section 3outlines the ACCC'’s process of assessment foreArises’
formal price notification, whilesection 4provides a summary of the ACCC'’s
preliminary view.Part B outlines the ACCC'’s final view on the componerits o
Airservices’ formal price notification.

1  Airservices Australia’s formal price notification

Airservices has revised its rate of return on @ ACC) in its formal price
notification to 9.12 per cent, which has led tdb2 #illion reduction in its required
revenue compared to the amount proposed in it pingae notification. Airservices
states that, as a consequence of this reductis iequired revenue, the following
changes have been made to its prices comparedde groposed in its draft price
notification:

= TN—prices were amended where the over-recoverysigmificant. Affected
locations where prices were adjusted include AdelaCairns, Canberra, Karratha,
Maroochydore (Sunshine Coast), Perth and Rockhamipto

www.accc.gov.au/aviation Airservices Australia > Price notifications >rgterm price
notification 2011 > ACCC's preliminary view and sulssions received.

On page 9 of its formal price notification, Airgiees did not include Perth in the list of affette
locations where TN prices were adjusted. However ACCC notes that the price for Perth has also
been revised (downwards) when compared to Airsesvidraft price notification.




= ARFF—revisions were made to ARFF Category 6 pridés.further revisions
were made to ARFF prices with the reduction tortite of return no providing any
significant areas of service price over-recovetyisfalso recognises the need to
continue to transition ARFF services prices towfaibicost recovery.

= En route—the remaining reduction to bring price8ne with allowable revenues
has been carried through to en route service ptichslp further minimise the
over-recovery in that service.

The details of Airservices’ proposed prices andnfalias for calculating charges are set
out in its formal price notification and have beeproduced irappendix A of this
decision document.

A summary of Airservices’ proposed changes toxistang charging arrangements is
also set out in its formal price notification, amals been reproduced in table 1.1 below.
Airservices noted that, apart from a revision sopitices as outlined above, the changes
to its existing charging arrangements are the sasritkose embodied in its draft price
notification.

Table 1.1: Summary of Airservices’ proposed changes charging arrangements

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

On page 9 of its formal price notification, Airgiees advised that no revisions were made to ARFF
prices. However, the ACCC notes that the priceAlRFF Category 6 aircraft has been revised
(downwards) when compared to Airservices’ drafc@motification.

Airservices Australiai-ormal price notification22 August 2011, p. 9.




Service
ARFF ]

Current charging arrangements

Applies to aircraft with MTOW
> 15.1t or “target” aircraft with
MTOW between 5.7t and 15.1t

Levied on full stop landings an
practice instrument approache

Based on aircraft weight
(MTOW) and aircraft ARFF
category

Proposed charging arrangements

As per current charging
arrangements

S:

Weight capping for large
aircraft

Average MTOW of aircraft if >
15.1t

Call-out charge for non-aviatiof
false alarms

General ]
Aviation

Charges under standard contrg
or light aircraft option (LAO)

Cessation of LAO
Simplification of charging
Free access for low volume
general aviation users
Fixed price option available

Risk-sharing "

Flight activity volumes +/- 5 per

cent of agreed revenue levels

Regulation changes leading to
changes in operating cost or
investment

Capital expenditure 50 per cen
of agreed single year
expenditure, or 25 per cent
agreed expenditure on a

cumulative basis

As per current charging
arrangements

Except:

Capital expenditure 20 per cen
of agreed single year
expenditure, or 10 per cent on
cumulative basis

—

Source Airservices Australial-ormal price notification22 August 2011, p. 6.

In its formal price notification, Airservices hads@provided a detailed response to
each of the elements of concerns raised by the ADGS preliminary view, including
capital expenditure consultation, drivers of effiety and rate of return on capital.
Airservices’ response on these issues is discussadre detail ifPart B of this

document.

Information about Airservices, including its estabiment as a statutory authority,
ministerial responsibility and functions is contdhninappendix C of this document.

2
Australia

The ACCC'’s role in the regulation of Airservices

The provision of TN, en route and ARFF servicefAbgervices is declared under
section 95X of the CCA. The relevant declaratioaclration no. 66, is available on
the ACCC website atvww.accc.gov.au/aviation

WWww.accc.gov.au/aviatiorn Airservices Australia > Declaration No. 66.




Under section 95Z of the CCA, Airservices is regdito notify the ACCC of proposed
price increases in these declared services. Unibsestions 95ZB(6) and 95ZB(1) of
the CCA, the ACCC has 21 days to respond to a flopni@e notification.

In exercising its powers and performing its funggan relation to price notifications,
the ACCC is required to have particular regarchi®ornatters set out in

subsection 95G(7) of the CCA. The ACCC applies lgmgml framework according to
the concepts and procedures outlined ilstetement of regulatory approach to
assessing price notificatiorfdune 2009), which is available on the ACCC’s wiebat:
www.accc.gov.al

More information on the regulatory and legal frameathat applies to the ACCC'’s
assessment of Airservices’ price notificationsaatained inappendix D.

3 Process of assessment

As noted above, the price notification process i@y for in subsections 95ZB(6)
and 95ZB(1) of the CCA proscribes a period of 2ysdar the ACCC to form a view
on the proposed price increases. This period & tsmot sufficient for the ACCC to
give full consideration to the complex issues pmésg in the assessment of a price
notification.

The ACCC has therefore established an informalguigement process, outlined in its
Statement of regulatory approach to assessing pratéications(June 2009), which
facilitates the ACCC'’s consideration of complexuss often raised in price
notifications! This process involves the regulated firm providindraft price
notification for the ACCC'’s consideration priorgabmitting a formal price
notification under section 95Z of the CCA.

The following summarises the ACCC’s assessmentirsiefvices’ proposal:

= On 7 March 2011, Airservices submitted a draftg@notification to the ACCC in
accordance with the ACCC's informal pre-lodgemanitcpss for assessing price
notifications under Part VIIA of the CCA.

= On 7 April 2011, the ACCC released an issues ps@eking submissions from
interested parties on the proposed price increasgshanges to pricing
methodology and structure embodied within Airsegsidraft price notification.
The ACCC received a total of 14 submissions frorpaats, airlines, airline
associations and other stakeholders.

= On 7 July 2011, the ACCC released its preliminaeywon Airservices’ draft price
notification and called for submissions from instesl parties. The ACCC indicated

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

The ACCC'sStatement of regulatory approach to assessing pritéficationsis available on the
ACCC's website atvww.accc.gov.aw For regulated industries > Multi-industry docurtseand
submissions > Regulatory approach to price notifoas.




in its preliminary view that it would object to Aiervices’ proposed price increases
(see section 4 below). The ACCC received a totdRofubmissions from airports,
airlines, airline associations and other stakehslde

= On 22 August 2011, Airservices submitted a fornraeonotification to the ACCC.
More detail on Airservices’ proposal is providedsegction 1 above. The prices set
out in the price notification are proposed to taKect from 1 October 2011.

= On 8 September 2011, the ACCC released this fieektbn on Airservices’ formal
price notification.

4  The ACCC'’s preliminary view

4.1 Issues considered by the ACCC in its preliminar  y view

The ACCC approaches its assessment of price raitdits drawing on the principles
of economic efficiency. This includes assessingnkentives of the firm to operate
efficiently. The ACCC uses a cost-based buildingeklmethodology to estimate
whether forecast prices reflect efficient costs.

As outlined in the preliminary view, the price irases in Airservices’ price
notification are primarily driven by cost increasdsoth capital and operating. The
ACCC considered it fundamental to its assessmeAtreérvices’ proposal to
understand the incentives that Airservices faceptrate efficiently. As a
government-owned business, Airservices has bo#méial and non-financial
incentives. Understanding these incentives allawlginent to be made about the likely
efficiency with which Airservices operates and istge Section 5 of the preliminary
view discussed the efficiency of Airservices’ cbase in the context of incentives and
risk.

4.2 The ACCC's preliminary view

In its preliminary view, the ACCC indicated thatibuld object to Airservices’
proposed price increases for TN and ARFF serviogsarticular, that:

In undertaking its assessment of Airservices’ duéfte notification, the ACCC has identified a
number of key issues that it considers that Aireeyneeds to address prior to submitting its
formal price notification.

Airservices needs to improve its level of consutiatwith stakeholders to ensure prudency
and efficiency of capital expenditure

The ACCC is concerned that Airservices has not taken adequate consultation with
stakeholders to ensure that its capital expendfitmgram is being undertaken prudently and
efficiently. Indeed, a number of stakeholders haxgressed concerns relating to the level of
information provided by Airservices, the effectiess of the consultation, and that
stakeholders’ views have not been taken into adomunave not been addressed. For example,
stakeholders have raised concerns in relationg@d\iM Future System project included in
Airservices’ proposed capital expenditure.

The ACCC considers that there is scope for Airg@wito improve its consultation processes to
allow stakeholders to provide more informed inputloe benefits and costs of specific projects.




Stakeholders are in a strong position to assesgihe of capital investment proposals by, for
example, providing feedback on activity forecastd aervice-quality preferences.

Airservices needs to improve its drivers of effindy

The ACCC considers that, although Airservices hadersome progress in incorporating
efficiency targets and benchmarks, there is stdpg for it to improve its drivers of efficiency
through internal benchmarking and setting of expéifficiency targets.

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

The ACCC does not accept Airservices’ proposedahiteturn on capital as appropriate for this
assessment on the basis that it does not acceptetidology applied by Airservices in
estimating the nominal risk-free rate and costeadftdnargin. Any adjustment to the rate of
return on capital needs to be reflected by an &ssacadjustment to the required revenue and
prices for users.

The preliminary view noted that, if Airservices @address these matters prior to
submitting its formal price notification, then tA€CC would be minded to not object.

The ACCC sought general comments from interestettegaon its preliminary view.




Part B: Response to the ACCC'’s preliminary view

Responses are summarised in this Part under the Isaadings that were used in the
preliminary view, together with the ACCC's finalew on each of the issues.

5 Efficiency of the cost base: incentives and risks
This section discusses the following issues:

= |ong-term pricing agreement (section 5.1)

= risk-sharing arrangements (section 5.2)

= performance measurement and monitoring (section 5.3

= internal incentives for efficiency (section 5.4)

= formal consultation mechanisms (section 5.5)

= international benchmarking (section 5.6).

Section 5.7 provides a summary of the ACCC’s assestsof these aspects.
5.1 Long-term pricing agreement

5.1.1 ACCC'’s preliminary view on long-term pricing agreement

The ACCC welcomed Airservices’ long-term approazitg pricing and noted
stakeholders’ general support for the long-terraipg agreement (LTPA). Whilst
acknowledging concerns raised in submissions t&A@EC’s issues paper that the
LTPA could provide Airservices with an incentivedeerestimate costs, the ACCC
considered that, on balance, there are significanéfits in establishing a LTPA.

In its preliminary view, the ACCC noted that, whéieservices first submits a price
notification that includes a LTPA, the ACCC conduatdetailed assessment of the
substance of the proposed prices over the fulbderovered by the LTPA. The ACCC
will then make a decision on the proposed price®ng the first year of the period.
Airservices will be required to submit to the ACGxcality notices for each of the
subsequent years covered by the LTPA. For thossgesulent years, the ACCC may
consider it appropriate to conduct a short-forneassient process.

®  The short-form assessment process provides $opfiee ACCC to adopt an expedited assessment.

A more detailed discussion of the short-form agsess process is provided in the ACCC's
Statement of regulatory approach to assessing pritdications which is available on the ACCC'’s
website atvww.accc.gov.aw For regulated industries > Multi-industry docurmtgeand submissions
> Regulatory approach to price naotifications.




5.1.2 ACCC's final view on long-term pricing agreem  ent

Submissions did not provide comment on the useldfRA. The ACCC therefore
confirms its preliminary view on the LTPA.

5.2  Risk-sharing arrangements

Tables 5.1 and 5.2 below summarise the proposkahigring arrangements and
trigger points for shortfalls in capital expendéuhat were outlined in Airservices’
draft price notification.

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

Current trigger mechanism Proposed trigger mechanism

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

Where shortfalls in capital expenditure are | Where shortfalls in capital expenditure are
either less thaB0 per centof agreed either less thaB0 per centof agreed
expenditure in a single year, or less than | expenditure in a single year, or less than
25 per centof agreed capital expenditure on 40 per centof agreed capital expenditure on a
cumulative basis. cumulative basis.

Where regulatory changes lead to operating

)
cost changes or require new investment. No change proposed.

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

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

Capital expenditure 2011-12 2012-13| 2013-14 2014-15 2015-16
Annual capital expenditure 206 187 194 186 185
proposed

20% annual risk threshold 185 168 174 168 166
Cumulative capital expenditure 206 392 586 773 958
proposed

10% cumulative risk threshold n/a 353 528 695 862

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

5.2.1 ACCC's preliminary view on risk-sharing arran ~ gements

The ACCC welcomed Airservices’ continuing commitrnemnits risk-sharing
arrangements. In particular, the ACCC noted timasubmissions to its issues paper on




Airservices’ draft price notification, stakeholdegmsnerally expressed support for the
continuation of these arrangements. However, th€EB@ade the following specific
comments in relation to each of the risk-sharingragements:

Activity and regulatory changes

The ACCC considered that, because there has beemange to the arrangements,
Airservices has not taken on additional level skiin its draft price notification in
relation to its activity and regulatory change&-sbaring arrangements. This is
relevant to the return on capital discussion iisec/.5 of this document. The ACCC
also noted that there may be merit in Airserviass articular airports entering into
individual risk-sharing arrangements. This is ral@vto the activity forecasts discussed
in section 6.

Trigger mechanism for shortfalls in capital expertdre

The ACCC considered that the trigger mechanisnstortfalls in capital expenditure
does not, of itself, provide an incentive for Amdees’ to undertake prudent
investment. Further, the ACCC considered that threngements do not of themselves
provide Airservices with an incentive to manageribk of cost over-runs on individual
projects. This is relevant to the incentives discusthroughout the rest of section 5.
The ACCC also noted that the proposed amendmemtswndikely to result in a
significant change to level of risk borne by Airgees. This is relevant to the rate of
return on capital discussion in section 7.5.

In its preliminary view, the ACCC stated that, iler to provide appropriate
incentives, there needs to be sufficient transggrand accountability by Airservices
to its stakeholders for delivering on individuabjacts. As discussed in sections 5.3
and 5.5, this includes providing stakeholders wéifjular delivery status updates on its
capital expenditure program on project-by-projegib for projects over $10 million.
This should also include a comparison of projeciests versus actual costs, which the
ACCC notes is also relevant to Airservices’ recbaton of its opening asset base for
future price notifications (see section 7.2).

Grace period for new services and a twelve monthiew

The ACCC considered that this arrangement had aireffect to the existing activity
risk-sharing trigger. Therefore, the ACCC did nonsider that Airservices had taken
on any additional level of risk. This is relevantie rate of return on capital discussion
in section 7.4.

5.2.2 Views of interested parties on risk-sharinga  rrangements

Gold Coast Airport submitted that where there i®a@r-recovery, a formula needs to
be prepared so that airports that have strong gravet afforded a price decrease much
earlier in the five year plan. Further, Gold Coasport stated:

A pricing trigger needs to be agreed and simpleelihe volumes reach a point at specific
locations then a price reduction needs to be catied! Conversely a review of services also
needs to be conducted when the traffic numbersairas strong.




Gold Coast Airport also supports the risk-sharimgragements in principle, however we would
like to see KPIs or reports on capex particuldilyse that are related to our location. For
example, the control tower was due to be upgradeseaunderstand it during the last pricing
round. The tower has still not had any upgrade weorknmenced and is in need of attention.

Qantas submitted that Airservices should tightenttigger points for capital
expenditure risk-sharing. More specifically, Qargabmitted that:

The changes to the capital expenditure risk shariaghanism proposed by AsA have been
considered by the ACCC to be ineffective at sharisig driving efficiency or prudency with
timing. The Qantas Group proposes capital experadttigger points be further reduced to
thresholds of 10 per cent of agreed expenditueesimgle year and less than 5 per cent of
agreed capital expenditure on a cumulative basisisoire prudent and efficient cost
management practices are carried out by AsA.

The Qantas Group proposes that for any major prejitk a determined scope that AsA

requires an increase of the total project costpdrcent, ASA must consult with the airlines,
justify the increase (based on benefits and casid)see approval from airlines. If such
justification was not accepted AsA itself shouldrbguired to incur the additional cost. Such
additional costs should also not contribute toremdased asset base for the purposes of the next
LTPA.

The PCC would be the best forum for this approvatess. The introduction of such measures
should demonstrate appropriate governance andiiefezapital manageme?‘&.

VAA stated that:

Airservices acceptance in undertaking to preseminsary business cases for all projects greater
than $10million to the PCC is a positive step talgahirservices improving its consultation.
VAA also echo the view of the ACCC in that industreds to be totally satisfied that
Airservices has formal mechanisms in place for atiason with users that provide ongoing
transparency to, and accountability for, their perfance.

If past experience tells us anything Airservicesihility to deliver projects on time and on
budget has been questionable. To some extent Ricsst failure to meet industry expectations
has reflected a staffing shortfall although thermpmatcome has been more likely attributable to
the lack of good quality project managem%lnt.

IATA supported the ACCC'’s preliminary view notinggt there is a need to implement
an adequate monitoring mechanism on a project-bjegtrlevel in order to ensure
prudent and efficient delivery of the capital praxgr. IATA stated that ‘this is
necessary as the current capex risk-sharing mesthasould provide a perverse
incentive to invest in unnecessary projects in otdeéeach minimum threshold€'.

° Gold Coast AirportSubmission in response to the ACCC's preliminagyw8 August 2011,

pp. 1-2.

10 QantasSubmission in response to the ACCC'’s preliminagyyw29 July 2011, p. 3.

1 vAA, Submission in response to the ACCC's preliminagywi August 2011, pp. 3-4.

12 |ATA, Submission in response to the ACCC's preliminagyw27 July 2011, p. 2.
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5.2.3 Airservices’ response on risk-sharing arrange ments

Airservices did not provide any comments on the A& Jreliminary view on risk-
sharing arrangements.

5.2.4 ACCC's final view on risk-sharing arrangement s

The ACCC reaffirms its preliminary view that thekisharing arrangements do not of
themselves provide Airservices with an incentivedertake prudent and efficient
investment. Further, that Airservices is unlikelyhtave taken on any additional level of
risk as a result of the proposed changes. Nevesbelhe ACCC also considers that
there is some benefit to users of having the risdiag arrangements in place, and
stakeholders remain generally supportive of tharements. As such, the ACCC
remains of the view that the risk-sharing arrangesiare a positive inclusion in
Airservices’ LTPA.

The ACCC notes the comments made by Gold CoasbAirplating to the need for a
formula to determine the amount to be returnedstrsiwhere there has been an over-
recovery as a result of actual activity levels déag from forecast levels. The ACCC
considers that Airservices should consult withugsrs to determine how best to return
funds to users where there has been an over-rgcoMee ACCC reiterates its view
that there may be merit in particular airports gntginto individual risk-sharing
arrangements.

Also, the ACCC notes the comments made by Qantas, Gold Coast Airport and
IATA on the need to ensure that Airservices hastewidl incentives to undertake
prudent and efficient investment. As discussedhiéremainder of section 5, the ACCC
is satisfied that Airservices’ commitment to impiray its formal efficiency targets will
provide incentives to operate efficiently. Furtitbe ACCC is satisfied that
Airservices’ commitment to improving its consultatifor capital expenditure as well
as its level of transparency and accountabilitydelvering on agreed capital
expenditure projects will provide incentives to artdke prudent investment.

In relation to Qantas’ specific comments regardhggcapital expenditure trigger
points, the ACCC encourages Airservices to contioueview and consult with users
on the appropriate levels for future LTPAs.

5.3 Performance measurement and monitoring

In its preliminary view the ACCC noted the develanhof Airservices’ Services
Charter as an initiative to improve the measureraadtmonitoring of its performance.
The ACCC noted the Services Charter was still bdiengloped and there was scope to
strengthen its accountability function by incorgorg a requirement for Airservices’ to
provide a response when any KPIs are not met.

Strengthening of the Charter is discussed in furtle¢ail in the context of Airservices’
internal drivers of efficiency (section 5.4).
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5.4 Internal drivers of efficiency

5.4.1 ACCC's preliminary view on internal drivers o f efficiency

In its preliminary view, the ACCC considered thatre was scope for Airservices to
improve its drivers of efficiency through interrmnchmarking and setting of explicit
efficiency targets.

Specifically, the ACCC stated that this could beiaeed by Airservices committing to
incorporating additional KPlIs relating to produdivand efficiency into the Services
Charter, in consultation with its users. The ACG&tex] that further, that the KPIs
should be accompanied by Airservices’ responserdowpto performance outcomes.

5.4.2 Views of interested parties on internal drive  rs of efficiency

Stakeholders welcomed the ACCC'’s views regardiegied for Airservices to adopt
efficiency targets and benchmarks.

Qantas sought a commitment from Airservices, aticheframe of not greater than
three years, to negotiate and determine financiptioing consequences for not
achieving the agreed KP'%.

VAA stated that Airservices’ decisions to introdunere efficient processes, or to
invest in efficiency-increasing technologies overd, should be determined in
accordance with industry-agreed consultative pseE®sVAA stated that this had not
always occurred’

Gold Coast Airport stated that it would like an Exgation for why there is a marked
increase or discrepancy in price for services @afions providing similar levels of
service. Gold Coast Airport stated it would likengearative information for ‘like
towers with like towers, and like fire station qgdeies with like fire station categories’
in order to ascertain why price differences exist tannot be attributed to traffic
volumes.

Gold Coast Airport also stated that TN and ARFFvises were oversupplied at that
location. It stated that Category 8 ARFF servicesenonly required for the first few
hours of the day yet are provided for the full buts per day:

5.4.3 Airservices’ response on internal drivers of efficiency

In its response to the ACCC'’s preliminary view, g&rvices proposed to develop, in
conjunction with the PCC, a set of measures of eost efficiency. Airservices
provided a set of proposed indicators for measun¢migpast movements in cost

13 Qantas Grougsubmission in response to the ACCC'’s preliminagyw29 July 2011, p. 3.

14 Virgin Australia Group of AirlinesSubmission in response to the ACCC's preliminagyvvi

1 August 2011, pp. 3-5.

5 Gold Coast AirportSubmission in response to the ACCC'’s preliminagyw8 August 2011, p. 2.
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efficiency, and for ongoing performance reportingis had been circulated to the PCC
for feedback. Airservices committed to includinggk in the Service Charter, which
was being reviewed with industry. Airservices corted to commence reporting in the
current financial year (2011-12).

Airservices considered that it was too early tgtescriptive about the information to
be gathered and targets to be set, and that tlsswaatter to be discussed as part of
the PCC process. Airservices highlighted the reflidetermining cost efficiency
measures and targets too quickly, and the potdotiainintended consequences
resulting from the use of inappropriate measurektargets.

With regard to longer-term performance incentiveésdétvices considered that it
already had strong incentives to minimise costs theefive-year LTPA, as cost
reduction or overruns relative to forecasts araéday Airservices. Nonetheless,
Airservices stated its intention to explore witduistry the possibilities for a more
sophisticated form of cost benchmarking in the &rtgrm, including how specific
financial rewards and penalties for performancersga suite of KPIs might be
implemented. Airservices further stated its intemtio refine efficiency targets based
on analysis of the historical trends, forecast oomes and international benchmarking
over the next 12 months.

5.4.4 ACCC's final view on internal drivers of effi  ciency

The ACCC notes that Airservices has taken stepsttblish a system of internal
benchmarking, using a set of unit cost efficien@asures to be developed in
conjunction with the PCC. The ACCC further notessArvices’ commitment to
commence reporting on these within the currentitre year.

The ACCC notes that Airservices has not developedific targets or a system of
performance-based rewards and penalties. The A@@GSIders that the reasons
provided by Airservices for this—in particular thetential for adverse consequences
of implementing inappropriate targets—are not usweable. The ACCC further notes
that Airservices has committed to refining sped#ifticiency targets based on analysis
of the historical trends, forecast outcomes aneriational benchmarking over the
course of the next 12 months. The ACCC consideeagonable to expect that
Airservices will have developed and implementettedihcy targets and corresponding
responses within three years from the commenceaig¢he LTPA.

In addition, ACCC refers to its comments regardirtgrnational benchmarking
(section 5.6), and urges Airservices to take aegshecessary to ensure that
comparisons are appropriate, and the limitationatefnational comparisons are taken
into account when assigning weight to those results

5.5 Consultation with users to ensure prudency in c apital expenditure

5.5.1 ACCC'’s preliminary view on consultation with users

In its preliminary view, the ACCC considered ther@s scope for Airservices to
improve its consultation processes to allow staldsre to provide more informed
input on the benefits and costs of specific prgjeatrservices advised the ACCC that
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it had undertaken to present summary business t@sak projects greater than
$10 million to the PCC. The ACCC stated that ituiegd evidence that this process
had been established prior to Airservices subngifts formal price notification.

In addition, the ACCC considered that formal mecsrais were needed in order to
provide ongoing transparency to, and accountalddityAirservices’ delivery
performance. The ACCC considered that this coulddbgeved by Airservices
committing to provide the PCC with details on theocomes of consultation, such as
the reasons for its decisions, as well as its noeti commitment to provide updates on
the progress of delivery of individual projects; fwojects greater than $10 million.

5.5.2 Views of interested parties on consultation w ith users

A number of stakeholders reiterated concerns raggtte need for improved
consultation. BARA noted that Airservices had nib¢guately addressed its previous
concerns, nor those expressed by the ACCC in 4-B% decision, during the course
of the previous LTPA® Qantas specified a number of elements that woesdi io be
included in a formal consultation process.

Gold Coast Airport stated there was a lack of antahility regarding capital
expenditure, noting an overdue upgrade and critiahtenance of its control tower,
and lack of investment in navigational atds.

Qantas Group reiterated its concerns regardingtthesion of the ATM Future
Systems Project in the proposed capital expendittogram given the lack of
information available about the projeét.

Overall, stakeholders welcomed the ACCC’s prelimynaew in relation to
consultation on capital expenditure, which wergédy based on concerns raised by
stakeholders in the initial round of consultation.

5.5.3 Airservices’ response on consultation with us ers

In its response to the ACCC's preliminary view, gd@rvices stated that it had discussed
with the PCC, at its meeting of 27 May 2011, howpiavements could be made to the
consultation process, and identified and agreea immmber of core elements.
Airservices stated that these would provide greaéssparency and informed input to
capital project decision making, as well as impobwagoing monitoring of program
delivery performance.

16 BARA, Submission in response to the ACCC'’s preliminaeyw?8 July 2011, pp. 1-3.

" Gold Coast AirportSubmission in response to the ACCC'’s preliminagyyw8 August 2011, p. 2.

18 Qantas Grougsubmission in response to the ACCC'’s preliminagyw29 July 2011, p. 4.
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Airservices outlined five elements of the consudtaprocess as follows:
i) Program Baseline

A more detailed program baseline will be provideestablish major delivery milestones to
enable improved program performance monitoring. Bdeeline will detail planned project
benefits, project costs and project milestonedesg were incorporated into the Draft Price
Notification. It will be the original record againghich delivery will be measured and risk
sharing triggers monitored.

ii) Major Project Business Case Options

Project business case information will be presetddtie PCC for all projects greater than
$10m. This information will be provided prior tor&ervices Board endorsement to improve
transparency over, and industry input to, the deitextion of a preferred option. At this time,
the business case information will be more matwith refined information on project
objectives, scope, benefits, costs and schedutesfifial format of this business case
information was agreed at the PCC meeting on 168uAL2011 and formal reporting will
commence from the PCC meeting scheduled for 16 iMbee 2011.

i) Project Baseline

Following the approval of the preferred optionireaf project baseline will be provided to the
PCC. This baseline will include a final scope, fwestefit analysis and schedule that will form
the basis against which project delivery perforneawdl be measured. Formal reporting will
commence at the PCC meeting scheduled for 16 Nosegtil.

iv) Quarterly Reporting

As part of the quarterly service charter perforneargports to the broader industry, high level
capital program performance will continue to beordgd. These reports will provide indicators
on program health against annual targets. Mordldétimformation will be provided to the

PCC including a financial analysis and deliveryeshiie management, as well as information
on deviations from the LTPA program baseline. Thjgorting commenced at the PCC meeting
on 27 May 2011, with enhanced reporting scheddembimmence at the PCC meeting on 16
November 2011 following agreement to the elemebtwe.

v) Benefits Realisation

Airservices will report on the benefits realisedrfr capital works projects. The benefits
identified will be reported annually and measurgdiast original project baseline benefits
realisation plans. Measurement of the benefitshélimonitored on an ongoing basis to provide
a cumulative picture of the benefits yieldé%j.

5.5.4 ACCC's final view on consultation with users

The ACCC considers that Airservices’ proposed ehpixpenditure consultation
processes address the specific points made by@@&CAnN its preliminary view, and
summarised above.

The ACCC notes that the proposed processes pravade scope for industry input as
project options are to be presented within a fraorekwf expected project benefits and
costs. The processes also include mechanisms witthwo measure the project

19 Airservices AustraliaFormal price notification 22 August 2011, p. 10.
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delivery performance. Annual reporting will provide additional layer of
accountability over the longer term.

The ACCC is satisfied that the processes have toegmulated in consultation with the
PCC, and that steps have been taken to estabéish tonsultation and reporting
mechanisms.

In order to ensure stakeholders have timely adoesdormation, Airservices should
commit to a timeframe within which it will providgakeholders with information. For
example, Qantas has suggested that business caksgsaaterly reports be provided at
least ten days prior to the relevant meetings.

The ACCC reiterates its view regarding the inclasid the ATM Future Systems
Project. The ACCC considers that the removal ofgats from the LTPA could
compromise the benefits of a long term approacht $hid, the ACCC notes that the
extent to which Airservices’ implements improveahsoltation processes with users
will be relevant to whether the short form procedtbe appropriate for the
assessment of its annual locality notices. In amldithe ACCC expects that more
information about this project will be providedusers as it becomes available.

5.6 International benchmarking

5.6.1 ACCC's preliminary view on international benc  hmarking

In its preliminary view, the ACCC considered tha tesults of international
benchmarking can provide some insight into the canejve efficiency Airservices’
operations. Acknowledging the limitations inhergninternational benchmarking
exercises, the ACCC'’s focus was on any large orontsvdifferences in Airservices’
results compared to other ANSPs.

The ACCC stated that it was satisfied that theri@onal benchmarking results,
provided by Airservices (including some providedaoconfidential basis) did not
highlight any areas of particular concern.

5.6.2 Views of interested parties on international benchmarking

IATA considered that there was a need for furthereopment of international
benchmarking. IATA expressed concern that the coismas provided by Airservices
did not provide the necessary information to deteemvhether Airservices is more or
less efficient than its peers. IATA further consetbthat only a clear separation of
costs between continental and oceanic servicesoywalide a relevant base point for
comparisons.

IATA noted the importance of the development of enaccurate external
benchmarking tools in conjunction with stakeholgéers/alidating any cost efficiency
targets that are set for Airservices (as discussedction 5.4 above).
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5.6.3 Airservices’ response on international benchm arking

Airservices’ did not provide any comments on theQXTs preliminary view on
international benchmarking.

5.6.4 ACCC's final view on international benchmarki  ng

The ACCC notes that Airservices has participateGANSO studies but has opted for
the results not to be published in the CANSO berarking report. As part of the
current price notification assessment processeArises provided the results of the
CANSO study, which included Airservices data, te ACCC on a confidential basis.

As noted above, the ACCC considers that internatibanchmarking and comparisons
results can contribute to the mix of informatiogued to make judgments about the
efficiency of Airservices’ operations. The ACCC apts that external benchmarks
would be helpful in validating the cost targetdbedeveloped for Airservices. That
said, the ACCC recognises the inherent limitatioihisiternational comparative data.

To the extent that a separation of costs of ocemmiccontinental en route services can
enhance the scope for more accurate comparisohthier ANSPs, and assist in the
development of more accurate cost targets, the A€@urages Airservices to
develop the required data in conjunction with staltgers. The ACCC notes that
Airservices has undertaken to restructure en rohiéeges along functional lines and
that this transition may not occur in the periodhef proposed LTPA.

More generally, the ACCC encourages Airservicesotatinue to submit data to
CANSO and other reputable international benchmarkimd comparison studies, such
that its data can be analysed using the methode@gpplied by those respective
studies (as opposed to simply comparing own datatiwe published study results).
The ACCC expects that the results of these stwdiébe made available to the ACCC
for assessment in the price notification process.

5.7  Summary of risks and incentives for efficiency

The ACCC considers that Airservices has address=ddncerns raised in the
preliminary view in relation to risks and incentvi®r efficiency.

In particular, the ACCC notes the steps Airservitas taken to develop cost efficiency
measures in conjunction with stakeholders, anattimemitment it has made to refining
efficiency targets during the next 12 months.

The ACCC considers it reasonable to expect thatetwices will have developed and
implemented efficiency targets and correspondisgaases within three years from
the commencement of the LTPA.

In addition, ACCC refers to its comments regardirtgrnational benchmarking
(section 5.6), and urges Airservices to take aegshecessary to ensure that
comparisons are appropriate, and the limitationatefnational comparisons are taken
into account when assigning weight to those results
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The ACCC also notes the commitments and stepsdgitesten by Airservices to
improve processes for consultation with stakehsldEo ensure stakeholders have
timely access to information, Airservices shouldhaait to providing any relevant
documentation to stakeholders at least 10 days tarimeetings.

The ACCC notes that Airservices’ progress in thesas will be relevant to whether
the short form process will be appropriate foraksessment of its annual locality
notices.

6  Activity forecasts

6.1.1 ACCC's preliminary view on activity forecasts

The ACCC'’s preliminary view was that Airservice€rgeral approach to developing
activity forecasts in consultation with IATA is cgigtent with its 2004-05 LTPA and,
therefore, was considered reasonable.

The ACCC acknowledged, however, that activity fasds were likely to be more
accurate at the aggregate level than at an indaviaigport level. The ACCC noted that
the activity risk-sharing arrangements embodiedliiservices’ proposal provide a
trigger mechanism for review of pricing where attaaivity levels differ significantly
from forecast levels. Nevertheless, the ACCC eragent Airservices to consider
whether alternative risk-sharing arrangements wbeldppropriate for some individual
airports.

6.1.2 Views of interested parties on activity forec  asts

Gold Coast Airport noted that it had previouslyseal discrepancies between its
activity forecasts and Airservices’ activity foretas Gold Coast Airport submitted that:

Benchmarking the forecast provided by Airserviced tne forecasts we have prepared for our
Board and our financiers remain at odds as we peasously pointed out.

Airservices and each airport should fundamentaiiga on the traffic volumes so that prices
are a more accurate representation of the acﬁQ/ity.

Adelaide Airport submitted that the traffic foretafor its airport appear conservative.
In particular:

Based on AAL’s own forecasts and agreements witnas, it believes that the forecasts used
in this pricing proposal appear to be conservadive that the growth rates should be around
15 per cent higher.

The compound annual growth rate (CAGR) for MTOAAdelaide for the last 7 years is 4.8 per
cent. This period includes relatively low growthtlire last two years due to the GFC and a
material shift in the fleet mix as airlines havewad to newer and more efficient aircraft.

The long term CAGR for passenger traffic at Adeda&l5.7 per cent (22 years), and 7.2 per
cent for the last 7 years. In the light of thesialogrowth numbers, the IATA passenger CAGR

% Gold Coast AirportSubmission in response to the ACCC'’s preliminagyw8 August 2011, p. 1.
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of 3.5 per cent appears to be very low. This lenggport to the AAL view that the MTOW
CAGR is also very conservativé.

6.1.3 Airservices’ response on activity forecasts

Airservices did not provide any comments on the A& Jreliminary view on activity
forecasts.

6.1.4 ACCC's final view on activity forecasts

The ACCC reaffirms its preliminary view that theeusf generalised growth rates is a
reasonable method of developing aggregate actmigcasts across Airservices’
network. However, the ACCC also acknowledges thedé activity forecasts are likely
to be more accurate at the aggregate level than eadividual airport level. The

ACCC therefore re-iterates its view that Airsergicghould continue to consult with
airports and users on whether alternative riskisgarrangements would be
appropriate for some individual airports.

7 Building-block model
This section discusses the following issues:
= operating costs (section 7.1)
= opening asset base (section 7.2)
= capital expenditure (section 7.3)
= return of capital (depreciation) (section 7.4)

= rate of return on capital (WACC) (section 7.5)

7.1  Operating costs

Table 7.1 below sets out the estimated operatisgaamponents, together with the
average relative contribution towards total opegatosts, that were outlined in
Airservices’ draft price notification.

2L Adelaide Airport,Submission in response to the ACCC's preliminagyyw8 August 2011, p. 2.
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Table 7.1: Airservices’ estimated operating costsbmillion) and proportion of total
operating costs (per cent) over the five years

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

component costs
Staff costs 512 535 562 587 607 2803| 76.5%
Supplier costs 159 167 171 175 187 859 | 23.6%

Total staff and

. 671 702 732 762 794 3662| 100.0%
supplier costs

Source Airservices AustraliaDraft price notificationMarch 2011, p. 29.

7.1.1 ACCC's preliminary view on operating costs

The ACCC'’s preliminary view was that the proposex¢tl of operating costs was
considered reasonable. The ACCC noted that it kaelsaed the level of Airservices’
staff costs using benchmarking studies and congasiwith other relevant businesses
where available, and these indicated that the $evietosts did not appear to be
unreasonably high. Further, the ACCC noted thaesses in supplier costs related to
new or increased levels of service and capital ecipare.

However, the ACCC also noted that Airservices’ catmmant to improving its formal
efficiency targets and KPIs (discussed in sectiowduld provide incentives for
Airservices to operate efficiently and ensure ttsabperating costs do not increase
beyond reasonable levels in future periods.

7.1.2 Views of interested parties on operating cost s

Air New Zealand stated its support for the ACCQ'sliminary view that Airservices
should improve its operating expenditure efficiedcyers?

Cathay Pacific Airways agreed with the ACCC'’s prefiary view that there is scope
for Airservices to improve its drivers of efficignthrough internal benchmarking and
setting of explicit efficiency targefs.

The RAAA submitted that it ‘supports the views exgsed by the ACCC in that
Airservices needs to be seen as transparent andraable in their dealings with all
stakeholders on all levels of their operations Wwhebperational or capital in natiffe.

The Qantas Group also agreed that the Service €rsmvuld be expanded to cover
cost efficiency KPIs which could be used as an orgydriver of efficient operations.

VAA submitted that it was ‘very supportive of Airseces’ decision to develop a
Services Charter’. VAA noted:

22 Air New ZealandSubmission in response to the ACCC's preliminagywi August 2011, p. 1.

s Cathay Pacific Airwayssubmission in response to the ACCC's preliminagyw?9 July 2011, p. 1.

24 RAAA, Submission in response to the ACCC'’s preliminagyyw27 July 2011, p. 1.
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VAA are particularly pleased to note that the perfance framework within the Services
Charter aligns with ICAO performance objectivesathare to establish and measure
performance

Along with other industry stakeholders, VAA recoggs that it will take time for the Key
Performance Indicators to be refined. VAA has ate@jan invitation from Airservices to work
collaboratively on developing appropriate KPIs othexr next 12 month&>

Gold Coast Airport stated that ‘ARFF and Tower smy are currently oversupplied'.
In particular, Gold Coast Airport submitted that:

Gold Coast Airport ARFF requires Category 8 servifig the first few hours of the day to cater
for larger aircraft. However, Category 8 services@rovided for the full operational hours at
17 hours per day. This is inefficient.

Benchmarking like towers with like towers and lfike station categories with like fire station
categories and explaining why the price differeexists other than traffic volumes. Airservices
needs to demonstrate why there is a marked incaragiscrepancy in price with locations
providing similar levels of servic®.

7.1.3 Airservices’ response on operating costs

Airservices did not provide any comments on the A&Jreliminary view on
operating costs. However, as discussed in sectarttbs document, Airservices did
provide further information on its commitment tograving its formal efficiency
targets and KPlIs.

7.1.4 ACCC's final view on operating costs

The ACCC notes the specific concerns raised by Golaist Airport that there is an
oversupply of ARFF and TN services at that locatiad there is a discrepancy in price
with locations providing similar levels of service.

As noted in the ACCC'’s preliminary view, Airservgis required by regulation to
provide particular levels of TN and ARFF servicdsew passenger or aircraft
movements exceed certain thresholds. Airservicesdna its draft price notification
that:

... an increase in activity may lead to a large iaseein costs if air traffic tower of ARFF
services and facilities are required at an airpdwre these services were not previously
required.

It is also relevant to note that part of the reaban CASA may require a service to be provided
despite most users being unwilling to pay for g&tice is that CASA’s cost benefit analysis
may be capturing externality benefits. For examiple,value of life that CASA applies to
avoiding accidents may include the value to peofher than the users who pay the charges.

® Virgin Australia Airlines,Submission in response to the ACCC'’s preliminaeywi August 2011,

p. 4.

% Gold Coast AirportSubmission in response to the ACCC'’s preliminagyw8 August 2011, p. 2.
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CASA may also take the view that the aviation indugenerally benefits from reductions in air
traffic accidents — not just users at airports whascidents are avoided.

The ACCC has assessed the level of staff and frpqasts at Gold Coast Airport
against airports providing similar levels of seegcThese comparisons indicate that
the levels of costs at Gold Coast Airport do ngiesgy to be unreasonably high.
Further, the ACCC has assessed the structure@h@iin section 8 of this document.
The ACCC has found that the methodology used bgehwices to allocate and recover
its costs through prices is appropriate.

Therefore, the ACCC'’s views on operating costsudbned in its preliminary view
remain. As discussed in section 5, Airservices’ gotment to improving its formal
efficiency targets and KPIs, should provide incesdifor Airservices to ensure that its
operating costs do not increase beyond reasora@éslin future periods.

7.2  Opening asset base

7.2.1 ACCC'’s preliminary view on opening asset base

In its preliminary view, the ACCC endorsed Airsess’ approach to establishing its
opening value of assets based on the values adseste2004-05 LTPA, taking into
account new investment based on actual costs aodiated depreciation.

The ACCC was prepared to accept Airservices’ pregapening value of assets of
$865 million. The ACCC was satisfied that Airsergdad not included asset
revaluations in its asset base for the purposealotilating its opening values of assets.
Further, the ACCC was satisfied that the movemetité value of assets represents
costs that had been incurred by Airservices. Ringile ACCC did not have concerns
with the useful lives applied by Airservices foethurposes of calculating depreciation.

The ACCC noted, however, that it expects that Auises will provide a detailed
reconciliation of its proposed opening value ofedés® future LTPAS, including an
analysis of how actual capital expenditure (an@esased depreciation) compares to
that projected in this LTPA.

7.2.2 Views of interested parties on opening asset base

IATA raised concerns about the level of deprecraipplied by Airservices in rolling
forward its asset base from its 2004-05 LTPA. Irtipalar, IATA submitted that:

IATA urges the ACCC to review in more detail As/Aistual depreciation versus forecast in the
LTPA 2005-09 period as IATA believes that the forrhas been substantially lower. Given that
charges are set on the basis of forecast dep@gidtis differential implies that airspace users
have been overcharged during the LTPA 2005-09 dgragentially by around AUD90 million.

It should be noted that neither the Draft notificatnor the ACCC documents provide a
detailed year-by-year comparison between the aandforecast levels of depreciation for the
LTPA 2005-09 period. Such table is necessary ieotal clarify our concerns.

Unlike “operating costs” were (sic) differences edlegedly be attributed to outperformance,
large changes in depreciation can rarely be coreildes such particularly given the fact that the
delivered capital expenditure has been similah#d proposed in the LTPA.
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As previously stated, there are two options fodidgdor dealing with this overcharged
amount:

(a) implement a revenue claw back in favour ofsiser
(b) adjust (i.e. reduce) the opening asset basag tise notional depreciation values
presented in the LTPA 2005-89.

7.2.3 Airservices’' response on opening asset base

Airservices did not provide any comments on the A&&Jreliminary view on
opening asset base.

7.2.4 ACCC's final view on opening asset base

The ACCC notes the specific concerns raised by |1Add@arding the level of
depreciation applied by Airservices in rolling faxd its asset base. As outlined in the
discussion of return of capital (depreciation) {&ec7.4), the ACCC does not have
concerns with the useful lives applied by Airseegdor the purposes of calculating
depreciation and, therefore, rolling forward theedadase. Importantly, the useful lives
applied by Airservices for this purposes is basethe economic useful lives of assets.

The economic useful lives of assets differ, in sanséances, from the useful lives
applied for accounting purposes. For example, toe@mic useful life of a control

tower is 20 years, however the useful life for actong purposes is 30 years. Notably,
the value of assets and level of depreciation tedan Airservices’ annual financial
accounts, to which IATA has referred, is based @oanting figures and, therefore,
differ from those used to roll forward the assetebtor the LTPA. The ACCC also

notes that asset revaluations, which are includedrservices’ annual financial
accounts, are not included in the regulatory dsas¢ and are not passed on in charges.

The ACCC confirms its preliminary view that it apte Airservices’ proposed opening
value of assets of $865 million. The ACCC requisesleral iterations of supplementary
information from Airservices in order to reach th@nclusion. For future LTPAS, the
ACCC expects that Airservices will provide a degdireconciliation of its proposed
opening value of assets in the first instance drigular, the ACCC expects that
Airservices will be able to demonstrate how actsgdital expenditure (and associated
depreciation) compares to that projected in thi®ATFurther, the ACCC notes that
the ability of Airservices to demonstrate its atwasts incurred does not provide it
with an automatic right to include it in the roljifiorward of its asset base for future
LTPAs. The ACCC will also need to be satisfied tiaise costs have been incurred
prudently and efficiently.

7.3  Capital expenditure

Table 7.2 below provides a summary of the propasgital expenditure that was
outlined in Airservices’ draft price notification.

2" International Air Transport Associatio@TA submission in response to the ACCC's prelimyina

view, 27 July 2011, p. 3.
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Table 7.2: Airservices’ proposed capital expenditug ($million)
2013-14

2011-12

2012-13

2014-15

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

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

7.3.1 ACCC's preliminary view on capital expenditur e

The ACCC stated in its preliminary view that it ve@s assurance that Airservices’
proposed capital projects are appropriate and septen efficient allocation of
resources. The ACCC also stated that it requiregrasce that Airservices is
accountable for the delivery of its projects. Asatissed in section 5, the ACCC raised
concerns about the strength of Airservices’ proggs$isat provide it with the necessary
incentives to ensure these requirements are met.

The ACCC'’s preliminary view was that, if AirservgEgas able to address the concerns
raised by the ACCC about the strength of its preegsthe ACCC would be minded to
accept Airservices’ proposed level of capital expieme.

7.3.2 Views of interested parties on capital expend iture

The views of interested parties on the ACCC’s pralary view on Airservices’
proposed level of capital expenditure were disaligsesection 5 of this document.

Generally, submissions expressed their suppoth®ACCC'’s preliminary view that
called for Airservices to improve its processesrigure that capital expenditure is
prudent and efficient, and to provide greater fpansncy and accountability for the
delivery of its projects.

7.3.3 Airservices’ response on capital expenditure

As discussed in section 5 of this document, Aireeisyhas committed to improving its
consultation with stakeholders to ensure thatafstal expenditure is undertaken
prudently and efficiently.

Airservices has submitted that these steps wiNipegreater transparency over, and
informed input to, capital project decision makagywell as improving the ongoing
monitoring of delivery performance.

7.3.4 ACCC's final view on capital expenditure

In section 5 of this document, the ACCC discusbkedviews of stakeholders and
Airservices’ response to its preliminary view tiatservices needs to commit to
improving its consultation processes to ensureithagapital expenditure is undertaken
prudently and efficiently.

24



The ACCC considers that the commitment made byefses to improving its
consultation processes constitutes an importaptteteards addressing the points
raised in the preliminary view. The ACCC considiaa the proposed process, once
implemented, has the potential to provide greaegntives for Airservices to
undertake prudent and efficient investment, as asjproviding increased
accountability for delivering on agreed capital ex@iture projects.

The ACCC's final view is to accept Airservices’ pased capital expenditure of

$958 million over the five-year period covered ts/LiTPA. However, as noted above,
Airservices’ implementation of the consultation gges will be relevant to whether the
ACCC considers a short form process of assessméitservices’ annual locality
notices to be appropriate.

7.4  Return of capital (depreciation)

Tables 7.3 below provides a summary of the propostenin of capital, together with
the annual and total growth costs, that was owtlin€Airservices’ draft price
notification.

Table 7.3: Airservices’ proposed return of capita$million) and growth in return
of capital (per cent) over the five years

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

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

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

7.4.1 ACCC's preliminary view on return of capital (depreciation)

In its preliminary view, the ACCC stated that itsyarepared to accept the useful lives
of assets applied by Airservices for the purpo$eslculating return of capital. The
ACCC noted, however, that if Airservices made gustdhent to its level of capital
expenditure when submitting its formal price noafion, an associated adjustment
would need to be made to the level of return ofteap

7.4.2 Views of interested parties on return of capi  tal (depreciation)

As noted in the above discussion on the openingt dsse (section 7.2), IATA raised
concerns about the level of depreciation appliedioservices in rolling forward its
asset base from its 2004-05 LTPA.

7.4.3 Airservices’ response on return of capital (d  epreciation)

Airservices did not provide any comments on the A& Jreliminary view on return
of capital (depreciation).
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7.4.4 ACCC's final view on return of capital (depre  ciation)

The ACCC'’s views on return of capital stated inpitsliminary view remain. The
ACCC acknowledges the specific concerns raiseddBWlin relation to the level of
depreciation applied by Airservices in rolling fam its asset base from its 2004-05
LTPA. However, as discussed in section 7.2, the BG@Csatisfied that the level of
depreciation applied by Airservices is appropriate.

7.5 Rate of return on capital (WACC)

7.5.1 ACCC'’s preliminary view on rate of return on capital (WACC)

The ACCC'’s preliminary view stated that it did rmaicept Airservices’ proposed
nominal vanilla WACC of 9.95 per cent on the bdka it did not accept the
methodology applied by Airservices. The ACCC'’s pnghary view was that it was
prepared to accept the methodology applied forraeteng a WACC for Airservices if
it was consistent with its 2004-05 assessmente&altAirservices sought to change its
methodology by changing the credit rating usedstoreate its cost of debt.

In its preliminary view, the ACCC applied a methtmdyy consistent with its 2004-05
assessment to estimate a nominal vanilla WACC3¥ Ber cent. The ACCC’s
preliminary view is explained in further detail bel.

The ACCC noted that any adjustment to the WACC s¢ede reflected by an
associated adjustment to the required revenue eesgdor users.

Cost of debt margin

Credit rating

As noted above, Airservices had proposed to |eaeenethodology for determining its
WACC unchanged from that which the ACCC approveitsi2004-05 decision, except
that it proposed to base its cost of debt on ancAgllit rating where previously it used
an AAA rating. The ACCC'’s preliminary view was thawas prepared to accept the
methodology applied for determining Airservices’ W8 if it was consistent with its
2004-05 assessment. This included basing the €detfd on an AAA rating.

Methodology used to estimate the cost of debt margi

The ACCC did not accept Airservices’ use of a Blbeng five-year AA fair value
curve (FVC), adding the difference between a fiearyand ten-year AAA FVC and
subtracting a ten-year nominal risk-free rate diingate the cost of debt margin.

In its preliminary view, the ACCC used Bloombergptatain data for all AAA fixed

rate bonds with a remaining maturity of betweerr fand six years. The five-year
nominal risk-free rate was then subtracted from2helay average yield to maturity of
those bonds to estimate a cost of debt margin3gf Per cent. The resultant comparator
set was made up of treasury state bonds and onkflmn Export Financial and
Insurance Corporate (EFIC), which is the Australeovernment’s export credit
agency.
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Nominal risk-free rate for estimating the cost oedt

The ACCC did not accept Airservices’ use of a 49-aerage of the yield to maturity
for ten-year bonds to be applied as the nominkifrese rate used to estimate the cost
of debt.

In its preliminary view, the ACCC used Bloombergptatain the most recent 20-day
average of the yield to maturity for five-year Coomwealth Government securities.
The preliminary view noted that a 20-day averagiagod was considered appropriate
as it was consistent with the ACCC'’s other recemigions. Further, a five-year term
matched the period covered by Airservices’ propadakeholders considered it
appropriate and the term was consistent with thaigsed by Airservices and applied
by the ACCC to estimate the cost of debt mafgin.

7.5.2 Views of interested parties on rate of return on capital (WACC)

Submissions generally expressed their support®AICCC's preliminary view on
Airservices’ proposed rate of return on capital. fddmissions raised concern about
the ACCC'’s preliminary view on WACC.

Air New Zealand stated that the reduced allowadlemnue be achieved through an
immediate reduction in en-route charges.

BARA submitted that:

BARA would argue that if the Australian Governmehboses to allow (or has unofficially
directed) AsA to price TN and ARFF services atoegl and GA airports below cost but
without taxpayer funding, then this should be fuhdgernally through AsA earning a lower
rate of return on its assets. (p. 2)

At a minimum, AsA'’s allowable revenues should beéueed by setting the WACC earned on
the assets at loss making locations at zero. Thadtrof not allowing AsA to earn a rate of
return on loss making assets would be about $1ilbmtilo $12 million per year. AsA could still
make a dividend payment to the Australian Governiraad earn a rate of return (in fact an
excessive rate on average) on its profitable dissiwhile at least having some regard to its
policy of pricing TN and ARFF services below coshaany regional and GA airpoﬁg.

BARA also stated that it considers that the reduncitin allowable revenues through a
lower WACC should be realised through a reductroan-route prices. In particular:

By reducing the en-route price, it ensures thatatgr proportion of the allowable revenue
reduction benefits those who are overcharged that,mamely international airlines. This
proposal does not mean that BARA accepts the peapstsucture of TN or ARFF prices as

2 As discussed above, Airservices proposed theladloomberg five-year AA fair value curve in its

estimation of the cost of debt margin.

2 Air New ZealandAir Submission in response to the ACCC'’s prelimyjndew 1 August 2011, p. 1.

%0 BARA, Submission in response to the ACCC's preliminagyw28 July 2011, pp. 2-3.
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reasonable. Rather, it represents a practical comipe given the existing economic regulatory
arrangements, especially the lack of appeal righispared to Part A

Emirates submitted that it agrees with the ACCGéswthat Airservices’ WACC
should be adjusted to a more appropriate levelgchvivould generate an allowable
revenue reduction of $101 million over five ye&rEmirates also stated that:

Given significant overcharging remains on enroetwises and specifically on oceanic sectors,
any reduction in allowable revenues should be agdms a unit rate reduction to enroute

charges. This would at a minimum acknowledge thssssubsidisation between service lifes
Gold Coast Airport stated its support for Airseagdo review its methodolody$.

IATA supported the ACCC'’s proposed solutions toradd these concerns such as the
provision of detailed information on a project-bigject level and the reduction of the
required revenue by about $100 million from appyéncost of capital that truly
reflects Airservices’ riskg.

Qantas expressed its support for the ACCC'’s prakny view, submitting that:

The revision of the WACC calculation by the ACCGigported by the Qantas Group, in
particular the review of the nominal risk free rated cost of debt assumptions. Given AsA is a
AAA rated entity by Standard & Poor’s, it is appriape to price AsA’s cost of debt in
accordance with the cost of debt for other comgaraBA rated entities. The Qantas Group
therefore considers the methodology proposed bAGEC to price the cost of debt margin by
taking an average of all AAA rated fixed rate bomdth remaining maturity of between four
and six years and deducting the nominal risk fate of these bonds to be fair and reasonable.

In terms of pricing the nominal risk free rate, antas Group also considers it inappropriate
for AsA to consider using a 10 year government b@ie given this rate is unavailable
(therefore any proposed 10 year rate is an estiratgapolation), the LTPA is for only five
years and the longer tenure leads to a higher radmgk free rate. The Qantas Group confirms
that as at 26 July 2011, the 20 day average foAthe 5 year government bond is 4.68%
which is in line with the ACCC's estimate of 4.97%.

VAA noted that it had previously submitted that thethodology used by Airservices
in calculating the WACC was too high. VAA notedtihas Airservices is not exposed
to a high level of commercial and competitive fsing a government-owned
provider, the debt margin used in the WACC calcoiabppeared too high. VAA
welcomed the ACCC's decision in not accepting Avsmes proposed rate of return on
capital as appropriafé.

3 ibid., p. 3.

32 EmiratesSubmission in response to the ACCC'’s preliminaeyw81 July 2011, p. 1.

33 EmiratesSubmission in response to the ACCC'’s preliminagyw81 July 2011, p. 3.

3 Gold Coast AirportSubmission in response to the ACCC'’s preliminagyyw8 August 2011, p. 2.

% |ATA, Submission in response to the ACCC's preliminagyw?7 July 2011, p. 2.

3% Qantas Grougsubmission in response to the ACCC's preliminagyw?9 July 2011, p. 4.

37 VAA, Submission in response to the ACCC's preliminagywi August 2011, p. 5.
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7.5.3 Airservices' response on rate of returnon ca  pital (WACC)

Airservices submitted that it had reviewed the naahrisk-free rate and cost of debt
margin in response to the ACCC'’s preliminary viég.discussed in more detail

below, Airservices has essentially used the santbadelogy for estimating its

WACC (based on an AA credit rating) that its dgite notification used. However,
Airservices’ formal price notification proposesaaver WACC because Airservices no
longer proposes to add a premium to a five-yeamest of the cost of debt margin as a
means of estimating a ten-year rate. Also, inteass fell between the draft and
formal price notifications.

Table 7.4 summarises the WACC parameters proposédr$ervices in its draft price
notification and those proposed in its formal pmceification.

Table 7.4: Airservices’ proposed WACC parameters

Airservices’ Airservices’

WACC parameter DRAFT FORMAL
price notification price notification

Nominal risk free rate (i 5.58% 4.96%
Debt margin (g) 2.37% 1.95%
Market risk premium (R- Ry) 6.00% 6.00%
Corporate tax rate ¢J 30.00% 30.00%
Dividend imputation-f) 50.00% 50.00%
Gearing ratio (D/V) 45.00% 45.00%
Asset betafly) 0.55 0.55
Debt beta f§) 0.00 0.00
Equity beta f§¢) 1.00 1.00
Cost of debt (Ry) 7.95% 6.91%
Cost of equity (post tax nom) (R 11.58% 10.93%
Nominal vanilla WACC 9.95% 9.12%

The following provides a summary of Airservicesvigeed proposal. Airservices’ full
response to the ACCC'’s preliminary view on WACGQvsilable in attachment 2 to
Airservices’ formal price notification, pp. 14-29.

Cost of debt margin

Credit rating

Airservices has submitted that an AA credit rashguld be applied in this price
notification. Airservices stated that a businegh s characteristics is likely to have a
benchmark credit rating in the range of AA to AhiFis based on the fact that
Airservices’ ‘stand-alone’ credit rating is AA aad A- credit rating has been applied
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by Standard & Poor’s (S&P) and the UK regulatothi® UK air services provider
(NATS).®

With respect to the use of its stand-alone credihg, Airservices has submitted that
this is consistent with the ‘Commonwealth CompetitNeutrality Policy Statement’ of
June 1996, which states that:

All Commonwealth organisations identified as engggn significant business activities will be
required to earn commercial returns at least gaffido justify the long-term retention of assets
in the business, and to pay commercial dividenés équivalent to the average for their
industry) to the Budget from those returns ... Repuianeutrality will be achieved by
subjecting, where appropriate, all identified oiigations to the same regulatory environment as

private sector business¥s.

Methodology used to estimate the cost of debt margi

Airservices has used the Bloomberg five-year AA FM@ assumed that the cost of
debt margin is constant between five and ten yéarservices has submitted that this
results in a conservative estimate of the ten-geat of debt margin of 1.95 per céht.

Alternative options for estimating the cost of dalatrgin

In its supporting material, Airservices has alsdined a number of alternative options
for estimating the cost of debt margin, using AA#daA rated benchmarks. The
alternative options apply a combination of extrapioh of five-year AAA and AA

rated FVCs and averaging of AAA and AA rated bonds.

Airservices has submitted that these alternativmog result in an estimated ten-year
cost of debt margin of between 1.22 per cent a8l fer cent, with an average
estimate of 1.59 per cefit.

Nominal risk-free rate for estimating the cost ot

Airservices has used a 20-day average of the faetdaturity for ten-year bonds to the
end of 5 August 2011, resulting in a nominal riskefrate of 4.96 per cent. Airservices
submitted that this is consistent with the ternt thias used to estimate the cost of
debt margin and is also consistent with that apgpiethe market risk premium (MRP)
to estimate the cost of equify.

3 A stand-alone credit rating refers to the credtiing that Airservices submits it would be affaddeit

wasn't a 100 per cent government-owned entity.gkiriges submits that implicit in a credit rating of
AAA is a guarantee from the government. Airservidestralia,Formal price notification
22 August 2011, p. 14.

39 Airservices AustraliaFormal price notification 22August 2011, pp. 18-19.

0" Airservices AustraliaFormal price notification 22 August 2011, pp. 14-15.

L Airservices AustraliaFormal price notification 22 August 2011, p. 26.

2 Airservices AustraliaFormal price notification 22 August 2011, p. 15.
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7.5.4 ACCC's final view on rate of return on capita | (WACC)

As discussed in section 7.5.1, the ACCC'’s preliminaew assessed that the WACC
proposed by Airservices was too high.

In its draft price notification, Airservices hadopiosed to leave the methodology for
determining its WACC unchanged from that which A@&CC approved in its 2004-05
decision, except that it proposed to base its@odebt on an AA credit rating where
previously it used an AAA rating. The ACCC'’s preiimary view was that it was
prepared to accept the methodology applied fordeténg Airservices’ WACC if it

was consistent with its 2004-05 assessment. Thisded basing the cost of debt on an
AAA rating. The ACCC notes that submissions expedssupport for its preliminary
view.

In its formal price notification, Airservices haaded its cost of debt on an AA credit
rating. As such, Airservices’ formal price notiftman has essentially used the same
methodology for determining its WACC that its drafice notification used. However,
its revised WACC of 9.12 per cent is 0.83 per d¢ewer than its draft price notification
because Airservices no longer proposes to addraiyne to a five-year estimate of the
cost of debt margin as a means of estimating yeéan+ate. Also, interest rates fell
between the draft price notification and the forpate notification.

The ACCC considers that Airservices has not addoedse comments in its
preliminary view that, in the context of this prigetification, it was prepared to accept
the methodology applied for determining a WACC Adanservices if it was consistent
with its 2004-05 assessment. Instead, Airserviesssought to change one component
of its methodology by changing the credit ratingadio estimate its cost of debt.

Further, the ACCC has considered Airservices’ comtsithat its stand-alone rating of
AA should be applied in this price notification Mirag submitted that this is consistent
with the concept of competitive neutrality. The AC@oes not consider that applying
an AA rating, and excluding AAA measures, on thsidaf the concept of competitive
neutrality is consistent with the previous methodgl

For the reasons outlined above, the ACCC objecfsrservices’ proposed WACC of
9.12 per cent.

The ACCC confirms in this final decision that it wd not object to a WACC for
Airservices based on the methodology applied i2034-05 assessment, which
includes basing the cost of debt on an AAA rating.

However, the ACCC acknowledges that the estimat®d Aost of debt margin of

0.34 per cent in its preliminary view may have btmnlow. In particular, as noted by
Airservices in its draft and formal price notifigats, there is limited data available for
bonds with a ten-year term to maturity. Therefarats preliminary view, the ACCC
used an average of the available AAA rated bonds avierm to maturity of between
four and six years to estimate a cost of debt makgowever, the resulting set of bonds
was dominated by treasury bonds, which are noesgmtative of an AAA rated firm
with the commercial characteristics of Airservices.

31



Therefore, in estimating the cost of debt margirtiids final view, the ACCC has
sought to use non-treasury bonds. However, dugetdrhited non-treasury bond data
available for bonds with a ten-year maturity, amdieied five-year maturity, the ACCC
has considered a wider term to maturity of thregeteen years. The ACCC has also
considered AA+ and AA rated bonds to increase #nepde size.

This approach has resulted in an estimated cadlatf margin of 1.31 per cent. This
has been estimated by subtracting the five-yeanmamsk free rate, being 4.50 per
cent, from the average yield to maturity of all ieeasury AAA, AA+ and AA rated
bonds with a term to maturity of between three senkn years. For both the nominal
risk free rate and cost of debt margin, the ACCE used a 20-day averaging period
finishing on 5 August 2011, which is the averagiegiod nominated by Airservices in
its formal price notification. This comparator semprised 33 bonds from eight
different firms.

Applying a cost of debt margin of 1.31 per cent arftve-year nominal risk-free rate to
the cost of debt results in a nominal vanilla WAGI®B.60 per cent

The ACCC has also considered its decision on ficaess determinations for the
declared fixed lines services (the FAD decisiom)} thas released in July 2011. In the
FAD decision, the ACCC found that a WACC of 8.54 pent was appropriate for
Telstra, which has a similar gearing level to Aivéees and whose debt is rated a&' A.
This suggests that a WACC of 8.60 per cent, ndtiag interest rates have decreased
since the FAD decision, is not an unreasonablenasti for a firm with a cost of debt
based on an AAA rating.

In summary, the ACCC does not accept Airservicesppsed WACC of 9.12 per cent.
The ACCC would not, however, object to a WACC oftrigher than 8.60 per cent.

The ACCC notes that an adjustment to the WACC ntebs reflected by an
associated adjustment to the required revenue @cesgdor users. Table 7.5 below
shows the effect of this revised WACC on Airsergiaequired revenue.

BA five-year risk-free rate of 4.50 per cent wapléd to the cost of debt. In all cases, the AGGE

used a 20-day averaging period finishing on 5 Aug041, which is the averaging period nominated
by Airservices in its draft price notification. Tlether WACC parameters applied were as follows:
cost of debt margin = 1.31 per cent (based on aA Aging); gearing = 45 per cent; asset beta =
0.55; equity beta = 1.00.

** The FAD decision applied a nominal vanilla WACI38db4 per cent based on the following WACC

parameters: nominal risk-free rate = 5.16 per ¥t of debt margin = 2.06 per cent (based on an A
rating); gearing = 40 per cent; equity beta = 0.70.
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Table 7.5: ACCC's assessment of the effect of a vation in the WACC on
Airservices’ proposed required revenue ($million)

Airservices’ DRAFT  Airservices’ FINAL ACCC's FINAL

proposal proposal decision

9.95% 9.12% 8.60%

2011-12 862 853 847
2012-13 917 907 900
2013-14 97(Q 960 953
2014-15 1013 1002 994
2015-16 1 060 1048 1040
Total 4821 4769 4734

The ACCC has not specified in this final decisidmaivthe prices should be, based on
this revised revenue, because of the complex rahgeces that Airservices has
notified. As noted in section 8, the ACCC considbed Airservices has the incentive
to structure prices in a way that promotes efficieand is in the best position to
determine what the prices should be.

8 Pricing and structure of prices

The ACCC'’s approach to the assessment of Airsesvmecing and structure of prices,
as outlined in its preliminary view, is appendix E

This section discusses the following issues:
= allocation of costs (section 8.1)
= pricing across services and locations (section 8.2)
= basis of charges (weight based charges) (sect&)n 8.
= other basis of charges issues (section 8.4)

= timing of recovery of capital costs (section 8.5)
8.1  Allocation of costs

8.1.1 ACCC's preliminary view on allocation of cost s

In its preliminary view, the ACCC noted that Airgies’ method of allocation of fixed
and common costs was relatively uncontroversialrayjabstakeholders, and its view
remained consistent with its 2005 decision.
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8.1.2 Views of interested parties on allocation of costs

IATA questioned Airservices’ implementation of @dgst allocation method in the
context of more general concerns related to cnalssigdies. As such, IATA’s
comments have been addressed in this section a&tiion 8.2 below.

8.1.3 Airservices’ response on allocation of costs

Airservices did not provide any additional commanteelation to allocation of costs.

8.1.4 ACCC's final view on allocation of costs

The ACCC notes that, as part of its assessmenegsot has ascertained that
Airservices has allocated its costs accordingstadist allocation methodology, as
described on pp. 45-48 of its draft price notifiocat This includes allocating direct
costs to locations for TN and ARFF services. Avgass retained the approach taken in
its 2004-05 LTPA to the allocation of common caststhe basis of activity. Cost
allocation forms the basis of its pricing decisiamghe first instance (prior to any price
caps being applied) and is consistent with therswelasticity rulé> The ACCC, as
noted in its preliminary view, considers Airsengtapplication of this inverse

elasticity method to be appropriate.

However, as a result of Airservices applying pgae@s to some services, revenues from
some service locations do not recover their incraaleost, while there is over-
recovery of costs in other areas. The structuggioés to recover costs is discussed in
greater detail in section 8.2 below.

The ACCC's reiterates its preliminary view thatd@nsiders Airservices’ allocation of
costs to be reasonable.

8.2  Pricing across services and locations

8.2.1 ACCC's preliminary view on pricing across ser  vices and locations

In its preliminary view, the ACCC noted that Airgiees’ proposed structure of pricing
across services and locations was largely unchaingedthat which was implemented
in the 2004-05 LTPA. On this basis, the ACCC coed that Airservices’ pricing
structure across services and locations appeaiael teasonable.

The ACCC noted that Airservices’ hybrid pricing nebdhvolved a degree of under-
and over-recovery of costs for certain servicesfandervices in certain locations,
however, the ACCC did not consider that the pri@gtrgcture that had been
implemented by Airservices raised concern fromféiniency perspective.

% The inverse elasticity method of cost allocafiorolves allocating common costs between users with

the objective of maximising efficiency. In circurastes where demands for services produced by a
multi-product monopolist are independent (i.e. vehidne cross-price elasticities of demand are zero),
allocating common costs in inverse proportion toous users’ price elasticities of demand will
maximise economic welfare.
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The ACCC noted the additional information providsdAirservices in relation to
basin pricing. The ACCC'’s view in relation to bapiicing was consistent to that
regarding price structure more generally.

8.2.2 Views of interested parties on pricing across services and locations
Pricing structure and the recovery of costs acr@ssvices and locations

IATA considered that cross subsidies from en reaf€EN and ARFF services are
designed to favour certain segments of users, asi€hA. IATA considered that it
should be up to the ANSP owner (the Governmentpt@r the costs of any subsidies
it wishes to provide to user segments. IATA alsosidered that it would be fair to
forgo the cost of capital related to the provisadrsubsidised services.

Further IATA stated that there was no proof thdy @@mmon costs had been
distributed through the application of Ramsey pigdby Airservices. IATA called on
the ACCC to ensure that ‘the cross subsidies alfiowvehe price notification are
consistent and follow this principle’.

IATA also noted that, although the level of thesssubsidy from en route to TN and
ARFF services decreased over the period of thegsexpLTPA, the cross subsidy
within TN and ARFF services across locations inseel’

Air New Zealand stated that the ACCC'’s approachlittié to address the continuation
of cross subsidies between services and betweatidos. Air New Zealand
considered that concerns regarding the impact oradd in regional and GA locations
should be addressed ‘separately from Airservicesiraercial pricing structure, which
should be focused on ensuring customers are péyiranly those services they
require and use, as would be the case in a corveatiiarket'?” Air New Zealand also
called for a reduction in en route charges in gmedhat Airservices’ allowable
revenue is revised down, as foreshadowed in the@&E@reliminary view.

Other stakeholders (RAAA, Adelaide Airport, Rex)poged location-specific pricing,
and advocated a return to network pricing.

Adelaide Airport was opposed to location-specificipg on the basis that there should
not be a cost differential for identical servicesypded in different locations. Adelaide
Airport argued that pricing according to local frafzolumes had the effect of
encouraging traffic at airports with the highesliuvoes and discouraging use of
airports with lower traffic volumes and unused cafya

Adelaide Airport argued that the services are nisgrdtionary and therefore impose
costs that discourage the provision of aeronausiealices to regional Australia.

Further, it argued that location-specific pricinggpsmaller regional airlines at a
disadvantage as they do not have the ability ttk'pnd choose’ how they service the

6 |ATA, Submission in response to the ACCC's preliminaeyw?7 July 2011, pp. 2-3.

47 Air New ZealandSubmission in response to the ACCC's preliminagywi August 2011, p. 1.
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higher-cost airports as the major airlines doldb atated that location-specific pricing
is in opposition to the Government’s stated stnategencourage international airlines
to increase services to Australia’s secondary magonal gateways as per the National
Aviation White Paper.

Adelaide Airport contended that under location-djpepricing, Airservices has no
incentives to manage the provision of servicesieffitly on a location basis.
Airservices, it stated, would be indifferent to theel of costs at each location if it can
recover costs on a location basis rather than egtire efficiency of the network as a
whole.

RAAA reiterated its view that network-based pricinguld ensure greater equity for
regional operators and the communities that theyicas*

Rex expressed concerns about the impact of locapeunific pricing on regional
airlines and the potential for regional air sersite decline if moves towards cost
reflective and location-specific pricing are méte.

Issues raised by BARA in relation to the ACCC’seénpretation of the CCA about the
recovery of costs

BARA raised the following concerns in its submissto the ACCC'’s preliminary
view:

= The ACCC had placed the implicit financial obligets contained in the
Airservices Act 19956efore its own legislative objectives, as contdimethe
CCA.

= The ACCC is allowing Airservices to use its margetver in the setting of TN
and ARFF prices at major international airport®\gservices can fulfil an
implicit policy objective of aggregate cost recoueBARA stated it was
unconvinced that the ACCC in ‘effectively movingao aggregate “revenue
cap” arrangement in assessing [Airservices’] pficeadequately discharging
its legislative obligations’ In particular, BARA referred to subsection
95G(7)(b) of the CCA, which requires the ACCC tstburage a person who is
in a position to substantially influence a marl@tdoods or services from
taking advantage of that market power in settinggst. Relevant to this point,
BARA noted that different markets are served byiadial airports and that the
market cannot be defined simply as the market fiof ARFF services.

= The ACCC appeared to define the situations in whialould seek to
discourage Airservices’ market power in price s@ttBARA considered that

8 RAAA, Submission in response to the ACCC'’s preliminaeyyw27 July 2011, p. 1.

9 Regional Expres§ubmission in response to the ACCC's preliminagyw® August 2011, pp. 1-2.

0 BARA, Submission in response to the ACCC's preliminagyyw28 July 2011, p. 2.
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the ACCC'’s obligations under the CCA do not provioie'such regulatory
discretion with regard to a person taking advant#ges market power’:

= The ACCC'’s position would be overturned by the Aalsin Competition
Tribunal if the same appeal rights existed for @mnotifications as exist under
Part IlIA of the CCA.

BARA stated that if Airservices is to price TN aARFF services at regional and GA
airports below cost, then it should earn a lowés td return on its assets. BARA
suggested that at a minimum, Airservices’ allowablenues should be reduced by
setting the WACC earned on the assets at loss gpébmations at zero. BARA
estimated that the impact of this would be $10iamilko $12 million per year, allowing
Airservices to earn a rate of return on its praligaactivities while having regard to its
policy of pricing TN and ARFF services below costsnany regional and GA airports.

8.2.3 Airservices’ response on pricing across servi ces and locations

Airservices did not provide any additional commaenteelation to pricing across
services and locations.

8.2.4 ACCC's final view on pricing across services and locations
Pricing structure and the recovery of costs acr@ssvices and locations

The ACCC'’s approach to assessing pricing structure

The ACCC'’s approach to assessing pricing struct@® set out in its preliminary view
and is reproduced in appendix E. Generally, the BG@Creluctant to prescribe
individual charges at too fine a level of detaihigis based on the premise that
Airservices possesses greater motivation and irdbam than third party arbiters to
determine price structures that best recover gast@aximise network usage.

Nevertheless, the ACCC does employ some testssté to gain a level of comfort

with the efficiency of proposed prices. Generaéitiag prices for a service below
incremental cost may encourage inefficient overafdbat service, while setting prices
above stand-alone costs could provide Airservicés monopoly returns’

As identified in its preliminary view, the ACCC wioluiconsider under-recovery of
costs for a service or at a location to be of camé®m an efficiency perspective if:

= there were the prospect of competition being iniced to the service, or

*l BARA, Submission in response to the ACCC'’s preliminaeyyw28 July 2011, p. 3.

2 ACCC,Airservices Australia draft price notification; Piminary View July 2011, pp. 56-57.
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= the level of prices at GA or regional airports wkne such that airports were
being kept open when the value of these airportisdiv users is less than the
cost of the airports’

However, the ACCC'’s preliminary view was that idhaot been provided with
evidence that either of these situations appliéerdfore, in assessing Airservices’
structure of prices, the ACCC has focused on tkdsations where there is evidence
that a proposed pricing structure is likely to ¢eedistortions in demand, or where
there are clear opportunities for more equitabke@ues through pricing without
creating such distortions. The reasons for this@ggh are detailed in the preliminary
view.>*

Further, the ACCC has also given consideratioméoréquirement for Airservices, as a
single provider directed or required by safety tafjons, to service all airports.
Notably, the Civil Aviation Safety Authority (CASA$% the regulatory agency
responsible for safety. CASA regulations requiresgivices to provide services at
airports when passenger or aircraft movements exoegain thresholds. As such,
Airservices does not have discretion about whadllservices are provided and the
ACCC has taken into account Airservices’ recovdri tull efficient costs.

The ACCC'’s views on pricing structure

Airservices employs a hybrid pricing model. Thigcprg model goes some way to
making prices reflective of costs, but recogni$ed pure location-specific pricing may
not currently be viable given Airservices’ manditgrovide services at any location
as directed by CASA and to recover costs acrossitise network.

Location-specific pricing does not afford Airsermsscthe opportunity to set prices at
each location without regard to the impact of thisees on its ability to recover its
costs. The ACCC notes that Airservices’ revenuescanstrained as a result of the
price notification process. This process providasesal checks on the efficiency of
Airservices’ expenditure and costs. In additionisArvices is required to provide
information to the ACCC regarding the costing facle service at each location. The
ACCC does not consider that a network pricing maaeVides incentives for
Airservices to achieve efficiency gains. On thetcany, removal of price signals
completely through network pricing does not supptidcative or productive
efficiencies, and is more likely to result in digtons in demand that could impair
Airservices’ ability to provide services and recoits costs across its entire business.
Further, the network pricing model would represefirther subsidisation of smaller
airports.

The ACCC has stated in its preliminary view thatatepts Airservices’ approach to
pricing across services and locations, on the @eitmat alternative pricing structures
would have the potential to create distortionsemédnd. As noted above, however,

3 ACCC,Airservices Australia draft price notification; Fmminary View July 2011, p. 68.

* ACCC,Airservices Australia draft price notification; Rmminary View July 2011, pp. 56-59 and

pp. 67-69.
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there is a limit to the degree of under-recoveat the ACCC would consider to be
acceptable.

The ACCC acknowledges the concerns raised by stedearties about the under- and
over-recovery of costs from some service linegt@ome locations. In this respect, the
ACCC takes into account the impact of Airservigastes on users at individual

airport locations. However, as discussed aboveA@EC must also take into
consideration that Airservices is required by ragahs to provide certain levels of
service at airports. Further, the ACCC consideas iths not unreasonable for
Airservices to be able to recover its full effidi@osts of providing services across its
entire network. This is appropriate given that ¢hierno current policy to introduce
competition to Airservices services.

The ACCC does not consider unreasonable Airservicegention that a move to full
cost recovery at all locations would lead to distms in demand. Further, such a move
may impact on the business’s capability to proweevices at those and other
locations. Similarly, this could occur if Airsergs were to make continued losses at
currently subsidised locations. The ACCC also natkxck of evidence that over-
recovery of costs is distorting demand for any ises; or at any locations.

The ACCC also acknowledges the increase in the tduender-recovery of costs for
TN and ARFF services at some locations over theg@f the proposed LTPA. As
noted in the ACCC'’s preliminary view, Airservicedvased that the increased under-
recovery of costs can be attributed to regulatbignges. Airservices further advised
that the increased under-recovery did not represémeind beyond the proposed LTPA.
The ACCC noted that it expected a move towardsvegoof costs by regional and GA
airports would continue to occur. The ACCC reitesahis view, to the extent that such
moves do not distort demand for services at thosations.

Finally, the ACCC notes concerns that the potefiainequity across user groups, and
users at different locations, may arise as a re$waver-recovery of costs for some
services and at some locations. As discussed atbtwy&CCC considers Airservices’
hybrid pricing model is appropriate given Airseest mandate to provide services at
any location as directed and to recover costs adtegntire network, together with the
potential for distortions resulting from a moveptare location-specific pricing at this
time.

Issues raised by BARA in relation to the ACCC’seénpretation of the CCA about the
recovery of costs

BARA has expressed concerns regarding the ACC@espretation and application of
subsection 95G(7) of the CCA as described above.

As outlined in appendix D, in exercising its powansl performing its functions,
subsection 95G(7) of the CCA requires the ACCCateehparticular regard to the need
to:

a) maintain investment and employment, including tifeience of profitability on
investment and employment
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b) discourage a person who is in a position to subathninfluence a market for
goods or services from taking advantage of thatgeomwsetting prices

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

The ACCC's role is to assess proposed price inesetts notified services. The ACCC
can object to the price increases, not objectdqtice increases, or not object to
increases lower than those proposed. As set agpendix D, the ACCC considers
that the criteria in subsection 95G(7) will genrale met by economically efficient
prices that reflect an efficient cost base andagarable rate of return on capital.

The ACCC considers that including a reasonableafateturn on capital will address
the criterion in paragraph 95G(7)(a) by providingentives to maintain profitable
investment. At the same time, this will discouragggeclared firm from charging prices
based on profits greater than the reasonable fa&tuwn, as per the criterion in
paragraph 95G(7)(b), which addresses issues rglatimarket power that the firm
may have in the market for notified goods and sexi

The ACCC'’s legal obligations in the assessmenirgkAvices’ price notifications

In its preliminary view, the ACCC stated that itsv@quired to examine Airservices’
draft price notification taking the policy paranmstén which it operates as given. The
ACCC noted that the absence of any policy for Awmes’ (regulated) services to be
taxpayer funded indicated a requirement for Airgms to recover costs across its
entire (regulated) business. BARA contended tha®8CC, in taking this approach,
was placing the implicit financial obligations caimed in the Airservices Act above its
own legislative objectives, as contained in the CCA

The ACCC does consider the Airservices Act in deieing the broader framework of
any price notification lodged with the ACCC. Thagervices Act provides the context
in which Airservices provides its services, and seit its powers, functions and
obligations. In determining economically efficigarices that reflect an efficient cost
base and a reasonable rate of return, the ACCCuaik regard to the functions and
obligations of Airservices under the Airservices.Ac

In assessing Airservices’ proposal, the ACCC hadieghthe building block model to
estimate required revenues, taking account of dses®f providing the service, and
incorporating a reasonable rate of return. Airsesi costs include those of providing
regulated services to all locations as directedequired by safety regulation. The
ACCC is prepared to accept Airservices’ forecastsas efficient once it implements
its drivers of efficiency and its capital expendgwonsultation program (sections 5.4
and 5.5 respectively). On this basis the ACCC amt®bject to a level of revenues
(and therefore prices) that recover the cost ofiding that service.

Moreover, it would be inconsistent with subsec®&t(7) of the CCA for the ACCC
to disregard the costs of providing certain sewioeestimating Airservices’ required
revenues. Importantly, any such decision would yngptedistribution of Government
funds, either to fund a revenue shortfall, or reddividends that are derived from a

reasonable return on investment. Such decisiona aratter for Government. For
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example, the ACCC notes that in the case of seardirescue services, the Airservices
Act under subsection 13(f) makes explicit provisionAirservices to forgo a return on
capital. No such provision has been made for anyqgbairservices’ regulated
business, and therefore the ACCC has taken intouac@irservices’ full efficient

Ccosts.

The ACCC does not consider whether Airservicesigmy, or should pay, a dividend
to the Commonwealth. Under section 46 of the Auisess Act, the Airservices Board
must recommend to the Minister to pay a dividemdyai pay a dividend to the
Commonwealth. This is a decision for the Board, tiath the Minister, based on the
Board’s recommendation, which occurs annuallys i heither a decision for, nor a
factor that, the ACCC considers in assessing thgoreable rate of return in a price
notification.

That said, as discussed above, it is clear thaes®rvices at some locations do not
recover their costs. BARA’s submission goes to whould fund this deficit.
Airservices’ proposal is that the users of thegamgrports pay through an
over-recovery of costs. As discussed above, the @G&s assessed that the potential
detrimental effects on the efficient use of Airseeg facilities are not significant and,
therefore, the ACCC considers that Airservicestipg across services and locations
appears reasonable.

Finally, the ACCC notes BARA's contention that (R€ CC’s position would be
overturned by the Australian Competition Triburfappeal rights (such as those that
exist under Part IlIA of the CCA) existed for prigetifications. The ACCC notes that
the potential views of the Tribunal in relationpgioce notifications are difficult to
contemplate given the nature of the prices suevgk provisions, and the ACCC'’s role
in, and response to, assessing price notificatsmescribed above. The ACCC
reiterates, however, that its approach to assegsisgrvices’ locality notices,
including prices and pricing structure, is consistaoth with the objectives outlined by
the Government for pricing infrastructure underiadonal access regime under

Part IlIIA of the CCA?® and with the object of prices surveillance, asosgtin

section 95E of the CCA.

In summary, the ACCC's re-iterates its preliminaigw that Airservices’ pricing
across services and locations appears to be rddsona

8.3  Basis of charges (weight based charges across a |l services)

8.3.1 ACCC's preliminary view on basis of charges (  weight based charges)
MTOW-based charges

The ACCC'’s preliminary view considered reasonahisékvices’ proposed use of
MTOW as a basis of charges given that:

5 See Commonwealth Government, Government resporizmductivity Commission report on the

review of the national Access Regime, Canberratebeiper 2002.
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= taking MTOW into account in aircraft navigation ches is generally accepted
internationally, and used by a large number of ABISP

= it supports efficient pricing structures

= alternative bases of charges, such as those babkedrodistance or cost of
service provision can suffer from a significantdegf administrative
complexity.

Nonetheless, the ACCC encouraged Airservices ttrammto engage with
stakeholders, and review its pricing mechanism@gduhe course of the LTPA to
ensure they remain appropriate.

Industry versus company-average MTOW

In its preliminary view, the ACCC considered tha use of an industry average
MTOW was reasonable as the benefits associatedmatlk precise charging options
may not outweigh the costs resulting from additi@uaministrative complexity
involved.

MTOW cap versus less than proportional MTOW-basdrhiging

In its preliminary view, the ACCC considered tha use a 500 tonne weight cap was
consistent with efficient pricing principles.

A 500 tonne weight cap was not expected by Airsexyto have a substantial impact
on most user groups. The ACCC considered, instbatthe use of a power of less
than one in the setting of TN and ARFF charges dibenefit larger operators, and
have a significant negative impact on smaller djpesa

In particular, the ACCC considered there was athsit the use of a power less than
one in setting charges for TN and ARFF could ruanter to inverse elasticity pricing.
That is, it would have the unintended result otdigaging price-sensitive users, and
thus a greater proportion of costs would need teebeuped from the remaining users
in the future.

8.3.2 Views of interested parties on basis of charg  es (weight based charges)
MTOW-based charges

Cathay Pacific reiterated that en route chargesldime determined by the cost of
service and not capacity to pay. Cathay Pacifiecdhat:

... service delivery is independent of productiveamaty. Effort and resource expended on
service delivery in the enroute environment isshme regardless of whether the customer is
operating an A380 or a business jet.

... two of the largest service providers in the wqtldS.A. & China) do not have a weight
component in their overflight charges. Both of tagsoviders recognise that the weight of the
aircraft is immaterial in this service deliverydin
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... MTOW does not necessarily correlate to passemgebers. Ultra-longhaul operations can
see very heavy aircraft (e.g. B777-200LR; B777-3R0E&340-500) with comparatively low
passenger numbers. In some cases a lighter aicenrathiave more productive capacity than a
heavier one. For example, an A330 is lighter thaAa40 but carries more passengers.

... assessing an aircraft’s productive capacityrigréam a straightforward propositiof.

Emirates noted its disappointment that MTOW woldd d&tained, on the basis that
MTOW has no bearing on the cost of service delivelgwever, Emirates welcomed
the recommendation in the ACCC'’s preliminary vidattAirservices continue to
engage with customers on this isste.

Industry versus company-average MTOW

VAA restated its previous views that it stronglypoged the use of average airline
MTOW and would want to reserve the right to revieauring period of the
agreement. VAA stated that:

The average weight charging removes the ability AA to manage its fleet capabilities
through differing MTOWSs and removes any competiidvantage that may be achieved

through more efficient fleet planning. Should aggraveights be desired by Airservices, they
should only be implemented as a company averagghtvand not an industry average weight.

VAA also noted an error in the Airservices’ caldida of the industry average MTOW
for the B737-700, which is higher than VAA’s owedk average, despite VAA being
the only user of that aircratft.

MTOW cap versus less than proportional MTOW-basédwhiging

Cathay Pacific reiterated its dissatisfaction wité 500 tonne weight cap. In particular,
Cathay Pacific noted that:

...a larger aircraft does not always mean a moreiefft aircraft and an incentive to encourage
more efficient aircraft therefore does not correlat the imposition of a 500T cap.

8.3.3 Airservices’ response on basis of charges (we  ight based charges)

Airservices did not provide any additional commanteelation to the basis of charges.

%6 Cathay Pacific AirwaysSubmission in response to the ACCC's preliminagyw8 August 2011,

pp. 1-2.
EmiratesSubmission in response to the ACCC's preliminagyw8 August 2011, p. 1.

8 VAA, Submission in response to the ACCC's preliminagyw8 August 2011, p. 5.
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Cathay Pacific AirwaysSubmission in response to the ACCC's preliminagyw8 August 2011,
p. 2.

43



8.3.4 ACCC's final view on basis of charges (weight based charges)
MTOW-based charging

The ACCC notes submissions from stakeholders’'ttie@atost of service delivery is
independent of productive capacity in circumstarveesre MTOW does not correlate
with passenger numbers.

The ACCC'’s preliminary view stated it is generallycepted that the value of services
to the user is reflected in an aircraft’'s produetbapacity — whether reflected in
passenger numbers, freight on board, or lengtheoflight. As productive capacity is
related to aircraft weight, aircraft weight is commly used in air navigation charges to
reflect value of servic®

More generally, the value of a service to the (smpresented by aircraft weight) is
reflected in the users’ capacity (or willingnesspay, which is important for
determining efficient pricing.

The ACCC is aware that some airlines have a preéeréor, and there are advantages
associated with, en route charges being deterntipielde cost of service provision.
However, the ACCC reiterates its preliminary vidattpricing mechanisms based only
on distance or align charges more closely withsbate the potential to ignore users’
capacity to pay and hence result in inefficientouates for Airservices and its users.
These alternative mechanisms may also suffer fremgraficant level of administrative
complexity.

The ACCC notes Cathay Pacific’s submission thateséiSPs do not have a weight
component in their overflight charges. However, A@CC notes that aircraft weight is
used by ANSPs in many countries, in combinatiomistance, as a basis for setting
charges! These include Canada, New Zealand and South Africa

The use of aircraft weight as a basis of charging/so consistent with ICAORolicies
on Charges for Airports and Air Navigation Serviéewhich states that en route
charges should be based on:

i) the distance flown within a defined area

i) the aircraft weight?

0 NAvCanada, Service charges discussion paper,,2(09-10. See also Kaplan, Daniel , Toward

Rational Pricing of the US Airport and Airways Syst, Advances in Airline Economics, Vol 2
(2007) p.74.

For example, NAV Canada: enroute = R (unit rat&) (weight factor = square root of MTOW) x D
(distance); EuroControl: route charges = d (digtamep (weight factor = square root of MTOW/50)
X t (unit rate).

61

82 |cAO’s Policies on Charges for Airports and Aiatgation Services, Eighth edition — 2009,

Doc 9082, accessed at http://www.icao.int/icaomst@D82/9082_8ed_en.pdf.

8 International Civil Aviation OrganisatiohCAQ’s Policies on Charges for Airports and Air

Navigation Service2009, p. 18.
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ICAO also recognises that the characteristicsgif’an airspace will determine the

most appropriate charging method for that airspass.noted in the ACCC’s
preliminary view, Airservices has explored variquiging options with users, such as
through Airservices’ price structure consultationgess in 2008, and has superior
information to the ACCC to be able to determine@structures that best recover costs
and maximise network usage.

The ACCC encourages Airservices to continue to wibmath users in relation to
pricing mechanisms to ensure the bases of chaegesim appropriate, and consistent
with efficient pricing principles.

Industry versus company-average MTOW

The ACCC reiterates its preliminary view that tlse of an industry average MTOW is
reasonable.

The ACCC notes Virgin's concern that the averageOMT for the B737-700 is listed
by Airservices as 70 tonnes, which is greater Wiagin’s fleet average MTOW
(66.3 tonnes), despite Virgin being the only oparaf that aircraft.

The ACCC considers that Airservices should consiilt users to ensure that the
industry average it adopts is accurate and ap@tepto current industry circumstances.

MTOW cap versus less than proportional MTOW-basédwhiging

The ACCC notes Cathay Pacific’'s submission in retato the lack of correlation
between aircraft weight, efficiency and the impositof a weight cap. The ACCC is
also mindful of ICAO’s recommendation that weighosald be taken into account ‘less
than proportionately’.

The ACCC repeats its preliminary view that it acktexiges that Airservices’ proposed
cap appears to be a step in the right directie@nture consistency with ICAO’s
recommendation. The ACCC remains of the view thedekvices’ 500 tonne cap is
reasonable for the reasons outlined in its prelmjirview, and notes that Airservices
should continue to review the weight cap to ensleit remains appropriate.

8.4  Other basis of charges issues

8.4.1 ACCC's preliminary view on other basis of cha  rges issues

The ACCC considered a number of other basis ofggsaissues proposed in
Airservices’ draft price notification. These were:

= options for splitting en route charges into functbservices lines, or by
oceanic and continental airspace

= charges for non-aviation call outs

 Ipid, p. 109.
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= a charge-free threshold for GA users

8.4.2 Views of interested parties on other basis of charges issues
Gold Coast Airport stated that it:

rejects outright the charges for non-airside cats@n the basis that we are currently over
serviced. Should the services be required a négdt@utcome is required on a location by
location basis. This non regulated service canrbeigied by alternative supplie?g.

8.4.3 Airservices’ response on other basis of charg  es issues

Airservices did not provide any comment on the pbeesis of charges issues.

8.4.4 ACCC's final view on other basis of chargesi  ssues
The ACCC'’s views remain unchanged in relation ®isues outlined above.

The ACCC reiterates its preliminary view that thhegosed non-aviation call out
charges were generally supported in the first raefrelibmissions. The ACCC does
not consider the proposed charges to be unreasonabl

8.5 Timing of recovery of capital costs

8.5.1 ACCC's preliminary view on timing of recovery of capital costs

In its preliminary view the ACCC focused on thegeuacy of the method of funding,
and whether the amounts that are recovered frons bgeAirservices do not exceed
the costs.

The ACCC accepted that the period between the begjrof funding and the
commissioning of assets in this case was not uonedde given the nature of the
industry. The ACCC further considered that the l@fg@refunding embodied in the
draft price notification did not result in a signdént increase in Airservices’ cost
recovery in that period.

The ACCC encouraged Airservices to consider thésarsd benefits of alternative
methods of funding in terms of overall costs, angact on prices over time, to ensure
that the most prudent method of funding capitajguts is implemented.

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

Qantas reiterated its view that prefunding of asgeis inequitable and unacceptable. It
stated that Qantas and its passengers pay fosdkaethey cannot currently use, and
in most cases do not benefit for an uncertain pe@antas stated that other
stakeholders may avoid pre-funding costs by ergeaimmagreement after the
commissioning of the assets.

5 Gold Coast AirportSubmission in response to the ACCC'’s preliminagyw8 August 2011, p. 2.
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Qantas further argued that the cost of prefundiag eompounded with the application
of a WACC to the asset costs, and recovering thosts during the period prior to the
use of the assets. Qantas argued that it was apgieofm® commence applying a charge
on assets only at the time of commissioning thaseta.

Qantas called for the removal of all prefundingtspspecifically the ATM Future
Systems project, which it believed should be negedi outside the current LTPA, until
more detail can be provided.

8.5.3 Airservices’ response on timing of recovery o f capital costs

Airservices did not provide any comments on the A& Jreliminary view on timing
of recovery of capital costs.

8.5.4 ACCC's final view on timing of recovery of ca  pital costs

In its preliminary view, the ACCC noted that it<és in relation to the timing of
recovery of capital project costs was on the pragerd the method of funding, and
whether the amounts that are recovered from ugefsrbervices do not exceed the
costs. In addition, the ACCC encouraged Airservioesonsider the costs and benefits
of alternative methods of funding, also taking iatwount impact on prices over time.

The ACCC acknowledges that inequity over time mayltoncern for stakeholders in
relation to prefunding, or indeed any method ofding capital projects, depending on
the expected life of infrastructure and movemerfirafs into and out of the industry.

The ACCC reiterates its view that the time to cosswmning of assets (18 months) is
not an unreasonable period of prefunding, givemgtare of the industry.

The ACCC further notes that the International CAwiation Organisation (ICAO)
Policies on Charges for Airports and Air NavigatiBervicexontemplates prefunding:

32. The Council considers, notwithstanding the gpies of cost-relatedness for charges and of
the protection of users from being charged forlitaes that do not exist or are not provided
(currently or in the future) that, after havingoa¥ied for possible contributions from non-
aeronautical revenues, pre-funding of projects begccepted in specific circumstances where
this is the most appropriate means of financingiterm, large-scale investment, provided that
strict safeguards are in place, including the feihg:

1. Effective and transparent economic oversightsefr charges and the related
provision of services, including performance audjtand ‘benchmarking’ (comparison
of productivity criteria against other similar emases);

2. Comprehensive and transparent accounting, wihrances that all aviation user
charges are, and will remain, earmarked for civid@on services or projects;

3. Advance, transparent and substantive consuitatyaairports and, to the greatest
extent possible, agreement with users regardingfsignt projects; and
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4. Application for a limited period of time with &iss benefiting from lower charges
and from smoother transition in changes to chattg@s would otherwise have been
the case once new facilities or infrastructureilatrpiiacef.36

The ACCC considers that it is reasonable to exiettAirservices acts consistently
with the ICAO principles above. The ACCC encoura@gservices to make explicit
provision for the PCC to perform a role in holdiigservices accountable in this
respect. This will involve Airservices providingeglate information and opportunity
for consultation, such that stakeholders can asoefiirservices’ adherence to the
principles. Airservices should also be able to destrate to stakeholders through this
process that it will not set out to recover momntits expected costs (including the
cost of capital) as a result of prefunding (diseds® more detail below). Airservices’
commitment to reporting on capital expenditure qgu@ect-by-project basis for
projects greater than $10 million, together witl #ssociated risk-sharing
arrangements, will support this process.

The ACCC also has a role through the price notificaprocess, in its assessment of
the level of user charges, and the governancegenaents that support efficiency of
expenditure, including capital expenditure. As dabove, the ACCC considers that
Airservices’ implementation of governance arrangetsisupporting the prudency of
capital expenditure will be relevant to whetheharsform assessment process is
appropriate to Airservices’ annual locality notices

As noted in its preliminary view, the ACCC is fugthsatisfied, based on information
provided by Airservices confidentially, that thed¢ of prefunding in the draft price
notification did not result in a significant incseEain Airservices’ cost recovery over the
period.

9 The ACCC's final decision

The ACCC'’s decision, for the reasons set out is deicision paper, is tubject to
Airservices’ proposed price increases for termiraaligation and aviation rescue and
fire-fighting services. This decision is made parsiuto section 95Z of the CCA.

% International Civil Aviation OrganisatioRolicies on Charges for Airports and Air Navigation

ServicesEighth edition — 2009, Doc 9082, www.icao.int1p.
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Appendix A: Airservices Australia’s current and
proposed prices and price structure

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

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

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

priceX—dIStancex MTOW
10C

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

Current  En route Proposed price (incl. GST)

price service 2011-12 2012-13 2013-14 2014-15 2015-16
$4.18 20 tonnes or more $4.14 $4.12 $4.10 $4.09 $4.08
$0.93 Up to 20 tonnes $0.93 $0.92 $0.92 $0.91 $0.91

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

pricelocation X MTOW

Note: MTOW shall not exceed 500 tonnes.

Table A2: Airservices’ current and proposed pricedor TN services

Current TN service Proposed price (incl. GST)

price location 2011-12 2012-13 2013-14 2014-15 2015-16
$11.43 Adelaide $11.66 $11.83 $11.89 $11.95 $12.01
$5.83 Brisbane $6.12  $6.18 $6.21 $6.21 $6.21
$10.95 Cairns $11.50 $11.90 $12.32 $12.32 $12.32
$12.66 Canberra $12.28 $12.03 $11.91 $11.80 $11.68
$10.82 Coolangatta $10.28 $9.77 $9.28 $8.81 $8.50

(Gold Coast)
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Current TN service Proposed price (incl. GST)

price location 2011-12 2012-13 2013-14 2014-15 2015-16
$5.06 Melbourne $5.3L  $5.50 $5.51 $5.53 $5.54
$8.63 Perth $8.20 $8.03 $7.87 $7.72 $7.56
$5.57 Sydney $5.58 $5.59| $5.60| $5.61|  $5.62
$12.69 Albury $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Alice springs $13.32 $13.79| $14.27| $14.77) $15.29
$4.70 Avalon $4.70 $4.86 $5.03 $5.21 $5.39
- Broome $13.32  $13.79 $14.27 $14.77 $15.29
$12.69 Coffs Harbour $13.32 $13.79 $14.27 $14.77 $15.29
$9.20 Hamilton Island $9.66 $10.00 $10.35 $10.71 $11.09
$9.54 Hobart $9.64 $9.73 $9.78 $9.78 $9.78
- Karratha $13.32 $13.79 $14.27 $14.77 $14.92
$12.22 Launceston $12.83 $13.28 $13.74 $14.23 $14.72
$12.69 Mackay $12.44 $12.31 $12.19 $12.07 $11.95
$12.69 Maroochydore $13.32| $13.79| $14.14| $14.28| $14.28
(Sunshine Coast)
$12.69 Rockhampton $12.94 $13.20 $13.33 $13.47 $13.47
$12.69 Tamworth $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Archerfield $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Bankstown $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Camden $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Essendon $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Jandakot $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Moorabbin $13.32 $13.79 $14.27 $14.77 $15.29
$12.69 Parafield $13.32 $13.79 $14.27 $14.77 $15.29
$2.26 Darwin $2.15  $2.04 $1.94 $1.84 $1.75
$2.94 Townsville $2.79 $2.65 $2.52 $2.39 $2.27

A.3 ARFF services
Charging formula for ARFF services:

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

price, xMTOW

ategorylocation

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

Current  ARFF service Proposed price (incl. GST)

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

Category 6 aircraft and below

$1.81 Brisbane $1.9p $2.14 $2.25 $2.29 $2.32
$1.81 Melbourne $199 $2.14 $2.25 $2.29 $2.32
$1.81 Sydney $199 $2.14 $2.25 $2.29 $2.32
$1.81 Perth $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Adelaide $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Cairns $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Darwin $1.9¢4 $2.14 $2.25 $2.29 $2.32
$1.81 Gold Coast $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Canberra $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Hobart $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Karratha $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Townsville $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Alice Springs $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Avalon $1.994 $2.14 $2.25 $2.29 $2.32
$1.81 Ayres Rock $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Broome $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Hamilton Island $1.990 $2.14 $2.25 $2.29 $2.32
$1.81 Launceston $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Mackay $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Rockhampton $1.99 $2.14 $2.25 $2.29 $2.32
$1.81 Sunshine Coast $1.99 $2.14 $2.25 $2.29 $2.32
Category 7 aircraft

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

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

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

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

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

The ACCC received submissions on its preliminagmwirom the following parties:
= Adelaide Airport
= Air New Zealand
= Board of Airline Representatives of Australia (BARA
= Cathay Pacific Airways
= Emirates
= Gold Coast Airport
= International Air Transport Association (IATA)
= Qantas Group (comprised of Qantas, Jetstar anch§lank)
= Regional Aviation Association of Australia (RAAA)
= Regional Express (REX)

= Virgin Australia Group of Airlines (VAA)

The submissions are available on the ACCC’s welasitevw.accc.qgov.au/aviatiot

67 www.accc.gov.au/aviation Airservices Australia > Price notifications >igpterm price notification
2011 > ACCC preliminary view and submissions reediv
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Appendix C: About Airservices Australia

Airservices was established under BieServices Act 1996AS Act). It is a monopoly
provider of air traffic management and aviatiorctesand fire fighting services.

In performing its functions, Airservices is requirey section 9 of the AS Act to regard
the safety of air navigation as its most importorisideration. Under section 10,
Airservices is, where appropriate, required to attnsith government, commercial,
industrial, consumer and other relevant bodiesagdnisations (including the
International Civil Aviation Organization (ICAO) drbodies representing the aviation
industry).

C.1  Ministerial role in price setting

Under section 53 of the AS Act, the Board of Aixgegs may set charges for services
and facilities. Under section 54, however, the Blaaust provide the Minister with
written notice of the proposed determination aredNfinister may approve or
disapprove the proposed determination.

C.2 Corporate plan

In preparing a corporate plan, Airservices is regpiunder section 13 of the AS Act to
consider eight matters including:

= the need for high standards of aviation safety
» the known objectives and policies of the Commonthe@lbvernment
= any directions made by the Minister under section 1

»= any payments made by the Commonwealth to Airseswicéund its search and
rescue services

= the need to maintain a reasonable level of resevitbsconsideration to future
infrastructure requirements

» the need to earn a reasonable rate of return etsa@ther than assets wholly or
principally used in search and rescue services)

» the expectation of the government that Airservigiélspay a reasonable
dividend

= any other commercial considerations that may becgpjate.

Under section 14 the Minister may direct changdseacorporate plan regarding
financial targets and performance indicators.
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C.3 Minister’s directions

Under section 16 of the AS Act, the Minister mayegwritten directions to Airservices
about the performance of its functions. Particutdrany directions are to be included
in Airservices’ annual report.

If Airservices satisfies the minister under subieeci6(4) of the AS Act that it will
incur financial detriment by complying with a diten, the government may provide
reimbursement. Financial detriment is taken toudelincurring costs that are greater
than would otherwise have been incurred and fogyoewenue that would otherwise
have been received.

C.4 CASA's role in determining services to be provi  ded

The Civil Aviation Safety Authority (CASA), respabse to the Minister for
Infrastructure and Transport, is the regulatorynageesponsible for safety. In
particular, CASA is responsible for matters suckhasclassification of airspace and
the designation of air routes.

CASA regulations require that services are providbdn passenger or aircraft
movements exceed certain thresholds.
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Appendix D: The ACCC'’s role in the regulation of
Airservices Australia

The provision of TN, en route and ARFF servicedAbgervices are declared to be
notified services under section 95X of thempetition and Consumer Act 2010
(CCA) .2 The relevant declaration, Declaration no. 66yalable on the ACCC’s
website atwww.accc.gov.au/aviatiofi

D.1 The ACCC is responsible for assessing Airservic  es Australia’s
price notifications

A declared firm cannot raise the price of declagex/ices beyond its peak price of the
previous 12 months unless it first notifies the ATGf a proposed price increase and
the terms and conditions of supply. Following theégement of the price notification,
there is a price-freeze period of 21 days. The AGC@en responsible for assessing
the proposed price increase.

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

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

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

However, price notifications are often complex. fifere, the ACCC suggests that a
declared firm submit a draft price notification fmnsideration prior to lodgement of a
formal price notification. This provides the deedirfirm and the ACCC with sufficient

% The declaration originally had effect under sat21 of thePrices Surveillance Act 198®S Act).

On 1 March 2004, the PS Act was repealed and tblard¢ion was taken to have effect under
Part VIIA of theTrade Practices Act 197@PA). On 1 January 2011, the TPA was renamed the
Competition and Consumer Act 2010

69 WWww.accc.gov.au/aviation Airservices Australia > Declaration No. 66.

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

CCA the price- freeze period is extended by 14 days

" pursuant to subsection 957B(2) of the CCA the &Qfay specify a longer price-freeze period with

the consent of the person who gave the localiticeotn circumstances where the ACCC has given a
response notice under subsection 95Z(6)(c) thegdsialso extended by 14 days.
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opportunity to consult with each other (and othemntips where appropriate) to consider
all relevant issues involved in the price propoaat] to ensure that all information
requirements supporting the proposal are satisfied.

Although a declared firm is only required undertRAtA of the CCA to submit a
proposed price in its price notifications, the ACG4&s encouraged Airservices to also
include future price paths (see section 6.1), witicnsiders to be relevant in its
assessment of the price notification against tlevaat criteria in the CCA (see
section 3.2).

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

A detailed outline of the ACCC's suggested prodessil price notifications,
including a discussion of short-form assessmestspmntained in the ACCC'’s
Statement of regulatory approach to assessing pritdications(June 2009), which is
available on the ACCC'’s website atww.accc.gov.a’

D.2 The statutory criteria for assessing price noti fications

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

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

e) discourage a person who is in a position to subiathninfluence a market for
goods or services from taking advantage of thatgquomwsetting prices

f) discourage cost increases arising from increasesges and changes in
conditions of employment inconsistent with prinegplkestablished by relevant
industrial tribunals.

In assessing the price notification against theisiay criteria, the ACCC has
interpreted the criteria in subsections 95G(7)(a) @) as seeking to promote
economically efficient investment and employmembtighout the economy. This is
broadly consistent with the objectives outlinedttiy Government for pricing
infrastructure services under the national acoegisne.

Economic efficiency encompasses the following eletsie

e www.accc.gov.aw For regulated industries > Multi-industry docuntseand submissions >
Regulatory approach to price notifications.
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= productive efficiency, which is achieved when firhesse the appropriate
incentives to produce goods or services at leastt aad production activities
are distributed between firms in a manner that mises industry-wide costs.

= allocative efficiency, which is achieved when firem®ploy resources to
produce goods and services that provide the maxibmemefit to society.

» dynamic efficiency, which is achieved when firmsé&appropriate incentives
to invest, innovate and improve the range and tyuafigoods and services,
increase productivity and reduce costs over time.

In an open and competitive economy, efficient psmn of services underpins
investment and employment opportunities. Welfatea@ing investment and
employment in the national economy will be promaotgaen firms produce goods or
services at least cost and charge prices thatspwne as closely as possible to
competitive levels. Although a competitive benchiknaay be lacking in industries
subject to prices surveillance, economically effintiprices would, as in competitive
areas, reflect least-cost production and includdéitomargins reflecting a return on
capital commensurate with the risks faced by thm.fi

Prices above efficient levels result in a lossllafcative efficiency as they discourage
some marginal purchases which would have had & \althe purchaser above the cost
of supply. As excessive prices are passed on imehigosts for other industries using
the services, they lead to lower profits and paddigita loss of investment and
employment opportunity in the competitive sectdrthe economy.

Accordingly, the ACCC considers that the criteriaubsections 95G(7) will generally
be met by economically efficient prices which refle

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

Including a reasonable rate of return on capitdreskes the criterion in paragraph
95G(7)(a) by providing incentives to maintain ptalfile investment. At the same time,
discouraging a declared firm from charging pricasdal on profits greater than the
reasonable rate of return, as per criterion ingrazh 95G(7)(b), addresses issues
relating to market power that the firm may havéhie market for notified goods and
services.

With regard to the criterion in paragraph 95G(7){ic)assessing a price notification the
ACCC will usually treat the level of wages and cibiods as part of its broader concern
for an efficient cost base.

As discussed in section 6 of this document, theseaso a range of non-commercial
incentives that influence Airservices’ incentivesldehaviour, and these will be taken
into account in assessing the price notificatioresghapplicable.

More detailed information on the ACCC'’s approachhte interpretation of the
statutory criteria is contained in the ACCGtatement of regulatory approach to
assessing price notificatiorfdune 2009), which is available on the ACCC’s wihsi
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Appendix E: The ACCC'’s approach to assessing
Airservices’ pricing and structure of prices

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

In the first instance, the ACCC undertakes an assest of whether the proposed price
increases are reasonable given the business’suevequirements. This provides a
check on whether the business is generating mownggpofits, and is done through the
building-block model. It is concerned principallytivtheoverall levelof prices. The
ACCC is also interested in the efficiency of theibess’s cost base, as this will affect
the level of prices and magnitude of any priceeases.

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

Principles for efficient pricing

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

Nevertheless, there are some tests of costs th&@ACC may conduct to gain a level
of comfort with the efficiency of proposed pricé&enerally, setting prices of a
service below incremental cost may encourage iiefft over-use of that service,
while setting prices above stand alone cost corddige Airservices with monopoly
returns’*

3 see ACCC, Preliminary View: Airservices Austrdlaaft price notification, November 2004,

section 9.

™ n adopting Faulhaber’s approach to testing foss- subsidies in prices of a regulated multi-podd

firm, the ACCC noted that the stand-alone costrof/joling a service, where a firm provides multiple
services, is the cost of providing only that partic service. The incremental cost of providing a
particular service is the additional cost thatftha incurs as a result of providing that servioe i
addition to its other services. (ACCEreliminary View: Airservices Australia Draft Price
Notification, November 2004, p. 90).
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When considering individual charges, it is relev@antonsider the likely effect on
demand of any increase in price. Inverse elastpritying involves levying higher
charges for those products for which demand i legponsive to changes in these
charges. This leads to the recovery of costs irmarmar which minimises the loss of
transactions®

Qualifications and constraints

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

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

Airservices’ requirement to recover costs acrosgemusiness

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

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

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

= if the level of cross subsidy was such that rediand GA airports were being
kept open when the value of these airports to thers is less than the costs of
these airporté:

> The inverse elasticity method of cost allocafiorolves allocating common costs between users with

the objective of maximising efficiency. In circurastes where demand for services produced by a
multi-product monopolist are independent (i.e. vehidne cross-price elasticities of demand are zero),
allocating common costs in inverse proportion toous users’ price elasticities of demand will
maximise economic welfare.

® accc, Preliminary view: Airservices Australia Br&rice Notification, November 2004, p. 96.
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The ACCC further considered that economically effit prices for services may
involve some services being priced below incremetst if relatively higher prices
would lead to inefficient substitution to othersdepreferred services.

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

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

Equity considerations

Inverse elasticity pricing can be at odds with @pts of fairness and equity across user
groups in the sense that charges for some sendc@ssome locations, may not be
limited to the cost of providing the service thHagy use. Prices for other services, or
services provided in some locations, may be lowan the full cost of providing them.
Some groups may be concerned that they are eféd¢gsubsidising other businesses
using those services.

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

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

The ACCC assesses the level of prices Airservibhasges its customers in the context
of its demonstrated revenue requirements, theiefiiy of its cost base, and efficiency
of pricing. Further, the ACCC is required to malseassessment within the existing

" Productivity CommissiorRrice Regulation of Airport Services: Inquiry Repdianuary 2002, p. X.

and Airservices Australid)raft price notification March 2011, p. 55.
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policy framework. Broader questions relating toipp(for, example, how any
shortfalls should be funded) are outside the sobplee ACCC’s assessment of locality
notices under Part VIIA. These issues are mosto@ately addressed by the
Government.
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