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FRI DAY, 7TH SEPTEMBER 2001

[ Heari ng commences at 9. 05ani

PRESENTATI ON BY
CHRI STCHURCH | NTERNATI ONAL Al RPORT LI M TED CONTI NUES

CHAI R Good nmorning, as it's past 9 clock | suggest we

start again. M Weston, over to you again, please.

VWESTON QC. Thank you Chairman. Well, M Seed is in the
chair, as we know, well seated at our end anyway.

SEED: M Chairman, Conmm ssioners, good norning.

I"d just like to pick up on where we got to
yesterday afternoon, and that was where |I was introducing
our analysis of the Comni ssion's cal culations of ClAL's
hi storic excess returns.

Goi ng back and | ooki ng at the conmponents, as they
had been estimated by the Conmmi ssion, we had cone to the
conclusion that airfield revenue was overstated by around
about $8.3 million, airfield depreciation had been
understated by around about $8 nmillion, operating
expenses had been understated by around about
$8.8 mllion and NOPAT was overstated by about
$18.6 mllion. Now, that was even if we accept the
Commi ssion's cost of capital and al so the asset
val uati ons before we make any coments on those.

There's just one correction to nake to that
particular slide. On the slide |I showed you yesterday
afternoon, it had operating expenses below that; if you
could just delete the operating expenses on that
particul ar slide please.

So, just noving on. W then began to di scuss why
there was the overstatenment of airfield revenue, and the
point to note here is that -- and | introduced it
yesterday afternoon -- is that there's sonething of a
di fference between the definition of "airfield
activities" used for pricing, and the definition of
"airfield activities" used for financial disclosure, and
what seens to be the definition of "airfield activities”
used by the Conmi ssion in calculating both the costs and
al so the revenues.

So, | think it's inmportant in any reworking of
Cl AL' s excess return nunbers that are undertaken by the
Commi ssion, that they clearly deternmine that their asset
base that they're using is consistent with the revenue
that's been cal culated, and that is also consistent with
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the expenses which are being all ocated.

Because, at the nonent, we have a situation where --
for exanple, quarantine charges, which are actually part
of the term nal charge, are being included in the
airfield revenue line. And, furthernore, quarantine
charges are specifically of specified term nal activities
under Section 2 of the Act.

Now, that's not an insignificant anmount of noney.

The second main, or itemthat was |eading to the
overstatenment of airfield revenue was that the
Conmi ssion's included inconme and arbitrarily allocated
around about $200,000 a year to airfield, fromapparently
sources for which it doesn't seemto have included the
assets.

The third point is that the Comm ssion's assuned
that all of the 1989 aeronautical revenue was actually
airfield revenue. Now, of the $9.7 mllion of
aeronauti cal revenue that Cl AL earned in 1989, and j ust
remenber that was the year that prices were revised, so
those prices, or rather the total Cl AL revenue, is
somewhat |lower in that year because prices had
historically been very low. And, during that year they
were revised and the new prices cane into force. Around

about 4 and a half mllion of that revenue actually
relates to terninal, it has nothing whatsoever to do with
airfield.

So, these are all quite significant overstatenents
of revenue, and consequently they tend to inflate the
estimates of NOPAT and inflate the returns that the
guesti on has been cal cul ati ng

Just sonething of a summary there, this is to give
you sone idea of the profile of the overstatenent. As
you can see, in 89 it's approximately a 4 and a half
mllion dollars overstatenent of Cl AL revenue and, as you
cone down to the year 2000, now, we've used -- obviously
t he revenue nunbers |ine up.

In terms of the overstatenent of airfield costs, as
| said yesterday, any kind of back-casting where you're
estimating costs going back up to 12 years is going to be
fraught with difficulty sinply because a lot of the tine
the nunbers just sinply don't exist.

As | nentioned yesterday, when the Airport Conpany
was corporatised in 1988 it was effectively a part of
Christchurch City Council, it did have sonme financi al
records; the financial records that were existing at that
ti me obviously do not match up exactly with the
definition of "airfield activities" that we are using
now, 12 or 13 years |ater

There are financial records existing, obviously,
there's trial balances, and you can actually go back, if
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you wish, to a line-by-line analysis of theCl AL trial
bal ance -- | can't tell you exactly how many line itens
there are in the ClAL trial balance but, as you would
i magi ne, you would have to split that between around
about 7 or 8 different categories and then nmake sone
j udgnment s about how you start allocating things like
admin and so on if you're going to do it really exactly.
What we've attenpted to do is to -- and I'Il conme to
this inalittle nore detail later but I'lIl touch on it
now -- what we've attenpted to do is to identify the
maj or itens, allocate those to the years in which they
have applied, and then, if you like, allocate by
percent ages the remai nder or the |eftover ampbunts. So,
they' re consi stent between a benchmark that we had in
1989, being the Travis Mrgan report, and the benchmark
that we have in the year 2000, being the disclosure
fi nanci al statenents.
The reason we've had to do that, of course, is
because, when parts of the businesses grow at different
rates you can't use a constant percentage all the way

t hr ough.
In 1990 at CIAL airfield revenue made up around
about 31% of the total CIAL revenue. It now nakes up

around 18% So, it's just slightly over half of what it
was a decade ago.

Furthernore, the cost structures have changed quite
dramatically reflecting the growth because you've had
effectively econonies of scope. The range of activities
t hat have been undertaken by the airport have al so
i ncreased, the property portfolio, for exanple, has grown
in size and there are other investnents that the airport
conpany's undertaken, which have neant that aeronauti cal
revenue, and airfield revenue in particular, is now a
much small er proportion of the total than it was before.

Now, that a constant percentage is not appropriate,
has been accepted. |In fact, BARNZ, in its subm ssion,

did actually accept this for Auckl and.

To give you sone feel for how that |ooks, this chart
just denpnstrates what's happened withCl AL revenue over
tinme, and that's on the left-hand axis, and that's
t housands of dollars, so we've got a total there, tota
revenue of around about $54, $55 million

Now, airfield revenue is the red or nmagentacol oured
bar and, as you can see, apart fromwhen it was |lower in
1989 when the new charges cane in, the airfield revenue
has been rel atively constant through time. |1t hasn't
i ncreased dramatically and, as a proportion of the total
Cl AL revenue, you can see it's dropped quite consistently
over tinme.

So, all we're denonstrating here, and the reason
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that I'mputting this up is just to denobnstrate that you
can't use a constant percentage, and | think we would
accept that. So the alternatives are to go back and try
and al locate things directly.

So, what we did was, we went back and we tried to
build up the three or four major cost line itens that the
Commi ssion had identified. The depreciation that we've
esti mated has been based on effectively the conpany's
book values. W took the depreciation schedules in each
year and we attenpted to build up, if you like, a
depreci ati on schedule from 1989 until 2000.

What we then did was, we said, well, that's the
depreciation that relates directly to the airfield,
there's also a small proportion of depreciation relating
to plant and equi pnent that'sutilised by administration
services and al so the nmaintenance yard, and that was al so
a pro -- a proportion of that was also allocated to the
airfield depreciation.

So, what we did there was, we re-estimted the
actual airfield depreciation, and the major itemin there
is obviously the seal ed surfaces, it's conprising around
about $20 million worth of assets originally, so it's
quite a significant item And the depreciation in any
particul ar year has reflected the company's accounting
policies, in particular which is -- fromthe tine that it
originally started it had slightly different depreciation
rates to what it has now, where it actually has used a
rangi ng economic |ife approach. So there are sone
di fferences through tine for depreciation.

For the other items, payroll and operating expenses
were interpol ated between two points, as | said before.
In 1990 Travis Morgan, | think they're called Travis
Morgan Simons, | think they are, or Sinmmons Travis
Mor gan, undertook a pricing analysis for
Christchurch Airport, they also took simlar analysis I
think for the other two airports, and they used
information that was built up fromthe Christchurch Cty
Council's financial records, and also from what they
could glean fromthe conpany's records at that tine, and
they built up a charging nodel for the airfield, and in
t hat charging nodel for the airfield they had cost
al | ocati ons.

Now, we've used that as a point of departure because
we don't have anything else really to go on, and in the
year 2000 we' ve used the percentage allocations for the
Cl AL pricing nmodel which are actually very close, as you
will see fromlooking at the figures, they're actually
very close to the nunbers that were used for the airfield
financial disclosure. They're close but they're
different, and they're different in significant areas.
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We acknow edge that this isn't exact, but we think
it's actually a better neasure than a constant proportion
of the total costs, and as | said before, an alternative
is to go back to a line-by-line allocation of the annual
trial balances, and within the tine avail able we have not
been able to do that, but | nean, once again it is a
possibility.

CHAI R | just wondered, Peter, it mght be useful -- the

Commi ssi on hasn't got a copy of the that Travis Mrgan
nodel, how it was worked through. W may have it of
cour se.

MR SEED: My understanding is the Conm ssion does have a

copy of that, although I'm nore than happy to provide
anot her el ectronic copy of the original Travis Mrgan
nodel .

The Conmi ssion has the original docunments, and |'ve
cited the nunbers in my cross-subnmi ssion, they were sone
of the original information that was given back to the
Conmi ssi on back in 1998.

CHAI R Ckay, that's fine.

MR SEED: To give you sonme idea of what this [ooks like in

the cost streanms, there's some significant differences
mainly in the md-90s, early to nmid-90s as opposed to the
earlier years and, in fact, in some instances the

Commi ssi on has estinmated higher anpbunts than what we've
esti mat ed.

Wth depreciation the differences are consistently
hi gher in the earlier years and, once again, that's
because the depreciation has been estimted on a const ant
per cent age.

["1l just point out that in this particular chart,
whereas the other nunbers have been adjusted for the
12 month period -- or they've beenanalysed to a 12 nonth
period for all years -- in this particular chart the
June 91 year is for 15 nonths, so the depreciation there
is alittle higher, it's approximtely 25% hi gher. But
all the other remai ni ng nunbers have beenanal ysed so
t hey' re conpar abl e.

So, what we did then was we went back and used the
Conmi ssion's nethod to estimate NOPAT after reval uati ons,
tax and the accounting rate of profit, and we canme to the
concl usi on that NOPAT before reval uati ons had been
overstated by around about $18.6 million and, of course,
that would flow through to the rest of the analysis.

And, that's the result. COCbviously a |Iot of those
nunbers are actually driven by the overesti mates of
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revenue and in the md-90s the underesti mates of costs,
as you can see in 1989, the Commerce Conmission -- or the
Commi ssi on has overesti mated our NOPAT by around about
4 mllion, and that is really the result of
the -- putting all of the term nal revenue into airfield.
So, just tosunmarise: The historic returns that we
calculated are significantly different in the early part
of the part of the |ast decade, than what the Conm ssion
cal cul ated. The overall result is that, conpared to the
Commi ssi on's average of 2% excess returns, we have cone
up with a mnus 3% average excess return, and that is
Wi t hout addressing any of the asset valuation issues, and
it's also using the Commi ssion's assessnent of WACC.  So,
all we've done is just gone back and said, well, if we
take perhaps a nore realistic approach to the assessnent
of costs and we al so correct the nore obvious errors with
the assessnment of revenue, that is the overall result.
Does the Conm ssion have any questions at this
poi nt ?

CHAI R: "Il ask one and others may want to. That 99 one
is presumably revaluation at that tinme?

MR SEED: Correct.
CHAI R Were there anyrevaluations in that period before?

MR SEED: My understanding is that the Commission's
approach is to spreadreval uati ons back but there is an

amount of around about $3 million which is included in
that particular year as a reval uation

Now, | do have one issue with that, and | note that
in 1999 the Conm ssion has used a | and val ue for Cl AL of
around about $12 mllion, and that seens to be the anmpunt
that would apply for the total CIAL airfield land that's
reported for financial disclosure purposes. |n other
words, it's the definition of land for -- under the
"identified airfield activities" definition. I n ot her

words, it includes land that's held for future
devel opnent .

In the followi ng year, in the year 2000, the
Conmi ssi on has actually used $9.6 mllion for the
airfield land valuation, which is actually the | and
val uation or the valuation of land that's used just for
pricing purposes, because just recall that Cl AL has
actually backed out that land that's held for future
devel opnent, so there's an inconsistency there and the
reval uation spi ke actually ari ses because of that
i nconsi stency. W have not taken that out here, we are
just denonstrating what woul d happen if the Commi ssion
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adj usted the revenue figures and al so adopted a nore
realistic approach to allocating costs back through tine.

CHAI R Evan Ganby.

MR GAMBY: Can | just ask you M Seed, | think you said you

whacked out |and held for future devel opnent purposes.
Can you explain to the Conmi ssion why you did that for
char gi ng purposes, please?

SEED: Certainly.

The reason that we renoved, in this case |and that
was held for future devel opnent, was because it is just
so far in the future. 1In this case it would be beyond
15, 20 years that that |and, which conprises a
golf course and also other land that's to the west of the
mai n runway, could potentially be used for a third
runway, don't forget ClAL already has two runways. So
that was the reason that we actually took that I and out.
It was a tinmng and proxinmity issue nore than anything
el se.

MR GAMBY: | think the Commi ssion is particularly

interested in the timng issue of backing out land. |If
the period was considerably shorter and there was an
identifiable need for, say, another runway but the timng
was not quite right, would you leave it in or would you
back it out?

SEED: Yes, we would have left it in because, once
again, it cones within the time horizon that we'd be
usi ng.

CHAI R Thanks M Ganby.

MR SEED: Thank you.

The second part, or the second leg |I guess to the
anal ysis of the Conmi ssion'sClAL analysis, was that we
| ooked at the Conmission's allocation of future excess
returns.

Now, these are inportant because they affect the
cal cul ation of allocative efficiency and excess returns,
and they're deternined as a result of a nunber of
assunptions, in particular the assunptions about airfield
revenue, assunptions about the cost of capital,
assunpti ons about operating costs and assunptions about
the asset base, and the value of the asset base.

Now, all we've done in this analysis of future
returns is just to | ook at the revenue issue, we've just
| ooked solely at the revenue issue in this particular
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case. In ny cross-subm ssion, you may recall in ny
earlier witten material we al so made sone adjustnments to
WACC and the asset values to | ook at the sensitivity of
the out cones through. However, in the cross-subm ssion
and what | will be discussing today |I'mjust |ooking at
the revenue i ssue.

There are a nunber of significant errors in the
Conmi ssion's assessnment of futureClIAL airfield revenue,
and | guess the main one is one that we've picked up and
we noted in the earlier subnission on the draft report,
that was the inclusion of around about 4,600 novenents
for a Tupolev 154, and that it's an obvi ous transposition
between -- well, it seens to us to be an obvi ous
transposition between a netro-liner, which is a snaller
aircraft, weighing about 7 and a halftonne, and a
Tupol ev 154, which is a larger aircraft, weighing roughly
at about 100 tonne. These aircraft are simlar to the
Boeing 727. They seat about 160 peopl e.

So, what will happen there is you take the prices
that we calcul ated, and that aircraft wasn't ever
included in the allocation of reference revenue, you're
going to end up with an overstatenent of reference
revenue, you can't help but do that.

Just to step back for a second just to describe to
t he Conmi ssion how we actually cal cul ate prices: Wat
we've done is, in the pricing nodel we've deternined the
reference revenue for airfield, and then we have
al l ocated that reference revenue between the various
aircraft that use the airport.

It's inmportant to note that your assunptions about
your fleet mx -- what airports refer to as their "fleet
mx" -- are critical to the price that's are deternined.

If you only had one type of aircraft |anding at
Cl AL, obviously you're going to have one price and that's
going to apply right across and it won't really nmatter
too much. But if you have a range of different aircraft
and they fall into different what we call MCTOW bands,
your central assunption about how those bands or how t he
dynam ¢ between, say, the airline's use of different
aircraft in different bands changes through tine, can
have a significant effect on the out-turn.

For exanple, if airlines start to use aircraft that
have -- that what we call |ower gauge, smaller aircraft,
so they increase their |load factors and so on and so
forth, you're going to end up with a situation where you
wi || be under-recovering on your reference revenue
rel evant to what you shoul d be.

So, what happened here is we cal cul ated prices based
on one set of fleet m x assunptions, the Conmi ssion has
then used those prices with a conpletely different set of
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fleet m x assunptions, and this is one of the major
di fferences, obviously.

Second mmj or difference was, they or the Conm ssion
in its analysis doubl e-counted the novenents growth for
the year 2001. The donmestic novenents were inflated by,
I think it was around about 6% from nmenory, although I'd
need to check that figure, and the international
nmovenents were also inflated by another nunber, across
the board irrespective of the type of aircraft.

Now, that introduces a bias because not all aircraft
have increased at the sanme rate, but also our estimates
for 2001 took those increases into account in the first
pl ace, so any further percentage adjustnment was going to
doubl e-count that.

The third point is that there was no adjustnment for
changes in fleet mx. Now, during 2001 there's obviously
been sone significant changes in fleet nix at
Christchurch. There was an initial conplete drop in the
146 or the whisper-jet usage at Christchurch due to the
dem se of Qantas New Zeal and, subsequently those aircraft
have been reinstated and are being used by Air
New Zeal and and bei ng operated out of what we call
Donmestic Termi nal 2 out of Christchurch, which was the
ol d Ansett termnal.

There's al so been increased 737-300 usage by Qantas
areas, and there's al so been a nunber of other changes,
al t hough we haven't necessarily picked those up with the
nunbers that we put in. For exanple, Korean Airways have
st opped flying the B777-200 series to Christchurch and
that has also had a significant inpact on the fleet nix
there

So, for the year 2001 the Commerce Commi ssion said
that we -- or rather, for the first year of new prices,
and it's a little bit confusing fromthe Commi ssion's
anal ysi s whether they neant for the full financial year
ended 30 June 2001 or whether they neant for the full
cal endar year ended 31 Decenber 2001. W' ve assuned in
this analysis that we're tal king about the end of the
fi nanci al year.

For the end of the financial year, 30 June 2001, the
actual Cl AL revenue for the airfield was $9.6 mllion.

In the Conmission's analysis, the nunber that's been used
is around about $17.6 nmillion

So, the Commi ssion's assessnent was around about
$8 million nore than what ClAL's actual out-turn was.

And al so, due largely to theTupolev error, the
| anded MCTOW was around about half a mlliontonnes |ess
than the Comm ssion's assessnment of 2.3 m|liontonnes of
| anded MCTOW

Now, these are quite critical because they are al
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inputs to the assessnment of excess returns andall ocative
efficiency.

So, if we can just leave -- this is the first -- or
this is the, if you like, it's a transition year, just
recall that CIAL's new prices actually came into force on
1 January 2001 for the airfield, so we've only had
six nmonths of the new prices, the old prices applied from
1 July 2000 to the end of Decenber 2000. So we've sort
of had a transition year in this particular year

So, if we look at what actually happened in the
first full year, the inplications are that our airfield
revenue is significantly lower still in the first ful
year if we correct for the fleet mx issues. |In fact
it's around about $4, 500,000 | ess than the Conmi ssion's
assessnent. The total |anded MCTOWis around about 470,
480, 000 tonne | ess than the Comm ssion's assessnent.

The average | andi ng charge per tonne is about $7.10,
t he Conmi ssion said about $7.55 and, as | said before,
wi t hout changi ng anyt hing el se, wi thout touching any of
t he other assunptions about WACC or the asset values, the
excess returns, instead of being $3.8 million are around
about $800, 000. So, we believe that these are
significant differences and obviously we'd |ike the
Commi ssion to take these points into account.

Are there any questions at this point, M Chairnmn?

CHAI R Yeah, I'll just see, M Seed. Susan Brown, do you
wi sh to comment at the nonment on those figures?
M5 BROWN: No.

MR CURTI N: Just one question, M Seed, if | could.

You showed that the airfield revenues, as you've
recal cul ated them back over tine, were relatively
constant, say, from 1990 onwards. What was the growh in
MCTOW or any ot her neasures of real |andings over, say,
1990 to 2000? Because |I'mwondering, if there was a rea
growh in activity why the revenues woul d have stayed
relatively stable. [|I'mnot disputing it, I'mjust trying
to come to an understandi ng about it.

MR SEED: ["msorry, | don't have the data with me and 1'd

be only guessing off the top of ny head, but | can supply
that to you

MR CURTI N: Mm | think it would be interesting. As |

say, I'min no way disputing it, I'mjust wondering how
did things [ine up

MR BELLEW | could give you sone prelimnary coments.
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There's a reasonable correl ati on bet ween MCTOW and
passenger growth and, on average, passenger growh woul d
have been in the order of about 2.5%for donmestic and
probably closer to 6% for international. But there's
been a change of setting that in terms of nore efficient
aircraft, in ternms of smaller aircraft which works the
ot her way, so those are the factors that basically
impact. But there's been real growth in that tine
definitely nmeasured at the passenger |evel.

MR CURTI N: Thank you very nuch

CHAI R Just to follow that quickly. So the
extrapol ati ons, we have entered June 2002, the change in
aircraft mx, notwthstandi ng passenger growth, brings
that total |anding charge figure down? | think that's
what you're saying, M Seed, |ooking at your -- for the
year ended 30 June 2002 tonnage is 1.8 as against 2.3.
One assunes if passenger growth carried on there's been a
change in aircraft mx that, in essence, | presune has
nmore smaller aircraft conparatively than | arger ones?

MR SEED: M  Chairman, what | have attenpted to do in the
time avail abl e between when we were preparing the
cross-submi ssion, was to go back and | ook at the 2001
year out-turn, and given the infornmation -- of course,
hi ndsi ght's a wonderful thing and we were |ucky enough to
have the out-turns that the Commi ssion did not, so we
were able to use the information for the second half of
2001 to infer what the fleet m x would actually ook Iike
for 2002, and | have included those as Appendix Cl1 and
Appendi x C2 to my cross-subnission

The main differences there, as | said, were due to
the change in B146 novenents and al so 737 novenents, that
was how we estimated the fleet mx there.

CHAI R: Thank you.

MR SEED: If there are no further questions on that
particular part of ny presentation, 1'd now |like to nove
on to a discussion of optimisation issues. That will
then be followed by a discussion of theODRC and then a
di scussi on of DCF, so we're around about a third of the
way t hrough.

CHAI R: That's fine, because this is another inportant
issue -- principle as well as specificity.

MR SEED: So, we've been dealing here with issues, there's
been sone principle issues here but their mainly nunbers.
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We' re now going to be tal ki ng about sonme further
princi pl es.

In terms of nmy presentation onoptimsation, |'d
like to address three or four nmain points, and they are
firstly, what isoptimsation and does it matter? The
second point is, shouldoptimsation include any
al  owance for hindsight? |In other words, should we be
able to | ook back and with the benefit of hindsight nake
adjustnments? 1'd like also to touch onClAL's pricing
principles, which were introduced in the pricing
proposals that it discussed with airlines and al so that
we've relayed to the Comrission. |1'd like to discuss
some international trends in this area as well.

In terms of what the Conmmi ssion neans by
"optim sation", the Conmission set out its definition of
"optim sation" at paragraph 7.48. |, with respect, think
that the Commi ssion's definition of 'optimsation” is
somewhat inconplete and perhaps a bit m sl eadi ng.

It's paragraph 7.48. The Commi ssion's definition
inplies that optim sation is only really related to the
gquantity of assets used to provide the service.

Now, | believe that optim sation involves nore than
maki ng adjustnments "just to the quantity of the assets,
and thereby reflecting changes in the required depl oynent
of the scale of assets", unquote, as the Conmi ssion
states. | believe that optimisation is nore fundanmenta
and is effected at two | evels.

Firstly, it's effected at the determ nation of the
repl acenment cost of the asset, and this is where this
noti on of the nodern equival ent asset conmes into play.
And secondly, optim sation cuts or bites in terns of
deternmining the quantities of the asset that are to be
i ncl uded. So, there's these two steps.

Now, what |'m going to be introducing today is
nothing new As we'll see |ater, these concepts -- if |
was speaking at a Valuers' Conference |I'd be | ooked at
long and hard for, "Wiy are you telling us this?"
However, they're perhaps -- as we've already
seen -- they're perhaps new or different ways of thinking
about the ideas of asset valuation, you know, if you are
comng into it cold.

The way | viewoptimisation is that, it involves
maki ng adjustments to the asset values to take account of
t echnol ogi cal obsol escence, redundancy and surpl us
assets. Now, this term"the nodern equival ent asset”, if
you like, corrects for changes in technology, and also to
a |l arge extent obsol escence | guess.

VWhat we're looking for is the, if you like, the
cheapest way of replicating the utility that's provided
by a particular asset; that's what we're ainming to do.
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W're trying to say, well, if you actually were going to
buil d, say, a hospital today and you were faced with an
exi sting hospital -- sorry, you were faced with a range

of choi ces, how would you go about a building it?

Now, that's the question that valuers ask thensel ves
if they have to stunp up and actually value a hospita
such as -- I"'mtrying to think of an exanple -- |I'm sure
David ark won't mind -- but if we talk, say, about
Sout h Auckl and Health as a hospital.

That was a hospital that was built back in the
1940s. It was built beside the railway station because
the troops were going to cone through fromthe wharves,
you know, the wounded troops were going to come down from
the South Pacific and it had things |ike tubercul osis
wards, it was built out of double brick plastered on the
out side, which is a very expensive way of building a
hospi t al

Now, if you were going to build another hospita
today, you would do that quite differently, you would
probably use tilt slab construction and you would find
that the cost of replicating that particular |evel of
utility or replace the asset, not reproducing asset but
repl acing the asset would be considerably |ess.

Now, the sane thing applies with airports, because,
for exanple, when we undertook the valuation of theCl AL
termnal, not the -- not that termnals are part of this
di scussion, but just to use it as an exanple -- the
domestic term nal was valued using the same rate per
square netre of replacenent cost as the internationa
termnal. The donestic termnal, to rebuild it brick by
brick, in exactly the sanme way that it's actually
standi ng there today, would have been consi derably nore
than the repl acenent cost.

So, do you see what optinmisation is trying to do
here? It's trying to say, what is the | east cost
replication of the existing utility?

Now, that's the first part. The second part is
obviously correcting for the idea of any kind of surplus
assets, and we can deal with that |ater

But, the point I'mtrying to get across here is
that, optinisation with these two parts, it just doesn't
mesh in very well at all with the concept of historic
cost, because historic cost is, or could be inClAL'S
case, a cost that was based on a construction technol ogy
that could have been up to 50, 60 years old.

And if we're trying to say, well, what rate of
return shoul d an organi sati on be earning today on the, if
you like, the -- its investnent today, to nme that seens

i ncongr uous.
So, just touching on these points and just
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sumari si ng; what does optim sation actually do? Well
if you ook at howit actually works inpractise -- and
guess | cone to this topic as a grimy finger-nailed
practitioner, because this is what | largely do for a

living, is to |look at these types of problens and, just
as an aside, these types of optinisation issues aren't
just applied to network assets or sewerage assets, or

ot her types of nopnopol y-owned assets, they are applied to
speci al i sed assets in general.

Now, speci alised assets can be owned by a nonopoly
or somebody operating in a non-contestable market, they
can al so be owned by a business operating in a
contestabl e market .

| just want to nmeke that point and nmake sure that's
made quite clearly, that ODRC is applied to specialised
assets.

The test isn't whether those assets are owned by a
nmonopoly or whether they' re owned by sonebody in a
contestable market, they're applied tospecialised
assets.

Now, in association with other professionals in this
room | have been involved in the valuation of assets
such as breweries; |1've been involved in the val uation of
assets such as bottling plants that have been owned by
busi nesses that have shares that are traded on the
St ock Exchange and conpete -- or rather, the products
that they produce conpete in contestable markets.

So, the assets thenselves arespecialised; their
out put doesn't necessarily have to be of a nonopoly or
non- cont est abl e nat ure.

So, just coming back to this point about
optim sation; how do we deal with surplus assets? |[|'ll
deal later with how we define what a surplus asset is but
once we identify an asset that's surplus, well, it's
explicitly optinmised, and that has the inpact of reducing
t he val ue.

How do we deal with things |ike poor asset
condition? Going back to our South Auckland Heal th
exanple. You night argue whether health is supplied in a
contestabl e or a non-contestable market, but that's a
good exanpl e of valuation of specialised asset there.

Say, for exanple, if you have a run-down hospital,
it's poor -- there's an awful ot of renedial work that
needs to be done to the building, to the assets, how do
you deal with that? WelIl, those things are explicitly
taken account of in theoptimsation process; it has the
i mpact of reducing the val ue.

How do you take account of obsol escence? |n other
wor ds, how do you take account of -- going back to the
hospi tal anal ogy -- our tuberculosis ward? WelIl, that's
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reflected in the nodern equival ent asset and it has the
i npact of reducing the value. |In other words, you

woul dn't say that you would build or rebuild that
particular asset in that particular way. As | used
before, the exanple of Christchurch, you wouldn't rebuild
a donestic ternminal brick by brick and have all the
little rabbit warren corridors going everywhere that you
have at the nonent; it would be a nuch nore open
structure, nmuch nore efficient in ternms of its heating,
ventilation, air conditioning etc and electrical plant
and so on and so forth, and you'd find that the

repl acenent cost woul d be nmuchmuch | ower

The overall inpact would be that it would reduce the
val ue, conpared -- if | can just nmake this point -- al
of those inpacts are reduced val ue conpared to the cost
of reproduction.

It's just inportant that we actually make the
di stinction here between the cost of reproduction of the
exi sting asset, as | said before, brick by brick, and the
cost of replacenent, which is a replication of the
utility that's provided.

Lastly, if we're going to look at an asset that, for
what ever reason, we know is going to be or have a
shortened economc life, for whatever reason; could be
that the business is going to be shut down or sonething
i ke that, how do we take account of that? O a better
exanpl e perhaps is that the asset is going to be replaced
by another asset at sonme point in the future. So we know
that that asset is only going to continue to provide that
utility for alinted period of tine.

Well, what we do there is, we reduce the remaining
economic life of it, and once again, that has the inpact
of reducing the val ue.

So, it's quite inportant that we just understand
t hese points because there seens to be, and perhaps |'ve
m sconstrued sort of the nood of the views, but there
seens to be a view afoot that theODRC value will always
be excessive and open to mani pul ati on.

I would put it to the Comni ssion that theODRC
approach is very transparent, and it can be audited and
is audited, in fact. And | think that, if you actually
have a sensi bl e val uati on handbook, for exanple -- and
think the airports have all produced docunents that do
that type of thing -- it actually sets out the principle
for valuation that valuers can actually follow  For
exanpl e, giving sonme indication on how one determ nes
what the surplus assets are, giving sone indication on
how you determ ne what the econonic lives are, and | will
come shortly to describing to the Comr ssion how you can
actually deternine what a surplus asset is and actually
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make sone assessnent about whether it should be included
in the asset base or not.

CHAI R: Can | ask you a question, M Seed, at this point,

and it may be better addressed to sone of the other
subnmitters fromother network industries next week, but
some of the comments at |east onODV and to a | esser
extent ODRC, has tended to surround the frequency and
results of reval uati ons.

Now, have you got a view as to whether that's an
i nherent outcone of the valuation approach, or is it nore
fundanmental in relation to the way those assets have been
treated prior tocorporatisation, or whatever?

MR SEED: I think it's a hangover to the past nore than

anything. |If | understand your question correctly.

CHAI R My question is, is it based on the historical way

i n which those assets were val ued beforecorporatisation
in the case of airports or power conpani es or whoever,
rather than using ODV or ODRC as a val uation techni que?

| mean sonme of the discussion -- |I'mnot taking a
viewon it at all, particularly surrounding those two
nmet hodol ogies -- tends to be clouded at |east by the

out cone of reval uati ons over tine.

So, what I'mtrying to get at is, is it the
techni que of valuation, or is it the tineframe or
environment in which the techni que was applied?

MR SEED: I would suggest it's the latter. | don't think

it's the technique as such. | think to throw the
techni que out because there's problens with the
environment, is throwing the baby out with the bath
wat er .

CHAI R Thank you.

MR SEED: The next point I'd like to nove to is just the

i ssue of how oneoptimses. M viewis that optinisation
does rely on hindsight and | disagree, respectfully, with
t he Conmi ssion's proposed application of theoptim sation
principle insofar as it states -- and it states at
paragraph 7.48, that: "So as not to discourage
i nnovati on decisions tooptinise assets should consi der
whet her the decision to invest was poor at the tinme it
was made and not rely on the benefit of hindsight".
That's the Conmission's view Now, ny view is that
that statenent is incorrect as it contradicts the sort of
fundanmental principle of optimsation as it relates to
asset valuation. | think that by its very nature
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optim sation does rely on the benefit of hindsight, and
perhaps if | could just wal k the Commi ssion through ny
reasoning for this now.

There are a nunber of possible reasons why you ni ght
want to optim se the assets in ternms of identifying
surplus assets, and for want of better nanmes |'ve terned
these Type I, Type Il and Type Ill reasons.

A Type | reason is where there's been a market event
subsequent to the investnent that a reasonabl e person
woul d not have antici pated when the asset was built
and/or put in place. So, that's a Type |I reason

A Type Il reason is -- and |I'll give sone exanpl es
to these reasons to follow -- a Type |l reason is where
there's an unanticipated technol ogi cal change and, as we
di scussed, that could be due to a building technol ogy
change or sonmebody naking a new i nvention, or something
like that, and that is going to result in a change in the
cost of the technol ogy.

A Type |1l reason, on the other hand, is one that,
suppose ny col |l eague Tom West on woul d cal | ed "w cked"
and that's where a deci sion was wong when the asset was
built. In other words, it was a wong deci si on when the
asset was built or put in place, and it was a decision
that a rational manager woul d not have rmade with the
benefit of all the available information. So, you think
of Type Il decisions as being the "w cked" ones and
Type | and Type |l decisions as being ones where you
couldn't have antici pated reasonably what was actually
happeni ng.

Now, an exanple of a Type | reason mght be in an
airport's case, an unanticipated reduction in airport
| andi ng vol unes and, therefore, required capacity, and
could be due, for exanple -- a good exanple recently is
what's happened to Donestic Term nal 2 at
Christchurch Airport follow ng the dem se of Qantas
New Zeal and, that was an unantici pated event.

Now, a Type Il reason, on the other hand, reflects a
change in technology, and this is going to affect the
cost of building or putting in place those assets, in
other words, it's going to dictate the cost of
replicating or replacing the utility of those assets,
it's probably gonna go down.

Now, as | described to you before, the cost of the
international terminal built in 1997 is considerably | ess
than the real cost per squarenetre of reproducing or
replicating on a brick-by-brick basis the existing
domestic termnal, which was built between the 1950s and
the 1970s. The later parts, obviously, in the 1980s.

So, you've got those two reasons. Now, the Type II
reason is the one that really -- I'd just like to
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concentrate on at the nonent.

The Type |11 reason invol ves airport managenent and
the Board of Directors effectively making a wong
deci sion, a wong investnent decision -- for whatever
reason -- and furthernore know ng that they were making a
wrong deci si on.

Now, this could include investnents that were nade
or justified on other than good econonic grounds, and I
guess there's always situations where, sort of, hindsight
pl ays things back at you. For exanple, |'msure you wll
all recall the Cyde Dam and thekerfuffle, especially in
legislation in 81, 82 and so on and so forth.

Now, one could say that that was a very bad
i nvest ment deci sion and probably up till this year it
probably has been. However, for Contact perhaps it's not
such a bad decision at the nonent. But if we follow the
Commi ssion's approach, theoptinisation would actually
see the damoptim sed because it woul d be without any
regard of the benefit of hindsight. 1In other words, it
was only a good decision with the benefit of hindsight as
opposed to being a bad deci sion.

So, the accepted interpretation, in valuation field
anyway, is that optimsation is -- or the accepted
interpretation of optimsation in the valuation field
anyway, is to treat all of these reasons foroptim sation
as being equal or they'Il all have equal weight, despite
the fact that they inply quite different |evels of
managerial responsibility.

The first two reasons there, you know, "Awfully bad
[ uck chaps but things have changed". The third reason
is, "You knew that you were maki ng a bad deci sion and you
went ahead anyway".

Now, the inportant point here is that, if the
Commi ssion says that it's not going to rely on the
benefit of hindsight to determine if an investnent was
poor at the tine it was made, then the Conmm ssion's
reasoni ng -- under Conmi ssion's reasoning Type | and
Type |l events would result in nooptimsation.

Now, if we look at the third reason for
optim sation, for the Comm ssion to apply this, the
Commi ssi on woul d actually have to be able to Judge that
there were assets that shoul d be excluded because the
Conmi ssion woul d actually have to find that the airport,
or whoever, nmade a bad decision at the tine that
i nvest ment was made, and it was knowi ngly made. [In other
words, it was a bad decision at the tine that was
know ngly nade.

BATES: Could I just interrupt you at this point please,
because what you've said in your handout is, "Qur
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understanding is that the Conmmi ssion would onlyoptin se
for Type Il events", and you've referred to

paragraph 7.48. If | can read from7.49, the Commi ssion
says:

"The Commission's prelimnary viewis that only used
and useful assets should be included in the asset base on
which the rate of return is calculated, all other assets
shoul d be optinised out."

Now, if | can just put a gloss on that. The
Commi ssion's purpose for valuing is to -- is for pricing,
and so what ny friend referred to -- ny |learned friend,

M Weston, referred to was "slow ng", and you know what
they are; whether the asset was used and useful -- and/or
useful, and that really links back to not sticking
today's consuners for any other than -- any costs other
than today's costs. So, that's really the rationale

behi nd the Commi ssion's approach

I think it's not right to say that, "The Commi ssion
woul d only optimse for Type Il events", | just wanted
to explain to you where the Commi ssion sees itself comng
fromon this question of optim sation.

SEED: Thank you. Yes, |'ve taken your point.

So, just tosummarise, however -- [pause].
Just to point out, however, we do understand the
Commi ssion's position on used and useful. W have sone

coments later on the application of used and useful, and
I guess the discussion that |'ve got running down here is
a logical precursor to that, but | do take your points on
board.

BATES: Just excuse nme one nmonent. [Pause]. Thank you.

SEED: Just noving on to the very question now of
starting to address the concept of used and useful, and
guess saying, well, you know, how in a practical sense do

we determ ne what a surplus asset actually is?

Now, our view is that you need to consider a nunber
of questions, and not the |east being, for exanple, when
you start asking these questions is the asset, for
exanpl e, one not being used now but is going to be used
in the future and how far away in the future is that? |Is
it one that's never going to be used at all? And, is the
asset that we're tal king about one that's tenporarily
unused say, for exanple, because of a schedul e change but
may well be used within the planning horizon of the
busi ness?

Now, in ternms of addressing sone of these questions,
the New Zeal and I nfrastructural Asset Managenent Mnual ,
commonly called "the NAMs manual ", N-A-M S nanual , gives
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some guidance in this area, and suggests that, "Surplus
assets reflect the extent..." -- and this is a quote --
"...reflect the extent to which sone assets are now
redundant. An exanple could be a road bypass or a bridge
which is still in place does not serve any purpose". 1In
other words, it's obviously a surplus asset.

Furthernore, the NAMs manual enphasi ses that, "For
val uati ons purposes the existing system configuration
shoul d be used and onlyoptinised in part where it is
cl ear that those parts of the system would be
reconfigured differently if replaced". That's nore of a
systemati c issue.

But | guess what we're trying to get across here is
that, optim sation for surplus assets is not an ad hoc
approach, it's one that is closely related to the
organi sation's asset managenent plan. And | think that's
an inportant issue because there was no di scussion of
that -- or my understanding is that there was no
di scussion of that in the Conm ssion's docunentation, and
I"I'l introduce later a concept of how these asset
managenent plans can be used to deternine what surplus
assets are.

BATES: Could I just ask you a further question

Is it your view that the only assets which should be
optim sed out are surplus assets? And I'Il add to that.
When you are | ooking at a valuation for pricing purposes,
do you think the only assets that should beoptin sed out
are surplus assets?

SEED: I would just like to step back fromthat, if |
could, and just go back to our definition of
"optimisation" that we're tal king about. Optimsation
occurs at two levels, youoptinise for surplus assets and
redundant assets, you also correct for obsol escence.

BATES: Yes.

SEED: So there's two | evels of optim sation occurring
there. So, on one hand, yes, you're identifying surplus
assets and taking those out, on the other hand you nay
al so be reducing the value by making adjustnents to

repl acenent costs.

BATES: I'"'mnot quite sure whether you have answered ny
guesti on because what I'mtrying to get at is this; 1"l
try and explain it as clearly as | can.

As | said before, we are trying to get an asset
val ue for pricing purposes. Now, given that it's for
t hose purposes, given that we're operating on the basis
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that you only charge today's consuners for today's costs,
woul d you agree that it would be only surplus assets that
you woul d optinmise out, or do you think you would
optim se other assets out?

SEED: No, you woul d opti m se surplus assets but | guess
what |I'mcoming to is the definition of what those
surplus assets actually are.

BATES: So, would you onlyoptimse out surplus assets
in those circunstances that | have described, i.e. it's
for pricing and you are operating on the basis that
today's consuners will neet today's costs?

SEED: If | understand your question correctly; yes, you
woul d optinmise out for surplus assets but, as | said
before, you have to be very careful about how you
actual ly define what those surplus assets actually are.

BATES: But, is it only surplus assets that you think
you woul d optinise out for?

SEED: Well, yes. I'msorry, | don't quite follow that
one.

BATES: Well, there may be assets which you woul dn't
call surplus assets but they're not used or useful, and
they're not assets that you should bring into account for
pricing purposes?

SEED: | beg your pardon, | don't nmeke a differentiation
bet ween what you are calling "used and useful" and the
assets that aren't optini sed.

BATES: I"mjust trying to understand --
SEED: Perhaps if | can just clarify then, | understand
your question. [Pause].

I'msorry.

BATES: That's all right.

SEED: In terms of the used and useful. The used and
useful and surplus assets are inextricably related
because what |'msaying is that, in terns of how you
actually apply your concept of used and useful, and we
have sone views on that which I'd like to explore with
you -- and obviously our view on the application of used
and useful is different than the Conmission's --
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M5 BATES: | think that's probably what it cones down to.
MR SEED: -- and, therefore, our definition of "surplus

assets" is probably different than the Commi ssion's.

M5 REBSTQOCK: Can | just put a followup question. G ven
your definition of "surplus assets", why woul d
Christchurch optim se out the value of the |and for your
expected runway that you' re not expecting to do for
15 years?

I mean, it seens to nme that definition would say it
shoul dn't be optini sed out.

MR SEED: No, | don't believe our definition of "surplus
assets" would say that at all.

M5 REBSTQOCK: But you have a reasonabl e prospect that you
will beutilising that asset at sonme point.

MR SEED: Because we' ve used a di scounted cash fl ow
approach. |If you take the present value of the inclusion
of that, it's veryvery low So, for practical purposes,
given that that particular airfield -- sorry, that
particular |and nay not be included for something |ike
20 years, for practical purposes it was left out.

May | nove on?

M5 BATES. Yes, you may.
CHAI R: Thanks M Seed, please.

MR SEED: Okay. So, | guess what we're trying to get
across here is that, we're trying to set a val ue which
exi sts somewhere between the risk of systematic
over-capi talisation through over-building and including
too many assets in the asset base, and systematic
under-val uati on of the assets through excessive
optim sation of the assets that still have some econonic
value to the firm So, we're walking a bit of a fine
line here and, as a practitioner who's been involved with
this, you actually end up having to lean fairly hard on
both the nmaster plan of the conpany and al so asset
managemnment plans, and that doesn't just apply to
airports, it applies to basically any business, that you
actually have to nake sone realistic judgments about what
t hat busi ness and a reasonabl e operator would be doing
t here.

Now, |'ve just put in this other definition which is
offered by the Institute of Chartered Accountants, and
they define surplus assets for accounting reporting
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purses, as "Assets for which there is no reasonable
prospect they will ever be required inutilising an asset
inits current fornf', and that's from FRS- 3.

Now, all |'m suggesting here is that, lrealise the
Conmi ssion has a view on used and useful -- and | think
we understand where the Commission's comng fromthere --
" mjust asking the Comm ssion to consider some of the,
per haps, nodifications to that view which nean that it
affects the definition of "useful"”

BATES: Could I just say to you -- let ne think about
how to put this -- but it may be that a valuation for
pricing purposes is different froma valuation for
reporting purposes; would you accept that?

SEED: No, | wouldn't actually. | believe that, if you
are assessing the market value of an asset, you assess
the market value of an asset.

BATES: So, you don't see the necessity to use a
di fferent approach if you're valuing for pricing?

SEED: There nay be sone stipulations in, for exanple,
financial reporting standards as to things thatvaluers
nmust take into account, however, overall, if you are

asked to deternmine a fair value or a market val ue of an
asset, ultimtely that's going to be the value to al
econoni ¢ agents, not just those people deternining
prices.

TAYLOR: Could I just followup with one there? Just to
understand, the value of the surplus land in Christchurch
for financial accounting -- reporting purposes, has
conpared to -- we know what you' ve done for pricing
purposes -- what's it in the accounts at, Peter?

SEED: That's the value of surplus land, is it Peter?
think frommenory it's around about $3 million but |'m
only guessing, | can give you the exact nunber.

TAYLOR: That's roughl y?

SEED: It's approximately one-third of the value of the
land that's been used for pricing purposes.

CURTI N: Just if | could add one other thing. | think
you will be tal king about what principles you actually

use yourselves in coming to your own view of surplus
assets, but looking at | CANZ definition, that's a pretty
demandi ng threshold, and | just wonder about the degree
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of hel pful ness of that definition, accepting

extraordi narily unequivocal situations, where a road has
been bypassed or sonething or has been -- your road to
nowhere situations it mght cover, but virtually
everything else it doesn't seemto ne to offer a great
deal of practical guidance.

MR SEED: | guess I'm sort of, offering it as a bound in
this case.
M5 REBSTOCK: | just would like to ask you a further

question following on from M Bates' question

| assume you are taking us through the genera
approach to val uing assets of the conpany, and | guess ny
guestion is, are we going to get -- are you going to go
on and di scuss beyond the issue of how they would val ue
what ever assets they have, to the issue of which of those
assets that are valued should be included in the asset
base that is used for the purposes of price setting in
terns of |anding charges?

Because, it seens to ne, there are two different
i ssues, and | wonder if you accept that proposition, that
they are two distinct issues, and whether you are going
to nove on to the issue of how do you -- beyond the issue
of how this conmpany values its assets -- how does it
deci de which of those assets should be included in the
asset base for pricing purposes with respect to today's
consumers?

MR SEED: | do -- | deal mainly at the principles |evel.

In ternms of including assets, in terns of the
di scussi on of which assets have actually been included --

M5 REBSTOCK: Wul d you agree, then, that if you don't nove

beyond t he general issue of how a conpany values its

assets, for the purposes we are addressing here -- which
i s about how these conpanies price to their
customers -- that this only gets us part of the way; that

there is a second issue we nust address in order to get
to the point where we can decide which assets should be
i ncl uded, which val ue should and whi ch assets shoul d be
i ncl uded for the purposes of pricing?

MR SEED: Thank you. M discussion is actually critiquing

the -- or discussing, really, the Comni ssion's principles
and trying to get to that very point, that, how do we
deterni ne which assets need to be included in the asset
base.

M5 REBSTOCK: But what | hear you critiquing is an approach
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to valuing a conpany's assets for the purposes of val uing
conpany's assets. \What | don't hear is a critique of how
t he Commi ssi on has deci ded whi ch assets shoul d be
included in the asset base for pricing purposes.

And so, | just would like to know if you are going
to nove at sone point on to that issue?

SEED: [ Pause] . Just a point to note for the

Conmi ssion: There haven't actually been any assets
optim sed out at Christchurch so, that's actually not
part of the discussion here for a start. But, what |
woul d - -

REBSTOCK: | understand that.

SEED: But what | would like to point out is, we are
going to be dealing directly with the used and useful and
how we actual ly operationalise that right now in the next
sl i de.

M5 REBSTOCK: Thank you.

CHAI R I think, M Seed, at the end of the presentation we

coul d probably cone back individually to ask nore
specific questions if it's not covered in the further
part of the paper. So | suggest you carry on as you are
doing and then, if there are any nore questions about the
application of the principles once you've been through
the use and useful analysis, | suggest we come back to it
t hen.

MR SEED: Just touching on that very question of pricing

principles: CIAL, fromits first discussions with the
airlines, has always included pricing principles inits
di scussion. ClIAL agrees with the Commi ssion, that
principles are required but | guess -- and this is the
very point -- the very nub that we're comng to -- is
that, fromour point of view, the used and used principle
is actually undefi ned.

For exanple, what does it actually nean?
Does -- there are a range of possible neani ngs that we
could actually attribute to that, but does it nean, for
exanpl e, that assets that are going to be used in one,
five or 10 years, CIAL's got a five to 10 year planning
hori zon, should it be including those assets. And
guess one of the things that we touch on is that, there
is sone potential there for sone contradictions in the
Commi ssion' s definition.

Qur understanding -- and we use the term "naive", we
don't nean it pejoratively, we just nmean a crude
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under st andi ng of what you are tal ki ng about -- is that
"used and useful " neans only assets inmmedi ately required
are counted in the asset base. |In other words, only
assets that -- for exanple, if you could think of an

airfield that only needs a certai nnmetreage of runway,
only those assets are actually required; any excess is
optim sed out.

Now, there are a nunber of potential issues there
that I'd just like to raise. One is that, it's one thing
to make what amounts to a stroke-of-the-penoptinisation
of an asset base. |It's another thing to take account of
the actual costs of putting in place these types of fixed
assets, nanaging themthrough time, and dealing with the
flexibility and the demand for those, and | guess it's
just the same as any other network operator, it's the
sanme sort of principles that face any other network
oper at or.

For exanple, just |ooking at Christchurch and its
operations with airlines; the airport determnes its
prices | ooking forward, while bearing in mnd that costs
are fixed over the pricing period and the airport has
little or no control over the demand that's going to be
pl aced on those facilities, it doesn't actually stop
aircraft landing there, it doesn't turn people away.

Now, one reality is that every six nonths the
airlines basicallyrejig their tinmetables. Now, that is
al so done functionally unilaterally, the tinetables
change and on international that can have quite marked
effects on peak hour pax demand and in the arrivals hall,
departure hall and so on.

Now, overall then, what we're | ooking at here is,
faced with this kind of volatility going on out there,
and also faced with the fact that you've got a facility
that you're managi ng, you' ve got decisions to make about
when you expand, how you operate the facility and so on
and so forth, surely the overall goal of the asset
manager is tomnimse what |'ve terned here "life cycle
costs".

In other words, if you build an asset, you are
probably going to build an asset that is nore than the
capacity that you actually currently require. | would
suggest to you that it's comrercial commonsense that,
when, for exanple, a term nal or another building -- or
what ever buil ding that anybody's going to construct is
built -- there will always be surplus capacity.

It would be very unlikely for sonebody to go and
buil d sonmething that, when the building was opened,
satisfied that capacity perfectly and then, the day
after, was instantly operating in a situation where there
was excess capacity.
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Likewise, it's unrealistic to expectinfrastructura
asset operators to be able to perfectly match the
capacity at each particular point intinme with the
demand. How el se could they do it?

CHAI R: Can | just ask you a question there.

If you're developing a gas field or, say, a pulp

mll in a conpetitive market, if you build another paper
machi ne, say, in a paper mll; then, until you are
actual |l y produci ng paper out of that mll, if there's a
glut of world paper in the market at that tinme, can you
logically include costs of that newnill in your pulp
price?

MR SEED: I think you'd have to view it fromthe point of

view of a mark in an equilibriumand I think, if you | ook
t hrough any contestabl e conpany, you're never going to
find aline itemin the trial balance that says, you
know, "to holding costs for future devel opnent”, or
anything like that. But what you will find is that, for
t hose businesses to be sustainable and to be able to

mai ntai n sharehol der wealth, their prices nust reflect
those holding costs. |If the prices did not reflect those
hol di ng costs --

CHAI R But you mghtn't be able to do it initially. Pulp

m ght be a better illustration than gas. | nean, to
develop a gas field, ideally you will want sonebody who's
going to build a gas fired power station. But if you are
selling pulp on the world market, on the spot market,
where demand goes up, capacity's built above demand and
there's an interregnumwhile prices build up again and
your new capacity is used.

Al'l 1'"msaying, in that sort of market, if one's
i nvestnment, even when it's coming on streamofficially,
pul p prices may still be depressed so you can't recover

devel opnment costs of that pulp at that point.

MR SEED: Why woul d pul p prices be depressed, M Chai r man?

CHAI R Just as an exanple. As | understand the pul p and

paper industry -- I'mnot an expert on it -- it does tend
to have capacity going in steps, that you build nore
capacity than you would use, and pulp prices again are
notoriously volatile on the spot market. So there, where
you' ve got to conpete with other pulp producers, there
may be a time where, even though your asset is being
built or devel oped or nmay be even used, you may not be
able initially to recover the costs of that asset in your

pul p pri ce.
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Now here, and it may be the sanme with other network
i ndustries that are in a nonopoly position, if in fact
you had an airport next door and the same thing was
happening as with the paper mll, would you be able to
bri ng those devel opnmental costs of your assets on stream
when you wanted to, rather than when the market allowed
you to?

MR SEED: | guess what we're saying here is that we're
trying to deternine a set of equilibriumprices and in
"E" the value of the business is going to be maintained,
shar ehol der wealth won't be destroyed because, under the
scenario you've just put, it would inply sharehol der
weal th woul d be destroyed.

CHAlI R Certainly the shareholder is nore at risk, | think
in that conpetitive market situation than perhaps a
nmonopol y situation.

MR SEED: Yes, but certainly I would agree with you that
you woul d be penalised for over-investnent. Wat we're
tal ki ng about here is not beingpenalised for
over-investnment, but the prices reflecting prudent
i nvest ment .

CHAI R: Thank you.

M5 REBSTOCK: | wonder if you could tell us what you would
consi der a workable definition of "used and useful" for
t hese purposes?

MR SEED: That's actually on the next slide. If it's not
the next one, it's very soon. It will either be just
before or just after norning tea

Just going back to what we were discussing there,
we're saying the ideal is -- well, one way to consider
this is to ook at the problemfromthe asset manager's
poi nt of view as being one of selecting an investnent
profile, or a project scenario whereby you' re actually
m nimsing your life-cycle costs. And those life-cycle
costs of that asset are going to be affected by the scale
of the devel opnent, the opportunity cost of capital
obviously, and also -- | haven't put it up there -- but
it's the nunber of stages in the devel opnent.

Now, if you increnmentally increase your capacity so
it's sort of, like every year you're increasing --
guess a classic one is at an international termninal where
you woul d be increasing the size of the departures area,

i ncreasing the size of the arrivals lounge in each year;
I think you could inmagine the anount of disruption and
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the extra staging costs that would be invol ved.

So, if we're not going to increnmentally increase the
size of those facilities in each and every year, what is
the optimal scale of the devel opnment? How do we tell?
Should we build a term nal which is going to do us for
20 years? Should we build a termnal which is going to
see us through the next two to three years?

One way of assessing this is to | ook at the present
value of the life-cycle costs, and effectively choose the
one or choose the scenario that actually has the | owest
life-cycle costs, because, as theACCC point out in their
draft pricing principles, there are a nunber of
situations where, if you actually over-build, or
over-build in the sense that you are building nore than
is actually required i medi ately, the present val ue of

those life-cycle costs will be | ower because you're
building a | arger area, so construction costs on average
will be lower; you are avoiding a | ot of staging costs,
they will be reduced.

So, | think any idea of used and useful, froma

practical point of view, has to actually take account of
not just a snapshot in one particular year, but actually
shoul d 1 ook at nmininising the present val ue of those
life-cycle costs.

[ Pause]. Sorry just before I noved on Irealised
hadn't di scussed a couple of remaining points on this
particul ar slide.

Now, if we were to look at the way that the
Comi ssi on seens to beoperationalising or seens to be
pl anning to operationalise the used and useful
concept -- and | just want to pick up on one point here
and perhaps it can be clarified.

| gather that the Conmi ssion's prepared to rol
forward hol di ng costs, including or excluding the cost of
capital on land? Say, for exanple, if land is bought
today, not that this affectsClIAL, but say if land is
bought today and it's not going to be used for, say,
five years, the Conmm ssion nmakes the point that it's
prepared to roll forward costs, holding costs to the
poi nt where they don't exceed -- in other words, the cost
today plus the holding costs don't exceed the opportunity
cost at that particular point in tinme.

Now, the Conmi ssion has explicitly excluded any
di scussion of that from seal ed surfaces and airfield
i nprovenents, it won't really forward the hol di ng costs
t here.

But, if holding costs are to be rolled forward to
future periods, then it just seens to ne that there's a
potential contradiction there, and | just put it to you
just to consider, that if holding costs are rolled
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forward, does that mean that today's consuners in the
year, say 2005, are actually paying yesterday's costs as
wel |, because those holding costs actually relate to
previ ous peri ods.

REBSTQOCK: But they relate, don't they, to an asset
that's going to be used in a future period, which is the
key issue, isn't it? For pricing purposes, isn't the key
i ssue not when the costs were incurred but when sonebody
actually gets -- when and who gets the benefit of thenf
Isn't that the key issue for pricing purposes?

SEED: Oh, | agree entirely but | think you should al so
be aware that any user of a current facility generates
costs that are going to be incurred in the future as well
as benefitting from past investnents.

So, | guess that's one of the difficulties that |
have with today's consuners only payi ng today's costs.

It's appealing as a concept, but just
operationalising it, | think it's fraught with probl ens,
and | think there are other ways that the Comni ssion can
Il ook at this particular problemand achieve ultinately
the same result.

REBSTOCK: | understand what you are saying -- | think
under stand what you are saying, and | think others have
noted in their submissions that -- I'mnot sure if this

is what you are getting at, but that it is possible that
today's consuners help contribute to congestion and,
therefore, the need for further investnent down the
track.

SEED: That's one of the costs.

REBSTOCK: But isn't it possible -- if the Conm ssion
were to accept that argument, would it not be possible
that that can be taken account of in the "used and
useful" definition?

SEED: Well, yes, it is possible. What | am putting
forward though -- and |I put forward in the

cross-subm ssion when we've been tal king about the way of
cal culating the present value of |life-cycle costs, is a
way of snoothing those costs through tine to nore
realistically take account of the costs that are inposed
and the benefits that are received by a consunmer at any
particular point in tine.

REBSTQOCK: How -- | nean, | understand what you are
sayi ng; how do you deal, then, with sonme of the issues
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that, for exanpl e BARNZ rai ses about the need to ensure
that the entity -- in this case the airports -- have
appropriate incentives to ensure that what they invest
in, is invested in at the nost appropriate tine and in
the nost appropriate way, and takes full account of any
opportunity costs that it ought to? | nean, how do you
wei gh up those conpeting concerns?

SEED: Well, this is what |'mdiscuss -- |'m not

di scussing right now, but we cone to later in a

di scussion of a point -- it's a wee way on -- but it's
really sort of introducing this idea of optim sed renewal
deci sion-making. It just neans that you | ook at the
benefit cost ratios of the benefits to undertaking a
certain scale of investnment now, versus the costs, and
those are benefits to the acquirers as well as costs to
the acquirers, and basically you choose the scale of the
devel opnment that actually has the highest benefit cost
ratio.

That's what |'m proposing to the Commi ssion as a
wor ki ng solution to this, because as a practitioner the
used and useful slogan, principle, call it what you wll,
is sufficiently undefined to make it unworkable, and you
woul d have two parties sitting on either side of the
table with, basically, no basis for discussion or
conpari son of the conpeting points.

And all 1'm suggesting is that, if we | ooked at
optim sed renewal decision-nmaking, which is a tool or a
concept that's put forward in theNAMs manual, the
Infrastructure Asset Manual for New Zeal and, it actually
provides a framework that you can use to work these
particul ar issues through, and that's what |I'm
suggesti ng.

So, I"'msorry, | don't have a two or three sentence
reply to you, how would youoperationalise that? M
reply is, here's the nethodol ogy, perhaps we need to
investigate it a bit further.

REBSTOCK: Does that nethodol ogy deal with the issue
that has been raised in some subm ssions, that -- you
know, we do see exanples in other jurisdictions where the
acquirers agree to pre-finance sonme of the costs, but in
those jurisdictions there is often a regulatory body
that, in a sense, enforces the contract so that the
acquirer knows that if it makes the investnent, that it's
going to actually receive the benefit of it, that there
is aconmtnment there that's actually able to be

support ed.
Does the approach that you are suggesting deal with
that particular issue, in an environment where -- that's
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nore akin to what we have no New Zeal and now than in
these other jurisdictions?

MR SEED: What |'m proposing is a nmethodol ogy, it's not a
contractual arrangenent between two parties, and that's
nore of an issue perhaps that M Bellew might like to
di scuss later on this afternoon when we're tal king about
the effectiveness of the consultation side.

M5 REBSTOCK: kay, | nmean, | think it would be useful if
when we get to that stage, you address the incentive
i ssues around that sort of nethodol ogy, because
obvi ously, you know, that's what's leading a | ot of the
Commi ssion's considerations in this area. Thanks.

MR SEED: M Chairman, 1've still got about another 15 odd
slides to go through, and |I was just wondering whether it
nm ght be appropriate to break at this point.

CHAI R: I think probably we could take a break now and cone
back say, at around 11 and carry on, M Seed. Thank you.

[ Adj our nment taken froml0.45pmto 11. 10am

CHAI R: M Weston, back over to you, please.

MR WESTON QC. Thank you Chairman. We're running into a
slight timng problemw th Professor Terry Boyd, who
we're going to have to interpose at some point. So it's
really an issue of when.

What we were suggesting is that M Seed continue for
now. He's going to finish to the end of hisoptimsation
section at least, which will get to the point where he
was di scussing with Ms Rebstock the solution, how he was
going to operationalise this, so that's another

hal f-dozen slides. |If he gets through that relatively
qui ckly, he'll trying and do the three or so slides he's
got to deal with on ODRC and stop at that point. If we

take a bit longer, he'll stop beforeODRC, |eaving ODRC
and DFC -- DFC, that was Freudian, wasn't it -- DCF for
after Professor Boyd. So, if that's convenient, that was
what we had proposed.

CHAI R That will fit in with your timng?

MR VEESTON QC: Yes, thank you very nuch.

CHAIR  Over to you
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MR SEED: Thank you. Just picking up on this idea of why a

nai ve application of used and useful will lead to the
wong investnent signals. Recall that when | said that
it was a naive application of used and useful, it was

nmeani ng that only the assets that are actually currently
bei ng used by the current users would count into the
asset base; this is despite the fact that it may be a
rati onal econonic action by an airport operator to build
a termnal facility or to build any other facility which
is actually larger than that.

If I can just skip down to one slide, this helps
descri be what |I'm tal king about.

|'ve used the exanple of a term nal because nost
people canvisualise it a bit nore easily than
visualising an airfield runway. In this case |'ve
assuned that there is a term nal project on the books,
that a terminal needs to be replaced, renewed, it's at
the end of its economic |ife, and the project is being
cont enpl at ed.

Now, assuning that one has undertaken sonme form of
optim sed renewal planning procedure and | ooked at the
life-cycle costs and chosen the scal e of devel opnent
whi ch says, okay, well let's ook at a 16,000 square
nmetre term nal devel opnent, and everybody agrees that
that's appropriate, this is howit would actually pan
out .

The terminal as it stands has an area of
16, 000 square netres, and that is the dark bl ue
horizontal line. Now, on the left-hand axis we're
tal ki ng about capacity neasured by, not area, but
actually by what we call "peak hour pax" or peak hour
passenger nunbers, it's the maxi mum nunber of passengers
that actually go through the terninal at the busiest hour
of operation of the termnal in any 24-hour period.

Now, over time one woul d expect that the term na

capacity that's demanded will grow at sone rate, and that
is the light blue shaded area. It's a w de thick band
because it's got -- there will be some bounds of error
around it.

Now, ny understandi ng of a naive application of the
used and useful principle is that the area or capacity
and, therefore, the area of the terninal that's required
inany time up to the year five, would be capped at the
bl ack dotted |i ne.

So, in other words, the assets that are included in
the asset base for pricing purposes would be those
followi ng the black dotted Iine despite the fact that,
from an operational perspective, froma building
perspective, froma managenent perspectivity of the
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facility, it was rational to actually build the term na
all in one go, as opposed to trying in that first
five-year period, fromzero to five, to build little
increnents in each particular year that match the growth
in demand.

So, once again, this is just ny interpretation of a

nai ve used and useful. The only point I'mtrying to nake
is that if you go down the path of naive used and useful
what |'mgoing to describe will be the result.

So, just to recap on those details, we've got a
si mpl e devel opment of the term nal devel opnment, the
capital cost is around about $40 nillion, peak hour pax
growt h or rather peak hour pax demand is growi ng at 6%
per year, and after five years we are assum ng that
demand equal s supply, and that the used and useful would
nmean that charges are based on the | esser of the actua
area or the optim sed area, being the area that's
demanded.

So, in other words, it's capped at the actual area,
or it could be theoptinised area as well. [It's
i nportant to note that because it is possible for
termnals to operate, in other words, to put nore
passengers through, than what they're actually expecting,
than what they're actually built for rather, sinply
because waiting tinmes rise and the quality of service
goes down.

Now, as |'ve said before, devel opnents are al ways
goi ng to have nore capacity than imediately required,
it's conmercial commonsense to do that, and that -- |I'm
just naking the point here that if the holding costs
aren't rolled forward, then the airport's never going to
recover its cost of capital, and we can prove that
arithmetically.

| haven't actually put that calculation in with this
presentation but |'m happy to supply it by way of
spreadsheet to the Commission. W' ve also discussed this
concept in earlier papers during the consultation process
with the airlines, and | understand the Commi ssi on has
copi es of that docunentation. There is a paper that was
produced on optim sation issues, I'msorry, | don't have
t he docunment nunber but | can find it and supply it.

CHAI R That's all right, we can always get it. Thank you.

M5 BATES: I"msorry to go backwards, but could we turn

back to your graph so | understand it perfectly clearly.
That black line is where a naive application of used
and useful would nmake the cut?

MR SEED: The bl ack dotted line, yes.
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BATES: Bl ack dotted line, and is this at a point where
a 16,000 square netre term nal has been -- actually has
been constructed?

SEED: Yes.

BATES: And are you maki ng a point about capacity? Are
you saying that that capacity is too small and that the
reality is up where terninal capacity demanded is?

SEED: No, |I'm saying that in year naught, the capacity
that's demanded is below the blue line. |In year five the
capacity that's demanded is equal to the capacity that's
put in place, and in year 10 the capacity that's denanded
exceeds the capacity that's put in place.

So, by year 10 there are obviously problenms with the
quality of service that's been provided.

BATES: So, the decision to build at capacity at that
time is the airport's right?

SEED: The decision to build is the airport's based on
sonmet hing |i ke optim sed renewal decision-nmaking, whereby
it was decided that that scale of building was the | east
cost scale to build, in the sense that the project had
the | owest present value of life-cycle costs. Wen
life-cycle costs include all of the costs, such as
staging costs associated with nmultiple devel opnents, the
econom es of scale that result frombuilding a | arger
area and so on.

BATES: So, do you think -- is your nodel based on a
wr ong deci sion nmade by thenf

SEED: No, it was the right decision at the tinme based
on ODRM

BATES: Okay, and you're assuning that the regul ator
woul d come in and say, that doesn't cone into effect
until that terminal's built?

SEED: That's why | have prefaced this by saying, this
is a very naive and crude interpretation of how this
woul d be applied, I'"'mjust providing it by way of
exanpl e.

BATES: It's just by way of exanple, you're not trying

to draw any anal ogy with what the Conmission's done in
trying tooptimse the asset out?
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VESTON QC: Ms Bates, one point, that graph assunes that
the building is conpleted by year zero, i.e. that's the

date it starts pricing from there's no building process
over that 10 year period. | wasn't sure whether that --

BATES: No, | understand how it's expl ai ned.

VESTON QC: But we do say that that is relevant to used
and useful if it's taken in a strict as to take into
account only the assets that are useful today in a static
sense, because our point is that the triangle above the
dotted line up to the point it neets the blue horizontal
line is the lost capital, andM Seed will cone to
explain that in just a mnute. So, yes, we are using
this to deal with the Conm ssion's argunent.

BATES: Well, could you say whether or not you think
this naive application was made in the Conm ssion's
report?

VESTON QC: Vell, that's --
BATES: Could | ask the witness that first?
SEED: As | understand it, the Conm ssion is unclear as

to whether it would apply in this way or whether there
woul d be sone el ement of price novenent, and that's
precisely the point 1'mgoing to be nmaking and |'m goi ng
to be dealing with it in a couple of slides.

REBSTQOCK: Are you aware of any existing assets that
were treated in this manner in the report?

| nean, is this an issue that actually has
arisen -- is this a theoretical concern, or has it
practically arisen with respect to Christchurch?

SEED: It will practically arise if used and useful is
applied in a naive way. Al I'mtrying to do is nake the
poi nt - -

REBSTOCK: Let me put it this way. Right now, if |

understand it correctly, Christchurch is, what, using
about 75% of its capacity? |Is that about right, or
appr oxi matel y?

SEED: I"msorry, | couldn't say.

REBSTQOCK: But it's not using its full capacity now.
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BELLEW That's right.

M5 REBSTOCK: But in the Commi ssion's approach, have we

2

optim sed out any of your specialised assets to account
for the fact that you are only using 75% of that
capacity, in your view? |s that what your concern is,
that we have done it or that we mght -- I'mjust trying
to figure out what's behind this. |[Is your concern that
we m ght decide to do that, or is it that you think we
have done it?

SEED: All I'mtrying to illustrate is that, if there
was -- if it was taken to an extrene level, this is what
woul d happen, and | don't believe that that's where the
Conmi ssion's headed but all I'mtrying to say is that, if

it was taken to that extrene level, this would be the
result and ultimately this points to a point of
clarification that | believe that the Conmi ssion may need
to make.

REBSTOCK: Ri ght. Okay, thanks.

VESTON QC: Ms Rebstock, if | can add to that. You may

recall in opening | said that we're going to deal wth
i ssues that actually inpacted on airfield, but that sone
of the principles mght flow over into termnal. So,

this is something that we see as being a principle that
woul d bite at Christchurch in relation to the ternina
side of things in the future.

Now, | think M Bellew was going to -- did you w sh
to say anything nore?

BELLEW No.
VESTON QC: Does that explain the probl enf?

REBSTOCK: It does. It was just a point of
clarification.

VESTON QC: So, because there has been no optim sation
inrelation to airfield in relation to Christchurch,
there's nothing that inmediately applies. CObviously
we're all aware that whatever decision is nmade here will
fl ow over to other areas.

CHAI R Thanks M West on.

MR

SEED: This wasn't a critique of anything that had been
done at Christchurch with regard to the airfield.
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CHAI R No, having said that, if you have any specific

criticisnms, I'msure we'll hear about them so pl ease.

MR SEED: Okay. Now, just a point to note that, if holding

costs are rolled forward, just recall here that we're
setting prices so prices will rise -- the required
revenue, rather, will rise in each particular year as the
area that's regarded as bei ng non-surplus also increases.
So, we're in a situation where there will be sone hol ding
costs associated with that term nal

If those hol ding costs were counted it would
actually nmean potentially that it could result in some
ki nd of price spike.

On the other hand, if holding costs are not rolled
forward and can't be recovered at some point in the
future, then on that particular project the airport would
never recover its costs of capital. And, as |'ve
menti oned before, we've undertaken an analysis of this
using sinple arithmetic nodel, and we're happy to provide
that to the Conm ssion to review.

In other words, the point I"'mreally trying to make
there is that there's a potential contradiction between
the used and useful concept and the concept of today's
consumer bearing only today's costs.

Now, | just think that that needs to be clarified
and | think one way of doing that is to | ook at a nethod
such as we've been tal ki ng about, which takes account of
the fact that we've got an asset that's going to be
suppl yi ng servi ces over at number of years, and that
asset generates costs that don't all accrue in this
particul ar period but may accrue over other periods as
wel |, and optim sed renewal, whatever you want to cal
it, life-cycle costing, will take those into account, and
it does provide a framework whereby parties, both the
acquirers and the providers can actually sit down and
wor k out what the nost optimal form of devel opnent is.

Whereas the thing | guess |'m personally worried
about is that operationalising the used and useful
concept is just going to be too hard, there's no
framework there for undertaking that analysis.

MR TAYLOR: I would just like to ask you a question if |

coul d, please

The contradiction that today's -- the point you nake
about hol ding costs rolling forward contradicting the
sl ogan, as you put it. Just explain to ne why that is
s0?

MR SEED: The hol ding costs effectively relate to the

purchase of the asset in previous years. So, | guess
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what |'mtal king about, froma practical point of view,
is that prices for these types of assets tend to be
snoot hed. And, in our reading and our research, the
sources that we've referred to suggest that the nost
practical way of dealing with this is to snmooth prices
bet ween periods; or over the period in which you are
operati ng.

TAYLOR: I understand what you are sayi ng.
SEED: "Il be dealing with that in nore detail |ater
REBSTOCK: It's feasible, isn't it, to take account of

what you are suggesting in the way you define useful ?
SEED: It is.

REBSTOCK: And in that sense, if it's taken account of,
perhaps in the manner it has been in the draft, though
not explicitly, it addresses that issue?

SEED: I don't think we have any difficulty with the
words "used and useful".

REBSTOCK: You need them defined properly?

SEED: It's the definition and, as we've said all the
way through, it's the way in which it'soperationalised.

REBSTOCK: | understand the point, thanks.

SEED: So, just to show you the scale of the problem
gi ven the paraneters that we put up there before.
Effectively the net present value, which is the deference
between the present value of the costs and the present
val ue of the benefits of this particular project, would
be minus $2.6 mllion on a $40 mllion investnent.

Now, the upshot of that is that the airports would
destroy sharehol der val ue by undertaking any projects if

they areoptimsed using -- and | should just qualify the
use of "used and useful" -- using a naive used and
useful. |1'mnot suggesting that that's what you have in
mnd, |I'mjust suggesting, if you did adopt a naive used
and useful, it would definitely not, | believe, send the
ri ght signals.

However, |1'm going to propose that there are

alternati ves and one way of looking at this is to take
account of the life-cycle costs through tine, and try and
come up with a scenario that has the | east costs to the
acquirers and the nost benefits.
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M5 REBSTOCK: Can | just ask you -- | nean, | know why

you're raising it with respect to these hearings -- has
this issue been an issue with the airlines in your
negoti ati ons?

SEED: Yes, it has.

REBSTOCK: Wth respect to terminals and other existing
assets?

SEED: Yes, it has.

Just concluding on this particular topic: So, what
gui dance do we have?

Wll, in the Draft Statenent of Principles for
Regul ati on of Transm ssion Revenues, which was put out by
the ACCC in May 1999, and the principles -- based on ny
very brief reading of, and | haven't had tinme to study
themin detail -- based on the brief reading of the
Productivity Commi ssion aren't hugely dissinilar.
"Over-building my well be a reflection of anticipated
gromh in demand", which is really what we're tal king
about. "The extent and the period of over-capacity wll
depend, anong other things, upon the pace and the
volatility of growth".

So, in general, where you have rapid growth and high
volatility in demand, you woul d expect to have a greater
amount of "over-building". Wen | say "over-building"
don't nean assets that are built just for the sake of
bui l ding, | nean assets that you do have a view that they
will be used.

So, one way of taking account of that, as | said
before, is to |look at the overall life-cycle costs.
Therefore, any analysis is going to have to take account
of the owner's asset managenent plan and, just to
enphasi se here, it can't be as ad hoc as a naive, and
just to insert naive there before used and useful, as
nai ve used and useful would inply.

REBSTOCK: Can | just ask you; isn't it correct to say
you woul d | ook at the conpany's asset nanagenent plan in
the context of current demand projections?

SEED: Yes, you woul d.

REBSTQOCK: Not just taking whatever the conpany's asset
managemnment plan happens to be, but its connection -- the
wei ght you woul d put on what's in that plan depends on
the nature of the demand conditions that you're
projecting forward.
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MR SEED: Yes, and realistically the conpany's asset

managenent plan should reflect that expected growth in
demand.

BATES: Just one point. Page 14 you continue to use
"nai ve" before application of "used and useful". Wen we
get to page 15, "naive" disappears. W get "used and
useful will lead to wong investnent signals". It seens
alittle contradictory in a way, because when MsRebstock
asked you if the definition of "useful" could sort the
difficulties out, you agreed that it coul d.

MR SEED: I"msorry, it should be "naive or crude used and
useful ".
M5 BATES: Where you' ve used it all the way?

MR SEED: [Nods]. Just to clarify that point, the

useful -- that's actually what we're defining at the
nonent, in other words, that's really what we're

di scussi ng, how do you define "useful"? And what |I'm
trying to do is provide you with a franework for doi ng
that, and in this presentation | can't possibly go
through all the details of how you undertake anoptini sed
renewal deci si on-nmaki ng anal ysis, however the basis of it
is fairly clear where you're |ooking at the costs and
benefits of undertaking different scal es of devel opnent.

So, this is really the slide that brings this
section to a conclusion, and that's -- we say, how can we
identify what a prudent investnent is? Well, what we're
trying to do is toninimse the life-cycle costs involved
in the project, and we do that by deternining the
| east-cost nmethod of supplying that |evel of service
through tine, and that may nmean that we're going to have
some excess capacity here which is going to decline
through tinme as demand grows, as we put on the chart, and
one way of working out the path of devel opnent, or the
opti mal path of devel opnent, is to use something that
takes account of the timng of the demand growth, the
timng of the construction, and also all of the other
associ ated costs, because if you have nore devel opnent
stages, for exanple, you're actually going to have much
much hi gher staging costs. |If you're going to have nore
devel opnment stages, you're going to have muchruch hi gher
construction costs.

So, there is a trade-off involved and all |I'm
suggesting here is that optini sed renewal deci sion-naking
is a framework that you can use to assess those
trade-offs ultinmately to determ ne useful -- in other
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wor ds, which assets are useful and what scal e should be
in there.

So, under ODRM or ORDM | beg your pardon, the
scenario with the I owest present value of |ife-cycle cost
is the one that's chosen, and that's presumably what a
rational investor would want to do.

REBSTOCK: Your headi ng here, "Prudent |nvestnment" just
triggered a thought in my mind, and I1'd be interested in
your Vi ew.

| think it's been suggested to the Conmi ssion that
we m ght want to consider thinking about an additi onal
criteria which mght be asking, is an investnent prudent
as part of these pricing principles, but it wouldn't be a
substitute for used and useful possibly, it would be to
suppl enent it, and I'd be interested in your view on this
because it seens to nme investnent can be prudent for a
conmpany but not necessarily useful in terns of neeting
the useful test, in ternms of whether it should be
i ncluded in the asset base for pricing purposes at this
tinme.

I would just value your comrents on that
proposition, that this notion of prudent investnent is an
interesting criteria but perhaps it's an additional one
and, you know, it's one of these things that may be
necessary but not sufficient in order for it to determne
whet her an asset should be in the asset base at this
particular time, for pricing purposes.

SEED: | guess, | would view the test for prudence as
being part of the ORDM exercise. | would see the two
things as being rolled into one. And, if the investnent
is good for the acquirers, it's going to be good for the
conpany, | would have thought, in ternms of preserving its
shar ehol der weal t h.

REBSTQOCK: If | take your point right, if it's used
and/or useful, it nust also be prudent. So, in a sense
it's just subsunmed in that definition if it's --

SEED: Yes.

REBSTCOCK: Is that --

SEED: That's ny understanding at the nonent.

BATES: But does the opposite apply, because it's

prudent do you think it's used and useful ?

SEED: Well, the way that |'mdefining "prudent” here is
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that, it's choosing the investnment that has the m ni mum
life-cycle costs, the maximumratio, if you |ike, of
benefits to costs. So, it would be.

BATES: So the answer would be, "yes"?
SEED: Yes.

BATES: Well, let me put a scenario to you of a prudent
i nvestment which |like a peace of |and for another runway,
whi ch everyone agrees is prudent, it's not known when
this will come into operation, but it's a safe thing to
do because of capacity considerations.

Now, assune that there are holding costs that are
associated with that piece of land, but -- and assune
that the piece of land is also a prudent investnment
because val ue rises, so you get revaluation gains.

Now, if you decide to put that into your pricing
structure and then at a | ater date, because of
circunstances that no one was aware of at the tine,
becones a totally stupid decision to actually build the
next runway, and the conpany sells it off, makes a huge
capital gain out of it, shareholders benefit, would it be
fair do you think in that circunstance to have had your
hol di ng costs as part of the pricing structure?

SEED: In the scenario, as you have outlined it, there
are a nunber of quite unusual circunstances.

The only exanple | can think of at the nonent where
that is actually coming up is -- let's see -- the del ay
with the Heathrow term nal, prices that were set by the
Mergers and Monopolies Conm ssion at the previous
qui nquenni al review, there was an el ement of price
snmoot hing there based on the investnent that was about to
take place; that investnent has been del ayed because of
pl anning problenms | gather. [I'msorry, |1'd need to
consi der what the --

BATES: I would have thought it was a reasonably sinple
scenari o; you've got a piece of land, you' re holding it
in case you need another runway, and everyone thinks you
do. But it later transpires, because sone ot her
airport's providing the capacity, that it's not a good
decision to continue with it. And so, you sell it off
for devel opnent purposes, nmeke a big capital gain,

shar ehol ders are happy, but you've put the hol ding costs
into the pricing structure, and |I'm asking you, is that
fair?

BELLEW Let me bring up just a nere practitioner's
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poi nt of view.

| thought we'd been discussing on the basis that we
woul d progressively bring into revenue theappreciations
in value, the revaluation. So |I think, with respect,
this huge capital gain at the end may al ready be
progressively brought through your revenue streamto help
offset, and it may even nore than offset, the hol ding
costs.

BATES: Yes, | think that's perfectly true.

BELLEW And, therefore, at the end the net effect of
the relation, be it positive or negative, would al so be
reflected in that account.

BATES: But in that case you'd have to agree, if there
was an offset, no need to include that asset as part of
your pricing structure, because there's no costs invol ved
because it's offset by the reval uati on gains.

BELLEW Wll, no. | think there's another reason as
wel |, apart frompure pricing, and that's the case of
getting focused on what is relevant to the business. So,
I think that, you know, in this end, there may in actual
fact -- | think you've got to bring the wins and the

| osses through, you can't just bring it in for pricing
just because it's a cost.

BATES: No, and that's what |I'msaying. |f you have no
cost because your reval uation which you've brought into
the revenue streamwi pes it out.

BELLEW Yep.

BATES: Then you don't put that asset in for the
pur poses of pricing.

BELLEW Well, it has no effect in the end except a
positive one in terns of the dimnution of costs for
pricing; you still bring it in though. Conversely, if

it's inmprudent, in a conmercial sense decision, in that,
at the end when yourealise it, you get a |oss, then that
has to conme through in costs; you can't have it both
ways.

SPEED: If I could just point out. Wen you're | ooking
at projecting your cash flows into the future, of course
you' ve got to be | ooking at changes in asset val ues and
you' ve got to be looking at all of the other costs
associated. So, in choosing which is the | east cost
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points M Bellew s raised in ternms of determ ning your
| east cost strategy, or your |east cost scenario.

BATES: I"'msorry, | don't quite understand your answer
and -- could you just repeat it for nme?
SEED: If you were going to put that particular project

into the framework that we've been discussing so far,
which is this idea of |ooking at an investnment fromthe
poi nt of view of saying, well, which is the | east cost
way of providing a certain anpount of capacity, you would
take into account when you are making the decision all of
t he expected capital gains, all of the expected costs and
so on and so forth through tine. Now, that's standing
here today | ooking 10 years forward.

Now, ny understanding is your question was, when you
are 10 years down the track, and once again with the
benefit of 20/20 hindsight, what would be -- you know, is

it fair if -- sorry I've lost the train of ny thought.
BATES: Is it fair that the airlines, say, have been
char ged?

SPEED: Well, it is fair to the extent that charges

woul d have already reflected the capital gains, or
i ncl uded expectations of capital gains which wll
partially offset the holding costs.

BATES: Where did the airlines get the capital gain
fronf

SPEED: It's -- well, if revaluations are included in
t he expectations of cash flows, and that's pretty nuch --

BATES: So, if revaluations cone in, then it w pes out
hol di ng costs; and so, there is no cost to put on to the
airlines?

SPEED: You' ve just got to be careful that you're
tal ki ng about the cash flows here, that you identify the
rel evant increnental cash flows to that particular

i nvest nment .

BATES: Just say that last bit again?
SPEED: You have to make sure that you are identifying
all of the relevant incremental cash flows, and

woul dn't advocate offsetting one directly across the
other. For exanple, offsetting holding costs with
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capital gains; | would identify holding costs separately,
capital gains separately so you could identify all those.
Once again, this is standing here today | ooking forward.
When you undertook or when you undertake an ex-post
analysis with the benefit of hindsight, you will be
saying, well, we were going to build that runway, we're
not going to build it now, but to the extent that it's
unfair is to the extent that the capital gains have
of fset the holding costs; that's actually what the
question cones down to.
So, I"'msorry, nmy answer isn't contributing anything
further to what M Bel | ew sai d.

MR CURTI N: Just on a separate topic, if | could quickly

VB

interject --

BATES: Just before we do that, M Curtin, | think M --

MR GAMBY: Can | just explore sonmething with you, M Seed,

MR

for a nmonment on which the Commi ssion would like to get a
cl ear under st andi ng.

In an answer to an earlier question, | think you
said you woul d back out the value of land for the
gol f course and the third possible runway, because -- |
think it wasn't imminent, that was ny understanding. And
then you indicated, but if it was iminent and
identified, subject to a sort of a timng issue | guess,
it would cone into the asset. That's ny understandi ng of
what you said earlier.

Now, what | think the Commi ssion's trying to
understand here is that, if the revaluation of the |and
was taking place on, say, a regular basis, is there not
the opportunity in that process by increasing the val ue
to then pass on, say, to the airlines in that process an
actual cost to themthrough |anding charges? Is that
what woul d happen, and yet, it may still not be sonething
that's actually used?

SEED: There are two effects there, aren't there? One
is the increase in the value of the Iand, and the

second -- actually there are three effects, the second
one being the -- the second major one really being the

increase in the landing charges that would result from
that. But, that increase is also offset by the

increase -- it's also offset by the capital gains.
When you put this into any form of cash flow what
you will find is that, where you have positive capital

gai ns through time, the charges are actually reduced
because in our discounted cash flow nodel, which the
Commi ssi on has a copy of, you can actually see quite
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clearly that where you actually inflate the assets at any
positive rate, the charges are actually reduced today.

GAMBY: Thank you very nuch. Does that clarify it?
BATES: Yes. Thank you.

CURTI N: Just on a slightly different topic if | could.
I"mjust |ooking at your |ast two bullet points.
understand ODRM it sounds like a kit that a professiona
asset manager woul d be using. But |ooking at those | ast
two points, they seemto nme to be two potentially
different criteria for selecting between projects. One
is a benefit to cost ratio, the other is the | owest
present value of just costs on their own.

Did you nean to say there are two different criteria
there, or were they nmeant to be alternative expl anations
of the same one?

SEED: They are meant to be alternative explanations of
t he same point.

CURTI N: Just | ooking at those now, what would actually
be your best shot at what the criterion is at the end of
the day that an ORDM manager woul d be using?

SEED: In nost cases when you're faced with these types
of problenms you're looking at trying to find the | east
cost way of providing that particular facility or that
particul ar capacity, so really you are trying to find the
one that has the | owest present value of costs.

CURTI N: Lowest net present val ue?

SEED: Effectively, yes. No, sorry, the | owest present
val ue of costs, because you're really identifying the
cost elenents, being in particular the capital costs,
stagi ng costs, operating costs, and so on and so forth.
Because there's no free lunch if you have nore stages in
t he devel opnent, as | said, you' re going to increase the
whol e | ot.

CURTI N: So, your last point is really the best
statement of the criteria?

SEED: Yes.
M  Chairman, that brings ne to the end.

WYDEVELD: Can | just ask a question of you?
You suggest that, with any planning of this
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i nvest ment horizon that there is sone necessary
over-capacity, and I'mjust sort of interested in the
st andard agai nst whi ch you eval uate that.

I n your graph on page 15 you use a peak hour
passenger sort of standard. |Is it possible that that
standard coul d naybe exaggerate the over-capacity
necessary? And here |I'mthinking about things |ike,
woul d peak pricing, for exanple, nmean that capacity could
come on |line maybe later than if you attenpted that?

MR SEED: Peak hour pricing -- if | can just start again.

The peak hour pax nunbers that we have there, it's really
a measure of the |level of service that's provided by that
particul ar asset, and there are a nunber of possible ways
of nmeasuring that |evel of service; | ATA the
International Air Transportation Association, publish a

| evel of service guidelines, or rather guidelines for
assessing the level of service, and they have a scale
rangi ng fromA through to about E

In New Zeal and we aim for | ATA | evel of Service C,
which is somewhere in the mddle, and that |evel of
service specifies areas -- it's quite a crude neasure
but it does specify areas for passenger queuing, waiting
tinmes, and so on and so forth, and there's been quite a
| ot of discussion in the practitioner literature about
t he appropri ateness of that.

So, I'"Il just caveat ny conments by saying that,
while the | ATA | evel of service guides provide a useful
pl ace to start, it's no substitute for a reasonable and
sensi bl e asset nmnagenent plan for a particular ternmninal
and there's quite a lot of work that goes into any
term nal planning, |ooking at passenger flows and
identifying bottlenecks, and so on and so forth.

So, there is actually already bounds around that
assessnent in the sense that, if you are at an average
| evel of C you are actually operating at probably A in
year one, maybe B in year two, you're at |level C by year
five, and by the time you get out to year 10 you are
operating at level E. So there's a dynam c here of
service quality. So the service quality is actually
changi ng as you nove through tine. Level Eis actually
syst em br eakdown.

MR WYDEVELD: But service quality is all nmeasured around

peak hour?

MR SEED: Correct. The peak hour pax is the neasure for

term nal service capacity -- service provision, but
George, you mght like to coment on that.
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MR BELLEW Can | make sonme practical conments on this

issue, | was in Sydney |ast week listening to a very
erudite comment on peak hour pricing.

I think from Christchurch's point of view and
that's the focus | want to bring as we've got the
privilege of presenting at the nonment, we are essentially
schedul e takers. In other words, we take what we get
when the airlines want to arrive, and here I'mgoing to
| apse into jargon that night get nme into trouble given
"' m surrounded by so many erudite Conmi ssioners and
others, but essentially the airlinesrealise that their
opportunity costs are of trying to neet our needs, in
terms of Christchurch are outweighed by their costs in
ot her areas, such as Narita, or wherever they are |eaving
from

So, fromny point of view, and | well understand the
theory of peak hour pricing, | don't believe in a rea
world it will act as an incentive and a way of
effectively, nmuch as | would |ove of, of getting nore
efficient use of the asset because we're a schedul e
t aker.

CHAI R Thanks for that comment because it is raised in our

draft report, as you know, this concept in relation to
trying to ration peak hour space.
| think Professor Boyd is ready?

MR VEESTON QC: Yes, as you can see we've had to change

horses. M Seed's got ODRC and DCF |l eft to go.

Now, obviously there's a degree of overlap because
both will be dealing withODRC so in a sense it probably
doesn't matter which of the two goes first.

So, we thought that was perhaps a useful point to
change the horses, so I'd now like to introduce Professor
Terry Boyd, and he's going to make a presentation. |
think he's got a few slides that he nmay be using on the
OHP there. Professor Boyd?

PROF BOYD: Good norni ng M Chai rman, good norni ng

Conmi ssion. W have a few m nutes of the norning left.
| amgoing to restrict ny presentation to property
val uati on methodol ogy. | can hear that the Commission is
westling with a whole |ot of issues related to,
suppose, input variables into this pricing nodel, and
where often in a conti nuumyou're going to draw a |line
and say, this is the correct figure or input to put into
t here.

I think on sonme of these practical issues | haven't
| ooked at enough detail to say that is the correct val ue
or that's the correct issue or variable to put in.
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However, | have | ooked at sone detail as the methodol ogy
and approach being used in this and would say on overall
I"'mvery confortable with the approach in terns of the
val uati on asset base.

Wth one exception, and that one exception is the
use of an historical cost unadjusted to present day val ue
as a basis for deternmining a current val ue and,
therefore, used to determi ne a current cost.

| have major concerns with this, and so essentially
this is the issue which I will be addressing.

I"d like to, if you don't m nd, take you back a wee
bit on this and possibly if we could just put up one
slide and say; property is quite distinct from nost other
types of assets, and particularly when we are eval uati ng
securities we tend to have to use a certain anmount of
met hodol ogy related for fixed property which is quite
distinct fromother securities.

The nature of it is that it is very lunpy, as we
refer to it. There are a nunber of reasons why it does
not neet the assunptions for financial pricingnodelled,
and it's very difficult to get it to fit into that.

So, goi ng back now - -

VWESTON QC: This is part of his evidence already, it's in
the materials you have, it's theannexure to his --

BATES: Sorry, | can't see it properly, so I'mjust
fishing around | ooking so | can follow your argunent
better.

VESTON QC: At the back. It cane in as part of our
reply subnissions to the draft report, and it's right at
the end of that.

CHAI R Sorry Professor Boyd, carry on please.

PROF BOYD: Thank you.

So, approximtely 100 years ago the body of
knowl edge in relation to real property valuati on was nade
a lot nore substantial by a work of people -- and
noti ce one of them quotedBonbright and others -- and
taken on by one of the persons who fornulated this
further into valuation standards, being (inaudible) cap
This shown on the slide at the nonent is a
st andar di sed val uati on process which is used
internationally, in nost international literature, to
advi se on the nethodol ogy used for any val uation process.
| put it up for that reason, because it shows a
| ogi cal process no matter what purpose you are val ui ng
the asset for.
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And | think this is inportant at this stage to say
at the outset, you do not define a different nethodol ogy
for different purposes for which the valuation is
undertaken, but you do in the first step, and the first
step as shown on the slide is, define the problem and
define the value that is to be achieved.

Just followi ng down on those points, you then get to
a property analysis, you look at alternative uses, you
| ook at the probabl e-use sel ection, followed by a
pr obabl e- buyer profile, a choice in variation nmethod and
you will notice how far down the chain that the
net hodol ogy cones into play, and then finally cone to a
val ue.

| would like to turn to the right-hand side of that
docunent and just relate it briefly in ternms of the
valuation of airfield assets, and | don't want to at this
stage break themup into any types, but any nmjor airport
you would have to -- well, the valuation in this case
the problemrelates to defining fair earnings and,
therefore, you're trying to define a value which | ooks at
the current existing use valuation for airport
properti es.

"Il conme back to that if you don't nind because |

need to a bit later. But it will, therefore, nmean that
if | amlooking at an existing use valuation for
airports, | nust identify andcategorise the property

conponents, which have been done, and | believe done very
efficiently in terms of what's been submtted.

Then you nust |l ook to see if there are any
alternative uses. This is to a |large extent negated by
the definition of "value", this is an existing use
val uation. Because it is an existing use valuation, you
do not consider the alternative uses for which it is
bei ng proposed.

But you do come down to say that it has got the npst
probabl e uses in airport and that, therefore, if it is
going to be as an airport our nost probable buyer profile
is an airport owner and, therefore, that is the context
within which I amlooking at it.

Then conme to the I evel of saying now, how do you
value this land? In terns of the val uati on met hodol ogy
there are three major approaches which are accepted. By
far the preferred approach is the market approach, of
deternining a market or a fair value based in ternms of
conpar abl e mar ket evi dence.

If there is no market evidence you have two market
alternatives, one being considered as an investnment or
ot herwi se terned i ncone approach, where you can | ook at
the potential benefits that are going to come from an
asset and determine a value as a residual fromthat.
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O alternatively you can do a cost approach. In
this the only appropriate nethod is the cost approach
and, therefore, it's necessary to | ook at the cost
approach, and this is the one being used.

In ternms of val uation methodol ogy again, the cost
approach is normally referred to as the repl acenent cost
approach, and possibly | could just nmention that in ny
subni ssion to you -- on page 5 and | think we could put
it up again on the screen -- it's quite clear in ternms of
how t he New Zeal and Institute of Valuers instructs their
menbers to deternine the cost approach, because they say
inthis, which is also up on the screen, "All specialised
owner/ occupi ed properties and ot her speci ali sed
properties shall be valued on the depreciated repl acenent
cost basis except when market nethods can be applied"

Clearly this is not preferential to a market-based
approach. It is, however, the preferential approach if a
cost approach is being used.

The reason for this is that the replacenent cost
approach, duly depreciated and dul yoptini sed where
necessary, will arrive at the current cost based on the
current val ue.

So, this is the approach that is recommended, and
nore strongly than that, it is a standard in New Zeal and
and internationally for the valuation of property assets.
And 1'd suggest to you the purpose for which it is done
is not relevant, the standard still stays.

It's essentially for this reason that | have
difficulty with the concept of using an historical cost
i nstead of a replacenent cost. | amconscious that the
repl acement cost has sonme difficulty and 1'd |like to dea
with that a bit later on, but the issue is that the
standard bei ng used, after many many years of thought in
terms of body of knowl edge and in ternms of accreditation
if I could say of our educational bodies, if we did not
follow this methodol ogy we woul d not get accreditation by
the professional body as the standard approach to be
used.

Normal |y the requirement is on avaluer, that if you
do not follow the standardi sed approach you nust qualify
your valuation to that extent.

Now, I'd like to go on, if you don't mind, now, just
following the summary that | gave in ny report as the
executive sumary.

As | have gl ossed over a few points that 1'd like to
come back to in ternms of these points and expand on them
and clearly be happy to take any questions, either as we
go through it or later at the end.

The first one is that clearly | believe here that we
are determning the existing use valuation. This is the

7 Septenmber 2001



O©CO~NOOOITA~WNPE

382
Cl AL

only appropriate valuation in this current scenario,
therefore that is the primary thing that we are trying to
achieve. \What is the valuation of this property for an
ai rport purposes?

| woul d suggest under point 2 there that the
opportunity cost approach is not appropriate for
infrastructure property assets of this nature. The
reason being is that it has, as its basis, the

consideration of alternative usage. | think it does have
a lot of nmerit because you will notice in the valuation
exercise as well, they stress, examine the alternative

use. However, when you are going down the route of
saying this is the existing use and we are eval uating on
the existing use, then the concept of alternative use
does not cone into play, and this is why | feel that when
we | ook at the infrastructure andspecialised assets

under an opportunity cost regine, we should be saying

t hey have no val ue.

| don't believe there's any doubt in nmy mnd in
that, and we cannot say this for the situation, and the
reason being is that we're | ooking at an existing use
scenario rather than an alternative use scenario, and as
an existing use scenario they have substantial value, and
we cannot ignore that.

If you will just take out at the nonent the
opportunity cost approach and say, in order to determne
the current-day cost approach in ny estinmation it should
be the next point, which is point 3, that you're
internationally accepted val uati on approach -- and
woul d suggest that you would have difficulty, and | may
be a bit bold on this, but that you would have difficulty
in getting any professional valuer to recommend anot her
approach other than this approach as a primary nethod
wher ever possible, and | nust turn that back to the
Commi ssion's consultants as well and possibly ask them

that issue sone tine, and I'Il ask themto consider it
because, to ne, that is very clear in ternms of the
preferred approach. And that is what we call "the

depreci ated repl acenent cost approach".

I'"d like to at this stage just deal with the concept
of depreciated replacenent cost. The depreciation is
meant to take out sone of the difficulties with this
approach. | don't underestinmate the difficulties with
such an approach, however | don't believe this should be
di scarded for that purpose. W can deternine a
repl acenent cost with a reasonabl e degree of certainty.
We have people who specialise in this, such as quantity
surveyors who are dealing with this type of physica
repl acenent, not reproduction but replacenent, we're not
really tal king about reproducing the identical article
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but rather replacing a simlar and equally functiona
type of article in today, so that we can find the cost
and we can find today's cost for that.

But when we are | ooking at the actual article that
is there, we do need to depreciate to its current cost.
So depreciation, with all the nethods of both what we
call econom c, functional, obsol escence and the actua
physi cal depreciation allows us to adjust that building
or that structure that is there, or the infrastructure
that is there to what we would call the current day
value, and that is the process to get to the current day
val ue.

Usi ng that approach we can then consider
optim sation. There are in nmy mnd two stages.
Depreciation relates to the structure that is there and
bringing it to its current day value. Theoptimsation
| ooks at useful ness.

So, just dealing with the depreciation at the
nonent, that to ne is the nost |ogical process to conme to
a current cost of those property assets.

Dealing with point 4, the historic costs. You will
notice, and | can again refer you to ny docunent; in ny
docunment on page 6 the valuation standards put out to
valuers -- and I would just nmention to you that, although
they are noted in page 6 as belonging to the Australian
Property Institute, the Property Institute is a nerger
bet ween val uers and other property practitioners, but it
still sets specific standards for the valuation practice.

And in its practice it has a guidance note 9, and
its guidance note 9 deals first of all with regard to,

where the concept of what I'd call "the replacenent cost
approach”". And then under guidance note 9, under

Section 12.24 it says, "Were the concept of a

repl acenent cost or reproduction cost does" -- sorry, |et

me just read through it, my apologies, let me get this
right.
"' mreadi ng now under G\N9, 12.24 and it says, "Were

GN9, 12.22..." -- which is the one where there is not an
i dentical or an asset with an equival ent service
potential -- "...applies, but the current price of the

asset or nodern equival ent asset cannot be ascertai ned
readily, current cost is determ ned by application of
suitabl e indexes to historic cost or previously reval ued
amount cal cul ated to reflect changes in specific prices
of the assets provided the ampbunt gives a realistic
approxi mati on of current cost".

| totally support that statenment, and | think it
makes about three points. Firstly, it is not
preferential to a replacenent cost approach. Secondly,
you can use either some historic value or a historic
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cost, but on condition that you index it up to nmake it
equi valent to a current cost.

And with respect to the Conm ssion, the basis that
i s being proposed at the nonent, in terns of the
val uati on of the specialised assets, as | read it, does
not do this. And by not doing that, you then have an
anonal y because you are using different approaches to try
and arrive at a current val ue base

| believe the | and conponent is being correctly
valued. | believe that the inprovenents on, are not
being correctly valued, and the conbination of that is
not bringing together a current value which would forma
substanti al and defensible base to determ ne current
costs and, therefore, ny proposal would be, in order that
val uers can A, understand and B, debate anobngst
t hensel ves the accuracy of the approach being used, we
need to have a uni form approach which is accepted by
val uers and fully understood by val uers as the
repl acenent cost approach. And, that's the issue that,
suppose, is the only issue that | take any major concern
agai nst.

I would like to refer tooptinisation, and | don't
think that my standpoint differs very differently from
what | have heard M Peter Seed say. | think
optim sation is necessary.

| believe the concept of how you're going to define
what may be surplus assets which may be assets which have
got a potential there that need to be brought to account
or not brought to account, needs to be considered and
that, if you are using the term"used and useful" then
just allow sonme latitude in terms of what is considered
to be used and useful.

I might just add to it by saying that | very
recently have done a study for a dairy products
di stributor manufacturer and they have picked up a bit of
| and whi ch happens to be approximately 20 hectares. |In
their deci sion-nmaking process they are | ooking to devel op
the building in terns of what they will use over the next
five years. They have then decided to build sonething
el se that they will |ease, and then they have another
huge swag, which is nore than half the property, not
devel oped.

Now, therefore you have al nost three concepts of
stages of, this is what |I believe is going to be what |
need to use over the next few years. | wll build nore
and I"'mgoing to lease it out to sonebody el se for
three years because that's surplus to ny current
requirenents, but | will need it, | believe, in the
future and it is worthwhile for nme to do that at this
st age.

7 Septenmber 2001



385

Cl AL

1 Now, | don't know whether this helps in terns of

2 what M Seed is saying, but this is the process they went
3 t hrough and then they had surplus |and which they didn't
4 take account in terns of the current buil ding.

5 So, | don't envy you trying to sort out the one on
6 used and useful, but | do believe there need to be sonme
7 paranmeters to say, is this a logical life cycle type of
8 devel opnment which is being considered in a nost

9 reasonabl e manner to arrive at a realistic solution

10

11 CHAI R: Thanks very nuch.

12

13 MR CURTI N: Thank you very nuch for that, | think that was
14 quite a robust statenent of, yeah, the principles

15 i nvolved and | see where you're coming from

16 Earlier on in the proceedings we did have a

17 statement from one of the experts for Auckland, from

18 NERA, quite a different approach to yours as | understand
19 it, and I'mnot putting this in any kind of inquisitorial
20 way, referring toNERA' s statenment was that you really
21 had to think about the econom ¢ question that was being
22 addressed and, dependi ng on the econonic question that
23 nm ght be addressed, it night be conpensation for

24 nationalisation or it could be for pricing purposes or
25 measur enent of excess returns, you would actually,

26 dependi ng upon the question, you would then reach into
27 the tool box for a valuation nethod. And they suggested
28 there night be a hierarchy of valuations fromscrap val ue
29 at one end to maybe deprival value at the other end.

30 As | understand you, | hope |I'm not exaggerating or
31 sinmplifying, but I would suspect you don't have a | ot of
32 synpathy for that argunent, and you're rather inclined to
33 think that there is a valuation that's probably going to
34 be appropriate for nost purposes; | just wonder if you'd
35 like to explain on your view and how |'ve represented

36 theirs?

37

38 PROF BOYD: Yes, thank you. Now, probably I haven't nmade
39 nmyself totally clear on that; if we went back to the
40 original slide, you see, it is inportant to | ook at the
41 purpose for which it is being achi eved, because the

42 pur pose for which it is being achieved will then sel ect
43 bet ween those three approaches, being the market

44 approach, the investnent approach and the cost approach
45 And yes, we do have -- for instance, for insurance
46 pur poses you mi ght be saying, |ook, | need a specific

47 val uation for insurance purposes, and that mght differ
48 for that reason. So, yes, there can be differences and
49 that's a reason why you | ook at the use for which it's
50 going to be used at an early stage and then conme down to
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your net hodol ogy.

So yes, there are differences in ternms of the
nmet hodol ogy that can be inported there but they are stil
wi thin that group that you have got.

There was an earlier question fromthe Comi ssion
that | think relates to this and it night also help to
clarify. It was, what should be taken in for pricing
purposes, is this a correct nethodol ogy, and what shoul d
be in or not in, in terns of assets that need to be taken
into account ?

Now, | see that as two separate issues. | don't
bel i eve the net hodol ogy changes if we're trying to say
we're trying to determ ne today's cost. But what
el ements cone in is optional. |In other words, you m ght
decide to say that for pricing purposes we're not going
to take those elenents in, whereas for bal ance sheet
purposes | might take theminto account. But | still
bel i eve the nmethodology to arrive at that cost approach
woul d not change, whether you're doing it for
bal ance sheet purposes or whether you are doing it for
pricing purposes. So that's where, when you have cone
down to sel ecting your methodol ogy, then the nethodol ogy
is robust and the methodol ogy doesn't change. But it
can -- the nethodol ogy can be selected according to the
purpose for which it is undertaken. Does that hel p?

MR CURTI N: Yep. Thank you.

MR GAMBY: Terry, |'ve just got one question, | think you

hi ghlighted it very well with your exanple of, | think it
was in the dairy industry. 1In the case of the |l arge
substantial piece of land that's put aside at this stage;
when sonebody was actually buying that piece of |and, how
woul d they have treated the land, in terns of valuation,
knowi ng that they wouldn't be using it for a certain
period of time? Wat would they have done to the val ue
at that stage?

PROF BOYD: In terms of this conpany, and |'Il just speak

about this conpany at the nonent, they chose to buy
20 hectares on the basis that they woul d probably use
five over the next few years, and yet felt that it was
probably worth staying there for 20 years, so their tine
hori zon was about 20 years. So they were willing to
pay -- they had to pay -- the concept of saying, if we
wish to stay put for 20 years, we need to buy this
20 hectares of |and even though we can't use it.

They will then try andminimse their costs by
saying, |look, two-thirds of this at the nonment we're not
going to use, what can we do? Do we build another type
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of devel opnent for sonebody else, and they | ooked at it
and said, no, we'll see if we can |lease it as a contai ner
depot, we're quite happy to harden it. So, although it
has been a cost to them they would like to take that
cost out of their ongoing hol ding costs.

And |I'm not sure, you can tell me whether | am
respondi ng to your question well, but they had the three
stages; they felt at the first stage they would buy the
land, the large |and, they would take their building
whi ch was going to be surplus to their current
requi renents but they would need it within the next
five years, and they would be happy to bear that cost of
that building. They would bear the cost of the secondary
bui I di ng which was an extension of theirs and | ease that
to sonebody else, so they did, felt that they would not
have done the devel opnent unl ess they could have | eased
that because they anticipate that they will not use that
for five years.

So that's the way they structured it but that was to
them the nost efficient nmeans, so that they did buy a
huge tract of land and had to value that land in the
mar ket pl ace, but they tried tom nim se the cost to them
by then passing on to sonebody else to nake it revenue,
sort of -- get a revenue fromit, if they could, into the
future. Does that hel p?

MR GAMBY: | think that's very helpful. Let's take the

situation that they hadn't been able to pass on that cost
by building a building and they had a | arge parcel of
land sitting there, that they knew they'd need into the
future but they couldn't actually do as you' ve indicated
in that scenario. Wuld they then pay less at the tine

t hey purchased it, or would they have to neet the market,
and what would they do if they had to neet a higher
price? How would they resolve that seeningly

i nconpatible problem if they paid a narket price? Wat
happens?

PROF BOYD: I"mnot quite sure whether -- let nme try this

in two forns.

In they had to neet the market, quite frankly
they've got to buy the land but their decision at that
stage would be, do we go for the larger tract because of
the additional cost involved, or do we go and find a bit
of land half the size, and it's therefore difficult for
me to nmake that decision on their behalf.

Wul d they -- because of the very high holding costs
of something for a long-termin the future, would they
rather go and shorten their tinme horizon and buy it for,
say, a ten year period, which is quite likely.
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O, alternatively, they might well nove out to
cheaper | and on the concept of saying well, I'd rather go
for a large tract of cheaper land so that | don't have to
nove at a later stage. Wuld be a case of the cost
benefit to the individual concerned.

GAMBY: Thi s may have not been such a good exanpl e
suspect .

What I'mtrying to ask you | guess is, if an
organi sation had to hold land for a |long period of tine,
knowi ng that effectively if they'd bought it at a certain
| evel, would they expect to pay land at a | ower |evel of
val ue know ng that when it canme useful to themit would
have a hi gher | evel of value in one formor another.
Ei ther useful at a higher level to themor useful in the
mar ket at a hi gher |evel?

PROF BOYD: I think in response that they would expect to

have a higher value in the future. So, it is quite

i kely when they are investing in an asset such as |and,
they woul d expect that growh in value, yes, | think
that's a reasonabl e expectation, and that could well be
one of the factors in their decision to go for the |arger
tract, on the basis that they were doing an investnent,

if they are willing to | ook at that sort of type of
exerci se.
CHAI R: | just wonder whether it might be worth raising the

ot her point yesterday wi th Auckl and, where they were

| ooki ng at values of l[and sold contiguous and not so
close to the airport. On this analysis would you fix a
price conpletely independent of that. | wonder whether
you'd care to follow that up

MR GAMBY: I don't believe you were here when the

suggestion was put that there's a certain | evel of value
whi ch has been applied to part of the |and, but when it
becomes useful in another particular type of use then
this noves under the market val ue existing use basis, or
the fair val ue basis, either one, fromone | evel of value
to the other.

| don't know whet her you have considered that in
terms of excess land in relation tospecialised assets,
but that appears to be what takes place. And the
question that the Conmmission is particularly interested
in, is in the process of it noving fromone |evel of
value to the other there is both a timng i ssue at which
it may be charged to certain individuals, say the
airlines, and al so the question of, does the -- when it
noves from one |level of value to the other, does it not
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1 then incorporate all the costs involved of holding that
2 | and when it noves fromone to the other? Perhaps you'd
3 like to coment. |Is that where you --
4
5 CHAI R: The only other point which is probably
6 self-evident, in that nodel does one tend to chase the
7 other? | nean whether you're building an airport or a
8 port, if you like, or a shoppingcentre, and you are next
9 to a K-Mart and you're a shoe shop, you' d probably sel
10 nore shoes than if you are not. So, a large
11 infrastructure like an airport tends to have an inmediate
12 i npact on contiguous | and val ues, which then can foll ow
13 each other up in valuing the airport. Do you see what |
14 nmean? It's alnbst a circular argunent.
15
16 PROF BOYD: | agree with you, M Chairman, in terns of your
17 point that, if in fact you are sitting adjacent to an
18 asset which has a higher value than you, and that there's
19 a potential that you will be assuned into that, that
20 there does have the ability of pushing your val ue up.
21 The only other issue is now, what is to nake the
22 asset -- let's take the airport and let's take airport
23 land next to it. Yes, | would say that |and adjacent to
24 the airport would increase in value because of its
25 proximty to the airport provided the airport's basic
26 val ue is higher than its basic val ue.
27 However, I'mnot sure that there is a continuous
28 grow h upwards, because the airport is in fact in that
29 situation the dom nant value, and if the dom nant val ue
30 goes up, vyes, | suppose the one next door as a proportion
31 of that, or as what we'd call a potential elenment of it,
32 woul d go up as well.
33 So, that | agree with. [I'mjust not sure that, bear
34 in mnd the airport value will go up essentially in terns
35 of the productivity and the useful ness of it.
36
37 CHAI R To be fair, the Auckland nodel, there are other
38 i nfl uences on | and val ues around Auckl and Airport that
39 also are reflected in the price of that |land, so the
40 ai rport may not be the mmjor factor but it's certainly an
41 i nportant one. Thank you.
42
43 MR GAMVBY: Did you want to try and address the earlier
44 guestion, as to the -- part of it, which | thought was
45 actually where | thought the Chairman was driving at. M
46 apol ogy.
47
48 CHAI R: That's fine. Please.
49
50 PROF BOYD: Yeah, | feel a bit unconfortable with that to

7 Septenmber 2001



390

Cl AL

1 be honest because I'mnot quite sure -- if you would |ike
2 tosummarise it again for ne, I'msorry Evan

3

4 MR GAMBY: "Il do the best | can, Terry.

5 The situation appears to be that, and this is the

6 way | think I would see it as avaluer, that you cone

7 al ong and | ook at an asset which nay have sonme value in

8 the future, and it may be five, seven, 10 years away but
9 you don't know quite when that's going to be. And

10 valuers will come along and say, | think it has a val ue
11 of -- let's take $100, 000 per hectare.

12 My under st andi ng of the evidence which was given,

13 and the way | understood it was given, is that, at the

14 ti me, when the use becones perhaps nore quantifiable,

15 whi ch m ght be five, seven, 10 years, then theval uers

16 woul d cone along and value it at, say, $200,000 a hectare
17 which reflects, as | understood the answer, the resource
18 managenment issues, the holding costs and any other issues
19 that may result. So it's alnobst -- it goes up slowy
20 during the revaluation and then it takes this great big
21 guant um j unp.

22 Now, | think the question that the Comrission is

23 per haps | ooking at here is, should |anding holding

24 charges be charged against this |ower |evel of value over
25 the period when you're not quite sure, when you know

26 there's going to be a substantial junp at the end of it
27 when it becones useful

28 Wuld that be a fair way of expressing it? So, are
29 you getting a double whammy by charging it during the

30 process and then taking the higher val ue?

31

32 PROF BOYD: In response |'"mgoing to sidestep the charges
33 i ssue, because | don't really want to comrent on whet her
34 the charges should be taken into account.

35

36 CHAI R | understand that, that's fair enough.

37

38 PROF BOYD: In terms of the value, | can understand the

39 concept if you are saying you' re buying land, and land is
40 valued on its current and future benefit. |If the future
41 benefit's so far renpved then it really just has its

42 current benefit. If, over time, the future benefit cones
43 close -- and you could take the scenario of rural |and on
44 the fringe of a city; as the city expands, so that which
45 was originally just rural land now has potential for

46 resi dential devel opnment and, therefore, in tinme it does
47 i ncrease in val ue because of factors that are increasing
48 the future benefit that's coming towards it, and to sone
49 extent | can see that in relation to land either adjacent
50 to, adjoining or part of but not essentially part of the
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fabric of something such as an airport.
I would refrain from comrenting on how the charges
inrelation to that should be taken into account.

Pl CKFORD: Can | just ask you one question about the
optim sation process and the use of this nodern

equi val ent asset, | know you actually didn't say much
about it and maybe M Seed will want to coment too.

It seems to ne that inpractise it nust be very
difficult to actually work out the value of the npbdern
equi val ent asset, certainly in the context that M Seed
raised it when he tal ked about South Auckl and Hospital
with a 1940s style of design. You are talking about
reproduci ng that asset in a nodern formto provide the
same | evel of functionality.

How can that actually be, because, by definition,
you are actually sort of upgrading it to a nodern
standard of asset presentation and design, and so, the
two assets can't in any sense be equivalent, | would have
t hought, but naybe |I'mwong. Perhaps you would like to
coment ?

SEED: That's actually precisely the point that we're
maki ng, that you're replicating the utility that's

provi ded by the existing asset, and you are never in the
position of over -- when | say "over optim sing" or

"optim sing upwards", for exanple, with an old facility
such as that, and | set out in the slides all of the
issues -- in fact, not necessarily all of them

either -- but a large nunber of the issues that you woul d
actually take account of, in assessing what the nobdern
equi val ent asset replacenent cost actually was.

It's a very transparent way of doing it, and
you -- for exanple, you can build up construction costs
relatively easily, you can observe those. You know what
you need to spend on that building to conply with the
Bui l ding Act, fire regul ations, other types of -- and
al so to neet other types of conpliance, you can actually
guantify those exactly.

You can identify the remaining econonmic life of the
asset, there are plenty of people around, for exanple
Marine and Industrial, who do nothing el se other than
that, which is identify remaining economc |ives of
assets.

So, | don't think it's quite as difficult as perhaps
you nmight see it. Froma practitioner's point of view,
that's what we do all the tine and | -- does that address
your question?

MR Pl CKFORD: Wll, | was really looking at it in ternms of
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the actual utility or functionality of the building.

nmean, you gave the exanple where the old building doesn't
have a high level of functionality, and it seened that in
replicating it with a nodern asset you'd actually want to
inprove its functionality, so you'd end up with a nore
efficient building than the one you're replacing. So, in
a sense you're not conparing like with Iike at all

PROF BOYD: If I could just cone in at this stage and say

that; | hear your point, but | don't think it is that
difficult to use the same concept of functionality. It
is necessary to take concepts when you're working with
repl acenent as reproduction cost, but it is -- | think as
M Seed says -- is being done all the tinme. W can take
the nost difficult exanples and you will run into sone
struggles with them but | still don't think that it is
something that is beyond the ability of thevaluers and

t he other asset managers who are | ooking at these things
to say, that is the functionality of that buil ding,

what ever your neasure of functionality is in ternms of
beds or whatever you think you're going to raise it, and

you' Il put it into another building that has that sane
type of functionality.
To me, | nmust conme back to it and say that is stil

easier to ne than trying to find sone historical cost and
i ndex that historical cost up to the current day val ue
and say, well, yes, that represents the current cost,
because that has a great deal of difficulty with it and,
if you don't index it up, you don't have a nmeasure of
conpari son.

You definitely cannot use a net present value, which
has been suggested here by Dr Carpenter because, with al
due respect, |'ve never seen a five, 10 year-old historic
cost in a net present value. Net present value, by the
nature of it, is looking forward, present day forward in
time. How do you logically incorporate a five or
10 year-old historic cost and say it is at today's cost?

So, | would still say that, trying to find a
reasonabl e correct cost today is nuch easier to ne than
trying to take an historical figure and adjust that
hi storical figure to present day.

MR STANLEY: Terry, just briefly carry on fromthat.

There's been a suggestion that theODRC approach, which
we accept is a robust valuation nethod, is subject to the
possi bility of undue influence or manipul ation by the
entity involved, in ternms of the possibilities of
deci di ng what paraneters should apply. Wuld you like to
comment on that?
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PROF BOYD: Yes, M Chairman, there's no doubt there's sone
difficulty, in that you have to have various variables
into this, which are uncertain, and have a certain anount
of subjective judgnment. But | would think that's the
reason why you need forums such as this whereval uers can
put up figures and they can be audited and they can be
exani ned to say, has a reasonabl e stance been taken
It's not the nethodology, it's the inputs into the
nmet hodol ogy that need to be exam ned.

And | think there is adequate provision for that.
Wth all due respect you have sonme very conpetentval uers

consulting to the Conmi ssion at the nonent. |[|f they were
to look at figures that were produced and put out in
terms of ODRC, | believe they could exanine those as

equally well as they could exanine those that are | ooking
at the land values, which are going to ook at it on the
basis of all alternative use.

CHAI R Yes, on that point. | mean, there's been a | ot of
debate here in recent years about the application of CDV
to line networks, and, indeed, in that context guidelines
have been published as to howODV principles, or what ODV
principle should be applied. Certainly the
interpretation of those principles has occasioned a | ot
of debate, and I think what you are saying is that it's
not too different conceptually under ODRC, but there will
be consi derabl e debate about the application principles
and the point that M Stanley nade, about what assets are
actually put in under what conditions.

" mnot sure what the short answer to that one is,
but. ..

Now, on timng, first of all, what's your preference
M Weston? First of all, does Professor Boyd got to run
off to catch a plane, or what's your tinmetable?

MR VESTON QC. I think 1.30 was a witching hour -- 1.30, so
I don't know whet her you've got nore questions for himor
not, or --

CHAI R: O hers might. [1'd like to break at about 12.45 but
Dr Lally nmight have a couple of points just before that,
and if you are willing we could probably start again at
1.30 with M Seed. There isn't nuch else to do around
this part of town anyway.

MR VEESTON QC: Opportunity costing.
CHAI R: Wth respect, yours nay be higher than m ne, but I

won't add on that any nore.
I might ask Dr Lally perhaps just briefly to get the
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points, while Professor Boyd is here, then perhaps
adjourn at quarter to and cone back at 1.30. Ckay,
Dr Lally.

DR LALLY: A coupl e of questions, Professor Boyd. There
seens to me to be quite a variation in opinion anbngst
the experts who are appearing for the airports on a very
fundanmental question, and that fundanental question has
been put a nunber of tinmes by various Conmi ssioners and
experts, and the question is, does the choice of
val uati on nethod vary according to the purpose in mnd?

M Houston yesterday, or the day before, pre-enpted
that question by starting his presentation by saying
qui t e unanbi guously, "The answer is yes". As the purpose
varies, the valuation nmethod varies.

And if | understand you correctly, you are also
sayi ng, "Yes"?

PROF BOYD: Yes, within the types of nmethodol ogy that are
avai | abl e, yes, you can choose a different nethodol ogy
according to the purpose. But the purpose will come from
what is nmentioned early on there, is your problem
anal ysis and the definition of the value that you
require. Once you decide what value you require, which
can relate to the purpose for which it is required, then
you sel ect a met hodol ogy.

DR LALLY: The sane question was put toM Seed earlier
this norning, and if | understood himcorrectly, his very
cl ear answer was "one size fits all".

PROF BOYD: No, | don't think in fact, with respect, that
was his response that |I heard

DR LALLY: My intention was that M Seed would respond to
t hat questi on.

CHAI R Perhaps, if Professor Boyd andM Seed will work it
out, which of themor both. So, it's over to you.

PROF BOYD: As | understood it, what M Seed was sayi ng,
whi ch was the sane thing | was saying, was that if you
are valuing and you are |ooking at an airport of this
nature and you are valuing for pricing purposes or trying
to determ ne the sane cost value for bal ance sheet
pur poses, you would use the sane approach. Therefore,
your intention here is to arrive at the current val ue of
the property. Once you have decided to arrive at the
current or the market value, then the purpose for which
that valuation is used does not change.
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Let me give you the exanple that if, in fact, |
wanted to sell ny house and | put a value on it, that
val uation should al so be able to be given to the banks as
security to say, that is the valuation on which you could
pl ace security.

I"mnot going to go to the bank with a different
val uation and say, that's a valuation for security
pur poses whereas this is a valuation for the marketing
purposes. Once you have chosen the approach you are
usi ng, that should not change.

CHAI R: M Seed, have you got any further conment?

MR SEED: The di scussion remnds ne of a cartoon | saw

years and years and years ago. You nay recall a
character called Jock. He was a farnmer-type character
and he used to appear in a cartoon that was published in
the Farmer Magazi ne, probably not many of you have seen
that but anyway, |'IlIl persevere.

Jock is standing, |leaning on a gate talking to the
val uer who's just actually driven up to value his farm
and Jock | eans across the fence and says sonething al ong

the lines of, "Well, listen here nate, what 1'd really
like is 1'd like a high value for the bank and 1'd |ike a
| ow value for the rates. | want a high value when | go
to sell it to the neighbour and | want a | ow val ue when |
have to confront the Tax Departnent"”.

That is illustrating hopefully we're not doing that
kind of thing here. If we're asked to assess the market

val ue of an asset, we assess the market value of the
asset.

My understanding is that Greg Houston, when he was
i ntroduci ng these different valuation nethods, was
tal ki ng about exit value for exanple. Now, if you ask
Prof essor Boyd or another valuer to tal k about exit val ue
they would tal k about net realisable val ue.

So, | think perhaps, Dr Lally, I mghtn't have nade
nyself that clear, but if we're tal king about market
val ue, there is one way of actually assessing that.

CHAI R Al'l right, thanks very nmuch. Well, we're getting

to quarter to 1, so | nmight drawit to a close and just
to thank Professor Boyd for taking the time to present

hi s paper and answer questions, and reconvene at 1. 30.

Thank you.

[ Adj our nment taken froml2.46pmto 1. 30pm

7 Septenmber 2001



OCoO~NOOTPA,WNE

396
Cl AL
CHAI R: Okay, we'll reconvene. M Weston, please.

MR WESTON QC: Thank you, M Chairman. M Seed is going to
resume with his presentation. He's going to make a few
i ntroductory coments about ODRC but we're |argely
| eaving that with Professor Boyd and he's mainly going to
deal with DCF. Thank you.

MR SEED: Thank you, M Chairman. W' ve spent quite a | ot
of time this norning talking about theoptim sation
i ssues surroundi ng theoptim sed depreci ated repl acenent
cost approach, and really, | don't think there's anything
further that the next two slides that | have here are
really going to add. So, if | could just please skip
over these and just skip down to touch on the use of ODRC
and who actually uses it -- rather, who it's used by or
advocated by, and | just want to run through sonme of
t hese points.

ODRC is actually specified in Valuation Standard 2
for specialised assets and we note that in the
Commi ssion's report that it referenced Val uation
Standard 2 and the valuation standard for specialised
assets, but it didn't actually then go on to say that
CDRC was the reconmended approach. So | just want to
rai se that particular point.

It's al so recomended by the val uation standards of
the International Valuers Standards Committee, the
Institute of Chartered Accountants Standards of
New Zeal and, FRS Standard 3. Now, theNAMs manual
that's the new infrastructure asset nanager manual al so
recommends ODRC, and renenber that's the manual we were
referring back to when we were tal king about
optimsed -- sorry, I've lost nmy place -- ODRM

CHAI R We know t he one you nention

MR SEED: Qobviously, the Mnistry has its ODV manual ,
Transpower has its ODV nanual, and both of those are -- |
think they are nentioned in the relevant |egislation, are
t hey not?

CHAI R The information disclosure regulations certainly
refer to the ODV manual ; whether it's mandated or not --
M Bertram may know, off the top of nmy head | can't -- he
says it's not -- it's nentioned in the nmanual

MR SEED: And ODRC is used in the valuation ports, roads
and ot her specialised assets. 1'd just like to pick up
the point that | made this norning that we're tal king
here about, the degree of thespecialisation of assets
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dictating the use of ODRC, not necessarily whether the
assets are owned or utilised by an institution or an
entity that operates as a nonopoly. So what dictates the
use of ODRC is the degree of specialisation

And al so, ODRC or DORC as they discuss it in
Australia, is specified by theACCC and di scussed and
alsoutilised by the ACCC for airports, gas and al so
| i nes busi nesses.

So, if | can make those comments and cl ose onODRC.
I'd be happy to cone back and answer any questions on it,
but | think between Professor Boyd and | we've covered
the points I wish to make.

CHAI R I'd ask M Ganby or --

MR

GAMBY: No, | have no questions.

CHAI R: Dr Pickford first, please.

MR

Pl CKFORD: Can | ask you what the situation is in the
United States with respect to regulator's utilities,

whi ch | understand are regul ated on the basis of historic
cost. Could you tell us, if you know it, what val uation
standards are used there?

SEED: The val uation standards that should apply would
be the International Valuers Standards Committee
st andar ds.

Pl CKFORD: Are you certain if that's actually the case
for these regulated entities in the United States?

SEED: ["msorry, | can't answer that question.

GAMBY: It may not be a particularly fair question

M Seed, but | would have |iked to have addressed

Pr of essor Boyd because it cane up in our discussions.
When Professor Boyd nmentioned that he had only one
concern with the Commission's findings, | think, and it
related to historic cost, was he actually addressing the
question of the land value at that stage? Wre you
awar e, or was anybody aware; could you tell us that
particul ar?

SEED: No.
GAMBY: You don't know.
VESTON QC: For what it's worth, ny understandi ng was,

he was dealing with the seal ed assets when he was tal king
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about that. But, if that's inportant, we can try and get
a clarification.

CHAI R: It mght be useful if you could, please.

M5 REBSTOCK: | think it mght be clear in the transcript
when we get it. | think he clarified what he neant.

MR SEED: Now, I'd like to nove to the last topic of ny

presentation, which is the use of discountedcashfl ow
techni ques for pricing.

The Commi ssion nmentioned di scounted cash flow, or
what "Il refer to as DCF, once at paragraph 7.5, and it
says that, "There is a circular problemif discounted
cash flows are used to set prices".

Now, circularity's an issue that's been around for
some tinme and it's by no neans new, | guess the first
citation of the concept was back in -- | think it was
1944 in the Hope -v- Natural Gas case in the US; that's
cited in Fred Kahn's book on The Econom cs of Regul ati on
Principles and Institutions.

Al'l the Federal Power Commission then was saying,
was that the prices couldn't necessarily depend on the
val ue of the asset, and the value of the asset base
couldn't depend on prices or the rates that are charged.
Now, | don't think that anybody woul d di spute that.

Now, that just means sinply that circularity arises
when the initial capital is estimted usi ngDCF and the
prices also are estimated usingDCF. So, circularity
does not arise however when the assets are val ued using
ODRC, or historic cost for that matter, and that applies
to both DCF -- and where |'ve got "HC' there, that should
actually refer to the building bl ock approach. So, it
applies in both cases whether you use what we've called a
"DCF approach", or whether you use what we call a
"bui | di ng bl ock approach".

Now, because CIAL's nodel -- and this is our
contention -- becauseClIAL's nodel for the airfield
pricing and other term nal pricing does not calculate the
initial capital value using aDCF approach, it cannot be
circular. The price is determ nedexogenously fromthe
nodel and, as we'll discuss later, CIAL's approach is
totally consistent with approaches that are used by the
ACCC and The World Bank, or recomrended by The World
Bank.

The DCF approach that we have utilised in
determ ning our charges, is wdely used in pricing al
sorts of securities, for exanple theDCF approach is used
in determning | ease paynents for different assets and
effectively that's what we've done here. [|f you can
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thi nk of the DCF as Auckl and nodel that cal cul ates an
anal ysed paynent, and that anal ysed paynent being the
reference revenue which is then divvied up anongst the
different types of aircraft |anding at Cl AL.

And t he approach that we've used is virtually
identical to that set out in The Wrld Bank publication,
resetting price controls for privatised utilities, and
have a copy here with nme, [indicates], it's sub-titled "A
Manual for Regulators”. And, what it goes through is
just the approach that one would take, and it actually
deals with sone of the issues that arise, including the
val uati on of assets. For exanple, they recommend a
repl acenent cost approach, and also the treatnment of the
cash flows and what should be included, and so on and so
forth.

The ACCC al so utilised the DCF approach in that

case -- | think there are three cases |'ve cited in ny
subni ssion on the draft report, and they were the case of
Adel ai de, Mel bourne and Perth, | think fromnmenory. [|I'm

sorry, Professor Boyd left with nmy notes, so I'm
operating a little bit blind here at the nonent.

The main point to grasp here is that DCF is sinply a
nore transparent version of what | would call the
bui | di ng bl ock nodel. Under the building block nodel a
| arge nunber of the assunptions that are nade explicitly
in the DCF nodel, assunptions about passenger growh,
assunpti ons about efficiencies in expenses, assunptions
about quite a wide range of things, |like for exanple
capital expenditure, are all actually wapped up into one
nunber in the building bl ock approach. And, any
criticismor virtually all of the criticisnms of theDCF
approach also largely apply to the building block nodel

For exanple, if youcriticise that the building
bl ock nodel nakes a | arge nunber of assunptions, well,
you've already inplicit made those points, or assunptions
with the use of the building block nodel because the
bui | di ng bl ock nmodel actually relies on a, if you like,
anplified case of the DCF approach. And, as | discuss in
ny evidence, it actually uses a nodel that we call "a
nodel for a growi ng perpetuity”, and that, if you will,
rolls a whole suite of assunptions into basically one
nunber, and that nunmber is used to then calculate the

prices.
M Weston's just given ne the three airports. The
airports are Adel ai de, they were used -- theDCF approach

was used by the ACCC. At the Adelaide Airport, to
determne the nmulti-user integrated term nal charges, the
determ nation of the pass-through charges for necessary
new i nvestnent at Perth Airport, and lastly, theDCF

nodel was used for the determination of pass-through
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charges for necessary new i nvestnent at Brisbane Airport.

I just think it's inportant to note here that
those -- rather, duringClAL' s consultation round with
airline custonmers, the airline suggested that the
conparisons of the ClIAL pricing nodel with the
application of DCF at Australian airports wasn't really
that appropriate. And the reasoning appeared to be that
deternmining the extra price that should be charged at an
Australian airport for a facility was sonehow different
fromdeterm ning a charge at Christchurch for the use of
the airfield or the use of the termnal

| can't actually see how that is so. Surely what's
at question here is the pricing methodol ogy and not the
asset to which it's actually been applied to, because
it's a nethodol ogy, as | said, that we've researched and
we believe is credible and we believe there's a fair bit
of support for, and, as | said, the publication -- the
approach that we've taken is basically set out totally in
this docunent, [indicates], which |I'mhappy to provide to
t he Conmi ssi on.

This leads us to the point of addressing the issue
of price snoothing, pre-financing, pre-funding, call it
what you will.

The Conmission says in its initial viewthat
pre-funding is inappropriate, and followi ng on fromthe
di scussi on we had this norning regardi ng used and useful
| can understand where the Comm ssion's coming from on
that angl e.

By its very nature, discounted cash flow approaches
take into account future CAPEX.

Now, the test then becones what's -- in exactly the
same way we' ve been tal ki ng about what a rel evant asset
is, what's a relevant CAPEX. And in exactly the sanme way
that you would deternine the ODRM -- sorry, optimn sed
repl acenent net hodol ogy, or you're using that -- sorry,
not the ODRM you would al so use the DCF because one is
just the anal ogue of the other.

In other words, if you are actually | ooking at how
that investnment in that termnal, for exanple, is going
to work, there is an elenent of capital, if you' re using
a crude or -- you know, we were tal king about the crude
or naive used and useful definition this norning, which
it's not clear whether -- | don't think that's where the
Commi ssion's comng from but if you were going to use
t hat approach, there's always an el ement of asset that's
going to be added in at sone point in the future.

Now, what the DCF nodel does, is it tends to snooth
the price path over that tine period.

So, what you've done is you've determ ned the |east
cost way of putting the asset in place, and then with the
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DCF nodel you've determnined the path of prices, so one,
if you like, is related to the other.

Now, the point 1'd |like to make is that, the snooth
price path is consistent with our reading of how prices

behave in conpetitive markets. |It's also consistent with
the views of the ACCC and, for exanple, The World Bank
sponsored studies that we've reviewed -- and, in fact, if

I could just read you a reference which | have in ny
earlier evidence, and | hadsumrarised in my notes but
they're not here obviously.

This is from Resetting Price Controls forPrivatised
Uilities, a Manual for Regulators by Richard G een and
Martin Pardina, P-A-R-D-I-N A

CHAI R If we haven't got one already, we'll get a copy of

t hat anyway.

MR SEED: And from page 57, setting out the principles for

translating the revenue requirenent into a price control
they state:

"First we should aimto avoid fluctuations in
prices. |If prices are changing rapidly and in a
seeni ngly unpredictable manner, custoners will not be
able to react to the signhals that prices are neant to
send. It is better to set a smooth path of prices based
on the conpany's revenue requirenments over the whole
period than to match revenues and prices in each
sub-period at the cost of significant variations in
prices".

They rai se a second point, and they say:

"Second: Incentives will be stronger if the price
control noves snoothly between the present |evel of
prices and the level desired in final year is shown in
the dotted line in figure 5.1".

And further to that; if prices are going to be
relatively smoothed in a conpetitive market, it would
seemto us that price snoothing is appropriate.
Furthernore, price snmobothing is consistent with the views
expressed by the ACCC, that prices should not vary with
the vintage of the asset. And that particular viewis
set out in the ACCC s Draft Principles for Regul atory
Pricing of Transnission Assets -- sorry, can | give you
the correct reference later. Sorry, beg your pardon,
Statenment of Principles for the Regul ati on of
Transm ssi on Revenues of the ACCC.

Now, just as a conparison of theDCF and buil ding
bl ock approaches; the things to consider here is, what's
taken account of explicitly and what's nost transparent
and what's inplicit and, therefore, difficult to w nnow
out .

7 Septenmber 2001



O©CoOoO~NOOOTA~WNPE

402
Cl AL

Now, in conparing both of these nethodol ogies, for
exanpl e, you ask the first question; uses a cost-based
approach for the value of the asset? Yes, both of them
do, so there's no circularity involved with either the
DCF or the building bl ock approach.

Are prices a function of the asset base? Yes, they
are in both cases.

Are prices a function of the cost of capital? Yes,
they are in both cases.

Now, the DCF, does it take account of the forecast
productive efficiencies, yes, it does explicitly because
you can -- or the costs that you actually put into your
DCF nodel can actually have productive efficiencies
i mposed upon them You can factor those in explicitly.

How, in ternms of building block nethod, it's
inplied, it has to go in there in the cost estimate that
you are putting in, in year one.

Does it take account of forecast econom es of scale?
Yes, because in the DCF nodel what you are doing is you
are explicitly forecasting increases or changes in
traffic.

Now, increases or changes in traffic | evels have the
i npact of actually reducing the current level of -- well,
actually just to rephrase that sorry. Increases in the
forecast |evel of passengers and the forecast |evel of
novenents has the inpact of reducing the current |evel of
prices.

Next question; does the, or does either method take
account of the expected volune gromh? Yes, it does, or
t he DCF nodel does. And lastly, does the nodel take
account of expected capital expenditure? TheDCF nodel
does explicitly and the building block nodel is inplied.

Just a last point, one | haven't actually put on
there, and it relates to the discussion we had this
nor ni ng; the DCF nodel also explicitly takes account of
forecast capital gains in the deternination of prices,
and in the case of Cl AL those forecast capital gains
actually offset the charges that are charged to the
airlines.

CHAI R: That was the point M Bellew nade, | think earlier

on, too.

MR SEED: Yes.

So, just tosummarise, and this is the sunmary for

this presentation: | have four questions and the first
one is, is there evidence of historic airfield excess
returns at ClAL? Well, no. Based on relatively sinple

corrections to the revenue, and al so using an approach
whi ch probably nore realistically nodels the cost
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structure for CIAL in the early part of the decade; first
is the latter. | don't believe that there are, and those
sinple corrections conpletely nullify the excess returns.
Is there strong influence support for the use of
ODRC to value airfield assets? Yes, there are. O yes,
there is rather. And | believe that ODRC is a good proxy
for the market value of the assets that are being
enpl oyed.
Third question: CanDCF be used to set prices?
Yes, DCF can be used to set prices and it is not
circul ar.
Lastly: Is there support for price snoothing? Yes,
| believe there is strong support for price snoothing.
And that concludes the presentation, M Chairman.

CHAI R: Thanks, M Seed. Any questions, M Curtin?

MR CURTI N: Just one. In paragraph 148 of your submi ssion,

you nention concepts behind the DCF nodel are not new,

and you're quite correct, | meanDCF is applied all over
the place, but you do nention that there's quite a | ot of
criticismback fromthe airlines, and no doubt the
airlines will be quite capable of speaking for

t hensel ves, but from your understandi ng what do you think
the brunt of the criticismwas, where were they coni ng
from and what woul d be your response?

MR SEED: The airlines were concerned about the inclusion

of capital expenditure in the discounted cash flow
forecasts. And, our response is that, because we have
i ncluded increases, for exanple, in passenger growth and
all of the other factors that would show an increase in
traffic, and al so because in the -- particularly in the
case of the donestic term nal where the redevel opment of
the existing termnal, which is currently around about
two-thirds too small for the nunmber of passengers going
through it, is inmmnent, our response would be that it's
valid to include that capital expenditure in the
forecasts, particularly when you are | ooking at the issue
of price snoothing as well.

[ Pause]. The other criticismthat the airlines did
have was, the use of DCF was circul ar.

MR CURTI N: I was wondering actually where the argunent

was because, if we | ook at your worked exanple in
paragraph 139; if you had, say, in year four a large slab
of investnment going on, which you treat as an

expense -- let's say a big one, say $1 mllion -- to get
t he whole thing to come back toNPV of zero over the

si x year period, the charges are going to have to be
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pretty inpressive conpared with what they woul d have been
ot herw se?

MR SEED: Yes, that's correct, the charges do rise if you

put the capital expenditure in there. But | think, at
the sane tine you' ve also got to ook at all the other
paranmeters that are in there.

| was trying to denpnstrate here with a relatively
steady state nodel, and |I've also included capital
expendi ture, but |'ve included capital expenditure that
is equal to depreciation. So, one is the anal ogue of the
ot her really.

BATES: Just a point of clarification. Were you have
said that the Commi ssion only nentionsDCF once, and
that's at paragraph 7.5, that's true but it nmentions it
in the context of asset val uation nethodol ogy, and makes
it clear that the circularity problem ari ses when the
initial value is fixed by having regard to returns.

So, | just wanted to nake it clear that, | don't
think there's any difference between us on that
particular point. Did you think that there was?

MR SEED: Qur understandi ng was that the Conmi ssion was

VS

sayi ng that you couldn't useDCF for pricing purposes.

BATES: Well, 1I'Il just read it to you. "In conpetitive
markets prices are set independently of asset val ues and
the current value of a business or an asset is able to be
deternmined fromthe total present value of the cash flows
it can generate, i.e. that's a situation where val uation
is based on return. Prices determ ne the val ue of

assets. However, where nmarkets are not conpetitive, as
with airfield activities, prices depend on the val ue of
assets. There is a circular problemif discounted cash
flows are used to set prices".

MR SEED: Therefore --

MS

BATES: To go on. "Since prices will influence the
| evel of expected cash flow which in turn determ nes
asset value". So, what I'mjust saying is that that

statenent is made in the context of a situation where the
asset's valued by neans of |ooking at the returns.

MR SEED: So, we would take it, then, that the Conm ssion's

quite confortable with the use of DCF where, for exanple,
you're using a cost-based approach to determ ne the asset
value initially?
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M5 BATES: | won't answer that. Not being an economi st,
"1l ask an economi st to answer it.
CHAI R: I think probably the answer -- when we finally
bring out our report, you will find the answer there.

That will perhaps be the best way of doing it.

MR WESTON QC: Ms Bates, if | could just respond to that.

You are absolutely right by what you say there by
reference to 7.5. W took that explicit reference to
DCF, together with other references in the report, to
saying that pre-funding is inappropriate to be a general
-- "condemation" is too strong a word but is the best |

can do at the nmoment -- of DCF because DCF, in ternms of
our approach, is the way pre-funding conmes into the whole
deal. So, it was a m xture of those two things.

In giving you those references, it was really just
conveni ence so you could quickly find the anchor point in
the draft report; it wasn't intending to say that that
one reference of itself condemed DCF

M5 BATES: | just wanted to clarify that point.

CHAI R | think you are right, the pre-funding issue is

obviously a central point in consideration of the whole
i ssue.

M5 REBSTOCK: | just wanted to followup on a coupl e of

thi ngs and get your view on it.

In a subm ssion fromBARNZ t hey nake the foll ow ng
coment, and |'d just |like you to comrent on it. BARNZ
al so notes there are circularity issues involved in
val uing assets in their existing use in a nonopoly
mar ket, because the cash flows which would be used to
support the existing use value are in fact driven off
that value". Do you not accept that that's an issue?

MR SEED: If you are deternm ning the existing use val ue

usi ng a cost-based approach, no, it's not. Al they've
described there is the circularity problem so | don't
think that's an issue with our use of theDCF nodel as
such.

M5 REBSTOCK: The other bit that | wouldn't mind you

comenti ng on since you referred to Professor Kahn, is
anot her quote fromBARNZ' subm ssion where they refer to
some evidence given behalf of Sydney Airport by

Prof essor Kahn in which he was tal king about neasuring
opportunity cost by the value of the next best
alternative use.
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And the bit of that quote that seens relevant is, he
said, "My clients and | maintain that the only possible
basi s of independent valuation free of circularity --
free of the circularity |I have described, and in any
event its true econom c cost was its opportunity cost and
its next nost valuable alternative use, which the airport
estimated at 16 mllion. | know of no econom st who
woul d di sagree with that proposition”

He's tal king about land in this case, but 1'd just
like to -- | nean, you have referred to Professor Kahn
yourself and the nmerits of his thinking, so I'd just |ike
your views on that statenent.

MR SEED: I"'msorry, |1've been going now for about
four hours, nmy brain's a little fried. Could you please
read that again?

MS REBSTOCK: [t's in the cross-subm ssions on -- there's
not a page, but it's?

MR VEESTON QC: Is it para 57?
MS REBSTOCK: Para 57, that's it.

MR WESTON QC: Just while M Seed's reading that, | have a
feeling that at sone point Professor Kahn has expl ai ned
that. Somewhere in this whol e nassive paper that | have
seen, | have seen a subsequent statenent by
Prof essor Kahn -- I'msure | have, |I'mnot going to put
nmy hand on ny heart, because that was an interesting
i ssue and | think he has addressed that.

M5 REBSTOCK: Maybe you could bring that back to us when
you | ocate it.

MR VEESTON QC: It would be Iike, Madam Curie trying to find
her bit of radium]| suspect, but I'll do nmy best.

CHAI R: It may be in his report that's attached to the
Auckl and Airport's evidence?

MR VEESTON QC: | don't think it's cone in formally into
this.

| may be quite out of line in this, but |I've got a
feeling that that is the case, and it may be that others
in the roomwould be able to put their finger onit.

M5 REBSTOCK: | nean, |eaving aside whether he's changed
his mind, since he said that he couldn't imagi ne an
econoni st woul d disagree with it -- maybe in fact he has
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-- 1'd still be interested in your view on what he had to
say.

MR SEED: | might be wong, but wasn't this issue actually
addressed by Greg Houston the other day?

M5 REBSTOCK: Yeah, 1'm asking you for your view.

MR SEED: I could fall back to ny hunble practitioner
response to this?

M5 REBSTOCK: If you'd like to cone back in your closing

submi ssion, that's fine.
MR SEED: |"d prefer to if that's possible.

CHAI R: Thanks, M Seed. All right, well, thank you very
much. M Weston?

MR WESTON QC: Thank you, Chairman.

Now, that -- we thought that night take a bit
| onger, but M Bellew s going to close. As | said at the
outset, he's going to tal k about countervailing power but
there are other topics he's collected up as we've gone
through this and he's going to try and address these from
hi s perspective as the chief executive, not wearing an
econom st's hat or a lawer's hat, it's sinply his
perspective -- well, | shouldn't say "sinply his
perspective as chief executive", and yes, "the conmerci al
perspective" as M Vautier says.

MR BELLEW Well, M Chairman, Menbers of the Conm ssion,
| et me quickly summarise what 1'd |ike to address.

I"d like to talk very briefly indeed about sone of
t he sharehol der expectations that inpact on airfield
prici ng behavi our at Christchurch

I"d like to give my views in terns of some of the
market realities, as | interpret them obviously, and sone
recent events and how they inpact on pricingbehaviour.

I'"d then like to make sonme further coments about
the characteristics of the airport business as |
experience it, and how they relate to sone of the
concepts that have been di scussed.

Firstly, to deal with the issue of sharehol der
expectations which are really reflected by way of policy
as it cones through the statenent of corporate intent.
have to enphasise that, particularly a majority
sharehol der -- Christchurch Gty Council which owns 75%
of Christchurch International Airport, they have an
expectation that we will do everything possible to
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attract nore air services to Christchurch

| enphasi se; they require of us that we do
everything possible to attract nore air services to
Christchurch

Now, | think the reason why they would require that
is pretty obvious. They see the economic benefits that
flow to the Christchurch community, Canterbury and the

South Island fromincreased tourism and I'll cone back
to tourism perhaps |ater
In fact, | can assure you that at every quarterly

review we have with our shareholders, this issue is
canvassed, this issue.

A fact: We are not capacity constrained in terns of
our runway and airfield services, and | think that was
al luded to by one nmenber of the Commission earlier.

But can |, at risk of a trivial but personal aspect,
bring out another enphasis in ternms of the sharehol ders
strong view as reflected in terns of the Board's
relationship with nyself. M price, in part, is
deternmined by my success in attracting additional airport
services to Christchurch. In other words, ny
remuneration is, in part, determ ned on an annual basis,
the at-risk conponent, by an annual neasure of how many
addi tional services we attract.

Now, | think the reality of this increnenta
increase is that, when pricing, we continually focus on
and have an enphasi s on behavi our at the margin.

Because, after all, if you are looking at increases or
decreases, you often are focusing at the margin.

Let me nove on now to nmy views in ternms of narket

realities. | amadamantly of the opinion that we nust
conpete at Christchurch to attract new services, but also
to retain existing. |In fact, life in this regard for

us -- and I'll give sone historic exanples -- is not

al ways onward and upward despite the fact that on average
the outlook for air travel is positive.

We do in fact, and have in fact, experienced market
shocks, and sonme of those have been alluded to already,
and 1'd like to cover those in sone detail and there wll
be some recent ones only.

Firstly, there is the nuchpublicised recent deni se
of the former Ansett New Zeal and, or Qantas New Zeal and
franchi se. The market shock that we experienced there
was very real and very tangible. W have publicly stated
that the cost to us was in the order of $840, 000
excluding GST, and let ne say that those costs are still
accruing in certain ways.

Anot her exanpl e which was alluded to I think by
M Seed, was the cessation |ate | ast year of services to
Christchurch by Korean Air. The annual revenue |oss as a
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consequence of that, based on previous prices, was
$780, 000, quite a material sum when put in the context of
our aeronautical revenue.

The irony, however, is that Korean Air persisted
with a decision to withdraw services despite the fact
that they were aware that our new pricing, which took
effect from1 January this year, would have resulted for
themin a saving of $230,000 on anannualised basis.

In other words, there were other market factors
prevailing in addition to airport pricing which
i nfl uenced that behavi our

Let nme nove on in ternms of other market
characteristics. The Air New Zeal and G oup, as neasured
by the proportion of aeronautical revenue which they
contribute for the nonth of August, represents 66% of
that category. | have, fromtine to tinme, particularly
yesterday when listening to the argunents about regul ated
electricity suppliers in the US market, wi shfully thought
that perhaps | would like to be in that industry when one
reflects the daily crisis as it grows in inmensity as
portrayed now t hrough the daily newspapers.

W have a customer who is obviously going through an
enornous crisis, who is in a perilous state financially,
and they represent 66% of ny aeronautical revenue, as
nmeasured last nonth. Surely this indicates that we are
not risk free as with respect ny airline custoners tel
me when we are in pricing di scussions.

In fact, we live in an increasingly turbulent world
and are not insulated from market shocks.

Qur prices are set for three years. They are based
on agreed (negotiated aircraft novenents) as part of the
consul tation process. And furthernore, they are
forwar d-1 ooki ng, obviously inplicit in forecasts, but
they infer a mix of aircraft types.

W have no resource in terns of yesterday being
yesterday, and in that regard we have no right to recoup
or even adjust or an ability to quickly adjust prices.

Let me nove on. Another market reality, as | see
it, for Christchurch: Mich as | amchallenged by ny
sharehol ders to grow busi ness, our offering -- in other
words, the travel market -- as perceived by the airlines
who woul d 1 ook at Christchurch as a destination -- may
not always be attractive. Let nme elaborate, and this
will answer a question that was, | think, appropriately
rai sed yesterday.

88% of our international passengers through
Christchurch Airport are travelling for |eisure or
hol i day purposes. Now, a corollary of that is the fact
that, in general, leisure travel is lower yield for
airlines conpared to, in particular business travel. In
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ot her words, airlines attenpt tooptimse their yield and
ideally, whilst they want a full aircraft, they want a

m x of high yield and low yield, and the greater the

| everage towards the high yield, the nore attractive the
destinati on.

My point is that, the nmarket that we are servicing,
and the market that we price through our charges, is
skewed towards | ower vyield.

It would be remiss of me if |I didn't deal w th what
is a vexed and controversial issue, nanely the pricing
process or consultation. Mich as the process causes
consi derable angst for nme, | think it's fromtine to tine
been denoni sed.

Let me go on. As the Commi ssion are aware, we are
requi red when setting prices to consult with our
substantial airline custonmers. This process, fromny
perspective as chief executive, is very influential on
the resulting prices in that it demands a certain
behavi our of us. In fact, as the Commission wll be
aware, if the process, with all its purity, is not
appropriately followed, then it's al ready been
denmonstrated that the airports are at risk of being taken
to the court and | egal challenge. And this of itself is
a substantial threat.

Moving on, and still referring to the consultation
process. M custoners are, in fact -- and |I'mtal king ny
airline custoners -- are represented by speciali st

buyers. They have individually extensive experience, and
furthernore, they practice pricing discussions
frequently. They are truly specialist buyers. 1In
addition, in such discussions they are supported by their
| ocal trade group, BARNZ, and in return behind that, and
even at a small airport like Christchurch you will, when
appropriate, get the appearance of the internationa
trade group of airlines, |ATA. So, there is the whole
focus of, without being grandi ose, the world scene and
the world policies.

In addition to that, there's a battery of advisors,
advocates, and furthernore, if | can coment on
bahavi ouri sm they are a very very cohesive group.

Let me say that | think the Conm ssion already has
on record evidence of that. That if one nenber of that
group feels sonmehow di sadvant aged as part of the pricing
process, the group will behave very cohesively. So,
there is an enornously concentrated and speci al i st
pr of essi onal buying power.

Let me go on. As part of the consultation process
there is in fact substantial disclosure of relevant
information. In fact, | believe it can lead to inforned
deci si ons by reasonabl e peopl e.
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One aspect of consultation which continually benuses
me, is that there is enornous enphasis during the
consul tation process on a |location or airport specific
approach. In other words, the total focus is not on
ai rport charges across a geographic market, but rather on
the built-up approach as it applies to Christchurch.

As the Commission will be aware, the process is
invari ably lengthy, often 12 nonths to 18 nonths. And to
close, I'd like to say that, in my opinion, stressful and

demandi ng though it is, consultation is a robust process
and | think that the resulting pricing reflects this.

Sorme nore realities of the airport business froma
chi ef executive's perspective --

REBSTQOCK: Could I just ask you a question on that
point. You nake the point that, although it's

ti me-consumi ng and frustrating, the consultation process
is useful. Do you think that process would be inproved
internms of its effectiveness, fromyour vantage point
and the airline's, if it was supported by generally
accepted pricing principles.

BELLEW As some of ny coll eagues have said before, and

| subscribe to this view, | think if we could get sone
agreenent as to principles, |I think it would be help
catal yse or inprove the process, | really believe. |

think there is a |lot of gaming tactics whereby people

i nvari ably, for various perceived advant ageous reasons,
tal k past each other and take sonewhat disparity
attitudes. In other words, a | ot of advocacy.

REBSTQOCK: Just a followup question. Leaving aside
what net hodol ogy is appropriate, in your experience in
negotiating with the airlines, is it conceivable to you
that it would al so be practical and possible for there to
be agreenent on -- agreenent to be reached on a

net hodol ogy for val uing assets which would provide the
requi red anount of transparency to bring confidentiality
to the negotiation process?

BELLEW | am by nature optimstic and | would

hope -- nmuch as there's obviously great debate and

di sparity -- that there can be a closing of that gap.
REBSTQOCK: | appreciate you being candid, because there
seens to be -- we seemto be hearing that froma nunber

of directions, or all the directions you want to hear it
from and so, it does |eave ne wondering, you know, what
is it about the current environment that doesn't allow

that mddle ground to be found? Because both sides are
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basically indicating a willingness to find it, and
acknow edgi ng the benefits of doing so, yet we're not
getting there.

In your view, what is it that's getting in the way
of that?

MR BELLEW Well, you use the word "candid"; if | can be

quite candid. It's sonething that continually benuses ne
as wel | .

By way of background, | conpare it. | used to be a
supplier in a heavy engineering industry to oil conpanies
who are really quite influential buyers, and yet | can
say, in ny experience, that it was easier in a sense to
be able to arrive at outcones there than it has been in
ny 13 odd years on pricing in our industry. And yet, we
are fundanentally interdependent; "
airlines.

I think that there has been excessive gam ng, and
I"m being very candid here, and | don't think that's |ed
to al ways appropri at e behavi our.

we", airports and

M5 REBSTOCK: Thank you for that. Just one further

guestion: Wuld you think that there's enough to be

gained fromfinding the mddle ground -- it hasn't been
possi ble so far -- but, would what each of you had to
give up be less if you reached -- you got there, do you

think that woul d have greater advantages to you than
possi bly enduring the full direct and indirect costs of
price control, if that's the alternative?

" mnot presuming price control is the alternative,
I"mjust saying "if it was", would that be enough to
perhaps give you the incentive to find the commn ground?

MR BELLEW I nmust confess in ternms of answering this

guestion sonme bias. M inclination is towards, as |I'm
private sector by background, |aissez faire, nininmm
intervention, so that biases nme, if | can make that point
for a start.

I think, in the interests of efficiency of process
we have to arrive at a better outconme than what we' ve got
now by way of even the process.

M5 REBSTOCK: Thank you.

MR BELLEW If there's no nore questions, M Chairman, can

| npve on?

CHAI R Yes, please.

MR BELLEW Thank you.
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Just sone other realities of the airport business
and sone of these have been covered already. W are
certainly capital intensive, in fact very capital
i ntensi ve business. The ratios are quite unusual. For
exanpl e, at Christchurch we have approximately $4
i nvested for each $1 of turnover, quite an unusual ratio
i ndeed. Furthernore, it's been alluded to by other
speakers, we have a very lunpy investnment profile and, as
a consequence, one of the nobst chall engi ng busi ness
deci sions facing nyself as chief executive, but also our
Board, is the tining and quantum of capital spending, and
| note that this is an issue that's been exercising the
Commi ssi on' s questi oni ng.

Furthernore, and | think this is internationa
practice I1'd like to refer to now, |lead tines are often
very very long, and | think this is something | would ask
the Conmi ssion please bear in mind. Here |I'mgoing to
use enpirical evidence, I'mgoing to quote fromthe US
mar ket whi ch has been referred to in another context
earlier, and that is the experience in the US at the
nmonment is that it takes on average 12.4 years to bring to
producti on a new runway.

Now, the construction time is relatively short,
probably a couple of years at nost, but all the rest is
all the preparatory work etc that goes in, and including
t he approvals, the agreenent with users, the agreenent
with the community etc. So, it is not a spot narket
circunmstance at all, it's a very long lead tine
ci rcumnst ance

CHAI R Thank you, we've been grappling with this, as you

rightly point to | think, so -- yeah.

MR BELLEW And perhaps, and | think this has come through

in ternms of the category of |and ownership. Airports are
spatially extravagant; in fact, one of the things we nust
have is an appropriate footprint.

Now, | think, depending on one's tactics, you can
come up wWith sonme quite diverse interpretations in this
regard as to, in the context of an airfield, what are the
nmust haves? And at the risk of making the Comm ssion's
task even nore daunting, | want to bring in a dinmension
which | don't think has had sufficient enphasise to date.

On a nminimalist footprint approach, obviously an
airfield could be represented by way of the analogy with
an aircraft carrier. On the other hand, increasingly
airports throughout the world are being capacity
constrai ned by environnental aspects, and in particul ar
ai rport noise.

We're all aware that our comunities, and they tend
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to have a great liking seemingly for airports and tend to
nove towards us, nmuch as we would prefer they stay away
in terms of residential, they have a hei ghtened
expectation of what they will and will not accept. In
fact, | think the younger people in our comunity now
have a nmuch greater environnental conscience and,
therefore, a | ower tol erance of intrusion, such as noise,
t han sonme years ago.

An issue which we have to continually grapple with
is, what costs will we incur today by way of buying the
spatial barriers or protection to allow us to operate
under-curfewed in the future?

And i ndeed, at Christchurch we have a policy of
wanting to retain our nost conpetitive position, which is
24 hours a day under-curfewed operations.

One of the dilemmas, as a consequence, we face is,
to what extent should we buy |and at the periphery which
will give us that certainty of future operation, and is
it fair, then, to ask that today's users pay sone
i nsurance policy, if you like, to allow unfettered
operation into the future?

If I interpret my airline customers' expectations
correctly, as much as | acknow edge they're excessively
frugal when it cones to agreeing to prices, | think
conversely they believe that supply fromus should be
elastic. 1In other words, they expect that we will always
be able to neet their expectations at a point in tine.

In this regard | think, therefore, the Conmm ssion
has got a very difficult task as at defines, or indeed
refines the used and useful test in the context of our
operating environnent.

To sunmari se: | have deliberately not used the word
"countervailing power", and let ne explain why. | think
that the word "countervailing power" has sonetines got
too lofty and too pure a test relative to the market in
whi ch we operate where there is enornous concentration of
buyi ng power and very limted option on the supply side
as well, but there are other externalities which inpact,
hence ny exanpl e about ny sharehol der expectations, and
i ndeed the way they choose to reward and not reward ne
whi ch inpact in terns of our behaviour in terns of us
nmovi ng towards efficient pricing. Thank you very much
i ndeed.

CHAI R Thank you M Bel |l ew, thank you.

MR CURTI N: Thank you very nuch for that, |I'm always aware

of people who say they're not econonists and avoid
phrases |ike "countervailing power" but seemto be quite
confortable with the concept of "externalities", so |
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suspect there's a little bit nore economnic reasoni ng up
your sl eeve than you are prepared to concede.

Let's have a | ook at the bargaining strength of
countervailing power. One of the things that has cropped
up in a nunber of the subm ssions is the issue of the
regul ar scheduling neetings that | ATA hold, and al so the
gl obal alliances, the One Wrld and Star Alliances, and
it has been suggested that they are factors, one way or
another, in the relative bargaining strengths of airlines
and airports.

| was wondering if you'd just care to give us your
views on those two issues; thel ATA schedul ing neetings
and the global grand alliances?

MR BELLEW Well, | think firstly the |l ATA scheduling

meetings; | think thel ATA scheduling neetings is an
issue | can deal with fairly sinply. They are really
only rel evant when you've got a scarcity of supply and,
as we haven't got a scarcity of supply, we don't figure
in those scheduling nmeetings in any significant way at
all.

As | interpret it, they are mainly there to trade
anong thenmsel ves as to who's going to conproni se as an
airline vis-a-vis their schedul es when they are | ooking
at a scarce resource where there's not enough capacity.
So, sonebody has to give, sonebody has to win, and
think a ot of that goes on when you are facing an
airport that just hasn't got sufficient supply.

Coul d you give ne the other question now, |'msorry?

MR CURTI N: The ot her question was, in a nunber of

subni ssions there are references to the different groups
of alliances joining up -- different groups of airlines
joining the different alliances, |ike One Wrld and

Star Alliance, and it's suggested that that could be a
factor in the relative bearing (inaudible) of airports
and airlines; I was just wondering if you had a

per spective on that?

MR BELLEW Frankly, it's not clear-cut.

Let me give you a vision first, and I think that the
worl d of alliances, we've seen only the beginning of
t hat .

Furthernore, | think that we're going to see sone
aggregati on and di saggregation in terns of, it's going to
be rather fluid, in terns of people joining, defaulting
leaving etc, and it's quite a dynanmic. Which of itself
for some airports, and not Christchurch, can have an
i npact on costs, because invariably the econonies are for
alliances if they can group their facilities together
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So, if people suddenly default and want to join
another teamor famly, this can nean costs. It doesn't
apply in Christchurch as we have but one terninal and not
multi term nals.

Anot her aspect that | want to bring through though
is, that it does nean that there is a concentration of
buying power. To illustrate:

In a negative sense at Christchurch we are already
incurring a cost in this sense. Wen we built the new
term nal we expected that we woul d be able to persuade
Si ngapore Airlines, and |I'm being quite specific, to in
actual fact have their own | ounge, the reason being that
they've got a very high commtnent to the nost inpeccable
service standards, they want to differentiate their
product etc. But, as a consequence of the subsequent
advent of the Star Alliance, of which they are nenbers,

t hey now share a common facility with Air New Zeal and.
So we are bearing the costs, if you like, of space that
we built in anticipation, took the risk of |ounge space
in that |ounge which we won't have a customer for

But it's not all negative and |I'm being exceedingly
candid indeed. |If one |ooks at the influence of the
alliances in ternms of their market power in the travel
mar ket, there has been a benefit for Christchurch in that
t he combi ned market reach with the Star Alliance has
resulted in us now being able to have daily services,

Si ngapor e/ Chri st chur ch/ Si ngapore whi ch we woul dn't have
been able to have before, and that's because in

Star Alliance, as you probably know, you' ve got the
combi ned | everage in the marketplace for travel of

Air New Zeal and, Singapore Airlines and Lufthansa. So
that |leverage, if you like, thickens up that route and
has given us a benefit.

So, there are pros and cons.

MR CURTI N: Thank you very nuch, that's very practical

MS

MR

BATES: I have a question for you, and that is; are you
able to give the Conmm ssion any indication of the costs
i nvolved in the negotiating and consul tati on process.

BELLEW I haven't got those figures here, | wll get
those figures and bring them back to you

| assume that you want the direct disbursenents,
that woul d | eave asi de opportunity costs and we don't
bring in wear and tear on chief executives either.

BATES: No. | think you' ve got it right. Yes, we'd be
nost grateful for that, thank you
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CHAI R: Just to add to that, | think it was nmentioned by

Ms Rebstock yesterday, and it follows on fromthe
guestion about pricing principles. The question was
asked of Auckland and | think it was nmentioned again to
M Weston, just a view on whether principles plus the
threat of direct regulation mght be one way of | ooking
at an outcone to the price control issue.

But in saying that, the Conmi ssion hasn't taken a
vi ew on whet her price control should be introduced or
not; it's a draft report but it cones fromthe
Productivity Commission in Australia s view for the
regul atory environnment there for the next five years.
So, | think it's on the record sonmewhere, M Weston, but
if you could give sonme consideration to that?

MR VEESTON QC: Chairman, just on that, a very provisional

vi ew, because we're all grappling with this as a new
item is that -- and we haven't a final view, but it may
help if | get sone feedback on this; our provisional view
on that is, whatever benchnmark you take for setting costs
to do your cost-benefit analysis, it's all fairly rough
and ready at a certain point, and it's hard to be too
preci se and we don't have a lot of the information as to
what will be costs by a regulatory body under regulation
type A as conpared to regul ation type B

So, our response nay well be, at a conceptual |evel,
sayi ng that, you have allocated certain costs and they
appear to us to be within a ballpark for price cap
regulation. W're not sure that, in terns of the margins
of error, that those figures are that far distant from
what they'd be fromthe Productivity Conm ssion's type of
proposed regul ation, but it's hard for an airport conpany
in Christchurch to get its mind around direct regul atory
body costs when we don't have a | ot of experience of that
and we're unlikely to have the tinme to go to people who
nm ght to give you sonething nore sensible.

CHAI R: | think a view on the principle of a threat of

price control, together with some principles for

negoti ati on between the parties as an approach, which |
think is where the Productivity Commi ssion have ended up
in Australia -- it's less than introducing price cap or
rate of return regulation. But again, as Ms Bates said,
if you have any factual information on the costs, of what

it mght be, you will do your best; | think that's all we
can expect.

Wel | 1 ook, thanks very much for your presentations
and for the tinme you took, and we'll see you agai n next

week. Thanks i ndeed.
Now, | think for Wellington we night start at
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3 o' clock. That will give you tinme, Jim to get your
troops in order. Thank you.
[ Adj our nment taken from2.45pmto 3. 00pm
7 Septenmber 2001



O©CoO~NOOUOTPA,WNE

419

W AL

PRESENTATI ON BY
VELLI NGTON | NTERNATI ONAL Al RPORT LI M TED

CHAI R Al'l right, | just welcome Wellington Airport.

M St evenson, before we start, just perhaps a wee bit on
timng.

I"d like to finish tonight, if it suits you, at 5 to
5 sharp. Three of the Commi ssioners are from Auckl and,
so need to catch airplanes. Then again, if it fits your
timetable, start at 9 am on Monday and basically carry on
t hrough Monday as you want to, and if we have to go past
5 o' clock, ask you to think about that. And if we run
out of time, obviously we'll make another tinme to make
sure there's every chance for Wellington's subm ssion and
for questions etc to be considered. So I'd just like to
know if you agree to finish at 5 to 5 and then start at
9 am on Monday?

MR STEVENSON: Yes, certainly M Chairman. W' ve got a

provi sional timetable in our subm ssions which | was
going to take you through first, and it's not neant to be
presunptuous but rather to provide you with an indication
of the time that we' ve estimated should be allocated to
the various parts of our subnissions and evi dence.

You've all received, | hope, one of these fol ders?

CHAI R: Yep

MR STEVENSON: What we intend to do throughout the

Conference proceedings is add sort of copies of slide
material as we go along in advance of each session, and
it also already has in it two appendi ces, and one of them
relates to a provisional tinetable and order of speakers
on behalf of Wellington Airport.

There's a second docunent attached there which
sinmply details the functions of our various speakers and
in sone cases adds sone bi ographical detail so that the
Commi ssi on can appreciate who is speaking to them

So, if | could speak first very briefly,

M Chairman, to our provisional tinetable.

As you say, we are seeking to end at 5 o' clock, and
certainly | believe we can end before then. W are
entirely in your hands, and obviously wi sh to neet your
Wi shes.

CHAI R Well, | nmean, if you still haven't finished the

conpetition analysis, obviously pick it up again on
Monday nor ni ng.
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MR STEVENSON: Yes, that's right. M Horsley at this stage

woul d start at 9 o' clock on the Monday.
So, without going through the detail of this

particular tinmetable, I would |like to introduce the
speakers really for our first session

Initially I will do, fairly quickly, the base |line
primary subm ssions of Wellington Airport, that will just

take really a few mnutes, and we've invited the Mayor of
Wel |i ngton, Mark Bl unsky, to say a few words from a
Wel I'i ngton perspective, and secondly in the initial
session sone remarks from an investor perspective from
Ll oyd Morrison, CEO of Infratil

So, we will be proceeding with that in fairly short
order and, with your perm ssion, M Chair, we would have
a few mnutes break to enable themto | eave and go back
to their various responsibilities.

Followi ng that, | would speak to | egal and
jurisdictional issues, and conpetition analysis wll
foll ow that.

CHAI R: That's fine. Well, please conmence.

MR STEVENSON: Thank you. So we'll go to our primary

submi ssions, and I'msinply going to outline these, |I'm
not going to el aborate on them you wll hear throughout
the Conference proceedi ngs of our very detail ed points
under each of these headi ngs.

The first subnission obviously is that we agree with
your prelinminary view, that price controls should not be
i ntroduced at Wellington Airport. W seek that viewto
be confirmed in the final report. W note that no other
party is seeking the introduction of price control in
respect of Wellington Airport.

We agree with a nunber of the Conmmission's
particular prelinmnary use on jurisdictional and
substantive issues, but there are other prelimnary views
obvi ously where we have differences, and we've already
provi ded quite extensive witten subm ssions on those.
meke the point here, of course, that our presentation
over the next day or so really just conplinents what is
quite detailed witten work and expert reports.

We al so have differences withBARNZ, Air New Zeal and
and one or two of their supporting parties on a nunber of
i ssues.

So, together, taking account of what you said on the
first day, that you wish parties to be quite clear about
where the differences are and, you know, what their
reasons are for those differences, we've tried to order
our presentation in that way so that it can be fairly
understood in a fairly straightforward manner, which is
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not easy in this very novel and highly conplex price
control inquiry.

So, very briefly, the differences arise in these
following areas, the legal and jurisdictional area, sone
aspects of conpetition analysis, obviously in the area of
countervailing power mainly. Land value and val ue of
i nprovenents are obvi ous areas you've heard a great deal

about, and you will hear a bit nore fromWIlIlington's
poi nt of view.
| think there are differentiation -- well, there are

different factors between different airports and we've
tried to also identify those for you.

Wi ght ed average cost of capital, historic
performance is sonmething that we wish to go through with
you, even though it doesn't really affect your ultimte
anal ysi s.

And, the other area we wish to go through with you
is economc efficiency analysis, where we agree with the
Conmi ssion's principles and approach, but the
i npl enent ati on aspects we've got a few things to say
about that, that mght -- hopefully would assist.

Finally, we would then go through a summary of our
di fferences and what we suggest are renedies.

So, that noves ne on, M Chairman, to inviting
Hi s Worship, the Mayor, Mark Blunsky to talk to us about
a Wellington perspective. Thank you.

MR BLUNMSKY: M Chair and Commi ssioners. Can | thank you

for this opportunity, it's certainly a first for ne to
appear in front of the Comerce Commi ssion and certainly
one | will certainly put on the CV maybe. There is no
el ecti oneering going on | can assure you nhow.

My remarks are nmade on behalf of the city of
Wel 1i ngton, which does retain a significant community
sharehol ding in the Wellington Airport and, as you mnay
note, I ama director on behalf of the city on the
airport.

| have been invited by the conpany to speak to you
about significance of our unique inner-city airport, to
our council-led initiatives that are pronoting the
econoni ¢ devel opnment of Wellington, and the need for that
conpany to operate conmercially and effectively w thout
unnecessary further restrictions.

| certainly will not be speaking directly to the
Commi ssion's draft report because that is for the
Conmpany's team and the representatives to do that.

Those of you that areWellingtonians will be fully
aware that our council has undertaken a concerted drive
over the last few years to boost econom c devel opnent,
generally by fostering the growth of industries suitable
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to Wellington. And | suppose, if you go back sort of

six years ago, Wellington as a city was focusing very
much on a quality-of-life environment, we thought that
was a point of difference. W felt if we made Wellington
a really nice place to live in, that that would actually
ensure a successful growh. But on talking to those
Kiwis that have been | eaving Wllington on the bigCE --
that turned to a sort of, if you like, a CV trip rather
than just anCE trip -- on talking to them and aski ng
them why on earth they didn't conme back hone, we |earnt
very quickly that it was actually a job that nade the
difference to whether they actually stayed in Wellington
versus nmoving. There are a lot of nice places to live in
t he worl d.

So, we decided to focus then on creating quality
jobs in the city and we worked on various industries,
tourism education that were creating the wealth and the
jobs for Wellington, and their growh and our other
initiatives in the IT area, in particular, have hel ped
raise Wellington's profile both nationally and
internationally beyond that of the capital city that was.

| suppose an eye-opener to ne was when | was | ucky
enough to be invited to Washington and go to a Wrld Bank
Conf erence on conpetitive cities two years ago, and it
was there that the President of the World Bank nmade it
quite clear that it was, in his eyes, the future that
cities were going to drive a nation's econony and t hat
cities were actually going to be the forerunners, the

| eaders in a nation's drive. It was there that |
realised that -- they used a figure, there are 365 cities
in the world that are over 1 mllion people -- it's

probably 388 now because that was a couple of years

ago -- and when you put Wellington up agai nst that you
realise just how small we are as a city. | call -- it's
a dot really. But howinportant it is therefore that we
l[ift our gane if we are to be conpetitive and if we are
to get our -- or nore than our fair share.

Most of our council's achievenents inpact directly
or indirectly on the tourism travel and hospitality
i ndustry, and ny council has nmade a commitnent to that
industry over the |last few years and, in fact, we have
directly funded our tourismspend now from about
$100,000 it was four or five years ago, to closer to
$4 million.

One of the significant successes has been a canpaign
by our tourismorganisation called Totally Wellington,
called "Send Yourself to Wellington", and that was a
fantastic success insofar as people did send thensel ves
to Wellington and did cone here and spend a weekend.

I think the beauty of that canpaign was the
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partnership with Air New Zealand in particular, that we
entered into to drive the advertising and the deals, if
you |i ke, that encouraged people to cone here, and
organi sations like Air New Zealand in partnership put in
many hundreds of thousands of dollars to | everage the
money that we were spending, so that was a very
successful canpaign

Recently, just published was the Wellington Regi onal
Council's half-yearly econonic report card that confirmed
that tourismis now our region's biggest export earner.
Visits fromforeign tourist groups have increased by 70%
in the year to May, with the total visit nunbers up 11%

We have seen Wellington overtakeRotorua as a
visitor destination and that's sonmething the city is very
proud of. | think a few years ago people would have
| aughed if you had thrown that suggestion around that we
woul d be able to do that.

But | woul d suggest to you now that exceptional
growt h has now pushed Wellington ahead of Queenstown in
regard to visitor guest night, and we are now the third
nost visitor guest night destination in New Zeal and
havi ng surpassed Rot orua and Queenst own about a nonth
ago, again a figure that has taken -- a fact that has
taken nmany by surprise.

Figures for guest nights just in June al one were up
20% conpared to national growth of 9%

So, the point we're making there is the
sustainability and the gromh are veryvery rel evant and
necessary.

And a big part of the drive with tourism has been
the Council's commtment to hosting international big
events. W' ve understood the inpact that will have on
our city, like the Wrld Rugby Sevens, the Edi nburgh
Mlitary Tattoo, Pinot Noir 2000 -- if you missed it,
make sure you get to the Pinot Noir 2003 because it was
probably one of the nobst successful wi ne events, | think
of all time -- what | can renmenber of it, anyway, | can
assure you.

We have well and truly confirnmed our position as
New Zeal and's arts capital, and of course we host the
national cultural centre of Te Papa.

There has been substantial new investnent and
infrastructure through the city that has, w thout a
doubt, spun off to our restaurant trade and tal k anpbngst
ot hers about the stadium and obviously as a venue for
significant events. But to show you the power of the

st adi um busi nesses now do -- bars | suppose, they are
busi nesses, now do one nonth's turnover on one night that
the stadiumis full. So it's a significant economc

driver for us.
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Clearly, the airport is of inmense significance to
the region as a gateway, but also as acentre of
transport infrastructure for other parts of New Zeal and
and the South Pacific, and you probably wouldn't find a
truer hub in Austral asia.

It is no secret that the opening in 1999 of the
mul ti-use termnal has made Wellington the envy of other
regi onal centres, and | thoroughly enjoy hosting | oca
Governnment mayoral conferences in Wellington, | can
suggest to you, and neeting ny coll eagues at the airport;
it's a nice environment to neet themin.

| believe that this was built, the airport term nal
was built through commercial co-operation through the
Ai rport Conpany and our major airlines. 1t is obviously
important to council initiatives for the airport to
operate on the | east cost and the nost efficient basis
possible. | amaware fromny role in the Airport Conpany
Board that this is very nmuch a major driver for the
Ai rport Conpany.

We are looking at -- | nean, it's a fascinating
Board to be on, we have being very innovative. One of
the things we are doing now, we have set up, just for
exanpl e, a marketing commttee, and it is a comm ttee
conprising of us two [indicatesM Morrison]. W are the
mar keting comm ttee, and what we are doing literally is
| ooki ng at ways that we can nake the airport ternminal, if
you like, a part of Wellington, a piece of Wellington, it
has a sense of place, it's nore than just a term na
where people go through, it actually will tell the story
of Wellington, whether it be a single story around an
event or a story of the region or whatever, that it wll
be a changing place. So we're trying very hard to make
it nore than just a bit of glass and a bit of fancy
woodwor k; we're trying, as | said, trying to make it a
true sense of place, a real point of difference.

To this effect the city is pleased to be in
partnership with an experienced and speci al i st
infrastructure investor. A fully comercial and
profitable airport conpany is consistent with our
council's ainms for the continuing devel opnent of city
infrastructure and the airport's ability to pronote the
| ocal econony.

As part of our partnership, we actively seek to
pronote the provision of existing and new airline
services at the airport -- mght have noticed in the
paper last night, | have in fact witten to
Ri chard Branson and suggested he nmay visit Wellington and
visit the delights of Wellington to get clear in mnd why
he shoul d be sending his planes to our airport.

My nmessage is that the airport and airlines have
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worked well in Wellington for a nunber of years. The
passenger terminal being the nost visible exanple of a
tremendous exanple of joint co-operation

My understanding is that the Wellington Airport has
under-performed financially over a nunber of years, and
is being addressed in the future.

However, | know that processes are already in place
for consultation with the airlines over the next year
From our point of view, in Wllington Airport's case,
comrer ci al approaches have worked well to date and we, as
a council, would fully expect themto do so in the
future.

Again, | thank you for the opportunity just to, if
you like, put a Wellington perspective at the front end
of our subm ssion.

CHAI R: Thank you very nuch

M5 REBSTOCK: I wondered, Mayor, if | can just ask you a

guestion as a mmj or shareholder in the airport.

When Wellington City thinks about its view on
changes in charges, could you give us sone feel for your
approach to, on the one hand wanting to earn a good
return fromthis investnent, but also your interest in
pronoting Wellington for a nunber of other purposes. Can
you comment on how those two interests factor into your
own approach as a director of the conpany into charging
i ssues?

MR BLUNVSKY: Wt hout a doubt, Wellington City, as the 33%

sharehol der, is very keen for a nunber of reasons to see
a lot nore planes landing at our airport. W obviously
are very keen to see those planes landing for tourism

reasons, for the passengers that they drop off, but also

then froma -- as an owner of the airport, from an
econoni ¢ perspective as to the bottomline of the
airport.

And fromour point of viewit's a natter | suppose
of the negotiation of the comercial operation to find
that |ine where you do find, | suppose, the win/win for
both parties, whereby they are -- the airlines feel very
encouraged to bring their planes here, but we have
actually found the point whereby we make a reasonabl e
return on that plane | anding.

CHAI R: Thank you very nuch

MR STEVENSON: Thank you M Chairman, 1'd now like to

i ntroduce LI oyd Morrison, chief executive ofInfratil, to
make a few remarks on the investor perspective.
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MR MORRI SON: M Chai rman and Conmi ssioners. | am pl eased

to have an opportunity to talk at this Conference. As
the nmajority private investor in Wellington Airport,
bel i eve the perspective of Infratil on aspects of the
airfield price control study will be relevant and hel pful
to the Conmm ssion.

Li ke Mark Bl unsky, | amnot here to represent the
conpany regardi ng the submnission's very detailed report.
That's for John Sheridan and his team However, | w sh
to conment on four matters.

Firstly, some background to our investment into
Wellington Airport. Secondly, how we've gone about
managi ng Wellington Airport since our investnent.
Thirdly, the key chall enge we now perceive for
Wl lington Airport. And finally, the inportance of
regul atory certainty for long-terminvestors such as
Infratil and infrastructure assets.

Morrison & Co founded and managesInfratil which is
New Zeal and's only specialist utilities and
infrastructure investor.

Infratil is a Wellington-based organisation, with
over 15,000 New Zeal and share and bondhol ders.

Morri son and Co have substantial experience in the
ai rport sector. The firmhas been involved in over
20 airport investnment transactions, here and
internationally, and has experience in airport mnagenent
in New Zeal and, Australia, the United Kingdom and
Conti nental Europe.

We managed the purchase of Wellington Airport from
the Crown in a conpetitive process in 1998, and we
continue to advise Wellington Airport.

Infratil's success as a purchaser of the Crown's
shares in Wellington Airport reflected our ability to
under stand and rmanage the risks identified in the
busi ness. W also focused on our ability to inplenment
better operating practices and financial structure,

t oget her with enhanced growh over the longer term

Si nce acquisition, our focus has been on
three areas; operations, finance and airline services. |
believe we can say wi thout risk of challenge that
Wellington Airport is one of the nost efficient airports
of its size in the world, in both operational and
financial terns.

We believe that on a conparative world basis we are
a far nore efficient operator conpared with our peers
than either of our mmjor users when conpared to theirs.

Si nce 1997 passenger nunbers at Wellington Airport
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have increased from3.3 mllionto 3.7 nmllion, a
10% i ncr ease.

Over that sane period, excluding the wite-off of
costs associated with Qantas New Zeal and's failure and
Wl lington Airport's participation in the
Conmrer ce Conmi ssion hearings, costs have fallen by 9%

In other words, traffic's gone up by 10% costs have cone
down by 9% But these figures do not adequately reflect
the materiality of savings which have been made in the
nore controll able areas of costs, although John Sheridan

will talk in a lot nore detail about these natters.
However, the overhead here on the right, which John
will talk to later in detail, graphically illustrates

t hese savings. Wen you | ook at the cost decreases on a
per passenger basis, you should note that these successes
have been achi eved during a period of |ow and disrupted
passenger grow h.

On financial structure: Wellington Airport
undert ook a wi de survey of funding options before
i mpl ementing its current debt arrangements. VWhile we are
confortable with our current funding and | evel of debt,
we are continually looking to lower its cost.

The key remaining area of encouraging airline
servi ces has been, and remains, our greatest and nopst
difficult challenge.

We have seen Ansett get into trouble after their
pilot strike, we have seen Qantas New Zealand fail. W
have seen Air New Zeal and offer a discount TransTasman
service out of Pal merston North taking passengers away
fromWellington while strategically not scheduling
Freedom Air to operate Trans-Tasman out of Wellington
We are waiting on the Governnent's decisions on ownership
of Air New Zeal and and whether Virgin Blue is allowed to
of fer services. W remain actively engaged in
encour agi ng both our existing airline custoners and
potential new entrants to offer an additional services
out of Wellington.

In this respect, our interests as owners of
Wellington Airport are closely aligned with those of the
travelling public, and with the Wellington region. For
exanpl e, entry of Virgin Blue to the domestic and
Trans-Tasman mar kets woul d see increased flights and
dramatic decreases in airfares into and out of
Wl lington. Air New Zeal and and Qantas would have to
di scount many nore seats to conpete.

The savings enjoyed by the travelling public would
dwarf the entire | andi ng charge conponent in an
Air New Zeal and and Qantas Trans-Tasman or domestic
airfare.

Wl lington Airport, as Mark has pointed out
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strongly, has a real interest in growing traffic out of
Wellington, and it is growh that will drive greater
efficiencies, even greater efficiencies, and reduce the
aver age | andi ng charges per passenger.

Finally, this draws nme to the issue of the
regul atory reginme. |Investors are |ooking for regulatory
certainty and regul atory environnents conducive to
i nvestnent, as distinct from heavy-handed CGovernnent or
regul atory oversi ght.

The costs of Commerce Conmmi ssion processes are
material for a small airport such as Wellington and, as
i nvestors, would be a big negative issue for us.

Despi te consi derabl e cost and personal effort, the
detail and quality of our first subm ssion seened to
elicit limted response fromthe Comm ssion. On severa
maj or i ssues the approach of the Conmerce Conmission to
these regulatory matters was not, in my view,
appropriately signalled if conpanies such as
Wl lington Airport were to adequately enter debate on
potential changes. Valuation stands out in this respect.

As an international investor in utility assets, we
closely nonitor regulatory trends in nmany different
countries. As an adviser we have been involved in
aspects of utility regulation in New Zeal and, Australia
and the United Kingdom |In alnost all cases regulatory
change has been considered or has resulted when there has
been a cl ear and obvi ously poor econonic perfornance by
specific infrastructure asset classes or industries.

What has dunbfounded nme personally in this case is
the conplete surprise of the npoted changes when all our
benchmar ki ng experi ence suggests that the major
New Zeal and airports are operating at internationa
| evel s of efficiency with no evidence of aeronautical
charges being out of Iine with acceptable internationa
practi ce.

| cannot stress enough that investors do not I|ike
uncertainty. W know the rules, we do not expect to have
t hem changed when they're not failing. It is a conplete
oddity for Wellington Airport to be the subject of a
maj or regulatory inquiry given its small size and history
of a decade of performance well bel ow conpetitive pricing
| evel s.

Wellington Airport's real chall enge ahead in
providing a positive contribution to the |ocal and
nati onal econony is in pronoting existing and new airline
services to use Wellington Airport. As | have said, this
has been a particular focus of Infratil in
Wl lington Airport. CObviously our preference and those
of users at Wellington Airport services, is to focus
managenment efforts on these productive tasks to our
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nmutual benefit, rather than on the inefficiency and cost
of any additional unnecessary regul atory oversight.

Thank you Chair, thank you very nuch. 1'd just make
a couple of comments if | mght, linked | think to your
| ast two points.

I think in the first place, the Conmm ssion's
i nvol venent in this exercise, of course, is a consequence
of a request by the Governnment and the previous M nister
So, it wasn't something that we thought about on a Friday
and decided to get on with a couple of weeks later, so
we're very conscious that we are responding to a request
under Section 54(2) | think it is, fromthe Governnent
and, of course, propose to report back on that reference,
that's what the inquiry's all about.

I think the second point in relation to the way the
reference has been addressed, andM Stevenson may wel
want to comment on this in his subsequent subnission, we
do of course have to establish a nunber of threshol ds.
Whet her, for exanple, conpetition is limted is a first
threshold. And then, one of the subsequent thresholds in
that context, should price control be recommended or not?
So, it's not quite like sort of the intervention of,
thi nk other regul atory regi nes where deci sions are being
made, as | understand it, to price control utilities ful
stop and to get on with it.

So, while |I accept that this inquiry has certainly
caused a lot of work and tine for the parties and for the
Commi ssion, the process is designed as the Act requires,
to enable A those thresholds to be addressed and B, of
course people like yourselves and others to nake a ful
input into the final consideration

Thirdly, and | guess just for the record, because
you are well aware of it, our report, of course, is a
draft one, and when it was published a nonth or so back,
of course it was seen by some commentators as a fina
report; in fact, | think one or two of the comrentators
said the Commission is introducing price control. Well,
| mean, you are as well aware as we are that it's a draft
report and the intent of the Conference is to get ful
subni ssions and, of course, to enable your views on our
draft report to be fully expl ored.

So, in that context we are going through the
Conference with those objectives in mnd, and certainly
the Act, as |I'msure M Stevenson nmay want to conment
| ater on, provides a nunber of thresholds working through
this process, and then, of course, the Comm ssion is
required to make a report to the Mnister, who has the
final decision

So, it's not by any neans afinalised position and
i ndeed the final decision, whatever we recomend, is the
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Gover nment ' s.
So, | just thought |I'd respond on those two or three
i ssues.
Just before | close |I'd ask -- MsRebstock had

anot her question I think for M Morrison?

M5 REBSTOCK: M Mrrison, I'minterested in asking your

views on sone of the information that we put in the draft
report on our calculations on Wellington -- and I'1l just
mention, it's table 40 on page 141 that |'m | ooking at,
where the Conmmi ssion has estinmated the actual returns for
Wel i ngton sincecorporatisation to be 6.54% conpared to
a target return of 8.15. And just |eaving aside
everything else in terns of what you m ght expect for an
ai rport industry, one mght find the outcone surprising
for the case of Wellington, not that | would expect to
see it above the target return, but our estinate was wel
bel ow.

I'"d be interested in whether you find that result
consi stent with your own estinates or not, and if it is
I'"d be interested in how you see that result in terns of
what lies behind it, what factors would lead to a result
that, at least on the way we calculated it, it appears to
be a result that is well below a target return for your
conmpany. |'m asking that because it inpacts on the way
we think about the market within which you are operating.

MR STEVENSON: M Chairman, | think M Morrison is

obvi ously at a di sadvantage of not having the detail ed
table in front of him |'msure he wants to respond in a
detail ed way but those sort of detailed tables and
financial analysis, of course, is going to be the subject
of a lot of detailed evidence later on, but |I'msure he'd
want to rmake a general comment.

MR MORRI SON: Yeah, | want to make a general comment. |

nean, we -- | think we're pretty good on the detail and
by the end of the submi ssion | hope you'll be happy with
the way we've approached it. Clearly, as an investor, in
terms of the return on aeronautical assets, they're

i nadequate, but we did provide the airport with a

regul atory framework that the previous owner had worked
under, and we've worked under that for a period of tine,
and we're confortable to continue to work under that, but
the way one gets a return is a conbination -- as both
Mark and | have been stressing -- of different factors
than the ones that we have focused on; very much on
efficiency, and we're definite | eaders here and | guess
we're both trying to get across that what we're
interested in doing is controlling our destiny as nmuch as
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we can.
And the second one is growmh. The best thing that
coul d happen for Wellington Airport is growh. W don't
have the ability to control growth, we can influence it,
we could our best, we put a lot of effort, statistica
effort into trying to encourage people in ternms of denmand
factors, to look at business opportunities out of
Wel lington. But | guess the point that | illustrated in
the speech, we faced a lot of risk factors that we
haven't been able to control, and we do try and contro
the areas that we can do.

BATES: | guess, building the new terninal and raising
finance for that must have had sone inpact on the bottom
line, interns of the result, is it -- would it be --
fair --

MORRI SON: | guess what we're saying is, you know, the
inquiry is based on airfield, but if you I ook at building
the termnal, yes, | think the termis a conbination of
trying to encourage growth and provide facilities, and |
think it's actually a very good mi Xx.

I know there was criticismfromsome sources about
the building of the term nal and whether the termnal is
going to be good enough. | doubt that anybody could
stand up today, hand on heart, and say they could do a
better job. And | think, in terns of optim sation and
use of assets, we've been extrenely good, and our costs
-- and John will go into this -- if anybody knows how to
improve them we'd like to hear fromthem | guess what
I"mtrying to say is, we're very notivated in that
respect .

BATES: Thank you.

MR CURTI N: Thanks very nmuch. Just a couple of quick

things. You nmentioned a nunber of tines the benchmarking
wor k that you' ve done, and I'mnot totally aware of

whet her you' ve shared that with the Conm ssion staff but
if there is material available, that would be great.

You nentioned al so in your speech that you had had
some experience with regulatory trends in other
countries, Australia and el sewhere, and that's a topic
that's been brought to our attention over the |ast couple
of days too, and | wonder if you had any perspective on
trends in regulation of airfield activities in Australia
that you m ght want to put on the table?

MR SHERI DAN: Well, can | say that we've had experience of

the cost structures of Australia, the UK and Europe, and
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of course as a New Zeal ander | find them astoundi ng, and
in terms of regulatory process, it's equally astoundi ng
and | don't find they deliver results any better than the
current systemthat we' ve got here.

| guess | think that the better exanple is probably
what's happening in Europe. |'mnot sure whether you are
aware that we own an airport in Scotland, and we have
i nvol vement, our nmain user there is a discount or |ow
cost airline called Ryan Air, which is an incredibly
efficient airline, an outstanding operation, and very
profitable despite being the | owest cost operator there,
and the airport business is changing. Passengers are not
so keen on going to big airports, they are interested in
efficiency, but nost of all they're interested in
pricing, and the elasticity of demand, and it's actually
affecting the way airports are operating there.

Now, in a regulatory sense, there isn't nmuch focus
on anything other than the very largest airports, and |
think that's because in air transport a |ot nore
conpetition between airports and provision of airport
services than there m ght have been historically, and
that's an issue that affects us very much.

| guess |I'mtal king about the regul atory nodel .
can see the regulation of airports noving backwards in

Eur ope because of these sort of trends. 1In Australia
it's yet to be shaken down. If Virgin Blue becones part
of one or two airlines, | don't think we'll see the sane

changes over there. W would very nuch |ike conpetition
to remain inAustral asia, not to dissipate.

CHAI R Wel |, thank you very nmuch. | guess just for the
record, probably the answer to nore tourist nunbers,
M Mayor, is to fix that rugby team and | speak on
behal f of my colleague on nmy left and, if you can do that

before you | eave office, you will have solved quite a few
probl ens.
Wel |, thank you very nuch for your tinme and for your

subm ssi ons.

MR STEVENSON: Thank you M Chai rman, copies of their
statenments will be handed up to the Conmission and to the
staff, and | wonder if we could have just a minute's
break to allow the two gentlenmen to | eave.

CHAI R: Thank you. [Pause]. M Stevenson
MR STEVENSON: Yes, thank you very nuchM Chairman. In
this part of the session, leading up to the end of the

day, we're going to deal with [egal and jurisdictiona
i ssues and conpetition analysis. M coll eague,
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Tony Dell ow was to be here but he's tied up at a Sel ect
Comrittee now, so |I'Il proceed without him
The Conmission will be aware that there is quite a

| arge volunme of | egal subm ssions have been made in the

t hree subm ssions nmade to the Conmission to date; that's
the initial submission in April, and the 14 August
commrent on the draft report, and then finally the counter
subm ssion. So, all what I'd call our, sort of, |ega
and jurisdictional argunments or discussions are set out

in great detail in those docunents.

But, | think it is necessary to revisit sonme of
t hese basic areas of the scope of the inquiry. | have
noti ced, although I haven't been personally here -- |'ve

certainly been followi ng a nunber of the issues that have
come up in the course of the inquiry, and particularly
this whole issue of |ooking at alternative forns of
regulation, and | really feel that sonething needs to be
clarified in that area. It's very tinely to do so at the
begi nni ng of our subni ssions which, of course, |ead on
eventually to the airline subm ssions who have been
advocating, effectively, changes in the regulatory

regi ne.

So, the first point that | wish to address briefly
here is that, we agree with what the Conm ssion has done
in ternms of seeking to confine the scope of the inquiry
to airfield activities, and that has been in the face of
requests by BARNZ to widen that inquiry and indeed to
have a parallel inquiry into ternmnal activities.

| note that in their subm ssions on the draft
report, that they have raised this invitation again, i.e.
that you look into the pricing of term nal activities.
Now, that's confined in Auckland and Christchurch but of
course, as far as Wellington is concerned, we're
obviously in this group of specified airports. W sinply
reiterate that this is not an inquiry to come up with
recomendati ons or views about terminal activity services
and char ges.

Secondl y, the BARNZ submi ssion starts discussing the
Airport Authorities Act and the ways in which that night

be altered. |In the first place they are seeking to
perhaps get this inquiry to reconmend changes in
definitions -- for some reason |I'mnot quite sure

about -- but it seens to line up the Commi ssion's market

definitions with what's currently in the Act.

Again, this is clearly beyond the scope of the
inquiry. They only express the hope that you do it but
it's not a matter that you really have any powers to dea
with. That is, in terns of having a policy finding on
the aspects of the Act.

A second aspect of the sort of changes they woul d
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wish to see relates to really, the scope of the whole

specified airport regime under the Airport Authorities
Act. And, in particular, a discussion towards a

conpul sory -- what | have referred to as conpul sory
negoti ati on regi me backed up by an arbitrator, and I w sh
to address this particular issue in sone detail |ater

because there's really two strands to this argunent.

One is the one com ng fromthe Conmmi ssion's draft
report that, within the Conmerce Act, within Section 72,
one can create, in effect, a conpul sory negotiation
regime, with the Conmission as arbitrator. BARNZ, on the
ot her hand, and as well as the Conm ssion gets into this
area, there is a discussion of what I'd call the other
alternative formof that, which is strengthen the Airport
Aut horities Act for conpul sory negotiation with an
i ndependent arbitrator. The idea of specifying pricing
principles is thrown in with each of these options, and
I"d like to tal k about both those things a little bit
| ater.

Deal i ng here with BARNZ' other subm ssion, pressed
for several submissions now, they would wi sh the
Comi ssion to re-enter the single-till/multi-till debate.
It's now put up in the formof nodified multi-till, but
essentially it is a request of the Conm ssion to find
some costs allocation nechanisnms which will anobunt to an
endor senment by the Conm ssion of a single-till approach
to all airport activities.

Now, we've already said, and we believe the
Commi ssi on has agreed, that effectively, because of the
limted scope of the inquiry to airfield activities, that
really it can only get into that issue insofar as it
affected costs allocations that woul d hel p you work out
the returns that had been obtained for airfield
activities. W agree with that Iimted approach, we
agree with your position, that it is beyond the terns of
reference, but we're very happy al so to agree,

M  Chairman, to your endorsenment of nulti-till which is
becoming quite a worldwide trend, and | hesitate to
mention the Australian Productivity Conm ssion report,
but obviously it's ticked in that regard as well.

The second point on this slide is to do with
t hreshol ds, and again we agree with your primary view on
this, that as you know, of course, the terns of reference

originally and subsequently -- particularly with the new
Act providing sone |egislative endorsement with the
ability to set thresholds -- you've taken a view that you

shoul d be cautious on that; it's a very static approach
we're dealing with market evolution and changi ng
conmpani es, changi ng circunstances, and thresholds really
is a specifically difficult concept in relation to trying
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to have thresholds for market definition, i.e.
conpetition analysis, but it's also particularly
difficult, we believe, in applying to ongoing, say, price
supervi si on.

Qur concern with specificity of thresholds is, they
beconme de facto price control, so without even a forna
price control endorsenent of such things, in effect can
send signals and constraints that for all practica
pur poses nmean that you are fully under sonme price contro
regi ne.

They're not dynamic, and they shouldn't be foll owed.
You have indicated in your report that caution is
appropriate, but then you've gone on to say, and this is
what we have sone concern about, that the sort of -- and
I think you are referring to the pricing principles that
you' ve devel oped, val uation, WACC etc -- you say, don't
i ke them because they're static, we're not going to
follow this terns of reference, we're not going to report
to the Mnister it seens, but then you say, neverthel ess
we have sone sorts of principles.

Now, in our view, you have to really reach a clear
conclusion on this, and if there is any suggestion of
t hreshol ds bei ng based on the sort of principles that
have been espoused in the draft report, well obviously
Wel i ngton woul d strongly object to a nunmber of those, as
you will ascertain |later on.

We don't believe that the advisory role of the
Commer ce Commi ssion is such that it should attenpt to get
into high levels of specificity about particular
conponents of prices or things that go to make up prices.
If the Governnment at the end of the day w shes to inpose
price control through Oder in Council, then of course
the real work starts for the Conm ssion and we feel
there's perhaps been a slight confusion of roles here
bet ween being a priceauthorisation body, such as the
Sydney Airport decision being an exanple of that, the
hi gh | evel of specificity there, and an advisory type
jurisdiction where it's a once-only picture, there's no
price control of anybody, there aredifferentiations
bet ween conpanies and we don't feel really that there are
grounds to advance al ong those |ines.

CHAI R Can | just ask you a question, M Stevenson. You

are saying, in essence, that if a decision was nmade to
recommend price control as per the statute, then the
nature of that price control and what constituted -- for
exanpl e, made a price |evel base for the person

i npl ementing that decision? |Is that what you are sayi ng,
rather than this Comm ssion at the nonent?
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MR STEVENSON: Yes, what |'msaying is that, once price

control is inposed a whole |ot of procedures cone into
play, including your efficiency criteria and conpetition
criteria, and there, of course, you're seeking -- and
you' ve got a range of techniques now, CPI-X whatever, and
in that environnment, as in the Sydney decision, you are
actually identifying specific ways in which prices should
be controlled, and you are having to apply a high Ievel

of detailed principle and whatever to those, and you are
very famliar with that yourself, M Chairman, going
backwar ds.

But, | feel there's a slight merging of the roles
here between price authorisation and the high | evel of
specificity required for that, and the advisory role, and
we have clearly distinguished here the general test of
efficiency for Section 52 now W agree with the
Commi ssion's principled approach to that, but you have to
deal with it at that level. W don't see the grounds for
getting into a high level of detail on individua
conmponents of prices.

One has to stand back in making a quasi policy
j udgrment about whether a conpany shoul d be under contro
and the Mnister, at the end of the day asBARNZ has
poi nted out, has a discretion to reconmend, and you've
got to ask yourself, what does the M nister want
to -- what information is held to that person in making a
deci si on?

W' ve said in our earlier subm ssions that, there
needs to be a reality check on this; | thinkM Mrrison
made this very clear, that a case |ike Wellington, where
10 years of under-performance -- or under-conpetitive
| evel s, you have your answer there. BARNZ thensel ves,
for instance, say you should | ook at the inposition of
price control in relation to a period of years.

So, we feel you can't have a sort of highly specific
framework that you seek to apply and whatever, you've got
to | ook at each individual case, and there are various
sort of factual matters that you have to take into
account .

REBSTQOCK: Can | just ask you a question on that?
don't think -- I nean, | think the Commi ssion has
expressed its view on this issue of whether it should
advi se on thresholds, and | don't think it's changed its
position fromwhat we put in the draft. But if |
understand you correctly, you are concerned about us
speci fying the principles on which we nake our judgnents
about the various bits of analysis we have to go through
in order to forma view.

Wuld it not concern you if those judgnents weren't
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made transparent to you, as a part of this process?

STEVENSON: Well, the particular provisions in relation
to thresholds now, and are set out in the legislation, is
really to provide specific thresholds to the Mnister for
the making of a price control decision.

You have already found in a prelimnary way that
that is a very static approach, because those principles,
theoretically carry on until either you are requested to
do another report or you decide to have an inquiry of
your own notion. So, they have the danger of, sort of
sitting there at a point in time, and let's take the
obvi ous exampl e of WACC.

You' ve heard a | ot of evidence about changes i nWACC
over time. So, when you tal k about principle, some of
the principle has actually been converted into what |I'd
regard as a price authorisation requirenment or, you know,
some conponent that makes up your final authorised price.
WACC woul d be an exanpl e of that.

As you will hear later on, why have a specific
md-point? It's -- | just don't think -- well, | think
you are right in saying in your draft report that that is
a static approach, and I don't nyself think that the
provision relating to thresholds is going to be very
hel pful to anybody. But | agree there's a difference
bet ween - -

REBSTOCK: The Conmi ssion has no intention of providing
threshol ds advice to the Mnister, as we put in the
draft. But can | just ask you; | understand the notion
that we have to look at the particular fact circunstances
of each airport and make an assessnent, but do you accept
that those fact circunmstances have to be put in the
context of -- have to be |ooked at using some form of

anal ysis that are consistent with the provisions of the
Act, and there is -- there are a nunber of assunptions
that need to flow fromthat -- | nean that need to be
made in order to do that. Do you have a concern about us
maki ng those assunptions that we had to nmake as
transparent as we did?

STEVENSON: Wll, | nean, ny sort of only answer to that
is that you've got to follow the statute --

REBSTQOCK: Yes.

STEVENSON: Is it necessary or desirable? |In our view
we believe that you' ve got to weigh into that the reality
of the conpetitive situation. W'I|l be arguing that in

fact there's substantial countervailing power.
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So, those are the only words in the statute,
"necessary" or "desirable" -- we accept that you have to
nove forward to interpret that, and we agree -- | think
we are on all fours with the Comm ssion on the efficiency
interpretation -- pretty fanmiliar to you from your
earlier work in nergers and takeovers and trade practices
areas, is appropriate. W don't have a doubt about that,
but | don't see in there authority for explicit
specificity -- or whatever you'd like to call it -- of
i ngredients making up prices. That's actually the next
j ob, hopefully never a job in relation to
Wl lington Airport, but once the Governnment has made that
policy decision to have control, you' ve got to go in
t here.

Now, we do say that, when |ooking at necessary and
desirable in relation to the efficiency test, which
obvi ously has some application to prices, efficiency of
costs, rates of return, valuation; obviously those things
have to be considered and wei ghed up.

Qobvi ously you' ve got to know what Wellington's
val uati ons have been perhaps. But there are genera
factors that surely, on a reality basis, on a practica
basis, you nust ook at. And if you see in the case of
Wl lington that this 10 years of under-performance, even
with the extraction of your harsh valuation principles,
wel | then obviously you know there's sone pretty obvi ous
concl usi ons one can draw fromthose sorts of factors.

REBSTQOCK: But could we have conme to those estinmates of
performance w thout making -- using the principles that |
think you have difficulty with?

STEVENSON: I think, npbst certainly you could. 1In the
case of Wellington, it's patently obvious. Ildentifying
an explicit valuation, for instance, methodology is a
function of an ACCC under current -- you know, once the
price notification is sent to themand they want to | ook
into, say, an airport, they have to have specific pricing
princi pl es.

And, as you know, the ACCC has got these sort of
three efficiency things that they have gl eaned from about
three pages of directors and statutory provisions. You
know, they've got enornmous detail ed guidance on things
like investnments and all sorts of things, so they make
deci si ons on those things.

But this is not the point to put undue wei ght on
specific ideas of WACC, or specific ideas of valuation,
whi ch i mensely depart fromwhat the airports can do, and
have done in Wellington's case, for 10 years since
investing at least. So, that's my answer to you anyway.
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M5 REBSTOCK: So, would that have neant that the Comm ssion

woul d have used the estimates provided by the airports to
do this assessnment at this stage?

STEVENSON: No. | nean, the Conmmi ssion has got very
wi de powers to consider what it thinks is relevant now
under this new section. It is perfectly entitled to do

all the investigations that it has done, perfectly
entitled to | ook at what m ght have happened under an

hi storic cost valuation, but you ve got to nove beyond
that, in nmy view, to -- you know, the sort of infornation
that the Mnister's trying to get as to -- and | think

M Morrison made this point -- in a pretty exceptionally
poorly-perform ng conpany, that warrants price contro

gi ven that there are no conpani es under price contro
under this part in the whole country.

CHAI R: | guess too, M Stevenson, and so you will cone

back to nore detail ed explanation of that issue | think
as part of the wi der subm ssions. Ckay, thank you.

STEVENSON: Right, I'll just nove on to ny next slide
because |'m conscious of your tine as well.

We've partly discussed this area, M Chairman, on
fornms of control. As far as forms of control is
concerned, we agree with what the Comrission did in a
jurisdictional sense, and that is said that, strictly
speaki ng we shoul dn't be | ooking at fornms of control even
t hough the M nister has set out a request in its terns of

reference for comment on that area. |It's cart before the
hor se.

What it did go on to say is that, we would like to
| ook at one or two -- we would | ook to |ook at forns of

control purely for the purpose of making sone
cost-benefit analysis of fornms of price control; that
woul d enabl e us to conpare the cost benefits to price
control versus sone other alternative

And, in some ways that sounds a legitinate way
forward. But when you read the draft report you find
that that's not followed through.

In fact, there isn't a taking of the four or five
types of price control in that chapter 11, | think it is,
and then identifying sort of particular pricing costs of
each one of them | happen to think that exercise is
hopel essly inpossi ble anyway, for a whole |ot of mainly
i nstitutional reasons.

The Conmmission didn't actually carry out what it
said it mght do. Now, the unfortunate consequence of
that is that other submitters don't understand, or
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per haps do not w sh to understand, that you' ve gone into
forms of price control purely for a cost-benefit analysis

pur pose.
BARNZ has now cone up, in their subm ssions on the
draft report, very keen on the -- in fact, | should say

"very keen", they use the word, they are "confortable"
with one of the Conmission's fornms of approach, and the
form of approach, of course, they are confortable with is
this concept of conpul sory negotiation with the
Commi ssion for what BARNZ calls as the back-up with
pricing principles.

So, really the concern, as has been expressed in
ot her subm ssions of Wellington Airport to date, is that
-- it wasn't used as a pretext -- |'mnot saying
that -- but it's noved into provide a basis for
di scussion of different alternative regulatory nodels,
and BARNZ -- the fact that that is correct analysis of
the draft report, is supported by the very fact that
BARNZ has endorsed what it thinks is a Conm ssion
recomendati on favouring conpul sory negotiation, with the
Conmi ssi on as back- up.

CHAI R: Yes, | see what you are saying. | nean, no doubt
BARNZ wi || expand on their particular view on that next
week.

| just nmake one point. As you say, there are
argunents there about the various fornms of price control
One of the things that we've asked the other two airport
conpani es, and would be interested very nuch in
Wellington's views, trying to get an assessnent of, as
you said earlier, the costs and benefits of various
approaches to price control, taken in isolation fromthe

decision as to whether or not to recomnmend control, is an
i nportant part of what we'd have to | ook at at the end of
t he day.

So | just flag it, that any way you are able to help
us with some of those cost and benefit estimates, purely
fromthat perspective -- not prejudgi ng what our
recommendati on mght be -- would be of assistance because
you woul d have seen Auckland's fairly extensive views on
i ndirect and direct costs of price control, as put up by
NERA, | think on Tuesday afternoon. So | just flag that
for the nonent.

STEVENSON: Yeah, 1'd like to conment, M Chairman,
quite briefly on those general issues, and | was
interested in the questions raised by Ms Rebstock the
other day, and |I've read that transcript on this area.
I"d like to say a few sinple things. This is an
airfield price control study, it's a very naturally
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focused study.

The second point is that, it's under the
Comer ce Act, which has got its own confines as to what
the jurisdictionis, it's advisory. And you are asked
whet her price control is necessary for airfield
activities.

You' ve actually got to go through that,
unfortunately | aborious task. Forns of control and ot her
types of regulatory alternatives is just conplete
digression, it's outside the terns of reference, it's
out si de the Act.

I think the discussion about, or entertainnment of
different alternatives is conpletely junping the gun, and
it's looking -- it's finding solutions for a problemthat
has not been identified, and this is certainly very stark
in the case of Wellington.

What was suggested | think in this passage in the
transcript, is that, let's put in place sonething
supported by pricing principles -- yeah, there's a
reference to the Productivity Conm ssion but --

M5 REBSTQOCK: Can | just ask you a question. This issue

has conme up because, as you know, when we do cost-benefit
anal ysis we have to conpare it against sonmething, and in
the draft report we used a price cap formof control as
the conparator because there are different costs and
benefits associated with different fornms of control, so
you can't do the analysis w thout using sonething; that
was the view we took in the draft.

VWhat | thought we were hearing fromthe other
parti es was that we perhaps should not | ook at the form
of control we did as the conparison, because no one here
seened to see it as the likely formof -- as a likely
formof control that would be -- that night be rel evant
to this industry in this country, and that seened to be
comng fromthe parties.

Now, what | would be interested in hearing fromyou
is, interns of this issue about how we approach the
analysis in the final report, when we cone to do the
cost - benefit analysis, how do you think we shoul d
approach this issue of which counterfactual we conpare
the status quo to? How does Wellington think we should
approach that issue? Do you believe we need to pick
somet hing concrete in order to pin down the nunbers?

STEVENSON: No, | don't think you should go down that

pathway. You will hear quite specific evidence fromus
about how you undertake a net econonmic efficiency
anal ysis. W've gone into sone detail about -- and it's

a highly novel thing and | think we've got to commend the
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Commi ssi on, you know, for making the efforts to get to
grips with what is quite -- certainly for the first tine
this has had to be faced, but in doing it there are
certain flaws, from Wellington's perception. So, we'll
be goi ng through each of those elenents of that analysis,
i ncluding this issue about -- against what do you nake

t he assessnent.

And my personal point of viewis that, there are an
enor mous numnber of institutional i nprobabl es about
pi cki ng between different types of control techniques and
maki ng an anal ysi s agai nst any single one of them and
saying well, this is $400,000 nore than this one, and
this is another $200,000. There's a very good reason for
that in that, once you are controlled, the Conmm ssion's
got discretion to have a range of techniques, it can
change it fromapplication to application. It could be
that type of control this week, it could be CPI-X, it
could be a bit of revenue control next year, and
what ever .

And, there are certain other aspects of people who
are experienced in dealing with courts and conm ssi ons
and institutions, and you would have to make assunpti ons
about -- let's take the new version of the price control
part of the Conmerce Act. They've tried to cut down the
right of appeal on a price authorisation to points of |aw
to the High Court, but they have left open the fact that

there will be an appeal, and everybody knows that |awers
will turn that into fact appeals.

There is provision for |eave of appeal to the Court
of Appeal. So, there are those unknown institutional

aspects as wel |.

So, when you tal k about forns of control, you' ve
really got to understand the very difficult basis on
whi ch you can have a hi gh degree of precision in that
ar ea.

BATES: Do you accept that you should in fact refer to
the costs of control at all, if you are carrying out a
net benefits test?

STEVENSON: Well, our evidence will show you how we've
had our best go at it, and nobody's saying that there's
going to be sonme perfect solution.

As | said, we commend the Conmi ssion for undertaking
the analysis and taking it to a certain |level. But I
think it's got to be regarded as perhaps a |l ess, or far
| ess inportant issue to -- | try and identify that CPI-X
control, you know, would have a specific type of inpact
different fromprice control generally. You will see,
fromour evidence, that just the nere fact of being in a
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price control environnent has all sorts of conplications
and inplications. That, in itself, has to be considered
pretty thoroughly.

BATES: Do you consider that you are operating in a
controll ed environnment at the noment, vis-a-vis
negotiating in consultation?

STEVENSON: The airport reginme is, | believe it's unique
inrelation to any other industry, bearing in mnd, no

i ndustry is under price control, the electricity lines
regime's in place, Telecom have sonme sort of intervention
regi ne | oom ng, but we have a high | evel of regulation
than virtually all other industries already.

BATES: Yes, because you have obligations
to -- disclosure obligations and other things |ike that
as part of the consultation process, do you not?

STEVENSON: Yes, well, as you know there are statutory
consultation requirenments every five years, sort of
thing, for specified airports, and there are other
aspects, I'mgoing to talk about that a bit later.

BATES: One thing that we've asked sone of the others,
and |'ll ask you, we're quite interested if you are able
to give us any information as to the costs involved in
the consultation and disclosure process that you are
goi ng through at the nonent.

STEVENSON: You see, | would have a real concern about

t hat question, because that, as Ms Rebstock was saying
before that, there nay be sone appropriateness in
conparing different fornms of price control under the
Conmerce Act for the purposes of identifying cost-benefit
anal ysis, but what you are speaking of there is to
conpare this with different forms -- well, different
types of, sort of, consultation requirenents that exi st
under the Airport Authorities Act.

REBSTQOCK: No, it would be to conpare the status quo,
right, which is what we do in cost-benefit analysis.
It's conparing what the costs are now and benefits of
letting this happen, as opposed to sone formof contro
which -- | wonder how we can cone to a reconmendati on on
whet her control is warranted if we don't conpare, in a
cost-benefit analysis, to discrete situations?

STEVENSON: I could be wong here but | don't think that
was a question asked in the critical issues papers, the
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first one or the second one. There were certainly
requests for general conment on cost-benefit anal ysis and
this sort of thing, but if there had been a request for
detailed information of that kind, obviously that could
have been addressed, but --

CHAI R We' ve asked the other two airports that question

and it's really over to you whether you feel A it should
be asked, which is your first point; and then B, in that
cont ext whether you can give us sone estinmate of what the
costs mght be. And, as | said at the outset, | want to
enphasi se, we haven't made our m nds up as to whether we
shoul d decide price control is necessary or desirable, we
are trying to find our way through being able to nake a
conparative cost benefit judgnent which, in my view, is
probably going to be part of the overall judgnment we've
got to make, but no doubt you want to expand these points
anyway.

STEVENSON: Yes, it's just that, you know, when | was
readi ng through Ms Rebstock's transcript here, the
context of the ideas of conparison was not cost benefit
inrelation to this particular thing, it appeared to
really be inviting a conment on the -- well, the sort of,
the merits of alternative forns of regulation

One of the points we've nade in our submissionis
that the particular conpul sory negotiation, with the
Commi ssi on as back-up, or the alternative version of
BARNZ, which is conpul sory negotiation with an arbitrator
under the Airport Authorities Act.

We believe both those obviously anmount to conplete
repl acenent of the consultation reginme, they would have
effect so as to conpletely override that regine.

In the case of the BARNZ concept, it would require
sort of statutory amendnent. This is the danger,

M Chairman, that some of this sort of analysis said to
be for working out a cost-benefit analysis, has actually
unfortunately drifted into, let's junp over the question
of whether price control is warranted at

Wl lington Airport with its 10 years of |low prices, to
let's have for all specified airports an alternative
regul atory regimne.

Now, | think we're just pointing out that there are
dangers that area.

CHAI R: I can see where you're com ng fromso, you know,

that's part of Wellington's point of view, so obviously
will note that as we nove through it.

MR STEVENSON: I think, M Chairman, we've pretty nuch
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covered that area, and we've tal ked about that at |ength
in our subm ssions as well. | suppose the only
additional brief comment | would make here is that the

M nistry of Transport decided thensel ves and have advi sed
you, that well after the Conm ssion's report has been put
into Governnment, that they will be -- after sone initial
ground work, they'll be looking into the |engthening or
ot herwi se of the Airport Authorities Act.

| can tell you, the answer from Wellington Airport
will be a pretty obvious one, that the enhanced
provi sions have been in place since 1998.

Wel lington Airport has got at |east nine nonths of
consultation to go through fromthis point on, also got
an arbitration to be I ooking at, so we're going to be
saying of course that's rather premature

CHAI R | think it's said in your cross-submi ssion pretty

strongly too.

MR STEVENSON: So that's why we're particularly concerned

that, perhaps as a slight deviation fromthe terns of
reference into alternative regines.

The only quick points here, M Chairnman, we're
seeking to make, and you heard it perhaps in nore stark
terms fromM Morrison, and that is, we were concerned to
find that although the Comm ssion had clearly | ooked at
jurisdictional submi ssions -- and we are grateful for
your consideration of those -- and obviously you have
done an enornous anount of work, that the report didn't
real ly address sone very concrete areas of evidence which
are clearly directly relevant.

One of the strong points we are trying to nake here,
and it's all to do with the test that you are going to
apply; we want the Conmi ssion to | ook at concrete things.

If you sit in a back room and think of ways of
anal ysing things, there's a tendency for the obvious to
escape you. And what we're saying in the case of
Wellington Airport is, it's an historical form of
anal ysis, you will hear nore about that, you really do
need to understand better the constraints and
countervailing power in a Wllington Airport situation,
and we'll talk about that, and the productive efficiency
or the notional factor of 1%

These things, in our minds, seemto ignore the fact
that a lot of work had gone into presenting. First of
all, the staff have asked for an enornous anmount of
information and that's fair enough, but having given al
that, having nade submissions, it didn't address
Wl lington Airport particularly. And we're very selfish
in that regard and believe that there should be -- in
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effect we're running three separate inquiries here.

In the case of Wellington, we sinply ask that our
direct evidence be taken into account and that, in our
view, is the best evidence. |If you have the concrete
evidence in front of you, no anmpunt of analysis and
theory shoul d displace that, and certainly once it gets
up to the Mnister, he wants to know why on earth
Wel lington Airport should be even subject to sone sort of
control

We've pretty nmuch covered this topic, M Chairmnman
We do agree with the efficiency interpretation.

In our initial subnissions we spent several pages on
anal ysi ng Commerce Conm ssion decisions, the new statute
t hat was about to be, and the Select Conmm ttee conmments
on what the intentions were behind the new price control
regime, and we agree that you are on the right track, but

you will hear a bit nore about its inplenentation.
Secondly, BARNZ have put up in their latest set of
subni ssions on the draft report -- | think there's

sonmething like at |east 12, what they call factors or
criteria.

They have a problemwith the Conm ssion's efficiency
interpretation that we support. They are concerned the
way it operates, so they have devised sone, what | would
regard as diversions for you, a whole |Iot of subjective
criteria that particularly obviously suit their
particul ar point of view

We' ve been through those factors, we've put in our
count er - subm ssi ons, what our views are on each one
because we didn't want them |l eft untouched as though we
agreed with them or sonething. They are sort of like a
grab bag of things. W believe you have to stick to the
efficiency interpretation. A lot of what they' ve got
there deals with the first linmb of Section 52,
conpetition-related itens, other things we regard as
qui te extraneous really.

But one thing they do enphasise, as | nentioned
before, is that price control should be considered only
where you've got quite a length of tine of abuse of
mar ket power, and we certainly comrend that one to you in
the case of Wellington, so | don't wish to repeat those
in some detail.

BATES: Could I ask you a question please, |I'm not

wi shing to belabour a matter that you have sone
sensitivity about, this is a question of an alternative
way of regulating, but sinply to ask you whether, if you
didn't have a disagreenent with it on a jurisdictiona
basis, except it was clear that the Comni ssion did have
the jurisdiction to do this, would you have objections to

7 Septenmber 2001



O©Ooo~NOOUTh~WNE

447
W AL

it on an efficiency basis, i.e. do you think that the
systemthat is in place now woul d be | ess costly and nore
efficient than any kind of negotiated solution with an
arbitration at the end?

STEVENSON: | think it needs to be clearly understood
that the airport regulatory regi me has a nunber of
conponents to it, and we've tal ked about the Airport

Aut horities Act, and disclosure and consultation, but it
al so has price control as the ultimte sanction under the
Commer ce Act.

Now, other industries may not have regarded that
| ast-resort weapon or approach as politically acceptable
for a nunber of years. But, in the case of airports, it
has enmerged fromthe previous anmendments and the
inquiry's been ongoing for sone tine.

So, clearly an inquiry is a credible threat, and so,
| just have to meke this point; we're not comparing that
with this. W already have this, which is consultation,
and of course there's judicial review, but at the end of
the day if there's a view that, you know, the price

control is warranted, well, that can be exercised, and
we' re doing that very thing now.
And you've then got to say, well, what's the actual

finding in relation to price control? Not whether the
consul tation regi ne has worked or not, you're
actually -- regardless of that, what's the story with
price control and that's what you are doi ng now.

| don't see why there's a desire to sonmehow or ot her
break down the consultation regine or say it hasn't been
wor Ki ng.

In our case, you will hear on countervailing power
that there's been 10 years of consultation regine, it's
actually quite an el aborated regine.

BATES: Yeah, | know t hat.

STEVENSON: And it's actually got a nunber of aspects to
It.

And, of course, in Wellington's case they actually
reached a conmercial agreenent as well, in 1997, which is
still in place until the m ddle of next year, and is
actually governing the scope of the consultation process
that is going on right now and has provided init, in
addition to the consultation process arbitration for
asset val uation mnet hodol ogi es.

So, when we get to that part --

BATES: You say you have worked out your own solution to
sone extent?
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MR STEVENSON: I think Wellington is in a situation where

very few major airlines -- you will hear this from

John -- we sincerely believe that the power of the
airlines -- and M Mrrison and Mark Bl unmsky tal ked about
the constant search for other airlines -- it has forced a
particular result.

So, when you cone to | ook at the peculiar individua
ci rcunstances of Wellington Airport, you are going to be
left with no other conclusion about that, regardl ess of,
you know, high | evel concepts of countervailing power and
el asticities, or whatever. On the ground reality is that
comercial results have occurred, and have to occur
because of the huge exposure of the airport to very few
airlines. 1In fact, one of themhas a very very | arge
mar ket share.

BATES: So, are you confortable with the way the present
regul atory regi me works?

STEVENSON: | can't answer that question. Al I'm
saying to you is that, we're here for a price contro
i nvestigation, and you want to -- you're interested in

what the effects have been out of the consultation
process, but at the end of the day you are | ooking at the
actual figures, returns and costs and the way the
conpani es conduct thenselves. You are |ooking for any
exanpl es of bad behavi our through the consultation
process perhaps, that mght give you an indication that
there's been, you know, abuse of market power, or
sonmething like that, which hel ps you to consi der whether
price control ought to be recommended. To the extent
you're |l ooking for that, you won't find it at

Vel |lington Airport.

CHAI R: Okay, thanks M Stevenson.

MR STEVENSON: Right, so we'll nake a start on the next

presentation. | haven't introduced John Sheridan before,
and that's sort of a grievous mstake on ny part fromthe
outset, and David Gordon, who's planning devel opnent

advi sor or special advisor to the airport, and we really
want to address really the three points at the bottom
We're not going to tal k about the Commission's | ow
threshold for the limted test; | think it is a fairly
limted test, put it that way.

But, we want to urge you that you've got to have
concrete ideas or concrete facts about the Wellington
environnment, and al so what these judicial decisions have
actually said. So, I'll invite John initially to just
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tal k about sonme of the relationship -- or the information
on airlines.

CHAI R: | just want to, w thout being pedantic, say, |'d

like to finish at five to, and if you've got to conme back
on Monday, M Sheridan, to repeat sone of the things,

pl ease feel free to do so, not to upset the logic and the
train of thought.

SHERI DAN: What | would like to do -- and good afternoon
-- is just outline sonme of the points nmade up here in
bull et points, and this will only take 10 m nutes or so.

My coments are to highlight factual information in
W AL's subm ssions on the countervailing power of the
airlines in relation to Wllington International Airport.

Inits prelimnary view on the extent of the
countervailing power of airlines, the Conm ssion's stated
in paragraph 5.108 of its draft report that, "The three
| arge airports are unlikely to be dependent on a few
airlines to such a degree as regional airports".

This statenment is sinply not correct in relation to
Wellington Airport, and ignores WAL's initial
subm ssions. Based on March 2001 statistics, WAL's two
maj or custoner, the Air New Zeal and G oup and
Qant as Ai rways, now make up around 94% 94% of WAL's
aircraft novenent rel ated revenue.

Air New Zeal and and Qantas Airways transport 93% of
WAL's donestic custoners. For international services at
WAL, the sanme airlines carry 97% of all passengers who
fly -- of all international passengers who fly in and out
of Wellington Airport.

The reality is, we have only got two custoners of
the size of Wellington.

It is also evident that the Air New Zeal and G oup
has a dom nant position with respect to market share
through Wellington, and this group obviously increased
its overall share of aircraft novenents at Wellington as
an i medi at e consequence of the demise of Tasman Pacific
Limted, TPL, or Qantas New Zeal and, as it was trading
as.

Qantas Airways, Oigin Pacific, are not providing
repl acenent services to the | evel previously provided by
Tasman Pacific.

Air New Zeal and's | arge share of aircraft novenents
at Wellington Airport is likely to continue |eaving WAL
exposed to a powerful single customer for a significant
peri od ahead.

In ny view, and based on forward airline schedul es
known to WAL, no other individual custoner, other than
Air New Zeal and and Qantas Airways, are likely to exceed
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5% of WAL's revenues in the year to March 2002.

In terms of significant new airlines entering the
mar ket -- and we heard from Mark and Ll oyd the fact that
we have so nuch focus on this area -- but in terns of
potential new entrants, Virgin Blue is the only airline
currently indicating an interest in doing so.

WAL and its directors, such as Mark witing off to
Ri chard Branson just |ast week, or this week, WAL is
actively encouraging the advent of new airlines.

However, Virgin Blue's potential entry is likely to be at
| east six nmonths away as the airline requires the
approval of both the New Zeal and and Australian
Governments to provide services on the Tasman.

Also inportantly, Virgin Blue's decision on whether
it should fly to Wellington rather than another
New Zeal and city will be affected by a nunber of
conparative factors and, with respect to ourselves as an
airport, those factors would include | andi ng charges,
property | ease charges that they would i ncur at the
airport, as well as the availability of term nal and
operational facilities.

So therefore, for an airline such as Virgin Bl ue,
especially at the start-up, they will be seriously and
closely | ooking at those costs.

Wel lington Airport, we face conpetition for the
Trans-Tasman traveller, and in particular the leisure
traveller from Pal merston North Airport. There's no
di scount carrier such as Freedom Air or Virgin Bl ue
currently operates out of Wellington Airport.

Nunbers published by Statistics New Zeal and reveal
that close to 5% 5% of Wellington residents, al
Wl lington residents who are travelling to Australia now
fly out of Palnmerston North on Freedom Air. Wy do they
do that? |It's because, if there's nmum dad and coupl e of
ki ds and you save $100 per person on the fare, then many
are turning left and going up the coast and flying out of
Pal merston North on Freedom Air. W don't have such a
carrier out of Wellington.

As has been clearly shown in many countries in the
worl d today, price is the key decision driver for many
travellers, and Lloyd highlighted this in his conmentary.

The Air New Zeal and Group and Qantas Airways are
wel | informed and sophisticated. They formpart of very
powerful international airline alliances. They join
forces through BARNZ when dealing with issues of |anding
charges, making thenselves a strong and effective group
in consultation. This is, fromour perspective, a really
i mportant point.

Airports are not dealing with a disorgani sed or
unsupported group. Rather, the airlines bring skill
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experi ence and strong backing to the table in
consul tati on.

While Wellington Airport faces conmercial risks
shoul d any of its custonmers fail through conpetitive
pressure, it has relatively long life sunk assets, and
costs in nost part are fixed. There have been severa
recent dramatic exanples of the risks that WAL faces
with the collapse of Tasman Pacific and with the
tenporary cut-back of services a couple of years ago with
the Ansett pilot's dispute.

Wth respect to the TPL col | apse, overnight
Vel lington Airport annual revenue stream s reduced by
$5 million. However, because of the fixed cost nature of
the airport business, it was not possible to reduce our
costs by a single dollar on the dem se of TPL.

Most of TPL's revenue streans have subsequently
fortunately been replaced with services from Qantas
Airlines, FreedomAir and Oigin Pacific, as well as
additional services fromAir New Zeal and. However, we
certainly suffered fromthe collapse of TPL

Conversely, the airlines have the flexibility to
alter their use of the airport and charging structure to
their benefit. They may, for exanple, change fleet mx
and down gauge aircraft types, or they may alter their
flight schedules to provide direct point-to-point
services rather than hub services through Wellington. An
exanpl e of this may be, for exanple, flying
Nel son/ Auckl and direct rather than providing as many
services through Wellington.

Qur results over the past two years have been
materially inpacted by the airline's decisions to replace
Boeing 767 aircraft with Boeing 737s on the Tasman, and
the replacenent of jets with turbo prop aircraft on the
Wel i ngton/ Chri stchurch sector.

W have actually seen a reduction in tonnage being
| anded at Wellington Airport over the last two years.
Notwi t hstandi ng that, we have seen growh in passenger
nunbers.

W AL depends heavily on the patronage of its nmjor
airline operators, so we have an interest in ensuring
that airlines continue to use and increase the use of our
facilities. Conversely, the airline's main assets, their
aircraft, can be easily switched to alternative routes or
swapped with alternative smaller equi pnment.

At WAL, we recognise, however, that rather than
there being a one-sided airport nonopoly, there is, in
fact, interdependence between Wellington Internationa
Airport and its major airline custoners. |nterdependence
creates strong incentives for the parties to co-operate
and gives rise to a need of both sides to avoid
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opportuni stic behavi our by either party. The 1997 Deed
reflects this interdependence and the w llingness of WAL
to co-operate with custoners.

WAL believes it has a good working relationship
with the airlines.

WAL's financial results for over a decade have been
significantly under conpetitive levels, and we will
detail this in a later presentation on our historic
per f or mance.

Self-evidently, the airline' s countervailing power,
and its exercise, has been an inportant factor behind
W AL under-achi eving on the financial front over this
peri od.

Thank you.

STEVENSON: That's it, M Chairman, in ternms of the
presentations today.

CHAI R Al'l right, well thank you very nuch. Any brief

guesti ons?

MS REBSTOCK: | had wondered whether we would be able to

MR

get nore information about sone additional facts about
what's happening at Wellington Airport. So, for

i nstance, | think we have the split between internationa
and donestictravellers, we also wanted to know how many
of your -- within the donestictravellers, do you have a

breakdown of the purpose of their travel? Can you give
us an idea on the freight side?

I"'minterested in that information because of the
initial question about, you know, the extent of market
power at Wellington Airport and those factors all would
help us to I ook at Wellington's particular circunstances,
and |'ve asked the other airports, they've indicated on
some of the factors that we probably need to ask the
airlines for that information, and we'll do that, but
we' d wel come any additional information on those things
you coul d give us.

SHERI DAN: We can certainly provide that, we can either
do that by responding, because a | ot of those nunbers
bot h Dave and mnyself know off the top of our head, or
alternatively we nay have previously-provided data, and
if we don't have that we can provide it. So we can
respond to any specific question.

MS REBSTOCK: The other information | was interested in, in

Wl lington's case, was the nunmber of travellers who
arrive in Wellington by different nodes of transport, and
| don't know if you have that sort of information but I
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think it would be useful.
MR SHERI DAN: No, we woul dn't have that information, sorry.
M5 REBSTOCK: That's fine, thanks.
CHAI R Just a brief comment, any additional details you
can give us as part of Monday's discussion so that it is
di scussed anpbngst the parties, would be very useful,
dependi ng of course whether it's confidential or not.

Ckay, | ook, thanks very nuch indeed, we'll reconvene
at 9 o'clock sharp on Monday norning. Thank you.

[ Heari ng adj ourned at 4.53pm

* k *
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