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Purpose of afternoon session

To assist airport stakeholders responding 

to the Commission’s Invitation to 

contribute to problem definition

• Publication date: 16 June 2015

• Submissions due: 21 August 2015
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Agenda

Before break

• Regulatory framework and recent learnings

• Stakeholder statements—Key issues with input methodologies

• Profitability assessments—The Challenge

After break

• ‘Deep dives’ into individual issues

• Stakeholder presentations

• Round table discussion
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Setting the scene

Overview of regulatory 

framework and learnings from 

recent regulatory processes
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To ensure sufficient information 

is readily available to interested 

persons to assess whether the 

purpose of Part 4 is being met

Purpose of information disclosure







Disclosure requirements

Cover all areas of performance

• Input methodologies affect how costs 

must be disclosed and assessed

• DO include a backward looking 

profitability indicator for individual years

• DO NOT include a forward looking 

profitability indicator for pricing periods

8

o Asset valuation o Cost allocation

o Treatment of taxation o Cost of capital
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Learnings from recent events

• Timeline

• Lessons learned

• Problem definition

• Secondary issues
Contributions invited



Timeline
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2012 – 2014 • Statutory requirement (under s 56G of the Commerce Act) to report to 

the Ministers of Commerce and Transport on whether information 

disclosure was effective

• Reports published as soon as practicable after prices set in 2012

2014 – 2015 • Commission analysis (under s 53B) of Airport response to s 56G reports

• MBIE review of effectiveness of information disclosure regulation

• MoT review of Airport Authorities Act

2015 – 2016 • Review of input methodologies

• Expected completion—December 2016

2017 – 2018 • Price Setting Events for Auckland and Christchurch Airports (2017 Q2)

• Commission review of Airport pricing decisions under s 53B



An assessment of target profitability is 

required to determine whether airports are 

limited in their ability to earn excessive profits 

Internal Rate of Return (IRR) analysis requires 

information about:

• Forecast cash flows

• Opening asset values

• Forecast closing asset values

Lessons learned
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Current state—Two main issues

• No forward-looking profitability indicator to help 

interested persons assess whether airports are 

targeting excessive profits when setting prices

• Backward-looking profitability indicator for 

individual years has proven ineffective when 

airports use alternative approaches 

Problem definition
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As outlined in the invitation paper…

Secondary issues
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• Land valuations • Land held for future use

• Leased assets • Wash-ups

• Depreciation profiles • Unforecast revaluations

• Revaluation approach • Discounting

• Implications of airports using different 

approaches in setting prices

• Intra-period cash flow timing 

assumptions
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Airports, airlines, and industry representatives

Stakeholder Statements
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Input methodologies—Key issues
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Focus for rest of today

To explore stakeholder views on 

improvements to profitability assessments 

through changes to:

• input methodologies

• disclosure requirements

• additional guidance



Scope
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OUT

• WACC (specification, parameters, percentile, etc)

• Land valuation methodology (MVAU)

• Disclosure requirements unrelated to input methodologies

• Single till vs. dual till

IN

• Almost everything else related to profitability assessments

• eg, treatment of land revaluations
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Hamish Groves

Profitability Assessment—The Challenge
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Overview

• Airport context

• Assessing target profitability

• Stylised examples

• Three potential approaches

• Forward and backward looking 

profitability assessment
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Airport Context

• Airports can set prices as they see fit 

• Information disclosure requirements – sufficient 

information to interested persons to assess 

performance

• Summary and analysis requirement



Assessing target profitability
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• Target profitability determined at price setting event

• Part 4 purpose including - airports are limited in their ability 

to extract excessive profits

• Being clear on how profitability will be assessed is important

• Understand how prices have been set relative to profitability 

assessment

• Stakeholder views on forward looking profitability 

assessment problem



Stylised Examples
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The purpose of this session:

• Outline issues through stylised examples

• Propose potential approaches to solving the 

stylised issues - may also be relevant for other 

issues

• Approaches can be applied to forward or 

backward looking profitability assessments

• Seek feedback 



Stylised example
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 Airport Pricing 

Assumptions 

Profitability 

Assessment 

Assumptions 

Difference 

(Revenue 

effect) 

Opening asset values 100 100 - 

Depreciation 10% 10% - 

Revaluations 5% 5% - 

Closing asset values 95 95 - 

Expenses 50 50 - 

Revenue 63 63 - 

Target return/  

assessed return 

8% 8% - 

Assessed under or over recovery  $-  

 



Complexity
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• Airports have and may continue to adopt approaches 

that are not consistent with the current profitability 

assessment when setting prices

• Examples with potential approaches

• Non-standard depreciation

• Amendment of profitability assessment

• Disclosed difference



Revaluation Assumption
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 Airport Pricing 

Assumptions 

Profitability 

Assessment 

Assumptions 

Difference 

(Revenue 

effect) 

Opening asset base 100 100 - 

Depreciation 10% 10% - 

Revaluations - 5% 5% ($5) 

Closing asset base 90 95 5 (nil) 

Expenses 50 50 - 

Revenue 68 68 - 

Target return/  

assessed return 

8% 13% 5% ($5) 

Assessed over recovery  $5  

 



Potential Approach –
Non-standard depreciation
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 Airport Pricing 

Assumptions 

Profitability 

Assessment 

Assumptions 

Difference 

(Revenue 

effect) 

Opening asset base 100 100 - 

Depreciation 15% 15% - 

Revaluations 5% 5% - 

Closing asset base 90 90 - 

Expenses 50 50 - 

Revenue 68 68 - 

Target return/  

assessed return 

8% 8% - 

Assessed over or under recovery $-  

 



Potential Approach –
Amend profitability assessment
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 Airport Pricing 

Assumptions 

Profitability 

Assessment 

Assumptions 

Difference 

(Revenue 

effect) 

Opening asset base 100 100 - 

Depreciation 10% 10% - 

Revaluations - - - 

Closing asset base 90 90 - 

Expenses 50 50 - 

Revenue 68 68 - 

Target return/  

assessed return 

8% 8% - 

Assessed under or over recovery $-  

 



Potential Approach –
Disclosed difference

28

 Airport Pricing 

Assumptions 

Profitability 

Assessment 

Assumptions 

Difference 

(Revenue 

effect) 

Opening asset base 100 100 - 

Depreciation 10% 10% - 

Revaluations - 5% 5% ($5) 

Closing asset base 90 95 5 (nil) 

Expenses 50 50 - 

Revenue 68 68 - 

Target return/  

assessed return 

8% 13% 5% ($5) 

Assessed over recovery  $5  

 



Tracking under or over recovery 
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• Pricing and profitability assessment 

assumptions may not always align

• Over or under recovery relative to 

profitability assessment may be assessed as 

appropriate

• How should over or under recovery in one 

period be taken into account in another 

period?



Summary of Potential Approaches
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1. Non-standard depreciation 

• Option currently available

• Not applicable in all scenarios

2. Profitability assessment reflects pricing decision

• Consideration of implications required

• Required to be enduring

3. Disclosed difference

• Clarity of difference and reason 

• Tracking under or over recoveries
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Break


