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Foreword

The Commission has been entrusted with new regulatory functions under Part 4 of the
Commerce Act. In key markets in which competition is limited, our central purpose is to
promote the long-term benefit of the consumers of regulated services. This will be achieved
by promoting outcomes consistent with those produced in workably competitive markets,
where such outcomes provide incentives to suppliers to innovate, invest and improve their
efficiency and reward both suppliers and consumers with a share of the efficiency gains
created.

This work is important as it will directly affect essential infrastructure central to New
Zealand’s future economic prosperity, namely: gas pipelines, electricity lines and airport
services.

Input methodologies promote certainty for suppliers and consumers in relation to the rules,
requirements and processes applying to regulation under Part 4 of the Commerce Act.
Increased regulatory certainty is critical for fostering efficient investment.

This has been a challenging exercise. We have been working with new and untested
legislation, and have grappled with a range of issues for which there is no single ‘right’
answer. While we can look to regulatory regimes in other countries for guidance, there are
significant differences between the New Zealand and overseas regimes. Ultimately, our key
touchstone has been the purpose statement for Part 4, which is itself unique.

In determining the input methodologies, we have drawn on our collective expertise in
economics, finance, law and accounting, as well as practical commercial experience. Where
necessary, the Commission has applied its judgement to appropriately balance the interests of
suppliers and consumers.

The Commission has benefited from the engagement with interested parties as we have
moved through an extensive and robust consultation process for the last two years. We have
been assisted by the views of a range of experts in economic regulation and other related
matters, including those assisting submitters, and two panels of international experts
convened by the Commission — one on matters relating to the cost of capital and the other,
primarily, on matters regarding asset valuation, cost allocation and taxation.

In reaching our decisions, we have carefully considered the full range of options before the
Commission. The most controversial issue in developing input methodologies for airport
services has been the valuation of the assets used to supply regulated services at the start of
the Part 4 regime.

Regulated suppliers have argued for asset valuations at the start of the Part 4 regime that are
likely to be significantly higher than the regulatory valuations already in place. Adopting this
approach could legitimise price increases by making it more difficult for interested persons to
assess whether the suppliers are limited in their ability to extract excessive profits. On the
other hand, airlines and their representatives argued for establishing the asset value by rolling
forward an earlier, and lower, valuation from 2002, The Commission was not convinced by
either proposition; it has instead selected an approach that is based on existing regulatory
valuations, which Airports have disclosed under information disclosure regulation.
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Overall, we are satisfied that the package of input methodologies determined today, will,
when applied to information disclosure regulation for airports, best meet the purpose
statement under Part 4 of the Commerce Act. These input methodologies will provide a
strong foundation for delivering the long-term benefits to consumers envisaged by Parliament

when it enacted Part 4.

Dr Mark Berry Sue Begg

Chair Deputy Chair

Pat Duignan r JM Taylor

Commission Member Commission Member

22 December 2010
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GLOSSARY OF TERMS, ABBREVIATIONS AND DEFINITIONS

Abbreviation Definition

AAA Airport Authorities Act 1966

ABAA Accounting based allocation approach

ABC Activity Based Costing

ACCC Australian Competition and Consumer Commission

Act, The Commerce Act 1986

AECT Auckland Energy Consumer Trust

AEMC Australian Energy Market Commission

AER Australian Energy Regulator

AIAL Auckland International Airport Ltd.

Air NZ Air New Zealand Ltd.

Airlines Air New Zealand Ltd., and the Board of Airline Representatives New Zealand.

Airports Auck}and Intematiqnal Airport Ltd.; Christchurch Igternational A.irp.ort Ltd.;
Wellington International Airport Ltd.; and the NZ Airports Association.

ANS Air Navigation Service

Asset Valuation
Report

Yarrow, G., Cave, M., Pollitt, M., Small, J., Asset Valuation in Workably
Competitive Markets - A Report to the New Zealand Commerce Commission,
May 2010

BARNZ Board of Airline Representatives New Zealand

CAA Commerce Amendment Act 2008

Capex Capital Expenditure

CAPM Capital Asset Pricing Model

CDA Costs Directly Attributable

CnDA Costs Not Directly Attributable

CEG Competition Economists Group

CIAL Christchurch International Airport Ltd.

Commission, The | Commerce Commission

CPI Consumer Price Index

CPI-X CPI minus X

CPP Customised Price-Quality Path

CRA CRA International (formerly Charles River Associates)
DAC Depreciated Annual Cost

DCF Discounted Cash Flow

DHC Depreciated Historic Cost

DPP Default Price-Quality Path

Draft Expert An individual independent expert review of the Commission’s draft decisions for
Reviews IMs as set out in the Draft Reasons Papers for EDBs and GPBs
Draft IMs Draft IM Determinations

DRC Depreciated Replacement Cost

Economic The regulation of the price and quality
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Abbreviation Definition

Regulation

EDBs Electricity Distribution Businesses

EDS Electricity Distribution Services

ELBs Electricity Lines Businesses

ENA Electricity Networks Association

EV Economic Value

Expert Panel Cost of Capital Expert Panel

Experts The Commission’s independent expert economic advisors for IMs
E)xg:rglitlolry Note The Explanatory Note to the Commerce Amendment Bill 2008
FCM Financial Capital Maintenance

FERC Federal Energy Regulatory Commission

Final Expert

An individual independent expert review of the Commission’s updated draft
decisions for IMs for EDBs and GPBs by the Commission’s expert economic

Reviews advisors prior to it determining the IMs

GAAP Generally Accepted Accounting Practice

GDN Gas Distribution Network

GPBs Gas Pipeline Businesses

GFC Global Financial Crisis

GIC Gas Industry Co Limited

GPS Government Policy Statement

GST Goods and Services Tax

GTBs Gas Transmission Businesses

HC Historic Cost

IC Incremental Cost

IBES Institutional Brokers’ Estimate System

1D Information Disclosure

EZPIZ;SCHSSIOH Information Disclosure Discussion Paper, 29 July 2009
IDV Information Disclosure Valuations

ID Determination | The information disclosure requirements to apply to specified airport services
IHC Indexed Historic Cost

{)?ple)rlscussmn Input Methodologies Discussion Paper, 19 June 2009
IMs Input Methodologies

IPART Independent Pricing and Regulatory Tribunal of New South Wales
IRD Inland Revenue Department

IRR Internal Rate of Return

LECG Law and Economics Consulting Group LLC

MCE Ministerial Council on Energy (Australia)

MDL Maui Development Limited
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Abbreviation Definition

MEAs Modern Equivalent Assets

MED Ministry of Economic Development

MEUG Major Electricity Users’ Group

MRP Market Risk Premium

MVAU Market Value Alternative Use

MVEU Market Value Existing Use

NERA National Economic Research Associates

NGC Natural Gas Corporation

NPV Net Present Value

NZAA New Zealand Airports Association

NZIER New Zealand Institute of Economic Research

ODRC Optimised Depreciated Replacement Cost

oDV Optimised Deprival Valuation

OECD Organisation for Economic Co-operation and Development

OEM Original equipment manufacturer

Ofcom Office of Communications, UK

Ofgem Office of the Gas and Electricity Markets, UK

Ofreg Office for the Regulation of Electricity and Gas, UK

Ofwat Water Services Regulation Authority, UK

Opex Operating Expenditure

ORC Optimised Replacement Cost

ORR Office of Rail Regulation, UK

Paper, The C_omr_nerce C_ommission, Input Methodologies (Electricity Distribution and Gas
Pipeline Services) Reasons Paper, 22 December 2010

Part 4 Purpose Purpose of Part 4, set out in section 52A of the Act

PIE Portfolio Investment Entity

Post-tax cost of
capital

Where the cost of debt is adjusted down by an interest tax deduction, and the
company is remunerated for its (un-levered) tax liabilities through a cash flow
allowance.

Provisions Paper

Commerce Commission, Regulatory provisions of the Commerce Act 1986 —
Discussion paper, 19 December 2008

PV Present Value

PwC PricewaterhouseCoopers

QCA Queensland Competition Authority

QCMA Queensland Co-operative Milling Association Limited
RAB Regulatory Asset Base

RDG Revised Draft Cost of Capital Guidelines

Reserve Bank Reserve Bank of New Zealand

ROI Return on investment

S&P Standard and Poors

SCP Structure — Conduct — Performance
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Abbreviation Definition ‘
SBL simplified Brennan-Lally
Submissions Yarrow, G., Cave, M., Pollitt, M., Small, J., Review of Submissions on Asset
. Valuation in Workably Competitive Markets - A Report to the New Zealand
Review .
Commerce Commission, November 2010
TAMRP Tax-adjusted Market Risk Premium
TSO Telecommunications Service Obligations
UK United Kingdom
UK CAA UK Civil Aviation Authority
uUsS United States

Vanilla cost of
capital

Where the corporate tax shield provided by debt capital is ignored in the cost of
capital calculation, and firms are remunerated for their levered tax liabilities
through a cash flow allowance.

VIX is the ticker symbol for the Chicago Board Options Exchange’s Volatility

VIX Index.
WACC Weighted Average Cost of Capital
WIAL Wellington International Airport Ltd.
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EXECUTIVE SUMMARY

Introduction

Purpose of this Paper

X1 The Commerce Commission (Commission) has determined input methodologies
(IMs) for specified airport services (airport services) under Part 4 of the Commerce
Act 1986 (the Act). Part 4 provides for the regulation of the price and quality of
goods or services supplied in markets where there is little or no competition, and
little or no likelihood of a substantial increase in competition (s 52). IMs set out the
rules, requirements and processes applying to the regulation of those services. In
accordance with s 52W, the Commission’s reasons for these IMs will be set out in
the relevant Gazette notice that publishes the IMs. This Reasons Paper (Paper)
expands on those reasons.

Regulated services discussed in this Paper

X2 This Paper discusses the IM Determination that has been made by the Commission
in respect of airport services supplied by Auckland International Airport Limited,
Wellington International Airport Limited and Christchurch International Airport
Limited (Airports).

Part 4 Regulatory Framework

Purpose and application of IMs

X3 The purpose of IMs is to promote certainty for suppliers and consumers in relation to
the rules, requirements and processes applying to the regulation, or proposed
regulation, of goods and services under Part 4 (s 52R). IMs must include certain
matters, to the extent applicable to the type of regulation (s 52T).

Purpose and application of types of regulation

X4 Airports are only subject to information disclosure regulation—the purpose of which
is to ensure that sufficient information is readily available to interested persons to
assess whether the purpose of Part 4 is being met (s 53A). Information disclosure
regulation does not affect the right of Airports under the Airport Authorities Act
1966 (the AAA) to charge for airport services as they think fit.

X5 The Commission has released a s 52P determination that gives effect to information
disclosure regulation for airport services along with the IM Determination applying
to Airports.

Scope of IMs

X6 In light of the purpose of the information disclosure regulation, and the purpose of

Part 4, the Commission has determined IMs for:

. the allocation of costs to regulated services supplied by the Airports;

. the valuation of assets that are used to supply airport services;
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o the treatment of tax costs for regulatory purposes; and

J estimating the cost of capital (which is applied by the Commission only, to
monitor and analyse information disclosed by the Airports).

Part 4 Purpose

X7 The central purpose of Part 4 is to promote the long-term benefit of consumers in
markets where there is little or no competition and little or no likelihood of a
substantial increase in competition (s 52A(1)). To achieve this, the Commission
must promote outcomes in regulated markets that are consistent with those produced
in competitive markets (to the extent relevant to markets with limited or no
competition), such that regulated suppliers:

a.  have incentives to innovate and to invest, including in replacement, upgraded,
and new assets (s 52A(1)(a));

b.  have incentives to improve efficiency and provide services at a quality that
reflects consumer demands (s 52A(1)(b));

c.  share with consumers the benefits of efficiency gains in the supply of the
regulated goods or services, including through lower prices (s 52A(1)(c)); and

d.  are limited in their ability to extract excessive profits (s S2A(1)(d)).

X8 ‘Competition’ in Part 4, as in the rest of the Act, means ‘workable or effective
competition’ (s 3(1))—hereafter ‘workable competition’. Workable competition
exists when there is an opportunity for sufficient influences to constrain the market
power of suppliers (e.g. rivalry amongst existing suppliers, the threat of substitute
goods and services, the threat of new entrants, or the buying power of consumers).

X9 The regulatory objectives in (a)-(d) of s 52A(1) reflect performance criteria that
characterise workable competition.

J Prices and quality. In workably competitive markets, suppliers have
incentives to constrain price and maintain or improve quality—as they
otherwise would lose customers because price and quality are the two key
aspects of goods and services that are often of most interest to consumers.

. Investment. In workably competitive markets, suppliers have incentives to
undertake investments at an efficient level at the optimal time (to the extent
these levels and time can be ascertained).

. Innovation. Workably competitive markets promote the discovery and use of
new information, leading to the development of new goods/services, and more
efficient production techniques.

o Efficiency. The promotion of allocative, productive and dynamic efficiency is
a key feature of workably competitive markets. Efficiency gains are shared
with consumers through lower prices, and/or better service quality, over time.

o Profits. In workably competitive markets, profits are just sufficient to reward

investment, efficiency and innovation. Superior performers are more likely to
be rewarded by receiving returns greater than a ‘normal profit’ (or ‘normal
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return’—i.e. their risk-adjusted cost of capital), at least for the short to medium
term, until competitors catch up. Over the lifetime of its assets, a typically
efficient supplier would not invest unless it expected, in advance, to earn at
least a normal return.

Relevance and application of IMs

X10

It is in combination with each other, and with other requirements in the s 52P

determination for information disclosure regulation, that IMs provide incentives for
regulated suppliers to act in a manner consistent with the Part 4 Purpose.

X11

The key relevance of the IMs to the objectives in the purpose of Part 4 includes the

factors highlighted in Table X1 below.

Table X1: Key Relevance of Input Methodologies to Regulatory Objectives

Methodology

Key Regulatory

Relevance

Cost allocation—
s 52T(1)(a)(iii)

Objectives

Section 52A(1)(c)
and (a)

The way that costs are allocated between regulated and/or
unregulated activities has an important bearing on
monitoring how efficiency gains are shared with
consumers of regulated services over time, as well as the
extent to which investment by regulated suppliers in the
provision of other goods or services is unduly deterred
(also refer s 52T(3)).

Asset valuation,
depreciation and
revaluations—

s 52T(1)(a)(ii)

Section 52A(1)(a)
and (b)

The way that the value of the regulatory asset base (RAB)
is rolled forward affects the disclosure of how regulated
suppliers recover the investments that they make, which
in turn affects the incentives to invest that they face.

Asset valuation—

The level of the ‘initial’ value of RAB (i.e. at the
beginning of the Part 4 regime), is far less significant to
incentives for investment or efficiency than the way that

s 52T(1)(a)(ii) Section 52A(1)(d) | the value of the RAB is rolled forward, but it has a
notable bearing on monitoring whether regulated
suppliers are limited in their ability to extract excessive
profits from consumers in future.

Treatment of tax— The treatment of tax also has an impact on monitoring

. Section 52A(1)(d) | whether regulated suppliers are limited in their ability to

s 52T(1)(a)(iv) .
extract excessive profits from consumers.

The cost of capital will have an impact on monitoring

Cost of capital— Section 52A(1)(a) | whether financial capital is being maintained, and whether

s 52T(1)(a)(1) and (d) regulated suppliers are limited in their ability to extract

excessive profits.
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X12 The above IMs are key inputs to the calculation, or assessment, of financial
information disclosure requirements; in particular, the return on investment (ROI)
for Airports.

Overview of the Input Methodologies

Cost Allocation IM

X13 The cost allocation IM sets out the methodology for allocating asset values (which
drive capital costs) and operating costs between regulated activities (i.e. aircraft and
freight activities, airfield activities, and specified passenger terminal services), and
between regulated activities and unregulated activities (e.g. retailing and car
parking) in aggregate. The IM allocates all costs associated with the supply of
regulated activities, thereby implicitly allocating all costs that are common to two or
more types of activities (whether regulated or unregulated). This approach avoids
having to explicitly identify and allocate common costs, which can be a difficult
exercise given that such costs can be defined and measured in different ways.

X14 The IM requires a two-step allocation of operating costs and asset values:

. allocation of costs ‘directly attributable’: (i.e. operating costs and asset
values that are wholly and solely associated with undertaking a single type of
regulated activity) to the type of activities to which they are directly
attributable; and

. allocation of costs ‘not directly attributable’: (i.e. operating costs and asset
values that are associated with undertaking two or more types of regulated, or
both regulated activities and unregulated activities in aggregate) by specifying
the approach for determining the proportion of such costs it would be
appropriate to recover from the regulated services with which they are
associated.

X15 The IM provides for the accounting-based allocation approach (ABAA). The
ABAA requires not directly attributable operating costs and asset values to be
allocated based on causal factors, or based on proxy factors where causally based
allocators are not available. This approach is expected to move the allocation of
costs closer to that in workably competitive markets, in which costs common to the
supply of two (or more) types of services are borne by all of those types of services.
Doing so ensures that the benefits of efficiency gains that arise from the joint supply
of regulated and unregulated services at Airports are shared with consumers of the
regulated services over time, consistent with s 52A(1)(c).

Asset Valuation IM

Initial valuation

X16 Unlike other suppliers of services regulated under Part 4, Airports own significant
amounts of land. The value of land assets in the initial RAB for all Airports will be
established using the Market Value Alternative Use (MVAU) valuation approach,
because the value of land in workably competitive markets will broadly reflect its
highest value in an alternative use. Where the costs of converting land for use as an
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Airport are not already reflected in the MVAU valuation, such investments can be
included in the initial RAB as non-land assets.

X17 The initial value of non-land assets in the RAB for all Airports for information
disclosure purposes will be established with reference to the most recent regulatory
values that have been permitted for each Airport prior to the start of the Part 4
regime. No factual evidence has been submitted to suggest that reference to existing
regulatory valuations would prevent Airports from having the opportunity to earn at
least a normal return on and of the original cost of installing assets. Although the
valuation approach for non-land assets will only apply for the purposes of
information disclosure, it should nonetheless give Airports no concern about the
recovery of future investments. The approach is thus consistent with s 52A(1)(a).

X18 New replacement (i.e. new build) cost-based valuations for Airports are not required
by the reference to workably competitive markets in the Part 4 Purpose, and are less
aligned to that purpose than existing regulatory valuations.

X19 If regulated suppliers were permitted to increase their prices to reflect a change in
replacement cost, without the revaluation gain being treated as income, regulated
suppliers would not be limited in their ability to extract excessive profits. In the
context of information disclosure regulation for Airports, such a revaluation (without
appropriately treating the revaluation gain as income) could mask the existence of
excessive profits. This would be unlikely to be consistent with s 52A(1)(d), or with
the purpose of information disclosure regulation in s 53A.

X20 Likewise, write-downs of prior regulatory values of specialised assets should be
avoided insofar as this may set a precedent that damages an Airport’s supplier’s
incentives to invest in future.

Rolling forward the RAB value over time

X21 The value of the RAB is ‘rolled forward’ each year for capital additions (i.e. the
value of commissioned or acquired assets), asset disposals, depreciation, and
revaluations (i.e. indexation by the Consumer Price Index (CPI)). Land may also be
revalued by Airports in any year using MVAU. Revaluations from CPI-indexation
or from the application of MV AU affect the level of profits that Airports can expect
in future. Thus to appropriately account for the longer term profitability effects of
asset revaluation, any gains (or losses) that arise as a result of asset revaluations are
to be treated as income (or losses) when monitoring prices.

X22 The value of the non-land assets in the RAB will be depreciated year-on-year on a
straight-line basis unless Airports elect to apply an alternative depreciation
approach.

Tax IM

X23 The treatment of taxation must ensure that interested persons have sufficient
information to assess whether Airports expect to earn profits that are consistent with
the profits that would be expected in a workably competitive market. In workably
competitive markets, it is profits after tax that would on average be expected ex ante
to be sufficient to reward investment, innovation and efficiency.
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X24

Compared to the alternatives, the tax payable approach comes closest to
approximating the cash flows an Airport would need to meet its tax obligations for
any given period, and this approach applies to all the Airports.

Cost of Capital IM

X25

X26

X27

X28

X29

X30

X31

The cost of capital reflects the cost of debt and the cost of equity. The cost of
capital, in particular the cost of equity, cannot be observed directly. Rather the
individual components of the cost of capital must be estimated. Judgement is
required in determining what tools and techniques should be used, what the level of
individual parameters should be, and what adjustments may be required to ensure
the resulting estimate of the cost of capital is reasonable.

The cost of debt is estimated by reference to the risk-free rate (proxied by yields on
Government bonds), plus a debt premium for the greater risk on corporate debt, and
the costs of issuing debt.

The term of the risk-free rate is to match the length of the Airports’ pricing period,
typically five years. This is to ensure that Airports can expect (ex ante) to earn a
normal return, consistent with outcomes in workably competitive markets, such that
suppliers are compensated for the interest rate risks they bear and are not over- or
under-compensated (depending on the shape of the yield curve), which could occur
if a longer (or shorter) term was chosen. The alignment of the term of the risk-free
rate with the pricing period is compatible with other possible objectives such as
longer term borrowing, given the availability and widespread use of interest rate
swaps which allow firms to reset their interest rate re-pricing period to shorter terms
(and the ability to match the pricing period if desired), even if the supplier has issued
debt with a long original maturity date (for example, 10 years).

The debt premium is calculated by reference to publicly traded bonds with a
Standard and Poors long-term credit rating of A- and a remaining term of five years.
The Airports Information Disclosure Determination also allows for those additional
costs of issuing longer maturity debt (debt with an original term to maturity which
exceeds five years) that cannot be managed through swaps, where Airports have in
fact issued such debt.

Confidential information provided by regulated suppliers with respect to their actual
debt margins and costs has been used to confirm that the estimates of the cost of debt
under the IM are a realistic estimate of the cost of debt finance for a regulated
supplier issuing bonds with an A- rating.

The IM uses the simplified Brennan-Lally Capital Asset Pricing Model (CAPM) to
estimate the cost of equity. This model best fits the particular features of the

New Zealand taxation system, and is so widely used in New Zealand that there is
currently no credible alternative.

The IM assumes that the tax-adjusted market risk premium (TAMRP) for owning a
portfolio of New Zealand equity investments of average risk will average 7%. This
reflects estimates from a range of sources reflecting both historical and forecast
return on equity investments with average risk. It is consistent with the average
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X32

X33

X34

X35

assumption used by New Zealand investment banks. An uplift to 7.5% is proposed
until 2011 to take into account the impacts of the global financial crisis.

The supply of airport services has relatively lower exposure to market risk than the
average New Zealand company. This relative risk relationship compared to the
overall share market is represented by beta. Using data from AIAL and 23
international listed airports, the Commission has estimated the asset beta for airport
services at 0.60. The Commission’s estimate is in the middle of the range of
independent estimates of airport asset betas.

Leverage is 17%, in line with the average leverage of the 24 international listed
airports. Applying leverage of 17% to the asset beta results in an equity beta of 0.72.

The Commission has tested the estimates of the cost of capital produced by the cost
of capital IM to ensure it is reasonable and commercially realistic. In particular, the
Commission has tested its estimate against independent estimates of the cost of
capital in New Zealand, against airport regulatory decisions in the UK and Ireland,
and against historic and expected returns for the New Zealand market.

These tests confirm that the IM provides estimates of the cost of capital for Airports
that are commercially realistic and can be expected to assist interested persons in
assessing whether Airports are limited in their ability to extract excessive profits.
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PART 1: REGULATORY FRAMEWORK AND KEY
FEATURES OF THE INPUT METHODOLOGIES

CHAPTER 1: INTRODUCTION

1.1 Purpose of this Paper

1.1.1  The Commerce Commission (Commission) has determined input methodologies
(IMs) for specified airport services (‘airport services’) under subpart 3 of Part 4 of
the Commerce Act 1986 (the Act).! Part 4 provides for the regulation of the price
and quality (‘economic regulation’) of goods or services supplied in markets where
there is little or no competition, and little or no likelithood of a substantial increase in
competition (s 52). IMs set out the rules, requirements and processes applying to the
regulation of those services. Airport services regulated under Part 4 are supplied by
Auckland International Airport Limited (AIAL), Wellington International Airport
Limited (WIAL), and Christchurch International Airport Limited (CIAL) (hereafter
referred to as the Airports).”

1.1.2  In accordance with s 52W, the Commission’s reasons for these IMs will be set out in
the relevant Gazette notices that publish the IMs.” This Reasons Paper (Paper)
expands on those reasons.

Regulated services discussed in this Paper

1.1.3  Subpart 11 of Part 4 sets out provisions specific to the regulation of airport services,
including how airport services are defined (s 56A).

1.1.4  This Paper only discusses the IM Determination that has been made by the
Commission in respect of airport services.* The IM Determinations made by the
Commission in respect of regulated electricity lines services and gas pipeline
services are discussed in separate papers.’

1.1.5  The Commission has also determined the information disclosure requirements to
apply to specified airport services (the ID Determination), which are discussed in the
Information Disclosure (Airport Services) Reasons Paper.°

Statutory references in this Paper are to the Act unless otherwise specified.

()

When referring to submissions from Airports in this Paper, the Commission also includes the submissions from the
New Zealand Airports Association (NZAA).

Section 52W requires the Commission to publish the IMs by way of notice in the Gazette within 10 working days after
the Commission determines the IMs.

Commerce Commission, Commerce Act (Specified Airport Services Input Methodologies) Determination, 22
December 2010.

The Commission has made four IM determinations in respect of electricity lines and gas pipeline services (i.c.
electricity distribution, electricity transmission (Transpower), gas distribution and gas transmission). These
determinations are discussed in Commerce Commission, Input Methodologies (Transpower) Reasons Paper, 22
December 2010; and Commerce Commission, Input Methodologies (Electricity Distribution and Gas Pipeline
Services) Reasons Paper, 22 December 2010.

Commerce Commission, Commerce Act (Specified Airport Services Information Disclosure) Determination, 22
December 2010; Commerce Commission, Information Disclosure (Airport Services) Reasons Paper, 22 December
2010.
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Structure of this chapter

1.1.6

1.2

The remainder of this chapter is structured as follows:

. Section 1.2 provides a brief background to Part 4, and highlights some of the
key amendments made through the passage of the Commerce Amendment Act
2008 (CAA), and the reasons for those amendments;

. Section 1.3 describes the structure of this Paper; and

. Section 1.4 gives an overview of the process that the Commission has
followed in determining the IMs, including consultation undertaken with

interested parties and expert advice it has received.

Background to Part 4 of the Commerce Act

Benefits of competition and rationale for economic regulation

1.2.1

1.2.2

1.2.3

1.2.4

1.2.5

In competitive markets, suppliers of goods and services typically have incentives to
innovate and to improve efficiency, in terms of both their operational and investment
decisions. Suppliers expect to earn profits that at least compensate them for their
cost of capital over time. The cost of capital is the financial return investors require
(ex ante) from an investment given its risk.

Economists refer to the level of profits commensurate with the cost of capital as
‘normal profits’ or ‘normal returns’. Suppliers that achieve a superior performance
in competitive markets have the opportunity to earn more than normal returns in the
short to medium term. However, these higher profits tend to be competed away as
competing suppliers catch up. On the other hand, less efficient suppliers might not
be successful, and could end up earning less than normal returns, therefore marking
down the value of their assets, and/or ultimately exiting the market.

Competition helps ensure consumers are supplied with a choice of goods and
services at the quantity and quality they demand, at an efficient price. Suppliers
share efficiency gains with consumers over time by supplying goods and services at
prices lower than they would be without competition, through improving the quality
of existing goods and services, and through an expanded selection of goods and
services.

Given these widely recognised benefits of competition, competition law in OECD
countries typically includes provisions to promote competition, to restrict anti-
competitive practices and to limit abuse of ‘market power’. In New Zealand, such
provisions are included in Parts 2 and 3 of the Commerce Act.

Where competition is limited or absent economic regulation may be appropriate. In
markets with ‘natural monopoly’ characteristics, a single supplier can provide
services in a particular market (often a particular geographic area) at a lower cost
than any combination of two or more suppliers. This is often the case in energy
networks (though not for energy generation, wholesaling or retailing), and is
sometimes the case for airports (if a single airport would be the most cost efficient
way of serving a particular area). Telecommunications, water networks, rail and
ports can also exhibit natural monopoly characteristics. Hence, in most OECD
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1.2.6

1.2.7

countries, some or all of these sectors are subject to some form of economic
regulation.

Economic regulation is sometimes described as an attempt to ‘mimic’—albeit
imperfectly, and using different mechanisms—the competitive process in markets
where competition is unlikely to be effective. For instance, in its advice to the
Australian Ministerial Council on Energy (‘MCE’), the Expert Panel to the MCE
noted that “the policy goal for regulation may be to replicate as far as possible what
a competitive market would otherwise deliver.”” Although the Expert Panel
acknowledged that “regulation cannot flawlessly mimic the competitive process”,
particularly given the existence of asymmetric information between the regulator
and regulated entities, it stated that:

The central objective of price control is to constrain the exercise of market power by
firms that do not face effective competition for their services. Regulation and,
specifically, the periodic determination of maximum prices or revenue is directed at
achieving outcomes that could otherwise be expected from effective competition.®

In New Zealand, generic provisions for economic regulation are included in Part 4 of
the Commerce Act. Part 4 also includes sector-specific regulatory provisions
relating to energy networks and airports. In addition, other legislation—such as the
Telecommunications Act 2001 and the Dairy Restructuring Act 2001—includes
sector-specific regulatory provisions.

Types of economic regulation

1.2.8

1.2.9

Information disclosure (or regulatory accounting) is the most light-handed type of
economic regulation, and can be used to complement other types of regulation.
Information disclosure can:

J influence regulated suppliers’ behaviour by making their performance in
supplying regulated services more transparent; and

. provide the data necessary for implementing other types of regulation and for
monitoring the effectiveness of those types of regulation.

Incentive-based price-quality regulation is common for energy network companies
in many OECD countries. In the UK and Australia, price-quality regulation for
energy network companies typically:

. caps average prices or revenues through a ‘CPI minus X’ (CPI-X) price or
revenue cap/path;

o includes quality standards, to ensure that service quality does not deteriorate in
response to any cost cutting made under the CPI-X price path; and

o can in some cases involve quality incentive/penalty schemes, linking quality
and price/revenue more explicitly.

7

Expert Panel on Energy Access Pricing, Report to the Ministerial Council on Energy, Canberra, Australia, April 2006,
p. 11.

ibid, p. 118.
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1.2.10 Negotiate-arbitrate regulation is sometimes applied where there are a small number
of large and well-resourced consumers with some countervailing market power (e.g.
a negotiate-arbitrate regime for some airports and their airline customers applies in
the UK and Australia).

Recent history of economic regulation in New Zealand®

1.2.11 From 1986 to 2008, generic provisions in the old Part 4 of the Act (i.e. prior to the
CAA) provided for the Commission to undertake inquiries into whether particular
goods or services should be subject to “price control’ (comprising control of prices,
revenues and/or quality standards). Inquiries could result in recommendations to the
relevant Minister to impose price control under the old Part 5, on the grounds that:
(a) those goods or services were or would be supplied in markets in which
competition was limited or likely to be lessened; and (b) it was necessary or
desirable for those goods or services to be controlled in the interests of persons
acquiring those goods or services.

1.2.12  Two inquiries were completed by the Commission under the old Part 4.

o Airfield activities at the three major international airports (i.e. Auckland,
Wellington and Christchurch International Airports). The Commission’s
recommendation to impose price control on relevant services supplied by
Auckland International Airport was not accepted by the Minister of
Commerce. "

o Gas pipeline services. The Commission’s recommendation to impose price
control on relevant services supplied by Vector (its Auckland gas network
only) and by Powerco was accepted by the Minister of Energy, ' and led to
the Commission making authorisations for the supply of the controlled gas
pipeline services under the old Part 5 (and which apply from 2005-2012)."2
The authorisations create a CPI-X price path and quality standards (Gas
Authorisation).

1.2.13  During the 1990s, information disclosure regulations were introduced for:
. electricity lines businesses (ELBs)—i.e. electricity distribution businesses
(EDBs) and Transpower—in 1994, under the Electricity Act 1992,
administered by the Ministry of Economic Development (MED);

. gas pipeline businesses (GPBs) in 1997, under the Gas Act 1992, administered
by MED; and

J the three major international airports in 1999, under the Airport Authorities
Act 1966 (AAA), administered by the Ministry of Transport.

A more detailed review was provided in the Commission’s initial discussion paper on the Part 4 regime: Commerce
Commission, Regulatory Provisions of the Commerce Act 1986, Discussion Paper, 19 December 2008, Chapter 3.

Commerce Commission, Part IV Inquiry into Airfield Activities at Auckland, Wellington and Christchurch
International Airports, Final Report, 1 August 2002.

Commerce Commission, Gas Control Inquiry, Final Report, 29 November 2004.

Commerce Act (Powerco Natural Gas Services) Authorisation 2008, Commission Decision No. 656; and Commerce
Act (Vector Natural Gas Services) Authorisation 2008, Commission Decision No. 657.
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1.2.14 In 2001, a number of sector-specific regulatory provisions were introduced: the
Dairy Industry Restructuring Act 2001, the Telecommunications Act 2001, and the
now-repealed Part 4A of the Commerce Act. Part 4A of the Act imposed a ‘targeted
control’ (or ‘thresholds’) regime and information disclosure regime for all EDBs and
Transpower, administered by the Commission.

Commerce Amendment Act 2008

1.2.15 The Explanatory Note to the Commerce Amendment Bill 2008 (Explanatory Note to
the Bill) set out the reasons why the Government considered that economic
regulation was required.

The key reason for providing for price and quality control, or “economic regulation”, is
to counter the ability of firms that are not faced with competition or the threat of
competition to charge excessive prices and/or reduce quality. Such firms may also have
weak incentives to improve efficiency and to make investments in a timely manner.

In practice, there are relatively few sectors that are not faced with competition or the
threat of competition. These sectors tend to be those supplying core infrastructure such
as electricity lines, gas pipelines, and airports. All OECD countries regulate such
sectors, particularly where they are privately owned."

1.2.16 In the case of Airports, the Explanatory Note to the Bill stated that:

Many airports have strong natural monopoly characteristics. A sound regulatory regime
should enable the regulator to identify the extent of monopoly pricing which should
encourage airports to price their services in a manner consistent with a workably
competitive market."*

1.2.17 There were a number of reasons why the provisions for economic regulation in the
Act were amended in 2008. The Explanatory Note set out the key issues raised
during the review of the regulatory provisions of the Act, and explained the
amendments made to address those issues. The key issues and amendments include
the following:

o Purpose statement. The lack of a purpose statement specific to old Part 4
inquiries led to “dispute and uncertainty”, including judicial review. Under
Part 4, a new common purpose statement was introduced for all regulatory
provisions, building on the purpose statement in the old Part 4A, but with the
addition of a specific requirement for regulation to incentivise investment and
innovation."> The purpose statement of Part 4 (Part 4 Purpose) is discussed
further below (Sections 2.3-2.6).

o Types of regulation. Prior to the amendment, the only type of regulation
contemplated by Part 4 was price-quality control. The new Part 4 introduced a
broader range of “fit-for-purpose” types of regulation: information disclosure
regulation (subpart 4 of Part 4); default/customised price-quality regulation
(subpart 6); individual price-quality regulation (subpart 7); and negotiate-

The Explanatory Note to the Commerce Amendment Bill (201-1), Government Bill, as introduced to the House of
Representatives, Wellington, 13 February 2008 (Explanatory Note), p. 33.

4 ibid, p. 2.
5 ibid, pp. 3 and 15-20.
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arbitrate regulation (subpart 5).'° Information disclosure regulation under
Part 4 is discussed further below (paragraphs 2.7.1-2.7.4).

J Regulatory certainty. The Commission was perceived as having significant
discretion under Parts 4A and 5. Many interested parties argued that this led to
uncertainty for regulated, or potentially regulated, suppliers. Under the new
Part 4 the Commission must set up-front regulatory methodologies, rules,
processes, requirements and evaluation criteria—i.e. ‘input methodologies’—
applicable to particular regulated services and types of regulation.'” The IMs
that the Commission has set for regulated airport services are the focus of this
Paper. The IMs that the Commission has set for regulated services supplied by
Transpower, EDBs and GPBs are discussed in separate papers.'®

o Accountability of the Commission. Some interested parties argued that the old
Parts 4, 4A and 5 provided only limited accountability for decisions made by
the Commission. Most decisions were subject only to judicial review, and not
to an appeal against the substance of a decision.'” Under the new Part 4,
interested parties may appeal to the High Court against the Commission’s IM
determinations, and determinations concerning customised price-quality paths
on the merits. The Act provides that an appeal may be allowed if the Court
concludes that an amended or substituted IM would be “materially better” in
meeting the Part 4 Purpose in s 52A, the purpose of IMs in s 52R, or both
(s 527(4)).”°

1.2.18 Although intended to put in place a “regulatory regime in line with the OECD

mainstream to allow for regulation of suppliers of core infrastructural services,
which are not subject to competition”,”' a number of key features of Part 4 are either
unique or not widespread, notably:

. a purpose statement that includes an explicit reference to “promoting outcomes
that are consistent with outcomes produced in [workably] competitive

markets”;*

. the setting of IMs—for instance, in Australia the Australian Energy Market
Commission (AEMC) sets regulatory rules to be applied by the Australian

20

21

22

ibid, pp. 3, 5-6, 15, 18 and 21-22.

ibid, pp. 3, 18 and 25-27.

Commerce Commission, supran 5.

Explanatory Note, supran 15, pp. 3 and 17-18.

ibid, pp. 7 and 27-31.

ibid, p. 9.

The previous Australian National Electricity Rules were an exception. One of a number of core objectives was to:
“regulate the non competitive market for distribution services in a way which seeks the same outcomes as those
achieved in competitive markets” (Australian Energy Market Commission (AEMC), National Electricity Rules,
Version 14, 31 May 2007, s 6.1.1(b)). However, the rules have since been amended by removing the core objectives,
and references are now to the “national electricity objective” which is defined in the National Electricity Law. The
national electricity objective is: “to promote efficient investment in, and efficient operation and use of, electricity
services for the long term interests of consumers of electricity with respect to—(a) price, quality, safety, reliability and

security of supply of electricity; and (b) the reliability, safety and security of the national electricity system” (section 7
of the National Electricity Law, which is a schedule to the National Electricity (South Australia) Act 1996).
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Energy Regulator (AER), whereas in the UK, the Office of the Gas and
Electricity Markets (Ofgem) is not bound by regulatory rules set in advance;

default price-quality paths (DPPs) backed up by customised price-quality paths
(CPPs), which appear to be unique to New Zealand; and

the “materially better” standard of appeal.

Issues specific to the economic regulation of Airports
1.2.19 A specific concern with the regulatory regime for Airports prior to Part 4 was that

1.2.20

the information disclosure regulations under the AAA were “ineffective”.

9 23

The key problem identified with the current regulatory regime for airports is the lack of
a credible information disclosure regime to constrain the exercise of substantial market
power by major airports in setting airport charges. This problem has been exacerbated
by the lack of guidelines on both the desired outcomes from the regulatory regime, and
on appropriate input methodologies (how to value assets, calculate the cost of capital,
etc) to provide guidance on desired regulatory outcomes.”*

The current regime lacks the requisite guidance around what information is required to
facilitate effective negotiations between airports and users on the level of charges. This
is likely to be a significant contributing factor (along with the lack of guidance) to the
contentious and litigious features of the current regime. ...

The information is also generally insufficient to help the regulator or officials to
determine whether excessive prices are being charged. For example, a 2001 review by
Arthur Andersen Consulting for the Ministry of Transport found that the lack of clarity
and specificity in the disclosure regulations meant that none of the disclosures would
allow an interested party to understand the price-setting process to such an extent as to
make a meaningful assessment, for example, of the appropriateness of cost allocations.

The statutory requirement for airports under the Airport Authorities Act 1966 is to
consult, not to negotiate. Because airports have the right to make investment decisions
and set charges unilaterally (after consultations) it is inevitable, absent an independent
dispute resolution mechanism, or credible and timely threat of heavier handed
regulation, that airports will tend to make decisions in their own interests. ...

Furthermore, the current disclosed information is not monitored or reported on at the
departmental or regulator level. Thus, whether or not an airport is overrecovering based
on the information disclosed is not compiled and presented by an independent body.

Under Part 4, the Commission now has the responsibility for information disclosure

regulation applying to the Airports. Although s 4A of the AAA does not limit the
application of regulation under Part 4 of the Act, under that section each of the
Airports may still “set such charges as it from time to time thinks fit for the use of
the airport operated or managed by it, or the services or facilities associated
therewith”.

23

24

25

ibid, p. 35.
ibid, p. 34.

ibid, pp. 35-37.
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1.2.21

1.2.22

1.2.23

In addition, Part 4 requires that, as soon as practicable after any new price for an
airport service is set by an Airport in or after 2012, the Commission must (under
s 56G(1) of the Act):

. review the information that has been disclosed by Airports;
. consult with interested parties; and

. report to the Ministers of Commerce and Transport as to how effectively
information disclosure regulation is promoting the Part 4 Purpose.*®

The Explanatory Note to the Bill described the “over arching objectives of economic
regulation of airports” under Part 4 as being to:

. provide a credible regulatory regime to address markets where competition is not
possible:

. constrain the scope for exercise of substantial market power by airports:

. protect consumers from prices that would not be consistent with those in a workably
competitive market:

. improve certainty, timeliness, and predictability for businesses: and

. provide for appropriate incentives for efficient investment in infrastructure, taking
into account the benefits to end-users.”’

The Explanatory Note also set out some of the benefits of regulating the Airports
through information disclosure regulation based on IMs.

Providing for specification of input methodologies provides better information to guide
consultations between airlines and airports and pricing decisions. The proposed
regulatory specific statement under the Commerce Act would also provide guidance on
desired regulatory outcomes. This, together with providing an explicit role of
monitoring and reporting by the Commission, should also create a more credible threat
of further regulation if prices are shown to be excessive. Improved information
disclosure will also allow the regulator to identify whether regulation should be
removed.

Specification of binding input methodologies would also remove much of the
contention under the current regime. This reduces the scope for dispute, which could
mean settlements are reached quicker, and at less cost, and that there are greater
incentives to improve commercial relationships.

The input methodologies required for robust information disclosure (such as asset
valuations, revaluations, and allocation of common costs) would be binding, while
methodologies such as pricing principles and how to calculate the cost of capital (which
are required for monitoring and analysis) would be in the form of guidelines against
which the disclosed information would be assessed. This would allow airports and
airlines and other customers to reach commercial agreements taking into account

% ibid, p. 9
2 ibid, p. 34.
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1.3

1.3.1

efficiency, productivity, investment, and other issues while providing clear guidance to
assist commercial negotiations.®

Structure of this Paper

The IMs are complex and, in some cases, the methodology comprises many detailed
components that determine how the IMs will apply to information disclosure
regulation in practice. The detailed components for each IM depend to a large
extent on the type of IM and the overall approach for that IM. To assist the reader,
the Commission has therefore structured this Paper into two main parts as described
below.

Part 1: Regulatory framework and key features of the IMs
o In this part, the Commission:

0 describes the Part 4 regulatory framework, including the role of IMs in
that framework (Chapter 2);

o  provides an overview of, and the Commission’s reasons for, the key
features of each of the IMs; and

0 briefly discusses the application of each IM to information disclosure
regulation.

° Each IM (cost allocation, asset valuation, treatment of taxation, and the cost of
capital) is discussed in a separate chapter (Chapters 3-6).

Part 2: Appendices on the detailed components of the IMs and how they apply

. Part 2 provides more detailed technical discussion on the components of the
IMs and how each IM is applied to information disclosure regulation. There is
one Appendix of this nature for each IM. There is a second Appendix for asset
valuation, which responds to submissions on Schedule A of the IM
Determination (Airport Land Valuation Methodology).

. In this part, the Commission also provides more detail on the consultation
process it has undertaken to determine IMs (Appendix A).

Response to submissions

1.3.2

Submissions received during the consultation process are discussed in both parts of
this Paper. The Commission’s views on the appropriate IMs have evolved during
the consultation process, and it has responded to submissions from consultation
rounds prior to the consultation on the draft IM Determinations (Draft IMs) in its
earlier papers (discussed further in Section 1.4 below). This Paper, therefore,
primggily responds to submissions and cross-submissions received on the Draft
IMs.

2 ibid, pp. 40-41.

29

In making the IM Determinations for Airports, the Commission has also considered other relevant submissions on IMs,

including those from interested parties submitting in respect of the IM Determinations for EDBs, GPBs and
Transpower.
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1.3.3  Where submissions on the Draft IMs were addressed by changes to the draft
determinations for the purpose of technical consultation, they are not discussed again
in this Paper.*

1.4 Process to Determine IMs

Statutory process for determining IMs

1.4.1  The statutory process for determining IMs is contained in s 52V, which provides
that:

) When the Commission begins work on an input methodology, it must publish a
notice of intention to do so that —

(a) outlines the process that will be followed; and
(b) sets out the proposed time frames.

2) During the course of its work on an input methodology, the Commission —
(a) must publish a draft methodology; and

(b) must give interested persons a reasonable opportunity to give their views
on that draft methodology; and

(©) may hold 1 or more conferences; and

(d) must have regard to any views received from interested persons within
any time frames set.

3) Despite subsections (1) and (2), any work done or action taken (including any
consultation) by the Commission on input methodologies before the commencement
of this section may be treated by the Commission and any person consulted as work
done or action taken under this section.

4) The Commission must consult with interested parties before deciding to treat earlier
work or action as work or action done under this section.

Commission’s process for determining IMs

1.4.2  Inaccordance with s 52V(1), on 11 December 2008 the Commission published a
notice of intention (Intention Notice) advising that it had begun work on IMs.*'
Since December 2008, the Commission has undertaken extensive consultation with
interested parties. The interested parties on IMs for Airports have primarily been the
Airlines (Air New Zealand and the Board of Airline Representatives of New
Zealand) and the Airports (including the NZ Airports Association). Unlike the
position regarding IMs for ELBs and GPBs, therefore, the consultation process

3% The reasons for changes to the draft determination were explained in a Consultation Update Paper released with the

Revised Draft Determination for technical consultation. Commerce Commission, Revised Draft Commerce Act
(Airport Services Input Methodologies) Determination, 1 October 2010; and Commerce Commission, Input
Methodologies (Airport Services) Consultation Update Paper, 1 October 2010.

Further detail on the process for IMs was set out in the Commission’s discussion paper on the new legislative
provisions: Commerce Commission, Regulatory provisions of the Commerce Act 1986 — Discussion paper, 19
December 2008 (Provisions Paper). Throughout the process to determine IMs, the Commission kept interested parties
up to date on the process and timing of consultation steps through media releases, updates on its website and email
notifications.
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1.4.4

1.4.5

resulted in a balance of submissions (and expert advice) from both a consumer and
supplier perspective. While the Airlines are not the only consumers (or type of
consumers) of specified airport services, they are a major consumer of those
services, and are well experienced in regulatory matters.

In some instances during the consultation process the Airports and Airlines were
able to work together to agree a proposed approach (e.g. rules around non-standard
depreciation) or to reach broad agreement on areas where there is little or no dispute
between them (e.g. the cost allocation approach and the treatment of taxation).
Where those proposals were appropriate under Part 4, this assisted the Commission
in narrowing the scope of issues for consideration relatively early on. The valuation
of assets has remained the key area of dispute throughout the Commission’s process
to determine IMs for Airports.

The consultation process can be described in three broad phases:

o Phase I: Discussion (December 2008 to November 2009).

. Phase II: Draft Determinations (December 2009 to September 2010).
. Phase III: Determinations (October 2010 to December 2010).

A brief summary of the Commission’s process is below. More detail on the papers
released at each consultation step is set out in Appendix A.

Extension to the deadline for determining IMs

1.4.6

1.4.7

During the Discussion phase, a number of interested parties (particularly on the IMs
for EDBs and GPBs) raised concerns about timeframes for consultation, and the
need for engagement on the detailed implementation of IMs. In particular, a number
of parties sought to engage with the Commission through workshops on detailed
proposals for IMs specific to each type of regulated service.

In response to these concerns, the Commission sought an extension to the deadline
for determining IMs for services regulated under subparts 9 to 11 of Part 4. On 10
December 2009, the Minister of Commerce (Minister) announced his decision to
grant the Commission an extension under s 52U(2) of 6 months, to 31 December
2010. The extension allowed the Commission to undertake additional consultation
during Phase II.

Phase I — Discussion

1.4.8

A discussion paper on the new legislative provisions (the Provisions Paper),
including IMs, was released in December 2008.** The Commission consulted on its
preliminary views for IMs and how they would be applied for each of the regulated
services under subparts 9-11 of Part 4 through its Input Methodologies Discussion
Paper and associated reports (released in June 2009);** a public conference on IMs
(other than the IM for the cost of capital); and a separate workshop on the cost of
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Commerce Commission, Provisions Paper, supran 31.
Commerce Commission, Input Methodologies Discussion Paper, 19 June 2009.
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capital in November 2009. Written submissions and cross-submissions from
interested parties were received at each stage.

Phase II — Draft Determinations

1.4.9  The key consultation step in the process to determine IMs was the publication of the
Draft IMs for each type of regulated service in accordance with s 52V(2)(a) (the
Draft IMs). The Draft IMs for Airports were released in May 2010.>* Prior to the
release of the Draft IMs, the Commission updated interested parties on its
preliminary views through the release of an Emerging Views Paper in December
2009°° and held a workshop on specified airport services in February 2010. Written
submissions and cross-submissions from interested parties were sought at each
stage, including before and after the workshop.

Phase III — Determinations

1.4.10 In Phase III, the Commission released a Revised Draft Determination for
consultation on the technical drafting of the determination.’® Written submissions
were sought to ensure that the drafting of the IM Determination properly gave effect
to the intended approaches for the IMs.

Expert advice obtained by the Commission

1.4.11 The Commission has been assisted throughout the process to determine IMs by
expert advice. An overview of the expert advice obtained by the Commission is
provided below. The Commission has had regard to this advice in determining IMs.

Economic advisors

1.4.12 The Commission’s independent expert economic advisors for IMs (Experts) were:

° Professor Martin Cave of the London School of Economics, Centre on
Regulation in Europe and Cambridge Economic Policy Associates;

o Dr Michael Pollitt of Cambridge University;
° Dr John Small of Covec Limited; and

. Professor George Yarrow of the Regulatory Policy Institute, Oxford.

1.4.13 Three of the Experts (Professors Cave and Yarrow and Dr Small) attended the
Commission’s conference on IMs in September 2009 to hear the views of interested
parties and provide comment during the proceedings. Dr Small also attended the
Airports Workshop on 17 February 2010.

1.4.14 The Experts prepared a joint report on asset valuation in workably competitive
markets (Asset Valuation Report), which was released for consultation with the

3 Commerce Commission, Draft Commerce Act (Specified Airport Services Input Methodologies) Determination, 31

May 2010 (updated on 1 June 2010). The Draft IMs were accompanied by a Draft Reasons Paper: Commerce
Commission, Input Methodologies (Airport Services) Draft Reasons Paper, 31 May 2010.

3 Commerce Commission, Input Methodologies (Airport Services) Emerging Views Paper, 23 December 2009.

3% Commerce Commission supra n 30.

Commerce Commission



Input Methodologies (Airport Services) 13 22 December 2010
Reasons Paper

Draft IMs.?” Submissions from interested parties on the Asset Valuation Report
were reviewed by the Experts (the Submissions Review).”®

1.4.15 Each Expert was asked to undertake an individual independent expert review of the

Commission’s draft decisions for IMs as set out in the Draft Reasons Papers for
Airports® (the Draft Expert Reviews). The Draft Expert Reviews were released for
comment during the consultation period.* In addition, each Expert was also
provided with an opportunity to respond to comments on his individual report in the
Submissions Review.*!

1.4.16 The Commission also asked the Experts to undertake similar independent reviews of

its updated decisions prior to the Commission determining the IMs (Final Expert
Reviews). These decisions were updated following the Commission’s consideration
of submissions on the Draft IMs from interested parties.**

1.4.17 The Submissions Review and the Final Expert Reviews from Professors Cave and

Yarrow and Dr Small were published on the Commission’s website on 16 December
2010.* The Final Expert Review from Dr Pollitt was published on the
Commission’s website on 22 December 2010.

The cost of capital

1.4.18 Prior to the CAA being passed, the Commission had engaged a Cost of Capital

Expert Panel (Expert Panel) to advise it in developing its generic Cost of Capital
Guidelines to apply across all services it regulates. The Expert Panel has continued
to advise the Commission in relation to the cost of capital for IMs (paragraphs 1.4.19
- 1.4.23).

1.4.19 The Expert Panel is comprised of:

° Professor Julian Franks of London Business School;
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Yarrow, G., Cave, M., Pollitt, M., Small, J., Asset Valuation in Workably Competitive Markets - A Report to the New
Zealand Commerce Commission, May 2010 (Asset Valuation Report).

Yarrow, G., Cave, M., Pollitt, M., Small, J., Review of Submissions on Asset Valuation in Workably Competitive
Markets - A Report to the New Zealand Commerce Commission, October 2010 (Submissions Review).

Commerce Commission, Input Methodologies (Airport Services) Draft Reasons Paper, 31 May 2010.

Cave, M., Expert Review of the New Zealand Commerce Commission’s Draft Decisions and Reasons for Specified
Airport Services, June 2010; Pollitt, M., Expert Review of the New Zealand Commerce Commission’s Draft Decisions
and Reasons for Specified Airport Services, June 2010; Small, J., Expert Review of the New Zealand Commerce
Commission’s Draft Decisions and Reasons for Specified Airport Services, June 2010; Yarrow, G., Review of Input
Methodologies (Airports Services) Draft Reasons Paper, June 2010.

supra n 38.

Cave, M., Expert Review of Reasons Papers of the New Zealand Commerce Commission relating to Electricity
Distribution and Gas Pipeline Services and to Airports, 13 December 2010; Pollitt, M., Expert Review of the New
Zealand Commerce Commission’s Input Methodologies (Airport Services) Reasons Paper and Input Methodologies
(Electricity Distribution and Gas Pipeline Services) Reasons Paper, December 2010; Small, J., Expert Review of Input
Methodology Reasons Papers, 14 December 2010; Yarrow, G., Review of Input Methodologies (Electricity
Distribution Services, Gas Pipeline Services and Airports) Reasons Papers, 14 December 2010.

The Commission also published reports from Professor Yarrow and Dr Small (Small, J., Response to CEG, 23
November 2010; Yarrow, G. Comments on a CEG memorandum of 17 November 2010, 14 December 2010)
responding to a memorandum from Competition Economics Group (CEG) on behalf of Vector (Competition
Economics Group (on behalf of Vector), Expert reports of Dr Small and Professor Yarrow, 17 November 2010). The
CEG memorandum commented on reports prepared by each Expert on behalf of Telstra, which were submitted to the
Australian Competition and Consumer Commission (ACCC).
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J Dr Martin Lally of Victoria University of Wellington; and
J Professor Stewart C. Myers of the MIT Sloan School of Management.

1.4.20 The Expert Panel’s report was released for consultation as part of the Discussion
phase (with the IM Discussion Paper and Revised Draft Cost of Capital
Guidelines).**

1.4.21 Dr Lally attended the Commission’s Cost of Capital Workshop in November 2009 to
hear the views of interested parties and provide comment during the proceedings.

1.4.22  Subsequent to the Cost of Capital Workshop, the Commission engaged the Expert
Panel to provide independent advice on whether it should change its previous
estimate of the tax-adjusted market risk premium (TAMRP) as a result of the recent
global financial crisis (GFC).*

1.4.23 The Expert Panel’s joint report on the TAMRP was released for consultation with
the Draft Reasons Papers for IMs.

1.4.24 Dr Lally has also reviewed certain submissions from PricewaterhouseCoopers
(PwC) and Professor Guthrie on the Commission’s draft decisions for the cost of
capital IMs. These reports are:

. Comments on Input Methodologies (EDS) Draft Reasons Paper;46 and

J Comments on Measurement Error and Regulated Firms’ Allowed Rates of
Return.*’

1.4.25 Dr Lally’s reports were published on the Commission’s website on 16 December
2010.

Advice on technical implementation of asset valuation methodologies for Airports

1.426 Mr Kerry Stewart of Darroch Advisory Services was engaged to advise the
Commission on technical implementation matters for the valuation of airports’
assets. Mr Stewart attended the Airports Workshop on 17 February 2010 to hear the
views of participants. Mr Stewart also assisted the Commission in the preparation of
Schedule A to the IM Determination, which prescribes an airport land valuation
methodology.

4 TFranks, ., Lally M., & Myers S., Recommendations to the New Zealand Commerce Commission on an Appropriate

Cost of Capital Methodology, 18 December 2008.

Franks, J., Lally, M., Myers, S., Recommendation to the New Zealand Commerce Commission on whether or not it
should change its previous estimate of the tax-adjusted market risk premium as a result of the recent global financial
crisis, 14 April 2010 (Franks, Lally and Myers, Recommendations on the estimate of the tax-adjusted market risk
premium).

Lally, M., Comments on Input Methodologies (EDS) Draft Reasons Paper, 3 September 2010.

Lally, M., Comments on Measurement Error and Regulated Firms’ Allowed Rates of Return, 13 September 2010.
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CHAPTER 2: PART 4 REGULATORY FRAMEWORK

2.1

2.1.1

2.1.2

2.13

2.2

Introduction

This chapter discusses the regulatory framework under Part 4 of the Act and, in
particular, the role of input methodologies within the context of that framework.

This chapter is structured as follows:

Sections 2.1.3 and 2.3 provide an introductory overview of IMs, as well as of
the purpose of information disclosure regulation;

Section 2.4 discusses the Part 4 Purpose;

Section 2.5 provides an overview of how the concept of ‘workable or effective
competition’—the concept of competition that underpins all parts of the Act,
including Part 4—has been described, in both economics and in relevant case
law;

Section 2.6 discusses outcomes consistent with those produced in workably
competitive markets in the context of the Part 4 Purpose;

Section 2.7 explains the role of information disclosure regulation in promoting
the Part 4 Purpose;

Section 2.8 explains the relationship of IMs to information disclosure
regulation applicable to Airports; and

Section 2.9 sets out a number of additional statutory considerations relevant to
setting IMs for Airports.

The regulatory framework is applied in the analysis underpinning the IMs set out in
the following chapters.

Introduction to IMs under Part 4

Information disclosure regulation for airport services and IMs

2.2.1

Regulated airport services are defined in s 56A of the Act. The definition comprises
all of the services supplied by the Airports in markets directly related to the
following activities (whether for international and domestic flights):

a.

b.

aircraft and freight activities;
airfield activities;
specified passenger terminal activities; and

any other services that are determined by the Governor-General, by Order in
Council made on the recommendation of the Minister of Commerce under
s 56A(4), to be specified airport services for the purposes of Part 4.
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Subpart 11 of Part 4 sets out provisions specific to the regulation of Airports. The
Commission is required to make a determination under s 52P that specifies how
information disclosure regulation applies to the Airports (s S6E).

A section 52P determination is, in turn, underpinned by a series of IMs that set out
the rules, requirements and processes applying to the regulation of those services.
As noted in Chapter 1, this Paper only discusses the IM Determinations that have
been made by the Commission in respect of the Airports. The IM Determinations
made by the Commission in respect of the other services currently regulated under
Part 4 are discussed in separate papers.

Section 52T provides the Commission with a broad discretion as to the content and
structure of IMs. In exercising its discretion, the Commission has had regard to a
number of relevant considerations, including the purpose of IMs as set out in s 52R,
the purpose of information disclosure regulation, the Part 4 Purpose in s 52A, and all
submissions made by interested parties throughout the consultation process.*®

Purpose of IMs

225

2.2.6

2.2.7

Subpart 3 and s 52C of Part 4 of the Act set out what IMs are, how they are
determined and how they apply. Section 52R provides that the purpose of IMs is:

to promote certainty for suppliers and consumers in relation to the rules, requirements,
and processes applying to the regulation, or proposed regulation, of goods or services
under [Part 4].

Promoting certainty is an important contributor to fostering an environment in which
regulated suppliers have the appropriate incentives to invest, innovate and improve
efficiency. The Commission considers that IMs will promote certainty for the
Airports and consumers of airport services by setting out, as clearly as possible, a
number of the key ‘inputs’, whether direct or indirect, to information disclosure
regulation. As CRA International (CRA) submitted (on behalf of Unison),
promoting certainty primarily requires that IMs are “well-specified to prevent, as far
as possible, differences in interpretation by suppliers and regulators”. Certainty,
however, does not necessarily dictate what the most appropriate methodology is.
The Commission generally agrees with CRA that promoting certainty “has no direct

implication for the choice of alternatives within each methodology”.*

In addition, the need to promote certainty does not dictate what the final numeric
result will be in all cases. That may depend on future data or circumstances, at the
time the IM is applied.™

48

As noted above, in making the IM Determinations for Airports, the Commission has also considered other relevant

submissions on IMs, including those from interested parties submitting in respect of the IM Determinations for EDBs,
GPBs and Transpower.

49

CRA International, Regulatory Provisions of the Commerce Act, Final Report prepared for Unison Networks,

16 February 2009, p. 28.

50

For example, in the context of the cost of capital IM, the IM sets out a process for the Commission to update and

publish the cost of capital each year to ensure it is current. Doing so provides certainty to both regulated suppliers and
consumers at the time that cost of capital is applied by the Commission for the purpose of monitoring and analysing
relevant information (i.e. concerning profitability) disclosed by the Airports (s 53F(2)(a)).
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Definition of IMs

2.2.8  ‘Input methodology’ is defined broadly in s 52C as:
a description of any methodology, process, rule, or matter that includes any of the
matters listed in section 52T and that is published by the Commission under section
52W; and, in relation to particular goods or services, means any input methodology, or

all input methodologies, that relate to the supply, or to suppliers, of those goods or
services.

2.2.9  This definition is elaborated on in s 52T:

1) The input methodologies relating to particular goods or services must include, to the
extent applicable to the type of regulation under consideration, —

(a) methodologies for evaluating or determining the following matters in
respect of the supply of the goods or services:

)] cost of capital:

(ii) valuation of assets, including depreciation, and treatment of
revaluations:

(1ii) allocation of common costs, including between activities,

businesses, consumer classes, and geographic areas:
(iv) treatment of taxation; and

(b) pricing methodologies, except where another industry regulator (such as
the Electricity Authority) has the power to set pricing methodologies in
relation to particular goods or services; and

(c) regulatory processes and rules, such as —

6] the specification and definition of prices, including identifying
any costs that can be passed through to prices (which may not
include the legal costs of any appeals against input
methodology determinations under this Part or of any appeals
under section 91 or section 97); and

(i1) identifying circumstances in which price-quality paths may be
reconsidered within a regulatory period; and

(d) matters relating to proposals by a regulated supplier for a customised
price-quality path, including —

1) requirements that must be met by the regulated supplier,
including the scope and specificity of information required, the
extent of independent verification and audit, and the extent of
consultation and agreement with consumers; and

(ii) the criteria that the Commission will use to evaluate any
proposal.
2) Every input methodology must, as far as is reasonably practicable, —
(a) set out the matters listed in subsection (1) in sufficient detail so that each

affected supplier is reasonably able to estimate the material effects of the
methodology on the supplier; and
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(b) set out how the Commission intends to apply the input methodology to
particular types of goods or services; and

() be consistent with the other input methodologies that relate to the same
type of goods or services.

3) Any methodologies referred to in subsection (1)(a)(iii) must not unduly deter
investment by a supplier of regulated goods or services in the provision of other
goods or services.

How IMs apply

2.2.10  Section 52C provides that IMs relate to ‘the supply, or to suppliers, of [particular]
goods or services’. Section 52T(1) provides that IMs must include certain matters
‘to the extent applicable to the type of regulation’. The IMs that apply to a particular
type of regulated service, and which are therefore relevant to the regulated suppliers
that supply those types of services, will therefore also depend on the type or types of
regulation to which the services are subject.

2.2.11 Airports are only subject to information disclosure regulation. Some matters set out
in s 52T(1) are clearly not applicable to information disclosure regulation for
Airports. In particular, the IMs referred to in s 52T(1)(d) only relate to customised
price-quality paths under default/customised price-quality regulation. Similarly, the
IMs referred to in s 52T(1)(c) relate to price-quality regulation only.

2.3 Purpose of Information Disclosure Regulation

2.3.1  Section 53A of the Act provides that the purpose of information disclosure
regulation is:

to ensure that sufficient information is readily available to interested persons to assess
whether the purpose of [Part 4] is being met.

2.3.2  The way in which IMs relate to information disclosure regulation is discussed in
Section 2.8 of this chapter.

24 Purpose of Part 4

2.4.1  Section 52A of the Act states that the purpose of Part 4 is:
to promote the long-term benefit of consumers in markets referred to in section 52 by
promoting outcomes that are consistent with outcomes produced in competitive markets

such that suppliers of regulated goods or services—

(a) have incentives to innovate and to invest, including in replacement, upgraded, and
new assets; and

(b) have incentives to improve efficiency and provide services at a quality that reflects
consumer demands; and

(c) share with consumers the benefits of efficiency gains in the supply of the regulated
goods or services, including through lower prices; and

(d) are limited in their ability to extract excessive profits.
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2.4.2  The central purpose, therefore, is to promote the long-term benefit of consumers in

markets where there is little or no competition and little or no likelihood of a
substantial increase in competition.

243  ‘Competition’ in the context of Part 4 of the Act means ‘workable or effective

competition’ (s 3(1) of the Act).>' Section 52C of the Act defines the term

‘consumer’ as “a person that consumes or acquires regulated goods or services”.
The use of both ‘consumes’ and ‘acquires’ suggests that the definition extends
beyond end-use consumers and includes both direct and indirect acquirers.
Consequently, in the case of Airports, ‘consumer’ refers not only to end-use
consumers such as airline passengers, but also to airlines as well.

2.4.4  The central purpose is to be achieved by promoting outcomes consistent with those

produced in workably competitive markets. The Commission has therefore sought
to identify the outcomes typically produced in workably competitive markets. The
IMs are designed to promote, in the regulated markets, outcomes consistent with
those in workably competitive markets such that the objectives set out in

s 52A(1)(a)-(d) of the Act are achieved.

2.4.5 Interested parties from the airport sector, as well as the electricity and gas sectors,

have varied in how they referred to paragraphs (a) to (d)—‘outcomes’,
‘characteristics’, and ‘objectives’ have been some of the terms used during the
consultation process. The Commission has adopted the terminology of both the
Explanatory Note to the Commerce Amendment Bill and the Select Committee
Report on the Bill, namely that paragraphs (a) to (d) set out the ‘objectives’ to be
achieved by Part 4 regulation.”® As clarified in the Explanatory Note to the
Commerce Amendment Bill, promoting the long-term interests of consumers by
promoting outcomes consistent with workable competition “requires suppliers to
have incentives to invest and innovate, have incentives to improve efficiency and
provide services at a quality required by consumers, share the benefits of efficiency
gains with consumers, and limit excessive profits”.>> These ‘requirements’, or
regulatory objectives, are reflected in paragraphs (a) to (d) of s 52A(1) of the Act.

2.4.6  Both CIAL and Powerco cautioned the Commission against using the term

“regulatory objectives”, and refers to (a) to (d) as “sub-paragraphs”. They
considered that “there is a real risk that the Commission is seen to be elevating (a) to
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52

53

Except where references specifically refer to ‘effective competition’, ‘workable competition’ is used hereafter to refer
to both workable and effective competition, and ‘workably competitive markets’ to refer to workably or effectively
competitive markets.

The Explanatory Note (supra n 15) refers to (a) to (d) as objectives when setting out the rationale that informed the Part
4 Purpose. References include the one at page 4, under the heading ‘Test and processes for imposing regulation’. This
is also done at page 17 as follows: “[t]here is also debate about whether the current purpose statement for Part 4A of
the Act is appropriate given that there is no explicit reference to a key regulatory objective of providing for incentives
to invest.” At page 19, the Explanatory Note similarly refers to “a purpose statement that explicitly states that the
objective of regulation is to improve efficiency and to protect consumers from excessive prices.” Finally, at page 20, it
notes that the purpose statement was adopted because it “includes both efficiency and distributional objectives, to
provide for an appropriate balance between the protection of consumers and that of producers and investors.” This
approach of referring to (a) to (d) as objectives is also evident at page 2 of the Select Committee Report (refer:
Commentary to the Commerce Amendment Bill (201-2), Government Bill, as reported from the Commerce
Committee, Wellington, 28 July 2008) and also at page 5 where the report explicitly refers to “regulatory objectives set
out in the purpose statement” when recommending the new s 53A, which was subsequently adopted.

Explanatory Note, supran 15, p. 4.
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(d) to be the primary means of promoting the central purpose of Part 4 - which is
clearly incorrect”.> The concern of submitters in general appears to be the
relevance of (a) to (d) in setting IMs. For instance, Orion has argued that “if the
workably competitive standard is used as the Commission’s starting point, each of
the section 52A(1)(a)-(d) criteria flows as a matter of course”.”> ENA submitted
that: “outcomes consistent with workable competition are taken to have occurred if
the outcomes identified in s 52A(1)(a) to (d) are observed. By contrast, if the
outcomes in paragraphs (a) to (d) are not observed or cannot be obtained, the
outcome may not be consistent with workable competition”.® NZAA has submitted
that the Commission has “focused on promoting objectives (a)-(d)” rather than

promoting outcomes consistent with workably competitive markets.”’

2.4.7  The Commission’s view is that the objectives in paragraphs (a) to (d) are integral to

promoting the long-term benefit of consumers, and reflect the key areas of supplier
performance that characterise workable competition (paragraphs 2.6.27-2.6.28).
Unison submitted that “in order to determine whether the central purpose (long-term
benefit of consumers) is to be fulfilled, one has to inquire whether outcomes
consistent with outcomes produced in workably competitive markets are being
promoted such that section 52A(1)(a) to (d) requirements are met”.”® The
Commission agrees. This is in fact how the Commission has interpreted and applied
the purpose of Part 4.

2.4.8  Asdiscussed in subsequent chapters of this Paper, in relation to the IMs for airport

services, the Commission has considered what outcomes would be consistent with
those produced in workably competitive markets such that the objectives in
paragraphs (a) to (d) of the Part 4 Purpose are achieved. In deciding on the
appropriate IMs as a result of this exercise, the Commission has had to exercise its
judgement—for instance, there is a natural tension between providing suppliers with
incentives to invest and limiting their ability to extract excessive profits.

2.49  Airport services (i.e. those supplied by the three main international airports) are

regulated under Part 4. Although competition between airports is observed in some
countries overseas, where consumers may have some choice as to which airport to
use, by definition the legislature has determined that markets in which these services
are supplied in New Zealand are not workably competitive.”® Nevertheless,

s 52A(1) requires the Commission to promote outcomes that are consistent with
outcomes produced in workably competitive markets. Guidance as to which of the
variety of outcomes produced in workably competitive markets should be promoted
by the Commission is provided by the regulatory objectives in s 52A(1)(a)-(d).
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CIAL, Submission on Input Methodologies and Information Disclosure Draft Determinations and Reasons Papers for
Airport Services, 12 July 2010, paragraph 25; Powerco, Submission 1 in Response to Draft Input Methodology and
Information Disclosure Determinations, 9 August 2010, paragraph 26.

Orion New Zealand Limited, Submission on Input Methodologies: Draft Determination and Reasons Papers for
Electricity Distribution Businesses, 9 August 2010, paragraph 1.7.

Electricity Networks Association, Submission 1 Regulatory Framework, 9 August 2010, paragraph 13.
NZAA, Submissions on Draft Input Methodologies and Draft Reasons Papers, 12 July 2010, paragraph 21.

Unison Networks Limited, Cross-submission on Commerce Commission Draft Input Methodology Determinations, 2
September 2010, paragraph 13.

Section 52G(1)(a) provides that goods or services may be regulated under Part 4 only if they are supplied in markets
where there is little or no competition and little or no likelihood of a substantial increase in competition.
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Concept of competition in Part 4

2.4.10

24.11

As with all other parts of the Commerce Act, ‘competition’ in the context of Part 4
means ‘workable or effective competition’ (s 3(1)). In order to identify what
outcomes are consistent with those produced in workably competitive markets, the
Commission has first considered how the concept of workable competition is
traditionally interpreted, in both economic and legal terms (paragraphs 2.5.1-2.5.18).

The Commission has also considered what factors influence workably competitive
market outcomes, the extent to which those factors characterise regulated markets
and what “outcomes consistent with those produced in workably competitive
markets” means in the context of regulated markets (paragraphs 2.6.1-2.6.21).
Specifically, the Commission has considered the outcomes in workably competitive
markets in light of the regulatory objectives set out in paragraphs (a) to (d) of

s 52A(1) (paragraphs 2.6.27-2.6.33).

Part 4 Purpose and information disclosure regulation

2.4.12

While the purpose of information disclosure is to ensure that interested parties have
sufficient information to assess whether the Part 4 Purpose is being met, in the case
of Airports information disclosure regulation is the primary mechanism by which the
Commission promotes outcomes consistent with those produced in workably
competitive markets. Consequently, this chapter also considers how information
disclosure regulation under Part 4 can promote the Part 4 Purpose (paragraphs 2.7.1-
2.7.4).

Part 4 Purpose and IMs

24.13

2.4.14

24.15

2.4.16

It is in combination with each other, and with other requirements in the s 52P
determinations under Part 4 for information disclosure regulation, that IMs will
provide incentives for regulated suppliers to act in a manner consistent with the Part
4 Purpose. This chapter concludes by setting out the relationship of IMs to
information disclosure regulation (paragraphs 2.8.1-2.8.20).

Submitters are not consistent in their discussion about the role of the IMs and the
Part 4 Purpose. NZAA has submitted that “Parliament intended that transparency
and monitoring of performance under information disclosure would promote the Part
4 purpose statement - not the setting of input methodologies themselves”.®® On the
other hand, NZAA has also submitted that “the methodologies proposed by NZ
Airports are materially better than the Commission’s Draft Determinations at

meeting the Part 4 purpose statement”.®!

In s 527Z(4), the standard by which an IM is assessed on appeal is whether an
amended or substituted IM is (or will be) materially better in meeting the purpose of
Part 4, the purpose of IMs, or both. In the context of Airports, it is therefore clear
that the Act intended that the IMs should promote the Part 4 Purpose through
information disclosure regulation.

Given that the outcomes the IMs will promote are being postulated for markets
which are not workably competitive, the extent to which workably competitive

8 ibid, p. 17.
81 ibid, p. 25.

Commerce Commission



Input Methodologies (Airport Services) 22 22 December 2010
Reasons Paper

2.4.17

2.4.18

2.5

market outcomes are relevant or observable in assisting the Commission in its
decision-making has varied across IMs. Certain outcomes produced in workably
competitive markets may be relevant to a greater or lesser extent depending on the
IM. More significantly, outcomes that are potentially relevant to particular IMs in
some workably competitive markets might not be desirable in workably competitive
markets with similar characteristics to those regulated under Part 4.

At all times, the Commission has borne in mind the extent to which the outcomes in
question are consistent with the regulatory objectives in s 52A(1)(a)-(d). Again, the
Commission has found that not all of the objectives are equally relevant across all
the IMs (paragraph 2.8.22).

There are, in many cases, practical constraints (for example, limits on available
information about the regulated part of the business) on the Commission’s ability to
design IMs that, when applied to information disclosure regulation, will promote
outcomes consistent with those in workably competitive markets. Therefore, in
weighing the various options for setting IMs, the Commission has considered the
extent to which each option is likely, over time, to move outcomes closer towards,
rather than further away from, outcomes consistent with workably competitive
markets.

Workable Competition

Workable competition in economics and competition policy

2.5.1

252

Given the importance of ‘workable competition’ in the Part 4 Purpose, the
Commission has considered how the concept is interpreted in economic and legal
terms. The concept of workable competition (and effective competition) was first
developed by the economist J. M. Clark to provide a more realistic standard for
competition policy decisions than theoretical economic models such as perfect
competition.”® For example, the OECD describes workable competition as:

a notion which arises from the observation that since perfect competition does not exist,
theories based on [perfect competition] do not provide reliable guides for competition

. 63
policy.

In contrast to the theoretical model of perfectly competitive markets, in which
market participants are simply passive ‘price takers’, suppliers in workably
competitive markets actively seek out and find opportunities for profitable
investment and innovation. These are two of the main drivers of productivity
improvements in the economy. Workable competition is therefore a dynamic
process of rivalry between competing suppliers through which knowledge is both

62 Clark, J.M., Toward a Concept of Workable Competition, American Economic Review, 30(Jun), 1940, pp. 149-157.
The concept of ‘workable competition” articulated by Clark in this paper was essentially a static concept, rather than a
dynamic concept. Clark later favoured a more dynamic concept of competition to that which he first articulated in
1940. He went on to attempt to define various criteria for this concept using the term ‘effective competition’

(i.e. Clark, J.M., Competition as a Dynamic Process, The Brookings Institution, Washington DC, 1961, p. 450).

63

OECD, Glossary of Industrial Economics and Competition Law, p. 85, available at:

http://www.oecd.org/dataoecd/8/61/2376087.pdf.
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generated and discovered, with market prices being one of the primary ways that
information is disseminated to market participants.

2.5.3  Furthermore, unlike ‘perfect’ models of competition—in which very specific
‘equilibrium’ outcomes arise as a result of a number of strict and unrealistic
underlying assumptions—‘workable’ competition encompasses a wide range of
outcomes.®”’ As a consequence, workably competitive market outcomes are harder
to define with precision. For example, the OECD states that:

No consensus has arisen over what might constitute workable competition but all bodies
which administer competition policy in effect employ some version of it.*

2.54  Likewise, the Commission’s Experts describe workable competition as follows.

Workable competition, or as is often called in competition law, effective competition,
signifies that the relevant competitive process, whatever its precise structure, is, or is
capable of, producing outcomes in terms of economic efficiency and consumer welfare
that, at a minimum, are considered satisfactory or acceptable. ...

Since the economic organisation of an industry or market tends, over time, to adapt to
its own relevant circumstances (the economic environment), market structures,
economic institutions and business practices can vary significantly from one
industry/market to another. Each may be competitive, but competitive in ways that
might vary from those of another industry/market. It is not to be expected, therefore,
that a workable or effective competition standard will be narrowly prescriptive as to the
types and forms of economic organisation and business conduct that might be
considered consistent with such competition. Indeed, there has been considerable debate
in the literature over the indicia of workable competition.

On the other hand, the concept is far from permissive of all forms of economic
organisation and business conduct. For example, early developers of workable
competition approaches tended to clearly describe (and seek to justify) explicit criteria
to guide decisions over whether competition was and was not workable.
Notwithstanding that there was, and remains, disagreement over the set of relevant
indicators, most competition laws around the world rely (at least implicitly) on some
notion of workable or effective competition.®’

2.5.5  Definitions of workable competition found in the economic literature often
encompass a variety of market structure, conduct and performance criteria (or
indicators) that would be expected to be observed in order for the markets concerned
to be considered workably competitive. While there is some controversy among
economists in respect of the structure-conduct-performance approach,® it is

8 Likewise, in the context of Parts 2 and 3 of Act, the Commission describes workable competition as a ‘dynamic

process’ (e.g. Commerce Commission, Mergers and acquisitions guidelines, December 2003, p. 12).

% In economics, equilibrium usually refers to the point at which supply and demand are in balance, and market conditions

are not changing. At this point, the price level is such that the amount that consumers seek to buy is exactly equal to
the amount that suppliers are able to produce.

% OECD supran 63, p. 86. There are other theoretical economic models of competition, such as ‘perfect contestability’

(e.g. Baumol, W, Panzar, J. and Willig, R., Contestable Markets and the Theory of Industry Structure, 2" ed,
Harcourt Brace Jovanovich, New York, 1988). The model of perfect contestability also differs from the concept of
workable competition in that, like perfect competition, it is based on very strict and unrealistic underlying assumptions.

Yarrow, G., Cave, M., Pollitt, M., Small, J., Asset Valuation in Workably Competitive Markets - A Report to the New
Zealand Commerce Commission, May 2010 (‘Asset Valuation Report’), p. 7.

67

For example: “While the structure-conduct-performance relationship is subject to debate, it nevertheless provides a
useful framework”, Viscusi, K., Vernon, J. and Harrington J. Jr., Economics of Regulation and Antitrust, The MIT
Press, Cambridge, Massachusetts, 3" ed., 2000, pp. 61-63. This debate tends to centre on the difficulties in
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2.5.6

2.5.7

2.5.8

nonetheless a common approach used by competition authorities for analysing
competition and market power.

In the Structure-Conduct-Performance (‘SCP’) paradigm proffered by economists,
the first two criteria—structure and conduct—relate to factors such as the number of
firms in the market and the way that those firms behave. These criteria are therefore
particularly relevant to the promotion of workable competition under Parts 2 and 3
of the Act. In the context of Part 4 (i.e. economic regulation), the structure and
conduct criteria are less relevant than the performance criteria. This is because there
is little or no competition in the markets regulated under Part 4, and little or no
likelihood of a substantial increase in competition. The performance criteria reflect
the outcomes that are generally deemed to be the beneficial result of the rivalrous
process of competition, and are therefore also relevant to the desired outcomes under
Part 4.

A number of attempts have been made to define the SCP criteria for workably
competitive markets in the academic literature. Key performance criteria typically
involve:

o efficient production and distribution;

J profits at levels just sufficient to reward investment, efficiency, and
innovation;

. prices that encourage rational choice, guide markets toward equilibrium, and
do not intensify cyclical instability;

J output levels and product quality (that is, variety, durability, safety, reliability,
and so forth) responsive to consumer demands;

o success accruing to sellers who best serve consumer wants; and

o appropriate exploitation of improved products and techniques.®

It is notable that the SCP definition of workable competition—and the performance
criteria in particular—reflects wide recognition by economists that competitive
pressures would be expected to move market participants closer towards efficient
outcomes that are beneficial to consumers over time. The three dimensions of
efficiency usually identified are allocative, productive and dynamic efficiency.

o Allocative efficiency occurs when resources are allocated within the economy
to the uses in which they have the highest value.

measurement in structure-conduct-performance studies, and not the performance criteria themselves. For example, a
survey of the traditional and modern applications of the structure-conduct-performance approach is presented in
Chapter 8 of Carlton, D.W. and Perloff, J.M., Modern Industrial Organization, Pearson Addison Wesley, Boston, 4"
ed. 2005. Notably, Carlton and Perloff state that: “Market performance is the success of a market in providing benefits
for consumers”, at p. 244.

69

These performance criteria are drawn from the similar lists provided in the ‘Workable Competition” section in

Chapter 2 of Scherer, F. and Ross, D., Industrial Market Structure and Economic Performance, 39ed., Houghton
Mifflin, Boston, 1990, pp. 52-55, and in Chapter 7, ‘Workable Competition’, of Reid, G. C., Theories of Industrial
Organisation, Basil Blackwell, New York, 1987, p. 125.
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2.5.10

o Productive efficiency is present when producers use inputs in such a manner as
to minimise costs, subject to technological constraints.

o Dynamic efficiency refers to decisions made over time and includes decisions
relating to investment and/or innovation that can improve productivity as well
as the range and quality of services.

One submitter strongly argued that efficiency considerations should be the
cornerstone of regulation that seeks to promote outcomes consistent with workable
competition.””

The promotion of efficiency is undoubtedly a key characteristic of workably
competitive markets, but by no means the only one. As is discussed further below
(paragraphs 2.6.15-2.6.33), in the context of Part 4, the regulatory objectives set out
in s 52A(1)(a)-(d) encompass a wider range of ‘performance areas’ than efficiency
alone.

Workable competition in competition law

2.5.11

2.5.12

2.5.13

Definitions of workable competition are also found in legal precedent. Many of the
SCP criteria are echoed in various provisions in the Act and the Fair Trading Act
1986 (as well as aspects of other sector-specific legislation such as the Credit
Contracts and Consumer Finance Act 2003). Importantly, the SCP framework has
been applied as part of the Commission’s, and the Courts’, analytical approach to
assessing restrictive trade practices under Part 2 and business acquisitions under
Part 3 of the Act.

Legal definitions of workable competition tend to characterise it as acting to limit
firms in their ability to set their own price and profit levels. For example, the Courts
in New Zealand have generally approved the Australian Trade Practices Tribunal’s
discussion in Re Queensland Co-operative Milling Association Ltd: Re Defiance
Holdings Ltd. (QCMA) as to the particular elements and principles that underlie
workable competition. The discussion in QCMA draws attention to the US
Attorney-General’s observation that:

... the basic characteristic of effective competition in the economic sense is that no one
seller ... has the power to choose its level of profits by giving less and charging more.
... the antithesis of competition is undue market power in the sense of the power to
raise price and exclude entry.”!

In New Zealand, the High Court in ARA v Mutual Rental Cars (Auckland Airport)
Ltd and Fisher and Paykel Ltd v Commerce Commission’* has approved the
following formulation of workable competition:

Workable competition means a market framework in which the pressures of other
participants (or the existence of potential new entrants) is sufficient to ensure that each
participant is constrained to act efficiently and in its planning to take account of those
other participants or likely entrants as unknown quantities. To that end there must be
an opportunity for each participant or new entrant to achieve an equal footing

70

Frontier Economics, Input Methodologies Draft Reasons Paper, for Air New Zealand, July 2010.

" (1976) 8 ALR 481 (emphasis added).
> Auckland Regional Authority v Mutual Rental Cars (Auckland Airport) Ltd [1987] 2 NZLR 647, p. 671.
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with the efficient participants in the market by having equivalent access to the means
of entry, sources of supply, outlets for product, information, expertise and finance. This
is not to say that particular instances of the items on that list must be available to all.
That would be impossible. For example, a particular customer is not at any one time
freely available to all suppliers. Workable competition exists when there is an
opportunity for sufficient influences to exist in any one market which must be
taken into account by each participant and which constrain its behaviour.”

Constraints on market power in workably competitive markets

2.5.14 The previous quote highlights that workable competition can be considered to exist
where there is an opportunity for sufficient influences to constrain the market power
of existing market participants. During the consultation process, a number of
submissions from regulated suppliers have presented arguments that rely on a
standard of workable competition whereby (hypothetical) new entrants are
considered to always provide the greatest constraint on the market power of
incumbent suppliers. These arguments are primarily made in the context of the asset
valuation IM and are therefore discussed in more detail in Chapter 4.”* However, in
light of the economic and legal interpretations of workable competition introduced
above, it is worth highlighting a number of points that are relevant to those
arguments in this chapter of the Paper.

2.5.15 The Commission notes that Professor Michael Porter explains the structure of an
industry as being embodied in not just one, but five competitive forces:

o the power of buyers (i.e. consumers);
o the power of suppliers to the industry (i.e. upstream suppliers to the suppliers
in the industry);

° the threat of new entrants;

. the threat of substitute goods or services; and

the rivalry among existing competitors.”

2.5.16 Porter explains that the strongest forces in a particular case will be the one(s) that
constrain the behaviour of firms within an industry.

Different forces take on prominence, of course, in shaping competition in each industry.
In the ocean-going tanker industry the key force is probably the buyers (the major oil
companies), while in tires it is powerful OEM [original equipment manufacturer] buyers
coupled with tough competitors. In the steel industry the key forces are foreign
competitors and substitute materials.

Fisher & Paykel Ltd v Commerce Commission [1990] 2 NZLR 731, 759 (emphasis added). This does not imply that
competitors should actually be placed on an equal footing, as: “Competition is a means to the end of protecting the
interests of consumers, rather than competitors in the market” (Universal Music Australia v Australian Competition
and Consumer Commission (2003) 131 FCR 529 (FCA).

For example, PwC (on behalf of Christchurch International Airport Limited), Response to the Discussion of Asset
Valuation in the Draft Decisions Document, 12 July, 2010, pp. 15-18; and PwC (on behalf of Powerco), Response to
the Discussion of Asset Valuation in the Draft Decisions Document, 19 August 2010, pp. 16-18.

Porter M.E., On Competition, Harvard Business Review Book Series, Boston, MA, 1998, p. 86.

74

75
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2.5.17

2.5.18

2.6

Every industry has an underlying structure, or set of fundamental and technical
characteristics, that gives rise to these competitive forces.”®

Similarly, the definition of workable competition in ARA v Mutual Rental Cars
(Auckland Airport) Ltd and Fisher and Paykel Ltd v Commerce Commission also
highlights that it is not just new entrants that can influence and constrain the
behaviour of existing market participants.”’

Consequently, despite the submissions of a number of regulated suppliers, in
applying outcomes produced in workably competitive markets to regulated markets,
there appears to be no strong grounds for limiting the analysis to scenarios where
potential new entrants provide the only relevant constraint on the market power of
incumbents. Whether existing competitors, substitute goods or services, or new
entrants provide the limiting constraint on a particular incumbent supplier will
depend on the characteristics of the industry in question.

Workable Competition and the Part 4 Purpose

Factors influencing competitive market outcomes

2.6.1

2.6.2

2.6.3

2.6.4

In light of the meaning of ‘workable competition’ discussed in the previous section,

the Commission has considered what factors influence workably competitive market
outcomes, and the extent to which those factors characterise regulated markets (and

also the extent to which those factors are absent). In particular, the Commission has
considered what ‘outcomes consistent with those produced in workably competitive

markets’ means in the context of regulated markets.

A number of real-world markets cannot be considered workably competitive and
may not consistently produce desirable outcomes for consumers in the long-term.
Competition law and economic regulation exist in OECD countries for this very
reason. Neither the economic nor legal descriptions of workable competition are so
broad as to simply mean any form of observed real-world competition, or any
apparent price rivalry between firms that might last for just a short period.

Workably competitive market outcomes represent a desired set of outcomes, derived
from the relevant economic concepts and legal precedent, but they reflect only a
subset of observed outcomes in real-world markets. Furthermore, given that Part 4
relates to markets with little or no competition (or those with little or no likelihood
of a substantial increase in competition), not all workably competitive market
outcomes are likely to be relevant to regulated markets. In determining which
particular outcomes should be promoted under Part 4, the Commission is guided by
the regulatory objectives in s 52A(1)(a)-(d), and the central purpose of promoting
the long-term benefit of consumers.

An illustrative list of some of the more important factors likely to affect outcomes in
real-world competitive markets, and therefore likely to affect the extent to which

% ibid, p. 23.

77

A recent survey of the Australasian case law on the meaning of “workable and effective competition” is provided in:

Land J., Owens J., and Cejnar L., The meaning of “competition”, New Zealand Universities Law Review, Vol. 24, June
2010, pp. 98-112. The survey similarly highlights that competitive constraints on market power can come from a range
of sources.
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2.6.5

those outcomes can be considered consistent with outcomes in workably competitive
markets, include:”®

the extent of market power (which can itself be influenced by many of the
following factors);

the extent of ‘economies of scale’—economies of scale arise when the per unit
cost of producing goods or services decreases as the quantity produced of
those goods or services increases;

the extent of ‘economies of scope’—economies of scope arise when it is less
expensive to produce different types of goods or services together (such as in a
single firm) rather than separately (such as in two distinct firms);

the extent of ‘sunk costs’—sunk costs occur when investments, once
committed to a specific use, are ‘irreversible’, meaning that the assets
employed are ‘specialised assets’ which have a much lower value in any
alternative use (e.g. an electric power cable has limited alternative uses);”

the extent to which investments are durable and/or indivisible (i.e. where asset
capacity is not perfectly matched to demand because it would not be efficient
to do so on a lifecycle basis, and/or the assets are only available in certain
fixed sizes);

the extent of contracting (and the terms and conditions of those contracts,
including their duration)—in particular, contracts in workably competitive
markets tend to manage risks efficiently, by allocating identified risks to the
party considered best placed to manage them;

the costs of replacing assets (which will be affected, at any point in time, by
supply and demand conditions in input markets);

the relative efficiencies of firms within a market; and

the expectations of demand growth or decline.

To give an indication of how these factors affect whether a market can be considered
workably competitive or not, consider a situation where the presence of economies
of scale or scope can potentially give rise to market power. If there are sufficient
influences acting on firms that constrain that market power—such as the presence of
a number of similar incumbent firms ensuring that, among other things, the profits of
all firms are at levels just sufficient to reward investment, efficiency and
innovation—the market might well be workably competitive.

78

79

For example: Yarrow et al., Asset Valuation Report, supra n 67, pp. 10-16.
In particular, the costs of installing (i.e. trenching) the cable, which will be capitalised into the total value of the cable,

are generally irreversible and as such can be considered ‘sunk’. Even if the cable were to have some value in an
alternative use—such as its scrap value from selling the salvaged copper or aluminium—this value will be net of the
costs involved in decommissioning the cable from its existing use.
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2.6.6

The actual outcomes in that workably competitive market will differ depending on
some of the other factors above. For example, if the sunk costs are very significant,
long-term contracting between suppliers and consumers might be more common,
potentially causing market prices to be influenced as much by historical events and
costs as by current and expected future market conditions (paragraph 2.6.25). On
the other hand, if there is unconstrained market power in the first instance, it is
unlikely that the market would be considered workably competitive at all.

Relevant characteristics of regulated markets

2.6.7

2.6.8

2.6.9

2.6.10

Many regulated markets are characterised by long-lived specialised infrastructural
investments, which typically exhibit economies of scale and/or economies of scope
to an extent that it is often more efficient for a single supplier to provide services (at
least in a particular area). The term ‘natural” monopoly refers to the situation where
the most efficient market structure from a societal perspective would be for a single
efficient firm to supply the market in question.

In addition, investments in infrastructural markets tend to be durable and indivisible
(i.e. ’lumpy’), and have no alternative use other than in the supply of the current
services (i.e. once capital is committed, such service- or market-specific investments
are sunl;%. These factors create substantial barriers to entry and exit in the relevant
market.

A number of submissions from regulated suppliers have argued that the most
relevant insights are those derived from “better functioning” workably competitive
markets—in other words, those with minimal (if any) barriers to entry and exit.™
These arguments are primarily made in the context of the asset valuation IM and are
therefore discussed further in Chapter 4. However, as with the related comments
above concerning the constraints on market power from hypothetical new entrants, it
is worth highlighting a number of points that are relevant to those arguments in this
chapter.

In the markets regulated under Part 4, barriers to entry and exit are likely to
significantly limit any credible threat of competitive pressure from new entrant
suppliers seeking to ‘contest’ the market.® The barriers created give rise to a level
of market power that, left unchecked, could produce outcomes that are not consistent
with those produced in workably competitive markets.

80

Barriers to exit can occur when an incumbent supplier cannot transfer its assets out of supplying services in a particular

market. Such barriers to exit will also deter new entrants as, following entry, entrants would expect the incumbent to
remain in competition with them and engage in retaliatory price changes.

81

For example, PwC (on behalf of Christchurch International Airport Limited), Response to the Discussion of Asset

Valuation in the Draft Decisions Document, 12 July, 2010, p. 3; and PwC (on behalf of Powerco), Response to the
Discussion of Asset Valuation in the Draft Decisions Document, 19 August 2010, p. 11.

82

Contestability theory (Baumol et al., supra n 66) maintains that the presence of natural monopoly does not in itself

indicate the existence of market power, if the threat of new entry constrains prices to those that would occur in a
competitive market. A perfectly contestable market assumes that entry is not impeded by fear of retaliatory price
changes, and similar to the legal concept of workable competition (paragraphs 2.5.11-2.5.13) it is assumed that
hypothetical new entrants and incumbents are able to compete on completely ‘symmetric’ terms (i.e. on an ‘equal
footing”). Unlike workable competition, however, the economic model of perfect contestability requires there to be no
barriers to entry or exit, which means that the incumbent firm would not make any sunk investments (ibid, pp. 349-

350).
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2.6.11

2.6.12

2.6.13

2.6.14

In workably competitive markets, incumbent suppliers may have an absolute cost
advantage over new entrants where long-lived specialised assets are required to
supply consumers with services, and the incumbents have already invested in such
assets. Such an absolute cost advantage is less likely to arise where the costs of
replacing assets are decreasing (such as due to technological change), but is more
likely to arise in situations where the costs of replacing assets are increasing rapidly
(e.g. faster than inflation). This would particularly be the case if entrants would
need to replicate at least some of the incumbents’ existing assets, and if the capacity
of those assets is not yet fully utilised, which is more likely to occur where assets are
indivisible (paragraph 2.6.4).

Although such an absolute cost advantage would, if present, create barriers to entry
for new entrants, this does not necessarily mean the market is not workably
competitive. There may be other constraints or influences on the market power of
incumbents which ensure that they cannot choose their level of profits by charging
more (paragraph 2.5.12), and which limit profits to levels just sufficient to reward
investment efficiency and innovation (paragraph 2.5.7). For example, as noted
above (paragraphs 2.5.15-2.5.16), incumbents may be constrained by the threat of
substitute services, by the buying power of consumers (such as through explicit or
implicit long-term contracting arrangements—refer paragraphs 2.6.22-2.6.25), or
through rivalry amongst the existing incumbents themselves.

In a regulated market context, where an incumbent supplier uses long-lived
specialised assets to supply services and, as a result, can supply the market over time
at a lower cost than a hypothetical new entrant,® it would be inappropriate to use the
characteristics of the higher cost hypothetical new entrant as a benchmark for setting
or monitoring the prices of regulated suppliers. Doing so is not required to provide
the incumbent supplier with the incentive to innovate, or to invest and operate
efficiently, and could provide a windfall reward for the supplier with no
consequential long-term benefits to consumers.

Thus arguments that rely on the threat of entry to constrain the behaviour of
incumbents, would therefore amount to assuming away those characteristics which
create the market power that warrants regulatory intervention in the first place—
namely, the barriers to entry created by investments in lower cost long-lived
specialised assets.

Outcomes consistent with workably competitive markets in the context of regulated markets

2.6.15

As noted above (paragraph 1.2.5), the economic regulation of markets with the
characteristics discussed in the previous subsection is sometimes described as an
attempt to ‘mimic’ the competitive market process, or to achieve the same outcomes
as workable competition, if it were feasible.

83

Where the market has natural monopoly characteristics, a hypothetical new entrant would generally be expected to be

able to enter the market successfully only by constructing assets sufficient to meet the entire market demand. By
contrast, the incumbent only needs to construct assets necessary to meet incremental demand. On the one hand, a
hypothetical new entrant may benefit from greater economies of scale and scope than the incumbent, given that the
incumbent’s assets have grown incrementally in the past to meet demand, whereas a new entrant might have a better
opportunity than the incumbent to optimally configure and size its assets to meet current and forecast market demand.
On the other hand, if hypothetical new entrants do not have access to the same, and cheaper, sources of supply as the
incumbent—i.e. the incumbent’s long-lived specialised and already sunk assets—a hypothetical new entrant will not be
able to achieve an ‘equal footing” with the incumbent (paragraph 2.5.13).
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2.6.16 The Commission’s Experts have, however, highlighted the challenges for a
regulatory body like the Commission in using workably competitive market
outcomes as a guide for economic regulation, and for implementing Part 4 in
particular. For instance, Professor Yarrow has stated that:

It is immediately apparent that the Commission is faced with a tricky task. ...

[WThilst the central policy concerns relate to monopolized markets, the stars by which
the Commission is to steer are those that are associated with competitive markets.

The task is not made easier by the fact that the term ‘competitive market’ can itself be
applied to a range of economic environments that can differ substantially from one
another. Competition means rivalry, and rivalry can take many different forms and can
occur in many different contexts. Considerable work is therefore required, if, from the
broad canvas of possible ‘competitive outcomes’, policy approaches are to be developed
which can usefully guide future regulatory decisions, and which can provide the
certainty in relation to regulatory rules, requirements and processes which is required by
the legislation.™

2.6.17 Professor Yarrow went on to consider how the concept of workable (or effective)
competition can guide the Commission in its task of determining IMs under Part 4.

Speaking roughly, effective competition tends to involve:
« Strong incentives: outcomes matter a lot to the competitors.

* Reasonably well matched capabilities: each competitor believes that he/she has a
reasonable shot at winning some of the prizes.

* The principal dimension of rivalry is to better serve consumers/customers: the focus of
competition is on winning the customer’s business.

Section 52A captures these notions in its references to incentives, benefit sharing and
limited ability to extract excess profits, and in the use of the notion of promotion of
certain broadly defined types of outcome (in contrast to the more bureaucratic-
managerial idea of achieving very specific outcomes).®

[R]egulatory economists are fond of saying that good regulation should seek to replicate
the outcomes of competitive markets. Indeed, the Draft Reasons paper itself quotes one
of the leading regulatory economists to this effect:

“2.6.21 Likewise, in his seminal text on economic regulation, Alfred Kahn states that:
““the single most widely accepted rule for the governance of regulated industries is
regulate them in such a way as to produce the same results as would be produced by
effective competition, if it were feasible.”

Most of us in the trade have said something similar at some point in our careers, but it is
important to understand why it is wrong, so as to avoid future pitfalls when developing
regulatory rules.

In the Kahn statement, the killer words are “if it were feasible”. If it were feasible, we
wouldn’t nowadays want to regulate. We regulate because it is not feasible, and because
it is not feasible we don’t know what results competition will produce, except possibly
in static economic conditions with perfect information. Outside this narrow, and entirely

8 Yarrow, G., Review of Input Methodologies (Airports Services) Draft Reasons Paper, June 2010, pp. 3-4.

8 ibid, p. 4.

Commerce Commission



Input Methodologies (Airport Services) 32 22 December 2010
Reasons Paper

2.6.18

2.6.19

2.6.20

2.6.21

2.6.22

imaginary, economic environment (perfect information), it is impossible to produce the
“same results” (which are both unknown and unknowable) as effective competition; and
within the narrow environment of perfect information competition will produce results
that are inferior to regulated monopoly, and hence would not usually be defined as
workable or effective.

For reasons given above, this is not fatal to the exercise of using the notion of workable
competition as a guide when developing regulatory rules. Wisely, the NZ legislation
does not require the Commission to achieve the same outcomes/results as would be
produced by competition, but rather to promote rather broadly defined outcomes (which,
to better avoid ambiguity, by explicitly distinguishing them from specific, precise,
measurable outcomes, might better have been described as tendencies) that are
consistent with those produced in competitive markets. These tendencies are then
exemplified in terms of incentives and benefit sharing, not in terms of specific, well
defined outcomes/results.*

Significantly, the Part 4 Purpose does not require the Commission to achieve
workably competitive outcomes. Rather, the Part 4 Purpose requires the
Commission to promote outcomes consistent with workably competitive outcomes.

A number of submissions from regulated suppliers have argued that the reference to
workably competitive markets in Part 4 implies a single set of outcomes.
Specifically, some of these submissions argue the only relevant set of outcomes is
that which is consistent with the ‘long-run equilibrium’ condition in the relevant
market. These arguments are primarily made in the context of the asset valuation
IM and are discussed in more detail in Chapter 4.8

At this stage of the Paper, however, it is worth highlighting the views of the
Commission’s Experts, who have addressed this issue as part of their Review of
Submissions on the Draft Decisions Paper. Although a key performance criterion of
workably competitive markets is that prices guide markets toward equilibrium:

Long-run equilibrium in workably competitive markets is not just ill-defined, it need not
even exist. ... “The pursuer never actually catches the pursued, but he is always chasing
after him.”*

Unlike theoretical economic models of competition such as perfect competition and
perfect contestability, workable competition does not come with a set of pre-defined
conditions for long-run equilibrium that dictate what the associated set of outcomes
must be. Consequently, the theoretical concepts of competition presented by some
submitters have provided less useful guidance to the Commission than the concept
of workable competition discussed above, which recognises there are a range of
factors that can influence workably competitive market outcomes (paragraph 2.6.4).

To illustrate this point, the Commission for example agrees with its Experts who
suggest that workably competitive markets involving long-term contracting can
provide some useful insights when evaluating various options for setting IMs,
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ibid, pp. 5-6 (emphasis in original).

For example, PwC (on behalf of Christchurch International Airport Limited), Response to the Discussion of Asset

Valuation in the Draft Decisions Document, 12 July, 2010, pp. 8-11 and 15-17; and PwC (on behalf of Powerco),
Response to the Discussion of Asset Valuation in the Draft Decisions Document, 19 August 2010, pp. 8-11 and 15-17.
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Refer: Yarrow, G., Cave, M., Pollitt, M., Small, J., Review of Submissions on Asset Valuation in Workably Competitive

Markets - A Report to the New Zealand Commerce Commission, November 2010 (Submissions Review), p. 26.
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2.6.24

2.6.25

2.6.26

particularly in the case of the IM for asset valuation (refer Chapter 4). Although
long-term contracts are by no means ubiquitous in many real-world markets, the
Commission considers that long-term contracts can provide useful insights because:

. they tend to be more prevalent in workably competitive markets that have a
number of similar characteristics to the markets regulated under Part 4; and

J irrespective of how prevalent such contracts are in actual markets, when they
do occur they can be more likely to promote outcomes consistent with
workably competitive markets, and to reflect the objectives in s 52A(1)(a) to
(d), than would otherwise be the case—i.e. if no such contracts existed.®

Workably competitive outcomes can be promoted through contractual arrangements
where consumers seek competitive tenders (including proposed price, quality and/or
quantity terms) from potential suppliers prior to awarding a contract. Consumers are
then able to select the supplier that will provide them with the best combination of
expected outcomes over the duration of the contract, and then fix the winning
combination of conditions in the contract. Where specialised long-lived assets are
employed, such arrangements also protect suppliers against the risk that they will not
be able to earn a return on those assets, thereby encouraging investment in new
infrastructure.”® As a result, one view is that “the market response to sunk cost and
attendant risk is the long-term contract”, and “judging by the large number of long-
term contracts, sunk costs are a common phenomenon”.

Implicit long-term contracting can also occur when the economic relationship
between suppliers and consumers is of an ongoing nature. Short-term profit-seeking
behaviour by a supplier might damage its reputation with established customers,
who might choose to switch their business to rivals considered to be more ‘reliable’
or ‘less opportunistic’ in their pricing.”

Once contract terms are fixed (or are implicit in an ongoing relationship), price and
quality outcomes are then affected by ‘historical events’. This is because the terms
reflect the economic conditions and expectations at the time the explicit or implicit
contract was struck, which may be significantly different from present conditions.”

It is important to note, however, that regulatory arrangements under Part 4 are not
explicitly intended to promote the outcomes of long-term contracting in workably
competitive markets. Rather, because such contracts can effectively promote
outcomes that are consistent with workably competitive market outcomes, as well as
with the regulatory objectives in s 52A(1)(a)-(d), they—along with other factors—
have provided some useful guidance to the Commission in setting IMs in a manner
consistent with the Part 4 Purpose.
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Refer: Yarrow et al., Asset Valuation Report, supra n 37, pp. 27-29.
For example: Shuttleworth, G., ERGEG Paper on Tariff Principles: A Comment, Prepared for Gas Transport Services,

NERA Economic Consulting, London, 23 January 2008, p. 38.
o1 Spulber, D., Regulation and Markets, MIT Press, Cambridge, MA, 1989, s 1.3.3.
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Yarrow et al., Asset Valuation Report, supra n 67, p. 19.
Yarrow et al., Asset Valuation Report, supra n 67, p. 21.

Commerce Commission



Input Methodologies (Airport Services) 34 22 December 2010

Reasons Paper

Key areas of performance relevant to workably competitive market outcomes under Part 4
2.6.27 Under Part 4, the regulatory objectives in s 52A(1)(a)-(d) provide guidance on the

2.6.28

specific types of outcomes that are to be promoted through the application of IMs to
information disclosure regulation.

Paragraphs (a)-(d) of s 52A(1) specifically refer to the following areas of
performance, which are also reflected in the performance criteria that characterise
workable competition (paragraph 2.5.7 above).

Investment (s 52A(1)(a)). In workably competitive markets, there is pressure
on firms to undertake investments at an efficient level and at the socially
optimal time. Superior investment decisions are rewarded by greater than
normal returns (i.e. normal profits) in the short to medium term, and it is this
prospect of earning above-normal returns for a period that provides incentives
for efficient investment (and efficiency more generally). If a regulated firm
does not expect to make at least a normal return on its efficient incremental
investments going forward, it would be unable to maintain the quality of its
services and would have no incentive to invest further in order to meet the
growth in consumer demand.

Innovation (s 52A(1)(a)). The most significant benefits of workably
competitive markets to consumers over the long term are often considered to
be incentives for dynamic efficiency—the discovery and use of new
information that leads to the development of new goods and services, and to
new, more efficient techniques of production. However, dynamic efficiency is
not readily evaluated in advance, because its most important property is that it
will lead to economically valuable information which is not known when ex
ante assessments need to be made.”* Consequently, although setting out clear
regulatory rules and processes in advance promotes certainty, thereby
providing a regulatory environment conducive to innovation (and to
investment), it is a challenge for regulators to include specific regulatory
provisions that directly promote innovation. In particular, where innovations
improve quality rather than reduce costs, it is very difficult to promote such an
outcome in a regulated market, due in part to the problems associated with
measuring quality and, more significantly, in linking these to innovations.

Prices and quality (s 52A(1)(b) and (c)). Price and quality are inextricably
linked because they are the two key aspects of goods and services that are
often of most interest to consumers. In workably competitive markets,
consumer demand is responsive to changes in price and quality. Prices
provide appropriate signals for allocating resources efficiently within the
economy, and provide a level of profits just sufficient to reward investment,
innovation and efficiency. In the case of regulated suppliers, ensuring prices
result in revenues that provide a normal rate of return is only one of the
necessary conditions for allocative efficiency. Allocative efficiency is not
only dependent on overall revenue, but is also dependent on individual price
levels and structure, because consumers respond to the prices that they face,
rather than to the revenues that firms make. Similarly, service quality is more
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Yarrow et al., Submissions Review, supra n 88, p. 19.
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important to consumers at an individual service level than on a whole-of-
business basis.

Profits (s 52A(1)(d)). In workably competitive markets, profits are expected
to be just sufficient to reward investment, innovation and efficiency. Superior
performers, however, are more likely to be rewarded by receiving returns
greater than a normal return, at least for the short to medium term until their
competitors catch up. Over the lifetime of its assets, a typically efficient firm
in a workably competitive market would expect ex ante to earn at least a
normal rate of return (i.e. its risk-adjusted cost of capital). Because allowing a
firm the expectation of being able to earn normal returns over the lifetime of
an investment provides it with the chance to preserve its ‘financial capital’ in
real (not nominal) terms, such an outcome is often referred to as ‘financial
capital maintenance’ or ‘FCM’.>> This is comparable to expectations in
competitive markets that are conducive to promoting investment.”® It is not,
however, possible to guarantee that regulated suppliers earn a normal return
over the life of assets, because any analysis used to monitor profitability, or to
set regulated prices, will typically be conducted part way through the lifetimes
of the assets utilised in supplying regulated services. Some information about
past performance may not be known. Further, the allocation of risks between
suppliers and consumers will usually mean that, although suppliers might have
expected to earn a normal return ex ante, such a return is not earned ex post.

Efficiency (s 52A(1)(b)). As noted above (paragraphs 2.5.8-2.5.10), the
promotion of efficiency is a key aspect of workably competitive markets, and
efficiency is generally considered to comprise three dimensions. Productive
efficiency relates to the costs of production. Allocative efficiency is primarily
about efficient price and quality outcomes, and dynamic efficiency is related to
innovation, investment and profitability over time. In workably competitive
markets, efficiency gains are generally shared with consumers through lower
prices and better service quality over time. As in workably competitive
markets, regulated suppliers will face incentives to improve efficiency where
they are able to keep some of the benefits of efficiency gains.

2.6.29 Requiring information on these areas of performance to be disclosed by Airports will
contribute to the purpose of information disclosure regulation in s 53A (paragraph
2.3.1 above). Under s 53B(2), the Commission:
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For example: “In defining the costs of depreciation and allowed return, regulators should adopt rules that meet the

accounting principle of ‘Financial Capital Maintenance’ (FCM), i.e. rules which allow investors to maintain the real
value of their capital. This principle is a necessary condition for total cost recovery — meaning for efficient investment
and for the prevention of monopoly profits. ... FCM therefore provides the standard by which investors effectively
measure whether the regulatory regime is allowing them to recover their costs including a rate of return comparable
with that offered by other companies and sectors” (Shuttleworth, G., supra n 90, pp. ii and 13). The concept of FCM
underpins the decisions of regulators in many OECD countries (e.g. refer: Diewert E., Lawrence D. and Fallon J., Asset
Valuation and Productivity—Based Regulation Taking Account of Sunk Costs and Financial Capital Maintenance,
Report to the Commerce Commission, Economic Insights, Canberra, 11 June 2009, pp. 39-47).
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For example: “No commercial competitors would come into an industry if they did not expect to be able to

recover the decline in real values of their assets, as well as earn a normal profit (the opportunity cost of capital).
They would measure their return on investment after recovery of funds sufficient to maintain the real value of the
financial capital they had invested” (HM Treasury Advisory Group, Accounting for Economic Costs and Changing
Prices: A report to HM Treasury by an Advisory Group, Vol. 1, HMSO, London, 1986, paragraph 19 (emphasis in

original)).
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2.6.30

2.6.31

2.6.32

2.6.33

J may monitor and analyse all information disclosed in accordance with the
information disclosure requirements; and

. must, as soon as practicable after any information is publicly disclosed,
publish a summary and analysis of that information for the purpose of
promoting greater understanding of the performance of individual regulated
suppliers, their relative performance, and the changes in performance over
time.

A number of submissions from regulated suppliers have argued that s 52A(1)(a) is
the most important limb of s 52A, and therefore the promotion of investment (and
innovation) should be the Commission’s primary focus in determining IMs. In
particular, NZAA points, for example, to comments made by the then Minister of
Commerce when discussing the purpose statement in s 52A that:

Starting with the incentives to innovate and invest is really sending a signal about how
important it is not to forget that future needs are just as important when we are looking
at a non-competitive market....I think we have the order right, and that sends a very
good signal.”’

Nevertheless, in reporting back on the Bill, the Select Committee considered similar
arguments that “the primary objective in the purpose statement should be
investment”, and concluded that:

Although we agree that incentives to invest are important, we consider they need to be
balanced against the need to protect consumers from excessive prices.”®

A balancing between the limbs in paragraphs (a)-(d) of the Part 4 Purpose is clearly
required. Ensuring that regulated suppliers have the opportunity to receive at least a
normal return on their new investments provides the incentives for them to make
those investments in the first place. Where those investments are made at an
efficient level and time, and are employed to provide services at the appropriate
quality, then consumers will benefit over the long term. On the other hand, it is not
usually in consumers’ interests to face prices which recover costs which have never
been incurred, or the costs of investments that have been made well in advance of
being needed. The main reason economic regulation is required is to counter the
market power of firms (i.e. the ability of firms that are not faced with competition or
the threat of competition to charge excessive prices and/or reduce quality—
paragraph 1.2.15).

It is not particularly significant how prevalent the desired workably competitive
market outcomes might be in real-world markets. Rather, the more important
consideration is the extent to which promoting those outcomes is consistent with the
Part 4 Purpose. In some cases, there may be a number of different, but possibly
mutually exclusive, workably competitive market outcomes that might be consistent
with the regulatory objectives in s 52A(1)(a) to (d), and that provide some long-term
benefits to consumers. Where this is the case, the Commission has weighed up the
alternatives in terms of which of the outcomes consistent with those produced in

7 ibid, p. 72.
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Commerce Amendment Bill (201-2), Government Bill, as reported from the Commerce Committee, Wellington, 28

July 2008, p. 2.

Commerce Commission



Input Methodologies (Airport Services) 37 22 December 2010
Reasons Paper

2.7

2.7.1

2.7.2

2.7.3

2.7.4

2.7.5

workably competitive markets (taking into account the relevant characteristics of the
regulated market) is likely to achieve those objectives better, thereby promoting
greater benefits for consumers in the long-term.

Role of Information Disclosure in Promoting the Part 4 Purpose

Generally speaking, a range of comparative information is available to participants
in workably competitive markets. Consumers and suppliers can compare prices and
the quality of goods and services. The ability to make these comparisons is an
important enabler of competition. In markets with only a single supplier, economic
regulation based on information disclosure can partly compensate for the absence of
the information revelation process associated with rivalry between firms in workably
competitive markets.

Information disclosure regulation under Part 4 of the Act is, in the first instance,
intended to focus on ensuring that interested parties are able to assess whether the
Part 4 Purpose is being met (paragraph 2.3.1); in particular, by helping to reflect the
extent to which the objectives in s 52A(a) to (d) are being achieved.

Given the Part 4 Purpose, it is clear that the supply of regulated services is likely to
be, and is intended to be, influenced by the relevant type of regulation. In this
respect, information disclosure regulation not only contributes to the specific
purpose set out in s 53A, but it can also promote the s 52A purpose by improving the
distribution of existing information between regulated suppliers and interested
persons, as well as in some cases expanding the information available to regulated
suppliers themselves.

NZAA argue that the “draft methodologies appear to be designed to directly
influence airports to achieve the Commission’s view of acceptable performance
under the Part 4 purpose statement”.” However, as BARNZ has submitted,
“without binding and specific input methodologies interested persons will not be
able to identify whether a firm is earning excessive profits and the degree to which

the purpose of Part 4 is being met”.'”

Placing information and analysis about the regulated suppliers into the public
domain can also provide some of the incentives that are consistent with those in
workably competitive markets—for example, by providing:

o sufficient information to consumers and other interested parties, including on
the extent to which efficiency gains have been shared with consumers through
lower prices or other means (consistent with s 52A(1)(c)). Doing so is likely
to enhance consumers’ countervailing market power, which may result in
excessive profits being limited (consistent with s 52A(1)(d)), " and may

% ibid, p. 13.
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BARNZ, Cross-submission on Commerce Commission Input Methodologies (Airport Services) Draft Determination

and Draft Reasons Paper, 3 August 2010, p. 1.
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In economics, countervailing power is often described as purchasers’ ability to exert a substantial influence on the

price, quality or terms of supply of the relevant good or service. A purchaser is able to credibly exert such
countervailing power if it is large in relation to suppliers, well informed about alternative sources of supply, readily
able to switch from one supplier to another, and able to foster new entry. Consequently, in workably competitive
markets, consumers can themselves act as a constraint on market power (paragraphs 2.5.15-2.5.17 above).
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facilitate consumer engagement with regulated suppliers about the desired
level of service quality (consistent with s 52A(1)(b));

J better information to the owners of regulated suppliers in some cases, for
example where information disclosure allows comparisons with suppliers in
other geographic areas, this may facilitate more effective governance and
helping them identify opportunities for value-enhancing trade in assets used to
supply regulated services (i.e. consolidation of businesses), management
contracting and so on, thereby promoting incentives for improved efficiency,
including efficient investment and innovation (consistent with s 52A(1)(a) and
(b)); and

. potentially increased incentives for the management of regulated suppliers to
improve relative and absolute performance, both through the ability of
interested parties to make comparisons and the public nature of the
performance measures, similarly promoting incentives for improved
efficiency, consistent with s 52A(1)(a) and (b).

Relationship of IMs to Information Disclosure Regulation

Relevance of IMs listed in s 52T

2.8.1

2.8.2

2.8.3

In the context of information disclosure regulation, the matters covered by IMs in

s 52T(1)(a)—with the exception of some matters listed in s 52T(1)(a)(iii)—are most
relevant to the disclosure of financial performance measures, as well as the financial
statements and other information that supports those measures (s 53C(2)). In this
respect, the key financial performance measure is ‘return on investment’ (ROI),
which is dependent on actual revenue received from the supply of regulated services
(paragraphs 2.8.7-2.8.11).

The matters covered by IMs in s 52T(1)(b)—i.e. pricing methodologies—and in
parts of s 52T(1)(a)(ii1), relate to the way in which prices for individual services,
classes of services, or for different customer groups are set once the overall level of
revenue has been determined (as is discussed at paragraphs 2.8.18-2.8.20 below).

The ‘rules and processes’ referred to in s 52T(1)(c) are not applicable to information
disclosure regulation as these relate solely to how price-quality regulation operates.

Key components of revenue

2.8.4

The matters referred to in s 52T(1)(a) include a number of cost components that a
regulated supplier would be expected to recover in order to receive a normal return
over time, consistent with a workably competitive market, namely:

. non-capital costs (e.g. operating expenditure and tax); and
. capital costs, comprising:
0 a ‘return on’ efficiently invested capital recognised for regulatory
purposes, termed the regulatory asset base (RAB)—the value of which is

updated each year for depreciation and efficient capital expenditure—
multiplied by the cost of capital); and
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o) a ‘return of” efficiently invested capital (i.e. by allowing recovery of the
depreciation in the value of the RAB).'"

2.8.5 A general expression for the revenue expected to be recovered by a regulated
supplier can be represented as follows:

Regulatory Asset Base x Cost of Capital + Depreciation + Operating Expenditure + Tax
— Revaluations — Other income

= Revenue

2.8.6  The value of the RAB at the end of each year is generally determined—or ‘rolled
forward’—as follows: '

RAB (end of year) = RAB (beginning of year) — Depreciation + Revaluations + Capital
Additions — Capital Disposals

Return on Investment and IMs under information disclosure

2.8.7  Measuring returns is an important aspect of assessing whether excessive profits are
being limited, and whether financial capital is being maintained, and therefore
assists interested parties to assess whether the Part 4 Purpose is being met.

2.8.8  On an annual basis, and in simplified form, the ROI for that part of a regulated
supplier providing a particular type of regulated service can be calculated as follows.

Revenue - Depreciation - Opex - Tax + Revaluations

ROI =
Regulatory Asset Base

2.8.9  The actual specification of the ROI will be in the relevant information disclosure
determination (made under s 52P). Under information disclosure regulation, asset
values, capital additions, and operating expenditure (i.e. opex) all need to be
appropriately allocated to the particular type of regulated service to which they
relate. If the ROI is calculated in this way it may be compared to the cost of capital
applicable to supplying the type of regulated service in question, provided both the
ROI an% ;[he cost of capital are calculated on a consistent basis (e.g. both in post-tax
terms).

192 As is discussed in the Chapter 2 of the EDB/GPB Reasons Paper, the matters in s 52T(1)(a) also relate to a number of

the key cost components generally included in the ‘building blocks approach’ to determining maximum regulated
revenue (i.e. ‘building blocks allowable revenue’) under price-quality regulation.

For example: ACCC, Statement of principles for the regulation of electricity transmission revenues — background
paper, 2004, p. 21.

Economic returns comparable to the cost of capital differ from publicly available assessments of accounting
profitability, such as those found in statutory financial accounts. Any annual accounting-based estimate of returns such
as the ROI can only ever be an approximation to measures of the economic returns of an investment over time, such as
the internal rate of return (IRR). Any analysis of the profitability of regulated suppliers will almost inevitably be over a
time period shorter than the economic lifetimes of the assets involved, and will have to primarily rely on accounting-
based rather than economic-based data (particularly in respect of asset values). As a result, the differences between
accounting-based measures of profitability and the economic IRR will differ significantly where there are substantial
fluctuations in the underlying asset values during the period of assessment—especially if that period is only a single
year. Consequently, by being able to take a longer term view, the Commission’s published summary and analysis of
disclosed information under s 53B(2) will play an important role. The Commission will be able to analyse the changes
in disclosed ROIs over time, in light of changes in relevant disclosures relating to efficiency, in order to assist
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2.8.10  Where the ROI is consistently higher than the cost of capital, this may imply that
Airports are not appropriately limited in their ability to extract excessive profits
(i.e. s 52A(1)(d)). The ROI equation is effectively the same as the equation for
revenue above (paragraph 2.8.5) after that equation is rearranged in terms of the cost
of capital, and then expressed in terms of the ROI (given the ROI and the cost of
capital are intended to be comparable). Consequently, given that they are key
‘inputs’ to the ROI, the IMs discussed in Chapters 3-5—namely IMs for cost
allocation, asset valuation (including depreciation and revaluations), and tax—are all
relevant to the information required to be disclosed by the Airports under the ID
Determination.

2.8.11 Under s 53F(1)(b), regulated suppliers that are subject to only information disclosure
regulation, such as Airports, do not have to apply any methodologies for evaluating
or determining the cost of capital set in accordance with s 52T(1)(a)(i). The reason
for this provision is evident from the ROI formula above, in which the cost of capital
does not appear. The cost of capital is only relevant in this context for comparative
purposes. Consequently, under s 53F(2), the Commission may use methodologies
for evaluating or determining the cost of capital to monitor and analyse disclosed
information under s 53B(2), but doing so is not mandatory.

2.8.12 Although Airports are not required to apply an IM in relation to the cost of capital,
the Commission considers that interested parties would not have sufficient
information to assess whether Airports may be earning excessive profits if the
Commission did not set a cost of capital IM. The Commission also considers it will
promote certainty for suppliers and consumers if the cost of capital is set out in an
IM. The cost of capital IM for Airports is discussed in Chapter 6.

Revaluation gains and losses

2.8.13 A key term in the equations above for revenue, RAB roll-forward and ROI, is
‘Revaluations’. As noted above (paragraph 2.6.28), FCM requires that regulated
suppliers are compensated for the impact of economy-wide inflation over time.
Where a nominal cost of capital is used, the value of any existing asset in the RAB
does not need to be revalued to reflect changes in economy-wide inflation for the
supplier’s financial capital to be maintained in real terms. Alternatively, however,
regulated suppliers can also be compensated for inflation by applying a cost of
capital calculated in real terms and by indexing the value of the RAB by the CPI,
thereby revaluing that RAB. The two approaches are equivalent in present value
terms when assessed over the lifetime of the assets.'®

interested parties in assessing whether excessive profits are being limited, and whether financial capital is being
maintained.

For example: The Treasury, Estimating the Cost of Capital for Crown Entities and State-Owned Enterprises,
Wellington, October 1997, pp. 67-72. ‘Present value’ is the value on a given date of a future payment or series of
future payments, ‘discounted’ to reflect the time value of money. The time value of money is based on the premise that
an investor prefers to receive a payment of a fixed amount of money today, rather than an equal amount in the future,
all else being equal. This is because, if one received the payment today, one could then earn a return on the money
until that specified future date. Hence, the present value of a future cost/benefit is the value of that cost/benefit
discounted back to the present, by taking into account the compounded cost of capital. For example, if the cost of
capital is 10%, the present value of receiving $100 in one year’s time is $90.91 (found by dividing the $100 by
100%+10%). In two years’ time, the present value of receiving $100 is $82.64 (found by dividing the $90.91 amount
by 100%+10%).
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2.8.14

2.8.15

2.8.16

2.8.17

Comparing ROIs based on a RAB value indexed to the CPI, with a nominal cost of
capital, would double-count the effect of inflation. Hence, if a nominal cost of
capital is applied to an inflated/indexed asset base, any revaluations of the asset,
such as an upward revaluation for inflation, must be treated as income in the ROI for
profits to be monitored effectively.'*

The same principle applies, however, even where a revaluation occurs for reasons
other than economy-wide inflation, and where the extent of the revaluation differs
from the change in the CPL.'"" Because the use of a nominal WACC with a non-
revalued asset base is consistent with FCM, any revaluation gain must be treated as
income in the ROL'*®

Doing so is consistent with a workably competitive market, in which returns are
provided by both income and growth (i.e. capital gains). Capital gains themselves
reflect an expectation of higher cash flows in the future, either through expected
cash flows from revenue generated by employing assets to supply services, and/or
through the sale of those assets.

Including the appropriate recognition of revaluations (i.e. both gains and losses) in
disclosed ROIs will ensure that information disclosure regulation assists interested
persons to assess whether financial capital is being maintained, consistent with

s 52A(1)(a), and whether excessive profits are being limited, consistent with

s 52A(1)(d).

Pricing methodologies and related cost allocation methodologies

2.8.18

2.8.19

2.8.20

Some of the matters set out in s 52T(1)(a)(iii)—such as those relating to the
allocation of common costs between consumer classes and geographic areas—relate
to the allocation of costs between services of the same type. These matters are
applicable to setting prices for that type of regulated service, rather than the overall
revenue that can be recovered in respect of that type of service. Therefore, these
matters in s 52T(1)(a)(ii1) are relevant to the IMs to be set for pricing methodologies
under s 52T(1)(b).'"”

Under s 53F(1)(a), regulated suppliers that are subject only to information disclosure
regulation, such as Airports, do not have to apply IMs for pricing methodologies.
However, the Commission may use IMs for pricing methodologies to monitor and
analyse information, and regulated suppliers may still be required to disclose
information about the pricing methodologies that they do in fact use.

The Commission considers that it is not necessary to have an IM for Airports’
pricing methodologies for the purpose of information disclosure to be met.

Because FCM implies that the present value of revenues equals the present value of costs, it is often referred to by the
term ‘NPV=0’, which recognises that if this equivalence holds, then the net present value (NPV) of the revenues less
the costs is zero. The term NPV=0 is used throughout earlier consultation documents and submissions on Part 4.
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For example: IPART, Weighted Average Cost of Capital, Discussion Paper DP 56, Sydney, August 2002, p. 6.
Shuttleworth, supra n 90, pp. ii and 13-15.
For example: NERA, Comment on the Commission’s Valuation Choice Discussion Paper, Report prepared for Orion,

Sydney, February 2005, p. 9.
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This is consistent with the definition of pricing methodologies in s 52C, which includes methodologies for setting

different prices for different customer groups.
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Interested parties can likely undertake their own analysis of the efficiency of prices,
as pricing of specified airport services is not complex (relative to the pricing
structures of electricity and gas networks). Airports will be required to disclose
information on their price setting practices as part of the information disclosure
requirements.

Relevance of particular 1Ms to the regulatory objectives

2.8.21

2.8.22

Relevant IMs in s 52T(1)(a) provide a number of the key ‘inputs’ to information
disclosure regulation and combine with each other in a s 52P determination to
determine what is to be disclosed as ROIs. Therefore, as noted above (paragraph
2.4.13), it is in combination with each other, and with other requirements in a s 52P
determination, that IMs provide the strongest incentives for regulated suppliers to act
in a manner consistent with the s 52A purpose statement.

Nevertheless, although each relevant IM is only part of a wider package, some types
of IMs are more relevant to certain regulatory objectives in s 52A(1)(a) to (d) than to
others. In particular:

. the way that costs are allocated between regulated and/or unregulated services
has an important bearing on monitoring how efficiency gains made in the
supply of regulated services are shared with consumers over time, which is
relevant to s 52A(1)(c), as well as on the extent to which investment by
regulated suppliers in the provision of other services is unduly deterred
(i.e. s 52T(3) and s 52A(1)(a))''"—refer Chapter 3;

. the way that the value of the RAB is rolled forward affects the disclosure of
how regulated suppliers recover the investments that they make, which in turn
affects the incentives to invest that they face, consistent with s 52A(1)(a) and
(b) —refer Chapter 4;

o the level of the ‘initial’ value of RAB (i.e. at the beginning of the Part 4
regime), is far less significant to incentives for investment or efficiency than
the way that the value of the RAB is rolled forward, but it has a notable
bearing on monitoring whether regulated suppliers are limited in their ability
to extract excessive profits from consumers, which is relevant to s 52A(1)(d)
—refer Chapter 4;

. the treatment of tax also has an impact on monitoring whether regulated
suppliers are limited in their ability to extract excessive profits from
consumers, which is relevant to s 52A(1)(d) —refer Chapter 5; and

. the cost of capital will have an impact on monitoring whether financial capital
is being maintained and whether regulated suppliers are limited in their ability
to extract excessive profits, which is relevant to both s 52A(1)(a) and (d)—
refer Chapter 6.
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“Other services” refers to “other goods or services”, and “unregulated services” refers to “unregulated

goods or services”, for the purposes of this Paper.
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2.9

2.9.1

29.2

293

Other Statutory Considerations

Airport services are defined under Part 4 by reference to the definitions of the
corresponding activities in the AAA. The AAA sets out statutory obligations on, and
powers of, Airports, including in relation to setting charges for airport services. The
Commission has had regard to the Airports’ obligations and powers under the AAA
in setting IMs under Part 4, though it is notable that s 4A of the AAA, which
provides for charges for the use of airport services, does not limit the application of
Part 4 regulation. Air NZ has submitted that “the effect of section 4A(4) is to
provide that the application of Part 4 regulation is not limited by section 4A’s
provision for airport pricing....The Commission is required only to take the AAA
into account, and it has fulfilled that obligation™.'"!

Some submissions on behalf of Airports have argued that the Commission is
“strongly at risk of” and “dangerously close to” setting de facto price control of
airport services.''? This is incorrect. The Commission is not attempting to
implement de facto price control of airport services. Airports are able to charge as
they see fit. Obviously however, as noted above, the new Part 4 regime may, among
other things, help to create incentives for Airports to ensure that the returns they
generate are not excessive (paragraphs 1.2.22 - 1.2.23 and Section 2.7).

The Commission has also had regard to the AAA to the extent it is relevant to a
specific IM and in particular, in identifying the type of information that the
Commission considers should be disclosed by Airports. This information is set out
in full in the Commerce Act (Specified Airport Services Information Disclosure)
Determination 2010, and the reasons why that information is necessary are set out in
the Information Disclosure (Airport Services) Reasons Paper. 13
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Air NZ, Cross-submission to the Commerce Commission on the Input Methodologies Airport Services Draft Reasons
Paper, 3 August 2010, pp. 51.

CIAL, Submission on Draft Input Methodologies and Information Disclosure Draft Determinations and Reasons
Papers for Airport Services, 12 July 2010, pp. 10, 16.

Commerce Commission, Commerce Act (Specified Airport Services Information Disclosure) Determination, 22
December 2010; Commerce Commission, Information Disclosure (Airport Services) Reasons Paper, 22 December

2010.
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CHAPTER 3: COST ALLOCATION

3.1

Introduction

IM for allocating costs

3.1.1

Section 52T(1)(a)(iii) of the Act requires that the IMs relating to a particular good or
service must include, to the extent applicable to the type of regulation under
consideration, an IM for the “allocation of common costs, including between
activities, businesses, consumer classes and geographic areas”.

The term ‘common costs’ is undefined in the Act and has a number of possible
meanings (including a specific meaning applied by some economists). It can also be
measured in a number of ways, as is explained later in this chapter. The
Commission has therefore used the more general term ‘shared costs’ in most
contexts, when referring to costs that are common to two or more types of services.

This chapter describes the IM for the allocation of airport costs between each of the
three regulated activities, and between regulated and unregulated activities,
undertaken by Airports. It also explains how the IM allocates common costs as
required by s 52T(1)(a)(iii) and is appropriate under Part 4.

The Airports undertake three types of activities that are regulated under Part 4, i.e.
aircraft and freight activities, airfield activities, and specified passenger terminal
activities—collectively ‘regulated activities’ or ‘regulated services’ (s 56A(1)). They
also undertake unregulated activities (e.g. retail activities and car parking) which are
co-located with specified activities. '

The provision of different types of services by an Airport gives rise to the sharing of
operating costs (e.g. power bills for lighting and air-conditioning in shared areas)
and capital costs through the sharing of assets (e.g. circulation space within
terminals, air conditioners).'"> The cost allocation IM covers the allocation of
shared operating costs, and shared asset values (which drive capital costs). Setting an
IM that allocates asset values that are shared will therefore also allocate capital

costs.

As explained in this chapter, the total cost of supplying two or more types of
services in combination is often lower than if the same services were provided
independently. The resulting cost reductions represent efficiency gains associated
with joint supply. To the extent that Airports benefit from these efficiency gains (e.g.
through higher profitability over the short- to medium-term), they have an incentive
to provide multiple services.

Application of the cost allocation IM

3.1.7

Airports are only subject to information disclosure regulation and hence the cost
allocation IM only applies to the way in which costs are reported as part of
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Section 52T(1)(a)(iii) refers to allocating costs between ‘activities’ and specified airport services are, defined in terms

of ‘activities’. However, when referring to the allocation of costs between regulated and unregulated services or
activities in this chapter, the terms services and activities are used interchangeably.
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Capital costs include both a return of the value of assets (i.e. depreciation) and a return on the value of assets (i.e. a

return on investment).
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information disclosure. The cost allocation IM is not applicable to the setting of
prices. In setting their prices, Airports are therefore entitled to make their own
decisions (consistent with the AAA) as regards the proportion of shared costs that
should be recovered from consumers of the regulated services.

The cost allocation IM provides the rules that Airports must adhere to when
disclosing their shared cost data (and other financial information that relies on cost
data). These rules are important since the allocation of shared costs can have a
significant effect on financial results as represented in regulatory accounts provided
under an information disclosure regime, which in turn will affect assessments made
by interested persons. Accordingly, the cost allocation methodology standardises
the way the allocations of shared costs are reported, which in turn facilitates
consistent assessment of performance over time and between regulated suppliers.

Overview of the IM and structure of this chapter

3.1.9

Table 3.1 provides an overview of the cost allocation IM. Its key components are
discussed in this chapter and Appendix B.

Table 3.1 Overview of Cost Allocation IM

Approach in IM Where
discussed
If a cost is solely and wholly caused by a single activity the cost is ‘directly Section 3.3

attributable’ and is allocated solely to that activity.

Airports must apply the accounting-based allocation approach (ABAA) to allocate Section 3.3

costs that are ‘not directly attributable’ between each of the three regulated activities,
and between regulated and unregulated activities they undertake.

Where possible, cost and asset allocators used to allocate costs to regulated activities Section 3.3
must be based on current ‘causal relationships’. Appendix B

Where this is not possible, proxy allocators must be used instead.

‘Causal relationships’ are defined in relation to: Appendix B

e asset values, as a circumstance in which a factor influences the utilisation of an
asset during the 18 month period terminating on the last day of the disclosure year
in respect of which the allocation is carried out; and

e operating costs, as a circumstance in which a cost driver leads to an operating cost
being incurred during the 18 month period terminating on the last day of the
disclosure year in respect of which the allocation is carried out.
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3.1.10 In addition to applying the cost allocation IM, Airports need to disclose how they
allocate costs (see Section 3.3 and Appendix B). Airports may also need to provide
additional supporting information directly to the Commission.

3.1.11 The remainder of this chapter is structured as follows:

° Section 3.2 discusses the:

o) statutory considerations the Commission has had regard to in setting the
IM;

0 economic and accounting cost concepts that the Commission considers
need to be defined in order to set the IM;

0 relevant airport sector context; and

0 insights from workably competitive markets relevant to the IM,
particularly in relation to incentives for efficiency, sharing of efficiency
gains and incentives for investment.

. Section 3.3 sets out how costs are required to be allocated under the IM.

3.1.12  Further supporting technical information on the components and the application of
the IM 1is provided in Appendix B.

3.2 Key Considerations in Determining the IM for Cost Allocation

Statutory requirements

3.2.1  The Commission has considered the Part 4 Purpose and examined the insights the
phrase ‘promoting outcomes consistent with outcomes produced in workably
competitive markets’ provides for the cost allocation IM for Airports. It has then
considered whether, and if so how, each of the regulatory objectives in s 52A(1)(a)-
(d) are relevant to allocating costs between different types of regulated activities,
and between regulated activities and unregulated activities (in aggregate), and
whether they provide any practical constraints on the form of the cost allocation
methodology to be used as part of this IM.

3.2.2  In particular, the Commission has considered:

o Section 52A(1)(b), which requires that incentives for suppliers to improve
efficiency must be promoted. The way in which these incentives arise is
discussed in paragraphs 3.2.36 and 3.2.37;''°

o Section 52A(1)(c), which requires that outcomes promoted must ensure that
suppliers share the benefits of efficiency gains in the supply of regulated
services with consumers of those services, just as efficiency gains are shared in
workably competitive markets between suppliers and consumers.''” The

16 The existence of these incentives gives rise to efficiencies to be shared (s 52A(1)(c)) and incentives for investment

(s 52A(1)(a)).

The Commission’s focus is on sharing efficiency gains made in the supply of regulated services. Some of these
efficiency gains arise as a result of providing regulated and unregulated services in combination. The Commission is
not concerned with efficiency gains arising solely in the supply of unregulated services.

117

Commerce Commission



Input Methodologies (Airport Services) 47 22 December 2010
Reasons Paper

3.23

324

3.25

3.2.6

sharing of the benefits of efficiency gains is discussed in paragraphs 3.2.38 to
3.2.48;'"* and

. Section 52T(3), which requires that the cost allocation IM must not unduly
deter investment by a supplier of regulated services in the provision of other
services (whether regulated or unregulated). Paragraphs 3.2.49 to 3.2.53
assess relevant outcomes in workably competitive markets, discuss the
meaning of ‘unduly’ deterring investment and set out the relevant implications
for setting the IM."'"°

Since this IM applies only under information disclosure regulation, these
considerations relate only to the way in which interested persons can assess whether
the Part 4 Purpose is being met.

As noted in the introduction to this chapter, the term ‘common costs’ is undefined in
the Act, but can be interpreted and measured in different ways. The following
section (paragraphs 3.2.7 to 3.2.20) explains the key economic and accounting
concepts relevant to the reference to ‘common costs’ in s 52T(1)(a). It also explains
why setting a cost allocation IM that allocates all costs associated with the supply of
regulated services will implicitly allocate ‘common costs’ as required under

s 52T(1)(a), irrespective of how the term is defined.

Following this, paragraphs 3.2.21 to 3.2.35 explain some important economic
characteristics of the services provided by Airports relevant to the IM. They also
discuss the relevance of demand complementarities and the AAA consultation
process to the level of costs actually allocated between different services supplied by
Airports.

Finally, paragraphs 3.2.36 to 3.2.58 set out the issues relating to cost allocation
outcomes currently achieved in the airport sector and the implications of these for
setting the IM under Part 4.

Economic and accounting cost concepts relevant to common costs and efficiency gains
Efficiency gains from economies of scope

3.2.7

3.2.8

For a firm that provides a single type of service, all of its costs (i.e. operating costs
and capital costs) are incurred in providing that service. In a workably competitive
market, firms can make efficiency gains by offering one or more additional services
which:

o utilise some or all of the firm’s existing assets and/or operations that are
already utilised in supplying the original type of service; and/or

J can optimise the size of indivisible assets that can be shared.

For example, a hypothetical new airport operator faces the following choice in
constructing a new terminal:
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The existence of this sharing is also consistent with limiting suppliers’ ability to extract excessive profits under

sS2A(1)(d).
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The requirement not to unduly deter investments is also consistent with s 52A(1)(a).
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3.29

3.2.10

J constructing an integrated terminal building that provides both regulated
services and unregulated services, the latter of which (e.g. retail services) tend
to be co-located with, but are not essential for, the provision of regulated
services; or

. constructing a separate terminal building for regulated services and a separate
building for retail services.

The construction of a single integrated building gives rise to shared costs (e.g. walls,
floors and ceilings). By providing the two services in combination, an Airport may
achieve efficiency gains due to economies of scope. These arise where multiple
services (or subsets of services) can be provided at a lower total cost by the supplier
(in this example, in the same building) than if they were provided independently (in
this example, in separate buildings).

In economic terms, these efficiency gains from economies of scope are sometimes
referred to as the ‘common cost’ associated with the supply of a given combination
of different types of service. Economists sometimes refer to ‘common costs’ as all
costs that are not incremental costs.'** In comparing a scenario where two types of
services are supplied together with a scenario where the two types of services are
supplied separately, the ‘common costs’ (or efficiency gains) are the difference in
costs in moving from the more expensive supply scenario to the more efficient one.
This specific meaning of ‘common cost’ is termed ‘economic common cost’ in this
chapter.'?!

Shared costs

3.2.11

3.2.12

3.2.13

However, economic common costs are not typically the same as the costs that
would, either in a plain English sense or in accounting terms, be described as ‘shared
costs’ or ‘common costs’.

This difference can be illustrated with reference to the above example. Assume that
the construction of separate buildings for regulated and unregulated services would
cost $100 each, resulting in a total cost of $200. Assume also that a multi-purpose
building for providing both regulated and unregulated services, as used by many
modern airports, costs $180. The efficiency gains from achieving economies of
scope (which are defined above as the ‘economic common costs’) are $20. The
shared cost, however, may be considered to be the full $180 cost of the building as
the entire building is required to provide both services.

The shared costs captured by the firm’s accounting systems are unlikely to equal the
economic common costs. The shared costs captured by the firm’s accounting
system are likely to be a measure of the total cost of supplying all the services,
which is required to be shared across each type of service. As discussed above,
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Incremental cost means the additional cost (i.e. including both operating costs and capital costs) that will be incurred if

a given service (or group of services) is provided in addition to an existing service (or group of services). The
incremental cost is also the cost that could be avoided by ceasing to provide one service whilst continuing to provide
another service.
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For a fuller discussion on the economic and accounting concepts used in the IM, refer to Commerce Commission, Input

Methodologies (Electricity Distribution and Gas Pipeline Services) Reasons Paper, December 2010, Chapter 3,
Section 3.2.
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3.2.14

3.2.15

3.2.16

economic common costs on the other hand, reflect the efficiency gains generated as
a result of supplying both services together. Accounting systems are not typically
intended to capture such potentially hypothetical costs, as the firm’s management is
interested in recording costs that are actually incurred and, where appropriate,
developing rules for how to allocate these costs.

The extent to which costs are recognised in a particular accounting system as being
shared, will also depend on the detail of the way in which accounting information is
captured by the firm (i.e. the level of detail these systems provide). For instance, to
accurately allocate staff costs would require staff to record the time they spend on
particular activities associated with the provision of a service. If they do not do this,
it will be difficult for the firm’s accounting system to attribute staff costs. On the
other hand, if staff are required to fill in timesheets (as these are used alongside a
more detailed accounting system) it may be possible for a firm to attribute all of its
staff costs across the different types of services it supplies.

The example in paragraphs 3.2.8 and 3.2.12 is predicated on the assumption that
once a decision is made to develop an integrated terminal, all terminal-related costs
are necessarily treated by the firm’s accounting system as being shared. In practice
however, some of the areas of a terminal building may be clearly identified as being
only used for either regulated or unregulated services. Certain parts of the terminal
building may be clearly identified as being used for providing regulated services
(e.g. check-in areas) or unregulated services (e.g. closed retail areas), whereas others
may be identified as being shared (e.g. terminal walkway areas). Depending on the
detail provided by the firm’s accounting system, the amount of cost attributed to
each type of service will differ and the amount of cost which is not attributed by it
(or considered as ‘shared’) will vary.

The above example illustrates both the difference in the underlying concepts of
‘economic common cost’ and ‘shared costs,’ as well as the fact that the
interpretation of ‘shared costs’ by a firm’s accounting systems can vary
significantly.

Accounting cost concepts used in the IM

3.2.17

3.2.18

The costs which a firm would likely consider to be ‘shared’ will be those costs
which its accounting system treats as being related to more than one service (i.e. as
not directly attributable to a particular service). The magnitude of the shared costs
identified by that firm will depend on how its accounting system attributes costs. To
clarify the way in which these costs should be measured, the Commission’s starting
point for the cost allocation IM is to divide costs into costs that are ‘directly
attributable’ and costs that are ‘not directly attributable’. This better reflects how
shared costs are likely to be recorded in practice, and is therefore more meaningful
than simply referring to costs that are ‘shared’.

In the context of this IM, costs directly attributable (CDA) are defined as those
which can be wholly and solely associated with a single type of regulated activity, or
wholly and solely associated with the unregulated services (in aggregate) provided
by an Airport. Costs not directly attributable (CnDA) are all other costs, namely
those which cannot be wholly and solely associated with a single type of regulated
activity (or wholly and solely associated with the unregulated activities).
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3.2.19 The cost allocation IM allocates all costs associated with regulated activities whether

they are directly attributable or not directly attributable.'** By doing so, common
costs—irrespective of how they are interpreted—will be allocated between different
types of regulated and unregulated activities, without having to explicitly define,
identify and allocate common costs which, as discussed above, can be defined and
measured in different ways. '**

3.2.20 The cost allocation IM therefore requires that operating costs and asset values that

are directly attributable to a particular type of regulated activity are allocated to that
regulated activity. It also sets out rules for deciding what proportion of operating
costs and asset values associated with, but not directly attributable to, a regulated
service may be recovered from that regulated service. Since the Commission is only
concerned with setting rules for the allocation of costs to regulated services, the IM
does not include any mandatory steps for allocating costs that are wholly and solely
associated with unregulated services.'*

Airport sector context
Scope of shared costs and currently used cost allocation methodology

3.2.21 Airports undertake three types of regulated activity as well as unregulated activities.

Unregulated activities undertaken by Airports include retailing (e.g. food and
beverage, shops) and property-related services (e.g. property investment, lounges,
car parkings and bus and taxi facilities). Unregulated activities and services at
Airports are well developed and represent over 50% of total revenues for each
Airport.'®

3.2.22 While the analysis of unregulated revenue as a share of total costs indicates that

unregulated services are a core part of Airports’ business models, IM consultation
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The IM therefore does not need to attempt to quantify a dollar value for shared costs (which is a difficult task, and one
that is not necessary to promote the Part 4 Purpose, or to promote outcomes consistent with workably competitive
markets).

Airlines submitted that the Commission should ensure that the allocation of CnDA avoids allocating costs that are
directly attributable to unregulated services (Air New Zealand Limited, Air New Zealand Limited, Cross Submission
on the Draft Input Methodologies (Airport Services) Determinations and Draft Reasons Papers, 3 August 2010, p. 27,
paragraphs 141-143). Airports submitted that the cost allocation IM should focus exclusively on CnDA (NZ Airports
Association, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July 2010, p. 44,
paragraph 209). The IM addresses both airlines’ and airports’ views by ensuring that its scope is kept as narrow as is
necessary to be consistent with the purpose of Part 4, whilst still providing the Commission with enough information to
assess whether CDA and CnDA are likely to have been appropriately allocated to regulated services.

Air NZ submitted that the Commission needs to ensure that the cost allocation process excludes costs that are wholly
and solely attributable to unregulated services and do so in a way that recognises unregulated services are in fact
unregulated (Air New Zealand Limited, Submission to the Commerce Commission on the Input Methodologies Airport
Services Draft Reasons Paper, 12 July 2010, p. 44, paragraph 166). These comments along with those in its later
cross-submission (Air New Zealand Limited, Cross Submission on the Draft Input Methodologies (Airport Services)
Determinations and Draft Reasons Papers, 3 August 2010) p. 27, paragraphs 141-144) indicate support for Dr. John
Small’s concern that “there might nevertheless be merit in adding a step to the cost allocation process in which the
components of common costs are checked to ensure that none are directly attributable to unregulated services, to
provide comfort that all are genuinely common costs” (Dr John Small, Expert Review of the New Zealand Commerce
Commission’s Draft Decisions and Reasons for Specified Airport Services, June 2010, p. 4, paragraph 16). Under

s 53D of the Act, a regulated supplier can be required to disclose information related to the supply of unregulated
services (in aggregate) for the purpose of monitoring compliance with information disclosure regulation. The
Commission considers that its ability to require these disclosures addresses concerns raised by Air New Zealand and
John Small.

Figure based on AIAL, Annual Report, June 2010; AIAL, Disclosure Financial Statements, June 2010; CIAL, Annual
Report, June 2010; CIAL, Disclosure Financial Statements, June 2010; WIAL, Annual Report March 2010; and
WIAL, Disclosure Financial Statements, March 2010.
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3.2.23

3.2.24

3.2.25

has not produced estimates of the extent to which costs are shared between regulated
and unregulated services.

All Airports currently allocate costs between their various regulated and unregulated
activities using a form of activity-based costing (ABC).'*® The IM consultation
process revealed that Airports’ accounting systems are designed to directly allocate a
high proportion of what appear to be CnDA to expenditure categories related to
regulated or unregulated activities. Through the use of these allocations, Airports’
accounting systems appear to be identifying these costs as CDA. Given the broad
scope for Airports to interpret shared costs as they see fit, these allocations might
indicate that shared costs are comparatively low. However, using the Commission’s
definition of CnDA, the shared costs might in fact be larger than indicated by
Airports’ accounting systems, which are currently identifying these costs as CDA.

Based on the size and scope of regulated and unregulated services, a significant
proportion of operating costs and assets (including terminal space, air conditioning
power and equipment, access roads to airports) is likely to be shared between
regulated and unregulated services.

Notwithstanding this, the Airports’ approach to allocating costs appears to be
appropriate for their own financial and management accounting requirements. More
importantly, as discussed further below, it appears to produce outcomes that in many
cases are satisfactory for both Airports and airlines, and consistent with those in
workably competitive markets.

Importance of demand complementarities

3.2.26

3.2.27

3.2.28

3.2.29

An important factor in the relatively limited debate on the cost allocation IM in
submissions is that the existence of an important economic characteristic of
Airports—the demand complementarity between regulated and regulated services—
leads Airports to allocate some shared costs to all activities.

Services are complements when they tend to be consumed together (e.g. bread and
butter) and when increasing the price of one also reduces the demand for the other.

For example, an increase in the demand for flights induced by a reduction in airport
charges (to the extent it is passed on by airlines into lower air fares) will also
increase the demand for unregulated services such as retailing and property-related
services and possibly increase the Airport’s overall profitability (in particular, if due
to co-location, some of the unregulated services are very profitable).'*’

This characteristic is important as an increase in passenger volumes not only
increases revenues and profits generated from regulated services, but also those
generated from unregulated services. An Airport therefore has an incentive to take

126

A cost allocation methodology based on ABC techniques links costs to activities based on causal factors, or to

reasonable proxy factors where the underlying cost drivers are not readily identifiable (see further discussion in
paragraphs 3.3.7 to 3.3.10 below.).
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There are certain constraints on this outcome. For example, where an airport is capacity-constrained, an increase in

passenger numbers resulting from a price reduction for regulated services may not be able to be met. Indeed, in such
circumstances, it may be more profitable to increase prices for regulated services.
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3.2.30

into account the complementary nature of its services when making commercial
decisions, including those on pricing.

Consequently, to the extent that regulated and unregulated activities share costs,
Airports will tend to set prices in a way that allocates some portion of shared costs to
all activities, rather than only to those undertaken to provide regulated services.

Consultation obligations

3.2.31

3.2.32

3.2.33

The presence of well-informed and active consumers may affect cost allocation
outcomes (to the extent they desire different outcomes) through the exercise of
countervailing power.

Airports consult major consumers (i.e. airlines) under the mandatory AAA pricing
consultation requirement creating transparency around the cost allocation process
and outcomes. However, Airports are only required to consult (as opposed to
negotiate) on pricing and irrespective of airlines’ views, may set prices as they see
fit.

For airlines to exercise significant countervailing power, they would need to have
the ability to switch to a different airport. While in practice their ability to do this is
limited for most of their flights, they may influence airports through other measures
short of moving flights. This might include, for example, changing the frequency of
scheduling, diverting international flights and reducing the dependency on a specific
airport for transit purposes. Moreover, airlines’ views may also carry weight with
regard to Airports’ decision-making processes on cost allocation as Airports are
likely to have regard for the potential consequences of giving little or no weight to
airlines’ views. These could include more heavy-handed regulation (e.g. price-
quality or negotiate-arbitrate regulation), or a move to other less favourable bases of
regulation for the Airports (such as a change from a dual till to a single till
approach).

Current cost allocation outcomes

3.2.34

3.2.35

Overall, although some areas of disagreement do exist,'*® there appears to be broad
agreement between Airports and airlines on cost allocation outcomes. '*° This is
probably due to the incentives provided by demand complementarity and the effect
of countervailing power noted above. Throughout the IM consultation process, there
was also relatively little disagreement with the Commission’s proposed approach to
the cost allocation IM.

Irrespective of the level of agreement on cost allocation outcomes, in setting this IM
the Commission needs to ensure that application of the cost allocation IM, when
applied under information disclosure, assists interested persons in assessing whether
the Part 4 Purpose is being met. This is discussed in the remainder of Section 3.2.

128

129

For a discussion on areas of disagreement see paragraphs 3.2.54 to 3.2.58 below.
The broad agreement was in strong contrast to the consultation with EDBs and GPBs, whose views differed in many

aspects from the Commission’s.

Commerce Commission



Input Methodologies (Airport Services) 53 22 December 2010
Reasons Paper

Incentives for efficiency in workably competitive markets

3.2.36 In a workably competitive market, a firm that supplies a single type of service may
temporarily achieve a competitive cost advantage over its competitors through
diversification by providing additional types of services. Over the period in which
none of its competitors supply the same expanded mix of services, a multi-service
firm may charge (up to) the same level of prices as its competitors and benefit from
its higher relative efficiency by earning above-normal profits.

3.2.37 The prospect of these above-normal profits creates the incentive to utilise existing
operations and assets to also supply other types of services and to achieve economies
of scope.

Sharing of efficiencies

3.2.38 In the longer-term, competitors in workably competitive markets will generally
imitate the business model of the firm that first succeeded in achieving economies of
scope. Consequently, above-normal profits will generally be competed away'*” and
the ﬁll“glll will not be able to keep the benefit of its efficiency gains over the longer-
term.

3.2.39 The competitive process, and the prices of the services that result from it, determine
which type of consumers eventually receives the benefits of the efficiency gains.

3.2.40 The competitive process leads to the benefits of efficiency gains initially realised by
the firm in the form of above-normal profits being shared with consumers over time,
including through lower prices. This results in the following:

o consumers facing lower prices and/or receiving better quality for the relevant
services than would have prevailed had these efficiency gains not been made;
and

J from the point when the firm earns only a normal profit, the benefits from
these efficiency gains continuing to be enjoyed by consumers on an ongoing
basis.

Insights on sharing efficiencies in workably competitive markets

3.2.41 Prices in workably competitive markets are influenced by demand-side factors
(e.g. consumers’ willingness to pay for a service with a given quality, and any
demand complementarities between different services) and supply-side factors
(e.g. the cost of inputs, and production technology such as that used in achieving
economies of scope).

3.2.42 Managers of firms in workably competitive markets adjust prices to maximise
profits for all services in the hope that all costs (including shared costs) incurred in
the provision of these services are recovered. In order to do this, managers implicitly

130 This outcome is one of the type referred to in s 52A(1)(d) of the Act.

The term ‘longer-term’ is used in this chapter to describe a timeframe over which economic concepts, such as prices,
costs and profitability are repeatedly exposed and, as a result, respond and adjust to influences from market forces or
regulatory policy. They are not used to describe an economic equilibrium outcome. As discussed in Chapter 2,
workable competition is a dynamic process and does not necessarily ever result in a static equilibrium.
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take into account consumers’ willingness to pay for the services and any demand
complementarities.'**

3.2.43 They are unlikely to contemplate the concepts of economic common costs, shared

costs or attributable costs (or the use of a cost allocation methodology to identify
these) in their pricing decisions but will effectively be sharing costs.'*’

3.2.44 Demand for a service being unresponsive to price implies that consumers have a

high ‘willingness to pay’ for the service. Among a set of services with shared costs
provided by a given firm, a service characterised by a low demand-responsiveness to
price increases can be expected to recover a greater proportion of shared costs than a
service that is more demand-responsive. Conversely, if demand is responsive to
price then this service may contribute less to shared costs.

3.2.45 Where services are complementary in demand, suppliers’ profits in workably

competitive markets are maximised by taking into account the fact that changes in
the price of one service affect demand for another service. As a result, in the longer-
term, all services are expected to make some contribution to shared costs.

3.2.46 Experts advising Airports (as well as EDBs and GPBs) unanimously agreed that in

workably competitive markets some proportion of shared costs would be expected to
be recovered from all services in the longer-term.'** As such, some benefits of
efficiency gains would be shared with consumers of all types of services with shared
costs.

3.2.47 Some submissions were made on s 52A(1)(c) in earlier rounds of consultation.'*’

The Commission notes that Airports have not submitted on this issue in response to
the Draft Reasons Paper and Draft IMs.

3.2.48 As discussed above, Airports have an incentive to recover shared costs from all

services they operate.'*® Given that Airports are only subject to information
disclosure, they are likely to set prices in a way that ensures they retain at least some

132

133

134

135

136

This makes the simplifying assumption that firms only have control over certain supply side factors. In practice, firms
in workably competitive markets may also affect demand through marketing and advertising.

Nonetheless, although a firm’s managers might not explicitly use a cost allocation methodology for setting prices, they
may want to monitor the performance of new or existing ventures (e.g. the profitability of new product lines). For
example they will wish to monitor services’ revenues against the incremental costs of introducing those new services.
Where not all costs are directly attributable to different types of services, this requires them to apply some form of cost
allocation methodology to allocate shared costs to those services using the firm’s accounting system.

Mr. Murray from LECG representing NZAA, Mr. Balchin from PricewaterhouseCoopers representing CIAL, Mr.
Mellsop from NERA representing AIAL, Input Methodologies Conference (Airport Services) Transcript, 15 September
2009, pp. 48-49, lines 29-15.

See for example, NZ Airports Association, Submission on the Input Methodologies Discussion Paper, Attachment:
LECG, Comments on Commerce Commission Input Methodologies Discussion Paper prepared for NZ Airports
Association, 31 July 2009, pp. 21-22. For further discussion of the Commission’s response to these submissions see
Commerce Commission, Input Methodologies (Airport Services) Draft Reasons Paper, 31 May 2010, pp. 49-51,
paragraphs 3.2.56-3.2.63.

The Commission considers that incentives to allocate costs faced by airports differ from those faced by suppliers of
other types of regulated services, such as electricity distribution services and gas pipeline services. For these services,
lack of significant complementarity in demand between most regulated and unregulated services is more likely to
provide incentives for other types of regulated suppliers to allocate all, or a majority of, shared costs to the regulated
services. During consultation, these suppliers argued that no shared costs should be allocated to unregulated services.
For further discussion of these submissions see Commerce Commission, Input Methodologies (Electricity Distribution
and Gas Pipeline Services) Reasons Paper, December 2010, Chapter 3, Section 3.2.
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of the benefits of these efficiency gains. The ability to retain these gains provides
Airports with incentives to achieve economies of scope. As such, outcomes for
regulated services are therefore likely to be consistent with outcomes produced in
workably competitive markets.

Incentives for investment in other services and s52T(3)

3.2.49

3.2.50

3.2.51

3.2.52

3.2.53

Section 52T(3) requires that the IM must not unduly deter investment by a supplier
of regulated services in the provision of other services. The Commission considers
that an investment would only be ‘unduly’ deterred in the context of Part 4 to the

extent that the investment would not be deterred in a workably competitive market.

Some submissions were made on s 52T(3) in earlier rounds of consultation.”>” The
only submission received on the Draft Reasons Paper and Draft IMs on this issue
was from NZAA, which noted that it “does not necessarily agree with the
Commission’s interpretation of ‘unduly deter’ in section 52T(3)” but also stated that
in its view “the draft cost allocation input methodology in its current form should

not, in NZ Airports’ view, unduly deter investment”. 138

As discussed above, the complementary nature of services and the Airports’ ability
to retain at least some of the benefits from efficiency gains means that they have
incentives to invest.

Both regulated and unregulated services are an integral part of the Airports’ business
models, as evidenced by revenue shares in excess of 50% for unregulated services
(see paragraph 3.2.21). Airports have extensive experience in supplying and
developing profitable new unregulated services. Such services are profitable despite
sharing some of the efficiencies with consumers of regulated services.

Given that unregulated services are well established, and the fact the IM only applies
under information disclosure, the Commission considers that it is very unlikely that
the application of the IM would deter, let alone ‘unduly’ deter investments.

Practical issues to be addressed by the IM

3.2.54

3.2.55

Overall, there is limited evidence available to the Commission to suggest that cost
allocation outcomes for Airports’ regulated activities are inconsistent with outcomes
produced in workably competitive markets. However, the IM consultation process
highlighted some areas where it may be difficult for interested persons to assess
whether the Part 4 Purpose is met.

Firstly, in some situations Airports appear to have allocated all shared costs to
regulated services, i.e. they interpreted costs as directly-attributable, when they may
not have been. This was particularly evident in a few instances where all of the
shared costs had been allocated to a single activity. Examples of this provided by
BARNZ included:

137

NZ Airports Association, Post-Conference Cross-Submission on the Input Methodologies Conference for Airports, 15

October 2009, paragraphs 97-98, pp. 23-24; NZ Airports Association, Submission on the Input Methodologies
Discussion Paper, Attachment: LECG, Comments on Commerce Commission Input Methodologies Discussion Paper
prepared for NZ Airports Association, 31 July 2009, p. 21.

138

NZ Airports Association, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July

2010, p. 44, paragraph 209.
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circulation space within the terminals and waiting areas being allocated to the
regulated service on the grounds that these areas are needed for passenger
processing. The basis for this was that even if retail activities and cafes were
not present the same size terminal would still be required; and

airfield perimeter fences being allocated 100% to the airfield cost centre, even
where they run through or adjacent to aircraft and freight commercial leased
areas and form the perimeter fencing for these areas. The basis for this was
that it is an acronautical requirement to have perimeter fences.'*

3.2.56 The IM addresses this issue by clarifying the meaning of shared costs as CnDA. In

3.2.57

3.2.58

addition, the ID Determination for Airports provides transparency through
information disclosure and monitoring requirements.

Secondly, information used to allocate costs in ABC cost allocation systems is
based, where possible, on ‘causal relationships’. ‘Causal relationship’ is a concept
that can be defined in different ways. There is some evidence that its interpretation
has led to some instances where all shared costs have been allocated to a regulated
activity. Submissions by both BARNZ and Air NZ highlighted that in some
circumstances Airports have interpreted the term ‘causal relationship’, a concept
used in ABC, as referring to the original factors which resulted in the operating cost
being incurred'*" and this “has resulted in aeronautical regulated activities being
allocated an inappropriately high share of the costs”.'*' According to BARNZ,
situations where Airports have interpreted the causal relationships inappropriately
include the following examples:

main roads to the Airport—these are required for passengers and their size is
dictated by peak passenger volumes. According to the Airports, commercial
activities do not cause these costs and the roads would be no different in width
or size without commercial activities; and

management costs— these would be the same even if the Airport were to
provide only specified airport activities. Retail and commercial activities do
not increase these costs.'**

According to BARNZ and Air NZ, disagreements on the meaning of causal
relationships have at times led to an inappropriate share of operating costs and assets
being allocated to specified airport services in the past. 3" Given that the IM defines

139

BARNZ, Pre-Workshop Submission on the Input Methodologies (Airport Services) Emerging Views Paper, 3 February

2010, pp. 26-28, answer to question 21.

140

Air New Zealand Limited, Pre-Workshop Submission on the Input Methodologies (Airport Services) Emerging Views

Paper, 3 February 2010, p. 56, answer to question 21; BARNZ, Pre-Workshop Submission on the Input Methodologies
(Airport Services) Emerging Views Paper, pp. 26-28, answer to question 21.

141

Air New Zealand Limited, Pre-Workshop Submission on the Input Methodologies (Airport Services) Emerging Views

Paper, 3 February 2010, p. 56, answer to question 21.

142

BARNZ, Pre-Workshop Submission on the Input Methodologies (Airport Services) Emerging Views Paper, pp. 26-28,

answer to question 21.

143

BARNZ, Pre-Workshop Submission on the Input Methodologies (Airport Services) Emerging Views Paper, pp. 26-28,

answer to question 21; Air New Zealand Limited, Pre-Workshop Submission on the Input Methodologies (Airport
Services) Emerging Views Paper, p. 56, answer to question 21.
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3.3

3.3.1

332

333

3.34

3.35

3.3.6

the meaning of ‘causal relationships’ (refer to Appendix B), this issue has been
addressed going forward.

Allocation of Costs under Part 4

The IM provides for the following two-step allocation of operating costs and asset
values:

. allocation of costs directly attributable (CDA) (i.e. operating costs and asset
values that are wholly and solely associated with a single type of regulated
activity undertaken by Airports) to the activities to which they are directly
attributable; and

. allocation of costs not directly attributable (CnDA) (i.e. operating costs and
asset values that are associated with the undertaking of more than one
regulated activity, or both regulated activities and unregulated activities in
aggregate) to the activities they are associated with.

Following the allocation of CDA, suppliers must allocate CnDA using the
accounting-based allocation approach (ABAA). This requires operating costs and
asset values to be allocated based on causal factors, or based on proxy factors where
causal-based allocators are not available.

The ABAA is a form of cost allocation using ABC principles to allocate costs. As
discussed in paragraph 3.2.23, all airports already use ABC methods to allocate
costs. However, the clarification of some of the terminology used in the allocation
process such as the meaning of CnDA and the definition of ‘causal relationships’ is
expected to make the allocation of shared costs to regulated activities compatible
with outcomes produced in workably competitive markets in situations where this
may not currently be the case.

The allocation of shared costs can have a significant effect on financial results in
regulatory accounts presented under an information disclosure regime, which in turn
will affect assessments made by interested persons. The cost allocation
methodology standardises the way the allocation of shared costs is carried out for the
purposes of information disclosure. This in turn facilitates assessment by interested
persons of performance over time and between regulated suppliers. '**

The remainder of this section describes the ABAA and the role it plays in moving
outcomes towards those in workably competitive markets. Further, it provides
details on the approach and explains that approach’s effects on efficiency sharing
under information disclosure. Finally, the section also discusses the transparency
under information disclosure which complements the IM.

For further details on how the cost allocation IM is applied, refer to Appendix B,
which sets out the following:

. further details on ABAA as well as on other components of the IM; and

144

As further discussed below, standardisation for the purposes of information disclosure is promoted by applying the

rules in the IM.
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. details on the application of the IM as part of information disclosure, and
price-quality regulation.

Accounting-based allocation approach
Cost allocation

3.3.7

3.3.8

3.3.9

3.3.10

3.3.11

In specifying a practical approach to cost allocation that is applied as a process and
rules within Airports’ accounting systems, the Commission has considered the
accounting approaches that tend to be used for allocating CnDA in a regulatory
setting and which approach is most appropriate in the context of the Part 4
regulatory regime.'*

Modern approaches to cost allocation in a regulatory context generally use ABC.'*®
An ABC approach allocates costs on the basis of processes that are eventually traced
back to outputs. The establishment of causal relationships (using quantitative
analysis to develop cost allocators) introduces a level of objectivity to the allocation
of costs. However, for some cost categories, the mapping of costs onto processes and
outputs may not be possible and therefore an allocation rule based on proxy factors
(i.e. simple discretionary rules not based on causality) needs to be used instead. As
discussed above, Airports already undertake a form of ABC to allocate costs.

The ABAA is an application of ABC. An ABAA that uses cost allocators based on
current causal (or proxy) relationships, to the extent that cost allocations are
reflected in costs is likely to result in all services bearing a portion of shared costs
associated with the provision of those services.'*’” Through the analysis of disclosed
information, interested persons will be able to assess whether the Part 4 Purpose is
met, in particular with regards to the sharing of benefits of efficiency.

In order to ensure consistency with outcomes in workably competitive markets, the
cost allocation IM needs to provide flexibility for Airports to reflect their business
models. In addition, a range of different causal factors might appear equally valid,
yet result in different cost allocation outcomes. For example, the use of terminal area
occupied to allocate terminal maintenance costs between regulated and unregulated
activities may produce different allocations if these have previously been made on
the basis of maintenance staff timesheets.

Parties have provided a number of specific comments on prescription in earlier
rounds of consultation to which the Commission has responded.'*® The only
submission on the Draft Reasons Paper on this topic was from BARNZ:

145

Although allocations from the application of the accounting processes and rules may not be fully efficient, when

specified appropriately they are likely to promote outcomes consistent with those produced in workably competitive
markets.

146

The Commission’s IM Discussion Paper discusses several possible accounting-based approaches to allocating costs.

Commerce Commission, Input Methodologies Discussion Paper, 19 June 2009, pp. 105-107, paragraphs 5.65-5.76.

147

148

See Appendix B for a discussion of current causal (or proxy) relationships.
See for example, NZ Airports Association, Post-Workshop Submission on Input Methodologies (Airport Services), 8

March 2010, p. 9, paragraph 20; BARNZ, Submission on the Input Methodologies Discussion Paper, 31 July 2009, p.
8, answer to question 11. For further discussion of the Commission’s response to these submissions see Commerce
Commission, Input Methodologies (Airport Services) Draft Reasons Paper, 31 May 2010, pp. 49-51, paragraphs
3.3.15-3.3.21.
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3.3.12

3.3.13

3.3.14

3.3.15

3.3.16

While it will be cost effective for the cost allocation process to be based on the current
ABC cost allocations of the airports, and BARNZ agrees this is an appropriate starting
point for cost allocation, BARNZ is not convinced that the Commission has provided
sufficient additional guidance to ensure the objectives in s52A are met. BARNZ notes
that sufficiency of prescription is also an issue highlighted in the Expert Review by
Michael Pollitt. BARNZ requests that the Commission both reconsider now whether
additional guidance should be provided and also specifically earmark this issue for
examination during the s56G review is to consider how effectively information
disclosure regulation is promoting the s52A purpose in respect of the specified airport
services.'*

The Commission notes that submitters have not provided specific suggestions as to
how more prescription may be provided for through the IM.

There clearly is a balance to be struck between the different reasons for and against a
certain level of prescription, including the need to fit suppliers’ circumstances and
the cost of compliance.

International experience highlighted by Dr. Michael Pollitt demonstrates the
potential pitfalls of a lack of standardisation.'™® On the other hand, transparency can
be more important than a high level of standardisation of data as highlighted by
Professor George Yarrow. 151

The Commission considers a greater level of prescription is not appropriate at this
time. As stated above, it is important that the IM affords sufficient flexibility to
Airports to adequately reflect their own business models in cost allocations made.
However, as discussed in paragraphs 3.3.17 - 3.3.21, the transparency provided
through cost allocation disclosure and monitoring requirements will provide
interested persons with information about how regulated suppliers are allocating
their costs. This information will also be available to the Commission when it
reviews the cost allocation IM (as required by s 52Y(1)) and assesses whether the
current balance between flexibility and prescription remains appropriate.

The ABAA, therefore, does not prescribe cost or asset allocators for particular
operating cost line items or assets and by providing flexibility over the choice of
these allocators, suppliers will be able to implement the ABAA in a way appropriate
to their particular circumstances. However, the IM defines the meaning of a causal
relationship which, as discussed above, is a key concept when implementing the
ABAA (refer to Appendix B).

Role of transparency

3.3.17

The flexibility in the application of the IM potentially leads to less consistency
between Airports and across time periods in the allocation of costs. However,
transparency in cost allocation disclosures can compensate for this. For example, to
the extent that cost allocators and cost line items are transparently disclosed, the

149

BARNZ, Submission on Commerce Commission Information Disclosure (Airport Services) Draft Reasons Paper and

Draft Determination, 12 July 2010, p. 4.

150

Dr. Michael Pollitt, Expert Review of the New Zealand Commerce Commission’s Draft Decisions and Reasons for

Specified Airport Services, p. 4.

151

Professor George Yarrow, Review of Input Methodologies (Electricity Distribution Services and Gas Pipeline Services)

Draft Reasons Paper, p. 8.

Commerce Commission



Input Methodologies (Airport Services) 60 22 December 2010
Reasons Paper

3.3.18

3.3.19

3.3.20

3.3.21

Commission and other interested persons will be able to understand the differences
in disclosures made by different regulated suppliers and factor it into comparisons.

Greater transparency may help to improve the consistency of allocations (i.e. the
consistency between and within Airports over time) as it is likely to bring with it
greater scrutiny from interested parties.

While comparisons between regulated suppliers may provide valuable insights, the
assessment of trends in performance of each supplier over time will also assist
interested persons in assessing whether the Part 4 Purpose is being met. It would
also be desirable, however, for the cost allocation IM to promote consistency and
comparzlt‘?zility in the disclosure of financial information over time by each regulated
service.

Application of the IM through ID requires that disclosures relating to cost allocation
be made by suppliers.'*® Such information will assist interested persons in assessing
whether the Part 4 Purpose is being met. Where changes in definitions or practice
are undertaken, the ID Determination requires additional disclosures that set out the
effect these changes have on information provided.'**

Appendix B provides further detail on the application of the IM under information
disclosure. This appendix also sets out further detail on the types of information
likely to be required by the Commission for the purposes of monitoring compliance
with the cost allocation IM pursuant to s 53ZD.
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Commerce Commission, Input Methodologies Discussion Paper, 19 June 2009, pp. 99-100, paragraph 5.37.
The Commission’s information disclosure requirements regarding cost allocation and the reason why these promote the

Part 4 Purpose are set out in Schedules 9 and 10 of the Airports ID Determination and Chapter 3 of the ID Reasons
Paper.

154

NZAA submitted that the IM needs to give flexibility for Airports to change allocations at reasonable cost (NZ Airports

Association, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July 2010, p. 46,
paragraph 212). The IM provides for Airports to make these changes. Sufficient transparency is provided through
information disclosure.
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CHAPTER 4: VALUATION OF ASSETS

4.1

4.1.1

4.1.2

Introduction

The IMs relating to specified airport services must include methodologies for
determining the “valuation of assets, including depreciation and treatment of
revaluations” (s 52T(1)(a)(i1)). The matters covered in the IM for the valuation of
assets include:

J establishment of the initial regulatory value of each Airport’s asset base;
° revaluation of assets in the future;

o calculation of depreciation; and

o treatment of asset acquisitions and disposals.

The reasoning for the Commission’s decisions in relation to the IM for the valuation
of assets is explained in this chapter and/or the accompanying appendix.'*

IM for the valuation of assets

4.1.3

For most businesses, the value of an asset depends on its expected profitability,
which—in a workably competitive market—is constrained by competition. In
regulated markets, however, there is little or no competition and little or no
likelihood of a substantial increase in competition. Airlines can be expected to have
some degree of countervailing market power but the potential profitability of an
Airport would nonetheless provide an inappropriate reference point for assessing
returns, since it could be based on (and thus lead to) future monopoly pricing.

Regulatory asset values must instead be based on alternative approaches to
valuation. Rather than reflecting the profits that an Airport expects to earn, the
valuation of assets will help determine an appropriate baseline against which
profitability can be assessed consistent with the purpose of information disclosure
regulation as set out in s 53A. In other words, in a regulatory context, the usual link
between asset values and profitability (and therefore prices as well) is reversed.

Application of the IM for the valuation of assets

4.1.5

There are two main ways in which regulatory asset values apply to price monitoring.
First, the values provide the basis for determining the return of capital required by
suppliers in each period (i.e. to cover depreciation in asset values). Secondly, they
are used in conjunction with an estimate of the supplier’s cost of capital—expressed
in percentage terms—to determine the return on capital that suppliers require to
cover their financing costs in dollar terms. These elements together, the required
return on and of capital, are known as a supplier’s capital costs."*°

155

Appendix F responds to technical submissions on Schedule A of the IM Determination (Airport Land Valuation

Methodology).

156

References to the ‘cost of capital’ in this IM and in general relate to the estimate of the required return on capital. The

term ‘capital costs’ covers both the return on and return of capital.
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4.1.6  Asdiscussed in Chapter 2, regulatory asset values—and the capital costs that they
imply—then help to determine, along with the other elements of the regulatory
regime, the revenues that an Airport can expect to be able to earn before profits
appear excessive. The IM for the valuation of assets therefore applies to specified
airport services by way of its effect on profitability assessments.

Overview of IM and structure of this chapter

4.1.7  Table 4.1 sets out the components of the IM for the valuation of assets for Airports,
and indicates where in this paper each component is discussed.

Table 4.1 Overview of the Asset Valuation IM
Approach in IM Where discussed
Airports must establish the initial value of their non-land assets using Section 4.3

existing regulatory valuations, specifically asset values as on the last day
of the disclosure year 2009, and as disclosed in the 2009 disclosure
financial statements.

Airports must roll forward the initial value of their non-land assets using Section 4.3; Appendix
CPI-indexation. For this purpose Airports must use the ‘All Groups Index | C, Section C13

SE9A’ published by Statistics New Zealand. For each quarter prior to the
December 2010 quarter Airports must multiply the CPI value from that
index by 1.02, to adjust for the recent change in GST.

Airports: Sections 4.3; Appendix

e ) C, Sections C2, C13
e must establish initial RAB values for their land assets, as on the last

day of the disclosure year 2009, using the MVAU approach specified
in Schedule A of the IM Determination;

e can revalue airport land in their RAB value using an MVAU valuation
approach, in accordance with Schedule A, in any disclosure year. For
revaluations to be recognised in the RAB value, they must encompass
all land held by the Airport in its RAB value. All future development
land must be revalued using an MVAU approach as at the same date.
In years in which no MVAU revaluation is undertaken, land in the
RAB value and future development land must be CPI-indexed. For
this purpose Airports must use the ‘All Groups Index SE9A’ published
by Statistics New Zealand (CPI values prior to December 2010 must
be multiplied by 1.02).

Airports should exclude from their RAB values:

e any assets not used to provide specified airport services, as defined in | Section 4.3
S 56A;

Sections 4.3; Appendix

¢ future development land; C. Section C3

e any asset that is part of works under construction; Appendix C, Section C4

e working capital; Appendix C Section C5
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Approach in IM Where discussed

e goodwill; and Appendix C Section C5

e casement land, that is land acquired for the purpose of creating an Appendix C Section C10
easement, and with the intention of subsequently disposing of the land.

Airports must capitalise financing costs on works under construction Appendix C, Section C4
consistent with GAAP, at a rate no greater than the Airport’s estimate of
its post-tax cost of capital. Airports must cease capitalising financing
costs when the asset is commissioned.

When works under construction are commissioned, Airports must reduce
the cost of the asset, established consistent with GAAP, by the amount of
any revenue derived in relation to the assets while they were works under
construction (where such a reduction is not already made under GAAP,
and where the revenue has not already been reported as income under
information disclosure).

Airports may include in their RAB values finance leases and intangible Appendix C, Section C5
assets provided that they are identifiable non-monetary assets that are not
goodwill, consistent with the meanings under GAAP. Airports must
establish the value of permitted intangible assets added to the RAB value
after the last day of the disclosure year 2009 using the cost model for
recognition under GAAP. 157

Airports should include capital additions in their RAB values at cost in the | Appendix C, Sections
year in which the asset is ‘commissioned’, that is when the asset is first Ce,

‘used by the Airport to provide specified airport services other than
excluded services’. When an Airport disposes of an asset the closing RAB
value of that asset, for the disclosure year in which the disposal occurs, is
nil.

If an Airport purchases an asset from another supplier of services Appendix C, Section C7
regulated under Part 4, then it must add the asset to its RAB value at the
asset’s equivalent value in the RAB of the seller.

Where an Airport purchases an asset from a related party (that does not
supply services that are regulated under Part 4), it must add the asset to its
RAB value at depreciated historic cost where documentation is available
to support this. Where sufficient records do not exist to establish
depreciated historic cost, the Airport must use the asset’s market value as
verified by an independent valuer. The market value must be established
using the MVAU approach in the case of land, and must not exceed the
asset’s depreciated replacement cost for non-land assets. For this purpose
a related party includes both:

e business units of the Airport that supply services other than specified
airport services; and

e a party that under GAAP is considered a related party (including any
party that has conducted business either directly or indirectly with the
supplier in the current financial year).

157 See accounting standard NZ IAS 38, paragraph 24.
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Approach in IM Where discussed

Airports must remove assets recognised as lost from their RAB values in Appendix C, Section C8
the disclosure year in which they are identified as lost, and must reduce
the RAB value by the asset’s opening RAB value in that year. From the
end of the 2012 disclosure year, lost assets that were in the initial RAB
value will be permitted to remain in the RAB value.

After the end of the 2012 disclosure year, Airports may only add found
assets to the RAB value that were commissioned after the 2009 disclosure
year. Airports must add found assets to the RAB value in the year in
which they are found, and must establish the RAB value of found assets at
cost, consistent with GAAP, where sufficient records exist. Where
sufficient records do not exist, the Airport may assign the asset the same
value as a similar asset in the RAB (where such an asset exists). If no
such similar asset exists, the Airport must use the asset’s market value as
verified by an independent valuer (in the case of land, the market value
must be determined using Schedule A of the IM Determination).

Airports must recognise capital contributions by adding the asset in Appendix C, Section C9
question to the RAB value at cost (measured in accordance with GAAP),
reduced by the amount of the capital contribution received (where the
capital contribution does not reduce the cost of the asset under GAAP).
Airports must include vested assets in the RAB value at the cost to the
Airport. The cost at which the asset enters the RAB value may not exceed
the amount of consideration paid by the Airport in respect of that asset.

All Airports must include new easement rights in the RAB value at cost in | Appendix C Section C10
the year in which the rights are acquired, provided that the RAB value of
new easement rights does not exceed fair market value, as determined by
an independent valuer.

Airports must depreciate their assets on a straight line basis, unless they Appendix C, Section
elect to use a non-standard depreciation approach (subject to the ID Cl1

Determination). No depreciation is to be applied to land and easements
(other than fixed life easements).

Airports may determ-inc? asset lives fgr qirport assets. However, total Appendix C, Section
(unallocated) depreciation over the lifetime of the asset must not exceed Cl1

the value at which the asset is first recognised in the Airport's RAB value
under Part 4 (after adjusting for the effects of revaluations).

Where an asset is stranded or expected to become stranded, Airports may | Appendix C, Section

adjust the asset life consistent with the requirements in respect of asset C12
lives.
Airports must record the total (i.e. ‘unallocated’) value of an asset in the Appendix C, Section

asset base and roll it forward (for depreciation, revaluations, additions etc) | C14
on an unallocated basis. The cost allocation IM is applied to this asset
value whenever it is necessary to determine a specifically attributable (i.e.
‘allocated’) portion of the asset value for regulated activities (for example
to calculated depreciation and revaluations).
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4.1.8

4.2
Assets

4.2.1

422

The structure of the chapter is as follows:

. Section 4.2: Key considerations in determining the IM for the valuation of
assets. This section outlines:

o) the variety of valuation approaches that have been discussed during
consultation (paragraphs 4.2.5 to 4.2.11); and

0 the insights that can be derived from workably competitive markets in
relation to the IM for the valuation of assets (paragraphs 4.2.12 to
4.2.28)

. Section 4.3: Valuation of assets under Part 4. This section:

0 explains why it is appropriate to establish the initial value of non-land
assets by having regard to existing regulatory valuations (paragraphs
4.3.4t04.3.14);

o) in relation to non-land assets, summarises the alternative options
proposed by submitters and the main reasons put forward to support
these alternatives; and provides the Commission’s responses to each of
the main themes raised by submitters in relation to the way that the
initial value is established (paragraphs 4.3.15 to 4.3.54);

0 explains why the initial value of land should be established with
reference to its highest value in an alternative use, and discusses and
responds to submissions on this topic (paragraphs 4.3.55 to 4.3.79); and

0 explains the way in which the RAB value is to be rolled forward over
time, including responses to key submissions on this topic (paragraphs
4.3.80 to 4.3.86).

Appendix C provides more detail on specific components of the IM for the valuation
of assets, and their application to information disclosure. Appendix F contains
responses to detailed points raised in relation to the MVAU approach for the
valuation of land.

Key Considerations in Determining the IM for the Valuation of

The decisions in association with the valuation of assets can be thought of in two
related parts. First, the ‘initial” value of the Regulatory Asset Base (the RAB) must
be established at the start of Part 4; secondly, these RAB values must be ‘rolled
forward’ over time (i.e. updated year-on-year). Both these elements of the asset
valuation exercise must be determined in accordance with the relevant statutory
requirements: the purpose of IMs (paragraphs 2.2.5 - 2.2.11) and the Part 4 Purpose
(section 2.4 in Chapter 2).

During consultation on the IM for the valuation of assets, the primary point of
difference between the Commission and submitters has centred on the extent and
nature of the guidance provided by the Part 4 Purpose when valuing non-land assets.
Before turning to the issues in detail in Section 4.3, this section provides the context
for that debate (paragraph 4.2.5 - 4.2.11), and sets out the insights from workably
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competitive markets that have guided the Commission’s decision making
(paragraphs 4.2.12 - 4.2.28).

The distinction between land and non-land assets
423 The distinction between land and non-land assets is that:

. land has many potential uses and can therefore be considered a
‘non-specialised’ asset; whereas

J non-land assets are generally ‘specialised’ in the sense that they would have
very little value if they were not used to supply specified airport services.

4.2.4  Airports own significant quantities of both types of asset. There is broad agreement
on the appropriate valuation approach for land (although—as discussed further
below—the same cannot be said of the treatment of past costs of converting land for
use as an Airport). In a workably competitive market, as discussed further below
(paragraphs 4.3.55 - 4.3.60), the value of a non-specialised asset in its existing use
will broadly reflect its highest value in an alternative use. This valuation approach
has therefore informed the initial valuation of land under Part 4, and the way that the
value of land is to be rolled forward over time.

Valuation approaches discussed during consultation on IMs

4.2.5  There has, however, been far more debate about the valuation of non-land assets. If
these assets were to be valued on the basis of their highest value in an alternative
use, then very low values would be produced. As discussed further below
(paragraphs 4.2.20 - 4.2.28), this would be inappropriate because it would send out
very poor signals for future investment.

4.2.6  Determining the level of remuneration Airports will able to earn before profits
appear excessive in future for capital investments they have made in the past (i.e. for
existing assets) is problematic. This is determined by the ‘initial RAB value’.
Establishing the initial RAB value is a particularly contentious task where it is
undertaken midway through the lives of assets that were previously unregulated, or
regulated under a different regime.

4.2.7  The significance of the valuation task should not be underestimated. Since higher
regulatory valuations result in a higher estimate of the level of capital costs in future,
the higher the valuation, the higher the prices a business would be allowed to charge
in future before profits appeared excessive. The converse applies to lower initial
valuations.

4.2.8  There is no international ‘best practice’ or ‘standard’ approach when establishing
initial RAB values for non-land assets, as recognised by some submitters during
consultation. The NZAA, for example, has noted that “given the enormous collective
body of work from experts around the world on valuation methods....there is no
credible basis for suggesting that there is one ‘correct’ method”."*®

138 NZ Airports Association, Submission on the Input Methodologies Discussion Paper, 31 July 2009, paragraph 17, p. 3.
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4.2.9  Asdiscussed in paragraphs 4.2.20 - 4.2.28, all of the various accounting-based
valuation approaches that have been discussed during consultation—and which are
summarised in Table 4.2 below—are conceivably consistent with promoting
outcomes consistent with outcomes produced in workably competitive markets. The
same can also be said of existing regulatory valuations. These have been prepared on
the basis of a combination of these valuation approaches and represent the current
basis upon which interested persons can assess the profitability of Airports.

Table 4.2 Accounting-based Approaches to the Valuation of Assets

Type of
Approach

Key Elements

Specific Valuation Techniques

Historic cost-
based .
approaches

Based on the original cost of
construction and installation.

These values may be adopted
with or without indexation
applied from the date at which
the assets were installed.

The values are depreciated
using either an ‘actual’ or
‘assumed’ depreciation
schedule.

Depreciated Actual Cost (DAC)

e ‘Actual depreciation’ is calculated on the
basis of the depreciation previously
recovered (or believed to have been
recovered) from consumers.

Depreciated Historic Cost (DHC)

e ‘Assumed depreciation’ is calculated on
the basis of an accounting-based
depreciation schedule—such as straight-
line depreciation. No indexation is applied.

Indexed Historic Costs (IHC)

e Assumed depreciation is used and
indexation is applied.
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Specific Valuation Techniques

Based on the cost of replacing
the entire network with assets
of similar service potential (i.e.
Modern Equivalent Assets, or
‘MEAS’).

Some form of ‘optimisation’
may be applied when assessing
these costs to reflect changes in
the required deployment,
modernity and scale of the
assets to achieve the same level
of services as supplied by the
existing assets.

Optimisation can range from
the elimination of surplus assets

Depreciated Replacement Cost (DRC)

e Depreciation is calculated based on the
remaining service potential of the asset
(i.e. based on remaining asset lifetimes).

e Assumptions are required on the likely
costs of replacing each class of asset(s)
and the type of depreciation that should be
applied.

Optimised Depreciated Replacement Cost

(ODRC)

e Similar to DRC, but also requires
assumptions around the appropriate form
of optimisation to apply.

Optimised Replacement Cost (ORC)

Replacement at one end of the spectrum, to e No depreciation is applied because ORC
cost-based the complete redesign of the assumes only new assets are installed.
approaches network at the other. Optimised Deprival Value (ODV)

e Depreciation, if applied, is e Initially developed for use in insurance
usually “assumed’; it is not and damages estimation. Often described
based on ‘actual” depreciation as being equal to the ‘loss to the owner’ if
charged to consumers in the they were deprived of their assets and then
past. took action to minimise their loss.

e Valuation outcomes are the same as for
ODRC, except where it would not be
rational from an economic perspective to
replace the asset (or group of assets) with
modern equivalents. In these cases, the
valuation is based on the greater of scrap
value, and the unconstrained potential
profitability of the assets. The valuation
that is greater is known as the asset’s
Economic Value (or EV).

4.2.10 In the view of submitters, however, it would not be appropriate to have regard to

existing valuations when establishing initial values under Part 4. Airports are
arguing for a valuation approach that would be likely to produce initial RAB values
that are materially above existing regulatory values, whereas Airlines are arguing for
an approach that would result in valuations that are materially below existing
regulatory values:

o Airports have generally argued that the reference to workably competitive
markets in the Part 4 Purpose strongly implies that asset values should be
determined on the basis of a replacement cost-based approach carried out at
the inception of Part 4. Airports generally consider that an ODRC approach
would be most appropriate; and
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J Airlines and their representatives have argued in favour of greater reliance on
historic costs when valuing assets under Part 4; amongst other reasons,
because they consider that this is required by the reference to workably
competitive markets in the Part 4 Purpose.

4.2.11 The approach used in future to value investments, and the rate at which investments

should be recovered, is generally a less contentious issue. This is because—unlike
the initial valuation—the alternatives that are available are generally equivalent in
Net Present Value (NPV) terms."” It is also possible to achieve a shared
understanding about the rules that will apply in advance. The majority of regulators
of airport services in the US, UK and Australia currently use an historic cost-based
approach to roll forward regulatory values of non-land assets once regulatory values
have been established initially. In submissions, Airlines agreed that an historic cost-
based approach should be used in future.'®® Airports, however, supported periodic
replacement cost-based revaluations. '’

Insights from workably competitive markets
4.2.12 The reference to workably competitive markets in the Part 4 Purpose is clearly

relevant to the valuation of assets under Part 4. By way of context, the remainder of

this section outlines the factors that influence asset values in workably competitive
162

markets.

4.2.13  One of the key factors that influence asset values in workably competitive markets is

the extent of asset specialisation. At one end of the spectrum, there are workably
competitive markets in which the vast majority of assets could be used for a variety
of different purposes and which can therefore be considered ‘non-specialised’ (e.g.
land). The other end of the spectrum comprises workably competitive markets in
which asset specialisation is important. To the extent that assets are specialised, they
have little value in alternative use - once capital is committed such service or
market-specific assets are sunk. Where sunk costs are significant, physical capital is
not mobile between different uses.

4.2.14 In the markets regulated under Part 4, assets can be considered to be highly

specialised.'® These assets have little value in an alternative use; and no assets in
alterative uses could fulfil a similar specialised function. This characteristic causes

159

160

161

162

163

Refer footnote 111.

For example: BARNZ, Cross Submission on Commerce Commission Input Methodologies (Airport Services) Draft
Determination and Draft Reasons Paper, 3 August 2010, p. 2.

For example: Wellington International Airport Limited, Submission on the Draft Input Methodologies & Information
Disclosure (Airport Services) Determinations and Draft Reasons Papers, 12 July 2010, pp. 4-5, paragraphs 12.1 and
12.3; NZAA, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July 2010, pp. 6
and 23-26, paragraph 27 and 92-101; Christchurch International Airport Ltd, Submission on Input Methodologies and
Information Disclosure Draft Determinations and Reasons Papers for Airport Services, 12 July 2010, pp. 29-30,
paragraphs 118-121 and 123-125.

A number of the conclusions in this section are supported by the findings of a report on asset valuation that the
Commission requested an advisory panel to provide in an independent capacity. This panel comprised academics in the
field of regulatory economics: Professor George Yarrow, Dr Martin Cave, Dr Michael Pollitt and Dr John Small. Refer:
Yarrow, G., Cave, M., Pollitt, M., Small, J., Asset Valuation in Workably Competitive Markets - A Report to the New
Zealand Commerce Commission, May 2010.

Asset specialisation and sunk costs are discussed in paragraphs 2.6.4 - 2.6.13.
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4.2.15

4.2.16

barriers to entry into, and exit from, regulated markets to such an extent that
competition is not workable.'®*

Asset specialisation lay at the centre of much the debate about the valuation of assets
under Part 4. Compared to the Commission and the Experts, submissions received
from or on behalf of Airports generally consider that relatively strong predictions
can be made about the valuation of specialised assets in workably competitive
markets. A number of submitters also attach more weight than the Commission to
the insights that are derived from the valuation of assets in workably competitive
markets in which there is a lesser degree of asset specialisation. The reasons for
these differences in opinion are explained in paragraphs 4.3.27 - 4.3.43 below.

Before turning to these issues, this section highlights the way asset specialisation
affects the valuation of assets in workably competitive markets. It does this by
outlining the insights from asset valuation in workably competitive markets that can
be reached by considering:

. factors affecting profitability—and thus asset values—in all workably
competitive markets (paragraph 4.2.17);

. the valuation of non-specialised assets in workably competitive markets
(paragraphs 4.2.18 - 4.2.19); and

J the valuation of assets in workably competitive markets in which there is a
greater degree of asset specialisation (paragraphs 4.2.20 - 4.2.28).

Asset valuation in all workably competitive markets

4.2.17

As discussed in Chapter 2, the factors likely to affect the expected profitability—and
thus asset values—of a supplier operating in any workably competitive market
includes such things as the number of existing and potential competitors, the costs
facing these rivalrous entities (both those costs incurred now and those expected in
the future), the extent of any contracting arrangements, and any changes in the likely
path of future demand. The interplay between these various factors will vary
between different markets and thus the same factor will not have the largest bearing
on valuations in all markets. Each of these factors will affect expected
profitability—and thus asset values—more heavily in some markets than in others.

Valuation of non-specialised assets — opportunity cost

4.2.18

Since a non-specialised asset can be readily redeployed between different uses, the
value of such an asset in its existing use will reflect quite closely its highest value in
an alternative use. The reason for this is that owners can boost potential returns by
employing their assets elsewhere if this is more profitable. This process of
redeployment will tend to harmonise the values of similar assets employed in
different activities throughout the economy. As a result, the expected profitability of
an asset with multiple potential uses—i.e. a non-specialised asset—will generally
reflect its profitability in an alternative use which in turn will reflect its value in an

164

Barriers to entry and exit are created by specialised assets for a variety of reasons. For an example of some of the key

reasons, refer: Commerce Commission, Regulatory Provisions of the Commerce Act 1986 - Discussion Paper, 19
December 2008, pp. 49-50, paragraphs 49-50.
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4.2.19

alternative use.'® Economists refer to this forward-looking alternative use value as
the asset’s ‘opportunity cost’. 166

Put another way, the value of a non-specialised asset will be similar to the cost of
replacing the asset with an equivalent asset that is redeployed from an alternative
activity.'®’ This is because a similar second hand asset could be redeployed from
another market, at a price broadly equal to its value in that market. There is therefore
a strong convergence between asset values in a particular market and replacement
costs in this sense. However, asset values may deviate from the cost of building a
new asset at today’s prices. This is because of construction and ordering lags,'®® and
changes in the buoyancy of the economy.'®

Valuation of assets when specialisation is more significant — a wider potential range

4.2.20 By definition the value of a specialised asset in a workably competitive market is

4.2.21

4.2.22

4.2.23

unlikely to bear a particularly close relationship to its value in an alternative use.
The reason for this is that owners are not able to redeploy specialised assets readily
if there is a change in expected profitability. As a result, the value of a specialised
asset in its existing use will be unlikely to correspond closely—if at all—to its
opportunity cost.

Likewise, the cost of replacing an asset by redeploying another asset from an
alternative use is of very limited relevance to the value of a specialised asset. Assets
employed in alternative uses are unlikely to be able to fulfil the specialised function
of existing assets. So replacement cost, in the sense of replacement with a used asset,
is not particularly relevant to the valuation of specialised assets in workably
competitive markets.

The cost of replacing a specialised asset part-way through its useful life must
therefore be assessed with reference to the cost of constructing a new asset. As noted
above, however, the relationship between the costs of installing an entirely new asset
and the value of an existing asset—specialised or otherwise—may be fairly distant.
One is not a reliable proxy for the other due to, amongst other things, ordering and
construction lags.

As the extent of asset specialisation in a market becomes more pronounced, the link
between prices—and thus asset values—and the cost of replacing assets at today’s
prices is more limited. The inter-linked reasons for this include:

165

166

167

168
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ibid, p. 15. Put another way, the net cash flow derivable in each use would be similar.

The term opportunity cost is used because it refers to the most valuable alternative being forgone, and thus the cost of a
lost opportunity (e.g. for investment).

supran 161, p. 15.
ibid, p. 15.

ibid, p. 16. The reason that construction and ordering lags will have an effect is that existing assets are capable of
producing a return from today forward, whereas newly constructed assets may not be commissioned until some years
into the future. Hence, due to the fact that a dollar today is worth more than a dollar tomorrow, the value of an existing
asset may not correspond particularly closely to the value of an asset yet to be commissioned. Of course, for many non-
specialised assets, there will be little delay between ordering and delivery of such assets. The buoyancy of the
economy is relevant to the extent that it implies that there is either excess capacity or capacity constraint across the
whole economy. This will lead to a general depression or revival in asset values across the economy relative to the
costs of new replacements.

170

supran 161, p. 19.
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4.2.24

4.2.25

° the fact that workable competition, if it exists, will in most cases tend to exert
pressure on prices through rivalry between a number of established suppliers
rather than the competition implied by potential new entrants. This limits the
importance of changes in the cost of investing in new assets at any given point
in time, since each existing supplier is unlikely to need to replace all their
assets at once. Any effect will only occur with a lag. This means that
replacement costs at different points in time will be relevant to asset values,
not simply the cost of replacing assets today.'”’

. the fact that uncertainty about the future or barriers to entry or exit mean that
expected profitability may have to change by quite a distance—in either
direction—before new entry occurs, or before existing suppliers exit the
market.!”! This implies that asset values can rise above, or fall below, the costs
of replacing assets and remain there durably.'”> Moreover, it cannot simply be
the current cost of replacing assets that matters to the timing of investment; the
replacement costs expected in future time periods would play a role too.'”

In addition, long-term pricing arrangements between consumers and suppliers are
more likely in workably competitive markets where specialised investments are
common. This is because they help guard against the risk of opportunism by either
suppliers or consumers once the investment has been made. These arrangements
may be of either an implicit, reputational variety (such as when there is a repeated
relationship between two or more parties), or enshrined explicitly in a mechanism
such as a long-term contract.'”* Credible relationships of this nature—where both
parties are confident that the other will not act opportunistically—limit the
responsiveness of profitability to changes in market conditions (e.g. if replacement
costs increased).

When there are on-going relationships between suppliers and consumers as a result
of asset specialisation, prices would be likely to be informed—at least to some
extent—Dby the costs actually incurred by a supplier. The most direct and obvious
link with past history arises when outcomes are determined—at least in part—by
explicit long-term contracting arrangements.'”” These arrangements need not link
prices to a replacement cost index, but can nevertheless result in outcomes that are
consistent with outcomes produced in workably competitive markets. 176

71 ibid, p. 22.
172 ibid, p. 22.
3 ibid, p. 22.

174

ibid, p. 19. Many of the submissions on reasoning contained within the Draft Reasons Paper in relation to these

arrangements appear to have considered that the Commission was only focused on a narrow interpretation (i.e. solely
on explicit long-term contracts). The Commission made clear, however, that the relationships to which it was referring
are a good deal broader than long-term contracts. As noted above, these relationships need not be explicit. Regulation
is often analysed as a type of (highly) incomplete contract between investors and consumers, i.e. regulatory asset values
provide an implicit basis for assessing the economic relationship between the supplier and its consumers over the long-
term. As noted at page 27 of the Experts’ Report of May 2010, in a workably competitive market, the existence of
long-term contracting may mean that asset values at the start of any period would tend to reflect the past bargains
between consumers and suppliers, not simply the costs of replacing assets today. Based on this analysis, adjustments to
prior existing valuations to reflect current replacement costs are not desirable. Refer, ibid, p. 27.

15 ibid, p. 37.
176 ibid, p. 21.
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4.2.26

4.2.27

4.2.28

4.3

4.3.1

There are a number of benefits associated with implicit or explicit long-term pricing
arrangements. In particular, suppliers are limited in their ability to extract excessive
profits relative to the costs that they actually incur. Suppliers nevertheless have
appropriate incentives to invest, because pricing arrangements of this nature mean
that they can expect to earn at least a normal rate of return over time. Profits would
be sufficient to reward investment, innovation and efficiency. Without arrangements
of this sort, a supplier may not have appropriate incentives to invest in specialised
assets.

All the conditions described above are consistent with workable competition and, as
a consequence, the value of a specialised asset will differ depending on the market
context in which it is used. The valuation could conceivably be some way below or
above the cost of replacing the entire collection of assets today (paragraphs 4.2.23 -
4.2.26)."”" No point on this range can definitively be regarded as synonymous with
the value of specialised assets in all workably competitive markets.

n summary, it is the Commission’s view that;
I y, it is the C ’ that

o in the case of land, its value in a workably competitive market will broadly
reflect its highest value in an alternative use;

J in the case of non-land assets, all of the valuation approaches discussed during
consultation—i.e. those listed in Table 4.2 and existing regulatory
valuations—produce valuations that are conceivably consistent with promoting
outcomes consistent with outcomes produced in workably competitive
markets;

J in workably competitive markets sharing some similarities with the markets
regulated under Part 4—i.e. where there is a high degree of asset specialisation
and an on-going relationship between suppliers and consumers—current
replacement costs are just one of a number of factors that influence asset
values;

J in workably competitive markets suppliers expect to earn at least a normal rate
of return over time; and

. an obvious corollary of this is that the reference in the Part 4 Purpose to
workably competitive markets alone does not require that regulatory
valuations reflect current replacement costs when valuing specialised assets
initially under Part 4, nor are they required at any point in the future (i.e. when
rolling forward initial RAB values).

Valuation of Assets under Part 4

In light of the discussion above, different approaches are appropriate for land and
non-land assets under Part 4.

177

In a workably competitive market, asset values and cash flows over an asset’s lifetime will reflect the fact that suppliers

expect to earn a normal economic return on the investments they make. But at any point in time part-way through the
lifetime of their assets, expectations—and thus asset values—will vary.

Commerce Commission



Input Methodologies (Airport Services) 74 22 December 2010
Reasons Paper

Valuation of land assets under Part 4

4.3.2  For land, the valuation approach that is most clearly consistent with promoting
outcomes consistent with outcomes produced in workably competitive markets is the
opportunity cost concept (paragraphs 4.2.18 - 4.2.19). Hence, regulatory valuations
of land should reflect the Market Value Alternative Use (MVAU) methodology
outlined in Schedule A of the IM Determination. Submitters generally supported
using the MV AU approach for valuing land in principle, although there was
disagreement as to how MV AU should be applied in practice. These issues are
discussed in greater detail in paragraphs 4.3.55 - 4.3.60 below.

4.3.3  For non-land assets, the Commission considers that it is appropriate to have regard
to existing regulatory valuations. As noted above, this valuation approach has been
contested by both Airports and Airlines. The reasons for this approach are explained
in paragraphs 4.3.4 - 4.3.14 below, followed by the Commission’s response to
submissions (paragraphs 4.3.15 - 4.3.54).

Valuation of non-land assets under Part 4

4.3.4  For non-land assets, context is important to deriving meaningful insights from the
reference to ‘workably competitive markets’. There is an on-going relationship
between Airports and their consumers in the market for specified airport services. In
recent years, this relationship has been shaped by the regulatory arrangements
applying to each Airport. During this period, Airports were required to disclose
information about the value of their asset base.

4.3.5  Asexplained further below, there are good reasons for having regard to existing
valuations:

o they sit amongst the valuations that are consistent with outcomes produced in
workably competitive markets (paragraph 4.2.28 above);

o in the context of a continuing relationship between suppliers and consumers,
material changes to valuations—either upward or downward—would be
unlikely to be consistent with the outcomes produced in workably competitive
markets in which there is a high degree of asset specialisation (paragraphs
4.2.20 - 4.2.28);

o as discussed in paragraph 4.3.9 below, one-off write-downs of existing
regulatory values of specialised assets would be likely to be inconsistent with
suppliers having appropriate incentives to invest (i.e. s 52A(1)(a));

o as discussed in paragraph 4.3.10, no factual evidence has been submitted to
suggest that existing valuations will prevent Airports from being able to earn
at least a normal return on the original costs of installing assets before profits
appear excessive;

. as discussed in paragraphs 4.3.11 - 4.3.12 below, one-off write ups of existing
regulatory values of specialised assets would not allow interested persons to
assess whether suppliers are being limited in their ability to extract excessive
profits (i.e. s 52A(1)(d)); and
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J it is consistent with good regulatory practice to have regard to valuations that
have been permitted in the past (paragraph 4.3.13).

The long-term benefits of credible on-going relationships in workably competitive markets

4.3.6

4.3.7

In workably competitive markets in which there is a high degree of asset
specialisation, credible on-going relationships deliver benefits for both suppliers and
consumers in the long-term (paragraph 4.2.24 - 4.2.26 above). This is because
credible pricing arrangements provide a more certain environment for investment.
Short-term opportunism by either suppliers or consumers in these markets can
underlr%ine these on-going relationships and cause detrimental outcomes in the long-
term.

Likewise, regulatory decisions around the valuation of specialised assets—and thus
an appropriate level of pricing—can have a significant effect on regulated outcomes.
Monitoring prices on a materially different basis to that used in the past would be
likely to damage the confidence that Airports and/or their consumers have in the
arrangements put in place under Part 4. As discussed further below, Airports must be
confident that they will have the opportunity to earn at least a normal return on new
investments without profits appearing excessive, while consumers must be confident
that the approach will reveal if Airports are limited in their ability to extract
excessive profits.

Preserving incentives to invest by having regard to prior regulatory valuations

4.3.8

4.3.9

4.3.10

Regulatory values must be set continuously at a level that provides comfort to
suppliers that they will be able to earn sufficient revenues to recover any
investments that they will make in new, upgraded and replacement assets (including
the costs of financing those investments) without profits appearing excessive. The
confidence that each Airport will have in this mechanism will be informed, at least
in part, by the regulatory treatment of their past investments.

Write-downs of prior regulatory values of specialised assets should be avoided
insofar as this may set a precedent that damages a supplier’s incentives to invest in
future. This is a key reason why regulators do not value specialised assets on the
basis of opportunity costs. Such an approach would establish extremely low initial
RAB values, which would not give rise to an environment that is conducive to future
investment.

Airports have not provided any factual evidence to suggest that existing regulatory
valuations will fail to provide them with the opportunity to earn at least a normal
return on the original cost of installing the assets used to supply specified airport
services before profits appear excessive.'” Reference to existing regulatory
valuations when establishing initial RAB values under Part 4 should therefore give
Airports no concern about the recovery of future investments. This approach is
therefore consistent with s 52A(1)(a).

78 ibid, p. 19.

179

Some submitters have argued that existing regulatory valuations could, in theory, be inconsistent with suppliers having

the opportunity to earn at least a normal rate of return. This would only be possible if suppliers had been pricing in a
certain way in the past. No submitter has provided any evidence to suggest that suppliers have been pricing in this way
in practice.
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Limiting the ability to extract excessive profits by having regard to prior regulatory values

4.3.11

4.3.12

A material one-off increase in the regulatory value of an Airport’s past investments
on the basis of a replacement cost-based approach meets with similar objections to a
material decrease on the basis of an opportunity cost valuation. An increase in
pricing of the scale that could be implied by a new replacement cost-based
revaluation would be equally inconsistent with the outcomes produced in workably
competitive markets characterised by on-going relationships between suppliers and
consumers.

In a workably competitive market, a supplier’s ability to implement a substantial
price increase that is inconsistent with pre-existing arrangements would be limited,
not least because consumers would switch to a less opportunistic supplier
(irrespective of whether the increase in prices was smoothed or sudden).'™® In such
markets, this switching limits suppliers in their ability to extract excessive profits.
But in a regulatory context, consumers do not have the option to switch to an
alternative supplier of the same service when prices are increased. Thus, if Airports
were to materially increase prices, they would be able to extract excessive profits
without this being apparent to interested persons. This would be unlikely to be
consistent with monitoring whether s 52A(1)(d) was being achieved.

Having regard to existing valuations is consistent with good regulatory practice

4.3.13

4.3.14

It is therefore appropriate to have regard to regulatory valuations of specialised
assets that have been permitted in the past, even when the scope and objectives of
regulation have changed.'® That the Commission should have regard to prior
regulatory valuations when valuing assets under Part 4 is underscored by comments
made by Dr Michael Pollitt in response to submissions on the Joint Report on Asset
Valuation in Workably Competitive Markets: '**

The introduction of the 2008 Commerce Act could be expected to bring both change
and continuity. Change in the sense that there would be line under old disputes about the
basis for regulating the industry. Continuity in the sense that the 2008 Act is set within a
general context of a country committed to the protection of private property rights,
where some reasonable reference to past valuations of regulated assets is to be expected.

The initial RAB values of non-land assets are then to be rolled forward in a way that
makes it relatively straightforward for interested persons to assess whether the Part 4
Purpose is being met. Capital additions will be included at cost, RAB values will be
linked to the CPI and straight-line depreciation is to be applied as the standard
depreciation approach. Non-standard approaches to depreciation may also be
accommodated in accordance with information disclosure requirements. Greater
detail about the way the RAB value is to be rolled forward can be found in
paragraphs 4.3.80 - 4.3.86.

18 ibid, p. 19.
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As discussed further below (paragraphs 4.3.16 and 4.3.24 - 4.3.26), Airports have argued that if the Commission is

having regard to prior regulatory arrangements when establishing initial RAB values under Part 4 then this would
imply new replacement cost-based valuations should be permitted because these revaluations would have been
permissible had the amendments to the Commerce Act not been enacted.

182

Yarrow, et al., supran 38, p. 23.
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Views of Airports on the valuation of non-land assets
4.3.15 The majority of submissions received from or on behalf of Airports consider that the

valuation methodology outlined above is inappropriate. For various reasons, these
submitters consider that a new replacement cost-based (ODRC) valuation is
required. Given increases in replacement costs in recent years, such a valuation
could lead to a material increase in regulatory valuations for each Airport.'®* This
section outlines the key themes to these arguments.

4.3.16 Some Airports have argued that if the Commission were to have regard to previous

regulatory arrangements when establishing initial RAB values under Part 4, then this
would require new replacement cost-based valuations to be undertaken for these
businesses.'®* In particular, the NZAA has argued that Airports have been
periodica}%}; revaluing their assets every five years and that this should be allowed to
continue.

4.3.17 Airports have also argued that past regulatory valuations are not relevant to the

initial RAB value under Part 4. They consider that the reference to workably
competitive markets in the Part 4 Purpose implies that new replacement cost-based
valuations should be undertaken (both initially and in future to roll forward the RAB
value). Without repeating the arguments in full here, the main arguments advanced
by the Airports can be summarised as follows: '*®

o The most relevant insights for asset valuation are those derived from markets
that share few, if any, similarities to those in which there is little or no
competition. These are said to be amongst the “better functioning” workably
competitive markets because there are minimal (if any) barriers to entry and
exit, and thus the threat of entry from other firms provides a strong constraint
on the market power of incumbents.'®” These are the markets in which there is
only a limited degree of asset specialisation.

o The use of replacement costs is justified by the theoretical Hypothetical New
Entrant test. Under the conditions of this theoretical model—which assumes
that sunk costs are zero—the threat of entry from potential competitors acts as

183

184

185

186

187

Indeed, even in the absence of any changes in replacement costs, the valuation might change by a large amount. This is
because the outcome of a replacement cost-based valuation is sensitive to changes in the assumptions underpinning the
approach. What is more, during the Gas Authorisation, different interpretations of the same specification of a
replacement cost-based approach resulted in valuation differences of up to 30 per cent. Refer: Commerce Commission,
Authorisation for the Control of Supply of Natural Gas Distribution Services by Powerco Ltd and Vector Ltd,
Decisions Paper, 30 October 2008, paragraphs 376 to 397. Ranges of ODRC valuations outcomes in Australia have at
times been even higher. Ibid, paragraph E.15.

NZAA, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July 2010, p. 22,
paragraph 87.

ibid, p. 22, paragraph 87.

For example: Auckland International Airport Ltd, Submission to the Commerce Commission on Draft Input
Methodologies Determination (Airport Services), 12 July 2010, pp. 5 and 13, paragraphs 17 and 63; Wellington
International Airport Limited, Submission on the Draft Input Methodologies & Information Disclosure (Airport
Services) Determinations and Draft Reasons Papers, 12 July 2010, pp. 4-5, paragraphs 12.1 and 12.3; Christchurch
International Airport Ltd, Submission on Input Methodologies and Information Disclosure Draft Determinations and
Reasons Papers for Airport Services, 12 July 2010, pp. 15, 27-29, 32, paragraphs 104-108, 112-117 and 133-136.

Christchurch International Airport Ltd., Submission on Input Methodologies and Information Disclosure Draft
Determinations and Reasons Papers for Airport Services, Attachment: PricewaterhouseCoopers, Response to the
Discussion of Asset Valuation in the Draft Decisions Document - Report for Christchurch Airport, 12 July 2010, pp. 3,
10 and 16.
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the primary constraint on the profitability of existing suppliers. Markets in
which the threat of entry effectively constrains market power in this manner
are said to be ‘contestable’. Thus it is proposed that the relevant touchstone for
the valuation of assets under Part 4 is the costs facing a ‘Hypothetical New
Entrant’ into each market.

. While asset values can and do depart temporarily from replacement costs in
workably competitive markets, they will not be persistently above or below
replacement costs in the long-run, nor is there any reason to expect that asset
values will be systematically above or below replacement costs over time.
Asset values will already correspond to their replacement cost or, if the market
is in a temporary disequilibrium, a re-alignment process will be underway. The
market equilibrium, at which supply and demand are in balance, is said to be
the appropriate basis for valuation under Part 4.

. Greater weight should be given to the importance of long-run equilibrium
conditions, rather than short-run dynamics of a market. Current replacement
cost is the outcome that would be observed in a market in long-run
equilibrium. These tendencies towards equilibrium, it is argued, are constant in
workably competitive markets, including in workably competitive markets
where there is a higher degree of asset specialisation.

. Empirical evidence suggests that even if asset values do deviate from
replacement costs in the short-term then they will still trend towards
replacement costs over the longer-term.

4.3.18 In summary, submissions from Airports have raised two key questions in relation to
the initial valuation of assets under Part 4:

. First, are new replacement cost-based valuations required on the basis that—in
the view of submitters—this would be consistent with the regulatory
arrangements previously applying to each Airport (paragraphs 4.3.24 -
4.3.26)?

o Secondly, would a new replacement cost-based valuation better meet the
Part 4 Purpose than having regard to existing regulatory valuations, given the
need to promote outcomes consistent with outcomes produced in workably
competitive markets (paragraphs 4.3.27 - 4.3.43)?

Consideration of issues raised by Airports in relation to the existing regulatory
arrangements

4.3.19 This section addresses the first of these two questions. It outlines:

o the valuation approaches that have been used to derive valuations consistent
with the regulatory arrangements previously applying to each Airport; and

o the Commission’s response to arguments that new replacement cost-based
valuations would be consistent with existing regulatory arrangements.
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Existing regulatory valuations

4.3.20

4321

4.3.22

4.3.23

Since 1 September 1999, the regulatory value of Airports’ investments has been
determined under the Airport Authorities (Airport Companies Information
Disclosure) Regulations 1999 (Airport Disclosure Regulations). These regulations
have required AIAL, WIAL and CIAL to disclose annual information pertaining to
the value of assets attributable to ‘identified airport activities’.'*® Valuations were
required to comply with Generally Accepted Accounting Practice (GAAP).

The valuation approaches adopted by the different Airports under the AAA have
been similar but not identical. Under GAAP, the value of property, plant and
equipment (i.e. all assets in the RAB) must be recognised initially in the balance
sheet at cost and thereafter carried in accordance with either an historic cost model
or fair value model, at the choice of the reporting entity. 189 Airports have all adopted
a fair value approach, whereby assets are valued on a depreciated replacement cost
approach. Any assets added since the date of the last replacement cost-based
valuation have been included at cost.

2009 was the first full calendar year in which all three Airports disclosed
information about the value of their assets under the transitional provisions applying
under Part 4.

Despite the differences in approach used by the various Airports to value their
assets, all the valuations are consistent with the regulatory provisions that applied to
each Airport at the time. Airports had a relatively wide discretion as to the approach
they could use and the year in which they undertook the valuation. No valuation
approach was mandatory under the Commerce Act. In addition, while the Minister
for Transport had powers under s 9A of the AAA to issue more prescriptive
guidelines for disclosure, these powers were never used.

Consideration of arguments relating to existing regulatory arrangements

4.3.24

It is important to have regard to the regulatory valuations that have been disclosed in
accordance with previous regulatory arrangements. This does not mean that new
replacement cost-based valuations must be undertaken at the start of Part 4. As
discussed above, the Commission does not consider that material changes to the
values ascribed to non-land assets would be consistent with meeting the Part 4
Purpose. 190

188

The Airport Disclosure Regulations define ‘identified airport activities’ in the same way as section 56A of the Act, by

referring to the definitions contained in section 2 of the AAA.

189

Reporting of asset values under GAAP is currently governed by the asset valuation accounting standard ‘New Zealand

Equivalent to International Accounting Standard 16° (NZ IAS 16). NZ IAS 16 applies to ‘property, plant and
equipment’ and states in paragraphs 32-33 that the fair value of land and buildings is usually determined from market
based evidence. If there is no market based evidence because of the specialised nature of the asset and the asset is rarely
sold, an entity may estimate fair value using an income approach or a depreciated replacement cost (e.g. ODRC)
methodology. Previous asset valuation standards included SSAP-28 (up to 2001) and FRS 3 (2002-2007). In the past,
the requirements of the standards have accommodated a wide range of valuation techniques adopted by the airport
companies, such as DHC, ODRC, ORC, market based comparisons, and capitalisation of income.

190

Unlike the information disclosure regulations for EDBs and GPBs, Airports have not previously been required to

disclose profitability indicators. A key feature of the information disclosure regulations that were in place for EDBs
and GPBs since the 1990s was that any revaluations gains were recognised ‘as income’ in disclosed profitability
measures. This is because upward asset revaluation implies a higher level of expected profitability in future, and
downward revaluations imply a lower level of profitability in future. This is true in both workably competitive
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4.3.25

4.3.26

No Airport has provided evidence to suggest that it would suffer a loss as a result of
a decision made on the basis that it understood that a new replacement cost-based
valuation would be undertaken under previous regulatory arrangements (e.g. loss of
revenue). If this had been the case, then the case for undertaking a new valuation
would be strengthened. As it is, the case is weak. The valuation of assets under

Part 4 is therefore not constrained in any way by the valuation approach that
Airports could have potentially elected to use to value their assets in the future had
the amendments to Part 4 not been enacted.

Overall, there would appear to be no justification for new valuations on the basis of
regulatory arrangements applying in the past.

Consideration of arguments related to the relevance of replacement costs in workably
competitive markets

4.3.27

4.3.28

The second issue that Airports have raised with respect to the initial valuation of
assets is whether or not replacement cost-based valuations are required by the
reference to workably competitive markets in the Part 4 Purpose.

The Commission has received a wealth of independent advice on this topic during
the consultation process, on behalf of Airports, Airlines and from its own Experts.
Ultimately, the arguments that have been advanced in favour of new replacement
cost-based valuations have not proved to be persuasive. As explained in greater
detail below, the main reasons are that:

o it is wrong to dismiss existing regulatory valuations;

. replacement costs are only one of a number of influences on the value of a
specialised asset in a workably competitive market; and

. long-run equilibrium is not a defining feature of the asset values that are
produced in workably competitive markets (not in theory or in practice).

Dismissing existing regulatory valuations would be wrong

4.3.29

The arguments in favour of new replacement cost-based valuations are considerably
weakened when considered in light of the existing relationship between Airports and
their consumers that has been shaped by regulatory arrangements in the past.
Material changes to these valuations—either upward or downwards—would be
likely to be inconsistent with outcomes produced in workably competitive markets
in which there are on-going relationships between suppliers and consumers.

Replacement costs are only one of a number of influences on the value of specialised assets

4.3.30

There are some significant areas of common ground between the Commission and
Airports. For example, it is widely accepted that replacement costs:

° are one of a number of factors that exert an influence on asset values in most if
not all workably competitive markets (paragraph 4.2.17); and

markets—where asset values rise and fall on the basis of changes in expected profitability—and in regulated markets—
where the asset value determines those expectations (i.e. profits that can be expected before they appear excessive).
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4.3.31

4.3.32

4.3.33

4.3.34

4.3.35

J will have a relatively strong link to the value of assets in workably competitive
markets in which barriers to entry and exit are low, and in which the extent of
asset specialisation is fairly limited (i.e. markets that share few, if any,
characteristics with the markets that Airports operate in, in which there is little
or no competition).

A key point of difference arises because Airports consider that it would be
inappropriate to consider the way that assets are valued in workably competitive
markets that share similarities to the markets regulated under Part 4 (i.e. in regard to
the extent of specialisation of the assets involved). The reason for this is that they
consider that workably competitive markets in which assets are specialised to a
fairly large extent lie “possibly at the fringes of what may be considered workably
competitive”.'”! In the Commission’s view, this does not diminish the relevance of

the valuations likely to be produced in these markets.

It would be wrong to completely ignore the wide variety of workably competitive
markets that exist, especially those that most closely resemble the factual context of
the markets for specified airport services. This is because the Commission’s task lies
in designing regulatory arrangements that are appropriate in light of the factual
characteristics of the markets being regulated. Economic theory that assumes away
these characteristics in their entirety is unhelpful and potentially misleading.

When the extent of asset specialisation in a market increases, replacement costs are
likely to have a distant relationship to asset values. This is because the costs facing
potential entrants are just one of a number of possible factors that could constrain
profitability and thus asset values of existing suppliers (paragraph 4.2.17). They do
not necessarily provide the strongest constraint because a high extent of
specialisation of assets will weaken the threat of entry (i.e. it creates barriers to entry
and exit). Workable competition between incumbents within the market would,
however, provide some constraint on pricing. Thus, in these circumstances, the cost
of replacing the collection of assets at today’s prices would only have a limited
relevance to asset values. The costs incurred by existing suppliers in different time
periods would begin to have a greater influence on prices.

Thus arguments that rely on the threat of entry to constrain the behaviour of existing
suppliers do not lead to the “most conservative” estimate of the prices that would be
observed in a workably competitive market; they simply rely on more onerous
assumptions.'*> These assumptions are not appropriate for valuation in the current
context, because they preclude the possibility that competition within the market
provides a greater constraint on prices (and by extension asset values) than
competition from potential competitors.

The most relevant insights are likely to come from markets in which appropriate
outcomes are produced despite—rather than in the absence of—a relatively
pronounced degree of asset specialisation. Pricing arrangements in these markets are
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Christchurch International Airport Ltd., Submission on Input Methodologies and Information Disclosure Draft

Determinations and Reasons Papers for Airport Services, Attachment: PricewaterhouseCoopers, Response to the
Discussion of Asset Valuation in the Draft Decisions Document - Report for Christchurch Airport, 12 July 2010, p. 10.
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Refer, for example: CIAL, Submission on Input Methodologies and Information Disclosure Draft Determinations and

Reasons Papers for Airport Services, 12 July 2010, p. 15, paragraph 50.
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4.3.36

such that neither suppliers nor consumers will be able to profitably sustain an
opportunistic attempt to exploit the other party once an investment has been made.
In other words, the arrangements prevent both suppliers and consumers from using
their market power to ‘hold up’ the other party. This point was highlighted by the
Commission’s Experts:'”?

Remembering that the purpose of the current exercise is to assist in the development of
regulation, it is sensible to recognise both that the existence of workable competition is
consistent with a range of different market circumstances and that it is those
circumstances that are closer to the conditions prevailing in regulated or price-
monitored activities that are likely to provide the more immediately relevant
benchmarks. Since, in regulated industries, the regulator has an influence on selling
prices that is akin to the potential influence of a buyer with market power — a similarity
that is reflected in the economics literature on regulation, which focuses considerable
attention on the ‘policy credibility’ or opportunism problem — we think it appropriate to
direct attention to workably competitive markets that are subject to potential hold-up
problems.

The Commission has therefore not been convinced by the case for drawing
conclusions solely from the markets in which there is a low degree of asset
specialisation.

Asset values in workably competitive markets are not defined by long-run equilibrium

4.3.37

4.3.38

In the view of Airports, asset values being in line with replacement costs represents
the market equilibrium at which supply and demand are in balance, which in turn is
said to be the appropriate basis for valuation under Part 4. While accepting that the
value of a specialised asset can deviate from replacement costs in workably
competitive markets, they argue that replacement costs remain relevant because they
continue to exert an influence over the longer-term. They therefore consider that
new replacement cost-based valuations are required because there are tendencies
towards equilibrium in workably competitive markets.

While the Commission agrees that workably competitive markets will tend towards
equilibrium over time, asset values in these markets are not defined by a long-run
equilibrium. J.M. Clark is the academic widely credited with first distinguishing
workable competition from other traditional economic models of competition (refer
Chapter 2). He noted that in workably competitive markets, “tendencies towards
equilibrium. ..never reach their static limits”.'* So in workably competitive
markets, long-run equilibrium is unlikely to be reached, shortages and surpluses
continuously arise and outcomes constantly evolve. Asset values in particular vary in
light of changing expectations about the future, not simply in light of changes in
replacement costs today.

193

194

Yarrow, et al., Asset Valuation Report, supra n 162, p. 20.
In economics, equilibrium usually refers to the point at which supply and demand are in balance, and market conditions

are not changing. At this point, the price level is such that the amount that consumers seek to buy is exactly equal to the
amount that suppliers are able to produce. Static long-run equilibrium could be achieved, in theory, if all changes in
background economic parameters were to cease (e.g. demand stopped growing, technology remained the same), and

suppliers were able to respond instantaneously and with full flexibility until no demand was left unsatisfied at the

market price. Entry and exit during this adjustment process is assumed to be free and costless. Clearly, these static

adjustments are not a descriptor of what happens in the real world. Suppliers operate day-to-day on the basis of the

configuration of assets currently installed, prices cannot be varied instantaneously and the demand for services is ever

changing.

Commerce Commission



Input Methodologies (Airport Services) 83 22 December 2010
Reasons Paper

4.3.39

4.3.40

4341

Empirical evidence supports this conclusion. It demonstrates that while asset values
in workably competitive markets characterised by specialised assets may
occasionally converge with replacement costs, they only very rarely if ever equate
and will normally diverge by a significant amount for a prolonged period of time,
including in some cases indefinitely.'®> The extent and duration of any deviation will
be influenced by, amongst other things, any arrangements that have shaped the
relationship between suppliers and their consumers.

This should not be taken to mean that equilibrium concepts are irrelevant to
understanding the operation of workably competitive markets. It simply says that
they are not a defining feature of these markets. Perfectly competitive equilibrium,
for example, is a static concept and clearly does not describe the way in which any
workably competitive market operates in reality. It nevertheless provides a way in
which to think about the operation of markets that conform more closely to the
underlying assumptions, and to explain differences in the operation of those that do
not. These assessments are considered according to the facts pertaining to the
conditions that actually exist in a particular workably competitive market. A number
of other (often more relevant) theories of imperfect competition will also be referred
to during these assessments. The aim is to align economic theory, as far as
practicable, to the facts of the particular case.

Nor does it imply that replacement costs are entirely irrelevant to the determination
of asset values under Part 4. Given the way that the RAB will be rolled forward
(paragraphs 4.3.80 - 4.3.86), replacement costs will continue to exert an influence on
asset values over the longer-term. This is because replacement costs will affect asset
values at the time that assets need to be replaced. They will also have a bearing
when the RAB value is indexed to inflation, because inflation is affected by changes
in replacement costs.'*®

Conclusions on arguments in relation to the relevance of replacement costs in workably
competitive markets

4.3.42

In summary, the arguments that have been advanced in favour of new replacement
cost-based valuations to establish initial RAB values under Part 4 are not persuasive:

o It is wrong to dismiss existing regulatory valuations:

0 existing valuations are consistent with promoting outcomes consistent
with outcomes produced in workably competitive markets (paragraphs
4.2.20 - 4.2.28);

0 existing valuations reflect the continuing relationship between Airports
and their consumers that has been shaped by past regulatory
arrangements (paragraph 4.3.4); and
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Yarrow, et al., Asset Valuation Report, supra n 162, Annex 1.

In theory, if conditions were to remain the same for a prolonged period of time—i.e. in a ‘steady-state’—then the RAB

roll forward rules would result in asset values that tended towards, and eventually reached, a position that could be
considered to be ‘in equilibrium’. In practice, it is unlikely that this equilibrium will ever be reached, owing to a variety
of dynamic factors such as growth in demand. There will nevertheless be tendencies towards equilibrium, caused by
the influence of replacement costs over the longer term.
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o) given this context, material changes to existing valuations—either
upwards or downwards—would be unlikely to be consistent with
outcomes produced in workably competitive markets (paragraphs 4.3.6 -
4.3.7).

. Replacement costs are only one of a number of influences on the value of
specialised assets in workably competitive markets:

0 the predictions of an economic analysis that is based on assuming that
assets display a limited degree of asset specialisation are misleading
(paragraph 4.3.30 - 4.3.36);

0 when there is a high extent of asset specialisation in a market,
replacement costs are likely to have a more distant relationship to asset
values than when there is a low extent of specialisation (paragraphs
4.2.23 -4.2.27); and

o) valuations based on current replacement costs are likely to be higher, and
provide a far less appropriate constraint on pricing, than valuations that
are not predicated on assuming away—in their entirety—the high extent
of asset specialisation that is a central characteristic of the market for
specified airport services (paragraph 4.3.34).

J Asset values in workably competitive markets are not defined by long-run
equilibrium in theory or in practice (paragraphs 4.3.37 - 4.3.40).

o The initial RAB value does not need to reflect today’s replacement costs for
replacement costs to have an influence over the longer term (paragraph

43.41).

4.3.43 In reaching its decision to have regard to prior regulatory valuations, the
Commission notes the following:

o Airports were unable to demonstrate to the Commission’s satisfaction that
asset values in workably competitive markets characterised by substantial
specialised assets would:

0 be equivalent to a new replacement cost-based valuation; or

o) bear a particularly close relationship to a new replacement cost-based
valuation.

. Upward revaluations might be warranted if Airports were able to demonstrate
that prices set on the basis of existing regulatory valuations would not
maintain their efficient financial capital (i.e. earning less than a normal return
on the original cost of their investment). They have not done so. Existing
valuations are therefore consistent with Airports having appropriate incentives
to invest (i.e. s 52A(1)(a)), while also limiting any excessive profits that would
be disguised as a result of a higher asset value (i.e. consistent with
s 52A(1)(d)).

o The new Part 4 Purpose does not in any way require new replacement cost-
based asset valuations (such as new ODRC valuations).
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Views of Airlines on the valuation of assets
4.3.44 As noted earlier, the Airlines favoured using an historic cost approach in

establishing the initial RAB value. The main reason that Airlines consider that
greater reliance on historic costs would be more appropriate is that, in their view,
existing regulatory valuations reflect expectations of future monopoly profits, which
would be legitimised under information disclosure regulation if these values were
used to assess profitability. They consider that revaluations in the past are not
required for Airports to be able to earn at least a normal return (i.e. they will disguise
excessive profits).

4.3.45 Airlines argue that greater reliance on historic costs would be more appropriate—i.e.

going back further than the time horizon upon which existing regulatory valuations
are based—as this measures the funds actually committed by investors to the
business.'”” Airlines therefore consider that allowing more recent revaluations to
flow through into price monitoring would prevent interested persons from assessing
returns earned by each Airport over the lifetime of their assets.'”®

4.3.46 Airlines effectively consider that the initial valuation should be based on the terms

of a contract that Airports could have struck with their consumers, had there
previously been workable competition for the right to provide specified airport
services. In these markets, consumers are unlikely to agree contractual terms ex ante
that would be expected to provide a return for Airports that is excessively above the
costs they would actually incur (or expect to incur) in future.

4.3.47 Airlines have also argued that it would be appropriate to reduce the value of non-

land assets by applying a used and useful test to the initial RAB (and have raised
similar arguments in relation to land, as discussed in paragraphs 4.3.74 - 4.3.79
below)."” They consider that assets that are not used or useful should be excluded
from the initial RAB.

Consideration of arguments advanced by Airlines in relation to the valuation of non-land

assets

4.3.48 There is clearly some merit to the arguments advanced by Airlines. In workably

competitive markets with a high degree of asset specialisation, long-term contracts
are often used to protect the interests of both suppliers and consumers. Such
arrangements therefore provide useful guidance to the Commission when valuing
assets consistent with the Part 4 Purpose, since specialised assets are prevalent in the
market for specified airport services too.

197
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The Commission notes that BARNZ have argued in favour of an approach in which at least some portion of revaluation
gains since the historic costs were incurred are stripped out of existing valuations, rather than an approach based simply
on the historic costs updated for some portion of the revaluation gains since that date. The two approaches would result
in equivalent initial RAB values. The Commission notes, however, that by using existing valuations—in accordance
with the IM Determination—interested persons will be able to assess the extent to which previous revaluation gains
have been taken into account in past pricing. For the reasons explained above, downward adjustments to these existing
valuations are not desirable. Refer, for example: BARNZ, Submission on Commerce Commission Input Methodologies
(Airport Services) Draft Reasons Paper and Draft Determination, 12 July 2010, p. 11.

Refer, for example: Air New Zealand, Submission to the Commerce Commission on the Input Methodologies Airport
Services Draft Reasons Paper, 12 July 2010, p. 31, paragraph 115.

Air New Zealand, Submission to the Commerce Commission on the Input Methodologies Airport Services Draft
Reasons Paper, 12 July 2010, p. 37, paragraphs 140-141; NZIER, Conditions for Inclusion in the Regulatory Asset
Base, Comments on the Commerce Commission’s Proposed “used” Test, 9 July 2010, pp. 1-3.
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4.3.49 T1tis also clear, however, that no actual contract is in place between Airports and

their consumers. Nor is there clear evidence of an understanding between the two
parties that would justify placing greater reliance on historic costs. Airports have had
(and continue to have) wide discretion in relation to the prices that they can set. Any
ex ante contract would instead have to be hypothesised by the Commission, and
imposed ex post. This presents difficulties, because there are a large number of
potential contracts that could conceivably have been arranged between Airports and
their customers.”” There is insufficient evidence to make a satisfactory case as to
why any particular assumed contract should be preferred over any others: a wide
range of different contracts could have been observed in each market for specified
airport services had the markets previously been subject to workable competition.

4.3.50 Existing regulatory valuations sit within the range of valuations that are consistent

with outcomes produced in workably competitive markets. There is no avoiding the
fact that any downward adjustments on the basis of hypothesised contracts would be
likely to be perceived as unnecessarily arbitrary. This would not be desirable in light
of the emphasis on investment incentives contained within s 52A(1)(a).

4.3.51 Thus, while it would be possible to speculate as to the possible contracts that might

have been agreed in the past, had the market previously been subject to workable
competition, this would be unnecessary and undesirable in the current context.
Disregarding the prior regulatory values ascribed to non-land assets, in favour of
what could be perceived as a somewhat arbitrary alternative, is likely to have a
detrimental effect on investment incentives. It is therefore not the case that all else
would be equal if a lower valuation was chosen.

4.3.52 Asnoted above, one thing that long-term contracting does highlight is that it is

important to protect the credibility of on-going relationships between suppliers and
their consumers where there is a high degree of asset specialisation in workably
competitive markets. EX post opportunism can cause very detrimental outcomes in
the long-term. While this gives rise to explicit contracts in some workably
competitive markets, in others reliance is placed on the credibility of an on-going
relationship. In the current context, the issue at stake relates to the credibility of
regulatory asset valuations, and the confidence that Airports will have that the
valuation of future investments will be sufficient to allow them to recover the
associated costs without profits appearing excessive.

4.3.53 In summary, Airlines have not been able to support arguments in favour of

establishing the initial RAB value with reference to historic costs with compelling
arguments in favour of one historic valuation over another.””! In light of s 52A(1)(a),

200
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For example, assumptions would be required around: (i) the length of the assumed contract — this could stretch back to
(a) the date of vesting, (b) to 2002 (when the Commission undertook the Airports Inquiry), or (c) to some other year
instead; (ii) the way in which the values at the start of the contract should be established — this could be based on (a) a
replacement cost-based valuation disclosed by the Airport, (b) vesting documentation, or (c) an alternative replacement
cost-based approach specified by the Commission; and (iii) the cost recovery profile since the start of the contract —
any value at the start of the assumed contract could be depreciated according to (a) each Airport’s past pricing
behaviour, or (b) any one of a number of types of depreciation that could be assumed (e.g. un-indexed straight-line
depreciation); (iv) any risk sharing arrangements that might have been agreed.

For example, Air NZ and BARNZ have expressed support for different approaches during consultation. Air NZ has
generally argued in favour of reference to 2002 values that were established on the basis of the vesting values of
Airports, whereas BARNZ have also supported earlier valuations that were based on ODRC. Refer, for example: Air
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4.3.54

material downward adjustments to the value of specialised assets should be avoided
(paragraphs 4.3.8 - 4.3.10). It is consequently appropriate to have regard to the
valuations of non-land assets that have been permitted under regulatory
arrangements in the past. Greater reliance on the historic costs of each Airport’s
investments has therefore been rejected by the Commission.

The Commission also rejects the argument by Airlines that a used and useful test
should be applied to non-land assets in the initial RAB. The initial RAB value will
exclude assets that are not used to supply specified airport services, as defined in s
56A, but it would not be appropriate to go beyond this. This is because further tests
could result in write-downs of the regulatory valuations disclosed in accordance with
the regulatory provisions applying to each Airport at the time. That would not appear
to be appropriate in an information disclosure context as it would involve writing
down the value of an Airport’s asset base with the benefit of hindsight (and on the
basis of subjective assumptions about ‘usefulness’).

Valuation of land under Part 4

4.3.55

4.3.56

4.3.57

In a workably competitive market, the value of land is likely to broadly reflect its
MVAU. The Part 4 Purpose therefore provides useful guidance in relation to the
valuation of land. Submitters generally supported the MVAU approach in principle,
although as discussed below, there was disagreement as to how MV AU should be
applied in practice (i.e. how the costs of land conversion should be treated).

In coming to this view, the Commission considered whether it would be more
appropriate to use existing regulatory valuations for airport land. Unlike investments
in specialised assets, however, the majority of investments associated with land can
be recovered in the event that the supply specified airport services were to cease.
The regulatory values permitted previously are therefore of less relevance to
investment incentives for land.

The correct incentives to invest in land in future will be provided if Airports expect
to be able to earn a return on any investment in land before profits appear excessive
that is sufficient to compensate them for the costs of acquiring and holding onto that
land. The cost of continuing to hold onto land acquired in the past is measured by
the opportunity cost that the Airport incurs today by using the land to supply
specified airport services (i.e. instead of using it to supply other services).?"
Providing a signal to Airports that they will be consistently able to earn revenues
that compensate them for the opportunity cost of holding land without profits
appearg)l}g excessive is therefore the appropriate approach when valuing land under
Part 4.

NZ, Submission to the Commerce Commission on the Input Methodologies Airport Services Draft Reasons Paper, 12
July 2010, p. 4, paragraph 11; BARNZ, Submission on the Input Methodologies Discussion Paper, 31 July 2009, p. 4.
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The Commission notes that there is no objective way of estimating how much the land would be worth to a

hypothetical alternative airport operator. In addition, under s 56A, the definition of specified airport services includes
reference to the companies that supply the services (including any successors to the current companies that operate all
or part of the Airports). Hence the value of land in an alternative use cannot be established by estimating the value of
land to an alternative owner supplying specified airport services.

203

Frontier Economics on behalf of Air NZ submitted that the Commission has not addressed the interdependency

between the value of specialised assets and land. Frontier argues that valuations, which assume the land can be sold
independently with no loss of profit associated with the sunk assets, will be too high. They consider that a lower value
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4.3.58 Airlines, however, have proposed that a past MVAU land valuation should be

adopted (e.g. the 2002 value used by the Commission in the Airports Inquiry),204 and

that revaluation of land from that date should only be recognised and included in the
RAB value if it was necessary for each Airport to earn at least a normal rate of
return on the opportunity cost assessed at that date.*®® This echoes the view of
Airlines on the appropriate way to establish the initial value of non-land assets in the
RAB (i.e. as discussed in paragraph 4.3.44, Airlines consider it would be more
appropriate to place greater reliance on historic costs).

4.3.59 Airports, on the other hand, prefer an approach to land valuation under Part 4 known

as Market Value Existing Use (MVEU). This is the approach Airports have
generally used previously in disclosures. The MVEU approach tends to produce
higher valuations than the MVAU methodology because, as discussed further below,
the former includes a premium above MV AU for all past costs of airport specific
land conversion (even those incurred in the distant past), whereas the latter does not.
That said, land conversion costs may nonetheless be included under a regulatory
regime even if an MVAU approach is used, but it would not be recognised in the
value of land—the costs would be recognised separately by way of a non-land
regulatory asset instead.

4.3.60 The way in which the MVAU methodology must be applied is set out in Schedule A

of the IM Determination. This methodology must be applied by an independent
valuer on behalf of the Airport.

Treatment of items associated with past investments in land conversion

4.3.61 Asnoted above, a key difference between the values produced by MVAU and

MVEU can be caused by the treatment of past costs incurred to convert land for use
as an Airport. The issue is whether or not these items should be included in the
RAB, and if so, how these should be valued. The items relate to activities such as the
levelling of land when the Airport was first built, and protecting or stabilising land
by the construction of seawalls.

4.3.62 Airports argue that all such items should be treated as specialised assets, and thus

included in the RAB.?* In the main, however, past investments in the conversion of
land for use as an airport will have contributed to the value of land in an alternative
use. These costs will therefore be reflected in a higher MVAU valuation than would

204
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could be assigned to certain parcels of land with no efficiency consequences, while land that is not closely tied to the
relevant specialised assets has a higher opportunity cost. However, only land that is used to supply specified airport
services is included within the RAB, so it is likely that all the land is closely tied to the value of specialised assets. In
addition, a downward adjustment to land values on this basis would be no different to a downward adjustment to the
value of non-land assets. The Commission has therefore rejected the proposal made by Frontier. Refer: Frontier
Economics, Input Methodologies Draft Reasons Paper Comments Prepared for Air New Zealand, 12 July 2010, pp. 7-
8.

For example: Air New Zealand, Submission to the Commerce Commission on the Input Methodologies Airport Services
Draft Reasons Paper, 12 July 2010, p. 33, paragraph 121; Frontier Economics, Input Methodologies Draft Reasons
Paper Comments Prepared for Air New Zealand, 12 July 2010, p. 9.

BARNZ, Submission on Commerce Commission Input Methodologies (Airport Services) Draft Reasons Paper and
Draft Determination, 12 July 2010, pp. 6 and 12, Table X2.

Refer, for example: Infratil, Airport Services Draft Input Methodologies Determination and Draft Reasons Paper, 12
July 2010. Airports propose establishing the value of specialised assets on the basis of the costs of replacement. In the
case of conversion costs, this would be equivalent to treating land that has already been levelled as if this was not yet
the case, and then assessing the cost in today’s terms of carrying out the levelling that was undertaken many years ago.
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otherwise have been the case (e.g. levelled land is typically more valuable than
unlevelled land and the value of land will rise during the period in which it is held).
This consideration sets items related to land conversion apart from the non-land
assets considered above.

4.3.63 Inclusion of the majority of these land conversion items as separate non-land assets
in the RAB is unlikely to have any effect on Airports’ incentives to invest in future.
Airports are likely to have already fully recovered these costs in the past. Since the
value of any costs that remain outstanding will be captured at the start of information
disclosure regulation under Part 4 by the fresh valuation of land (if indeed any of
these costs have not yet been fully recovered), it is appropriate that profits appear
excessive if Airports attempt to recover an amount for these costs that exceeds the
amount implied by the MV AU valuation of land. While inclusion of the majority of
these items will not enhance Airports’ incentives to invest in future, their exclusion
will not harm those incentives either.

4.3.64 No evidence has been presented to suggest that this proposition is incorrect.
Including most of these items would therefore have no other effect than to reduce the
apparent level of profitability for an Airport for a given level of pricing. This would
be likely to materially increase the level of prices that Airports could justifiably
charge their consumers without consumers receiving any offsetting benefit. Absent
any clear reason to include these items, such an approach would therefore appear
undesirable in Part 4 terms.

4.3.65 There are, however, some exceptions to the general proposition outlined above.
Recognition of past investments is required where the expenditure has been incurred
relatively recently and would not be expected to affect the value of land in an
alternative use. In these cases, profits will appear excessive if Airports attempt to
recover these costs unless these items are included in the RAB and assigned a value.

4.3.66 Investments which have negligible effect on the value of land in an alternative use
have therefore been permitted into the initial RAB.?"’ It is appropriate to recognise
the specialised nature of these investments. These investments should be
depreciated, just as with other non-land assets, using a finite asset lifetime. Airports
appear to have adopted this treatment for the relevant assets that have been discussed
during consultation. As a result, the IM Determination simply states that items
related to land conversion are to be excluded from the initial RAB and provides a
relevant definition (notably, the seawall at AIAL is to be included as a non-land
asset).

4.3.67 This treatment of past conversion costs clearly falls short of the treatment desired by
Airports.””® The use of existing regulatory valuations to establish the initial value of

207 For the avoidance of doubt, the IM Determination has identified the construction of a seawall at AIAL as an asset that

should not be excluded from the initial RAB. The Commission has also identified the development of the Runway End
Safety Area (RESA) at WIAL as a recent conversion cost that would not yet be fully depreciated and so should be
included in the RAB value. The RESA is classified as a civil works in WIAL’s disclosure statements, and therefore
does not need to be explicitly allowed for in the Determination. This list is clearly not exhaustive.

Auckland Airport, Submission to the Commerce Commission on Draft Input Methodologies Determination (Airport
Services), 12 July 2010, pp. 5, 21, paragraphs 17d, 115; Christchurch International Airport Ltd., Submission on Input
Methodologies and Information Disclosure Draft Determinations and Reasons Papers for Airport Services, 12 July
2010, pp. 28, 35-36, paragraphs 111, 150-152; NZ Airports, Submission on Draft Information Disclosure
Determination and Draft Reasons Paper, 12 July 2010, p. 7, paragraph 28; NZ Airports, Submission on Draft
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non-land assets in the RAB will, however, result in a treatment overall that is
favourable to Airports relative to the costs that were originally incurred when assets
were installed. Airports have not provided any evidence to suggest that they will not
be able to earn at least a normal return on the original costs of their investments
before profits appear excessive.

4.3.68 Thus in no way would this treatment of past land conversion costs jeopardise the

Airports’ future investment incentives, particularly in the context of an information
disclosure regime. Including these costs would simply have the effect of increasing
the ability of Airports to earn higher future profits before those profits appeared
excessive.

Treatment of remediation costs when estimating opportunity cost

4.3.69 In undertaking MVAU valuations of airport land, Airports should not account for

anticipated ‘remediation costs’ (i.e. the costs of converting land for an alternative
use). Airports must recognise actual remediation costs in financial disclosures at the
time those costs are incurred (i.e. when an Airport undertakes remediation and pays
for it or, alternatively, disposes of a piece of land without undertaking remediation
but at a discounted price).

4.3.70 This is a topic upon which the Commission received contrasting views from

different Airports, and from different Airlines. Oxera (on behalf of the NZAA) has
noted that it is “unlikely that remediation costs will be insignificant”,** but CIAL
has nevertheless offered support for ignoring remediation costs.?'° Frontier
Economics (on behalf of Air NZ) also broadly supports an approach that ignores
anticipated remediation costs when assessing the MVAU of the land.*'" By contrast,
Property Advisory Limited (on behalf of BARNZ) has argued that certain
remetzilization costs should be taken into account when assessing the MVAU of the
land.

4.3.71 Recognising remediation costs only as they are incurred will mean that, in years

prior to that, the RAB value used to calculate the ROI will be higher.213 This implies

that Airports could set higher prices during that period without profits appearing
excessive (compared to the option of requiring remediation costs to be estimated and
deducted from the land value at the time an MV AU valuation is undertaken). Even if
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Information Disclosure Determination and Draft Reasons Paper, 12 July 2010, p. 35, paragraph 150; Wellington
International Airport Ltd., Submission on the Draft Input Methodologies & Information Disclosure (Airport Services)
Determinations and Draft Reasons Papers, 12 July 2010, p. 5, paragraph 12.2.

Oxera Consulting Ltd., Valuation of airport assets - Expert report prepared at the request of New Zealand Airports
Association, 12 July 2010, p. 18, paragraph 4.11.

Christchurch International Airport Ltd., Submission on Input Methodologies and Information Disclosure Draft
Determinations and Reasons Papers for Airport Services, 12 July 2010, p. 28, paragraph 109.

Frontier Economics, Input Methodologies Draft Reasons Paper, Comments Prepared for Air New Zealand, July 2010,
p-7.

BARNZ, Submission on Airports Draft Reasons Paper and Draft Determination - Property Advisory Letter - Schedule
A, 12 July 2010, p. 5, paragraph 24.

Requiring Airports to recognise actual remediation costs when they are incurred also gives Airports flexibility in how
they incur and recognise remediation costs, to reflect the way these costs may actually be incurred in the future.

Airports may recognise remediation costs in their financial disclosures as operating expenditure, as capital expenditure,
or as a reduction in the sale price for unremediated land.
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Airports acted in this way, however, the NPV of the disclosed cash flows over the
whole period would be the same in both cases.

4.3.72 1t is therefore not necessary to engage in the potentially costly and uncertain exercise

of estimating the cost of remediating land. Both approaches are equivalent in NPV
terms, and are therefore consistent with promoting outcomes consistent with
outcomes produced in workably competitive markets. The primary reason for
preferring this approach is that it does not result in write-downs of the RAB value of
land when Airports make investments that would be costly to reverse (e.g. if a
runway was installed then this would imply increased costs of remediating land,
which would lower the value of land). This would not be consistent with Airports
having appropriate incentives to invest.

4.3.73 When undertaking an MV AU valuation, the airport land must therefore be assumed

to be vacant and unencumbered by any airport related improvements.

Treatment of future development land

4.3.74 Land is to be excluded from the RAB unless it is currently used in the supply of

specified airport services. This means that land being held or developed for future
use—i.e. future development land—will not be included in the initial RAB.?"
Airports can nevertheless expect to be able earn a full return on and of the costs
incurred in holding and developing this land without profits appearing excessive,
provided it is eventually commissioned for use to supply airport services. This land
will therefore enter the RAB once demand is sufficient to justify expansion of the
Airport — not before.

4.3.75 Airports have opposed this approach on the basis that they do not consider there is

good reason to depart from the approach they currently adopt, which is to include
some or all future development land in the asset base.”'” They also consider there is
a “clear statutory directive” to include future development land in the RAB value

immediately.?'® By contrast, Airlines have supported the reasoning set out below.?"’

4.3.76 Inreaching its view on this matter, the Commission notes that no specific treatment

is implied by the reference to workably competitive markets. While capacity
constraints could cause higher prices for services supplied using existing land before
congestion eases,”'® relationships between suppliers and consumers could be such
that the price would not rise until additional land comes into service, or price rises
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This discussion focuses on land assets held for future development. However, the relevant requirements of the IM
Determination apply to all assets (land and non-land) held for future use in the provision of specified airport services.

For example: NZAA, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July
2010, p. 7, 36-40, paragraphs 28, 156 -174, 176-177, 179 and 182; Oxera Consulting Ltd, , Valuation of airport assets
- Expert report prepared at the request of New Zealand Airports Association, 12 July 2010, p. 20, paragraph 4.24;
ATAL, Submission to the Commerce Commission on Draft Input Methodologies Determination (Airport Services), 12
July 2010, pp. 11 and 20, paragraphs 53-56 and 113-114; Wellington International Airport Limited, Submission on the
Draft Input Methodologies & Information Disclosure (Airport Services) Determinations and Draft Reasons Paper, 12
July 2010, p. 4, paragraph 12.1.

NZAA, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July 2010, p. 7.

Air New Zealand, Cross Submission to the Commerce Commission on the Input Methodologies Airport Services Draft
Reasons Paper, pp. 5 and 21, paragraphs 22 and 110; BARNZ, Cross Submission on Commerce Commission Input
Methodologies (Airport Services) Draft Determination and Draft Reasons Paper, 3 August 2010, pp. 3-4 and 23-25.

As suggested by, for example: Auckland International Airport Limited, Post-Workshop Submission, 8 March 2010
Attachment: A. Kahn, Statement on behalf of Auckland International Airport Limited, 10 August 2001, p. 6.
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4.3.77

4.3.78

4.3.79

could be delayed even further into the future in order to encourage greater utilisation
of the associated assets in the short- to medium-run.

The treatment of future development land is based instead on the indirect incentives
that the treatment would be likely to create under information disclosure regulation.
Airports should not have an incentive to acquire land imprudently, nor to hold land
indefinitely without developing it. Requiring that land is currently used before it
enters the RAB places the risk of ultimate non-development on the Airports

(i.e. profits will appear excessive if Airports attempt to earn a return on the value of
the land before it is developed in order to supply specified airport services).”"” Given
that Airports are best placed to manage this risk, it is reasonable that they are the
ones that are required to bear it. Under this treatment there is a possibility that
Airports will attempt to commission new capacity imprudently or in advance of the
time that they otherwise would have. In practice, the incentives to attempt this are
limited, because interested persons will have sufficient information to be able to
assess whether or not such an attempt has been made.

The alternative treatment would be to include future development land before it is
currently used. This would appear to provide Airports with little if any incentive to
avoid investment in land they own but do not use. It would also provide greater
incentive to invest in land speculatively.

The Commission has given careful consideration to the Airports’ arguments that
there is a “statutory directive” to include future development land in Airports’ RAB
values.”?® Even though holding future development land forms part of the regulated
services, it does not follow that the Commission must set an IM for the valuation of
assets that treats future development land in the same manner as land currently in
use. There is no express provision under Part 4 that requires such an approach. As
discussed above, such an approach is not required by reference to workably
competitive markets. While it is debatable exactly when the holding costs relating to
future development land would be recovered in a workably competitive market, it is
likely that such a market would provide discipline on a firm to commence
development at an efficient time.

Rolling forward the initial RAB value of land and non-land assets over time

4.3.80

4.3.81

Turning now to the way that the initial RAB value is updated over time, decisions
have been required around the appropriate form of depreciation and the way in
which revaluations are to be calculated.

The IM provides that these regulatory valuations be linked to CPI-indexation to
preserve the value of supplier’s investments in real terms. Airports will also have the
opportunity to revalue their land to reflect the opportunity cost of their land, should
they so desire. This provides the correct signal that they will consistently be able to
charge on the basis of the opportunity costs of using land to supply specified airport
services without profits appearing excessive. As discussed in Chapter 2, all

219

That said, the risks are modest under an information disclosure regime, not least because land could be sold—given

that it has a value in an alternative use— and any residual risk relates to holding and development costs.
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NZ Airports Association, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July

2010, p. 7.
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revaluations of land and non-land assets must be treated as income under
information disclosure regulation (i.e. when assessing profitability).

4.3.82 For non-land assets straight-line depreciation is to be applied as the standard

depreciation approach. An Airport may nonetheless apply a non-standard approach
should they so desire, provided disclosure of the change and its impacts are made.
This assists interested persons in assessing whether the approach adopted by
Airports is consistent with the Part 4 Purpose being met. For land, no depreciation is
to be applied; it is simply to be revalued instead.

4.3.83 For non-land assets, the advantages of CPI-indexation and straight-line depreciation

(together) are relatively straightforward. In addition to protecting the regulatory
value of each regulated supplier’s investment in real terms, depreciation is calculated
in a simple, transparent and well-understood form. It also results in a cash flow
profile that is generally consistent with a prudently financed supplier meeting both
their debt obligations and the costs of new investment (i.e. consistent with

s 52A(1)(a)). This approach is consistent with the approaches that are used by the
majority of regulators of similar services in Australia and the UK.

4.3.84 The following sections outline the key issues related to revaluations that have arisen

during consultation. Further detail in relation to depreciation can be found in
Appendix C (see Section C11).

Revaluations

4.3.85 Airlines have expressed broad support for the use of CPI-indexation for land and

non-land assets.”?' The Airlines also appeared to support periodic revaluations of

land using an MV AU approach so long as revaluation gains are appropriately treated
. 222
as income.

4.3.86 Airports have, however, argued that on-going replacement cost-based valuations

and/or a producer/construction price index would be more appropriate than CPI-
indexation for rolling forward the value of non-land assets.””> The Commission has
rejected this approach for the following reasons:

o replacement cost-based valuations are not required to promote outcomes
consistent with outcomes produced in workably competitive markets;
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BARNZ, Submission on Commerce Commission Input Methodologies (Airport Services) Draft Reasons Paper and
Draft Determination, 12 July 2010, p. 6, Table X2.

The submission received from Air NZ on the Draft Decisions did not discuss MV AU valuations in the context of
rolling forward the RAB value. BARNZ, however, appeared to support such an approach provided revaluation gains
were appropriately treated as income for price monitoring purposes. Refer, for example: BARNZ, Submission on
Commerce Commission Input Methodologies (Airport Services) Draft Reasons Paper and Draft Determination, 12 July
2010, p. 6. The Commission notes that upward and downward revaluations from the date of the initial RAB will be
treated consistently. However, for the reasons explained in this chapter, material downward adjustments to regulatory
valuations of non-land assets would not be appropriate when establishing the initial value of the RAB.

NZAA, Submission on Draft Input Methodologies Determination and Draft Reasons Paper, 12 July 2010, pp. 21 and
42, paragraphs 82 and 194; Christchurch International Airport Ltd, Submission on Input Methodologies and
Information Disclosure Draft Determinations and Reasons Papers for Airport Services, 12 July 2010, pp. 36-37 and 37-
38, paragraphs 156-158 and 162-165; PwC, Response to the Discussion of Asset Valuation in the Draft Decisions
Document, 12 July 2010, p. 19, paragraph 4.4; Wellington International Airport Limited, Submission on the Draft Input
Methodologies & Information Disclosure (Airport Services) Determinations and Draft Reasons Paper, 12 July 2010,
p. 6, paragraph 12.4.
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J the main argument against a replacement cost-based approach relative to CPI-
indexation is that the former implies a counter-intuitive cash flow profile when
revaluation gains are treated as income during profitability assessments. This
is because the faster that the cost of replacing assets increases relative to the
CPI in any given assessment period, the lower the revenues that an Airport
will be able to earn during that period before their profits appear excessive (i.e.
once the potential future income associated with asset revaluation has been
accounted for);

. the Commission does not consider that a replacement cost-based approach
involving optimisation provides better incentives for efficient investment by
Airports, because they require notionally reconfiguring the Airport in ways
that may be impossible for the Airport to achieve in practice (i.e. that are now
prohibitively expensive given the existing configuration of assets); and

. taking an existing valuation and rolling it forward for actual capital
expenditure, depreciation and CPI-indexation—despite some uncertainty
inherent in the CPI—provides far more predictable valuation outcomes than
periodic replacement cost-based revaluations. Certainly the resulting value is
objectively verifiable and auditable ex post. This transparency is particularly
beneficial in the context of an information disclosure regime.
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CHAPTER 5: TREATMENT OF TAXATION

5.1

Introduction

IM for the treatment of taxation

5.1.1

5.1.2

The IMs relating to specified airport services must include, to the extent applicable
to information disclosure regulation, the “treatment of taxation” (s 52T(1)(a)(iv)).

The IM for the treatment of taxation sets out the methodology that is to be used to
determine the regulatory tax allowance for each Airport. This is primarily affected
by the depreciation deduction that is used for regulatory tax purposes.

Tax costs are one of the main types of costs facing Airports, and are therefore a key
part of any assessment of an Airport’s profitability. In practice, the task of
determining the tax costs associated with the supply of specified airport services is
not a straightforward one because, as is discussed in the cost allocation chapter
(Chapter 3), all three Airports supply a range of unregulated services. Since tax is
paid to the Inland Revenue Department (IRD) on a whole-of-business basis, the tax
costs associated with the supply of specified airport services are not directly
observable.

The tax costs associated with the supply of specified airport services could be
determined in the same manner as other operating costs—i.e. by applying the cost
allocation IM to the tax costs associated with all the Airport’s regulated and
unregulated activities. However, tax obligations arise as a consequence of many
other operational and capital decisions made by the Airport. It is therefore possible
that applying a tax cost allocation methodology in its own right might result in an
allocation of tax costs that is inconsistent with the other costs allocated to specified
airport services.

Tax costs associated with the supply of specified airport services must consequently
be calculated by applying the corporate tax rate to regulatory taxable income.
Regulatory taxable income is the total regulatory income less expenses associated
with the supply of airport services. These expenses are allocated to specified airport
services by applying the cost allocation IM, but adjusting for any revenue or
expenses not recognised as assessable or deductible under tax legislation (e.g.
revaluation gains or losses).

Thus, the main expression for estimating tax costs, subject to potential adjustments,
will be:
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Total Regulatory Income
— Depreciation deduction for regulatory tax purposes

— Other deductions and adjustments for regulatory tax purposes (e.g.
deductible opex, interest)

= Regulatory Taxable Income

x Corporate Tax Rate

= Regulatory Tax Allowance

Application of the IM for the treatment of taxation

5.1.7  As Airports are only subject to information disclosure regulation, the IM for the
treatment of taxation only applies to the way in which profitability is reported. This
in turn affects the way in which interested persons can assess an Airport’s
profitability performance, in order to assist those persons to assess whether the
purpose of Part 4 is being met (which is the purpose of information disclosure
regulation set out in s 53A). Airports will therefore need to provide ‘sufficient’
information on the assumptions that underpin the tax calculation to satisfy the needs
of interested persons.

Overview of the IM and structure of this chapter

5.1.8  This chapter provides an overview of, and reasons for, the treatment of taxation for
specified airport services. As no submissions were received on the Commission’s
draft decisions in relation to taxation, and no reasons have emerged to change the
substance of the draft decisions, no substantive changes have been made to those
draft decisions.

Table 5.1 Summary of IM for the Treatment of Tax for Airports

Where
discussed

Approach in IM

An Airport’s tax obligations should be estimated using a ‘tax payable’ )
approach. Section 5.3
The cost allocation IM is to be applied, and tax legislation is to be applied )

(to the extent practicable and subject to other relevant provisions in the IMs), App§nd1x D,
to calculate the regulatory taxable income. Section D2
Tax deductible debt interest should be calculated using a notional leverage Appendix D,
that is consistent with the cost of capital IM. Section D2
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Where
discussed

Approach in IM

Tax losses in an Airport’s wider tax group should be ignored when

estimating tax costs, and any tax losses generated in the supply of airport Appendix D,
services should be notionally carried forward to the following disclosure Section D2
year.

The regulatory tax asset value of assets acquired from another Airport or

from a supplier of another type of regulated service should remain Appendix D,
unchanged in the event of an acquisition of assets used to supply services Section D2
under Part 4.

The initial regulatory tax asset value should be the lesser of that recognised )
by the Inland Revenue Department (IRD) for the relevant assets or share of | Appendix D,

assets used to supply airport services, and the initial RAB value. Section D2
5.1.9  The remainder of this chapter is structured as follows:
J Section 5.2 sets out the key considerations in determining the IM for the
treatment of taxation; and
. Section 5.3 sets out the overall approach to the treatment of tax for Airports

under Part 4 and the Commission’s reasons to support this approach.

5.1.10  Further details about the IM for the treatment of taxation can be found in Appendix
D. This briefly discusses the application of the methodology to information
disclosure regulation. It also sets out detailed components of the methodology,
including:

o the other deductions used for regulatory tax purposes and the way in which
they are estimated;

o the tax treatment of acquisitions;

o the way in which the initial regulatory tax asset value is established (where
appropriate); and

° the treatment of tax losses.

5.2 Key Considerations in Determining the IM for Treatment of Tax

5.2.1  This section discusses the statutory guidance available to the Commission in setting
an IM for the treatment of tax, and the Commission’s interpretation of that guidance.

5.2.2  An IM for the treatment of taxation is intended to promote certainty for suppliers
and consumers in relation to the way that tax costs are to be treated for information
disclosure purposes (i.e. s 52R). It must promote this purpose and the Part 4 Purpose
(i.e. s 52A(1)) in light of the purpose of the relevant regulatory instrument, which in
the case of Airports is only information disclosure regulation.
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Therefore, this section considers the ways in which the treatment of taxation for
Airports can assist interested persons in assessing whether the Part 4 Purpose is
being met (i.e. s 53A). Following on from this, as signalled in Chapter 2, the
Commission has asked itself what guidance ‘promoting outcomes consistent with
outcomes produced in workably competitive markets’ provides when making
decisions on the treatment of taxation IM. It has also considered how each of the
regulatory objectives in s 52A(1)(a)-(d) are relevant to the decision, and whether
there are any practical constraints on the treatment of tax under Part 4.

Insights from workably competitive markets

524

5.25

Apart from covering capex and opex, efficient suppliers providing services in
workably competitive markets will generally expect their revenues to cover the tax
costs that arise as a consequence of their business decisions. As a result, in workably
competitive markets, profits would on average be expected to be just sufficient to
reward investment, innovation and efficiency.

However, the exact time at which suppliers recover tax costs in workably
competitive markets will vary, according to supply and demand conditions
prevailing at the time or as determined by the terms and conditions of any long-term
contractual arrangement agreed previously. Many permutations for cost-recovery are
therefore potentially valid, given the particular context, provided it is consistent with
suppliers having the opportunity to earn an adequate level of profitability over time,
after having met their tax obligations to the relevant tax authority.

Implications for the treatment of taxation under Part 4

5.2.6

5.2.7

5.2.8

The regulatory objectives contained in s 52A(1)(a)-(d) of the purpose statement
suggest, however, that an appropriate treatment of taxation under information
disclosure regulation will likely need to be informed by a number of additional
considerations.

First, as noted in Chapter 2, the Commission has interpreted ‘profits just sufficient to
reward investment, innovation and efficiency’ as meaning that its decisions should
be consistent with expected profitability levels that are closer to, rather than further
from, an expectation of a normal rate of return over time (i.e. FCM). This is
reinforced in s 52A(1)(d), which requires that the outcomes promoted under Part 4
must be consistent with outcomes produced in workably competitive markets, such
that suppliers are limited in their ability to extract excessive profits.

Second, the Commission considers that a focus on incentives for tax efficiencies on
their own ought not to outweigh the consideration of incentives to promote
improvements in overall economic efficiency, consistent with s S2A(1)(b). It is
difficult to conclude that decisions with very different tax consequences are not
equally legitimate. This is because tax liabilities arise as a result of many other
business decisions and as such a move that increases tax costs may be desirable,
provided they lead to, or are caused by, a reduction in costs overall. Tax efficiency
savings are therefore only desirable insofar as they are consistent with a reduction in
costs overall (i.e. that they are to the long-term benefit of consumers).
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5.2.10

5.2.11

5.2.12

5.2.13

Air NZ and BARNZ agree with this conclusion.””* NZAA and the regulated Airports
share the opinion that improvements in overall efficiency and tax efficiency are not
mutually exclusive: tax efficiency is one component of how a regulated supplier can
improve its overall efficiency.”” The Commission agrees with this view. However,
the Commission considers that, to the extent that suppliers have incentives to price
in line with the IMs that are set, the treatment should be primarily motivated by the
effect it will have on overall economic (not tax) efficiency (consistent with

s 52A(1)(b)).

Third, the Commission considers that the treatment of taxation should generally be
consistent with flat aggregate prices in real terms, unless economic depreciation
suggests otherwise. This proposition reflects that flat aggregate pricing over time is
consistent with allocative efficiency in workably competitive markets (i.e. consistent
with suppliers having incentives to improve economic efficiency and thus

s 52A(1)(b)). This is because, where all other things are equal (i.e. consumer
preferences do not change), the efficient Ramsey prices for a regulated monopolist
subject to a normal profit constraint will be constant prices in real terms.**® A
flexible approach to regulatory depreciation is intended to accommodate situations
in which this is not likely to be the case (Chapter 4).

Finally, the tax treatment of transactions should recognise that, in workably
competitive markets, the efficiency gains from those transactions, assuming such
gains eventuate, will be shared with consumers over time, consistent with s52(1)(c).
On the other hand, in workably competitive markets, risks tend to be allocated to
those market participants that are best placed to manage them. This is likely to
reduce the overall costs of supply, and therefore be consistent with the long-term
benefit of consumers.

One way to promote outcomes consistent with both of these considerations is to
allow the net tax benefits (or costs) of a transaction to be borne by an Airport. These
will be more significant in the case of major asset acquisitions rather than share
purchases. Doing so recognises that the Airport should retain some benefits of the
transaction as a reward for improved efficiency and investment, thereby assisting in
promoting efficient investment (consistent with s52A(1)(a) and (b)). It also
recognises that the Airport is best placed to manage the risks should the efficiency
gains from the transaction not eventuate as planned. Nonetheless, if there are other
efficiency gains achieved through the transaction that are not tax-related, then these
should be shared with consumers over time.

In the airports sector, however, major asset acquisitions (as opposed to share
purchases) are not common. The issues associated with the tax consequences of
transactions should nonetheless be recognised, as welfare-enhancing trades are to the
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Air New Zealand Limited, Submission on the Input Methodologies Discussion Paper, 31 July 2009, p. 65, paragraph

185; BARNZ, Submission on the Input Methodologies Discussion Paper, 31 July 2009, p. 52.
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NZAA, Submission on the Input Methodologies Discussion Paper, 31 July 2009, p. 77; AIAL, Submission on the Input

Methodologies Discussion Paper, 7 August 2009, p. 69; WIAL, Submission on the Input Methodologies Discussion
Paper, 7 August 2009, p. 54.
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Refer, for example: W. Baumol, Optimal depreciation policy: Pricing the products of durable assets, Bell Journal of

Economics and Management Science Vol. 2, 1971, 638-656; and W. Rogerson, Optimal depreciation schedules for
regulated utilities, Journal of Regulatory Economics Vol. 4, 1993, pp. 5-33).
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long-term benefit of consumers. An appropriate mechanism under information
disclosure regulation is one which would not, to the extent practicable, suggest that
suppliers are earning excessive profits when they are simply retaining the net tax
benefits of an acquisition which has the potential to improve efficiency overall.

5.3 Treatment of Taxation under Part 4

5.3.1  The overall approach to taxation primarily requires definition of the appropriate
depreciation deductions for regulatory tax purposes in the formula given in
paragraph 5.1.5 (i.e. a tax expense—with or without a deferred tax balance—or a
‘tax payable’ approach).**’

5.3.2  The Commission’s decision is that an Airport’s tax obligations should be estimated
using a ‘tax payable’ approach. This corresponds to the use of regulatory tax
depreciation as a deduction for regulatory tax purposes (as opposed to regulatory
depreciation).

Commission’s reasons

5.3.3  When compared to the other main approaches (discussed further below), the tax
payable approach comes closest to approximating the cash flows an Airport would
need to meet their tax obligations to the IRD for any given period. This is an
appropriate approach under information disclosure regulation as it will, over time,
allow interested persons to assess the extent to which Airports are being remunerated
for the tax costs that are estimated to arise in each period as a result of the prices that
the Airports have chosen to set ‘as they see fit’. The tax payable approach is
supported by BARNZ and Air NZ.**®

5.3.4  In particular, the tax payable approach is consistent with Airports expecting to earn
profits at least sufficient to reward innovation, investment and efficiency, while also
being consistent with Airports being limiting in their ability to extract excessive
profits (i.e. over-recover their tax costs). Moreover:

o the tax payable approach is consistent with a relatively flat pricing profile in
real terms over time whe