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COVMERCE COWM SSI ON CONFERENCE

APPLI CATI ON BY Al R NEW ZEALAND LTD AND QANTAS Al RWAYS LTD
FOR AUTHORI SATI ON TO ENTER A STRATEGQ C ALLI ANCE AGREEMENT
AND APPL| CATI ON BY QANTAS Al RMAYS LTD TO SUBSCRI BE FOR
UP TO 22. 5% OF THE VOTI NG EQUITY I N Al R NEW ZEALAND LTD

COWM SSI ONERS: M Paul a Rebstock (Acting Chair)

Ms Denese Bates QC
M Donal Curtin
M Peter JM Tayl or

[9.09 anj

CHAIR  Good norning |adies and gentlenen, can | just check that

A r

everyone can hear nme.

I'd |ike to welcone everyone to the Commerce
Commi ssion's Conference being held in relation to the
application by Air New Zealand and Qantas Airways who are
seeking authorisation to enter into a Strategic Alliance
Agreenent and related agreenents in the application by
Qantas Airways seeking authorisation to subscribe for up to
22.5% of the voting equity in Air New Zeal and.

I am Paula Rebstock, I'"'m acting chair of t he
Commerce Commission and | will be chairing this Conference.

Wth me are Menbers of the Conmi ssion who will be making
the determnation on this matter. They are Peter Taylor to
ny right, Denese Bates QC to ny left and Donal Curtin also
to ny left.

Also assisting us with this mtter are a nunber of
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Conmi ssion staff and the Conmi ssion's external advisors.
They are seated at the table to ny right. Qur external
advisors include Hugh Rennie QC, Doctor Mark Berry and
Professor David G llen. Further on in the proceedings
further external advisors will join the Conmm ssion.

Janet Wiiteside and Fritha MKay are available if any
person requires any assistance during this Conference, and
they are seated at the top of the table.

| would like to wel conme everyone, particularly those who
have travelled from outside Wllington and those who have
taken the tinme to nmeet wth Conmmssion staff and nake
witten submssions on this natter. W are very
appreciative that the Comm ssion has access to the industry
experience which is before us and |ook forward to an
I nformati ve week.

As |'ve already said, this Conference relates to
applications from Qantas Airways Limted and Air New Zeal and
Limted who I'll refer to from this point as "the
Applicants".

The applications for authorisation were registered by
the Conm ssion on 9 Decenber 2002. The Conmi ssion sought
initial views of interested parties on the conpetitive
inmplications of the applications. The Conmi ssion then
issued its Draft Determ nation on 10 April

The Draft Determnation outlined the Commission's
thinking to that tine, and identified issues on which it
sought additional information and views.

Fol | owi ng rel ease of t he Commi ssion's Draft
Determ nations, interested parties were asked to nmake
subm ssions on the draft by 9 May 2003. At the request of

the applicants, the Commr ssion considered the work required
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and nmade a revision to the tinmetable so that subm ssions
were to close on the 20th of June. The subm ssion process
was further enlarged to allow third parties to have tine to
consider subm ssions put forward by Qantas and Air New
Zeal and, and have the opportunity to make cross-subm ssions.
Cross-subm ssions were due on 18 July.

| would like to note that the Comm ssion received a
nunber of |ate subm ssions and had | ate response to sone of
its information requests. The Conmi ssion will give whatever
weight it considers appropriate to this late information
given the limted opportunity for the Conm ssion to test it.

| recognise that there is a vast array of conplex issues
rai sed by the applications. The Conmission will do its best
to nake its Final Determnation on these applications as
soon as possible, and 1'd like to note that at this stage we
anticipate doing so by the end of Septenber.

| would now like to make sone brief comments on the

procedures for this Conference. For those of you who
attended the pre-Conference neeting, much  of this
information will be repetitive, however it bears repeating.

W have set down five and a half days for the Conference
aimng to conplete the Conference by m dday next Monday. An
indicative tinetable has been nade available to all
interested parties. The order of submissions will start
with the Applicants and then as far as practical, given the
availability of parties, follow with those who are generally
supportive of the application and then those against. The
Applicants will then have the right of reply, and | wll
note that in the right of the reply the Comm ssion generally
does not pursue further information other than points of

clarification.
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Il will do ny best to ensure that everybody is given a
fair opportunity to present their case. |f necessary, sone
adj ustnents may be nmade to the tinetable and proceedi ngs nay
need to run into the evening.

A full record of this Conference will be maintained by
both transcription and tape recording. Coul d any person
speaki ng please do so from one of the m crophones avail abl e
and speak clearly and precisely. | would also ask that each
speaker state their nanme and the party they are representing
so that we can identify themclearly.

As you can see, there are a large nunber of people
attendi ng this Conference. | would ask that everyone, and

especially persons not engaged in presenting, keep noise to

a mninmmduring the Conference. | would also request that
all cellphones are switched off. Even if the sound is
turned down they still interfere with the m crophones, so |

woul d ask that they be switched off.

At this Conference we will be using video conferencing
facilities for two of the Applicants' presenters. The video
conferencing facilities will allow all attendees at the
conference to see and hear the person presenting. However,
| note that the presenter will only be able to see the
Conmmi ssioners. There will be a brief set-up tinme allowed to
arrange the video conference I|inks.

It's not proposed to close this Conference venue during
the lunch breaks. However, a Commission staff menber wll
be in attendance during those tines. W wll have tea
breaks at appropriate tinmes during the day. Tea and coffee

will be available in the area to nmy right -- | think at the
back of the room-- and Comm ssioners and Conm ssion staff
will not be available for discussion during these breaks.
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These Conferences are designed to allow the Conm ssion
to test the subm ssions put forward by interested parties
with questions and for parties to highlight the key points
of their argunents and their subm ssions to the Conmm ssion
It is not an opportunity for new evidence or subm ssions.

In sone cases the Conmission wll request additional
information to be provided by the presenting parties. At
the tine that this information is requested a date for
delivery of this information wll be agreed and noted as
part of the record of the Conference. O her than specific
requests from the Comm ssion, the Comr ssion considers that
this Conference marks the end of the subm ssion process for
thi s authorisation

S.64 of the Commerce Act requires that the Comm ssion
shall provide for as little formality and technicality as

possi bl e. The Conference is not intended to be an
adversarial proceeding. There will be no cross-exam nati on,
there will also be no questioning of Comissioners or
Commi ssion experts and staff by any party. There wll,

however, be an opportunity for questioning of presenters by
Conmi ssion nenbers, staff and the Conm ssion's external
advi sors. While the public are welconme to attend during
open sessions, they do not have speaking rights or the right
to ask questions.

Conmi ssioners have read all of the subm ssions
carefully, so please nmake any sunmaries of subm ssions as
succi nct as possible. W do not w sh, and indeed may not
allow you to read your submssions to us. It would be
appreciated if speakers focused on the key issues in their
addresses to the Comm ssion and kept to the tine allocated

to them | would like to point out that the Comm ssion can
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consider only those issues wthin its jurisdiction and
accordingly we do not wish to hear subm ssions on any natter
which is not directly relevant to the applications and so
wi thin our authority.

It is expected that a nunber of experts wll be
attendi ng and presenting at this Conference. | would |ike
to stress that their role is as experts in their field; an
expert is not to act as an advocate for any particular
party. |If the Conm ssion considers that experts are in fact
acting as advocates for a particular party their subm ssion
will be treated as though they are part of that particular
party's subm ssion rather than as expert opinion.

As it will be necessary to consider material which is
confidential, the Conference wll be closed during that
di scussion to all persons except for Comm ssion nenbers,
staff and external advisors, the party providing the
confidential material and to |egal counsel and relevant
experts who provi de appropriate confidentiality
under t aki ngs.

| enphasi se, however, that we have a strong preference
for as much as possible for this Conference to be heard in
publ i ¢ sessions.

| will be very careful in those closed sessions to not
all ow evidence to be heard that can be heard in an open
session; so, | would urge all parties to assist nme in that
matter.

Pl ease note that transcriptions of all public sessions
will be made available on the Conm ssion's website as soon
as possible after each day's proceedings. If you have
specific information contained within your subm ssions that

is confidential but that does not require an entire
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confidenti al session, please note the status of the
i nformation before commencing to discuss it so that we nay
consider, and, if necessary, rule that it be excluded from
the public transcription record. And can | say that given
the extent of the confidential information, if parties
become aware during the proceedings that confidentia
information is being discussed in an open forum | would ask
that you notify ne inmmediately even if it means interrupting
t he proceedi ngs at that point.

| will pause now so that the caneras, both still and
novi ng, can be switched off. No phot ography of any type
will be allowed during the remaining sessions of these
proceedings. So we'll just give it a second. [Pause].

Before we proceed | would like to ask if anyone has any
questions relating to the procedure for this Conference or
any issues that | have raised? [No coments].

| f any questions on procedures or the agenda do arise
during the Conference, please don't hesitate to contact
either Fritha MKay or Janet Witeside.

The Comm ssion has been looking forward wth sone
interest to hearing the subm ssions that will be presented
t oday. I'd like to thank you all once nore for your
attendance and begin by asking the representatives for the
Applicants to present their subm ssi on. | believe
M Norris, you wll be presenting the opening address and

"1l now hand you the fl oor.

* *k*
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MR NORRI'S: Thank you Madam Chair. Madam Chair, Comm ssioners,

A r

for reasons which will be traversed over the next few days,
in nmy view, and in the view of ny board authorisation, the
alliance with Qantas is absolutely critical to the future of
Air New Zeal and, and because the fortunes of New Zeal and's
tourismindustry are so inextricably tied to the fortunes of
Air New Zealand, also critical to the future well-being of
New Zeal and.

Along with other full service airlines internationally,
Air New Zealand is operating in a changing global aviation
i ndustry. Thi s change has been brought about by a wave of
cross-border liberalisations of aviation bilaterals which
have permitted donestic and trans-border markets to be
entered by a new efficient and effective airline nodel
presently limted to short haul routes known as val ue based
airlines or low cost carriers. These VBAs and LCCs wll
abbreviations wused interchangeably throughout the airline
i ndustry to describe the sane busi ness nodel .

Air New Zeal and operates as a donestic New Zeal and and
international airline. As a rough rule of thunb, its
i nternational operations conprise approxinmately 75% of its
total flying operations, while its donestic operations
conprise 25% Internationally the airline flies to the
United States, Los Angeles and Honolulu within the States;
to the United Kingdom specifically London, Australia and to
a nunber of Asian destinations, including Japan, Singapore
and Hong Kong. It also provides international services to
the Pacific Islands and beyond to Los Angel es.

Until the entry of Ansett New Zealand in 1987, Air New
Zeal and operated wi thout any significant conpetition within

New Zeal and. In 1996 a single aviation market cane into
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force between Australia and New Zealand. It was originally
intended it would cone into force in 1993, but as | wll

di scuss again later, the Australian Governnent postponed
t hat signi ng.

An Qpen  Skies  Agreenent between Australia and
New Zeal and was subsequently agreed in late 2000. It
continued the trend towards 1|iberalisation. Anong ot her
things, the Open Skies Agreenent allows any authorised
airline, being an airline having Australian or New Zeal and
control, to fly without restrictions between Australia and
New Zeal and; any authorised airline to operate donestic
services in Australia and New Zeal and, and to carry donestic
passengers on international services between airports
approved for international services in each country; renova
of limts on the nunber of authorised airlines that can
operate services linking any city-pair conbinations wthin
and directly between the two countries, and on passengers or
freight capacity on such routes; and renoval of the limts
on beyond rights that existed under the Single Aviation
Mar ket Agr eenent.

However, the QOpen Skies Agreenent continues to inpose
the ownership and control restrictions that prevail under
the Single Aviation Market Agreenent.

The Open Skies Agreenent has far-reaching inplications
for Air New Zealand and for Qantas. It permts either
airline or any ot her authorised airline, i ncl udi ng
Virgin Blue, to operate to, from and within both Australia
and New Zeal and. As a result, Ar New Zeal and's donestic
market is now wi de open to conpetition, as is the Tasnan and
donestic Australia. As | wll describe later, this is

already having major inplications for Air New Zeal and and
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f or New Zeal and.
The first full service airline conpetitor to Air New
Zealand in the donestic nmarket was Ansett New Zeal and. It

provi ded full service operations in the New Zeal and donestic
market from 25 July 1987 and operated using three B 737-100
aircraft operating on the main trunk routes and two Boeing
Canada Dash 8 aircraft servicing tourist regions, Rotorua
and Queenst own.

The B737s were replaced by seven Bae 146-200 and 300
series aircraft in 1989/1990. At that tinme, Air New Zeal and
operated 26 aircraft on the donestic market, of which 11
were B 737 200s with an average age of only 2.5 years.
Ansett New Zeal and added two further Bae 146 aircraft to the
fleet in 1990/ 91.

However, as a full service airline, Ansett New Zeal and
did not have the connectivity of Air New Zeal and; that is,
the ability to attract increased custom by virtue of its
much broader donestic and international network of services.
By way of exanple, passenger A flying Wellington to Auckl and
may have chosen Ansett New Zealand for a donestic flight.
However, if passenger A wished to fly Wllington -
Auckl and - Los Angeles they would have to change airlines
at Auckland and fly on Air New Zeal and, Qantas or another
airline in order to conplete the second l|leg of the
itinerary. That need to change airlines woul d see passenger
A nore often than not nmaking the decision to fly both |egs
of the voyage using Air New Zealand; this is called the
benefit of connectivity.

Nor did Ansett New Zealand have the benefit of city
presence. City presence arises from an airline having the

greater depth of services that is frequency and breadth of
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services, that is destinations into and out of a city which
encourages higher value custoners to use one airline over
anot her.

Ansett New Zealand with its 11 aircraft did not conpete
effectively with Ar New Zealand on the basis of city
presence, and could not conpete effectively on the basis of
connectivity. Add to that the increased operating costs of
Ansett New Zealand's aircraft plus a low level of capital
support and it was never an airline which was likely to
stretch Air New Zealand in the short to mediumterm This
needs to be conpared with conpetition from a VBA which
conpetes alnost solely on price and to which connectivity
and city presence have little rel evance.

Following the collapse of Tasman Pacific, Ansett
New Zeal and's successor, Qantas energed as a nmuch nore
form dable conpetitor to Air New Zealand in the donestic
New Zeal and market. Unlike its predecessors, Qantas is
several tines the size of Air New Zealand, with far greater
financial resources and greater Austral asian network breadth
and dept h. Wiile at present it does not offer the sane
frequencies as Air New Zealand, its greater Austral asian
network depth and spread make it inevitable that over tine
it will gain a connectivity and city presence advantage over
Air New Zeal and.

At the same tine it is now beyond doubt that Virgin Blue
intends to expand on to the Tasman and the donestic
New Zeal and markets to conpete as a VBA As a VBA
Virgin Blue will conpete with its |arger FSA conpetitors,
that is full service airline conpetitors, solely on price
and where connectivity and city presence have little

rel evance.
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In a market in which two full service airlines, Air New
Zeal and and Ansett New Zealand could not coexist and in
respect of which Ansett New Zealand failed, it 1is not
difficult to foresee the outcone of a battle for market
share between Air New Zeal and, an expanding Qantas, and the
expandi ng VBA, Virgin Blue. For Air New Zealand also it's
not difficult to foresee in the relative short-term a
squeeze developing simlar to that which brought about the
dem se of Ansett Australia; a squeeze involving exactly the
same participants. That squeeze wll reduce Ar New
Zeal and's margins in circunstances where Air New Zeal and
overall is already failing to achieve its econom c cost of
capital.

The nmediumterm outl ook for Air New Zealand is therefore
seriously adverse; far nore so than a focus on short-term
out comes m ght suggest. As confidential material provided
to the Comm ssion nmakes clear, without the alliance Air New
Zeal and faces a struggle for survival, but one which it is
poorly placed to w n.

This material wll be addressed separately in a
confidential session led by M Roger France, Air New
Zeal and' s Deputy Chairnman, supported by the Conpany's Chief
Fi nancial O ficer, Shane Warbrick, Eric Lucas, a partner of
Pri cewat er houseCoopers, and Mirdo Beattie, a principal of
Caneron & Co.

Air New Zealand has a short w ndow of opportunity to
solve the threat to its mediumto long-term survival. The
only way it can do this is to be the remaining full service
airline in New Zeal and, an outcome which it can achieve only
through the platformof the alliance. The alliance provides

a one-off opportunity to conbine two strongly branded
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| ocally based airlines into a sustainable regional group.

For the nonent, the alliance adds value for both Qantas
and Air New Zeal and. If Air New Zeal and and Qantas are not
permtted into the alliance now, it is unlikely that the
opportunity will remain in the future. Danmage from the
battle between A r New Zealand and Qantas to develop
sustainable networks in New Zealand 1is Ilikely to be
substantially -- or to substantially erode the benefits of
an alliance in the future. Air New Zealand' s current
negotiation strengths will also dissipate as it cones under
renewed financi al pressure.

It is inmportant that | explain the significance of the
Australian donmestic market for Air New Zeal and. From the
early 1990s Air New Zeal and has recognised the need for it
to enter the donmestic Australian market if it was to achieve
a sustai nable market base for its operations that would see
it remaining as New Zealand's international flag carrier
into the foreseeable future.

Air New Zealand made two attenpts to enter into the
Australian market; the first attenpt was through the
devel opment of a VBA nodel to be applied on the principa
Australian donmestic routes. That nodel was designed by the
airline under the direction of M Ray Wbster, then a nenber
of the Air New Zeal and nanagenent team but now the Chief
Executive of the well-known VBA easyJet operating out of the
Uni ted Ki ngdom and i nto Europe.

That attenpted entry by Air New Zeal and was positioned
on the basis of an expressed intention of the Australian
Governnent to enter into the single aviation nmarket wth
New Zeal and in 1993. Subsequently the Australian Governnent
post poned signing the TSM renoving the opportunity for the
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new Air New Zeal and VBA nodel to proceed.

The second attenpt to enter the Australian domestic
mar ket was positioned through the acquisition of initially
50% of Ansett Australia in 1996 and then in 2000 the
acqui sition of the remai ning 50% of that airline.

As is now history, Virgin Blue arrived to take up the
Australian VBA space and Ansett Australia failed, as a
result of its inability to reduce its operating cost base,
and/or match the Qantas international network, which was
al so precluded by CGovernment regulation prior to the entry
of Virgin Bl ue.

The collapse of Ansett Australia in Septenber 2001 can
be seen as a classic exanple of the forces of liberalisation
and VBA conpetition in operation. Wile it is clear that a
hi gh cost base, prior managenent deci sions and the state of
Ansett Australia's aircraft contributed to its failure,
there can be little doubt that the arrival of Virgin Blue
ensured that Ansett Australia was never to have the
opportunity to correct its probl ens.

The coll apse of Ansett Australia, the inpact it had on
the financial resources of Ar New Zealand, and the
consequent recapitalisation of Air New Zealand by the
New Zeal and Governnent are now things of the past. However,
it took Air New Zealand to a point where it was only hours
away from receivership and brought honme to Air New Zeal and a

nunber of inportant |essons that full service airlines
around the world have and still are being called upon to
addr ess.

Those | essons include: A full service airline will not

survive in the face of VBA entry unless it is prepared to

adopt nodels which allow it to substantially reduce its unit
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costs of providing air services; Canadian Airlines, Ansett
Australia, Sabena and others are testinony to that outcone;
and where two conpeting FSAs, or full service airlines, are
joined in a market by a VBA which has adopted and then
maintains the well-established and tested |ow cost nodel
only one full service airline can expect to survive; the
smal ler full service airline will have no clear space within
which to operate; again, Sabena, Canadian Airlines and
Ansett Australia provide clear evidence of that outcone.

In 2001, bef ore t he CGover nnent conpl et ed its
recapitalisation of Air New Zealand it required the Board to
produce a five year financial plan. The five year financi al
plan was subject to detailed scrutiny by the Crown's
advisors and was a factor in the value assessnents carried
out by a variety of parties at the tine. The five year
financial plan projected a steady increase in profitability
for the five year period to 30 June 2006.

The key features of the five year financial plan
included an assunption that the benign conpetitive
environment would prevail for the foreseeable future wth
the capacity of Air New Zealand and its conpetitors grow ng
generally in line with demand. That view was based on an
expectation that it would take Qantas and Virgin Blue sone
time to take up the space created by the failure of Ansett
Australi a.

However, by early 2002 Qantas signalled publicly that it
intended to substantially increase its capacity in the
domestic New Zeal and market in the short-term from five to
eight aircraft. From Air New Zealand's point of view the
nove by Qantas was a | ogical response to remedy what Air New

Zeal and wunderstood to be Qantas' existing |oss-naking
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operation when viewed as a standal one operation. W al so
considered the announced increase to be reasonably

conservative and likely to be a first step in a series of
I ncreases.

At the sane tinme Virgin Blue made a nunber of public
statenents about the likelihood of it entering into the
domestic New Zeal and nmarket. Virgin Blue had already
denonstrated that it had the right nodel to conpete in
Aust r al asi a. Air New Zeal and therefore took the threat of
entry by Virgin Blue seriously.

That it would arrive was certain for tw reasons.
First, the characteristic of all VBAs around the world is
that, as long as there are suitable markets available within
a reasonable flying distance then they expand into those
mar ket s. This is particularly so when the VBA is already
servicing one of the airports on that new route.

Secondly, Virgin Blue was already discussing a public
listing, and was shortly to find itself a new strong
financial partner in Patrick Corporation. From a purely
i nvest nent perspective it was clear that Virgin Blue would
need to denonstrate that it could grow if it was to list at
an acceptable |l evel of value for its current sharehol ders.

Wth these two devel opnents the risk energed during
early 2002 that Ar New Zealand could beconme effectively
squeezed in its core donestic New Zeal and narkets between
t he expected grom h of Qantas and Virgin Bl ue.

As a result, the Board of Air New Zealand required its
managenent team to review all of the Ar New Zeal and
operations. It wanted to determine a strategy going forward
which would see different operating segnents; donestic,

Paci fi c, Tasman and long haul, making a positive
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contribution to the bottom Iine such that Air New Zeal and
could achieve its targetted econonmic return on capital.

Achi eving such a strategic plan, given the nature and
current dynamcs of the airline industry, was never going to
be an easy task. At that time airlines were falling over
t hroughout the world with nonotonous regularity. Confidence
in the airline industry was at an all tinme low and for full
service airlines attracting capital in the face of the ever
reducing economic returns on capital was nigh-on an
i mpossi bl e feat.

For the Board of Air New Zealand and its nmanagenent
team the review of its business nodels required comencing
at the bottom and working our way throughout the whole of
the airline services, seeking new and innovative ways of
achi eving the desired goal.

By May 2002, managenent had reported to the Board in
respect of the overall direction of all of the short haul
routes and recommended the adoption of a new nodel in
respect of the New Zeal and domestic nmarket; Air New Zeal and
Express.

At that tinme nanagenent also advanced propositions for
di scussion by the Board relative to the Tasman market and
recommended that the Pacific market should be deferred for
consideration in the sanme review as would later occur in
respect of the |ong haul routes. It is also now history
that Air New Zealand, |ast week, announced a new Tasman
Express service incorporating new aircraft with a tw class
configuration, standardised cafe style food available free
on board; free in-flight entertainnent for both classes; a
sinplified fare structure with 12 fare types reduced to

four; every day low fares with an average 20% reduction
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across the full range of lead-in fares; and, the | owest
fares avail able through Air New Zeal and's website.

However, developing the new Tasman service has been
mar ked by a nunber of issues due to the current high-Ioad
factors we now have and the low nmargins on our Tasman
oper ati ons. Those characteristics required there nust be
substantial reductions in cost identified or achieved before
the Tasman Express service could be safely confirmed and
i npl enent ed. Further background to the new Tasman EXpress

service can be provided in the confidential session on

Tuesday.

It nust be renenbered that Ar New Zealand is an
i nternational network carrier. 75% of its operations fal
into that category. It is axiomatic for such a carrier that

in order to conpete in the global markets, it nust satisfy

the basic doctrine of all such airlines. It nust have a
seanl ess service across its whole network; all nmaterial
parts of its network nust be connected; it nmnust price

conpetitively with others on its routes regardless of the
fact that others are subsidised on an ongoing basis, an
exanpl e being Malaysia; it nust provide conpetitive |evels
of service and the other frills which are normally provided
by conpetitors; and, inportantly, it must have a hone market
with significant city presence.

What that neans for Air New Zealand is that it cannot
recreate itself as a VBA in the donestic and Tasman narkets

wi t hout suffering substantial financial detrinents over its

whol e net wor k. Basic to the typical VBA nodel is the
renoval of unnecessary cost, including the costs associated
wWith connectivity between flights, seanl ess baggage
arrangenents, conplex itineraries and other full service
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airline frills. This gives the typical efficient VBA a cost
advant age of about 25% over the typical efficient FSA, or
full service airline.

The range of initiatives undertaken by Air New Zeal and
have had a positive effect on Ar New Zealand s trading
performance. The Express class strategy, while not having a
material effect on total revenue, has brought about sone
control l abl e cost savings. The extension of the strategy to
the Tasman should add to these cost savings.

However, these outcones are short-term and derive froma
time when narket conditions affecting Air New Zealand are
rel atively benign and there has been a tenporary lull in new
activity. The imm nent increase in Qantas capacity; the
arrival of Virgin Blue on both the Tasman and New Zeal and
main trunk routes, and the arrival of additional major Fifth
Freedom capacity on the Tasman will dranmatically change that

envi ronnent .

CHAI R M Norris, I'd like to stop you for just a mnute and
ask -- the Comm ssion would like to ask you sonme questions
and then we'll let you take us through the rest of your

A r

presentation

| want to go back to sone of the background that you've
given us about Air New Zeal and's strategy in the past, and |
want to get a sense of your own view about Air New Zeal and's
objective in entering this strategic alliance. Wat | want
to ask you is, it seens to ne that you' ve presented to us
that the need for this has increased quite substantially
because of the possible entry of the VBA airline in the
Tasman and donestic New Zealand, and the thing | have
troubl e understanding is, what is the strategy based on when

it's based on going into an alliance with another full
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service airline?

It seens to me that if full service airlines have
difficulty responding to VBA entry, going into an alliance
with another full service airline, which seens to have even
nore difficulty than Air New Zealand in responding to the
challenge is an interesting strategy, but | am having sone
difficulty understanding it.

So, I'd like you to address that point, if you would
pl ease.
MR NORRI S: Certainly, Madam Chair. If you |ook at where our

A r

argunent is leading to is the fact that the issue for Air
New Zeal and going forward is not so much VBA conpetition,
but it is the fact that two full service airlines conpeting
against the VBA is in the long-term nmedium to |long-term
unt enabl e. W can see situations that have occurred in
other markets where -- for exanple, Canada where Canadi an
Airlines and Air Canada are conpeting agai nst a VBA

The situation for us is that there will always be a
requi rement for, we believe in the nmediumto long-term for
a full service airline offering. A VBA at this stage
addresses the narket in sectors up to about 3 hours in
| engt h. That conprises sonething |ike 25% of the business
that we currently wundertake as far as the available
passenger seat kilonetres that we have avail able; the other
75% is long haul, which is primarily a full service airline
donai n. I"m not aware of any significant VBA operator,
other than what could be deenmed as charter operators,
operating in a |long haul basis.

So, the issue for wus is the fact that, in this
mar ket pl ace we see in the future that the ability to conpete

will be based around a full service airline offering and a
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VBA offering. Qur view is that Air New Zealand, in

conjunction with Qantas within the alliance, that we propose
can provide a very strong FSA offering for the long to
medium term again in conpetition with the value based
airline offering which is based around the short hau
rout es.

Qur business is about a conbination of regional, jet
services, so we've got our -- jet services which cover the
main trunk, our regional services and our international
servi ces. So, we are a full service nodel with a network
based nodel rather than a val ue based nodel .

So that's where we're comng fromon the basis that we
see the future based around an FSA using the conbined
strengths of both from a narket perspective, that is the
markets that we address, the tourism nmarkets etc of
New Zeal and and Australia being best served by the alliance.

CHAIR  You've talked a little bit about the difficulty you face

A r

now in transformng the nature of Air New Zeal and given your
full service offering, but also an attenpt to |ower your
costs and possibly take up sone product space that a VBA
entrant will want to occupy.

| just wonder, and I|I'm not going to ask you the
question, if you did ever enter into negotiations wth
another airline such as Virgin Blue, but what | would like
to ask you is, just froma theoretical perspective -- just a
hypot hetical sorry, not theoretical -- hypothetical; how
would you weigh up as Air New Zealand an alliance, a
strategic alliance with a full service airline such as what
you're putting forward to us, as conpared to possibly a
strategic alliance with a value based airline? How woul d

you weigh up those two options, and did Ar New Zeal and
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consider that hypothetical? Wat is the preferred strategy
for Air New Zeal and?

NORRI S: Madam Chair, in the balance of ny address |'m
actual l'y goi ng to addr ess t hat particul ar i ssue
specifically, as well as sone of the other options that Air
New Zeal and has | ooked at as it's gone through this process,

i ncluding the one that you have just nentioned.

CHAIR So you will cone to that?

MR NORRIS: | will cone to that.

CHAI R kay, | think Conmm ssioner Bates would like to ask a
fol | ow-up question, please.

M5 BATES QC Yes, just following wup from Comm ssioner
Rebstock's first question to you, | just want to put to you
a statenent in the ACCC s Draft Determ nation and ask you to
comment on it. It's at paragraph 9. 84.

"The Commission -- that's the ACCC -- does have a
concern, however, with the potential inpact of the conbined
resources of Air New Zeal and and Qantas under the proposed
arrangenents. Under the proposed arrangenents the alliance
partners can strategically allocate their resources in such
a way as to maximse the conpetitive pressure on Virgin Blue
at the critical early stage of entry while at the sanme tine
mnimsing the financial risk associated to either partner,
especially the risk to Air New Zeal and whose capacity to
absorb |l osses on the Trans-Tasman route is certainly |ower
than that of Qantas".

VWhat |'m asking you is whether or not you agree wth
that statenent?

MR NORRI S: Vll, | think theoretically that is obviously a
possibility. We have bal anced that by naki ng undert aki ngs
or prepared to nake conmitnents and undertakings in regard
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to capacity caps in order that that type of action upon
Virgin Blue would not be instituted by the two airlines so
to give them a fair opportunity to establish thenselves, so
we have said that we are prepared to put in place capacity
caps, put in restrictions on how we use Freedom Air and al so
to act to provide them with access to slots and term nal
capability within both New Zeal and and Australi a.

M5 BATES QC. But do you agree that it would be nore difficult
for Virgin to conpete with the proposed alliance than with
two FS -- full service conpani es?

MR NORRI S: | believe, and the way that we have structured the
alliance and the undertakings that we have put in place,
that is largely obviated.

M5 BATES QC. W thout that, what would the decision be, do you
t hi nk?

MR NORRI S: The other inportant dinmension to this application
is, and in regard to the ACCC, there is obviously a
renewable; that is, for a specific term and, therefore,
the -- | mean, if the two airlines were to act in such a way
that they were to abuse their position, that would put at
significant risk to a further approval being given on the
renewal of the arrangenent in three to five years tine.

M5 BATES QC. Wuld you not agree, you don't have to go to the
extent of abusing your position to work together to oppose
Virgin Blue?

MR NORRI S: Vell, effectively we're operating under the joint
venture as an integrated airline, so fromthe point of view
of the services that are being provided into, within and
from New Zeal and under the application, so effectively we
are seen as one rather than seen as two.

M5 BATES (C. And then -- | just have to follow this up -- do
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you think that would nake it easier or nore difficult for

Virgin?
NORRI S:

think, if you have a look at the statenments

Virgin Blue have been making in recent tines, they see the

situation as one that they can conpete in very adequately.

| think, if you look at the situation in Australia, when
they entered Australia there were two --

BATES C. Can | please take you back to the question. Do
you think that it will be easier for them to conpete wth
the nmerged entity or with the two entities?

NORRI S: | personally think it would be easier for themto

conpete agai nst the nerged entity .
BATES QC. So, you disagree with the ACCC s statenent?

NORRIS: G ven the conditions that have been put in place, |

believe that it is easier for themto conpete with a nerged

entity.

BATES QC. What about w thout those conditions?

NORRI S: I think that's the reason why we put up the
condi ti ons.

P TAYLOR M Norris, | wonder if you could assist the
Conmission by referring to the issue of cost and the
relationship between the three airlines, in ternms of the
Tasman.

NORRIS: Well, at this stage, in regard to specifically cost?
P TAYLOR: Just the cost base and the advantage for the..
NORRI S: I think, if you look typically on a VBA situation

you have a c
on a typica
New Zeal and

ost advantage of sonmething in the order of 25%
VBA versus a typical FSA The work that Air
has done in regard to Tasman Express, we have

probably reduced our cost base vis-a-vis a VBA the

differenti al

now i s probably around 15% so, there is stil

NZ/ Qant as Aut hori sati on Conference 18 August 2003



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

25

Applicants

a significant margin, cost difference between a VBA and an
FSA.

M5 BATES QC. |'ve got a few nore questions for you. One is on

the nature of the VBA nodel itself, and | was | ooking at the
publication that was in your application, the Centre for
Asi a-Pacific aviation industry report. Under the sub-
headi ng "Virgi n nodel becones nore conplex", it says:

"As Virgin has matured however the nodel has becone nore
complex and tailored to suit the idiosyncratic market
conditions in Australia with its high reliance on corporate
and CGovernnment travellers and traffic focus on east coast
rout es. By doing so the airline has noved closer to the
product characteristics and operational profile of a
vertically integrated full service operation".

It goes on to say "it's developed a pseudo network
structure wth interconnecting services that is very
different from the classic point-to-point |ow cost nodel".
Do you agree with that?

MR NORRI S: | would agree with that. In sone respects it's
simlar to what Southwest Airlines have done in the
United States in regard to a pseudo network interface, but
that has still enabled Southwest to be a very cost-effective
airline.

M5 BATES QC. So, do you see Virgin developing along those
lines, vis-a-vis this market; the New Zeal and mar ket ?

MR NORRIS: | can't comment on what Virgin Blue nay do.
M5 BATES QC. You started off by saying that -- and this may be
a self-evident answer but | wanted to ask you anyway -- why

you think that the fortunes of the tourist industry are so
inextricably tied to the fortunes of Air New Zeal and?
MR NORRIS: Well, Air New Zeal and provi des a donestic network of
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24 | ocations around the country. In many respects another
entrant in the market nay not choose to service all 24
desti nati ons. W have 18 offshore destinations that we

service into New Zeal and, and our prine raison d etre is to
bring traffic to and from New Zeal and. We spend sonet hing
in the order of $70 mllion a year offshore pronoting
New Zeal and as a destination with the various expenditures
that we incur doing that, and certainly that is about 90% of
the funds that are expended by international airlines in
pronmoting New Zeal and. W don't think that any other
airline would spend that sort of noney pronoting New Zeal and
specifically;, it would be part of an overall advertising
budget .

BATES QC. Wuld you do it if it wasn't a profitable thing to

do?

NORRIS: It's profitable for us to do because of the size and
scope of our New Zeal and operations, but | think that | wll
refer to some of that in ny address going forward.

BATES QC. (Okay. Just a couple points of clarification. You

say that 75% of the flying operations are international, 25
donesti c. How do the actual revenue from donestic and
i nternational break down?

NORRI S: At the nonment, donestic provides -- is profitable,
whereas over the last 5 or 6 years the international airline
has been, from a passenger services perspective virtually --
has been a negati ve.

BATES QC. | thought that. Do you have any percentages?
NORRIS: | don't have those percentages offhand. W can cone
back to that.

BATES QC. And a final question; |I'mcurious to know why, if

Qantas is signalling that it's going to conpete nore
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vigorously, why has it not done so earlier?
MR NORRI S: I think it's probably best to ask Qantas that; that
Vi ew.
CHAIR | just want to followup with a few nore questions. You

tal ked about the initial two attenpts by Air New Zealand to
enter into the Australian market, and the first one was a
VBA style entry attenpt that failed. Then you went on to
talk about the Ansett Australia experience and | just
wonder, why did Air New Zealand strategy vis-a-vis entry
into the Australia change so radically from VBA style entry
to taking on what was arguably a fairly high cost airline?

MR NORRIS: | was not involved at the tinme that that took pl ace.
| becane a board nmenber in late 1998. The decision to
undertake the purchase of the first half of Ansett took
pl ace in 1995/ 96.

CHAI R Do you have anyone else with you today that can answer
t he question?

MR NORRIS: [|'Il pass over to Andrew Ml er.

CHAI R Just before we do that, could | just ask that you
i ntroduce the other nenbers of your party that are sitting
at the table pl ease.

MR NORRI S: On ny right is Shane Warbrick, the conmpany's Chief
Financial Oficer, and on nmy left is Andrew MIIler our Chief
Qperating Oficer.

CHAIR And at this table, just so everyone in the room knows?

MR P TAYLOR Philip Taylor from Bell @uilly representing
Air New Zeal and and Torrin Crow her.

MR PETERSON: And Andrew Peterson representing Air New Zeal and,
and representing Qantas with Sarah Keene.

MR M LLER The statenment that Ralph nade in ternms of the

original reasons why Air New Zealand tried to access the
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Australian market by wusing a VBA type nodel, that was
thwarted by the Australian Governnent in the fact that they
didn't sign the SAM Single Aviation Market Agreenent. Air
New Zeal and being in a population of 4 mllion and Australia
being a population of 20 mllion, Ar New Zeal and was very
keen to extend its reach to gain nore econonm c val ue out of
the region, and at that tine it was deenmed necessary to try
and find -- make an acquisition, and obviously the conpany
made a 50% acquisition of Ansett Australia and then
subsequently the other 50% to control at 100% that being
the -- as far as the board at that tine were concerned,
being the only possible outcone in terns of accessing entry
and value fromthe Australian market.

CHAIR  So when you switch to an approach based on another full
service airline, Ansett, it wasn't because you thought that
was a better strategy than the original strategy that was
devel oped which was a val ue based one? |s that fair to say?

MR MLLER It was the only alternative avail able that the board
had at that tine to be able to gain that necessary econom c
reach.

CHAI R So you still had the view that the initial strategy,
which was, a VBA entry into Australia was the appropriate
strategy but that option was not available to you?

MR M LLER: That option was denied to Air New Zeal and.

CHAI R But if that option had been available in 2000 -- well,
1996 and then 2000, do you think you would have preferred
the VBA nodel for entry into Australia rather than what you
did in terns of purchasing a full service airline.

MR M LLER: In hindsight that would have been the case, but by
that tine Air New Zeal and was al ready a 50% equity owner and

conmitted at that tine to acquire the other 50%
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CHAI R So, at that particular time you thought the best

strategic alliance you would have, or ownership in another
airline in another country, would have been a VBA airline?

MR MLLER No, at that stage we had al ready acquired a 50% - -

CHAI R No, | know that. But going back to the original
pur chase; your preferred strategy was a val ue --

MR M LLER  The original approach; our preferred strategy was to
acquire or build up an airline with a low cost to gain
access to the market; very simlar in the way -- as Virgin
Blue did in Australi a.

CHAIR Wsat I'"'mhaving difficulty with is why in those peri ods,
whether it was a strategic alliance or a nerger, or
acqui sition, or whatever you want to call it, at that point
in time the preferred strategy for Air New Zealand was to
have in Australia an arrangenent of sonme sort with a value
based airline, but now the preferred strategy is for Air New
Zealand to go into a strategic alliance with a full service
airline; and |I'm having difficulty understanding at which
point it becane the preferred strategy to go into an
alltance, or an arrangenent, or a mnerger, or acquisition
with a full service airline rather than a val ue based.

MR NORRI S: If | can enter at this point. My understanding is
that Air New Zealand was given little choice other than
being told that its option to enter the Australian nmarket at
that point in time in 1996 was through Ansett.

CHAI R Is that the situation now then? That you have little
choice and so you are seeking a strategic alignment with a
full service airline, and if you had a choice you m ght get
greater value in a value based airline?

MR NORRI S: As | said a little earlier, Madam Chair, | wll

address that issue in the balance of ny address --
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present ati on.
CHAIR | hope we do cone back to that question, otherw se we'l]l
be following it up shortly. But 1'd just like to ask our

staff and external advisors if they have any questions at
this point in tine? [ No questions]. Thank you, please

continue M Norris.

MR NORRI S: As | said, the market conditions affecting Air New

A r

Zeal and are relatively benign and there has been a tenporary
lull in new activity. The imm nent increase in Qantas
capacity, the arrival of Virgin Blue on both the Tasman and
New Zeal and main trunk routes and the arrival of additional
maj or Fifth Freedom capacity on the Tasman will dramatically
change that environnent.

Much has been nade by those who would object to the
proposed Air New Zealand Qantas alliance by the so-called
war of attrition. Il would like to clarify this issue at
| east from Air New Zeal and' s perspecti ve.

First, a war of attrition is not characterised by a
maj or or overall aggressive battle, nor is it characterised
as a substantial dunping of capacity. Rather it is a slow,
steady crunbling away of the assets of a conpetitor by
steady capacity increases which are in excess of natural
growh but which allow the expanding airline to gain the
benefits of increased city presence. The many clains to the
contrary sinply indicate a l|ack of wunderstanding of the
nmeani ng of the term

Second, FSAs throughout the world, and Austral asia has
been no exception, has al ways conpeted agai nst each other by
way  of increasing capacity and testing the other
participants' resolve to respond by increasing its own

capacity in response. FSAs have only limted ability to
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differentiate thensel ves. Passengers make pur chase
decisions first by determ ning whether an airline can take
themto their destination, and second, in terns of price and
frequency of services. By increasing capacity, airlines
pronote upgraded frequency in presence in cities in an
attenpt to draw market share fromthe FSA conpetitor

The competitor normally reacts by also increasing
capacity and nullifying the attacking airline's new
advant age. However, sonetinmes the other airline will falter
and not respond; perhaps it does not have the financial
strength or the access to additional aircraft to allowit to
respond. In such a case the attacker gains the advantage
and inevitably clains narket share. These are well tried
and tested FSA characteristics.

This is what Qantas has said it intends to do. If it
didn't, Air New Zeal and would see that as a failure to take
advantage of an opportunity. 1In evidence we've provided to
the Conmission under confidential chapter 6 of our
subm ssion on the 20th of June, figures 1 and 2 on page 3,
we exanpled an analysis by the Airline Planning G oup
showi ng how such conpetition occurs and its outcones, and
this has really between United Airlines and US Airways, and
also TWA. David Bental fromthe Airline Planning Goup will
di scuss these issues in a | ater session.

CHAI R Can | just ask you, how long do you think this steady

MR

A r

crunbling away of assets takes before it reaches the point

which its war of attrition is won?

NORRI S: It's probably a nmatter of sonme years, probably
something in the order of, | would inmagine, 3, 5, 6 years,
it may be sooner, it my be longer; it depends on the

aggressi veness of the increasing capacity from the player
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that is in the position to -- with the deepest pockets.
MR CURTIN. | wonder if I can follow that up. | appreciate the

MR

war of attrition has been throwmn around as a term and
peopl e have understood different things.

| was wondering; both parties in a war of attrition nust
have at the back of their mnds ultimately the fact that the
cost of capital are neeting their cost of capital has got to
bite at some stage, and both parties nust see that there is
sonme limt rather than dunmping another mllion shells on the
ot her party's position.

Isn't there some kind of econom c bound as to where the

parties wll stop rather than grappling each other and
falling over the precipice?
NORRI S: Well, it conmes to the point as to what the
difference in strength is between the two parties, and |
think David Bental will actually give some good exanples of
that in regard to what has happened in other markets where
this type of conpetition for city presence has taken place,
and | think that that wll | think give a very clear
understanding to the Conm ssion of the thinking behind ful

service airline approach to this type of situation

MR CURTIN: Thank you.
CHAIR 1'd like to follow that up as well, if I may. You talk

A r

about it depending on the econonmic strength of the different
parties, and | wonder how nuch does it matter, the economc
strength of the various parties in the particular markets
they happen to be in, or is it the economc strength
overal | ?

Because, you conpared -- talked a little bit about what
happened to Ansett facing Qantas in Australia, but arguably

in New Zeal and, of course, Air New Zealand is the Qantas of
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Australia, so what is it that matters? Is it overall
economic strength across all rmarkets, or is it the

particul ar market that you happen to be | ooking at?

MR NORRIS: | think in this situation here that we have a single

avi ation market that allows both Qantas and Air New Zeal and
to effectively operate alnbst as donestic airlines in one
another's markets. The Australian market is a significantly
bi gger market than the New Zeal and narket and so therefore
the challenge for Ar New Zealand, given its limted
resources in regard to Qantas, is very nuch nore difficult
to expand its ability in its own right into the Australian
mar ket pl ace, when you take a view such as Qantas that
New Zeal and becones part and parcel of that Austral asian

net wor k.

CHAIR  I'm now thinking about the New Zeal and donestic market.

In terns of who has what sort of market power and strength
in the New Zeal and donestic market, what is it that matters?
Your current position in the New Zealand narket, or is it
your overall position, and how do you weigh those two bits
up?

MR NORRIS: At the nonment our position in the New Zeal and mar ket

A r

is relatively strong and as |'ve said the situation is, that
is brought about by a relatively benign conpetition
envi ronment . But if you roll forward over the next 2 or
3 years you can see a situation where Qantas, wth its

| arger network presence, its larger connectivity in this
part of the world, wll bear weight on the New Zeal and
domestic market as they go through a process of Ilifting

their capacity because it's in their interest to do so, to
take the further on-traffic out of New Zealand into their

| arger nore diverse network in other parts of --

NZ/ Qant as Aut hori sati on Conference 18 August 2003



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

34

Applicants
CHAIR  What I'mtrying to get a sense of is, how inportant is

connectivity in «city presence wthin New Zealand to
protecting your market share in New Zeal and? How i nportant
is it as opposed to connectivity offshore, in protecting
your donestic position within New Zeal and?

MR NORRIS: W are a network airline so our network is our total
network, which is the regional network, short haul and al so
Tasman and long haul. So, it is an integrated network. So
therefore, if one part of the network -- <core of our
network, which is our hone part of our network, comes under

significant threat then it does have the ability to

significantly -- or wll significantly weaken Air New
Zeal and.

CHAI R Yet, if Qantas doubles the capacity in the New Zeal and
donmestic market, wll they be able to mtch ATr New

Zeal and' s mar ket position donestically? And to what extent?
How woul d you quantify their ability to match?

MR NORRIS: Well, capacity share tends to track market share, so
what will happen is that there will be a reduction in Air
New Zeal and's market share, a reduction in its revenue base.

CHAIR I'mtrying to understand; if they double their planes in
New Zeal and -- which | believe they're not even threatening
to do that, they're threatening to nearly double them-- how
close will they come to matching Air New Zealand s own
presence in the New Zeal and donestic markets?

MR NORRIS: If they double their current situation they will --
on the jet services, wll equal or exceed our current
position in the New Zeal and donestic market.

CHAIR:  Across the whole of the donestic market?

MR NORRI S: On the routes that are serviced by jets, the main

trunk routes, they wll be -- they would have greater
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capacity than we woul d.

CHAIR (Okay. And that takes account of any projected increases
by Air New Zeal and over the upcom ng peri od?

MR NORRIS: That's based on --

CHAIR  Were you are now?

MR NORRI S: \Where we are now.

CHAIR We'll cone to that later, | think the issue of what you
m ght have to track. Please continue.

MR NORRI S: It follows from what |1've said that for Air New
Zeal and as an FSA providing network services internationally
and in donestic New Zeal and, Qantas' announcenent that it
i ntended to increase services in donmestic New Zeal and by the
addition of three 737 aircraft cane as no surprise. The
Qantas position is the reverse of the logic of Ar New
Zeal and wanting a sustainable position in the donestic
Australian market. | ndeed an exam nation of Chapter 3 of
our 20 June submi ssion nmakes it clear that all airlines,
i ncluding VBAs, enter geographic markets with small vol unes
of capacity and steadily increase them

Two of the exanples depicted in our evidence in chapter
3, figures 9 and 11, pages 31 to 33, disclose how WestJet in
Canada and Virgin Blue in Australia as VBAs both achieved
steady growth in their presence by adopting this

nmet hodol ogy. Virtually all airlines conpete and grow in
this way.
The logic of Qantas increasing its capacity in

New Zealand is little understood by those not involved in
the industry. This has led to a plethora of clainms that our
counterfactual is unbelievable or unrealistic. | venture to
suggest that there are no industry experts or know edgeabl e

conment ators who woul d not instantly recognise the |ogic of

Air NZ/ Qantas Aut hori sation Conference 18 August 2003



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

A r

36

Applicants

Qantas increasing its capacity in the manner suggested, and

this viewwill be confirmed by a nunber of experts later in

our evidence, including Dr Mchael Tretheway and David
Bental of APG

| believe it is now clearly beyond issue that

Virgin Blue intends to enter the Tasman market and the
New Zeal and donestic market in the very near future. Inits
| at est subm ssion to the New Zeal and Commerce Conmi ssion, it

says that it will do so and it says that it will do so in a
manner that wll constrain the alliance. Evi dence on the
subject will be provided by a nunber of w tnesses, including

Doctor M chael Tr et hewnay, M Andrew MIller our Chief
Qperating Oficer, M David Bental, a director of the
Airline Planning Goup, D difford Wnston, Professor
Robert WIIlig, and Dr Margaret Guerin-Calvert, and M Ray
Webster, the Chief Executive of easylet.

Sonme of these wi tnesses together with representatives of
Air New Zealand and Qantas will also denbnstrate that even
at a relatively low level of entry, 5% a VBA will have the
same inpact on fares as can be expected when it achieves
much higher levels of market share in the order of 20 to
30%

Air New Zeal and has always been aware of the certainty
of a VBA entering its markets in a material way. Once
Virgin Blue becane established in Australia it becanme nerely
a matter of time when, not if, it would enter the Tasnan and
donesti c New Zeal and narkets. That is the characteristics
of VBAs around the world. There is no reason why
Virgin Blue, which has adopted those world nodels, could be
expected to act differently. It has been saying that it

will enter for some tine but has only now adnmitted how cl ose
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it is to its arrival date. It has wanted to extract a
commercial price from us. However, its aircraft for entry
are now close to arriving and one thing an airline |ike

Virgin Blue cannot accept is costly aircraft w thout routes
to fly.

In its nost recent submssion to the Conmm ssion,
Virgin Blue has confirned that it accepts the argunents
advanced by us to the Commission in chapter 3 of our 20 June
subm ssion. | would suggest to the Comm ssion that all the
expert industry evidence supports Virgin Blue's entry into
both the relevant markets at a constraining |level and there
Is no evidence that argues the negative, at least of an
i nformed or credi ble nature.

Air New Zeal and can understand the difficulties faced by
persons who do not understand this industry to understand
the logic and certainty of why Qantas and Air New Zeal and
Virgin Blue and other airlines will act in the manner set
out in the counterfactual. No one joins the airline
i ndustry w thout taking considerable time to cone to grips
with its conplexities and its nmanner of conpeting. The way
in which full service airlines conpete with each other won't
materially change, but the way in which FSAs conpete with
VBAs nust change.

CHAIR  Excuse ne M Norris, we'll just have a question, please,

from Conmm ssi oner Bates.

M5 BATES QC. Just going back to the ACCC s determ nation and a

A r

statenent in it I'm just going to ask you to conment on;
it's at paragraph 9.97. It says:

"Based on the applicant's estimation of their schedul es
if the proposed arrangenents are approved and if the

assunptions about Virgin Blue's presence is proved correct,
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this is effectively a best case scenario in ternms of the
| evel of Virgin Blue's conpetitive constraint, t he
Applicants would be operating at alnbst six tines the
capacity of Virgin Blue in year one and four tinmes its
capacity in year three."
Is that statenent accepted by the Applicants or are we
goi ng to hear sone evidence that contradicts it?
NORRI S: W'l conme back to that, if we can; | don't have
that information off the top of ny head.
BATES QC. That's fair enough. [1'Ill renenber
NORRIS: But | think the inmportant issue here is that we wll
be presenting evidence that does denonstrate that the entry
of a value based airline to a level of -- low levels of
entry of only 5% do have a significant inpact on pricing.
BATES QC. Did you present that evidence to the ACCC?
NORRI'S:  No.
BATES QC. So that that's sone evidence they didn't have?
P TAYLOR They didn't have it supplied in the 20 June

subm ssion, so it was through subsequently.

NCRRI S: There is only room in the New Zeal and donestic
market for two airlines, one FSA and VBA. One full service
airline will be forced to |eave the market unless Air New
Zealand and Qantas are able to sufficiently link their

services such that effectively they becone one FSA

The New Zeal and market has found it possible in the past
to maintain two FSAs. It is quite illogical to believe that
in some nagical way it can now sustain three airlines.

There are those who would say that Air New Zeal and
shoul d not enter the alliance because it has the support of
the country -- our airline -- and that the loyalty of

New Zeal anders will ensure that Qantas and Virgin Blue wll
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never succeed. To those commentators | would point out that
Ansett Australia was in business for over 50 years; it was
an Australian airline nmuch |loved by its supporters. It had
a significant frequent flyer loyalty programe. But it
failed in the face of pressure from Virgin Blue which sold
its products purely on the basis of price and tineliness of

service and conpetition from Qantas. Loyalty and being a
nat i onal icon could not be and did not save Ansett
Australi a.

When Virgin Blue enters the New Zeal and donestic market

it will result in a further reduction in fares because
Virgin Blue will have the | ower cost base. That is how VBAs
conpet e. It does not have the burden of operating 75% of

its businesses on overseas routes; it nmerely flies point-to-
poi nt . VWiile those lower prices will further stinulate
passenger nunbers, analysis of VBA entry in Australia shows
that lower fares arriving from the arrival of Virgin Blue
has tended to cancel out the extra passengers |eaving total
revenue virtually unchanged. This is simlar to Ar New
Zeal and' s experience as a result of the introduction of Air
New Zeal and Express. Wat does change is the total industry
cost which increases by the addition of the total cost of
the new entrant -- in this case Virgin Blue -- plus the cost
of the increased capacity of Qantas.

Now, that increased total cost and the need for a margin
must be covered by nmaterially exactly the sane revenues
which previously supported two airlines if the Australian
experience occurs in New Zeal and. Yet when there were two
airlines, Air New Zeal and and Qantas, only one was naking a
profit. | say, point ne to the logic which suggests that

where two airlines could not make a profit, three airlines
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with a greater industry cost base but no material increase

in revenue will do so.

CHAI R Can | just stop you there for a second. If 1

under stand, your subm ssion is that at nbst New Zeal and wil |
support two airlines. And | just wonder, if that's the
case, then -- and if the Comm ssion accepts that
subm ssion -- it seens to ne that you've presented us with a
powerful argunment that the best bet to ensure that
New Zeal and gets as nmuch public welfare as possible, would
be to ensure that Virgin Blue can enter and drive down costs
and prices, and if one airline has to go to the wall, well,
it mght as well be the nost inefficient one, and allow the
new entrant space to conpete.

And | just want to put it to you, why is that -- why is
it obvious that Air New Zeal and should sonehow be treated
differently to any other firm in this country, that it
ei ther conpetes or it |eaves the nmarket?

MR NORRIS: The issue here is the fact that Air New Zealand is a

A r

relatively |low cost provider as an FSA The situation we
have here is our viewthat, if we ook at the fact that this
airline does operate with 75% of its services offshore which
are marginal in performance under the current nodel, we are
in a position where we can conpete reasonably or effectively
in the domestic market.

This conpany has to look very seriously at what it is
going to be if this authorisation does not go forward. That
is, Alr New Zealand as it currently is constructed and the
benefits that it provides to the New Zealand tourism
mar ket pl ace, and what the flowon effects nmay be are in your
hands. But from ny perspective | would suggest that Air New

Zealand is a very effective donestic operator, but its
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position at the nonment, as is conmpounded by nobst |ong hau
airlines, it does have difficulty making a reasonable return
on its capital.
So when we |[ook at Air New Zealand as a whole, that is

the issue for this conpany going forward.

MR P TAYLOR Sonme of this takes the airline into an area of
confidentiality that will be covered in detail with detailed
financial resource during the confidential session.

CHAI R That's fine, | just want to follow this up and if you
can't answer it until the confidential session, please tel
nme.

| f I understand your submission correctly  here,
Virgin Blue, on your submssion will enter, and because of

its lower cost structure than even you have wth your
changes in your strategy will force prices down in the
New Zeal and mar ket ?

MR NORRIS: That is our belief.

CHAI R But your submission is; is even conpared to the VBA
entrant, Virgin Blue, that A r New Zealand can conpete
effectively?

MR NORRIS: |'msaying that on an FSA basis we are a very -- we
are an effective conpetitor. Qur viewis that, in the best
interests of Air New Zeal and going forward, and this will be
obviously touched upon in the counterfactual as M Tayl or
has nentioned, we will cover this in nore detail.

CHAIR: | will then want to come back to this issue, because it
still leaves for nme the question, what is it about Ar New
Zeal and that sonmehow requires that -- in a situation where
this econony, if you are correct, can only support two

airlines, what is it about Air New Zeal and that suggests it

shoul d get different treatnment? |If it can conpete, fine, if
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it can't, there's roomfor two airlines, and the VBA entrant
is the one that you suggest wll |ower costs and | ower
prices and increase consuner welfare; why should this
Commi ssion allow an arrangenent that arguably increases
entry barriers to that VBA entrant who is going to bring
about these consuner benefits?

MR NORRI S: We don't believe that this alliance will actually

negate those benefits. Qur belief is that, it's not a case
of New Zeal and not being able to support a single VBA. Qur
view is that there's an FSA and a VBA and we believe that a
single FSA versus a VBA, because of the fact that they
operate as different types of airlines, the nodels are
different and different for different reasons. That is,
that people have a requirenent for greater frequency, they
have a requirenent for interconnectivity, they have a
requi rement for |onger haul services being dovetailed into
an itinerary rather than a purely point-to-point |ow service
nodel that is provided by a VBA

So we're not saying that this would in any way shape or
form prevent the people of New Zeal and benefitting fromthe
opportunity of having the option of a VBA offering.

CHAIR Do you accept the proposition that it is the entrance --

possi bl e entrance of a VBA that is now driving innovation,
| ower prices generally, inprovenents in consunmer welfare in
New Zeal and? Do you accept that general proposition, that
that right now is what is driving the latest round of

conpetition in this market?

MR NORRI S: It's partly that. It's partly also our view and

A r

contention that FSAs have to nodify their service offering
as well without taking away the elenents that are valued in

that full service airline nodel, and certainly the work that
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Air New Zealand did in the early part of |last year when it

first started upon the nove to Donestic Express and Tasman
Express and going through the process of re-inventing
itself, was obviously taken against the background of the
mar ket, where the markets were going, and making sure that
there was an appropriate strategic response.

CHAIR | just want to make sure | understand that comrent. |Is

t hat because there are some segnents that won't benefit from
VBA entrance and, therefore, for consuner welfare to inprove
in New Zeal and we need to see inproved offerings in the, for
i nstance the business sector and various other -- is that
what you nean about the need for full service airlines to

continue to inprove their offerings?

MR NORRI S: | don't see that they're actually -- they're
actually nutually exclusive, the VBA nodel and the FSA
nodel. There's actually a |lot of poor FSA nodels out there.
So | don't see that you have one at the expense of the
ot her. For a market to be served appropriately going
forward it seens to nme that there will be two nodels; an
efficient FSA nodel and the VBA or LCC nodel .

CHAIR  Wiat drives the efficiency in the full service nodel, in

the bits that are being contested by the VBA in a situation
like this where we have two airlines? |f your predictions

are right?

MR NORRIS: What drives the efficiency on the VBAis, it doesn't

A r

have the additional costs that a full service airline has.
| nean, one of the issues that you get with a full service
airline is that it carries a |lot of |egacy cost because of
the fact that it is what it is, and it's becone that over
time where a lot of conplexity has been built into the

busi ness.
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Wiereas if you start with any new business, generally
speaking you will take the view that it's a clean sheet of
paper, you will develop a nodel that is as sinple as you can
make it and, therefore, wll have a |ower cost base and
generally you find with VBAs, they have Geenfield start-up
options that don't necessarily occur to a -- happen as far
as an FSA is concerned, so there are |abour arrangenents,
and cost arrangenents generally are at a | ower |evel.

CHAIR MW question was really, what drives the inprovenents in

product offerings and efficiency in the full service
airlines segnents that aren't being contested by the VBA?
What drives that? A market with one VBA and one full

service airline?

MR NORRI S: I think if you look at the full service airline --

A r

there are two pieces to this. It cones down to what people
are prepared to accept on a short haul versus a |ong haul
envi ronmnent . In a short haul situation they're probably
prepared to take less leg room less quality of neals, no
in-flight entertainnent and there's a sector of the market
that will appeal to. There are other parts of the market
who are the nore affluent traveller, the business traveller
who are looking for a nore confort orientated requirenent,
one |looking at a loyalty arrangenent rather than the value
based approach which 1is a transaction by transaction
appr oach.

So, the costs that you get being -- or the conpetition
to date in the full service airlines has been based around
facilities, it's been based around seat confort, it's been
based around in-flight entertainnent, it's been based around
quality of neals and belonging to alliances and providing

frequent flyer loyalty programes. Those have been the
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conpetitive elenments that have driven conpetition, which has
been nore about, as you' ve gone through that process you've
actually added cost and nmde the business nodel nore

conpl ex.

MR CURTI N: Following up, if I my, your comment about | egacy

i ssues, | appreciate your point about newconers and bl ank
sheets of paper. Just follow ng up your |egacy comment; |
mean rmany industries in the 90s went over to nore
aggressively searching out ©productivity and trying to
generate positive EVA and all the rest of it, and you' ve
been in it in other roles.

Do you think there's anything in the structure of the
airline industry that encouraged the FSAs not to pursue that
in the way that perhaps it was happening in other industries
t hrough the 90s?

MR NORRIS: | think, if you |ook at the aviation industry, there

A r

has been significant productivity gains over the |last 25-30
years that have come through larger aircraft, |owered the
price per seat per kilonetre, lower efficient engines and
things of that nature, so there has been productivity
i mprovenent . But if you look at what's happened with the
overlay of aggressive conpetition, a lot of it's subsidised
internationally, you ve ended up with a situation where all
the productivity inprovenents have generally gone back to
the consuner, and that's largely one of the reasons why it's
been difficult for long haul airlines in particular, or
airlines that have a significant conponent of long haul to
cover their cost of capital.

So, | think it's been a situation -- market distortions
have had -- the bilateral arrangenents and things |ike that

have had inpacts on sone of those cost issues in the driving
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for revenue rather than the seeking out of the cost
reducti ons.

MR CURTIN: Thank you.

MR NORRI S: Exactly the sanme situation will apply to the Tasman.
In fact, the effect will be greater simultaneously with the
entry of Virgin Blue forcing |lower fares, Emrates and Royal
Brunei Airlines will be bringing into that market a huge
increase, significant increase in capacity. The total
i ndustry cost in that market has now increased in a najor
way, but the total revenues to cover it, for the sane
reasons as set out above, will not have materially changed.

Throughout the world, entry by VBA into markets has
resulted in substantial reductions in airfares, and
substantial efforts by FSAs to take cost out of their
busi nesses and to becone nore efficient and effective
conpetitors. Wth the arrival of Virgin Blue into the
New Zeal and donestic and Tasman markets, there is no way in
which the alliance is going to result in increased airfares
or decreased efficiencies.

| understand NECG and others wusing economc nodels
suggest price increases are likely under the alliance. That
may be so in theory, but in practice to the best of ny

know edge nowhere in the world has a true VBA entered a

mar ket and prices have gone up. It goes wthout saying that
in such an environnent there will not be inefficiency.
In the reverse, what | can say is that if Ar New

Zeal and, as New Zeal and's dedicated international carrier

cannot sustain a real presence in its international markets
then New Zealand will suffer a substantial reduction in
tourism which will far outweigh any detrinments arising out

of the alliance.
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Air New Zealand «currently applies in excess of
$70 million in international markets every year. The
Tourism Industry Association New Zealand, in its February
2003 submission to the  Conm ssion, supporting the
applications, page 6, notes that Ar New Zealand' s public
good pronotion of New Zealand has a present value of $1.4
billion. It also noted that if Air New Zeal and ceased to be
a separate entity, Tourism New Zeal and's budget would need
to rise to over $155 million per annum to purchase sinilar
publ i c good exposure.

Tourism anmobunts to approximtely 9% of donestic gross
product and ranks second only and then by a relatively small
margin to the dairy industry in ternms of earnings. Absent
the alliance, you can be certain that there wll be no
airline service in New Zealand which wll apply itself
diligently to pronoting in-bound tourismin the way that Air
New Zeal and currently does. One of the benefits of this
alliance is that it will avoid the detrinent of |ost tourism

as well as pronote the increase in new tourism

CHAIR Can | just clarify with you, M Norris; you talk in that

bit of your subnission about sustaining the presence in
i nternational markets of Air New Zeal and. ["m not clear
actually what's going to happen to Ar New Zealand' s
international routes in the face of alliance, particularly
those that are | oss-naking.

Are you suggesting that you're going to naintain --

MR P TAYLOR That again is going to be sonmething for the

confidential counterfactual. It is covered in that session
and it does deal with future strategy.

CHAI R Ri ght . And it is confidential material that you are

going to present?
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MR P TAYLOR  Yes.
CHAI R Thank you.
MR NORRIS: In its Draft Determ nation, the Comm ssion expressed

A r

concern about the inpact of incunbent response on potenti al
VBA entry; nost likely Virgin Blue. I would like to nake
four short comrents in that regard.

In Australia Virgin Blue entered as a Geenfield entry
directly into the heartland of Qantas and Ansett Australi a.
It did so in the know edge that if ever Qantas was going to
react, then attacking its hone base was the best way to
trigger that reaction. It entered, and sonme commentators
woul d say cane close to failure, but it did not fail, it
forced the failure of an admittedly inefficient Ansett
Australia and it is now the nunber 2 airline in Australia
with 30% of the total market share. Al that in tw and a
hal f years. That was its nmonent of greatest risk, but it
did not bat an eyelid; it certainly did not back off because

of fear of an incunbent response.

Virgin Blue has stated categorically that it will enter
the Tasman and donestic New Zeal and narkets. It says it
intends to do so in a mnner which wll constrain the

al l'i ance; the sane airline entering wth the sane
participants as incunbents but this tinme it's not Qantas'
heartl and but the nmuch smaller Air New Zeal and's.

Air New Zealand wll be forced to fight for its
survival . There are no signs that Virgin Blue has been
deterred by this aside from trying to attain a conmerci al
advantage by talking up the need for Freedom to be sold,
Virgin Blue has nmade it clear it will enter the Tasman and
New Zeal and donestic nmarkets regardl ess. No doubt this tine

it gains confort from the fact that it is no longer a

NZ/ Qant as Aut hori sati on Conference 18 August 2003



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

49

Applicants

Geenfield entry; it is merely expanding from an existing
base and from airports where it's already very well-
established. It is followng the typical growh path of the
VBA nodel .

What ever theoretical argunents about barriers to entry
were previously available to those who opposed the alliance,
arguing that incunbent response or Freedom as a barrier is
no | onger open to them and in any event, Freedom has never
been a tool for Air New Zealand to defeat entry by Virgin
Bl ue. It is not open to Air New Zeal and to depl oy Freedom
on routes operating by its nminstream services wthout
cannibalising in a serious way those services. That matter

will be discussed further in the confidential session

CHAI R Can | interrupt you for one second. I"d like to take

any further questions up to this point and then | would |ike
to take a 10 mnute break to allow our transcripters tinme to
rest. Can | just check with ny coll eagues whet her they have

any further questions up to this point.

MR PJN TAYLOR You are going to discuss in the confidential

session, | think, what happens if alternative survival

becones a question nark?

MR NORRI S:  Yes.
CHAI R One of the things | would like to just check with you

A r

is; we talk a lot about this Ansett failure, and nake
conparisons to what m ght happen here. But it seenms to ne
at least possible that the biggest factor for Virgin Blue's
ability to expand in Australia was the exit of Ansett.

When | | ook at the proposed alliance, Virgin Blue isn't
going to have that advantage, and if it was a key advant age,
whi ch sone suggest it was, by opening up product space

offerings for Virgin Blue, it seens likely that it will be
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much harder for Virgin Blue in New Zealand than it m ght
have been in Australi a.

| just wonder if you can coment on what was the
experience in Australia up until Ansett exited the market?
What was the entry conditions that Virgin Blue faced? How
much of the market had they been able to gain?

MR NORRIS: Well, the situation for Ansett in Australia had been

one where their conpetitive position had been deteriorating
from aggressive conpetition, but fair I nust add from Qantas
in the fact that Ansett went from a position of having the
| arger market share in the Australian marketplace, in excess
of 50% to a market share at the entry of Virgin Blue of --
in the very low 40s. Wth the entrance of Virgin Blue the
Ansett market share continued but fell away quite sharply to
around 35, 36% and that came off the top of its revenue.
But the fact of the matter was that Virgin was making very
good headway.

At the tinme that Virgin entered there was another VBA
entered the market at the same tine, Inpulse, so it was a
pretty -- it was a reasonably crowded narket pl ace.

CHAIR  Which of the conpanies had the cost advantage? Ansett

or Qantas?

MR NORRI S: Qantas had the cost advant age.
CHAI R So it's not surprising, is it, that the full service

airline that lost to a greater extent was the one with the

cost disadvantage, is it?

MR NORRI S: Vell, in the marketplace there; | nmean, as far as
costs have been concerned -- and | haven't got the figures
at ny fingertips -- but if you go back to a situation when

A r

Ansett had a higher revenue base, it had a cost base, it was

abl e to obviously sustain that revenue base. The reason for
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Qantas getting an advantage over tine was the fact that it
was able to increase capacity, and it also had the benefit
of a significantly greater network power.

CHAI R | understand those points, but what | want to be clear
of is, Qantas had the cost advantage over Ansett when Virgin
entered in Australia?

MR NORRI S:  Yes.

CHAI R And you think this mght be significant to how they
fared?

MR NORRI S: Absolutely, it was part of what happened over a
period of tinme.

CHAIR  What |'mtroubled with, when | think about what happened
here, of course absent the arrangenent is, that's not the
ci rcunstance here. It seens clear to ne, and undoubtedly
we'll cone back to this, but I'mtalking in general terns,
it seens clear to ne, please correct ne if |I'm wong, that
Air New Zeal and has a substantial cost advantage over Qantas
in the domestic market. And | wonder then how relevant this
conparison is to what happened to Ansett, and | value your
comments on that.

MR NORRI S: In regard to Qantas, certainly | don't know
specifically what their cost base is; | nean, we obviously
nmake sone assessnent, but Qantas has taken an alternate
course here in New Zealand wth the «creation of a
New Zeal and based cost base around a conpany called -- an
institute called Jet Connect, and so, they recognise the
fact that this is a different narket and are approaching it
in a different manner.

MR P TAYLOR: And your assessnent of that?

MR NORRIS: M assessnent of Jet Connect's costs, would only be

an assessnent, but | imagine that they're probably not too
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1 dissimlar to Air New Zeal and.

2 CHAIR  Wiat's the capacity of Jet Connect, in the New Zeal and
3 mar ket ?

4 MR NORRIS: Market share at the nonment for Qantas in New Zeal and
5 on -- is around 25%

6 MR NORRIS: The capacity, they have around about --

7 MR MLLER In the total market, just the jet market?

8 CHAIR | think that's what ny coll eague was goi ng to pursue.

9 MR NORRI S: The jet nmarket; they have six 737s in New Zeal and,
10 five that are scheduled; so | think the sixth is a spare.
11 Is that right? Yes, at the nonent, against 11 aircraft that
12 we have in the marketplace at the nonent, in that market.

13 CHAIR  Wat | would like to do now is adjourn for 10 m nutes,
14 it will be a very short break, come back and | propose to
15 carry on with this session until 1 o'clock, which is when we
16 will break for the |unch. | know that we're taking a bit
17 | onger, M Norris, but it's quite helpful for us to be able
18 to put the questions directly to you. So we're appreciative
19 of your patience in that respect.

20 Can | just say before you leave that the toilets are
21 around the corner to the left of the lift, and you do need
22 one of these cards or you'll get locked into that, or
23 actually will never even get into the corridor. So, | think
24 they're available at the back of the room  Thank you very
25 much.

26

27 Adj our nnent taken from 11.50 amto 12. 10 pm

28

20 CHAIR I'mjust going to reconvene the session now. | am aware
30 that when we did the introductions we did not introduce
31 M Dixon who's been on the video conference patiently
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waiting for us to conme to his session. So, | would just
like to wel come you and thank you for being available to the
Commi ssion this norning, and on that note M Norris we wll

continue with your presentation.

MR DI XON: Thank you Madam Chair, | look forward to talKking
| at er.
MR NORRI S: Madam Chair, if | can restart. I'l'l now cover the

A r

i ssue of Fifth Freedomcarriers.

The seven Fifth Freedom Airlines flying the Tasman
provide a major constraint on Air New Zeal and and that will
continue with the alliance. Currently they price 25% of
avai |l abl e capacity on the Auckland to Sydney route and 44%
of the avail abl e capacity on the Brisbane to Auckland route.
That capacity is increasing with the commencenent of the
wi dely advertised arrivals of Royal Brunei and Emrates.

| mportantly, these carriers actually carry 17% or just
under 17% of the Auckland-Sydney origin and destination
traffic and just over 20% of Auckland-Brisbane origin and
destination traffic. That is the traffic that is specific
to those particular city pairs.

There is no way in which carriers with that |evel of
mar ket share can be ignored. Later in the Conference John
Harrison from Air New Zealand and Peter MCunstie from
Qantas will explain how Fifth Freedom constraint occurs in
practice, and in doing so they will explain in sinple terns
the conplexities of yield nanagenent.

In regard to the alliance: The alliance provides a
uni que solution to the threat to Air New Zeal and's survival
as a conpetitive airline in New Zealand and on the Tasnan
and as a provider of international services and supporter of

New Zeal and's touri sm busi ness.
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| would like to clear up two m sconceptions which seem
to be prevalent despite nunerous attenpts to clarify the
posi tion.

First as a result of the alliance Qantas will gain a
maxi mrum of 22.5% of the equity shareholding in Ar New
Zeal and. That Is not a controlling sharehol ding,
particularly when the Governnent of New Zeal and exercises
that control and says it intends to do so into the future.
The arrangenents provide that the equity shareholding wll
all ow Qantas to appoint a maxi mum of two directors on to the
Board of Air New Zeal and which will then have ten directors
in all. A fifth of the board does not give Qantas control
of the Air New Zeal and board or anything like it.

The second point | would like to nake is that under the
alliance arrangenents it is not Qantas that will nanage and
operate Air New Zealand, it is Air New Zeal and' s nanagenent
and board which wll mnage the whole of the Ar New
Zeal and' s operation together with all of Qantas' conmercia
operations into, within and out of New Zeal and.

True, there is a provision for a conbined Ar New
Zeal and and Qant as comrittee to advise and make
recommendations to the Air New Zeal and nmanagenent team  But
that is all they do. They cannot direct Air New Zeal and to
alter its operations in a way that Air New Zeal and does not
w sh to do so.

In any event, that advisory committee is nmade up of six
persons; three from Air New Zeal and and three from Qantas.
Unl ess Air New Zeal and al so agrees, there cannot even be an
advi sory reconmendation nade to the managenent of Air New
Zeal and by that committee.

CHAIR Can | just stop you there for a second, please. | just

A r
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want to get a sense fromyou; how inportant is it the nunber
of directors in ternms of influence? And | guess the
guestion that | have in the back of ny mnd really goes to

this; it seenms to ne that one of the nmjor notivations for
Air New Zealand in going into this strategic alliance is to
get access to nuch needed capital, and it also seens to ne
that Air New Zealand will be at the nercy of Qantas wth
respect to accessing that capital.

G ven that Air New Zeal and doesn't -- in its managenent
and board doesn't directly have the nmeans to support its own
busi ness decisions wi thout the support of Qantas, it seens
to me that Qantas, at least at this point in tinme, has a
very significant control over everything that Ar New
Zeal and managenment and board m ght want to do, particularly
given the information this Comm ssion has been given about
the capital requirenents of the conpany.

So, I'd just like to get your response to that, if |

can, M Norris.

MR NORRIS: In regard to decisions of the board, the Board wll

A r

obvi ously mneke decisions based on best information and

reconmendati ons of managenent and will obviously test those
Vi ews.
Certainly, Qantas will have two directors out of 10, so

that gives them 20% of the vote on the board. As far as
capital is concerned, being a 22.5% sharehol der and capital
requi rements for the conpany going forward, there would be
an issue as to whether or not Qantas woul d support various
devel opnent proposals for Air New Zeal and from the point of
view if there were additional capital calls and the shape of
t hose.

Qur belief is, in our discussions to date, that Qantas
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very much sees the world going forward in a simlar nanner
as we do. W see the opportunity for us going forward to
make much nore effective use of the Qantas network offshore
fromthe point of view of the fact that they will obviously
be buying larger aircraft and the like that my not be
appropriate for Air New Zeal and to purchase, and from a cost
perspective it would nmake sense for both entities to have an
ability to share those costs and reduce the cost base that
woul d need to be supported by custoners goi ng forward.

CHAI R | understand the point about sone alignnent in sone

MR

A r

ar eas. My question really is, how do any decisions of the
Air New Zealand board and managenent really get nmade?
Al nost anything would require investnment of sone sort, and
it seems to nme as soon as you're in that realm you're
hi ghl y dependent on Qantas, and even if they have -- even if
there are benefits that both of you had from the alliance,
it still seens to nme that your decisions, whatever they nmay
be, are still conditional, and they're conditional on your
gai ning the support of the Qantas board, and in that sense
what |'m putting to you is that, the independence of the
New Zeal and board managenent is really quite constrained.

NORRI S: Well, the capital injection that goes into the
business with the -- with Qantas conming in as a sharehol der
does place Air New Zealand's capitalisation at one of the
better levels, if not in the top tier of airlines going
forward, so we do end up in a situation vis-a-vis the size
of the conpany, wth a capital base which is probably
anongst the best positions the conpany has had. It is then
in a position to enter into aircraft |eases and replace
existing aircraft leases in a way that there would be the

ability to do a reasonably significant refresh of the fleet.
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CHAIR If that capital injection puts you in the top tier, how

woul d you describe your current position, vis-a-vis other

conpani es and other airlines in the world?

MR NORRIS: Qur current position has inproved, there is no doubt

about that, wth our better performance over the last 12
nonths in a benign position. | would suggest at the nonent
we are in the -- would be well and truly in the top half of
full service airlines in regard to our equity position.

CHAIR Right. Thank you for that.
MR NORRIS: 9.3. If I can summarise the position; wthout the

A r

alliance, Air New Zealand would be at best conpetitively
margi nalised or at worst, lost to New Zeal and. Wth the
alliance, Air New Zealand will be able to link with Qantas

as a single FSA constrained on short haul routes by the

presence of a potential entry of the VBA Virgin Blue. It
will be able to achieve efficiencies which not only benefit
Air New Zealand and Qantas but wll al so benefit

New Zeal anders.

The alliance can cease what is commonly known as wi ngtip
flying, where both airlines conpete on flights departing at
exactly the sanme tinme. As a result, passengers will have a
greater spread of flights throughout the day, bot h
donestically and internationally. W wll be able to
achieve greater efficiencies by wusing a larger aircraft
rather than two smaller aircraft on some routes.

W can conbine our avail abl e passengers and services to
create new growh strategies by comrencing new direct on-
line flights to some new destinations which are currently
only served indirectly, such as  Auckland - Adel ai de
Auckl and - Paris or Auckland - New YorKk.

W can avoid both of us buying expensive aircraft to
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service new routes or both buying replacenent aircraft where
one acquisition will achieve a nore efficient outcone.

We can choose the nost efficient operation on particul ar
routes to ensure that inefficiency is renoved from the
oper ati ons.

The alliance will not only save the airline and ensure
retention of its control of its own destiny but also achieve
very substantial welfare benefits for New Zeal and.

Let me be clear, the threat to Air New Zealand by a
conbi ned squeeze by Qantas and Virgin Blue does exist; it is
real and cannot be avoided. Air New Zealand sought
di scussions with Virgin Blue as an alternative to an
alliance with Qantas. It did so because the Board insisted
that all potential solutions be properly tested before
concl udi ng arrangenents with any party. The unani nous view
of the managenent team and of the board of Air New Zeal and
Is that not only would an alliance with Virgin Blue not save
Air New Zealand fromthe problens it faced, but that Virgin
Blue required growh to pronote itself and achieve a public
of fering. From Australia, there is only limted growh
avai l able, and the Tasman and New Zeal and domestic markets
are two of the nore material and stable sources of growh.

Air New Zeal and's managenent and board determ ned that
an alliance with Virgin Blue at best would be tenporary,
woul d not provide anywhere near the public benefits that
this alliance with Qantas will provide and that in any event
an alliance between an FSA and a VBA wuld be quite
i npossible to consummate. A VBA is driven solely by price,
tinmeliness and point-to-point traffic; an FSA, particularly
one with around 60% of its operations dedicated to | ong hau

services, must first provide for connectivity and seanl ess
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service and then determne price fromthat higher cost base.
The managenent team considered that an alliance with Virgin
Blue would not last; it had to, itself, enter Ar New
Zeal and's core donestic and Tasman markets to achieve
desired grow h.

The Board also required managenent to hold discussions
with other potential suitors, all of whom including
Si ngapore Airlines, expressed disinterest and indicated that
there were no benefits for themin an ongoing alliance with
Air New Zeal and. W believe that the original alliance
arrangenents wth Singapore were driven by Singapore's
desire to achieve an entry point into Australia using Ansett
Australia. Wth Ansett Australia gone, Singapore soon | ost

interest in the relationship with Air New Zeal and.

MR PJN TAYLOR Can | just clarify then, M Norris, the point

that's being made here is that it's Ar New Zealand s
position that there is no other alternative potential

suitor?

MR NORRIS: Correct.

A r

From a national perspective, the alliance provides
substantial supportable net benefits to the New Zeal and
economy.

A While difficult to quantify, it provides the neans
to provide a New Zeal and owned and controlled flag carrier

having all the necessary incentives, capability, and
wi |l lingness to encourage tourismgrowh for New Zeal and.
B. It allows the parties to avoid costs of a slow,

degradi ng and costly battle for market share in which Qantas
commits additional capacity and Air New Zeal and attenpts to
respond to but with Iimted resource.

C. It allows for inproved scheduling, including nore
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direct flights.

D. It will lead to increased tourism in New Zeal and.
Wthout a doubt, Air New Zealand is the greatest source of
tourism pronotion that New Zeal and has. Conpared with other
airlines, or indeed even wth the Government, Air New
Zealand is the mjor source of pronotional funding for
New Zeal and.

E. It enables Air New Zealand Holidays to cheaply
access the Qantas Holidays intellectual property and its
vast networKk.

F. It provides a basis for Air New Zealand's first
class engineering services to secure (greater portions of
Qant as' engi neering and naintenance requirenments, and
additionally <creates leverage in servicing other third
parties.

G It provides increased freight opportunities for
New Zeal and' s export industries at a tinme when otherw se the
new A320 aircraft will reduce avail able frei ght space.

H. Finally it reduces the risk of Ar New Zeal and
having to call on taxpayers for future funding, thus freeing
scarce resources for other uses. As | eading international
econom st s, Professor Steven Mrrison and D difford
Wnston state in their paper in support of the alliance,
"CGovernment subsidy is one of the nore inefficient neans of
supporting a national airline".

CHAI R Can | stop you there for a second, Conm ssioner Bates

has a questi on.

M5 BATES QCC M Norris, you will recall | asked you a question

about the profitability of the donestic business conpared
with the international business and your answer | think was

that the international business was at present unprofitable;
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aml| correct in...?

NOCRRI'S: This year we will nmake a small profit, but --

WARBRI CK: Generally the international business is about
br eak-even. Most of our profits are sourced from the
donesti c busi ness.

BATES QC. So there's been an inprovenent, has there, in that
area?

NORRI S: There has been an inprovenent and that's been due to
i ssues that have resolved around the lraqg War, issues that
have evolved around SARS, which have given us possibly a
better outcone than a lot of other international airlines
because of the fact that we were seen as a safer
desti nati on.

BATES QC. So how significant has the inprovenent been?

NORRIS: It's been a reasonably significant turn around from
where we were the previous year, but then we had the
probl enms of 911 which exacerbated 2002's result. So, 2003
has been, relatively speaking, a good year, but still in
profitability ternms, | nmean, we're tal king about a return of
probably sonething in the order of 1 to 2% return on capital
enpl oyed.

BATES QC. Thank you. Now, is that the sanme for Qantas?
What's its profitability on its international routes

conpared to --

NORRI S: | suggest that you ask M D xon.
BATES QC. Do you have no idea? Cone on
NORRI'S: | haven't seen their latest results.

BATES QC. Are they in the position sane as you?
NCORRI S: Generally speaking | think that Qant as
international routes have been nore profitable than Air New

Zeal and' s.

NZ/ Qant as Aut hori sati on Conference 18 August 2003



1

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

62

Applicants

M5 BATES C. Now, how do you think that merging with -- not
nmerging with, but the proposed alliance will help Ar New
Zeal and on the international -- with the international parts

of its business? How will it work? I"'m just quite

interested in that.

MR NORRIS: | think the issue for us is, it gives us the ability
to access Qantas' broader network, fromthe point of view of
being able to provide better connections to other parts of
the world going forward. | think that from our perspective
the ability to manage freight nore effectively is a
significant benefit.

We've tal ked about the issues of wngtipped flying, we
have the sane situation between here and Los Angeles, and
so, generally speaking there's an opportunity to have a nore
efficient use of aircraft and different size of aircraft as
wel | .

M5 BATES (C. "Il just put this up to you; is it one possible
scenario that Air New Zeal and concentrates on the Tasman and
the New Zeal and donestic, and Qantas has a freer hand with
the international business?

MR NORRI S: The situation currently is that a lot of the
bilaterals are based around country to country agreenents
and based around designated flag carriers, and certainly we
do not have internationally at this stage a single aviation
mar ket wor | dwi de. So, there are sone restrictions that
woul d prevent Qantas from doing that.

M5 BATES QC. So you say it's not a possible scenario?

MR NORRIS: Not currently, under the current -- could be; things
change.

M5 BATES QC. Could be an efficient way of managi ng the busi ness

for the future?
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MR NORRI S: I think the issue here for us cones back down to,
agai n, the pronotion of New Zealand as a tourism

destination, and certainly the fact of the nmatter is that
there are sone markets where the Air New Zeal and brand does
do very well.

M5 BATES QC So, say the -- just theoretically speaking, say
Air New Zeal and cut back on its |ong haul operations; do you
think that Qantas would pronote New Zeal and tourism in the
sanme way that Air New Zeal and does?

MR NORRIS: | think the issue -- whether or not they do that --
| think the issue here is this whole issue of the network
capability and requirenment that comes out of FSAs. Qur
belief is that the best way to get the best of both the
Qantas brand, the Air New Zealand brand, is to operate in
allitance to the world markets internationally.

MR P TAYLOR Could | intervene and ask one question of
M Norris, just clarifying a point. M Norris, could you
just clarify the nature of the bilaterals; are they in any

way within the airline's control?

CHAIR | think the Comm ssion can direct the questions to your
client. | think that's probably the appropriate neans.
MR NORRIS: | think that the situation at the nonent is one that

we are getting into the area of hypothesis and specul ation
The issue is --

M5 BATES QC. [I'll tell you what the concern is, if you want to
put it absolutely, so that there's no m sunderstandi ng.

In the future we wouldn't have the advantage of

New Zeal and tourism being pronoted in other than the Tasman
and donestically; that there would be a decrease in that?

MR NORRIS: |If Air New Zeal and di sappeared from the marketpl ace

and those nmarkets, that's --
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M5 BATES QC VWhat if Ar New Zealand goes along with this

MR

arrangenent and it's decided that it's better for Qantas to
do all the long haul stuff?

NCRRI S: The issue -- the situation is one where this
alliance has been set up on the basis that Air New Zeal and
is going to manage the Qantas operation, comerci al
operations to, fromand within New Zeal and. There's no way
that the board of Air New Zealand is going to sanction a
situation which is going to see -- is going to be to the
di sadvantage of Air New Zeal and, and we have made the point
very strongly that the advantages that Air New Zeal and does
accrue to New Zeal and tourismis significant.

M5 BATES QC But | nmean, if that was the only way that you

could get the capital that you needed, what would you do?

MR NORRIS: | think as |I've said a little earlier, the injection

of capital that cones from Qantas and the work that we are
doing inside the business to make it obviously nore
efficient, we believe that the capitalisation of Ar New
Zealand with the injection that conmes from the capital
provided by Qantas as part of this alliance, does put Ar
New Zealand into the top tier of airlines from a capital
perspective, which gives the conpany a lot nore financial
flexibility.

M5 BATES QC. Thank you.
MR NORRIS: Al of the above benefits have been the subject of

A r

i ntensi ve econom ¢ exam nation and quantification by NECG
supported by sonme of the world' s |eading econom sts. I do
not attenpt to summarise here the outconmes of their
del i berations, they will do so directly to the Conm ssion
over the course of the next few days.

What | can say is that | have read the papers they have
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prepared and filed with the Conm ssion. In particular, |
have read and noted the papers from Professor WIlig in
which he provides a daming view of the nodelling work
carried out for the Conmssion by its external expert,
Professor Gllen and equally damming view of the nodelling
work carried out by Professor Hazl edine which will be tabled
in the evidence to be given by Professor WIIlig.

| have yet to see any expert econom st with an industry
under st andi ng exami ne the NECG nodel on which our benefits
are based and discredit in any naterial way the nodel, the
nmet hodol ogy, the inplenentation or the theory upon which
NECG have based their report.

O course, there are available criticisms of the NECG
report but none of them go to the overall veracity of the
nodel -- a nodel which I aminfornmed is utilised wdely in
the other jurisdictions for assessnent of airline nergers
and al i ances.

| am aware that Professor WIlig and Dr Margaret Guerin-
Calvert, two of the leading economsts in the world, wll
give evidence to the Commssion that the NECG nodel is
appropriate for the task it sets out to achieve, and that it
has no weaknesses which would have a material inpact on the
conclusions it arrives at. Further, the benefits that flow
from the alliance are said by Professor WIlig to be
conservative. In his second paper filed with the Conmm ssion
on 28 July, Professor WIlig postulated how substanti al
additional benefits would be gained from the alliance as a

result of on-line services replacing inter-1line services.

CHAIR Can | just stop you there for a mnute, please. Having

read Professor WIlig's submission, I'm not at all clear

that he's been given access to the NECG nodel. From what
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you've just said | take it he has had access to it and has

reviewed it.

MR NORRIS: |1've been advised that that's the case.
CHAI R  Thank you.
MR NORRI S: In its Draft Determ nation, the Conmmission said it

did not accept large parts of the benefits associated with
the alliance, particularly tourism benefits. These have
been checked, renodelled, re-analysed and re-argued in the
subm ssions filed with the Commission since the 10th of
April. | believe the argunents are even nore conpelling now
than they were before. Evi dence will be brought over the
next three days by the airline and econom c experts which
denonstrate the overwhelm ng benefits of the alliance and

why it shoul d be authori sed.

CHAI R Can | just stop you there, | would like to go back to

the comment you nmade earlier, M Norris, about -- and I'm
sorry to do this, to go back so far into your presentation
but you talked a little bit about, when the Board consi dered
an alliance with Virgin Blue it was considered to be at best
tenporary. | just want to get a sense of why it would be
tenporary and what did you nean by "tenporary"?

MR NORR S: Well, there are a nunber of issues that fall into

A r

this. | mean, there are the ownership issues of Virgin Blue
where there are -- there's Patrick Corporation and there is
the Branson G oup. There is not, from our understandi ng,
absolute unanimty between the shareholders, and | think
there's been some coverage of sone of that in various
newspapers.

So, the issue from our perspective is, what parties are
you dealing with, what is the organisation going to | ook

| i ke goi ng forward.
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Secondly, the VBA nodel is one that is predicated on
growh, and a conpany that had the intention to Iist,
wanting to put itself in a position going forward that it
did have significant growh opportunities, which is the
prem se behind the growh or the business nodel of a VBA

So when we |ooked at the fact that our business is a
network business; their business is a point-to-point
busi ness, we felt that while there may be sone tenporary
benefits, we couldn't see that going forward that that
option provided Air New Zealand with a satisfactory alliance
partner going forward. The differences in the business
nodel s, the undoubted significant benefits that could accrue
from a Qantas alliance from our perspective was
significantly nore beneficial to Air New Zealand than an
alltance with Virgin Bl ue.

CHAI R WIIl the strategic alliance with Qantas, if it goes

ahead, limt Air New Zealand's ability to reposition itself
nore towards certain sort of offerings that ook simlar to

what val ue based airlines offer?

MR NORRIS: | think it's probably pretty -- Madam Chair, Air New

A r

Zealand is concentrating on nmaking itself what could be
regarded as a low cost network airline. W are |ooking at
all of the facets that make up our business and asking
oursel ves the question, does this add value to our business?
Does it add value to the custonmer? |If it doesn't, then why
are we doing it? And that has been the preni se about what
we have done in regard to Donestic Express and Tasnman
Express.

| don't believe we're convinced that there won't be any
deviation fromthat strategy. W are a conpany that, if we

are going to survive, then | think all full service airlines
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are going to have to take a simlar review of the way that
t hey operate. There are differences in the nodels between
a VBA and an FSA, and there will always be so, but the fact

of the matter is that there's no doubt that there have been
efficiencies in the way that the full service airline nodel
has devel oped over tine.

CHAIR | just want to follow up one other point on this earlier

submi ssion. You indicated that -- in the witten subm ssion
that you provided us with, and that you' ve just spoken to --
that one of the issues for Virgin Blue is that in Australia
there's only limted growmh available and that the Tasman
and New Zeal and donestic markets are two of the nore
materi al and stable sources of growh for it, and that in ny
reading of that part of your subm ssion you were suggesting
that that was one of the reasons why any sort of arrangenent
with Virgin Blue would be tenporary. You indicate in that
that Virgin Blue would have to enter New Zeal and eventual |y
in order to realise the growh that was avail abl e.

What | don't understand is, why that sanme factor doesn't
af fect Qant as.

MR NORRI'S: The issue for us is with Qantas we are operating on

a simlar business nodel --

CHAI R Sorry for interrupting, but | wunderstand from your

perspective. Wat |'masking is from Qantas, why is Qantas'
view on this different from Virgin Blue, that this is a
mar ket where the growth opportunities are nore material and
stabl e conpared to Australia, and why does Qantas approach
this market differently than Virgin Blue, in terns of not
wanting to realise that for itself and not share it with a
partner such as Air New Zeal and?

MR NORRI S: | would suggest that that question is one that

A r
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shoul d be posed to Qant as.

CHAIR Well, I'minterested in your views. Wy would that be?

Air New Zeal and, who's put forward this proposition about
Virgin Blue's behaviour, so you' ve speculated on Virgin
Bl ue's behavi our and notivation. I want to know why that
notivation doesn't, in your view, apply to Qantas?

MR NORRI S: Well, the advantage is that we have the Chief

Executive of Qantas is sitting right to --

CHAI R | know, but I'minterested in your view I m ght pose

the same question to himlater.

MR NORRI S: | think the situation is that Qantas does see that

A r

an arrangenent with Air New Zeal and acts -- it is beneficial
to them Air New Zeal and does have the ability to provide
significant benefits to Qantas. W have very strong
engi neering capabilities which we are already carrying out
significant work for Qantas on a third party basis, as we do
for a nunber of airlines around the world, including Virgin
Bl ue. | think that it would be, from their perspective, a
strong Air New Zeal and continues to provide themw th access
to those sorts of facilities, and so that would be one
reason.

I think that Qantas respects Ar New Zealand' s
operational capabilities in being able to access sone of
those. W appreciate Qantas' capabilities as well. There's
been a shared history between the two conpanies over many
many years where the conpani es have been able to co-operate
operationally, and that happens here in the donestic
New Zeal and market where we act for them on ground handling
and they act for us in Australia; so, there are a |lot of
linkages and a Ilot of benefits that each conpany has

provided to the other over tine.
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CHAI R Sure, and those benefits were accrued with or w thout

MR

t he arrangenent ?
NORRI S: But in a conpletely different conpetitive

envi ronnent .

CHAIR  Okay, thank you. Pl ease proceed.
MR NORRI S: In the event that the Comm ssion considers that it

A r

shoul d gain additional confort by inposing conditions on the
grant of the application authorising the alliance, we have
advanced a nunber of suggestions for conditions which m ght
be considered appropriate and these were set out in our
subm ssion to the Comm ssion of 20 June 2003.

Virgin Blue, in its nost recent subm ssion of 21 July
2003, noted only tw constraints to a successful and
constraining entry by Virgin Blue in both the Tasman and
New Zeal and donestic narkets. They are: Access to
facilities and avoi dance of a predatory/strategi c response.

Qur response to the former will be well covered by a
conbi nation of evidence to be given by Doctor M chae
Tret heway, Professor WIllig and M Andrew MIller. The terns
of an open letter of explanation and offer to Virgin Blue of
14 August 2003, conditional solely on both New Zeal and
appl i cations being authorised, and if considered necessary,
the terms of the conditions proffered to the Conmm ssion
whi ch both airlines are happy to have i nposed.

To avoid any doubt, the offer nade by Air New Zeal and to
Virgin Blue in the above letter, relative to donestic
counters at Auckland Airport, wll be included as a
condi ti on of authorisation.

A variation of the conditions previously provided to the
Commi ssion revise to specify the terns of the offer of

Auckl and donestic counters to Virgin Blue is now offered to
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t he Conmi ssi on.

The second concern expressed by Virgin Blue is dealt
with by ny earlier evidence when | discussed the advantage
of VBA has over a full service airline due to its
significantly |ower cost base. This issue is also covered
by the evidence of Dr Tretheway and that of M Andrew
Mller. | have earlier refuted the issue that Freedom can
becone an effective fighting brand that will rule out entry
by Virgin Bl ue.

Again, if the Comm ssion requires nore confort, we have
advanced two very sinple conditions restricting Freedoms
ability to be used strategically; it will not be used on
New Zeal and donestic routes or to fly Trans-Tasnan between
Auckl and, Christchurch and Wellington, and any of Sydney,
Mel bourne and Brisbane for 3 years from when the alliance
cones into force.

There are other conditions pronoting new entry or

expansi on whi ch the Conmi ssion nmay adopt if they w sh.

CHAIR 1'd just like to stop you there. |'m always troubled by

A r

conditions that are neant to deal with difficulties in the
conpetitive environment that inpose nore difficulties of a
different nature; in other words, limting capacity. | nmean
-- and | always wonder, well where do you end up after al
of that? Do we fix a conpetition problem by allow ng
anot her conpetition restraint to be put in place, and | ask
nyself, well, what are you left with in the end, and it
starts to feel very third best to ne.

So, I'd just like to hear your views really on how well
does that really correct for any market problens that this
arrangenent mght create, and would we really know what the

i mpact will be?
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MR NORRI S: | mean, that obviously is a very valid view The

issue for us is, how do you address a situation which does
have a significant elenent of anti-conpetitiveness in it in
the basic alliance itself? And the mtigating factor is
creating a situation where conpetitive entry can be
facilitated into the market, and so we're in a situation
where Virgin quite rightly turns around and makes the point
that Air New Zealand and Qantas working together have the
ability to predate. And so it's very inportant from our
perspective to provide an environment which does facilitate
conpetitive entry, but does also provide a period of tine
where the new entrant has the ability to get a degree of

entrenchnment in the narket.

CHAI R | think there are a range of issues relating to

MR

A r

conditions, including sone |egal issues that we want to work
through with the Applicants but | think we'll leave it to a
later tine, if that's acceptable. Thank you.
NORRI S: So, sone conclusions that can be drawn. The
alliance provides a platformto create a viable future for
Air New Zealand. This is an opportunity that is unlikely to
be available to Air New Zealand in the future. If the
applications for authorisation are declined, the risks to
Air New Zeal and's survival as a full service airline within
an international network are grave.

The argunments put forward by us are robust. W said
i n Decenber 2002, when we filed the original applications,
that Virgin Blue would enter the Tasman and New Zeal and
domestic markets in a constraining way well wthin the
Commi ssion's tw year tinmefrane. 8 nmonths later we're
giving evidence at a hearing where that outcome is assured

in only a few nont hs
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Inits Draft Determination issued on 10 April this year,

the Commi ssion found that constraining entry was not |ikely
to occur wthin such a timefrane. | believe the Draft

Determ nation was severely tainted by that view Far from
prices increasing to the |evels nodelled by the Conm ssion
| believe entry by VBA will ensure that prices are actually
| oner than those nodelled by ours in our counterfactual. To
the extent that any concerns remain, these are nore than net
by the sinple conditions we have proposed.

Thank you.

CHAIR  Thank you for that, M Norris. | just want to ask the
Applicants, is M D xon going to also present?

MR P TAYLOR  Yes.

CHAIR  How nuch time do we think we'll need for that?

MR PETERSON: 20 mi nutes.

CHAI R "Il just see if there are further questions before we
go to M Dixon.

MR CURTIN: Just a couple of questions, really just to try and
flesh out ny background understanding of the industry, and
one is, with the benefit of hindsight |ooking back at your
time as the director at the tine of Ansett struggling to get
out of its hole; in retrospect what do you feel Ansett m ght

or mght not have done to conpete in the situation it found

itsel f?

MR NORRI S: I think in regard to ny tine on the board, we were
half pregnant when | arrived; the conpany had a 50%
sharehol ding in Ansett. It needed to get to 100% in order

to enable it to put in place the progranmes that needed to
make Ansett nore efficient.
A perfect storm effectively occurred at that tinme, when

you had a situation that the New Zealand and Australian
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dol | ars depreci ated sone 20% agai nst the US dollar. You had
a situation where fuel prices tripled, and you had a -- on
the back of what had been the Asian issues and things of
that nature, there were a |lot of things that came together.

On top of that you had the entry into the market of
Virgin Blue and Inpulse, and at the sanme tinme you had the
two groundings of the Ansett 767s; all of those things
together brought together a confluence of events that
created a situation which was very difficult to come back
from

There were also conditions that were applied by the
Foreign Investnment Review Board in Australia in regard to
the conpany's ability to nake staff redundant during a
certain tinme period. So, there were a nunber of -- on top
of that, sone pretty intransigent union issues as well. So,
all of those things together brought about the dem se of
Ansett.

So, like many things that occur, it's not a single event
initself; it's usually the confluence of multiple events as
it was in this case.

MR CURTIN. M second question is, fromwhen you arrived at Air

New Zeal and either as director or as CEOQ, and you observe a
conpany with 75% of its business barely washing its face and
the other 25% is apparently where all the noney is. Does
that strike you as a typical situation for a business to be
in, or what sort of managenent or board strategy m ght that

| ead you to consider?

MR NORRIS: | think the situation had not always been the sane.

A r

If you go back to the early part of the 90s in particular,
and rolling forward into early-md-90s, Air New Zeal and had

been very successful with its long haul services and the
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bul k of the inconme was being nade fromlong haul. In fact,
its domestic operations were in pretty poor shape, and ny
colleague on ny left here did a lot of work during the
|atter part of the 90s to reshape the donestic operations of
Air New Zealand which have <created a significantly
profitabl e donestic operation.

So, you had a situation with additional conpetition and
changes that took place with over-capacity internationally
and trends in the international |ong haul business which
have had a significant inpact on the deterioration of yield.

MR CURTIN: Thank you.

M5 BATES QC. | just want to just follow that up because it's an
area I'minterested in as well. You say that in the early
part of the 90s Air New Zeal and was successful with the |ong
haul operations?

MR NORRI S:  Yes.

M5 BATES QC Unless | mssed it, and I'm sorry if | did; why
did that situation change?

MR NORRI S: I think it was a conbination of factors; excess
capacity comng into the market internationally, sonme fairly
aggressi ve noves by sonme of the Asian carriers as they noved
into routes in this part of the world, and it's also fair to
say that Air New Zealand didn't do enough in investing in
its -- reinvesting in its long haul product, and so it
becane |ess conpetitive from a product perspective, and |
think it's also fair to say that nanagenent of Air New
Zeal and becane probably nore focused on the issues at
Ansett.

M5 BATES QC. So, since those tinmes there hasn't been really the
focus put into the international area?

MR NORRI'S: Very nmuch so, but | think the international business
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has significant issues.

M5 BATES QC. So they're |long-term | ongstandi ng probl ens?

MR NORRI S: Well, they're becomng |onger term problens now,
yeah.

M5 BATES QC. Thank you.

CHAIR  Any further questions from Comm ssion staff or experts?

PROF d LLEN: M Norris, | need to understand, in your
statenents you said that you expect that the increase in
capacity that Qantas is going to offer is going to be
t hrough Jet Connect; is that correct?

MR NORRIS: Correct.

PROF G LLEN: You al so made the statenent that you woul d expect
that, with the increase in capacity that Qantas is offering,
you'd expect that there is going to be nore on-line
passengers noving from Qantas to Air New Zeal and. I s that
correct?

MR NORRIS: W expect that they will get a bigger share. |If you
put additional capacity into the nmarket, we wll believe
that they will achieve a bigger share than they currently
have; that market share does tend to detract capacity share.

PROF d LLEN: And, would you agree or not that New Zeal and
Express and Jet Connect offer fairly conparable services?

MR NORRIS: Currently, as far as the product to the custoner is
concerned, there's a difference in the product set. Ar New
Zeal and offers a single class operation with its Express
cl ass, whereas Qantas offers a two class operation with ful
neal and beverage services to Jet Connect.

PROF G LLEN: Thank you.

CHAI R Before we go on, | want to conme back to an issue that
arose earlier, M Norris, and that is the review by
Professor WIlig of the NECG nodel. | am aware that the
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Comm ssion has not been supplied with that and if such a
review has been done, we request that that be done today,
please. It would appear to nme that it will be new evidence
that has not been submitted up till this point, so | would
ask that that be provided today at the earliest possible
tinme.

Now, |I'm aware of the tinme and | would like to ask the
Applicants if it's their preference for M Dixon to proceed
now? If it is M Dixon's preference |'m prepared to carry

on | onger this norning.

MR DI XON: Madam Chair, whatever suits you. W could conme back

at 2 o'clock your tine if that suits you.

CHAI R | think, if that's not a big inconvenience for you

M Dixon, we wll adjourn until 2 o'clock when we wll

resune the session with you

MR DI XON:  No. Okay, we'll see you then
CHAI R Thank you very nuch. W will start pronptly at

A r

2 o'clock if everyone could please be ready at that tine.

Thank you.

Adj our nnent taken from 12.58 pmto 2.00 pm

* * %
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