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Preliminary Matters
1 21 AUGUST 2003
2
3 CHAIR Good norning ladies and gentlenen. 1'd |like to wel cone
4 you to the fourth day of the Commerce Conm ssion's hearings
5 into the applications from Qantas and Air New Zeal and.
6 | just want to, before we start, indicate that we have
7 received a further letter from Air New Zeal and regarding
8 slots, ground handling and other such matters, and we woul d
9 be making that available to any interested party who would
10 like to see it.
11 | think, to the extent possible, |I'm hoping at sone
12 poi nt these exchanges m ght settle during these proceedings,
13 but. ..
14 MR P TAYLOR Cetting very close, Madam Chair.
15 CHAIR | mght hold you to that. kay, and | understand
16 there's also been a witten response to sonme of the
17 questions that | put to Dr Ergas yesterday on why we've seen
18 a delay in entry by low cost carriers in Australia and
19 New Zeal and, and again, | assunme that that can be nade
20 available to all interested parties?
21 MR P TAYLOR: | think it already has been.
22 CHAIR It has been? GCkay, thank you very mnuch.
23 Now, before we proceed | would I|ike to ask the
24 Applicants to read into the record the title of the
25 presentations that have been tabled with the Conm ssion,
26 which we did have the opportunity to |look at yesterday. W
27 will be taking questions this norning on those docunents as
28 wel |l as the presentations that we heard | ate yesterday.
29 So, M Taylor, if you could read into the record the
30 docunments that you tabled with the Conm ssion, please.

31 MR P TAYLOR  Thank you, Madam Chair. The docunents which have
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now been handed to the Conm ssion, wthout presentations,
include a slide presentation on productive and dynanic
efficiencies, a slide pack relating to cost savings, a slide
pack relating to balancing of the benefits and detrinents, a
slide pack relating to the issues surrounding the freight
mar ket benefits, and a slide pack relating to the travel
distribution market, and a short paper you' ve already
referred to, Madam Chair, relating to delays in the entry of
| ow cost carriers.

R Thank you very mnuch

MR P TAYLOR We invite questions on all of those.

CHAI

Air

R Ckay, we will now nove on to the questions.

Can | say that we do need to start with the Virgin Blue
presentations as close as we can to 10 o' clock; 10.30 at the
latest. |If we do not conplete this session then | will cone
back to it later in the day.

If can | ask Dr Pickford, please, to start with the
questions. | mght just, for the record, indicate before we
start that ny |ateness was not due to either of the airlines

involved in this application. [Pause].

* k%
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Applicants (cont)
1 PRESENTATI ON BY APPLI CANTS (cont)
2
3 DRPICKFORD: |1'd just like to start this norning by going back
4 to the paper yesterday relating to consuner benefits from
5 on-lining, and there | asked a question of Professor WIllig
6 about whether or not his estimates of benefits were in fact
7 really transfers rather than social benefits?
8 PROF WLLIG | mssed the |ast word. The m crophone di ed.
9 DR PI CKFORD: Yesterday | asked a question of you about the
10 interpretation of the consumer benefits and suggested that
11 they m ght be better considered as a transfer rather than a
12 benefit, a social welfare benefit and | think you responded
13 by saying that well, it was a voluntary reduction in price
14 by the airlines and, therefore, should count as a benefit.
15 "m not sure whether that really is the criterion we'd
16 use to classify it as a social welfare benefit; would argue
17 that it has to be acconpanied by sonme sort of cost saving
18 for there to be a social welfare benefit, even though the
19 consuners thenselves may in fact benefit, it still can be
20 seen as a transfer from producers to consuners.
21 PROF WLLIG | don't see it that way and | think -- this is not
22 personal taste but ny notion of how to study economc
23 wel fare. If there's a change in the environment which is a
24 benefit to consumers and which profit orientated firns
25 undertake willingly with the opportunity not to, if that is
26 their will, it's not a question of regulation forcing them
27 to, but their own sense of what is best for themin terns of
28 their own bottom line, then it's a fair presunption and a
29 standard one in economcs that that nove is of benefit on
30 t he producers side.
31 And if econom c analysis shows that it is also a benefit
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on the consuner side, then that is enough to the Professor
that it's win/win and in fact tallying up the consuner
benefits, as we've tried to do, is an underestimte of the
total social benefit because it omts what is presunmably an
additional benefit to the producer. If that were not a
benefit but a net harm to the producer, it would have been
avoi dable by the producer to sinply not do that pricing
nove. And so, | think the logic is plain that tallying up
the consuner benefit understates the social benefit from

t hat change.

DR PICKFORD: In terns of the consumer benefit, your mneasure is

in ternms of the price fall that they experience, but surely
the underlying benefit is the enhanced conveni ence and the
measure of the price fall my not tally with the actual

conveni ence that they experience.

PROF WLLIG Wl |, suppose this is the situation; | choose

product A, product B is available; say, product B is
avail able at a lower price, but | for ny personal bal ance of
cost and product characteristics -- |I'm forgetting which is
A and which is B -- | choose the nore expensive one because
it's better for me in ternms of its characteristics. And now
a change occurs, the price of B is |lowered because the
producers have now elected to in view of the alliance.

Now, it's a double win for me as a consuner. I can
still enjoy the product that | chose, nanely the schedul e,
the timng of what used to be inter-line instead of on-line,
but nowit's available to nme at a superior price. And so, |
get both the timng that | desired and now | get that sane
timng available at the better price, and so, an estimte of
the gain to the consuner from that nove is the decline in
price.
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The study that we did assunes that the consuners stay
with their chosen schedule, but get that sane schedul e at
the lower price that would be theirs if it had been an on-
line opportunity. The nonent the alliance forms, that sane
itinerary which had previously been inter-line now
automatically beconmes on-line because it's wthin the
offices of the alliance, and this is assuming no
rearrangenent of the actual departure times and the
depl oynent of the aircraft, which would be presumably a
source of further benefit but not sonmething that we're
specul ati ng about in that particular study.

So, holding everything constant, |ower price because
that's what the data shows is the truth of the market both
here and internationally, and that's an underesti mate of the

total social benefit.

DR PICKFORD: In terns of the price, you neasured it in ternms of

the change in business fares between inter-line and on-line
and averaged it at 20%

How representative do you think that would be of all
fares? Business Class fare are relatively a snal
proportion, | guess, of all fares. If you were to apply the
anal ysis across the board, would you get as nmuch as a 21%

fall or...?

PROF WLLIG It's a worthwhile subject to grapple with. W had

our researchers back home working with the internet prices,
the data source, for a variety of different categories of
fares that were not the unrestricted business fares, and we
basically threw up our hands because we could not discern
via this internet source of data what were conparable
cl asses of non-business fares, what were the restrictions;
and we tried mghtily and gave up on it because we coul dn't
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do it in a reliable way. So this was our best source of
conparabl e price data.

DR GUERI N- CALVERT: | think the other part, a question was asked

WS

yesterday as to exactly what we had done by Comm ssioner
Bates and | went back and checked, and for the reasons that
Bobby indicated, what we had done is on the first half of
the segnment chosen an Air New Zealand flight wth a
particular -- a real itinerary, and we got the Business
Class fares off of the Air New Zeal and website. The second
half of the route, we took a Qantas Business Class fare and
then we conpared that to a Qantas on-line, and the reason
why we did that is that there were no Air New Zeal and on-
lines to conpare it with, and we had taken as well the on-
line fares and the return fares off of the websites.

W do have our staff going back and checking, but just
to confirm we did not use the Virgin Blue fares; they do
fly on sone of those itineraries.

BATES: | think they're starting to introduce a bit of
Business Class but | think it's all one class which nmade ne
t hink you hadn't gone with the Virgin option.

DR GUERI N- CALVERT: And what we are trying to do, to respond to

Air

your question is, by our staff just going on to the
websites, they were unable to do the -- a very precise
econony cal culation. W are endeavouring to try to follow
up to do a nore conprehensive | ook at that tine.

The one thing I would nention is that, a nunber of the
enpirical studies that have evaluated the fare reduction do
| ook across broader fare categories and across average
yields and find this kind of result, so it's in general a
broader result in terns of the enpirical studies, including
the Carlton one, as opposed to just |ooking at business
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fares. A nunber of those studies had access to nore broadly
avail able yield data that |ooked across a w de range, but

we' |l endeavour to try to do sonething specific.

M5 BATES QC. Just to correct a m sapprehension you may have had

yest erday because | asked what was the difference between
the $900 Perth fare and the inter-line; | went and checked
at honme with what we'd done, actually the story was that the
inter-line fare was $20 cheaper but that the waiting tine
was significantly reduced by the on-line option.

So, the prices were identical and | have to say that
these were fares that students were |ooking for, so they're
fares at the bottomend. But however, there's a whol e range
avai l able, so taking just one end of the spectrum may not
gi ve you the right picture.

DR PI CKFORD: Just one nore question on the sane thene. The

Busi ness Cl ass fare conparison you make is both w thout the
alliance, and | suppose the nore appropriate conparison
woul d be business fares, as they are now wthout the
alltance, and business fares after the alliance has been
i ntroduced, and so there's an issue about whether in fact
those fares will in fact be inpacted by any market power
that mght arise.

PROF WLLIG Well, that's for sure. The way we have proceeded

here is to discuss the conceivable harns to conpetition and
how to anal yse those; that was the subject of our [|engthy
presentation in the norning, and then to the side in a
separate category of analyses look for direct evidence
pertinent to New Zealand on the subject of what are the
expected benefits fromthe formation of an alliance like the
one before vyou wth particular regard both to the
convenience factors that consuners have  experienced
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el sewhere and applying them to the data that pertain here,
and also to the pricing issue which is the expectation that,
for whatever would be the state of conpetition, it is to be
expected both from local and international experience that,
for that state of conpetition it is to be expected that on-
line fares are substantially less than the sumtotal of the
inter-line fares for the sanme itinerary where there's not a
coherent on-line alliance-like relationshinp.

So yeah, if you're worried about nonopoly on the one
hand there are consumer benefits on the other. If the
concern about nonopoly was mnimal, which was the concl usion
of our presentation about conpetitive effects, but the
benefits appear to be substantial, then it would seemlike a
good policy nove to permt the alliance to form

DR PI CKFORD: Yes, but the point is that if there were narket

power effects generated by the alliance then that would
underm ne the benefits that you are claimng because it may
be that the on-line fares, once the alliance is introduced,
woul d be higher than the inter-line fares are now before the

alliance is introduced before you have conpetition.

PROF WLLIG VWell, there's no doubt about it that if the

Commi ssion finds serious detrinent to conpetition from the
formation of the alliance, that would be a very substanti al
counter-weight to what our studies show are the expected
benefits fromthe alliance.

But if on the other hand there's thought to be a
m nimal, or perhaps even no danger to conpetition but here
is strong evidence of the potentiality of substantial
consunmer benefit, then the right decision would seem to ne
to be to permit the alliance at this tine.

DR PI CKFORD: Thank you.
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PROF WLLIG I have a nunber of questions for NECG sone are
just for clarification and others are nore substantive.

On the handout called "Allocative Efficiency” on page 26
you refer to a price conparison, and | wanted to know what
price you're talking about here. 1Is that an average price,
is it yield, is it full fare econony?

M5 HARDIN: It's average yield.

PROF GLLEN. So it is yield, so it would be a weighted average
price, is that correct?

M5 HARDI N:  Yes.

PROF G LLEN: So, the price for exanple, if we |ook at Sydney-
Mel bourne, the yield is $160 and the nodel price after VBA
entry is $153. Is that also a yield because you used fares
i n your nodel ?

M5 HARDIN. The fares in the nodel are average yiel ds.

PROF G LLEN: Are weighted average?

M5 HARDI N:  Yeah, as well; sane informtion.

PROF G LLEN: I"d also like to go back to the role of Fifth
Freedom conpetitors, and | believe yesterday you said that
the Fifth Freedom were, in your nodel, sinply taken at
capacity and then the capacity was allowed to grow at a
certain rate, and that rate was for each year over the
five years.

M5 HARDI N:  Yes.

PROF G LLEN: It appears to nme that in a nunber of your
presentations that the presence of Fifth Freedomcarriers is
being treated as a fairly significant conpetitive force
against the alliance, so in other words, it's tenpering the
i npact of the alliance on fares. And yet, within the nodel
it's benign, it's not really playing that role, there is no
reaction, there is no conpetitive response within the nodel
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of the Fifth Freedom carriers, and | wonder if you would
conmment on that.

PROF ERGAS: I"'m not sure that's quite correct. The way the

nodel works is it treats the Fifth Freedom carriers as
suppliers into the market and hence their supply into the
mar ket affects concentration margins and market price. \What
is correct is that it's plausible that were you to have the
type of price increases that we estinmate in the factual,
that you would get greater expansion of Fifth Freedom
capacity than we nodel and that that would tenper the price
i ncreases that we've projected in factual

In other words, very nuch along the lines of the
comments  Professor WIlig nade yesterday about t he
architecture and limtations of the Cournot approach; we
don't have in our nodelling a response where the Fifth
Freedom carriers expand their capacity even though there
m ght well be profitable opportunities for themto do so.

PROF G LLEN: So, the notion of them being a conpetitive
threat is one that is notional as opposed to one that cones
out of the results of the Cournot nodel ?

PROF WLLIG Henry, you're saying they are in?

PROF ERGAS: Exactly, they're in.

PROF WLLIG They're in the capacity that's set by the growth
curve, and you're not being nore aggressive about the
nodel ling expansion that they mght bring where market
conditions different, but nevertheless they're in the market
with your projected capacity share. And that's certainly
within a Cournot nodel as a very significant inpact to the
extent that the share of capacity you ve nodelled them as
having is significant. And | take it that it is on those
routes where they're presently operating.
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PROF ERGAS: Yeah, basically on the city pairs where the Fifth
Freedons are a significant force, then they count in the
nodel essentially in relation to the market share of
capacity that they bring to the market.

PROF WLLIG And by them being in the nodel, |ike any Cournot
nodel, they're affecting the price, they're affecting the
elasticity as perceived by the alliance, and the factual by
the players and the counterfactual, and influencing the
shares and the outputs of all the other players by dint of
their presence. Had you zeroed them out, of course prices
woul d have been higher and the alliance, or the parties
woul d have had correspondingly nore output and nore market
power .

PROF ERGAS: Yes, and our approach is conservative in two
respects there. The first is that, you mght expect, and |
think it would be reasonable to expect, that if prices and
mar gi ns were higher, that the Fifth Freedons would play nore
of a role; they would, for exanple, be nobre aggressive in
selling seats into the market --

M5 BATES C. Could | ask you a question please, Professor
Ergas, as we like to call you

PROF ERGAS: There are too nmany genui ne professors around for ne
to be unconfortable with that.

PROF WLLIG It's the "Ergas" that's really unique

M5 BATES QC Now, you said a few nonents ago that there would
be price increases in the factual.

PROF ERGAS: Yes, that's correct, our nodelling suggests higher
prices in the factual than in the counterfactual.

M5 BATES QC. That nust be assum ng that Virgin doesn't cone in,
mustn't it?

PROF ERGAS: No, the --
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M5 BATES QC. Well, in the factual, | think as is currently in
the Draft Determ nation, Virgin doesn't cone in

PROF ERGAS: Sorry, that's in the Commi ssion's factual as it's
inits Draft Determ nation.

M5 BATES QC. Does Virgin conme in on your assessnent?

PROF ERGAS: Yes, that's correct, it does.

M5 BATES QC. Vell, I'm having a problem with this because we
had evi dence from both players that say they would match the
Virgin fares, so why is it that you say there will be price
i ncreases?

PROF ERGAS: The point is really this, that our nodelling of
Virgin and its inpact is deliberately conservative. So what
we assune in fact, perhaps the sinplest way of putting it
I's, we assunme in our nodelling that Virginis like a smaller
scale version of the full service airlines, and it affects
prices and outputs in nuch the same way that a full service
airline with a relatively low market share, not low in
absolute ternms, but lower relative to the alliance, would
af fect prices and outputs.

Now, we do that because that's an extrenely conservative
way of nodelling the world, and we recognise that, and in
the submssion we put, we explain that, in our view the
approach we've adopted to nodelling the inpact of the VBA
likely significantly understates the inpact of the VBA It
does so really because it abstracts fromthe very inportant
point that Dr Wnston nade in his presentation the other
day, that identity matters, as he puts it; that it's not
irrel evant what the nature of the conpetitor is in that
particul ar conpetitors such as low cost carriers have an
especially marked inpact on fares. W don't pick that up.

M5 BATES C. So, can you please just say -- you say it's a
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conservative way of |ooking at the world, right?

PROF ERGAS: Yes, that's correct.
M5 BATES C. Ckay. We've heard from a nunber of people here

from the Applicants that the barriers to entry by the VBA
are low, that there's nothing -- that Virgin has a very
solid base, that it's poised to enter and it will enter, and
if it does enter it seens to nme all the evidence points to
the fact that the fares fromthe other two would cone down
to match, and | just can't see why that wouldn't happen.
And, you know, I'msorry to sort of badger you a bit on this
point but it is inportant for us to understand how that
works with your nodel, and it nay be that | shouldn't be
tal king because I'm not -- I'm a |lawer not an econom st.
It's probably obvious, but | need to understand why that is

SO.

PROF ERGAS: Let ne, if | may, address that by making two points

Air

and then perhaps I'll ask if diff and then Bobby or Mg
woul d |i ke to comment.

The two points are these: Qur nodelling framework is a
conservative nodelling framework, we've always said that,
it's a mnodelling franmework that tends to overstate
detrinments, and it overstates detrinents because it
abstracts from the fact that the mass of studies, and
| believe diff wll bear nme out on this, the mass of
studi es shows that conpetition from|ow cost carriers has a
significant effect, disciplining effect on fares above and
beyond the rather noderate type of effects that our
nodel I'i ng framework picks up. So that's the first point,
our nodelling framework and the assunptions it makes about
how effective the conpetitive discipline that cones from

val ue based airlines is, is an extrenely conservative one.
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The second point that is also inportant is that we have
in our nodelling value based entry in both our factual and
the counterfactual, and what our estinmates of detrinents
pick up is not a conparison of the world in the future with
the world today; it's a conparison of two future worlds, and
in both of those future worlds you have in our nodelling
val ue based airline entry.

So, even though the VBA enters and has an inpact which
is, we agree, a relatively noderate inpact in our nodelling,
the extent of that 1is, in terns of dissipating the
detriments, is somewhat limted by the fact that that entry
occurs in both the factual and the counterfactual world.

But that said, | would conme back to the core point I'm
maki ng, which is that because of the nodelling approach that
we' ve adopted, abstracting fromthe role and inpact that in
practice VBA entry has, we get fairly conservative results
with respect to price.

If I nmay make one final conment there, | think it is
telling that the financial nodelling done for the airlines
suggests that the price -- that you will not see the type of
price increases, the scale of price increases that we
proj ect as between the factual and counterfactual world, so
the airlines thenselves, their boards in taking these key
busi ness decisions, don't believe what we believe and what

we nodel, which is these quite significant price detrinents.

M5 BATES QC. Yeah, but you don't actually believe them do you,

you're just taking a conservative approach?

PROF ERGAS: Exactly, and | think Dr Wnston m ght want to --

CHAI R ["Il just ask that you let the Conmmi ssion direct the
guestions to who we think is relevant because, | think, if
t he Commi ssioner has further questions she'll follow it up,
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ot herwi se we probably shoul d pursue the questions.

PROF ERGAS: Fair point. |'maquite happy with that.

M5 BATES C. So, you chose a conservative nodel to be a nice
guy?

PROF ERGAS: Well, we chose a conservative nodel because we

recogni se that economc nodelling, as Professor WIlig very
rightly, in my view, enphasised yesterday, all applied
nodel ling of this kind where you're trying to assess what
wi |l happen in the future relies on a nunber of assunptions,
and what you want to do is be explicit about those

assunptions but also ensure that --

M5 BATES QC. It's a nmargin of error?
PROF ERGAS: You're not nmaking assunptions that biases the

results in your favour, and so, what we did was, we said we
bel i eve for many reasons that we don't have tine to go into
at the nonent, we believe that there is a conpelling case
that there will not be a significant conpetitive detrinent.
However, let's adopt a nodelling approach that is wdely

used in respect of this industry which we know is both well

tested and conservative and see whether, in wusing that
nodel ling tool, we can still exam ne sensibly the types of
wel fare consequences that this alliance will have.

M5 BATES QC SO you can say even oOn Wworse case scenarios

benefits being probably nmuch greater than the actua

situation, that it all works to a net benefit?

PROF ERGAS:. Exactly.
M5 BATES QC. Yep, | understand. Probably | should leave it to

t he econoni sts.

PROF d LLEN: I would like to revisit the Fifth Freedons.

Air

What's the assunption on and the load factors in the Fifth
Freedom carriers in your nodel? Are they constant?
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M5 HARDI N: Between the factual and counterfactual ?

PROF G LLEN: Well, yes.

M5 HARDIN: Yes, they just stay constant.

PROF G LLEN: So there's no conpetitive response. So, if Virgin
Blue enters and lowers fares as is clainmed, then there is no
response on the part of the Fifth Freedomcarriers that they
woul d exit the market?

M5 HARDIN: True, yeah

PROF G LLEN: | also would like to -- this is probably a point
of clarification, but in your handouts that |ooked at the
response to Anming Zhang's criticisnms on page 19 of that
handout, where the criticismis, is that your cost savings
are done conpletely outside of the Cournot nodel, so it's
abandoned and you use block hour costs, and you make the
argunent at the very bottom of the page:

"NECG does not <claim any savings associated wth
mar gi nal cost and hence does not take account the fact that
mar gi nal costs may be | ower under the factual."

And if you go to your handout called "Cost Savings" and
you | ook at page 5, you say here that:

"Cost savings are calculated as the difference between
the operational and capital costs associated with the
factual versus the counterfactual."

That seens to be at odds with one another because in one
case you're saying variable costs are not in, and in the
second case you're saying they are in.

M5 HARDI N: W don't include any cost savings that vary wth
respect to passengers. They are variable with respect to
departures and variable with respect to bl ock hours, but not
Wi th respect to passengers.

PROF G LLEN: So that's the argunent as to why you can abandon
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the costs that you cal culated under the Cournot nodel and
use these other block hour costs?

M5 HARDI N: W don't calculate any cost savings under the
Cour not appr oach.
PROF G LLEN: No, | understand that, but there are sone costs

that cone out of the Cournot approach and they vary
significantly between routes, but you basically ignore that,
you basically take the passengers and the prices in the
Cour not nodel and you go outside of the Cournot nodel and do

all of your cost savings cal cul ati ons?

M5 HARDIN: That's right.
PROF ERGAS: W do essentially, with respect to fixed costs, the

approach that Professor Zhang recognises is appropriate;
which is that calculating changes in fixed costs outside of
t he Cournot nodel .

There's then the question of what happens with respect
to margi nal costs. Now, we believe it's inplausible that
you would have the alliance and narginal costs would
I ncrease. W believe that wunder the alliance both the
conmer ci al i nperatives of the party and conmonsense
associated with the recognition of the fact that there are
econom es of density suggests that marginal costs are nore
likely to fall. However, we don't claimany cost savings in
respect of marginal costs, and so the fact that they are
nore likely to fall than to rise does not flow through into

the benefits that we claim

PROF d LLEN: You have a PAX burn, you reduce capacity and

Air

these are your cost savings, and so you're reducing
economies of density and you're now claimng that your
mar gi nal costs don't go up? | nean, if your passengers were
to increase | could see that.
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PROF ERGAS: No, no, we -- what happens in the -- wunder the

alliance is that the conbined | oad of passengers is managed
jointly by the alliance parties, and it's that joint
managenent of that overall load that, for exanple, allows
the efficiencies in respect of aircraft selection and in
respect of schedul es that we take account of.

Now, one aspect of those efficiencies in aircraft
selection and in scheduling would be that you would expect
the airlines to achieve cost efficiencies, and one aspect of
those cost efficiencies would likely be reductions in the
vari abl e per passenger costs. But we don't take any account

of those in ternms of the cost savings that we claim

PROF G LLEN: Ckay.
MR PETERS: This is a question that we covered in part

yesterday; when it was suggested that the Conmm ssion had, in
sonme sense, accepted the schedules in the factual and the
counterfactual submtted as part of the NECG nodel. First
I"d like to assure the Applicants that this was not in fact
the case and as outlined in Professor Zhang's report we did
attenpt to change the schedules to test the NECG nodel .

NECG in response to the finding in Professor Zhang's
report that a reduction in capacity increases welfare stated
that this is because cost savings are larger in the NECG

nodel than wel fare reductions.

Now, | would agree with this insofar as their nodel cost
savings do indeed dom nate welfare changes. But 1'd just
like to illustrate this aspect of the NECG nodel further

with sone sinple exanples, if you woul d.

W' ve already heard that decrease in capacity in the
factual wth respect to the counterfactual i ncreases
wel f are. It is also true that increasing capacity in the
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nodel even by a small anpbunt reduces welfare as neasured in
the nodel. Indeed there is a negative relationship between
the output and welfare such that total welfare is maxi m sed
in the nodel when the Applicants have shut down, i.e. Have
no flights in factual

My question is this; how can a conpetition authority use
a nodel that in the way | have described seens to run

counter to econom c theory and standard anal ysi s?

PROF ERGAS: Well, I'mnot sure that that's a question; it seens

to me to be nore of a statenment of a point of view \Wat |
woul d say about our nodel is this; is that essentially our
nodel , which uses a very w dely used nodel ling approach that
has been wused by Professor Zhang hinself and Professor
Gllen and many others, |ooks at the change in welfare that
is likely to arise as you nmove from the factual to the
count er factual schedul e.

What you are suggesting is that, instead of the factual
and the counterfactual, what we should look at is a
hypot hetical world in which the airlines decide that really
what they want to do is a form of, not even euthanasia, but
hari-kari, and essentially abandon what are profitable
opportunities to serve the market, and shut down their
capacity and exit.

Now, clearly, if you take such a conpletely inplausible
view of the world, don't adnmit any response by conpetitors,
because that's what you've presumably done; you' ve exited
that but you haven't adjusted anything else, right. So, if
you ask nodel s questions that perhaps would not sensibly be
descri bed as reasonabl e questions, much |ess questions that
were well and fully consistent with the approach that one
woul d normal ly take, well, you know, if you ask that sort of
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question the nodel will tell you what you want to hear. You
assune that capacity shuts down, that no-one else responds,
you then say look, this nodel generates this result; well,
the nodel is telling you what you want to hear

The reality is, when you |look at the nodel within these
reasonabl e ranges, which are the factual relative to the
counterfactual, on the very conservative assunptions that
we've made, what basically happens is that the benefit
associated wth capacity rationalisation outweighs the
increase in their weight |oss.

So, we don't say there is no increase in deadweight
loss. We don't say there is no price effect. W say, when
you |l ook at that world there are changes that occur, but on
a sensi bl e assessnent of those changes, within the franmework
of the nodel and recognising the Iimtations that this nodel
li ke all nodels have, then what you see is that the benefits

out wei gh the costs.

CHAIR 1'd like to follow that up please and I'd like to direct
my questions to Professor WIllig. I am not an
econonetrician but | read a lot of -- and we hear a |ot of

evi dence on nodels, and one thing I'"'mquite clear on is that
it is an often taken step to do a bit of sensitivity
anal ysis on key results and ask, does this tell us what we
sensi bly m ght think mght happen in the real world.

It does seem to nme that capacity is an issue at play
here, and in fact in your earlier talk you tal ked about how
regulators tend to see this issue of capacity and that it
does matter and that normally | think increases in capacity
are a positive thing for consuners.

So, I'd just like your view on, |eaving aside whether we
ask whether they conpletely go out of the market. If you
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1 get a result generally that shows an effect going in a
2 particular direction, and you think it's a particularly
3 rel evant factor to take into consideration when you think
4 about welfare, is this such an outrageous thing to do when

5 you test the nodel, in your view?
6 PROF WLLIG In ny view it's always a good idea to test your

7 nodel s in ways that mght possibly reflect areas where the
8 nodel ler, or the users of the nodel mght be less than
9 certain about the calibration of the nodel.

10 For exanple, when we estimated the benefits we used the
11 elasticity of 1.3, but there was reasonabl e doubt about, is
12 it exactly the accurate nunber, it's a weighted average
13 after all, let's take it through its range of plausibility
14 to see if that really changes the results in an inportant
15 way, and we understood in that way noving the paraneter
16 through that range did affect the results and made ne feel

17 nore confortable about the results that we presented to you
18 because of that sensitivity analysis.

19 But it's inportant to do sensitivity analysis in the
20 rel evant range, changing the nobdel in ways that are
21 i magi nable but no nodel is going to stand up, or very few
22 nodel s stand up, as an econonetrician would say, out of
23 sanpl e; shocking it in ways that are inplausible, no node

24 is going to give a global prediction of all conceivable
25 ci rcunst ances.

26 CHAIR | understand that, but it should tell us reliable things
27 about key factors, and in your earlier talk you certainly
28 seened to think that there is certain things you m ght
29 expect to see, in fact want to see happen with capacity.
30 And | would have thought capacity is not a mnor issue for
31 us in what we mght want to | ook at.
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So, | would like actually for you to respond to the
question that was put before, and with respect | think it

was a question, we're asking your view on the observations
that were nade. Is this a reasonable thing to look at in
terms of sensitivity analysis around the wuse of these
nodel s? | believe Professor Zhang thought it was.

PROF WLLIG On capacity, just to tie this back to our

conversation about capacity yesterday; it's not ny view that

in all circunstances nore capacity 1is better for the
econony --
CHAIR: | understand that, but under sone circunstances it is.
PROF WLLIG Oh, sure.
CHAI R And |I'm sure you'd agree that no capacity is not

necessarily a good thing.

PROF WLLIG No capacity is not going to be very good for a
supplier, that's for sure, but hopefully no capacity is well
out of sanple here, and so...

CHAI R | understand that point, but we don't have to go to no
capacity to get the result that was spoken of, we just have
to have snmall changes to denonstrate the result.

PROF WLLIG The exact controversy about what Professor Zhang
found with capacity and how the internal nodels of NECG
refl ect changes in capacity with respect to the cost side
and the delivery side is sonething that we've heard Henry
and Alexis speak to, and while |I can't say, like you, you
know, that's for the nodel builders to explain to us --

CHAI R Well, you ve undertaken a review of these nodels and
you've given us your expert opinion on them so | think you
must be in a good position to comment on this matter.

PROF WLLIG Wll, I, in fairness, will say to you that | have
not undertaken the sensitivity analysis nyself of the NECG
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nodel with respect to changes in capacity.
CHAI R Wll, let's just take it on read what has been put to
you. |If you found that result, what would you think?

PROF WLLIG So what was precisely the result that was
upsetting that you' re asking about, if | my?

MR PETERS: There is a negative linear relationship between
out put and welfare, so by -- basically at any level if you
reduce output then welfare increases.

PROF WLLIG And that's through the marginal cost effect?

CHAI R No, | don't want you directing questions to soneone
el se, I'm asking you --

PROF WLLIG I"'mtrying to clarify what the issue is for ny
under st andi ng.

CHAI R Well, clarify it with the person asking the question
pl ease.

PROF WLLIG And so do you have a view of which side of the
nodel is producing that result? Surely it's not the

consuner side.

MR PETERS: Well, | haven't -- didn't develop the nodel so
really this was just testing to see if it was fit for the
pur pose - -

CHAI R Let's ask this in a hypothetical sense. Say you found
that result and you're famliar with this nodel since you' ve
reviewed it, what would you make of a result like that?
Wuld it puzzle you, would you think it was consistent with
what you would find? How would you view the result?

PROF WLLIG My first reaction would be, curiosity and
puzzl enent and then ny second step would be to probe the
internal workings of the nodel to see what feature of the
nodel it is that's actually producing that somewhat puzzling
resul t.
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CHAI R And if we couldn't find an acceptable explanation for
it, would it give you concerns about the overall robustness
of the nodel ?

PROF WLLIG If the counter-intuitive puzzling finding cane
about because of changes that were "out of sanple", beyond
the reasonable range of changes to be interested in, it
woul dn't undermine ny feelings about the nobdel. But if |
couldn't wunderstand what it is that's causing that result
for relatively small changes, |'d try to keep probing unti
| satisfied nmy curiosity on the subject.

CHAIR  So you think it's a useful thing for the Comm ssion to
pursue in satisfying itself?

PROF WLLIG Absolutely. Sensitivity testing is sonething that

Is always useful in these sort of nodels.

CHAI R Thank vyou. "1l hand back for further questions on
this.
MR PETERS: This is a foll ow up. In the usual analysis cost

efficiencies are a shift downward of the cost curve i.e.
Producing the sane output for |ess cost. The reduction in
costs due to the reduction in output is not a welfare change
and shoul d not be added to other welfare neasures.

Is it possible that these costs were included in NECG s
nodel , these cost savi ngs?

M5 HARDI N: Sorry, costs that are related to higher prices are
taken out of the nodel in the PAX burn? That's what the PAX
burn is for, to take out any costs that are saved as a
result of less people flying, and that's precisely the
reason that we took out those cost savings.

PROF ERGAS: The point is that, in our nodelling, despite sone
of the statenments that have been nmade about the rel ationship
bet ween the factual and the counterfactual capacity, the gap
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in capacity between the factual and the counterfactual is
not enornous, and so what is essentially happening in our
nodel is that you are |ooking at the effect of a relatively
smal |l change in capacity, and in that region of a relatively
small change in capacity the assunption of an approxi mately
linear pattern of behaviour in the nodel is not an
unr easonabl e one.

Qobviously, if what you were to do was to go outside of
the range of a very small change, then you woul d need a very
different nodel from the type of nobdel that we have built.
So, it's not sensible to |look at our nodel and say, a test
of that nodel is howit behaves if you shock capacity by 80%
or 60% it just is asking the nodel to do sonmething that
it's not designed to do and that, to the best of ny
know edge, nodels of that kind generally don't do.

So, what happens in our nodelling? Well, in our
nodel ling you get this relatively small change in capacity
bet ween the factual and the counterfactual, you get a change
in market structure. The change in market structure and the
change in capacity are associated with a change in prices
and outputs. One consequence of that is that you have a
reduction in passenger nunmbers that occurs as a conseguence
of the price increase that we nodel.

That change in passenger nunbers, when you look at it,
is again such that you think it's within the reasonable
range of the nodel. And clearly that change in passenger
nunbers inplies sone savings in costs to the airlines. 0]
course, we don't treat the cost savings associated wth
price increase induced reductions and outputs as cost
savings to society. W don't do that.

What we do | ook at are the cost savings that basically
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come fromthe fact that you nove froma world where you have
two airlines that for exanple have a l|ot of wngtipped
flying with relatively inefficient aircraft selection to, a
world where the two airlines conbine their |oad and, for
exanpl e, have better schedules, but also inportantly better
aircraft selection, and that in turn allows genuine cost
savi ngs which are the cost savings that we claim

Those cost savings |look large, as we said yesterday,
relatively to deadwei ght |oss, but when you actually exam ne
their quantum the cost savings that we claimare 4% of the
total counterfactual costs of the parties on the routes
affected by the alliance; so they're very smll, and
entirely plausible when you think about conbi ni ng
operations, having better aircraft selection, reducing the
amount of purely duplicative flying, you could reasonably
expect cost savings which were greater than the 4% that we
claim But it's only those cost savings that we claim not
the cost savings associated with the price increase induced

reductions in output.

MR PETERS: Thank you. A question about -- another question
about the NECG nodel . Cournot is generally regarded as a
quantity setting framework for anal ysis. In the NECG node

counterfactual capacities, factual capacities and costs are
an input to the nodel. The nodel wuses Cournot formnula
formulated to determne the price differences between the
counterfactual and the factual. Gven this, mght the NECG
nodel be nore aptly described as a nodel that assunes

Cournot pricing rather than a Cournot nodel ?

PROF ERGAS: If what you nean is that the selection of capacity

occurs outside the nodel, then that is correct. VWhat we do
IS, we determine capacity in the factual and the
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count er f act ual on the basis of schedul es devel oped
essentially working with the airlines. The reason we do
that is that, as we've explained, we believe that it's
inmportant to have a city pair by city pair view of how
capacity will evolve in the world with the alliance and the
world without the alliance, and that's inportant for the
reasons that Pr of essor WIllig underlined yesterday.
Determ ning how capacity will evolve at a city pair |evel
for a very large nunber of interdependent city pairs is
obviously an extrenmely conplex task, and the reality is that
even individual airlines, even airlines that are very
sophi sticated and well resourced such as the parties, don't
do that by having an anal ytical nodel that they solve which
determ nes their capacity levels. They do that on the basis
of a mxture of analysis, experience, insight, know edge of
how mar ket s behave.

So, if you want to try to capture the reality of how
airlines determ ne capacity, one of the best ways of doing
it is to rely on the experience of the airlines thenselves
and their wunderstanding of those nmarkets. So that's
essentially what we do, and as Professor WIIlig rightly
not ed yesterday, we take those projections of the world and
then they are used to deternmine inportant paraneters of our
nodel and in turn affect output and prices. That's the way
we generate the estinmates that we derive.

If you have a different view of the world, i.e. O what
woul d happen with and wi thout the alliance, then the nodel
provides a franework wthin which you can input your
differing estimtes of how capacity will evolve as in those
alternative states. In our view our factuals and

counterfactuals are pl ausi ble ones, they' re consistent wth,
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1 we believe, historical experience; we think that the way the
2 nodel then translates theminto prices is conservative, but
3 we recognise the fact that this is really a nodelling
4 framewor k where others who m ght have differing views of the
5 fact ual and counterfactual could wuse that nodel |'i ng
6 framework to test the consequences of their own views.
7 CHAIR | mght just interrupt, if | can. We'll cone back to
8 t hese questions, but | am aware of the tine, and we do need
9 to start the presentation with Virgin Blue at 10.30. So, |
10 propose to cone back to these questions in the early
11 aft er noon.
12 Can | just nake one further coment, please. There have
13 been a nunber of matters that -- where we've requested
14 addi tional information or responses from the Applicants. I
15 have been keeping a list and | believe our staff have as
16 wel |, but at some point | would like us to agree what is on
17 that list so | can read it into the record. So, if counse
18 can do that with us during the breaks | would be grateful.
19 MR P TAYLOR I have the Conmission's list and | think we're
20 al nost there.
21 CHAIR  Ckay great, thank you for that.
22 Can | suggest we break for 10 mnutes and we'll start
23 again at 10.30 with Virgin Bl ue.
24
25 Adj our nnent taken from 10.20 amto 10.40 am
26
27 CHAIR If I could ask everyone to be seated, please. Just
28 before we proceed further, | understand that Professor
29 WIllig needs to |leave at mdday and won't be here for the
30 further sessions, so | wuld |like to thank him for his
31 willingness to take questions and for the presentation that
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he has nade available to the Conm ssion; it's valuable to
have that sort of expertise in a matter like this and we are

grateful to him So, | don't know if he's still here but,
if heis, | would |ike to extend our appreciation.
Now, we wll start the next session, which is wth

Virgin Blue and | would like to start by asking Virgin Blue
to introduce everyone at the table, please, and then | wll

ask you to start with your presentation. Thank you.

* k%
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MR CALLAGHAN: Thank you Madam Chair. My nane is Jonathan

Callaghan, I'm from Glbert + Tobin in Sydney. Next to ne
is David Huttner; David s the Head of Communications and
Strategy at Virgin Blue. David's role enconpasses all the
commerci al operations of Virgin Blue, including devel opnent
of its international strategy, which obviously enconpasses
the Trans-Tasnman and New Zeal and. Next to David is Tanya
Thonson from Sinpson Gierson. Sinpson Gierson are Virgin
Bl ue's New Zeal and | egal advi sors.

| plan to give a very brief outline of Virgin Blue's
position on the proposed alliance, and David plans to read a
brief statenent onto the record outlining the comerci al
issues from Virgin Blue's perspective of the proposed
al I i ance.

W do not propose to speak very long, we see our role
here today as primarily answering the questions that the
Conmmi ssion mght have, and while we see that the Conm ssion
nmust address a raft of l|legal and economi c issues, nany of
whi ch we have already made subm ssions on, we believe that
we are best able to assist the Conmssion today in its
assessnent as to whether Virgin Blue can be an effective
conpetitive constraint on the proposed alliance.

The Applicants in their case for authorisation rely
heavily on the ability of Virgin Blue to provide an
effective conpetitive constraint on the proposed alliance
They argue that the world with the alliance is one which is
nore attractive for entry by Virgin Blue by virtue of the
increase in prices and a decrease in capacity. They al so
argue that there are no barriers to entry and expansion in
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this market and, accordingly, Virgin Blue wll be an
ef fective conpetitive constraint.

Virgin Blue's position is fairly sinple; we just believe
that this is a sinplification and overstates the ability of
Virgin Blue to be an effective conpetitive constraint to the
proposed alliance within a reasonable tinefrane.

Virgin Blue believes that there are opportunities in
this market, it recognised that a long tinme ago, and has for
quite sonme tine always said it will enter this market and
enter the market soon. There are, however, barriers to its
entry and expansion wthin this market; these are
principally, as has been identified in the subnissions,
barriers associated with the strategic or predatory conduct
of the proposed alliance, and al so access to key facilities.

Virgin Blue believes that, given these barriers, it is
difficult for the Commission to be satisfied that Virgin
Blue can offer an effective conpetitive constraint to the
proposed alliance. However, it also believes that these
barriers can be addressed either by the inposition of
conditions or reaching conmercial resolution on these issues
prior to the authorisation taking effect and, in a nutshell,
that's Virgin Blue's position, at which point |I'm going to

pass over to David who's going to read his statenent.

MR HUTTNER: Thank you, | have just a brief opening statenent.

Madam Chair, Conmn ssioners. First of all, we'd like to
thank the Conmission for inviting us here today to
participate in the hearings. Throughout this process we
have found that the Conmi ssion has shown a wllingness to
listen to our views, but has also had, shall we say, an
inquisitive desire to ask well thought out questions in
order to get a better understanding of the background and
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envi ronment under which this discussion is taking place. It
i s appreci at ed.

Wiile we are nore than willing to answer any questions
you may have to the best of our abilities, there are a few
points we'd like to nmention in regard to events leading to
t oday.

It was suggested by M GCeoff Dixon, the CEO of Qantas,
that Virgin Blue nmay have overplayed its hand in this
process. Those are easy words to say if you are the one
hol di ng all the cards.

There are nmany possible futures that could arise, but we
cannot foresee any scenario where Qantas doesn't cone out as
a wnner. The reality is that we are playing the best hand
we have and we are a few cards short if we want to be able
to be the sanme force for conpetition that we are in
Australia, and furthernore, if it is desirable for us to act
as the conpetitive constraint that this alliance requires.

Today we have only identified those things that wll
make this role possible. Virgin Blue has nmaintained a
consi stent position since our initial subm ssion. W have
said we will enter the Trans-Tasman and donestic New Zeal and
routes in sone formor another with or without alliance. W
are not opposed to the alliance outright, we have sinply
said that certain key issues should be addressed if it is
all oned to proceed.

W have clearly stated our confidence that we are the
best suited party to provide sustainable conpetition in the
interests of the travelling public.

W have said it is critical that we have access to
facilities at conparable times and under conparable
commerci al conditions.
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We have said that it was critical that anti-conpetitive
behavi our be addressed. Oiginally we pointed out that the
easiest way to resolve this problem would be from the
di vestiture of Freedom Air wth a constraint on the
rei ntroduction of a so-called "FreedomAir 2".

Since then a nunber of changes have taken place
including Qantas' introduction of JetConnect, an equally
pot ent weapon that can be just as easily trained on Air New
Zeal and as upon oursel ves. The introduction of JetConnect
deval ues the Freedom Air divestiture as it is effectively
Freedom Air 2. Wiile this situation is not ideal, it is a
defacto reality and, therefore, we are focused on Qantas and
Air New Zealand's rather surprising offer of capacity
constraints instead.

VWhile attractive in principle because they address a key
weapon to stifle new entrant conpetition, the drafting of
these needs to be tightened up as the | oopholes they wote
in are presently big enough to fly one of their aircraft
t hr ough.

Virgin Blue has also tried to avoid getting involved in
academ c debates about what nay happen next. Wile we have
the highest respect for the various industry experts who
have commented on what may occur five years down the track,
| have yet to personally read a paper witten five years ago
that accurately predicted what would happen in the globa
aviation industry today, and | have a hard tinme believing
that anybody el se could make such a prediction confidently,
whet her they are lecturing university students or running an
airline.

We believe in our nodel and, if we can overcone certain
obstacles, we believe we will succeed in beconmi ng the choice
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of the mpjority of travellers in the region over tine. e
cannot say whether this will be against one conpetitor or
two, nor can we say whether or not Air New Zealand will fail
in the brutal manner that Ray Webster, Geoff D xon and Ral ph
Norris descri bed. Unfortunately, Nostradamus doesn't exi st
in the airline business.

One thing that we can say is that, if the future is as
dire as Air New Zeal and managenent have nade it out to be
then we have been surprised by their reluctance until nowto
engage us in order to address our concerns and renbve sone
of the hurdles we face. Even if they believe that our
expectations are to high, they pale in conparison to the
view that conpetition authorities in two countries should
just take it on trust that there will be no substantial
i npedi nents to new entry and approve a dom nance over South
Pacific Aviation wthout them really addressing the Kkey
concerns of other parties.

In the past few days Air New Zeal and appears to have
backed away from its hard |ine stance by opening
conmuni cations on one of the key issues that needs to be
addressed, access to airport facilities. W are trying to
determ ne whether this is a serious attenpt to address our
concerns or sinply a ruse to persuade the Commission to
forget that Air New Zeal and has stonewalled all attenpts by
Virgin Blue to engage Air New Zealand to address these
matters in a sensible manner over the |ast nine nonths.

Virgin Blue intends to advise the Comm ssion of the
progress of these matters by the end of this nonth and to
indicate by then whether we believe these new offers are
legitimate and allow us to provide effective conpetition.
Certainly, no approval should be granted until Ar New
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Zeal and is able to resolve these matters in full and w thout
any reservations.

If these late efforts by the Applicants are not sincere
and at sone stage in the future Air New Zeal and finds itself
in the doonsday scenario it has described, then the senior
managenent of Air New Zealand wll only have thenselves to
blame for the outcone as it is our view they could have done
nore, and done it nuch sooner, to convince all concerned
that they were interested in a level playing field and not
sinmply stitching up a donminant position in the narket.

Like Qantas and Air New Zealand, Virgin Blue is not
playing its hand to | ose, but we also have no desire to sit
in a game where the deal er has stacked the deck.

W make one sinple prom se now, one that we can back

with the experience of mllions of Australians instead of a
dubi ous econom c study: |If we get the right conditions, the
real winners will be the air travellers, cargo shippers and

tourismindustries of Australia, New Zealand and Fiji.
Thank you for considering our views, and | welcone your

qguesti ons.

CHAI R I'd like to go back to the coment that was nade that

one of the key strategic barriers, or one of the key
barriers to entry and expansion might be thought of as a
possi bl e strategic response of the Applicants, and | would
like you to help us out a bit nore with that. |In doing so,
we've had a lot of talk about why what m ght happen here
mght be quite simlar to what happened in Australia in
terms of Virgin Blue's ability to enter and expand, and we
are very interested in hearing what your experience was in
Australia; and | suppose, to put it bluntly, we have had a
lot of talk in the hearings about to what extent was Virgin
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1 Blue assisted by the Ansett failure and what was your
2 position at that point in tine.
3 VWhat was it, from the point of entry up until when
4 Ansett failed, and how inportant was that in your ability
5 then to expand to the position you have today?
6 MR HUTTNER  Virgin Blue went through a period -- and it is the
7 subj ect of another case outstanding for which Qantas is
8 bei ng sued by the Comm ssion in Australia -- where we felt
9 that we had sone severe concerns about our ability to
10 survive due to the unconstrained use of capacity as a
11 weapon. It's hard to conpare the situation in Australia
12 with New Zealand. W're a different airline since then, the
13 environment is different, and so, | don't know if we will be
14 able to draw direct conpari sons.
15 What | can say is that we believe that we can becone the
16 same force for conpetition here in New Zealand as we are in
17 Australi a. It is true that the Ansett collapse probably
18 allowed us to beconme the nunber two airline probably a |ot
19 qui cker than we expected, but if you look at our origina
20 busi ness plan -- which has been discussed in the nedia
21 al though we haven't actually published it -- it's fair to
22 say that we've always said, and |long before the coll apse of
23 Ansett, we always believed we would becone the nunber two
24 airline in Australia. It just happened a bit quicker than
25 we t hought it woul d.

26 CHAIR Can | just follow that up. When you say you're a

27 different airline, it would be fair to say that you accept
28 the proposition that, as you enter New Zealand, it's not
29 really the entry of the sort when you entered Australia? 1In
30 other words, it's an extension of what you're doing in
31 Australia, you have that base to work from you're not
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nearly as exposed as you were in the earlier tinme?

MR HUTTNER: Certainly, | would agree with that in the sense

that we are not exposed, but that being said, we probably
weren't exposed even |ast year. But, for exanple, we
couldn't fully becone everything we are now w thout access
to certain facilities. So for exanple at Sydney Airport, as
was well reported a while ago, we had only access to what
was commonly referred to as the "tin shed", and when we
noved into the former Ansett termnal, it has allowed us to
grow our corporate market, it has allowed us to actually
conpete on a sonmewhat |evel playing field.

That being said, that's not the only, you know,
structural barrier, but certainly it was a major one that we
were able to overcone. | think that would be an exanple --
| think, if you take the case of New Zeal and, we believe we
have nmuch nore resources behind us but, you know, there are
certain issues that are difficult to do. You can't |ook at
the market as a whole; you can't in a sense that Australia
and New Zealand are this greater thing and that we have
certain economes of scale and certain operational
efficiencies which we didn't have a few years ago, but you
al so have to | ook at each market on a route-by-route basis.

You can have trenendous conpetition in Auckland, but it
doesn't do much good for the people here in Wellington, or
in Christchurch, or in Dunedin. So, the reality is that,
there is a greater market and there's also very very
i ndi vi dual markets, and both issue need to be addressed.

CHAI R How do you weigh up the opportunities of entering

New Zeal and, both the Tasman but also then expanding into
the donmestic routes? How do you weight up those options
with options to further expand in Australia?
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1 MR HUTTNER Econom cally and operationally in the short-run?

2 It would be a lot easier to put on another Sydney- Ml bourne
3 pl ane. I nt er nati onal flying has conplications, but
4 eventually we want to continue to grow our airline and it
5 would be desirable to open up the nost opportunity as
6 possible, be it in Fiji, New Zeal and, wherever.

7 W would like to grow because we don't believe -- we
8 don't really look at flying to New Zealand from Sydney as
9 bei ng nuch different than flying to Perth from Sydney. Yes,
10 there are operational issues and legal and custons and
11 i mm gration, you know, aside from old sporting rivalries;
12 the reality is, is that there's a lot of issues but none of
13 them from a pure comrercial sense -- you know, we see it as
14 a natural growth plan.

15 CHAIR Can | take it fromthat, that once you cross the Tasman,

16 you' ve basically overcome the major hurdle; that's the hard
17 bit, it's not the hard bit to then expand the donestic
18 routes?

19 MR HUTTNER  No, actually | wouldn't assune that's the case. |If
20 you cross the Tasman, we have at |east on one end of the
21 equation a very solid distribution in marketing and brand
22 position in place. Wile, we are known in New Zeal and, and
23 we have sone travel agents in New Zeal and who do work wth
24 us, the reality is, is that, if you go -- you never start an
25 airline business -- you try to avoid goi ng spoke-to-spoke if
26 you can, you try to always go from a place where you have a
27 mar ket presence to some place you don't and then take the
28 next step. So, we nmight fly in the future to one of the
29 I sland destinations in the Pacific via New Zeal and, but we
30 probably wouldn't do it all on day one because you' d be
31 doi ng spoke-t o-spoke.
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1 CHAIR But let ne try a different angle on that. Once you' ve

2 made the commitnent to cross the Tasman, to get the ful

3 benefits of it, you really do then need to extend your
4 network into domestic New Zeal and?

5 MR HUTTNER It is our desire, and we believe it would be
6 econom cal ly beneficial to fly donestically, yes.

7 CHAIR If | understand sonme of the statenents that Virgin Blue
8 has made, it sounds to nme like you're commtted now to
9 crossing the Tasman and entering the donestic routes no
10 matter what happens in these proceedi ngs?

11 MR HUTTNER: It would be safe to say that we would like to and
12 we have conmitted to fly across the Tasnman where we believe
13 it's comercially viable wthout -- where we believe our
14 product woul d be conpetitive, where we believe that we can
15 offer a service that is worth offering basically, where we
16 can get our share of the nmarket or, you know, a significant
17 share of the market to make it econom cally sustai nabl e.

18 So for exanple, if you take -- we <could even fly
19 domestically tonorrow, let's say, from Wllington to
20 Christchurch, or to Dunedin, but we have sone issues about
21 flying tonorrow from Wellington to Auckl and.

22 Now, com ng back to individual markets versus nationa

23 markets; if we wanted to sign a corporate account, shall we
24 say, with a conpany such as WstpacTrust who is, | believe,
25 based here, or any conpany based here, what we'd have an
26 issue with is that, it would be very hard for us to approach
27 them wi t hout nost of their offerings on the table.

28 I"m not saying we'll be able to ever fly a 737 to Nel son
29 because the airport can't sustain a 737, but it's fair to
30 say that your network will be limted -- if your network
31 doesn't have the main conponents such as we had in Australia
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with the problems wth Sydney, if one of those hubs, if you
want to call it that, or if one of those key points of

presence is limted, you' re in a difficult situation

CHAl R: And there's been a lot of talk about whether it's

MR

Air

limted or not, and nost of the airport conpanies are
strongly suggesting that it isn't, and 1'd just |ike your
view on whether that's correct and, if it isn't, then in
what sense is it not correct and at which points in the --
it's mainly, it seens to nme, to sound like it's about the
airport facilities.

HUTTNER: Certainly, there's two major issues that we're
concerned about; there's the use of capacity as a weapon and
airport facilities, and whether you call it slots, counters,
there's a whole lot of elenents to airports, it's alnobst
| i ke a chain of events once you go through the airport, that
any one of them could becone a constraining factor.

It's fair to say that, you know, we're aware of the
conmuni cation in Auckland; right now, today, if we want to
do this, or in the next few nonths, there are no obvious
donestic facilities available at Auckland Airport unless we
reach a comercially viable outcome with the Applicants
Now, it's possible that in six nonths or a year we'd have to
have further talks with Auckland Airport, and we could rush
to construct a conparable facility.

One of our concerns will be -- and we aren't privy to
this information but we've nade estinmates -- that if we were
to build such a facility tonorrow at Auckland, we wll
al ready be somewhat conmercially disadvantaged because Air
New Zealand and Qantas probably have got a much | ower
operati ng cost base than we would have if we had to build a
facility in conjunction wth Auckland Airport, or
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underwitten by or guaranteed by in sone sort of way wth
Auckl and Airport and donestically.

MR CALLAGHAN: There's al so the issue of del ay.
MR HUTTNER: There is a delay factor. There is an issue of the

time to market and so on and the planning process involved
in that.

On international there's been a |lot of discussion about
sl ots. So far we have been fortunate in getting sonething
close to the slots we need, and we hope that that wl]l
conti nue. W will go through the proper process, and the
slot allocation authorities and conmttees have been nore
t han hel pful and they've done their best to facilitate us.

All we're saying -- and we're trying to hamer out in
recent correspondence with Air New Zealand -- is that in the
event that they cannot provide a slot because assets are
physically constrained at a commercially viable tinme of day,
not that they're physically constrained all the tine, then
at some point we would hope that Air New Zeal and and Qantas
woul d be able to give a concession to make that work.

Now renenber, it's not just the facility at Auckland; if
you get the slot at Auckland, let's say, at 6.30 in the
norni ng you have to nake sure you have the conparable sl ot
at Sydney three hours or whatever it 1is Ilater. So,
ot herwi se, your slot at Auckland is pretty nuch useless.
So, it's a very co-ordinated and detail ed process.

Airports by nature want to say they can do everything,
and they can for a price because they can always build nore
facilities, they are nonopolies but, you know, they're
nonopolies we work with because they are partners in the
business and it's a tenant/landlord relationship.

Sone certainly we're confident we can find solutions
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with the airports over tine. The question would be to us,
on donestic facilities for exanple, Ar New Zealand and
Qantas have two terminals today. Now, if you believe
everything that's in these reports, they're gonna have all
these efficiencies and, therefore, instead of having two
planes flying wingtip to wngtip at 7 o' clock, and in
another two at 9 o'clock they m ght have one at 7, one at 8,
one at 9 and one at 10. Therefore, they should be able to
use their existing assets nore efficiently and, therefore,
there should be a benefit return to Air New Zeal and, and
Qantas has been identified, and there should be a benefit
return in terns of wunutilised assets or wunder-utilised
assets.

That's why we have suggested that there should be no
issue in giving us, or leasing to us in conparable terns,
certain gates for our own dedicated use, where we don't have
to submt to themour schedule to see if they can fit us in.

W don't want to give them our schedule, it's none of their

damm busi ness, and we don't want to actually have -- we want
to actually -- just give us a gate, give us the desk to
check people in, don't -- get out of our way. And that's
the -- if we can have that, we'll run our own operation
efficiently and we'll be conpetitive.

CHAIR | just want to pick up on a little bit of the tone with
which this discussion seens to be evolving, and | nade the

observation earlier in the week that it's probably not the
Commi ssion's job to save Air New Zeal and or Qantas, or nor
is it necessarily our job to use whatever jurisdiction or
power we have to help any particular carrier, including
yourself, and you could get the sense really that you're
gonna enter New Zeal and, you're gonna be here, you're gonna
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conpete for the whole of the nmarket, you' re gonna probably
be quite aggressive about it regardless of what happens
her e.

And really what you're comng to us with now is an
attenpt to get us to tilt the field further in your favour
even though it's not required, in order for you to enter
into this market. And that concerns ne, because it's very
clear to nme that it is not our job to look after any
particul ar industry player. The issue here is the benefit
to New Zealand, and if we're going to get that benefit
anyway, this Comm ssion has no business interfering in
commerci al negotiati ons between the different players.

| put that fairly strongly because | want your response
toit.

MR HUTTNER: No, | agree with you. W do not ask, nor would we

expect, the Comm ssion to engi neer any outconme. \Wat we're
saying is, the Applicants have asked for a rather |arge
favour. They've asked for soneone to overl ook what appears

to be, at first glance, a rather anti-conpetitive deal,

and --
CHAIR Well, | think that has to be established yet, and we're
still hearing subm ssions on it.

MR HUTTNER. Okay. |In our view, sorry --
CHAIR Wiat I"'mputting to you is, you' ve strongly suggested to

nme that you don't actually face a problem entering, which

rai ses the possible question --

MR HUTTNER: No, | don't think I said that, |I'm sorry. [f 1

coul d: I"'m saying that we can eventually build our own
facilities, it will take tinme, and in the nmeantinme we woul d
be facing a conpetitor which will have overwhel m ng market
dom nance.
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Now, soneone suggested we were better off shall we say
after Qantas and Ansett nerged, and in sone ways we were,
and certainly we had opportunities that weren't available to
us before. But we also notice in Qantas' behaviour since
then, they're only fighting on one flank now. They only
have to worry about a conpetitor from one side, which they
didn't before, and as long as there's fair and unfettered
conpetition out there, then everyone fights their own
battl e.

CHAIR | don't think though, and I may be wong, but |'m having

trouble actually seeing where the exact evidence is that
there's not -- that there really is a problem with you

accessing the main airports.

MR HUTTNER If we want to fly tonorrow from Wellington to

Auckl and, we have no idea how we can possibly do it.

CHAIR  That may very well be the case, that you couldn't do it

tomorrow, but it's not clear to ne and it's not clear that
you' ve est abl i shed t hat, with further commerci a
negoti ations, you can't nmake an agreenent in the tinmefrane
you need in order to enter these markets, and it's that sort

of evidence that the Comm ssion needs from you

MR HUTTNER: All | can say is, we can only enter an agreenent if

Air New Zealand -- and this is where the interplay of all
the parties involved -- feels conpelled to reach an
agr eenent . For 9 nonths we have tried to address this
matter commercially because we don't believe it is really
the Commi ssion's role to engi neer anything.

Until the last few days, that discussion has not really

come forward. Now --

CHAI R | hear you saying that, but | want to ask you again,

will that prevent you or delay you from crossing the Tasman
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1 and then entering the key donestic routes?
2 MR HUTTNER It will significantly delay us and on certain
3 routes, wthout any concessions, it may be difficult for us
4 to get a commercially optinmal product to conpete against a
5 commercially optimal product.
6 CHAIR But it wll allow you a product -- it mght not be
7 optimal from your vantage point, but will it be a product
8 that still allows you to enter and have at |east sone
9 ability to conpete with the Applicants?
10 MR HUTTNER: W could enter tonmorrow on a specific city pair
11 but, as | said, each market is different. Here to Sydney is
12 different than here to Auckl and. So, the fact that you've
13 entered one nmarket really has nothing to do with the other
14 mar ket in that sense, because you still need the facilities
15 in each particular airport at comercially conpetitive
16 rates, and that is -- the other thing is that, it's great if
17 you can enter the market, but if your facilities end up
18 costing two or three times as nuch as the other guy's,
19 you're inherently disadvantaged, and if these people are,
20 shall we say "hoarding" existing facilities, when in fact
21 they're supposed to be <claimng that they're getting
22 efficiencies, one has to question the thing.
23 | nean, we would like to expand. W would like to not
24 just be a bit player in the market, and at this present
25 time, while we will certainly get sone slots at Auckland in
26 peak tinmes, and while we'll probably be able to negotiate a
27 deal with Auckland Airport over tine to get sonme sort of
28 suitable facility, we're always gonna be in second place in
29 a sense of access. And, you're right, we could do sonething
30 probably on nobst routes, you know, but ultimately it's hard
31 to imagine that we could do it effectively, and our case in
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Sydney shoul d serve as evidence of the fact that, if we have
adequate facilities on conparable standards we can conpete
much nore effectively than in the alternate case.

CHAIR | want to followup one other thing and then I'll let ny

col | eagues ask sone questions. On the point about capacity
constraints, |I've indicated in earlier sessions that, when |
hear this, | just -- there's a part of nme that has a hard
time getting there, thinking that this is a good thing to
limt capacity.

And | just wonder, given what you said about it being --
you're a different conpany now, you're entering New Zeal and
on a nmuch stronger footing, and if the issue around the --
let's just assune now that all the issues around access to
facilities was relieved, is there really any argunent for
capacity constraints? | nean, isn't nost of the ability for

there to be a strategic response gone at that point?

MR CALLAGHAN: | think the key issue there, from Virgin Blue's

perspective, it's about a tine to market, it's about a tine
of expansion, and we believe that we can be an effective
conpetitive constraint on the alliance, but that won't occur
overnight and that will take sone tinme. W are saying that,
with these capacity constraints in place, the Conm ssion can
be nore satisfied -- certainly Virgin Blue's nore confident
that it can be a nore effective conpetitive constraint
qui cker. It is nore a question of timng, and timng of

reaching that scale to be an effective conpetitor

CHAI R So, what is your projections in ternms of the timng?

How do you see your growth path in New Zeal and?

MR HUTTNER Vell, we're not -- to be quite honest, we put

forward to the Conmm ssion, because we were asked, you know,
one particular scenario. The reality is, and this is what
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we' ve been saying before about the other subm ssions, is
that the airline market is extrenely fluid. Wat we think -
- we have said we would like to fly into New Zeal and in sone
limted form before the end of the year, but we won't be a
national airline by the end of this year. W can becone a
national airline simlar to what we are in Australia sooner,
rather than later, given this situation bei ng addressed.

W also are worried about -- all we're saying is that,
Air New Zeal and and Qantas vol unteered and acknow edged - -
the use of capacity as a weapon was acknow edged by their
undertaking there, but they wote the undertaking in such a
way that if, let's say, Polynesian Airlines flies one flight
a week between Wellington and Mel bourne, t hat it
disqualifies that route under the wundertaking they have
gi ven.

All we're saying is, they have made the undertaking,
they' ve recognised that this is an issue, they've recognised
that there are severe questions about this in Australia. W
don't really |ike market engineered solutions, but we also
are aware that, if there's a free nmarket out there, there

probably woul dn't have been the Governnent intervention in

Air New Zeal and there was |ast year. That's the reality,
it's not a criticismor any sort of conplaint; it just is
what it is.

So, unfortunately, given the fact that you have
conpanies with huge resources who can throw 767s right on
top of your schedule, or 747s on top of your schedule in
some cases, you know, we have to say we would like to enter
into it quickly without the risk of, shall we say, activity
that one woul d question the economc viability other than to
achi eve a danagi ng outcone to one's conpetitor

NZ/ Qant as Aut hori sati on Conference 21 August 2003



9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

624

Virgin Blue

CHAIR  Okay, thank you for that. [Pause].
M5 BATES QC: The first thing I want to ask you this is, and

that is; do you think you are better placed to deal with a
strategic or conpetitive response with or wthout the

alli ance?

MR HUTTNER: We have said pretty consistently | think, and we've

WS

said it to both the Commi ssion here and the Commission in
Australi a, t hat we actually Dbelieve that with the
undert aki ngs we've nentioned al ready today, we believe that
we're actually better off if the alliance goes forward,
we've said that on the record to both parties. But we've
said that with the caveat because, if the alliance goes
forward and we're expected to fight with one hand tied
behi nd our back, at least for a certain period of tine, a
start-up period of time, it is a challenge for us.

BATES C. Let's put it this way: s your response
predicated on the basis of the conditions that you want,
without aircrafts flying through them or is it predicated
on the basis of the conditions as witten?

MR HUTTNER: No, it's based on what we want. | think it's fair

Air

to say that it's based on what we want.

In the event that it was passed w thout sone of the
i ssues addressed that we've asked to be addressed, once
again, we believe we'll be forced -- if we want to grow at
the end of this market, which we do, that we'll be at a
significant di sadvantage for some tinme to cone.

VWat 1'Il see, for exanple, if you take the Sydney
scenario as was given, | think it was one of the investnent
banks, Macquarie maybe, issued a report recently that said
our share of market at Sydney |agged behind Mel bourne or
Bri sbane, and that's because that lag that occurred because
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of the facilities issue at Sydney Airport a year ago still
carries on today. Because, you always have to go up a
curve, and if that curve starts at a later point in a
tineline, that curve will continue indefinitely. So, we are
still behind in Sydney relative to our position in Ml bourne

or Brisbane because of an event that happened a year ago.
BATES QC. kay. Let nme just explore this --

MR HUTTNER: Go on.

>

30D o

2

BATES QC. -- a little bit further, because it's pretty
i mportant to us.

HUTTNER  Ckay.

BATES C. So you support the alliance if you get what you

want, is basically what | hear you sayi ng.

HUTTNER: \What we need, but yes.

BATES QC. Well, need or want, but..

HUTTNER.  Ckay, fair enough.

BATES QC. Now, | don't necessarily say that you can fly the
aircraft through the applicant's proposed conditions, but
just to say those are the conditions that you are stuck
with; will you enter or not?

HUTTNER. We have said, and we will continue to say that we
plan on entering, but our ability to grow and becone an
effective constraint and to cover all city pairs possible,
as early as possible, is severely hanpered. And we believe
we're not just talking about a few nore nonths here, we
believe that it will be a significant constraint and in the
meanwhile, while we're trying to build, while we're trying
to go with one hand tied behind our back, the two parties
have then integrated their operations to be a nmuch nore
conpetitive response, focused directly on one flank, and
that flank woul d be us.
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BATES Q@C. So --
HUTTNER: It also limits their ability -- sorry.

BATES QC: So, absent the conditions that you need or want,
you think the alliance would be a stronger conpetitor than
the two separate ones, do you?

HUTTNER  Yes. W believe that the conbined resources, Air
New Zeal and's trenendous presence donestically, Qantas'
financial resources, the fact that they only have to face a
conpetitor on one flank; if this is truly a free market, and
there will be truly no future interventions or subsidies of
any sort, then we'd rather fight it out if that was the

choi ce.

BATES QC. So, we've been told you have a | arge war chest; is

that right?
HUTTNER: W have a war chest, not nearly as large as

Qantas'. W hope to get there.

BATES QC. You hope to get there. So, what you're saying is,

entry will be reduced in scale and scope and sl ower?

HUTTNER: One thing | should say about the war chest: e
will be reducing -- we will be limted -- it's not reduced,
it's like, we're holding back. W will go forward at as

reasonabl e speed as we can conmerci ally.

Wiile we have a war chest, and we've had one since day
one to prepare for, shall we say, anti-conpetitive behaviour
and so forth, we've never had to tap into it. This conpany
started with $10 million in capital. Now, we had access to
the resources of the Virgin Goup, but we' ve never had to
tap into the war chest, nor have we had to operate at a | oss
for any significant period of tine. The one route that
operated a loss for a continued basis, we pulled off of
because - -
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M5 BATES QC. Wiich route was that?
MR HUTTNER: Mount Isa to Brisbane, and we felt that because of

issues related to conpetition -- | ack  of ef fective
conpetition constraints, we felt that there was no way we
could ever beat what Qantas was willing to bankroll on that
route. So, although we believed, to the best of our
know edge, that they were losing nore noney on the route
than we were at the tine, their ability to bleed |onger at
that time was far greater than our own and, therefore, we

wi thdraw from the Muunt | sa-Bri sbane route.

M5 BATES QC: But at the nonent you're prepared to enter --

absent the alliance, based on the conditions you want or
with an alliance based on the conditions as witten, you're
prepared to enter; you say it wll be a slower entry, a

smal l er entry?

MR HUTTNER. We started off, for exanple --
M5 BATES QC Sorry, I'm not trying to put words into your

MR

Air

nmout h.  You answer.

HUTTNER: Yes, certainly, it's true, but we want -- we
started off -- you know, we want sonme certainty in our
expansi on plans to go forward at the highest possible speed,
at the greatest -- we want to grow |i ke any conpany does, we
want to grow effectively and profitably. Mar ket share
wi thout profit is pretty useless.

W want to -- we believe -- like, for exanple, we
started in Brisbane; we didn't start with Sydney- Ml bourne.
| npul se started on Sydney- Ml bourne without all the proper
pi eces in place. |Inpulse got massacred. They had far nore
start-up capital than we did. Now, they made a few m stakes
as well, let's be frank here, but they -- it's fair to say
that, if we would start for exanple tonorrow, we m ght not
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fly Auckl and- Sydney because Auckland-Sydney has a |ot of
conpetition, right nowit's pretty aggressive.

But ultimately, to address the corporate custoners,
which is a third of our market in Australia, we need to
offer a product that neets their needs which would include
Auckl and- Sydney but we also need to do everything else as
well. It's a bit of a puzzle that all fits together, and if
we are to be successful -- we will enter no matter what, as
you say, we agree with your statenent, but we would like to

grow faster and effectively.

M5 BATES QC. Now, what we're interested in, | suppose, or what

MR

Air

I"'m interested in is, at what point do you becone a
conpetitive restraint? At what point, how big a market
share do you have to get to becone an effective conpetitor?
Because what we've heard, | put this to you, is that you
only need to get 5% share of the market and, you know, t hat
will have a -- the effect of a very very significant fare
reduction on the part of everyone else, and that's what
we're hearing, so | want to hear your view as to at what
poi nt you think you becone an effective restraint.

HUTTNER: If 5% was really an effective constraint, you
woul dn't see Qantas and Air New Zealand being able to
command the premium prices on norning departures out of
Auckl and. Right now, the Fifth Freedom carriers mght have
5% of the narket on Auckl and- Sydney or Auckl and-Bri sbane,
but all of their flights, because of the nature of
international flow of planes, all come in from Australia in
the norning, go out in the afternoon or evening; but if you
try to leave Auckland at 6 or 7 in the norning, it's a bhit
harder to find cheaper seats than those that overlap with
the flights that the Fifth Freedom carriers are operating,
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because there's | ess conpetition.

So, certainly they have sone inpact, but if you want to
be a true level inmpact | think we need nmuch nore than 5%
and that's why in Australia, while we've got about 30% we
are now starting to sign a large nunber of corporate
custonmers; we now have over half of Australia's top 50
corporations dealing with us, that doesn't nmean we get the
majority of their business, but we certainly get sone, and
we're now at a stage where we can bal ance out the market

with 30%in a way that we couldn't do with 5%

M5 BATES QC: Ckay, but it's somewhere between 5% and 30% t hat

it becones effective?

MR HUTTNER: It's closer to 30% before you beconme an effective

constraint for all segnents of the narket, whether it be
cargo shippers, business flyers, a variety of people, not
just -- you see, everyone's focused on this lead-in fare
with that one flight a day, and the lead-in fare that Tasman
Express put out |ast week, or the Emirates does, that's all
wel | and good, but that fare is not offering a product that
neets the needs of all custoners; it's one flight a day, buy
it 21 days in advance, no changes, no this, no that.

Virgin Blue would like to have frequency, it would like
to offer flexibility. These are things that are not being
offered out there today, even with the conpetitive nmarkets,
as they mght be called, in Auckland, and Sydney to a point;
it's nore there than el sewhere.

M5 BATES QC. So you don't accept there's a 20% reduction by Air

New Zeal and across the board?

MR HUTTNER: If | need to go tonorrow norning because ny nomis
ill, or because -- what was that the TV commercial? \%%
child -- or the wife's pregnant or have a new baby and you
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1 want to see your grandchild all of a sudden -- which, | my
2 have to get hone very quickly --

3 M5 BATES C. Really?

4 MR HUTTNER. Not a grandchild, thank you. No, but just a child,

5 but 1'"'mon a |eave pass, as | think sone people know here,
6 and ny wife is expecting nme hone this afternoon, that's why
7 I"mcutting short today. |It's fair to say that, if | had to
8 junmp on a plane, and | wasn't travelling with the generosity
9 of the staff agreement, you know, | don't think I'd be
10 payi ng those lead-in fares that you see that are advertised
11 in the papers. And that's a lot of the market and that's
12 where Virgin Blue's been successful.

13 If you look at today on Sydney-Perth, Qantas has put on
14 so nmuch capacity with their new A330s; you buy a nmonth in
15 advance, often tines their fares are very conpetitive with
16 ours. But we actually have to hold back seats because, if
17 not, for the last mnute flyers, where they're traditionally
18 belted by a full service airline, we would have no seats
19 | eft because we sold themall at a reasonable profitable but
20 | ower fare way out in advance. People will snap up -- we
21 have sinply lower capacity right now to do that; we're
22 trying to expand as quickly as possible.

23 But we actually hold sonme seats back, Qantas actually
24 take sone of the football team that are booked three nonths
25 in advance, and we have to let sonme of that business go
26 because, if not, we can't get that business, where we're
27 literally a third or a half the price of what Qantas is
28 offering for a wal k-up custoner at the |ast mnute.

29 M5 BATES QC Yes, | have experienced that, | know what you
30 mean.

31 MR HUTTNER | think nbst people have at sone stage.
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M5 BATES QC. |Is connectivity an issue for you at all?
MR HUTTNER: W run every route we can based on its own route

economi cs. Connectivity would be described as cream In
other words, we don't run network based revenues. If the
route doesn't make noney, and we don't foresee it wll make
noney, we wll pull the route, as is denonstrated by
Bri sbane- Mount | sa.

If, on the other hand, we believe that the route wll
break even, but if we had some connections we would actually
be highly profitable, that's fine, but the route better
break even on its own point-to-point nmerits. You won't see
us running mlk runs and all that. W would like to have
some connectivity, and certainly we wll 1look at that
because you'd have to say, certain city pairs won't sustain
on their own direct service; others wll.

We've put jets -- Adel ai de-Brisbane was a great exanple
where we thought the market was massively underserved, and
we put jets without going through a hub. There are others
as well where we've done what is called "hub busting"”. W
fly Adel ai de-Broone now, which is sonething nobody ever did
before, and we're pretty full on Adel ai de-Broone. CGol d
Coast to Adelaide as well. Adelaide's a great exanple of a
city that's been held back by lack of direct flights.

It's fair to say that connectivity -- now also
connectivity, regional carriers, we believe although we
don't really run regional airlines and it's not our goal to
probably get in the regional airline business, it's not our
conpetency, we would like to offer connectivity, formal and
informal, as we do with Rex for exanple in Australia, to
some of the regional carriers because otherwise, if you are
sitting in Nelson, you're pretty much stuck as far as your
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options go.

So, if there's a regional carrier such as Origin Pacific
or whatever, we would be happy to work with them although
you mght not see us do it in the same way as the
traditional full service airline, as they call it, structure
which is this through-check from Nel son to North Hanpton in
the UK wth, vyou know, three connections and gl obal
recognition on your |ounge card and the whole thing; it's
not us, but it doesn't nmean we don't offer a service, and a

| ot of people connect on us. They do.

M5 BATES C. One last question, and | don't know if you were

here when M Wbster spoke, but he didn't see your nodel as

being a pure VBA nodel, and | think he -- | don't know if
that's right or not -- but | do notice that in Australia you
are providing sone services to your business, | think

probably aimed at your business passengers, would that be
right? Like, lounges, facilities and even the occasiona

hot neal .

MR HUTTNER: Uh-huh. For a price.
M5 BATES QC. So you charge for those?
MR HUTTNER Yeah. Let's talk through this whole VBA FSA

Air

di scussion. There is a difference between VBAs and FSAs, as
they call it, but it's nore a question of philosophy and
managenent style than it is, like, there is a definition
that it's black or white, that there's a VBA and FSA out
there, it's a bit of shades of grey. Al t hough there's
definitely a few shades between us -- there's |ess shades
bet ween us and easyJet than there is between us and Air New
Zeal and and Qant as.

W are a separate product but we have |ounges, as you
poi nted out. W actually use lounges on a pay per use
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1 basi s. Qur Brisbane |ounge just got past break even now.
2 In other words, it's self-sustaining as a profit centre and,
3 therefore, we don't nake -- people who just want -- if you
4 want a $69 fare and you are happy to pay an extra $5 to
5 enter the |ounge because you're a business traveller, we're
6 not gonna make you pay a penny nore to support your |ounge
7 or your frequent flyer programme or anything el se.
8 MS BATES QC. | said it was the last one, this is the |ast one,
9 but the operating costs, there's a difference, but you' ve
10 set yours much | ower than Qantas?
11 MR HUTTNER: Qurs are much lower than Qantas, but | think it's
12 al so safe to say that we | ooked at easyJet when we started
13 this airline; |1 used to be in the European operation of
14 Virgin Goup. You know, M Wbster runs an excellent show,
15 but we didn't think -- every market has its nuances and we
16 didn't think the easyJet operation would succeed.
17 That being said, as was highlighted by Air New Zeal and,
18 we did have neetings with them |ast year at sonme point and
19 it becane clear early on that what their view of what an
20 airline should be was quite different than ours, and basic
21 managenent phil osophi es of how you approach the custoner are
22 very different; that's why | think the discussions didn't go
23 very far.

24 M5 BATES QC. (Ckay, thank you very nuch.
25 MR CURTIN.  Thanks for all of that. Qur job, as you know, is to

26 try and guess how the alliance airlines mght behave. I

27 hear everything you say, that you'd like to have a 30%
28 mar ket share so you can conpete for the corporate accounts
29 and have the whole kit they'd look for. | accept that.

30 But there's also a line of argunent that says, you don't

31 have to be here at all in a way as long as you're lurking as
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a credible threat in the background, and you could argue
that the Express service and that |lead-in Tasnan fare are a

response to you lurking there --

MR HUTTNER: Oh, | would say that's conpletely wong.
MR CURTIN: Perhaps you'd care to expand on that. ['Ill have one

detail ed question in a mnute.

MR HUTTNER: Look, it's funny, when we started in Australia,

Qantas only put really really low fares out on the routes
that we were flying. Then all the other routes appeared to
cross-subsi dise those routes. And then, all of a sudden, |
think they caught on to that issue as we caught up with the
ACCC, and then all of a sudden what you started seeing was
low fares on all the routes, even the ones we didn't fly,
but sonehow the availability of seats at those |low fares
were nmuch greater on the routes we did fly; they just never
could seemto get those discount fares for Christmas on the
routes we didn't fly.

Therefore, one, certainly they're trying -- and | ast
week' s PR show was certainly a way to get a leg up on trying
to position thenselves as a low fare airline. W' re happy

to conpete with that because we know we can denonstrate to

the consunmer that our flexibility, like we talked about
before, will differentiate our product even if the fare's
are simlar because you won't always get the -- there's a

managenent of expectation; if you put a fare in the paper
and you call up tonorrow and you can't get it, you' re upset.
And, therefore, we can do that.

The second issue is of course is that, if we fly on one
route; let's say tonorrow we fly Wellington-Sydney. If we
fly in one route, what we've seen is that the price and the
availability tends to drop literally about the day we start,
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and we've had -- this has been usually a standard line in
al nrost all of our route |aunches; they notice how the fares
were yesterday before we arrived here, and they're nuch
hi gher than they are today.

That nmeans that -- and Qantas recognises, and Air New
Zeal and probably recogni ses too, that the public's nenory is
rather short-term You know, if | go to the nmarket right
now, I'lIl pay $25 or nore a kilo for a bag of cherries. But
tomorrow, if they have a special for $9.95 | won't -- you
know, |I'm not going to say, oh, those bastards, they charged
me $25 last week and now it's $9.95. You're going to take
home the bag of cheeries at $9.95, it's a good deal, you go
hone and you'll enjoy the bag of cherries. I know this
because | experienced it over the weekend.

And so, you know, it's a little bit about, the public's
nmenory for the fact that -- we try to build up on the
public's resentnment saying, renmenber what happened to you
for the last few years, and to a certain point you get a
certain synpathy for that, but at the end of the day the
consuner | ooks in the paper, that person calls on the phone,
and they take the |lowest price out there that they can get,
a lot of consuners do, at the nobst convenient tine etc
depending on what their value proposition is for whether
it's schedul e versus fare.

It's fair to say that we could be -- when we conme into

the market, although these actions are taken beforehand, the

reality's still different once we're actually there.

CURTI N: And, just one snmall point. In your opening

statenent you had a passing reference to operating in the

freight market. W haven't had nuch on the record, if

anyt hi ng, about the freight market so far, but I would quite
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1 like to understand what you do in Australia and what you
2 think the inpact has been on the freight markets in
3 Australia and perhaps, if you can, what you're planning to
4 do here.
5 MR HUTTNER: An airplane, by nature, is a little netal tube that
6 carries a wide variety of services. It can be visiting
7 friends and relatives, it can be tourism and it can be
8 busi ness flyers and down below it can be freight, and that
9 freight can be express cargo or fruit or whatever.
10 W provide a freight service -- and freight service is a
11 little bit Ilike connecting traffic, it's not sonething
12 that's part of our core business but we use it to get cream
13 and we actually run it profitably, and we becone an
14 effective constraint on the other guy's pricing because,
15 al t hough we only carry what's called "l oose" cargo, we don't
16 have the big palletised containers that you see on all the
17 747s and all that. W ultimately force their price down in
18 the sane way we would if we do with -- Econony d ass
19 actually does inpact upon Business Class in way. You could
20 say that there are sonme customers who wll fly Business
21 Class when it's only $100 nore than the wal k-up fare, but
22 they won't fly business class if it's $500 nore than a wal k-
23 up fare.
24 So, we performan effective constraint, in sone ways, on
25 freight as we do with other things even though we don't
26 address all needs of the freight market in the same way that
27 we do with passengers, even though we mght not address
28 every single segnent of the passenger market.

20 MR CURTIN. Wuld you have any feel, in that sort of |oose goods
30 area you were tal king about, would you have any feel for the
31 i npact you had on freight rates in Australia as a rough
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per cent age?
MR HUTTNER: Honestly, | don't have the answer to that question

If it was critical | could find it, | believe we have, but
it's a bit theoretical because, you know -- | nean, in a
sense that, | think we could probably provide a lot of

anecdotal evidence if we probably did sonme research into it,
but we've been told by shippers that, when you cane into the
market, into our city pair, you know, we weren't belted any
nor e.

Tasnania is a great exanple of where we have a
trenmendous relationship with a |ot of produce shippers, and
all | can say is that, for the Premier's office, Premer
Bacon's office at wvarious neeting and others we have
received a lot of favourable comment. Could | denonstrate

that in a nunerical sense? Mght be difficult, but we could

try.
MR CURTIN: Thanks for that.
MR PJM TAYLOR  Thank you. As a cherry grower, | applaud your

choice of fruit.

MR HUTTNER. How nuch do they cost right now?

MR PJM TAYLOR  Could |I take you back to your comments about the
Mount |sa route, and you pulled that off, | think you said,
because you couldn't see a chance of naking it profitable.

Wy do you think it was that Qantas chose that
particular route, which at Jleast to an uninformed New
Zeal ander would seem a relatively mnor route, to sort of
take you on and nmake an exanpl e perhaps?

MR HUTTNER: Because at the time they probably -- their senior
managenent probably didn't want to see us have a dot on the
map that they didn't have. Nowadays we have a couple of
exclusive routes, or routes that we actually dom nate, but
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back then that woul d have been very unprecedent ed.
MR PJM TAYLOR: They didn't have a route there when you started?
MR HUTTNER: Yeah, what happened was, Qantas pulled off the
route, or their predecessors pulled off the route in 1989 in
during the pilot strike. Ansett became a nonopoly provider
on the route.

W had spotted Mount |sa when we did our research and we
said, well, if Ansett ever -- you know, if we can ever
convince the large corporation town and the Queensland
Governnent and a few other parties, those Munt |sa mnds
and the Queensland Governnment to buy in, we could probably
put in a better service than Ansett had, but we kind of |et
it sit on the back-burner for a while.

And then, when Ansett collapsed, we quickly identified -
- and we actually spoke to the Queensland Governnent, said
we're in a pinch here we're in a pinch there, and we had a
certain anount of loyalty towards Queensland because
Queensl and has al ways been supportive of us. And we said
| ook, we'll do our best, and we scranbled to get aircraft.
We announced literally the day after Ansett collapsed that
we'd start scheduled services to Munt |Isa. A couple of
days later Qantas actually flew in with the first service,
but it was an ad hoc service, it was |ike not an announced
schedul ed service, but they announced after we had announced
that they'd be running schedul ed services. They put on two
flights a day, their load factors were worse than ours. As
far as we could tell, we did a lot of research and we kind
of heard what was going on, and we know -- we have sone
pretty strong suggestions as to what they were earning on
the route, and we know what the BA146 which is a nmuch nore
expensive aircraft per seat kilometre than our was; they
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were running on two flights a day.

And we felt that at the tine -- and they also made a
play for the Munt Isa Mnes contract, and once that was
closed, and we weren't at that tinme making great progress
with the Queensland Governnent business, we saw no future
W weren't gonna keep up there for the network. W said, we
can't make noney, but we did nake the first go and we
thought it strange that, while Qantas had allowed for over a
dozen years for Ansett to have a nonopoly on this route
that sonehow it was i nappropriate for us to have one.

Since we pulled off we have received letters, we' ve
received -- there's editorials in the paper saying, you
know, that the major custoners in town screwed up and backed
the wong horse, that they've been -- the feeling of the
conmmuni ty has been in nunmerous letters and editorials in the
press that they've been ripped off since and, nost recently,
Qantas after trunping us with two services a day noved back
to one service a day.

In other words, w thout effective conpetition, now that
they owned the market, they figured, ahh, we'll go back to
one service a day now with a 717. It's unfortunate for the
people at Mouunt Isa, and it's fair to say that when we go to
see other comunities we say, well, you know, conpetition is
only as good if you support the conpetition. W usually
give a very clear presentation that, when Optus cane in in
Australia everyone noticed how Telstra all of a sudden
| owered their rates.

Vell, it doesn't mean nuch if you don't occasionally use
Optus for your phone services and you only back Telstra
because they've |lowered their rates now, and | think we've
taken that same approach with a lot of the regional
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communities where we service with jets, large jets, where
they' ve never even seen jets before; Coffs Harbour didn't
have jets for years. Launceston, MKay, Rockhanpton didn't
have large jets. These are actually comunities that

benefitted from our business nodel nore than they benefitted
fromthe traditional airline nodel.

M5 BATES (C. Wul dn't you nobve in now, now that you' ve got a

MR

chance at Munt Isa, with everybody being so dissatisfied
and whatever; wouldn't you now nove in and say, right now,
we' |l get that Governnment contract and knock Qantas out of
the picture?

HUTTNER: I wouldn't say we haven't |ooked at it since.
Qantas can keep on doing what the new pricing strategy, the
new pricing strategy is, | think they're welconme to do that
because sone day we nmay pull a rabbit out of a hat. But ,
you know, | don't think that day is today and we'll see what
happens. And | think that in sonme way we provide sonme form
of conpetitive constraint, but I'd say it's pretty mnor at
this stage, and it's fair to say that at the tine we
determ ned that Qantas, although we had resources, we knew
we coul d allocate those resources better.

After the Ansett collapse, Munt Isa was literally the
only city in the country that had over-capacity. | nean, it
was rather odd at best, and it's fair to say, we just didn't
want to bleed as long as the other guys were prepared to
bl eed. W& m ght.

M5 BATES QC. | suppose ny point is, you nmay not wish to |et

that situation go on for you?

MR HUTTNER: It's fair to say that it's possible in the future

Air

we may try to take another go at it and we probably -- but
it will be a tough go. It's probably a natural nonopoly for
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jet services because of sinply the size of the market.

M5 BATES QC. Thank you.
MR PJM TAYLOR: In addition to your cost advantage, what el se do

MR

you see are your conparative advantages?

HUTTNER: For certain market segnents we run a superior
pr oduct . Because of our sinplified way of doing business,
we can be nobre on time, we don't have to worry about
multiple fleet types, having the wong crew avail abl e; when
you have an A330 available but you only have a 767 crew on
the ground, how do we swap those two because sonething

happens because one pl ane goes tech.

MR PIJM TAYLOR. These all feed into a | ower cost base.
MR HUTTNER: These all feed into a | ower cost base. There's a

mllion advantages there, but that actually also inproves
service. W believe in many ways we have a superior service
to our conpetitors. W believe we have better on-tine
performance and we are in a process now of challenging them
to put their nunbers on the table with us, and we're
hopefully neeting with the Departnent of Transport in the
next couple of weeks to do that. W believe on-tine
performance is a key conponent for the business flyer, as is
frequently, and we're now building the Ievel of frequency to
conpete in that market now that we have the adequate
facilities.

So, we also believe we have excellent service, and we
don't define service by a neal on a plastic tray or in a
box. W define service as people who smle at you at 6amin
the norning, which is a tough thing to get from any

i ndustry.

M5 BATES QC. Doesn't help when you're hungry.
MR HUTTNER: And it's fair to say that, for those people who

Air
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don't want to pack their breakfast, we are nore than happy
to sell them a delicious snack but the reality is, |oo0k,
whet her we sell it to themor give it away and wap it up in
the price of the ticket; airline coffee is always gonna be
airline coffee, and I think it's -- we try to serve the best
coffee we can on board if you want to pay for it, and that's
what Virgin Blue is about. W'II|l give you the neal, we'll
give you the coffee, we'll give you the | ounge. W'l let
you book by tel ephone instead of the internet as |long as you
you're willing to pay for it. W have a reservation centre
as a profit centre, while every other airline looks at it as
a cost centre. It's a very different philosophy but we'l
try to nake all the services available if they pay for it
t hensel ves.

W' ve been reluctant on frequent flyer because, although
we recognise there's been an attraction to frequent flyer
programres, we're still trying to find a nodel that creates
a self-sustainable cost/benefit, where we don't have to
cross-subsidise with other custoners who are not hanpered
with the process.

M5 BATES QC. On how nany routes do you supply these add-ons?

MR HUTTNER: On every route, although hot neals are only on
routes of three hours. On other routes that are shorter
it's just regular -- like, fresh sandwi ches and so on.

M5 BATES QC. Yeah, | seemto recollect that. Thanks.

MR PJM TAYLOR 1'd just like your view on the proposition that
the low fares of the Fifth Freedons into Auckland act as a
constraint on the pricing out of WlIllington and out of
Christchurch into East Coast Australi a.

MR HUTTNER:  How?

MR PJM TAYLOR Wll, it's been said that they do act as a
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constraint --

MR HUTTNER  Sorry, | mssed that one; | wish | heard it.
MR PJM TAYLOR:  Sorry, | m sunderstood what your question aside

was.

MR HUTTNER. No, no, that is ny question. That's an interesting

proposition based on ny know edge of the industry, |'m not
quite sure how that works. Look, if we were in Hanilton,
one could say that Hamlton mght have a constraint on
Auckl and because there are sone people, at a certain price,
woul d drive an hour and a half down the road, or Pal merston
North mght on Wellington. But, to suggest that Wellington
has a constraint on Auckland; it would be a pretty hard ask
for nost custoners except for the odd backpacker who wanders
around New Zealand for a few nonths and then can wander
around Australia for a few nonths and doesn't really care at

what poi nt he crosses the Tasnman.

MR PJM TAYLOR  The argunent is, ill will with the customer base

in the whole of New Zealand was part of the argunent that

was rai sed with us.

MR HUTTNER: Markets are based on city pairs primarily. Wile

you have sone overall global markets such as a nmajor
cor porati on. If you are sitting here in Wellington, what
the hell do you care what the price is from Auckland to

Sydney? All you care about is the price from Wllington to
Sydney.

CHAI R | guess the other point is to get capacity shifted to
those other routes if it was profitable to do so.

MR HUTTNER: Vell, what happens with a traditional airline
nodel, they'll try to force people over the hub to get
certain efficiencies. W don't believe in that nodel and we
don't believe -- that nodel neans that, if any leg of that
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hub is pulled out, it affects the economc viability of the
airline overall. W're not big believers in hub traffic.
We do sone hubbi ng, where we can get those extra city pairs
we wouldn't offer a direct service. But hubbing is not a
core strategy of ours.

We believe that people should be offered the nost direct
conveni ent services, and running a hub operation is not part
of our core philosophy, but it certainly is traditional to a
full service airline, as they're so-called, and nmany of the
airlines in the world do that, and many of the airlines in
the world that do that are in significant financia
difficulties today.

Many of the airlines that follow our nodel are doing
better, but that is not to say that one is inherently right
in every situation or inherently wong in every situation.

R Can | just ask you if vyou ve |ooked at what your
strategy, if there is one, mght be vis-a-vis the provincial

routes in New Zeal and?

MR HUTTNER: Uh- huh. Two strategies. One is the provincial

Air

routes where we can land a 737 and we believe there is
potential, given the right price structure, to actually
stinul ate the market.

A couple of years ago on The Holnmes Show Richard
Branson -- when we were originally |ooking at New Zeal and
before Ansett collapsed, and we had to delay our plans
significantly -- Richard Branson nentioned Auckl and-Dunedin
as a great exanple of a route where direct services wthout
t he hubbing effect could actually be conveniently offered.

I ronically, under previous nmanagenent of Air New
Zeal and, a week later Air New Zealand all of a sudden
announced for the first time | guess in 10 years Auckl and-
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Dunedin direct jet services. we fly, as | say, Coffs
Har bour which hadn't had jet services in years. W fly
Launceston which had -- the biggest thing was a BAl146 and
now there's an enpty hangar down there because Qantas has
decided to conpete with us with the BAl146 now that we're
there, and they just built a brand new hangar which is
basically unutilised. Rockhanpton, MKay and there's a few

ot hers.
It's fair to say that, where physically possible, we

will always look at putting 737 services into city pairs
that may not have had them before. Freedom Air was
certainly an exanple of that, you know, | don't know if
Ham | ton or Dunedin or Palmerston North -- you know, | think

Kiwi came on first then Freedom Air followed, but it's fair
to say that's an exanple of that sort of strategy. But it's
al so safe to say that there are a nunber of markets in this
country that don't have airports that we can operate into.
That's where we, hopefully, will work on a relationship
with some of the regional carriers, if possible, and we w ||
also draw people to do sonething that they wouldn't have
done before which is that, there are sonme people, if you
have a famly of four or whatever that can say, | can save
$50 a head by driving up the road to Palnmerston North as
opposed to flying out of Wllington, | mght do that, and
there are certain scenarios where you'll try to pull that
traffic into another airport that mght be sonewhat
convenient. The sanme can be said; would soneone drive from
another point in the South Island to Christchurch, because
you can offer a lower fare from Christchurch? That is
possible, but it won't -- you know, we recognise there's
certain markets we can't address and that's why, where

NZ/ Qant as Aut hori sati on Conference 21 August 2003



9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

646
Virgin Blue

possible, we'll try to at |east offer the service.

But a lot of people don't need to book the through
ticket. W find in Australia that a lot of people fly on
our conpetitors out of the regional nonopoly areas, and then
they uncheck their bags and they walk across the termnal
and they check in on our flights for the I ong sector, and we
see that on the bag tags; it's anecdotal.

But we noticed that the day that a conpany called Flight
West stopped operating, which is an Ansett affiliate at the
time, that all of a sudden we got these calls fromlittle
places |like Birdsville and Longreach, which is the honme of
Qantas, the woriginal home of Qantas, and people from

Longreach would call and say, "W've got a ticket on your

airline", "Well, we don't fly to Longreach", "Ch, yeah, but
we're supposed to fly on Flight Wst and then connect wth
you; can you help us out". So, we know people do this.

CHAI R Can | just ask you, when will you know whether you've

made a successful entry into New Zeal and? What sort of

ti mefrane do you think?

MR HUTTNER: It depends on how you define it. W'Il hopefully

have a successful entry from day one. | nean, from what we
do. Once again, we don't |ook at New Zealand as a single
thing; it's many markets, and every narket we enter we hope
to have a successful entry. Some entries take a year or
two, sone narkets pick up in three to six nonths, but we've
had a successful airline over the course of three years,
with a few m stakes on the way, and it's fair to say that we
hope to have a successful entry into each market we enter as
qui ckly as possible, but sonetines routes take a year or two

to devel op properly.

CHAIR  So, a year or two?
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MR HUTTNER: For sonme routes that we can actually be a full
conpetitive constraint for the segnent of the market known
as a large corporation.

CHAI R | ask that question because there's -- the Applicants
t hensel ves have noted that one of the things the Comm ssion
could do is put a tine Iimt on this authorisation, should
we be minded to authorisation, and it's certainly one thing
that can be considered if we thought we could actually
unpi ck the arrangenment once it was put into place, and |
just wondered if you have any views on that?

MR HUTTNER: Pardon me for a second. [ Pause whil e conversing
with M Callaghan]. This is not sonething we' ve considered.
I"d be happy -- we'd be happy to review that question as a
group. It's not really -- it's hard to say whether -- maybe
that's why Air New Zeal and was so attached to Freedom Air at
the tinme, because they see it as a get out of jail card in
this whole thing; | have no idea.

But it's hard to say what type of tinme limt would be
appropriate or if that really matters; | couldn't give you a
conment at this tinme. |"d be happy to followup and give
you a response back if you need it.

CHAIR  Thank you. 1'd just like now to ask our staff and our
external advisors if they have questions.

PROF G LLEN: | have a couple of questions. First is, has
there been -- is there any route that you entered into in
Australia in which Qantas, rather than increasing capacity,
had actual ly decreased capacity as you grew the narket?

MR HUTTNER Recently -- nore recently | think there's been
acceptance by Qantas that we, shall we say, exist and we
ain't going away. So | think what we've seen -- and if you
can cone back to what's referred to as the Southwest -- the
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American Airlines case which you may be famliar with. The
use of capacity as a weapon towards a player that is fully
entrenched in the market is very different than it is
towards a player that is limted or has constraints, be it
by limted resources in terns of facilities or in terns of
capi tal avail abl e.

But no, it's fair to say that at this point in tinme I
thi nk Qantas has acted nore rationally, and probably on sone
routes there have been capacity adjustnents up and down
dependi ng on a route-by-route basis. Adel aide-CGold Coast is
an exanpl e where we can nmake a route work that Qantas tried
only after we arrived in Australia, hinted that we were
gonna do it -- | think they actually flewit a little before
we did -- but they pulled back on it because our econom c
nodel would sustain an Adel ai de-Gol d Coast or an Auckl and-

Dunedi n probably better than a full service airline nodel.

PROF G LLEN: Ckay, thank you. A second question is, have you

noticed over tine any changes, if any, in people comng in
on non-Qantas International Airlines, Singapore, Thai or
whatever, and then inter-lining with you to a second

destination within Australia?

MR HUTTNER: We get a limted sector, of segment of that narket.

W're getting a bit nore from very very price conscious --
l et's say Chinese tour groups; of course, they stopped for a
whil e during the SARS situation, but Chinese tour groups are
extrenmely price conscious, are nore apt to do that than
|l et's say, a European tour group who m ght book the alliance
conveni ence for exanpl e.

Anericans, who are on this -- as Anericans do, and | can
say this with authority from ny famly, they do this two
week tour of Australia and New Zeal and and say they've seen
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it all. It's fair to say that that type of group probably
woul dn't take our products readily. W have had a very
limted operation wth United; it serves a particular

pur pose for particul ar segnents of the market, but we're not
even addressing all of United's needs in any way;, they
have -- a lot of traffic ends up on Qantas.

Inter-line, once again, if we <can do it wthout
affecting our core business nodel it's fine. W do get sone
st op-over based traffic which neans, they fly in, they stop
at the arrival point for a couple of days and then they fly
donmestically on us, like, alnost |like a bus transfer wth
wi ngs, and then they stop again and then they fly out, but
that's different than true inter-line connecting traffic

which we really don't have nuch of.

PROF G LLEN: The third question is, if you | ook at countries in

whi ch you have value based airlines, the upper limt seens
to be 26, 30% in terns of market share. Do you think that

there's an upper limt and, if so, why and what is it?

MR HUTTNER: |'m not sure that's the case. Some nmarkets |iked

Ednonton-Calgary, | think, it's the majority player if 1'm
correct, or W nnipeg-Cal gary.

PROF G LLEN: | agree on those markets; I'mthinking in termns

of the national narket. Western is about 28% of the

Canadi an market, right?

MR HUTTNER: Yeah, on a national basis -- no, we've indicated we

believe -- at sonme point in the future in Australia we
beli eve we coul d becone the najority player; we're not going
to say it's going to happen right now, we believe it's going
to be a few years down the track but we believe we can
become the choice of the majority of Australian donestic
travellers. That being said inter-line, as you noted, is a

NZ/ Qant as Aut hori sati on Conference 21 August 2003



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

650
Virgin Blue

segnent of the market that we'll probably never fully
properly address, nor would people who don't care what the
cost is, just fly on business class purely out of who they
think they are or what their position is, and no matter what
the price is they'|ll pay it because they're not paying for
it. There are certain segnents like that that won't
probably fly with us. Now, sone of themfly with us on the
weekend with their famlies, but it's fair to say that there
are segnents, but we believe we could contest as much as 50%
of the narket, conparing Australia is probably better
conpared to Canada than it would be to the US, because 30%
mar ket share in the US would be pretty amazing considering
the nultiplicity of carriers versus in Canada where it's
basically a very simlar situation to Australi a.

PROF G LLEN: Thank you. My final question is, your cost

advant age over New Zeal and Express or JetConnect is going to
be much smaller, which then neans that your |oad factors or
break even |oad factors are going to be higher. How does
that influence the kind of strategic entry into the Tasman
or New Zeal and donestic versus what you experienced in

domestic Australia?

MR HUTTNER It's fair to say that New Zeal and Express, Freedom

Air, JetConnect, are certainly a nore viable threat to us
than Qantas or Air New Zealand nmainline has been in the
past. W don't doubt that, as was -- that's why we were not
in favour of Qantas' takeover of Inpulse, because it gave
them a weapon, and it has been used. | mpul se has been
redepl oyed, as | nentioned on Tasmania, which was a BA146
route with an enpty new hangar because they decided, oh-oh,
better fill the 717s on at Launceston, and sane thing at
Rocky. They threw that at us at Launceston.
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Like | said before, we're all big boys and girls, and
we're all happy to conpete in the nmarket as |ong as we don't
get the inpression that people are doing sonething that is
completely obviously economcally irrational sinply to
gazunpt us, and | think it's fair to say, when you first
enter a market -- and this conmes back maybe to tinme limts
we' d have to discuss further -- but when you're first in the
market it's that initial period when you are the nost
vul nerable to sonmeone just making it pretty painful for you.

PROF G LLEN: kay, thank you.
DR PICKFORD: A day or two ago a study by Professor Forsyth was

mentioned in which he |ooked at an index of different
classes of fare in Australia, | think from 1999 to 2001, and
he found that over that period discount fares had fallen
quite sharply but Econony Cass fares had risen quite
sharply.

Does this accord with your experience?

MR HUTTNER: Most of the studies, in our view, are useless

because they have no access to the fare buckets and the
all ocation of fare buckets. This is why price constraints
is a bit of a farce, because it's not what the | owest
advertised price is, it's how many seats are available. And
for one, no airline would disclose this information probably
willingly, and it's at the core of how we do business, the
yi el d managenent systens; it is for Qantas, it is for any
airline in the world.

So, look, we go out and we've offered $1 fares, but as
has Ryanair and easyJet have offered £1 fares, but the
reality is, | don't think anyone really believes we're
maki ng nuch profit on the $1 fare. W do that to fill an
extra seat and to, you know, nake a statenent about who we
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are as an airline, that we would do sonething as "crazy" as
t hat .

W will continue to do those things because our view is
that, whatever increnental inconme you get on the |ast seat
is better than no incone at all as long as you don't
canni bal i se your existing structure too nuch. So, that's
the basis of a low airline nodel in nmany ways.

Certainly, that has affected the price points that you
will see advertised in the paper, but as you said, the full
"wi de class", the full econony fare hasn't nmoved nmuch. And
even now in Australia, it's funny, you ve got Qantas
offering something that's virtually tantanount to a full, |
think it's K-SOX(?) or Bl -SOX(?), | can't renmenber which
one is which, that is virtually a full fare but is a |ower
full fare because they were having trouble selling their
full fare against us because people just didn't pay for the
val ue proposition.

But, that being said, they keep the full fare in there,
which keeps all these people doing the studies as a
benchmark point because their Governnent contracts, for
exanpl e, are based on a 20% off full fare. But a full fare
in these days is a little bit like the rack rated you see on
the back of the door at the hotel or whatever. If you
really paid that rate it's either the Bl edisloe Cup weekend,
or you've been ripped off and your travel agent didn't do a
good job. Nobody really pays rack rate nost of the tine at
hotels and that's why you'll see in Australia that a |ot

| ess peopl e are paying that top bracket than they used to.

DR PI CKFORD: So, given those coments, you wouldn't be able to

really have a view on how Qantas has -- how its pricing
pol i ci es have changed across the board since you entered the
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mar ket ?

MR HUTTNER: I think it's pricing policies have gone closer

towards ours, not conpletely, but they' ve certainly been
forced to nove our direction; they did it reluctantly, it
took 2 years.

We understand that sone of the ideas that have been
i ntroduced just recently were actually proposed at Qantas a
coupl e of years ago, but at the time they were saying, no,
we don't have to do this to conpete with these guys, and now
t hey do.

So, we have seen a fare structure introduced by Qantas
that recently that in many ways resenbles our own; not
exactly, but much closer than it used to be before and,
therefore, we think -- we've said that we've had a
conpetitive effect on Qantas, so people -- the sanme thing;
even if you are buying Telstra, Optus has inpacted your
pricing, and in the sanme way we believe we've changed how

Qant as approaches its pricing and marketing position.

DR PICKFORD: And to the sane extent to business fares as well ?
MR HUTTNER: As noted before, yes. We believe that, when the

val ue proposition between, let's say, a full w de econony
fare or a wal k-up fare in econonmy and Business Class is only
10% a lot of people make the trade-off that they won't make
when the difference is 30 or 405, especially when they can
pay $5 nore and use our |ounge as well.

So, would you rather -- for exanple, you can buy the
extra leg room seats on our plane, the seats by the front
r OW. Anybody can sit in 1A on our plane for an extra --
sorry, | can't think of the nunber right now, | think it's
$35 or whatever it is, so for that we'll nmake sure you get
one of those front row seats or the seats with the extra |l eg
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room by the energency exit row, we'll sell you a |ounge
entrance for $5. So, if the two nobst inportant things to
you about business class is the use of the | ounge before you
fly -- or three things; purchase of a hot neal -- the hot
nmeal and extra leg room well, probably for under $60 or $70
we' ve addressed nost of your concerns for sonething that
woul d have actually cost you $300 or $400 before.

M5 BATES QC. Yes, but you've got limted ability to do that,
haven't you really, if you' ve only got one row of seats with
extra | eg roonf

MR HUTTNER: There's only nine seats on the aircraft that
qualify under that programme, but we'd rather offer those
nine seats and nmake a little extra inconme, better satisfy a
certain niche of custoners, than to actually introduce a
Busi ness Class, which we don't think we could sustain on
nost routes on a network w de basis every day.

DR Pl CKFORD: ['"'m not sure whether you will be able to answer
this question or not, but you have 10 new aircraft |
understand arriving over the next year. Are there any plans
as to how you're going to deploy them on which routes?

MR HUTTNER: We've got lots of plans. Yes, certainly, | ook,
we've got -- for those 10 aircraft we have devised what |
woul d describe as about 20 lines of flying, and we'll depl oy
t hem For exanple, the aircraft that arrived this nonth,
whi ch we announced in March or April, that those aircraft
will be flying on extra Perth norning originator services
because before we didn't have a plane that started from
Perth in the norning and we were losing out to sonme of our
maj or corporate customers in Perth, Bankwest, Wst Farners,
a few others. Now that we have a norning originating
product, we believe we will better address their needs.
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Certainly, we've got a pretty good idea where we'd I|ike
to put the aircraft, and we've applied for slots and we' ve
applied -- you know, and that's because we're considering
where possible, we can get those slots is a possibility.
The reality is, the application process, as everyone knows,
Is rather transparent. You can't do nmuch in secret |like you
do donestically in Australia so, you know, we've |ooked at a
| ot of things. Wet her we act wupon -- for exanple, it's
been put out there that we're likely to announce all our
flights will start at the end of Cctober; well, that's the
ai rline schedul e change season.

It's a traditional time to file for slots; one should
not take from that that is the actual start date, and |
think there's been a certain msunderstanding in the nedia
by sonme people who don't follow this stuff closely that
because we applied for slots on a date doesn't nean we've
announced a start date.

DR PI CKFORD: And you've applied for access to Fiji and Vanuatu

as well as New Zeal and. Wat are the relative interests, in
terns of flying to each of those three countries, from your

per spective?

MR HUTTNER: Umm weat her. No, in fairness, it's fair to say

that each market is evaluated on its own. Now, obviously we
-- ultimately you have to make a conparison, but | don't
think for a nonent that anyone's saying that Fiji we'd put

head-to-head against Wllington and try and conpare them

you know, it's apples and pears -- or cherries.
It's fair to say that we would like to look at both
markets, and we probably wll fly eventually to all its

mar ket s unl ess we can counter sone physical constraint, be
it airport operating or range or operational issues. W
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1 would like -- we have applied for Fiji and Vanuatu because,
2 depending on how things play out, we mght decide at this
3 point in time that's the best next nove for us, or we m ght
4 put the airplane flying another Sydney-Ml bourne flight up
5 down all day long if we think that's the best nove for us,

6 but we don't have to file that one so publicly.
7 DR PICKFORD: Sone people have said that the 10 extra aircraft,

8 you sinply can't use them on your present routes or even to
9 Fiji, so that nust nmean you are going to fly the Tasman
10 using them Is that correct?

11 MR HUTTNER Some people said we'd never get past 10% in the

12 market; sonme people said we'd never get past 20% in the
13 market. There's a lot of experts out there. So far we've
14 found very few of them have predicted it right, so | think,
15 if you think we're done growing in Australia, or Qantas
16 think we're done growing in Australia, they're going to be a
17 little bit di sappointed.

18 DR PI CKFORD: Just one nore question. When you |ook at the
19 recent history of aviation in this part of the world, you
20 see it littered with the wecks of airlines that have cone
21 and gone. | nean, there's been the two Conpass experinents
22 in Australia, Inpulse, Ansett Australia; here we've had Kiw
23 Airlines, Ansett New Zeal and, Tasman Pacific. You're the
24 latest inline in a way, and I don't want to cast aspersions
25 on you, but | nean, airlines are, because of their cost
26 structure, they can |ose noney very quickly, they get into a
27 slide. So, what is it about you that makes us believe that
28 you' re gonna be here for the | ong haul ?

290 MR HUTTNER. W believe we're doing things the right way and the
30 way of the future, in the way that people -- we believe
31 we've built an airline based on what we believe the consuner
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wants as opposed to what an airline thinks the consuner
wants or has decided what the consuner wants. And we
believe the fact that -- and there are stories of airline
failures all over the world, sone of them are low fare
airlines too. I nean, a low fare airlines is not a
guaranteed of success; there have been many low fare
airlines that have fail ed.

But if you get it right you see conpanies that are
| onering fares and making profits and enploying nore people
and creating nore tourism and nore growh and inpacting
lives in a better way for thousands and mllions of people
in places |ike Carcassonne, France and in Bologna, Italy,
and you can go on and on, and you know in Saskatoon,
Amarill o Texas, and | can also think of numerous others, and
i n Dunedi n.

So, it's fair to say that the low fare nodel has
denonstrated for up to 30 years for Southwest, and less with
for some other airlines, but at |east 10 years for Ryanair,
to be resilient. And the difference between us probably and
a full service airline is, |I think we're nore resilient when
times are tough. Because, although -- let's inagine the
econony doesn't go well tonorrow for whatever reason and
peopl e don't have as nuch disposable inconme to use to fly
around, while we wuld lose a certain anount of
di scretionary traffic, we also see an increase in corporate
traffic when conpanies are forced to do business but cut
t heir budgets.

So, we can sustain certain cyclicalities better than the
big airlines, and | think we did that during the SARS

canpaign -- not the "canpaign", what do you call it --
epi dem c; epidenmic, excuse ne. SARS epi dem c, thank you,
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pl ease strike that. SARS epidem c during -- you know, there
a lot of campaigns -- | was thinking about canpai gns about
flying donestically in Australia post Bali. Got two issues
m xed up there, sounds really silly. You know, post Bali

there was a canpaign to | ook at people flying donestically.
It's fair to say that we did well out of that too
because external shocks -- we are less exposed to those
external shocks than other airlines are, because we don't
fly the traffic that will disappear the nonent a war breaks
out in Irag or sone terrorist blows up a bonb in a hotel in

some foreign country.

MR Al NSWORTH:  What's the maxi mnum di stance that you can consi der

flying? And here I'mthinking of Auckland to the West Coast
of the United States.

MR HUTTNER: H ghly unlikely. We'd probably run out of fuel

|l ong before it reached Hawaii . It's fair to say that -- |
guess technically you could probably do it if you stopped at
a few places along the way, we haven't really investigated
it, but it's fair to say that likely expansion plans for our
airline is probably Auckland plus five to six hours, or
Christchurch is five to six hours, but | think Auckland
woul d be the furthest point northeast, because that's the
range of our aircraft, and it's core to our nodel to
mai ntain a single aircraft type.

So us as Virgin Blue, or whatever we call ourselves,
there's been a lot of speculation about that, it's fair to
say that we -- you know, we certainly believe we could offer
conpetition in Sanpa, Rarotonga or Fiji, depending on sone
of the bilaterals with certain countries and how that all
wor ks out, over tinme we will hopefully be able to do all of
t hem because of the new treaties that are being passed, but
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we're not going to solve the Los Angeles issue, if that's
where this is going. Maybe another carrier, be it Virgin
Atlantic or sonebody else mght; the market will drive that

one, but we wouldn't be the solution to that problem

our sel ves.

M5 WHI TESI DE: I'"ve just got a couple of questions. Coul d you

MR

Air

pl ease, mybe not now, but if you could provide to us --
now, we've got information about what slots you' ve supplied
for and what you' ve been granted at this stage into
Auckl and, Wellington and Christchurch Airports. | was
wondering if you were able to provide us with details of
your intentions at this stage of what your intended flights
over the Tasman are; what, you know, routes, arrival and
departure tinmes and so on, and when you're likely to be
doi ng that.

HUTTNER: Wll, it's fair to say, and | can tell you
sonet hing right now that probably won't cone as a huge shock
to Qantas and Air New Zealand; we've only applied for a
nunber of slots that we believe we could reasonably utilise
if we focus our full attentions on New Zeal and in the com ng
nont hs, given the aircraft deliveries as pointed out.

If we choose to deploy as many aircraft in the next
season; the season being from Cctober to the end of March
| believe. If we choose to deploy those aircraft to
New Zeal and and nmeke it the focus of our expansion plans,
both international and donestic.

So, for exanple, you'll see that we did not apply for
m dday slots at Auckland, we applied for norning out,
eveni ng back slots. At Christchurch we did apply for m dday
sl ot s. It's fair to say that there are three peaks at
Auckl and; there's one nmjor peak at Christchurch, Wellington
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doesn't have that issue as nmuch. W would eventually want
to apply for slots during the three peaks to probably the
three nmajor East Coast Airports in Australia, and we m ght
do another <city pair sonmewhere else where we deem it

econom cally viable; CGold Coast, Adelaide, Cairns. | don't
know, | nean, we could speculate about this, and Newcastle
didn't go terribly well for the other guys, we'll see what
happens.

And |'m not sure whether our situation with CGover nnent

traffic out of Canberra, Wellington-Canberra's going to be a

Wi nner either, but it's fair to say that we wll -- we are
likely to apply for all those. It would be unfair and undue
for us to burden the Slot Commttee -- who actually have
been very very helpful to us, mght | add -- who have been

very helpful to us in trying to get us the slots that we
want, and we recognise that, although Air New Zeal and and
Qantas | believe, or Ar New Zealand sits on the slot
conmttees, that in no way they've been unhel pful, they've
been quite the opposite, they've been quite helpful in their
roles as Slot Committee Chair and so on.

W believe that -- we would eventually like to get all
those, but it would be silly for us to tie up those
resources today. Wat exact slot timngs we'll get depends
on a whole host of factors. So, to put in an arbitrary
schedul e about the future; one, depends on conmerci al
factors, which we can't predict, and what we discover and
what we do on connecting flights in Australia, for exanple,
and where the aircraft are positioned, but it also depends
on maybe what's avail abl e at Sydney.

So, for exanple, we mght -- this is where we have to
work out sonme of the details of what Air New Zealand's
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| at est proposal to us is -- they mght say, we can get you a
slot here at 6.30 in the norning at Auckland or at noon
time, but if we don't have the slot pair at Sydney, it's
pretty useless. So, although it is, shall we say, perceived
of as an Auckland problem or a Christchurch problem in
reality it's a problem you can't just sinply narrow down;
it's a very conplex process and to say this is exactly what
we want, and we can't do anything else, that's not
realistic.

But we're looking to hopefully in our discussions with
Air New Zeal and, which will hopefully take place in the next
week, we hope to sinply say that -- and with Qantas -- is
that we would like to have -- we would like to be able to
apply for slots through the normal process and, hopefully,
in three out of four, nine out of 10, who knows, cases we
will get the slots we need through that process. But in the
event that we are sinply unable to get the slots at the tine
we need, then we would -- and you folks are sitting on two
of them even though you are supposedly getting efficiencies
that nmeans you can spread your schedules out nore, but you
haven't spread your schedule out at that particular tine of
the day, that's where we're | ooking for an undertaking on a
concession in that area.
VHI TESI DE: But you've pretty well got the slots that you
have asked for at this stage in the New Zeal and airports?
HUTTNER: Yes, and that's what |I'm saying is, we mght get
all the slots that we ask for in the future as we grow.
Ri ght now we haven't applied for mdday slots from Auckl and
because we don't -- it would be silly -- look, we could
apply for every slot we could potentially fly in the next 2,
years but that would be unfair to the slot authorities, it
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woul d be unfair to the airport to tie up that capacity. You
know, we can't really ask for all that today. Al we can do
is what has certainty today.

M5 VHI TESI DE: That's what |'m asking for, because you've said

you're going to fly into New Zeal and before the end of the
year. We're now well through August. You nust have
sonmething reasonably firm at this point, and we'd just
basically like to have what you have; it gives us a bit nore
certainty.

MR HUTTNER: No, we have applied for slots at Christchurch,

Wellington and at Sydney; like | said, you have the slots
applications, they've cone back and forth a few tines. I
think the Christchurch one got confirnmed about 15 m nutes
of f what we originally explained, but close enough | believe
that it's not going to cause any major hindrance to us, if
I"mcorrect, but I'd have to doubl e-check that.

What you see now is what we foresee being likely in the
next few nonths given the current conpetitive environnent as
it exists today.

Virgin Blue has been known to shift things around on
very very short notice, we're extrenely flexible as an
airline, and we mght decide in a nonth to do sonething new
and different and we'll apply for the slots if they're
available at that tine. W wll go through the normal sl ot
appl i cation process and we're hopeful, and we have no reason
to doubt that they won't do their utnost to get us the slots
in the normal process. W would just only be concerned
that, if that process is unable to provide that, that we
have an alternative nmechanismto obtain it, especially when
our conpetitors would be perceived as not returning sone of
the economc benefits of their alliance to the greater
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community at large of other airlines.
V\HI TESI DE: Ri ght. Now, you've taken these steps to
facilitate flights across the Tasman, clearly. Have you

taken any steps towards domestic New Zeal and flights, or is
that further back?

HUTTNER: You don't have a slot application process for
donmestic; it is a different issue. It's an issue of
facilities. Certainly, we have had discussions with the

maj or airports about how they could accommopdate us both for
donestic and international services; those discussions have
advanced and we've certainly been able to see what we can
do, and we will continue to have those discussions with the
maj or airports.

As was indicated, you know, Auckland believes in the
|l ong-term they can provide a solution to us, and we don't
know exactly how long that termis because we haven't really
spec'd it out, and that's not Auckland Airport's fault. In
many ways -- we actually haven't been able to advance the
process as quickly as we would have |iked because of this
situation pending. W would like to, you know -- based on
how t hings play out, we will try to advance that process and
grow the donestic based on facilities avail able.

So facilities in a way beconme your constraint, your
bottl eneck, not slots in the traditional sense. But even
slots are different than they are in Australia. In
Australia a slot is based on the aircraft frequency and
| andi ng our runway per hour. Vll, in New Zealand, in
Auckl and for exanple, slots are often based nore on facility
constraints such as throughput at immgration, and gates
and -- well, not so nuch gates because they can bus you, but
busing is suboptinmal regardless of what anybody says, and
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it's al so based on, such as check-in desks.
M5 VWH TESIDE: You've said that you have applied for rights to

fly to Vanuatu and Fiji. That's out of Australia, is it?

MR HUTTNER Initially, but I think it's fair to say we'll be
looking in the future at sonme stage of flights -- once
again, it's that spoke-to-spoke question -- you know, once

we build a presence here we would certainly look at flying
to sone of the Island destinations from New Zeal and where
the appropriate treaties all ow.

M5 WH TESIDE: Ckay, | just want to revisit sonething that was
mentioned earlier, just to check it out. Now, the Applicant

said that Virgin Blue was meking good head-way at the tine

that Ansett coll apsed. Could you just comrent on that
pl ease?
MR HUTTNER: A lot of this, I'm sure, will cone out in the

coming nonths, and certainly during the Adel aide-Brisbane
case and so on.

W' ve nmade trenendous headway since day one. | think
it's fair to say that we've been nore than satisfied with
our progress. That being said, there were nonments when we
were far from confident about our future, and there were
times when we didn't feel -- it becanme clear to us that the
Regul ator in Australia, while they had the best intentions,
wasn't able to provide the |level of protection against anti-
conpetitive practices that we originally thought we were
gonna get. And that's not a criticism just a fact of the
way the Trade Practices Act is set up in Australia.

It's fair to say that, you know, the world did change a
bit when Ansett collapsed, but we were already nmaking
progress before Ansett collapsed. So, in general we've been
very very happy with the progress and success we've nade,
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but there have been nonents that we felt very very tenuous.
| nean, there were -- it hasn't been all good news for the
| ast three and a half years, there have been days when we've
wondered what the hell we were up to.

M5 VWHI TESI DE: But were you tenuous at that tinme?

MR HUTTNER: At the tinme of?

M5 WHI TESI DE: The Ansett coll apse?

MR HUTTNER: No, a few nonths before we were. A few nonths
before we actually | ooked at a potential -- we weren't aware
at the time of the specific nature of the market, we were
relatively new, we didn't have a feeling for the
seasonalities, and we didn't forward-sell enough to cover
ourselves in April and May of that year, and we woke up in
April and May not realising that we were just in a seasonal
downturn; with Inpul se being handed off to Qantas on what we
percei ved as al nost being a silver platter.

And we at the sane tine saw our nunbers not | ooking
pretty, and that's when we did have talks -- well publicised
talks wth Ansett Air New Zealand; publicised at a later
date obviously but, you know, there were tal ks, because we
had a concern at that stage in the few nonths before Ansett
col | apsed about our future. It probably becanme nore
appar ent about June/July, probably July of that year when we
got back into the upswing of traffic that acconpanies the
school holidays, and we started to see sone of the cracks
starting to show at Ansett, that we actually thought, you
know, it was a tenporary downturn, it wasn't a pernanent
structural problem for us. But it was -- there were sone
scary nonents a few nonths before, and there were days when
we all got a lot of questions from our famlies and others
li ke, what the hell are we up to.
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M5 WHI TESIDE: There's just one final issue | want to follow up

MR

Air

on. The Applicants have said that Virgin Blue has
stimulated the market in Australia by 20% Can you comment
on that, and whether that is |likely to happen here too?
HUTTNER: The Departnment of Transport Regional Services
Statistics show that on a before and after scenario w thout
taking out externalities of, let's say the Ansett coll apse,
for exanple -- this is before -- if you take a before and
answer prior to the Ansett collapse or after the market
stabilised post Ansett collapse. On the markets we entered
price stimulation, and the lowering of the price does
stinmulate the market, and as nuch as we've been skeptical
about some of the clainms in the NECG report and other clains
made by the Applicants, sone of themwe agree wth.

The low fare nodel does stinulate traffic. It's been
proven around the world, it's why we believe we're
profitable because, if we were just battling for market
share with the other guys, why would we even start in the
first place? We've actually created new traffic, both
people who couldn't afford to fly, people who didn't fly
very often, who had driven before. | mean, Australians tend
to go on these endlessly long driving trips with their
famlies; which as |1've said before to the Comn ssion,
within nmy famly would have led to donestic violence, but
it's fair to say that people do that quite nornally, they
sit in the car for 12, 14 hours, and it was a stunner to us
when we first arrived in the country and started to do our
research, but it's al so sti mul at ed compani es and
organi sati ons, GCGovernment agencies even, the ones that do
work with us, to stretch their budgets further to get one
nore sales call in, or get to one nore Conference, or be
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able to spend their limted travel budget, or cut back on
their travel budget if need be, so we do stimulate the

mar ket .

M5 VWHI TESI DE: What sort of percentage do you think?

MR HUTTNER I think the 20% nunber's not unreasonable. Sone
mar kets have been nore. | nean, we have one market that's

110% which was Adel ai de-Brisbane, but that wasn't a true
nunber because you can't |look at the origin and destination
statistics as they're published because it doesn't disclose
the hub traffic that you cannot see.

DR PICKFORD: Did you also take share fromthe other side, or is
it purely market stinmulation?

MR HUTTNER:. Ch, we certainly took sone custoners fromthe other
side, and we continue to so with a certain anmount of pride.
It's fair to say though, that they have also grown their
mar ket because as they were forced to conpete with us, al
of a sudden they becanme a bit nore of a low fare airline
than they ever were before we arrived, and | think -- you
talk about sone of the recent noves by Air New Zeal and,
they' Il probably experience the sane thing.

They' || create some market stimulus that will be on a
date before Virgin Blue ever enters this market and, you
know, we don't know how much -- if they've lowered their
cost structure as nmuch as they've lowered their vyield
structure, we're not privy to that information, but we
certainly believe that we've benefitted them but we've al so
drawn away fromthemas well. Well, we've benefitted on the
| oad factors anyway. | don't know if they're making a
profit or not.

M5 WH TESIDE: Just one other thing we realised we hadn't asked
you. Do you think the fact that you haven't had a loyalty
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or frequent flyer programme up to this date has been an
i ssue for you for obtaining business passengers?

HUTTNER: Yes. Everything's an issue for you for a
particul ar individual who fits into a particular scenario.
A m ddl e manager in a large corporation who doesn't have any
relationship to his or her travel purchase, but sees the
peopl e upstairs in the top floor all flying around Business
Class, and he or she's in Econony and, you know, got hone
late last night and mssed their kid's, you know piano
recital whatever, put their kids to bed last night. That
person says at the end of the year, those bastards owe ne
after all 1've done, those mles are mne, and who cares
what it cost the conmpany because | work ny butt off for them
and that's m ne.

So, that's a segnent of the market, an exanple of an
i ndividual who is attracted to frequent flyers in a way
that's not economcally rational except for the person's
personal econonics, which is economcally rational; whether
they can get those frequent flyer points when their kids are
on the school holidays is another question, but it's fair to
say that we do miss a certain type of individual, just |ike
we did before we had |ounges or before we had a certain
| evel of frequency.

As we add as many of those elenments as we can as
possi bl e wi thout damaging our core product, such as the
user - pays | ounges and so on, we will hopefully get a greater
and greater share of the market, but there will always --

unl ess we introduce a frequent flyer programe, there wll

be a niche of the nmarket that we will not fully address for
their business needs, like | said, even though on the
weekend they may fly us with their famlies. |If they can't
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get their frequent flyer point tickets.

DR Pl CKFORD: There's been sonme discussion at the Conference

about the relative costs of Virgin Blue conpared to
Jet Connect, New Zeal and Express plus the two core products
of the main carriers. Do you have any views on the cost

relativities here?

MR HUTTNER: No. Honestly, we don't know what their costs are;

we know what ours are and we wouldn't want to tell anybody
here. Nothing personal, but if you want us to disclose that
in confidence, we could probably tell you a little bit nore,
but it's fair to say we believe we're |ow cost. But it's
fair to say that New Zealand is a | ower operating cost base,
and certainly we are exploring -- one of the ways we're
| ooking at donestic New Zealand services is to explore
possi bly setting up our own operation here in New Zeal and as
a standalone within the Virgin Blue organi sation. That is
sonmet hi ng we have | ooked at and we are | ooking at.

W' ve not reached a final decision, and you mght find
Virgin Blue's planes flying across the Tasman wll be
carrying a New Zealand flag not much different than Qantas
has done. If we believe we can operate out of a |ower cost
base here, we will do it, just like Qantas wll or anybody
else, and that's not irrational, that's just the way we do
busi ness.

That's not just the cost of the actual flight, but also
the cost of having two operations split up; there are a |ot
of indirect costs, so we have to |look at the whole thing.

The difference is, | think, our pricing of our seats are
nore cost-based while conpared to traditional airlines. In
ot her words, we will -- we determ ne what margin we're happy

wi th above our cost; our prices are not as often determ ned
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by a reaction to saying "we wll always be 10% bel ow
Qant as". On sone scenarios we mght be above Qantas at a

particular day at a particular tine and so on because of the
capacity they're offering now. But overall we believe we
come out ahead -- you know, | don't know if it's three out
of four, or five out of six, but our pricing is not driven
as a relative percentage of our conpetitors; it's driven by
cost, and the nore we can |ower the cost, the nore we | ower
the price, and we nmake our profit not by margin but by

vol une.

DR Pl CKFORD: Just one final question. The Applicants have

argued that they thensel ves have not been able to replicate
the low cost nodel; that's to say, say adapt their current
approach sinply because of |egacy factors. | just wondered

if you had any views on that?

MR HUTTNER: What's that silly poster, you know, those little

Air

notivation posters you see? Like, risk is when you -- you
can only see the farthest oceans if you |ose sight of the
shore, you know, one of those silly little office posters
you see around.

It's fair to say, it's hard for traditional airlines to
make the leap to what we are today; maybe inpossible. I
have yet to see an airline do it successfully.

Is it cultural, is it physical, is it ingrained in the
| abour force, is it ingrained in the managenent? Gosh, who
knows. But nost of the big airlines that try to run |ow
cost carriers as real independent, true standouts haven't
been successful .

That being said, Freedom Air runs at arns-length from
Air New Zealand, but | think if Freedom Air could really
choose unobstructed its own future and which routes it would
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fly and how big it would grow wthout basing it on other
i ssues, be it union agreenents or managenent deci sions about
canni bilisation of the nother product, you' d probably see a
di fferent Freedom Air

So, that's an exanple of a big airline having a hard
time making the junp to what may be a nore profitable
structure, and when they did Tasman Express we were
surprised that they didn't consider doing just Freedom Air
instead. But they did Tasman Express, that was their choice
for whatever reasons; they weren't able to let go of,
they've decided those things that full service airline
nodel, as has been described, were too critical to their
exi stence so they kind of went halfway. WII halfway be a
successful strategy? Couldn't tell you.

M5 BATES QC. | just want to round off. I'Il just tell you the

i npression you've left me with, and that is that the only
real possible barrier to you entering the New Zeal and mar ket
is the issue of slots, and I'm wondering if you have any
nore evi dence ot her than what you' ve put up, and | don't see
that you' ve put up any real evidence of actual problens.
You' ve put up sone of the potential problens.

You haven't told us what the situation actually is in
the -- say, the three najor cities in the East Coast of
Australia, and | thought by now you would have known if

you've got a real problemon your hands with them

MR HUTTNER |I'msorry, can you clarify?
M5 BATES QC. W have to decide whether there's a real barrier

for you entering the New Zeal and market. You've told us

that the slots are critical

MR HUTTNER: Not the slots, facilities, but -- | think slots --

Air

you've got to be careful, slots is kind of a catch-all term
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for access to facilities, yes.

M5 BATES QC: Let's tal k about access to facilities. Is there
any hard evidence that you' ve got, other than what you've
given us, that this is a real problemfor you?

MR HUTTNER: At this point, on international termnals, it is
not a problemyet. [It's a problem based on experience that
we have foreseen. W've been in this business |ong enough
to know that, although those things may be avail abl e today,
we can't all of a sudden beconme 30% of the market today, but
to get there we need sonme sort of nechanism to be able to
ensure that, if they're not available and the incunbents
who have been allowed, if they're to be allowed this
al liance have, you know, the ability to keep everything; you
know, we're gonna go honme and we're gonna take our ball wth
us, then we need to know that sonehow, in six nonths or a
year, that we won't hit the wall in ternms of growth

M5 BATES QC. So, it's a potential ?

MR HUTTNER: It's a potentially huge issue on international. On
domestic in Auckland it is a barrier to growh because, even
if we can reach a deal tonmorrow with Auckland Airport, it
woul d take quite some tine to build the terminal facilities,
and it is questionable whether we would be able to get the

terminal at a simlar cost structure to what the other guys

are paying.
And in fact we don't wunderstand -- if anyone should
build a new termnal, it should be them and they should

should see that one of the existing termnals now --
because, if they're gonna get all of these efficiencies,
well then why do they need everything? And if they're not
going to get the efficiencies because they really are gonna
keep all that capacity in the market, then they don't want
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us to question sone of their suppositions in their
submi ssi on.

So, they've got a big terminal and a little termnal.
W don't want the big termnal but we'd like to have, you
know, first right to the little termnal, or sone other
simlar situation, because we'll take their old junkie
term nal and they can build a new termnal.

You know, we've worked out of a tin shed before, we've
wor ked out of a marquee before, we're not terribly fussed.
Now there's obviously international issues and donestic
i ssues now with post Septenber 11 security that make sone of
the solutions we've found before a little nmore difficult
today; Check baggage matching, AAA baggage match, there's
all sorts of nice new toys that nake these things very very
hard, and we fully support all these inprovenents, but it
doesn't nean that the solutions that existed before are as
vi abl e today.

Airports are being reconfigured due to increased
security neasures, but if there's a big termnal and little
term nal avail able today, and there's potential for a third
termnal, our point of view is, if they want all of this
why -- and they're gonna get all these efficiencies, why
can't they free up sone space to allow us to conme in sooner
than we could in the ultimate scenario and, therefore, not

give them a huge headstart as a consolidated body.

CHAI R Thank you very nmuch. Are there any further comments

that you'd like to make before we finish?

MR CALLAGHAN: 1'd just like to nake one final comrent, and that

is, there's been a lot of talk here about, you know, when it
is that Virgin Blue inposes that effective conpetitive
constraint on the proposed alliance. And, as David said,
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1 you know, don't know where it is, it's up there around the
2 20% mark, but Virgin Blue's position is that we w Il nake
3 that mark a |l ot quicker if the conditions are in place.
4 So, in other words, the effective conpetitive constraint
5 will come along a |ot quicker if those conditions are there,
6 because what we are tal king about here are barriers through
7 expansi on and barriers to expanding its network and offering
8 further services throughout the donmestic and Trans-Tasnman
9 mar ket .
10 CHAIR  Ckay.
11 MR HUTTNER: Thank you
12 CHAIR  Thank you very rmuch for that. | do want to thank Virgin
13 Bl ue; throughout the process leading up to today and today
14 you've been very wlling to answer questions and assist the
15 Conmi ssion. W do appreciate that.
16 | would like to say that, with or without the alliance
17 going ahead, it seens to be the one thing that is clear
18 comng out of these hearings, is that Virgin Blue's
19 inmpending entry into New Zealand w Il undoubtedly bring
20 consi derable benefits to this country. So, whatever the
21 out come of this exercise, we | ook forward to seeing how that
22 goes.
23 On that basis, I'd like to have a brief noment to just
24 update interested parties on the afternoon's proceedings.
25 W will break now for lunch until 1.30. At 1.30 we wll
26 take the final questions to the Applicants, and | plan to
27 finish that at 2 o'clock, and then at 2 o'clock we will be
28 having a session with Infratil.
29 So, until 1.30 this session is adjourned. Thank you very
30 much.
31
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Adj our nnent taken from 12.41 pmto 1.35 pm

CHAI R Can | ask everyone to be seated, please. I"mgoing to

reconvene the Conference at this tine. W are going to
proceed now with the final questions fromthe Comm ssion for
the Applicants, and it is ny intention at 2 o'clock to end
this session and begin the session with Infratil. So, if I

coul d pl ease ask David, please, to start.

* k%

PRESENTATI ON BY APPLI CANTS (cont)

MR PETERS: 1'd like to start with the last question that | put
to NECG agai n. |"m not sure that the answer given went to
the heart of this concern, but I'll rephrase it, hopefully,

to make it alittle clearer.

Cournot is generally regarded as a quantity setting
framework for analysis; i.e. Factual capacities should
usual ly be an output of a Cournot nodel and price changes
det er mi ned agai nst this endogenous factual output.

However, in the NECG nodel counterfactual capacities,
factual capacities and costs are all inputs to the nodel and
the nodel uses Cournot fornmulae to determine the price
di f ferences between the counterfactual and the factual.

Gven this, mght the NECG be nore aptly described as a
nodel that assunmes Cournot pricing rather than a Cournot
nodel ? This is specifically a question about the workings
of the nodel itself, not about how the schedules were put

t oget her.

M5 HARDI N: | think there's a difference between the marginal
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costs that are calculated for the purposes of the price and
out put solution, and the costs that we use for calculating
the cost savings, and the costs that are used to calculate
the price and output effects are cal cul ated endogenously in
t he nodel ; margi nal costs, estimated based on market shares.
But the cost savings conme from conparing two schedul es and
those schedules -- the difference between them is a
rationalisation in capacity reflecting the fact that the
airlines working together can carry passengers nore

efficiently than when they're operating separately.

PROF ERGAS: | think, if your question is, in our nodel is

capacity determ ned endogenously in some kind of initial
gane between the players that is captured inside the nodel;
the answer is that in our nodel there isn't such an initial
gane. Qur nodel starts from the capacities that are
determ ned by the players in the factual and counterfactual,
then uses those capacities to determ ne market shares and
derives from market shares and price data the nargina
costs; the marginal costs, and the market shares, the

elasticities are then used to conplete the solution process.

MR PETERS: So, the nodel could nore aptly be described as a

nodel that assumes Cournot pricing?

PROF ERGAS: It's a Cournot nodel in which the inputs include

the capacity market shares that are provided by the players,
as agai nst solving for them endogenously. Wat exactly you
call it is, |I think, a matter of taste. The inportant thing
is to understand what's happening init.

M5 HARDIN: But the price in input is determ ned endogenously in

t he nodel .

MR PETERS: The output -- but the capacity factual and

counterfactual are inputs to the nodel, are they not?
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M5 HARDI N: Yeah, but only for calculating the market shares

which is used to calculate the margi nal costs.

MR PETERS: I wonder if Professor WIlig mght have any

conmments on this?

PROF WLLIG The way | described the procedure that | think

Dr Ergas was alluding to yesterday, was that the NECG nodel,
not the sensitivity check nodel, but the original subnission
was cal i brated based on the capacity shares that enmerge from
the counterfactual and the factual; evidence from the
parties assenbled by the economists for determning these
capacity market shares in the counterfactual and factual.

My understanding is that the nodel was calibrated from
those scenarios, corresponding marginal costs energed from
that calibration, and then the nodel is run as an ordinary
Cournot nodel on the basis of that calibration, with outputs
per player determ ned endogenously within the Cournot nodel
based on the calibration. That al so determ nes the price
endogenously, as you alluded to, but it also endogenously
determ nes the output |evels of the various participants in
t he market.

So, | think you're both right. The calibration of the
ori ginal nodel was based on the capacity shares provi ded by
the parties, but once that calibration has been acconpli shed
then the nodel runs endogenously for both quantities and
prices.

In contrast, the sensitivity check runs that | alluded
to yesterday are calibrated, not on the basis of the inputs
fromthe parties, but rather fromthe data pertaining to the
base case, reality as it were, not speculation or business
judgnment about the counterfactual and the factual, but
current data; the nodel is calibrated on that basis and then
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run again with prices and outputs figured endogenously by
the Cournot nodel. 1Is that...?

PROF ERGAS: Yes, that's correct.
MR PETERS: This |eads to another question, although it has been

stated that capacity shares are a pretty good basis on which
to take output shares, i.e. Passengers. There does, within
the nodel, appear to be sonme disconnect between those, and
if you'll allow ne, | have another question on that. It's
really -- and just to hark back to sonething that Dr Wnston
said on day one, that in a Cournot nodel price and capacity
are generally regarded as inextricably |inked. Dr W nston
used this description for airline markets.

However, in the NECG nodel there seenms to be a
di sconnect between these vari abl es because there seens to be
this disconnect between capacity and passengers. Now, this
isinthe -- detailed in the Zhang paper and I won't go into
detail s because that does cover sonme confidential material.
But in particular, on the Sydney-Queenstown route there
appears to be a substantial increase in capacity in the
factual, and yet there is quite a significant price increase
in the factual over the counterfactual. This appears to be
because passengers are not riding on that capacity. Can you

pl ease comment on this?

M5 HARDIN: | think I'lIl have to have a | ook at what's happeni ng

MR

on Sydney-Queenstown. That is one of the city pairs where
there is a big change in capacity. If 1 can just have a
chance to have a | ook at what's happening exactly, and then
try and explain the outcone, is that okay?

PETERS: There are al so some other routes where that is the
case. Auckl and- Wl | i ngt on, Auckl and- Chri stchurch seem to
fall into that category as well
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PROF ERGAS: | suspect those are the routes where there is a

di fference between the capacity shares allocated to each
party in the factual and the capacity shares in the
counterfactual, and so then the calibration that is used,
whet her you use the factual, the counterfactual or the base
case, wll have sone effect on how the results play
t hensel ves out. And that was the point that we di scussed at
sonme length yesterday in the presentation

Wien you look at the different options, so you do a
sensitivity test and you say, well, what would happen if, so
as to avoid those results we used for exanple a base case
calibration, which is what Professor Zhang has suggested and
| believe Professor WIlig believes to be appropriate, then
in that case the deadweight and the detrinent dimnishes

relative to the approach that we've adopt ed.

MR PETERS: | think these results that I'm getting here are not

with any changes that we've nmade, these are just coning

directly out of the nodel.

M5 HARDI N:  Yeah, and they'll happen on city pairs where there's

a big difference between the factual and counterfactual
capacity, but I'Il have a |look at those particular ones and
maybe can wal k you t hrough what's happeni ng.

MR PETERS: Thank vyou. Anot her question about Cournot. On

Air

slide 14 of the presentation on allocative efficiency it is
noted that in the NECG nodel what differentiates, the two
states is the nove from N to N1 firms. Was any allowance
made for, on a given, route the size of that Nth firm and
so the conpetitive inpact fromthe reduction of N1 firns?
An exanple mght be good here. For instance, a route
where the Applicants in the counterfactual have 30% and 50%
respectively mght be of greater concern and detrinent than
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1 i f they had respective shares of 30% and 5%  So, what was
2 done in the nodel to allow for that?
3 M5 HARDI N The nodel picks that up through the margi nal cost

4 calculation; that's exactly what it reflects. So, the nore
5 even the market shares then, post nerger, the higher the
6 detrinment will be.

7 PROF ERGAS: | think it's also inportant to note that what we
8 are saying here, and the point of that slide is that, that
9 is not the only change that occurs between the different
10 states of the world, in our nodel. It's the only change
11 that is, as it were, captured in the Ferrall-Shapiro type
12 nodel s, where you sinply nove fromNto N1 firms.

13 In our nodel between the world with and the world
14 wi thout, there are several things happening, including the
15 entry of a player who's not in the market in the base case,
16 and that's why those conplex issues of calibration arise,
17 because it's not sinply a nove from N to N1, and you then
18 need to address those issues of calibration by doing the
19 ki nds of sensitivity tests that we've run.

20 MR PETERS: Thank you for that. In your subnission on the Draft
21 Determ nation you maintain the view that reliance on the
22 Cour not approach on both the factual and counterfactual is
23 appropri ate.

24 Doesn't Cournot pricing depend on the existence of a
25 stabl e Nash equilibrium and yet in our counterfactual there
26 is a war of attrition; can this be an equilibriunf? Pl ease,
27 can you comment on how this affects your Cournot pricing
28 assunptions?

29 PROF ERGAS: The approach that we've adopted is that of saying
30 that we are going to conpare two states of the world as if
31 those two states of the world were in sonme underlying sense
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sustainable, and the way we've derived those tw states of
the world is intended to capture an equilibrium concept, and
in particular, in devising the counterfactual, what we did
was we elicited fromthe parties their own view of what the
other player would do and what their best response to it
woul d be, and the counterfactual that we nodel is, as it
were, the equilibrium in those best responses. So, it
corresponds relatively closely to the idea of t he
I ntersection point or stable point; the intersection point
of two best response functions.

Now, in doing that we have always said that we believe
that our counterfactual is in inportant respects one that
overl ooks sone of the risks that the world wthout the
allitance poses to Air New Zealand and that, if you had a
nore conplete view of the world, the view of the world that
we believe would be nore realistic, you would take account
of the fact that, in that world wthout the alliance, Ar
New Zeal and encounters sone very serious risks and it's
quite likely that it would not be able to continue to
operate on anything like the scale that we nodel in the
count er f act ual .

So, in that sense our counterfactual which assunes that
Air New Zeal and would be able to operate on that scale, is
again in our view at |east a highly conservative one. So,
whilst we believe that the reality is one of a conpetitive
contest that poses grave threats to the survival -- at |east
on the scale that we nodel it -- of one of the players, our
nodel I i ng does not capture that risk, nor the reduction in
conpetitive detriment that that inplies relative to the
factual .

MR PETERS: | guess that ny question was really about the fact
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1 that there is change from period to period, and that this
2 doesn't sit well with the concept of an equilibrium on which
3 this pricing approach is based.

4 And | guess that this leads into ny next question, that
5 in a-- in multi-period oligopoly interaction nodels wth
6 Cournot participants such as we seem to have in the NECG
7 nodel, is it generally true that the single period Cournot
8 price markup will prevail in all periods.

9 PROF ERGAS: | suspect that the answer to that is that, in any
10 view of the world that attenpted to capture the ful
11 complexity of aviation markets, you would get shocks and
12 you' d get periods of destabilisation, perhaps in conpetitive
13 relations; you would get a succession of events that is
14 extrenmely difficult to capture in any tractable nodel of the
15 kind that is needed to informthe types of assessnents that
16 we' re maki ng here.

17 That said, I'mnot sure that our nodel, which admttedly
18 sinplifies away all of those aspects and has, as it were
19 behavi our which is changing over time in line, for exanple,
20 with anticipation today of narket growh and of other
21 changes in the environnment; |I'm not sure that our nodelling
22 of that is in any sense biased, other than being biased in
23 the direction of perhaps being relatively conservati ve.

24 So, whilst | agree with you that the real world is an
25 extrenely conplex place, that rmulti-period oligopoly ganes
26 are extremely conplicated, and you can get all kinds of
27 results in them if you have to inform a policy decision
28 what you need to do is try to devise a nodel that is going
29 to be relatively transparent, relatively robust and is not
30 going to be biased in the direction of the view that you are
31 testing.
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MR PETERS: | follow what you're saying, but the -- really what

| was trying to get at is the effect of these things on the
assunption of Cournot pricing.

PROF ERGAS: Well, | suspect that the answer to that is that, in

the real world you are unlikely to observe the persistence
of highly stable Cournot behaviour period after period, and
|"m sure that, you know, that there will be periods where
you Wil |l observe different types of behaviour in the market,
and maybe vyou'll get learning and all kinds of other
phenonena associated with the interaction between players
and the changes in the environnent and random shocks and so
on. It's not possible to capture all of those in a nodel
that will still be sinple enough to be readily tested and
robust enough to handle the types of issues that we want to
addr ess.

We accept fully that our nodel is a sinplified and in
sone respects sinple nodel. 1It's not a map on a scale of 1
to 1. If you've already tried to use a map on a scale of 1
to 1 you'll have discovered that it's just not very useful
but you have to abstract fromthat, and the question is, in
abstracting from the scale of 1 to 1, have you introduced
systematic bias? W believe that, to the extent to which we
have introduced bias, it's consistently in the direction of

bei ng conservati ve.

MR PETERS: Thank vyou. | have just one nore question. What
you've said about possible shocks in the market |eads ne
into this last question. The NECG nobdel uses as inputs
count er f act ual schedul es provi ded separately and
confidentially, I bel i eve, by t he respective
Appl i cant s/ NECG In period 1 each Applicant nakes sone

Air

assunption about how the other would behave, what possible
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shocks there mght be, and they set their schedules
accordi ngly.

Now, this assunption about the other player mght be
incorrect, and presunably sonme probability weighting could
be ascribed to the assunption. In period 2 there are
assunptions nmade about how the other player will act in
period 2, and again there could be sone probability ascribed
to this period 2 assunption. This is drawing partly on what
was said in the -- by Qantas regarding how their
count erfactual s were devel oped.

But, however, the period 2 assunption is based on the
outcome of period 1 which 1is dependent on its own
assunpti ons. The conpounding probabilities in subsequent
peri ods would seem to nake the outcones nodelled in other
peri ods nobst uncertain. Can we rely as nmuch on these -- the
outconmes of these later periods as we do on the earlier
periods? Could you pl ease comrent ?

M5 HARDI N: The airlines gave us each a set of confidential

schedul es for the counterfactual with their own estinmates of
the flights that they would run and also the estimates of
what the other party would run, so we had, for each of Air
New Zeal and and Qantas, their views on what they would do
and what the other party would do and we conpared those for
each of the three years, and they were extrenmely close in
terns of guessing what the other party would do in each of
t hose peri ods.

There are a couple of instances where they deviated, but

overall for each of the 3 years they're extrenely cl ose.

PROF ERGAS: That's -- it's in that sense that | said that, when

we devel oped the counterfactuals we did | ook very carefully
to ensure that those counterfactuals were, as it were,
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consistent with the expectations of the parties. So, in
that sense they are the intersections of their best
responses.

O course, what's true is that our and the parties'
assunptions about what the world will be like in each of
those years are sure to be wong and there will be many
changes that we sinply cannot foresee and even the parties
who are nmuch nore expert at this than we are cannot foresee.
But what it cones back to, is there anything in that
uncertainty that is associated with bias? And the answer,
in our view, is that while there is uncertainty, there is a
range around the outcones. The points that we have sel ected
are not biased points within that range. To the extent to
which there is bias in our nodel, it is bias in the

direction of a conservative result.

MR PETERS:. Thank you.
PROF G LLEN: | have a couple of questions. One is going back

to the way that quality differences were treated in the
nodelling that | did and that Professor Hazledine did, is
you created a substitution elasticity and in the nodelling
that NECG did, | think you just changed the cost function

you added a 10% penalty | think to the cost, and in your
view, does this introduce a real -- a bias, in the sense
that when you shift the demand function it beconmes -- price
elasticity is lower at every price -- |I'm sorry, higher at
every price.

What you're doing is shifting the cost function down, so
you're noving up and down the existing demand function, and
so it's not clear that the inpact on price elasticities --
matter of fact they wouldn't necessarily be the sane at all.

PROF ERGAS: There are a range of ways of doing this, and we've
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al ways noted that really the fundanental question, or the
nore difficult question is, how do you capture the kind of
interaction that VBAs have with FSA pricing; we're not sure
t hat anyone knows how to capture that in this kind of node

horribly well at this stage.

So, what we've actually done is, we've tried two
approaches. W've tried one approach which is the approach
that you just describe, and | agree there's sone issues
about that which you would need to work through. | haven't
wor ked through that particular issue that you raise, but |'m
not sure it would create either a systematic bias or a |arge
bi as.

The second approach is to explicitly introduce product
differentiation, and as we said in our presentation
yesterday, we have done that. And when you do that wth
what we think are plausible estinmates, you don't conme out
with detrinents or deadwei ghts that are nuch bigger than the
deadwei ghts that we nodel. So, | agree that there is an
i ssue about how you best do that. | would think that, to
the extent to which VBAs do provide the kind of strong
conpetition that certainly the presentation fromVirgin Blue
today suggested, and that Ciff Wnston and Steve Mrrison's
wor k suggests, then our nodelling, to the extent to which
they do provide that very strong conpetition, our nodelling

will be extrenely conservative.

PROF G LLEN: Wen you | ook at issues of productive efficiency

which is -- you have a whole handout on that, [|'m | ooking
particularly at page 5, and the question alludes to sone of
the issues discussed on page 5. And the idea of achieving
the kinds of efficiencies under the alliance versus under
the counterfactual, it seenms to nme, is the notion of co-
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ordination; when you form strategic relationships the
ability to achieve cost savings is highly contingent on
whet her you can kind of work together, whether you can get
systens working together or not.

And correct, nme if I'm wong, but | believe that under
the alliance it includes alnbst 100% of Air New Zeal and but
only a 20 or 25% of Qantas, and | may be wong in those
percentages, in terns of their business. So, it seens to ne
that when you're trying to have a -- kind of co-ordinate,
and you have this asymetry between the two firnms in terns
of the proportions of the businesses involved, does this
change the extent to which you can distribute likelihood of

achi eving those kinds of cost savings?

PROF ERGAS: To ny mnd that's a fair point in the sense that we

don't know what the two parties could achieve if they were
to affect a conplete nerger. Qoviously what they're
proposing to affect actually falls sonewhat short of that
conpl ete nerger. That said, it does <cover a very
significant part of their operations, individually and
jointly, and we would expect that, with reference to that
part of their operations that is covered by the alliance,
that is, as | said, a very significant part of their
operations, that they wll have every incentive to seek
productivity inprovenents and to inplenment those, and the
productivity inprovenents that we nodel which are basically
the product inprovenents associated with operational flying
in a way, everything to do with scheduling and aircraft
selection, are a small share of the total range of
productivity inprovenents that you would expect them to be
able to realise even in the context of the alliance.

And so, we feel again that our estimates there of the
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scope for productive efficiency gains, that our estinates
are extrenely conservative. That doesn't nean that, in yet
anot her state of the world where they nerge the entirety of
their operations and becane a single entity, they m ght not
be able to do nore, but the policy question here, as we
understand it is, is the world better off with this alliance
or no alliance; not, is the world better off wth this
alliance or a full nmerger?

CHAIR  Can | just interrupt for a second. Professor WIllig is
leaving in five mnutes, if there are any further questions
for him Anthony, please.

MR CASEY: Just on the netal ogical (?) principles. For exanple
we appreciate your statenent in your paper yesterday; you' ve
listed transparency and avoi dance of bias and the appeal to
real world data and so forth is desirable characters of a
nodel . Is consistency another issue for nodelling for you?

PROF WLLIG Consistently certainly sounds |like an attractive
word, but what's the context?

MR CASEY: |'m just wondering in particular why freight effects
are not nodelled within the Cournot franework, given that
the schedules are there to nodel them and it would be at
| east possible conceivably to expand the nodel to represent
the freight market as well.

PROF WLLIG Of ny hand | don't know that that's true, but it
certainly sounds plausible that one could build a nodel of
the freight market which is certainly interrelated to the
passenger nmarket as the folks from Virgin; it's hard to
forget what they said about, an airplane isn't really an
airplane, it's just a flying steel cylinder into which
either people or freight could be stuffed. They didn't seem
to care one way or the other as long as they covered their
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costs.

If 1'm an economst saying things Ilike that 1I1'd
apol ogi se in advance, but from them it sounded very real
It's true that one would perhaps have to nodel freight
together with passengers in a unified framework. It strikes
nme that perhaps given what they said one couldn't really
nodel freight separately, since freight and passenger
service in sonme respects seem to be joint products of the

same aircraft capacity.

MR CASEY: Anot her characteristic is transparency, would you

agree that a general equilibrium nodel |ike the Mnash
nodel, for exanple, is readily appreciable by even a small

mnority of econom sts?

PROF WLLIG Even particularly, yes. No, you're right, those

general equilibriumnodels are really hard to understand.

MR CASEY: In some way you have to relax certain criteria to

make certai n nodel s adm ssi bl e.

PROF WLLIG | don't know about that, but they are

particularly -- obviously what they're taking on as
nodel ling are an order of magnitude nore conplex than just
an industry nodel since it's an entire econony with all of
its inportant interrelationships that need to be nodelled,
which is why even nore sinplicity under the hood is usually
requi red, hence the input/output franmework and the use of
mul tipliers, which obviously are really over-sinplification
but it's the kind that are used in alnpost all practical
applications that |[|'ve seen where the phenonenon are
importantly of the kind that involve changes in the overal
equi | i brium of the econony.

So, | think standards of use are that that kind of nodel
is in general practise where policy makers need to quantify
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I npacts.

MR CASEY: Sure, although there are CCGE nodels that avoid

I nput/out put tables.

PROF WLLIG No, absolutely right.
MR CASEY: In that case, is a way to nmake up for the weakness of

a nodel, according to one criterion, to use others to nake

it nmore robust, such as sensitivity testing?

PROF WLLIG Wel|l again, sensitivity testing is always good

but | think it's valid, and |'ve seen this in nmy own
practical work, that sonetinmes general equilibrium nodels
may have sone appealing properties but actually seem fl awed
for the purpose s that m ght be at hand.

So, just doing it in nore nodels doesn't necessarily
provide nore confort or even raise a red flag if they give
different answers; if one could understand what are the
relati ve strengths and weaknesses of the nodels and you use
the nodel for the purpose, which seens like it's relatively

strong and not biased for the purpose to which the nodel run

IS being put.

MR CASEY: kay, perhaps | was sinplifying too nuch vyour
statenent about sensitivity testing. I wonder then could
you explain what you think the role of sensitivity testing
is in nodelling?

PROF WLLIG Well yeah, there are sone inputs or sone
assunptions that mght be evident in the nodelling where
one's intuition, or experienced intuition would suggest that
there may actually be the need for some over-sinplification,
or some guestimation rather than estimation that went into
that part of the nodel design.

And in a situation like that, which is generally the
case in sone feature of the nodel or other, it's really
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inmportant to try to understand, either quantitatively or
qualitatively, what the inpact of the particular choice of
design would be on the answers that matter, and how nuch
would the answers that nmatter change if sone reasonable
variation were nade in that portion of the nodel design.

So, it's testing the areas that seemto matter the nost,
where the uncertainty about the construction is valid and
per haps inevitable.

MR CASEY: Thank you.

MR PETERS:. Just one nobre question --
CHAIR Is it for Professor WIIlig?
MR PETERS: No, sorry.

CHAI R | think we better allow Professor WIlig to go. I
woul dn't want to be responsible for you m ssing your flight,
but I wll thank you once again and wi sh you a good trip
back.

PROF WLLIG Thank you.

CHAIR  Next tine we have a Baunol-WIlig case, we'll give you a
ring. 1'll bet you don't |ose too many of those.

PROF WLLIG It's against the statute for me to open ny nouth
in such circunstances. Thanks.
CHAI R Thanks agai n.
[ Prof essor WIlig exits the conference]

MR PETERS: This is really just a followup question for

Pr of essor Ergas: He suggested that the assunption of pure
Cournot pricing which is built into the NECG nodel is not
likely to bring a bias. However, if pricing were sharper

than Cournot in the counterfactual, for instance, because of

greater conpetition in that state of the world, then this

woul d i ntroduce a bias. Please, would you conment on that?
PROF ERGAS: What we tried to do was really this: That we | ooked
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at what does the literature tell us about aviation markets,
and we found in the literature a pretty good degree of
support for the kind of nodelling approach that we've
adopted. W also |ooked at the test that was devel oped by
Brander and Zhang for whether you were in the presence of
Cour not behaviour, and we found that by-in-large the market
at issue was reasonably well described by that Cournot
assunpti on.

There was then the question of, is it conceivable that
there is such a difference between the factual and the
count er f act ual world that, for sone reason in the
counterfactual world, you would no |longer be in this type of
framework. And, what we attenpted to address in the slides
that we've provided, and in admttedly rather summary form
our presentation yesterday, was the fact that when you | ook
at the factual relative to the counterfactual world as we've
nodel l ed them there isn't really as big a difference as al
t hat .

So, for exanple, the capacity growh that we've nodelled
is fairly broadly consistent with the historic trends, and
the difference in aggregate capacity between the factual and
the counterfactual, though obviously some of the details of
that are in the confidential material that has been
provided, is not such that you would credibly believe that
it would conpl etely change the player's behaviour.

As a final test, we |ooked at what the parties
t hensel ves and their financial advisors believed about how
the factual and counterfactual worlds would behave. Vhat
you are dealing with here are entities whose boards are
taking very significant comrercial decisions that involve
many hundreds of mllions of dollars, and so, you would
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expect that they and their financial advisors would draw on
the full range of their expertise and understandi ng of these
markets to have a view about how the world would |look with
and w thout the proposed alliance. And when you exam ne
that material, again what you find is not that we have
under st at ed t he intensity of conpetition in t he
counterfactual, but rather that we've tended to overstate
the extent of price increases in the factual. And so, if
anyt hi ng, our approach which adopts this nodelling framework
to both the factual and the counterfactual | ooks
conservative.

As | say, it's consistent with the literature, it's
consistent with the kinds of tests we've run which are the
tests that are set out by Professors Brander and Zhang; it's
consistent with the historical behaviour that has led to the
current observed narket outcones, and it's conservative
relative to the views that the parties' financial advisors

t hensel ves t ake.

CHAI R We'll take two nore questions and then we're going to

DR

close this session. Thank you

Pl CKFORD: Can | just go to the productive and dynam c
efficiencies issues. In your presentation notes on your
page 8 you refer to, | presune it's a study dated 2000

denonstrating an analysis of technical efficiency for Qantas
and 25 other airlines. |"m not sure whether you have tine
to actually go through that now, but it would be good to at
| east get access to this or know what it is please.

PROF ERGAS: The study at issue is an analysis that we have

Air

carried out and that we have referred to on this occasion,
and others, and that we are very happy to nmake available if
it would be of use to you
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CHAIR  Thank you, we will take up that offer.

DR Pl CKFORD: There's been a nunber of references to the term
| egacy carriers and airlines with |egacy costs. I'd be
interested to hear to what extent these airlines have costs
that are inflated because of their |egacy positions and what
Is the nature of these inflated costs, which seem not to be
suffered by new entrants into the industry.

PROF ERGAS: Well, is your question referring specifically to
the nodelling that is addressed in this slide, or is it nore
general than that?

DR PI CKFORD: No, that nore general issue.

PROF ERGAS: | see. Sorry, | thought you were asking about the
technical efficiency study. |It's undoubtedly true that the
airlines who have a history, as it were, of operating in
regul ated environnents that on sone routes still operate on
at least partially regulated environnments, that in those
environnments there are costs that have devel oped over the
years and practise s that have devel oped over the years that
are not sustai nabl e going forward.

What we believe is that, when you look at certainly the
Qant as performance, which is the one that we' ve studi ed nost
closely in terns of performance over tine, where we've
devel oped the total factor productivity index and | ooked at
its behaviour over a long period of time;, what you see from
that is that Qantas has in recent years significantly
increased its total factor productivity, and we note that
those increases in total factor productivity have occurred
also in contexts where, for exanple, alliances such as the
joint services arrangenent with British Airways proceeded
So, the types of alliances that are at issue here.

Are there further efficiencies that the airlines can
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derive? W Dbelieve that there are, and of course the
nodel ling that we do where we | ook at the savings in fixed
costs that arise from the alliance, and the better co-
ordination of flights and so on, that all of those are
i nprovenments in productivity and gains to society as a
whol e. That's why, even though there is in our nodelling
some deadwei ght associated with the higher prices that we
nodel, there is a productivity induced saving in cost, which
Is that 4% of cost that is taken out, that is significant,
and again to society as a whol e.

So, that's a further inprovenent relative to what we've
nodel led in our TFP work. Can they do nore in terns of
sheddi ng other costs? Well, the history of capitalismas a
way of organising economes is that firnmse in a nmarket
environment are constantly driven to find those ways of
reduci ng costs, and we're sure that they will do so.

However, it nust also be said, and this has been
enphasi sed better than | can do it by the airline
representatives, that there are real differences between the
output that an FSA provides and the output that a VBA
provi des. And so, those differences in output, which
correspond to differences in services that are valued by
consumers W ll invariably involve sone differences in
resource costs. But it may be highly efficient, from
society's point of view, for those higher resource costs to
be incurred if they will allow nore highly val ued outputs to
be supplied to the public.

CHAIR Ckay, | would now like to thank you, the Applicants, for

the opening presentations and wllingness to address
guestions throughout. W have found it beneficial to have
sessions with the conpany's nanagenent, a nunber of nenbers
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of the board and the external econom c experts.

I"d also like to acknow edge the assistance that the
counsel to the Applicants have given nme in trying to nmanage
the process to ensure that we have the opportunity to fully
consi der the Applicants' case in an effective and efficient
manner. So, | thank you all once again and, of course, you
will have final right of reply at the close of the

proceedi ngs. So, thank you.

MR P TAYLOR  Thank you Madam Chair for our part, thank you for

CHAI

Air

the Conmm ssion's assistance during the course of the | ast
few days. |f there are clarifications that the Comm ssion
seeks at any stage, many of our witnesses will be remaining
avai l able right through to the end of the Conference peri od.
R Thank you, M Tayl or.

Now, just before you get up | would like to welcone
Infratil and also thank them for their patience and ask that
they and their advisors please cone forward to present their
subm ssi ons. | don't propose to break, so we wll start

again in about 2 mnutes, thank you. [Pause].

* % %
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PRESENTATI ON BY | NFRATI L
CHAI R Okay, | would like to reconvene this session please.
And, once again, welcone Infratil and ask if you would,

pl ease, introduce the people who would be speaking today,
M Davi d.

DAVI D Thank you, Mdam Chair. I am Gant David from
Chapman Tripp. | have with me ny coll eague on ny left, Nei

Ander son. W're here on behalf of the follow ng people,
Qullivers Pacific G oup, Infratil Limted, the ngjor

accommodation providers, Kerry Prendergast the Mayor of
Wellington, Talley's Fisheries and Wellington International
Airport.

In terms of the corporate representatives of those
persons that | have with ne, on Neil's imediate |eft | have
M John Sheridan who is the Chief Executive of Wellington
International Airport. Next to him | have M Phil Wl ker
who's the Chairnman of Wellington International Airport and
of d asgow Prestwick International Airport. Lurking in the
back, but not at the table is M Tim Brown who's the Chief
Executive of Infratil Limted.

Movi ng around to the other side of the table we have our
i ndependent experts that we've engaged to assist us and of
course to assist the Comm ssion; they are, as we continue
around, Dr David Stone, Kieran Murray from LECG Dr G aham
Scott from LECG and | of course have omtted out nost
egregi ously Professor Jerry Hausman who is to the side of
M Phil Wal ker there.

As | said, Madam Chair, we are here to assist the
Commi ssion in making its determ nations. We are expressly
not here as opponents to the Applicants. The Conmi ssion's
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process of course is not intended to be an adversarial one
and we don't want it to be. As was pointed out by
M Peterson, with whom | agree, the Conm ssion is required
to provide for as little formality and technicality as the
requi rements of the Act and the proper consideration of the
application requires. That applies in respect of both of
the applications, | concede.

But that provision does nean that the Commi ssion and the
Applicants must still have regard to the express statutory
requirements. That the ability to provide for little
formality and technicality cannot override what the statute
expressly requires, and | refer in particular to identifying
the benefits and detrinents applicable to the particular
application and to confining conditions that the Applicants
would seek to have inposed confined to the alliance
proposal .

| propose to deal with those |egal issues |ater. The
Applicants rather wunkindly have described ny argunents as
highly legalistic, so |l intend to let the [awer go last on
t hi s occasi on.

Now, the Applicants have also been a little bit unkind
in saying in their cross-submssion that we -- -- the
parties | represent, that is, lack either the technical
airline experience or direct industry know edge to coment
in any useful way on the bulk of their application; indeed
they say that we are only qualified to coment on things
like access to facilities at Wllington Airport and the
selling of passenger tickets.

But, in fact we represent of course a major supplier of
services to the Applicants in the form of the term nal and
ot her servi ces provided to airlines at Vel | i ngton
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International Airport, as well as to the acquirers of --
maj or acquirers of the various passenger air services and
air freight services that are provided by the Applicants.

So, we are nmpjor suppliers to and major custonmers from
the Applicants, and we woul d al so say that we represent sone
of those parties who could reasonably be expected to be
nmaj or beneficiaries of the very significant tourism benefits
t hat the Applicants claim wll result from their
appl i cati ons.

Now, the very nature of our respective businesses neans
that we take a strong interest in and we have a close
famliarity with the business of airlines. Vel | i ngton
International Airport, as you'll be told later, was used by
alnmost 4 mllion passengers in its last financial year, and
G asgow Prestwick that figure was approaching 2 mllion.
Significantly in relation to d asgow Prestw ck the business
of that airport is minly low fare short haul passenger
services to Europe and the -- as well as freight services,
and that neans that the operators of that airport, including
M Wl ker, have extensive firsthand experience at dealing
with true value based airlines. I ndeed, we would say they
have nore extensive firsthand experience than the Applicants
t hensel ves.

Furt her, the airport conpany's  nmj or shar ehol der
Infratil continues to be both active in investigating
investnent in emerging airports, both in Europe and in
pl aces |ike Auckland with Whenuapai. So, to put it bluntly,
Infratil is used to putting its own noney where it perceives
dynam ¢ change to be occurring in the aviation sector. So,
we do claim to have the firsthand know edge that the
Applicants are denying us.
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M Sheridan also brings his 12 years experience as a
senior executive in Ansett New Zealand and in Ansett
Australi a. M Wal ker, for his part, brings over 32 years
personal experience in the aviation industry with sone 20 of
those years with Qantas itself.

We have also sought the expert opinion and advice of
Dr David Stone on aviation natters. Dr Stone for eight
years led the Mnistry of Transport's International Air
Services section, and in that capacity had devel oped a cl ose
famliarity with New Zealand's international air transport
policy. By way of exanple only | nention that he associ ated
New Zeal and's bilateral arrangenments with some 27 countries
during that tinme. For the past six years he's been an
I ndependent consul tant on aviation matters.

W' ve been obliged to seek expert economic and public
adm ni stration assistance to enable us to deal wth the
vol um nous experts' reports that have been submtted to the
Conmi ssion by the Applicants and to listen to their equally
vol um nous coments over the last three and a half days.
Sone of that material was submtted to us under extensive
claims for confidentiality, and indeed sone of that was not
made available to us until the 1st of August.

The very nodel that was used by the Applicants' own
econom ¢ consultant, NECG was not finally released to us
until the 7th of August after we again requested it at the
Conmmi ssion's pre-Conference neeting. Now, we are not
whi nging, we are sinply pointing out that we have had a
volume of material to deal with and that's why we have
secured the expert econom c assistance of these gentlenen
her e.

W have been assisted in the process, to refer to them
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in particular, by M Kieran Murray from NECG M Mirray has
got a broad experience in the infrastructural reform We
have al so nore recently, to help us respond to the vol une of
economc and other argunents being advanced by the
Applicants, secured the assistance of Dr G aham Scott of
LECG and Professor Jerry Hausman of MT; both of those
gentlenen of course wll be well known to Conm ssion
menber s.

We say again, the Applicants' claimthat only they have
got the knowl edge and experience relevant to the
Commi ssion's inquiry, and we say that is a rather bold
assertion with which we don't agree.

As to why we're here, the issue is not whether the
Appl i cants have made the right business decision in entering
into the equity proposal and the alliance proposal; whether
they have or they haven't will be determned ultimately if
those proposals are able to be inplenented by their fate in
t he mar ket pl ace.

We say that the only issue for the Conmm ssion to deci de,
and for us to coment on, is whether those proposals are in
a form-- indeed in a form in which authorisation -- the
aut horisations have been sought would be likely to
contravene the Conmerce Act, and if they would be likely to
contravene the Commrerce Act, whether they individually would
result in such benefit to the public that they should
neverthel ess be permtted to proceed.

G ven that the relevant provisions of the Act involve
conpetition tests, that assessnment obviously requires the
Commi ssion to listen to the suppliers too and custoners of
the Applicants, as well as to their existing and potential

busi ness rival s.

NZ/ Qant as Aut hori sati on Conference 21 August 2003



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

702

Infratil

It also requires the Conmssion to seek the views of
those wth particular know edge of the areas, and in
particular tourism where the public benefits have been
cl ai nmed. And | say again, it's clear that we represent,
t hroughout our corporate representatives and our experts, a
cross-section of those people.

Qur interests are not contingent, nor are they
tangential to the matters before the Comm ssion, and nor are
they notivated by the kind of self-interest that so often
underlies an opposition to a nerger proposal. Having strong
commercially viable airlines flying into, wthin and from
New Zeal and with the benefits that tourism and the on-fl ow
of benefits to other areas of the econony brings, is the
interests of all New Zeal anders, we agree with that.

Where we do part conpany with the Applicants, however
Is that we remain unconvinced that these outcones wll be
achieved by allowing Air New Zealand to be subsuned by
Qant as.

We recognise that the Comm ssion faces a daunting task.
Both of the Applicants are firns of major significance in
their respective honelands, as well as to their thousands of
enpl oyees and of course the mllions of passengers that they
carry each year. They are both very powerful firms, and in
the case of Air New Zeal and, the New Zeal and CGovernnent of
course is currently the najority sharehol der. | ndeed, the
Applicants in their cross-subnmssions attach a particular
significance to this fact, and Dr Scott will deal with that
poi nt shortly.

Both of the Applicants -- both of those firms currently
have a very substantial presence in many of the markets in
and to and from New Zeal and in which they operate.
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Now, despite the fact that the Comm ssion's task is a
daunting one, for those reasons | don't think it's
necessarily a difficult one. W are not going to engage in
the kind of war of attrition with the Applicants here. On
the contrary, we think that the Commission in its Draft
Determ nation has got the matter nostly right. We agree
with nost of the Draft Determ nation's provisional
concl usions, but there are sone areas where we think that
that expertise and that personal know edge, and our experts'
expertise can be brought to bear to reinforce what the
Conmmi ssion itself has indicated its thinking is.

As to why we say the Comm ssion's task is not difficult,
that's because when you boil down all of the material that
you've heard over the last three and a half days, the
factual situation is this: The Applicants are the only major
players in nost of the markets they operate in wthin
New Zeal and and Trans- Tasman. So too with the Auckland-LA
route. The Applicants currently face sone fringe
conpetition on some of the donestic routes and they
potentially face fringe conpetition in the formof the Fifth
Freedom carriers on sone of the Trans-Tasnan routes.

The Applicants currently face no conpetition on the
Auckl and-LA route and there is no potential new entrant in
respect of that route that would satisfy the Comm ssion's
own test for new entry; that is |I|ikelihood, extensive,
tinmeliness and sustainability. But, and you would have
heard this norning, the Applicants do face a threat of
i mm nent entry on the Trans-Tasnman from both -- from Virgin
Blue, and that's a conpetitor that has conpeted hard agai nst
both of the Applicants in Australia. Both of the Applicants
have felt the effects of Virgin Blue's entry into the
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Austral i an market.

So, to avert that threat, or to mtigate the effect of
that threat the Applicants want to respond by cooperating or
colluding in the formof the alliance and by nmerging. Now,
| heard one of the counsel say "this is an alliance, it is
not a nerger". A 22.5% acquisition will bring the parties
well within the associated person status for the purposes of
this country's nerger legislation. They will be well above
the 15% that the Comm ssion has indicated in its own Merger
Gui delines as where for a public conpany the threshold Ilies.
They will be bound together by the alliance and they would
be -- they would have a degree of cross-directorships. All
of the indicia that the Conmi ssion has set out in its own
Merger Quidelines for associated persons are present. They
woul d effectively be one head in the market for the purpose
of conpetition analysis.

Now, to offset the conpetition consequences of the
alliance and that what | say is a nmerger, the Applicants
point to benefits that will primarily be in the form of a
claimed 50,000 extra tourists who will be able to cone to
New Zeal and because Air New Zealand will be able to access
Qantas' resources. In particular Air New Zealand, if it
goes into the alliance, and if it goes into the nerger or it
is subject to the acquisition, will be able to access the
network and sophisticated |IT and other facilities that
Qant as Hol i days has.

Qantas Holidays wll not provi de, we were told
yest erday, those services at present because to do so would
be contrary to the strategic interests of its sole
sharehol der, Qantas. |In other words, there is a refusal to
supply that Air New Zeal and faces.
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Now, it does seem that it's an extrenme reaction to a
refusal to supply for the supplier and the supplyee to want
to agree prices in and otherwi se cooperate in all the
markets in which they operate, and for the supplier to
demand a big chunk of the equity of the supplyee sinply as a
precondition to entering into a supply arrangenent.

| suggest there would seem to be other arns-length
commercial mechanisnms and indeed possible |egal renedies
that shoul d perhaps be tried first to overcone that refusal
to supply; certainly before the Comm ssion is even asked to
contenplate authorising such extrene and irrevocable
arrangenents.

Gven Qantas Holidays and its shareholders' seem ng
substantial degree of market power in relevant markets in
Australia and in Trans-Tasman markets, perhaps sone thought
should be given to the legal status of that refusal to
supply under s.36(a) of our Act. | know there are a nunber
of Australian |awers present, so perhaps they could reflect
upon that refusal to supplier status under s.46(a) of their
own | egi sl ati on.

Now, | put that forward not because we are anti-Qantas,
or anti-Air New Zealand. On the contrary, as | said before,
our own businesses are very dependent on the custom and the
services that those airlines and other airlines provide, and
the custoners, travellers that they bring. There's no doubt
on our part that effective and efficient air services and
their preservation are vital to a country as renote and as
| ongitudinally chall enged as New Zealand is, or that Air New
Zeal and's continued involvenent is crucial to providing
t hose servi ces.

| ndeed, we say the New Zeal and Governnent's retention of
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the Kiw Share in Ar New Zealand and it's wlling to
refinance it in exigent circunstances two years ago are
cl ear evidence of that. But the fact that the CGovernnent is
involved in Air New Zeal and as a sharehol der should not be
allowed to cloud the issue that the Conmission itself has to
det er m ne. Now, Madam Chair, wth those opening coments
I'd like to turn now to Dr Graham Scott to address the
particul ar issue of the Governnent's invol venent.

CHAI R Just before you do, | think we may have one or two
questions, thank you.

M5 BATES QC Just by way of clarification, M David, | think
you said "faced inmnent entry of a VBA on the Tasnan", but
you didn't nention the New Zeal and donestic route.

MR DAVID: Sorry. By way of clarification, | should have said
t he New Zeal and donestic routes as well.

M5 BATES QC: Just a thought on the s.36(a) suggestion, while
that mght get -- mght, | don't know -- get Air New Zeal and
access to Qantas Holidays, it wouldn't be in a particularly
good spirit of cooperation, would it?

MR DAVID: Well, Ms Bates it's --

M5 BATES: |'mjust practically asking you that; what would the
consequences be.

MR DAVI D Wen -- if | have a client conme to ne and say |'m
faced with a refusal to supply, indeed ny clients are
usually the other way around, but if |I'm faced with a
refusal to supply |I don't usually say to them well naybe

you can enter into a cooperation agreenment with the person
you want supply from and you can agree to fix prices wth
them in downstream markets, and maybe you can sell to them
about a quarter of your equity and then they m ght say, yes.
| would | ook at other possible renedies first.
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M5 BATES (C. I do understand that point, but if you had to
force it through that kind of action you mght not get the
corporation that you m ght otherw se get. | accept there
m ght be other ways to explore that, but if you had to go to
that extent, it mght be rather grudging, that's all.

MR DAVI D: There is always an interface between parties to
contractual arrangenents, M Bates. Sonetinmes they're
willing, sonetines they are less willing.

M5 BATES QC. And it just then depends on how effective the |ess
willing will be likely to be, | think. It's just an opening
conment from me.

MR DAVI D:  Yes.

CHAI R "1l just follow that up. I thought the angle m ght
have been that you were suggesting that those -- a great
deal of the benefits were available to them through --
wi thout having to have this arrangenment authorised and
therefore we shouldn't give weight to those benefits, but
I"mnot sure if that was the point.

MR DAVI D I think the issue is, to be a benefit that can be
counted it needs to be a benefit that is not available to
the Applicants but for the arrangenent.

CHAIR  Yes, | thought that m ght be the point you were trying
to make. Ckay. W'Il probably conme back to that | think,
yeah. Ckay, we're happy to proceed.

MR DAVID: Dr Scott.

DR SCOIT: Thank vyou. Comm ssioners, the topic | wanted to
speak to is some issues in conpetition policy and other
public policies that are raised by this proposal for an
al I i ance. I should say in advance that this topic is very
well known to you, and you m ght wonder why | would raise
it, but it does seemto nme to be inportant.
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The question is how conpetition policy relates to other
policy interests that the Governnent has in this proposal
I'"'m really only appearing in front of you because other
Applicants to nmy hearing have invited you to take into
account issues that are not in ny view entirely relevant to
your considerations, or certainly only marginally relevant
to them

The Governnent has many interests in this proposal. I
counted as many as seven in a report that Kieran Mirray,
Colin Lynch and | prepared in August |ast year, and can be
available to the Commi ssion of course if you wish to have
it, if you don't already.

The sound application of conpetition law is just one of
these issues that the Government has in relation to this
application. And, there is a lot of history in New Zeal and
in addition to best practice principles of public policy
nore generally that point to the problems that comonly
ari se when the instrunents of policy that were designed to
be inplemented on their own terns, under their own
| egislation, wth their ow institutions, are bundled
together wthout transparency or guiding principles or
obj ectives. And, that earlier paper expressed our views and
a lot of evidence in relation to those points.

But nore specifically to today's consideration, the
integration of conpetition policy with other instrunments of
what is termed "industry policy", a rather vaguer notion,
and even w der considerations of the Governnent again going
beyond industry policy is the business of the Cabinet,
and/ or the co-ordinating machinery that serves it.

It is not the business of the Commerce Conmi ssion, in ny
subm ssion, except in the very constrained authority which
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it has, of course, to be concerned with the public benefit
in making its judgnents.

In the Gas Control Inquiry draft framework paper that
the Comm ssion prepared recently it has expressed its view
very clearly, and in ny view correctly on this subject, and
| quote fromit:

“In the long-term New Zealand consunmers in general
benefit from continuous inprovenents in the allocation of
resources, the quality of products and production processes,
all of which are wusually encouraged by the conpetitive
process".

The nessage is <clear; and the inplied answer to
M Dixon's statenent to you the other day where he said
“"It's up to you to decide how nmuch conpetition you want".
It seems to nme the answer is, from what you ve said
yoursel ves, as much as you can get unless there is clear
public benefit, which is itself seen, wusually but not
exclusively, in terns of pronoting conpetitive narket
conditions. But you've received subm ssions that to ny ear
invite you to take a sonewhat different tack

M Di xon said for exanple, and | quote again:

"Conpetition and other Governnment policies have clashed
with sound industry policy with the result that over-supply
of airline services has been allowed to continue. | ndeed,
it has been encouraged. Although a few established carriers
have been allowed to fail, the responses of many governnents
has been to provide financial assistance to their airlines,
either overtly or covertly".

| woul d suggest that protecting airlines fromthe norm
application of conpetition laws, if indeed anybody is
proposing this to you, and it seens to nme this proposal
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arguably does, is exactly such covert financial assistance
as he's referring to.

I took it t hat M Dixon was criticising other
governnments of course when he said this, but | also
interpreted the conment within the context of his submnm ssion
to you as neaning that he mght want the Conmi ssion to
tenper its application of conpetition law with a concern for
what he called sound industry policy, to avoid damagi ng the
conpani es through too nuch conpetition

This interpretation, it seemed to ne, is supported by
M Dixon's comment that "within reasonable limts what is
good for the airlines will benefit consuners”. \Watever the
term "sound industry policy" is taken to nean, and it seens
to me it has a nunber of possible interpretations, [|'m
suggesting that it 1is not the responsibility of this
Commission to contribute anything to it other than the
principled and thoughtful application of conpetition |aw.
And in the cross-subm ssions that the Applicants nmade on the
18th of July this year, they say:

"The Governnment's intentions in its role of sharehol der
of Ar New Zealand are critical in assessing the
counterfactual from a commrercial and pragmatic perspective.
The Comm ssion nust have regard to the intentions of the
majority shareholder, particularly when the Comm ssion has
pl aced inportance on CGovernnment funding in its conclusions
regar di ng Air New Zeal and's vulnerability in t he
count erfact ual . The fact that there is a formal procedure
in the Conmmerce Act for the Government to coment on an
i nvestigation is not relevant”.

Wll, | have sone trouble with this. For the reasons
outlined in our paper of August 2002 there are very good
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reasons for the CGovernnment to stand back from this
application to the Comm ssion -- | think the Governnent was
wise to do so -- and stand back from these proceedings. |If
conpetition policy, transport policy, fiscal policy and
other policies affected by this application are to be
integrated in sone way by the Governnent, the Comerce
Conmi ssion is not the place to do it.

The precedence that would be setting for future hearings
where a Governnent owned or controlled firmwas an applicant
woul d be unnanageabl e to say the |east.

A further exanple of what | see as an invitation to take
into account matters that are on or beyond the edge of your
jurisdiction is the proposition that Ar New Zealand' s
publ i c good pronotion of New Zeal and as a destination should
enter as a critical part of your evaluation of the
application. M Norris said to you that:

"If Ar New Zealand ceased to be a separate entity
Touri sm New Zeal and' s budget would need to rise to over 155
mllion per annumto purchase simlar public good exposure".

This may be true, but Air New Zealand is not doing this
as a public service but as a business expense from which it
expects a return. The fact that there are spillover
benefits to others in the econony is part of nornal
conmerce, just as investors by tourist -- investnents by
tourist operators in New Zealand create spillover benefits
for Air New Zeal and.

The public policy issue in this is whether there are

grounds for the Governnent to support nore of this kind of

pronotion than would otherw se occur. Governnments al ways
have done this and wll continue to. The public policy
issue for the Governnment in this, however, is whether the
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| evel of such pronotion is sufficient froma public interest
perspective and, if not what, is the nost efficient and
effective way for it to intervene to ensure that it is?
This is not for the Commission to get involved in, in ny
submi ssi on. It can take account of the fact that this
expenditure is occurring wth sone spillover benefits, but
that is well short of accepting that it should allow a
conpetitive situation in the nmarket that it would not do
otherwise in order to support this activity.

Vell, to sum up. Firstly, the Governnment has several
potentially conflicting public policy interests in this
application before you. Secondly, its decision to stand
back from this hearing wll assist it to balance and
integrate those interests down the track in whatever way it
chooses to do. The decision to do this on the part of the
Government was not irrelevant as the cross-submni ssion
asserts. Its effect is properly, in nmy view, to Kkeep
pressure off the Conmission to adventure into sonme poorly
defined industry policy and set unmanageabl e precedents for
the future. The Covernnent is free, if it wshes, to
intervene in several other ways. This could even include
something like it did in relation to the dairy industry.
But, as | said initially, all this is well known to the
Conmmi ssion, but perhaps there is sone value in rehearsing it

on this occasion. Thank you.

CHAI R Thank you, Dr Scott. Let's just see if we have sone

guesti ons.

M5 BATES QC. Yes, Dr Scott, you probably don't disagree with ne

on this, but conpetition law, although it's our primry
focus in applying it, it is our primary focus, it is not the
end of the story as you know because why we're here is,
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we've got a discretion to authorise sonme |essening of
conpetition on the basis that the public benefit mght
out wei gh or does outweigh the detrinment. Do you accept

that's the position?

DR SCOTT: Yes, of course, your authorities do enable you to

make departures from sinplistic versions of conpetition |aw
in pursuit of the public benefit. But ny point was that you
have -- there are two points really; one of themis that you
have defined public benefit in a nunber of ways, and |
quoted one of them as putting considerable enphasis on
conpetitive conditions in narkets.

And secondly, there are much wi der definitions of the
public benefit that can al so be brought into bear on this by
ot her Governnent policies. In other words, your definition
of the public benefit, it seens to nme, to be not nearly as
broad as the Governnent's; you have a nuch narrower vision
of it.

M5 BATES QC. | accept we have a formula which we work to in

assessing that. You're not saying, are you, that we're

varied fromthat at this stage?

DR SCOTT: No, what |I'm suggesting, though, is that sone of the

WS

subm ssions that you've had might be inviting you to do so.

BATES QC: Ckay. In terns of Air New Zealand and its
provision of dollars for pronoting tourism whether or not
that's an economic rational thing for it to do, | just want
to clarify what you're saying. | think it is that it's not
sonet hing we should take into account, but that disappears

because either Governnent or industry has the ability to

step up with -- to step up with the dollars and -- if it
chooses to and fill the gap.
DR SCOTT: Well, nmy -- | chose ny words carefully in respect to

Air
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that, and --

M5 BATES QC. I["m not trying to put words in your nouth, |I'm

just testing what you're saying.

DR SCOTT: No, no. \What | said was, obviously you have a broad

mandate to consider the question of economic and public
benefit in relation to this proposal. But that, if the
submi ssion in the way it was nmade is inviting you to say
that you would tolerate a conpetitive condition or create a
conpetitive condition that you would not otherwise do on
that ground alone, that it seenmed to ne that you shoul dn't
do that. The reason for that is that the Governnment has a
much wi der range of instrunents available to it to address
that issue, and also the fact that there are spillover
benefits from Air New Zealand into the econony nore wdely

ari ses as a normal commercial processes.

M5 BATES QC. | agree with you, but are you saying we cannot

take that into account as a detrinent?

DR SCOTT: No, | would argue that it would be wong to take the

fact that such a public benefit mght | ead the Governnent --
the decline of such a benefit mght |ead the Governnment in
due course to decide it had to spend nore noney in sone
other instrument to bring it up to sone other level which in
its judgnment it thought was necessary, should not be an
argunent that would | ead you to have a conpetitive -- make a

decision in this regard that you woul d not otherw se nake.

M5 BATES QC. | do understand the argunent, thank you for that.

DR

Air

What about the extra tourismdollars? You re not suggesting
that we shouldn't take that into as a benefit, if we accept
-- that's predicated on the basis we mght accept that wll
happen, are you saying we shouldn't take that into account?

SCOIT: Your primary concern about benefit, as you've
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expressed yourself, is benefit in the interests of consuners
through the application of conpetition principles, which in
turn lead to better resource allocation in the econony as a
whol e; as you've said in all your own docunents.

So that taking account of the national interest and
public benefit, you do need to focus | believe on the
question of the benefit to consuners and that's the

i nportant point there.

M5 BATES QC. Well, yes, long-term benefit.
CHAI R | mght just followup on this point if | can, and you

gquoted to us a piece that | believe was on the discussion
docunent we put out on our inquiry into the gas pipeline
busi ness, the control inquiry. And Part 4 of the Act does
refer to objective statenents that are put in terns of |ong-
term benefit to consuners, and it's very clear to ne that
the Conm ssion has received extensive advice that focus on
consuners there takes on a particular nmeani ng and may have a
wi der nmeaning even than what we mght |ook at under other
parts of the Commerce Act.

And when we do <cost benefit analysis under the
authorisation parts of the Act, the practice of the
Commi ssion, and | think it's been endorsed by the Courts, is
to look at public benefit to New Zealand, and it is not
purely to say that a benefit is only counted as a benefit if
it accrues directly to end-users or consunmers, and we have
general ly counted benefits to whoever they accrue to as |ong
as they accrue to soneone in New Zeal and, whether it's
busi ness or consuners.

So, | just -- | wonder -- well, | generally don't have
any difficulty with the overall propositions you put to us,
| do think there is a difference, in principle at |east,
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between the different sections in the Act, or the different
parts in the Act.

MR DAVID: Perhaps | mght attenpt to respond to that CHAIR |

think that the |andscape has change, the |andscape was
changed by the change to the long title of the Act in 2001
where the purpose of the Act is now to pronote conpetition
in markets for the long-term benefit of consuners within
New Zeal and.

Now t he previous authorisation decisions that were taken
in relation to public benefit I think would have by-in-I|arge
occurred, and certainly the court cases that related to
them would have conme about before that change to the

| egi sl ati on.

CHAI R | understand that, but in applying the authorisation

test when we | ook at benefit to New Zeal and, which | would
suggest to you we would probably still interpret that way,
and generally this Conmm ssion has considered it appropriate
to consider that if benefits accrue to business in the |ong-
term they wll accrue to consuners in sonme form that
consuners benefit where, for instance, there are efficiency
gains by the businesses in the community and perhaps -- we
have generally taken the view that that does not open up
quite the sane differential that perhaps sone other
jurisdictions do, who want to know that those benefits and
can see that those benefits are fairly rapidly captured by
cConsunmers.

Wien we apply the net benefit test in an authorisation
situation we don't necessarily discount benefits that appear
to be accruing to business in the short-run. If there are
econom ¢ benefits then we believe they're benefits to the
econony as a whole. So, | just wonder if you have a
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difficulty with that general principle.

MR DAVID: | indicated in this circunstance by the fact that the

persons to whom the benefit is directly accruing would be
the Applicants, one of which is presumably alnost entirely
owned by off-shore persons, so there'd be a conpl ete | eakage
of benefit out of New Zealand, and in the case of the other

appl i cant one that will becone 22.5% owned.

CHAI R |"m sure you're aware that even if sone of the benefit

accrues to foreigners, as long as it's not functionalist
rents we can still count it and see that it benefits
New Zeal and because of the general proposition that we
benefit from these sorts of cross-border investnments and
transactions.

But | guess | want to cone back to Dr Scott and say to
you in a case such as this, if it's not functionalist rents
that are happening here, and in fact we can see, if this
alliance were to result in economc efficiencies across the
econony, even if they accrue in the short-termto businesses
rather than directly to consuners, would it be your view
that the Conm ssion could take theminto account in the cost

benefit anal ysis?

DR SCOTT: Wel |, Conm ssioner Rebstock | certainly accept that

it is true that in New Zealand we have been a little
different from sonme other jurisdictions in insisting that
all the benefit accrues to consumers, and indeed in other
subm ssions |'ve nade on other occasions | have certainly
taken that into account. \Wat | am arguing here, though, is
that in precisely the way you did the question of rent cones
up here, that you wouldn't be indifferent between an
econom ¢ benefit that was entirely accruing to the producers
because of the creation of rents that had their source in a
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conpetition policy intervention from one where conpetitive
conditions led you to believe that the normal interplay of
the elasticities in markets and dynamcs would |ead that
benefit to accrue nore widely in the community over tine.

CHAI R kay, thank you for that. Can | see if there are

MR

further questions for Dr Scott?

CURTI N: Perhaps an observation, | think we had a wee
conversation about whether we needed to revisit the
definition of benefits in this kind of exercise, but |
under stood your submi ssion to be, don't change the way you
go about | ooking at benefits. | thought your argunent was
there are all sorts of other extraneous argunents running
around about the nerits of this policy or that policy or
that fiscal inpact or the desirability or otherw se of
having a national flag carrier and all sorts of things. I
under stood your subm ssion to be not a revisiting of our
standard process, but, if anything, a reinforcenment to carry
on the way we traditionally have and not have the
calculations sullied by things that are not neant to be

cal cul at ed.

DR SCOTT: That's correct.
M5 BATES QC. If there's anything further you wish to pick up on

Air

the, M David, on the change to the Purpose Statenent and
how it mght affect this test, feel free to do so at the
time you are addressing the | egal subm ssions.

DAVI D I["m content, Ms Bat es, with responding to
Comm ssioner Curtin that, yes, we are saying a rigorous
application of the Conmmssion's established policy in
relation to public benefit analysis is what we are arguing
for.

BATES C. Yes, so you don't think it nmakes us --
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understood you to be saying that the change to the Purpose
Statenent with a consuner --

VR DAVI D: Qobviously the change to the law needs to be taken
I nto account.

M5 BATES QC Yes, but you don't think the approach the
Commi ssion's taken is inconsistent wth that Pur pose
St at enent ?

MR DAVID. No, | don't think it's inconsistent at all.

M5 BATES QC. That's fine. Thank you.

MR DAVID: Thank you Madam Chair, | shall nove on nowto M John
Sheridan who's going to address you in relation to the
i npact of actual conpetition in the market, using data that
he's observed at Wellington Airport and the inportance of
these effects in downstream market s.

MR SHERI DAN:  Good afternoon. My nane is John Sheridan, Chief
Executive of Wellington International Airport Limted. Just
as background, yes, |'ve been in the aviation industry now
for 16 vyears, including 12 years in senior airline
positions, and over four years as the Chief Executive of
VWllington International Airport. | was the CFO, the Chief
Financial Oficer of Ansett New Zealand for 9 years, from
the start up of the airline in 1987 through to 1996, and
thereafter | held senior positions at Ansett New Zeal and Air
Freight and Ansett Australia. In ny role at Ansett
New Zeal and | was heavily involved in decisions on aircraft
purchase, Network Strategies, and pricing, anongst many
ot her facets of the business.

The interest of Wellington International Airport Limted
or WAL as it's known in the application, our interest is,
we are directly affected by the outcone of the Comrerce
Conmmi ssion's decision on the application. A key driver for
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the success of Wellington Airport, as it is for any airport,
i s passenger throughput. Landing charges at Wellington are
based on passenger nunbers, and many of the conpany's
commerci al revenues, such as retail spend, carparking and
taxi usage, as exanples, are obviously directly related to
t he nunber of passengers who use Wellington Airport.

The proposed alliance strategy foresees a reduction in
the services through Wellington Airport, and an increase in
airfares; strategies that wll unfavourably inpact on
passenger nunbers. So the objective of ny presentation
today is to clearly denonstrate the critical inportance of
conpetition for market stinmulation and growh, and the
continuing introduction of new product and services.

l"d firstly like to background and revisit the inpact of
Ansett New Zeal and's start up of operations in New Zeal and.
| believe that this background is inportant as it so clearly
denonstrates the inportance of conpetition to the aviation
i ndustry here in New Zeal and. Most of us here today no
doubt can renenber the horrors of the donmestic aviation
market prior to Ansett New Zealand's entry. The entry of
Ansett New Zeal and resulted in a quantumleap in the service
standards and availability of discounted fares in the
New Zeal and donestic avi ati on market.

It is worth noting sonme of those inprovenents. These
i mprovenents were only brought about as a result of there
bei ng conpetition. Firstly upgraded termnal facilities,
the introduction of aerobridges, inproved service standards
such as catering on the aircraft, lounge facilities and
val et parking, to name just a few

Most inportantly the start up of Ansett New Zeal and
meant conpetition and the availability of discount fares.
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My nmenory from those days is that the average fare
dilution -- fare dilution being the actual average fare sold
by the airlines versus the full fare -- the average fare
dilution increased from 15% pre-Ansett to 35 to 40% fromthe
day that Ansett New Zealand started services. l.e. Pre-
Ansett, average discount 15%

MR PJM TAYLOR: |Is this against the --
MR SHERI DAN: The rack price, the full fare price. The day that

we started up is 35 to 40% di scount. | can also recall, and
it's worth noting, that those discounts were only avail able
on those sectors where Ansett New Zeal and directly conpet ed.

The introduction of di scounted fares imediately
resulted in a stinulation of the market. Passenger nunbers
through Wellington Airport increased by 20%in the first two
years after Ansett New Zeal and start-up operations.

At its peak, Ansett New Zealand had up to 40% market
share on those sectors where it conpeted. | should al so add
an inprovenent and mrroring what David Huttner said this
norning, we were very proud also of our smles at 6 0'clock

i n the norning.

M5 BATES QC. And a hot breakfast.
MR SHERI DAN: And a hot breakfast.
CHAIR Can | just interrupt you for a second. One way to | ook

at that is to say -- your subm ssion suggests that while the
alliance, in a sense, takes one player out of the market,
we've been told that, and | think it's probably fairly
clear, that we have immnent -- the inmnent arrival of a
fairly effective airline, and if you get such an inmediate
price reduction on the entry of Ansett on the first day, as
you put it, and an imrediate stinmulation of the narket
shoul d give you sone assurance that Virgin Blue can fairly
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rapidly have the same inpact in this market. |'d be
interested in your response to that.

MR SHERI DAN: The introduction of Virgin Blue in New Zeal and

nost definitely wll stinulate the market, and we strongly
support their entry. They have been discussing their
potential entry now for, what, two and a half years. It was

April 2001 when the Virgin Blue aircraft |anded here at
Wel lington Airport en route to Australia.

Timng on entry, the sooner the better. But the -- for
their entry to be a precondition on approval of the
application 1'd defer to ny legal experts as to the ability
to have such a precondition. But the -- our view is that
they' ve been talking for two years, if they started up in
the next three or four nonths great, but don't know the

timng.

CHAI R If they started -- if they were starting up tonorrow

woul d your concern go away?

MR SHERI DAN: Virgin Blue is not a full network airline as a

Qantas or certainly an Air New Zeal and is. They will not
have the full network, be it in timngs, be it in
destinations as the current players. So, therefore they
will -- any VBA, as we heard with M Webster, they will cone
in and they will pick and choose. They will select sectors

where they can make noney and so therefore we do have an
issue that, yes, on those sectors where there is strong
conpetition, may not have the concern, but across the whole
network there would still remain concerns.

CHAI R Isn'"t that exactly what Qantas is doing now? They

haven't exactly aggressively challenged Air New Zealand in
the market. I nmean they have picked -- there is a bit of
pi cki ng and choosi ng goi ng on.
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MR SHERI DAN: Yes, but they also have a strong alliance of
course with Origin Pacific.
CHAI R Wul dn't be anything to prevent Virgin Blue from doing

t he sane.
MR SHERI DAN: OF course not.
CHAI R So | wonder, you know, | wunderstand that there is a

timng issue, but beyond the timng issue | wonder how nuch
of a wider issue there is if we saw in the case of Ansett's
arrival here a day 1 response.

MR SHERI DAN: And of course Ansett canme in with a full network
in that -- not just the main trunk, but also on the regional
network, be it to Bl enheim Nelson right through.

CHAIR Right fromthe beginning was it?

MR SHERI DAN:  Not right fromthe beginning, but certainly within
about 18 nonths that full network devel oped.

CHAI R And we heard from Virgin Blue earlier today that they
thought within tw years they will have established -- if
they can effect entry and if they're able to expand -- they
woul d expect it to take up to tw years for them to
establish a network.

MR SHERI DAN: But they will be focusing purely on jet services,
as David nentioned today, they're not into the regional
network, and flying regional services in their own nane.
They may have sonme relationships they nmay not. But they
certainly wouldn't have the sane rel ationships, for exanple,
between -- as we had at Ansett, where you have inter-Iining,
where you have your baggage checked through on the sane
reservations system sane boarding pass and the |ike.

CHAI R I know that I've interrupted you, but just one | ast
guesti on. How do you view the difference between having
what we've ternmed as the factual and the counterfactual ?
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The factual being, one, the alliance and Virgin Blue
entering, let's talk about in terms of the way we've been
tal king about it today; and the alternative of having both
Air New Zeal and and Qantas conpeting head-on with each other
and with Virgin Blue. How do you see the differences
between those scenarios in ternms of the extent of the
conpetition and market stinulation that would occur?

SHERI DAN: Which markets are we talking about? Are we
tal king about the donmestic or on the Tasnman, because it

could be rather different between the two.

CHAI R I think it would be helpful if you tal ked about both
gi ven your experience thank you.

MR SHERI DAN: Vell, let's firstly talk about the Tasnman. In
respect of the Tasman the -- there is strong conpetition
obvi ously between Qantas and Air New Zeal and. One of the

Air

benefits of having both players there as separate entities
currently is that they represent the tw alliances
t hroughout the world, being One Wrld and Star Alliance.
And shoul d of course there be an alliance between Qantas and
Air New Zeal and then there is the question mark as to shoul d
one of those alliances di sappear.

So, if Virgin Blue cane in as a third player we would
have confort in that we've got the retention of the two
current alliances, plus also Virgin, as we nentioned this
norning, or as David nmentioned this norning, was they wll
pi ck and choose, they will potentially open up new routes,
they may go for exanple from Wellington to Coolingata which
currently doesn't have a service. They may go from
Wl lington to Adel ai de and create new narkets.

So, | believe that should there be three operators in
the Tasman out of Wllington and that should Virgin Blue
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pi ck and choose and to create new markets, yes, there could
be room The factual of where you ve got Air New Zeal and
and Qantas forming the alliance, | have a concern wth
respect to -- | can cone -- if | may, that's covered in the
presentation later on if | may.

CHAIR That's fine, please, go ahead.
MR SHERI DAN:  Thank you. In the period of the mid-90s through

to 2001 there were very few initiatives l|aunched in the
market. Nor was there any change in the capacity offered by
either Air New Zealand or Ansett New Zealand, and as a
result domestic market growth in the seven years through to
Novenber 2002 averaged only 10.3% per year. The description
of it being a benign conpetitive environment donestically
over this period is certainly apt.

This period was dramatic, however, in that it included
the Ansett pilots dispute in 1999, the receivership of
Tasman Pacific in 2001, the start-up of Qantas airways
donestic services in New Zealand and the growh of Oigin
Pacific.

The recent nodest growh pattern changed dramatically in
Novenber 2002 with the introduction of the Air New Zeal and
Express product. In the past nine nonths, Novenber 2002
through to July 2003, donestic passenger nunbers at
Vel lington Airport have increased by an average of 8.9% over
the previous year on an annualised basis. That is the
hi ghest rate of increase since 1987, when Ansett New Zeal and
started operations.

As per data sourced from Statistics New Zeal and
donmestic airfares have had various significant increases
over the past decade. W believe that these fare increases
woul d have been a reason, a nmjor reason potentially, for
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the very nodest domestic growh from the md-1990s. I n
peri ods when fares have reduced, notably in 1987 and 2002,
t he mar ket has junped.

So, in sunmmary, donestic nmarket changes over the past 16
years reinforced the obvious fact t hat ef fectively
conpetition is an essential elenent of market growh and
servi ced product enhancenent.

M5 BATES (C. I mght just interrupt you there, because | --
when you say Qantas Al rways Donestic started up in 1999, you
nmean the Qantas New Zeal and conpany do you?

MR SHERI DAN: No, the Ansett pilots dispute was in 1999, the
start-up of Qantas Airways domestic services was in 2001.

M5 BATES QC. 2001. When was it that Ansett |eft New Zeal and?
MR SHERI DAN:  Ansett New Zeal and was sold out to Tasman Pacific
and Tasman Pacific went into receivership in April 2001.

M5 BATES QC. Yeah, can you give us any clue as to why you think
that happened? No? I mean in so far as it provided
conpetition it didn't have staying power did it?

MR SHERI DAN: VWen | left Ansett in 1996, that's Ansett
New Zeal and the airline, in fact in that year and in the
previous year we made a profit. The years subsequent to ny
departure -- like Ansett Australia, you can't point to any
singl e one event or reason, and it is often a conbination of
a dozen reasons, e.g. the exchange rate novenent, we had the
Ansett pilots dispute, and the Ansett pilots dispute was
crippling, 1 believe, for Tasman Pacific. Prior to the
pilots dispute on services with where they conpeted they had
mar ket share through Wellington of about 40%

Post pilots dispute they -- that narket share canme back
to about 33, 34% but over the subsequent six nonths they
had issues with manning of aircraft and cancellation of
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aircraft. It turned off a ot of their market, the business
market in particular, when people had cancelled flights, and
you found that their market share went down to about 28,
29%

So, their market share prior to receivership dropped
from 40% down to 28% That 12% if you took it across the
whol e of their revenue base, would have been about 30 to $40
mllion. That 30 or $40 million, 70 or 80% of that would
have conme off the bottom i ne.

M5 BATES C. Thank you, just one nore thing. Wen was the
period of benign conpetition?

MR SHERI DAN: I'"d suggest about m d-96/97 when we saw no great
initiatives you could say in the market, no great pricing
initiatives and very little gromh, would be about the 95/96
t hrough to early 2000.

M5 BATES C. Do you think that had anything to do with the
dem se of both Ansett and its successors?

MR SHERI DAN: And the lack of growth in the narket.

M5 BATES (C. Wiy was there benign conpetition, why did that
happen?

MR SHERI DAN. That was post ny departure so | couldn't comment.

M5 BATES QC. You couldn't coment, you don't know?

MR SHERI DAN:  No.

CHAIR Can | just ask one followup question. This period of
hi gh growth, how rmuch of it do you think is the introduction
of Express as opposed to just some general recovery, to
catch up from --

MR SHERIDAN: This is in the |l ast nine nonths?

CHAIR  Yes.

MR SHERI DAN: My intuition would be that 90% of it would be

because of the introduction of the Express product.
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CHAI R Rat her than a catch up froma bit of a downturn in the

airline business?

MR SHERI DAN: Correct. It's all about price. If we were to

turn to the international narket, for a period of 10 years
from the md-1980s, the bulk of international services to
Wellington were codeshared between Air New Zealand and
Qantas Airways. Market growth over this period was linited
with a very sluggish annual growth rate of 4 to 4.5% The
codeshare -- this is sluggish by international standards and
i nternational standards into New Zeal and.

The code sharing arrangenent was discontinued in the
m d- 1990s, when full and effective conpetition conmenced out
of Wellington between Air New Zeal and and Qantas Airways on
the Tasman. This conpetition resulted in a substantial
uplift in flight frequency with the substitution of the
Boeing 767 aircraft with the smaller 737 aircraft on our
nost i nportant Tasman sector Wellington-Sydney. Frequency
to both Mel bourne and Bri sbane al so i nproved around the sane
tinme. A survey of Wellington business |eaders in 2000
conm ssioned by Wllington Airport identified frequency of
service as being one of the nost inportant issues for the
busi ness nar ket .

In contrast to the substantial increase in domestic
fares, international fares have remained relatively flat,
hi ghlighting the presence of effective conpetition in the
market in the recent past. International fares in fact have
increased by only 4% over the 16 year period of 1987 to
2003, contributing no doubt to the robust international
passenger growth through the m d-1990s.

The elimnation of code sharing, the introduction of
effective conpetition and an increase in flight frequency
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resulted in a sustained growth in the international market
over the 5 years through to late 2000 of 55% An annua
average of 9.2% in contrast to the 4.4% growh over the
peri od of code sharing and | ow frequency.

International services to Wellington have been cut back
in the past tw years with a consequential decline in
passenger nunbers. But it is interesting to look at the
gr aph and note the i nterrel ationshi p, the obvious
interrelationship there between services and passenger
nunbers.

Turning to the factual scenario --

MR CURTIN. | just wonder if | could follow that up. No great

change in international fares, steady increases in donestic
Is the picture you' ve shown. Wul d you care to hazard an
explanation to as to why you see those different patterns
happeni ng when you'd assunme that a lot of the drivers like
aviation fuel and everything else and | abour costs would be

common on both sides?

MR SHERI DAN: I don't know the costings of the individual
airlines in question, so | can't think -- make expert
opinion or coment on the drivers, but from a nmarket
perspective, or ny intuition wuld be that there was nore
conpetition on the Tasman than there was donestically.

MR CURTIN:. [I'Il leave it there for now, thank you.

MR SHERI DAN: Turning to the factual scenario. The NECG first

Air

report details a scenario of reduced international services
for Wellington Airport. The Applicants' case is based on
substituting international frequency with larger aircraft
and presumably a code sharing of services; in fact an
identical scenario to what we experienced in the early
1990's when growth was stifled. It is believed also that a
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stated aimof the alliance is to inprove yields for both Air
New Zeal and and Qantas. And inprovenment in yields of course
nmeans only one thing, an increase in average fares.

The managenent of schedules, yield inprovenent and the
network will be sinply managed through a proposed single
control group. Regardl ess of how it nmy be described the
factual scenario is an effective elimnation of conpetition
between two airlines that carry over 90% of passengers that
use Wellington Airport.

M5 BATES C. | suppose as you would have heard the discussion
bet ween Professor Ergas and nyself about what he called the
conservative nature of the nodelling he did, which was to
| eave the VBA entry out of the picture; if you add that back
in, what do you then say about the propositions that you put
forward here?

MR SHERI DAN:. O course if you overlaid a Virgin Blue into this
scenario, yes, the red line there will wupturn and as such
will stinmulate the market, which is why we are fully
supportive, and always have been for the last 3 years, or 2
and a half years, of Virgin Blue's entry and al so supportive
of the expansion of services of a FreedomAir. The true VBA
with a strong network and strong presence. Most certainly
it would inpact, but without the entry as you can see there
in the graph, the inpact -- the likely inpact is obvious in
respect of where the passengers nay grow.

M5 BATES QC Now listen, do you think that the Express fares
had nothing to do with the inmm nent entry of a VBA?

MR SHERI DAN. Sorry, say that again?

M5 BATES QC. Do you think that the Express fares had nothing to
do with the imm nent entry of a VBA?

MR SHERI DAN: I'd be speculating as to the strategic views of
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Air New Zealand and |I'm not going to turn ny mnd or
specul ate as to why they have done it. No I1'd prefer not
to.
BATES QC. | can see why.

PJM TAYLOR If you go back to the previous slide, dot point

3. Wuuld it not also be the case that fares could be held
constant and if load factors increased that vyields would

i nprove? Have | got the wong end of the stick?

SHERI DAN: Yields are only per passenger per RPK, revenue

passenger kilonetred, so yield is average fare per person.

PJM TAYLOR: So a definitional issue?

SHERI DAN:  Yes.

PJM TAYLOR: kay t hanks.

SHERI DAN: Just sone market observations with respect to
Freedom Air. It is worthwhile meking several observations
on the inpact that Freedom Air has nade in the Wellington
avi ati on market. Freedom Air operated donestic services
through Wellington from My 2001 to Septenber 2002,
following the receivership of Tasman Pacific. Freedom Air

then replaced Air New Zealand services to Brisbane from

Oct ober 2002. In neither case did the introduction of
Freedom Air services produce any noticeable stinulation of
demand. Having a |limted nunber of services and a |ack of
brand penetration, | would suggest, in the Wellington market

woul d appear to be the reasons behind Freedom Air having a
limted inpact.

So Wellington International Airport strongly believes
that pricing and sufficient narket presence are the Kkey
mar ket stinulants, therefore we would wel come and encourage
t he expansion of Freedom Air services, along with the start-
up of any other VBA
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So in concluding, 1've highlighted several fundanenta
changes and conpetitive initiatives in the aviation market
over the past 16 years that have stinmulated the industry,
nanely the start-up of Ansett New Zeal and, commencenent of
effective conpetition out of Wellington from the Tasman in
the md-1990s and the introduction of Ar New Zealand
Express donestically in Novermber 2002.

These market changes reinforce the obvious, that
effective conpetition is the critical essential elenent for
mar ket growth and product enhancenent. The introduction of
the Air New Zeal and Express product is great for the narket
and we applaud that initiative. However, to suggest that
that is it, is wong. As Ceoff Dixon stated, the industry
must continue to re-invent itself.

It is conpetition that drives reinvention, not just in
pricing, but in market product offerings, service standards,
equi pnent , schedul es, capacity and network. W t hout
conpetition or even in a benign conpetitive environment,
there is no incentive to nake change. Continuing change is
essential for Wellington to remain conpetitive in the world
busi ness, tourism and to be an attractive city for its
residents.

It is therefore with serious concern that we contenpl ate
a reduction in services as suggested in the NECG report, and
an increase in average fares. This concern on conpetition
is obviously fundanental to our objection to the
application. The proposal will result in the elimnation of
conpetition between Air New Zealand and Qantas, the two
airlines who carry over 90% of all passengers who use
Vel lington Airport.

And | would just finish up by making conment in respect
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of the inpact of reduced conpetition on the WlIlington
region. In tourism tourismis a conpetitive industry. |If
fares to a location are higher, or availability of seats or
hol i day packages are limted, then that |location will becone
unconpetitive and will miss out in favour of other regions.

If a city is nore expensive to transact a business from
or there is a lack of airline services to that city, then
busi nesses will relocate their business elsewhere. These
I ssues are obviously vital for businesses in reaching a
deci sion on where they nmay set up a head office, or whether
they should expand their current facility.

In today's environnment city mnust be conpetitive to grow

and to prosper. Thank you.

CHAIR  Thank you M Sheridan, just a few questions and then we

will break for afternoon tea. You nmay have heard the
suggestion in earlier proceedings that the Fifth Freedom
carriers that fly into Auckland provide constraint, even in

the Wellington and Christchurch Trans-Tasman nmarkets, and

I'd like your view on that, given your own background
pl ease.
MR SHERI DAN: | didn't actually hear the statenent made, but |

heard David Huttner's conmment this norning and I woul d agree
with his, that | find it difficult to believe it would have
a significant inpact on the fare structure out of Wellington
Ai rport, out of Wellington.

CHAI R The other question | wanted to ask you, it has been

suggested to us that New Zeal and can't support nore than two
airlines and if Virgin Blue enters sonebody's going to go
and it's going to be Air New Zealand, and it may not happen
overnight but it's gonna happen, and |1'd like to get your
vi ew on that proposition?
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1 MR SHERI DAN: Well, when Ansett New Zeal and started up in the

2 first, certainly 5 years, we had tough tinmes and we | ost
3 |l ots of noney, but, yes, in 1995/96 we nmde profits, and
4 thereafter -- after ny departure -- be it with market share
5 i ssues as well as cost issues, that turned into |osses and
6 finally receivership.

7 Could the New Zealand donestic narket support three
8 airlines, three full airlines, major airlines? M intuition
9 woul d say no. On the Tasman | would suggest yes. As |
10 expl ained previously with the new sectors that a VBA could
11 generate, | believe yes.

12 CHAIR G ven your view about the donestic market, it seens to
13 nme that you may al nost be suggesting we take a fairly short-
14 term view, which is don't allow this alliance to go ahead
15 because it will have an adverse effect on conpetition; but
16 at the sanme tine you don't expect nore than two airlines to
17 necessarily survive in the donestic markets. |f they're not
18 going to survive, it seens to nme that as long as you have
19 entry are you any worse off than you will be in the scenario
20 where you can't support three airlines?

21 MR SHERI DAN: The factual scenario is it's not preconditional on

22 athird airline comng in

23 CHAIR | know that, but let's -- | think things have noved on a
24 little bit, to be honest, since that factual was witten.

25 MR SHERI DAN. Wl | --

26 CHAIR | mean that's probably an interesting thing to put to
27 you as well. You've indicated, and | think this is part of
28 t he Conmi ssion, where we got to when we wote the factual
29 was Virgin Blue had been talking a long tinme, but we didn't
30 actually see them com ng across the Tasman; but there's been
31 a strong case put forward that now it's clear that they are
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going to enter and they'll be in New Zeal and by Chri stmas.
Do you dispute that general view? How nuch confidence do
you have that Virgin Blue will enter the Tasman and cone
across on the donestic --

MR SHERI DAN: I"'m not going to speculate as to timngs and
entry, that is for them We certainly are supportive of
their entry.

CHAI R G ven your own position at Wellington Airport, | would

suspect you'd know whether it's gotten nore likely or not in
recent peri ods.

MR SHERI DAN. We are different from an Auckland Airport. A new
entrant like a Virgin Blue could start up at WlIlington
Ai rport tonorrow. There are check-in counters avail able,
there is a conmmon baggage neke up area, there are gate
positions available, so therefore the need for Virgin Blue
to cone and talk to us in detail is not there.

CHAIR  Ckay, | accept that point. | just wondered if you had
anything further to say about the other issues |'ve put to
you.

MR SHERI DAN: No, our presentation and our view of the world is
with the factual as we saw it.

CHAI R kay. Can | just see if there are further questions?
[No conments]. (kay, what | would like to do is break for
afternoon tea, and suggest that we reconvene at 10 past 4
pl ease and we'll continue with this -- sorry we'll be back

at a quarter past, thank you.

Adj our nnent taken from4.00 pmto 4.20 pm

CHAI R Can | ask everyone to please be seated. I'd like to
reconvene this session and before we return to the Infrati
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1 presentations, there have been questions about how late we
2 will be going tonight. W wll be finishing at 6.15
3 tonight, and | am proposing to start the session tonorrow
4 nmorning at 8 o'clock and I'm assumng that we will be going
5 in the norning again with the current presenters. |'m sure

6 it will take additional tine.
7 MR DAVID. On ny estimation, | think we'll probably run about an

8 hour into tonorrow norni ng, naybe an hour and a half.

9 CHAIR Okay, that's fine, thank you. We'Il take whatever tine
10 is required. This is the closest to being on tinme we've
11 been all week, so okay.

12 MR DAVI D For the benefit of those that don't want to cone in

13 the norning, it will be the lawer that is speaking, so
14 those who want a late start. ..
15 CHAIR "Il just <check if there are any questions for
16 M  Sheridan before we go on. I think we've asked the
17 guestions we had, thank you M Sheridan. W'I|l go on to the
18 next part of your presentation.

19 MR DAVID: Indeed, | think the next part will probably deal nore

20 directly with the question of potential conpetition, the
21 i npact of potential conpetition in particular fromthe val ue
22 based airlines. | turn to M Phil Wl ker to address hinsel f
23 on that subject.

24 MR WALKER: Thank you. Thanks for the opportunity to speak this

25 af t er noon. Basically the purpose of ny presentation is to
26 critique the Applicants' case for the entry of VBAs, and
27 essentially that case is that one, a VBA will cone, nost
28 likely Virgin; that it wll be successful by way of being
29 able to set price and capture a market. In doing so, it
30 will in fact erode the prospects of Ar New Zealand,
31 ultimately leading to its collapse, | guess, wth the
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overlay of what Qantas mght be doing as well, but the
argunent in the VBA paper seens to be that alnbst Air New
Zealand is fatally doomed with the on-set of VBA, and that
the alliance arrangenent is a better solution, settling down
a market where there is one full service airline and one
VBA.

VWhat ny presentation hopefully will comunicate is that
there is another view, and perhaps another story and that's
based heavily on experience that we've had in other parts of
the world, particularly Europe and you'll see that favour as
we go through the presentation; |eading to a conclusion from
our point of view that VBA entry will be good, and it wll
stimul ate sizable volume increase in the market.

So, we shouldn't just Ilook at existing markets in
deciding whether things can work or not, we should be
| ooking to what can be done. 1'Il also make the proposition
that Virgin won't be the same kind of killer brand that's
often associated with all VBAs. | think there's sone
di scretion you need to apply in |looking at VBAs, and | don't

think Virginis at the -- as | say, the category killer end

of the scale and 1'Il explain nore about that as we go
al ong.

Thirdly, 1'm going to explain that | think Ar New
Zeal and is pretty well equipped to tackle whatever this VBA
m ght be. It's not a foregone conclusion it wll fail in
the battle and I'll give sone exanples as to that thinking.

So that, overall we think that an alliance will be bad

for the aviation market in New Zeal and and for the comunity
nore generally and lead to a stifling of the conpetition and
importantly innovation in the aviation market. 1'Il cone to
that very shortly.
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Just a little bit about ny background, because | think
it's inportant to establish sone credibility in this area;

"Il do my best. As was indicated earlier, 1 head up
the Airports Goup with Mrrison & Co, so Mrrison & Co
being the nanager of Infratil, basically carries the

responsibility for finding infrastructure assets to invest
in, and ny role is to head up that Airports Goup within
Morrison & Co. So basically charged with finding airport
assets in different parts of the world, nmanaging the
acqui sition process and then |ooking after them as ongoi ng
trading units. So, | sit on the two boards of the airports
that we currently own.

|"ve had 32 years in aviation, | had 20 years wth
Qantas in Australia. | joined as a cadet industrial
engi neer and conpleted an Engineering Degree and then a

Post graduat e Managenent Degree at the University of New

Sout h W4l es. |"ve worked in a w de range of operational
commercial and corporate areas at Qantas. | spent nany
years in a research and -- operations research and

optimsation sort of role looking at the scheduling of
things like airplanes, air crews, and | ooking at forecasting
traffic levels and analysing optinmal allocation of scarce
resources to sort of attack those traffic patterns.

Also, a lot of work in areas |ike manpower planning and
airport operations. I ended ny time with Qantas running
Australian airports for three or four years and that in turn
led to becom ng Chief Executive at Brisbane Airport for the
Federal Airports Corporation where | becane a supplier of
airport services to Qantas. And at Brisbane where | was
Chi ef Executive for about seven years we dealt wth things
like the single aviation policy that was coming through in
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the early 90s, |ooking at converting potentially the Tasman
to a domestic sector

W had a lot of tinme with Air New Zeal and in Brisbane at
the time looking at their plans to hub through Brisbane and
take advantage of their new found oncarriage rights and we
were trying to build a new international termnal at the
time, so it was very relevant whether these were going to be
donmestic airplanes arriving and going to one, termnals or
I nternational s.

So, | guess the nessage there is, even though I was an
airport operator we're very intimately linked to airlines in
t he process. Since 97 |I've worked for Mrrison & Co and
["Il explain little bit about that work in just a m nute.

Just turning to what are we trying to achieve,

nmenti oned before it's to take a look at the airlines case

for VBA entry. But | want to firstly, | think, provide an
overview of Mrrison & Co and Infratil and the work we're
doing in Europe with |ow cost carriers. 1'd like to spend a

little bit of time just trying to have a |ook at VBAs and
make this point about, they're not all the sane and try and
position, particularly Virgin, and |1 think make sone
comments about Air New Zeal and in doing that.

Then I'd like to go to the European aviation market and
| ook at the inpact there of |low cost carriers, particularly
what they've done to volunes, to vyields and to
profitability. This work will contrast sonmewhat with what's
been shown in the proponents' papers based on the Anmerican
market and 1'Il talk about some of the reasons there m ght
be differences there.

Then | what to finish by sort of com ng back to, where
is Air New Zealand today as a so-called network carrier or

NZ/ Qant as Aut hori sati on Conference 21 August 2003



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

740

Infratil

full service carrier, and what are their options for trying
to meet both the FSA, the full services requirenents as well
as conpeting in a val ue based environnent.

So, just a little bit about Mrrison & Co and airport
activity; essentially we've worked in this part of the
world, Australia and New Zeal and, through the late 90s,
participating in the phase 1, phase 2 privatisation of
Australian airports. And during that process we |ooked at
many but ended up owning half of Perth, Alice Springs and
Darwin Airports. And then in 98/99 was primarily focused in
the New Zeal and market |ooking at Wellington Airport. W
actually at one point in time did quite a ot of work on
Auckl and Airport, there was sone prospect it mght have been
sold through trade sales, so we actually studied that quite
closely, although we didn't eventually participate in the
public float.

Since late 1996 we've had an office in London and now
Berlin, fromwhich we have been studying the UK and European
mar ket -- aviation market. W realise that opportunities in
this part of the world were conmng to an end and we needed
to be sonewhere else if we wanted to continue to invest in
airports. And our office in London spent a lot of tine
| ooking at the aviation market. What part of the narket
should we be in? Full service airlines in big airports, or
should we be in the val ue based sector in small airports?

W actually had close experience in both. W spent
nearly 15 nonths trying to buy Hanmburg Airport, which is
clearly a primary airport with all of the issues of big
airlines and that sort of issue. And, as it turns out, in
January 2001 we bought G asgow Prestw ck which is an airport
about 35 nmles outside of dasgow and conpetes with the
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intercity airport Abbotsinch in G asgow.

Since we acquired Prestw ck, happily, the value based
market has lifted significantly, and we have now -- we
bought it wth about 700,000 passengers a year, and this
year we'll do about 2 mllion, so we're seeing sone of the
I npact of this rapid growth in market.

Ryanair is a very inportant custoner and we have a | ot
to do with the way they run their business and their
expectations and needs, both operationally and commercially.
In | ooking at other airports around Europe, and we're active
in Germany particularly, but Italy, Belgium Ireland, we
spend a lot of time talking to carriers of all sorts, but
particularly value based carriers about what are their
expectations of assessnments of markets, what are their
econom c requirenents, and in that way have really got a
pretty reasonable understanding of at |east what drives a
fair part of their business.

Anyway, | guess the overall point here is that, if
you' re buying airports, the key value driver for an airport
is obviously the airline, so you better understand them
reasonably well if you expect to succeed. So we invest a
lot of tinme in looking for airports to buy, but also in
trying to get the best out of the ones we own to make sure
we understand what's happeni ng.

| probably don't need to spend nmuch tine on this slide.
| think I summarised it just as we comrenced here, that
eventually the airline case is that Air New Zealand is at
risk; Virgin's on its way, it will do a lot of danage by
capturing or setting prices by taking narket share and
eventually eroding profitability, and that as a result sone
other action is nore appropriate; that is forman alliance,
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reduce the equation to one full service, one VBA and
per haps everyone wll be happy. W have a, | think, a

di fferent view of that.

The next slide is about VBAs. There's a tendency in the
airline proposal just to use a single categorisation of
VBAs, that a VBA is a VBA and creates the sane threat no
matter what. Wat | want to point out in this slide is that
that is not the case, there are definitely levels of VBA
some of which are truly category killers that should be
feared and will do significant damage if you try and conpete
with them others alnost downgraded, you know, there's a
spectrum of airlines here, and sonme are pushing nore --

clinmbing up the scale toward nore of a full service airline,

and 1'Il sort of make that point in a mnute, but
essentially the -- those that | would categorise as the |ow
|l ow, cost agents; and | think the two good exanples in

Europe are Ryanair and North Anerica Southwest, do all of
the wusual things that you hear about with VBAs; single
ai rpl ane, point-to-point, quick turnarounds, no food, those
sort of things; but they've got an overlay of further
refinenent of what they offer and further discipline their
cost control that sets them a quantum above or below their
conpetitors.

And in the case of Ryanair particularly, it is a very
very strong focus on secondary airports; they're at d asgow
Prestw ck not Abbotsinch. You' |l see in another slide or
two's tine that in a way that creates alnpost the critical
di stance between them and easyJet in ternms of cost
structure.

But further people |ike Southwest and Ryanair have got
absolute sort of focus on the things they do and have not
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drifted from the core, and | think sonme of the other
airlines, as you can see down the page, are starting to add
sonme extras, |ike loyalty programmes, I|ike sone sort of
snacks on board, they mghtn't be neals, but there's
somet hi ng there. Some degree of connectivity; you can
actually go from Adelaide to Tullamarine and not see your
bag at Melbourne -- sorry Adelaide to Launceston through
Mel bourne w thout needing to collect your bag. You j ust
couldn't do that on a Ryanair network.

If you're going from A to C through B on Ryanair you
must collect your bags as an arriving passenger, walk
upstairs and spend anot her hour checking in. There's a very
clear discipline that applies, and people like Ryanair,
despite the inclenent weather of Europe, refuse to use
aerobridges. They can be there but they don't want to use
them they want to be able to | oad passengers at the front
door and back door at once so they can achieve a 20 mnute
t ur nar ound. Doesn't matter if it's snowing, they've got a
turnaround obligation and to get the utilisation up for the
day they want 6 or 7 sectors a day and they've got to do
that sort of thing.

| think Virgin at Brisbane started out with the sane
arrangenent, but they've now been offered Ansett termnals
around Australia. You know, okay, we're carrying nore
busi ness passengers, so we'll connect an aerobridge now and
just load through one door. All of these things start to |
think alnost cloud the difference between a pure |ow |ow,

cost VBA and soneone that's com ng up the val ue chain.

CHAIR Wiy do you think the reason, on a percentage basis, the

difference in cost structure mght be between these two sort
of varieties? Do you cone to that? That's fine.
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MR WALKER: | do attenpt to quantify it on the way through, but
ny basic nessage is, certainly you should treat Ryanair and
Sout hwest with respect, and they are dangerous. The others
are doing different things in slightly different markets.

JetBlue, for exanple, has got an average sector |ength
twi ce that of Southwest, and the Southwest sector |ength of
800 kilonetres is identical to the Ryanair sector length; 3
hours is about it. Wereas others are transcontinental and
they've got leather seats and in-flight TV, and it is a

di fferent product.

They're all called VBAs, but | think in |ooking at
what's going to happen in New Zeal and, you need to think
nore deeply about exactly what sort of product will be used.
My assertion | guess is, at the bottom there, Virgin Blue

are not in the low | ow cost category, they are higher than
that, 1'd basically pair themw th easyJet in terns of their
operati onal behaviour. They are interested in the business
market, they are happy to serve main airports at Sydney,
Mel bourne, Perth, Brisbane and to conme Air New Zeal and.
They do carry sonme overhead Virgin, by way of some of their
sales are through an agency network on which they pay
conmm ssion, Ryanair wouldn't do that.

They do have interline agreenents. Absol utely Ryanair
woul dn't have arrangenments with United or Rex Aviation for
transferring their passengers from a local flight to an
i nternational flight. Virgin Blue has now introduced blue
roons, their lounge in quite large areas of space and quite
el egant | ooking terminals; there'll be an overhead there
both in ternms of getting in and maintaining. They' ve
confortably now settled into Ansett termnals in Australia,
in quite confortable surrounds. Again, there'll be a cost
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to that, and | haven't got any direct -- |'ve read that
they' re also considering |loyalty programes.

The point being that they are comng up the cost chain.
Contrast that wth A r New Zealand through its Express
products, both donestically and now Trans-Tasnman. Mor e
inmportantly, contrast it to Freedom which is effectively
taking Air New Zealand down in its cost structure. So
you've got | think Virgin rising, Air New Zeal and becom ng
nore and nore conpetitive through its innovation. So, at
the end of the day the assumed wi pe out that's inherent in
the airline codes, | don't think can be that quickly

concl uded.

MR CURTIN:. Just a point; one small question. How does Jet Bl ue

manage to have that val ue proposition and stay |ow cost?

MR WALKER: What is low cost? They are different to, if you

like, some of the traditional <carriers in their cost
structure, but if -- all 1'"m doing here is, |I'm not trying
to make the conparison so nmuch to the full brand carriers,
the full service carriers, nore just trying to pull apart a
little bit the detail of the value based carriers. And |I'm
not even being critical of them it's probably working
commercially. But the point is, if JetBlue were to cone to
New Zeal and with their product where they're |ooking for
sector lengths of 1800 kilonetres and, you know, it may not
work, you better nmke sure you' ve got the right style of
VBA.

And, | really think nmore than anything a three hour
sector length -- you know, the really dangerous proposition
for New Zealand and Australia would be a Ryanair, | think
structurally there are problens. |It's hard to have a second
airport in Sydney or Ml bourne to offer Ryanair or whoever
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it is that capability, but that would be where the real
fundanental threat m ght cone.

I"d now like to just think a little bit about the
New Zeal and aviation market, and | mght just conme back to
some of the questions that were posed to John along the way
here. And, all I'mtrying to do here is to break it up into
elements that mght fit the VBA type product. You know,
where is, if you like, the threat? Were is the market for
a VBA operator?

What |'ve done here is separated out international into
| ong haul which would be oncarriage to say Asia, Europe or
Nort h Anerica from the Trans- Tasman el ement of
international, and then donestically 1've tried to |ook at
trunk, which would be pretty much jet operation, separating
that from regional and provincial, and nmy basic thesis is
that it's the mddle tw that provide, if you like, the
mar ket opportunity for VBA

The first one and the |ast one, you have people |ooking
for nore connectivity, nore convenience in their judgnent
about who to use, so price is not all critical in the case
of international |ong haul. People will put a value on a
bi gger seat nore -- sonething to eat, perhaps the
conveni ence of not seeing a bag in London, those sorts of
things, that's a full service target, and at bottom end
simlarly, if you' re conming fromlnvercargill or sonewhere,
you don't want to wait until Wdnesday for your flight.
You'd like to be able to go once or twice or maybe three
times a day. And, given the sort of aircraft that VBAs use,
and the sort of frequencies they «could put through
Invercargill, that m ght be a consequence e of trying to put
a VBA through a regional sort of area.
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Now, the New Zeal and avi ation market is about 20 million
people a year, and in Europe after 6 years of value based
airline; started in 97 with deregulation, they' ve achieved

about a 10% penetration of the total market. 10% of 20
mllion is 2 mllion, there are -- so that, on today's
market -- there's a 2 mllion market, if you like, inplying

t he European i npact. So, that a question is, what happens
to the 18 mllion if the total market's 20, 2 are a target
for VBAs, what happens to the 18? There's a |ot of people
appl ying the European ratio that don't get serviced, if you
l'i ke.

Now, you can go to North Anerica where Southwest has
been around for 30 years and VBAs are about 25% of the North
American market at the nonent. So, if you apply 25% to 20
mllion, you' ve got 5 mllion people being served by VBAs;
what happens to the other 157

My point is that there is an awful lot of people in the
international long haul and in the donestic regiona
provincial that won't necessarily find their answer in VBA,
and al so the experience has been in Europe and North Anerica
that even people in the mddle often choose sonething nore
than just the point-to-point travel to neet their needs, and
these would be business people who want sone other
conveni ence; they'll be private people who have to be there
on Saturday for the wedding, they can't go on Wednesday.

So, | think international experience, and even just the
first pass of the structure of the New Zeal and narket has
got to bring sone caution about one full service; one VBA
serving all the people. | think there'd be a |arge slice of
the market would only have one choice, the full service
carrier in the New Zealand nmarketplace, because the VBA
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product wouldn't fit their need.

CHAIR  That probably depends how far the |ikes of Virgin Blue

goes towards the -- and it appears from what we've been told
that they are not going quite that far to a full VBA nodel

or the low, low cost nodel. They're attenpting to sort of
neet the l|ocal needs and, to that extent, it probably
danpens that effect, | would imgine.

MR WALKER: There's a couple of issues. One is what size are

these markets and will it suit the nodel of VBA 737s decent
frequency and so on. Many of the destinations just won't.
Then there's the overlay of what's inportant to Virgin;
where are they going to get their best yields? They'll have
scarce resources, where will they put their airplanes? WII
they put nore frequency on Sydney-Mel bourne or start a
servi ce between Wellington and Dunedin? They are questions
they will take conmercially -- there may be a basic narket
there, but they mght put a priority somewhere el se.

Rat her trying to prejudge where Virgin mght go in terms
of penetration of the total market, at the nmonent | prefer
to rely on what's happened in other markets and what | evel
of penetration have they had there. | think that experience
is, a lot of people are yet to find that VBA fully serves
their need. I'mgoing to talk nore about VBAs in a mnute.
| think it's a great story, but a lot of it is about new
busi ness; new travellers. [It's not existing the nmarket base
that we're playing with alnost, it's the creation of new

opportunities for people to travel.

CHAI R Can | just followup on this point though. You' ve

conpared and | ooked at what happened in Europe and in the US
and the extent of penetration, but it mght be arguabl e that
the country actually that we're nost likely to be simlar to

NZ/ Qant as Aut hori sati on Conference 21 August 2003



749

Infratil
1 in ternms of the situation in New Zealand is Australia, and
2 the penetration seens to have been nuch higher there in
3 terms of that VBA experience, and | just wonder if you could

4 conment on that.
5 MR WALKER Dangerous as it mght be, a first sort of reaction

6 is that Virgin got a huge kick-on when Ansett ceased
7 operating and, you know, whether one calls the other or not,
8 | think there'd be many that would say that Ansett was
9 affected by things beyond just the arrival of Virgin in
10 ternms of, you know, its |lack of sharehol der funds over tine
11 and its ability to make the right commercial decisions in a
12 timely manner and nove on. There was lots of time |lost for
13 all sorts of reasons, years leading up to what finally
14 happened in terns of where nanagenent attention was and what
15 was the mission for the organisation in ternms of innovating
16 and noving forward versus surviving or staying put. And |
17 think it was al nost inevitable whether it had been Virgin or
18 Jack Frost; at the end of the day as soon as you | ose 40% of
19 the Australian capacity soneone's going to be in demand and
20 Virgin were there and took advantage of it.

21 In a way it's a reasonably -- you know, it's a single
22 effect com ng through as opposed to what would happen in a
23 nore broader sort of --

24 CHAIR | understand that point, but if | understand what you're
25 saying to us, is that this result in Europe and in the USis
26 a bit demand driven dependi ng what consunmers want and that
27 there's limt.

28 So, if that was the case | would have expected in
29 Australia for them to have that initial effect from the
30 coll apse of Ansett. But then | would expect it to dimnish
31 as people shifted back to the type of service that, as you
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suggest, they mght prefer. And |I'm not sure that we're
seeing that pattern.

MR WALKER: Well, | nmean, | used Virgin many tinmes after the
Ansett coll apse because | couldn't get on Qantas. It was a

question of if you want to fly you' ve got to take what's
there, and |I'm not sure that people were nmaking their first
choice; they were often taking their only choice.

CHAI R What |'m saying; by now Qantas surely has put on
additional capacity in Australia itself, and you' d expect
then to see Virgin to start |losing market share to Qantas,
and | don't know if we see that pattern, if you're right
about people being forced to use Virgin at the tine of the
Ansett col |l apse.

MR WALKER:  Well, | think in part ook at what Virgin's doing in
terms of its -- the product it's now offering, and it's
rapidly sort of pushing back towards the kind of service
offerings that were there pre the dem se of Ansett in terns
of extra assistance as you nove through airports and things
and that, no doubt, is having an inpact on how people are
behaving and will increase over tine their costs and what
they can offer.

M5 BATES QC. Well, you would have probably heard them say that
nost of it's on a user pay basis, so it's not quite the sane
nodel, is it?

MR WALKER: | know that is what they say.

M5 BATES QC. You think they would be providing an unprofitable
service for food and | ounge and hot neal s?

MR WALKER: |"m sure they' re |ooking beyond just that piece of
real estate called the blue room in making that judgnent.
They're trying to build corporate loyalty and corporate
accounts and other things, and |I'm sure, at the end of the

Ai r NZ/ Qantas Aut hori sation Conference 21 August 2003



—_

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

751

Infratil

day -- | don't know the real economcs, but it's a fairly
heavy undertaking to take that kind of space at an airport
term nal and operate in that way.

M5 BATES QC: Well they told us they'd broke even.

MR WALKER: Well, that's fantastic.

M5 BATES QC. Believe it if you wll.

MR WALKER Now, unfortunately it probably mnmight have been
better to have a look at this slide before the [ast
di scussion; be that as it may. This slide just |ooks at
what is called the infrastructure European aviation market,
so it doesn't take into account the Trans-Atlantic |ong haul
traffic in Europe, it's primarily the donestic services and
then the intra-European services.

The essence of this is that down the bottom there, |ow
cost; no doubt it's on the nove and it's been highly
successful and these figures are sonewhat out of date, the
2001 figure, it's probably sonething like 10% of market
share by now. But | guess ny general point is that it's
still arelatively small piece of the total aviation market.

MR CURTIN. | just wonder, | was doing a quick back of an
envel ope cal cul ati on here. If these growh rates continue
as they have been, and | know M Wbster from easyJet was
saying they're doing 15, and the Ryanairs are doing nore
than 15% a year. Just, as | say, | don't have a cal cul ator
with me, but I reckon by 2007, yeah, the shares are going to
be getting up there, so I wonder if it's just a matter of
tinme.

MR WALKER: Reading the literature, nobst sort of judgnments are
made on what's happened in Anmerica over a nuch |onger
period, and 25% seens to be a figure that nobst people feel
confort with as sone sort of ceiling.
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Now, as the industry reinvents itself and traditional
carriers look nore and nore to offer nore value, who knows
where the split will finally come. 1It's certainly the place
of activity in aviation at the nonent, but | think it's --
you just need to make sure you don't |eave behind the 80% of
other people that do need to get from Invercargill to
Washi ngton and doing six VBA trips mghtn't suit them al
that well. There are a lot of people in that category.
Just in making a judgnent overall it's a question of,
there's no sinple answer, but you can either start wth
coll ective VBAs; no doubt they'll forman alliance in ting,
or you can try and take a full service product and slimit
down in its cost structure and make it suit the sane overal

requiremnents.

M5 BATES QC. Just a point about Ansett before we |eave Ansett;

| don't know if we're comng back to it or not, but the view
the Applicants really put forward to us was that -- and
Virgin also put forward -- was yes, it had been an advant age
to the Ansett collapse because it allowed them to establish
a very strong base and they'd nanaged to grow a | ot quicker
than they otherw se woul d. But they are now in a position
where they do have a very strong base and it's put themin a
|l ot better position, they say, to enter this market. They
don't see entering this nmarket as being a conpletely new
exerci se. Wt hout saying whether that's right or wong, |

just wanted to ask what you coment was on that view?

MR WALKER: Well, | accept that they've got sonme corporate

functionality established that would allow them not to have
to go through the -- you know, the set-up infrastructure
i nvestnent to nmake it happen. And | think nost of the VBAs
working well are quite scalable in the way they' ve desi gned
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their business; they can create a new hub if they stick to
their disciplines. | think, though, it will be interesting
to see how Virgin construct the three legs, if you like, of
their market, and will it be three VBA trips to nove from A
to C or A to D? O wll there be integrated, wll you
check-in in Adel ai de and pick up your bag at Dunedi n?

If they are starting to integrate their services, it
won't be the VBA that everyone's talking about point-to-
poi nt, you know, through check-in, all those sorts of
things; they'll be adding sone val ue. I s that val ue going
to cone for nothing? | think it will be unlikely to happen
that way. So, |I'mnot sure that you can assune that all of
the sanme economics wll necessarily present thenselves if
and when they do enter both Trans-Tasman and donestic

mar ket s.

M5 BATES: Thank you.
MR WALKER: The next slide is about the nmakeup of the UK VBA | ow

Air

cost market, and as you can see it's clearly dom nated by

Ryanair and easylJet. Ryanair now having acquired Buzz has
about 18 million passengers per annum and are forecasting
quite dramatic grow h. I think something |ike reaching

$50 million passengers by 2008, and easylJet have got about
17 mllion passengers a year and they've got a simlar
| ooki ng forecast for 2008.

Both parties have got in the pipeline quite Ilarge
aircraft orders. | think the key difference is that easyJet
is pushing nore aggressively at a business narket, and
that's why they insist on being at primary airports, not
secondary ones.

EasyJet has got some issues in ternms of it will for a
period have a mixed aircraft fleet, it's cutting over from
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73s to A320s, sone issues there about duplication of
training and supporting the network. Both carriers are
feeling the pinch at the nonent; if you look at their
yields, their average prices are comng down by sort of 4
and 5% per annum as they find it's harder to keep the extra
capacity fill ed.

So, VBAs have got their own set of econom ¢
considerations in terms of how to manage their business.
And it's, | think, worth noting that whilst there's a host
of new entrants aspiring here in the other third of the pie
chart, there have been sone sort of notable exits over the
last little while. In fact, you know, if you |ook at
Ryanair, Buzz has been consuned, Go has been consunmed by
easyJet, Deutsche BA has been al nost given away by British
Airways; | think it was sold for a Euro after easylJet
declined to buy it because of its condition. Virgin
Express; if you look at the operating margins on the right-
hand chart, they're hardly a showpiece of economc
per f or mance.

Those that do it well can succeed, but there's quite a
few others that | think for sone the jury's already decided
and for others the jury is still out.

Looking at the other side of the chart, | think this
hel ps to make ny point earlier about |ow | ow cost versus | ow
cost. There's a clear difference. Ryanair is nore than
twice as profitable as easyJet, and has been so for quite

sone tine.

M5 BATES QC. Wy is that? Sorry, did | mss that? Wy is it

twice as profitable?

MR WALKER: |'m sure there's lots of reasons. | think the

primary one is their cost structure. They are perhaps -- a
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couple of slides away we'll have a look at their relative
costs. It's primarily that cost differential, sort of, |

think it's 20% or sonething cheaper than easyJet, because
they go to secondary airports and they've quite tighter
disciplines. They're chasing a different market, mnd you

but they are being highly successful in that slightly

di fferent market.

M5 BATES C. So, they're not conpetitors?
MR WALKER: They are conpetitors, they would overlap for 70% of

their market, but there are sone parts that they're trying
to -- particularly easyJet chasing business traffic; they're
going for higher frequency of services between cities to
gi ve busi ness people nore choice, and they' re staying closer
to city centres. | f you go on Ryanair to Frankfurt you'll

end up about an hour and a half away in a place called Haan.

M5 BATES: M ght be nicer.
MR WALKER: Wl |, you can have a gl ass of Mesel on the way, but

if you want to do business at 9 o'clock you' ve got a very
early start.

This next one, | just was trying to sort of again show
this differential between the different classes of VBA and
this just shows over a period of tinme Ryanair is
consistently averaged to a 24% profit margin, and if you
cluster another seven carriers, that would include Debonair,
Buzz, Virgin Express, GO easyJet, you get sonething bel ow
the waterline in terns of econom c performance; and the sane
in the States. Southwest is clearly successful and has been
for along long tine, but it's not the case that everyone is
successful .

This is the slide that shows sonme conparity of unit
costs. Just looking at the left-hand side, it's basically
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avai l able seat kilonetres, adjusted to an 800 Kkilonetre
stage length which is highly relevant when you're trying to
conpare carriers on a short sector |ength basis. And, it
shows that Ryanair is significantly |ower down the bottom
60% | ower .

Perhaps | need to explain the top three flag carriers --
this is some work done by MKinseys, and they've taken
British Airways, Lufthansa and Air France and split their
i nternational European operations, so this is still wthin
the intra-European market and their donestic operations, and
you can see that Ryanair are at 4.5 US cents per ASK versus
12 for those three carriers operating on their intra-
Eur opean international |egs.

Their donestic operations are far nore efficient because
they' ve noved through things |ike taking away hot food and
slimmng down the product and naking it nore conpetitive
But the key differences are down the bottom where Ryanair is
way out in front and even conpared to easyJet, Ryanair is
still along way in front at 4.5 versus easylJdet's 7. 1.

And again, look at just their general styles of
operation, the sorts of things they do and don't do, it
woul d be ny assertion that Virgin is not a Ryanair; they are
not in that level of -- you know, they're supplying a nuch
nore enhanced product than Ryanair and their behaviours by
way of going to primary airports is nore akin to easylJet.
So, if you had to make a call right now about where is
Virgin sitting, | would say certainly nore closely to
easyJet than Ryanair.

Anot her question is, where is the Express product for
Air New Zeal and sitting at the nonment? Wat is the gap that
they mght need to close? And | think it would be
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1 reasonably safe to assune that Air New Zealand, given its
2 size and history of being reasonably innovative and so on,
3 ought to be better than the European -- those three European
4 carriers, particularly in terns of their perfornmance.
5 So, | think the gap that Air New Zealand Express is
6 chasing in ternms of trying to conpete with Virgin, is a nuch
7 narrower one than you mght conclude if you just sonehow
8 assuned all VBAs were |ike Southwest or Ryanair.

9 MS BATES QC. Just to pick up on that, because we were talking

10 about that proposition with Virgin earlier in the day. The
11 view put forward by Virgin is that you just can't |ook at
12 Express fare and say that necessarily is how it is, because
13 you look at the nunber of seats that are offering the
14 Express fare and whether there are any restrictions on them
15 and the view put forward was, well, the Virgin product is,
16 you' Il get much -- you'll get many nmany nore seats at a
17 | ower cost wi thout restriction; whether you accept that or
18 not, just say it is right, well then is the Express fare
19 really being conpetitive with the Virgin option?

20 MR WALKER Vell, I'"'mreluctant to even speak out on airline
21 cost; to go to airline pricing is another step forward
22 agai n. | think ultimately this is the key nessage; it's
23 what your cost structure looks |like that allows you to set
24 your fares. And anyone that can maintain a significant
25 margin on their unit cost has got to be positioned in the
26 mar ket pl ace to, even if it's not on day one but over tine,
27 to offer nore and nore seats at that lower rate if they want
28 to hold market share or stinulate nmarket.

29 So, | don't know what percentage of, you know, the
30 bottom fares Air New Zeal and Express will be offering. \%Y
31 point here is, as they can get closer and closer to, say,
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the easyJet |evel of performance, the conpetitive advantage
of Virgin is renoved, and therefore they are conpeting at
t hat point.

M5 BATES QC. They told us that that wasn't what they could do;
that's why I'm quite pushed on that. They both said, no
matter what they did, they could never bring their cost

structure down to the Virgin |evel. So, where does that
| eave us?

MR WALKER: | suppose it's an open questi on.

M5 BATES: It probably is, quite rhetorical, but...

MR WALKER: It runs against the evidence doesn't it? Look at
Freedom has that not been a change in innovation, in

concept ? Hasn't that shifted the cost of noving people
across the Tasman? I think it's clearly doable; the
question is, can you do it quickly enough?

M5 BATES C. And how nuch can you do it, given the current
structure? How much can you change yoursel f?

MR WALKER: Current structure; well sonme things have been done
haven't they? Freedom has been conceived at |east, it
mghtn't be on the scale that's necessary, but you know, in
a way there's nore evidence for these things being possible
in New Zeal and than nost other parts of the world.

M5 BATES QC | thought so too, | thought it mght -- | put
forward the proposition to them that if they couldn't make
noney on the long haul why not transform thenselves into a
VBA, they'll be well placed to do that, and they said it's
very costly for us to do that, we're really stuck in the
pattern.

MR WALKER: | suppose the issue here is, is it just too hard and
they shouldn't try and what's the consequence of that for
the wi der New Zeal and public? O <could they do it if they
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1 put their minds to it and got on with it and what woul d that
2 mean for the New Zeal and public? And | think in terns of --
3 M5 BATES QC. | don't have the answers, |'mjust --
4 MR WALKER  Well | would have thought it's easier for two snall
5 organi sations to re-invent thenselves and re-engineer and
6 I nprove their cost conpetitiveness than to conbine them and
7 nake it an even bigger problem Hi story has shown that big
8 things often get nore unwieldy and nore difficult to
9 rationalise and re-engi neer.
10 MR PIJM TAYLOR Not to be argunmentative, but just to continue
11 the discussion; | want to tease sonething out here. W
12 heard evidence from Air New Zeal and that the nunbers to get
13 out of the long haul and shrink back -- contract back I
14 think they said -- was sonewhere near -- [confidential
15 nunber nentioned] -- at least that's how | recall it and it
16 was -- [ pause]. | apol ogi se. A very |arge nunber.
17 That's thrown ne. They said there was a very large
18 nunber in ternms of contracting down, and that it would be
19 very difficult to manage that contraction and -- yes, |
20 think | better just |eave this.

21 MR WALKER: Let ne nake a nore general point perhaps. That is,

22 it depends where you start and finish in this, if you want
23 to take the entire organisation across those four custoner
24 segnents that | described at the start, then you ve got a
25 big problem If you're prepared to dissect it a little and
26 target sonme parts nore than others, perhaps where the real
27 opportunity for VBA is, maybe get a different concl usion.

28 But also too there is sone things added by way of
29 benefit, value benefit, if you don't lose all of the
30 connectivity conveni ence things, that some people actually
31 are pleased to receive and will pay a small premumto have
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al ong the way. So, you know, it's a question of -- I'm
suggesting that it's not a foregone conclusion that sone
i nprovenent can't -- it's already happened, and could
conti nue to happen.

I"m also making the point that Virgin is not Ryanair or
Sout hwest . And, they've got their own pressures, | think
pushing their business, their wunit costs the other way.
There is a gap closing here, and | don't think the
proposition that Air New Zeal and gets vaporized is a result
of the emergence of VBA. | don't think you can get to that
poi nt quite so quickly.

MR PJM TAYLOR: | understand your point.
MR CURTI N: These are obviously MKinsey's estimtes and, |

mean, it's a fascinating graph to look at actually; you

could study it all day, 1'd say, if you're an aviation
anal yst .

A couple of questions: | appreciate you're not an
airline cost expert, but you probably have sone feel. Do

those nunbers |ook realistic to you in terms of their
rel ative inportance?

The reason | ask is that somewhere earlier in the record
we had sonebody suggest to us that the baggage handling side
of things was one of the things that put a |ayer of cost
into the full service airlines that the VBAs didn't have.
|"m guessing that would be in the passenger services box,
whi ch doesn't seemto be one of the biggest noving parts in
t he whol e t hi ng.

So, | just wanted a little bit of sanity check, if you
i ke, on whether you think those MKinsey contributions are

about right or not?

MR WALKER Let me answer the first question. |"ve actually
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seen this very sanme graph in a Ray Wbster presentation on
behal f of easyJet. So, | would have thought, if Ray thinks
they're okay to show publicly, then they' ve got sone
substance and 1'd rely on that in presenting them this
forum

| would say though that the version | saw from Ray's
organi sati on had easyJet at 6.9 rather than 7.1, and Ryanair
was at 4.7, you know, so naybe he knows nore about their
relative position, but -- and I'm not trying to reach
ultimate conclusions out of this, just | guess nmake a nore
open point that it's not a foregone concl usion.

And your point about baggage handling, | would think
that would fit nore into the box called "airport charges".
| think that one includes ground handling as part of the
conponent of so-called airport charges. Passenger services,
I think, is nore the on-board entertainment, food, those
sorts of things.

MR CURTIN. That woul d make sense because certainly the evidence

earlier was that was a chunky lunp of the difference.

MR WALKER: | should point out too, this is a conparison between

the top three flag carriers and not one VBA versus another
and you get different outcones. But | think it is
interesting to note that, you know, the Ryanair cost of 2.6
for airport charges is the biggest single itemfor them and
that's the one area where easylJet is quite different to
them The gap between the 4.5 and the 7.1 is al nost covered
by the 2.6 of airport elenent. So | think those things stay
t oget her.

MR CURTIN. Thank you very nuch.

This next one basically shows what sonme of the bigger
European carriers have been able to do by way of pruning
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their donestic costs conpared to their international costs.
It's basically a 25% inprovenent in their costs through
things like rationalising what's on board and getting better
seat density and that sort of thing.

| now want to talk a bit about volume and what happens
in markets. And this basically shows Ryanair's entry to the
Dubl i n- London nmarket, and a market that for 10 years | eading
up to their entry was seen as a mature market, a mllion
passengers a year, has increased four-fold. The key thing
here is, Ryanair would have had very dramatically different
prices to Air Lingus on that route, but it wasn't that they
canni balised Air Lingus' business, they created a new
market. These were people that started going to London for
t he weekend or to see show.

This is the inpact of genuine VBAs, it's not
cannibalising, it's not what is the current market, who wl|
get what, can we sustain two airlines or three; it's what
could be there if the product, and al nost product equals
price in this |low cost sector, if you can get the pricing
right you can stinmulate a |lot of new activity.

This overlays, | guess, with just the social changes
happening in Europe; suggests here too, people with nore
| ei sure tine, nore disposable inconme, singles with cash and
intention, the ability to go sonmewhere, a city, or sun or
skiing for a weekend has changed the pattern of travel.
You've got on one hand from the supply side quite an
attractive product being delivered, but on the denmand side
you've got all the denographi c changes com ng that give VBA
a lot of nonentum that perhaps wouldn't have been there
10 years ago.

Also, 1've read research that says that up to 60 or 70%

NZ/ Qant as Aut hori sati on Conference 21 August 2003



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

763

Infratil

of people on VBA flights in Europe wouldn't have flown had
it not been for the price they could buy at. So, you know,
it becones a very inportant determ nant. | also read that
31% of people that they surveyed nade their destinationa
deci sion as a spontaneous decision; browsing the web. So,
they were going sonmewhere and they didn't decide where they

were going until they scanned and found the price that
sui t ed. So, whether it was Barcelona or Vienna, it was
determ ned by what price was on offer. That's the kind of

thinking that comes into sort of a genuine value based
mar ket .

Just quickly now, other slides that basically show quite
significant increases; d asgow Dublin 100% increase in the
market. | think inportantly here it's worth | ooking at the
"all other carriers" |line. It's not just the VBA that
enjoys growh, it tends to have a pull-through effect with
everyone else in the market. And no doubt there's sonme pain
for the others in sort of getting there. But these are
quite long tine periods here, nearly 8 years or so of

operation and the "all others" is still there at that |evel.
Simlarly on dasgow Paris, the whole market grows, not just
t he Ryanair conponent.

On the next one, London-Barcelona, this shows -- you can
see nore clearly here the traditional carrier at the bottom
growing at the sane time the VBA is grow ng. Now, the VBA
has done extrenely well. It's got, of the increase of $1.1
mllion, is that right -- low cost carrier got 800,000
passengers by the end of the tine period and the traditional
carrier has gone from 600,000 to 900, 000. So even the
traditional carrier's got a 50%inprovenent in its traffic.

And on the right-hand one; again, not as dramatically,
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but you can see the VBA has done well, well, but the
traditional carrier has also seen its market grow. So,

again just thinking about New Zeal and, should we just | ook
at those markets that exist today, and how does that pie get
divided, or is there some roomfor there being a bigger pie
over tinme?

Now, there are sone stories where VBAs haven't worked,
and during 2002 there were 30 routes on which VBAs w thdrew
around Eur ope. So, it's not all beer and skittles; there
have been sonme negative results as well. And Co, for
exanple, pulled off Madrid, Zurich, Lisbon. Buzz cane off
Hel sinki, Mlan Vienna, and easyJet pulled out of the
London- Li verpool route. And, as | nentioned, those carriers
that have no | onger continued on, Debonair, Buzz, Go etc.

This next series of charts attenpts to show -- and again
| rely on MKinsey here -- to show for a disguised major

Eur opean carri er.

MR CURTIN. | was just going to ask very briefly, was there any

common pattern to the routes that they withdrew from or?

MR WALKER: | imagine it was -- at the end of the day it's the

economcs, so it's a question of what |oads were they
getting and what were their costs on that route, and
sometimes it's just substitutional. They've got, you know,
finite capacity; suddenly they' ve got an airport opportunity

sonewhere in the sun and it's much nore attractive to the

mar ket than sonmewhere not in the sun, so they'll nove that
airplane from A to B. In other cases they've gone out of
busi ness.

M5 BATES QC. The applicant told us in the application |odged,

and | think sticking with this perspective, that although
the -- well, with the introduction of Virgin in Australia
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1 the nunbers of travellers grew, nore people flew with the
2 | ower costs, that the revenue actually remained about the
3 sane.
4 So, I'mjust going to ask you; is that consistent with
5 the patterns that you' ve observed in Britain and Europe?
6 You seem to be talking about growing the pie; are you
7 growing it in dollars as well as nunbers?
8 MR WALKER: This series of studies suggests that point. Maybe
9 if I could -- I1'"Il just step through these four charts.
10 This is showing at the zero point is where the VBA cane into
11 the market and it shows 3 years afterwards what happened.
12 And this shows that on entry over these three routes, if you
13 |l ook at the first box top left, which is the net passenger
14 revenue, so total revenue, it's actually gone up. That
15 could either be volune or prices that's driven the tota
16 revenue up.
17 If you go to the next chart, which is the profit per
18 passenger, that's sort of com ng down. So, volunme's got to
19 be a key part in this total position. You can see seat
20 factor was up, that's going to inprove profitability. So,
21 that overall there is certainly an initial inpact on two of
22 the routes when the new entrant came in, but there is
23 recovery in all three.
24 So, in this exanple you can see that there is -- the
25 yield volunme thing does conveniently work out positively.
26 No doubt there are routes where it doesn't work out that way
27 and I'msure even in Australia there'd be sone routes where,
28 you know, the conbined effect of price and volunme don't give
29 you a net inprovenent.

30 M5 BATES QC. They say overall there's no net inprovenent at the
31 nonent .
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1 MR WALKER: One of the big problenms | think in the New Zeal and

2 and the Australian jurisdiction is there's no access to data
3 for people to nmake independent decisions. [f you | ook at
4 the work that's been presented in the paper it's all based
5 on the USA because the Departnent of Transport there insists
6 that one in 10 flight coupons is available for analysis and
7 you can reach absolute decisions. That's why it's very nice
8 for economsts to show you lots of Anerican exanples, it's
9 the only place you can get data unless you're an airline.

10 So, this is one of the few nonents as you go around the
11 worl d where you can find soneone that's actually done sone
12 work with sone real data and sone quantitative results.
13 Different markets will obviously have different effects and
14 di fferent positions. I"m just suggesting that maybe it's
15 not all exactly the way it's been presented in the
16 appl i cation.

17 Ms BATES (C. | don't know, because | don't know what -- |
18 actually don't know what data that proposition was based on,
19 but let's continue.

20 CHAIR: Just before you go on I'm going to interrupt for a
21 nonent because | want to handle sonething before anyone
22 | eaves this room | just want to note that there was
23 mention of some confidential information in the |ast
24 questions, the previous question in ternms of the cost of
25 switching froma full service nodel to a value based node

26 for Air New Zeal and; and for the record | want to note that
27 that information is subject to a confidentiality order.
28 That order remains in place and therefore pursuant to
29 Section 100 of the Commerce Act it nmay not be further
30 presented, or used in any way or conmunicated by anyone,
31 including the nedia. And it will be taken out of the public
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1 record as well, | want to make sure everyone understands
2 that that confidentiality order remains in place and that
3 nunber is not to be repeated. Is there any questions on
4 t hat ?
5 MR P TAYLOR No, that's fine.
6 CHAIR Thank vyou. | apologise for interrupting but 1 just
7 wanted to make sure everyone in the room knew what the
8 status of that was.

9 MR WALKER: So alnost ny final piece is, well, where does Air

10 New Zeal and go, what are the options? Must it form the
11 alliance and that's the only way it can live in a world
12 where there's a VBA? And |I'm al nost starting to repeat the
13 same thenes, that | think, if anything, Air New Zealand is
14 better equipped wth the work it's al ready done
15 understanding Freedom understanding how to get to an
16 Express nodel, to go forward and do nore, try and cl ose that
17 gap.

18 Again | think on the other side the threat from Virgin
19 may not be as acute as it would be if it were sone other
20 schenme of VBA. Things like the new aircraft comng for Air
21 New Zeal and, the 320 is obviously a great step forward, it's
22 got a 15% seat cost advantage and other things. There's
23 clearly a lot of capacity for continuing to refine that gap.
24 And at the same tine Virgin is starting to add nore and nore
25 functionality to its product that | think will eventually
26 show t hrough by way of cost.

27 The -- there's sone good exanples around of the sort of
28 initiatives that can change the operating economes for
29 mai nstream airlines. EasyJet, for exanple, gets 35% nore
30 seats on a 737 than KLM That's because they, if you're not
31 serving, on short sectors, food, then you don't need a

Ai r NZ/ Qantas Aut hori sation Conference 21 August 2003



9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

768

Infratil

gal | ey. If you're designing the product around sonething
specific then you can do quite significant things to change
t hose cost patterns.

Air Lingus has been under a |lot of pressure from Ryanair
being in its honme market and gone through sone very pai nful
periods. But it |ast year reduced its cost 22% reduced its
staff by 30% It's in the process of replacing its short
haul fleet with a new aircraft type, either a 320 or a 737.
It's opening 16 new routes in Europe this year. It's
website is now taking 50% of its bookings and they hope to
be to get 70% by the end of next year. They're clainmng to
have 3 mllion low cost seats in their network now, 3
mllion a year.

So things can be done and | think also Air New Zeal and
has got al nost an added benefit in that grey zone, the band
between low cost and full service, where they can scale
down, or draw people up into the higher category of service
by using their connectivity and the sort of flexibility that

t hey' ve got through their other infrastructure.

MR CURTI N: Sorry to interrupt you again, but that Air Lingus

exanple, not to be too unkind to them they were anong the
nore sterotic(?) of European airlines. | just want to know,
if they've made that inprovenent, did they do that wthout
any kind of Governnent bail-out or Governnment equity

injection do you know? | just don't know any nore, |'ve
been out here a while, but | don't know, how did they fund
t hat ?

MR WALKER:  |'m not sure to be honest. |In other cases |'ve read

about European governnents running into strife wth the
European Comm ssion by assisting their airline, so it
doesn't happen wi thout people noticing; |I'msure there would

NZ/ Qant as Aut hori sati on Conference 21 August 2003



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

769

Infratil

have been publicity, but it may have been given assistance.
| guess all I'"'mreflecting on is that faced with conpetition
there are choices you can nmke and things you can do to
remain relevant. And soneone -- and | think Air New Zeal and
has done that admirably in lots of cases, and there is |
think a line of possibility other than saying well, it's

very hard, let's go and nake a nore conveni ent arrangenent.

CHAI R I found that an interesting way of looking at it,

because | was struck by the -- | found the session we had
with the CEO of easylJet quite informative and he also
advises Air New Zeal and and his position was the best thing
they could do is focus on developing their |long hau
busi ness, and not try to take on this VBA head on, and he
didn't agree with their -- he didn't appear to agree wth
the current strategy in his conments.

And it left nme wondering about what Ar New Zeal and's
strategy was. But if | look at what you've presented, it
provides a pretty good rationale why they're doing precisely
what they've doing. And while they've had that advice from
a person running easyJet they've obviously rejected it and
decided to go with the proposition that they can squeeze
down their costs and confront the entry in the way that they

are. So, it seens in a way to alnost explain the strategy

that has in fact being -- that we in fact see.
MR WALKER: | think you've got to |look at the nunbers as you
form those judgenents and, you know, | don't know, Ray

| ooking at the world fromlow cost |and, the entire aviation
environment in Europe is sort of low cost, that's the
di scussion, that is the centrepoint. But you keep it in
proportion, it's 10% of the total European aviation market.
It's a bigger percentage than that of the UK market.
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| haven't got as good a set of nunbers as |I'm sure Air
New Zeal and has as to what is the mx of that 20 mllion in
the New Zeal and market. 1've tried to cone at it from where
is the capacity around the network, and sone stats are known
about the total nunmber of international passengers and you
can see the nunber of New Zeal and and Australian residents
novi ng backwards and forwards so you can back that elenent
out . But the split between donestic trunk and donestic
provincial | don't know about.

But applying Ray's judgnent you should only be in |long
haul .  How many peopl e does that |eave behind in the current
custonmer base? And should all of those people be left to

just one supplier.

CHAI R | don't think he's making a judgnent about, you know,

what's best for the end consuner, | think the judgnent was,

where is the future for a full service airline?

M5 BATES C I think he did also say that he didn't consider

they had quite the critical mass to be successful on |ong
haul, | stand to be corrected on that, but -- so that just,
I mean Air New Zeal and say they really struggle on the |ong
haul , so -- and Webster says, well that's the way to go for
full service airlines, but they need to be -- he is

i ndi cating they need to have sone size.

MR WALKER:  You're alnost on to ny next slide. M next slide is

about, yes you can't afford to be alone in the world you
need friends to have sort of inpact, and there are other
ways of getting sort of international presence.

And go back to the early part of the 90s when | was
trying to build an international term nal at Brisbane, the
debate was about should we build a Star Alliance term nal
linking regional, donestic, international and a One Wrld
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termnal and allow integrated use; people conme into the one
buil ding and get off their small aircraft on to a big one.

And that was the massive structural change going on in
the industry. Everyone was talking about conputerised
reservation systens and the global alliances and how it's
going to reshape the world. Now VBA is the crisis of the
nonent. How are we going to react to that?

| think there are different ways to solve the problem
and the | ong haul connectivity product sort of thing is, you
know the original attenmpt was to fit yourself into an
alliance, you have comrercial arrangenents for oncarriage
and so on, but you're still yourself and in your narket and
you' ve got a presence.

And to me this alliance question is quite an inportant
one. The Star Alliance, in ny view, is a nmuch nore usefu
one for New Zeal and than the One Wrld one. |[If you | ook at
the coverage of the two, Star Alliance has got about 30%
nore RPKs, so it's got nore scale. But | think nore
inmportantly it's got coverage. If you look at say Asia,
where is the Air New Zealand representation through One
Wrld? Wiat's the ability to conmunicate with travel agents
and have journalists, travel journalists conme and visit
New Zeal and, you've got Cathay Pacific essentially.

R Wiat's RPKs?

MR WALKER: Revenue passenger Kkilonetres, just sone attenpt to

Air

rank the two in terns of size. But out of Star Alliance
you've got All N ppon, the Japanese narket is a pretty
useful one; Asiana, Singapore, Thai, it's a much nore
conpelling famly of friends for Asia.

If you take central Europe, who will you rely on at One
Worl d? Iberia. You know, it's not quite as close to the
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centre as you'd like to be. What have you got on the other
hand? Austrian, Lauda, Lufthansa, Spanair.

| think in all of these things there's probably no, you
know, gol den answer, they are conplex matters. But there is
a very significant benefit to the New Zeal and w der tourism
i ndustry by having these kind of networks. In fact today
you' ve got both worlds covered, One Wrld and Star Alliance,

but left-hand side to sone extent noves away.

M5 BATES QC But the -- you've got the Star Alliance at the

nonent, and say they are still struggling to nmake the |ong

haul profitable, what can they do?

MR WALKER: | think 1'd be starting at the basic building

bl ocks, as |I'm sure they are looking at their -- you know,
what is the value they're delivering and how their cost-
ef fectiveness and perhaps there are sone routes that they
shoul dn't be on; you know, basically if the ultimte answer
Is that they just can't make it long haul, then what's the
point? By tying up with Qantas, what's the certainty that
Qantas can nmeke it? At the end of the day it's going to
cone back to how effective you are in your cost

conpetitiveness and how you can deliver product.

MR CURTI N: This may be a terribly basic question, perhaps we

shoul d know, but if I go to a travel agent and say, right,
okay | want to go to Praague or Vienna or sonething, wl]l
the travel agent typically show nme just a single alliance

conbi nation of flights?

MR WALKER: | should ask one of the airline people here. There

are sonme different jurisdiction s and quite stiff rules
about what people should be told; such that in the conputer
reservation systens there are disciplines that say the nost
frequent service, nost direct service should be recomrended
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on the earlier screen of the displays. Those rules were
introduced in the states when it was found that 85% of
booki ngs were nmade off the first page and if you had soneone
else's supplied free conputer system Anerican Airlines,
surprise surprise all of the American connections showed
first.

So in a lot of countries it is, you know, fairly
honestly presented. But there will be pricing advantages,
because there's proration conmes into it, there's a total
fare paid, and soneone's going to get so much and the other
carrier will get something else. Sonetinmes you can do nost
of the carriage and get the smallest piece of the fare if
you're not friendly and haven't arranged things in advance
with the airlines you' re dealing wth.

So your travel agent, you know, would be trying to steer
you through the course of linking those airlines. | mean
try doing it through six VBAs, you'll need broadband on your
i nternet.

|"messentially finished. M conclusions |I've stated on
the way through, so | won't drag you through those again.

Just one point. There was a question you asked to John
about how many airlines can Air New Zeal and support? And
was going to make two comments in that area. One is | think
it's inportant to think not just about what is the market
today but what might the market be given the sort of inpacts
you can have on travel patterns with the right price.

And the second comment | was going to nake was about the
Scottish air mnarket, which we happen to know reasonably
well. Scotland s got about 5 mllion people and an avi ation
mar ket of about 20 mllion people, and it's serviced
primarily -- full service by British Airways and British
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M dl ands, but it's also got very active representation of
easyJet and Ryanair. So, there are two full service, two
val ue based carriers that are westling in the Scottish
mar ket . As a rough netric, it seens |like markets of that
scal e can support nore than just one and one.

M5 BATES QC. Just one further question I'll ask. Absent VBA,
do you consider Qantas and Air New Zeal and at this nmonment to
be vigorous conpetitors; or absent threat of VBA?

MR WALKER: Maybe just back in history a little bit. Once upon
a tine there was a codeshare agreenent that led to quite
stable conditions on the Tasman. And |'m sure there were
questions of profitability and, you know, yield and best use
of resources and co-ordi nati on basically.

That discontinued | think about the tine Air New Zeal and
linked up with Singapore Airlines, joined Star Alliance.
Suddenly it didn't neke sense to codeshare wth Qantas
across the Tasman any nore. And the burst in Trans-Tasman
traffic we saw at Wellington Airport through 96, 97 -- m ght
have been a bit later than that 97, 98, 99, | think was all
about responding to the narket. Suddenly it was realised
that frequency was inportant and 737s <cane into the
mar ket pl ace and all sorts of new things happened. There
were daily connections, double dailies and that to ne was
when two peopl e were conpeting.

M5 BATES QC. \What about donestically, what do you think there?

MR WALKER: Not such a good student on the donestic scene.

M5 BATES (C. I won't pursue that. They seem to not be naking
any noney, or not |osing noney --

MR WALKER: Right now I should think it nust be very difficult
at the nonment for either party to know how hard to push or
not push, given the uncertainty of all of this. They' ve got
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to think about today but the future as well and |'m sure
there are -- put the overlay of those sort of conplexities
in their judgnents.

CHAI R "Il just check and see if there are any further

questions fromstaff or advisors.

PROF G LLEN: | have a couple of questions. One is you

MR

Air

represent Ryanair as the benchnmark along the |ow cost
carriers, and | think that's probably true. But do you
think that that's a fair characterisation of the kinds of
nodels that one mght think of for this area, and in
particular because Ryanair clearly ains at the |leisure
market, they go into secondary airports and they go into
| ei sure airports. I don't think there's a large supply of
those kinds of airports in either Australia or New Zeal and.
WALKER: | don't think Ryanair is a good, you know,
assunption to nake for this market. | guess that was one of
ny key points. Don't | ook at Ryanair and get worried that
that's what's going to happen to Air New Zeal and. | don't
think this market is going to suit them for the reasons you
nmentioned particularly the airport access one.

But | also think Virgin already is showi ng the signs of
bei ng persuaded to serve a wi der audience. They're doing a
lot nore to try and nake it confortable for a business
person to use their service and they're carrying freight on
board their airplanes.

I f you spoke to Ryanair about carrying freight, and we
do, we've got a lot of freight that goes through Prestw ck
we've got 10 flights a day to London from Ryanair, we
t hought about getting them to carry sone freight down to
London and they shut the door very quickly on us. It's just
not in their nodel. Don't disturb nme if it's not in ny
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1 nmodel .
2 | think Virgin, though, are adding nore and nore ful
3 service sort of add-ons that -- and | think they're doing it
4 probably because they're being -- you know, the nmarket's
5 saying they'd like it and ultimately there nay be a snal
6 price to pay for that added conveni ence.
7 PROF G LLEN: | guess | would argue that when you | ook at the
8 VBA nodel, is that one of the things they do is add these
9 services on in a very different way than a full service
10 carrier woul d. This nmorning, for exanple, Virgin nade the
11 point that wth their |ounges, for exanple, they wll
12 provide them but they provide them as long as they make
13 noney, and a lounge to a full service airline is a cost
14 centre and to a low cost carrier it's a profit centre. So |
15 t hi nk the nmanagenent philosophy is very different with these
16 sorts of things. It's the sane thing with freight |
17 bel i eve.
18 So, one of the things that when | was |istening to your
19 presentation, when you |look at |low cost carriers, and the
20 ones I'mnost famliar with are WestJet and Air Canada; the
21 difference of the relative values of their cost per
22 avai |l abl e seat kilonmetres is a factor of 2 to 1, and WestJet
23 is 50% of what Air Canada is on a conparable stage |ength.
24 And that seens to be fairly conmon in the United States as
25 well and | would expect it's probably conmon in Australi a.
26 So, even though the Air New Zealand's of the world are
27 doing a very good job on the Tasman and donestic, closing
28 that gap is a fairly form dable process. | just want vyour
29 comrent on that.

30 MR WALKER:  Unfortunately |I don't know the Canadi an situation as

31 closely and | can't really comment on the carriers you
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ment i oned. But | think the -- a key thing here is that
what's likely to work in Australia and New Zeal and, and it
seens to ne that you don't have the underlying environnent
for a Ryanair, you know, of all of the benchmarks | can | ook
at | think easyJet is probably the one.

When you look at -- if those nunbers that are presented
are anywhere near right and if Air New Zealand is sonmewhere
near those European flag carriers, |1'd expect them to be
better; then | think the gap isn't as wde as to say well
they' re absolutely dead in the water, there's nowhere to go.
It seens to ne that there is sone way to go. No guarantees
you'll be successful, but there seens to be enough
opportunity or possibility there to keep that alive as a
possibility.

Anot her point about Ryanair, in fact on sonme of our
routes out of Prestwi ck 50% of the people on board are on
busi ness, but they're doing business they didn't previously
do. They are using the opportunity to junp on a plane to go
to London or wherever it mght be, again sort of opportunity
over and above what was the old base narket. They're happy
to take the price and not worry about a | ounge.

| think Virgin, there's a lot of corporate accounts in
Australia and people are, even politicians are not using
Virgin because it's not quite as confortable and there
aren't quite the frequent flyer points available and I think
Virgin is being drawn in the direction of providing nore of
that connectivity confort that is being called for in that

mar ket .

PROF G LLEN. Thank you.
M5 WHI TESI DE: We've just got a quick query about the materi al

that's been supplied to us. Mst of us stop at that point.
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M ke here has two extra slides on his handout. One is
Australian market devel opnents and the other is New Zeal and
airfares. We're just wondering about that because it's
actually really interesting information.

And secondly what the source of the New Zeal and airfares
slide is when you work out what's happened.

MR WALKER: For the sake of all gathered, | wasn't quite sure,

there was a bit of discussion anpngst our own team as to
whet her we should include this or not, it was getting a bit

long, so | made an executive decision to pull it out of the
talk and I asked that the -- you know, we only limt to the
19 slides and we wouldn't get into that area. It seens that

sonmeone's got a copy of this version not the one that was
clearly labelled for printing, and ny apologies | tried to

stop that. But | nean they are --

M5 WHI TESIDE: We've got the source of the Australian, but that

one there, what's the source of it?

MR WALKER: This is the New Zeal and, what's the -- Departnent of

Statistics, it just shows airfares in real terns. Thi s
shows that, you know, over -- since 97 -- this one was
actually done for that five year period and it's probably
not fair to Air New Zealand not to show what's happened in
the second half of 2002, because there's been a -- what's a
fare decrease that's occurred since the Express cane on, 15
or 20% so it actually cane down, but it was on the back off
essentially a 30% increase in real terns over that period,
so it's cone back down, that's good news, but we built in a
lot of resistance to travel over that period, whereas
internationally you can see that the airfares have remai ned
quite, well relatively speaking, conpetitive.

And this one was the presentation of Australian domestic
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fares showing the, | think it's the full econony is the top
blue line, and the bottom one, the green line is the best
di scount avail abl e. I'"'m quite sure about the volunes of
each. So, it's hard to reach an overall conclusion, but you
can certainly see that Virgin has nmade an inpact since it
came on-line in ternms of the discounted prices. But
interestingly the, if you like, the headline econony fare

has not shifted that nuch

MR CASEY: Could | ask how the Stats New Zealand one is
col l ected and conpil ed?

MR WALKER: | think it's sinply taken off their website.

MR CASEY: Sorry no, | nmeant what their method is for collecting
the fare data. The data set would be good, yes please,
t hanks.

CHAI R Thank you for that presentation M Walker, and if we
can, we'll nove on to the next presentation.

MR DAVID: The next presentation was, we asked Professor Hausman
and M Kieran Murray to review the econom c evidence that
you've heard over the last three and a half days and the
next presentation, which wll run on till tonorrow, is

effectively their critique of the naterials that you' ve

hear d.
* k%
PROF HAUSMAN: ["m Jerry Hausman, |1'm a Professor of Econom cs
at MT. | thought 1'd just give a brief introduction. Wen

| was |ast here | was doing tel ecommunications, so | thought
I"d give a bit of a background in airlines.

So, | first started working for United Airlines in 1986.
Contrary to M Sheridan, | don't put ne leaving United
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havi ng anything to do with their bankruptcy. | left Iong
ago. But | actually becane interested in the conputerised
reservation systens. | did a lot of consulting for them on
t hat . And, nore lately |I've switched over to the on-line

systens |ike Expedia and Travelocity which are the two big
websites in the United States.

|"d just like to make one point at the begi nning which I
think may have been m ssed here. As was just stated, in the
United States we have the 1 in 10 fares data set from the
DOT. And | think one thing that is very inportant to
remenber here, which I'Il get back to later, is that there
is a whol e di spersion of fares out there.

| think -- | don't want anyone to have nade the m stake
and think that there is one fare; there is a whole range of
needs being satisfied. Wat you can see in the 90s in the
United States, even on point-to-point, is that you have
fares right now between San Franci sco and Boston on Anmerican
and United. You can pay $2,400 round trip, but the
frequency is seven or eight per day. If you want to go on
Sout hwest where there's been a lot of talk, the two cl osest

airports are either Providence or Mnchester; they're, you

know, both 50 mles away. The secondary airport is very
i mportant. You don't fly into San Francisco, you fly into
Gakl and and you mneke probably two stops in between. So,

there's a whole different |evel of service, and that's one
thing 1'm going to stress. Because, that turns out to be

very inportant.

Then the other part of nmnmy experience is, | have also
| ooked at a nunber of alliances, and again | don't want
anyone to have the msperception -- | don't think anyone
tried to fool people on this -- but there nmay be a
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m sperception that all these alliances, even internationa
alliances, have been approved. One of the things |
consulted on was the attenpted alliance between British Air
and Anmerican, which has been turned down at |east two or
three times in the United States, you know, for various
reasons.

Wth that being said, since | wusually lecture for an
hour and a half, and | only have 25 mnutes, if | get going
too fast I want you to make sure to tell ne to sl ow down.

| think there are three factors |I'd like to start with

and then 1'Il get into ny talk. The first; throughout this
| have assuned that Virgin Blue is going to enter. kay, |
had done these slides before the talk -- the presentation
this nor ni ng, but in ny factual, count er f act ual

confidential counterfactual and any other adjectives you can
think of wth "factual” at the end, | am assumng Virgin
Blue is going to enter. If Virgin Blue doesn't enter, this
al liance shoul d never happen because you're going to 2 to 1
or 2.5 to 1.5, so that's not interesting from ny point of
view. So, I'"'massumng they're going to enter.

| think the second point is, and this is where I'm going
to differ fromsone of the econom sts sitting to ny left is,
once upon a tine when you nodelled the US airline market,
for instance, where nost of the academ c work has been done;
again, because of the availability of data, assumng a
honbgeneous product was probably not a bad thing to do. So,
I mean, in those days it was a honbgeneous FSA product, so
you had Anmerican conpeting with United, conpeting wth
Del t a. They matched price, pretty much offered simlar
servi ce; everybody had their fares but they all had frequent
flyer programmes, etc.
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| think that's changed a lot now, and so, | would not
put much weight on previous academ ¢ work in thinking about
this market, because now you have a VBA product and you have
an FSA product, and we've heard tinme and time again over the
| ast three days when | was sitting in the back of the room

about how they differ.

And that leads ne to conclude that -- and M Rebstock
brought this up a fewtinmes -- you need to think about this
in ternms of differentiated products. You cannot fool

yourself into thinking that Southwest is anything like a
full service airline.

My favorite story is, a couple of years ago, Southwest
doesn't fly out of Boston, they tried to stay away from the
expensi ve airports. I was in Kansas City and | had a
neeting the next day, if | renenber correctly in Phoenix,
and this is when, you know, stuff was first comng on the
web, and | got on, | said, jeez, this is just a great fare
on Sout hwest rather than flying on a full fare airline, |I'm

just going to pay ny $115 or whatever it was and fly on

Sout hwest .
So, | had a neeting in Kansas City, it was snowi ng, one
of these horrible days. So, I'mat the airport waiting to

get on nmy Southwest flight, and they canme through, and even
though I had a confirned reservation, | never got on the
pl ane. And, being me, | got into this shouting natch. I
was careful with ny language with the gate agent saying

"you should run an auction to get those people off the
pl ane, because | have a neeting tonorrow, and if you don't
run the auction you should allow ne to get on the plane and
run ny own goddamm auction. So, | get soneone to out of a
seat". That was the last tinme | took Southwest. It is a
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very different product.

If that had been United or Anmerican they would have had
the auction, even if they had over-sold the plane, and I
woul d have been to Phoenix for ny neeting the next day. I
don't care about the neals, but | do care about nmaking it
when | want to go, and the products are very different.

The last point 1'd like to make is, when you think about
airlines like Qantas and Air New Zealand, ny first bit of
econom ¢ advising in this part of the world was with --
probably 1'Il pronounce his nane wong -- M Keating who at
the time was Chancellor of the Exchequer or Treasury

Secretary, whatever they call himin Australia.

MR CURTIN:  Treasurer.
PROF HAUSMAN: Treasury, okay, and this was in the late 1980s

and | was doing a lot of work on taxation at the tine, and
his staff and | came up -- or | was just helping his staff;
they cane up with the idea -- of a trade-off between what
the unions were up to in Australia, who have a checkered
history at best, in ny view, and tax policy.

And when you think about airlines -- this is true in the
United States, this is true in the UK and this is also true
here -- is, you have to remenber that these airlines cane
out of a regulated environnent in which you had very strong
uni ons who were very good at rent capture and have been able

to nmaintain that pretty much everywhere.

Because, as the current president -- well, no know, he's
now been fired -- as the previous president of American
said -- M Cardy -- "if they put us on the ground for two or

three weeks, we're Chapter 7", which nmeans liquidation in
the United States. 1'mgoing to get to that later; that was
a topic that canme up earlier about rents in this industry.
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| think you not only have to think about rents fromthe
mar ket power airline point of view, but also fromthe |abour
poi nt of view So, that's just sort of the economc
background where |'m going to go.

Okay. So, in ny view, the proposed alliance leads to a
substantial |essening of conpetition. ["1l tal k about why
that's so, and by a substantial |essening of conpetition I
nean that airfares wll be higher and consuners wll be
i njured. So, this is looking very nmuch from a consuner
point of view at the beginning. And, in that respect it's
my view that no antitrust authority |ooking to consuners

such as a USDQJ woul d ever approve such a nerger.

However, | am aware that under your authorisation
procedures -- this was being discussed before -- and
although I'm only an economst, not a lawer, | do
understand -- | think | wunderstand the approach you're

taking, which is not just |ooking to consuners but | ooking

to the conbination of consuner surplus plus producer

sur pl us.
BATES CC. Can | just ask you to clarify what you nean
exactly by, "airfares will be higher"” given that you' ve said

that you accept VBA entrance? Just by way of clarification,

whi ch fares?

PROF HAUSMAN: That's a very good question. What |I'msaying is,

Air

|"m going to assunme that Virgin Blue is in, as | said, in
the factual, counterfactual and every other one. @ ven that
that's so -- and 1'Il forget about some of the very snall
airlines -- given that's so, would it be better to have
Virgin Blue, Qantas and Air New Zeal and, or Virgin Blue and
the alliance? And, ny claim based, of all things on
Dr Wnston's data when the econonetrics is done, to nmy view,
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somewhat better, is that airfares will be lower with all
three airlines than with two.

So that -- this is very true in the United States, that

| agree with Dr Wnston, who's ny forner colleague fromMT
so | want to be careful what | say; that VBAs do bring down
prices but three is still better than two. That has been
shown in study after study in the United States. In other
words, VBAs don't give such a constraining thing that, if
it's them plus one FSA, you get everything. You wll get
even |lower fares with two FSAs, or as was said in Scotland,
| guess they have two FSAs and two VBAs, so that's what |
mean.

M5 BATES QC. Ckay, |I'mglad we've clarified that.

PROF HAUSMAN: So, | know there's a question that the Applicants
have put forward about whether Air New Zeal and can survive,
and | will get to that later.

M5 BATES QC: | just wanted to clarify first of all; we'll get
to that later

PROF HAUSMAN. | think the bal anci ng anal ysis, however, by NECG
is based on a nunber of incorrect assunptions which | will
get to. And especially, 1 think the effect of tourismis
incorrectly treated. So, that's sort of ny summary of what
I"mgoing to talk about. The first part of the talk is to
reply to a nunmber of the other econom sts.

M5 BATES QC. Are you going to point us in the direction of sonme
of these studies after studies that show what you say?

PROF HAUSMAN: Sure, one can look at the RAND Journal of
Economi cs.

M5 BATES QC. | suppose our econom sts are better to address it.
If you are, that's going to be good.

PROF HAUSIMAN: I just conpleted such a study within the |ast
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three nonths so, you know, it's...

M5 BATES QC. | don't say they don't exist; it just would be
nice to have them

PROF HAUSMAN: No sure, okay. They may disagree with me, we'll
see, but | doubt it.

CHAIR Can | just ask you; when you said before that your view
was different to the economists sitting to your left, you
didn't nmean Kieran Miurray; you neant our economni sts?

PROF HAUSMAN:. \What |'m saying is, there seens to be consensus

anong your econom sts that the Cournot nodel is the way to

nodel this, and |I'm going to respectfully disagree wth
t hat .
CHAIR | just wanted to be clear whether you had a di sagreenent

anongst yoursel ves or...
PROF HAUSMAN: If M Mirray disagrees with ne, he's not
indicated it yet. He may.

Okay, so I'mgoing to start off with Dr Tretheway. And
in ny view his analysis is distorted by an unsupported
assunption that Air New Zealand will not make noney on its
| ong haul routes.

Now, |I'm going to say that | have asked for data a
nunber of times from counsel to break up or break down Air
New Zeal and's profitability, which they apparently haven't

supplied. | mean, |1've signed a confidentiality thing, so I
presune | can see it. And so, they may be able to produce
data which disagrees with nme, but | wll just say that |

haven't seen it if so.

CHAIR  So, you think you can --

PROF HAUSMAN. Yes, I'mgoing to talk to a change in econonics,
which | don't think Dr Tretheway took into account. So,
according to Dr Tretheway, Air New Zeal and's survival would
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be threatened by increased conpetition, underm ning Yyields
on its donestic services. And, he says -- these are all
just quotes --

"For Air New Zealand the inpact of |ow cost entry is
likely to be dramatic. | understand that its internationa
services collectively have essentially been breakeven at
best . In those isolated cases when it's been able to
achieve sufficient profitability to cover its cost of
capital it has largely been due to contributions fromits
donestic services. Wen an LCC enters the donestic narket,
an event | view as being virtually inevitable, its donestic
yield will plumet.”

Then simlarly he said.

"For Air New Zeal and, where the |long haul internationa
network has only rarely been able to cover its capital
costs, the loss of revenues and profits in the domestic
New Zeal and and Trans-Tasman may seriously undermne its
financial viability."

So | take Dr Tretheway to be saying Air New Zeal and's
headed for the "scrap heap of history", to quote a well-
known econom st who used to sit in the British Library, and
| don't think he has actually taken into account what has
happened recently.

So, | said whether Air New Zealand is likely to nake
noney in the future is a matter for business and econonic
anal ysi s. He doesn't provide any supporting econonmc or
busi ness analysis for why Air New Zealand will continue to
| ose noney on its long haul international routes.

My major point here is that conditions have changed
markedly with the exit of United Airlines in March 2003,
they pulled out right at the end of the nonth. Air New
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Zeal and is the only Star Alliance partner comng from North
Anerica. Air New Zeal and receives feed fromUnited Airlines
and Air Canada, which is also a nenber of the Star Alliance,
and to some extent Lufthansa which is also a nenber of the
Star Alliance. And LAX-AKL -- LAX of course is Los Angel es,

AKL is Auckland -- is nowonly Air New Zeal and and Qantas.
So, although | have not seen -- you know, | haven't been
supplied the Air New Zeal and financial records -- it would

seem to ne that this is consistent with 2003 being a good
year for Ar New Zeal and. | think the Air New Zeal and
representative said he had a good tailwind this year.

M5 BATES QC. Can | just ask you about United and where it
pul l ed out, because | understand it pulled out because it
was a hon-profitable route for it, and it said it was
unlikely to ever return again.

PROF HAUSMAN: |1'mgoing to agree with that 100% M Bates.

M5 BATES QC. There will probably be a very sinple explanation,
but no doubt you can give it to ne.

PROF HAUSMAN: No, | asked, and they weren't profitable and
they're not going to return, but that does very nice things
for Air New Zeal and when your nmjor conpetitor from one of
the maj or tourist markets di sappears.

M5 BATES QC. | understand that, | just wonder why they coul dn't
make a go of it.

PROF HAUSMAN: Ch, why they couldn't nmake a go of it was because
they had an extrenely high cost structure and they
essentially were flying one plane in here per day. They fly
two to Australia, and they were flying one here, and it's
al so ny understanding that they had a higher conponent of
| ei sure to business than they did in Australia.

Okay, so I"'mgoing to agree with you. | say that entry
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on US to New Zealand is unlikely. Re-entry by United or
entry by another US carrier is extrenely unlikely.

There was a claim by soneone -- | didn't catch
everyone's nane -- that United would re-enter. | think -- 1
di sagree, but | also think its rank specul ation. I think

anyone who follows the industry in the United States should
know about the extrene financial deterioration of United.
They continue to | ose ever larger suns of noney. |If we were
in the UK we could check what the spread betting was,
whet her they were going to go Chapter 7 and just [|iquidate,
but we don't have that in the United States. There are a
|l ot of people out there -- | don't have a view on this
personally, but there are a lot of people out there who
think that United is going to go Chapter 7 and just
| i qui dat e.

So, | just don't see how sonmeone could say that they
expect themto re-enter at any tinme in the near future. I
nmean 2 or 3 years down the road, 5 years down the road, who
knows, but in the near future they have nmany nore pressing

probl ens than com ng back to New Zeal and.

M5 BATES QC | take it from what you say that Qantas is the
only One Wrld partner that flies that route.

PROF HAUSMAN: Yeah, I'll get to that too. "Il be glad to
answer your questions now, | just have it all in the talk.

Okay, so Dr Tretheway makes a generalised statenent:

"While the FSA product will be sought after by a large
proportion of travellers, these markets are served by
conpeting FSA and the degree of conpetition intensifies as
the distance to be travelled increases.”

This statement does not hold for Ar New Zealand s
| ongest route. Since United exited AKL-LAX, Air New Zeal and
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and Qantas have operated as duopoly. That was the point we
were just discussing. | think entry on AKL-LAX is unlikely
not only by United but by other people. United and the
other US carriers do not have the financial resources to re-
enter. Arerican wll not enter because it currently
codeshares with Qant as.

It turns out that the two airlines that have the | argest
| ong haul feed into LAX, into Los Angeles, are American and
Uni t ed. Arerican is in horrible financial shape too, they
cane within two hours of filing bankruptcy about a nonth
ago. Their union finally caved just enough to keep them out
of bankruptcy. But they also codeshare, they're One Wrld
as Ms Bates just said, they codeshare with Qantas. United
|'ve already discussed. Air Canada codeshares with Air New
Zeal and and it also is currently in bankruptcy.

O her US Air lines are unlikely to enter in the nedium
run given their financial difficulties and their |ack of

feed from US origins to Los Angeles and their |lack of

alltances that would provide the necessary feed. So, |
think it's extrenely unlikely -- | mean | could of course be
wong |I'm just looking into a crystal ball -- but I think

it's extrenely unlikely we're going to see entry.

British Air codeshares with Qantas and also has an
equity stake in Qantas. So, | don't see it comng in
either, and of course there's also -- you need to have an
agreenent between the two governnments which may happen. But
in nmy cynical viewthe State Departnent of the United States
seens to want to slow it down as much as they can so they
can continue to fly First Cass to Heathrow, so we'll see
whet her it actually happens.

VBAs or LCCs are unlikely to enter the route as their
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busi ness nodels do not provide the services necessary for a
12 hour flight. I think there's wuniversal agreenent on
that. | haven't heard anyone say that they expect a VBA to
start the flight.

So, absent the proposed alliance the duopoly between Air
New Zeal and and Qantas on this route would seem likely to
persist for the foreseeable future. Air New Zeal and
currently has a nunber of conpetitive advantages on the AKL-
LAX route relative to Qantas. |Its cost structure is |ower.
Again | don't know exactly what it is, but reportedly its
| abour costs for flight staff are about 50% | ess than the
amount paid to Qantas crew.

And Air New Zealand is also the only airline on which a
passenger can fly from London to Auckland via Los Angeles
wi t hout changing airlines, you know a convenience which
Professor WIlig and Ms Querin-Calvert enphasised in their
report.

Demand is currently growing on the route, as US and
European interests in visiting New Zealand grows, Lord of
the Rings, the Americans Cup and all this of course have
been good for tourism

If you look at visitor arrivals to New Zeal and from the
Anericas and Europe conbi ned now approxi nately are about the
same as from Australia. So, there's been a big enphasis on
increasing tourists from Australia here by Qantas Holi days,
but American tourists have certain advantages that they
spend over twice as much noney as Australian tourists, and
they don't root for the wong rugby team

So you want to take this into account. The statistics
only are broken down between Australia and North America and
Eur ope. | would expect that Anerican tourists, if | could
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get the data, probably spend nore than double. And it's
really quite a big difference.

M5 BATES QC Can | just interrupt you again. I[t's just you
said the duopoly between New Zealand and Qantas on that
route would be likely to persist.

PROF HAUSMAN:  Yes.

M5 BATES QC. Qantas has said, of course, they're going to be
conpeting vigorously absent the alliance. Wiy do you have
this view?

PROF HAUSMAN. Well, ny viewis, is that there's not going to be

other entry fromthe United States, so that keeps it at two

and you're asking ne why | don't think it will be one?
M5 BATES QC. No, I'm asking you why you don't think they wll
conpete, given that they' ve said -- they've said they have.

PROF HAUSMAN: They will conpete, but typically, if you're in
that type of mnmarket you should be able to nmke noney

conpeting as a duopoly. If not -- | want to be very careful
what | say here -- if not, your managenent should be
replaced. 1'Il leave it at that.

M5 BATES QC. So, the alliance wll nean there's |ess

conpetition, even in a duopoly can provide.

PROF HAUSMAN: Yes, and |I"'mgoing to get to that, that's a very
i mportant point of what I'mgoing to say. But again | don't
know the nunbers, but if you look at US Australia, it's
Qantas and United now, everyone else has pulled out, other
Anerican Airlines were there but are long gone. Those are
consi dered agai n, although | don't have the data, to be very
profitable routes from the US to Australia, for both
airlines. That's again a well run duopoly.

CHAIR Can | just ask you one question, sorry for going back.

PROF HAUSMAN: No |I'd be glad to.
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CHAIR  But on the issue of who m ght enter that one particul ar
route, | nmean United was an alliance nmenber with Air New
Zeal and, but it still conpeted with it on that route. So
is it automatic that none of these other carriers would
enter because they're in an alliance with Qantas?

PROF HAUSMAN: No, you know if that were the only factor, but,
for instance, if | remenber correctly Anerican at one point
flewto Australia back in the late 80s early 90s. MW nenory
m ght be wong, but probably not, and they pulled out of
that, and as | said that's a nore lucrative market, and
American is in horrible financial shape. So if we |ook at
who flies to both San Francisco and Los Angel es who are the
two mmjor enbarkation points you mght think to cone
New Zeal and, ny point is it's basically Anerican and United,
Del ta sonewhat less, but it's basically Anerican and United.
They're both in horrible financial state, and they're both
in alliances so they have | ess reason to do so.

CHAIR | wunderstand that, but | also suspect that --
PROF HAUSMAN: Nane an airline I'll be glad to...
CHAIR | suspect even if they're in horrible financial shape we

don't presune that the current circunmstances necessarily
will persist for the foreseeable future. |If there are rents
bei ng earned on the route, which is what you're suggesting,
it still makes nme wonder why sonebody wouldn't come in and
keep them away.

PROF HAUSMAN: I"d like to answer that in two ways. The first
is a stock market which is not always right, but perhaps the
best guide to the future that we have, things it is going to
last for the next few years. If you look at the stock
prices of United and American. The point has been nade
nunerous times during these hearings that Southwest market
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capitalisation is greater than every American airline by
itself and | believe all US airlines conbined. So, if the
mar ket thought that this was only a very tenporary phase we
woul d see nmuch greater equity val ue.

R I wonder if that was the test whether it also would

i nformus about the | ong-term prospects of Air New Zeal and.

PROF HAUSMAN: Coul d be. That's a first point, but secondly,

Air

you know, | think we should nanme nanes here. Let's think
about who mght doit. And if you' re gonna do it, if you're
an Anerican airline, US airline, in ny view you need to have
feed into LA or San Francisco. Delta tried, you know,
pretty hard, to do well in both and they have retreated from
both. That could be tenporary. So, | don't see who we're
nam ng, who's gonna do it. You know, | think that's the
best way to think.

In terns of the rents, in terns of entry, what you need
to think about, we have an integer problem here. And you
can have rents with two, but three nay be too many. This is
a well-known problem in econom cs. So, in other words, if
there are sone rents being earned, if you're in a US carrier
you can't come in and fly a half a 747 per week into
Auckl and. There are large fixed costs, you' ve got to have
at least one 747, so you can certainly have rents being
ear ned by two.

But again if their managenment is good they won't get
too greedy at inside entry, or if you're a US airline if you
enter you may well know what's gonna happen when you put on
the extra capacity the rents could disappear and we've
already run the experinent with United not being able to
nmake noney. So, there are nmany many markets in which rents
are earned but not too nmuch in ternms of rents. You know
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just enough to nmake sure that entry doesn't happen.

So, at that point -- it's 6.15 so | would just like to
make ny last two points if |I could, then I'Il be glad again
to go back to this tonorrow A nunber of passengers
certainly would, you know, rather conme -- US would rather go
t hrough Los Angel es than through Europe on Singapore because
it's much longer and al so nmuch nore expensive to go through
Europe, so, | don't think that's a real alternative.

So, ny conclusions for today are the market conditions
summari sed above in ny view do not support Dr Tretheway's

assunption that the AKL-LAX route will be unprofitable for

Air New Zeal and over the mediumterm | think it could well
be profitable. And this is M Bates' point, narket
conditions suggest that the alliance will renove conpetition

from one of New Zealand's nobst inportant tourist routes.
Auckl and to Los Angeles would |ikely beconme a nonopoly route
under the alliance.

So, in ny view, you know, you should look at airline
markets, origin destination, | mean | certainly agree with
the econom sts to ny left on that point. And I would Iike
to end the day wth thinking you mght want to think
overni ght about allow ng a nerger to nonopoly in one of the
nost inportant tourists routes for this country, and | think

I will end at that point.

CHAI R | apologise for having to stop this in the mddle of
your presentation, it's -- but we will pick up tonorrow with
it. And can | just ask if M Sheridan and M Wl ker will be
here tonorrow as well? They will be?

MR WALKER: Coul d be probl emati c.
CHAIR  The only reason |I'm asking is because | wanted to thank

you before you | eave. So if you're not going to be here
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tonmorrow -- you probably won't be then. | just on behal f of
the Comm ssion then would like to thank you and we certainly
do recogni se your industry experience as being very rel evant
to the issues we're dealing with, and have found vyour
expertise quite use. So, thank you once again.

W will adjourn then until 8 o'clock in the norning, and

we will then start again with Professor Hausman.

MR DAVI D For the planning purposes, it's always difficult to

CHAI

Air

anticipate anything about Professor Hausman, but we'll
assune he's going to last for another hour in the norning,
with Dr Stone about half an hour, and nyself about half an
hour . So, we're looking at about two and a half hours
possi bly in the norning.

R Ckay, we'll work to that. Thank you very mnuch

Hearing adj ourned at 6.20 pm
Resum ng Friday, 22 August 2003 at 8.00 am

* % %
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