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19 AUGUST 2003

PRESENTATI ON BY THE APPLI CANTS (cont)

CHAI R Good norning, and welcone back to the Conmission's

Conference being held in relation to the application by Ar
New Zeal and and Qantas Airways who are seeking authorisation
to enter into the Strategic Al liance Agreenent and al so the
related agreenents and the application by Qantas Airways
seeking authorisation to subscribe for up to 22.5% of the
voting equity in Air New Zeal and.

We' I | now convene the second day of this Conference, and

we did re-order the agenda for the first and second days,

and just to bring everyone up to date, we will be starting
again today with the Applicants and we wll be talking
about, | believe, entry, so | wll hand over to the
Appl i cants.

| mght just say, at 9 o' clock we do need to break this
session, if we're not finished with it at that time, in
order to do a video conference link wth the UK so we'l]l
just have to nmanage that as we go. Thank you very nuch.

Pl ease i ntroduce the speakers this norning.

MR P TAYLOR: Madam Chair, thank you for that. W' re having

some trouble with that video link so we nmay have to ask for
your assistance at sonme | ater stage.

Today, starting off wth issues relating to VBA
constraint, fromstarting at the far end you all net M Pau
Edwards from Qantas; M David Bental from APG M M ke
Swi at ek who you haven't nmet, Vice President Air New Zeal and
for Joint Ventures, and the guest speaker on ny right,
M Andrew MIller, currently Chief Operating Oficer, 6 years
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with Air New Zeal and, was GCeneral Manager Donestic Airline
Group, was GCeneral Manager Ansett Domestic Australia, and
Chief Executive Ansett International, and Senior Vice
President Sales and Distribution for the Ansett/Air New
Zeal and group. Four years before that with British A rways,
three stints in managenent consultancy he tells ne, and
three Chief Executive positions in retail, has a degree in
Economi cs, Statistics and Psychol ogy with MA honours.

We' Il do our best to cut back on the presentation in the

interests of speed, and take it away.

CHAI R Pl ease take the tinme you need to make your key points.

| don't want to cut that short in any way. So, when you're

ready, please present.

MR M LLER  Thank you, Madam Chair. No two val ue based airlines

are the same, but obviously they have key simlarities. Al
routes generally tend to fall in in the followng
categories; usually of less than 5 to 6 hours duration with
one fleet type primarily selling directly to the consumer
usual Iy via the internet.

The high aircraft utilisation that they offer, and al so
the sinplified on-board product are designed to neet the
m ninmum requirenents of the consuner. This form of
operation always results in |ower costs than a full service
airline because of these efficiencies that |'ve described,
and also full service carriers, of which Qantas and Air New
Zealand are one, have nore conplexity and, therefore,
gener at e hi gher operating costs.

In ternms of the suitability of the routes, whether they
be Tasman and New Zeal and donestic, we believe that they're
i deal . Virgin thenselves have stated that over 50,000

population in a town or city wuld be on the network
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devel opnent list, and in fact Virgin Blue have now entered
27 of the 30 largest routes in Australia.

This slide shows that the level of traffic on donestic
New Zealand and on our Tasman routes has sustained
successful VBA entry el sewhere. Included in this data is
the Virgin Blue's data from Australia. It shows the nunber
of passenger novenents and the spread of VBA activity. And
in the red what we've done is highlight the routes, whether
they be on the Tasman, on the top, just to show the
simlarities that do exist in terns of the demand on the
Tasman, and donesti c.

Cust onmer acceptance around the world of the VBA nodel is
strong. In fact, it plays to the kiwi psyche, as it were
in terms of, fromny old days in retail, you know, places
| i ke The Warehouse and Briscoes, they have captured the
majority of the retail growh in the New Zeal and market at
the expense of sone of the nore established pl ayers.

W introduced Donestic Express over a year ago and we
saw the following sort of statistics. Qur passengers grew
by over 23% our internet sales exceeded 35% and we had a
growth in our market share over our capacity share. This is
very consistent with sone of the elenments in terns of VBA
entry overseas but however, we have delivered this product
at, we know, we assess at a higher cost base than any new
entrant starting up agai nst us.

Virgin thenmsel ves have nade many statenments about their
intention to enter the Trans-Tasman and al so the New Zeal and
mar ket. They now, as | say, operate in nost of all the nost
popul ar routes in Australia. They're running out of growth
opportunities in Australia; they're about to |launch an |PO

and they need to denonstrate growth opportunities.
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They have a nunber of aircraft on order and they need to
find profitable routes in which to serve them W know
about the slaughter applications and we know they've been in
contact with airport conpanies, and we know that they've
been securing heavy naintenance contracts for a |arger

fleet.

There had been sone claimed limtations in terns of
their entry to our mar ket s, both Trans-Tasman and
donesti cal | y. There are two possible infrastructura

constraints that VBA raised by Virgin Blue; one is access to
slots. A slot is allocated arrival and departure tinme at an
airport.

These are allocated based on the availability of runway,
aircraft gates, passenger flows through the termnals etc.
The only operations in New Zeal and that are required -- that
require a slot to be allocated are international operations
out of Auckland, Wllington and Christchurch. Al | ot her
i nternational and donestic operations do not require slots.

For donestic operations there are no slots; any aircraft
operator can schedule any flight at any tinme. |If the result
exceeds the runway's physical capabilities at the tinme of
the day that they wish to depart, it's the order in which
they asked for start-up clearance from the tower that

det erm nes when they can take off. [technical pause]

CHAI R Just before you do that. The conment you nmade on the

donmestic routes where you say that slots are not required,

is that sinply because there's not congestion on those...?

MR M LLER: There can be sone congestion at peak tinme, but

obviously from a marketing perspective the airline's tried
to stick to common tinmes throughout the day and the nost

popul ar tines, for instance 7.30 to 8 o'clock from Auckl and
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to Wellington. There mght be two or three operators that
m ght schedule a tinme at 8 o' clock, but within a five to 10
m nute w ndow the operators can actually, you know, achieve
as near as an 8 o'clock tinme as possible.

CHAI R In your experience, is that typical on donestic routes
such as we're tal king about here?

MR M LLER: It is typical in some countries. The slots and
runway limtations are one such elenent for instance. At
Wl lington Airport there are sone environnmental constraints
in terns of how the aircraft approach the airport and the
anount of time they have to have between the aircraft in
terms of the Jlanding capabilities, and that can be
mar gi nal i sed sonetines in regards to weat her

CHAIR  And the sustainability of that situation, you think, is
Wi t hout question with the entrance by Virgin Blue?

MR M LLER There are many nmany tinmes during the day when
there's plenty of opportunity for any operator to have
donestic take-off and | andi ng sl ots.

CHAI R |"m sure there are many opportunities during the day,
but will there be opportunities at the tinme of day that an
entrant is likely to require in order to conpete?

MR M LLER: My understanding of that is, yes, and we've given
some undertakings to new entrants, specifically Virgin Bl ue,
in that regard.

CHAIR: On the donestic routes as well?

MR M LLER  Yes.

CHAI R Just while we're doing that, Dr Pickford would like a
foll ow-up question, if we could please.

DR PI CKFORD: You said just now that Virgin Blue is running out
of growth opportunities in Australia. Does that inply that

in fact it has an upper limt on the potential market share
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it mght gain in Australia, and, if so, what would be the
fornms of the constraints which mght prevent it gaining a

| ar ge amount of share?

MR MLLER It's our experience fromoverseas markets that -- or
two things. One, value based airlines can create nmarket
stinmul ation and grow the market. The second thing is that

their growh in market share is somewhat unstoppabl e.

I[f I was answering that question four or five years ago
| would say the limtation maybe around 20, 25% but recent
best practice would indicate it can be up to 50% So as

time goes by the rules are rewitten.

DR Pl CKFORD: But Virgin Blue at the nonment has about 27% I

think of the Australia market and you're saying it's running

out of growth opportunities there?

MR MLLER What |I'm saying is, well | believe they have about

30% of the total domestic network in Australia. They only
have a jet fleet. There's other conponents to that market.
Bel ow the food chain there is the (inaudible) market, which
takes up obviously revenue and nmarket share, and above the
domestic food chain there's in-bound international traffic
which they're currently excluded from accessing. So, within
that 30% they have an increnentally higher percentage of the
total market.

At Wellington and Christchurch we believe there's no
barriers to entry in terns of international operations.

In ternms of Auckland it's slightly nore conplex. O the
four slots per day requested at Auckland, Virgin have
received all requested slots wth the exception of one slot
whi ch they have had to accommobdate to have a change. This
occurs during a late norning arrival of a nunber of Asian

carriers. Gai ning such a high proportion of requests of
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slots is unusual as airlines normally have to be a bit nore
flexi ble when they start operations.

It also should be noted that Royal Brunei and Enmirates
have started recently and have obtained slots for all their
new operations at Auckland, and Singapore Airlines and
Cathay have obtained slots for their expanded operations.
It is our judgnment that Virgin Blue would have the majority
of their requests satisfied.

To address any residual concerns the Applicants have
made a significant nunber of wundertakings and slots. In
fact we submtted a letter on 14 August to the Comm ssion
explaining the undertakings that we're willing to nake to
achieve and facilitate their entry.

It may be said that Auckland International Airport is
best practice in terns of non-aeronautical incone; this is
incone obviously from retail concessions. The nore
operators and the nore aircraft and the nore passengers that
they have at an airport neans a higher inconme stream from
non- aer onauti cal incone.

In fact, it's well-known that value based airlines who
don't supply food and beverages on board have a higher |evel
of food and beverage incone on the ground and, therefore,
nost airports around the world actually try to encourage
val ue based airlines to start up at their airports.

|"ve listed, and | won't go through, the nunber of val ue
based airlines and the full service operators that they have
actual ly conpeted with.

Are there any questions on facilities or airport access
before I go on?

MR PJN TAYLOR: I had a couple of questions on barriers. ['m

referring to paragraph 356 of your submi ssion in response to
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the Draft Determnation, and the discussion about sunk
costs. |I'mwondering if you wouldn't mnd having a | ook at
it and then I'lIl pose the question. [pause]. The question
Is, | wonder why you make that statenment. Page 16.

MR M LLER: | would make the point that sone of the sunk costs
that an FSA would have are different from a VBA Sunk
costs, for example, in our lounge facilities. We, through
our courier Koru lounges in Australia and New Zeal and have
invested a substantial anpbunt of noney, and obviously we
have these facilities |like |lounges, like l|oyalty progranmes,
sone of which value based airlines do not have. So
obviously from an FSA point of view there are a |ot of sunk
costs in terms of how we actually deal with our product to
t he consuner.

MR PJN TAYLOR  So, there's a different scale of sunk costs for
an FSA conpared to the VBA issue here?

MR M LLER: Yes, definitely.

MR SW ATEK: Excuse nme, M Conmmi ssioner, | believe the issue is
not between an FSA and VBA, it is between an existing
carrier and a new entrant. A new entrant FSA woul d have the
sane issues.

MR PJN TAYLOR: Thank you.

MR M LLER: In terms of the nunber of value based airlines
around the world, I've made a |list and conpared sone of the
full service airlines that VBA conpeting with the value

based airlines. The list is quite exhaustive.

What usual |y happens when a val ue based airline enters a
market, two nmmjor headings; the first one is obviously to
match lower fares. This is necessary even though the val ue
based airline inherently has a |ower cost base and,

therefore, is in a better position to survive a war of
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attrition, as it were.

The second point is that cross-subsidisation by an FSA
is somewhat |limted because usually the VBA tackles the nost
profitable or nost dense routes first in the network. \When
I worked at British Airways very early on in ny career
Freddi e Laker(?) when he started up his Skytrain chose the
routes between London and New York as his first route.

In fact, two-thirds of Ar New Zealand s donestic
profitability comes from the two top routes, and obviously
the VBA enters against these two top routes and actually
steals that level of profitability from the network. So,
the ability of a full service airline traditionally is very
difficult to cross-subsidise when a VBA enters.

The other issue is, we spoke about yesterday, or heard
sonme evidence given yesterday is the reduction in cost to
devel op | ow cost operations, and full service airlines have
generally taken two routes; the first is to start up their
own | ow cost subsidiaries while the second, which is the Ar
New Zeal and focus reverse strategy, is to reduce the costs
of our network operations, which we've been sonmewhat
successful in, but we'll never achieve the operating costs

of a val ue based airline.

M5 BATES QC. You just said that, because of a |ower cost base

VBA was better placed to win a war of attrition. What do
you say about the access to capital. | just put it to you,
woul dn't that be a pretty inportant factor in winning a war
of attrition if an FSA had a very good access to capital it
could afford to go on for a fairly long tinme at a | ower cost
base. Isn't that a factor which nmay mtigate against a VBA

wi nning a war of attrition?

MR M LLER: It's a very good point and | would suggest that
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value based airlines are the ones around the world -- the
ones that are publicly listed have the highest |I|evel of
market capitalisation; in fact, Southwest Airlines has a

hi gher market capitalisation than all the other US carriers
put together. Their ability to raise capital i's
substantially greater than full service airlines, especially
the ones that VBA val ue destroyers over the |ast decade.

So ny answer to that question, Comm ssioner Bates, would
be the fact that value based airlines, because of their
| ower operating cost, the higher |evel of cashflow and nost
of them having sustainable higher levels of profitability,
i.e. Hgher margins, have a better chance of accessing
capital than a full service airline going to narket and

asking the market for noney.

CHAI R: Is there any evidence now that Qantas is in any way

constrained in capital markets?

MR MLLER | would suggest that obviously you would ask Qantas

t hat question.

VMR EDWARDS: First of all, we have the constraint on capital

because of our foreign ownership limts that are inposed by
the Australian Governnent on the sharehol di ng of Qantas.
Secondly, we are probably the best performng full
service airline around at the noment, and so in that sense
we don't have perhaps quite the difficulty that other
carriers do, but we still run into problenms in trying to

raise capital fromtine to tine.

CHAI R But your cash position right now is also very strong

isn't it?

MR EDWARDS: Pl ead annual result defence just at the nonent.
CHAIR | guess it will all be known on Thursday.
MR EDWARDS: That's right.
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1 MR MLLER The success of A r New Zeal and Express class has

2 proven that the market wll respond to a value based
3 airline. This reduces risk as far as we're concerned to any
4 entrant, including Virgin Blue. The difference in cost base
5 between a full service airline and a VBA neans that
6 Virgin Blue still has the opportunity to successfully enter
7 our markets. In fact Virgin Blue believe that they can
8 successfully operate on the Tasnman and donestic New Zeal and
9 with [ower fares.

10 W estimate that Virgin's costs per ASK in a |ike-for-
11 like aircraft within New Zeal and operating donestically in
12 New Zeal and would be up to 20% |lower than New Zeal and's
13 Express class when we are fully reformatted in ternms of our
14 new operation. | would like to quote fromthe 7th of August
15 The Sydney Morning Herald. The quote says:

16 "The loom ng trans-Tasman fare war could turn into a
17 bl oodbath after Virgin Blue's Chief Executive, Brett
18 Codfrey, yesterday threatened to slash fares by nore than
19 40% with Air New Zealand aimng to cut costs by nore than
20 20% through its no frills, yet to be launched Tasman
21 Express, and Emirates' recently cost cutting in terns of
22 their introductory fares to Auckland by 20% M  Godfrey
23 said Virgin could slash fares further and still turn a tidy
24 profit. I don't believe that the Tasman route needs to
25 remain profitable, he says. [It's one of Australia's |argest
26 routes and it's New Zealand's largest. Don't forget Trans-
27 Tasman Air New Zeal and service is dual class. You won't get
28 the sane cost base for dual class aircraft conpared to one
29 class on Virgin Blue."

30 CHAIR I think it's interesting that you point the recent

31 devel opnents out to us, because there VBA also reports
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suggesting that it is -- the current |evel of conpetition
reflects the fact that we have two carriers and a third
trying to enter, and it denonstrates exactly what is
potentially to be lost if this alliance goes ahead. ['d
just like your response to those clains.

MR M LLER  Madam Chair, | would also say that, you know, on the

Tasman it's not just Air New Zeal and and Qantas with a new
entrant; like Virgin Blue there will be by October this year
13 operators flying the Tasman, and there's been a nmassive
increase in what we call the Fifth Freedom operators, the
Emrates etc, and the Thais who have increased capacity in
the Tasman this year. However, in fact there's a 40%
increase in capacity in the Tasnman Novenber this year over
the same period Novenber | ast year.

However, having said that, both FSAs, Qantas and Air New
Zeal and, do have a higher cost base than Virgin Blue and
it's the lower cost base of the VBAs that actually drive
their intrinsic growh. And, no matter what Air New Zeal and
and Qantas can do, because of the different operating nodels
and in sonme cases sone of the |egacy overhead costs that
both FSAs have, they'll never be able to achieve the |ower

operating cost of Virgin Blue.

CHAIR | guess for the Comm ssion, we have to be concerned, not

with entry, but the ability to expand and stay in the
mar ket . | do understand on the Tasman that we've seen
i ncreased capacity, we've seen an increase in the nunber of
the Fifth Freedom but nevertheless Qantas and Air New
Zeal and still have a very significant part of this market,
and Qantas seens to nme to be in a reasonably strong position
to respond strategically to any new entry if it chooses to

do so.
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So, entry conditions may be there, but | think the
Conmi ssion needs to be satisfied that not only is entry
possi ble on the Tasnan and the donestic routes, but it can
be sustained through tine.

| always find argunents interesting about how aw ul
these conpetitors are that aren't even in the market yet and
how they're going to do terrible harm to two very |large
conpani es that arguably together are fairly domnant in the
market, and | think the real test is not only can they
enter, but can they survive once they have in the face of
very strong conpetition; and w thout any doubt there are
strong incentives for either Qantas, Air New Zeal and or the
alliance, if it were to proceed, to do everything in its
power to limt the ability of that conpany to expand and
sustain entry wherever it occurs.

So, | think those issues have to be addressed in your
presentati on

MR M LLER Vell, we've shown that, | think, denonstrated or

will denonstrate that the | evel of market stinulation by the
entry of a VBAin creating a |arger market, and maybe it's a
question you should pose to Ray Wbster from easyJet, how
the market growth in the first place does not -- in sone
i nstances does not renove share from sone of the incunbents.
I[t's the market stimulation through |ower price on the basis
of |l ower costs that achieves that.

CHAI R I think that's an interesting point, but we've heard

fromyou today that | think Air New Zealand and in sonme of
the changes it has made has already stinulated the market
quite considerably, and |I'd be interested to know what the
stinmulation in the market was in Australia with Virgin

Blue's entry, and conpare that to what's already happened in
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1 response to changes that Air New Zealand has nmde itself
2 already in New Zealand, and Air New Zealand and other
3 airlines have nade on the Tasman; how nmuch of that potenti al
4 mar ket stinulation has already occurred? And just as a
5 rough sense of it, | wonder how nuch was the growth in
6 market in Australia in response to entry by a VBA?

7 MR EDWARDS: If | may. |In Australia what we have found is that,
8 in a market where Virgin Blue enters, it is not difficult
9 for themto stinulate the market by 20% and just a little
10 rem nder in the history in Australia, that during the 90s we
11 went through a nunber of new carriers, not |ow cost
12 carriers, but you know, Conpass Mark | and Conpass Mark 11,
13 and that had brought about big year -- they had already
14 brought about big yield reductions and big step changes in
15 grow h, yet still when Virgin cane along they were able to
16 stinulate the market quite strongly. It was not unusual to
17 see them nove into a market and grow a market by 20% and
18 drop fares by 20% and grow t he nmarket by 20%

19 CHAIR  What has been our nost recent experience on the Tasnan
20 and the domestic routes in New Zealand, in terns of market
21 growt h and drops or variation in prices?

22 MR MLLER  Madam Chair, we've only just introduced new pricing

23 on the Tasman in the last week so, it's early days yet.
24 Donestically we have seen --

25 CHAIR Sure, but we've seen -- we've talked about extensive
26 increase in capacity on the Tasman; that's been going on for
27 sone tine.

28 MR MLLER And obviously we do market share cal cul ations, but
29 some of the data sources that we have have sone sort of [ ag,
30 for instance, so I'mnot in a position at this nmonent in

31 time to tell you.
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CHAIR  You' ve probably nade sone projections however?

MR MLLER We do project a 10% stimulation in market with the
introduction of Air New Zealand's new fares; but given the
differential and our operating costs, if another operator
cane in and reduced the fares by 20 or 30% over and above

what we've done, obviously the market wll stinulate
further.
CHAI R And what's happened on donestic routes? | think you

mentioned it earlier in the presentation?

MR M LLER: W've had a 23% uplift in traffic as a result of
reduction in fares, on an annual basis.

CHAI R So in Australia we saw with the entry of a val ue based
airline, the stinmulation of 20% we've already seen that in
New Zeal and in response to Air New Zeal and's noves, and many
people claimthat Air New Zeal and has basically taken up the
space that Virgin Blue mght have had in ternms of
stinmulating market growth, and it alnpbst seens to match
actually perfectly what happened in Australia. I'"d just
i ke your comrent on that.

MR M LLER Qoviously, there are sonme simlarities, but, you
know, Air New Zealand's a network carrier, we've seen
stinmul ati on throughout the whole network by the reduction of
fares, and the degree of stinulation in Australia is very
much related to the jet routes and not the turbo prop routes
where obviously we operate in ternms of our total network
of fering.

CHAI R I guess the other thing that happened in Australia, of
course, that assisted Virgin the ability to expand and
sustain its entry, was the collapse of Ansett, and created
huge room for both Virgin Blue and Qantas to take up that

space.
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Wth this alliance, that opportunity certainly isn't
going to exist in New Zealand; and so again | conme back to
the issue, how do you sustain entry, particularly on the
domestic routes, if the market stinulation has already
occurred, mybe not conpletely, but to a |large degree, and
the other factor that seemed to assist Virgin Blue in
Australia was wunlikely to exist here if this alliance
proceeds, not going to see one of the major carriers go out
of the market?

MR MLLER | would suggest that Virgin's position in Australia

was one of acceleration, but the end point would have been
the sane. There was just a speedier position acquired by
Virgin Blue in Australia by the default of the collapse of
Ansett. In fact, probably the market capacity, now
domestically in Australia, would be equal to the pre-Ansett
col | apse position, but the market is characterised by |ower
overall revenue from the donestic network because of the

collapse in the average fare |evels.

M5 BATES QC The question | was going to ask you, probably

you've just answered, but in the Applicant's application,
chapter -- well, the section on structural change, says:

"H story shows that while VBA entry stinulates denand
and nore passengers travel, fares also decrease across the
board resulting in total market revenue generally renaining
relatively static."

MR M LLER W would concur with that -- well, | would concur

with that statenment obviously, and in sone instances in sone
mar kets the value, the market value actually declines even
with a 20 to 30% passenger stinulation because of the |ower
fares.

M5 BATES QC. So what's happened in Australia? Are you able to
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say?

MR M LLER: | would probably Iike to refer that comment to ny
col | eague from Qantas, if possible.

MR EDWARDS: I think a couple of things; can | just go back
perhaps to the slightly earlier question, and then cone back
to yours. That, on the Tasman and donestic New Zeal and,
Virgin Blue will not come in with the price structures that
Qantas and Air New Zealand have; they wll come in wth

prices that are 20% you know, 15 to 20% bel ow, that | ower
price will create the fresh stinulation of the market.

What we have found throughout Australia is that, in
broad terns whatever the fare differential s, that
generally equates to the nmarket growth that will cone about.
So, as they lower their fares, as they |ower the market
fares they will stinmulate the market; because they have a
| ower cost base than either of the existing airlines, they
will be able to sustain that. So hopefully that may help a
little bit on that growm h side of things.

As to what has happened in Australia is clouded very
much because of the, you know, collapse of Ansett as far as
what is the dollar value that is left in the marketplace as
a result of it because, as Andrew was saying, the capacity
| evel s that are operated in Australia now are just slightly

nore than what were operated at the tinme of the Ansett

col |l apse, so there has really been a -- you know, a bit of a
hiatus in the natural growh. So therefore the inpact on
the total dollar in the nmarketplace hasn't been as

significant as you would normal ly experience.
But, prior -- if I go back to the period prior to the
Ansett coll apse, we were seeing that sane sort of phenonena

in Australia; that there was no nore noney being spent,
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1 there was just less -- you know, there was nore travel but
2 | ess -- the sane anobunt of noney being spent.
3 MsS BATES QC. Just to followup on that; it seens that what Air

4 New Zeal and has done, said it's done is to pre-enpt the VBA
5 entry with its Express fares?

6 MR MLLER I would restate that as saying that we've done our
7 research and we know what the custoners want, and with our
8 har dened experience, because of our ownership of Ansett in
9 Australia, we've actually delivered what the custoners
10 actually want. Qovi ously, we understand how the nmarket
11 works a lot better than we did 2 or 3 years ago and we know
12 that |lower fares do stimulate denand. But we'll show you
13 later on that the lowering of fares at the market entry
14 | evels, the lowest fares actually brings down the average
15 fares but actually I owers the brand.

16 M5 BATES QC | understand that, but you are saying the | ower
17 fare structure had nothing to do with what you say is a
18 certainty of the VBAs to entry?

19 MR MLLER Qoviously it had sonething but it wasn't totally
20 governi ng every nove 100% because, you know, giving |ong-
21 term sustai nabl e value to your customers where you've got a
22 strong nmarket position is clearly sonething you wish to
23 achieve, because no nmatter whether it be Virgin Blue
24 tomorrow or sonebody coming along in a couple of years'
25 time, you know, a lot of custoners, if they feel they' ve
26 been gouged in any way, shape or form will nove to a new
27 carrier on day one if they feel they're not getting
28 sust ai nabl e | ong-term val ue, as we've seen in our market.

29 M5 BATES QC. I"m just trying to work out to what extent VBA
30 i nfluence; because if you are trying to prevent your

31 custonmers fromgoing to VBA on day one --
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MR M LLER VWat we're doing is giving long-term sustainable

value to our custonmer base where we do have a fairly strong

position in donmestic New Zeal and.

M5 BATES QC. So, what will you do by way of response when, as

you say, Virgin cones in with 15 to 20% | ower fares than you
are able -- than you' d have decided to deliver?

MR MLLER  They will capture a proportion of the market which

in a sustainable position, usually equals the capacity share
in the market in which they operate. So, if they cone in
with 20% capacity share, they wll, over about a year to
2 years, achieve a 20% market share or slightly below the
capacity share. It's a truismin the innovation market that

capacity share equals market share.

M5 BATES QC. Do you have any strategic plan to deal with that,

or do you accept that's the way life is?

MR M LLER: Most airlines have to accept that's the way it is.

MR

We have a market position as a full service network carrier;
we inherit a higher cost base and, therefore, we're not as
conpetitive at the lower end of the fares because of that
hi gher cost base, and in nost markets overseas the full
service airlines retreat in terns of capacity m x of the FSA
and give up some proportion of that market to the value

based airline.

SW ATEK: Madam Chair, if | may. Those are excellent
questions; | believe that is the heart of why we are here
today, is to offset sone of the cost advantage that our
conpetitors, the VBAs have, relative to Air New Zeal and and
Qant as. The way that FSAs handle this situation is to try
to have a revenue premiumthat's equal to the -- offset the

cost advantage that the VBAs have.
The work that David Bental to ny right from APG showed
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1 yesterday on the city presence is the effect of this. The
2 ability of network carriers to have the connectivity,

3 think what you'll |ook -- and encourage you to ask David --
4 is that FSAs in the US and Europe have higher |oad factors
5 than their VBA conpetitors. That's the essence of this, is
6 that by letting two FSAs to work together, it allows you the
7 ability to have that VBA in and not have all the FSAs slowy
8 trickle out of existence.

9 CHAIR Can you tell wus, how conbining two high cost, arguably

10 inefficient airlines, leads to a |ow cost-efficient airline?
11 MR SWATEK: Madam Chair, | don't view Qantas or Air New Zeal and
12 as inefficient airlines. Again, | viewus as very efficient
13 FSA airlines. As Dr Tretheway said yesterday, it is his
14 belief and ny belief, and the applicant's belief, that the
15 FSAs are efficient for that business nodel, but that stil
16 | eaves a gap of cost inprovenent that the VBAs have bel ow
17 us. But again, that is not to say that VBAs will not be
18 constrained by the FSAs through the revenue advantages that
19 we can produce.

20 The way these are augnented by the transaction is the
21 fact that Qantas and Air New Zeal and are working together;
22 that's at the heart of our tourism argunents, that's the
23 heart of the Qantas holidays argunents you will hear |ater
24 today, and | believe Professor Wllig as well will show the
25 benefits that the on-line connections, that as the FSA
26 network becones larger, it brings extra value not only to
27 those <carriers but to the consuners and the genera
28 popul ati on by expandi ng the revenue.

29 CHAIR | understand your point about being an efficient FSA,
30 but at the end of the day, you know, efficient prices have

31 to be rel ated sonehow to what consuners denmand, and --
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MR P TAYLOR. Madam Chair, just before we start, we will be able
to make the connection at 9 o' cl ock.

CHAIR  Thank you. I lost my train of thought. [I'll cone back
to that, but Conm ssioner Taylor would like to follow up.

MR PIJN TAYLOR Just on the context of the discussion about
| oner prices stinmulating growh. How does that reconcile
the statenent nade a couple of tinmes in the subm ssion, and
I"'m referring to para 377, that in the wevent prices
i ncreased scope to grow the nmarket would present itself.

|"m just having a little trouble thinking through the
| ogi ¢ there.

MR MLLER Well, the logic is clear that, if two carriers with
a reasonabl e market share get together and, you know, decide
that they're going to squeeze the nmarket for higher vyields
by putting the fares up, all you do is create nore value in
the market and nore opportunity for a carrier with |ower
fares and | ower cost to conme in and grab nore share.

MR PJN TAYLOR: So it's the entry rather than -- yeah, okay.

MR M LLER Most airlines know, if there's a degree of
unreasonabl e value, let's say, being created by an incunbent
operator or an incunbent FSA and that encourages them into
the market at a qui cker degree.

M5 BATES QC. Could | just ask a question of M Edwards. | just
want to ask you about how Qantas actually responded to
Virgin's entry in Australia? D d it respond in the way that
Air New Zealand is planning to respond to Virgin's entry in
New Zeal and?

MR EDWARDS: We responded with a fair bit of gusto. W natched
prices, we then had to go through a process that, because
our prices have dropped by 20% we then have to go through

processes where we put costs out to the business and that
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gives us the forum in which we can go to unions and
suppliers and that sort of thing and negotiate the sort of
conditions and, you know, operating cost structure that the
val ue based airlines have.

But, you know, you can't underestimate the conplexity in
an established business trying to reduce costs where so many
of the costs are controlled, if you Ilike, by external
forces. And so, we lower prices, we have to |lower prices
ot herwi se we go out of business. W then have to pull costs
out of the business and that's what -- why you see so nuch
nmedi a noi se com ng out of Australia about the various cost
reduction progranmes that Qantas has got running. Geoff was
tal king yesterday of pulling $1 billion out over the next
2 years and, you know, that's the reality.

BATES (C. So, just suppose that the proposed alliance
doesn't go ahead, and you are Qantas and you're responding
to Virgin's entry on to the Tasman in New Zeal and; what w ||
you do?

EDWARDS: Well, first of all, we won't just be responding to

Virgin, we'll be responding to all operators on the Tasnan,
because - -
BATES QC. Fair point.

EDWARDS: -- everybody's going to be doing different things.
W' ll be doing simlar things to what we've done in

Australia; matching the price then pulling the costs out of
t he busi ness.

BATES QC. So, you will try and match price?

EDWARDS: We have no choi ce.

BATES C. So if the alliance does go ahead, proposed
alliance, will you try and match price? If say the VBA

cones in at 20 to -- 15 to 20% | ower than the Express cl ass,
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will you try and nmatch the price?

MR EDWARDS: You have to.
MR M LLER: Definitely. 1In fact, I would --
CHAl R: I think that's what | neant when | said inefficient. |

mean normally we think about efficiency as an efficient
price and, you know, if your customers don't value the extra
services you want to charge them for, and you have to match

the I ower price because they' Il |eave, that suggests to ne
what the efficient price is, and you'll have to match it.

But , I nean, the interesting thing about this
conversation is, we hear about this and | hear it and |

think that's great, that's the benefit of conpetition, but
you present it as, it's awful because it neans we're gonna
have a hard tine conpeting and, therefore, we should be
allowed to conbine wth another airline, it gives us
tremendous market power to, if not prevent, at |east delay
the benefits of the conpetition that is energing; and | have
some difficulties sort of getting to the point where | hear
all of this and | think, oh ny goodness, this is a good
argument to allow an anti-conpetitive application to

proceed.

MR M LLER Madam Chair, if | could; the conditioning effects

that M Edwards spoke about in regards to Qantas' which is
in Australia, or conditioning effects that were | earned from
the conpetition of Virgin Blue, in fact the previous 60 odd
years of conpetition between Ansett and Qantas did not
produce nearly the fare reductions nor the market
stinmulation. So it was a conditioning effect as far as |I'm
concerned of VBA that taught Qantas the |essons that
M  Edwar ds was tal ki ng about.

CHAIR | understand that point and | guess ny concern and what
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I"masking you to respond to is that, it is the entry of the
VBA that brings these potential benefits.

MR M LLER:  Absol utely.
CHAl R: And the concern we have is that, the alliance is not

without cost in terms of erecting higher barriers to entry
and expansion for that VBA entrant that brings the
conpetitive advantages to consunmers, and it's that bit that
["m trying to get you to respond to and tell ne why we
shoul dn't be concerned about that.

MR MLLER. And our prenmise is, there's two fundanental issues.

The first fundanental issue is the market stinulation of a
VBA because of |ower prices, and that market stimnulation can
be achieved because they're fundanentally |ower cost than
the full service airlines. Even al though Air New Zeal and
and Qantas would actually get together, they're stil

fundanental | y goi ng to be net wor k airlines with
fundanental |y higher costs than the VBA, and | have sone
further slides to try and denonstrate that and also the
conditioning effect of a value based airline has on an FSA

network even at very low | evels of market share.

CHAIR W have seen a nunber of attenpts at entry and expansi on

that have tried to get off the ground but weren't able to be
sustained in this part of the world. Even in Australia
there are cases where conpani es have not been as successful.
And there still remains the argunent that a |ot of people

woul d have, that even Virgin Blue's ability to sustain their

entry in Australia was at |east questionable until Ansett
col | apsed.
So, | hear the evidence about the overseas markets; |

hope that you're right, that there is an inevitability of a

VBA coming in to these narkets stinulating the markets,
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offering lower prices and sonmething that consuners want.
But, | wonder if the evidence is there to support the
argunment that this market has the sanme ability to sustain
that in the face of sonething as powerful as the alliance as
conpared with what's happened in other nmarkets, other nuch
bi gger markets.

So, you know, | still think the issue that has to be

raised, is this alliance going to be so powerful and so
strong that it wll ~create a significant barrier to
expansion for any VBA trying to enter these markets.
M LLER: Vell, | would evidence a lot of full service
airlines around the world with far greater resources than
either Air New Zealand or Qantas and their ability to
actually effectively conpete with value based airlines has
been sonmewhat |limted, and this is why a |ot of full service
airlines around the world are in retreat, or they're
fundanentally trying to review their operating cost base,
like a lot of the US carriers wusing Chapter 11 to
fundanentally reduce their costs to get to an operating
nodel which has sone | ong-term sustainability.

CHAIR  Wth respect, we just were told that Qantas is probably

the nost -- the best performng FSA in the world; a very
strong cash position. Even Air New Zeal and, despite what
happened wth Ansett, is -- in terns of its relative

performance in the last 12 nonths, has probably done
exceedi ngly wel | .

So, | just wonder, is it right now to suggest that these
two FSAs are sort of having a hard tinme making it?

VMR EDWARDS: Excuse nme, could | just clarify that -- and I'm

m ndful of tonorrow-- but we are nowhere near cost of

capital returns. Even though we could be the best in the
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1 world, but we're nowhere near getting cost of capital
2 returns. So, it depends upon the -- you know, where the
3 hurdle is, and so, you know, we're the best of a very sick
4 bunch.

5 CHAIR | bet you'll never ever acknow edge that again outside
6 this forum

7 MR EDWARDS: We are in a confidential session, aren't we?
8 CHAIR No, we're not actually, and | can al nbst guarantee that

9 will be the headline for tonorrow.

10 MR CURTIN: Just following up on that point. | think when the
11 application canme in and we all started to look at the
12 aviation industry long-term one of the thoughts that occurs
13 to practically everyone as you |ook at extended periods of
14 time where the airline industry doesn't seem to be making
15 its economc cost of capital. | appreciate the last few
16 years VBA pretty rocky for everybody, but as a longer term
17 proposition how has Qantas been goi ng?

18 | think we had evidence that Air New Zealand --

19 woul dn't call themglory days -- but certainly the days when
20 the international routes were doing quite well and things
21 wer e reasonably hunky dory. Over a longer term perspective,
22 extracting from9/11 and stuff, has Qantas been able to neet
23 its cost of capital on the |onger run basis?

24 MR EDWARDS: Umm no. | think you will find that if we go back
25 over the last 50 years of aviation, airlines have |ost nore
26 noney in 50 years than they have made in 50 years. You
27 know, it is a sick business in that sense. Qantas has made
28 cost of capital returns in a couple of years but not -- it's
29 not tradition.

30 MR CURTIN: | hope I'"'mnot sort of revisiting sone of the stuff

31 from yesterday, but in other capital intensive industries
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like pulp and paper or sonething, sooner or |ater people
finally wake up and they don't over-expand in the up-sw ng
the way they used to and gradually sonme kind of discipline
in the capital markets exerts an influence on investnent
behavi our in the industry. And again I'mjust trying to get
my mnd around why over |long periods of tinme you appear to
see conpanies not making a cost of capital and in spite of
that able to continue to attract new equity in debt funding.
MR P TAYLOR Madam Chair, | wonder if we can cone back
M Webster is on-Iline.

CHAIR Can we hold that thought, and we will conme back to it.

MR P TAYLOR If 1 could give you a quick sunmary of
M Webster's position. As you know, he's the Chief
Executive of easyJet, he's going to briefly cover

sustainability and suitability of the New Zealand Tasman
services entry and growmh strategies, inpact of entry on
fares and a couple of points on distribution.

CHAIR | don't know, M Wbster, if you can hear nme now?

MR WEBSTER: | can.

CHAIR Okay. W don't quite have the picture fully, but | wll
take the opportunity to welcone you while we're trying to
get the connection through.

"Il just say to you briefly that we are in an open

session, so just so you're aware of the circunstances in

which you wll be comng into this discussion. Can you
still hear ne?
MR WEBSTER: | can hear you fine, thank you. Can you hear ne?
CHAI R Yes. Qur normal practice is to ask questions as you
present, but | think because of sone of the chall enges of
these sort of links we will let you speak for sonme tinme and

if we need to | mnmight stop you for a few mnutes for
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guestions and then let you return to your presentation, but
|"d ask that you start your presentation now, if you would

pl ease.

MR WEBSTER: Okay. What |'d like to do is just introduce nyself

and nake sonme initial conmments and perhaps it might be best
to try and have questions at the end if that's practical
from the point of view of managing the |ink. But as you
say, if you want to interrupt, please do.

My background, | spent 27 years with Air New Zealand in
various operations and commercial roles. M final role was
General Manager of Strategy, and one of the primry
responsibilities I had was to help Air New Zeal and devel op
its strategy to deal with the transition to a deregul ated
Aust ral asi an mar ket .

| joined easyJet in 1996 as Mnaging Director to
i npl ement the VBA nodel in England and the UK, and | was
appointed to Chief Executive of easyJet in 2000. | shoul d
point out here that | still have a continuing role
consulting to Air New Zeal and, particularly in the |Iow fares
airline arena, a role that |1've maintained since | |left
easylJet.

Qualifications: A hold a First Class Honours degree from
Canterbury in Electrical Engineering, a Masters in Ar
Transport Managenent from Cranfield, and a Masters in
Busi ness fromthe Stanford Busi ness School .

Mar ket know edge: Cbviously with my ongoing consulting
role I'm reasonably up-to-date with events in Australia and

New Zeal and. However, in ny previous role as GCeneral
Manager of Strategy | was intimately involved with both
mar ket s. As General Manager of Strategic Planning | was

i nvol ved in assessing new narket opportunities. I led the
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devel opmrent of the VBA nodel which was intended for
depl oynent within the Australian donestic market as well as
t he Tasman and donestic New Zeal and.

| also |led the devel opnent of Freedom which was based on
an adaptation of the VBA nodel. Wilst Air New Zeal and was
unconfortable with the deploynent of the VBA concept within
domestic New Zeal and and the Trans-Tasman for reasons of
canni bal i sation, 1've always believed that the nodel would
be a viable nodel for use in those markets. Further, ny
experience with easyJet has given nme no reason to doubt that
those markets are indeed very attractive for a VBA business.

Just noving on to easyJet: FEasyJet began flying in
Novenber 1995, flying from Luton that's about 30 nmiles north
of London to both Edinburgh and dasgow with two 737s. I
arrived four nonths later to lead the devel opment of the
airline fromthose early days. W currently operate 72 737s
to 107 -- 107 routes are flown between 38 European airports.
W're the largest low cost airline in Europe at this stage.
In this year alone we've added 10 new routes to our system
So, that's a little bit about ny background.

I"d just Ilike to make three introductory points;
strategies for market entry for a VBA, and the inpact of
entry, marketplace inpacts, and a couple of points on
di stribution.

First of all on strategies for entry. The thing about
VBAs, if they're inplenented purely in the way that easylJet
has, using a direct sale nodel, one nust focus not on rules
but on narkets. To get efficient use of the investnment in
the brand which is necessary for direct selling we focus on
linking a market to as many destinations as possible. So in

that context nmarket share on a route is not a particularly
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i nportant aspect of the way that we nanage the busi ness.

So, it's likely that a VBA starting on the Tasnman or
starting in donmestic New Zealand will take origin market and
then find ways of linking that market with many -- as many
destinations as it sees viable. That's likely to lead to a
| ow frequency nodel but serving multiple destinations.

Beyond that entry point one wuld expect to see
frequency and the devel opnent of -- frequency to increase
and the developnent of new origin markets to occur
progressively.

It's inportant to note that |ow fares makes many nore
routes possible and viable which are not attractive to a
full service airline. Therefore, the type of network you
woul d see a VBA evolve over a period of tinme may | ook very
different to the route structures that exist today and
operated by a full service airline operator

In ny opinion the initiatives launched by Air New
Zeal and, both in the form of New Zeal and Express, and nore

recently Tasman Express, is unlikely to deter a VBA entry

for a nunber of reasons. First of all, a true VBA wll have
a cost base significantly better than those products. The
VBA can also develop these new routes | nentioned, and in

those cases it's very unlikely that a full service airline
woul d follow, because it's not going to be profitable for
themand it's not core business.

Thirdly, a point that applies directly to Virgin; com ng
back to the point | made before of devel oping services from
an origin market in which the brand can be adequately
devel oped, Virgin already have a very well-established
presence in several attractive origin mrkets wthin

Australia from which it can start flying operations across
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the Tasman at very | ow ri sk.

Finally, | don't believe that Freedom wll deter VBA
entry either. Freedomis a formof a VBA but it's been very
strongly constrained by Ar New Zealand; it's a snall
airline and would require tine to scale its nanagenent
infrastructure and its systens to becone an effective
deterrent against a true VBA

Perhaps | could pause there and ask if there are any
guestions on the strategy for entry.

BATES QC: My question to you, M Wbster, is this; you say
that -- the strategy woul d be including devel opi ng many nore
routes that are sinply not feasible for full service

airlines. Correct? D d you not hear me, M Wbster?

VEBSTER: | heard part of the question, I'm not sure that |
under st ood exactly what you are asking ne for.
BATES QC. Well, what | understand from what you say is that

part of the strategy is to develop an origin market, right?

VEBSTER:  Yes.

BATES QC: And then look for as many routes off that as
possi bl e.

VWEBSTER: Yes. Many of those routes would be routes that are
currently not flown by full service airlines.

BATES C. Yes, that's the point. And |'m asking -- the

question | have for you; do you think that that is as
feasible in a market |ike New Zeal and where the popul ation
is very small, as it is in Britain?

VWEBSTER:  Well, | do. | think that the issue is that, if you
have a market -- an origin nmarket the size of say Sydney or

Mel bourne and you link those markets with a broad range of
destinations in New Zealand for exanple, Trans-Tasnman
Queenst own, Dunedin, Christchurch, Nel son.
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Sonme of the markets that VBA devel oped in the UK here,
for exanple, just had no air services at all before the |ow
cost industry began, and even today we're still seeing those
new routes devel oped. The point that hitherto has never had
servi ces. Sone of these cities that VBA flown to have
popul ati ons of around 15 to 20,000 people as a pernanent
popul ation base, so it really is quite difficult to
understand, w thout actually going back and having a | ook at
the desired travel habits of people; there may be famly
connections, it nmay be that people want to devel op holiday
homes, and what we've seen with the |ow cost industry is not
just a question of people wanting to fly nore, but fairly
significant structural shifts in the pattern of use of air
transport.

It can relate to location, it could relate to setting up
businesses in new comunities which are financially
attractive and which low cost air travel makes viable. It
can be people deciding to relocate and live sonmewhere else
and commute by air, acconmodation of telecomuting and
travelling by low fares. There are a nunber of things that
go on that don't necessarily go from day one, but over a
period of time we have seen change within the European

mar ket .

M5 BATES QC. Thank you.
MR WEBSTER: And | believe those sane characteristics are likely

to be seen in Australia and New Zeal and when you consider
the amobunt of migration that has occurred, particularly from
New Zeal and into Australia. | think starting fromAustralia
and then linking back to New Zealand could be a very

attractive way for a VBA to start.

CHAIR Can | just ask you what simlarities and differences do
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1 you see between the way Virgin Blue has introduced its |ow
2 cost airline with that of easyJet?

3 MR WEBSTER: EasyJet really took the Sout hwest nodel and applied
4 nore nodern managenent thinking and technology to what we
5 bel i eve inproved the nodel. Essentially, we sold directly
6 to the consuners, we had no involvenent with travel agents,
7 we charged for food on board, we decided the best way was to
8 buy new airplanes rather than use secondhand airplanes --
9 there are a nunmber of increnmental innovations, but the basic
10 principle of the easyJet nodel is the well proven Southwest
11 nodel .

12 | think the main difference between the way easyJet
13 devel oped and the way that Virgin Blue devel oped was that,
14 we started in a marketplace that was unused to the concept
15 of a low priced airline; we were the first airline to start
16 to spread the concept, Ryanair then quickly adapted to it.

17 In the case of Virgin Blue a nunber of the people
18 working for Virgin Blue in fact worked for easylJet at sone
19 stage, and so certainly they did have a role nodel, a new
20 start up airline role nodel to refer to, but I think their
21 bi ggest difference is the fact that -- was caused by the
22 fact of Ansett vacating the nmarket, that they had an
23 opportunity to grow at a very very fast rate.

24 Now | suspect, | don't know this for certain, but I
25 suspect that there are a nunber of things that they did
26 during that period of time to perhaps | ose sone of the focus
27 over the true VBA concepts.

28 CHAIR Can you el aborate on that, please.

29 MR WEBSTER: | think at this point in tinme ny understanding is
30 that the purity of the nodel is not 100% however | suspect
31 that those things that are not 100% of what | woul d consi der



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

224
Applicants (cont)

to be a pure VBA are aspects of the business that they could

go back and revisit.

CHAIR Isn't it possible, M Wbster, that the reason it isn't

MR

a pure VBA nodel, say for instance |like easyJet, is because
the market circunstances are different and, therefore, it
needed to be different?

VEBSTER: I don't believe that to be the case. (%%
experiences across quite a nunber of European countries now
is that the consumer, once they're confortable with the
notion that low fare airlines are safe and reliable, that no
one wants to pay any nore for their air travel than they
need to. It's a question of how |long do consuners take to
get confortable with that noti on.

Now, in the case of Australia, Virgin Blue devel oped
very very quickly and I would expect at this point in tinme
that consuners would be quite confortable with a |ow cost
concept. However because they developed it in the way that
they have, there are a nunber of things that | would not
have considered to be part of VBA For exanple, their
alliance arrangenents and |ounge arrangenents, they're

probably margi nal issues rather than fundanmental issues.

CHAI R It may suggest, however, that Air New Zeal and's recent

changes nmake it closer to Virgin Blue than what you m ght
normally think it would be in terns of a value based
airline, the offering may be closer to what a Virgin Blue

m ght offer than it would, say an easyJet offering.

MR WEBSTER: | think if we just exam ne the basic prem ses of a

VBA for a mnute. The first premse is that the point to
poi nt business is its core business, and nothing else. It
doesn't get itself tied up with alliances, it doesn't see

itself as a network carrier, it tends to focus on a single
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ai rpl ane size, perhaps type. It tends to direct as much as
possible directly with the consumer; Southwest doesn't do it
100% but it tends to focus on direct selling channels and
offers a very sinple product on board, generally an
undi fferentiated product. It tends to strip away a |ot of
the pricing mechanisns that traditional airlines have had in
pl ace. It looks to operate airplanes very -- on a high
intensity flying programme to get good anortisations of
fleet. It tends to enploy young, highly notivated and
i ncentivised people; it uses its own reservation system and
doesn't use the traditional airlines' GDSs.

| nmean, there are a nunber of dinensions that | could
keep going through here, and if you grade Virgin Blue on
that checklist, | think nost of the boxes will be checked.

CHAIR  What if you grade Freedom on that checklist?
MR WEBSTER:  Freedom checks out nost of the boxes. The problem

with Freedom is that it's a very small airline. Its
reservation system for exanple, is the right size for its
current business; its managenent teamis the right size for
its current business, and to grow an airline to the size of
an airline that Virgin is today, requires a lot of capita
and a lot of conmtnent to see that growh managed in such a
way that the robustness of the airline is properly nmanaged.
Now, easyJet grew very quickly, in sone of our early
years we grew as much as 100%in a year. W find growth now
at the rate of 15 to 25% as being the range which we can
grow per year. Now, that's of course on a nuch bigger base
of operations, but it would be several years before Freedom
could develop itself into say a 20 fleet airplane operation
safely. And that's the point that | nade earlier, that the

scaling -- the lead tine to scale an airline that's been
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devel oped in the way that Freedom has been devel oped and
really held back, is not a trivial step change.

CHAI R | didn't hear what you said the lead tinme was; can you
just repeat that?

MR WEBSTER: Its current size to say 20 airplanes, which would
be a reasonable fleet size to operate donestic and Trans-
Tasman services | believe, would take sonething of the order
of 2 to 3 years; 2 years m ni num

CHAIR Can | just go back to your --

MR WEBSTER: It took easyJet 5 years to grow from two airplanes
up to 20 or 21 | think at the time we floated the airline.

CHAIR  What sort of -- when you were entering the market what
were the nore significant barriers to entry that you faced?

MR WEBSTER: |'msorry, | just mssed the point of the question?

CHAIR |I'm just asking what the nost significant barriers were
that you faced as you tried to enter and sustain your entry
with easylJet?

MR WEBSTER: Can | perhaps just nove on to the next section and
answer that point at the same tinme?

CHAIR  Yes.

MR WEBSTER Because what | was going to address next is
mar ket pl ace i npacts.

CHAIR  Ckay.

MR WEBSTER:  Yes?

CHAIR Pl ease proceed.

MR WEBSTER: Thank you. The first thing that we noted as we
devel oped was initially, the dramatic fall in traditional
airlines' fare offerings. That occurred for two reasons.
One is that, once consuners are offered a cheaper choice,
they're willingness to pay a higher price, even though they

may have paid it for many years hitherto, beconmes difficult
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for themto accept.

Secondly, there is a high degree of substitution between
routes and whilst a low cost airline may operate sonme of its
capacity on a contested route, it's also likely to be able
to attract custoners who woul d otherw se have travelled that
contested route on to new routes that in the past have not
been oper at ed.

So, there are two nechanisns that we observed. So even
small market share going on to a contested route is not
necessarily going to protect a traditional airline from
pressure on its fares.

The second observation, and | believe this has already
occurred in Australia and New Zealand, is that the market
distorting nechanisns that airlines traditionally have
i ntroduced around fares, including fences around Saturday
night stays and so on, are dismantled as the traditional
airlines realise that they' re actually penalising thensel ves
by keepi ng those nechanisns in place.

Initially we've observed that it's the very price
sensitive travellers that adopt to the low fare offerings
initially, but over quite a short period of tine, sonewhere
we' ve observed over 6 to 18 nonths the nore discerning
busi ness and leisure travellers, both |eisure and business,
will migrate to |ow cost, particularly as the reputation of
the airline is devel oped.

So, very price sensitive travellers will buy off the
headl i ne price as advertised, but nore discerning travellers
will mgrate once they get confort either through friends,
rel atives or just hearsay, that the airline is safe, it's
reliable and can be trusted.

The other point to note is that a full service airline
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such as Air New Zealand and Qantas wll be carrying short
haul point-to-point traffic as well as short haul connecting
traffic. Soneone travelling from perhaps New Pl ynmouth down
to Wellington and then across to Brisbane. The full service
airline is likely to |lose that connecting traffic as well as
the VBA offers point-to-point connections on these new
routes that we tal ked of before.

So, | think that the bottom Iline here that | believe is
valid to look at is that, a full service airline is likely
to see erosion of its fares across all classes of travel and
across large nunbers of its routes, even if the |ow cost
airline is not in technical terns providing a |lot of
frequency conpared to the full service airline. The
| everage is in the advantage of the | ow cost airline.

In the case of easyJet, we have not yet pulled off any
route in our devel opnent since 1996 for any reason |et alone
conpetitive reasons. W have had -- in fact, one of the
things that we don't do is worry when we are devel opi ng new
routes to look at the conpetition levels of full service
airlines. W're mndful of what other |ow cost airlines are
doi ng, because it clearly would be value destroying to end
up with a fight, a head on fight with two | ow cost carriers
who have both got the sanme | ow cost base.

But what we |look to do is, one nmake sure that the routes
that we go on to are large and, therefore, in the long-term
capabl e of supporting a significant anount of our capacity;
we |look for a cost base advantage to easyJet because ny
belief is, over the longer term nediumto longer termit's
really the cost base that delivers the protection to the
busi ness nodel .

The response to the market by these |low fares cannot be
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fully predicted; each route tends to be sonewhat different,
and so, when we go in and offer low fares to start with we
can never be exactly certain of the response in terns of
what the mx of leisure and business is going to be.
Initially the leisure market responds quickest and the
busi ness market foll ows. So, it's true to say that the
conpetition of the traditional carriers has really not been
a significant factor.

Clearly, if there's an opportunity of developing the
busi ness w thout conpetition, it would be very attractive
but we have to live in the real world, we're part of a
novenent to increase conpetition and reduce the fares for
all consumers.

The one case that we've had one difficulty was in the
early days when easyJet started to fly into Anmsterdam and
KLM was dunping seats offered on a 747 to London at very
very low prices, and that was the only instance that | think
we' ve asked for an intervention by the -- by Brussels, by
the conpetition authorities and which they investigated very
thoroughly and they disciplined KLM but ny belief is,
providing the conpetition is fair, the |low cost base wll
drive the success of the VBA.

Any ot her questions on market pl ace?

CHAIR | just wanted to cone back to the question | put to you

before, which was, what were the significant barriers to

entry that you faced in the early days of the easyldet?

MR WEBSTER: | think | tried to answer that by saying that there

really weren't any from the market point of view The
barriers for us was meking sure that we developed a
reputation for safe and reliable operations. The mar ket

really did not constrain us; conpetition did not constrain
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us.

CHAIR Were there any issues around access to airports and this

sort of thing?

MR WEBSTER: I n the early days, and | think it was around 1990 -

- late 1996, we had established the airline successfully as
a small operator within the UK and we wanted to start
branching out into Continental Europe, and we chose at that
stage Ansterdam as the first point, thinking that the
culture -- renenber that in these days the concept of |ow
fare airlines was not established in Europe at all, we were
pi oneeri ng.

So our first service was selected to go into Ansterdam
because we felt that the culture of the Dutch and the
English were sufficiently close that it would be a |ower
risk than, say, going into Spain or Italy. And just after
we made that decision there was a problem in Holland where
restrictions were inposed on the airport to reduce its
flying capacity because of noise constraints. So, that was
our first exposure, if you like, to a barrier; not a market
barrier, but an airport capacity barrier.

Typically now nost of our airports are not slot
constrai ned, although a nunber are. For exanple Gattw ck
which we entered last year is slot constrained, Oley is
sl ot constrained. Both of those airports we operated into
in response to the cut-back of traditional airlines
foll owi ng Septenber the 11th. One other airport, Madrid in
Spain, and one other in Switzerland, in Zurich, are also
slot limted airports, but we've been able to increnentally,
from season to season, get slots sufficient to neet our
mar ket needs.

So, whilst it nay be on paper look to be a limting
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factor from the point of view of wanting to progressively
devel op a route commensurate with the size of the market,
they have not been inhibiting factors to the growh of the

airline.

CHAI R I just want to conme back to the comment you nade that

the key issue for you is the cost base advantage and that --
| know |I'm paraphrasing, but that that is what protects your
busi ness nodel .

| want to ask you, and if I'm correct you're continuing
to advise Air New Zealand on its strategy, would it be fair
to say that, if that is the major factor in determning your
success, that Freedom and Express class are an attenpt to
get at that very thing, to put at risk the Virgin Blue
busi ness nodel through attacking the cost base advantage. |
want to ask you if that is your advice to Air New Zealand to
pursue that strategy in order to deter VBA entry?

MR WEBSTER | think just in the big picture for a mnute, |
don't believe that a single VBA airline is going to be
evolving in Australia, New Zeal and. I think without
question we will see nore than one low cost airline; it's

not natural for a single airline to exist anywhere and |

think the market, certainly in Australia and the Trans-

Tasman donestic New Zeal and conbined, is large enough to
support nore than one brand, and |I'm sure that will evolve
in time.

CHAI R Can | follow that one up before you go on. The

Applicants have submtted to us that the New Zeal and nar ket
isn't big enough to support nore than one VBA and one full
service airline, and if | hear you correctly, you don't
agree with that view?

MR WEBSTER Yes, I'mreferring to the market as a whole; the
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Austral asian market, Australia, Tasman and New Zeal and
conbi ned.

CHAI R I would like you to speak to the New Zeal and narket,
pl ease. Can you tell ne whether you think the New Zeal and
donmestic market can support nore than one VBA and a ful
service airline?

MR WEBSTER: | believe the New Zeal and market by itself would
not sustain an airline in its own right, and | think going
forward if you want to get the economes of scale out of a
VBA you need a substantial marketplace in total; one, to get
the brand well-established and second, wth a Ilot of
economes of scale comng out of the deploynent of the
brand, and secondly, to be able to buy airplanes, fuel,
i nsurance at conpetitive rates.

So, you have a VBA in Australia and a VBA -- let's say
the markets were not |inked. It's likely that a VBA in
New Zeal and by itself would have difficulty in operating and

conplying just to the New Zeal and market --

CHAIR | didn't nmean to inply --

MR WEBSTER: -- if conpetition opened up.

CHAI R | didn't nean to inply that they couldn't be operating
in Australia, but what | want to ask you is; is it clear
that, if there are nore than -- say there are three airlines

operating in Australia, is it clear to you that New Zeal and
would be an attractive market for all three of those
airlines to sinultaneously be operating across the Tasman
and into the New Zeal and donestic markets?

MR WEBSTER: Yes, let nme tackle it a different way. The
New Zeal and donestic, the forner two donestic airlines up
until a Ilittle while ago, one could argue as to how

profitable they are, and |I'm certainly not qualified to
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speak on that. The low cost nodel, | believe, wll
conpletely -- the VBA will conpletely make obsolete those
traditional nodels.

The lower fares should expand the nmarket quite
dramatical ly. Australia and New Zeal and contain a |ot of
very price sensitive leisure travellers and price sensitive
busi ness travellers, so the cost base, for exanple, could be
reduced by a half. Rul e of thunmb would suggest that the
mar ket shoul d double in volunme plus or m nus.

So therefore, if a traditional airline is available in
the New Zeal and market, or two is viable in the New Zeal and
mar ket then there's no reason to expect that two VBAs could
not coexist in that market in the long-termas well. That

woul d be the way | woul d think about it.

CHAIR And two VBAs and a full service airline?

MR WEBSTER:. Well, I'm not sure there's any future for the VBA
airline and | think that's the issue that airlines |ike
Qantas and Air New Zeal and have to contenpl ate. I think
that the Swiss Arnmy knife nodel of airlines which they
represent; that is, you know, we'll do everything from
regional flying to long haul 747 flying, | think is an
antiquated nodel. I don't believe that as the world

deregulates in its next stage of deregul ati on between the US
and Europe, | don't believe we'll see nmuch future in network
flyers at all, they will be long haul point-to-point flyers
and | think Air New Zealand and Qantas have got to think
about where their long haul future is going to cone from
because | certainly don't believe it's going to cone back
fromlong haul flying.

CHAIR 1'd like to conme back to the earlier question about what

advice you've given, or you would give to Air New Zeal and
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and is the current strategy with respect to Express and
Freedom an attenpt to underm ne the key support for the VBA
busi ness nodel, and that is the cost base advantage? D d
you advise Air New Zealand to pursue that strategy in order
to underm ne the key advantage that VBAs have?

MR WEBSTER: No. Not at all. M viewis that Air New Zeal and

whet her you call it Express or any other brand, will never
be successful conpeting with a true VBA, it has too nuch
baggage; and transformation of an existing airline into a
conpletely different nodel requiring far fewer people,
different relationships with custonmers has been attenpted by
many airlines around the world and has never been
successful . So, | don't believe for a mnute that it wll
be successful for New Zealand and | certainly haven't

advi sed t hat.

The reason | believe in that is why | left Ar New
Zeal and; that | believe that there's a trenendous future in
the VBA concept, | didn't see any opportunity of deploying

that in Australasia apart fromin Australia itself for Air
New Zeal and because of the conflicts of interest and
canni balisation, and | was fortunate enough to find an
opportunity in the UK here, and | still wvery nuch

passi onately believe in that.

So, | think Air New Zeal and's challenge is not to worry
about donestic, | think a slow retreat is going to be in
order there over the next 10 years. |Its

real challenge is to figure out how it's going to be
successful in a nuch nore contestable |ong haul market;
that's where the bulk of its investnent is, that's where it
can be successful provided it doesn't spend too much tine
t hi nki ng about what it's going to do about it. So, that's
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1 basically the type of advice that |'ve been hel ping with.
2 CHAIR Is it your view, that an airline like Air New Zeal and
3 can't transformitself into a VBA?

4 MR WEBSTER Well, the only airline that |I'm aware of that's

5 successfully set up a low cost airline is British A rways.
6 Wen they set it up they didn't know what to do with it so
7 we bought it fromit. But I'm not aware of any other |ow
8 cost airline that has ever been developed, or in fact
9 mgrated away from the traditional nodel, and nany nmany
10 airlines have tried over the last 10 years or nore.

11 | renmenber the first | think was Callight(?) that
12 started up in the US when we were |ooking at the VBA
13 concept, and that woul d have been about 1992. So, there was
14 Callight(?), there was Shuttle by United. Delta is trying
15 anot her one called Song(?) now O course, BA set up -- had
16 a go. There's been a whole series of attenpts, but no
17 airline has nmanaged to set up a true VBA

18 CHAIR I just have one nore question and then Conm ssioner
19 Bates has a question as well. I'ma little surprised about
20 the advice that Air New Zeal and should have a sl ow managed
21 retreat fromits donestic business and put the enphasis on
22 the long haul, given nost of its profitability has
23 traditionally cone from the donmestic side, and they' ve
24 struggled on the international routes from what we' ve been
25 t ol d.

26 It seens like a fairly major transformation in itself to
27 make that work, particularly given the conpetition it faces
28 in the long haul business, and |I'd just |ike your conment on
29 t hat .

30 MR WEBSTER.  Well, | think that what | amreally able to share

31 with Air New Zealand is ny experience in running a |ow cost



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

236
Applicants (cont)

airline and observing the responses that we've seen from

traditional airlines in Europe; | think that's all |I'm able
to do. I"m not providing any detailed analysis in support
for Air New Zealand, |'m purely conveying, if you like, ny

personal experiences and experience in running Europe's
| argest | ow cost airline.

My nessage to you is the sanme nessage | sent to Air New

Zeal and, is that you can slow down perhaps the rate of
wealth -- the rate at which depleting sharehol ders' wealth,
but you won't stop it. You will not stop the success of a
true low cost airline. In time the low cost airline wl

Wi n because of its superior cost base and tiny specialised

busi ness processes.

CHAIR  Wsat could they do to slow it down?
MR WEBSTER: Well, the traditional response of a well funded

large airline is, throw noney at it and heavily discount
seats. Now, that works okay on contested routes, but it
doesn't work on new routes. It doesn't help when nore
capacity goes on by the low cost airline, and the full
service airline has then got to say, "Well, | filled all ny
seats at these very very low fares, |I'm not making any
noney; am | really going to put nore capacity on to this
route and further take the airline into | oss?"

Now, clearly Air New Zealand doesn't have that
situation -- opportunity available to itself because of its
current financial predicanment. But if this was a very
strongly funded airline, and probably one I can think of in
the UK here is Lufthansa, that is the sort of response, and
| would call it a marginally anti-conpetitive response, that
one mght see. That may sl ow down the devel opnent of a |ow

cost airline for a period of tinme, but it's not going to



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

237
Applicants (cont)

stop it from gaining a foothold by stealth over a | onger
period of tine. It may slow down the full frontal attack

but a low cost airline will win ultimtely.

CHAI R W were just advised by Qantas that it's pretty mnuch

what they did in Australia, a fairly robust response; net
the prices, put on capacity, and that they'd have to do the
same thing here with or without the alliance in response to
VBA entry.

So, whether Air New Zealand on its own could do it or
not, it's readily apparent that Qantas is prepared to do it,
and certainly in the formof the alliance they seem-- seens
li ke they'd have the capacity to do it, and they have stated
a view that they probably woul d.

So, in ternms of delay, what sort of delay can be
affected by that sort of anti-conpetitive response?

MR WEBSTER | think it depends on -- yes, it depends on what

they think the end ganme is. |If a lowcost airline is poorly
funded, then a strong traditional airline my feel that it
can hold the young upstart under water |ong enough for it to
run out of cash. W' ve certainly seen that scenario.

However, a rational board would have to take the view
and that is, in the long-term there was no chance agai nst
the well-funded VBA, that it was actually going to ever make
profits; ultimately surely the Board would intervene and
say, "let's focus our attention sonewhere where we can
actually be successful in the long-term"

| think there's a very strong body of evidence around
the world with Southwest, with JetBlue, with easyJet and
with Ryanair to suggest that traditional airlines are not an
effective form of conpetition against a val ue based airline,

and | think the challenge for traditional airlines is to
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devel op an exit strategy.

It's very very difficult for a traditional airline to
back out of capacity commitnents, to back out of narkets and
to reduce staffing, or in fact to displace staffing out of
the loss-making short haul airline into its |longer hau
busi ness, but | think that, you know, for an airline such as
Air New Zeal and or Qantas, which is able to observe in other
territories such as the US and Europe, what is happening
It's actually got quite a good lead tine to actually work to
to try to reposition its business before its domestic
business is dramatically affected and before the rules of
the game of the long haul business also changes, because
clearly deregulation is sonething that eventually wll be
gl obal .

So the rules that we learned to apply in short haul are
going to be exactly the sane rules we're going to see in the
medi um and |long haul markets through tinme; we just don't
know when. At the end of the day we're talking about
consunmers and consuners don't want to pay nore than they
need to and they're paying a lot nore than they need to at
the nonent both in the VBA arena and also in the full

servi ce arena.

CHAIR Thanks for that M Wbster. Conmi ssioner Bates and then

Conmmi ssioner Curtin would both Iike to ask questions.

MR WEBSTER: Yes, | just had a couple nore points to nmnake,

particularly on distribution, shall | hold themfor later?

CHAI R Can you just hold them until we get these questions

t hr ough; thanks.

M5 BATES QC M Webster, | was interested in what you had to

say for the long-term future for FSA | think you nay have

characterised them as dinosaurs or sonething |ike that. But
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certainly you don't see the nodel as surviving, do you?

MR WEBSTER: Not wi t hout changi ng.

M5 BATES QC. So, do you see them concentrating predom nantly on
the long haul? That's the first question.

MR WEBSTER:  Yes.

M5 BATES QC. And, point-to-point rather than networking?

MR WVEBSTER: | think that particularly with the advent of the
internet, that a lot of the conplication that traditiona
airlines built into their so-called network operations is
| argely redundant. More and nore people travel these days,
nore and nore people are confortable to use the internet
effectively as t he mar ket pl ace to provi de hot el s,
connections, rental cars, directly from their conputer
term nal .

So a lot of the investnents that airlines have nmade in
the past in the formof alliance relationships, in terns of
comng on to the GDS, travel agent relationships and
partnerships and so on | think we will see fall away over
the next few years as long haul airlines find a way of
becom ng nore conpetitive. Because | don't think that
consunmers will pay airlines the prices needed to sustain
t hose arrangenents.

M5 BATES QC. Yes, | can understand exactly where you're comn ng
from It's in contrast to some of the other evidence we've
had before us which tends to -- the evidence really is that
there's enornobus value in connectivity and network that a
VBA can never hope to supply, so that gives the full service
airline the ability to carry on, and so it's actually
quite -- to ne it's in quite stark contrast to what you're
sayi ng.

MR WEBSTER. Well, | think that the issue -- when you stinulate
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short haul flying with a point-to-point network and |ower
fares, the amount of connecting traffic 1is naturally
diluted, and it's diluted for two reasons. One is that the
anount of flying increases, and secondly, the full service
airline -- sorry, the VBA airline is likely to be flying
into new cities that weren't hitherto connected and,
therefore, the requirenments of the short haul connecting
traffic is dramatically reduced.

The VBA is not going to affect the demand for [ong haul

travel into or out of New Zealand; it's unlikely to in
itself. So the anmount of connecting traffic that Air New
Zeal and would have over Auckland, for exanple, into
Australia or to other parts of New Zealand, is probably

going to stay where it is today, but the rest of the traffic
around the region is going to dramatically increase as a
result of those lower fares applied by the VBA

So, | think the big problemfor the traditional airlines
is to get their hearts around whether they can actually stop

doi ng sone of these things that they' ve done for so long in

t he past.

| nean, | can confortably sit here and neke these
comments because | don't have to take responsibility for
maki ng sone tough decisions here. But if | was running Air

New Zeal and 1'd probably -- you know, | mght have to think
about it a little bit, but | guess | see that the
traditional airlines really have to change and | think, if
you've got the low cost airlines conmng in and taking out
that lower ground of the short haul market, then the
traditional airlines, the long haul airlines particularly,
have got to think about how they take capacity out of the

t hat mar ket because they're not going to be successful in it
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and how they deploy that efficiently sonewhere el se.

And ny viewis that the way they should be doing that is
to focus on learning fromthe |ow cost on the short haul and
applying the sanme nodel on the |onger haul nmarket; maybe a
m ddl e, nedi um haul and | ong haul .

M5 BATES QC. | understand that.
MR WEBSTER: |'m not a paid advisor to Air New Zealand in terns
of speaking their strategy; I nean, I'"'m basically

i ndependently sharing with you ny view of the way things are
possi bly going to be heading in the next few years.

| nean, it's very interesting, not everyone believes in
this; at the nonent you' ve got Airbus building the word's
bi ggest airline, on the other hand you' ve got Boeing saying
point-to-point is the way of the future, we're building
smal | er airplanes, so there are different opinions out there
at the nonent.

M5 BATES QC Just pretend for a nonent that you are advising

Air New Zealand on what to do to increase its |ong haul
busi ness. Wuld you be advising it to do that on its own or
woul d you be advising it to cast inits lot with Qantas and
do it with Qantas?

MR WEBSTER My view is that the region needs a strong network,

and | think both carriers are very small when you conpare
the size of the conpetition against the European carriers or
the US carriers, and they're the carriers that the South

Pacific will have to conpete against in the future, with a
much nore aggressive and fit set of conpetitors, | would
Vi ew.

So, | think the industry does need to consolidate.

Certainly, ny view of Europe is that Europe is well overdue

for a round of consolidation, and even in territory the size
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of Europe, over 250 mllion people, | believe there's only
room for three, four mmjor airlines, and the renaining

airlines should be consoli dated.

M5 BATES QC. Thank you.
CHAI R If you would please conplete the rest of your

presentati on, M Wbster.

MR WEBSTER: Yes, thank you. It was just a question of

distribution, and 1'd like to say that easyJet was the first
airline which conpletely bypassed the travel agent. W' ve
never ever paid conmission to a travel agent. 95%of all of
our seats sold are sold on the internet, on-line; 95% and
the remai ni ng 5% over the tel ephone. They appear staggering
statistics, but I think it's an exanpl e of what happens when
you encourage consuners to find a better way of doing
busi ness.

Most of Europe is now noving over to our nodel in sone
shape or form Travel agents still have a role to play, but
what has changed is that, instead of airlines paying the
travel agent, the travel agents are now paid by their
clients who are in the best position to determ ne whether
they are getting value for the advice that the travel agent
i's providing.

So it's a different incentive nodel; travel agents are
still there. Wthout doubt, sone of the poorer travel
agents are no longer in business, but the good ones are
of fering better services to custoners than they've ever done
in the past.

| think a point to make here also is this concept of
direct selling works well for a sinple product which point-
to-point flying really is, and it also of course provides

| ower fares to consuners because it takes a |ot of cost out
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of the distribution channel, not only in comm ssion but also
in the need to support GDS systens and the need to retain a
sales force and providing advertising collateral for travel
agents. So there's a whole series of costs.

When easyJet got started we believed that about 30% of
our cost advantage cane out of distribution alone.

As | mentioned, nost of the full service airlines around
Europe now are enbracing this nodel or variants of it.
British Airways is certainly one of those, as is British
M dl and. I think the underlying point I would say here is
that, although easyJet led the charge, the consumer is now
very nmuch in charge. The consuner is really forcing the
i ndustry to beconme a lot nore efficient, initially because
it was the only way they could get these low fares, but
traditional airlines have had to respond to that pressure in
order to try and maintain as nmuch conpetition in the market,
or success in the market as possible, and | understand that
that's sonmething also that is occurring in Australia and
New Zeal and.

So that's good, | think it's very good for the consuner;
it causes sone pain to the travel industry, however, again |
think it's been a protective industry in the past and this
is something that nmust continue to develop. That's the |ast

of nmy conments.

CHAIR  Thank you for that M Wbster. | mght just check with

ny colleagues if there are further questions. W have a
question, M Wbster, from one of our external advisors,
Professor Gllen, and | don't think you will be able to see
him but hopefully you will be able to hear him

PROF d LLEN: M Webster, when you're look at entering

mar kets, how inportant is things like the current margin on
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fares and the nunber of conpetitors in the narket

i nfl uenci ng your choices?

MR WEBSTER: The approach we take is looking -- or estinmating

what we believe is the average fare in the market today, and
in the case of full service airlines of course, the cost
base | nmentioned before is taken for granted; we know what
the cost base of all the other airlines is roughly, so
that's not a factor.

Now, in nost of the routes that we | ook at in Europe the
fares are very high, so it generally is not a consideration,
al though we do look at it. It's likely to vary because of
the anount of | ei sure travel on the market and
contestability of course could be a factor, but by and |arge
it'"s not really a strong driver of our decision-naking.

If we take, for exanple, an exception, which would be
the Geek Islands out of Athens, that market has been
di storted because A ynpic has been conpeting, propped up by
CGovernnent subsidies, conpeting with surface transport, the
fast ferries and, therefore, you will see the price per seat
mle, available seat kilonetre in that marketplace very very

different in an outlier well below that of the rest of
Eur ope.

So, I'mjust putting that one to one side, but that's
certainly the reason we've not entered that market. But ,

where an airline is not being subsidised, then one would
expect that the fare structure and average fares pretty nuch
foll ow the cost base, plus or mnus; obviously the degree of
conpetition may change that a little bit, but by and |arge
it's not a factor.

The biggest factor that we actually focus on is, what

nmakes sense in ternms of linking our current origin narkets
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where we've already invested in the brand, how can we extend
that market into new routes, into new destinations and
capitalise on that investnent? So, that's the first
det er mi nat e.

The second point of focus is really on -- well, should I
say the first point of focus we have is just increase in
frequency, increase in frequency on existing routes.

The second one is to see whether we can actually, as |
say, tap into that brand and encourage people to go to new
destinations, and the third one is then to |look at a new
destination or a new origin market; that requires a |arge
comm tnent of capital investnent, and we do |ook at that
very carefully.

The determinate of that choice is -- let ne just take
you through sonmething here in Germany at the nonent, but
traditionally in nost of Europe we would really only
consider the size of that nmarket and where we felt that
mar ket could be linked to, which other points in our network
would it fit with and, therefore, how nmany airlines could we
depl oy.

W tend to now | ook at depl oyi ng sonet hi ng between 6 and
8 airplanes every tine we enter a city into that city it
itself. The reason is that we have a lot of airplanes
com ng, we have 240 airplanes on order, 120 of themw Il be
delivered over the next five years, and we have to focus on
profitability but also being able to deploy a |arge anount
of capacity on a cunulative basis going forward, which is
pretty |arge.

Now, the only market that we've actually stood back
from and this is something that's happened recently in

Germany, we had an option to buy a British A rways owned
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subsidiary called Deutsche BA, which is based in Minich, a
16 airplane operation, and it's run |like a charter business,
not too dissimlar from Freedom in a way. I[t's very |ow
cost, but it's never had any of its own custoners, it's
basically just pilots and an airplane, and they have flown
under a BA sponsored brand, but very little in the way of
mar ket i ng.

When we took that option, Lufthansa got a little bit
upset and started to throw its weight around and very
heavi ly discounted all of its donmestic narket, sponsored the
start-up of another carrier, then we had three or four other
carriers, Air Berlin, Hapag-Lloyd Express, we had Virgin in
Brussels, Virgin Express, all start to focus on the Gernan
market, and we felt this was just too much noise, there's
too nmuch going on here and we just wal ked away fromit.

That's not to say we're walking away from the German
market; in fact it's quite possible within the next few
nonths we night make some announcenents on Gerrmany, but we
felt it was the wong tine to go out and buy a large
operation; 16 airplanes is quite a large operation to
acquire; so soon after acquiring go in a nmarket which is
bei ng di sturbed by so many different players.

So, you know, we can be cautious when we need to, but I
don't believe that there's anything structurally wong with
the German market that will deter us fromgoing in there in
an organic way over the next five years or so. Does t hat

answer your question?

PROF G LLEN: Yes, it does, thank you.
CHAI R Okay, M Webster, | think that conpletes the questions

that the Comm ssion has for you. 1'd just like to thank you

for taking the time;, it's been very valuable for the
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Commi ssion to be able to listen to what your experience has
been and we're very appreciative of that, so I'll let you go

back to, must be a late evening there, but thank you very

much.

MR VEBSTER:  You're wel cone. Thank you

CHAIR | think what we'll do nowis, we'll break for 15 mnutes
and, if people could -- we'll break for 15 mnutes and if

peopl e coul d be back by about 22 past fromny watch; | don't
know what everyone el se's say.

MR P TAYLOR Madam Chair, a lot of what's still to cover has
been largely held in questions. So a large part of what
we're still to cover has cone out during that discussion, so
we'll be able to nove quite quickly through the rest.

There's just two or three slides we need to concentrate on.
CHAIR  Okay, thank you. We'I| take that when we get back.

Adj our nnent taken from 10.08 amto 10.30 am

CHAIR Ckay, I'd like to resune this session, if everyone would
pl ease be seat ed.

MR P TAYLOR  Madam Chair, M Edwards would just like to clarify
one statenent.

CHAIR  Thank you. M Edwar ds.

MR EDWARDS: Thank you. Earlier in response to a question about
what would Qantas do with Virgin Blue entering the market |
made the distinction that we would match fares and reduce
costs. Unfortunately in your translation to Ray Webster you

used the comment that we would "put on capacity", that

Qantas had said we woul d put on capacity, and that was not -

CHAIR: Not what you said.
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MR EDWARDS: -- not what | said, and it is sonething that we

woul d need to see corrected.

CHAIR Al right, thank you for that.
MR M LLER Madam Chair, |'m going to try and speedily go

through the remaining of nmy slides on the basis that sone
good questions canme out during M Ray Wbster's -- after
M Ray Webster's presentation and during his presentation.
So, if you wish me to sl ow down, please say so, but | intend
to finish off my slides in the next 10 m nutes.

CHAI R As long as you speak slowy enough for the

transcription.

MR M LLER: In terms of Freedom Virgin Blue has wthdrawn its

demand relating to Freedom and we have given very sinple
undertakings wth regards Freedomis deploynent in the
mar ket pl ace.

In ternms of incunbent response, two exanples here, and
["ll give you a third one in Australia. The march onward, a
val ue-based airline capacity even against well regarded
i ncunbents, whether it be British Airways or United, US Air
or indeed Air Canada, the march keeps going on, and as Ray
said, it is alnost inpossible to stop. You can slow it
down, but you can't stop it.

Virgin Blue itself in regards to Australia; there's been
orderly gromh over a protracted period of tine, although I
woul d accept that the dem se of Ansett speeded up that
growh, but | wuld say that their position in the
mar ket pl ace woul d be very simlar in a couple of years' tine
as to what they've nmanaged to reach now, with 30% of the
total donestic capacity.

|"m now going to show you sone tine |lapses in ternms of

FSA share and VBA capacity share. This is from Australi a,
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Canada and Eur ope. The first pie chart top left shows 21%
VBA share at point of entry, and then the next pie chart to
the right is after year 1, year 2 and year 3.

What this clearly displays in these markets is that it's
the FSA capacity share which dimnishes over a period of
time. This also applies to the US donestic nmarket as well,
where the reduction in FSA capacity share is a result of VBA
entry. Cearly, characterised because of the |ower costs of
the VBA and the custonmer's incessant requirenment to have
| ower fares.

Just in terns of Virgin Blue's or the early entry into
the Australian market over the three year period, June 2001
to June 2003, the red lines clearly show the nunber of new
routes that they've actually started to fly, and indeed
Westjet's experience in the Canada in regards to their
growt h over a three year period as well.

In ternms of tineliness of entry, Virgin Blue's entry
plans are well advanced, and Virgin Blue's entry, we
believe, is iminent in terns of the Tasman and latterly the
domestic market.

In fact, Virgin Blue's CEO, Brett Godfrey, stated at the
year end results that they believed that Virgin Blue would
definitely have its first international service and flight
by Chri st nas, and obviously they've applied to the
authorities in Australia for international flights to places
like Fiji and Vanuatu, and we know t hrough sl ot applications
that obviously they' ve actually applied here in New Zeal and.

So let's ook at the inpacts of VBA into the nmarket, and
you've heard today that nobst incunbents definitely reduce
fares; the VBAs because of the lower fares do stinulate

demand and grow the nmarket in terns of passenger heads,
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al though in sone markets obviously the revenue base does
decline, it remains flat, and it causes an ultimte
reduction in full service airline capacity, and it does have
significant inpacts on the full service airlines even when
the VBA has a very low | evel of nmarket share, which I wll
denonstrate in the follow ng slide.

M5 BATES QC When |'m | ooking at your -- the extent of entry
that Virgin Blue's network having expanded rapidly; all |
wanted to ask is whether, you know -- or maybe | should ask
M Edwards -- whether Qantas has started flying routes that
it didn't otherwise -- that it didn't used to fly?

MR EDWARDS: Sorry, have we started...?

M5 BATES QC. Yes, what M Webster said is that VBA are able to
take on routes that the full service airlines can't, and I
just wondered whet her one of Qantas' responses to VBA entry
had been to actually, you know, put on flights to different
routes?

MR EDWARDS: No, no, we haven't. | think the very good
illustration of what Ray Webster was saying, was that Virgin
have started operating services from Sydney to Coffs Harbour
with, you know, 160 seat jets and that's just sonething we
can't do.

M5 BATES QC. Ckay.

MR M LLER The next slide tries to denonstrate various |evels
of VBA share and the inpact that they have on FSA in terns
of pricing. | would evidence ny own experience when | was
in Melbourne running Ansett Donestic; when even at a very
| ower level of market share of Virgin Blue, that did
destabilise the total market in terns of fares and also the
impact on profitability firstly on Ansett Australia and

ultimately causing its dem se.
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The reason why they have very high | everage and very | ow
mar ket shares is obviously, the FSAs respond in terns of
pricing across the total network rather than pricing just
agai nst the specific routes that the VBA tends to operate.
This happens because the custoners are not only the
custoners of the route and the full service airline, these
custonmers are flying in other routes and it would be
unsustai nable for the full service airlines to have doubl ed
the fares on one route where it's not contested by VBA
versus the route where they are contested where they m ght
have fares of half.

So clearly there's a network effect and this did happen
in Australia both with Ansett Australia and Qantas where
they reduced the fares across the total donestic network
even at |low | evels of penetration. So it's a lever, it has

a conditioning effect on the FSA networKk.

MR CURTI N: | know you want to illustrate one point from that

graph, but | was also interested in the shapes of curves
and it looked to ne as if by the tine you get out to a
fairly long haul section there doesn't seem to be nuch

di fference between VBA and FSA costs. | was just wondering
what's going on here; are there sone fixed costs -- what's
explaining the shape of this curve? Is it fixed costs

getting spread over nore kilonetres or does petro

dom nate -- or aviation fuel dom nate everywhere you go or
what ?

MR M LLER: I'"d like to pass that question to David, if that's
possi ble. David would be able to answer that better. He'l
have a go at it, and if he doesn't have a good go, I'll have
a go.

MR BENTAL: The shape of the curve is incurred by the cost
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incurred by the airline, and what you tend to see is in
short haul segnents, higher percentage of the costs are the
fixed costs and when you allocate that over a smaller anount
of mles, you get a higher yield, so that explains the shape
of the curve.

In terms of the fact that, as you get to a much | onger
| ength of haul, the two curves are closer to each other, is
because the -- at very high length of hauls the cost
advantage of the full service tend to be lower than it is in
a very short segnent. The main advantage of VBAs on |ow
cost carriers on the cost side tends to be as de-
utilisation(?) and | abour. Those are the two conponents
that you get a lot of value when it's a short haul segnent.
As the length of the haul increases you see the differential
getting smaller, so that explains the reason that the curves
are closer at the end at the 1,500 mles as opposed to at

t he short haul s.

MR CURTIN. Thank you.
MR M LLER "Il also add an operator's perspective to David's

good response, and that's the fact that when we introduced
Express donestically, it was across the total network from
19 seaters to 737 aircraft. On the 737 aircraft we were
able to take out business class and increase seating
capacity by 12% W al so reduced one crew nenber from4 to
3.

The ability to replicate a |ot of these efficiencies and
cost reductions in a 19 seater aircraft where we couldn't
I ncrease the nunber of seats we couldn't renove cabin crew
because there was no cabin crew, we couldn't renove food
because there's no food. They have a higher level of fixed

costs which are unchangeable in ternms of the commrercial and
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1 product nodel, so that also reflects the difference between
2 stage |l ength and obviously aircraft type.
3 MR BENTAL: Also, we're looking at the data a year before and a

4 year after, so we do need a good sanple. If you |look at the
5 US and European experience, very few |ow cost carriers were
6 flying long haul flights; only in the |ast year, year and a
7 half with JetBlue and a few Southwest flights the |ow cost
8 carriers entering the long haul markets. I would suggest
9 that if we do this curve 2 years from now you are going to
10 see a much nore significant difference.

11 MR CURTIN: Thank you very nuch

12 MR MLLER One of the other issues that we wshed to
13 denonstrate is that the entry of value based airlines has a
14 total conditioning effect on all fares, and you wll see
15 before VBA entry the histograns are in red and after VBA
16 entry are in blue, and what you can see is a mgration down
17 to the lower end of the fares and a growh in volunme at the
18 | oner end of the fares.

19 Now, this happens for a |lot of good reasons. Firstly,
20 VBAs tend to have one-way pricing, so if you're working in
21 the business market, a l|lot of business people know when
22 their nmeeting is starting; let's say you're in Auckland and
23 go to Wellington for the day, you have a neeting starting at
24 10 o'clock in the norning, so therefore you can pick the
25 cheapest fare on the day on the internet, but maybe your
26 return is conditioned maybe by the length of your neeting,
27 so you want total flexibility in the return, therefore
28 you'll pay a slightly higher price.

29 So, generally speaking, even in the business narket
30 there is a conditioning of that business narket to reduce

31 the average level of fare in the business traveller's
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1 mar ket .

2 DR PI CKFORD: Just in ternms of that last graph, isn't there
3 anot her factor potentially at work as well, in a sense that
4 when a VBA cones in and starts to grow the narket
5 particularly at the lower end, so there are nore fares
6 comng in at the |lower end, so when you proportion out, as
7 you have done, that would tend to generate that effect; it's
8 not necessarily that there's a bigger inpact at the upper
9 end fares it's just that there's nore fares and a w der
10 range?

11 MR BENTAL: The data that you're looking at in the chart is only

12 the FSA, so in a sense -- so we're not including the |ow
13 fares that the VBA is putting in.

14 DR PI CKFORD: Ckay, thank you.

15 MR MLLER But if you want to do that you'll be absolutely
16 right, there will be massive growh in the lower end of the
17 fares because of the massive market stinulation, but as
18 David said, this is only the FSA distribution.

19 The inpact does affect other markets, and Ray's tal ked
20 about this, the various airlines around the world changing
21 their fare structures and their terns and conditions, so you
22 don't have to wait until high tide and full npbon and 21 days
23 advance purchase to get these cheapest fare; these barriers
24 have been renoved as a function of consumer demand, but also
25 the requirenent for easier selling through web-based
26 mechani sns.

27 VBA entry, as denonstrated, has inpacted business as
28 well as leisure fares. Business travellers in the past have
29 been regarded as fairly inelastic, but VBA entry has shown a
30 hi gher degree of inelasticity in regards that traveller than

31 has briefly been expected. Do | believe that easylJet's
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business in the nbost mature routes up to five years, up to
50% of the traffic can be travelling for business reasons
rather than | ei sure reasons.

Anot her good exanple would be that Air New Zealand, in
terms of the new Express fares, for instance down to
Queenstown, we've had a 65% growmh in traffic down to
Queenstown as a result of the lower fares, but also as a
result of increasing capacity to Queenstown to stinulate the
demand. In fact Air New Zeal and, through its new Express
class fares, has stinulated the mnmarket wth 1 mllion

increnental travellers in the donestic arena.

So, in summary, |1'd like to say that VBA entry we
believe is certain in the Tasman and in donestic
New Zeal and. VBA entry wll stinulate demand, it's
undoubtedly the case. VBA entry will provide an effective

constraint on fares even at the lowest levels of entry in
ternms of market share.

This is al so exacerbated because VBAs usually enter into
t he highest profitable routes, or the highest density routes
as the first and second nove. As | said, it's very
difficult for the full service airlines to cross-subsidise
under this arena because two-thirds of Air New Zealand' s
donmestic profitability comes fromthe two biggest routes.

I ndeed, VBA entry wll constrain business as well as
| eisure fares and will affect markets w der than just those
markets in which they've actually entered.

That's the end of my slides.

CHAI R Thank you very nuch. We'll see if there are further

questi ons. No questions. Thank you very nmuch for the
present ati ons.

The next item on the agenda at this point is, | believe
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the travel distribution market, and M Taylor, would you

like to tell us how you propose to handl e that?

MR P TAYLOR In respect of the travel distribution market |
think we'll postpone and just pass up to the Comm ssion in
due course sone slides. Then, if the Conm ssion has any

guestions at any stage during the rest of the process, we're
happy to bring sonebody forward to answer them Rather, we
woul d propose otherwise to nmove on to Cdifford Wnston.
[ Pause] . Sorry, Madam Chair, ny mstake, D difford
W nst on.

Dr Wnston is a Senior Fellow of Brookings Institution,
has a PhD in Economics from Berkeley. Previously taught at
the MT and his research has been concentrated in the
econom cs of transportation. He has co-authored and co-
edited nine books, including The Economc Treaties of
Airline Deregulation and The Evolution of the Airline

I ndustry.

CHAI R l"d just like to welcome you, Dr Wnston and apol ogi se

for the delay in comng to your presentation, but we'd ask
you now to begin your presentation and the Conm ssion may

wi sh to ask questions as you go through it. Thank you.

DR W NSTON: Thank you, good norning, thank you for having ne.

Let me just give a little background. | -- nyself and
Dr Morrison, we're American econom sts who, anong other
things, study the US airline industry and we've been doing
this probably since we knew each other in graduate school,
for a long tine, and have done a lot of enpirical work,
published literature on this.

The inplication of this is that, as time has gone on
when we are confronted with public policy questions, our

instinct is to think about them in terns of things that
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we' ve al ready published and said about it. That may appear
egocentric and in fact it is, but there's a certain confort
|l evel we get from it in that, we speak from an enpirical
basis on policy issues.

So, in terms of how we got involved in this enterprise,
we were asked our reaction to the proposed alliance, and so
our first instinct was to think about what we had witten
about it, which was nothing; since, as | said, we're US
orientated, but our instinct was then to think through these
at least conceptually how our research mght shape our
perspective about this problem And that was the first task
that we set out to do and basically fornms the bulk of our
presentation

But | think the useful thing that it has done is it's
then raised the enpirical questions which we felt needed to
be addressed to hone in on this specific problem and to do
so required data for us to analyse. W don't have access to
data down here, although we certainly had a franmework on how
to think about it, and we said we'd be quite happy if that
data were provided to us to analyse it and report our

fi ndi ngs. And so the data were supplied and we reported
findings that | think then give us now an enpirical basis
for our views. O we're confortable in now saying from

enpirical perspective how to think about this problem

So in sunmary we're enpirically based policy analysts.
In terms of our respective roles, Steve is the talented
conputer progranmer, likes working with the data sets and
executed the enpirical estimation, and | enjoy witing and
thinking about the policy inplications of the work and
report to that.

I"m trying to speak slowy, | actually speak quickly,
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extrenely quickly, so the trade-off may be sone inexplicable
changes in speed, but | know what you're trying to do. Just
realise this is a considerable constraint for ne.

Al right, so with that I'll begin and I'm going to take
you through, as | said, about the first three quarters is
just basically summary of what our research has been about
that we think bears relevance to this issue.

A fair amount of this has been covered, so | think | can
go through it quickly, although speaking slowmy. Al right,
so | think the first thing that we thought about was the big
picture question of just in general what it takes for
success in this industry, and | think as has already been
stressed certainly three key factors, |ow costs, efficient
oper ati ons, however defined, excellent execution of service
Is certainly very inportant; and then the dynamc, or what
we call technical efficiency, ongoing innovations and
operations and marketing; you can't just be satisfied where
you are, you've got to be responsive to consuners and engage
with them think about what to do.

Now, this has been said before where I think we want to
push the argunent a bit further is, there's really no magic
bullet, you know, secret form of success here that you can
get around this; that is, there's no consistent source of
what we call economc rents, express profits, you know,
pl aces you can really count on to make a lot of noney for a
| ong period of time that m ght mask the fact that you' re not
terribly efficient or what have you

And, to give you just sonme perspective on this, you
know, consider other industries |like the railroad industry.
It's extremely conpetitive whet her you're shi ppi ng

manuf acturers conpeting with trucks, but in railroading at
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least in the US they have what is known as what they call
captive shippers who mainly ship coal, and you can pretty
much count on that type of market to charge a high price and
earn a fair anmount of noney.

Now, there are sone regulatory constraints on this and |
may actually get to that later in a different context, but
rail roads can | ook to captive coal shippers as a pretty nice
source of revenues.

Airlines it's difficult. There are pockets of
opportunities, these things do happen, but for the nost part
you pretty much have to nake it on the kinds of efficiencies
that 1've noted previously. So | think that's one inportant
thing to keep in m nd about this.

Second, again, there's no magic fornula. Efforts to
obtain market power are not your long-run strategy of
success, and what | nmean by this are the things that can get
you into legal issues; that is, an anti-conpetitive act,
conputer reservation system bias, collusion, predatory
behavi our . You know, | can't think certainly of a single
exanpl e where one | ooks to sonebody who's been successful in
this industry and says, they didn't earn it; you know, they
conpeted unfairly, you know, they nerged with soneone el se,
got big and destroyed everybody in their nmarket so on and so
forth.

So again, that's a prior that we have going into this.
All this said, there are major differences anong carriers.
There's not a right formla. I think you can be a
successful full service carrier, you can be obviously a
successful |low cost carrier, but the engagenment of carriers
can be very idiosyncratic.

Anerican Airlines try to cultivate a certain reputation
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as being very aggressive with Bob Crandell as the CEO  You
know, you cut a price in a market we're in, we're going to
mat ch you very aggressively. Delta tried to be a little
nore |laid back about things, you know, they didn't want to
ruffle feathers and tried to cultivate, sort of a nortgage
co-operative understandi ng of things. Sout hwest is not an
aggressive carrier in the sense of trying to spur fare wars.
They obviously engage with |low fares, but they too want to
get along, and | think there's been cultivations of just
certain representations and styles. And when vyou say
carriers engage it's not always a general thing you can say.

The bottom line is, the identity of who is in a market
is critical. | think you just don't want to look at a
mar ket and say, you know, what is N? Are there three, are
there four, are there two? It often matters who they are in
terms of what the consuner benefit is going to be in
conpetition in those markets.

All right, so that's pretty much how we see what this
i ndustry is about in terns of the |evel of conpetition, how
conpetition has started to evolve, and now let's nove
forward to now sone policy questions.

Where do nergers fit in all of this? Wat's their role
in what's going on, and what's gone on? Stepping back in
the nost general terns, nergers are an investnent; you know,
you're a firm and you can spend noney in many different
ways, one of themis to acquire sonebody el se. This is a
ri sky investnent. If one looks at this in ternms of all US
nerger activity, the surveys have been done. The average
return, whether financial nmethods of doing this, or |ooking
at other neasures, is normal, if you will, with a pretty big

di stribution.
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A fair nunber of these do not succeed. |'ve seen
financial economsts, if you will, study this and anywhere
from 30 to 70% of these things are not judged to be
successful on a variety of different neasurenents. So one
doesn't go into this saying, you know, all mergers are going
to be successful in raising economc returns significantly.
On average they're okay, but they're not great.

Now, going from here into the airline industry, we
thought it's inportant first to go wth the positive
econom ¢ question before looking at the normative
i nplications when we should do it or what actually happens.
In one area we thought it mght be interesting to step back
and say, why are they doing this? And we enbarked on a
study collecting data for US airline routes -- sorry, for US
airline markets over tinme where we considered all possible
potential, if you wll, nergers that could take place
between carriers identifying as 1, if you will, as 1 what
had happened, and zero is for all other cases, which is
usual Iy what happened.

So, if you look at a given year, all prospective nerger
partners who hooked up, so to speak, you will get many zeros
and then you naybe have a 1, and that can go on for severa
years. And our enpirical task was, what's explaining this
di stribution of outcones?

And there are many nunbers of conpeting theories. | f
anything, there was a surplus of theories, but of course of
particul ar interest anong other things were, are there anti-
conpetitive notivations; the ability to raise fares,
suppress sonebody that you're conmpeting with a lot in fare
wars, so on and so forth.

To preview what we found, as we can see in the slide
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the big ticket items if you will that seem to be driving
these things, at least in the US, were to acquire
international routes, and the intuition behind that is, in
the US those are regulated for US carriers as well as
others, and so to get in you can nerge with sonmeone and get
access if you wanted to serve these narkets. And al so then,
to relieve financial distress in that one of the partners
was in trouble in sone financial way, cashflow assets, and
seeking a partner was their way of addressing this.
Qovi ously sonebody had to take them on, and those seened to
be the inportant influences.

The specific breakdown of our variables when we went
through this, so what we're estimating is -- | think the
nost intuitive way is to think of a pie chart, right, and
we're just trying to divvy up this pie, if you wll, in
terns of potential influences on nerger activity where these
vari ables stood, and this was our breakdown. It's a little
concise in descriptions, but | think the key ones obviously
| note are foreign routes, which is basically acquiring
I nternational routes and what | call assets, tended to be,
what | was getting at here in the neasurenment of the
variable, was the mninum of the assets of the nerger
partners, as that thing grew, so to speak, becane nore
mninmum it was nore likely they woul d seek a nerger partner
and a nerger would cone to fruition.

The variables obviously of interest for our discussion
were potential anti-conpetitive influences. Wuld there be
a revenue increase, price increase fromthe nmerger? So we
had to do sone auxiliary enpirical work here; simnmulate what
the inpact of the conbination would be, make a prediction of

that price, and that would be an explanatory variable; if
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these guys nerged there was going to be a revenue increase,
how nuch woul d that increase the probability of the nerger?

That cane in, you know, as relatively on the small side
in ternms of its contribution. Common route with fares where
peopl e had overl apped was their way of ending this trying to
ner ge. Again the effects were significant, but | think in
terms of the bigger picture | think it's reasonable to say
that we didn't have any strong evidence that at |east tended
to be notivated by anti-conpetitive objectives.

Al'l right, but that's notivation; still, they can occur
and have anti-conpetitive effects.

MR CURTI N: Just very briefly by way of clarification. The
interest rate variable there, does that say nore nergers
when interest rates are | ow?

DR W NSTON: No, these are absolute values, so obviously the
variable itself is a negative effect, |lower bond rate nore
likely to acquire. So these are absolute values |I'm
proportioning at, but the absolute coefficient was negative
on the interest rates.

MR CURTIN: COkay, so lower interest rates, nore nergers?

DR W NSTON:  Absolutely. Ckay. Right, now let's | ook at what
prospective, and | want to enphasise that, and then
retrospective evidence do we have on what these things are
doi ng on fares.

So this was a prospective sinulation that we did. Let
me put a little context on this. This was in our book, the
evolution of the airline industry done in 1995. In the
early 90s US airline industry was in very serious trouble,
not quite obviously post 9/11 but it was a very serious
period in the industry with serious financial concerns.

And there the issue was, who's gonna survive? | nean,
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there was sort of genuine belief it would be, you know,
maybe Anerican, United, Delta and Southwest and then
everybody else was gonna go under. So then there was
concerns about people leaving the industry and also
consol i dati ons.

So what we did is, we devel oped a nodel that had three
conponents to it, the termnation of fares that carriers
provide as a function of anong other things distance and
that kind of thing, population incone, and then presence of
who's on the nmarket. Then we treated entry and exit though
as variables that we also wanted to treat as endogenous, soO
entry of each carrier was sonething that was nodelled as a
function of partly what M Wbster said, average price in
the market, but a prediction of the price that they thought
they would charge based on their specification of fares.
So, a sort of relative fares is what we thought would be
i nportant there; and then exit.

And then we proceeded, based on this enpirical
information, to run sinulations of at that time what we
thought to be potential nergers. W were right on one,
wrong on another, but this was several years ago though; not
bad. We thought AA and TWA might represent prospective
nerger partners, and so we |ooked at what would happen.
And, rather than focus on the specific nunbers, | think what
is the nore inportant nmessage is what this is picking up as
the role of entry and exit.

That is, what we have here is an initial effect, these
people nmerge, we're not turning on the entry and exit nodel
if you wll. There is the reduction in conpetition, the
entry exit nodel gets turned on and you start getting into
what we think is inportant, start thinking about the |ong-
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run effect of what's gonna go on, and we obviously see the
change in sign

We did another one, United and Northwest, they have not
merged but replicated a simlar type of pattern. So I think
the main nmessage | take away fromthis point is just, in our
prospective characterisation about nergers, it's very
inportant to start thinking about the role of entry because
that's going to obviously shape the long-run effect of these
mar ket s. Again, just on prices here is what we're | ooking
at .

Then we nove to the retrospective assessnents which were
really not, | have to confess, our primary intention when
this part of the analysis was done; we were actually | ooking
at other issues, but in our specification of fares, this is
one thing we did want to control for.

So, this was statistical analysis of fare determ nation
across routes, and in there we identified routes where
variation mergers had taken place, and the ones that we
identified were Northwest Republic, TWA, Ozark, US Air and
Pi ednont, tended to have negative effects; | wouldn't push
it in terns of the effects, but again, it was nore on the
"negative side" subject to the statistical reliability on
it.

So, comng into this, you can start to see how our ideas
are starting to evolve. You know, we have a view of a
conpetitive -- fundanentally conpetitive industry. W are
obviously inpressed by the role of entry and exit in
determ ning long-run effects of changes in market structure.
W don't see a priori evidence that people tend to nerge
trying to acquire market power. W see very legitinmate

reasons for trying to do it.
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W don't see in the retrospective evidence that there
are anti-conpetitive effects on prices, and | want to stress
that | think there are pieces of non-price evidence
avai l able that are probably very inportant and may be the
dom nant part of what's gone on in US nmergers. And what |
would try and stress here is the role of frequent flyer
m | eage. That, when sone of these carriers nerge, what we
have calculated is that travellers have a surprisingly high
val ue of frequent flyer ml eage.

| believe we're the only ones actually that do this, so
I want to offer a standard error in the sense of, one study;
that the value of frequent flyer mleage that we found tends
to be quite high.

| mean, if you are close to getting a free ticket, you
know, you'll alnpbst do anything to get in terns of what
you're wlling to trade-off on fares, and so what happens
when you have nergers and you can consolidate those mles on
a carrier and use themon nore cities, the benefit is huge.

So, if one wanted to say, you know, what is the
retrospective assessnent of the inpact of mergers in the US
| would say they're positive and probably pretty high, but
it's clearly comng from being able to wack up those mles
and use them and go to nore places. So that's an inportant
consideration. 1've never put it together, so to speak, but
the evidence is certainly there if one wanted to do it.

Al right, so that's where we were going in, and as |
sumari se here, | now am bringing into your part of the
world to ny thinking and saying, okay, you know stipul ating
what |1've been told is true, we have two carriers aligned
and there is this conpetition from this |ow cost carrier
Virgin Blue who is going into the narket where the nerger is
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going to take place, then it seenmed to nme this is a very

power f ul form of conpeti tion, a desirable form of
conpetition; | don't really see the cost detrinents here
that I would if it was not going in. | stress that, believe
me, ny view would be very different if | did not have this

information, and the fact that we're starting to see other
peopl e who could cone in too.

So, this then led nme to the enpirical questions, well, |
need sonme verification that this carrier is for real. 1've
heard of it, but | don't know really what its inpact has
been on conpetition in this market. So, that led us to two
things that we wanted to do; one, we wanted to see what
truly does Virgin Blue in terns of its enpirical inpact on
fares. Qantas is apparently where the evidence would be.
What we've heard consistently throughout this Conference is
qualitative evidence that indeed they discipline fares, but
no-one, | guess, has offered yet a nunber, and institutional
evidence as to how this thing works, so we wanted to test
t hat proposition.

Then there was another concern raised about, well wll
they enter into New Zealand nmarkets? And we said, well,
let's see what we know about their entry behaviour. So,
that pretty nuch is where we were in all of this and then
the rest is reporting what we have done.

Do you want ne to take questions on what our research is

about before going to the new research?

CHAIR  Any questions at this stage?
PROF G LLEN: One of the questions we always face, and because

the US is such a reservoir of data that none of the other
countries have access to for our own policy decisions; the

i mportation of the US experience, the notion that even if
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you have a nerger in the United States you still have three
or four fairly effective conpetitors. How does that col our
your view of the assessnents of the nergers and the
transference of that into other jurisdictions?

DR WNSTON:. Ch, it colours it considerably in the sense that,
if I couldn't get data to look at here, | wouldn't be here.
| wouldn't cone down here and say, well, we've had nergers
in the US and they haven't done anything, so don't worry
about it. No, | think you have to bring the tests on the
data of the country that you're anal ysing.

PROF G LLEN: Thank you.

DR WNSTON: | don't think there's any substitute for that.
CHAIR Okay. o ahead and continue, please.
DR W NSTON: Ckay, so I'll now tal k about what we then did. Let

me just put this in perspective too. W're running what is
called in the literature a fair regression, a fair nodel
These VBA around 20 plus years, people have been doing
this -- probably half the people in this room have done one
of these -- and there's a lot of evidence that's been
accunmul ated about what the inpact of conpetition is on
average fares, or how you want to look at the fare
di stribution.

So, we did not go into this without any a priori views,
| assure you, of what this relationship ought to |ook I|ike.
| think literally there are dozens, if not maybe even a
hundred enpirical regressions. | have yet to see one that
consistently finds that conpetition has no effect on fares.
Let me stress, though, it is certainly possible and | have
seen it define particular conpetitors in ternms of their
mar gi nal effect having no inpact on fares given who else is

in the market.
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But generally ny expectation was that you're going to
have sone inpact on fares, the question is the magnitude.
And | think, if one thought of like this as a neta-analysis,
for lack of a better word, where you conbine all studies and
try to look at the distribution of docunents and cone up
with sonme sort of consensus recommendati on, our thought was,
well, it could be anywhere from sonmething like 4 or 5% to
something like 25% which is the kind of nunbers that we've
seen for Sout hwest and even generated ourselves.

So, that's how we've thought about this coming in. At a
m ni rum we said we need what we would call a bare bones fare
specification; you're not going to have all the data we want
in terns of every possible variable, but there are obviously
sonme critical things that we need to get. In particular for
this purpose we need to see sone relationship between the
presence of Virgin Blue and Qantas' fares.

So, that's what we thought about going into this, data
were selected and sent to us, we ran these regressions, but
there wasn't really much to run in ternms of specification
search, | want to enphasise that too. Pretty nmuch what you
see is what you got. There's not nuch behind the room drana
of, you know, let ne nmake it non-linear, let nme take out
this route; that kind of fun wasn't really part of this, we
just didn't really have that much to work with. You know,
you can read the details of what's in here in ternms of our
sanple size and we're not hiding anything in here. This is
pretty much what we ran, first take; Frank Sinatra is that
way. Sorry about that. Ckay.

So what you see in front of you is the summary results
of this regression, and, you know, to cut to the chase, you

know, Virgin Blue does have a statistically significant
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i npact on Qantas' fares and the magnitude with a slight
dunmy vari able adjustnent is about 11% Ansett did have an
inmpact, it is no longer with us | understand, but it's
interesting that Ansett had a bigger nmarket share at the
time, 1'm told, and Virgin Blue, though, still had this
bi gger effect. And then this distance variable which is
extrenely reassuring because it is consistent with the
evi dence preceding fares increase with distance, but |ess
proportionately because of econom es of |ength of haul.

So, this was our first cut at it. The only other thing
that would be natural to do is to account for everything
el se that could have been in here, and the standard way of
doing this statistically is putting in what they called
fixed effects across the routes. And, | don't have that on
the slide, but can | just sinply report that if we put in
fixed effects the results do not change that nuch. The
inpact is largely to raise Virgin Blue's effect; it's co-
efficient is now in the order of 15% and reduces Ansett's
effect to closer to 4%

So, that was pretty nuch what we had, and | personally
was sonewhat surprised. I"ve not done business down here
before and did not know about the data; it was collected
from different sources, and apparently has not been done
before, but it is remarkable that it is dead on with the
hundreds of other studies. |[If | brought down here 20 of ny
closest friends and enemies to weigh in on what airline
fares could be expected to be in this kind of situation, |
really can't think of a better set of results that would fit
in with that tight distribution. So, | think it's quite
pl ausi bl e what we have found, even though I'll be the first

to adnmit, we're dealing with one study.
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Let me make a few then other comments about these. I
already noted that it is interesting that Virgin has a
bi gger effect, which goes to show you that identity nmatters,
Is really what we're saying here.

A comment |'ve heard throughout this Conference is sone
sort of -- | guess | would characterise it as, sort of, you
tended to draw a distinction between price and capacity. |
woul d urge people not to do that because they're extricably
linked to it. | nmean, you don't go in charging |low fares
not planning to have the planes to put the people in them

On the other hand you don't go into a nmarket with 10
pl anes and not thinking you can put the people in them So,
in a sense you basically, you're over identified. Once
you've got price settled, your <capacity is adjusted
accordingly wth it. So, | just want to nake that point
cl ear.

Now, | do not know, to be honest with you, how inportant
this third conmment is here; | nmean, | think you have to
judge this better than I. But in America this is very
I mportant. Competition supplied by |low cost carriers goes
beyond conpetition on the route but includes both potentia
conpetition; that is, you do not serve the route but you
serve the airports on the route.

So you could go in, okay, or you don't even serve the
route but you serve a parallel route, and the exanple | can
give you in the US is, you can fly out of what they cal
Bal ti nore, Washington Airport to Oakland on Southwest, or
you can fly out of Washington, Dallas to San Francisco; so
if you want to go to basically the Washington area to the
Bay Area of California tw ways to do it; Southwest's

presence in this adjacent route has a very powerful effect
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on fares in that parallel market and that is enpirically
denonstrated by us in other work.

So I would think, if you just look at the inpact of a
powerful low cost carrier on the route itself, you're
underestimating actually its total inpact because potenti al
and adj acent conpetition can be good.

Now, | want to stress, we've found it for Southwest,
I"ve not found it for other carriers, but this is sonething
else to look for in ternms of where conpetition can devel op
when it's not transparent that it has.

And then entry, where | think the nost inportant
evi dence here rather than the statistical work was just the

fact that in our sanple all the routes that Virgin serve

were served by Qantas. So, | didn't really get any sense --
we have a very snmall sanmple here -- that there was any
evidence that | could look for that Virgin wasn't ready to

take on Qantas; that's certainly consistent with sonebody
havi ng a cost advantage, they tend not to run away here.

The regression here on few observations has the positive
I npact; that is, Virgin enters routes where Qantas is. The
negative sign on Ansett is obviously puzzling. " ve been
told that Ansett was on the way out, if not out, after --
let me get this right; before our sanple ended, but
apparently that's not true, there were three routes that it
was i n when our sanple was around.

| don't know how nuch you take fromthis -- | nean, if
they' re peeling out, so to speak, and picking up zeros, then
what you may just be capturing is, they're out, Virgin Blue
is in, it sort of looks like there's sonme causal
rel ati onship when there isn't one. M recommendation, and |

think it's reasonable that we reported it, but | think the
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1 nore inportant evidence is really the descriptive data at
2 this point that all the places where Virgin was, Qantas al so
3 served.

4 CHAIR Can | just stop you there for a second, Dr Wnston. I

5 t hi nk Conmm ssi oner Bates has a questi on.

6 M5 BATES QC. Dr Wnston, |'m just |ooking at your page 10 in
7 the bullet point saying "price conpetition is inextricably
8 linked for the provision of capacity"; that bit, and I'm
9 trying to understand this so it's a question by way of
10 clarification for my own understandi ng; but do you nmean that
11 there has to be a certain level of capacity or frequency
12 before there is a conpetitive effect on the fares or not?

13 DR WNSTON: Let's take it one step at a tine.
14 MS BATES QC. Ckay, that woul d be hel pful.
15 DR WNSTON: Let's look at it fromthe perspective and the way |

16 do it, froma sort of a rational carrier. Wen |I'm naking
17 this statement | am saying, when they set a fare, they also
18 have in nmind an appropriate -- | think that's the word, |
19 don't want to say optimal -- | wish I could, but I'll say
20 appropriate level of frequency in which they're able to
21 achieve a level of demand, i.e. Load factor, that wl]l
22 enable themto at |east break even.

23 Ms BATES QC. So, that's any airline?

24 DR W NSTON: Anyone; they all do this. In other words, you
25 know, you don't go in with |low fares and say well, yeah, but
26 I"m not gonna get the load factor to do it; you're going to
27 bl eed yourself to death, at the sanme tine you' re not gonna
28 go in with super high fares and have "a |load factor" that
29 isn't going to match up.

30 Now, in ternms of your second question, is there sone

31 threshold of frequency before | "cone conpetitive"; the
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beauty of the price variable and its link with frequency is,
that's what you're capturing. |In other words, when you run
these statistical relationships of presence on fares and you
see that it has an inpact, it is really capturing both
whatever this person is doing in pricing and what it is

doing in its supply.

M5 BATES QC. The reason |'m asking you this, and why |I'm havi ng

alittle trouble with it is that we've had it put to us, and
you will have heard it, that where a VBA enters a narket,
that 5% market share by the VBA, and presumably that neans
it's got limted capacity at that point; correct, has a very
very significant effect on the fares i mmedi ately.

So t hat , I"'m just -- and I m ght be just
m sunder standi ng, but |'m struggling with this inextricable
link when it's being said to us at a very |low capacity
suddenly we get a huge decrease in the fares across the

boar d.

DR WNSTON. The inextricable link is, you don't want to think

about pricing independent of capacity; that's sort of what
["'mtrying to -- the point I'mtrying to get there. That ,
you don't think of them independently, right. | nean, it's
just irrational from a carrier -- so let nme get to your
t hi ng.

Then in ternms of when sonmething has a significant
effect, let nme work toward the negative, okay. I f 1ndeed
Virgin Blue's presence in Australia was, let's say, one
flight every other day, okay, and | ran the regression that
| ran; ny prior would be that its present inpact on fares
woul d be statistically insignificant, picking up the fact
that it is not there.

So whatever | have found in terns of its effect



e 2]

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

275

Applicants (cont)

i ndi cates what that |evel of service was -- | can't speak
exactly what percentage of the market they have, you know,
10, 20% | don't know -- was sufficient to generate the beta
if you wll, the elasticity, the 11%that | found.

Now, to ask the question -- to enpirically answer the
guestion, what is the threshold that it would have to have -

M5 BATES QC. To achieve what it did, which was a 11% reducti on.
DR WNSTON: | can only answer it in what it has done; in other

words, the experinment -- let nme tell you the experinment we'd
have to do. W'd have to say Virgin Blue enter at 1% let's
see what happens in the market and stay there for X nunber
of years. Go in at 3% and sonehow generate data that could
then enable us to systematically estimate this rel ationship.
Now, the 5% threshold, | can't really explain how that was
achieved; | don't know the answer to that, but it's
certainly sonething I couldn't do.

M5 BATES QC. Well, may the answer be that there isn't actually

enpirical data to support the proposition that the 5% had
the so-called huge inpact? | nean, you have had a | ook at
the position, have you seen any data that you would say
supported that proposition?

W NSTON: | heard the statenent; | did not hear --
unfortunately I did not hear you ask him and | was kind of
interested nyself, what the enpirical basis was for it, and

| don't know.

MR P TAYLOR Wuld you like David Bental to cone forward and

respond to that question?

DR WNSTON: That would be fair.
M5 BATES QC: ["m genuinely interested, I'mnot trying to pul

tricks; | just want to know.
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WNSTON: | don't know.

BENTAL.: | think as Professor Gllen stated yesterday, the
best source of information for this kind of analysis is the
US donestic market. The reason for that is because, in the
US donestic market we know exactly what every airline is
carrying in terns of passengers --

BATES QC. Can | just stop you there. Are you going to tel

me about figures in the US or figures in the Australia? |I'm
| ooki ng for the actual data.

BENTAL: The actual data in Australia | do not have.

BATES (C. Well, | don't think that's going to help ne
real ly. I wanted to know what actual data there was to
support that statenment. Are you telling nme there isn't any?
BENTAL.: No, the statenent was that enpirical data in the
United States supports the --

BATES QC: | see, so it was actually getting sone
United States data and kind of putting it into the

Austral i an context?

BENTAL: The slide was just discussing the enpirical evidence

in the US that illustrates that in the US when a VBA or any
carrier goes in with even a very small share of the market,

the rest of the nmarket has to react and the market natches

the fares. That's the evidence, and that's enpirical
evi dence.
BATES (C. | understand that. So, is that consistent with

what you have found, Dr Wnston when you've been doi ng your

ext ensi ve studi es?

W NSTON:  You nean for the US.
BATES QC. For the US.

W NSTON: I've never asked that question. | think it's a
pl ausi ble finding, if you ask ny judgnent.
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BATES QC. So you don't know from data?

W NSTON: ['"'m trying to get nmy mnd around how | would
actually know from data; | nean, it's not -- this is
something that -- renenber, we want to get a causal

relationship here, so let's take it slow, it's not a
descri ptive datum

BATES QC. It's not ny field so I'll be taking it very sl ow
WNSTON: | can say the way | would do it, | just haven't --
you know, | haven't done it. But | think it's a plausible
finding and, you know, believe nme, | can assure you that if
| thought it was inplausible, 1'd say it. I think it's
pl ausi bl e.

BATES QC. That's why | take you back to your statenent that
price conpetition is inextricably linked with the provision
of capacity, because to nme there's a disconnect sonewhere;
if you' re just putting on a very small capacity, 5% can't be
much, and it seens to have this disproportional effect on
the fares, and I'm having difficulty with reconciling the

two points of view

W NSTON: h, I'd be careful about saying it's a
di sproportionate effect. | mean, 5% could be quite a bit.
| nmean, keep in mnd -- suppose -- let's --

BATES QC. 5% capacity's quite a |lot then?

W NSTON: Oh, if that 5% is at the expense of an incunbent

carrier, it's huge; huge. | nean, at the margins that these
people work at, you know, they fight over, you know, points
of percent, | nean that can make all the difference in the
wor | d.

BATES QC. Wiat you said was --

WNSTON:. So you will fight to protect your share.

BATES QC. We're trying to find a threshold, you know when we
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were tal king before and you said you'd put on | think it was
one plane twice a week, whatever it was, then it has an
infinitesimal effect and so I'mtrying to work out at what
poi nt you do that.

DR WNSTON: In the statistical sense what you are trying to do
is figure out when a paraneter, carrier presence that's what
we' re tal king about here, becomes statistically significant.

M5 BATES QC. Yes.

DR W NSTON: Ckay. That's a hard thing to do. | nmean it sounds
like it's sonething that should be easy to do, and the
reason i s because nature is not necessarily giving you that
experi nment. In other words, nature is giving you a world
that is fixed in ternms of the level of entry we have.

What we would like to do is vary that level of entry
over tinme and see what happens as that changes, okay.
Apparently the data that generates the 5% nust have done

sonmething in that spirit; that's the only way | can
conceptualise the experinment. | haven't done it, but | can
believe that's how it was done. | take where they are and

say, once you're there, what inpact are you having on fares,
but in terns of the 5% nunber, that's a big inpact.

M5 BATES QC. Thank you.

CHAI R I'"d Iike you to conplete the presentation now and then
we' |l take sone further questions.

DR WNSTON: Al right, so that's pretty much really what |'ve
sort of brought in a nutshell to the table, that | | ooked at
really what the nature of conpetition was, the US saw the
gquestions that were notivated, | think, for this case, and
then tried to test themor bring themto data.

So ny final points were that, from a marginal effect ny

concerns about Air New Zeal and's |osses would suggest to ne
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in their market -- renmenber |'m now taking a long run view,
we have our alliance and we have now Virgin Blue in there,
that its marginal inpact would not really be doing much in
terms of disciplining Qantas certainly as conpared wth

Virgin Blue.

So, to ne the policy trade-off is this: Wiy have Air New
Zealand continued to lose noney -- |I'm taking that as
auxiliary evidence that's been said -- where you get then a

benefit to the New Zeal and people of freeing up Governnent
resources that could be invested to get a higher return and
allowing the financial investnment to be comng from Qantas
to get your benefits, not to nmention what you'll hear from
everybody el se as potential benefits in terns of operations;
where | see on the cost side little downside risk because of
the power of what a | ow cost carrier would bring.

So, thinking in what I would say traditional
cost/benefit terns this is really where | see in a nutshel
away from a policy perspective to think about it, and that's
where | am

CHAI R Thank you for that, Dr Wnston. I just would like to
ask Dr Pickford and Professor Gllen if they have any
questions at this point?

PROF G LLEN: | have a few. | have sone technical questions,
aiff.

In the estimation of the fare regression, how did I
di sti ngui sh between direct and indirect routes?

DR W NSTON: The sanple that we have is what we used, | don't
think there was any distinction there, of routes that we
had. This is all straight OD paired.

PROF G LLEN: Ckay.

DR W NSTON: So obviously, fixed effects are going to be doing
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t hat .

PROF G LLEN: And | think you reported in your paper that you
did estimate that nodel, so those fixed effects would
actually be route specific effects, right?

DR W NSTON: [ Nods] .

PROF G LLEN: The second question is, how did you pick up -- |
think your data went from 1996/1997 to 2002, on a quarterly
basi s?

DR WNSTON: Was it nonthly -- nonthly.

PROF G LLEN: How di d you pick up any nacro effects because you
had this kind of booming period in the late 90s, then you
had this bust after 20007

DR WNSTON: Right, the only macro effect would be the effort to
put in the GDP vari able.

PROF G LLEN: So, in your view, is that a strong enough
variable to reflect, say, changes in the demand for air
travel, particularly by business custoners, and that m ght
expl ain sone of the reductions in fares that you are seeing?

DR W NSTON: I don't think that you're gonna get problenms in
terms of the inmpact of Virgin Blue with what's going on in
the nmeasurement of the nmacro variable. | nmean, it's not
significant and | think the problem is, its Ilevel of
aggregation is not consistent with the |evel of aggregation
of the data. But it's trended and | think that -- | don't
see, you know, an om ssion there that's working against the
precision or the reliability of the Virgin Blue paraneter,
and again, you know, fixed effects have their weakness and
you don't know exactly what's going on, but they soak up a
lot, which is their strength. So, | don't think there's
contam nation that's going on there.

PROF G LLEN: In your view, do you think that Air New Zeal and
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1 has a greater likelihood of exiting the market than Qantas
2 given the strength of Air New Zealand in its donestic and
3 Tasman mar ket s?

4 DR W NSTON: I have no basis for answering that question. I
5 nmean, | think that's pretty clear. Again, ny instinct is
6 obviously to try to enpirically think about how to do it,
7 and | can't even conme up wth that one.

8 PROF G LLEN: That question is related to your first bullet in

9 your final conmments, given New Zealand's econonmic | osses
10 suggest that you shoul d conbine the two.

11 DR W NSTON: | did not realise that you do not have bankruptcy
12 | aws here; | thought you did, and so -- and | also didn't
13 realise how nmuch of Air New Zealand was owned by the
14 Governnent. So, | don't -- it's hard for ne to really get a
15 fix on the future of this carrier, but -- and | don't think
16 that's what's the issue. |'ve changed in terns of, the nore
17 | know what's goi ng on here.

18 It's costing the country noney to have this happen,
19 where you coul d be making investnents el sewhere, and | don't
20 see any benefit in, you know, allow ng noney to be taken out
21 of your public treasury away from your people from sone
22 abstract notion of what you think is, you know, preserving
23 conpetition if it really is going to be a weak conpetitor.

24 | nean, in the US we have this problem that there's so
25 much noney that's sunk into Public Wrks, whether it be
26 Antrak, transit systens -- | nean, this is real noney that
27 adds up. So, | think that's really nore where ny thinking
28 has evol ved; the cost is just -- the opportunity cost to the
29 country | think is potentially quite Iarge.

30 PROF G LLEN: My final question; in the opening statenents you

31 said that there's no source of rent for the carriers on a
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1 consistent basis and there's sonme work that refers to hub
2 prem uns. Do you want to comment on that?

3 DR WNSTON: Let nme conment on that. Just sone background. In
4 the United States there is a concern that carriers have
5 built hubs and are able to extract a prem um from doi ng so.
6 Now, the enpirical question on this is, how much of this
7 premumis a pure prem um as opposed to other things?

8 So the trick is, what else do you hold constant to
9 really isolate what the effects are, and in our nanuscript
10 here we revisit this and the tricky problem is, is what
11 you'd want to do is, you get a route where you have a hub
12 and then a destination and | ook at fares on those types of
13 routes, and then you have a conpari son set of routes.

14 Here's the problem If you put Southwest in those
15 conpari son of routes you really drive the prices down and it
16 | ooks like there's a big hub prem um You take Southwest
17 out, prem um disappears. So, in ny view, is there a hub
18 prem um problem or is there a Southwest problem and it's
19 just a question of when Southwest's gonna get there. And
20 increasingly we see those "hub prema" disappear as
21 Sout hwest expands.

22 So, | don't want to be, you know, naive about it, |
23 think there's sone, but | think there's a very very serious
24 potential to overstate the extent of how nuch that really
25 I'S.

26 PROF G LLEN: | guess a final comment is -- or question is,
27 when you look at this 11% inpact that Virgin Blue is to
28 have, do you view that as a short-run or |ong-run inpact?

29 DR W NSTON: I think, just the nature of our data, | think we
30 have to interpret it as |ong-run.

31 DR PI CKFORD: Just one question, Dr Wnston. W' ve had earlier
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comments that over the long haul the historical experience
is that airlines don't make their cost of capital. | wonder
if you had any views about that yourself and what the

reasons mght be if you agree?

DR WNSTON: | think the US, | nmean as best as these things can

be neasured when we've done it, it's -- | would say it's
close to a normal rate of return. I mean, we've witten
this, so obviously I'm not gonna back away fromit. |In our
86 book we did a calculation and basically it was close to
our normal rate of return, and even with the cycle up to
9/11 | think that was true. Post 9/11 obviously, you know,
maybe the average is now way down, but let's hope things
turn around. So in the US| think it's certainly workably
conpetitive in the sense you can earn a normal rate of
return.

Can | nake one comment actual ly?

CHAIR  Yes.
DR WNSTON:. This is just fromne listening, you know, because

there's a lot of learning on nmy part. Just in the nature of
a lot of the questions, there's been a concern that's raised
about the inpact of the alliance on Virgin Blue; you know,
sort of Virgin Blue is portrayed as, you know, a vul nerable
carrier. And nmy own thought on this -- and again | don't
possess intimate knowl edge of this carrier -- was that in
the US, if there were a route where there's Northwest,
United and Sout hwest, | would hope that Northwest and United
can do everything it could to conpete intensely wth
Sout hwest . Sout hwest has a huge cost advantage and that's
great, that does good things but does things that really
irritate ne, and it's able to continue to do them on non-

price matters because United and Northwest don't push it
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hard enough soneti nes.

So, | would | ook positively and urge you to do so, that
the alliance can conpete heavily with Virgin Blue because it
will put continual pressure on prices that will only benefit
your travelling public, and again it's got to be fair, I'm
not recomendi ng, you know, sonebody breaking the |aw, but
intensity of conpetition is really what you want, and so |
would -- | think that's a very inportant point, and | can
understand the carriers saying, you know, we're not going to
be so aggressive or whatever.

But | think it's sonething you do want, it's going to be
a good thing, | think in the long-run what you hope for is
just an extrenmely intensely conpetitive New Zeal and Tasman
mar ket and let the chips fall where they may. | think just
fromthe US experience that builds you stronger, better, to
take on the world.

M5 BATES QC. | just have a followup question on that, and it's

this: Do you think that it would be easier for Virgin to
conpete if the alliance proceeds or if the alliance doesn't

proceed?

DR W NSTON: | thought actually about that through the things,
and was running my own regression in ny mnd, and | honestly
think the effect is going to be pretty small. | nean, |
think that Virgin -- | don't think it's going to make nuch
of a difference. Now, |I'm stipulating that if the
information | have about that, that they have a cost
advantage that's pretty substantial, is true, if that is
true | don't think it's going to matter, | think they're
going to lead the market and | hope the alliance can push
t hem

M5 BATES QC. But you don't think the alliance wll be in any
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better position to push themthan --

DR WNSTON: It's possible, but here's the problem Suppose you

have a 25% cost gap, suppose the alliance can knock off 5%
which is a lot, and it's still a 20% cost gap; it's great,
but they' ve still got to keep going and | don't think the
margi nal effect is going to be that huge. So | think that's
good that they're going to go in the right direction,
they're probably going to be able to be nore likely to be
able to eventually get there in the alliance, but let's see,
and | hope they do.

CASEY: Dr Wnston, you said before that a lot of the
benefits of the airline nmergers in the States were generated
through the use of airpoints. One of the issues in the
present application is whether Air New Zealand renmains a
menber of the Star Aliance, or becomes a nenber of one

world. | wonder if you' ve considered that?

W NSTON: I think it would be good if they were in the
Star Alliance, because | fly United extensively, and |'m
racki ng up many nmany mles. I"'msure that if I was in One

Wrld I'd hope they'd be part of that too so that |1'd get

Anerican mles. I don't have an analytical perspective on
this, I frankly only have a personal interest in this.

CASEY: | also wonder if you've considered the way -- and
perhaps ny coll eagues want to ask about this too -- price

and capacity are linked in the NECG nodel ?

W NSTON: You nean, what the other people have done? I
haven't read it. |Is that what you nean?
CASEY: kay. And finally, just on tourism which is a major
area of benefits projected fromthe alliance as well; one of
the issues is, will the alliance be able to pursue increases

in tourism better than the wunallied airlines. The
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suggestion is that there will be a lower profit incentive to
pursue increased tourism without the alliance, but nore
inmportantly there will be a strategic incentive not to
pursue increased tourismw thout the alliance.

| wonder, do you think, considering that airlines do
operate on fairly tight margins, do you think that if this
i ncreased business were there, these opportunities were
there, that airlines would pursue them with or wthout the
al I i ance?

DR W NSTON: I haven't studied the tourism part. My only
thinking there, just as you were raising the question was
just nore the operational ability to do so. So, | can't
comrent on the incentives, | don't know that in the sense of
the thinking, but | would think that when you're lined up
and can get better on-line operations, | think that's going
to be a big advantage; | think that will help considerably
with the tourism and the marketing and so on, and so forth,
and | think that's good.

CHAI R It just leaves for nme to thank you Dr Wnston for your
presentation, and M Taylor I'd just like to check on what
you propose to cover next, please?

MR P TAYLOR. Madam Chair, could | just seek your indul gence as
a matter of clarification. The data on that yield curve was
available only in the US, not available in Australia, so
that's why it only covers -- it wasn't a deliberate attenpt
to avoid covering it; it wasn't available in the Australian
mar ket .

CHAIR | think we understood that, thank you

Am | correct that the next item on the agenda is the
Fifth Freedom conpetition issue?
MR P TAYLOR That's what 1'd like to take next.



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

287

CHAIR Okay. |If we can just switch presenters,

M Taylor, if you could just
MR P TAYLOR On ny immediate ri

Applicants (cont)

pl ease.

i ntroduce the next presenters.
ght is M John Harrison who is
New Zeal and,

the Vice-president, Network and Revenue for Air

and M Peter McCunstie from Qantas who |

an earlier session.

CHAIR Wl conme, and pl ease proceed.

MR HARRI SON: Thank you. I will

| ook at the effects of

Freedom carriers on the Tasman, and j ust

going to go over is a |ook at

schedul es season that Fifth Freedom carriers

then we'll look at ways that they effect

think you' ve nmet in

Fifth

briefly what |I'm

the capacity for

t he com ng

represent and

the conpetition,

really two ways through revenue managenent and

bri ef overview of revenue nma
the direct pricing inpacts.
To start with, |ooking at

which is Novenber 2003 to March 2004,

nine Fifth Freedom carriers

nagenent during that,

the northern w nter

that we'll

give a

and then

schedul e,
this table shows the

be flying on the

Tasman and that includes two new entrants of

Royal Brunei.

Now while the capacity of these carr

iers

Em rates and

is primrily

intended to feed their long haul services, they represent a
significant chunk of the traffic on the Tasman itself. So,
for instance, in the Ml bourne-Auckland market, Emrates

al one represents al nost 23%

of schedul ed seats and

in the

Auckl and- Bri sbane market, five carriers represent al nost 50%

of the scheduled seats in
Auckland the six carrier

the nmarket

Fifth Freedom carriers

and in Sydney to

represent about 25% of the seats in the market.
MR CURTIN. M Harrison, | think this is probably going to crop

up during the course of your

presentation,

so |

j ust

t here

want ed
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to get one thing clear, and they're the percentages of what?
| take it this is just pure seat share irrespective of
whether it's just the OD leg or the through leg; this is the
total ?

HARRI SON: That's right, it's total scheduled seats in the

mar ket .

MR CURTIN: And will you be telling us what the estimtes are of

MR

MR

MR

MR

t he OD?

HARRI SON: Not estimates, but we have the historical, the
last point on the page showing that for the year ended
January 2003, Fifth Freedom carriers before the Royal Brunei
and Emrates entry represented 16. 7% of the Auckl and- Sydney
| ocal passenger market, and 22. 1% of Auckl and- Bri sbane.

CURTI N: I need to understand those percentages too. Are
they the percentages of -- explain to ne what those
per cent ages are.

HARRI SON: Ckay. Those percentages are passengers flying
from New Zealand to Australia and no further. So, they
woul d not be going for instance to Thai's hub in Bangkok.
CURTIN. So they're OD passengers. Now t he passenger shares
are percentages of what?

HARRI SON: O total local passengers in those markets. So,
the total Iocal Australial/New Zeal and market on Auckl and-
Sydney, Fifth Freedom carriers carried alnmost 17% of the
| ocal O&D passengers.

CURTI N: Ckay. Sorry to belabour this. O all the
passengers that went Auckland-Sydney, and only Auckl and-
Sydney, Fifth Freedomcarriers carried, you reckon 16. 7%
HARRI SON:  Yes.

CURTI N: Ckay. Do we know what -- what does that tell wus

about what percentage of the seats on any given fifth
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carrier plane were OD passengers as opposed to through |eg
passengers?

MR HARRI SON: Well, it would depend on denand. The carriers
woul d be managi ng probably as a first priority to take the
network traffic. So, flying beyond Australia to their hone
hub, and any excess seats would be sold in the | ocal narket.

Now, because they're not just carrying New Zealand to
their hub traffic, they're also carrying Australia to their
hub; the planes would not be filled from New Zeal and. I
don't know what percent of the seats on average have been
sold on that network traffic on the New Zealand to Australia
|l eg. Peter has data on that.

MR McCUMSTI E: If | can elaborate a little. | think in one of
our submssions, and | must say with some difficulty in
arriving at the calcul ati on because we obviously don't have
know edge of their traffic data, | think we've estinmated
that sonething to the order of 50 to 65% of their traffic
that they actually carry represents through traffic, and
that the local market for Australians and Kiwis travelling
between the two countries is about a third towards a half of
t hei r busi ness.

MR CURTIN:. That's very hel pful, that's what | was trying to get
a handl e on, thank you.

MR HARRI SON: The additional point, though, is that that traffic
woul d not represent 100% | oad factor and the plane, so we
don't know how rmuch remai ning seats there are after it.

MR CURTIN: Yes, I'mwth you. Thank you.

MR HARRI SON: So, while the capacity is scheduled primarily for
network traffic, the carriers do carry a significant portion
of the local O traffic.

Now | ooking at the effects of the Fifth Freedom carriers
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on the conpetition on the Tasnman, there's really two ways;
one, the | oss of narket share for Air New Zeal and and Qantas
would affect the way that the flights would be revenue
managed, and then there's some direct pricing inpacts in
that Air New Zeal and or Qantas' price can't be significantly
different froma Fifth Freedomcarrier's price, because that
price becones the benchmark for what is a good deal in the
market. So, pricing beyond that becones quite difficult.

Now, to explain the revenue nanagenent inpacts, | just
want to give a little overview of revenue nanagenent.
Revenue nanagenent attenpts to optimse revenue by filling

the nost seats at the best prices that can be achieved in
the market. To do that, if demand is strong, so the flights
are expected to be full, the revenue managenent system woul d
di scount -- allocate less seats to discount fares and,
therefore, the objective is to inprove yield on the flight.

Alternatively, if demand is low, the flight's not going
to be full. Mre seats are allocated to the discount fares
and the revenue managenent objective is to fill enpty seats
and maxi m se revenue.

So the key inputs to the revenue managenent are the
demand forecast, which is based on booking pace and
historical trends, and fare values which are grouped
t oget her into booking cl asses.

It's the demand per booking class that's forecast and
that together with the value of each forecast is what is
optim sed in the revenue managenent system

Just to illustrate in a sinple two fare exanple where
there's a $1,000 fare and a $500 fare. The expected val ue
of those two alternatives is the sanme, so the probability

tines the value of the fare, so Air New Zeal and would be
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indifferent between carrying a passenger on either one of
those fares in terns of availability of forward seats. But
as the forecast weakens the probability of selling the
hi gher value fare decreases and it's expected value
therefore decreases. So the revenue managenent system woul d
allocate nore seats to the discount fare because that
beconmes a hi gher relative val ue.

The revenue managenent adjustnents can be automatic or
manual, so the RM system the revenue managenent system
automatically updates the forecast as the |atest booking
trends cone in, and will automatically allocate nore seats
to di scount classes as the forecast weakens and vice versa.

However, there can also be nmnual adjustnents to the
availability of fares. So, if sonething unusual were to
occur, the revenue managenent analyst wouldn't wait for the
system to adapt to the change, you would nake an influence
on the demand forecast yourself, and an exanple of that
woul d be high denmand; we know schedul es for special events,
like a Bledisloe Cup match in Christchurch, and would
allocate less discount seats to naximse revenue. And
conversely, if there was a significant increase in
conpetitive capacity, we would allocate nore discount seats,
or influence the demand by saying we expect |ower than the
forecast is inmediately show ng.

Now, revenue nmanagenent, the horizon, generally for
managing flights is zero to in short haul markets really
about six nonths, but the system range is about 11 nonths.
So, during that tinmefranme capacity and costs are pretty nuch
fixed; you' re managing the next schedule period. So, with
costs essentially fixed, maximsing revenue nmaximn ses the

profit of the network over that period.
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However, over tine, if a flight's not profitable, the
second type of manual adjustnment, which is really outside
t he bounds of revenue managenent, is to reduce the capacity,
or schedul ed capacity in the market on a city pair. So, if
flights aren't filling, decrease capacity. If flights are
only filling at prices that are unprofitable on the route,
decrease capacity. O, on the other hand, if flights are
continually full and spilling traffic we would increase
capacity.

And, if passenger volunme and yield are consistently
below what's profitable, Ar New Zealand would reduce
capacity on a route, and a significant increase in
conpetitive capacity, whether it's Fifth Freedom or not, is
sonet hing that could cause that type of adjustnent.

Now, the second way the Fifth Freedom carriers inpact
conpetition in the local Tasnman market is on the direct
pricing inpacts. So the Fifth Freedom fare levels are the
ones that get pronoted in the market, they're the ones that
are in advertisenents and becone the benchmark for what's a
good deal for air travel on the Tasman, and they're the
fares that the passengers tend to recogni se.

For exanple, after the recent announcenent of Air New
Zeal and' s Express class there was an i medi ate conpari son to
Fifth Freedom carrier fares to gauge whether Express fares
were really a good deal, and |'ve just shown a quote from
the New Zeal and Herald from 13 August in which the genera
manager of Flight Centre is conparing the new Express |evels
to the Aerolineas Argentinas airline's fare of $299 in the
Auckl and- Sydney nmar ket .

M5 BATES QC. Is that return or one way?
MR HARRI SON: That's return. So, Air New Zeal and fares need to
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be simlar to those levels in order to capture nmarket share
at the price sensitive end of the market. And even
advantages in network, on schedule and frequency, frequent
flyer programe and product, if any, can't justify too big a
price differential or else Air New Zeal and and Qantas woul d
| ose mar ket share.

Now, |astly, those w de discrepancies, and while at the
begi nning of this I showed you the Fifth Freedomcarriers in
three Trans-Tasman markets, any large price discrepancies
can't be sustained across nmarkets for a nunber of reasons.
One bei ng passenger resistance and ill will; Air New Zeal and
prices the total New Zealand market in sustaining prices
across the three maj or gateways would create ill wll.

There's also the opportunity for passengers to undercut
the local O fare out of each city in New Zealand by
building an itinerary using, for instance, the Aerolineas
fare of $299 plus a donestic Express fare, so WlIington-
Auckl and return for the donestic express is about $120; that
conmbined with the $299 fare is a $419 fare. So, if the
prices are mnmuch nore different than $419 there is the
opportunity to build an itinerary with a lower fare from
anot her city.

Lastly, Fifth Freedom carriers can nove capacity from
Auckland to other city pairs if the opportunity presents
itself. Up until a few years ago Korean Airlines flew into
Christchurch via Auckland, but a nunber of carriers that fly
into Australia <could also fly into Christchurch or
Wellington if there was a | ocal fare opportunity.

CHAIR Wiy did Korean exit that |ink?
MR HARRI SON: | believe it was around the 9/11 tine when total

international traffic was down, but | nmay not have the
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timng exactly right. But carriers do conme and go.

CHAIR Qite a few have gone over the years?
MR HARRI SON: Quite a few have gone, yes.
CHAI R VWhat | wonder is, is what's changed recently? Vhy

MR

suddenly do we see what appears to be a bit nore constraint
fromthe Freedom-- the Fifth Freedom area on the Tasman, at
| east to Auckland? Wy suddenly is it different? Because
t hey have been around for a long tine, a |ot have cone and
gone for a short period, now we've seen a significant change
in behaviour. Wat do you -- how do you account for that?
HARRI SON: Wll, | see it as part of the return in the
I ndustry over the last year and a half in that carriers are
putting back nore international capacity; they're flying the
pl anes where they can earn noney and the planes that are
sitting on the ground in Australia represent an opportunity
to earn an additional return if they can fly to Auckland, or
Mel bourne -- or Christchurch and back.

CHAI R What determnes the capacity that the Fifth Freedom

MR

flights -- what determ nes how much capacity they put on
these links across the Tasman? |Is it how nuch demand there

is here, or is it sonmething about how their own demand on

the links to Australia actually -- howit's faring?
HARRI SON: I think it's a conbination of things. Sone
carriers fly across the Tasnman to -- as a cost-effective way

to start a new market for |ong haul service, so they devel op
it first by tagging it on to an Australian city with the
intention of eventually flying it non-stop. Sone just see
an opportunity to get nore network traffic relatively --
well, actually at the margin by using available aircraft
time to fly a return leg, bring nore network traffic in and

then sell the remamining seats, essentially to cover the
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1 mar gi nal cost, the variable costs of making that operation.
2 CHAIR The Comm ssion's been told that the ability to -- or the

3 willingness to switch this capacity into other city pairs is
4 pretty limted; first because the runway in Wellington and
5 in the case of Christchurch because the |ocal population is
6 so small it's not worth their while to do that.

7 |"d just |ike your comments on that.

8 MR HARRI SON: |  would disagree. Christchurch, relatively
9 speaking, is a bigger sort of destination city than
10 Auckl and, so it has nore in-bound traffic than out bound
11 traffic, and the South Island tends to be a -- you know, the
12 tourist destination, so | would see, as far as network
13 traffic is concerned, Christchurch being at Ileast as
14 attractive as Auckl and.

15 Wel lington, while there are the A340s and 737s cannot
16 fly into Wellington, an A330-200 which is a wde body
17 aircraft, can fly into Wellington and the nunber of carriers
18 that fly to Australia do fly that aircraft, l|ike EVA from
19 Tai pei, Asiana, Emrates, and several others. So, there is
20 an opportunity there that includes Wellington.

21 CHAIR I"m having trouble closing the link here. There's
22 excess capacity available in Australia to fly to additiona

23 city pairs; there's nmarkets that can sustain that. From
24 what | understand the fares have not had the sanme downward
25 pressure to those cities from Australia than they have in
26 Auckl and, and yet they're not taking up that opportunity. |

27 just don't understand why they're not if that -- | think
28 there nust be sonmething that |'"mmssing in this scenario.

29 MR HARRI SON: I think airlines in general tend to fly to the
30 bi ggest cities first and grow fromthere and that's probably

31 what we're seeing. Wth Fifth Freedom carriers Auckland as
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the |argest population base would have a |arger out bound
mar ket than any other city.

CHAIR  How long has Fifth Freedom been com ng to Auckl and?

MR HARRI SON: I n ny experience it goes back to 1999.

MR McCUMSTIE: | think it's prior to that; | think they' ve been
comng for many many years and ny recollection is that for
many many years they have had, you know, sonmething to the
order of 8 to 10% of the total |Ilocal Tasman market
principally focused on Auckl and, about 10% of the market.

CHAIR  Your proposition is, they start in Auckland and they get

established there, and they mght nove on to these other

city pairs, but they've been doing this since 1999 -- was it
1999 you sai d?
MR M CUVSTI E: | believe that several of the Fifth Freedom

operators have been there for a considerably |onger period
than that, yes.

CHAI R But they haven't taken up this, other than Korean who
did it and exited, but you still maintain that this is a
serious constraint that they mght nove the capacity to
other city pairs?

MR HARRI SON: | see it as a constraint. There's a significant
amount of international traffic that does fly on Ar New
Zealand to Christchurch. Koreans represent -- Seoul -
Christchurch, | believe, is the second |argest O&D on that

route, and that would be traffic that's getting off of
Korean planes at Sydney and flying on Air New Zealand to
Chri stchurch. Frankly, |I'"m surprised that so many are now
flying out of Auckland and none have noved to Christchurch
as yet.

MR CURTI N: A different question, if | may. W haven't had a

conversation yet about whether there are different business
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and |eisure markets and no doubt you'll go into that, but
one suggestion has been that there nmay be sone constraint
fromFifth Freedomairlines, furthernore price sensitive end
of the market, but that the Fifth Freedom scheduling is not
hugely lined up with the kind of frequency or tines that the
busi ness traveller mght want. Now, that's been put to us
and |I'd just |like to get sone feel from you as to how
substitutable the Fifth Freedom offering is to the business

travell er?

MR HARRI SON: As far as the fares are concerned, they're very

substi t ut abl e. The Fifth Freedom carriers tend to not to
have restrictions on their fares so they're available to
busi ness travellers.

The discussion on city presence | think works in the
favour of Qantas and Air New Zealand in that we do have a
better schedule to satisfy business passengers, and that
schedul e alternatives and frequency and the rest of the
network feeds that Air New Zeal and and Qantas bring to the
mar ket in New Zeal and woul d gi ve us an advant age.

However, at what price is the question, and as the price
gets greater the Fifth Freedom carriers do becone a better
alternative, and you have to argue that product-w se many of
them are better than either Qantas or Air New Zeal and; maybe

not nmany, but sone.

MR CURTIN. Okay. The other thing | wanted -- in terns of when

they leave, | presune sonme of them will be arriving in
Auckl and at the end of a long flight from sonewhere else

and again, | think you nentioned that in general vyour
frequencies are probably better than the Fifth Freedon s,
but would it be true to think of the Fifth Freedom carriers

as not having full flexibility in being able to |eave at
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6.30 in the norning if that's when people wanted to go to
Sydney?

MR HARRI SON: Yes. Generally speaking their primary sort of
constraint would be the hub connecting network to their hone
mar ket .

MR CURTIN. Yes, the long |eg.

MR HARRI SON:  Yes.

MR CURTI N: I have an inpression, and | mght be wong, that
there mght be sort of funny leaving tinmes from Auckl and, or
Vel lington, or Christchurch partly because of the long | eg.

MR HARRI SON: Sonme of themintend to be good leaving tines. |In
fact the new Emrates schedule actually stays overnight in
Mel bourne | believe and cones to Auckland in the norning, so
carrying through traffic on that flight -- well vyou're
obviously not going to sit on the flight overnight, so to
sone extent it looks like it's scheduled nore for the |oca
mar ket than for direct connections through to New Zeal and.

MR CURTIN. Thanks very much

MR MCCUMSTIE: If | can just add sonething there. Emrates, who

are recent arrivals on the route and who will be expanding
some further in Cctober, in fact offer quite an attractive
schedul e. They have a daily, or they will have a daily

flight from Sydney, Melbourne and Brisbane to Auckland at
fairly attractive tines, just built the down tines of their
aircraft in Australia, and | guess particularly for the
New Zeal and origin market, t hat even provides the
opportunity for people here to use Emrates from Auckland to
Bri sbane, travel separate to Sydney and cone back on the
Em rates to Auckl and agai n.

The Emrates is pr obabl y potentially the nost

significant of these Fifth Freedom carriers because they're
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a very good quality carrier, they've nade sonme very blunt
statenents about their intentions of becom ng a significant
player in this part of the world, and they do offer an

attractive schedule on very attractive equi pnent.

MR HARRI SON: | believe Emirates has al so expressed, or stated

MR

their desire to fly into Christchurch around Auckland as
they' ve been announcing the new service. As | nentioned
before, any sort of capacity change like that into a city
would trigger an automatic sort of change in the way the
flights are nanaged, in that siphoning off sonme anount of
demand in the 16 to 22% that we've seen in other cities is
significant enough to change the revenue nmanagenent of the
flights where an automatic sort of reallocation of discount
of seats would occur. So, to sonme extent the inpacts are
not controll able by us.

PIJN TAYLOR I'd like to explore a bit the passenger
resistance and ill w1l aspects of pricing into Wellington
and Chri stchurch. I"m just wondering if there's sonething

in the yield managenent systens that at an overt or a covert
level, if you like, you nay have headline prices that
indicate the price of the discount seats is the sane, but if
the yield managenent system provides nuch |ess discount

seats in Christchurch and Wellington, you overcone the issue

of -- or it hides the issue. Do you see where |'m com ng
fronf?

MR HARRI SON: Not exactly.

MR PIJN TAYLOR: Ckay. | can understand if people living in
Christchurch and Wellington would feel ill will towards you

if you priced higher, because there was no conpetition
comng in there. If you are allocating |ess discount seats

to Christchurch and Wl lington through your yield managenent
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systens because the demand features com ng through indicate

that's what you should do, you can work round this ill wll.

HARRI SON: By al l ocating nore di scount seats?

PIJN TAYLOR Less discount seats to Christchurch and
Vel | i ngt on.
HARRI SON:  Assuming that |lower fares were in the market but |

guess not making themfor sale to the market?

PIJN TAYLOR: Lower fares for Auckland were in the market but

not lower fares for Christchurch and Wellington. Lower

fares for Freedom i nto Auckl and.

HARRI SON:  Sorry to be dense, but | still didn't understand

where you' re goi ng.

PJN TAYLOR Wll, it may be ny explanation, or ny
guestioning. G ven you've got discount fares into Auckl and
from Freedom t hen you've got to match themor relatively so.
Your argunent, | think, is that you ve got to flow those
headl i ne pricing anyway into Christchurch and Wellington or

you'l | get customer reaction.

HARRI SON:  Yes.
PIN TAYLOR " m wondering through your explanation of how

the yield managenent systens works is whether albeit that
the cheaper prices do flow on, but there's nmuch less --
there are nuch Iless seats available in Christchurch
Wllington at the prices that conpare to the ones you're
forced to give in Auckl and.

HARRI SON: | see. The availability of the discount fares is

driven by the forecast. So, if the fares are the sane
across three major cities in New Zealand, and that drives
high loads for constrained capacity into Christchurch and
Wl lington then there would be |ess because it would be a

natural reaction, the sane way the revenue nanagenent system
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all ocates nore seats when demand is weak, it would restrict
availability if demand is strong.

MR PJN TAYLOR So there's absolutely no fiddling with the
forecast because -- or the yield managenent systens because
of the issue |I'mraising?

MR HARRI SON: Not that | know of. There is constant fiddling
with the forecast trying to get the best forecast.

MR PJN TAYLOR:  Adj usti ng.

MR HARRI SON: But no strategic fiddling, as | think you're
tal ki ng about .

MR PJN TAYLOR Well, | was actually, yes.

MR McCUMSTIE: | think it also gets back to sonething that John
nmentioned earlier about the perception of what is a good
deal and there are the pressures that drive the airlines to
have the sane fare level available from Christchurch to
Sydney as may be avail able from Auckl and to Sydney, and once
that fare is there, then that tends to becone the consuner's
perception of what is a good deal, and it becones fairly
inpractical to say, well, we only have a handful of seats
avai |l able at that fare.

CHAI R | think it mght be interesting for us to see what the
average fares are that are paid for these different -- that
are actually paid for these different city pairs. Because

you're putting to us that you can't really play these ganes;
peopl e have a price expectation and you have to neet it. So
you put to us that you can't have wi de price discrepancies
both in terms of a particular offering, but also on average.

So, | think it would be quite helpful for us if you
actually provide us the data that showed there are not price
di scrim nate season average in terns of what is actually

paid by all of your customers flying across the Tasman and
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1 into the different city pairs.

2 MR HARRI SON: Ckay.

3 CHAIR | think we had one question on whether these Fifth
4 Freedom carriers increase their capacity at Christnmas when
5 there is probably considerable increase in denmand. Do you
6 see a capacity response fromthemat that period?

7 MR McCUMSTIE:  Not that | know of.

8 MR HARRISON: | don't think so. | guess, it is the peak season
9 for the Southern Hem sphere, and generally flights south do
10 have nore capacity, there's nore capacity than in the
11 northern wnter schedule than the northern summer, but
12 i kewise there's nore demand going into their network so
13 those extra seats m ght be taken by extra network traffic as
14 opposed to local traffic.

15 But as Peter said, I don't recall noticing any
16 significant increase during that period.

17 CHAIR | just wonder if you could expect the capacity to change
18 in response to nmarket conditions, why we wouldn't see it,
19 because | suspect that the average price paid across the
20 Tasman is considerably higher during the Christmas period
21 than it is otherw se.

22 MR HARRISON: It's not so clear. Wile there's higher demand in

23 the Christmas season, there's also very little business
24 traffic and nuch nore leisure traffic, so the mx of fares
25 yields -- the yield on the flight is determned by the m x
26 of fares on the flight. During a non-holiday season you
27 probably have a higher yield than in the holiday season

28 j ust because of the change in mx.

29 CHAIR Maybe you could provide us with that data as well, it
30 woul d be interesting to see. We have sone bias sanpling

31 from Conmi ssioners who try to travel at that tinme.
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MR HARRI SON: It is true, there's seasonality in |leisure fares.

CHAI R: Thank you very nuch. Let ne see if there are further
guesti ons.

M5 WHI TESI DE: Janet Witeside from the Conm ssion. This is a
question that actually comes out of information that's been
provi ded by the Applicants regarding Fifth Freedom airlines
rat her than anything you' ve said today, so see how we go.

The Applicants have clainmed that, if fares increased on
t he Auckl and-LA sector, United Airlines could re-enter that
route and carry the Melbourne passengers it currently
carries on a one-stop service to Los Angeles via Sydney, to
LA with a one-stop service over Auckland, not Sydney.

Wiy would United take these passengers via Auckland
i nstead of Sydney, and how likely is that in reality?

MR HARRI SON:  Well, United hasn't done it in the past. | would
say one reason why that mght be likely is the opportunity
to sell local traffic in the Auckland to Sydney narket
whereas -- and Peter mnmight correct me if I'm wong --
don't believe United can carry traffic from Ml bourne to
Sydney in the | ocal market.

MR M CUMSTI E: No, that's <correct, they don't have |ocal
Australian domestic rights, but they do have the rights to
carry full types of traffic across the Tasman.

MR HARRI SON:  So those | ocal passengers can offset the operating
costs of Auckl and- Mel bourne, but you can't carry those
passengers to offset the cost from Mel bourne to Sydney.

M5 WHI TESIDE: There's been a general comment that's conme from
some of the Fifth Freedomairlines and industry participants
generally about the entry of Emrates in particular, about
their coming in with considerable capacity which according

to people we've spoken to will exceed denmand, and that there
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is therefore sone doubt as to how full anyone's aircraft is
going to be and how long Emirates may |last and the effect it
wi || have on the market generally.

Do you have any comments on that, about how demand and
capacity are going to conpare once Emirates have cone full
strength, and Royal Brunei?

MR HARRI SON: There's gonna be a |lot of seats in the market, and
| would agree with you, it's interesting to see how it
sorts, because while the Tasnman may represent for Emrates 2
or 3% of their total network, and they're approaching it on
a marginally costed basis, it represents about 20% of Air
New Zeal and's network and is a market that we need to make a
profit in locally as opposed to using it sinply for feed
So | guess to, sone extent while everyone will be hurting
relatively speaking, it should hurt Emrates |ess.

M5 VI TESI DE: We've got sonme questions about entry generally
rather than just Fifth Freedom \WWen would be the best tine
to address that? Now or...?

MR P TAYLOR Entry of...?

M5 WHI TESI DE:  Just goi ng back to one or two things about Virgin
Blue, sone of it is to do with entry on the NZ-US route
just not strictly speaking Fifth Freedom

MR P TAYLOR | can check, but it's probably nore a question for
M MIller than M Harrison

MR HARRI SON:  We could try.

MR P TAYLOR. Well, do you want to bring M MIller up as well?

CHAIR WIIl he be appearing later in the proceedings?

MR P TAYLOR He will be appearing again during the confidenti al
session, but not during the public session.

CHAIR Okay. Well, we better take the questions now then.

[M MIler and M Edwards approach tabl e]
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MR M LLER: I'"'malso M Harrison's direct boss; so nbst of what

I know, he's taught ne.

PROF G LLEN: | have a question. " m puzzling over. There's

lot of effort been put into the clains that Fifth Freedom
carriers have disciplining in fares and wth all the
capacity, and the evidence is anecdotal at best, and
Prof essor or Dr Wnston just presented us with sone evidence
from Australia where basically over tine on average over all
these routes you get an 11% decrease with the entry of
Virgin Blue, and given the inportance you put on Fifth
Freedom carriers why wouldn't you have carried out exactly
the sane experinent using exactly the sanme data to try and
denonstrate the inpact of this increased presence to both
nunbers of carriers as well as the additional capacity?

MR HARRI SON: Well, we haven't carried out that analysis.
PROF G LLEN: | know you haven't. Wy didn't you? | nean, if

you thought it inportant enough to try be denonstrate the
i nportance of the entry of Virgin Blue in Australia, and
given the kind of enphasis that you have put on the Fifth
Freedom carriers, |I'm just wondering why; was it an

oversi ght or you never got tinme or...?

MR HARRI SON: I would have to say, those choices are nore
over si ght. It's not sonething we planned to do, and we
didn't.

PROF G LLEN: | would just like to enphasise; | think it's
important providing the data due to exactly the sane
experinment that Dr Wnston did.

MR P TAYLOR Madam Chair, |1'm not sure whether that data is

avail abl e. I'I'l have to check.

MR CURTIN. There is, to be charitable to you folks, there is a
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table of the actual Auckland-Sydney fares that are being
charged in one of the subm ssions. But putting it the other
way, | suppose if those fares are avail able we m ght be able
to do a bit nore nmanipulation of what they mght or m ght
not be show ng, so...

M5 WHI TESI DE: Just a point about |oyalty schenes. Dr W nston

had enphasi sed their inportance. Another party said that --
not today, but this is some of the information that we've
had in which we need to test; is that a proportion of
| ei sure travellers will pay a higher fare to stay with their
nom nated airline to earn points, and that the extra paid is
sonetinmes higher than the value of the points earned,
probabl y because they haven't quite done their sums.

Coul d you conment on that, please?

MR MLLER | would say that there has been -- there is a change

taking place in the narketplace globally wth loyalty
progr amres. Donestically when we introduced our new Snart
Saver fares, which were the |owest possible fares in the
mar ket pl ace; these fares do not accrue frequent flyer points
and 20% of the people who are purchasing these fares are
frequent flyer nmenbers of the Air New Zeal and progranme. So
these are custoners who are electing to choose the cheapest
fares knowi ng they do not accrue points.

Now, that is something that a couple of years ago |
woul d say was not going to happen, and that has i ndeed
surprised us. So even with our nost frequent passengers a
lot of them are meking a conscious decision to take the
cheaper fare rather than accrue points.

Now we're one of the first full service airlines in the
world to do that, and we've even surprised oursel ves.

M5 WHI TESIDE: So, there has been a shift you feel?
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MR M LLER: There has been a conscientious shift even with nobst

frequent flyers if you -- one would have regarded to be
price elastic to actually choose cheaper fares and forego

ear ni ng points.

MR HARRI SON: That was actually the point on this slide of the -

- while there are advantages in network and frequent flyer
programre and product, if any, how nuch of a prem um you can
get for that -- well, we don't know, but at sone point there
is not a prem umyou can get to cover that.

M5 WHI TESI DE: Just a point about the Applicants have sai d about

MR

Virgin Blue's entry in the submssion on the Draft
Determ nation, you said that Virgin Blue would cherry pick
54% of the donestic and 89. 6% of the Tasman routes sinply by
establishing a presence in Auckland, Wellington and
Christchurch. What sort of tinmefrane were you tal king about
with that?

Mc CUMSTI E: I think in terns of the assunptions we made
t hrough the process, particularly for the nodelling, we were
assum ng that the VBA would enter the Tasman route in the
first year of the alliance, and | believe we also assuned
they would enter in year 1 in donestic New Zeal and as well.
But |I'm struggling to renenber the scale of the entry we
assuned; | think it was sonmething like three aircraft flying
the Tasman, three and a half aircraft flying the Tasnman and
| think three aircraft flying donmestic New Zealand to

produce that type of presence.

MR HARRI SON:  We can check that and give you the schedule build

that was assuned in the anal ysis.

M5 WH TESI DE: That was in the factual, if the alliance goes

ahead is what we were interested in. Because that's what

that was to do w th.
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MR McCUMSTIE: If the alliance proceeds, yes.
M5 WH TESIDE: Al so on Virgin Blue, another claimwas there was

MR

no reason why Virgin Blue mght not acquire smaller aircraft
and operate its own aircraft to smaller centres. This was
just talking about the provincial routes. Gven Virgin
Blue's stated intention to only use one type of aircraft and
the type of aircraft they've been purchasing; what is
information is this claimbased on?

M LLER: What we have noticed in the United States, for
i nstance JetBlue, which we've actually spoken about just
now, JetBlue has been flying A320 aircraft and they' ve
placed orders for 70 smaller jet aircraft to fly shorter
routes as part and parcel of their deploynent of their
nodel. W are suggesting that this again is another change
in sone of the value based type nodels that we have seen,
and there is a possibility for carriers such as Virgin Blue
to deciding to go down the food chain, as it were, to grab
smal | er popul ati on catchnment areas by using smaller aircraft

which are nore appropriately a tailored for that market.

M5 VH TESI DE: How realistic do you think that is in the near

future though?

MR M LLER: It is possible that they may do that. My persona

view would be that they have greater opportunities wth
their single aircraft fleet to deploy additional nunbers
into the existing marketplace, and that would be a priority
that | would choose first before | chose snmaller city's

pairs.

M5 WH TESIDE: Another statenent was to do with the possibility

of United Airlines or Air Canada entering the New Zeal and- US
route. Just a query; have you had any information fromthem

or from anywhere else indicating that they would be likely
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to enter the route, particularly if Air New Zeal and left the

Star Alliance, or is that just sinply stating a possibility?

MR M LLER: VWat we are seeing in the US and indeed in the

Canadi an market through their Chapter 11 process is that a
restructuring of a lot of their cost bases; enploynent
contracts for greater productivity and |ower cost. The
reasons they pressurised United out of the Auckl and-LA route
were fundanental ones to do with lack of profitability.
Post their restructuring, and if and when they do cone out

of Chapter 11, they will have a | ower cost base.
An exanple | would give; that 21% of all Ar New
Zeal and's costs are tied up in |abour costs. United was

50% Now, post Chapter 11 they wll restructure that 50%
down to a nore economc |level which clearly would all ow t hem
opportunity to come back into the route. (Qbviously | can't
say when because there's been no discussion with United on
that, but clearly it allows themthat sort of opportunity.
And clearly in regards to your question on alliances, we
are a partner of United and if there were any change in
allitance alignnment, as it were, that mght trigger their

reason to re-enter the market.

M5 WHI TESIDE: And there was also a statenment regarding the NZ

Pacific routes, that there's likely to be constraint on
that; what airlines do you think are likely to enter the
New Zeal and and to the Pacific Islands, particularly to Fiji
routes to an extent that would constrain the proposed

alli ance?

MR M LLER Vell, there's many many different airlines in the

Pacific airlines. You know, sonme do have nore critical mass
than others; sone operate very small fleets. Sonme operate

nodel s which | would suggest are of non-conmercial nodels,
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or they pursue nodels with other objectives, like Air Tahiti
Ni ue who have brand aircraft and capacity into and out of
the Islands and al so through fares out of Auckland to LA

You know, all | can say is, when the market is right and
there's high |l oad factors or higher levels of profitability,
that does encourage other carriers into the networking
system because these |load factors, or high degrees of
profitability are transferred to other carriers, and just as
we watch other carriers reaping the benefits of value from
the narket, they look at our markets and do the sane

cal cul ati ons.

M5 VWHI TESI DE: Thank you.

CHAI R I just have one last followup question from David

Ai nswort h, please.

MR Al NSWORTH: Just followng on from Janet's questions; the

huge thrust of your evidence that we've heard on entering
constraints concern the Tasman and donestic markets with the
VBA entry and Fifth Freedom etc, but we've heard virtually
nothing on other routes such as Japan, nost of the
Pacific Islands and to the West Coast of Anerica. Now |'m
just wondering whether perhaps you' ve conceded that an SLC
in respect of those latter markets that | nentioned?

Substanti al | essening of conpetition.

MR M LLER: | was just asking what "SLC' neant. | thought it

was a new type of carrier.

CHAIR It may be if the alliance goes ahead.
MR M LLER: John, do you want to answer that question?
MR HARRI SON: | guess the focus has been on donestic New Zeal and

and the Tasman because that's where the substanti al
| essening of conpetition is. Japan other than our alliance

with Japan Airlines, in which we sell them a bl ock of seats
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and conpete on a single aircraft, there is no |essening of
conpetition. So, | guess it was a matter of priorities and
focus in that this market in the South Pacific is the one
where the conpetitive issues really are.

MR P TAYLOR Madam chair, there is no aggregation in those
mar ket s.

MR M LLER | would also add that, you know, we're an in-bound
| ei sure market, and in a place like the UK and Europe where
we have |ess than 1% of market share, we have absolutely no
mar ket power under that sort of situation. |Indeed in Japan
to Auckland, where 90% of the revenue is actually sold in
Japan, obviously we have to work very closely with the
Japanese based carriers to achieve the market clout that we
cannot achi eve under our own brand or our own presence in
t hese markets.

MR Al NSWORTH: There must be some aggregation to Los Angel es
t hough?

M5 WHITESIDE: O to the Pacific.

MR Al NSWORTH:  And to the Pacific.

MR M LLER: That would be correct. Most of them the markets
that | just described, that is correct, but that |evel of
aggregation has been a result of nost full service carriers
not being able to achieve an economic return. In fact there
were substantial losses that United were experiencing
between Los Angeles and Auckland were to do with their
fundanental | y hi gher cost base.

Now, wunder a deregulated market, carriers such as
Emrates, for instance, can cone into this market with a
| ower cost base and exploit that |ower cost position.

MR P TAYLOR Madam Chair, | think the question was already

answered previously anyway in respect of the -- when we were
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tal ki ng about - - when M Mller tal ked about t he
United Airlines re-entry.

MR CLEMENTS: I'd just like to go into an issue further
considering Fifth Freedom carriers. It was stated that
capacity decisions are influenced by the wish to utilise
avail able aircraft, and a wsh to develop I|ong haul
services. To what extent are those decisions influenced by
pricing and capacity of say Air New Zeal and and Qant as?

MR MLLER Well, | would answer the question, you know, in the

first instance by saying that, you know, basically | would
have characterised the Fifth Freedom characters, and there's
two basic canps; the ones who have redundant aircraft
capacity, i.e. aircrafts sitting on the ground naybe for
11 hours in Australia and New Zealand trying to nake that
t hrough connection to a hub as one category.

And the other category, which would be sonmething like a
Thai, for instance, Thai Airlines; and the other category I
would say is very nuch |ike Enrates. Emirates have a
different strategic objective than Thai. Em rates
Strategic objective is not one of utilising return capacity
during the spare lie tinme that would have on the ground
Emrates has very nmuch established a beachhead for the
technol ogi cal devel opnents of aircraft to establish a
position in the marketplace prior to the technol ogy all ow ng
themto fly fromDubai to Auckland or indeed Sydney.

In fact, very soon they will be able to fly direct from
Dubai to Sydney, so they're wusing these increnental
thresholds of technology wth |longer ranges to access
markets, and getting in prior to the technol ogi cal advances
to establish a beachhead is very inportant for them So,

I'"d say the Fifth Freedom characters fall into two canps;
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the Emrates canp and very nuch the Thai canp.

How does our pricing constrain then? Clearly they
all ocate nore capacity to the cheaper fares generally and
that they establish carriers on the Tasman and from an
extreme of Malaysia, which is around about 65% of the tota
capacity, they actually give up to the cheapest fares down
to what we presune Emrates are currently doing around to
about 50% but clearly they do constrain -- they do accept
the fares that prevail in the marketplace and they know they
can't charge fares 30, 40, 50% above the prevailing |evels
because with the |lower frequency they can't get into a |ot
of the business markets that Air New Zeal and and Qantas do.

CHAI R kay, thank you for that. I just want to |ook at the
progr amre. | believe we have two confidential sessions
comng up after [lunch. | propose that we break now for
| unch. W will return at 1.45. W will do the two
confidential sessions which | wll allow two hours for,
we'll break for tea at 3.45 and reconvene the open session
at 4 o' cl ock. Does anyone have any questions about that

proposed agenda? [No comrents].

Al'l right, so after the lunch break the session will be
closed to all of those who are not either wth the
Appl i cants, enpl oyed by t he Applicants or si gned
confidentiality undertakings. Thank you very mnuch.

Adj our nnent taken from 12.50 pmto 1.45pm

* % %

Hearing held in confidential session from1.45 pmto 5.20 pm
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CHAIR 1'd like everyone to be seated, please. Before we start

WS

MR

the next session that is scheduled, 1'd just like to say
that the Comm ssion has a nunber of questions on procedural

matters, and we will do those questions first, please, and I

wi |l ask Comm ssioner Bates to direct those questions to the
Appl i cants.

BATES: M Peterson, | wunderstand you're going to answer
these questions which are largely directed at in tandem
applications as we have here, because you'll be aware that

at | east one of the submtters has sone different views from
the Applicants as to the correct procedure etc.

So, I'Il start with this: Does the schene of the Act in
your view contenplate the possibility of parallel trade
practice and nmerger authorisation applications?

PETERSON: If | could answer the question in two ways.
First, the first answer is yes, and the reasons are
principally set out in our witten opening. But, if I could

sunmari se those.

M5 BATES QC.  Yes.
MR PETERSON: The way we have looked at it is, it essentially

boils down into two areas, and they're interrelated. The
first is Conference procedure and the second is the
statutory test, and the submitter has for the nost part
focused on the second, which is the statutory test, but we
think it's useful to look at the two in tandem

The first point though, if I could just address because
it is raised by one of the submtters -- in fact Infratil
if I could allude to it in the nmenorandum filed by Infratil
on the 18th of February this year, in paragraph 3.1, the

submtter refers to the Applicants being required to
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di scharge an onus. If | could just address that point
because it is of sone nonent.

The issue we would submt is not -- does not fall
properly to be determned along traditional |ines of onuses
of proof, and in our opening submssion we referred the
Commi ssion to the Foodstuffs decision of the H gh Court.
Now, that decision was a decision in 1992 and it concerned a
cl earance application, but for this particular point it's
quite apposite in our subm ssion.

The Court in that instance stated that, when considering
whet her the Conm ssion was satisfied or not satisfied as the
case may be, the Court stated -- and if you'll bear with ne,
"1l just quote the judgnment from Geig J, | think it was,
on page 721 said:

"We do not think it is appropriate to deal with this
question on the ordinary application of an onus of proof.
No doubt, there is, to sonme extent, a prelimnary or
threshold onus on the applicant who nakes his application
but the matter cannot end there.”

And this is the critical point:

"The Commission is an investigatory body which has the
function of inquiring into and deciding the matter before
it. It is not a strictly adversarial procedure -- w shfu
thinking for the next point -- there nmay be no opposing
parties, but it is necessary at all tines to consider the
general public and community interests.”

The point -- | don't want to nake a big deal of that,
but it's inportant we just correct the record on that, that
we do not accept that there is an onus to discharge; there
may be a thrash issue for the applicants to raise, but the

process is an investigatory process and in ny view that
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links to the way the Comm ssion has flexibility over the way

it runs its Conference and, in turn, the way it reaches its

deci si ons.
M5 BATES QC Sorry, | do have sonewhere in this bundle of
papers your process subm ssions, but do you have -- did you

have that point covered in that way?

MR PETERSON: No, that point was not covered in the subm ssion,
al though the Foodstuffs decision is referred to in that
under the standard, "statutory standard of proof".

M5 BATES QC. It just might be helpful to give us an addendum - -

MR PETERSON: Certainly.

M5 BATES QC. -- on that point.

MR PETERSON. Be happy to.

The next point is that we agree that the Comm ssion is
able to conmbine the conferences for the two applications.
The Conmi ssion does have a discretion to hold a Conference
in respect of business acquisitions. But, where it does
exercise that discretion, then it's very clear from the Act
that the basic procedure applies to both Restrictive Trade
Practice Act conf erences and busi ness acqui sition
conf erences.

Now inportantly in that s.64(3) provides scope to the
Commission to consider the application with as little
formality and technicality as possible, consistent with a
proper determ nation of the application.

M5 BATES QC. That's the application

MR PETERSON: Yes, it is, but bearing in mnd that that
provision is read into the provision relating to business
acquisitions, by virtue of s.69(b)(2) which relates to
busi ness acquisition; in other words, that particular

| anguage in s.64(3) in that context was witten as it
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related to the Restricted Trade Practices application.

BATES QC: We just mght need to reinforce that |ink that
gets you fromour discretion as regards handling conferences
and procedural matters on a particular application to
supporting a view that we can do it on two applications at

once.

PETERSON:  Again, in our submssion it is -- the Conm ssion
is holding a Conference in relation to both applications
her e.

BATES QC. Yes.

PETERSON: And what we're saying is that s.64(3) provides for

t he Conmm ssion the scope and the flexibility to consider the
applications in that context. So, in other words, you are
perfectly -- the Comm ssion is perfectly entitled to hold a
Conference wth as little flexibility and technicality in
relation to both of the applications.

BATES QC.  You nean, as little "flexibility".

PETERSON: Sorry, with as Ilittle formality, pardon ne.
Par don ne.

BATES QC. | hope we woul d be reasonably flexible.

PETERSON:. Wth as little fornality.

BATES QC. Yes, okay.

PETERSON: There is, as we acknowl edge in the opening
subm ssion, a difference in the way in which the public
benefit test is fornulated but not the substantive test of
course under s.47 and s. 27.

For the reasons which we have outlined in paragraph 6
through 9 of our opening subm ssion, we submt that there is
no material difference in the test, and certainly which
woul d allow the Commi ssion to do anything other than weigh

up the -- or balance the conpetitive detrinments against the
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public benefits.

In fact, as we have said in paragraph 8 of our
subm ssi on, it -- this approach not only nakes both
commercial and regulatory sense, but having regard to the
policy and intent of the Act as a whole it is an inevitable
approach, and we make the point because it illustrates the
force of our submssion and our view that any other
conclusion would nean that the Conmission would retain a
residual discretion to authorise a nerger or acquisition
where the public benefits were outweighed by the conpetitive

detrinments rather than the other way around.

M5 BATES QC Yes, | have read that. Just noving on, if the

Conmi ssion considers the applications in tandem do limts
need to be inposed on the circunstances in which the
Comm ssion should permt this approach to be followed? For
exanpl e, does this approach set a precedent contrary to the
intention of Parliament in your view, that anti-conpetitive
nergers cannot be renedied by behavioural conditions under

i nterconnected Trade Practices applications.

MR PETERSON:. We don't believe this sets a precedent because we

believe that the Act already envisages that this process is
permtted, and the reason is sinply enbedded in the
commercial reality of this particular transaction, and that
is that the benefits and detrinments would not flow from
either application w thout the other. In other words, the
strategic alliance and the equity stake by Qantas are not

alternative strategies.

M5 BATES QC. So, just going back to the question; should there

be limts on the sorts of circunstances we wll do this
what's your opi ni on?

MR PETERSON: I[f there were to be a limt, | suppose the limt
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m ght have to be set in circunstances where, like this,

there is an equity elenent to the transaction and a
behavi oural elenment, but they are neverthel ess inextricably
i nked or inter-rel ated.

BATES QC. So, it's an inter-related relationship; that's key
poi nt from your perspective?

PETERSON: Yes, it is.

BATES QC. In paragraph 24 of your opening subm ssion you
submt that the appropriate standard of proof is the civil
standard of the bal ance of probabilities.

PETERSON:  Yes.

BATES C Is there anything in the Commission's Draft
Determination or otherwise in relation to the nmatter
currently before the Commi ssion that would suggest that the
standard is not the one that we're applying?

PETERSON: [Pause]. Having not read the draft over the | ast
few days, |I'm hesitant to answer that, but 1in the
affirmative, other than to say, not to the best of our
know edge.

BATES @C. And that goes for the other |egal advisors around

the table at the nonent?

P TAYLOR | think the position is going forward rather than
| ooki ng back.
BATES QC:. If | take that answer from M Taylor, there's

nothing that cones to mnd where you could say you think
that we haven't applied the correct standard?

PETERSON: Well, at the nonent | think the point, wth
respect, is that the standard has probably yet to be applied
in the sense that it will only be applied once you nake your
Det er mi nati on.

BATES QC. Right. So, that's what you nmean by going forward,
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M Taylor, that we're not dealing with sone review point

that's going to | ook --

P TAYLOR: Not in the Draft Determ nation, no.
PETERSON: No, certainly not.

BATES QC. |I'mglad of that.

P TAYLOR. Not, Madam Chair, in the final, if it's right.
BATES QC: So, you're not raising the matter, obviously, in
respect of sonmething that's been done, but just rem nding
us?

PETERSON: Politely.

BATES QC. Politely, with great respect and all that, what we
ought to be doing.

PETERSON: Yes. A simlar question: |In paragraph 24 of your
openi ng subm ssions you say that the appropriate test on an
acqui sition authorisation application is a quantification of
detrinents and benefits.

s it your subm ssion that the Comm ssion is at risk of
not correctly applying that test?

PETERSON: There has been sone di scussion and debate over the
issues of the nodelling approach, as the Conmmssion is
awar e. The issue for us is to ensure, in so far as
possi ble, that the focus of analysing the benefits and
detriments focuses as best as possible on those benefits and
detrinments that can be quantified.

There have been, or there has been sone di scussi on about
the reference to qualitative factors and the prospect that
the nodelling issues in effect becone difficult, or there
becones -- it becones in a sense a debate anobngst a range of
econom sts, and it is the applicant's subm ssion that it's
i ncunbent on the Commission to conme to a view as best it can

based on a nodel | i ng approach.



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

WS

MR

WS

MR

321
Applicants (cont)

BATES C. So again, we're looking forwards and not
backwar ds?

PETERSON:  Yes.

BATES C. The Governnent, as you know, hasn't issued a
Policy Statenment under s.26 of the Act. What weight, if
any, should therefore be given to informal statenents of
policy such as sone recent reported comments of Dr M chael
Cul I en?

P TAYLOR. Conmi ssioner Bates, | think probably the answer to
that is that the Governnent nade a statenent at the very
outset of this alliance and when it was working through the
national interest benefits that it had to work through as a
sharehol der, that it would not take part in the Conm ssion's
inquiry in any way, shape or form and ny understanding is
that the decision was nade that it would not put forward or
advance anything for or anything against the alliance.

In ternms of weight going forward --

BATES QC. In fact, look, | can't quote you chapter and
verse, but | certainly have seen coments comng from
Dr Cullen which support the alliance, so it hasn' t
actually -- if that was the intention, that hasn't exactly
been stuck to.

P TAYLOR | think the Governnent very early on al so decided
that it was going to have different representation wthin
its own body from qua shareholder qua regulator and as a
shareholder | think Dr Cullen has felt hinself free to nake
some statenents publicly, but he was not stating the
position of the Government froma regulatory point of view.

BATES QC. So we shouldn't give any weight to it?

P TAYLOR: You can give the weight to it as a sharehol der

setting out what its viewof life is going forward, but it's
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not a s.26 notice, no. And | think the decision in Kiw
nmakes it pretty clear that going forward the Comm ssion
doesn't have to give weight to a s.26 notification in any
event . It's bound to take it into account, but not bound
to --

M5 BATES QC Yes, it doesn't have to follow it, it's got to
have a pretty good | ook at it but, yes.

MR P TAYLOR Sorry, on that point too; it's only a faxed copy,
but here's a copy of that letter that you asked to be
provided to you. [Letter handed to Commi ssion]

M5 BATES (C. So obviously, | think you ve accepted that the
Governnment's left the conpetition issues to be dealt with by
t he New Zeal and Commerce Conmi ssion and t he ACCC?

MR P TAYLOR: Absol utely.

MR CURTI N: Just followng up; M Peterson, you cited the
Ansay(?) case where we were required to quantify benefits
and detrinments where we can, and | think that's
unexceptional. But did | understand you to make a stronger
poi nt that we can only incorporate into our judgnment things
that have been quantified and we should put the -- what you
termthe "qualitative" factors to one side.

MR PETERSON: No, | don't think the position is that extrene,
and | hope |I didn't convey that inpression, but the -- the
force of our submission is principally directed at the fact
that there is a primary obligation to endeavour to quantify
the benefits and detrinents. Inevitably there wll be
qualitative elenments that wll and should be taken into
account, but the principle obligation is to quantify in so
far as they can be.

MR CURTIN: Thank you.

M5 BATES QC. | think that ends ny questioning, but | think that
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1 Dr Berry has one or two questions for you

2 DR BERRY: I just have one for clarification. The Draft
3 Determ nati on reaches a conclusion that Qantas and Air New
4 Zeal and, through the partial acquisition coupled with the
5 alliance arrangenents, wll end up being in essence one
6 person in the market. I think I"'m right in saying that
7 there hasn't been a response to that concl usion.

8 Can | just get clarification that you accept that, post
9 i npl enentati on of these arrangenents, that the two conpanies
10 woul d be associ ated persons for the purposes of s.47?

11 MR PETERSON: Yes.

12 DR BERRY: I just have a followup question on one of
13 Conmi ssi oner Bates' questions. The schenme of the Act has
14 the ability to rectify anti-conpetitive nergers through
15 undertakings to rmake divestnents, nmer gers I nvol vi ng
16 per manent restructuring of nmarkets. And | just wonder to
17 what extent it is possible to renedy an anti-conpetitive
18 nmerger through conditions attached to an interconnected
19 Trade Practices application sinply because the parties say
20 it is interconnected?

21 Bear in mnd that conditions attached to trade practice
22 applications have ongoing nonitoring problenms; there's
23 sunset clauses on them and then once that tine expires you
24 t hen have the consequences of the permanent restructuring of
25 t he market.

26 It just seens to nme, following on from that, if the
27 Conmi ssion in this case accepts this approach, that you can
28 remedy an anti-conpetitive nerger by trade practice
29 conditions, that sonething of a little industry could energe
30 anongst legal and other practitioners whereby, every tine

31 we're looking to advise a client that we've got problens
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with this nmerger, we'll say that sonething is interconnected
and because we say it is, therefore the Commi ssion has to
bring these public benefits in through the back door to
rectify the probl em

It just seens to nme that there's a real problem | ooking
at the schene of the Act, and in a bl anket way accepting the
approach that you are advocating. | just wonder whether you
mght want to expand further on that point if you don't
thi nk you' ve already covered it?

MR PETERSON: | guess ny -- and it's a bit off the top of ny

head response, so | apologise for that, but if we are
devel oping the market, then we're delighted to do so, but I
think that the position is really -- could be categorised as
the conditions in so far as the Conm ssion w shes to inpose
themin relation to the restrictive trade practices or the
strategic alliance part of this proposal, can properly be
seen as part of the structure of the market when the
Commission is nmaking its overall assessnment on the
transaction. So, | guess we don't see anything at odds with
that particular approach, and | think at the nmonent that's
where our view rests.

| take your point about the permanence of the equity
application, or an equity application, but at the sane point
the structure or the features of the market may well have
changed quite significantly after a particular period of
tinme. So, it would be dangerous to draw concl usi ons about
what the market might look |ike at the end, if you like, of
a behavi oural arrangenent which mght be several years in
the future

DR BERRY: What happens though if the anti-conpetitive concern

that was there today isn't renedied say by 3 to 5 years
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tine? | accept that many markets wll be in flux and
ci rcunmstances change, but is there any ability to undo the

transaction in 3 to 5 years tinme?

MR PETERSON: | think ultimately each situation will have to

turn on its own facts. Did that answer your question? |
nmean, there may be situations here for exanple --

DR BERRY: Perhaps if | can respond to that. It's not the

circunmstance where wth a trade practice application if
there is a change in market circunstances the Conm ssion has
| egi slative power to address the problem No parallel
provision as | recall would attach to the actual structura

nmer ger application.

MR P TAYLOR: | think perhaps if |I could add to that, in terns

of a difficulty in the Trade Practices application that |ed
the Commission to reconsider and effectively renove the
authorisation, then | don't think then necessarily the
sharehol ding by itself would necessarily be considered anti -
conpetitive, or that the parties would therefore necessarily
be in an associated persons status. That would be for a
matter of consideration at the tinme, but | don't believe --
| think ny friend was -- when he said that he agreed with an
associ ated person test at the nonent, he was talking in
terms of a shareholding and the alliance working in
conj uncti on, i f the alliance fell away, then the
sharehol ding would sit there alone and that would be a
question then, but | would have a pretty good go at arguing
that the ternms of it as it sits would not necessarily result

in an associ ated person test.

DR BERRY: It would still have to be a strong prospect that in 3

to 5 years tinme, once the conditions expire, that the

organi sations could still be associated. That prospect
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have to remain, given the presence on the board

e other arrangenents over pricing and scheduling

t hat woul d have happened over sone period of tine.

MR PETERSON

expire or t

Can | just clarify that remark: The conditions

he transacti on expires?

DR BERRY: |'m assunming the 22.5 has been acquired, so we've got

the | ock-i

condi ti ons,
MR PETERSON:

strategic

expire, th

n of the shares, and then as | recall the

they have 3 or 5 years timng attached to them

But we're not talking about the end of the

alliance because, by the

time the conditions

e market may well be significantly conpetitive.

The dynamics of the market may well be

the Conmm s

quite different, and

sion of course, as M Taylor's pointed out, of

course has the ability to revisit and change circunstances.

DR BERRY:

Doesn't have a chance to

revisit the 22.5%

acquisition; the reason that that has been justified is

because you're using conditions attached to a Trade Practice

appl i cati on.
MR PETERSON: No, that's not right at all.

we're tal king about

entry in so far as that's necessary,

that entry

conpetitive,

firmy bel
don't see,

The conditions that

here are nerely proposed to facilitate

assunm ng for the nonent

occurs, and that the market is substantially

significantly conpetitive as the Applicants'

eve will be the case, long before 3 years, then |

with respect, what difference to the conpetitive

| andscape it would nake if the conditions fell away.

DR BERRY: | accept on that factual scenario that there would

not end up

then a problem but |I'm standi ng back | ooking at

the structure of the Act and thinking of general principles

and thinking of

condi ti ons,

the Comm ssion would not

the worst-case scenario where, but for the

have authorised this
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deal .
MR P TAYLOR | think the added feature is that we woul d expect
that -- we'd rather like the Commission to consider an

aut horisation that went on forever of the alliance, but we
anticipate that there will be sone tinefranme put on it. The
conditions will probably have di sappeared anyway during that
timefrane; the alliance then would need to seek re-
aut hori sati on. That's the opportunity for the Conmm ssion
then to reconsider conditions or whatever.

MR PETERSON: That is, of course, a possibility, but the
Commi ssion nay at the sanme tinme, it clearly has jurisdiction
to grant authorisation once and for all, both under the
Restricted Trade Practices provisions and also under the
Busi ness Acqui sition provisions.

MR Al NSWORTH: I'"d like to ask a question about your answer to

question 39 in the Draft Determ nation, which concerns the
deenmed substantial |essening of conpetition effect of s.30.

Now, you provided the answer that as a natter of |aw the
effect, if any, in a particular case of a price fixing
agreenment on conpetition, depends on all the circunstances
and cannot automatically be assuned to effect conpetition.
Now, I'd just like to read you sonething else, which Elias J
wote in the 1999 Hi gh Court case of Conmerce Conm ssion v
Cal t ex New Zeal and:

"An arrangenent or understanding which cones within the
terns of s.31 is deened to have the purpose or to have, or
to be likely to have the effect of substantially |essening
conpetition in a market. \Wether in fact it has that effect
is irrelevant.”

So, | suppose ny question is, given the state of |aw as

stated by Elias J, is your answer to question 39 wong?
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MR P TAYLOR: Personally, 1'd like to think about that one a
little bit |onger.

MR PETERSON: You're referring to a submission by the -- the
Applicants' refer to the -- these are the coments of the
ACCC, is that?

MR Al NSWORTH: Well, | think actually what |'ve just read out
appears to be your editorial comment, because it's not in
the ACCC s decision. | can show that to you later on if you
want to.

CHAIR Wiy don't we let you followup up the source of that and
you can cone back to us on that, if you would, please.

l"'d just |ike to check with our own advisors and
Conmi ssioners if there are any other questions at this point
on procedural matters? |[No coments].

kay, | wll close this session on those matters at this
time and we will now return to the agenda which has the
I ssue of tourism benefits of the alliance as the next item
and 1'll ask the Applicants to introduce the speakers in
this session, and can | ask the speakers to bear in mnd
that we have read all of the subm ssions and we're | ooking
for sumaries of key points.

MR PARTRI DGE: Madam Chair, can | start by introducing M Norm
Thonpson, Air New Zealand's Senior Vice-president Sales
Distribution Regional Airlines and Cargo on ny imediate
right, and to his right M Shane Warbrick, who you've had
before you before, Ar New Zealand's Chief Financial
Oficer.

MR PETERSON: If | could take the opportunity to introduce two
new face s to the Conmi ssion; this is M Sinon Bernardi, who
is the Chief Operating Oficer of Qantas Holidays, and next
to Sinon is M Arthur Hoffman. Arthur is GV Strategy and I T
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of Qantas Hol i days.

CHAI R Thank you and welcone to sonme of the new faces around

the table, and please begin with your sunmary.

MR THOVPSON: Thank you Madam Chair and Conm ssioners. W' ve

heard a | ot about tourismthis afternoon, and certainly the
Applicants firmy believe that this alliance will bring a
very strong and positive inpact to tourism in New Zeal and
The reasons and our views are well set out in the subm ssion
and certainly the supporting expert evidence.

This evening 1'd certainly like to address Air New

Zeal and's perspective, and the very real Dbenefits the

alltance will provide us as the national flag carrier to
significantly -- to significantly increase in-bound tourism
to New Zeal and. The benefits as we see themfall into three

cat egori es. There's network benefits, there's distribution
enhancenents, and there's system inprovenents. These
benefits to Air New Zeal and support the evidence you wl|
hear from Qantas about, the benefits of Qantas Holidays and
Air New Zeal and Holidays will bring the New Zeal and tourism
i ndustry under this alliance.

As you know, we have clainmed in our submnmission that the
alliance will increase tourismby 60,000 tourists per annum
| certainly have no doubt about this, and personally believe
that the figure is conservative.

Alittle bit of background. Firstly, Air New Zealand is
certainly the main source of in-bound tourism and donestic
tourismin New Zeal and, and we tal ked earlier on today about
that investnent, particularly in off-shore markets, and |
can share with you that the investnent that Air New Zeal and
has in off-shore markets is in the vicinity of $71 mllion,

and that figure is primarily made up of the investnent that
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we have in sales and marketing staff, plus also our sales
and pronotional budgets that we spend of f-shore.

Clearly this figure nakes us the single |argest source
of pronotional investnent to New Zeal and. Wthout this
alliance, and Air New Zeal and being squeezed as has been
di scussed earlier on today, the ability to have this
comm tnment ongoing is certainly seriously wunder threat.
W' re also aware, or shared with you earlier on today that
Air New Zeal and provides 40% of the seats into New Zeal and.
By far, certainly the largest contributor of seats into this
country. No other <carrier has the brand Ilinkage to
New Zeal and, or indeed the interest in New Zealand or the
conm tnment to pronoting New Zeal and.

W have seen carriers come and go from this country.
Some very icon carriers such as British Airways, United
Airlines, Japan Airlines, American Airlines, Continental
Airlines, all have been to New Zeal and and departed. There
is also no other carrier in New Zeal and that provides the
donmestic network that Air New Zeal and provides, and al so the
I nternational bilaterals.

| think we should just reflect for one nonent on the
donestic network. Air New Zealand flies to 24 destinations
and is very nmuch focused on pronoting and inproving regi onal
tourism There wouldn't be too many people interested in
investing in airlines to fly to places such as Kaitaia,
West port, WAnganui or G sborne, or hel ping devel opi ng up-
and- conm ng regi onal markets such as Hawkes Bay, Marl borough.
These things are all part of our pronotional activity and in
bringing tourists into the country.

Wth the alliance there is an exciting and unique

opportunity to enhance the pronotion of New Zeal and.
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Certainly, Ar New Zealand 1is singularly focused on
New Zeal and, but we do have network, systens and
di stribution constraints.

The proposed Quantas/Air New Zealand alliance is the
only alliance that resolves these particular issues.
| nproved productivity from pronotional spend but one
exanpl e. Rat her than having rivalrous pronotion, the two
carriers working together can spread their budget -- spread
their marketing activity to focus on inproving the nunbers
rat her than conpeting for the sanme passenger.

W will discuss in a nonent further opportunities that
will see us being able to show and denobnstrate increase in
tourism The result is certainly significant.

Let's, however, just for a nonent reflect on just how
big New Zealand is as a destination from sone key nmarkets.
W are, in some respects, a m nnow. If we take the United
Ki ngdom as an exanpl e: Tourism to New Zeal and represents
0.4% 0.4% of the total out-bound market from the United
Ki ngdom If we were just to look at the |ong haul market
fromthe United Kingdom New Zeal and represents 20.3% of the
out - bound nmar ket . Just think if we could extend that to
being 3% there would be an additional 80,000 tourists
com ng to New Zeal and per annum

You can see from the points that ['ve raised here,
Si ngapor e, Hong Kong, the United States, New Zeal and
represents less than 1% of the out-bound tourists flows from
those countries. Interestingly, Japan has just broken the
1% barrier. It is the only market in which Air New Zeal and
has its own dedicated holidays programe through a conpany
called Blue Pacific Tours, which we own 1% And I'll cone

back to that point in just a nonent. W also own Blue
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Pacific 100%

Let's just address the network weaknesses that we have
for a moment. Air New Zealand currently faces a nunber of
net wor k weaknesses. W have no relationship with a donestic
Australian carrier. This has certainly been a rea
chal  enge since the dem se of Ansett, and we are certainly
unable to renedy the situation. W certainly do not have
the economc capability to be able to start up a donestic
operation in Australi a.

It was interesting yesterday hearing M D xon meke the
poi nt, the inportance of domestic New Zealand to Qantas to
ensure that they have connectivity to their international
operations. W feel very weak in Australia in that we don't
have that connectivity at the nonment, which is our |argest
I nternational market.

W're also limted when it cones to dual destination
mar keting, and in particular the United Kingdom Europe, and
the United States, which are prine dual destination markets.
Unfortunately, we struggle to get our share of it because we
do not have that donestic network in Australia which many
tourists wanting dual destination visitation require
donestic travel within Australi a.

W are also suffering from not being able to grow
certain markets because of bilateral constraints, and |
refer to our United Kingdom bilateral as an exanple, where
we currently today fly daily services through to London with
a service stopping off in Los Angeles on the way. Qur
bilateral as it stands today constrains us from offering
Fifth Freedom traffic between Los Angeles and London and
thereby not making it viable for us to add additional

servi ces to London.
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Simlarly, looking at it the other way;, over Asian
routes we have the approval of Hong Kong to be able to fly
from Hong Kong-London but the UK authorities will not give
us the rights to fly into London. Consequently we are
restricted to a daily operation to our second | argest
market. The alliance will certainly help us with that, and
we'll talk about that in just a nonent.

European tourists, we also suffer fromnot being able to
get connectivity and particularly since the wthdrawal of
our Frankfurt-Los Angeles service, we've seen the German
mar ket decline, and although we have an alliance partner,
Luft hansa, regrettably the inportance Air New Zealand is to
Lufthansa is not that great, as they tend to concentrate
nore on connecting with carriers such as United Airlines or
i ndeed focusing on higher vyielding markets between the
United States and Germany, or indeed Asian points and
Ger many.

MR CURTI N: M Thonpson, | wonder if | could just ask there on
your last point; if that connection in Europe is so
I nportant to the European tourists, why did you cut it out?

MR THOWPSON: Because, with the services that we had, which were
three a week, were that wuneconomc it was certainly not
adding any value to the conpany; it was value destroying
In all the time that we were flying to Germany we struggl ed
to make a doll ar.

MR CURTIN:. Are tourists a good thing or a bad thing for you?

MR THOWSON:. They are our |ife blood, Comm ssioner Curtin.

MR CURTI N: Then why have you cut-off your access to the
Eur opean ones?

MR THOVWPSON: Because, in the case of Frankfurt, operating three

times a week is not that econom c; nost carriers like to fly
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at least a daily operation. W struggled with three, we did
cut back to two; the bottomline actually got worse, and so
we were forced to withdraw because it was destroying the
value of the airline. It was very very unprofitable for us,
and we went in to Star; we were hopeful of being able to get
connectivity with Lufthansa out of the German narket, but
unfortunately our custonmers have to wait sonething |like five
and a half hours in Los Angeles and thereby it does not nake
the routing down to New Zeal and very attractive having that

sort of stop-over tine in places |ike Los Angel es.

MR CURTI N: ["lIl just stay in a cloud of confusion here for a

whi | e and per haps you can nove on.

MR THOMPSON: The alliance network benefits: These weaknesses,

we believe, can be considerably elimnated with working with
Qantas, where we can nove to having on-line flights wth
Qantas and |ooking at great connectivity opportunities.
Wrking with Qantas certainly expands immediately our
net wor k.

I[f you think with regards to Air New Zeal and, we gain
the benefit of course of the donmestic operation of Qantas in
Australia, or indeed Qantas gains the benefit of our non-
stop services that we have from points that they don't fly,
such as to Queenstown out of Sydney, Singapore-Auckl and,
Pert h- Auckl and, Cairns-Auckl and and al so our Japan services,
just to nane a few.

W al so, by working with Qantas under an alliance, wll
be able to provide inproved seanl ess travel experiences and
certainly work towards fixing the issue that we have in our
European nmarkets at the nmonent where it is difficult to
conpete with sone of the on-line carriers all the way

through to New Zeal and, but also to be able to go back into



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

335
Applicants (cont)

that market and stinmulate tourism by having connectivity
wi th Qantas over Singapore.

The other key point is that, before we start discussing
any schedule co-ordination, just if we nmesh the two
schedul es as we have them today, it would bring about 1250
new directional on-line routes for the alliance.

What does this nean to the consuner? [t neans that
their travel tinme will be reduced by sonething in the order
of 10% It nmeans that their on-line itineraries will see an
i mprovenment in cost of travel for consuners. It can be in
some cases up to 25% It also neans seam ess inproved
travel experience through seam ess travel, and of course the
generation and stinmulation of new traffic with the |arger
net wor k.

There are al so new network opportunities in itineraries
such as fromthe United Kingdom where we are constrained by
our bilateral; it would provide us with daily connectivity
over Singapore where Qantas fly daily operations from London
to Singapore and neeting our daily operation from Singapore
to New Zealand. It creates a new opportunity for us out of
France, where we actually have no Star Alliance partner in
France at the nonment, but with Quantas' on-line services
from Paris to Singapore connecting with Air New Zeal and and
Si ngapore, that creates a new opportunity for us. They're a
daily operation from Frankfurt to Singapore, again puts us
back in the Gernman narket with a daily operation wth
connectivity over Singapore and simlarly with New York.

W also look to, as a -- as the alliance work together
to introduce new services such as Adelaide non-stop,
Canberra non-stop and Hobart non-stop. For either carrier

to do that in their own right and conpete against one
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anot her it would probably not be economically viable, but by
the two carriers working together we can nake those sort of
operati ons work and be econom c for both.

The obvi ous advant age from these new  network
opportunities is indeed tourism and we see other
opportunities as well, such as energing markets like India.
It also could justify Ar New Zealand up-gauging its
aircraft on the Singapore-Auckland route where today we fly
a 767 operation, by looking at the opportunities that the
new European connectivity gives us, plus being able to work
new and energi ng markets together, we could see an increase
in capacity on the Singapore-Auckland route, thereby again
increasing tourism that would nmean an additional 59,000
seats per week. W could also inprove ad hoc opportunities
for the country.

| cite the exanple of Japan charters as being just one
exanple, whereby there are opportunities through from
Novenber to March each year operating charters from Japan to
New Zeal and for markets such as Fukuoka where today or this
year unfortunately we sinply do not have the capacity in our
own right available to be able to operate such charter
opportunities and thereby the nmarket is going to be left
behi nd.

Wth the alliance and being able to work schedule
activity together, we would be able to, I'msure, find this
additional capacity required to take up such opportunities.
And then there are the special interest events as well that,
by working together, we can create new nmarket opportunities
for tourism

W also would like to exploit new nmarket opportunities

such as South America and China and again, by working
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together, we can nake those happen, but individually they
woul d be a chal | enge.

| cone back to Australia: Quite clearly our |argest in-
bound mar ket where we have no alliance, and we have no on-
line partner. Air New Zealand is indeed limted to
Bri sbane, Ml bourne, Sydney, Cairns and Perth narkets.
Madam Conmi ssioner, this market is a third of our in-bound
mar ket . The alliance will help solve our issue of access
beyond these gateways in the Australian market and probably
our nost inportant market.

Simlarly with the UK our second I|argest in-bound
mar ket where Air New Zealand has no long haul effective
alliance out of the UK. Yes, we do have Singapore Airlines
as part of Star, but unfortunately Singapore Airlines does
not connect wth our services, northbound or southbound.
They connect with their own certainly, but we do not connect
with them providing a seanl ess connection for our custoners.

MR CURTIN. Sorry, excuse nme: Wy is that, if they can connect

with one of their flights in Singapore? Wat's preventing
you connecting with that flight?

MR THOWPSON: They're | ooking after certainly their own markets,

their own traffic, but also the timngs are prinme timngs as
wel |, and they have third and fourth freedomtraffic; that's
Si ngapore-UK traffic they would prefer to |look after before
t hey accept our feed, which is | ower yielding.

So, essentially Commissioner Curtin, they're effectively
| ooki ng after thenselves; |ooking after nunber one before
they' re prepared to accept our particular traffic. W have
a connection on their following flight, but not on the
i medi ate connecting flight.

MR CURTIN: Thank you.
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MR THOWSON: So the United Kingdom and Europe is 20% of our in-

bound market and we do not have really an effective partner
in the Europe UK narket. UK alone is 13% of our in-bound
tourism market. So again, by working with Qantas in this
alliance, we believe that we can inprove the size of the
mar ket from UK to New Zeal and by having greater access to
capacity.

In the UK -- just staying on the UK for a nonment, we are
the primary airline pronoting New Zeal and. As | said, the
bi | at er al at the nonent has us currently capacity
const r ai ned. The alliance gives us that ability to grow,
but because of the situation with our high |load factors at
the nonent, we are in a maintenance position in the UK
rather than investing further dollars to effectively
potentially put custonmers on other airlines, we are
effectively marketing in the UK and hol ding our own because
we sinply do not have the additional capacity to be able to
take the growh that's there that the potential is there to
make out of the UK market.

Moving on to systenms and the distribution benefits:
Currently Air New Zeal and does not have the neans to create
package hol i days anywhere outside of New Zeal and, other than
Japan, and | referred to that previously as a conpany called
Blue Pacific Holidays which we own 100% The service is
out-sourced in Australia using very old technology. For the
three key in-bound narkets, Australia, the United Ki ngdom
the United States, Air New Zeal and unfortunately does not
have the system and therefore the ability to create packages
inits own right out of these markets.

Air New Zeal and: The devel opnment of Air New Zeal and

Holidays will grow the tourism nmarket to New Zeal and by
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using Qantas Holidays distribution and IT platforns to grow
i n-bound tourism

How will this work? Air New Zealand will own and
control the Air New Zeal and Hol i days brand. However, Qantas
Holidays will be able to devel op, produce and market the
product just as they do today for their own Qantas holiday
product . There will be separate Air New Zeal and holiday
brochures and on-1line products. They' || be devel oped and
obvi ously sold through the respective distribution channels
that we are associated with. Air New Zealand will certainly
continue to have the final say as far as product approval is
concer ned.

Qantas Holidays wll pronote the product via its

di stribution network, which is extensive, and ny colleague

in a nmonment will share with you just how extensive that is.
Air New Zealand will also market and distribute the

product via its own distribution network. Wat will be the

roles of each brand? Air New Zeal and Holidays will be the

main brand wused in foreign markets exclusively for
New Zeal and itinerari es. It will be one of the two brands
in foreign markets for dual destination New Zealand and
Australia itineraries. | repeat; that's particularly
important for the UK, Europe markets and the Anerican
mar ket . Qantas Holidays will be the main brand used in
foreign markets, exclusively for Australian itineraries, and
will also be one of the two brands in foreign nmarkets for
dual destination New Zeal and and Australia itineraries.
Access to Qantas Hol i days' booking engine and it's array
of land packages to create Air New Zeal and Holidays is key
to the ability to be able to have access to this IT system

It would take years and significant costs to replicate this
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system It's gone through sonmething like 47 nodifications
to get to where it is today, and it is an outstanding
system For Air New Zealand to try and replicate this is
sinply just not possible and <creates a significant
opportunity for Air New Zeal and.

| just want to conme back to dual destination for a
nonent because it is very inportant; that by not having
access to the Australian donestic market we are certainly
hanstrung in markets such as USA and UK. | illustrate here
for you that 50% of the US market visiting New Zeal and al so
visits Australi a. Simlarly out of the UK market; 48% of
the market out of UK comng to New Zeal and al so goes on to
visit Australia. So, having that Australian network is very
very inportant, not only for the pronotion of dual
destination but significantly inportant for Air New Zeal and
because we are essentially cut out of it at the nonent.
When we did have Ansett, we received from Ansett; Ansett fed
us sonething in the order of 100,000 sector passengers per
annum  Today w thout Ansett we are receiving |less than 50%

of that feed froman Australian donestic carrier.

Air New Zealand Holidays will certainly have a greater
ability and wll be certainly notivated to fill the
shoul ders and off-peak periods. This is a significant

challenge in working with operators off-shore at the nonent
who have a very small focus on this part of the world.
Filling the shoulders and off-peak periods inproves
i nfrastructure opportunities, not only for the airlines but
for tourism infrastructure as well. The reason why
i ndependent tour operators will not focus on New Zealand in
the shoul ders and off-peak is, quite sinply, they have peak

markets to also narket to and that's where they get the
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nunbers during peak seasons.

MR PJN TAYLOR. Could | just take you back to a point you just
made a m nute ago, please. |"ve just been thinking about
it. The 100,000 feed you got from Ansett reducing to 50,
would a fair bit of the difference be brought to New Zeal and
now by Qantas?

MR THOWSON: Only if the custonmer was persuaded to buy a Qantas
itinerary.

MR PIJN TAYLOR Do you know whether that's so? Have you done
any research?

MR THOWSON: | do not know that.

MR PJN TAYLOR: Ckay, thank you.

MR THOWPSON. We've said, Air New Zeal and | acks a strong gl oba
distribution for its holiday product, and certainly Qantas
Hol i days offers us a significant opportunity. It has the
econom es of scale and, as |'ve said before, we certainly

could not replicate that. It has presence in 25 countries,
and access to 37,000 outlets around the gl obe. Air  New
Zeal and woul d be presented -- Air New Zeal and Hol i days woul d

be presented wth the opportunity to market through those
37,000 outlets. The I T system of Calypso we sinply again
could not replicate. They have the infrastructure in place
in these markets and they could take on the Air New Zeal and
Hol i days product as a further product in their kit in these
markets giving New Zealand a huge opportunity to inprove
tourism

The pronotional activities go wthout saying, and the
abilities to build brand, not just the Ar New Zeal and
Hol i days brand but the creation of greater awareness of
New Zeal and is the opportunity that this presents us. Just

to show you where the representation currently is; fromthis
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map you can see they have a significant representation and
you'll note on the map two korus; one in Japan and one in
Australi a. Madam Conmi ssioner, Madam Chairperson and
Conmmi ssioners, that is the only place in which we have our
own owned 100% product, is where you see those two korus

Where you see the red triangles is where Qantas Holidays is
represented and where Air New Zealand Holidays can be
expanded to under this alliance. In particular, it brings
us huge opportunities in markets such as the Mddle East,
Eur ope and the grow ng existing markets.

Getting the attention for New Zealand is sonetinmes very
difficult, and | share with you just here the key operators
that we work with in the United Kingdom Qur | argest
operator, Trailfinders, which is a significant operator, a
very good operator, but New Zealand only represents 2.4%
2.4% of their business. Air New Zeal and Hol i days operating
in this market with the people who would be supporting it
woul d obvi ously have 100% f ocus on New Zeal and.

| share with you here our other owned operation, Blue
Pacific Tours, as to just exactly what an owned operation
can achi eve. The question | asked was, has Blue Pacific
Tours, our only owned off-shore whol esal e operation, has it
created additional demand to New Zeal and? And the answer
i's, unequivocally yes.

Currently, as |'ve said, New Zealand only represents 1%
of the total out-bound market from Japan. Better than nost
other long haul markets, in fact significantly better than
nost ot her |ong haul markets, the Blue Pacific staff -- Blue
Pacific Tours staff are specialists in New Zeal and; they
don't sell any other destination. 1% of our mgjor agents in

Japan -- sorry, our mjor agents in Japan only sell 1% of
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their business to New Zealand; Blue Pacific Tours sells
100% By having a focus in New Zealand, we're able to
create and stinulate special interest opportunities such as
golf, rugby, fishing; segnents of the nmnmarket that an
i ndependent operator is not necessarily interested in
i nvesting with us in.

W develop a very close relationship in Japan wth
speci al interest organisations such as sister cities
organi sations, again developing tourism between points in
Japan and New Zeal and through our very own owned 100% Bl ue
Paci fic Tours operation. It's these sort of opportunities
that presents us by having our own owned operation

Tourism New Zeal and al so works very closely with Blue
Pacific Tours, because primarily of its dedication to
New Zeal and. Blue Pacific Tours also has a very strong role
in educating key agents in Japan on how to and what to
pronote in New Zeal and. Clearly, a dedicated whol esaler

creates a nuch stronger focus in New Zeal and.

MR CURTIN:. One snall question. Wat's the I1D? You nentioned

that you don't have a dedicated ID holiday system How do

you handl e the business from Bl ue Pacific Tours?

MR THOWPSON: Very conplicated way, we have a very old IT system

in Japan as well, Conm ssioner Curtin, which quite frankly
very much needs replacing but we have not been able to
replace it because of the significant investnment that it's
required to replace. It is also a system to be fair, that
is very nuch tailored for the Japan market as well, Japan
| anguage etc, etc, it was devel oped when we first put Blue
Pacific Tours together. So, it's not one that could be used
or expanded upon in other markets, it's very specific to

Japan.
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A commitment under the alliance is to further invest in
the marketplace, and wth the alliance approved, both
parties have agreed to spend a further $5.4 nillion
Australian on pronotion of New Zealand under the Ar New
Zeal and Hol i days banner. This is targeted at noving markets
from other parts of the world, or the rest of the world I
should say, not just a shift share from existing tour
operators who are already pronoting New Zeal and. W quite
clearly want to increase the size of the nmarket, it's not a
matter of just noving share around. As | said, we want to
focus a lot of that activity in the shoulders and the off-

peak seasons.

BATES QC. That's about a 10th of what you're currently
spendi ng, an increase of about a 10th, is that right?
THOVPSON: No, the 71 mllion, Conm ssioner Bates, also
included ny staffing costs of -- sales and marketing costs
in the off-shore markets as well. So if you would include
the staffing costs, yes, it is just under a 10th, but it is
a nore significant nunber than that on real dollars invested
i n the market.

BATES QC: Because you won't have to increase the staff,
right?

THOWPSON: We will definitely not be increasing staff.

The 60,000 tourists that we tal k about increasing under
the alliance won't just conme from Air New Zeal and Hol i days.
As we invest further in the narket and pronote and have nore
collateral out there, independent whol esalers, we believe
will also growin their business to New Zeal and.

How will that occur? It will occur because we're
offering significant enhancenents to the network, we're

of fering nore economc itineraries, we're nmaking New Zeal and
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significantly nore attractive and of course wth the
additional pronotional spend in activity and having two

significant sales forces such as Qantas Holidays and Air New

Zealand pronoting the destination, we believe that
destination awareness will increase quite significantly.
So to sunmarise, the alliance will expand New Zeal and

tourism it will expand tourism by the enhanced network that
we offer, and | cite for you the extra 1,250 connections
that if we were to bring both schedul es together today that
that connectivity brings 1,250 additional connections.

The new on-line opportunities which would not occur
absent the alliance; Adelaide, Hobart, Canberra and the
enmer gi ng markets. Rai sing the awareness of New Zeal and, a
significant part of this alliance's activity. Enhanced
gl obal distribution of Air New Zeal and brand, supported by
the dedicated and focused sales force who will be totally
focused on Austral asia. Engaging in dual destination
opportunities, a narket that we have been absent in since
the demise of Ansett, a market that is still very very
inportant, particularly out of those key markets of UK
Europe and the United States. I mproving visitation in the
shoul der and of f-peak seasons, a very very inportant point.
Additional pronotion and expenditure being commtted to
rai se the awareness and i nprove tourism

The alliance, | believe, wll <certainly deliver in

excess of 60,000 additional tourists. However, none of this

wi | | happen absent the alliance.
M5 REBSTOCK: Can | just -- thank you for that presentation
What | propose to do at this time, because we have ten

mnutes left today, is 1'd like to take the questions on

your presentation in the norning. There is one nmatter that
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the Conmm ssion would like to deal with today and we do need
to finish at a quarter to, so unless there's any questions
M  Pet erson?

MR PETERSON: Madam Chair, M Bernardi also has a presentation.

CHAIR: | understand that.

MR PETERSON: We will take that in the norning?

M5 REBSTOCK: Yes, we'll do the questions on this presentation
first and then we'll do the presentation from Qantas
Hol i days.

There is a matter that we wish to raise in relation to
the letter that you have provided to us, and I would like to
ask M Rennie to put the questions to you that we have. But
| just want to confirm that there is not an issue of
confidentiality around that letter?

MR P TAYLOR There is really, certainly in terns of the
response not in terns of the --
CHAIR  The questions that m ght be put.

MR P TAYLOR That's right. | didn't keep a copy of it nyself,
Madam Chair. There is confidentiality, if you want to --
CHAIR | would like to then go into a confidential session. W
do need to cover this today, so | will ask anyone who has

not signed a confidentiality undertaking, or is not
associated, | believe with Air New Zealand in this case, to
| eave the roomat this tine, thank you. Can | just say
before you | eave that we are starting at 8 o'clock in the

nor ni ng.

Hearing held in confidential session from®6.35 pmto 6.50 pm

Resum ng Wednesday, 20 August 200
[ Confidential session held from1.45 pmto 5.20 pni
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Resum ng Wednesday, 20 August 2003 at 8.00 am
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