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Infratil (cont)

1 22 AUGUST 2003

2

3 PRESENTATI ON BY | NFRATIL (cont)

5 CHAIR Good norning |adies and gentlenen. Can | please ask
6 everyone to be seated.

7 I"d like to welcone everyone to the fifth day of the
8 Conmerce Commission's Conference being held in relation to
9 the application by Air New Zealand and Qantas Airways who
10 are seeking authorisation to enter into a Strategic Alliance
11 Agreenent and related agreenents, and the application by
12 Qantas Airways seeking authorisation to subscribe for up to
13 22.5% of the voting equity in Air New Zeal and.

14 Last night when we adjourned we were in the mddle of a
15 presentation on behalf of Infratil by Professor Hausman, and
16 | propose at this time to return to that presentation. So,
17 M Davi d?

18 MR DAVID: Just a brief procedural mat t er. Two  of
19 Pr of essor Hausman's slides not the ones com ng up
20 i medi ately, but part of the way through his presentation
21 deal with confidential material, that is the NECG tourism
22 effect on the confidential counterfactual. The slides
23 thensel ves don't provide for any detail, |'ve provided or
24 shown copies of the slides for counsel for the Applicants;
25 they're happy for Professor Hausnan to continue his
26 presentation in open session, but if we do inadvertently
27 stray into figures, then |I'm sure counsel wll junp up and
28 i ndi cat e.

29 CHAIR Please, it's very easy for it to happen, so | would
30 appreciate an imrediate warning as possible, if that
31 happens.
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Infratil (cont)

MR DAVID: We'll try, thank you
MR P TAYLOR Madam Chair, just from our perspective, |'m happy

with the slides as they stand, but | would be disturbed if
we start getting into figures; because any figures are going
to-- we can't help them-- conme from the confidential
session in relation to those slides.

CHAI R If we need to have a discussion on figures, we will do

that just before norning tea and have a confidential
session, but let's see how we go on that. Okay.

PROF HAUSMAN: 1'Il try to be very careful

kay, when | broke off last evening I was on this [|ast
slide or last bullet point; that, you know, there's been a
change in the sense that United has exited from Los Angel es-
Auckl and, so there's been a change in econom c conditions,
and market conditions suggest the alliance will turn things
into a merger to a nonopoly from Auckl and- Los Angel es.

Absent the alliance, a duopoly between Air New Zeal and
and Qantas on this route would seem likely to persist for
the foreseeable future. It would be very unlikely for a VBA
to enter; everyone has agreed to that.

Okay, I'mnow going to turn to ny next topic and that is
the effect of uncertain outcones; the inportance of option
val ue. So, | was trying to think about this from the
Commi ssion's point of view, or fromthe public policy point
of view, and | think it's quite clear that there is a
significant degree of wuncertainty about what m ght happen.
That al nbost al ways goes with nergers; you' re forward-1| ooking
and you're trying to predict the future. So, I'm trying
here just to put this into a framework that mght be
hel pf ul .

So, Dr Tretheway in his testinony concl uded:
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Infratil (cont)

"The factual and counterfactual eventually have the sane
outcome. The only issue is the path to get there: Slow and
pai nful wi thout the alliance, or quickly while maintaining
and enhancing both the Air New Zeal and and Qantas marketi ng
brands. "

Now, |'m speaking here of course in terns of consuners
in ny view and, you know, the overall national welfare --
social welfare, not from nanagenent's point of view about
what m ght be slow and painful .

| think it's correct to say that there are differing
views as to what the future mght bring, and that of course
creates significant uncertainty.

Now, it turns out that the business and economcs

literature in the past 15 years have enphasi sed the val ue of

options. [|'ve witten nunmerous papers in teleconmunications
on this, which | wll not bring up in front of the
Commi ssion this tinme -- perhaps sone tine in the future, but

not this time. However, it turns out that what we find when
we do this research is that, with sunk costs, options turn
out to be very inportant.

And, just to rem nd people; a sunk cost is, when you
make an investnent that, if you exit the business, you
cannot recover your investnent, or not recover very nuch of
it.

And, when Dr Tretheway is talking about "brand nanes”
and marketing brands, that's typically seen as a sunk cost;
there is investnment over many years, you want your custoners
to recognise your brand, and there are other sunk costs in
airlines as well in ternms of route structures and all.

In fact, back in the early 80s there was literature on

contestability which assunmes no sunk cost, and they're a

NZ/ Qant as Aut hori sati on Conference 22 August 2003



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

Air

918
Infratil (cont)

primary exanple, if there was one of, the real world was the
airline industry. But by the early 1990s everyone realised
that that contestability literature did not really apply to
airlines, that sunk costs were quite inportant.

So, I"'m going to take it as a given that there are
i mportant sunk costs in the airline industry; | don't think
that's really a very arguabl e proposition

So, the Comm ssion should then realise the value of the
Air New Zeal and option because, if the alliance is permtted
to go ahead, no chance will exist for re-entry by another
New Zeal and based FSA in the future. So, in other words, if
the alliance goes forward and you have a nerged entity, |
think it would be very unlikely in the future we would see
anot her New Zeal and based FSA, full service airline.

However, if the alliance is not permtted to form then
the Comm ssion can gain further information regarding the
performance of Air New Zealand rather than assumng its
dem se

So, that's another l|esson that we |learned from the
options literature is, if I'm a firm | could do the
i nvestnent today. | mean, by "today" | nmean this year. But
there could be a lot of uncertainty about what's going to
happen to prices, to demand, to factor input prices. So one
of the things that it turns out 1is that it's often
worthwhile to wait and the value of waiting is called the
value of the option, to see what's going to happen because
you may learn a lot of information in the neantine.

So, Air New Zeal and has cl ai ned, or at | east
Dr Tretheway has clained, that in his view Air New Zeal and,
as | quoted in this above paragraph, is likely to die.

Now, | can't say that he's wong; as | said earlier, |
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Infratil (cont)

don't think he took into account the changes in economc
conditions, but I don't think he can claimthat he knows for
sure that's gonna happen either

So, here's then ny last point, that the inmediate and
l ong-term value of this option to consuners in New Zeal and
is significant. Because, so long as conpetition renains,
consunmers get lower prices; they're made better off, but if
you allow the alliance to form just for exanple, you have a
nmonopoly in between New Zeal and and the US, and New Zeal and

consurmers who want to fly to North America -- and maybe even
to a lesser extent London but I1'Il just focus on
North America -- wll definitely be nade worse off, so the

value of the option to them as citizens of New Zealand is
significant.

CHAI R: Can | just ask you; isn't it -- | understand the point
that's being nmade, but presumably the value of that option
is picked up in the welfare analysis that's been done?

PROF HAUSMAN:. | woul d respectfully di sagree, because | heard, |
think it was M Ergas testify yesterday, that he agrees that
there's significant uncertainty, but they're using the nost
likely outcone, and so, since they do not take the
uncertainty into account, they have not valued the option
what soever. | mean, unless it's sonewhere in the nodel and
|"ve mssed it, but I very nuch think not.

CHAIR In the NECG nodel ?

PROF HAUSMAN: Yes. So, when they've done the welfare

conpari sons, they have not taken into account the option

val ue.

CHAIR: What about the other nodels that have been used to | ook
at this?

PROF HAUSNMAN: | don't think any of them have, but | wll say
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Infratil (cont)

that | have not studied the Conm ssion nodels at al
cl osel y. The only nodel 1 studied closely was really the
NECG nodel .

But, | nean, the way to think about this if there's

uncertainty on both sides; on one side things work out and
they keep going, on the other side they die, but if you
allow the alliance to go forward in ny view it's |ike
allowing themto die, so you haven't taken into account that
the good things m ght have happened and they coul d have kept
goi ng.

So, therefore, if D Tretheway is wong in his
prediction in the future, by declining the application the

Conmi ssion would have nmet its statutory purpose; | won't
quote back to you your own [|anguage. However, if
Dr Tretheway proves correct t hen, by declining the

application, the Conm ssion woul d have ensure that consuners
benefitted fromconpetition in the interim So, in ny view,
in either case consuners are better off if the applications
are declined when one takes into account the option val ue.

|"m now going to turn to ny reply to Dr Wnston. As |
said, Dr Wnston -- Cdiff to nme, he's an old friend, he was
at MT;, | actually predated hima little bit, and he's now
at Brookings in Washington and we've renai ned friends, so |
would like to be very careful in what | say -- so,
Dr Wnston does a fare regression and finds a negative
ef fect of Virgin Blue.

| asked counsel to get the data for me and it was

provided by the Conm ssion. Wen | rerun Professor
Wnston's -- or Dr Wnston's | guess it is -- results, | end
up with 1429 observations, when | fit it into a conputer
programme. So, | end up with 22 nore observations than the
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Infratil (cont)

Morri son- W nst on paper. | asked Dr Wnston why that could
be, and he was not able to tell me why, but 22 observations,
you know, out of 1400 really should not matter that nuch but
Il would like to say | want to be sonmewhat cautious here
because | was not able to replicate his results exactly.

But ny findings -- | guess for those two Conmm ssioners
who don't know ne, |I'm a pretty well-known econonetrician
and I'm going to talk about sonmething called a Hausnman
Speci fication Test, which | invented.

| found his results are very sensitive to specification,
and in fact when I put in year effects -- this is a term of
ours -- | found demand GDP to be significant. If you go
back and | ook at the Morrison-Wnston paper, they do not
find demand to have a significant effect, which is in ny
view a bit odd. So, by changing the specification | was
able to do that, and Professor Wnston, or Dr Wnston had
M Morrison back in Boston -- Professor Mrrison back in
Boston do it, and he confirmed to ne that when they did it,
followed ny thing, they also found it to be significant.

However, the other thing that | did, which they did not
do in their nodel, which is nobre inportant is, in the
dat abase there are other airlines as well. So, if you
renmenber back to the regression specification, they had only
Ansett, Virgin and of course Qantas is always there. But I
put in the other airlines as well, and | found them to be
statistically significant and negative, so that neans that
the presence of other airlines drives down the price in
addition to whatever effect that Ansett and Virgin Bl ue had.

Wen | do that, | now find that the Virgin Blue and
Ansett effects are not statistically different; | find that
they have about the sane effect. Wen Dr Wnston had
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Infratil (cont)

Prof essor Mrrison rerun it using a specification, he found
that the Virgin Blue effect decreased by 30% so that goes
from 11% to about 8% So | think putting in these other
vari ables has an effect, and by the tinme Virgin Blue gets
down to 8% it's a lot less, of course, and sonething |ike
the 20% that you typically find for Southwest in the
United States.

So, when | do a specification test, the Hausman
Specification Test, | find these other variables to be very
important, and the coefficient on Virgin Blue to be

significantly affected.

CHAIR Did you try any other variations to the regression?
PROF HAUSMAN: Not really. | nean, | did sone things with the

auto regression and things like that, but this is a very
limted data set; this was a data set that was given to ne
and there weren't other nmany vari abl es.

| think | did try one other thing, which was nean
income, which I don't think mattered but, as usual, | was
sitting at the back of a Conference room runni ng regressions
while Dr Wnston was testifying, so...

Okay, so what are the conclusions fromthis? Wll, as |
said yesterday, | think that it's well-known in the US that
three or nore airlines lead to lower fares than when two
conpetitors exist. So, in other words, adding an additiona
airline does lead to lower prices. So, | used Dr Wnston's
data to test for the effects in Australia and | found the
presence of an additional airline led to significantly
negative effects beyond Ansett and Virgin Bl ue.

Now, without the alliance you will have Air New Zeal and,
Qantas and Virgin Blue, so in other words you wll have
three airlines, but with the alliance you'll have the merged
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Infratil (cont)

airline, which I'm calling Air New Zealand -- | guess |
should have put Air New Zealand Star -- and Virgin Blue.
Now, | can't say for sure what will happen in New Zeal and

because you haven't run that experinent yet, but to the
extent that the Australian and US results apply, airfares
will be significantly higher in New Zealand if you allow the
allitance, and ny estimted effect is about 4 to 5% higher
fares.

M5 BATES QC. Can | just ask you sonet hing.

PROF HAUSMAN:  Sure.

M5 BATES (C. Because we have situation in Australia where
presumably we know what the position was before Ansett
exited and what the position was after Ansett exited the
Australian market, and now, maybe that doesn't do anyt hing,
but at |east you' ve got an exanple of a three going to a
two, but do you know that in fact the prices declined?

PROF HAUSMAN: Well, | think you would nean to ask ne whether

they increased after Ansett?

M5 BATES QC. | nean increased; yes, sorry, | did nean that.

PROF HAUSIVAN: I don't know that. I think there was a paper
that | saw cited in some Australian Transport Journal that
speaks to that, and 1'Il let staff rem nd me when they ask
nme questions, | don't remenber, but | think it mght cover
that topic.

M5 BATES QC. What would you expect to be the position?

PROF HAUSMAN: | think they probably are not goi ng down as fast
as they would have otherw se. In other words, as Virgin
expands, | would expect fares to conme down, but if Ansett
had been there | would have expected them to cone down

faster. Because, again, renmenber in the US what you usually

find is, when a VBA cones in, prices go down 20% and
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Infratil (cont)

Dr Wnston's regression has Virgin Blue at 8% and | have it
even sonewhat |ower than that at about 5% So, in ny view
the proposed authorisation is anti-conpetitive and further

har ns consumers.

The one point 1'd like to make which | think the
Commi ssion said yesterday -- M Rebstock said yesterday,
which | agree with, but I'mnot trying to put words in her
nmouth of course -- Dr Wnston testified that conpetition

should be allowed to take place undistorted by promses to
the Commission not to conpete too nuch, and | want to
enphasi se when |I'm nmaking this point about going fromthree
to two, | think it would be a very bad idea, and | think
Professor WIlig also agreed wth this, to have the
aut hori sati on depend on pronm ses nade by the alliance not to
put too nuch capacity on. | think, you know, that harns
consuners; maybe it will help Virgin Blue but, of course,
everybody at the front table knows you' re supposed to be
hel pi ng consuners, not conpetitors. | just wanted to end
with that point.

Okay, | nove on now to Professor WIlig and Ms Geuri n-
Calvert. | say the sane thing, |'ve known Bobby WIllig for
30 years, and Meg Ceurin-Calvert probably for 20, so I want
to be, again, careful. They claim the alliance opens
opportunities for airlines to provide on-line itineraries
and co-ordinate schedul es. They also claim the consuner
benefits reduce prices on inter-line services by 21 to 25%
and you'll spread flights over the day rather than w ngtip
flights.

The primary difficulty I see with their analysis is -- |
haven't been able to go back through and check, but there is

this whol e thing about using business fares and all, which I
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guestion. But also, they' re assum ng that dom nance does no
har m W could do this for any networked airlines in the
United States, and why not just |let the whole country nerge
in a nonopoly? Well, we know that what happens when you
have dom nance, the prices are going to go up. So, | think
they've only | ooked at one side of the equation, not the
ot her side. When all at once they conbine, to a lot of
these places where there's already conpetition, there are
already on-line flights -- | think M Bates gave sone
exanples, | don't know the nanes of the towns in New Zeal and
wel | enough to be able to give sone exanples, but there's
al ready conpetition between on-line and inter-line flights -
- once you have the alliance that conpetition will cease,
and of course prices are going to go up. That was never
mentioned so far as | could see in the WIlig Geurin-Calvert
presentation. And this also ignores long haul routes with
little prospect of VBA entry.

While the Commission of course, in ny view, should
presune that dom nance harns consuners, the alliance market
share will be 100% on nobst routes where you currently often
have conpetition. O course, there's a question of how nmuch
VBA |like Virgin will come in and offer service to these
small places; | can't predict that, but | doubt they'l]|
cover the country nearly as nuch as the current airlines do.
That's not been their operation nodel.

So, nost conpetition nodels woul d have prices increasing
where the alliance replaces current conpetition and,
furthernore, rivalry drives service innovation over tine,
and that will cease as well; that was di scussed yesterday.

So, conpetition authorities are very wary of sane route

al I i ances. The Departnment of Justice in the US generally
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oppose network overlap nergers. So the nost recent one they
rejected in that sense was the United-US Air nerger in which
there was an extensive overlap, there was overlap in two
hubs but, you know, despite the consunmer benefits clainmed in
all the inter-line -- on-line benefits clainmed since US Air
has extensive routes to smaller cities and towns in the
eastern US, which United doesn't by-in-large, the nerger was
turned down.

Simlarly, the European Comm ssion is concerned where
nergers between only the conpetitors on particular routes.
So, alliances aren't necessarily bad, but what you need to
have i s enough conpetition fromother airlines, you know, to
keep prices from rising. In nmy view this alliance is the
wong type of alliance because you won't have sufficient
conpetition to constrain prices.

CHAI R Can | j ust stop you there for a second,
Pr of essor Hausman. I did note in your introduction
yesterday that you made a fairly strong statenent that no
antitrust authority would approve such a nerger, as what you
see this alliance creating, and | guess the question
really -- | wonder if that can really be stated in that way.

Wuld you be supposing their nerger laws and their
mar ket environnment, or would you nmake that statement in the
context of the |aw under which this decision has to be nade

in this environnment here?

PROF HAUSMAN: No, what |'m saying is -- and by "no", | nmeant
the US and European, | wasn't speaking of the rest of the
wor | d.

CHAIR But by applying their laws to this --
PROF HAUSMAN. By apply their | aws, yes.
CHAI R: Because we aren't even looking at this strictly under
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1 the merger test; this is an authorisation process. And so,
2 to be helpful to us, I think we need to | ook at it under the
3 test that is to be applied here.

4 PROF HAUSMAN: Right. Well, I'mgetting there. | thought that
5 perhaps Professor WIlig and M Geurin-Calvert gave the
6 i npression -- but | don't again want to put words into their
7 mouth -- that the US authorities mght |ook favourably on
8 this type of merger, and |I'm saying | would disagree with
9 that respectfully, and then |I'm going to get on to your
10 aut hori sati on procedure very shortly.

11 CHAIR Ckay. | was also interested though in the case you
12 menti oned yesterday that had been put forward several tines
13 and rejected in the US. So, even though I'm saying to you
14 we need to apply New Zealand law, | am interested to hear
15 the details of why that particular nerger was rejected.

16 PROF HAUSMAN. Ch, the reason that that -- that wasn't a nerger

17 that was actually an alliance between British A r and
18 Anerican, and the reason why it's been rejected numerous
19 timngs is that American and British Air have a very high
20 concentration fromthe East Coast to Heathrow. It's not to
21 say that there are not other airlines that fly to Heathrow,
22 United does, Virgin does, but nevertheless it's been
23 determined a nunber of times that that would lead to a
24 | essening of conpetition and has been stopped. And so, in
25 fact the nodel that Professor WIlig tal ked about, that
26 Prof essor Ordover had done had been used in that proceeding,
27 but nevertheless it was turned down.

28 kay, so | just have a quote here from a Transportation
29 Research Board paper saying that the DQJ will allow nergers
30 or carriers where there's not significant overlap. American
31 bought Reno; nore recently Anmerican bought TWA which | think
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again is headed for its third or fourth bankruptcy, but
there was very little overlap. However, it's generally
opposed nergers where networks overl ap.

Okay, now I'mgoing to turn to the nodels and hopefully
this will get into the authorisation procedure. So, |
believe that the approach that NECG have taken is
fundanentally incorrect. So, they use the assunption of the
Cournot nodel, and I'm going to try to explain, | believe
this is inconsistent with both the facts and the testinony.

So, what does Cournot do? It assunes a honpbgeneous
product with no differentiation. So, the classic exanple
that | use of Cournot when | teach ny students is, Cournot
is cement. In the US we have the ASTM Standards, and grades
of cenment have to be made to those standards; |'m sure you
have something simlar in New Zeal and. Nobody cares about
the brand of cement, and cenent is cenent; that's what we
mean by "honbgeneous product”. And, the price will be sane,
because if you try to charge a little bit nore for your
cement no-one wll buy it, and vice versa, and there are
really no essential product differences. That's not to say
there aren't two different types of cenent, but for a given
type of cenent it will be honpbgeneous.

Now, | think in the airline industry that once upon a
time Cournot mght have been a reasonable assunption,
because you had different FSAs but their prices were
essentially the sane and they were offering a very simlar
product. Now that's changed nore recently with things |ike
alliances and frequent flyers and all, but it mght stil
have been a reasonabl e approxi mati on.

But now with VBAs | think the differentiation is very

i mportant for FSAs to exist. | nay have the wong nane for
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this airline here, but | listened to Dr Tretheway's evi dence
regardi ng the differences between Air Canada, where he had a
seat that he could use his conmputer, and | nmay have this
nanme wong in this airline, it was Canada Wst, it was a
budget airline, and he went on and on about that and, of
course, | agree.

We al so have the inportance of frequent flyer programres
and alliances such as the Star Alliance which was discussed
yesterday, and actually Ms Geurin-Calvert also testified the
differentiation between FSAs and VBAs. We know we have to
have differentiation because VBAs typically offer a |ower
priced product, and if you don't have differentiated
products there's no reason for FSAs to exist.

The other thing which | found very interesting is, the
Applicants have enphasi sed the inportance of brand nane. On
and on, "we're going to build the brand nane". Vel | that
means differentiation, because there is no role for brand
nanes in Cournot nodels; period.

Models with  product differentiation behave very
differently; there is not as nmuch conpetition typically. So
this is called Nash-Bertrand rather than Cournot. Nash, of
course, is the noble prize winner, then they nmade the novie
about it, and Bertrand was another economist in the 19th
Century.

Nash-Bertrand is used for differentiated products -- 1'm
not going to go into great detail here about them as |
said, | published nunerous papers on the subject, perhaps
the first being conpetitive analysis with differentiated
products, and this approach has been adopted by the US DQJ,
and FTC, and actually also by the Europeans as well, and

Australians, |'ve done nergers in Australi a.
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Now, what do these nodels nean? Well, in differentiated
product mar ket s certain products are nore closely
conpetitive than others. So, I'mgoing to use an autonobile
exanpl e and beer exanple; |'ve | ooked at both of those.

But, for autonobiles we know that Saabs and Vol vos are
consi derably closer conpetitors than a Cadillac is. [f 1'm
usi ng cars people don't know about, tell nme and I'lIl swtch
exanpl es. | haven't seen any Cadillacs in New Zeal and,
so that shows good taste on soneone's part. But, in termns
of beer, which I've witten papers about, Budweiser -- |'m
going to nention some US beers so you can cringe --
Budwei ser and MIller are nuch closer conpetitors than
M | waukee's Best, which is a budget beer.

So, what you expect here is that Air New Zeal and and
Qantas are what in the US Merger Quidelines under the

Conpetitive Effects section -- and you may have a simlar
one | couldn't find it on the web -- are called "closest
conpetitors”. That neans that they have a higher cross-

price elasticity than with VBAs. So that's why, you know,
historically you see the FSAs charging the sanme price,
because they both have high levels of service, but the VBAs
can cone in with a lower price and everybody still can exi st
in the market, especially for business travellers; you know
this is what has been discussed.

And from ny papers -- and other people; | nean, |'m not
the only one who's worked on this by far -- Nash-Bertrand
nodel s denonstrate the price effect of a nerger is higher
with closer conpetitors. So, | contend therefore that the
anti-conpetitive effect of allowing the alliance is
considerably higher than the NECG nodel assumes wth

Cour not . So, to that extent it is not conservative as has
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been cl ai ned.

| think this is actually quite inportant because |
listened for a long tinme yesterday, and it was clainmed tine
and tinme again that the nodel was conservative, and in this
very inmportant respect | don't think it is, and the various
kluges to the nodel, by putting in a hedonic or whatever,
doesn't really capture this effect at all, that's just
mucki ng around with cost; that's not correcting any cross-
price elasticities.

CHAI R Can | just ask you: | do understand that the comrent
about whether the NECG approach with the Cournot nodel was
conservati ve, but nevertheless the result is still
anbi guous, isn't it. W don't know whether the net -- just
on an a priori basis, you don't necessarily know whether the
overal |l inpact wll be positive or negative at this point?

PROF HAUSMAN: | can't say that, but what | can say is, to the
extent they claim a positive effect, it wll be Iless

positive if you take into account differentiation, and |I'm
still getting there in ternms of what their net effect is, so

you wi Il not be di sappoi nted.

CHAIR Al right.

PROF HAUSMAN: | hope. Any ot her questions, or | guess the
staff can ask nme questions |ater.
Okay, now what 1'd like to denobnstrate, [|I'm an
econonetrician who |ooks facts, so | believe that the
Cournot assunption is inconsistent with the facts. It turns

out that wunder Cournot, wth different costs, share is
inversely related to costs. So, |I'm now going to discuss
t hat .

So, here is the pricing equation under inperfect

conpetition; there can be no disagreenent with this, and
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what 1'd like to do is go up here.
[ Appr oaches over head]

So what this says is that, for firm 1, its price is
equal to its marginal cost, which is G tines its own price
elasticity, n;, and | always put mnus signs in front of
elasticities, but you can do it either way, it's sort of
just convenience. Divided by n;-1, so that conmes out of the
profit maxim sation position, so |I'm assumng profit
maxi m sation here very much like Professor WIllig clained.
He and | certainly agree on that.

Under Cournot it turns out that this elasticity is equal
to the market elasticity -- you can see that | have taken
away the subscript -- divide by the share. S, stands for
the share for firm1l. And then the denomnator is n-S; over
Si. So now doing sone arithmetic you can see that these
cancel and is equal to the marginal cost, C;, the narket
el asticity n divided by n-S;.

Okay, now renenber under Cournot the prices are equal,
so P, is going to be equal to P,. So, if that's true, | can
just divide the right-hand side and | get, C over C is
equal to n-S; over n-S,. So, under Cournot the firm with
| ower costs will have the higher share. So, if you want
just to think about this very easily, you could set n equal
to 1. So, if you set n equal to 1, it's C over 1-S; and
you can see that marginal cost is inversely related to
share. So, this is not controversial, | think, anongst
econom st s.

[Returns to presenter's table]

So, where does this |ead? Vell, it was clainmed in

Australia that Qantas had about 80% share. Now, naybe it's

only 70% vyou know, we could change these nunbers, it really
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doesn't matter nuch, but | used 80% because that's what |
heard when | was sitting in the back of the room and Virgin
Blue has about 20% So, with a market elasticity of
approximately 1 for exanple -- | nmean, you could put
what ever market elasticity in you'd like; it shouldn't be
too high though because that would be incorrect -- Qantas'
cost should only be about 25% as high as Virgin Blue's.
That's just filling in the blanks in the equation

Now, we know that things are exactly the opposite, that
Qantas has nuch higher share than Virgin Blue and al so nuch
hi gher cost. You know, | don't know exactly how nmuch hi gher
the costs are, but for instance 25%is a nunber that's often
thrown around. So, you can see that the Cournot nodel |eads
to the wrong concl usi on.

How can sonebody with higher costs have greater share?
Under Cournot that couldn't happen because the product's
honogeneous and you always do better. Well, M chael Porter
who's a very fampus professor at Harvard Business School
al ways says in his books on conpetitive analysis, "There are
two ways to conpete; you're either low cost or you
differentiate". Wll, Qantas certainly isn't |ow cost
conpared to Virgin Blue, but it does differentiate; that's
how t hey keep goi ng.

So, Qantas offers a differentiated product which is not
the sane as Virgin Blue, as you heard yesterday and you' ve
heard from M Wbster, and you' ve heard many tines, this is
also true in the US and Europe.

So, the point I'd like to end up with here is that
travellers have heterogeneous preferences and needs which
lead to differentiated products. This is what nakes

econom cs interesting fromny perspective; if everybody were
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the sane, it would be a boring world indeed. You woul dn't
need econonetricians, you could just do everything in terns
of theory, but because you have heterogeneous preferences
you have different needs, and then you (get t hese
di fferentiated product situations.

M5 BATES QC. Could | just ask you sonething which is puzzling
me, as a non-econom st .

PROF HAUSMAN:  Sure.

M5 BATES QC. Wen | asked Professor Ergas why in the factual he
said prices wuuld rise, and taking that into account when
VBA entry was likely, he said that for the purposes of the
factual he'd assuned that VBA would not enter, and |'m
wondering how that affects what you're telling us?

PROF HAUSMAN: If you didn't have VBA entry at all, then using
Cournot m ght be okay.

M5 BATES QC. That's not really mnmy question.

PROF HAUSMAN: |'msorry, then | m sunderstood you

M5 BATES (C. That's not really ny question. He said that he
hadn't assunmed VBA entry, and in that respect that his nodel
IS conservative. Now, unless |'ve picked him up entirely
wrong, that's what | thought | heard himsay, and |I'm asking
you how that affects what you're telling us now?

PROF HAUSMAN. Ckay. To the extent that VBA -- he did not have
VBA in the nodel that he was tal king about, that would | ead
it to be conservative. But what | amsaying is that, if you
t hi nk about going fromthree to two here, that you need to
take into account the two that you are letting go together
are each other's closest conpetitors. So, that would be ny
answer .

M5 BATES QC. Yeah, | do understand that point, but to the

extent that he didn't take into account a differentiated
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product for his assessnent of the detrinents, then isn't he
right in saying he was conservative?

PROF HAUSMAN: Yes. If in his nodel he didn't take into account
VBA, | would agree that he's been conservative.

M5 BATES QC. You say you reviewed the nodel yourself; did you
noti ce whet her he took VBA into account?

PROF HAUSMAN: | thought that he did, but. [Pause]. W'IlIl have
to check and get back to you.

M5 BATES Q@C. Yes, |I'd |like you to, thank you.

PROF HAUSMAN:  Ckay, thanks.

kay, now |I'm going to get into the balancing and into
t he aut hori sati on. So, what I'mgoing to do is to | ook at
the effects on prices and tourism So, North Anerica is a
substantial source of tourists; they spend for instance
considerably nore than tourists from Australia; it's about
2:1. And | couldn't totally verify this, but I think it's
likely they're the largest source of tourist revenue in
New Zeal and.

As | testified yesterday, Auckland-Los Angeles is the
only US route to New Zealand -- | nean, you can of course
fly through London- Si ngapore, but that takes about 1 2 hours
| onger and is considerably nore expensive going round the
ot her way. Presumably, you could also fly to Japan or
Australia, but that's going to be nore expensive and | onger
as well. So, currently you only have Air New Zeal and and
Qantas, you'll have a nergered nonopoly in this market and,
as | testified yesterday, in ny view it's very unlikely in
the near to nmediumrun that you'll have US entry.

The alliance representative, whose nane | didn't catch
claimed that UA would enter in year 3, seens to nme to be

pure speculation, and is contrary to United s current
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financial position. Certainly United, so far as | know,
never said that they're never com ng back.

So now what |I'm going to do is, I'"'m going to try to
quantify what's going to go on. Okay, so I'm now going to
use the Cournot nodel that NECG used -- their very own
nodel , because | want to be able to put things into their
context; not saying that | agree with it, but |'m going
t here.

CHAIR Are you only going to | ook at the one route?
PROF HAUSMAN. Well, it's nmany routes, but yes, | am | nean,

many routes come to Los Angeles, but yes, that's what |'m
going to | ook at.

CHAIR You're only going to | ook at that segnent?
PROF HAUSMAN:  Yes.

CHAIR  And what's the justification for that?
PROF HAUSMAN:  Next page, the next slide.

So, econom cs predict -- oh, | nean, | don't want to be,
you know, a snmart Al ec here. The reason you only | ook at
one, that's a separate market -- | don't think there' d by

any disagreenent that North America to New Zealand's a
separate nmarket. You know, origin-destination, it's not --

people fromthe US don't go other ways in sufficient --

CHAIR  No, | understand that in terns of |ooking at the inpact

of the alliance on this particular market, but this goes
back to my earlier question: Even if we found there was a
substantial |essening in one particular market, we can still

| ook at the overall net benefits.

PROF HAUSMAN: That's the next slide.

Okay, so you use the Cournot nodel and econom cs
predicts that prices will increase by about 42% | used a

mar ket price elasticity of 1.7 which is consistent with the
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NECG assunption -- this is for tourists, and it's also
consistent with the literature.

So, what's the price effect on US tourist demand? Well,
tourism from the US on LAX-Auckland w Il decrease by about
45% Now, as | say, this could be partly offset by
i ncreased pronotion; you'd have higher profit margins which
I ncrease econom c incentive for pronotion, but | don't think
it's going to cone close to offsetting the price increase,
and we know that the airline advertising for New Zealand is
only a snmall anount of the total.

So, just so you don't think these are crazy numbers from
an economst; if the average tourist fare is $800 to New
Zeal and fromthe US. It could easily go up to $1,200; it's
been at $1,200 in the recent past, you know, it's gone up
and down over tine. So that's a 50% increase, so |'m not
tal king about anything that we haven't seen conceivably
bef ore.

Now, | heard an NECG person, whose nanme | didn't catch
say that they assumed prices would not increase, and
increase by only a small amount in year 3 -- this is also in
their nodel, | should say. He said sonmething, that tourists
were price elastic; so he didn't think they could raise
prices. Well, this is conpletely unheard of in economcs
and nerger nonopoly. It assumes that Air New Zeal and and
Qantas are economcally irrational, that they're not
behaving in their stock holders' best interest. It's also
i nconsi stent with their own Cournot nodel.

So, in other words, when you go fromtw firns to one,
all economics says that you wll raise prices, because
that's how you increase your profits. So, it would be

i nconceivable to nme that an econom st can say that |'m going
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to assune for two years prices wll stay the sanme, and in
year 3 they will only go up 10% when you're going from two
to one firnms on a route.

kay, sO now -- this is the answer to M Rebstock; |
should have said "two slides forward" -- |I'm now going to
quantify the effect on tourism

M5 BATES QC. There's a question | wanted to pursue with you
before we nove on to this, and just a slide back, effect on
prices, you say North America is a substantial source of
tourists. Do you know what percentage out of the 2 mllion
tourists it accounts for?

PROF HAUSMAN:  Yes, umm

M5 BATES QC. It will be hel pful for us, that's all.

PROF HAUSMAN: I think the nunber's on two slides forward, but
if not 1'Il get it to you; okay?

M5 BATES C. So, that will be answered, and --

PROF HAUSMAN: Yes, it's between 10 and 20% | can see a nunber
right here, but renenber, North Anerica spent twi ce as rnuch
as Australia, so in terms of the effect on the New Zeal and
econony, it's quite a bit bigger.

M5 BATES C. And what was the source of the data?

PROF HAUSMAN: That's the data from --

MR MJRRAY: International visitor arrivals from Statistics
New Zeal and.

M5 BATES QC. Ckay, and that gives what the spending is as well,
does it?

MR MURRAY: No. Statistics New Zeal and gives the breakdown of
tourist arrivals, on the spend |'ve used the sane nunbers
that are in NECGs report, and they're from-- 1'll check
the source. [Pause].

M5 BATES QC. Just go on.
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PROF HAUSMAN: |'m just using what NECG used.

MR PIJM TAYLOR I"'mlooking at the top of the -- it's the next
slide; that one, up the top there where you say the price
effect is alnost a 50% i ncrease --

PROF HAUSVMAN:  Umm decr ease.

MR PJM TAYLOR: Sorry, the price goes up, the volune goes down.
Presumably you're assumng that the airlines continue to fly
t he sanme nunber of planes?

PROF HAUSMAN.  Unm no. In fact, they'll contract the nunber of
pl anes, that's how you get the price to go up.

MR PJM TAYLOR: So capacity goes down, which is the m ssing
l'i nk?

PROF HAUSMAN:  Yeah.

MR PJM TAYLOR: Thank you

PROF HAUSMAN: Are we all set? Ckay. So, now I'm going to

quantify this. Air New Zealand is at the heart of the
New Zeal and tourism industry. Sonebody said you were
longitudinally challenged, but | did once check and

Wllington is the furthest capital south in the world, so
there's some truth to that. | nportance of tourismindustry
to New Zealand, and | wunderstand it's anobng the | argest
export dollar earners.

kay, so this is to answer Ms Bates: There are 260, 000
North American tourists per year out of 2 mllion, and they
spend on average $3,900 which is, as | said, twice as mnuch
This is actually -- | think it's probably even higher than
this; they didn't break down just to North Anerican.

So, you get a reduction in the nunmber of tourists and
t he reduction would be between 60,000 and 117,000. The 117
is what conmes out of the nodel; | say, well, you could have

additional pronotion, sonme of these are dual visitors, |
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tried to put sonme statistics together, sort of, back of the
envel ope; maybe it would fall by as nuch as half.

So then you need to use a multiplier, so | again used
the NECG nultiplier of 1.0 for the effect on the socia
wel fare, and you get a reduction in social welfare of
$228 mllion to  $456 million. So, in answer to
Ms Rebstock's question why | only |ooked at one, this just

shows what a huge effect this is, and | think this turns
their nodel from positive to negative. You know, if vyou
change it from $456 mllion per year, |'mpretty sure things

becone negati ve.

MR DAVI D: If | could comment, Comm ssioner Rebstock; the reason

we asked Professor Hausman to confine hinself to one was
economny of effort, and also, we wanted himto focus on the
mar ket that he would be nost famliar with hinself. It's
intended to be illustrative, not exhaustive.

PROF HAUSMAN: Now, one m ght question whether a nultiplier of

one is correct, but of course NECG wants to use a |arge

multiplier, it helps them because they have the -- oh, is
that a confidential nunber? Am | allowed to say the
additional nunber of tourists? Well, in their nodel they

have a lot nore tourists comng in because of Qantas
Hol i days, and so they -- the large nultiplier leads to

greater benefits.

MR MJRRAY: The increase in tourist nunbers that arise from

Qantas Holidays is a public nunber, it's not a confidential

nunber .

PROF HAUSMAN: Ch, so | think they had 50,000 if | renenber

Air

correctly. However, if | wuse the nmultiplier of 0.5 of
course things go down by half, so | would still find a range
of $114 mllion to $228 mllion welfare loss, so these are
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very very |arge nunbers on the scale of what's being done in
t he aut hori sation.

CHAIR | just want to stop for a second because | just want --
"' m havi ng troubl e thinking through what woul d happen if you
had done the analysis for all routes, not just this.

Is it not possible to conceive that in sone of the other
routes the benefits may have been even hi gher than what have
been estimted? And so, therefore, we would need to do the
anal ysis across all the routes?

PROF HAUSMAN: It's possible. | can't say what the answer woul d
be. | don't have the resources or the data to do it across
all routes but, you know, | could |ook at other routes as
well, like going to London. You know, it was clained that

they m ght have nore because of Qantas, but they would al so
have | ess because of the nonopoly going through the US.

| don't think you actually need to do it for all. " m
just saying, the NECG nodel has been put forward; whatever
they clained, they clained. |'m saying they left this out.
They assuned that there's zero effect; that has to be wong
as a matter of econom cs. No respectable econom st in the
wor |l d woul d stand up and say |'mgoing fromtwo firms to one

in a nmarket and the price isn't going to change.

CHAI R | understand that point, and | imagine you'll tell nme
you're comng to it, we still have to decide what the
overall inpact is. W have to nake that [|ink.

PROF HAUSMAN. Ckay, and what |'m saying is, to the extent that

you want to base anything on the NECG nodel, you should

subtract out about -- you know, bet ween 200 and
$400 million.

CHAI R That goes to ny earlier question: If we accept your
point, it seens to me we should be using a different
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nodel I i ng approach and not sinply using one nodel to sort of
subtract sonething out of another. | nean, that doesn't

seemto me to have a great deal of reliable sense.

PROF HAUSMAN:  |'m going to disagree with that and I'Il explain
why. Professor WIlig said you should do sensitivity
anal ysi s on nodel s. | agree. So, ny sensitivity analysis
on the NECG nodel is to say, |I'm going to change one

assunpti on. They assune there's a zero price effect; that
doesn't make economc sense, but |I'm just going to do a
sensitivity analysis changing that one assunption and, when
| do, this is what happens. It's a sensitivity analysis;
you get a very | arge change.

Now, | agree with you, if | had a | ot of resources and

wasn't going to start to teach the day after Labour Day,

maybe | could sit down and do a nodel but you know that
wasn't, as the lawers say, "nmy brief". I don't have the
resources and | don't have the tinme to do that. But, 1'm

just saying this is a sensitivity analysis; this is what

happens.

CHAIR  Ckay, thank you.
PROF HAUSMAN. Sure. Ckay, now I'mgoing to look a little bit

nore at the NECG tourism effect, and | nmay not be able to
remenber all these different counterfactuals, but this is a
confidential counterfactual. So, the NECG nodel assunes
that you have i medi ate retrenchnent of Air New Zeal and from
| ong haul and other routes, and you have a disproportionate
reduction in pronotional expenditure and, therefore, they
then go and estimate the welfare effect of reduced tourism

And they conclude that it's in the interest of the econony
and social welfare to keep Air New Zeal and flying |ong haul

routes.
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So, | have sone difficulties with their analysis. I
think that retrenchnent from cash positive routes is
i npl ausi bl e. We had a representative from Air New Zeal and
saying, | think, that they maintain routes where they're
cash positive. And again, given that factors have changed
in the US, United has gone, | would be sonewhat surprised if
they remai ned independent, that they're going to pull off a
US route nmerely to the extent that NECG assunes.

It's also a partial analysis; they did not deduct the
savings, and | think they end up with the wong policy
concl usi on. It's really an argunent for direct Governnent
funding of pronotion in nmy view, if it's needed, not for
bendi ng the conpetition rules.

kay, now I'mgoing to look at their effect for the non-
confidential counterfactual. They have an increase in
capacity under the counterfactual but reduced tourists due
to a price increase and capacity reductions in the factual.
But this is nore than offset by the 50,000 plus 13,000
tourists found by Qantas Holidays, and then they apply the
multiplier to estimate the benefit.

kay, | mght say, I"'mnot -- | don't want to make too
big a point of this, but the 50,000 plus the 13,000, that's
basically what | would call a "hard wred" nunber. You
know, it's a fignment of sonebody's inmagination; I'm not
saying the person's w ong. | do find it a little strange,
if there's that much of a profit potential, that sone
entrepreneur has not seized upon it. New Zealand is pretty

much a deregul ated econony, you seem to be doing pretty
well. Econonmists typically or a little bit wonder why that
doesn't happen; | nean, it's not as if there aren't a |lot of

IT platfornms out there. There are very sophisticated ones
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in the United States that you could buy. By anyway, | want
to point that out, that seens to ne a hard wi red nunber --
would be a lot to base authorisation on a nunber such as
that in ny view.

Okay, difficulties with the analysis. The likely price
increase on major tourist routes is understated. NECG
assunes 0% for two years and 10% thereafter. This 1is
i nconsi stent with economics and with the Cournot nodel which
t hey thensel ves used.

So, therefore the detrinmental inpact of the alliance on
tourism is wunderstated, and | find the net additional
tourists by Qantas Holidays inplausible.

Then | turn to the Qantas Holidays stretch target; you
have a 35% increase in package tourists to New Zealand in
year 1, 6% increase in Qantas Holidays revenue. You know,
one could argue this is outside Qantas Holidays' core
expertise since out-bound from Australia is 50% of their
revenue. And further, the owner has conflicting incentives,
does better whether Qantas Holidays sells trips to Australia
on Qantas, so you know, you think in ternms of enployee
incentives, they're gonna want to tilt things towards
Australia, not to New Zeal and.

Also, it assunmes increases on routes where prices
I ncrease and capacity reduced rel ative to t he
counterfactual, which seens a bit strange to ne.

CURTI N: Can | just ask you about the owner having
conflicting incentives. | hear what you say and nornmally
they mght make nore one if they provide the airfare on
their airline and all the rest of it, and they mght have
ot her reasons over and above the pure profit from doing it

t hensel ves rather than giving it to soneone else, but as an
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enpirical issue they do get an override on this to sales
Conmission, if you like, on anything that Air New Zeal and
does.

It seens had to ne that whether they have a conflicting
incentive or not is very nuch an enpirical issue depending
on how nmuch they nake on their own package as opposed to how
much they mght nake on soneone else's if they've got a
revenue override on that one.

PROF HAUSMAN: | agree, although if their owner is at all wth
it, it will nake sure that the overrides are bigger, you
know, to always be in better shape to do that. So, | nean |

Air

agree, you can always think of sonme conpensation package
which will turn things around, but as it stands it would
seem to nme that this would be nmy conclusion, not that it
can't be changed.

Okay, now just one or two nore topics and I'll be done.
l"d like to turn to predictive inefficiency. In ny viewthe
alliance wll lead to dynamc productive econom c
i nefficiency. So one of the things that | started wth
yesterday is, when you think about full service airlines,
you have to renenber that they cane out of a regulated
environment in which labour wunions had a very strong
position, which to a large extent they've been able to
mai ntai n, because by going on strike and putting the airline
on the ground given the cost of the planes, the dead cost,
it's been able to stay in a pretty strong position; that's
not to say that things aren't changing.

O course in the United States one of the reasons that
people like United have gone bankrupt is to actually reform
the | abour contracts. Now, just to give you a nunber which

has al ways struck nme as an amazing nunber, and it's not to
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say this applies to Australia and New Zeal and, | don't know
what the nunbers are, but a senior pilot on United Airlines
gets paid $500,000 New Zeal and per year, and works about
30 hours a nonth, okay. Now, to an academic that's a | ot of
noney and, you know, you might wonder how this has been
mai nt ai ned.

Now, the value based airlines, you know, they're nuch
|l ower, typically one fifth as nuch, one fourth as much, and
so | abour costs turn out to be very inportant -- | nmean
that's generally agreed that that's one of the inportant
factors. So, we have these airlines and they have a | ot of
rent that they're getting -- and this isn't true only for
the airline industry, | nean this is true of a lot of
ol igopoly industries historically. The auto industry, auto
wor kers capture a lot of the rent, there' ve been a |ot of
econom ¢ papers, the steel industry and so on.

So, what you have is rent capture and rent protection
expenditures by labour wunions, and in ny view this is
econom ¢ waste wunder the assunption of full enploynent,
which is wusually the way you think about these type of
t hi ngs.

So the higher cost of FSAs are inportantly affected by
| abour costs, and it's not just |abour <costs, it's
restrictive work rules as well.

Again in the US, United, they have a nechanics person
flag the plane in when it cones in and that person gets paid
a lot of noney. Southwest, you know, has a non-union, nuch
| ower paid person doing that type of thing.

Now, in ny view over tine the market outcone's gonna fix
this problem one way or the other, this productive dynamc

inefficiency. You know, may be difficult, but it's going to
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be fixed. But in ny view the alliance is going to have
mar ket power, and this is going to be captured through rent
by the | abour unions.

So, in other words, this argunent that yield is going to
increase, the prices are going to increase; well, |abour
uni ons, their wages mght still go down but they're going to
be higher than they otherwise would be, and in ny view this
is rent capture.

And 1'll just give you an exanple here, again during
these hearings | believe it was a Qantas executive said
"conpetitive response required cost to decrease by 20% when
fares dropped", and he said that, "Qantas required the
uni ons to becone nore productive". WlIl, that neans that --
you know, when there was |ess conpetition you were |ess
producti ve. That's not to say that Qantas hasn't becone
nore productive over tinme, | don't disagree at least wth
the NECG study, but that's also not to say that there isn't
a lot of roomfor continuing inprovenent.

In my view, that statenent -- and it's not only him but
it's what's going on in the US as well -- denonstrates the
absence of productive efficiency, so it's not just the
wages, but it's also these work rules that need to be
reformed; you know, a pilot only flying 30 hours a nonth,
you know, a lot of them will hold second jobs. You know,
it's a denonstration of productive inefficiency.

Okay, so with that 1'm going to concl ude. VWhat's ny

concl usi on? You' | | have a substantial |essening of
conpetition even if Virgin Blue enters. Prices wll be
significantly higher in New Zealand; that's based on

Australian experience and economcs, and also possibly

Tr ans- Tasnan. | ' m sonmewhat | ess sure about the Trans- Tasman
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since we don't have the data to check that.

Prices will be significantly higher in one of the nost
i nportant markets, Auckland-Los Angeles for tourists, and
this is nmerger to nonopoly.

This has a significant negative effect on tourists from
the US and, therefore, even under your procedure, if you
were to take the NECG nodel and subtract off, for instance,
the $400 million, you'll end up with a negative anmount, and
| think that should -- that's a correction that should be
made to their nodel

Lastly, in nmy view the US would never allow this type of
ner ger. | realise you have a different procedure here,
you're | ooking at different things, but nmany of the problens
that arise in terns of |essening of conpetition also arise
here, and | do not see the calculation and the benefits when
| ooked at correctly to be large enough to overcone the
substantial |essening of conpetition. Thank you.

CHAI R Thank you for that, Professor Hausman, and we'll take

some further questions now.

DR PI CKFORD: Prof essor Hausman, |'ve got four questions. The

first one concerns your finding that when there's nerger
duopoly on the Auckland-Los Angeles route, prices would
i ncrease by 42% I think the Applicants would claim to
counter that; that when prices increase by such a large
anount, then new entry is alnost inevitable. | wonder what

you're views would be on that?

PROF HAUSVAN.  Well, remenber, I'"monly |ooking at tourism you

know, it's a question of what would happen in business
because fares are very inportant there. But, | don't
actually see new entry happening even for that anount,

because I'm United and |I'm thinking of comng back in.
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Well, when | cone back in what | expect is for prices to
fall back to what they were when | was here because now |'m
back to three firnms rather than two, you know, it's the
energy problem vyou're going to end up flying a 747 each
day. So, this is what | was discussing to sone extent
yest er day. It would seem to nme that entry is unlikely.
You've just run the experinent, United pulled out Mrch
29th; it hasn't been long, and you know I don't see things
have changed nuch. Kerosene prices have gone up if
anyt hing; they haven't gone down. You know, that's not to
say that things couldn't change.

The other thing I thought about was, who are the obvious
entrants? Well, they're United and they're American, but
they're both codeshare nenbers wth the tw current
conpetitors. So, you know, | think it's unlikely that they
woul d -- not inpossible, but unlikely. They're also the two
airlines that have the major hubs at LA and San Francisco
whi ch of course are the demarcation points to New Zeal and.

So, | just think it's quite unlikely. You know, you
just can't enter, as | said yesterday, wth a half a 747 a
week, and presunmably United could have said, well, |'m gonna
cut down from seven planes a week to two or three planes a
week but, you know, with the fixed costs and all, that just
wasn't worthwhile, so they pulled out all together.

Pl CKFORD: Anot her question is concerning the question |
raised with Professor WIlig about his subm ssion yesterday,
that he was discussing consunmer on-line benefits from the
al i ance, where consuners can go frominter-line to on-line
and that generates a benefit and a convenience which he
neasured by the decrease in the on-line fare conpared to the

inter-line fare.

NZ/ Qant as Aut hori sati on Conference 22 August 2003



950

Infratil (cont)

1 | suggested to himthat really what he was neasuring was
2 a transfer rather than a welfare gain to society as a whol e.
3 He disagreed with that, but |I'm wondering what your view was
4 on that matter?

5 MR HAUSMVAN: | think I have a view in between, because | don't
6 think he took into account that prices would go up, and
7 that's one of the points | nade today. | think in a sense
8 you're both right; you know, if you take his assunption and
9 you only look at what he's l|ooking at and nothing else,
10 per haps he could be right. But | take your point, | think
11 you're right as well, and so, you can't do partia
12 equi l i brium here, you need to do general equilibrium and say
13 what ' s gonna happen to fares, and fares are gonna go up and,
14 you know, that's the correct way to do it.

15 So, hopefully I'lIl stay on both of your right sides by
16 doing what | -- you know, saying what | think the correct
17 way to do it would be.

18 DR PICKFORD: As you said, NECG used the Cournot nodel, but yet
19 you say that their results were inconsistent with the
20 Cour not nodel . I wonder if you've had enough tinme, | know
21 you've only recently received it, to try and tease out why
22 it is that, despite using the Cournot nodel, their results
23 are not Cournot |ike?

24 PROF HAUSMAN: I think the point that was nade yesterday, |
25 think by you -- I'm always sitting in the back of the room
26 so | can't always see people -- but sonmebody made the point
27 about Cournot capacities and Cournot nodels, and | believe
28 it was you -- [Dr Pickford points to M Peters] -- oh,
29 sorry -- | think that's a correct point, so this is in sone
30 sense a hybrid Cournot nodel which is assum ng Cournot
31 pricing, so | think that's what's going on. | haven't been
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able to work through it in great detail, but that's what ny

econom c intuition says.

DR Pl CKFORD: And the last point is on this business of rents

and productive inefficiency. NECG have argued that, while
they accept that rents may accrue or occur as a result of
the alliance, that this really is just a transfer, but it
doesn't have any bearing on the neasurenent of social
wel fare. Could you comment ?

PROF HAUSMAN: That's just incorrect. So the unions go on

strike and shut down British Airways at Heathrow for one
day; that's rent protection. Under full enploynent that's a
conpl ete social waste. Al the trips that were mssed, all
the businesses that were nissed, you know, all the social
wel fare that would have conme out of that, the fewer people
that would go to the UK because of that in the future, so
when you have rent protection you have soci al waste.

So, it's not just a transfer -- if there were a free
transfer he'd be right of course, but there's not a free
transfer, and in fact people like Judge Posner, | have a
fanous article, pointing out that, you know, people try to
capture the nmonopoly rents and by doing so they expand a | ot

of resources, and that's a waste.

DR Pl CKFORD: Is there any way of working out what the socia

waste is attached to rent seeking? Could you use the
neasure of rents transferred as a measure of the true soci al

cost, or is it something different?

PROF HAUSMAN: Not to put words in his nmouth, | think that's
what Judge Posner woul d do. | think you'd need to | ook at
the particular situation, but | nmean it's a very tough
situation in airlines, because | said yesterday, M Cardy

said, and | agree with him that if the unions can put the
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pl anes on the ground for two weeks, we're gone. You have

highly geared corporations that have to neet their debt

paynents, so the unions are in a very very strong position.
You know, with data | think this would be an interesting

research project -- of course, that's what acadenics always
like to do -- would be to study what's been going on in the
US and perhaps the UK to see that; | think you m ght be able
to estimate it.

PROF G LLEN: I have a couple of questions. First, your
di scussion of the Cournot nodel is, you don't Ilike the

Cournot nodel, or you don't like the fact that that product
differentiation is not included in the Cournot nodel,
because in our work it is and in the work by Professor
Hazl edine, which we'll see later on today, it's also
I ncluded as wel |.

PROF HAUSMAN: | admit to not having studied those nodels, so to
the extent that it is, ny conplaints would not apply.

PROF d LLEN: I confirm that. Looking at the work that
Dr Wnston did, did you try a Septenber 11 dunmy in your
speci fication? Because, when you |look at the fare data, we
saw this yesterday, there was just this huge hit on fares?

PROF HAUSMAN: | did put in a year dummy, but | did not put in
Septenber 11th -- actually, that's the reasonable idea. The
year dumm es when | put themin were significant though, and
that's what | ed demand becom ng significant as well.

PROF G LLEN: That's actually ny next question. Wen you put in
time, sone sort of time specification, you have sonme sort of
interpretation tool, whether there's technical change going
on or sonething else. How would you, in a sense, justify
the inclusion of those tine variabl es?

PROF HAUSMAN: Oh, here | think it's pretty clear, it's that
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Virgin Blue was expanding; you know, they didn't start up
one day with a fully flung network and people were becom ng
nore aware of themover time, and so, you don't start off in
equilibriumin this data set, and so you expect to have tine
effects; you know, that was the first thought that went
through ny mnd. They were a new entrant, they have to
establish thensel ves in the market.

PROF G LLEN. Okay. The third question on diff's work: Wen

you | ook at the change in the nunber of conpetitors in the
mar ket, we know from both Dr Murrison and Dr Wnston's work
as well as some work by Dresner and Wndell in the
United States that who is in the nmarket really matters, it's
not just the numbers. And so, isn't the real question that
we want to know is, what is the inpact on fares of Air New
Zeal and being in the market, being in or out of the market
knowi ng that Virgin Blue is there?

PROF HAUSMAN: Yes, but that is what | tested because, if Ansett

was in the market -- | figured that Air New Zealand's a | ot
better than Australia and Ansett was; that's just speaking
from personal experience -- when they were both in together
Ansett still had a significant effect of 4 to 5% beyond
Virgin Blue, and so did other airlines as well.

PROF d LLEN: I find that result a little surprising in the

sense, and 1'd |ike your conment on this, that we know that
as you approach the end of the data series, because |
believe it ends in June of 2002, we know that Ansett is
becoming less and |less effective. So in a sense their
provi sion of capacity, in a sense they're a weak conpetitor,
they're not the sanme type of conpetitor, and yet the way
that they're characterised in the nodel is sinply a 01
dummy, so it inplies that their presence is equally
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effective over the entire series when they're in the market.

PROF HAUSMAN: Vll, | would look at it a little differently.

You're just calculating their average effect over the tine
period -- you know, you could assune it's the sane, but
you're not. | also looked at it a bit and broke it up into
different years, and you still find an effect across

di fferent years, but | take your point.

PROF G LLEN: Okay, thank you. The final question is, if you

were going to try and include this notion of uncertainty,
the option of value into a Cournot nodel, have you seen it
done, or if you were going to try and do it, how would you
do it?

PROF HAUSMAN: |'ve done it for differentiated product markets,

and |'ve done it for telecomm markets, which are pretty
close to Cournot, although sone people claim now they have
becone differentiated, and what you do is, you go to a
partial equilibrium nodel, you know conpetition, and you
assune things |ike constant elasticity, demand curves.

The key thing is, you also have to make an assunption
about how -- what type of uncertainty you have, so | usually
use a Weiner process, and then you solve. You can't solve
anal ytically, you have to do it on a conputer, but |
published a paper in Novenber of 2002 in the Journal of
Regul atory Economics which does it for railroads, and can
see it. It's just, once you set up the nodel, you assune a
Wei ner process and then you do stochastic sinulations but,
you know, with nodern Intel conputers it's not difficult to
do. So, this is all doable.

|"ve never seen it done in the airline business. It
woul d be very interesting to do it in airlines, | think you

should do it, because you have a barrier as well due to
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1 bankruptcy, and in ny railroad stuff | have a barrier nodel
2 and that nakes it a good deal nobre interesting than just
3 strai ght Wi ner.

4 PROF G LLEN: Ckay, thank you.
5 MR PETERS. Ckay, Professor Hausman --

6 PROF HAUSMAN: I"'msorry, | didn't give you the credit for the
7 Cour not nodel .

8 MR PETERS. You said that you' ve had the opportunity to | ook at
9 the NECG nodel, so | have a nunber of questions on your
10 views on that. Not wi t hst andi ng what you've said regarding
11 the wuse of Cournot given that in the NECG nodel
12 counterfactual capacities, factual capacities and costs are
13 i nput to the nodel, and the nodel uses Cournot forrulated to
14 determine the price differences between the counterfactual
15 and the factual. Gven this, mght their nodel be best
16 described as a nodel that assunes Cournot pricing rather
17 than a Cournot nodel ?

18 PROF HAUSMAN. That was the point | nade. Yeah, | think that --
19 Il would call it a hybrid Cournot, not pure Cournot, you
20 know, we could label it, but yeah, | think that's a rel evant
21 poi nt .

22 MR PETERS:. Regarding --
23 MR P TAYLOR Madam Chair, sorry to interrupt, there's been a

24 significant breach of confidential -- not by the speakers,
25 but a paper has been distributed which has attached to it a
26 very confidential piece of information of Air New Zeal and's
27 and as a result we nust try and get them all back. It's
28 been di stri but ed.

29 CHAIR It has been distributed? Could you just conme forward
30 for a mnute, please. [Pause].

31 |"mgoing to take a five mnute break, but I"'mgoing to
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ask that no one | eave the roomuntil we sort out this issue,

pl ease. So, we'll adjourn for five mnutes.

Adj our nment taken from9.23 amto 9.36 am

CHAIR Can | ask everyone to please be seated.

As you will have heard at the end of the |ast session
it has been brought to our attention that some confidenti al
information has, in error, been nmade available. Thi s
occurred yesterday evening. There was a paper which was
distributed appropriately entitled "Response by Tim
Hazl edine to An Economic Assessnment of Professor Tim
Hazl edi ne's Mbdel of the Proposed Alliance Between Qantas
and Air New Zeal and”, and it goes on to |ist several dates,
and |I'm sorry there's no other date on that particular
docunent .

Attached to that docunent, which is not confidential,
was accidentally a docunent that is headed up "Confidenti al
to Air New Zeal and". That particular page is confidential
and is clearly marked that, so anyone who has received it
shoul d have imrediately been aware of its confidentiality
stat us.

VWhat | would like to enphasise at this point is that
that material remains subject to a confidentiality order
under s.100 of the Commerce Act. Anyone who has obtai ned
this confidential information cannot use that information
for any reason, and | would ask that anyone in the room who
has that information now return it to the Conm ssion staff
who will collect it.

I'd also like to indicate that the Conmssion is

presently contacting all nedia who were here at any tine
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during the proceedings and we'll ensure that the information
is not used in any way, and that the docunents are returned.

So, with that said, I'Il ask the staff to collect those
docunments, and | do wish to apologise to the Applicants for
this, and | have asked the staff to inquire with each of the
medi a sources whether the information has been used in any

way, and | would ask that if anyone else has used the
information in any way, that they advise the Conmission. |If
that has happened, M Taylor, | wll bring it to your

attention i medi ately.

PROF HAZLEDI NE: Could you nake it clear that that page did not

cone from ne.

CHAIR It had nothing to do with the professor, it was an error

t hat happened in photocopying and it was an error nade by
Commi ssion staff. So, | absolutely want to be clear that it
had absolutely nothing to do with the Professor.

[ Pause] . Apparently not all copies had the docunent
attached to it, so if you are searching for it and you know
you've got the covering docunent, you may not have received
that particul ar docunent.

Okay, are there any further questions on that matter at

this tine?

MR P TAYLOR: No, that's fine. Thank you.
CHAIR  Then we will return to questions, and soneone wll have

to remnd ne who was questioning, because |'ve |lost track.
kay, David, please.

VMR DAVI D: Madam Chair, before we do, could | just say that,

whil e obviously we synpathise with the Applicants for any
i nconveni ence that has happened as a result of the
i nadvert ent di scl osure, we also enpathise wth the

Comm ssion and the Conmm ssion staff over that. It's one of
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the trade-offs; if we're going to have an expeditious
process, then inevitably you run the risk of wunfortunate
di scl osures and, whi |l e it's very regretful, it's
under st andabl e.

CHAI R Thank you for that, M David. If | seem particularly
concerned, it's because the Comm ssion has always been very
careful to protect confidential information, and we take it
very seriously for obvious reasons, so thank you for that.

Now, Davi d, please.

MR PETERS: Prof essor Hausnman, you nay not have had the chance
to explore this aspect of the NECG nodel fully. This is
regarding the negative relationship between welfare and
capacity, and you will have heard how we attenpted to change
t he schedules to test the NECG nodel .

Can you comment on this aspect of the nodel and what
your response would be to a nodel that produced outcones
like this?

PROF HAUSMAN: Vell, you're correct that | haven't had the
opportunity to explore the nodel in detail to understand how
thi s happens, but ny response -- | have sone suspicions but,
you know, they haven't been verified. But ny response woul d
be, I'd be very very worried about using the nodel if it
produces those type of results, and I would want to study
the nodel sufficiently to understand what's the source of
that before |I actually depended on the nodel.

MR PETERS: This is a simlar question, but you may recall it
nmenti oned yesterday that there is an unexpl ai ned di sconnect
in the NECG nodel between price and capacity variables, and
on several routes there appears to be a substantial increase
in capacity in the factual and yet there is a significant

price increase in the factual over the counterfactual
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Again, you may not have had a chance to explore this,
but can you comment on what effect this mght have had on
the nodel's ability to predict even, in its own expressed
framework, the effects of the proposal ?

PROF HAUSMAN: Well, again, that seens to me quite surprising

and, you know, before depending on the nodel you'd want to
understand it. 1'll just give ny suspicion of what's going
on and, as | said, | haven't verified this.

As | understand the NECG nodel, they never put in what
the actual costs of the airlines are. They solve for that,
given shares and prices, and since they're not using real
costs and if you renenber ny slide from before and ny
di scussion, the actual costs and the shares just have the
wong direction, we know, in what actually goes on in
airline markets. So that's ny suspicion; they're not using
real costs or an approximation to real <costs, they're
estimating costs in a way which is just wong on the facts.
So, that's actually ny suspicion but, you know, you don't
expect to have nore capacity; holding other things equal,
maybe they're not, and getting this inverse rel ationship.

| do want to point out that | understand that when they
do the cost savings they're doing it in a different way, |I'm
not speaking of that, but I'mtal king about the relationship

in your question that you asked nme about.

MR PETERS: One |ast question. You' ve done sone work with Chris

Vel lturo and Gregory Leonard on nmarket definition and price
di scrim nation. G ven that this practice is comon in air
travel, what are your views regarding the market definition
in this case, in particular whether there should be separate

mar kets for business and | eisure travellers?

PROF HAUSMAN: My general view about market definition is that
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it should not drive the results. That it's not a precise
science, and if you do the economc analysis right, you
should end up pretty nmuch wth the sanme conclusions.
Really, the only reason you define markets, in ny view --
and this may be heresy in front of a Conpetition
Commi ssion -- but the only reason you do it is to calculate
shares. The grown-ups don't usually use market shares to do
serious economc analysis, so that's been ny view for 25
years. |'ve said it in public before, so this is hardly the

first tine.

So, to answer your question, | think you can do it one
of two ways. One is, you can allow for differentiated
products, business travellers -- this is the point | tried

to make; business travellers want a different product,
they're willing to pay a different price. O, if you want
to do it with a honpgeneous product, then perhaps having
di fferent markets would be better.

So, there are two different ways to get to it, but if
you did it right hopefully you' d end up, not with exactly
the sane answer in doing conpetitive effects, but broadly

t he sane answer.

MR PETERS: kay, thank you.

MR CASEY: I"'minterested in -- | guess this follows on from a

di scussion that was occurring yesterday about the principles
of decision-making wused by the Conmm ssion, but [''m
approaching this nore from a general perspective of public
finance, and |I'm interested in what you had to say about
real options as the approach to valuing effects. | was just
interested in, if you had a comment about the use of options
theory as opposed to the Commssion's present nethod in

val uing tourismbenefits and ot her benefits?
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PROF HAUSMAN: Yes, ny view is here, because of the sunk costs

involved with airline and brand nanme and all, that you can't
say, well, I'mtaking the mddle nunber and, you know, the
positive balances out the negatives. | think that was a
claim that was nmade yesterday which | would disagree with
because of the sunk costs.

So, | think you could do one of two things; you could
try to explicitly nodel this as |'ve done before, you know,
in nmy academic work and sonme regulatory work |'ve done in
the United States. O, the Conmission, if it doesn't have
the time or resources to do that, could recognise that going
in one direction kills the option. If you form the
alliance -- it's not inpossible, but | think it's quite
unlikely that you'd ever have a FSA in New Zeal and agai n,
but if you go in the other direction you keep the option
open; can gain nore information about whether the
Applicants' claimis true, that there's going to be a war of
attrition. You know, anyone can have a view on that. So,
in making a decision you would take into account, even if
you couldn't quantify exactly the value of the option.

MR CASEY: Here the options also relate to whether the tourism

i ndustry has the benefits of access to a distribution
network and a pronotion network, or whether the sane
services can be provided by Governnents and other
organi sations. |Is the sanme nethod applicable here?

PROF HAUSIVAN: To sonme extent, although here the sunk costs

m ght be a bit |ess, because | presunme you can contract for
these type of services in sonme part. In other words, it
woul d be unlikely that you would have to build all your own
software, you know, to do the IT for this. But, no, to sone

extent you could look at the tourist effect and the effect
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on tourismand think about the options there as well.

MR CASEY: Thanks.
MR CURTIN. | had just one question. You nentioned in passing,

you nmade a reference to the WIIlig/ Geurin-Calvert study of
the benefits of going on-line rather than inter-line where
they had a go at quantifying that. And, | think we're all
awar e, they used Business Class tickets for data
conparability reasons as they explained, but you nentioned
along the way that you had sonme reservations or feelings
about that and | just wondered if you'd care to anplify on

what your thinking was?

PROF HAUSMAN: Yes, | agree with Professor WIlig that this is

difficult to do when you |look at cheap fares, but it's been

ny experience and ny observation that that dispersion, the

25% - - |'ve never | ooked at this in New Zeal and or
Australia, |1'll be the first to admt, but | did |ook at
something simlar in the US this past sumer -- and | think

nost of the studies we've referred to before were before the
days of very wide web fares, Expedia, Travelocity, airlines
using the web, and | found that the dispersion had decreased
significantly, even after controlling for nean fare or
medi an fare. And | think what has happened is, we have
trenendous increased transparency -- you know, again in the
US, but | don't see any reason why it's not here in terns of
searching -- and so the type of gap that you had before
which was partly due to price discrimnation, which was
brought up by David just a mnute ago, | think has been
| essened now, so | would just question whether 21 to 25%is
actually the correct anount.

But 1'll be the first to say, | have not done a study

for New Zeal and to say that they're w ong.
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M5 BATES QC Prof essor Hausman, | just want to clarify
somet hing about VBA entry that | took up with you nuch
earlier in the session. From checking with our staff it
seens | mght have got the wong end of the stick, and no
doubt 1'Il be corrected if they have.

What I'mtold fromstaff is that the NECG nodel took VBA
entry into account in both the counterfactual and in the
factual on the Tasman market and in the factual in the
New Zeal and donestic market.

PROF HAUSMAN: That's what | sort of thought, but | wasn't sure,
and | didn't want to argue with you unless | was sure. I
think that's correct, yes.

M5 BATES QC. | think I mght have m sinterpreted an answer that
Prof essor Ergas gave to nme, but 1'll check the transcript.

PROF HAUSMAN: Ckay. And then ny point will be that, because of
a differentiation between FSA and VBA, they're not
conservative. That was ny point.

M5 BATES QC. Thank you. |I'msorry that | --

PROF HAUSMAN: No, no, ny students correct ne all the tine.

M5 BATES QC. Well, you're correcting ne in this case, but there
you go.

PROF G LLEN: In a Cournot nodel how would you introduce product

differentiation in this particular case if you were going to

do it?
PROF HAUSMAN: | haven't worked that out so I would rather not
specul ate on that. | think it should be done and | heard

you say that the staff's nodel and Professor Hazl edi ne has
done it, and so, that sounds great to nme, but it should
definitely be done. But | don't sit here and have an
approach that | would say would be the best approach now.

I"d have to sit down and do sone thinking and research on
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it. Sorry about that.

DR PI CKFORD: Just following on from David's question; would you
then prefer to use a Betrand type nodel for this nodel
rat her than Cournot with product differentiation adjustnment?

PROF HAUSMAN: | think it's a conbination of both. Life is
al ways nore conplicated than we like it to be. So, you can
have Betrand wth elenents of Cournot or Cournot wth
el ements of Betrand. |'mnot saying that either is correct,
but no matter which approach you use, if you are going to
use Cournot | think you need to build in sone product
differentiati on because otherwise we have a difficult tine
explaining why the VBAs don't have all the share and also
why FSAs continue to exist.

CHAI R Thank you for that. I would like to ask Professor
Hausman if the regression analysis, or the nodelling,
sensitivity testing that you have done, if we can have that
made available to the Comm ssion and other interested
parties? Is it in a formthat you can provide that to us?

PROF HAUSMAN.  Not now, but toward the end of next week | hope,

woul d be enough tine, | could do it. O maybe the begi nning
of next week, I'll be flying back, | can do it on a pl ane.
CHAIR | suspect that the Applicants would need it this week in

order to respond to it on Monday.

PROF HAUSMAN: kay, what I'll do is, "Il just e-mail the
results to soneone, so sonebody on the staff can give ne
their e-mail address and 1'Il go back to the hotel and e-
mail it. | can't wite it all up, | just don't have tine,
but I can send the results.

CHAI R If we can get the results and the specification and
everything, |I think that would be sufficient at this stage.

If that's what you have, then we can't ask for nore than

Ai r NZ/ Qantas Aut hori sation Conference 22 August 2003



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

965
Infratil (cont)

that at this point.
And you could do that today, could you?

PROF HAUSMAN:  Well, I'mleaving noon tonorrow, so I'll have it
done by the tine | | eave.

CHAIR  Ckay, all right, thank you for that. It's nmy proposa
now to break for norning tea; after | |ocked everyone in the
room | think everyone probably could use a short break
So, 1'd like to suggest that we reconvene this session at 10

past the hour. Thank you very nuch

Adj ournnent taken from9.54 amto 10. 18 am

CHAIR 1'd |ike everyone to please be seated.

l"d like to reconvene this session. | want to check one
last tinme if there are any further questions for Professor
Hausman at this tine? [No questions].

Thank you for that, Professor Hausman, | suspect we're
all your students now, and we don't even have to pay
tuition, but that was very useful for us, so thank you for
t hat .

W now, | believe, have a presentation by Dr Stone, and
I would ask that you begin your presentation when you're
ready. Thank you.

MR DAVID: Thank you Madam Chair, but before Dr Stone does; in
relation to Professor Hausman and as the one who does have
to pay for the tuition, to the extent that there have been
limtations -- and | hesitate to use the word in relation to
Pr of essor Hausman - - it applies general ly to our
presentation

As | said, at the outset we don't regard the process as

adversarial, we don't see ourselves as here to prove every

Ai r NZ/ Qantas Aut hori sation Conference 22 August 2003



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

966
Infratil (cont)

point in the Draft Determ nation, that's not our function

W have sinply tried to bring to bear experience and
expertise in those areas where we think we can help.
Indeed, it's not the function of the Commssion to
positively prove every point in the Draft Determ nation, and
that's probably a good point to raise the question, or to
deal with the issue of onus that the Applicants have raised
in their paper, opening subn ssion, where they say:

"It's submtted that the exercise is indeed a relatively
straightforward one and the Applicants need only establish
i kely outconmes to a bal ance of probabilities standard.™

I rrespective of what the appropriate standard is -- and
| don't want to actually enter into that debate -- it is for
the Applicants to positively denonstrate the outconmes that
they're claimng, and in relation to the econom c outcones
that they're claimng, what we do say that Professor Hausman
has hel ped denonstrate is that the nodel enployed by the
Applicants was inappropriate, that it was inadequately

applied, and that it doesn't survive the kind of sensitivity

testing that Professor WIIlig suggested it should. Dr
St one.
DR STONE: Thank you. Madam Chair, | should just nention that

the version of the slides that is on the screen is slightly
different from the one that has been circulated. The
substance is the sane; the order is alittle different.

| think it will be appropriate, Madam Chair, for me to
commence with a brief outline of nmy qualifications to
comment on the applications by Air New Zeal and and Qantas
for authorisation of their alliance and equity proposals. |
am not an economst, ny PhD from the Australian National

University is in history and politics, but with over 14
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years involvenent in international aviation | do have a
reasonable degree of familiarity with the industry. So,
al though | shall steer clear of the arcane world of economc
nodel I i ng, happy to | eave this to Professor Hausnan.

| am concerned with an enpirical |ook at the underlying
assunpti ons. For 8 years | held the position of Head,
International Air Services in the Mnistry of Transport and
in that capacity, anobng other duties, | participated as
principal adviser and |ater as |eader of the New Zeal and
del egation in over 60 bilateral air rights negotiations with
27 countries, including the wearlier negotiations wth
Australia on the single aviation market.

| conducted a mmjor in-house review of New Zeal and's
International Air Transport Policy that led to the updating
of that policy announced by the Mnistry of Transport in
1998. That policy, which is strongly pro-conpetitive, is
still current. | took the lead role in devising the sinpler
and nore efficient regulatory reginme for internationa
airlines set out in the Cvil Aviation Act.

In these various roles | liaised on a regular basis with
seni or executives of Air New Zeal and. For the past six
years | have been an independent consultant and witer on
avi ation issues. My consultancy clients during that tine
have included the Governnent and regional authorities,
airports and airlines, including Air New Zeal and.

In the present proceeding | have been asked to conmmrent
on the counterfactual put forward by the Applicants as
conpared with that adopted by the Commission in its Draft
Det er mi nat i on. A review of the counterfactual seens
particularly warranted because of the detrinments the

Applicants claim would ensue if authorisation for their
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al I i ance proposal s were deni ed.

However, before addressing that issue and given ny past
i nvol verent in the negotiation of bilateral air rights,
including wwth the United Kingdom | hope | may be excused
for drawing attention to an error made by the Air
New Zeal and representative when referring on Tuesday to the
capacity constrained nature of the rights the airline may
exerci se on the Auckl and-Los Angel es-London route.

Contrary to his presentation on this matter, as |I'm sure
he has realised since, Ar New Zealand is entitled to
exerci se and does exercise Fifth Freedom rights between Los
Angel es and London, Heathrow. As the Auckl and-London route
is probably the Iongest in the world and given also its high
seasonality, it wll be difficult indeed to operate the
route viably without the rights to carry OD traffic between
London and Los Angel es.

Now to the Applicant's counterfactual. The Applicants
claim that their proposals would result in net benefits
conpared with the alternative scenario without the alliance.
That is the counterfactual under which Air New Zeal and woul d
face a capacity battle with Qantas. This is the war of
attrition, the airline’ s phrase, that has gained such w de
spread currency over the past year, a war Air New Zeal and
coul d not win.

Instead the airline would suffer they say a nore or |ess
gradual decline which could ultinmately lead to its dem se.
There have been varying estimates of how |long this downward
spiral would take, but the latest pointer was provided
earlier this week by Air New Zeal and's CEO Ral ph Norris who
suggested, and | think |I quote him correctly, 3 to 5 or 6

years. But however soon, the Applicants have stuck by their
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doonsday prediction. In my view their counterfactual is
flawed and | wll put forward four basic reasons for this
Vi ew.

For a start, | believe it would be denonstrably

irrational for a major listed conpany to enbark on a course
that it had insistently predicted beforehand would lead to
its destruction. | think it defies belief that such a
course could be justified by reference to the past habitual
practice of full service airlines elsewhere in the world
when that sort of conmmercial conduct, resulting in gross
over-capacity, has been a significant contributor to the
current state of financial crisis that has befallen so many
full service airlines.

Although not limted to the United States, the problem
has been particularly evident in that country. There's an
element of irony in this because the US aviation industry of
course also gave birth to a very pertinent innovation in the
formof a value based airline.

Air New Zeal and's | ow cost subsidiary, Freedom Air was
thi nk preceded only by Southwest, Ryanair and perhaps just
by easyJet. More recently and to its credit Air New Zeal and
has also been to the fore wth its innovative Express
product, a concept sonme have called "VBA Plus". In the
process Air New Zeal and has denonstrated the direction in
which it could have options other than a fatal war of
attrition.

My second reason for thinking the Applicant's
counterfactual is flawed relates to the likelihood of Virgin
Blue's wearly entry into the Tasman and possibly the
New Zeal and donestic narkets. As there is no room they

claim for two full service airlines and a value based
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airline in the New Zealand nmarket in particular, they
predi ct an outcone in which Air New Zeal and will be squeezed
between the bigger FSA, Qantas, and the VBA, Virgin Blue.
In nmy view, however, the circunstances suggest that Qantas
could well be nore vul nerable than Air New Zeal and to i npact
fromVirgin Bl ue.

New Zealand is Air New Zealand's hone market; a claim
nost New Zeal anders would not concede to Qantas. But
popul ar feeling aside, even Qantas' New Zeal and subsidiary,
Jet Connect, enploying staff on New Zeal and conditions, wll
not, we understand, operate Tasnman routes from Auckl and,
much the biggest New Zeal and avi ation nmarket and only |ater
will extend to the donestic narket. Qantas' overall costs
will therefore remain above those of Air New Zeal and.

In addition, and a factor that as far as |'m aware has
been | argely overlooked, Virgin Blue's entry will inevitably
si phon off donestic Australian feed to the Tasman that since
Ansett’ s dem sed has been nonopolised by Qantas.

In these circunstances | think it would be fallacious to
argue that the conpetition between Air New Zealand and
Qantas will conme down sinply to the issue of which has the
deepest pockets. |Indeed, |ast week, and in the wake of what
turned out to be correct predictions of a second half year
|l oss by Qantas, a Macquarie Equities analyst suggested that
noney Qantas would save if the alliance proposals were
declined should be spent on upgrading Qantas' short haul
fleet. The clear inplication was that the airline would
lack the funds for such a nove if the investnent in Ar
New Zeal and went ahead. As | note later, Ar New Zeal and's
financial position has noved in the opposite beneficial

di recti on.
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My third reason for resisting the doonsday prediction is
that the extent of conpetition on the Tasnman from Fifth
Freedom carriers has been in ny belief overstated by the
Appl i cants. In this regard I would note that all so far
operate only to and from Auckl and, they do not operate with
the frequency of Air New Zealand, nor in sone cases at
simlarly convenient tines.

Al though they all carry through traffic, which of course
reduces the anount of -- nunber of seats available for just
Tasman passengers, the Applicants have enphasised capacity
share rather than market share apparently in order to nake
the threat seemgreater than it is. And again, due to costs
differential the inpact of the Fifth Freedom carriers is
quite likely to be felt nore directly by Qantas.

The Applicants have al so been unrealistic in listing al
the foreign airlines that could theoretically access Fifth
Freedomrights on the Tasman, inplying that they m ght el ect
to exercise them The list they have presented to the
Conmmi ssion includes airlines that formerly operated on the
Tasman but withdrew, airlines that once operated separately
to Australia or New Zeal and, not across the Tasman, but al so
withdrew long ago, and sone airlines that have never
operated at all in this part of the world.

VWiile Fifth Freedom carriers do have sonme inpact, the
Tasman neverthel ess has been an unstable aviation market.
Airlines have cone and have gone, as was denonstrated only
| ast nmonth when Malaysia Airlines withdrew sonme flights via
Bri sbane in favour of operating to Auckland non-stop from
Kual a Lunpur.

|'ve gone too far with the slides, I'"'msorry. Finally,
the assertion by the Applicants that Air New Zeal and woul d
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be forced to pull off its international routes would be
counter-productive in that it would deprive the airline's
domestic services of substantial i nt ernati onal origin
traffic.

Gven Air New Zealand's advice that it carries 40% of
all in-bound traffic to New Zealand, and given that it
wi thdrew fromall international routes, excluding the Tasman
and the South Pacific, and based on international arrivals
in the year to June 2003, the airline would | ose potentially
up to 500,000 passengers on an annualised basis on its
donesti c services.

Now, the Comm ssion's counterfactual. The Conm ssion on
the other hand has posted a counterfactual under which Air
New Zeal and woul d continue to conpete effectively and remain
in a position to evaluate other conmercial opportunities as
they ari se. It is my view that this counterfactual is the
nore credible and for a nunber of reasons which | shall now
outl i ne.

First, Air New Zealand's financial position is greatly
i nproved and been stabilised, thus in an Australian TV
interview on the 3rd of August, just two weeks ago, Ralph
Norris was able to say, and | quote:

"There's no doubt that Air New Zealand s financial
position is looking a ot better. W have got a significant
pool of <cash in the bank, we've paid off all of our
unsecured bank debt and we have been strongly cashflow
positive, and we're going to turn a profit."

Accordingly, in a statenment to the Australian and New
Zeal and Stock Exchanges on 31 July Ar New Zeal and
reconfirmed that its profit before unusuals and tax for the

year ending June 2003 "would exceed the forecast announced
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at the Ar New Zealand's annual general neeting | ast
Novenber . M Norris advised that the final result, due to
be announced next week would be "confortably on the positive
side of $200 million".

Air New Zeal and has argued that this financial
i nprovenment is short-term and that the |onger term outl ook
is nmuch |ess encouraging. It says that the current
financial situation has been assisted by benign exogenous
conditions such as the high New Zeal and dollar and | ow fue
prices. But such conditions are cyclical and as the ACCC
has pointed out, do not provide a basis for special
treat nent.

Moreover, by gaining its first profit on Tasman routes
for five years through reducing capacity revealed by
M Norris in a Sydney speech on 30 July, Air New Zeal and has
shown that throwi ng additional capacity on a route may not
be as rewardi ng, nor necessarily as damaging to a conpetitor
as the Applicants assert.

Air New Zeal and has nanaged to reduce its costs since
its recapitalisation, including through the successfu
i ntroduction of its Express service on donestic routes which
will soon be extended to the Tasman and possibly other short
haul flights in the South Pacific.

Referring to the airline's cost-effectiveness; in his
Australian TV interview, M Norris said Air New Zeal and was
"operating near to world best practice for a network
airline". This is of interest in the context of the
applicant's claimthat there is no roomfor two full service
airlines in the New Zeal and donmestic market.

Air New Zeal and's Express C ass has brought the airline,

or those aspects of it nearer to a VBA as noted earlier, a
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kind of VBA Plus, especially when account is taken of the
nodi fications that Virgin Blue has nmade to its business
nodel .

| f Express Cass has enabled Air New Zeal and to expand
the donestic market by 20% it wll be relevant to note
whet her a simlar result can be achieved on the Tasman.

Air New Zeal and's position on the Tasman will be further
strengthened with the introduction of the new Airbus 320
aircraft from Cctober onwards and |later on donestic routes
with a consequent operating cost savings, we are told, of
15% conpared with the current Boeing 737s. Meanwhi |l e the
retention of Freedom Air provides Air New Zealand with a
continuing |ow cost operation to ward off or at |east nake
it very difficult for conpetitors to enter the secondary
Tasman rout es.

Air New Zeal and's experience with these two | ower cost
variations could possibly point the way to further
devel oprment of a strongly conpetitive option in the future.

Onvng to the orientation of its international network,
Air New Zeal and has also |argely avoided the adverse inpact
of wars and tensions in the Mddle East and nei ghbouring
areas that have seriously set back other airlines, even if
tenporal |y, including Qantas, an advantage that wll
continue along with the perception of New Zeal and as a safe
tourism destination. This has been reflected, for exanple,
in the fact that even with the inpact of SARS, New Zeal and
has enjoyed a higher relative rate of short-term
i nternational arrivals than Australia.

Thus for the year ended June 2003 there was an increase
of 8.6% over the 2001 year -- the year |'ve chosen because

it was prior to the events of 9/11 -- arrivals fromour top
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five tourismnmarkets, those exceeding 100,000, all increased
nost notably an astonishing 18.3% in the case of the
Uni ted Ki ngdom

Finally, if the alliance wth Qantas were to proceed
Air New Zeal and would be able to -- sorry, if the alliance
with Qantas were not to proceed, Air New Zeal and woul d be
able to retain its nenbership of the Star Alliance and
thereby continue to gain the benefits of nenbership of the
world's largest international alliance -- airline alliance
by a nunber of benchmarks, that is in terns of revenue
passengers per kilonetre, total passengers carried and total
revenue earned as well as the nunber of individua
destinations and countries served. Moreover, as this
suggests, New Zeal anders woul d continue to benefit from the
wor | dwi de conpetition between the Star and One World gl oba
alliances that is presently available to them

For these reasons, Madam Chair, it is ny view that the
Conmi ssion's counterfactual remains nore credi ble than that
put forward by the Applicants, and that devel opnents since
the release of its Draft Determ nation have added weight to

the Commission's initial assessment. Thank you.

MR PJM TAYLOR: Just a couple of questions about Fifth Freedom

rights, please Dr Stone. Could you just explain, the nunber
of passengers or nunber of passengers that can be flown from
Los Angeles to London under the bilateral rights, or Fifth
Freedom rights conpared with the nunber of passengers that

can be flown from Auckl and to Los Angel es?

DR STONE: | don't have the data imedi ately avail able for that

Air

question, to answer that question. |"m sure the gentl enen
behi nd me do, but it has been well-established over a nunber

of years now that that route would not have been reliable
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but for the ability to pick up and put down passengers
bet ween Los Angel es and London.

There are, of course, many nore flights between Auckl and
and Los Angeles than go on to London. As was nentioned the
other day, that is a constrained route from Los Angeles
onwards to a daily service. New Zeal and has been making
consi st ent attenpts  over the years to engage the
Uni ted Ki ngdom authorities and to negotiati ng and upgradi ng,
preferably an open skies arrangenent, but at |east a double
daily service; but it's still restricted to daily and | ooks
likely until the scrap between the US and the UK is sorted
out -- as was nentioned the other day, but to conpare 7
flights a week between Los Angeles and London and 14 or 17
if Ar New Zeal and have put back the extra three flights
bet ween Auckl and and Los Angel es.

MR PJM TAYLOR  Yes, that's how | understood the argunent went

the other day. Thank you.

You nentioned about Fifth Freedom capacity into Auckl and
as conpared to nmarket share. Wuld the additional capacity
in excess of current nmarket share, would that be avail able
as a constraint in the excessive price rises by the

al liance, do you think?

DR STONE: The seats that are not available to Trans-Tasman

passengers, which is the price you' re talking about, these
are seats which would be occupied by passengers going on to
Bangkok in the case of Thailand and Kuala Lunpur and so
forth. I"m not sure that the through price would have any
rel evance to the price offered to fill the seats across the
Tasman that was avail abl e.

MR PJM TAYLOR: Yeah, | wasn't so nuch tal ki ng about the through

price, | was tal king about capacity that would be avail abl e
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on the Tasnman being available to constrain any price
i ncreases that the alliance mght.

DR STONE: There's been quite a | ot of discussion on this point,
hasn't there, during these proceedi ngs?

MR PJM TAYLOR: Yes, there has.

DR STONE: dearly, there has been sonme constraint, but much of
it has been related to discount fares, which have not been
continuously available, and is also constrained by the
nunber of seats; there's not full planes that they're able

to fill between Auckland and Sydney and Auckland to
Bri sbane.

MR PJM TAYLOR Ckay, thank vyou. One | ast question. There's
been coment and counter-comrent, shall | say, that the

Fifth Freedom pricing into Auckland would constrain pricing
into Wellington and Christchurch. \Wat's your view?

DR STONE: | doubt if the full extent of the discounts that have
been offered by sonme of the Fifth Freedom carriers would in
fact be a constraint in any case even in Auckland. There's
been -- in my observation as nuch as a $100 a gap. Agai nst
that, it has been Air New Zeal and's practice over as |long as
| can recall to try and common rate their fares out of
Auckl and, Wellington and Christchurch, but not, | would
think, at the |owest or cheapest discount fares that are
occasionally offered by Fifth Freedom carriers.

MR PJM TAYLOR: Thank you

M5 BATES QC Notwi t hstanding the inprovenent in Ar
New Zeal and's position, the argunent was put to us that the
rate of return wasn't sufficient to -- for Air New Zeal and
to attract the capital investnent that it says it requires
in particular to upgrade sone of its services and aircrafts.

Have you got any conment on that?

Ai r NZ/ Qantas Aut hori sation Conference 22 August 2003



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

978
Infratil (cont)

DR STONE: It's been a constant comment | think from the
Applicants about the inability of Air New Zeal and to achieve
a return that wll cover their cost of capital. Vhat
they've not said is that this is not at all wunusual in the
avi ation industry. There would be few airlines that could
make that claim and yet they continue to attract
I nvest ment .

M5 BATES QC. There's been sone conment on that too, it's fair
to say. So, that's your response, is it?

DR STONE: Yes, it is.

M5 BATES QC. That investnment will cone to it regardl ess of the

return?
DR STONE: Well, | think Air New Zeal and apparently is of that
belief, because it announced -- | can't renenber whether it

was at the annual general neeting in Novenber or before
that, that it intended to inplement a rights issue. It was
initially stated that that would take place in the first
quarter of the year. A later announcenent indicated that it
mght be in the first half. W haven't heard any nore, nor
have we heard anything from Air New Zeal and to indicate that
it would not proceed with the rights issue.

So, in the absence of such a statenent, | think one can
only assune that at sone point which the airline itself
considers judicious, it will proceed.

PROF HAUSMAN:. If | could, can | nmake one remark on that please?

M5 BATES QC. Yes.

PROF HAUSMAN.  You know one thing that surprised nme this whole
week, this began with Dr Tretheway, is that one of the
reasons that value based airlines in ny view have been able
to have a much | arger presence and this would also go to Air

New Zeal and, is conpetition between Airbus and Boeing. You
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know, once upon a tinme there was Boeing and there was
McDonal d Douglas but there wasn't a lot of conpetition then
Ai rbus cane in.

So in terms of what you need to get to buy new
airplanes, it's changed really quite a bit in terns of
di scounting. And so when you're tal king about getting your
cost of capital there's a difference between | ooking
backwards, what you mght once have paid for a plane and
carried on your books and what you'd have to pay for a pl ane
going forward, especially nowadays when both Boeing and
Airbus are pretty hard up for orders.

So, | don't want to get into an accounting debates,
that's not my speciality nor my interest, but | do know that
conpanies often do things on an historic basis and
econom sts do things on a forward-I|ooking basis. So, |
think you just want to keep that in m nd.

M5 BATES QC: Can | follow up wth you, Professor Hausman. I n

the United States is there this problem with the perceived

| ack of return on capital in the airline industry?

PROF HAUSMAN: For sure. Up until the late 90s, and nmaybe 2000,

they were doing quite well and their stock prices were
hi gher and then we went into the recession and then we had
9/11 and so they were nmaminly canceling aircraft orders,
which nmeans there are even nore aircraft out there that
Airbus or Boeing would be glad for you to take off their
hands, but the airline industry is very interesting. I

nean, | agree, it's a basket case but it keeps going.

M5 BATES (C. So, despite all the problens in the US, are

i nvestors continuing to invest?

PROF HAUSMAN: The Sout hwest stock price is very robust.
M5 BATES QC: That's a VBA though isn't it?
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PROF HAUSMAN: Yeah, sure, the FSA's a conbi nation of bankruptcy

or in pretty poor financial shape, but there's been nuch
| ess contraction than you woul d expect on "rational economc
grounds", it's a usual thing. | think one thing you have to
realise with the airline industry is, let's think back a few
years. |If you |l ook at 97/98/ 99, beginning of 2000 in the US
the airline stocks were great -- | nean, people can agree
with nme or they renenber -- now hopefully 9/11 is never
gonna happen again, but you can't say. The airline industry
has al ways been cyclical. | don't think you want to take
the point where things are really bad and necessarily nake
irreversible decisions at that point in time. You know, if
we were talking about 98 or 99 in the US, it was great, and

there's a bit of that going on here, you know, in ny view.

M5 BATES QC. Ckay, thank you.
CHAIR  Any further questions fromthe staff?
DR PICKFORD: |1'd just like to ask Dr Stone a question about the

Star Alliance issue, the notion that if the alliance were to
proceed then Air New Zeal and m ght |eave Star and go to One
Wrld, and the Applicants haven't been able to confirmthat
one way or the other. | just wondered whether you could
coment on the practicalities of them continuing -- the two
participants to continue to operate in different world

alli ances?

DR STONE: It is true that the Applicants have steered clear of

this topic, although the papers released by the Governnent
earlier this year, which covered the discussions with the
airlines last year leading up to their application,
indicates that the airlines had said that they would be
reaching a decision prior to the next annual general neeting
of Air New Zealand, which is tined before the end of this
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1 year. | believe that that announcenment when it cones, if it
2 cones, Will indicate that this is what will happen

3 | don't think it is at all practicable for two airlines
4 which are entering into such a strongly integrated and co-
5 ordinated arrangenent as is indicated in the Strategic
6 Al liance Agreenent, could possibly belong successfully to
7 opposi ng gl obal alliances.

8 DR Pl CKFORD: Are you aware of the potential costs on Air

9 New Zeal and from switching fromone alliance to the other?

10 DR STONE: | didn't catch the last part of that question, |'m
11 sorry.

12 DR PICKFORD: Are you aware of what cost Air New Zeal and woul d
13 face if they were to switch fromStar Alliance to One Wrl d?
14 MR P TAYLOR Excuse ne, Madam Chair, that's part of the
15 confidential information and |I'm aware that the w tness has
16 not been party to that information.

17 DR STONE: For that reason, Madam Chair, | wasn't going to be
18 able to answer in ternms of anything which Air New Zeal and
19 may have reveal ed. What | can say is that there has been
20 speculation within the industry, and that has been that
21 there will be a penalty paynment. And speculative as it my
22 be, that penalty paynent has been estimated to be anything
23 between 25 and 50 mllion.

24 DR PICKFORD: Just one |ast question on Fifth Freedom operators.

25 It's been clained by the Applicants that although they
26 currently operate only into Auckland, they could fairly
27 easily switch to operating from Wl lington or Christchurch

28 Has there been any prior experience of this happening and do
29 you think it's likely in the future?

30 DR STONE: I'"'m glad this question is being asked. There has
31 been very little interest in Fifth Freedomto Wllington or
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Chri st church. Air Pacific and Polynesian have both very
briefly and with very small capacity attenpted to achieve
this successfully.

| should nention with regard to Christchurch and talk a
little bit about Christchurch in particular because sone
publicity was given to the fact that an executive Emrates
had referred to the future possibility of operating to
Chri stchurch

It has been very difficult indeed to attract any
international airline into Christchurch. There have been a
nunber; all have withdrawn after a brief time, wth the
exception of Singapore Airlines. It's |ong enough ago now
think for me to say wthout any concern about official
secrets or whatever, that when Singapore Airlines entered
into that market it did so because of negotiations wth
New Zeal and --  Singapore's bilateral negotiations wth
New Zeal and and when they wanted nore capacity, the
New Zeal and answer was, well yes you can have nore capacity
if you put it into Christchurch.

Now, it turns out that it's been quite a successful
operation because Singapore Airlines, it would appear, have
put far nore effort into marketing than any of its
successors who have all gone in and wi thdrawn.

It has been very difficult, in ny experience as a
bilateral rights negotiator, to attract any foreign airline
to operate to Christchurch rather than to Auckland
irrespective of the incentives held out in ternms of
i ncreased capacity.

It's difficult to understand quite why this is. The Air
New Zeal and people may well be able to go into chapter and

verse, because enpirically you | ook at what the nmjor routes
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are for a tourist comng in and at Auckland, Rotorua,
Christchurch, Queenstown sort of thing, spend much of their
time in the South Island, but there's been a very distinct
reluctance of foreign airlines to operate to Christchurch
either directly either on a Fifth Freedom basis. Certainly
| ess so, of course, Wllington where there are aircraft

constraints as well for |anding.

MR CASEY: Just in terns of what you said, particularly about

the bilaterals with the United Kingdom Do you see that an
alliance with Qantas network would allow New Zeal and an

important tourism asset in ternms of access to bilaterals

t hat way?
DR STONE: I'"'m not sure that the alliance would -- how nuch
difference the alliance would make. Qantas has a huge

advantage in respect to the market in New Zealand in that it
is what is sonmetines ternmed a "Sixth Freedom carrier”, that
is it is located geographically between New Zealand and
New Zeal and's maj or tourism markets.

So, like Singapore Airlines, Qantas can bring people in
t hrough Sydney or Mel bourne or where ever, Brisbane and on
to New Zeal and. That Sixth Freedom position has been very
successfully exploited by Qantas over a nunber of years now,
in particular since the md-90s. It is able to bring as
much traffic as it likes, as it judges profitable into
New Zeal and now wi t hout the alliance.

MR CASEY: WII the alliance allow --
DR STONE: Sorry, you were talking about the United Kingdom

weren't you?

MR CASEY: Yes, | was.
DR STONE: Yes, well, it would be through that route, yes.
MR CASEY: And what about nore generally, is that --

Air
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1 DR STONE: Well, the sane would apply to any of the Asian
2 routes. Air New Zeal and, for exanple, does not operate to
3 Chi na al though we've had a rather good bilateral arrangenent
4 China since 1992, and yet when you look at the greatly
5 ri sing nunber of Chinese arrivals, and sone of them of whom
6 Air New Zealand will be carrying through interconnection to
7 Hong Kong no doubt, but a great many obviously are com ng
8 through other airlines, and I would think that Qantas woul d
9 be at the head of those, and the sanme would go from any
10 other Asian destination to a much nore linmted extent from
11 North Ameri ca.

12 MR CASEY: Thank you.
13 MR PIJIM TAYLOR: The pricing on the London, or the UK Qantas

14 routes into New Zeal and via Asia; would they act as any form
15 of constraint on the pricing on Air New Zealand from
16 Auckl and t hrough to London via Los Angel es?

17 DR STONE: Well, it has nmuch nore |limted capacity via
18 Los Angel es. It also doesn't operate itself beyond Los
19 Angel es, it codeshares on British Airways.

20 MR PJM TAYLOR | understand that, it's just the question of the
21 headl i ne pri ces.

22 PROF HAUSMAN. | can speak to that | think. Let's take Chicago
23 fromthe United States, that's halfway in the country. So,
24 going fromLos Angeles it's approximately 14 to 15,000 mles
25 round trip to Auckland, frequent flyer, you know, that kind
26 of thing.

27 On the other hand, if you go through London from Chicago
28 through Asia round trip it wll be 24, 31,000, so it's just
29 about 2 to 1 in terns of mles, and it's also significantly
30 nore expensive as | can confirmto you as of two weeks ago.
31 MR PIM TAYLOR Sure, | was actually talking about the UK-

Ai r NZ/ Qantas Aut hori sation Conference 22 August 2003



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

DR

MR

Al

985
Infratil (cont)

New Zeal and route either eastbound or westbound and whet her
the Qantas -- the Qantas flights and their pricing would
i npact on the pricing through to London of Air New Zeal and;
not suggesting anybody comng from in the mddle of the
United States.

STONE: The answer to that is, it is not just Qantas. I
calculated just a few years back that | think there were 11
ways in which New Zeal anders could fly to London and no
doubt vice versa. There is considerable conpetition on that
route, or between those two points by a nunber of routes. |
nmean, Japan Airlines, for exanple, at one point was the
price |eader, even although it didn't operate itself to
Auckl and, but it codeshared on Air New Zeal and. So, it
woul d not be just Qantas.

PIJM TAYLOR But you think they act as a constraint on Air
New Zeal and?

STONE: Qantas al one?

PJM TAYLOR: No, no, |'ve overlooked the other flights, but
all these flights, do they act as a constraint on Air
New Zeal and?

STONE: As far as price is concerned? Yes, | think they act
as a constraint upon each other, they must do.

PJM TAYLOR: But particularly on Air New Zeal and?

STONE: | don't see why Air New Zeal and nore than any other.
A lot of these other airlines have daily services to
Auckl and, even if it's by connection through Hong Kong,
Si ngapore or wherever, just the sane as Air New Zeal and does
using its own equi pment.

PJM TAYLOR: Thanks, you've answered the questi on.

Pl CKFORD: Just one nore question on the Fifth Freedom

oper at or s. Are there any constraints in ternms of the
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bilaterals under which they operate in ternms of I|imting
their capacity on the Tasnan?

DR STONE: There are no constraints on the capacity on the
Tasman between Australia and New Zealand. |s that -- do you
mean for Australian and New Zeal and operators?

DR PICKFORD: No, no, for the Fifth Freedom operators? Are they
constrained in any way?

DR STONE: ["'m not privy to the nature of the individual
bil ateral agreements that Australia has, for exanple, wth
the Thailand or Singapore and the |ike -- sorry, Singapore
doesn't cone across, Thailand and |ndonesia, for exanple,
that they appear to be operating daily, | suspect that is
the limt of their, beyond rights that have been nade
avai l able to them but | can't vouch for that.

CHAIR  Thank you for that, Dr Stone. W did wonder if we could
have the copy of your overheads, because | think there was a
bit nore information on the overheads than what we were
given and we'd be grateful if we could have that version of
it.

VMR DAVI D Yes, Madam Chair, we'll provide them directly after
| unch | hope.

CHAIR Now M David, are we conming to the | egal argunents?

MR DAVI D: W're conming to the bit where all sensible people
wi |l probably want to | eave.

|"ve tried in the interests of expedition to put them
into three parts. | refer to these parts as the mad, the
bad and t he | egal i stic, sone woul d say they're
I ndi stingui shabl e.
M5 BATES QC. Wiich is which? Wich is nad and which is bad?
VR DAVI D The comment on conditions that | distributed |ast

ni ght or was distributed | ast night.
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M5 BATES QC. | know you did, I'msorry. Yes, here it is.

MR DAVID: | refer to this as the "mad" because this is the nad
relative in the attic that nobody tal ks about. It's there
but it's inconvenient. | thought M Norris on the first day

had revealed when he said that, basically in response to
your question Ms Bates, that, "Do you agree it would be nore
difficult for Virgin to conpete with the proposed alliance
than with two full service airlines?" And M Norris
replied, yes, he believed that the way in which it
structured the airlines and the undertakings that they put
in place would largely obvi ate that.

And of course there was a lot of coment when the
applications were first nmade that particularly in Australia
to the extent that there was an anti-conpetitive potentia
from the alliance and from the nerger, that this would be
mtigated, if not entirely obviated, by the conditions, the
extensive conditions that the Applicants were proposing to
the conpetition authorities in both jurisdictions.

So what 1've attenpted to do in ny conment on conditions

iIs to identify the limtations, both the legal limtations
and the practical limtations that there are in respect of
undert aki ngs, undert aki ngs and condi tions in this

jurisdiction and the law and practice in New Zealand is
quite different from the practice that has developed in
Australia in this regard.

So, very briefly, the law first. Condi ti ons: The
Conmi ssion may inpose conditions not inconsistent with the
Act in respect of the authorisation for restrictive trade
practices; that is the alliance proposal.

However, in relation to the equity proposal, the nerger

proposal, the Commission can only accept a witten
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undertaking to dispose of shares or assets specified in the
undertaking and there's a particular statutory prohibition
on the Comm ssion accepting behavioural undertakings; it's
undertakings of a kind other than to divest shares or

assets.
Now, |'ve tried, whilst the law seens sinple, in fact
there are a nunber of practical limtations that you have,

and 1've tried to sunmarise those in paragraph 21 of the
paper. That is fist of all, as |I have said, an undert aking
can only relate to the equity proposal, an undertaking can
only be to divest specified shares or assets wthin a
specified tine. The wundertaking nust be defined by the
Applicants thenselves in respect of the equity proposal and
can't be negotiated with the Comm ssion. In other words,
the Applicants have to say what they are prepared to divest
thenselves of, they can't enter into a process of going
backwards and forwards to the Conm ssion.

The next one is a very inportant one that, any condition
that the Conmi ssion does inpose can only relate to the
al I 1 ance proposal.

And while the Conmi ssion does have a seemingly wde
discretion in relation to the kind of conditions it can
i mpose, in fact in its previous decisions the Comm ssion has

said that enforceability is a very inportant consideration.

Now, | add to that in addition to enforceability the
notion of procedural fairness in relation to other
interested parties nust come into play, in other words,

other parties nust have the opportunity to comment on
conditions and the potential effect or clainmed effect of
t hem

The next point that | make is that conditions are |ess
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readily enforceable than wundertakings, and | say that
because the effect of not conplying with a condition is nore
i mediate. |If a condition -- sorry, is less immediate. |If
an undertaking is breached, an undertaking in respect of a
nmerger proposal, the Commission has got the imediate
ability to seek a divestnent order in respect of the
particul ar shares or assets, and probabl y nor e
significantly, the protection of the authorisation itself
arguably falls away because it's not in terns -- the
acquisition would not be inplemented in terns of the
aut hori sation together with the undertaking.

Now, you contrast that with the Comm ssion's ability to
enforce a condition where the Conm ssion nust of course, if
a condition hasn't been conplied with, hold a hearing and
consi der whether or not it's going to revoke or vary the
aut hori sati on. So the consequences of breaching or not
conplying with the condition are far less immediate and
arguably less drastic than the immedi ate consequence if you
don't carry out the divestnment in terns of an undertaking.
So for that reason | say that the conditions are nuch |ess
enforceable than undertakings and, therefore, are |ess
effective in mtigating conpetition concerns.

The final point that | make is of course the fact that
our practice and law is quite different from the
Australians, so the fact that your colleagues or your
equivalents in the ACCC may be persuaded to accept any
condition and attach weight to such condition is by and
large irrelevant within this jurisdiction.

So, having set out the legal limtations on conditions,
| turn to say that enforceability, which you' ve properly

identified in existing decisions as an inportant criterion,
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| agree with you there, 1'd say it's not the only criterion
to which regard shoul d be had.
The other criteria that | say are inportant and the

Conmmi ssion should address is whether or not the condition
that the Applicants are seeking to have inposed upon themis
sonet hing that would be nore appropriately regul ated by way
of specific legislation or indeed sonething that could be
nore properly inposed within another part of the Act itself.

There are several of the conditions that they're
suggesting that are effectively saying "inpose a form of
price control on us". Now of course there is a specific
mechani sm for the inposition of price control under Part |V
of the Act. If the Commission is minded to inpose that kind
of constraint on the Applicants in accordance with their
invitation, it shouldn't do so by way of a condition, it
shoul d do so by way of an express statutory nmechani sm

Anot her criterion | say is inportant is whether or not
there's an ongoing resource commtnent required by the
Commi ssion. Another one is whether -- and a very inportant
one of course -- is whether the condition is enforceable in
practice. Then, the one that woul d seem obvi ous, the extent
to which the condition, if it is accepted, will in fact
aneliorate the concerns that the Conm ssion has identified
in relation to conpetition analysis, and last and by no
means | east -- and Professor Wnston | think was referred to
this hinmself two days ago -- whether the condition itself
created new conpetition concerns in other areas.

Now, having regard to those criteria |I've tried to apply
them and this is not a work of art, it's a matrix that |
think that the Comm ssion should go through, and indeed |

think the Applicants should have gone through in ternms of
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their own presentation to denonstrate whether or not
particular conditions that they are suggesting in fact
conply with those criteria.

In other words, is this a condition that would be better
suited to specific legislation or another part of the Act?
Is the condition one that wll require ongoing resource
comm tment by the Comm ssion? |Is it enforceable? To what
extent in practice does it have the capacity to aneliorate
the particular concern which it purports to address, and
then I ast but certainly not |east, the extent to which it in
fact has the potential to give rise to conpetition concerns
I n other markets.

Now, | say that that is a process that the Applicants
shoul d have gone through and | certainly say that it's a
process that the Comm ssion itself will need to go through,

not necessarily the sane criteria, but criteria of those
kind before it can accept and have regard to and attach any
weight to the kinds of conditions that the Applicants are
proposi ng.

And finally by way of the guidance of past practice and
the precedent effect of this is very inportant, 1've
attached to the back ny analysis of the Conmssion's
previ ous t r eat nent of restrictive trade practice
authorisations; that 1is, applications equivalent to the
al I i1 ance proposal.

You will see there the dates and those few situations
where conditions have been accepted -- and | should say,
|'ve acted as counsel in a nmpjority of these authorisation
applications so I've got a firsthand famliarity of what the
conditions are and what they were seeking to achieve. In

alnost all of them the condition has been inmediately
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enf or ceabl e. The authorisation, the effect of the
authorisation didn't come into effect until the condition
had been conplied with. In none of themis there an ongoing
comm tnment of resource required by the Conmm ssion. I n none
of them is the potential to give rise to concerns,
conpetition concerns in relation to other markets.

The only one that does stray from the pack is the post
recent one, the Draft Determination in respect of the
Pohokura application; | won't discuss that in detail there,
but the conditions that are being sought to be inposed in
the context of that Draft Determnation do rely very heavily
on the Australian experience; in fact, there's a
consi derable passage in the Pohokura Draft Determ nation
dealing with the Australian experience studying what's
happened there, and I would point out as | said before, the
experience in Australia is quite different; there is
detail -- and |I'm sure the Australian |awers present
behind, or to the side or wherever they are, would be able
to say there are quite detailed guidelines in the ACCC s own
website as to the circunmstances in which behavioural
condi tions, enforceable conditions can be accepted or wll
be accepted or inposed by the Comm ssion.

There is on the website a record of all of the
conditions that the ACCC has accepted in practice so, there
is a high degree of transparency in relation to that well-
established practice, it's been on the website or been in
sone form | think since 1995. So, there is a well-
established precedent for the Comm ssion there inposing
conditions, that's not a precedent -- that's not a practice
that there's been in this jurisdiction, there are no

guidelines for the inposition of a restrictive trade
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practice authorisation with conditions equivalent to say the
Conmi ssion's detailed Merger Guidelines its put out.

So, it is very nmuch a stab in the dark. | say that the
Conmmi ssi on ought not to depart from --

BATES QC. A stab in the dark?

DAVID. A stab in the dark for practitioners in terns of what
is likely to be acceptable.

BATES (C. So, what you're saying is, practitioners would
li ke sonme guidelines around to assist them in what is a
potentially huge range of circunstances?

DAVID: No, what |'msaying is, basically, the Conm ssion has
got a statutory obligation to dissem nate about information
as to how it's going to carry out its functions. If it is
going to depart significantly in the way in which it has
previously carried out its functions in relation to
restrictive trade practice authorisations, in relation in
particular to its treatnment of conditions, then there should
be sonme promul gati on of guidelines in that regard.

BATES QC. So it's not a statutory requirenment really, is it?
Just give ne the reference to the statutory requirenent that

we' ve got to do that?

DAVI D: There's a statutory requirenment -- [refers to
docunent].

BATES QC: I"m not exactly saying you' re wong, but |I would
like to be pointed to it.

DAVID: S.25 of the Act. It's an obligation to dissem nate
information with respect to the carrying out of functions in
the exercise of its powers under the Act.

BATES QC. Wiich will make avail able or co-operate in making

avail able information. Gay. |If that's what you're relying

on, | understand your argunent.
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VR DAVI D: I"m not saying that the Comm ssion is remss, |'m

saying that if the Conmission is going to depart radically
from its established practice then it wuld be a useful
precedent -- it would be useful to have sonme guidelines in
place as to howit intends to do so.

CHAI R Il want to followup on that if | can, this notion of

departing from established practice, because it seens to ne
that what is appropriate in terns of conditions nust relate
to the particular fact situation that you are looking at in
the proposal, and | don't know if | can look at that |Iist
where the Conm ssion has nade an authorisation either wth
or W thout conditions and say that it necessarily
establishes what would be the normal practice in this
particul ar circunstance. So, I'm having some difficulty
real |y understanding the argunent that sonehow what we m ght
do here or what we might have done in Pohokura or anywhere
el se sonehow departed from Conmm ssion practi ce.

MR DAVI D | think the point that 1'm naking Madam Chair is

that, the acceptance of wde ranging conditions by the
Comm ssion would be an evolution, a quite -- a very very
| engthy evolutionary step from what it has done previously
in terms of allowng Applicants to argue that they are

containing the conpetition effects of the proposal.

CHAI R I understand the point and the principle, | do
understand the point. But | also think in terns of the |aw
the Conm ssion has a very w de discretion. Qovi ously, we

have to take account of exactly the sort of factors you're
alerting us to, and | don't have difficulty with that, but I
still fail to see how the Conmm ssion considering to accept
conditions necessarily departs in any way from past

practice.
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MR DAVI D: I think what |'m saying is that, because there have
been no «clear guidelines, because there are no clear
gui del i nes and because what the Comm ssion is contenplating
here is a significant departure fromwhat's happened before,
it should be thinking very carefully about the ongoing
consequences for future applications.

CHAI R I'"'m not even clear that the Conm ssion has signalled
t hat it is contenplating anything wth respect to
condi ti ons. I'"'m not sure where you see that in our Draft
Det er mi nat i on.

MR DAVID: It was a reference in the Draft Determ nation to the
fact that the Applicants had put forward conditions and
there was a specific invitation in the Draft Determ nation
for parties to conmment on the proposed conditions --

CHAI R: Yes, and | wunderstand that. | was reacting to your
suggestion that sonehow the Draft Determnation relied in
some way on conditions which, obviously since the Draft
Determination said no to the arrangenent that couldn't
possi bly be the case.

MR DAVID: No, |'mnot suggesting the Draft Determ nation or the
conclusions in the Draft Determnation rely wupon the
condi ti ons. I'"'mresponding to the invitation to comment on
the conditions and i ndeed any ot her conditions.

CHAIR | wunderstand that. Thank you.

M5 BATES QC. W accept there's an obligation to consult on any
conditions that mght be put forward. It should probably
allay your concern, shouldn't it? [Pause]. |If you have the
obligation to bring to our attention --

MR DAVID: M inmedi ate concern, yes.

M5 BATES QC. -- any concerns that you have at that point, why do

you need nore than that?
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MR DAVI Dt It's probably a debate that could be carried on
el sewher e. I think I've made the point, wth respect,
Ms Bat es.

CHAI R Can | just see if our |egal advisors have any further

questions on this point? No questions.

MR DAVID: (kay, that's the "bad" dealt with -- no sorry, that's

the "mad". The bad is ny concern about the form of the
| egal applications, or the legal formof the applications.

And this is basically -- this is a concern that the
Applicants have put together their applications, or nore
particularly they've put together the benefit and detrinment
analysis in relation to their applications as -- and they
have also nade reference to benefits that cone from the
alliance proposal; there's been a lot of reference to all of
the benefits that cone fromthe alliance. There has been no
reference at all to the benefits that relate to the nerger
application, the equity proposal.

| say that the statute is quite clear in relation to an
application for authorisation of a business acquisition.
There is a prescribed form there is a requirenment in that
form that the Applicants can't specify the benefits and
detrinments that will flow from the particular acquisition
and that wasn't done by the Applicants. As a consequence of
that not being done, there was an intertwining of the
benefit and detrinment analysis in their application; that
intertwining flowed through into the Conmission's own
analysis in the Draft Determ nation

It's not a matter of being picky about it, what [I'm
trying to do is say, well, the benefits that relate to the
alliance should be had regard to in relation to the

al I i ance. In order for the equity proposal to be
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aut horised, the Commi ssion has to be satisfied that those

benefits that are clainmed for the equity proposal would not

arise but for the equity proposal. That is, for the nmerger
I tself.

|"d stress, |I'm not saying that the Conmi ssion can't
hear those applications together. It would be a cruel and

i nhuman puni shnment for us to have to go through this process
twice. Wiat | amsaying is that --

M5 BATES QC. And then put the results together.
MR DAVI D: What | am saying is that, to the extent that there

are express statutory requirenents that relate to the equity
proposal on the one hand or on the alliance proposal to the
ot her, regard should be had to those requirenents.

To the extent that benefits are attributable to the
alliance that are not attributable to the nerger, they
shoul d only be counted in relation to the alliance proposal.

To the extent that the conditions that we've just spoken
about mtigate the ~conpetition effects, or have the
potential to mtigate the conpetition effects, those should
only be had regard to in relation to the alliance, because
it's only in respect of the alliance proposal that
conditions can be accepted. The Conmi ssion itself has said
quite correctly in its Draft Determination, the conditions
proposed by the applicant are not structural undertakings,
they are conditions. As they are not structural undertakes
to divest shares or assets they shouldn't be -- they can't
be had regard to in relation to the equity proposal.

What |'ve done is attached as an appendix to the paper
entitled "concerns with the manner in which the applicants
have been handl ed", to our submi ssion, | think it was of the
20t h of June where M Miurray had attenpted to segregate the
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detrinents and benefits that were clained and attribute them
to the appropriate application

By way of anticipating a question along the lines of,
well doesn't the Act allow you to have applications in
tandem like that, there is a provision of the Act that
says -- s.62(7) that says the Comm ssion's allowed to deal
with restrictive trade practice applications dealing wth
substantially the sane matters put forward by the
same parties in tandem together, and intertwined with the
benefits.

I"d point out that that provision is not one that
applies to applications for authorisation of business
acquisitions. Inportantly, s.69B(2), which is the provision
that applies the processes and provisions of the Act
applicable to Conferences for restrictive trade practice
authorisations to nerger applications doesn't refer to
s.62(7).

Now, it certainly doesn't contenplate that a restrictive
trade practice authorisation application and a business
acqui sition authorisation application could be dealt with in
an intertw ned fashion.

M5 BATES QC. It's silent on it?

MR DAVID: It's silent -- unm it's not silent on it, it's just
not there.

M5 BATES QC. Yes, it's silent on it.

MR DAVI D: | think the point is, M Bates, it's an expressed

provision in relation to the ability of the Comm ssion to
have intertwined restrictive trade practice authorisation
appl i cations.

M5 BATES QC. | understand.

VMR DAVI D: That position doesn't apply to nergers and it
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certainly doesn't apply to the m xing of the species.

That concludes ny point in relation to the concerns on
the legal formof the applications.

M5 BATES QC. Can | just ask you this; it's just a practica
point really. |If you separate them out, do you think you'd
come to a different conclusion than putting themtogether?

VR DAVI D: | certainly don't think you' d cone to a different
conclusion in this case on the basis of the analysis you' ve
done.

M5 BATES QC. No, different nunbers | nean. Wuld you cone out
with sets of nunbers which when conbined added up to the
same thing?

MR DAVID. M Mirray's the one that can answer that questi on.

MR MURRAY: It's possible that you could do. VWhat we've tried
to do in just this little quite sinple exanple here was to
say, take the Comm ssion's Draft Determ nation, not debate
what the nunbers are, but say how much you allocate those
between the equity application and the alliance application,
and in sone cases it seens relatively straightforward to do.

For exanple, the cost savings would seemto ne to arise
because of the ability to co-ordinate between the entities
which arises through the alliance application, but aren't
there in the equity application on its own.

Dependi ng on where the nunbers cone out, as you can see
in the sinple table we have at the back, just on that
all ocation get a nuch larger detrinment arising through, with
the alliance application than the equity application.

Where the Comm ssion conmes to when it does its final set
of nunbers may under each of those categories have different
sets of nunbers, and so they may add in different ways, and

so, in theory yes, you could come out with a decision that
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one of the applications was approved but the other was
decl i ned.

Now, it mght be that the Applicants then go on to say,
well, we do not intend to proceed unless we have both
applications approved, but that is a decision for the
Applicants to nake.

M5 BATES QC. | understand.

CHAI R "Il just ask if either Dr Berry or M Rennie have any
further questions.

MR RENNI E QC. You nade the point that in your contention the
equity proposal has not been presented in accordance with a
specified form in the regul ations. You woul d accept that
that's not the position that the Applicants have in relation
to conpliance?

MR DAVID: | understand that, yes.

MR RENNI E QC. Whether you are right or they are right, does it
matter given that s.60(4) enpowers the Conm ssion to proceed
whether or not the <correct form has been filled out

correctly?

VR DAVI D: | think ny concern is, not that they haven't filled
out the form correctly; | think it's a concern that the
ongoing treatnment of the form once accepted; |'m not
ar gui ng t hat t he Conmi ssi on, havi ng accept ed t he
application, shouldn't be dealing with it. [I'msaying it's

the subsequent treatnent of the application that is ny
concern.

MR RENNIE QC: | ndeed. So to put it another way, you accept
that the equity application, or the equity proposal as you
call it, is validly before the Comm ssion and your concern
is not a process issue in the past but a process issue in

the future?
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DAVI D:  Yes.

RENNI E QC: You referred to s.62(7) and the ability of the
Commi ssion in relation to trade practices authorisations to
hold a single hearing and issue a single determ nation when
in fact there were multiple applications with the sane
parties. That provision may sinply declare as a matter of
clarification sonething that the Conm ssion can do anyway in
regulating its process. Wuld you agree?

DAVID. The existence of the provision, an express provision
to that effect arguably inplies the contrary.

RENNI E QC: Except that if you set it against the provision
in relation to flexibility and sinple process and so forth,
the restriction that you argue for would really be in
conflict with both the purpose of the Act and the direction
as to process, wouldn't it?

DAVI Dt No, it wouldn't because that provision to which you
refer allowing for flexibility says, "to the extent that the
Act allows". That says to nme, if the Act expressly provides
something to the contrary the express provision overrides
the general discretion as to informality.

RENNI E QC. But | thought | had understood you to accept that
there is no express prohibition in relation to this matter,

in relation to Conmm ssioner Bates' question.

DAVI Dt I"m not quite sure that | understand what you're
sayi ng.
RENNI E QC: You just put it to nme that the reference to

flexibility is stated to be subject to the provisions of the
Act .

DAVI D:  Yes.

RENNIE QC:  You then went on to suggest there was an express

prohi bition, and ny point to you was | had understood you to
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accept, in relation to Comm ssioner Bates' question, that
there was no express prohibition on proceeding in that way?
DAVI D I"m not sure that that's what | said in response to
Conm ssi oner Bat es.

RENNIE QC. Well, for the sake of clarity, would you want to

state your position now?

DAVI D: I"ve just stated ny position, that an express
provi sion overrides the general provision as to informality
of process. That is ny position. To the extent that it's
i nconsistent with sonething I nmay have said in response to
Conmi ssi oner Bates, that is ny position.

BATES QC. | understand your argunent this way, is that
there's an express condition -- provision that you can do it
with authorisation, there's -- the position on nergers is
silent and, therefore, you say that neans that adds up to,
because it's not expressed, it adds up to the argunent you
can't do it?

DAVI D More than that, it's silent in relation to nergers
but in relation to nmerging nergers with restrictive trade
practices authorisations, where you're talking about
di fferent things, where there is a --

BATES QC. Sorry you're quite right --

DAVID: -- an express provision in the Act that applies sone

of the provisions across --

BATES QC: So, the argunent would be if there is no express
provision to mx the two, then you can take it that you
can't do it?

DAVI D:  Yes.

BATES QC. That's your argunment. |'mnot saying | accept it,
but that seens to be your argunent.

DAVID: Yes, that's ny argunent.
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M5 BATES QC. Do you apprehend it that way?

MR RENNIE QC. Yes, that's fine.

DR BERRY: 1'd just like to take up -- can | just follow up one
line of argument that's been devel oped | think. W' ve got
two applications seeking to rely upon the sane benefits, and
as | took your statenent you're indicating that you ought to
seek to achieve and recognise those benefits in the |east
restrictive way. I'mjust trying to think through how that
may play out where you've got two applications, one
structural, the other in a sense behavioural of the Trade
Practice Act, the nerger.

As | understand your line of questioning it my go
something like this, that if the benefits were obtainable
under the alliance arrangenent the trade practice alone,
that that nmay be a reason to attach zero benefits to the
ner ger because that's not necessary to achi eve the benefits.

MR DAVID: That's exactly right.

DR BERRY: Does that then lead to another question that the
Conmmi ssion woul d have to be satisfied that, for exanple, Ar
New Zeal and woul d have to have other fornms of funding other
than the equity injection from Qantas?

MR DAVID: Air New Zeal and woul d have to have other funding in
the equity injection? And you're saying that the equity
injection itself would be a benefit?

DR BERRY: The Applicants are sinply saying the two proposals
are interconnected and | just question whether the
Conmmi ssion ought just to take it on the Applicant's say so.
It seens to ne an objective assessnment has to be nade on
that issue, but I'mjust searching for what you think may be
the relevant question to ask in assessing whether or not

zero benefits ought to attach to the merger application.
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MR DAVI D | agree that the applications are not intertw ned

sinply because the Applicants choose to treat them as
i ntertw ned. In other words, we won't enter into the
alliance if we're not allowed to take an equity share.
That's not a sufficient nexus, in ny view, to have regard to
the benefits that attach to the alliance and sonehow
transfer them across the equity proposal.

CHAIR Are there any further questions? [No questions].
MR DAVI D: The last is the "legalistic" and at the risk of

inflam ng the Commission, there are -- we say that you have
come to the right conclusions in relation to the Draft
Det er m nati on. As | said, at the outset, we agree wth
alnost all of the conclusions that are set out in the Draft
Determ nation, but we have pointed out on occasion sone
procedural errors that we think the Conm ssion has strayed
into, and we have taken the liberty of pointing themout in
this paper, primarily to suggest that these are matters that
coul d be perhaps avoi ded and that thought be given to them
I[f | just go through them very quickly, the tinetable
extensi ons that have been granted to the Applicants, sone of
which we say don't conply wth the strict statutory
requi rements; by our calculation the alliance application
shoul d have been dealt with by the end of May. There are
good policy reasons why these matters need to be dealt wth
expeditiously. It has been a very long courting between the
two parties; it will be alnmost 11 nonths by the tinme the
final decision's made and of course that does have an i npact
upon other parties in the marketpl ace.
BATES C. Could I just ask you, just by way of
clarification. Par agraph 4.3, what do you say is the date

fixed under s.62(3)? | just wanted to nake sure that | had
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it right. Wat date is the date that you say was the date
fixed under s.62(3)7?

MR DAVI D There wasn't a date fixed and we are arguing --
sorry, we've submtted on a nunber of occasions that a date
ought to have been fixed, and that was done in Pohokura; and
that the fixing of that date triggers a process.

M5 BATES QC Ckay. Thanks. Il just wanted to nmeke it
absolutely clear. And in ternms of any prejudice that you
say, or any bad downside from the -- not having it heard
sooner...?

MR DAVI D: Well, there's the commercial prejudice of course.
You've got an arrangenent in place that is waiting to be
aut hori sed, you've got the parties acting together in the
context of that arrangenent for a very long tinme, you' ve got
the long uncertainty for the marketplace of the arrangenent,
will it be in place or will it won't, you ve got the
deterrent effect on other potential entrants anticipating
whet her they are going to be facing two airlines operating
i ndependently or a very strong alliance, and in terns of
parties interested in the proceedings, of course, the
factual matri x does change over tine.

M5 BATES (C. | accept that. Do you accept that we need to
weigh into the equation the ability of the parties to get
all the -- all of the parties to get all of the information
that is relevant before the Comm ssion?

MR DAVI D Certainly. I"'m not intending to criticise the
Commi ssion in its handling of the applications, but | think
it perhaps indicates the previous matter that | raised, the
intertwining of the applications; if you are going to deal
with themtogether, you need to deal with themin a way that
acconmpdates the statutory requirenents in respect of both
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of the applications.

BATES QC. \Were do you get to the no later than the 27th of
May then? How do you get there again?

DAVID:. The Comm ssion needs to send a notice out to parties
that fixes a date and then there is a tinmeline that runs
fromthat date.

BATES QC. Yeah, but no date was fi xed.

DAVID: No date was fixed.

BATES QC. So how do you get to 27 May? Are you putting in
there what the date ought to have been.

DAVI D: We assune the date of the Draft Determ nation. Ve
say that triggers the process.

CURTIN:  Just in your 3.4, you appear to be claimng that the
Commi ssion has made a procedural error by allowing the
Applicants to cl ai m sonet hi ng.

DAVI D VWhat |I'm saying is that in ternms of the cross-
subm ssi ons and el sewhere the Applicants have pointed to the
Governnent's view as being relevant when in fact there's an
express nechanism available for the transmtting of the
Governnment view to the Commission, that's the Section 26
Statement. W say that that is not sonmething --

CURTI N: | understand that, but how is something that the
Applicants claima procedural error on our part?

DAVI D To the extent that it's suggesting it's an error
what |'m saying is that that should be resisted strongly,
t hat suggesti on.

CURTI N: | understand that point, but | also understand you
to list four things where you claim we have done things
wi t hout due process, and 1'd like to suggest to you that one
of them doesn't seemterribly conpelling.

DAVI D: | would agree, | would agree. It's the haste with
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which | conpiled this in the early hours of the norning.

M5 BATES QC. Just com ng back before we | eave the date issue, |

understand the |legal argunment thing, on prejudice, how
particularly have the parties you represent been prejudiced
by this?

MR DAVI Dt The parties | represent, as | said, at the outset,

are not treating this as an adversarial process, what we're
trying to do is put forward information that assists the
Commi ssi on. A result of extending the process by severa
nonths, by adding in a process of cross-subm ssions, has
meant that we've had to stretch the Iimted resources that
we' ve got even further.

| did a deal with Professor Hausman over there that
woul d make VBA operators proud of ne to get him here, and
we' ve approached this process on that basis. It has
extended it out and the consequences in terns of costs for
all parties has been significant.

M5 BATES QC. Ckay, thank you.
MR RENNI E QC: Just a couple of questions. On the one hand you

seem to conplain that extended time has been allowed by the
Conmi ssion to deal with the matter and on the other hand you
seem to conplain that you haven't had enough tine to dea
with the matter yourself. Is there an inherent

contradiction in that?

VMR DAVI D: I wish there were but there's not. It stands in

Air

stark contrast to the fact that the Conmi ssion's had so | ong

to deal wth the applications -- again |I'm not being
critical -- but the release of confidential information to
interested parties has been quite slow. Indeed, | received
a very -- [refers to docunent] -- a very chunky docunent as

late as last Friday, confidential material that the
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Infratil (cont)

Applicants had submtted at the beginning of the process.
Now, to some extent that may be inevitable, but given
the large volunes of confidential material that this process
i nvol ved, the slow release of that information to other
interested parties has given rise to a difficulty.
RENNI E  QC. Do you accept that the Conm ssion when it
rel eased the Draft Determnation stated that it would be
calling a Conference of its own notion?
DAVI D:  Yes.
RENNI E QC: And for that purpose the Comm ssion had to fix
dates under s.62(6), nanely a date for the Conference and a
date from which to calculate the Conference date under

subsection (3)?

DAVI D:  Yes.

RENNI E QC. It's not then necessary when proceedi ng under
subsection (6) to announce the subsection (3) date, is it?
DAVID: [Pause]. | think it's the reverse engineering of it.

The fact that you omtted to set the date that is the
concern we have.

RENNI E QC: Well, it's nore a matter of your belief that a
date wasn't set, isn't it?

DAVID: Indeed, a date wasn't set.

RENNIE QC. W might just have to differ on that.

Thirdly and lastly, your reference to what you descri bed
as the Governnent's supposed intentions, which | think was
your mdnight drafting point; do you accept that in fact
it's necessary to distinguish between a nunber of separate
el enents connected to the Governnent, the Governnent as
sharehol der, for exanple, the CGovernment as holder of the
Kiw Share, the Governnment as a setter of economc policy

and so forth?
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MR DAVID: Yes, | do. |If the Governnment as sharehol der has got
a view, the GCovernnent as shareholder has had the
opportunity to be present at the Conference.

MR RENNIE QC: The point I'mmaking is to confirm if | have it
right, that in your 3.4 point, that would be raised only in
relation to statenments by the Governnment in the sense of
econom ¢ policy which you say would have to be raised under
Section 26. |Is that correct?

MR DAVI D: Yes, the Governnment as Governnment ought to nake its
Policy Statements to the extent that it is inclined to make

themin terns of Section 26.

MR RENNI E QC. Thank you.

M5 BATES QC: Just one question about the chunky docunent you
recei ved | ast week. Wen did you ask for that?

MR DAVI D: W asked -- we put in a general request for all
information relatively early in the process.

M5 BATES QC. When did you ask for that particular piece of

i nformati on? Do you know.

MR DAVID: When | becane aware of it.

M5 BATES QC. Wi ch was?

MR DAVID: Wi ch was | ast week.

DR BERRY: | just have a couple of further questions but they're

per haps nore of a general nature, they m ght cone at the end
of M David' s presentation.

CHAIR Do you have anything further to present?

MR DAVID: No, that's -- other than to summari se what we say.

DR BERRY: I just had two points of «clarification. In the
subm ssion dated 20 June at paragraph 9.2 you state there
that the pooling of benefits and detrinents inappropriately
obscures the distinct substantive issues relevant to each of

the equity and alliance applications.
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VR DAVI D: Yes.

DR

BERRY: Are you suggesting there that the substantial
| essening of conpetition threshold plays out differently
under ss.47 and 27, or are you alluding to sonething else
t here?

MR DAVID: No, |'mnot suggesting it plays out differently. The

outconme could be different to the extent that conditions are
i nposed by the Commssion that mtigate the conpetition
conseguences. They correlate to the alliance. They can't

relate to the equity proposal.

DR BERRY: | understand. Just going on to that sanme subm ssion

i n paragraph 11.2 you refer to a matter that was taken up by
way of |egal argunments when the Applicants appeared on the
first day. | think you were present when that happened.

l"d just like you to comment to the extent to which you
think it is a particular problem that conditions attaching
to a trade practice application may be used to rectify the

undertaki ng problemto which you' ve referred before?

MR DAVID: | think it's a real potential problemin terns of, if
you ask nme how to drive a horse and cart or a 747 through
the nmerger provisions of the Act, | would enter into a
partial nmerger; if | were a shonky lawer, enter into an

arrangenent between the parties who are not yet conpletely
nmer ged. Say there are conditions attaching to the way in
which |'m going to behave, and say also that the nerger's
not going to go ahead unless the alliance or the arrangenent

goes ahead as well, and seek authorisation for them both.

DR BERRY: But do you think there is any way that the Commi ssion

Air

could fashion its decision in a way to prevent the kind of
m schi ef happening to which you refer? What ki nd of

limting principles mght be attached in permtting
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conditions to be inposed in this case?

MR DAVID: The way --
DR BERRY: At least it's not just conditions, it's the nature of

using the trade practice authorisation.

MR DAVI D I"'mmndful, if we go back to the original, | think
the first of the restrictive trade practice authorisations
that | listed there, the one to do with the Wakatu freezing
works where -- it's alnost the other way around -- there

was, a freezing conpany fell over and the assets of that
freezing conpany were sold to one or other of the remaining
pl ayers in the industry.

The Conmission quite -- and then there was a desire on
the part, because all benefit from the reduction in
capacity, there was a desire on the part of the renaining
conpanies to share the costs of the acquisitions. And the
Commi ssion quite correctly said in its decision, the nerger
applications or the acquisition applications only allow for
the buying of the assets, they specifically don't allow for
any sharing of benefit, any sharing of cost, any ongoing
behavi our. There's a quite careful prescription as to what
was allowed in ternms of what.

So the analysis was carried out separately and a
decision was quite carefully tagged as to what the
aut hori sation of restrictive trade practice allowed and what
the acquisition clearances all owed for.

| think that kind of approach, that kind of untw ning
and a quite careful tagging of what is permitted from what,
and what conditions can mtigate what, and in particular
what are the consequences if those conditions are not
conplied with, is probably the best approach.

DR BERRY: Thank you.
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Infratil (cont)

STEPHEN: M David, | have just a couple of questions on the
matter of confidential information, and in 5.1 of your paper
you say, "an extraordinary volune of information has been
withheld from interested parties under the guise of
confidentiality". And you go on to say, "this lack of
transparency has been highly prejudicial to the ability of
interested parties as not being able to justify legal and
economc -- sorry, justify significant |egal and econonic
assi stance to give properly informed and structured comrents

to the Conmi ssi on".

CHAI R Coul d you speak closer to the m ke; people are having

3%

23

23

troubl e heari ng.

STEPHEN. Sorry. Did you hear mny start?

DAVID: | heard the start.

STEPHEN: Thank you. | just wanted to check that you weren't
in this statenment suggesting that the Conmi ssion had
I nproperly --

DAVI D:  No.

STEPHEN:  Good. I mght finish the question so it's on the
record. | could say anything at all, couldn't 17?

DAVID:  You probably will, M Stephen.

STEPHEN: That the Commi ssion has not inproperly applied its

m nd, or indeed done anything untoward in relation to the
wi t hhol ding of appropriate information on the basis of
confidentiality?

DAVI Dt No, what |'m saying, what | was intending to inply
there was that, having to deal with extensive requests for
confidentiality, having to depart indeed from the usual
prescriptions and wusual approach to confidentiality has
i nposed a burden on us to the extent that we do have limted

resour ces. That's what that was intended to inply.
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Certainly no inpropriety or anything el se on the part of the
Conmi ssi on --

STEPHEN: ['ll pick up on the theme that Conm ssioner Curtin
was suggesti ng. It's not your suggestion in that that this
was a procedural error on our part?

DAVI D:  No.

BATES QC: Can you tell me if you think that you have not
been able to present your case as fully as you would like to
have?

DAVI D W woul d have been advantaged by earlier access to
nore of the material. W would have been advantaged by not
having to have detailed discussions as to the form of the

confidentiality undertakings we took at the last mnute,

yeah.
BATES @C. I|I'mtalking in ternms of what you' ve actually been
able to present. Are you happy that you have been able to

tell us everything you want us to know?

DAVID: W've done our best to assist the Commission to the
extent that we're able to, given our linmted resources.
BATES C. Yes. So, if you didn't have such limted
resources, you may have said nore?

DAVID: Quite possibly.

CURTIN: | further put it to you that nore is nore.

BATES QC. No, less is nore.

DAVID: Mre is |aud.

BATES QC: So, just to summarise where | think we get to
anything that you may have had a concern with pre the Draft
Determination is not something that you want to pursue
because you agree wth the conclusion in the Draft
Det er m nati on?

DAVID: W agree with the conclusion, yes.
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M5 BATES QC. And so anything that you have raised that took
place after the Draft Determination is sonmething that you
want to take further, or just bring to our attention?

MR DAVID: |I'mbringing it to your attention at the nonent.

M5 BATES QC. At the nonent. So, is there anything that you
think is worthy of taking further? |Is there anything that
gives rise, from what you've put forward, is there anything
that you think would give rise to a review?

MR DAVID: | wouldn't want to hypot hesi se.

M5 BATES QC. Preserving your options. Gkay, | think that's it.

MR DAVI D: Thank you Ms Bates.

CHAIR Can | just, M David, before you sumup, | just want to
assure you there was no risk that you would inflanme the
Conmmi ssion by submitting to us on these matters.

M5 BATES QC. No.

CHAIR  And we always have these matters raised to us, and we'd
prefer that they are raised so we can consider them So, |
just want to assure you on that point.

MR DAVI D: I"m grateful for the Comm ssion's tolerance, Midam
Chai r.

CHAIR No tolerance required. Please proceed with the rest of
your subm ssion

MR DAVID: Yes, well I'Il nercifully be brief |I hope. [It's just
to try and bring together the threads of what we've said
over what was a longer tinme than |1'd anticipated would be,
and to pick up on that thread a bit nore | suppose; since
the applications were nade and the date of the Draft
Determ nation tinme has passed, there has been the prospect
of fringe entry by the Fifth Freedom carriers, there's been
the advent of Air New Zealand's Express service and the

prom se of the Tasnman Express. At the nonent Qantas and Air
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New Zeal and do seem to be acting conpetitively towards one
anot her, and as has been observed by Comm ssion nenbers, the
threat of entry by Virgin Blue does seemcloser than it was.

The reasons for the alliance to counter the potenti al
killer effect of that entry is sonething obviously that the
Commi ssion will be wanting to play close regard to.

So the points that | would make is that, the Applicants
propose that the nmerger, while giving them over 90% of many
of the markets in which they operate, wll not adversely
i mpact upon the New Zeal and donestic nmarkets or the Tasnan
markets, as is the threat to conpetition fromVirgin, but as
we've pointed out, Virgin has been in discussions in
relation to entering these markets for over 2 years. The
Virgin Blue's representative said that he was promsing
not hing, that they are looking at all of their routes before
depl oying any capacity and that they'Il add that capacity
over tine.

But even if Virgin Blue were to cone, there has to be
consi deration given as to the scale of that inpact as the
Virgin Blue representative said, cheap Sydney-Auckl and fares
will have little flowon effect to other routes. He
directly contradicted the assertions that the Applicants
have made when they said that a VBA entry would have w de
ripple effects. The Virgin Blue representative said that
airlines manage the cheap flight seats on a route-by-route
basi s.

M Wal ker for us explained that the notion of full
service airline domm to a VBAis a continuum Virgin Blue's
categorisation as a VBA doesn't necessarily give it an
intrinsic advantage over Air New Zeal and, which is

cat egori sed as a VSA
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So | suppose generally in relation to the threat of
entry by Virgin Blue, we say the Comm ssion nust have regard
to its own "let's test" that is the |likelihood, the
ext ensi veness, the tineliness and the sustainability of
entry by Virgin Blue. 1Is it going to be here long-tern? |Is
it going to enter in a way that provides effective

conpetition in all of the areas in which the existing
airlines, the Applicants currently operate? But | don't
just nean the geographic routes. As we heard from

M WAl ker, the VBAs tend to grow the mnmarket rather than
satisfy existing demand.

| agree with Professor Hausman, we don't want to get
into the detailed analysis of whether they are separate
markets, but in assessing the conpetitive inpact of Virgin
Blue, the possible entry of Virgin Blue do give sone
consideration to whether or not that's going to provide an
effective constraint right across the spectrum of the
services the existing airlines operate.

But even if Virgin Blue does satisfy the Iikelihood,
ext ensi veness, tineliness and sustainability of entry, even
if there is sone inpact from them we've seen from the
evi dence that Professor Hausman has brought before us, even
assum ng that there are very considerable adverse
conpetition effects; even taking the best case scenario,
that is taking Virgin Blue's entry as |ikely, extensive,
tinmely and sustainable, even then the conpetition effects of
what the Applicants are proposing does give rise to very
substantial detrinents.

And as we've denonstrated in terns of the economc
nodel ling that's been done, there is still very considerable
doubt as to whether the benefits clained by the Applicants
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in fact will conme home to roost.
Madam Chair, nenbers, it's been a lot |longer than we
t hought we would be here. W thank you again for your
I ndul gence and we wi sh you well with the task that we say is
very very daunting but ought not to be difficult.
CHAIR  We'll talk about that at some point, |'msure.
M5 BATES QC. |'msure they all say that.
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CHAIR It's now left for nme to thank Infratil for providing the

Commi ssion with access to a great deal of industry and
econom ¢ expertise and al so extensive |egal opinion.

There's no doubt that the Conmi ssion does benefit very
consi derably when parties who are affected by a proposed
arrangenent help to test the proposals and submt to us, so
once again we're grateful to you and | thank each one of
you.

| propose now to break for lunch for one hour. Wen we

return the next session will be with @Qullivers Pacific, and
at the beginning of that session | wll update interested
parties on how we will proceed through to the end of the
hearings. So at this tine | will adjourn for lunch. Thank
you.

Adj our nnent taken from 12.05 pmto 1.12 pm

* k% *

CHAIR I'd like to reconvene the Conference now, and before we
start the next session | said | would update all interested
parties on the process from here. W have updated the

timetable to allow for the overruns in tinme that we' ve had

up to this point. | do appreciate the parties that have
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agreed to nove their presentations to Mnday instead of
t oday. This should allow the Comrission to fully consider
subm ssions fromall parties.

W will continue to ask parties to try to keep their
subm ssions brief to allow sufficient time for the
guestioning, but note that we don't want to do that to the
extent that it sacrifices the opportunity for parties to

focus on the key points that they want to nake to us.

The plan is from now until 3 o' clock that we w Il hear
from Qullivers. At 3 o' clock Oigin Pacific; 3.30 there
will be an afternoon tea break; 3.45 we'll continue wth

Oigin Pacific; 4.15 Christchurch Airport; 4.45 CTU and
EPMJ, and with a proposed finish tine today of 5.15.

On Monday the plan will be to start at 9.30 with Bon
Voyage; 10 o' clock TAANZ; 10.30 Save New Zealand -- Air New
Zeal and; 11 o'clock norning tea; 11.15 the Consuners
Institute; 11.45 Invercargill Airport; 12.15 lunch; 1.15
Pol ynesian Airlines; 1.45 Junpjet; 2.15 we wll then have
the Applicants' reply wth a proposed closing of the
Conf erence at 3.45.

So, that is the plan as of now Are there any questions
on that before we proceed? [No questions]. The revised
timetable is being produced for people to take away; it
shoul d be avail able shortly.

l"d now like to welcome @ullivers Pacific and ask them
to please introduce the people who will be presenting, and
ask you to proceed when you' re ready. Thank you.

* k% *
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PRESENTATI ON BY GULLI VERS PACI FI C

MR BAGNALL: Thank you Madam Chair and Conmi ssioners, |'m Andrew

Bagnal |, Mnaging Director of @uillivers Pacific. I  have
extensive travel interests in both Australia, New Zeal and
and in the markets of wholesale, leisure corporate and
travel technol ogy. Wth nme today is Kathy O Connor, Chief
Executive of our technology interests; Professor Hazl edi ne,
Prof essor of Economics at the University of Auckland who
wi Il be speaking on the nodelling and econom c anal ysis, and
Ral ph Lattinore together wth Sinon Hope from the
New Zeal and Institute of Econom c Research who are here to
answer any questions the Conm ssion may have.

It has been an interesting week for me hearing so many
experts with differing views of the changing world of
avi ation. Wat | wll share with you is ny practical
experience accumulated over nore than 30 years in the
i ndustry.

W have heard from both M Norris and M Dixon that the
airline industry is in a crisis and that an anti-conpetitive
and an alliance should be pernitted. Well, | can assure
them that this industry has never stopped changing or
evolving since the day | started. Change is nothing knew,
it is part of the environnent.

We have heard people talk about connectivity, point-to-
poi nt routes, LCAs, VBAs, FSAs, and the USA and European
experiences. VWhile there is very little certainty in this
world, what | can state wth certainty is that the
Australian and New Zeal and nmarket is very different to the
domesti c USA and Conti nental Europe.

The obvious difference 1is population, in density,
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nunbers, econom c wealth as well|l as geographic position and
t he nunber of airline suppliers.

Over the years | have seen nany airlines cone and go as
they struggled to conpete against both Air New Zeal and and
Qantas in their respective donestic, USA and Tasman routes.
These include the major airlines of Pan Anerican, Anerican
Airlines, Continental, United Airlines, together with the
Eur opeans such as UTA, Canadian Airlines and one of the
bigger of all, British Airways. Together with the LCAs that
have been here of recent tines, Canada 3000, Kiw , Conpass
Mark | and 11, Inpulse and others. If Air New Zeal and and
Qant as have managed to outlast these carriers individually,
it is thought provoking to consider the inpact of Qantas and
Air New Zeal and working together with the conbi ned resources
to send off the mnor remaining incunbents.

But just as inportantly, the fear nust be with us that
they wll deter any future potential international or
donestic conpetition from entering. G ven our respective
geographic positions at the bottom of the world we just may
not have a long list of suitors.

The real challenge for the Applicants | suggest is to
get their own efficiencies under control, |ower prices and
optimse long-term revenue yield from the market while
conpeting strongly and rationally. | have been rem nded
constantly t hr oughout t hese proceedi ngs t hat new
efficiencies conme through innovation which has always been
the child of conpetition, not the reverse.

There has been nmuch discussion this week on the inpact
of the alliance on the various markets identified by the
Commi ssion and it is clear to me from ny experience that

there would be a substantial |essening of conpetition in a
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nunber of these nmarkets. Virgin Blue has identified that
this segnentation may be too broad and they would only
consider a route-by-route basis which is how nmany LCAs set
up busi ness. However, in looking at the markets that the
Commi ssion has identified, we wuld nmake the follow ng
observati ons:

Provincial markets are likely to see a substantial
| essening of conpetition. Oigin Pacific have made it clear
they could not survive on many of their routes w thout their
ongoing feed and support from Qantas and their alliance
partners.

Virgin Blue has confirmed it is unlikely to enter this
market. Wth regard to the main trunk, there has been a | ot
of discussion about Virgin Blue's entry. If the gestation
period to date is any indication, this egg my never be
hat ched, but possibly their entry may depend on the results
of the forthcoming IPO  Time will tell

| suggest an unl eashed Qantas may be a better and nore
effective antidote to any perceived |ack of conpetition bass
as | recall Qantas has its newy born JetConnect of 7
aircraft about to becone 8, with all of its required LCA
infrastructure, including airport slots, termnals and AQOCs
in place.

For the Pacific, the alliance will deliver a nonopoly on
Pacific routes to the mjor destinations of Fiji, Cook
Islands, Norfolk Island and Hawaii which are already
operating at a significant price premum over nore
conpetitive routes.

This particular market produces nore revenue at a higher
yield than the Trans-Tasman for Air New Zealand which is

wher e di scussion this week has focused.
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United States, the alliance will deliver a 100% nonopoly
in services wth an associated likelihood of nonopoly
pricing which will be detrimental to our in-bound tourism
exporters and travellers.

For Asia, the alliance will have a nonopoly to Japan and
confirma duopoly reginme to Hong Kong and Si ngapore.

For international, we have heard that Air New Zeal and
has capacity <constraints on its London routes and,
therefore, we can only assune that this has enabled a higher
yield to be obtained and greater profitability on this route
which is so inportant to our tourism and which is a great
feeder to the USA and Pacific.

Turning back to the Trans-Tasnman, where our focus has
been. Much has been talked about this little stretch of
water and its inpact on the proposed alliance. I[f it is
true that a 5% market share by LCAs results in a substantia
reduction in price, then the Trans-Tasman is already there
as Freedom has for the last 18 nonths taken in excess of
mar ket share -- sorry, 8% market share.

Furthernore, it has been alleged that the Fifth Freedom
carriers significantly influence pricing on the Trans-
Tasman.

My 30 vyears of experience says this is not quite
correct. Over the years | have seen many airlines cone and
go on the Tasman. From the biggest in the world, we've
already said Pan American, Continental, United Airlines to
the latter Asia experinents and VBA start ups, including
Korean, China Airlines, EVA, and Kiw and others. At al
times the standard nodus operandi has been to price a few
dol l ars under the incunmbents Qantas and Air New Zeal and.

As far back as the 80s, if the price was $950,
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Continental Airlines would be $899 to $930, $20 to $50 bucks
under what the incunbents charged. |If the price dropped to
$400 Continental would drop from $349 to $380, simlar price
mar gi n. This has not changed in the 20 to 30 years | have
been in the business.

It was not just Jload factors or vyield, but nore
significantly corporate head office decisions in many of
these cases that ultimately took these airlines out of the
market. This is a problemfor our area of the world.

Referring to the table, you can see that in 2002 Fifth
Freedom carriers provided 4.4% of flights on this market,
8.5% of seats, yet carried less than 4.8% of passengers.
Then, as of now, it is the two mgjor incunbents, Qantas and
Air New Zeal and that set the price and dom nate the narket
with a market share of 95% of flights, 91% of seats and 95%
of Tasman origin destination traffic. Prices rise and fal
according to the actions of Qantas and Air New Zeal and, not
because Fifth Freedom carriers have forced the issue.

Wiile the share of capacity is inportant in considering
conpetition, the scheduling problems facing Fifth Freedom
carriers are not superficial, and in the main are difficult
to rectify. Quite sinply, while Fifth Freedom carriers have
the price and product quality, they do not have the timng
of departure required for nuch of the Trans-Tasman passenger
mar ket . Unless the aircraft is based in New Zeal and, it
must overnight, to access both the prem um business market
and the |eisure passengers who want to maxi m se this holiday
tinme.

This issue may be of concern to any possible Virgin
i npl ementation plans as there are difficulties in attenpting

to use the sane aircraft for international and donestic
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operations, given fundanentals such as separations of
termnals, and the differing Gvil Aviation requirenments for
domestic and international flights.

Table 2 illustrates the | oad factors achi eved by vari ous
airlines on the Tasman for the year ended June 02. It is
clear that Qantas, Air New Zeal and and Freedom are head and
shoul ders above all other carriers. In fact, with |oad
factors for both Qantas and Air New Zeal and at or exceedi ng
75% these would be routes and |oads the envy of the FSAs
and LCAs worl dwi de. Wereas, the Fifth Freedom people on
this market operate at approxinmately 45% 1 oad factor.

In April 03, the figures aren't on the graph because |
have the one nonth figures for April, we can find that
Qantas and Air New Zeal and have increased their |oad factors
from 75 to 78% Qantas has gone from 79 and held it at 79,
and Freedom has gone from 73 to 76% while at the sane tine
the Fifth Freedom carrier of China Airlines is gone, Garuda
has dropped from 46 to 32% Thai has gone from42 to 40% and
the new i ncunbent, or I won't say incunbent, the new venture
by Mal aysian on a Trans- Tasnman produced a |load factor in the
nonth of April of 18.7%

It is also a reflection on the conpetitiveness of the
existing fares as nmuch as the brand strength and dom nance
of Qantas and Air New Zealand in the Trans-Tasnan market
that the inpact of the Fifth Freedom carriers has been so
mninmal. Fare conparisons indicate that the current Trans-
Tasman offers are little different on an RSK basis to those
offered by LCA s around the world.

Despite assertion to the contrary, it is clear to date
that there is and has been no effective conpetition on the

Trans-Tasman route to the domi nance effected by Qantas and
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1 Air New Zeal and both individually and collectively, and that
2 the current efficient pricing is the result of conpetition
3 bet ween Air New Zeal and and Qant as.

4 If an effective duopoly produces this result, the
5 addition of Virgin Blue should add further to the consuner
6 benefit, whereas Virgin Blue versus an alliance would be a
7 nockery, as New Zealand and Qantas deploy a fleet on the
8 Trans-Tasman with nore aircraft than Virgin has or will have
9 in total including its whole Australian operation.

10 CHAIR Can | just clarify one thing. SJ?

11 MR BAGNALL: That's Freedom

12 CHAIR That's what we thought. Maybe we should know those
13 things by now, but it's hard to renenber them thank you for
14 t hat .

15 MR BAGNALL: As to comments regarding on-line versus inter-line

16 i nplications which we have heard a bit about, ny observation
17 as to the outcones between on-line and inter-line
18 arrangenents in this area of the world is contrary to
19 Professor WIllig in that the arrangenents depend on the
20 prices demanded by the airline participants.

21 For exampl e, Auckland to London is often cheaper inter-
22 line than on-line as one party is prepared to accept a | ower
23 price for their appropriate sector.

24 As to Qantas Holidays: There is considerabl e doubt that
25 Qant as Hol i days woul d be able to generate $50, 000 additi onal
26 in-bound tourists to New Zealand on the basis of its
27 proposed initiatives. Qantas Holidays is focused primrily
28 on donestic and out-bound Australian travel. Thi s
29 represents approximtely 85% of their total business. They
30 woul d be attenpting to generate a significant increase in
31 tourismin a market where they are not a specialist and rely
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substantially on third party assi stance.

Qantas Holidays proposes to achieve this increase in
tourism through outlets that are not exclusive to them and
where they currently achieve |l ess than five sales per annum

Qantas Holidays also requires, as a prerequisite to
this, preferential fares exclusive to Qantas Holidays. | am
not an expert on in-bound tourism but | do know from ny
Australian investnments that Qantas Holidays has dom nated
the Australian narket because of its wunique fares nade
available to it by Qantas to the detrinment of every other
i ndependent whol esal er.

The I T platform Cal ypso described by Qantas Holidays as
key to their success and uni que system which Air New Zeal and
woul d not have access to is in fact a cormmercially avail abl e
sof tware product. It is also the tourism system used by
@l l'ivers and which has been offered to Air New Zeal and, and
this offer still remains open.

Finally, |1 can confirm that we support the Comm ssion's
Draft Determination and wsh to thank them for the
opportunity to attend this Conference.

This concludes ny presentation and | wll now handover

to Professor Hazl edi ne.

CHAI R Thank you for that presentation, M Bagnall, and 1'd

just like to see if we'd like to take sone questions before
we proceed, if we can.

| mght go first and then 1'Il pass over to ny
col | eagues. You conmented on the provincial routes and what
m ght happen to Oigin Pacific, and I wonder if it mght not
be reasonable to assune that Oigin Pacific probably would
devel op sone sort of relationship with Virgin Blue if it

entered, and if that's correct how significant is the
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concern in the provincial markets?

MR BAGNALL: | cannot speak for Oigin, but if | recall,

M Huttner made it very clear that his nodel, under Virgin,

was not into connecting with anyone.

CHAI R But they will still need to get feed from sonewhere

presunabl y?

VR BAGNALL: Again, M Huttner made it very clear; that wasn't

the rationale. The route wouldn't stand up by itself. They

weren't interested in going there.

CHAIR | just wanted to conme on to the Fifth Freedom carriers,

MR

and we've heard a | ot of subm ssions about the carriers sort
of comng and going, but | guess as long as they Kkeep
com ng, whoever they are, they nust provide sone constraint.
Does it really matter if it's unstable in the sense that
it's different players all the tine, as long as they are
t here?

BAGNALL: | accept that they wll always provide sone
constraint on sone flights and sonme timngs, but part of
what the objective of this was to denonstrate that the
constraint was not nearly as substantial as what had been

asserted in a nunber of the subm ssions.

CHAIR  The other question I had related to your comments about

the position of Qantas Holidays in Australia. | took it
from that concern possibly that they would achi eve the sane
position in the New Zeal and market, and | guess the question
really is, as long as custonmers are getting the benefit of
those cheaper fares should it matter to the Commission if
they are able to achieve that through their -- through
what ever neans they achieve it as long as it's not in sone
formanti-conpetitive?

VMR BAGNALL: No, the issue | have there, if they effectively

Air
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have an exclusive right, ny belief would be that the
consurmer would not get the benefit because a substanti al
proportion of the out-bound routes over which they wll
operate out of New Zealand wll be a nonopoly. That
position is not nearly substantial in Australia. There are
few nmonopoly routes from Australi a.

MR CURTI N: Thank you, 1'd like to talk about the IT platform

MR

that Qantas Holidays have or have not got, because it's --
I'"'m not -- | accept what you say, but it's at startling
variance with what we were told earlier in the week. I
distinctly renmenber Qantas Holidays telling us -- and |
t hought they had done it -- that they were on version 46 of
their software and were building a web enabled thing and I
got quite a strong inpression, perhaps wongly, that this
was a kind of proprietary good oil product that was a
wort hwhile thing to have.

BAGNALL: On the contract that we have with the tourism
technol ogi es, which is the conpany which owns the software,
every party to that software, and it's not an unusual
contract, as they update and input additional applications
and additional bits and pieces and fix it, that is nade
available to all parties who buy the -- who are contracted
and either | ease or have bought the software. So that we're
entitled to any upgrades that Qantas do to it and vice

ver sa.

MR CURTI N: You say it's offered to Air New Zealand and the

offer still remains open. If it's an inportant elenment in
assenbling and keeping track of holiday packages, and |I'm
quite prepared to believe it is, | just wonder why Air New
Zeal and haven't adopted it or sone other system

MR BAGNALL: So do we.

Air
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MR CURTIN. Well, would you care to sort of develop that is bit?

MR

| mean the Applicants can speak for thenselves, but...
BAGNALL: | can only tell the Comm ssion that we were asked
to make a major subm ssion, off the top of ny head August,
Septenber |ast year, to potentially handle all Ar New
Zeal and Hol i days, and we have not heard anot her word.

MR CURTIN. The reason |I'mpressing it is for two reasons; one,

MR

it doesn't stand -- not reflecting on anybody's truth
situation -- but it stands at quite variance wth that
previ ous understanding, and secondly, the $50,000 tourists
are one of the bigger noving nunbers in the assessnent we've
got to nake.

So in your opinion, how inportant is the back office IT
pl at f or n®? If you want to get into 50,000 new tourists
com ng through packages you've assenbl ed, and there would be
a nunber of elenents, brand and price and God knows what,
mar ket research, and a back end.

Wuld you care to tell us a little bit about how this
mar ket works and the relative inportance of the bits you
need to nake a go of it?

BAGNALL: You need sone form of tracking mechanism and
accounting nechanism to handl e the business, both to act as
a job card effectively for the custoners. You need an
interface into a reservation system for whatever supplier
you want, that's by both hotels, airline seats, other supply
connectivity, you need to be able to produce itineraries

It is helpful to have that on-line to your custoner base

that's a speed of issue but not essential.

| can't be sure as to how Qantas plan to market this
product in other areas. That's an issue for what their

relationship is; people on the ground, how nuch nopney
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they're prepared to spend to get at it, or what whol esalers
or retailers they are using in other narkets.

| do know that if they start wundercutting direct in

other markets their existing wholesalers will be sonewhat
upset .
CURTI N: | appreciate that too, that you've probably got to
manage it with other distribution channels, | understand
this.

This platform Calypso, could | turn up in the norning

and buy Cal ypso from soneone?

BAGNALL: Yes.

CURTIN: O her than you?

BAGNALL: Yes. It's not just Qantas and us; |'mnot sure how
many they've sold, but to the best of ny know edge British
Airways have it now, Singapore Airlines, Ansett Australia
used to have it. There are a nunber of parties that have
that, both big and small.

CURTI N: | nean, what you would pay by way of licence fee
would have to be your own affair, but would it be a
substantial barrier to entry to sonmeone interested in this
mar ket ?

BAGNALL: For a business with about $1 billion worth of
shar ehol ders funds, no.

CURTIN: Ckay, thank you.

BATES QC: Just sonething | didn't catch properly on the
Pacific routes that you were tal king about. You say there'd
be a nonopoly in Fiji, the Cooks. Isn'"t there presently a
nmonopoly in the Cooks?

BAGNALL: Of the top of ny head, Polynesian occasionally
flies in and out, | can't recall exactly, but --

BATES QC: It's nostly in Air New Zealand, isn't it?
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BAGNALL: Yes, it is. It's predomnantly Air New Zeal and.

BATES QC. So, at the nonment Qantas flies into Fiji?

BAGNALL: Through Air Pacific.

BATES QC. And who flies into Norfol k?

BAGNALL: Well, Qantas does from Australia and Air New
Zeal and does from New Zeal and.

BATES QC. But Air New Zealand is the only one that goes from
New Zeal and?

BAGNALL:  Yep.

BATES QC. And Hawaii, who goes from New Zeal and to --
BAGNALL: Air New Zealand. And | can go via Australia if |
want to go via Qantas.

BATES QC. But Qantas doesn't fly from New Zeal and to Hawaii ?

BAGNALL: Not directly, no.

BATES QC. So, that doesn't seemto ne there will be nuch
change.

BAGNALL: No, not nuch change; it just establishes that it
certainly won't change.

BATES QC. The bit | didn't catch, you said sonething about,
that it was -- did you say it was nore significant business
in the Tasman? Did | hear you correctly?

BAGNALL: On the breakdown in the Air New Zeal and annual
report, June 02 on the anobunt of volumes -- of sales they
get from different markets, if | recall <correctly, the
busi ness that they achieve fromthe Pacific is greater than
what they achi eve on the Trans- Tasnan.

BATES (C. Just turning to the 50,000 additional tourists
questi on. Were did you get your figure that it was 85%
of --

BAGNALL: There's a figure in, | think the part of the

ori gi nal subm ssions, about 166,000 in-bound tourists into
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Australia that Qantas Holidays handles and el sewhere they
state that Qantas Holidays handles just over 1 mllion
passengers.
BATES QC. What they have said to us was, well 50,000
additional tourists isn't really very nuch when you consi der
the total nunber is 2 mllion, sonething like that -- |
think it was 2 mllion tourists into New Zealand -- would
one of you gentlenen know the answer to that?

No? We'll just assunme that's right, and put that way it
doesn't seem a |ot. So, why do you think it would be so
difficult for it to --

VR BAGNALL: If it was that easy Air New Zealand would have

taken an extra 50 every year it possibly could for the I ast
10 or 20 years. It's a lot nore difficult -- every |ast
passenger that you get from |l ong haul markets take nore and
nore effort to get the | ast passenger.

M5 BATES QC. So, are you basing that on your own experience?

MR BAGNALL: Very very nuch on own experience. W get pushed

Air

every year by our various airline suppliers to increase the
amount of business we tip into whatever the appropriate
bucket is, and | <can assure you that it is extrenely
difficult to push additional -- to get addi ti ona
passengers, and particularly it's very very hard if the
conpetition from the suppliers is not there, and it's not
just a matter of pricing.

If you look at the figures for year 01 and 02 for
donestic travel within Australia, that in actual fact the
nunber of passengers travelling donestically wthin
Australia actually dropped, if my menory's right for 02,
that was during, of course, the debacle with Ansett. But

the m nute you | ose nunbers of participants, you actually --
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anecdotal evidence would say that you drop a nunber, you
will drop a certain anount of business. So that three
players at the sane price each pushing their marketing
strength, their frequent flyer clubs, all the other issues,
will actually generate nore business than any two players
normal ly in that market.

CURTI N: Backtracking a little to the Fifth Freedom
operators, sorry to take you back again; | hear what you say
about the price a dollar cheaper than the FSA on the route,
and | know there's a table sonmewhere in the NECG material
that showed the current fares Trans-Tasman when Air New
Zeal and was being, | think, shown as 499. There were a
bunch of them around 499, there was even one over 499 from
menory.

But there were a couple of others that were doing sort
of the 299s and the 399s, and we've at least read in the
papers the Emrates initiative and what have you. | just
wanted to confirm or otherwise from you whether you think
that traditional just a dollar wunderpricing is going to
continue as a rule of thunb, or whether it's got a bit nore

aggr essi ve?

MR BAGNALL: | nean, | can't forecast the future, | can only say

what | have observed from a very close look at it and
intimate involvenent in it over the last, going on 30 years
now, and, it varies.

| nmean, you have an airline say |like Royal Tongan who
does one flight a week, | don't know what it's timng is
from Auckland; it's probably an awkward tine and there's
probably an uncertainty, depending on what the king wants to
do, whether it's going to conme back on the day it said.

So, you have different issues that attach to each
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carrier, and you have a different type of ethnic --
particularly with a lot of Asian carriers coming into the
mar ket pl ace that get a different form of loyalty, and
depending on how far and hard that they are pushed by the
di stribution; because nost of these carriers operate through
a ticket consolidator or what we call a variant part of the
tour whol esal i ng operation, and those parties have to make a
judgnent call also as to how nuch effort and wei ght they put
behi nd pushing these carriers.

Because, we have been left -- and one of the
uncertainties with carriers leaving the market is, when they
do leave the market, often it's at pretty pretty short
notice, and the parties who have been instrunmental in
selling them often get left picking up a lot of little
babi es of |osses, unaccounted for revenue and those sorts of
i ssues, plus a lot of very unhappy custoners.

MR CURTIN. Thank you.
MR PJM TAYLOR  Just to finish off on Fifth Freedons perhaps; do

you have a view on the extent to which any constraint the
Fifth Freedons may have on the Auckland route would also

have on Wl lington and Christchurch?

MR BAGNALL: | tend to take M Huttner's viewpoint, which | know

is not quite followed by the incunbent parties. I think
those are virtually mutually exclusive, but you do get a
how of protest. Whether that flows over to say, if you
don't lower the prices from Christchurch to Sydney we wil|l
use an alternative airline on our next trip to London... |
think those are the issues, it's the potential threats that
that has, but that's a pricing issue, not a Fifth Freedom

i ssue.

MR PJM TAYLOR It's a flowon fromthe Fifth Freedom though
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isn"t it?

VR BAGNALL: It could be argued it is a flowon fromthe Fifth
Freedom

MR PJM TAYLOR  Just on the Calypso platform aml right, you're
basically arguing that it's an off the shelf product that
with sone training can be introduced pretty easily?

MR BAGNALL: Yep. There is certainly a substantial |ead tine,
but it's a resource lead tinme in l|oading the database and
obtai ning the contracts.

MR PJM TAYLOR: And training?

MR BAGNALL: | suspect that behind this is far nore the fact of
the database that sits within Qantas Holidays rather than
t he technol ogy.

MR PJM TAYLOR kay. But if there wasn't a database issue,
what sort of lead tinme would there be involved in training
and |oading the database wup for sonmebody who had the
information to put into it?

MR BAGNALL: Three to six nonths.

M5 BATES QC. | didn't quite finish on the 50,000 tourists, but
| just couldn't quite understand the sentence, nmaybe |'m
getting tired, but it's:

"Qantas Holidays propose to achieve this increase in
tourism through outlets that are not exclusive to them and
where they currently achieve less than five sells per
outlet."

Can you just explain it to nme?

MR BAGNALL: Well, they put a nunber up, | think it was 37,000
outlets, and they said, well, they did 166,000 passengers,
divide it out and it comes to whatever, around about 5
passengers per outlet.

M5 BATES QC. | see, that's where you get that from
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MR BAGNALL: I'"'m sure there's sone that do substantially nore
and an awful |ot that don't do any.

M5 BATES C. And are all of them not exclusive?

VMR BAGNALL: I think it's very wunlikely that travel agents
internationally are exclusive to Qantas. Most of them
woul dn't even know who they were.

M5 BATES QC. Ckay.

CHAIR  Any further questions?

PROF G LLEN: G ven your table on the Trans-Tasman | oad factors,
would it be your viewthat with the entry of Virgin Blue the
nost likely exit would be the Fifth Freedom capacity?

VMR BAGNALL: | would think that that would put substantially
nore pressure on the Fifth Freedom capacity, yes.

PROF G LLEN: And secondly, do you have any sense of, if
you did observe the large increases in fares on, for
exanpl e, t he Auckl and- Los Angel es route t hat
Pr of essor Hausman was di scussi ng, whether there had been any
feasible entrant on that route?

MR BAGNALL: | think that route would be very very unlikely to
see another entrant. Primarily because you need a
substantial nunber of corporate custoners to enable that

route to really financially work.

PROF G LLEN: Ckay, thank you.
CHAI R I"'d like to proceed with the next part of vyour
presentation -- sorry, Anthony.

MR CASEY: Thank you. You talked a bit about the software, but
it is nore than the software they're requiring with the
alliance, it's their database and the expertise and the
i nvestnent and pronotion in networks and contacts and so
forth? 1Is that right?

MR BAGNALL: | think that's very fair, yes.
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MR CASEY: So, would those assets under the alliance be capable
of generating the tourismincreases that they're after?
MR BAGNALL: Knowi ng the costs of tour operating and what you

need as a retailer to divert traffic, it's very unlikely

that 1.7 mllion will go very far and it certainly won't
produce 50, 000.
CHAIR |I'mgoing to take one nore question and then we'll nove

on to the next session.

MR CURTIN. | have just one. 1In the Draft Determ nation we had
a go at trying to define what we thought were the different
bits of the travel distribution market and what --
consol i dators and aggregators and who knows what .

Wul d you care to give us your opinion on whether you
think we've got the structure of your business right, or how
woul d you view the distribution nmarkets?

MR BAGNALL: | think you have -- wthin reason you' ve got the
structure of the wholesale travel distribution market
reasonably correct. Qoviously, it's got little bits and
pieces on it in principle, but I think you did mss the two
maj or sectors of what | call the retail market, what we have
menti oned a nunber of tines throughout these hearings, of
the corporate retail market and the leisure retail market.

As M Hausman said this norning, they're either
different products within one market or they're different
markets with a generic product of an airline seat being used

on them
MR CURTIN. Thank you very nuch.
CHAIR M Bagnall, we mght want to conme back and ask you nore

questions towards the end.
PROF HAZLEDI NE: My nane is Tim Hazledine, |I'm Professor of

Economics at the University of Auckland where |'ve been
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since 1991. Before that | was an Associate and then full
Prof essor at the University of British Colunbia in Vancouver
Canada. I"'m privileged and pleased to be at these very
interesting and inportant hearings, and to take part in

t hem

| have a slide show and with your indulgence |I'll speak
toit. M slide show does not | ook as original to me as it
did about 48 hours ago when | finished it because we've

heard Professor Hausnman's testinony. Since then | can tel
you that nmany of the points that Professor Hausnan nade, |
will -- made very well, | wll be echoing, | take confort
from that of course. Prof essor Hausman is a very | eading
expert indeed in these matters, and |'m pl eased that nost of
ny views appear to be in accordance wth his, while
reassuring you that there's been no conspiracy or collusion
in this matter, |'ve always admired until today Professor
Hausman from af ar.

So, | have four topics to speak to, market update, the
l'i kel ihood of subst anti al | essening  of conpeti tion,
nodel ling issues, technical nodelling issues, and fairly
briefly the claimed benefits of the proposed cartel, as |
call it.

First though, | wll just note ny position that
| believe that the Conmission's Draft Determnation was
appropriate based on the evidence available to the
Conmi ssion at the time earlier this year, and the essence of
that is the proposition that the, or the finding that the
proposed cartel would substantially |essen conpetition
wi t hout conpensating benefits to New Zeal and.

However , events since the Applicants filed have

| believe, increased the Ilikelihood of an SLC For two
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reasons; first, that the nmarket has become nore conpetitive
in the econonist's sense of that word, and secondly, because
Air New Zeal and has becone nore conpetitive in the ordinary
or every day business sense of that word, and |I'l| speak to
that in the next couple of slides.

On the nmarket: The base case, the actual current
situation which in the original NECG report | suppose was as
at 2002, is becomng in the real world in the real-tine
steadily nore conpetitive in the econom st's sense. Factors
here include Air New Zeal and | aunching its donestic Express
Cl ass system successfully, Virgin Blue gearing up -- ["11I
put it, perhaps the word I'll use at the nonment for entry,
Fifth Freedom entry, new entry on the Tasnan inmnent, and
Air New Zeal and about to | aunch or about to nake operational
its Express fare systemon its Tasman routes.

Air New Zealand's introduction of Express Class into
these two inportant routes has helped to make it a nore
conpetitive firmin the business sense | believe. | greatly
admre their innovation of this Express Cass fare service,
and | note that it's already successful in New Zeal and, and
| am pl eased about that, as we all are.

The Express fare system can be indeed very responsive to
mar ket conditions. It's now being used, or has been used
| believe to decrease the average price paid by the
travelling consuner, but of course it could easily be used
to increase the actual price paid with no change in the
system You understand how that works with as many as 12
fare points in the New Zeal and donestic Express Class fare
system it's very nuch an issue of availability of seats at
different fare points, which can and should be adjusted
hourly, perhaps by the minute by the airline to inprove its
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| oad factors. So that is a possible anti-conpetitive weapon
t hough.

However, the inplications of Air New Zeal and's inproving
conpetitive position for this case are that New Zeal and --
we, New Zealand -- |lose nore under the factual, wth the
cartel scenario, from the coupon clipping transfer of
profits to Qantas; by which I nmean not their entitlenent of
22.5% of the dividend or profit flow, but the arrangenent
whereby, if | understand it correctly, each airline wll
receive 20% | think that's the nunber, of the operating
profit for a mni route under this agreenment flown by the
ot her airline.

That transfer could be quite considerable because Air
New Zeal and does nore of the flying than Qantas, and | noted
with great interest M Bernardi's response to Conmm ssioner
Bates' question to tinme -- you know, 48 hours or whenever --
that in response to your question, Conmm ssioner, about the
incentives for Qantas Holidays owned by Qantas Airways
really to push people on to Air New Zealand planes, and
M Bernardi got very close to inplying that Qantas would
make about as nuch noney, not flying and letting Air New
Zeal and do the work. Which inplies, if that stands up, that
statenent, that this transfer system is indeed quite
attractive to the airline that gains nore fromit, which is
Qant as.

There is a greater Ilikelihood of Air New Zeal and,
because of its stronger position, its current position,
conpeting strongly in the counterfactual w thout the cartel
There is indeed, | believe, a greater |ikelihood of Qantas
exiting the New Zealand market where it's nmanaged to --

well, it's only been for a couple of years in full form and
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survived without being in the New Zealand market for 50
years or whatever, it mght indeed -- it could exit and

per haps be replaced by a VBA.

Finally, Air New  Zeal and's i nprovi ng busi ness
conpetitive position does nmake it nore attractive, | would
i magi ne, for -- a nore attractive partner for an

conplinmentary or end-to-end, as Professor Gllen puts it,
third party airline.

So, what |I'm saying is that the base case is becom ng
nore "conpetitive" in the econom c sense, keener conpetition
as the forecast changes becone real or will in a few nonths
will becone real. That neans | think that the base case --
remenber, there are three cases in these nodels; there's the
base case which is the "observed" situation, fornmer 2002
there's the counterfactual which is next year or whatever
wi thout the cartel, and then there's the so-called factua
which is with the cartel. | submt that the base case and
the counterfactual are nmerging now, absent irrational or
predat ory behaviour in the counterfactual.

| think in particular that means that, from a nodelling
perspective and a market analysis perspective, we have to
treat Freedom Air, Virgin and Fifth Freedom as al ready here
at least in their inpact on full service airline pricing. |
think Professor Hausman agreed with that or nmade a simlar
poi nt .

That is the applicant's original scenario of 2002, back
in 2002 of a counterfactual with no, in New Zeal and, or
limted across the Tasman, VBA entry, counterfactual entry,
i's now obsolete. | think this is common ground actually,
and indeed in the response to your Draft Determ nati on NECG

clainmed that you placed insufficient weight on Virgin Blue's
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subm ssion and public statenents that it will enter the VBA
with or wthout the proposed -- VBA market or sonething,
with or without the proposed alliance, and | think we're

hearing a | ot about that.

That doesn't nmean they are going to enter, | think that
neans that the likelihood of them entering has, it seens to
me, not been changed greatly by whether we're tal king about
a counterfactual or factual scenario. So, | wll submt
that the relevant scenario really has sinplified from four

to two. There are either Virgin in/Virgin in
counterfactual /factual, or Virgin out/Virgin out
count er fact ual / count erfactual . That will have inplications

for the nodelling.

So, the inplications of this for the SLC. There is two
big points to be nade here. The first one is that the new
counterfactual already has built into it nost or all, or al
or nost of the conpetitive inpact of actual or potential VBA
entry and additional Fifth Freedom conpetition. W've gotta
say that's the world now, and | don't think that's
controversi al

Then the key point two out of it that | submt cones out
of that is that, with -- say in the nmarket or wth its
threat, a constraining participant in the market now i n base
case/ counterfactual, |loss of a strong independent conpetitor
will result in a substantial increase in the market price.

Prof essor Hausman nade that point better than I no doubt
this norning and nmade it very forcefully. Professor WIlig
didn't make that point to ny hearing but he has nmade it in
witten material, including his well-known 1991 Brookings
papers article to which he referred us in his commentary in

t he NECG submi ssion on your Draft Determ nation
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So that nmeans that the VBA doesn't get you out of
troubl e here. The trouble -- the whole pricing structure
may be lower, which is good, but the change in the price
fromthe cartel remains a threat.

How nmuch will the price increase, as clearly that's
material, as in, will it be substantial; will it lead to a
substantial |essening of conpetition? The answering depends
on your nodel or on your comercial instincts. | say let's
start with the mai nstream Cournot-Nash nodel .

Now, Professor Hausnman didn't keep ne awake | ast night,
but he did forecast that he would be attacking the Cournot
nodel, and | wondered what on earth he was going to do. The

matter was resolved | think by the followi ng questions in
particular from Professor Gl en. I"'m going to call it
"mai nstreant. He did say, Professor Hausman, that if you

didn't have VBA entry it's okay to use Cournot because
you're dealing with full service airlines who are fairly
simlar.

Then later in response to further questioning from
Professor Gllen he said -- | think, perhaps Dr Pickford,
excuse nme if so -- that if he had differentiated products,
as the Gllen and Hazl edine nodel both have, then that's

okay too, Cournot's fine. So, that's good.

CHAI R Can | just ask you a question Professor, sorry for

interrupting. | just wonder on this VBA entry issue, when |
read about the statenments that were nade yesterday by the
CEO of Qantas, M Dixon, about the possibility of setting up
its owm |low cost carrier, | wonder what inpact that m ght
have on Virgin Blue's own strategies.

M Di xon seenmed to be strongly indicating that -- he
cane right out and indicated that Virgin had approached the
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30% nmar ket share point and for themthat was a line in the
sand and they were going to defend any further erosion, and
opened up the possibility of setting up their own |ow cost
carrier.
ls it clear, if they do that, that Virgin Blue's
strategy is, we've been thinking of it up until today, would
be unchanged and does it have any -- do you think it has any
consequences for the sort of analysis that you' ve taken us
t hrough thus far?
PROF HAZLEDINE: Did M Dixon make the statement in introducing

his financial results yesterday? | haven't read what he
sai d.
CHAI R Yes.

PROF HAZLEDI NE: But | would think that anything that nakes any
i ncunbent airliner a sharper conpetitor is going to degrees
the attractiveness of the market to an entrant; bearing in
m nd the entrant's apparent policy of only doing things when
t hey make noney, in other words, it doesn't cross-subsidise.
But, | don't know. | can't say any nore than that.

CHAIR  Ckay, thank you.

PROF HAZLEDINE: |If you nove from three independent conpetitors
to two in an extended Cournot |inear nodel the demand curve
as, for exanple, used in ny nodel, you get a prediction in
the market price |osing an i ndependent conpetitor, one going
from 3 to 2 should go up by 10 to 15% and that's
conservative in this case because that's assuning, as NECG
do, and have been criticised correctly for this, that the
val ue based product is a perfect substitute -- is just as
good as the full service product at the sanme price -- if
they were at the sanme price.

So 10 to 15% and if you go fromthere to nonopoly, from
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duopoly to nonopoly, a further increase of around 20% You
don't need a fancy nodel to cone up with nunbers |ike that.
| think they're fairly -- Professor Hausnman actually came up
wi th bi gger nunbers; he may have a fancier nodel.

["1l whip through this. There are three what | cal
optional maths slides or optional nodelling slides in
smal l er fonts, so you can't read them so well, and | don't
think -- of course, |I'm prepared to speak to them or to
answer questions, but | don't think we need that.

So, the inplications of these price increases for the
SLC -- oh okay, and sorry -- that's ny heading. Further, if
the current situation is not Cournot but is nore conpetitive
than Cournot, as | believe it is, if the toughness of
conpetition, the pricing tension, as @Qllivers Pacific cal
it, in the market right now, or by the end of the year, is
not normal Cournot conpetition, it's a bit nore aggressive
than that, then the potential relief to the parties from
formng their cartel is greater because they will snack --
knock that sort of tough conpetition on the head and so the
price increases that you forecast would be | arger

Second -- the line here is that that 10 to 15% nunber
says it's conservative -- if VBA air travel is not a perfect
substitute for the FSA product, and in fact that the VBA
product is what we <call an inferior product, wthout
pejorative neaning, in the sense that, if you went to the
airport and there was sonmeone standing there offering you
two tickets for the sane price, and one was on a VBA and one
was on an FSA, sane departure, sanme destination, nost people
woul d accept the FSA ticket | think. That's what | nean.

So, if the VBA was an inperfect substitute then its

conpetitive pressure, as Professor Hausnman noted, wll be
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less. So that, the cartel would be able to increase prices
by nore.

M5 BATES QC. Can | just ask you sonething? |If VBA conmes in and
assunme both Qantas and Air New Zealand try to match the VBA
price --

PROF HAZLEDI NE: | wouldn't assune that, no.

M5 BATES QC. Well, just say that there was evidence that they
were going to do that.

PROF HAZLEDI NE: Ckay, sure, okay.

M5 BATES QC. Then how woul d that inpact on what you say? Wuld
the sane effect arise?

PROF HAZLEDI NE: The sane effect?

M5 BATES QC. Yeah, | nean, would you get a -- let ne go back, |
am getting a bit tired. But what we're faced with here is
the difference between VBA plus cartel as you call it and
VBA plus Air New Zeal and plus Qantas?

PROF HAZLEDI NE: Correct.

M5 BATES QC. And you're saying that there's a -- how nuch
percentage di fference between VBA plus cartel and the other
option?

PROF HAZLEDI NE: Conservatively 10 to 15% difference in the
price charged to the market.

M5 BATES QC. 10 to 15% and just put it up as a hypothesis that
Qantas and Air New Zeal and brought their fares down to match
the VBA, would you still think you' d get the same effect?
In other words, would the VBA be pricing at 20% higher
because it knew it coul d?

PROF HAZLEDI NE: Wuld the VBA foll ow them up?

M5 BATES QC. No, because | think it's the VBA that sets the
price in that scenario.

PROF HAZLEDI NE: You believe that the VBA is in fact a nore
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power ful conpetitive presence in the market than say Qantas

is for Air New Zeal and?

M5 BATES QC I"m not sure, but let's just say we mght have

heard this, that the prices wll be matched, then does your
effect follow? The 20% increase in fares of one scenario

above the other?

PROF HAZLEDI NE: Yes, it does. Let's suppose they're offering

t he sanme product, so they have to match each other's prices.
Let's suppose that there's no difference between the product

offered; then in that case, yes, it does. Yes, it does.

M5 BATES QC. And how, | just want to know so | understand.
PROF HAZLEDINE: If | may say so, that's a really good question

because, how does this happen in these Cournot nodels? It
happens as follows, if | may: When there are three people
in the market, even if they are offering identical products,
each one of themis thinking, how attractive would it be for
nme to say slip sone nore output on to the business market?
And they think, what would that do to the nmarket price? For
three of them their average market share is third. So, to
nove a certain anount of product into the market -- well
there's two-thirds of the market they haven't got, so they
would find it easier to imgine getting hold of a little bit
of that extra two-thirds, and they would be nore likely to
want to do that.

On the other hand, if they're sharing the market 50/50,
they'd say, well, there's only half the nmarket left that I
haven't got, so it wll be harder for ne to increase ny
nunber of passengers.

In the other direction, if they start considering
whether it mght be nore profitable to raise their price, or

reduce their output, the smaller they are, the | ess they get

NZ/ Qant as Aut hori sati on Conference 22 August 2003



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

1048
GQullivers Pacific

out of that because there's so nuch other output still out
there on the market hol ding the price down.

So, the Cournot-Nash nodel used by econonists predicts
that, even if they are selling exactly the sane product so

that the market price for all three end conpetitors will be
identical, the price level in the market wll differ
inversely, or wll relate inversely to the nunber of

i ndependent firmns.

CHAIR  Excuse nme Professor, we just need you to speak a little
nore sl owy.

PROF HAZLEDI NE: | beg your pardon. And, it may seem magi c, but
it seens to bear up enpirically in many many studies in many
many markets.

M5 BATES QC. So, when would this happen, in this increase? On
a scenario wth the VBA com ng in?

PROF HAZLEDI NE: 1t woul d happen when the cartel forns.

M5 BATES QC: Ckay. |1'Ill think about it.

PROF HAZLEDINE: |I'msorry if | haven't adequately resol ved your
doubts there.

On the VBA, the inplications, sone commentators and
consultants have in effect throwm away their Cournot nodel
and forecasted even small VBA entry, like 5% wll have a
mar ked constraining effect on the pricing of the incunbents.

| would just add my opinion to the opinions that have
been voiced in the last day and a half that, that doesn't

seem |ikely. That the VBA will have a conpetitive effect
when it enters on pricing, but it doesn't have this -- it's
not the tail that wags the dog, | don't believe.

MR CURTI N: I"ve actually heard Professor Hausman in different

proceedi ngs, and he didn't refer to it here, basically run a

line of argunment akin to the 5% argunment that you instance
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here; and there is a formula and |'ve forgotten how it runs,
but it calculates what is the mninmm market share under

certain assunptions that will actually discipline even quite

| arger incunbents, you'll have to remnd ne what that little
area of economics is, but | know Professor Hausnman has
al nost -- he suggested to us in other proceedings we could

almost use it as a brightline test for whether there is
ef fective conpetition in a market or not.

So, | just suggest it back -- | hear what you say but as
| say |'ve heard the other argunent in other proceedi ngs and
| just wondered if you'd just care to expand a little bit on
why you feel -- if a VBA actually turned up, and even if it
only had 5% of the market, how nuch are we entitled to

believe that will restrain the nmarket?

PROF HAZLEDI NE: Well, Comm ssioner Curtin we have in fact heard

even that the VBA market in the United States of America has
operated in such a way, haven't we? That Southwest Airlines
doesn't have to do very nuch before the incunbents | ower
their price quite markedly. I"'m not aware of Professor
Hausman's testinonies in other cases but we've heard about
that in these hearings.

| woul d suggest that conme commentators have been perhaps
too eager to assume that these effects, if they are real, in
the North American and European nmarkets would apply in the
Tasman and New Zeal and mar ket .

I think we've heard testinony that the product
di sadvantage of the VBA is larger here in the sense, because
the full service airlines -- well, in the United States of
Anerica, | don't want to be rude, but | think the phrase
"full service airline" is alnbst an oxynoron. They' re not

particularly good on the service side, the nmain airports are
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crowded and often dirty unpl easant places, there's plenty --
there's a dense network of other smaller airports avail abl e,
there's no national carrier, there's a reasonable |ist of
factors which I think apply in North America but do not
apply in New Zeal and, which neans that the VBA doesn't
| ook -- you know, it's got a tougher conpetitor in the
mar keti ng sense than they have perhaps in the United States
and maybe in Europe.

Secondly, on the cost side | think we' ve heard that
perhaps, thanks largely to the efforts nade by Ar New
Zeal and recently, that the cost disadvantage of in
particular Ar New Zealand and possibly Qantas wth
Jet Connect, is smaller here.

So for those two reasons | would suggest that the
Conmm ssion -- I would respectfully submt t hat t he
Conmi ssion be quite careful about hoping, or relying on --
indeed that's what it amounts to -- relying on very snall
scale entry by a VBA to keep the market honest.

MR CURTIN. Thank you.
PROF HAZLEDI NE: | note that the npdel | used in the subm ssion

we prepared for Q@illivers Pacific of July 18, wth these
additional factors of product differentiation and possibly
nore conpetitive base cases or counterfactuals, predicts
price increases in the range 20 to 40% which | believe is
substanti al .

| turn fairly briefly to the role of Fifth Freedom
airlines, and | actually -- | don't want to repeat what
Andrew Bagnal | has said, and he has nuch nore experience in
this market -- they've offered a product for a long tineg,
it's taken about 10% or less of the Tasman origin

desti nati on narket. It's often been offered a full service
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product at a discounted price, as M Bagnall told us or
rem nded us, but they have failed to take over the market.

VWiile | believe they have, and they nust have sone
conpetitive constraint on the pricing of the incunbents,
again | don't believe that this can be relied on, including
with the increased capacity promsed by Emrates to
adequately constrain any desire by a cartel of Ar New
Zeal and and Qantas to increase their price.

| turn to nodelling issues. Formal mat hemati cal nodel s
or market behaviour can be quite wuseful in producing
estimates of the likely inpacts on conpetition of structural
arrangenents such as this proposed cartel. | submt that
the parties and the various experts have nmuch conmon ground
with respect to nodelling, nore than has been admtted to.

The basic framework has been Cournot-Nash oligopoly and
the key features of this for non-econom sts' benefit are
that firns act in their own best interests. That just neans
they don't co-operate with their rivals, despite which they
are able to get the price up if the nunmber of rivals
reduces. That there are few firms, two, three four five
probably, that they are selling a reasonably closely
substitutable product, and that results in -- those are the
assunptions -- and t he i mplications are, as
Prof essor Hausman showed us, t hat mar ket shares are
determi ned by relative costs. A lower costs supplier wll
supply nore of the market.

So, where do the experts disagree? I"ve used this
conjectural variations paraneter which | believe -- which
can represent a w der range of behaviour than just Cournot.
It does allow you to incorporate non-normal or abnornal

situations of particular and usually intense conpetition,
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and it has been noted by -- the use of this statistic or
this paraneter has been around for a long tinme and has been
noted by many people, used by nany people, including noted
by Professor WIlig.

MR CURTIN: | have to ask one thing there. | knowin the WIllig

and Geurin-Calvert comments on your nodel, | believe they
said that conjectural variations were actually logically
i nconsi stent at sone |level with Cournot, whereas you have a
reference here to WIlig 91 alnost saying the opposite, or
at least -- how do we sort of reconcile either of those two

comrents or how should we think about CV versions of the

nodel ?
PROF HAZLEDINE: | think theory can becone a straitjacket and it
can prevent you fromactually seeing the world as it is.
| think the theorists -- 1'Il put it this way
Conmi ssi oner: My interest in this market goes back to the
m d- 90s when, as a student, | studied the behaviour of the

same two airlines in dealing with the conpetition in Kiw
International, which was a small, as you know, VBA start-up
out of -- ex-Hamlton. We found, | believe, that in 1995
before Kiwi turned up, the behaviour was pretty close to
Cournot, the way they were pricing.

If that was the case, it would be inpossible to describe
it as Cournot in 1996 when they slashed fares by hundreds of
dollars on the Tasman to, | believe, to get rid of Kiw.

So, if you believe Cournot's okay in 1995 how are you
going to describe 1996? That's my point. The theory |
think has to follow the facts. People have to explain what
| onger term gane m ght be being played in this market, which
neans that, even though you're not Cournot-Nash 1996, it

doesn't mean you're being stupid, it nmeans you're doing
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sonething, you're investing if you will in a future market
outconme that doesn't have Kiwi International in it, for
exanple. So, | believe that's the way these problens can be

reconcil ed.

MR CURTIN. Thank you.
PROF HAZLEDI NE: Product differential should be an i ssue and has

been made such in Professor Hausman's testinony. NECG s
nodel has honbgeneous product assuming that the three
airlines or any airlines are offering the sane product.

That | eads to sone enbarrassnents that have been pointed
out, that they have to suppress basically the Cournot nodel
in their factual -- in fact, in their counterfactual to
avoid saying that Virgin Blue would grab nost of the market.

The better way to avoid that happening is to
differentiate the products and say that the VBA is not a
perfect substitute for the FSA product. I did that.
Professor Gllen did that and he went further and | think
this is in principle a good thing to do, he differentiates
Air New Zealand from Qantas as well | believe, and with the
Express fare service offered by Air New Zeal and, that may be
increasingly a smart thing to do, but | haven't done that.

How do we nodel what has becone a key matter in this --
perhaps a decisive matter in these hearings, things that
don't exist yet, particularly this Virgin Blue operator?
Professor WIlig has given us guidance here; nodel a
potential conpetitor as considering whether to offer zero
output, in other words, not to turn up at all, or
alternatively to offer some positive |level of output that
woul d be nore profitable than not turning up at all.

| really relied on NECG to tell ne what that |evel m ght

be, and that nmay be not the best thing you could do; it was
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the best that | could do at the tine.

One alternative, however, which | did introduce in the
work for Qullivers Pacific was, let's say the VBAis in the
market and it sort of beconmes normal, it becones a
conpetitor with the other firns, in other words, it becones
a player in the Cournot ganme. | think it's probably pretty
close to doing that in the Australia now, it's probably just
becone the other airline and is conpeting with Qantas in
those terns, and I do show a scenario doing that as well.

Concl usion on nodelling issues, a caveat really, these
nodel s can be useful tools, you shouldn't claimtoo nuch for
them and you shouldn't expect them to be precise, and
reasonable people can certainly disagree on the best
strategy.

The expression, "sensitivity tests" or analysis has been
used, and that's the way you handle this; you say, if
reasonabl e peopl e di sagree, how nuch does it matter? |If you
find it matters a lot to the results, then you better put
some tine and effort into trying to narrow down that area of
di sagr eenent .

So, the bottom line, in ny opinion here on the
detriments is that New Zeal and consunmers |ose between $50
and $300 million a year -- would do from the cartel. Not
all of this gets transferred as profits to the airlines
that is, there are deadwei ght |osses famliar to presumably
everyone in the room or everyone at this end of the room
because of the restriction in output neaning that valuable
flights, or flights that would have been worth nore to the
consunmer than they would have cost to supply are not
suppl i ed.

On Professor WIlig' s approximtion, it depends a bit on

NZ/ Qant as Aut hori sati on Conference 22 August 2003



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

1055
GQullivers Pacific

the nunber of firnms, but around about a third of the
consuner | osses on a back of the envel ope basis would be
your likely estinmate, when you do it properly in the nodel
that's probably what you're gonna cone out with for the
estimate for the deadweight |osses. So, up to about
100 million a year, and from nuch |less than that.

Airline profits, I find that Ar New Zealand' s
New Zeal and shareholders, this is the ones who retain the
77.5% holding -- 1'm assumng they're all New Zeal anders --
gain the nobst scenarios but not all, up to about 60 mllion
a year. | should note, and | thank WIIlig and Ceurin-
Calvert for forcing ne to note this, that plus the one off
$550 million that they got for their sharehol ding. Qant as
| oses that sum of noney but gains an annual profit flow
increnent of $200 mllion a year, | calculate, just on these
two routes; that is without including this profitable coupon
clipping going on on the London route, and the Pacific
routes. So, that's conservative.

Total airline profits can fall in the extreme scenari o,
whi ch was touted as the nost |likely scenario in the origina
subm ssions by the Applicants and NECG where you don't have
a VBA entrant without the cartel, because | guess it's too
tough for them but they do cone into the market under the
price unbrella provided by the cartel.

So, if you nmake that conpetitive constraint very strong
so that price doesn't change very nuch, which is good for
the consunmers, you lose in the profits and it becones
difficult to find the commercial notive for the cartel --
for the alliance, let nme call it that in this case; unless
of course they will in fact yield substantial efficiencies,
whi ch they do claim
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Ckay, other benefits to the final part  of ny
presentation. Three |arge sources of benefits are being
claimed, tourism benefits, cost savings and engi neering and
mai nt enance wor k.

["1l quickly sunmarise findings on them The common
theme which I think is quite inportant. Al three of these
maj or clainmed benefits are in essence generated by threats.
Either the threat to not do sonething that nakes comerci al
sense or the threat to do sonmething that doesn't nake
commrerci al sense.

Specifically, to not do engineering or maintenance work
at Christchurch that is currently profitable if the carte
were not pernmitted; to not do whatever it takes to bring
potentially profitable tourists to New Zealand if the cartel
shoul d not be permtted -- and we've had the phrase "refusal
to deal” in this connection; or in the third case to, do a
rational war of attrition increases in capacity if the
cartel is not allowed.

| don't know what the legal status of threats are, but
certainly the econom sts ask, are these threats credible in
the sense would it nake -- can you find a commercial notive
for carrying them out?

On tourism three big issues; one, should indirect
benefits and costs, and this is a general issue, be given
wei ght? Should we go beyond what we're expert at, which is
determining S L Cs and POP downstream or upstream in direct
matters. If the Conm ssion believes that such should be
done what then is the likely inpact on New Zeal and tourism
of the cartel and if it should find an inpact, what are the
benefits of costs of such inpact and how should they be

quanti fied?
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The problem with indirect benefits, as these are, any
expert opinion is that econom sts are not expert in telling
us, or predicting indirect benefits. The further you go
away from the scene of the crinme, or whatever, the worst
your predictive power is, forecasting power. | think that's
particularly true with these so-called nultiplier nodels.

Al so, beware of public good -- public benefits not
captured privately. Some good authorities here. Adam
Sm t h: Affecting scepticism about the good that m ght be
expected to be done by those affecting to trade only for the
public good. And MIton Friedman fanously urging that "the
only social responsibility of business is to maximse its
shar ehol ders' returns.”

| think we've becone nore appreciative in the | ast
decade of the ethical considerations that should constrain
the maxim sing of shareholders' returns, but the point |
think remains valid.

So, and even if you say, well, | believe irrationally
Air New Zealand is going to be a good Kiwi corporate
citizen, why on earth should we expect Qantas to be a good
Kiwi corporate citizen? There's a big notive problemthere.

WIl the tourists come? As we know, the issue here is
whet her the Applicants can convince the Comr ssion on the
source of the nmarket failure that currently prevents nore
than 60,000 foreigners fromrealising their latent desire to
visit New Zeal and. So far they haven't -- well, | don't
mean this week, but up until this week they hadn't convinced
anybody who mattered.

WIl we want thenf \What are the benefits from tourists
should they come? The Applicants | note with approval have

abandoned their flawed cost equals benefits nethodol ogy that
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they used in their first subm ssion, but they're now using a
nore objective general equilibriumnodel. | think there is
still large problens with extracting reasonable and reliable
nunbers fromthat.

Conmi ssioner Curtin put his finger on one of those when
he asked about the terns of trade effects that are built in
-- inescapable really in these general equilibrium nodels.
What that neans is that these nodels give nonopoly power to
even small countries. There are no small countries in these
nodel s. If you put the price of your exports up, you make
nore noney. So, if you've read in the paper that the
New Zeal and dollar is a big problem for exporters; such is
i ncorrect according to these nodels. The higher New Zeal and
dollar is good. They also nean that tariffs are good. Free
trade i s bad because you can get |everage by putting tariffs
on a country and forcing the supply price of your inports
down. Those are graph problens, | believe, with this class
of nodel s.

How can they be dealt with? Conmm ssioner Curtin asked
that question. The technical way is, you make the products
nore substitutable, you take the nmarket power away, but then
the nodel tries to take you to inplausible scenarios of
conpl ete specialisation. In essence, New Zealand would
becone one big large snelly dairy farm or possibly one big
| arge over-crowded thene park. It would becone a conplete
specialist in a very snmall nunber of activities. These
probl ens have been with these nodels for a generation now
and the nodels have not dealt with them and that is a
Worry.

The second thing 1is, they tack these enploynent

nodifiers on to these nodels. They say, even if you don't
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like our project, it wll create jobs downstream in the
econony, and they assign benefits to that; they' ve done
that, at least up to the nediumterm

That's nore arguable, whether you should do that or not
but it -- | don't believe you should do that, [I'll just
leave it like that; if anybody wants to ask nme why, |1'1I
tell them So, there are problens there. Dr Lattinore my
wish to speak on -- he's an expert on these nodels, trade
policy wuses in particular, on other problems with the

particul ar nodel used by NECG nost recently.

Cost savi ngs: Apparently these are still nostly the
di scredited, what | call in one of ny subm ssions "get that
el ephant off nmy foot" savings. Basically you ask an
el ephant to stand on your foot. After a while you ask the

el ephant to stop standing on your foot; the relief is
enor mous, you count the relief as a benefit. The question
is, why did you ask the elephant to stand on your foot in
the first place? Wy did you do sonmething stupid in the
first place like having a war of attrition or something |ike
that? | think that's still the situation.

I'd also note that, as far as |I'm aware, there's an
i nconsistency in the applicant's approach to these natters.
They are willing to claim that additional tourist spending
in New Zealand w |l reduce unenploynent from its flowon
effects. They don't, as far as | know, admt that reduced
cost spending in New Zeal and, because of these cost savings,
woul d i ncrease unenpl oynent for exactly the sane reason and
it could well be that those two effects cancel out. Now,
the sunms involved on cost savings in their clains, and on
tourist benefits are very simlar, and they should have been

consi stent on that.
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O course the issue for an econom st here is why can't
you -- can you get these -- the test is, should these cost
savi ngs, should they be technically feasible, be realisable
by non-anti-conpetitive neans, such as code sharing?

In conclusion, ny opinion at the end of this week is
that the evidence and argunents to hand do not seem to
justify, or even overturn, or even perhaps significantly
nodi fy your Draft Determ nation Conm ssioners. Thank you.

CHAI R And thank you for that presentation, Professor, and I
know that we do have quite a few questions that we would
like to put to you, and | mght suggest in this instance
that we will start with our Chief Econom st and our external
e-conmerce replies. So, please.

DR Pl CKFORD: I have a couple of questions for you Professor
One is the question of other routes where market power m ght
be enhanced by the alliance.

You've concentrated your efforts on the Tasman and

donesti c New Zeal and, but | presune you nay have views that
other markets -- | don't want to put words in your nouth --
but other markets may be affected as well. Do you believe

that and, if that is the case, to what extent would that
augnent the size of the detrinments you've cal culated just
based on the Tasman and donestic New Zeal and mar ket ?

PROF HAZLEDI NE: Yes, Dr Pickford. Dr Bagnall has told us that
he believes that the Pacific route is as |large as the Trans-
Tasman, or larger in fact.

MR BAGNALL: In dollar terns for Air New Zeal and. Tasman is
obviously twice the size, but when you add Qantas and Air
New Zeal and t oget her.

PROF HAZLEDI NE: So | would suggest, particularly on the LAX

through to London run, if there was a substantial |essening
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of conpetition on that run as a result of the cartel, then
i ndeed the detrinments, not of course that -- | nean, as you
do this there's nmany many nore foreigners involved rather
than New Zeal anders, so you're discounting unfortunately
perhaps from the point of view of the United Nations, but
you'd be discounting that, but you would find indeed

hi gher -- you would be propping up the detrinents, the
consunmer detrinments if you included them as we all should I
think, if you took account of those changes in those
mar ket s.

DR PI CKFORD: The other question is that, your analysis relates

only to detriments associated with allocative inefficiency.
Has your work raised any issues about potential |osses of
productive or dynamic inefficiency as a result of this

alliance?

PROF HAZLEDI NE: The answer is, no. | admire your bravery in

dealing with these items, wth these factors or these
potential sources of inefficiencies in your deternination,
and | certainly share the -- what | believe really is one of
the two original rationales for antitrust policy; one being
to protect consuners and small firnms, but the other being a
fundanental alnost visceral belief that in the |ong-run
conpetition is good. And what you nean by "in the |ong-run”
of course, is for dynam c and productive efficiencies.

That you get -- we've heard many exanples of this,
i ncluding the exanple of what happened in this market when
Ansett turned up in 1987, and air bridges suddenly appeared
overni ght and things. | personally believe, but | cannot
hel p you with quantification of that, that you are correct
to forecast dynamc and productive inefficiencies from the

cartel.
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1 DR PICKFORD: Thank you.

2 PROF G LLEN I have sone questions, particularly on your
3 nodel s and you didn't go into a lot of detail but | think
4 it's useful to explore sone of what has gone on.

5 If you looked at the nodels both in your original
6 subm ssion as well as the submission with Qullivers nore
7 recently, in all of your counterfactual scenarios prices go
8 up even with VBA entry, and yet what we see in the NECG
9 nodel is a totally different result, and why is it that this
10 occurs in your nodel ?

11 PROF HAZLEDI NE: So, we're referring to the wvarious
12 count er f act ual si mul ati ons in the @illivers Pacific
13 submi ssi on?

14 PROF G LLEN: That's correct.

15 PROF HAZLEDI NE: As you know, the price actual 2003 is
16 calibrated say to 1, and apart from the war of attrition,
17 duopoly, where price falls, but the question is with the
18 entry; in both scenarios CF3, CF4, in both markets the price
19 is forecast to go up. That is because, in the case of the
20 CF scenario 3 we're going up froma nore than conpetitive --
21 a nore than Cournot -- a nore than conpetitive Cournot base
22 case now to just Cournot with the VBA entry.

23 If indeed the nobre than conpetitive -- if the two
24 i ncunbents continued to be as tough on each other wth
25 Virgin as they are at the nonent, then the price would fall
26 in the counterfactual, because Virgin obviously adds sone
27 price discipline to the market.

28 PROF G LLEN So, if you were to include a JetConnect and
29 New Zeal and Express in your nodel now, in fact the prices
30 woul d fall?

31 PROF HAZLEDI NE: Yeah, | say actually 2003 but what nonth in
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2003? The prices have fallen. | think I may be -- | think
the market nay be -- the base case my be even nore

conpetitive now than |I've nodelled it at.

PROF G LLEN: Okay. Third question is, why is it from your

nodel that Qantas gains so nuch when you | ook at the changes
in profitable Qantas gains, by far the lion's share?

PROF HAZLEDI NE: Because they're Australians, that's what
Austral i ans do. I don't know -- beg your pardon, but I
won't resile from that. They gain because they are nmjor
beneficiaries of this coupon clipping, as | call it, this

rentier effect of getting 20% of operating profits fromthe
other air carrier. | should say that that's not a bad thing
in itself because it does potentially allow the cartel to
rationalise, you know, who is the best airline on this
route; you do it, and we don't mnd you doing that because
we'll still get 20% of the profits, but I think that's the
maj or reason. | think that becones quite a considerable
factor in diverting profits.

The other considerable factor is of course that they've
bought their share of the profits with their $550 mllion
equity purchase, and that leads to the question which has
not been nentioned at all, perhaps because it's not gernane,
but is that a good price or not? WlIl, | guess that's not
germane -- well, it should be germane because it's a public
benefit issue; are they getting the airline cheap? | think
they are getting it cheap on the basis of this because the

pay- back period on that $550 million is about 2 or 3 years.

PROF d LLEN: You' ve noted that all the npdels use Cournot

and that there are -- you drew sone of your information out
of the NECG nodel, so there are sonme real simlarities with
t he NECG nodel and your nodel and yet you get very different
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results. Can you perhaps explain why and also can you
conmment on what you think the strengths and weaknesses of
t he NECG nodel are.

PROF HAZLEDI NE: Professor Gllen can you help ne a little about
the different results. Where specifically do you find the

maj or differences.

PROF G LLEN: Bet ween t he NECG nodel and yoursel f?

PROF HAZLEDINE: In terns of the market anal ysis.

PROF G LLEN: In ternms of what happens to the fares, what
happens in terns of the benefits and detrinents.

PROF HAZLEDI NE: | don't know how they do their cost/benefit,
but | get -- yeah. [ Pause] . I don't -- see what | did in
the first submssion | nmade was attenpt to replicate their

results, and | think | got fairly close to doing that. I
think a major -- okay. I think the major difference from
that period is that they -- their preferred scenario has no
VBA in the counterfactual and a very effective VBA or an
effective VBA in the factual. I now think we should be
runni ng scenarios that are, as | said, before, with the VBA
in all the time or with the VBA out all the tinme, but not
have this loading for VBA to soften the anti-conpetitive
i npact of a cartel.

PROF G LLEN: So, nmight you speculate that, if in fact you
did put those conditions and information in the NECG nodel
that in fact it would change the results that they get?

PROF HAZLEDI NE: You know -- well, | can't really -- | haven't
tried to operate the NECG nodel. | would hope that it would
not surprise ne if | did do that.

PROF G LLEN: kay. Wien you look at the savings that are
generated by the NECG nodel, in your view getting the

el ephant off the foot, you're in a sense rationalising the
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excess capacity that you' re getting.

Do you find it surprising or odd that, as NECG said,
that the differences in the capacity in the factual and
counterfactual are really very small, and so you're talKking
about changing very little capacity and you're talking about
relatively small changes in fares and you're getting all of
t hese benefits.

s that a surprising result to you?

PROF HAZLEDI NE: So NECG are getting all these benefits?
PROF G LLEN: That's correct.
PROF HAZLEDI NE: They don't actually fight their war of

attrition. That's ny under st andi ng. They don't -- they
have it both ways, or they had it both ways in their
ori gi nal subm ssion. They use, as has been noted, the
Cournot pricing formula, but they don't use the Cournot
nodel in these things, so they say, well, what happened to
price and nothing nuch happens to price because adding the
extra capacity doesn't change narginal costs | believe, or
not materially.

So, they don't get nuch pricing action fromit. [If they
actually fought the war of attrition, then the price would -
- the counterfactual price would be nuch |ower than they
predicted that it would be -- than they currently predict.
Does that address your concern?

PROF G LLEN: That's fine, that answers my questi on.

| guess the final point is, you subscribe to the notion
that you look at the facts and try and | ook at a nodel that
is at least going to allow you to represent the reality of
what's going on in the marketplace, and again | cone back to
the results of your nodel that shows that fares are going up

and yet when we saw, for exanple, the evidence of Dr Wnston
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as well as the evidence of Dr Hausman, that when you have
nore players in the market and particularly when Virgin Blue
enters you do get this depression of fares, so how does
that, kind of the reality check of what's going on in the
mar ket again accord with what's happening in your nodel ?

PROF HAZLEDI NE: Well, if one goes, say, from ny counterfactua
2 to counterfactual -- sorry, to factual F2, in which case
you have a Cournot duopoly w thout the entrant, and then the
entrant does cone in, then | predict that the price falls.

PROF G LLEN: Is it fairly close to what -- the kinds of
results that we see on the Australian market? | nean,
enpirically?

PROF HAZLEDI NE: Yes -- well, | haven't quality checked or
what ever you like to say, the results of Dr Tretheway, so |
haven't seen his regression nodel. He said 10% effect of
Virgin Blue. Prof essor Hausnman has had a |ook at these
results, and he thinks it's a bit smaller than that, but
that's the sort of nunber that comes out of ny nodel too.

PROF G LLEN: kay, thanks very nuch.

MR PETERS:. Professor Hazl edine, you nentioned just now that the
NECG nodel doesn't seem to run a Cournot nodel, it just
seens to assune Cournot pricing in that the counterfactua
and the factual capacities are inputs to the nodel. Can you
el aborate on your views on this aspect of the NECG
nodel | i ng?

PROF HAZLEDI NE: Yes. They had to do it because, if they hadn't
done it, then if they'd played Cournot, given that they're
assum ng that the VBA is offering identical product to the
FSAs, then the VBA -- and given that the VBA has | ower
costs -- the VBA woul d have gobbl ed up nost of the market in

the factual. There would have been a cartel and the VBA,
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and the VBA woul d have had about probably two-thirds of the
mar ket on their sort of cost differentials that they tell us
are realistic.

So, they to do it or they would have got sonething which
no-one would have believed immediately. So, they did
sonet hi ng whi ch no-one eventually believed once they figured

out what they'd done; but | can understand, | suppose, why
they did it.

MR PETERS: In the NECG nodel, |I'mnot sure if you' ve | ooked at
it in this detail, but there seens to be this unexplained

di sconnect between price and capacity variables, and well,
it happens on several routes, but in particular on the
Sydney- Queenstown there was a substantial increase in
capacity in the factual, and yet there's a significant price
increase in the factual over the counterfactual

Can you comment on what effect this mght have had on
the nodel's ability to predict the effects of the proposal ?

PROF HAZLEDINE: This nmatter has been referred to earlier today,

hasn't it? In some routes the price goes up -- sorry, the

capacity goes up.

MR PETERS. Yes, and the price goes up as well.
PROF HAZLEDI NE: Vel |, | believe it's Dbecause of this

di sconnect. That, of course, you want ne to comment on it.
The reason is presumably because the capacity is not |inked
to the price; they use the pricing -- the price cost nmarkup
formula from the Cournot nodel, but they don't bring the
capacity back in to actually determ ning that outcone.

But | think your question was, well, if you did it
properly, is that what you are asking? Wat would happen?
The price should fall, yeah. If they put nore capacity in

the market, and you fill the seats, then you're going to
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have to |lower the price to do that, yeah

MR PETERS: Just one nore question. NECG s assunptions of pure
Cournot pricing in both the factual and counterfactual were
chal  enged on the bases that, one, the market is unlikely to
be in a stable equilibrium during the periods nodelled due
to the war of attrition and entry by a VBA

And two, that dynam c oligopoly nodels do not generally
predi ct Cournot pricing in all periods. NECG s response was
that pure Cournot pricing in both factual and counterfactual
was conservative or unlikely to add bi as.

Can you offer any comment on this?

PROF HAZLEDINE: | believe, on the facts of the market as | see
them that it does add -- it's not conservative; that's the
opposite concern. Wat's the opposite? That, in fact, the
mar ket at the nonent is nore conpetitive than Cournot and
woul d stop being so if the cartel was forned, therefore the
price junp that | would forecast would be great.

So, | don't accept that in that respect NECG are acting
or being conservati ve.

CHAI R: Thank you for that. | believe we have Dr Lattinore
next, if I'mcorrect. Sorry, if I'"'mwong, just correct ne.

MR LATTI MORE: M Hope and | were not going to nmake a
presentation in the interests of time but just nmake
ourselves available in case there were questions on the
subm ssions that we've been associated with earlier wth

Gullivers and with Professor Hazl edi ne.

CHAIR 1'Il just check on that.
PROF G LLEN: Prof essor Lattinmore, one of the things that
|"ve wondered about, and | know very little about general

equi li brium nodels and treat theory is, how are changes in

the exchange rate handl ed? Because we know that, wth
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tourism one of the nost significant factors driving
tourists into different destinations is changes in currency

val ue?

MR LATTI MORE: The difficulty -- | can really just reiterate

what Professor Hazl edine has just told you, that computable
general equilibrium nodels do have this problem of either
tending to overestimate or underestimate the market power of
a country dependi ng on how you set them and fromthat point
of view you can get quite arbitrary responses from anal ysis
of a particular issue.

What it neans in particular is that one needs to use
other pieces of analysis of market behaviour 1in the
particul ar markets, partial equilibrium nodels, for exanple
in conjunction wth those, or at least to have a thorough
understanding of how those nmarkets operate in wusing a
conput abl e general equilibrium nodel of an econony.

Could | extend that just a little further because
Conmi ssioner Curtin and one of the staff of the Conmm ssion
raised a couple of issues the other day that | think are
I nportant here.

W have seen in these proceedings over the last couple
of nmonths the anobunt of -- the resources that have gone into
testing the Cournot nodels, the oligopoly nodels in this
case. The resources that would be required to test a
conput abl e general equilibrium nodel of the New Zeal and
econony woul d be orders of nagnitude greater than what we've
seen for the Cournot nopdels because they are so nuch nore
conplex, they're dealing with a whole econony, not just a
couple of markets or a single market in the case of Cournot
nodel .

| think it's also inmportant to realise, as econonists

NZ/ Qant as Aut hori sati on Conference 22 August 2003



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

1070
GQullivers Pacific

do, that a conputable general equilibrium nodel can be
roughly described as being an input/output table on the one
hand with many hundreds if not thousands of paraneters
i nposed upon that to drive the nodel

In the case of -- now, there are two problenms wth
nodel s |ike that for the New Zeal and econony. One probl em
is that whilst | haven't |ooked in detail at Professor
Di xon's nodel of the New Zeal and econony from Mel bourne, all
the ot her conputabl e general equilibriumnodels in Australia
of the New Zealand econony are based upon the 1987
I nput/out put table.

As we all well realise, the transformation of the
New Zeal and econony in the last 16 years has been quite
significant, and that's a potential problemfor the analysis
of nodels which are so out of date in terns of date, not
that they can ever be conpletely up-to-date given the
i nfrequency wi th which input/output tables are produced.

But the second problem that's particularly acute for
conput abl e general equilibrium nodels of the New Zeal and
econony is that, of the hundreds and thousands of paraneters
in the nodel, 99% of them are guesstimtes. They have never
been estimated in a New Zeal and mar ket environnent.

So, if you think these Cournot nodels are -- in the
flip-flops that they can show, dependi ng exactly how they're
specified, it's even worse wth a conputable genera
equi | i bri um nodel of the New Zeal and econony.

So, it's very very inportant that the person that is
doing the runs is very very famliar wth the markets that
they're dealing with, in this case the tourists markets, and
the way in which they're interlinked into the other markets

in the New Zeal and econony, and the same criticism applies
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to | ooking at enpl oynent effects.

| agree, |'m not sure Professor Hazl edine does, but I
agree with NECG that there are sone circunstances where it
m ght be inportant to take enploynent generating effects
into account in these sorts of evaluations, and this m ght
be one of them

One reason for that in the New Zealand case is the
tourism sector is extrenmely intensive in its wuse of
unskill ed |abour, and New Zeal and does have sone serious
unenpl oynent problens with people in these categories, in
particular regions of the country, and the two particul ar
regions that | have in mnd are Northland and the East
Coast .

Now, we're not tal king about creating direct links from
Ruatoria to Sydney here, but to the extent that there are
any of those sorts of links involved in an expansion or
change in the tourist activity, then one mght want to take
t hose into account.

But, nodelling enploynent gains is sonething that |
t hi nk mai nstream econom sts believe is best left to |abour
mar ket nodels, not to the sledgehamrer approach of a
conmput abl e general equilibrium nodel which is of dubious
structure and interpretation in a particular environnent,
and we have good | abour market policy that can be used for
that purpose. |It's a matter of best practice.

PROF d LLEN: |'ve | ooked at the American and the Canadi an

i nput tables over time, and one of the things that you do
see is that, in those industries which are relatively
aviation intensive, the technical coefficients change and
presunmably that reflects changes in relative prices as --

from substitute aviation services for other services.
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So, to the extent that you're using a 1987 set of
coefficients, and vyou' ve observed changes in relative
prices, and presumably firns in the market have responded to
those, how mght this bias the kinds of results that we're
seeing fromthese CCE nodel s?

MR LATTIMORE: That's extrenely difficult to tell. First of all
let nme say | have not checked the input/output table that
under pins the social accounting matrix of Professor Dixon's
CCGE nodel, and that needs to be done before exploring the
bi as. But a priori, | don't have any -- | don't know what
the «change in structure m ght have done to those
mul tipliers.

PROF G LLEN: Thank you.

CHAI R Now, if | can ask if that conpletes your presentation?
Did you have any further comments you'd |like to nmake?

MR BAGNALL: No.

CHAI R | would then like to thank you very much for vyour
consi derable effort and expense that you have gone to to
present evidence to the Conm ssion; it's been particularly
hel pful to have the additional work done from a nodelling
perspective. W often don't get that so we've val ued that,
and in addition to have people cone before us with industry
expertise in the area of tourism which is critical to this
application, as is also notewrthy, so we thank you very
much.

And | propose now to break for afternoon tea and when we
return at, | think we were supposed to return at about 3.15,
"1l change this slightly, we'll start with Oigin Pacific
then rather than start and break after that. So, thank you

very nuch.
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Adj our nment taken from 3.05 pmto 3.27 pm

* % %

PRESENTATI ON BY ORI G N PACI FI C

CHAIR  Okay, |'d just ask everyone to be seated pl ease.

I'd like to reconvene this session and I'd like to
wel cone Origin Pacific and would invite you to present to
the Comm ssion and if you could, for the record, state your
name and |I'm sure we'll have questions for you at the end,
t hank you.

MR MARKS: Good afternoon Madam Chair, Conmm ssioners ny nane is

Tony Marks, |'m Chief Executive of Oigin Pacific, the snal
Nel son based regional airline founded by Robert Inglis in
1997.

| trust you wll forgive me first by not being able to
afford any | awers to introduce nme, and secondly, not having
a Power Point presentation either. W've also cut down sone
of the points that we would intend to make on the basis that
some of the points | think have been very well covered by
previ ous presenters.

In the New Zealand Herald on 22 July the Applicants
accused their opponents of ignorance and |acking expertise
and know edge, so | feel it's inportant that we'd like to
spend a few mi nutes establishing our credibility.

Firstly, M Inglis has been acknowl edged by the
Commi ssion in establishing and developing a successful
airline, Ar Nelson, not "Nelson Air" as it's in sone of
your papers from the Applicants. M Inglis, therefore,

probably knows nore about the requirenents of developing a
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successful provincial airline than anyone else in the
country; far nore so than any so-called independent experts
who, | would note, collectively and individually have nade
no attenpt whatever to contact wus to discuss their
assunptions or their conclusions when developing their
position on regional routes. Not even a phone call. So, |
woul d respectfully suggest that their independence and
informed view is not that.

| would therefore submt that our views on regional
airlines should be registered as having greater weight than
any others put before the Commi ssion. The experts can talk
about regional New Zealand from their bases in the
United States and in Europe. M Inglis has not tal ked about
devel oping regional airlines, he's actually done it, and
done it successfully.

As for nyself, | was successively General Mnager Sal es
and Marketing and General Manager Commercial for Air New
Zeal and International between 1989 and 1998 and was
responsible during those 9 years with the then Mnaging
Director, Jim MCrea, for t he devel opnent of t he
international airline's strategy, marketing and alliance
devel opnent.

During my tine at Air New Zealand we recovered from a
period of poor profitability in the early 90s, went through
shar ehol di ng- backed alliance with Qantas, incorporating a
full revenue profit share across the Tasnman and the
potential for further co-operation, survived the collapse of
that arrangenent in the md-90s and the independent
expansi on of Air New Zealand to several parts of Asia, Japan
and the United States, and ultimately strong internationa

profitability. W also developed alliances with United
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Airlines, Lufthansa, A r Canada, Ansett and Singapore
Airlines which culmnated with successful entry into the
Star Alliance.

| hope you wll understand that |I'mnot saying this from
any sort of self-pronotion or aggrandi zenent, but nore that
Robert and | can claim to have sone genui ne know edge and
expertise in the business, and we can hopefully avoid the
sobri quet of ignorance on the key issues.

W intend to keep this subm ssion short as we believe
the Commi ssion is probably suffering from wi tness fatigue.
In our first submssion we highlighted the benefits of
conpetition in provincial New Zealand through the creation
of Oigin Pacific, and the subsequent conbination wth
Qantas, and the critical inportance to Oigin's position of
havi ng such a partnership to help regional devel opnent and
conpete with Air New Zeal and in the provinces.

The alliance tended to belittle this need, indicating
that it was a false assunption for Origin to have expanded
in conjunction with Qantas if it sought |ongevity, and they
offer two potential futures for Oigin; a substantial
reduction in size or an alternative partnership.

The alliance in all their subm ssions purport that the
parti al or conplete cessation of the Qantas Oigin
relationship will have no effect on either the market or on
Oigin's ability to expand. W believe this to be a
conpl ete msrepresentation of both the market dynam cs and
Oigin's abilities and we concur with the Conm ssion's Draft
Determ nation, Oigin Pacific's ability to conpete "will be
reduced"”.

Access to feeder traffic frominternational flights is,

as the Comm ssion has noted, very inportant to survival and
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exi stence in provincial markets. Wth Qantas and Air New
Zeal and domi nating in-bound and out-bound traffic, we agree
with the Conmission that it is very unlikely that any other
mar ket participant would be able to access the feeder
traffic; indeed, it wll probably be sequestered at the
poi nt of departure.

The Tasman traffic, regardl ess of carrier, is
predom nantly | ocal; t hat is, it is Australian or
New Zeal and origin and there is not very nuch internationa
traffic being carried. Don't be seduced by the nethodol ogy
of dual destination across the Tasman; both airlines, and
particularly the New Zealand Tourism Board have done a
spectacul ar job in achieving nono-destination traffic.

Again, as illustrated in the Draft Determ nation, the
alltance would have a mninum market share of 95% That
woul d rise to around 98% should it replace Origin Pacific's
seats on the Christchurch-Wllington route, as seens
i mpl i ed. Oigin, far from expanding as alleged by the
alliance, would in our opinion be contracting.

We have noted that on behalf of the Applicants Dr Wllig
has attenpted to |look at some of the provincial routes and
has reached sonme conclusions and we'd |ike to exam ne those.
Firstly we'd |like to draw the Comm ssion's attention to the
donmestic routes being "superficially susceptible to the |oss
of conpetitive pressures following the alliance", assum ng
no new contenders. W believe this to be a nmassive
understatenent in the context of Air New Zeal and and Qantas
exercising their 95% market share, robbing Oigin Pacific of
its codeshare partner, the inportance of which the
Commission is fully aware.

If the acquisition of a 95% donestic market share has "a
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superficial effect on conpetition” | would |ove to know what
woul d have to happen in Dr WIlig's opinion for sonmething to
seriously upset the conpetitive apple cart. O course with
a new conpetitor things would change a bit depending on
their penetration.

In Dr WIlig's note 83 Oigin is quoted as "a potenti al
conpetitor on domestic New Zealand routes”, and as we are
already flying donestically, we nmust assune that he nmeans on
the main trunk. In the sanme note, we go from a potential
conpetitor, through his analysis, to be able to able to

"serve as an effective conpetitor to the alliance and

domestic New Zeal and". So, we've gone from potenti al
conpetitor to an actual conpetitor across all donestic
mar ket s. However, imediately afterwards in note 84 he

completely contradicts this assertion by saying "Oigin
Pacific nmay not serve as an effective conpetitor on the main
trunk routes", thus conpleting our journey from a potenti al
main trunk conpetitor to an effective conpetitor, to an
i neffective conpetitor, presumably back where we started,
all in two paragraphs.

So, having killed off our nmain trunk abilities, he then
goes on to discuss Christchurch-Wellington. In a
fascinating analysis in item 84 which rightly says that
Oigin Pacific offers 6,000 seats a week, wth 4,000
contracted to Qantas; 68% to be exact. After the alliance
Dr WIlig asserts that Qantas' codeshare will cease and he
cites Oigin saying this in February, which by the way we
did not, and possibly contradicts Qantas' subm ssion that
opportunities will still exist.

Anyway, let's assune that WIlig knows nore than we do

and that he has infornmation that it is the Christchurch-
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Wl [ ington service on which the alliance may replace Oigin.

According to Dr WIlig's analysis, Oigin will |ose 68% of

its business to its now sole conpetitor,
share, but Oigin will continue to offer

with a 98% narket

6, 000 seats a week

regar dl ess. W would invite the Commission to join us in

expressing sonme conmercial incredulity at
Continuing to extrapolate from the

t hat .
same Wellington-

Christchurch exanple, Dr WIllig also says "we have been

exposed to no evidence that would suggest Oigin Pacific

woul d be a substantially |less conpetitor with the alliance".

This after the acknow edged | oss of 68%
Its sol e opponent.

In item 88 he goes on to assert

of its business to

that Oigin has

acknow edged that capital is not a barrier on provincial

routes, quoting us as the source. Wat we actually said was

that barriers to entry in the provincial

market relate to

scale, for a small operator with limted services in a |ocal

area there are mninmal barriers. However, we said that to

expand into a full provincial service
capital and associated requirenments whi

there are mgjor
ch contribute the

barrier, especially obtaining and servicing capital. Ve

feel it's one thing to make assertions but it is poor

scholarship to deliberately msquote us

W ong.

and get it 100%

In items 90 and 91 Origin is alleged to be able to offer

a conpetitive constraint on Wellington-Christchurch because

we fly larger aircraft, ATRs with 64 seats. D WIlig has

conveniently forgotten this point two pages earlier that

these aircraft are totally dedicated
assunmes that Oigin can sinply just fil

passengers.
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Also in his point 91 he says "we are well positioned to
conpete because of the volune of local traffic, using an
exanpl e of Wellington-Dunedin, because 68% of the traffic is
| ocal and any concerns about the roll of feed as a barrier
are "m sgui ded" we woul d suggest that perhaps it's Dr Wllig
who's msguided, we actually don't fly the WlIIington-
Dunedi n route.

However in item 92 he nakes the point that feed is an
i ssue after all on Christchurch-Qeenstown but however it is
"far fromevident that the alliance would harm conpetition".
Seeing as the Christchurch-Queenstown route wll becone a
100% Air New Zeal and/ Qantas route and that by his adm ssion
65% of the traffic is international, where exactly is any
conpetition going to cone fromand far fromthe alliance not
harm ng conpetition, we would suggest it was self-evident
that this key tourist route will becone a nonopoly.

There's a presunption then that regardless of our |ack
of effectiveness on the nmain trunk, the partial denolition
of our capacity sale to Qantas on Christchurch-Wellington
and half our other routes, a nonopoly position on tourism
routes, and mmjor barriers to entry or prosperity, we and
provi ncial New Zealand wll be saved by acts of God or
Virgin Blue, whichever cones first.

W now al so know that Air New Zeal and has an excell ent
track record of defending its donestic position. After all,
M Mirdoch's Ansett mllions failed to dislodge the
conpany's preem nence, and wth the Express product,
pricing, ai rpoi nts, schedul es, frequency and ot her
advantages, if you will forgive ne paraphrasi ng Shakespeare,
"me thinks yon Ral ph doth protest too nuch" when talking

about their donestic vulnerability.
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W would therefore wish to sinply restate our concern
regardi ng the proposed alliance and recap our position. In
our original subm ssion we stated inter alia, the benefits
from the alignment with Qantas and expansion into nore
routes and bigger aircraft were highly beneficial both for
provi nci al New Zeal and, Origin Pacific and Qantas. W have
steadily expanded by virtue of neeting the requirenents of a
| ong-term partner and we've been able to increasingly neet
the need for conpetition in provincial New Zeal and.

The conpetitors to Air New Zealand on the main trunk
route requiring regional feed was critical to our position
as a provincial carrier and that of any other provincial
carrier of any substance.

Oigin |lacked the necessary capital to expand on the
main trunk routes, and in any event now, successfu
conpetition with an anticipated virtual nonopoly, together
with all the attendant virtues of scale and presence could
not be financially sustained.

W note that the Applicants "largely agreed with nuch of
what Oigin Pacific has said". Al t hough questioning the
i mportance of Qantas' feed to Oigin's viability, the
Applicants conceded that without any feed "it wll nerely
result in Oigin Pacific returning to a scale of operation
and growmh that it envisaged when it initially entered the
segnent in 1997". Quite how this transition either benefits
or fosters conpetition, we don't think has been adequately
expl ai ned.

The Applicants also seem to believe that their actions
will have little or no effect on the operations of Oigin
Pacific. As previously indicated, the Applicants have

al ways held out that either Virgin Blue or a Fifth Freedom
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carrier wll be our salvation. | ndeed, our current
arrangenents with Qantas "wll assist Oigin Pacific in
dealing with the transition period prior to Virgin Blue's
expansion" and their subsequent subm ssions continue to
strongly pronote either or both of the above possibilities
as a viable alternative.

W would nake the follow ng coments. Fifth Freedom
carriers have been flying the Tasman for many years as the
Conmi ssion has |earned, and none so far have ever felt the
need for a relationship with Oigin, despite our codeshare
relationship with Qantas not being excl usive.

The lack of a main trunk presence would be the |ogica
reason for the lack of interest, and the Applicants know
this perfectly. The main trunk is the feeder nechanism for
provi ncial New Zeal and, and as Qantas has acknow edged,
making |l osses on this route despite its market power and
penetration, the Applicants would be well aware it would be
financial suicide for Oigin Pacific to enter the route.

Oigin has few flights to Auckland, which is the main
destination of Trans-Tasman flyer's Fifth Freedom traffic
So, to counter the alliance offering several flights from
Sydney to Auckland and then onwards to Wllington and
Christchurch from Auckland 10 to 20 tines a day and al
their provincial networks, the Fifth Freedom carriers, were
they to hook up with Origin Pacific, would have to put their
passengers on a twice a day flight to WIllington or
Christchurch via Nelson. W don't think it's a serious
proposition. One expert witness did say that Sydney-Nel son
could work, so we live in hope, but as a 737 can't actually
| and there, it could be a little difficult.

Qantas supplies Oigin with traffic fromits extensive
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gl obal network and we feel it begs credibility that there
woul d be "no | essening of conpetition and no material i npact
in the market as Oigin without Qantas wll continue to
conpete. ™ The Commission is well aware, as are the
Applicants, of the inportance of Qantas to Origin's current
and future viability.

Virgin Blue, were it to becone associated with Oigin
Pacific in sone form and we hope that it does, has a
small er network or feed capability, and by definition the
quantum and nature of the traffic would be significantly
different and unlikely to be any form of serious replacenent
for the business lost to the alliance in the short-term
However, this relationship does offer a lifeline in the
event of the merger proceeding.

Finally, it has been stated that Air New Zeal and exiting
Star will benefit Oigin. Having had sone involvenment with
the entry to Star, | can understand why wi sely the authors
make no argunent whatsoever as to why that should occur.
The alliance, one can legitimately assunme, wll seek to
optimse the opportunities afforded by the gains in traffic
taken from Oigin. Oigin, therefore, just to stand still
has to find urgent opportunities to replace this business,
opportunities which will be very difficult to secure.

As indicated in our submssion, and as perhaps
encouraged by the Applicants, Oigin would have to down
gauge its operations. In our confidential subm ssion Oigin
has indicated the nature and depth of the process it is
likely to have to follow, which is contrary to the concept
that there would be no | essening of conpetition.

In summary, therefore, the differences between the

current market conpetition, Air New Zeal and versus Qantas
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and Origin, and the proposed nmarket conpetition -- Air New
Zeal and and Qantas versus Oigin -- wuld be that Oigin
woul d lose nost of its Qantas business, have no main trunk
feed unless Virgin Blue fly the route and we can do a deal
with Virgin Blue, be forced to look at downsizing in
provincial markets, face major schedule and frequency
inequities; we feel we'll have to reduce our commtnent to
serve provincial New Zealand, and we nmay indeed act as an
exanple of the difficulty of getting established and then
having the playing field dramatically tilted agai nst you.

Oigin, therefore, endorses the Draft Determ nation and
sees little evidence of any great concern over the inpact on
regi onal and provincial services. W believe that these
mar kets have been perceived as only of having incidental
I nportance, notw thstandi ng the acknow edgnent that between
25 and 40% of traffic in New Zeal and enmanates from or is
destined to a provincial port.

In our latest submission we tried to be explicit on the
econom cs of operating a regional airline. Air New Zeal and
itself is claimng that it cannot conpete in major narkets,
per haps even donestically, wi thout a partner, which seens to
be shorthanded as partnerships equals prosperity and
| onel i ness equal s poverty; either in noney or in scale. Yet
it seens to be accepted that there will be little or no
conpetition regionally, and that perhaps this is a small
price to pay for an alliance.

W believe we can survive and possibly ultimtely
prosper, but we would have to acknowl edge we're going to
find it very difficult indeed if our feed dries up or the
Applicants fully exercise their 98% nmarket share. However,

we do note that perhaps sonething of our Qantas relationship
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may survive and we sinply don't know.

In conclusion, Oigin Pacific has confined its comments
today to provincial New Zeal and. Qur basic proposition is
that it's hard to nmake sustained profitability or relatively
thin provincial routes even with a |ow cost structure, that
sustainability depends on conpatible partnerships wth
conpl enentary feed requirenents, hence the relationship with
Qantas which fulfilled those requirenents.

The total or a substantial |oss of these arrangenents
and any inability to substantially replace them gives a
relatively bl eak prospect to any provincial carrier.

The conbi nation of virtual control of in-bound and out-
bound international traffic, coupled with a huge donestic
mar ket share, a 70% market share on the Tasman and 100% from
the United States and from Japan neans any carrier, no
matter how well funded, is going to struggle for penetration
or profitability in the near term

In the interests, therefore, of preserving sonme form of
regi onal conpetition, or perhaps preserving the opportunity
for regional conpetition, we would urge the Comm ssion to

turn down the application. Thank you for your tine.

CHAI R Thank you very much for that, M Marks, and we would

MR

Air

like to ask you a few questions, if we may.

The first question 1'd really like to ask you is, we
have asked other parties about whether an alliance wth
anot her carrier such as Virgin Blue, would that address the
i ssues that you have in ternms of any market power that the
alltance would possibly lead to in the provincial markets?

MARKS: I would very much Ilike to think so, although
listening to M Huttner yesterday, | think he gave us all
the distinct inpression of where their priorities will Ilie.
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He also did not confirm and we do not have any know edge of
when they nmay conme, and with what degree of capability. So

on the assunption, | think one would have to make an
assunption in the first year at least that they wll be
relatively small and will focus their efforts on main trunk
activity.

M Webster in his presentation seened to inply that the
route to prosperity was to attack the key routes rather than
the margi nal routes.

So on that basis certainly we wll be able, assumng
that we could reach a commercial relationship, we would be
able to replace some of our traffic; it would be hel pful
but it would, as | said, in ny submssion, it would not be
of the same quantum or perhaps quality of the traffic that
Qantas can bring in, sinply because Qantas has worl dw de
capability rather than just Australia capability.

CHAIR So, can | take it from what you've said that you haven't

actually -- and if it's sonething you can't conment on
please tell nme, but you haven't actually had discussions
with Virgin Blue?

MR MARKS: W have had discussions with Virgin Blue, but we are

nowhere near fully understandi ng what their intentions m ght

be, or having any form of comercial arrangenments with them

CHAI R | just want to get your view about another matter, and

that is, can you envision a situation where it would be
worthwhile for Virgin Blue to nove fromthe main trunk into

the provincial routes?

MR MARKS: On the assunption that they maintain their successful

formula which is to operate 737 aircraft, the nunber of
provi nci al rout es depends on your definition of

"provincial", it does nobve around a bit. | mean, | note
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M Huttner tal ked about Auckland-Dunedin as a route that he
seens to be focused on. There are one or two regional
airports in New Zeal and whi ch can accommobdate 737 aircraft.

The issue is probably nore that A r New Zeal and, |
t hi nk, have done an excellent job in matching their types of
aircraft to the route requirenents and, therefore, they've
got 737s on the main trunk and other routes but then they
have ATRs and then they have Beech 19Ds, so they've got a
conplete mx of aircraft. Because, as in routes |like across
the Tasman, it used to be that you put a 747 on at 8 o' cl ock
in the norning and that was what you did. Subsequent |y
frequency becanme far nore inportant than grunt, and | would
suggest that that's still very true in many of the narkets.

W find that the difficulty of conpeting with Air New
Zeal and is not necessarily one of price, but it's certainly
one of frequency, and so consequently even if sone of these
regional airports can accommodate a 737, you nmay be able to
generate nore traffic, but on the other hand putting a 737
in once a day may be significantly less effective in that
mar ket than putting a Saab in five tines a day.
R Just one last question from nme and then |'Il ask ny
col l eagues to direct questions, but how different is your
situati on now than say when you entered.
BATES C. I nean, | would have thought now you have
devel oped sone brand awareness and |oyalty and sonme of your
busi ness nust be driven sinply from people in your own
mar kets who have loyalty to you

| just want to get a sense of how you see that?

MR MARKS: Vll, I've only been with the airline a few nonths

Air

and so therefore | -- nuch of what | mght say is what |

have picked up and also from observation rather than from
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experi ence. | believe Origin has carved out a market niche
for itself, and in some markets where there are -- there is
the opportunity of putting frequency on, then there is the
opportunity of conpetition.

But if we go back to the Christchurch-Wellington market
as perhaps apposite. There is one where | believe Air New
Zeal and flies 12 tines a day, and Origin flies 8, but one of
the underlying factors of the ability to put a J41 on 8
tinmes a day is because Qantas are helping to support that
route by also putting a nunber of passengers on it. Absent
that, the economcs of operating a J4l1 eight tinmes a day
beconme very difficult.

So, although you can devel op your own brand, and | would
like to feel that Origin will continue to do so, and its
partners will perhaps not be quite so fundanental, you have
to have sone routes on which you are meking a substantia
profit in order to be able to fund both their continuation
and any form of expansion, and it would be true to say that
the launch of the Express product, for which | congratul ate
Air New Zeal and, it's a very very clever nove, has caused a
lot of difficulties.

| believe it's caused difficulties for Qantas, it's
certainly caused difficulties for us, and so consequently it
just gets that much harder when and if you have a period of
uncertainty in terms of knowng quite where to take the

airline and in what form

CHAIR  Thank you.

MR PJM TAYLOR: |'ve just got one, M Mrks. The Christchurch-
Wllington route, you fly prop planes? You fly jet prop
pl anes?

MR MARKS: Yes. Well, they're all -- yeah.
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1 MR PJM TAYLOR WIIl they conplete largely against Ar New
2 Zeal and 737s?
3 MR MARKS: Yes.
4 MR PIJM TAYLOR Do you find a problem with that in ternms of
5 bei ng conpetitive?
6 MR MARKS: You find sonme problens. The smaller aircraft, there

7 are sone negative consuner perceptions which we endeavour to
8 overcone by price, but in general terms one can conpete
9 with -- as long as the frequencies and schedules are
10 appropri ate. It's nore what Origin lacks is the huge base
11 of business flyers that Air New Zealand' s been able to
12 attract and nmaintain, and once those people get accommobdat ed
13 on their services, it's very difficult to prise them away.
14 And for business traffic price is not so nuch of a weapon
15 because a substantial nunber of the people buying the
16 tickets don't actually worry too much about how nuch they
17 cost.

18 | know perhaps we feel they should, but they don't, and
19 | think we heard M Huttner yesterday talking about power
20 frequent flyer thing, and having been instrunental in
21 actually establishing airpoints, it is now being used
22 successful Iy agai nst ne.

23 MR PJM TAYLOR  Thanks.

24 MR CURTI N Just briefly, | appreciate it's before you joined
25 Oigin, but can you remnd us, when Oigin started, was it
26 on a business nodel of point-to-point wthout feed, or was
27 it always predicated on having feed? Can you give us a
28 little bit of the history of the evolution of the conpany?
29 MR MARKS: Wll ny wunderstanding was that ironically the
30 original encourager for the creation of Oigin was Janes
31 Strong, then the managing director of Qantas, who sat down
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with Robert Inglis the founder and suggested to himit would
be a good idea if New Zealand had a low cost airline
operating in the provinces. Whil st there wasn't, to the
best of nmy know edge, any form of formal relationship with
Qantas, and therefore, the operation started in a very
nodest way out of Nel son.

Certainly, when Tasman Pacific went down, and | believe
somewhat before that, the relationship wth Qantas
comenced, and then when Tasman Pacific went down, then
Qantas were left with a big hole on any fornmal feed
mechani sm and evolved a strong relationship with Oigin
Pacific and indeed Oigin Pacific went out and actually
acquired aircraft, particularly the ATRs on the strength of
giving them-- fully leasing themto Qantas. So, does that
answer your question?

CURTIN: Yes, it does, thank you.

BATES QC. Just a couple of questions. Does Air New Zeal and
conpete with you on all the routes you fly, does it?

MARKS: Yes, they do.

BATES QC. Wuld sone routes |like say Christchurch to
Queenst own becone attractive to you? | nean, you fly it
al ready presumably, don't you?

MARKS: W only fly it for Qantas.

BATES QC: Yes, but if you say that Air New Zeal and would
beconme a nonopoly, isn't it quite a popular route, that one?
MARKS: It's a very popular route. The issue is that, as Ar

New Zealand have submitted, or perhaps Dr WIllig has

submtted; |I'mnot quite sure which is which.
BATES QC. Do you agree with himthis time or not?
MARKS: I"'m agreeing with himon the basis that nost of the

traffic 1is international origin on the Christchurch-
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Queenstown route, so in other words, that traffic is seduced
in London and it's seduced in Los Angeles and Tokyo. So
consequently, long before they ever get to New Zeal and
t hey' ve bought their tickets.

The anount of | ocal traffic, people living in
Christchurch going to Queenstown and vice versa, or perhaps
people living in Auckland going to Queenstown via
Christchurch, obviously there's some, but this is slightly a
peculiar route in that sense in that it 1is actually
dom nated by the Japanese, or the Koreans or others and,
quite rightly, Ar New Zealand and Qantas go after that
traffic in their point of origin.

BATES QC. As a donmestic user until very recently, 1've
always found it an extrenely expensive route. Wul d you
agree with -- | just wondered whether there was a gap there

that you could actually go for?

MR MARKS: We're trying to find gaps, so if you're wlling to --
M5 BATES QC. No, but is that the sort of strategy you would...?
MR MARKS: Absol utel y. | mean, Oigin has tried very hard to

find routes that other carriers are |less represented on or
routes in which we think we can turn a dollar, but Air New
Zeal and, as | said, earlier, has done a very very good job
in blanketing both regional, provincial and min trunk
servi ces, and what has really changed that has been this, or
has enhanced their position, has been this mx of aircraft,
perhaps nore capable now of frequency, and allied to a
cl ever yield nmanagenent system therefore being able to nove
prices around, it's hard; it's very hard.

M5 BATES QC. (Ckay, thank you very nuch.
DR Pl CKFORD: M Marks, you said in your submssion that the

i ntroduction of New Zeal and Express has -- Air New Zeal and

NZ/ Qant as Aut hori sati on Conference 22 August 2003



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

1091
Oigin Pacific
Express has caused difficulties to your operations. Coul d
you explain in what way that's happened, please?

MR MARKS: Yes, well, Oigin really did what Conm ssioner Bates
has inmplied, by having a pricing strategy which to sone
extent undercut Air New Zeal and on many of its routes. Air
New Zeal and's Express product, where they brought all their
prices down by 20 to 25% perhaps nore so on sonme routes
than others in terns of the availability of cheaper pricing,
has neant that one of Origin's substantial benefits of being
able to pronote to you that you should be on Oigin because
of the price, has been renoved. So in that sense the yield
spread has significantly narrowed.

DR PICKFORD: So, | hadn't understood this, but you are saying
that Air New Zeal and Express has applied to its provincial
services as well as its main trunk?

MR MARKS: Absolutely.

DR Pl CKFORD: What proportion of your passengers are derived
from Qantas, codeshare and the |ike?

MR MARKS: I"d rather leave that -- it's covered in our
confidential submission and |'d rather leave that if | may.

DR Pl CKFORD: I know that you' ve progressively entered new
mar kets since you started up. What has been the inpact on
fares in those markets as you' ve entered and expanded
servi ces?

MR MARKS: That's hard to answer now | think in the --
originally communities such as New Pl ynmouth and I nvercargil
were highly delighted that they had conpetition for the
first tinme; in fact | believe that Tim Shadbolt is on record
as thanking Oigin Pacific for halving the cost of getting
out of Invercargill. [ Pause] . Perhaps it would be nore

appropriate that | should say "halving the cost of getting
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into Invercargill™".

And Origin was very pleased to be able to do that, but
as | say in recent tines the Ar New Zealand Express
initiative has been very cleverly thought through, and with
the lower pricing and all the other attendant benefits of
everyt hi ng from airpoints to | ounges, particularly
frequency, then sonme of the advantages which Origin Pacific
had have disappeared, and so, consequently we have been
forced to review our route network in recent tines; we've
had to send one or two aircraft back because we're now
having to cut our cloth to a sonewhat different shape to the
one we had a year ago.

M5 BATES QC. Just one question and that's, | nean, what is your

conpetitive response to Air New Zeal and doing this? | nean
are you in a position to |ower your fares too?

MR MARKS: Yes, we will, we've done that -- well, we've had two

conpetitive responses. We changed our pricing structure
back in June to see if we could find a nechanismsimlar to
Air New Zealand's to conbat it. Subsequently we have
anmended that. For instance, we now offer |ow fares w thout
the use it or lose it conditions, and we've also |owered
fares to business people by as much as 30% over Air New
Zeal and's simlar flexible fares.

The issue we have, as | said, it wuld be nice to fee
that business traffic would respond instantly to that kind
of discount, and sone have, but there are all sorts of
contracts and incentives and other issues where price only
plays a part in the conpetitive m Xx.

M5 BATES (C. But do you think it's been a successful strategy

you' ve adopted?

MR MARKS: Too early to say. | mean, we didn't have a lot of
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choice in the end. CQur business suffered as a result of the
Express | aunch. W initially thought that perhaps sone of
the detrinments to our business would nultiply over tine.
They didn't appear to, and so consequently we went in and
started meki ng these changes which we've been nmaking fairly

frequently.
In recent weeks, it's true to say that our business

seens to be picking up again a little, so -- but it's very
early days, and if Ar New Zeal and drop another seat -- say
a quarter of amllion seats on us sone tinme in the near

future, then that sort of w pes out everything for the next
6 or 8 weeks, so -- and | have no idea what M MIler may be

plotting as he sits behind ne.

PROF d LLEN: You discuss codeshares with Fifth Freedom

carriers and the lack of them Is that because of your
relationship with Qantas or the lack of interest on the part
of the Fifth Freedomcarriers into Auckl and?

MR MARKS: It's certainly not because of our relationship with

Qantas. In fact, | think what we hope to be able to sell to
a Fifth Freedom carrier was that, if we could neet all the
service standards and requirenents of Qantas, that that
woul d show that we were quite capable of neeting theirs as
wel | .

The difficulty is, as you' ve heard already, is that a
lot of the Fifth Freedom carriers come into Auckland and we
are not very well represented in Auckland, and as you've
al so heard, one of the issues for a long long tine is Fifth
Freedom carriers cannot be relied upon, they cone and they
go, they have varying pricing strategies dictated by their
respective head offices at different tines.

| nmean, as you've already heard, | had a wonderful
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conversation sone years ago with the Mrketing Manager of
Continental who said that they didn't bother with any yield
managenent systens, they sinply pitched their prices at $50
| ower than anything that Air New Zeal and had. And | said,
"well what happens if we get down to $507?" And he said
"well, we'll actually give them away for nothing". A
facetious remark, but nevertheless it sort of illustrates
that Fifth Freedom carriers have a need to primrily neet
the requirenments of their head office in terns of the |ong
haul traffic and to find a mechanism for topping that up
with sone Trans-Tasman activity.

Sonmetinmes that's effective, but for a provincia
carrier, for a regional carrier, the regional people who
wish to go to Australia across the Tasman can get out of
Christchurch on Air New Zeal and and Qantas, they can get out
of Wellington. So, it's much less of an incentive for
peopl e probably anywhere south of Palnmerston North to
actually go to Auckland to pick up a Fifth Freedom carrier
So, that would deprive us from the opportunity of carrying
peopl e up there, or vice versa.

PROF d LLEN: To Singapore conming into Christchurch they
woul d pass their passengers on to Air New Zeal and because of
a Star relationship?

MR MARKS: To be honest |I'm not sure what they do. When |
originally negotiated with Singapore Airlines, one hoped
that that would be the case. But having been out of that
particular part of the industry for sone years, |'m not
qualified to tell you what Singapore airlines does.

PROF G LLEN: How i nmportant is freight to your operation?

MR MARKS: Freight?

PROF G LLEN: Freight, yes.
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MR MARKS: W do operate freight. W have freighters, two
aircraft which operate overnight and fulfill the needs of
people |ike DHL. It's a useful addition to our business,
but it's not that -- in terns of turnover, it's very hel pful

but it's not significant.
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PROF G LLEN: kay, thank you.
MR PETERS: Just one question, M Marks. You nmentioned in
passing, | believe, the benefit of Ar New Zealand s

menbership in Star A liance sounded as though you had sone
know edge of this and sone views on this. Can you el aborate

on this aspect of your presentation?

MR MARKS: well, | think -- yes. | nmean, back in about 1995

when Air New Zealand in those days was the 7th nost
profitable airline in the world, but despite that we could
see the world was going to change, that it was going to
break into a series of alliances, and that was the reason
why we went out and negotiated with United and Air Canada,
whi ch caused us to dunmp our relationship with Canadi an and
wi th Lufthansa. They were the principal drivers of the
Star Alliance.

Basically what the Star Alliance would offer was ease of
access, say from Los Angel es through to Chicago or Denver or
ot her places you couldn't get to; throughout Europe using
Lufthansa's services, a far better relationship in Canada.
The nost noney is nmade internationally on Business d ass
passengers, and Busi ness C ass busi ness passengers could be
far nore facilitated by having another airline that treated
themas if they were their own.

So, lounge access for instance -- | nmade a trip to
Europe | ast year wearing another hat. It's very useful for
ne as a Gold Elite nenber of airpoints to -- though | doubt
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whet her that will continue -- to be able to sit in British
M dland's | ounge facilities in Heathrow, and to have British
M dl and extend to ne the sane benefits as they give their
frequent flyers. So, it's a whole series of value adding
benefits that would accrue from a nmenbership of the club
it's a club and there are benefits of belonging to the cl ub.
Air New Zeal and, therefore, is able to extend its reach
and be able to get advertising, pronotions, even noney from
time to time, because when Air New Zealand joined, Star
i medi ately gave Air New Zealand $5 nmillion US to start
pronmoting the alliance. So they have very powerfu
abilities, especially for a carrier such as Air New Zeal and
which | think does a spectacularly good job as a regionally
based carrier, especially one far away from its principal
mar ket s.
But the Star Alliance enabled you to be able to have a
much bi gger presence than you actually would have generated
based on your turnover or penetration in the European

mar kets or even in the United States.

MR PETERS: Thank you.
CHAI R Thank you for that, M Marks. | f you had any further

coments you would |ike to make?

MR MARKS: No, just thank you very nmuch for your tinme.
CHAI R I'"d like to thank you on behalf of the Conmm ssion and

you will, I'"msure, be aware that one of the key things that
t he Commi ssion | ooks at in doing conpetition analysis is the
i npact on other existing players in the market, and Origin
Pacific has been very forthcomng in providing information
to the Comm ssion and we thank you for that. Thank you once
agai n. W wll not take a break now, but we wll just

qui ckly change over and | would invite Christchurch Airport
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to cone forward, please. [Pause].

* % %

PRESENTATI ON BY CHRI STCHURCH Al RPORT

CHAIR 1'd just like to ask everyone to be seated, please.

l"d just like to welcome Christchurch Airport, M Bellew

and M Weston, both famliar faces to us, | know you have
one nore person with you and I'll ask you to introduce her,
but once you' ve done that we'll invite you to present your

subm ssi on, thank you.

MR VESTON QC. Thank you Madam Chair, and Conmi ssioners, to ny

right is Janine Loader who is trying to nake the technol ogy
work without a great deal of success at the nonment. Unlike
the previous team we're here with a lawer and a | aptop,
but the | awer at the nonent's going and the |aptop's not.

W're here for a short presentation, the main purpose to
nmake M Bellew available for question, but we have a few
points we'd like to make first and if | mght do a short
i ntroducti on.

It's obvious from the subm ssions that the airport has
filed that we're not approaching this froma nodelling point
of view. There are a couple of pragmatic issues that we
wi sh to put before the Comm ssion, and the three issues that
M Bellew is going to touch on, in one way or another, are
these: First, explain the perspective of Christchurch
Airport, how it sees itself as a gateway to the
South Island; it's not a hub airport in any real sense of
that word, but it does see itself as a gateway, and this is

a point that's nade to the Conm ssion before, and no doubt
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will be famliar, but there's a couple of mtters that
M Bellew will rehearse, we believe, for your benefit.

The second point is to talk a little bit about the
count er f act ual . Air New Zeal and has put forward what has
been |abelled the "war of attrition™ and to an extent
Christchurch International Airport supports that, not under
the | abel war of attrition which seens to be a little over-
dramatic, but in the sense that Christchurch is concerned
that over time Air New Zealand will fail and that that is
t he appropriate counterfactual

W realise the fundanental question to answer for your
benefit is, why now, why is that the case now? Wy has that
not happened previously and what is it about now that
suggests that this thing's any different? So, we will focus
on that. And the third point is to talk about what
facilities Christchurch has avail able, and again that should
be a reasonably straightforward matter

So, I"'mgoing to invite M Bellew to address these. It
won't be necessary to follow that strict tripartite
di stinction that 1've just set out, but he will cover those

t hree topics.

MR BELLEW VWell, Madam Chair, Menbers of the Conm ssion, |

t hought Tony Marks was a client of ours and therefore
relatively friendly, but he's obviously sabotaged our AV
presentation, so let's run. After all, successful nanagers
in an ever changing world should be innovative, so here's ny
test.

Let nme say by way of introduction, and | want to nake a
few phil osophical coments and perhaps as part of that try
and establish ny credibility, that | enphasise with the

Conmerce Commission as to their task as | also continually
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face simlar, shall we call it, intellectual chasers. By
intellectual chasers | nmean formng a view of what the
future holds and what are the consequences of a particular
course of action; i.e. Wiich scenario wll be relevant and
sufficiently real, | enphasise "sufficiently real", as to
war rant conm t ment ?

It is axiomatic, according to ny rules, that | can only
at best influence the future, and | say that as a nanager

By that | nean that | have no respect for creative
accountants and others and | do have sone apprehension,
should | say, about those who are backward | ooking
phi | osophers. | think in the real world in which | exist

it's increasingly irrel evant.

Let me also say in ny experience, and | say this wth
some continual dismay, the real world is very conplex, but I
live in the real world.

| also admit to the enjoynent that it's delightfully
i nperfect. Especially conpared to nany of the abstractions
which we all too frequently use.

VWil st | applaud and indeed often am enthralled, perhaps
even captivated by today's experts, too often in ny
experience to ny subsequent dismay and di sappoi ntnent their
current mantras are often found to be very perishable, and
hence despite their obvious sincerity they're too frequently
destined wth the rigors of hindsight to be but nere
advocat es.

You mi ght then reasonably conclude that in ny continua
search for sufficient understanding as to the future | am
somewhat suspicious. | admt to that.

But yet, like you, as a manager | cannot luxuriate in

del ay. I ndeed, ny econonmic rent, i.e. Salary, conmes from
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taking a position, i.e. Making a decision as to what my
happen. But indeed, if | fail to do this, or if the
positions which | take are insufficiently relevant to what
actually transpires, | am quickly consigned to what | shal
refer to as the "EX' category, and let me assure you,
econom c rents do not exist in that category.

| ndeed, sone of ny cynics mght already say that as |I've
been in this role for some 15 years, and |I'm approaching ny

late 50s, that |I'm already probing the outer limts of the
normal curve. | now proffer sone observations.
Firstly, 1 have to say that while we at CH AL do use

nodel ling as an aid to decision-nmaking, and indeed | have a
nodi cum of nuneracy nyself, and indeed we also attenpt to
secure where possible the best of practitioners, it is
always in ny practical experience but an aid.

| acknow edge that as one who has spent his life in
commerce, indeed our successes or failures are inevitably
nmeasured in quantifications with dollar signs. But | nust
say that we continually find in an ever increasingly conplex
and changing world, too heavy a reliance on quantifications
whi ch have an al nbst precoci ous precision nay be m sl eadi ng.
I ndeed, |arge nunbers can nean that you are very right; they
can also equally nmean that your assunptions are very very
W ong.

Let nme now nove on and give sonme market characteristics,

and here |I'm tal king about a narket for travel as perceived

from the Christchurch perspective. For me, air travel is
i ncreasingly becoming likened to a commodity product. Air
travel is increasingly beconming likened to a comodity
pr oduct . Corollaries, if you buy ny assunption, and |

enphatically believe it, is that supply, except for short
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periods of time, is not usually an issue; in fact, over-
supply is quite frequently the norm

Furthernmore, it is difficult to permanently -- and |
enphasi se the word "permanentl|ly" differentiate your product
in such a nmarket. In fact, commodity suppliers often find
adaptation difficult.

Continuing on with ny thesis, price in a comodity
market is hugely influential as to buyer's choice, hence
suppliers increasingly, despite their protestations to the
contrary -- and |I'm referring here to stockholder's
neetings -- becone price takers. Margins, as a consequence,
due to a conbination of over-supply, buyer's enphasis on
price and the relentless pursuit of market share, inevitably
becone eroded.

Suppliers often seek refuge in attenpts to achieve
econom es of scale, but these are at best tenporal. Another
observation which | would have to nmake is that market
failures are, or failures by narket participants are not
unconmon and wtness the recent carnage in the airline
I ndustry.

Let me now refine ny nmarket definition a little and say
that for wus it is the leisure travel market which is
particularly inportant as far as Christchurch is concerned,
and particularly inportant when | ooking forward.

In the leisure travel mar ket , according to ny
definition, aspirant suppliers conpete for the discretionary
consuner doll ar. In other words, the consunmer has the
absolute right, given finite buying power, to again
absolutely deternmine their allocation of their resources.

Furthernmore, with the increasingly nore know edgeabl e, |

contend, enpowered consuner of today with a wide use of IT
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systens, they do nmake a very inforned decision and often at
the [ ast nonent.

I am obviously referring to tourism which is a
substantial driver of especially the in-bound market and at

Christchurch approximately 75% of all our internationa
visitors are non-New Zeal and residents, but it al so
i nfl uences donestic travel; in other words, donestic sectors

that are flown w thin New Zeal and.

We believe that on average the nunber of air journeys by
tourists will grow But New Zeal and is but a niche player
and market share and hence ability as a tourist destination
to market influence is small. In many of our markets we
have less than 1% market share. Airfares represent a
significant proportion of total costs for travel, especially
as we are sonmewhat geographically renote from the nmgjor
centres of popul ation. Hence, I  would argue that
continually unattractive offerings are quickly seen for what
t hey are.

In this regard | am somewhat perplexed by the enphasis
during last evening's discussion on, say, the concentration
of market power and how it may be exploited on the
Australasian US market. To me it |acks substance given the
argunent that | have devel oped. | believe now that we're
facing sufficiently influential consuners that we nust offer
an attractive price solution. If not, they have the power
and the determination to | ook el sewhere and we, for |eisure
travellers at least, conpete wth a nyriad of other
desti nati ons.

Furthernmore, particularly for those who have aspirations
either fromor going to beyond North Anmerica, there are many

other routes which allow them to bypass the unattractive
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of ferings and thereby put pressure, market influence if you
i ke, on the unconpetitive.

W have witnessed in recent years some quite severe
ext ernal market shocks. These inevitably take out -- ['1I
use the assassin's term-- +the weak players. Most
commentators, and here | travel frequently and indeed I'm a
past vice-president of the Airport's Council |nternational
the Geneva Airport's Organisation, and we airport people are
continually somewhat candid in real-tine information, agree
that we have not seen the end of such events, be they public
health issues, i.e. SARS, terrorismevents, despite the huge
I nvestnment that all players are nmaking, etc.

| ndeed, let ne talk about another corollary of that: A
person who has been referred to by one of the Commi ssioners
al ready, Peter Harbison, I'Il attribute the Harbison theory
to him Let nme say that | argue frequently with Peter when
I'"'min Sydney and invariably end up paying for lunch, it's
probably because he's Australian and |I'm a New Zeal ander.
But he's developed a theory to which | subscribe, and that
is that recent external shocks have excessively sensitised
the traveller

Wat are the market consequences of that? That
inevitably, when there is another external shock, they
respond very very suddenly indeed. So you hit a shoul der,
drop off very quickly. There is still sone debate as to
what the other side of the curve |ooks Iike. In other
words, are you down in a narrow bottom chasm a U shaped
valley, or is it flat and then you clinb up the other side
again quite quickly? In that regard the jury is out a
little. But let nme observe sonme stats which | recently

conmm serated on with a colleague of nine who's airport
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di rector, SFO San Franci sco.
John Martin, for whom |I've got the nobst high respect,
was swapping e-mails with ne and he pointed out that he is

still 26% down in real passenger nunbers conpared to 2 years
ago.

Let ne nove on. To me, as the chief executive of a
supplier to the airline industry, | have heard concerningly

little about the Air New Zealand |ong haul nmarket except
that profitability was unsatisfactory, yet this represents
about 75% of their activity. At the risk of being insulting
to nmy major customer | enphatically contend that Ar New
Zealand's <current 1long haul offering is barely market
conpetitive; barely. And in this regard |I am denonstrating
some uncharacteristic due deference to ny mmjor custoner.
They wurgently need to re-equip and to reposition their
offerings in ternms of passenger confort, but also aircraft
efficiency and configuration. All of that wll take many
many tens of mllions of dollars.

Let me nove on away from what sonme mght contend are
I nappropriate proxies or observations on the market, yet
they're ny beliefs. Sone observations about restructuring
and right sizing. Wen you have market upheaval and change
which is endemc and continual, for existing suppliers
restructuring and right sizing is inevitable. As sonebody
who during their managenent career has been there with, |
contend or admt, varying degrees of success, |let nme observe
that the task facing Ralph Norris and his team and even
Geoff Dixon, is a daunting and inevitably costly one.
Indeed, | would nuse that it is probably this very reason
why we have not seen earlier adaptation.

As one who has spent rather nore years of his life than
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he would care to reveal as a change agent, for the benefit
of the nodellers let ne nmake one other observation. My
i nsurance experience, and | say with sone bitterness, is
that the cost of such exercises are wusually grossly
understated, and in part this is because senior nanagers
often think -- and I'Il revert to a nedical term-- they are
better clinicians than they really are.

But let's not wallow in this perhaps inevitable
chal l enging area and nove on. But before | do, if the
Conmi ssion hasn't seen -- and | acknow edge that Australians

don't always propose or project the world as "fair dinkum -
- if you haven't seen the Business Review Wekly of |ast
week | would commend it to you for sonme reading -- [holds up
Busi ness Review Wekly]. | think there was a |ot of
rel evance there in terns of Qantas's perception of the
mar ket .

Let nme say that nobody, nobody who is a sane manager
willingly undertakes a restructuring whereby one has to
strip out in the order of A$1 billion of costs. $1 billion
of costs. One only does that in terns of desperate tines,
desperate neasures. That is the real world. Let nme nove

away fromthis somewhat Malthusian subject.

| still have sone optimsm for life and indeed that's
why I'm still a manager. W are currently investing -- we
the conpany that | head -- in facilities for Virgin Blue

What can be nore enphatic is a statement as to ny belief?
Let nme say that, although they are sonewhat agile
entrepreneurs, that we put to them six scenarios, perhaps as
further enphasis of our sincerity as to their future plans
and longevity of presence, let ne disclose that the price

tabs on those investnents range from $400,000 through to
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approximately $5 nillion. So, excuse ny triteness, but in
terns of this we are literally putting the conpany's noney
where our nouth is.

W're currently conpleting a 50 year nmster plan and
this assunes on average continuing growh, and a |ot of
anal ysis has gone into that. But let ne say, on average, |
have frequently publicly taken issue with the fiscal anal yst
and | believe some econom sts, having listened to them ad
nauseam for the | ast week, should also have this infliction:
Their view of life is so pure that they should continually
wear white in ny view You know, the onward and upward
snoot hly exponential growh curve in ny bitter experience,
and |'ve sought for it alnost as a pilgrim does not exist.

Continuing on, our commtment to life: W're currently
in the final stages of a very detailed study involving a new

donmestic termnal. If | say that that wll have an
investment in the order of Nz$100 million, if | were
Australian | think that would indicate that we're fair
di nkum

Life is never easy at Christchurch and yet -- [pause] --
despite the representation of an earlier speaker, let ne
share this with you. | have here the sumer slot schedul e;

assunming that Virgin Blue cone and we've said we're
i nvesting on that premse, we are facing in the peak period
of that summer a 44% increase in available seats. Now,
there may be a nodicum of optimsm there in that sonme who
have applied for slots, and some of them are what you've
been referring to as "Fifth Freedom carriers", may not
arrive. But, even if one is somewhat down on that, it is
still a significant increase in capacity.

And let nme say that in ny experience in the shorter term
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| find that invariably capacity is a reasonably proxy for
mar ket share. If not, the operators quickly adjust but I
usually find that it's a reasonabl e proxy.

To reiterate mnmy opening remarks and by way of closure
and before | invite questions, ny econonic rent is only paid
when | make the right decisions. Today |'ve shared with you
my reasoning and the form of decisions that we're nmaking.
Thank you for your attention. | invite questions.

CHAIR  Thank you very nmuch for that presentation, and if | can

"Il start off before |I invite questions fromny coll eagues.

| wanted to conme back to the statenent that you were
currently investing in new infrastructure for Virgin Bl ue.
| wanted to get a sense of what that neant in ternms of
facilities in conparison to what you have already at
Chri st church. How significant is that devel opment of the
facilities and what's the tinefranme for it?

MR BELLEW  Wth even our nobst capital intensive solution, we

were commtted to having an on-line facility by 1 Novenber

this year. So, it was going to be quite a chase, but it --

with a little bit of cajoling etc by suppliers, it was
practi cal .

Let nme answer your question, though, in a nmarket
rel evant sense if | may, if you'll indul ge ne.

CHAI R Pl ease.
MR BELLEW One of the slides that | had in actual fact showed

by way of Virgin Blue capacity what we are estimting
they'Il provide on free routes. Chri st church-Bri sbane
return, Christchurch-Ml bourne by return and Christchurch-
Sydney by return. Qur assunption is that either when they
start or very shortly after starting they will provide daily
services with a 737-700 or 800. The resulting capacity
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increase is relative to total nmarket as we see it available
seats, Christchurch-Brisbane 38%  Chri st church- Mel bour ne
34% Christchurch-Sydney 14% Average for those three
gat eways, 23% avail abl e seats.

Perhaps | can go on a little and say that, | think that
we should not wunderestimate Virgin Blue's position in the
mar ket pl ace. I think they are in one sense audacious in
terns of their approach to life. On the other hand they' ve
got a huge i nage. | nmean, | was walking to the foyer of
this building when David Huttner arrived yesterday and the
media train, which is pretty indicative of market interest
to ne, was huge; and | think David would excuse nme for
saying, | don't think he's that good | ooking or charisnmatic,
it's really the Virgin inmage.

But | nean, those are the sort of factors that assure
success and |l ongevity in markets.

CHAI R How | ong do you think it will take Virgin Blue once it

enters across the Tasman and on the donestic routes to get
to the point where it will be a sufficient constraint on the
allitance to satisfy, for instance, the requirenents that we
have to be m ndful of under the Act? How |long do you think
it wll take? We've heard mixed things, and we didn't
exactly get an unqualified conmtnent fromVirgin Bl ue about
the extent of their expansion in New Zealand, so what is

your own vi ew?

MR BELLEW Look, | synpathise. M experience with Virgin Blue

is that, as | said, they're a sonewhat ninble entrepreneur
and part of their, shall we call it negotiating stance, is
to leave it to your inmagination as to what you m ght assune.
And that's not a bad negotiating stance, but they are

definitely, in my opinion, conmtted to entering the market.
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As one who runs a business that's very dependent on A

availability of seats and, if you'll excuse the expression
bunms on seats, I'mvitally interested in that question you
rai sed. | believe that they wll have alnost immed ate

success, they've got a base already in Australia, they've

got an image due to the Virgin brand, they will cone in
| believe at a price point which will be quite aggressive,
and they will attract quite quickly a market share which
will be very influential in terns of the other operators.

CHAIR  The other question that | have for you is, Virgin Blue

has made a nunber of demands really in terns of things they
think they require in order to enter effectively, and there
are two conponents to those, and one of which is access to
facilities.

Now, there are supposedly issues at Auckland, Wellington
and Christchurch to varying degrees, and it seens to ne
you're in a pretty good place to comment on whether you
think there's anything significant in that, and 1'd be
interested in your views across the airports. Because |
think, if you benefit fromtheir arrival, you' d be concerned
as well if you thought they had facing constraints in other
airports that were slowi ng down their entry.

So, what can you tell us about the reality or not of
these inpedinents at airport facilities around this country

for a new entrant like Virgin Blue?

MR BELLEW Can | nake a prelimnary conment first on the asks.

I mean, | think one of the interesting approaches, if | can
generalise for a nonment, of low cost carriers is that when
they approach a destination they take the stance, "what are
you gonna give ne?" and in that regard they are quite
unabashed as to what they aspire to by -- yeah, I'Il use the
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term-- subsidy.

And indeed, there are in sonme jurisdictions sone
interesting legal battles going on now as to whether that's
all oned, for exanple in the EU. But, you know, some of
those low cost carriers have been very adroit practitioners
of that. Ryanair in particular, | was surprised that
yesterday's expert comentator didn't bring this out, had
been very very adroit, in actual fact enticing should we
say, secondary destination to underwite their costs of
market entry, and in sone cases on a contractual 15 year
peri od.

For us we have to walk the fine l[ine of being loyal to

exi sting custonmers but yet conpeting for the new I n that
regard, we -- and | have gone down on record on this, as
saying we wll nove heaven and earth to provide a

commercially acceptable solution, and facilities are in fact
not a constraint as far as Christchurch is concerned.

If | heard M Sheridan, ny colleague from Wellington
correctly, when he was presenting, | think he indicated that
there is not a constraint in terns of facilities at
Vel lington, although I think we all experience as travellers
here that fromtine to tinme during inclenment weather, which
I know all Wellingtonians represent as infrequent, that
there are sone delays, and that, you know, air space at such
times when instrunment landings are required could be a
scarce conmodity. But then, you know, it's first cone first
served and all are equal | suppose in that regard.

In terms of Auckland, | think Auckland tenporarily are
suffering the ravages of success, but | -- by that | nean --
and | think there's an Auckl ander in the panel -- by that I

nmean, and |'m not talking about, you know, the congestion
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when you drive, but -- and |'ve spent nost of ny life in
Auckl and by the way and | still have substantial property
interests in Northland of all places, so I'mfairly famliar
with it. But let nme just say that Auckland conpete
vigorously, they're stock market listed, they will find a
solution I know, and | also, of course, have to acknow edge
that the Applicants have given sone undertakings as to what
they'Il provide, and | think it's been interesting to
observe the continual flow of docunents that have been sort

of increasingly focussing on that during this |ast week.

CHAI R What about the price? The price in ternms of that

accessing of facilities? Wat is the balance of power
bet ween soneone |ike Virgin Blue trying to enter and

regi onal nmonopoly, if | can use that word?

MR BELLEW Well, let nme protest that word for a start.
CHAIR | really didn't nean to provoke that discussion.
MR BELLEW Can | develop an argument there first? | nean, |

think firstly, if we were a regional nonopoly where would --
why woul d sonebody as astute as David Huttner, who after al
referred to us in those very terns, at |east as a nonopoly,

why woul d he bother his tine in asking us for sone nonetary

concessions? After all, you know, the true behaviour of a
nonopolist -- and here |I'm being a pure econonist for a
moment -- would be "biff off" or words to that effect.

The other thing is, | think that | can prove

conclusively to you, that we don't actually recover our
wei ghted average cost of capital, and again, this is pretty
synptonmati c of sone variance away fromthat accusation

The other thing I'd remnd you of is that | think that,
in a very recent determnation by this group, that | think

you coul d have inferred to any reasonabl e and careful reader

NZ/ Qant as Aut hori sati on Conference 22 August 2003



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

1112
Christchurch Airport

that Christchurch in actual fact was probably underpricing,
which again is rather at variance with the assertion that
you have just nmade.
But |let ne nove on --
CHAI R | just want to pursue this a little bit, because the

Comm ssion's never taken the view that, because soneone is a

nonopol i st , they necessarily are in nonopoly rents,
ot herw se --

MR BELLEW Thank you.

CHAIR -- otherwise we wouldn't have to do the inquiries that we
seem to be requested to do on a regular basis. I woul d

sinmply assune that nust be the case.

But what I'mreally asking you in part, and I'Il frane
it in a different way that you mght find nore acceptable
There is a concern being expressed by Virgin Blue that they
will not get a price in ternms of access to facilities that
Is conpetitive with what, for instance, the Applicants m ght
have, and 1'd like your view on that. Do you believe that
may be the case?

MR BELLEW Let me answer that. In the case of Christchurch
they will be exactly line ball, exactly line ball wth
exi sting incunbents, sone of whom of course are nuch nore
val uabl e as custoners but counter rentals etc, exactly line
ball. No nore, no less, all right.

| can't speak for Wellington, but | think as Wellington

have already admitted, that they -- or put on the record
that they have got capacity; | would be surprised if they
would charge a premium to a new entrant. I would have

t hought that their sharehol ders woul d be desperately seeking
growh in their activity, right.

In terns of Auckland -- you're |leading ne into dangerous
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ground now because |I'm about to talk about a potential

customer. | thought it was an interesting argunent, should
| say, that David Huttner was running on the fact that as
the new entrant he would be disadvantaged if he had a new
term nal . | thought he m ght have been running two horses
in the sane race, which of course is not a bad betting

strategy | suppose, but in actual fact, umm ny inpression

will be that -- and if | believe the undertakings by the
Applicants -- he will get access to counters at, | would
have thought, exactly the sanme price as them | guess what

he was indicating was that, if he grows his market rapidly,
then there may be a hurdle, if you like, but hey, he's a
very adroit negotiator and I would put a pretty heavy bet on
him conpared to a nere airport conpany, even one as
successful as Auckl and.

CHAIR 1'Il just see if ny coll eagues have any questi ons.

MR CURTIN  Just very briefly. You' ve obviously advanced your
thinking on the scale and likelihood and timng and
everything el se?

MR BELLEW Yes, we have. That's real-tinme, yep

MR CURTI N: So, just to get it clear: If you were naking a
guess at the extent of Virgin Blue's entry, you instance
some of the Christchurch routes. Wuld you care to guess at
what you think it mght ook at now, because, from what
you've said, vyou've noved on even from your second
submi ssi on.

MR BELLEW Yeah, sure. M suspicion, ny forecast, if you |ike,
is that, three services a day Christchurch, which is what
I"ve referred to.

Let nme then, being Cantabrian for but a nonent, talk

about nmain trunk donestic. In our discussions with them
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we' ve been talking swing gates; now, excuse the [|anguage,
but a swing gate is really a gate which allows you to bring
in a parking gate, which allows you to bring in say
passengers, i nternati onal passengers, di senbark those
passengers but then |oad wi thout repositioning the aircraft
donmestic passengers and squirt in or do a nmain trunk
domestic sector. We've had discussions along those |ines.

It's got huge appeal to carrier because it inproves
aircraft turn around and it nmeans you can get nore
flying hours and, therefore, nore revenue per day and, you
know, one of the characteristics of the |low cost carrier is
cost avoi dance; cost avoi dance. And let nme say to you as
manager, cost avoidance is an imuanently easier approach
than cost renoval. And they do that by way of working their
fleet, a standard fleet in nost cases, incredibly hard, |ike
a 20 mnute turn around.

So nmoving on, | suspect that they wll probably,
depending on fleet availability, aircraft utilisation
curfews and all the other sort of limtations that cone in,
|l ook at the main trunk; ny suspicion is probably Auckl and,
Vel [ington Christchurch. Whet her they'Il do the shorter
haul 1ike Wellington-Christchurch, which frankly is not too
badl y acconmodat ed by way of turbo props, you know, block to
block tinme with a turbo prop on a sector of that length is
not too bad and, therefore, | wonder, you know, whether a
relationship with Oigin isn't sonmething that mght have
sort of econom c appeal .

In terns of Wellington, | think you will see sone Trans-
Tasman operations there, possibly not wth the sane
frequency as what | was alluding to, but at least daily on

some of those gateways in Australi a.
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In terms of Auckland, | think it's an interesting one.
| nean, there's huge capacity comng into Auckland now in
ternms of the advent of Emrates, and | think that, you know,
you can't ignore that reality in any market scenario.

Despite that though I think they will believe that their
price point, their market imge is such that they wll
probably operate three tinmes a day to the nmin gateways,
possibly look at some other route developnents such as
Adel aide -- remenber Adelaide is 1 mllion people. I know
that their slot application involves two frequencies a day,
Sydney- Auckl and; but it's a bit of a nysterious to ne, and
perhaps |I'm reading it wong, those two slots are quite
cl ose together and perhaps that's just a bit of gam ng shall
we call it.

M5 BATES QC. |'ve got a couple of hopefully quick questions for
you. One of themis this; you have said you put your noney
where your nouth is as far as Virginis comng into --

MR BELLEW Yep.

M5 BATES QC. -- New Zeal and. Probably your article, | don't
know if it does, but certainly the Financial Review nakes
reference to the possibility of Qantas putting a VBA on in
Australi a.

MR BELLEW Yep.

M5 BATES QC. The comrentators say that that could be a very
difficult thing for Virgin Blue -- 1'mjust saying what they
say.

MR BELLEW Yep.

M5 BATES QC. But certainly Virgin Blue mght have a few nore
things to think about. Do you think that mght influence
its decision as to whether to cone into New Zeal and, or when

to cone into New Zealand, if that happens? | know it's a
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bit speculative, but you ve invested a |ot of nobney, you

say; if | tell you that, does it worry you at all?

BELLEW Well, | think if you referred to either ny wife or
the famly dog, | occasionally suffer frominsomia, so it
worries me, yes. And |I'm not being facetious, | say that

Wi th respect.

M5 BATES QC. No, | just want to know --

MR

VB

Al

BELLEW But |'m concerned to the extent that |I'mcontinually
interested in the dynamcs of the marketplace. |  nean,
that's the world.

As | understand relative conpetitiveness -- and | think
this has been publicly stated by Qantas -- their price delta
at the nonment conpared to VB is at |east 20% at |east 20%

Geoff Dixon's article, if | read it correctly, and, you
know, |'m dependent here on the accuracy of journalism--
and that's not a cheap jibe at journalists -- would indicate
that, if he takes out his billion, he would still be wthin
about -- he would still be 5 or 6% difference on price
conpared to Virgin Bl ue.

BATES (C: So, is the short answer that you don't really
consider it a najor inpedinent to comng to New Zeal and?

BELLEW | don't think so, no.

BATES QC. kay. Now, you tal ked about the concentration on
the Air New Zeal and route to LA

BELLEW  Sure.

BATES C. Whi ch Professor Hausman, it's fair to say, and
ot hers did concentrate on.

BELLEW | agree.

BATES QC. Was your view that that com ng nonopoly woul d not
necessarily lead to higher prices?

BELLEW My argunent was that | believe with enpowered
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consunmers it would be very difficult to extract continuing
nonopol y prices on that route.

BATES C. Ckay. You talked -- now, how nmuch of the traffic
comng into Christchurch Airport is long haul from Air New
Zeal and?

BELLEW | would have to check ny stats. Japan market, which
we account for on average about 40% of in-bound from Japan,
which is something |ike 160,000 passengers, they're the only

carrier there, and I'll have to check the other stats.
BATES C. All 1 wanted to know for is because |'m running
out of tine so I'"'mbeing hurried on a bit here. | wanted to

know, you seened to be concerned about Air New Zeal and on
t he |1 ong haul.
BELLEW Yes, | am
BATES QC: And are you concerned from the perspective of
Christchurch Airport?
BELLEW Yes, | am
BATES C. And you say it's going to take nmany nillions of
dollars to get them into the position where they can offer
sonet hi ng you consider is conpetitive?
BELLEW Yes, and let nme explain --
BATES QC. | just want to know where you see the mllions
com ng fronf?
BELLEW | don't at the nonment, unless the alliance proceeds.
BATES QC: Okay, so you think it's a good -- the alliance
woul d be good fromthat perspective?
BELLEW Yes, | do.
BATES QC. Ckay, thanks.

CHAIR 1'd just like to ask if you have any further comments or

MR

subm ssions that you would |ike to nake to us?
BELLEW No, thank you.
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R I'"d just like to thank you for your submssion in this
proceeding, and it has been interesting to receive the
subm ssion given it's quite a different view to one of the
other airports, and it's interesting to contrast the two, so
| thank you for that and I know we've kept you a bit |onger
than what we asked for, but we are grateful to you. Thanks
agai n.
I would ask now for the CTU and EPMJ to cone forward

pl ease.

* k%
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PRESENTATI ON BY CTU AND EPMJ

CHAIR  I'd just like to welcone you both to these proceedings,
and invite you to introduce yourselves and then begin your
presentati on when you're ready.

MR CONVAY: Hello, |I'm Peter Conway, the economst with the
Counci | of Trade Unions.

MR LITTLE: And Andrew Little the National Secretary for the

EPMU.
MR CONVAY: W realise tinme is an issue; we will be brief in our
presentati on. W represent three affiliates as the CTU

within Air New Zeal and, sone 5,000 workers covered by three
uni ons, of which the mgjor union is the EPMJ

The CTU recognises the risks around price and we
recognise that in an a broader sense could directly inpact
on workers in terns of their own travel and indirectly
i npact on workers in ternms of costs associated with firnms in
terns of novenent of people and goods.

However, we do think it would be a great pity if the
alliance is rejected based on a nmarket power price effect
unl ess there's a strong likelihood that such a price effect
is going to occur.

W're acutely aware that unions are sonetinmes seen in
various theories as having an interest in nonopolies because
they share sonme of the rents that are associated with that.
And we're not -- we are aware that you have received nany
subm ssions, many detailed subm ssions, considered many
nodels on the price issue and we don't want to dwell on
that, we sinply recognise that's obviously a major issue.

W would like to focus mainly on the worker benefits and

al t hough we could argue, as others have, in relation to the
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wor ker benefits in relation to tourism and other associ ated
benefits that have been attributed in various of the nodels
in terms of flowon effects fromthe alliance; we prefer to
concentrate mainly today in the interests of the workers
within Air New Zealand and |1'd ask Andrew Little to comment
on that.

The issues that we've |ooked at there includes
sust ai nabl e enploynment, the benefits of stability and also
the benefits that would flow from the connectivity based on

t he concept of the alliance.

MR LI TTLE: Thanks Peter.

As wll be clear from our witten subm ssions, we've
proceeded on the basis that the analysis of what would
happen if the applications are not approved happens, that
the key result would be a stepping up of conpetition between
Qantas and Air New Zealand to the detrinent of Air New
Zeal and.

Qur key concern are the enphasis on the workforce, the
size, nature and quality of the workforce. Qur interest is
in stability both in the airline and in the aviation
i ndustry as a whol e.

In our subm ssion the alliance -- the applications that
have been placed by the Applicants, if approved, will create
that stability that is necessary in the current environnent.
Necessary in order to create stability in -- of enploynent
and in enploynent terns, and when it conmes specifically to
engi neering or the engineering services, that stability is
necessary both for retention and recruitnent of the type of
skilled workforce that in our subm ssion is needed, not only
for the airline but as part of a total infrastructure of the

skilled workforce needed for the type of econony that we
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aspire to as a nation.

In our submission it is necessary, in considering the
applications as well as the alternatives, if the application
isn't approved, what the inpact on enpl oynent and the nature
of the jobs in the industry mght be. And our concern is
that if there isn't a stable industry, that in our view
would be created by this type of alliance, then it's
necessary to consider what mght happen to, not just the
busi ness as a whole, but services -- specific services like
engi neering, and whether or not an airline of the size in
ternms of the global airline industry, an airline of the size
of Air New Zealand, how able or capable it would be to
retain the sort of high quality engineering service that it
currently has when its conpeting with nmuch larger nuch nore
powerful airlines overseas for what is a very conpetitive
| abour market for that type of skill or that end of the
| abour mar ket .

In our submission a stable and sizeable airline is
necessary in order to create a platform from which quality
engi neering services are able to be offered, and there is an
i mportant national interest in having that type of skilled
| abour, skilled workforce in New Zeal and.

So those are the coments we wi sh to nake.

CHAI R Thank you for that presentation, |I'm sure that we do

have questions for you and I will start with them

| just want to be clear; it seemed to nme you were saying
that if you thought there was significant price effects here
as a result of this alliance, that your position on -- in
supporting this alliance mght not hold. Was that fair to

say?

MR CONWAY: The Council of Trade Unions generally directly
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represents affiliates, but obviously we are wusually in a

position of seen as a general advocate on behal f of workers

and | think it would be foolish for us to ignore price
effects that affect workers directly or indirectly. e
don't claim to have special insights, we haven't been

working with a whole team of economists in a back room on

our own nodel and we have sone --

CHAI R | just want you to hypothesise now, not about what you
think is going to happen. ["m putting to you a
hypot hetical, if you thought there were going to be very

significant price increases, and people have tal ked of |arge
amounts, 15, 20% as a result of the alliance. If that
turned out to be correct, would that change the Union's

position on its support of this application.

MR CONVAY: Well, in respect of -- and what | was just going to
go on and say was that, obviously -- we do have sone
scepticism that there will be sone price effects that are

inplicit in a position of market power that could occur, in
terms of we believe there are other business reasons why
prices in fact will not -- they're sort of rents that could
be associated with that will not occur, but we don't claim
to have sone special insights that others don't around that.
So, first point is, we don't necessarily think that wl]l
happen.

Secondly, if | set that to one side and say well, yes,
if we did believe they would, well then |I think there would
be sone difficulty for the CTU as a whol e because we would
have to acknow edge that, if there was that cost effect on
wor kers, and particularly perhaps the effect on firns that
rely heavily on novenent of people or novenent of goods in

terms of air travel, then that would be a concern. Wwe'd
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have to offset that with the real concern we have about the
stability and ongoing enploynment conditions of Ar New
Zeal and workers, but yes, obviously that would be an issue

for us.

CHAI R I just have one other question then 1'Il give ny

MR

Air

col | eagues a chance to pursue sonme questions, and that is
al so another hypothetical really: There's been a l|ot of
talk about a war of attrition in that it could necessarily
be Air New Zeal and that would |ose it.

If the scenario was one where it was clear that Air New

Zeal and was viable in the short-term and nmedium term | ong-

term would the union still be supporting this alliance?
And, if so, why?

LI TTLE: If the question is, on the assunption that the
airline -- it could be denonstrated that the airline could

be viable short, nedium and long-term then it mght nodify

the view sonmewhat, but |ooking at the -- sort of, the range
of markets you mght say that the airline is in, and |I go
back specifically to engineering services, in particular

third party engineering services work, then it's not just a
question of being viable in that regard, there has to be a
sufficient critical mass and size to justify and -- justify
the infrastructure of that type of operation that is
currently profitable for the airline.

So, even if as a result of considerable conpetition
between Qantas and Air New Zealand it can still be shown
that the airline was -- could be viable in the long-term
it's not clear that that would necessarily justify the
retention of the type of skilled labour that -- and the
operati on of engineering services that the airline currently

has. It goes back to the point | rmade before.
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1 Gven even the recent events  of Qant as, their
2 announcenent of restructure, and the events of this week
3 with Qantas, which 1is clearly addressing cost issues
4 i ncluding | abour cost issues, it seens unlikely to ne that
5 either airline could be regarded as viable, certainly into

6 the mediumto long-termin their current form
7 CHAIR Thank you.
8 MR CURTIN. Just one point and we've had quite a |ot of debate

9 at these proceedi ngs about the engineering work that Air New
10 Zeal and does currently for Qantas. And there have been
11 vari ous debates about what m ght or mght not happen to that
12 if Air New Zeal and did or did not go ahead, and woul d peopl e
13 take it away and all the rest. \What's your perspective on
14 the debate about the future of that with or wthout the
15 al I i ance?

16 MR LITTLE: There are a nunber of airlines around the world in

17 the last 10 or 15 years have exited their own engineering
18 busi nesses, engineering services with a view to contracting
19 out and allowing a consolidation and rationalisation of
20 aviation engineering services into sone main centres, and
21 the question is whether with those -- and predonmi nantly in
22 the Northern Hem sphere, with those sorts of operations,
23 whet her two relatively small airlines and one very snall
24 airline in global terns down in the bottom of the southern
25 ocean could justify maintaining those engi neering services.
26 My specul ation would be that in the mediumto |ong-term
27 it would be very difficult to do that.

28 So | would say that wthout the alliance there nust be a
29 real prospect that engineering services, certainly in
30 New Zeal and, woul d cone under severe threat and possibly in
31 Australia because it would become -- with the concentration
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and consolidation of engineering services in the Northern
Hem sphere centres woul d becone likely to be -- would likely
to beconme nore viable to have that engineering carried out
in those places, as if it would also be as a further
consequence of, through intense conpetition in those
airlines, those airlines being driven into essentially

predom nantly val ue based type services.

MR CURTIN. Thank you.

CHAI

Air

R I'd just like to thank you both for your subm ssions and
for taking questions fromthe Conmission, and I will at this
time adjourn the neeting until 10 o'clock on Monday --

sorry, 9.30 on Monday norning. GCkay, thank you very nuch.

Hearing adj ourned at 5.20 pm
Resum ng Monday, 25 August 2003 at 9. 30 am

* % %
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