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Dear Ms Cope

VIRGIN BLUE APPLICATION - DECLARATION OF AIRSIDE SERVICE AT SYDNEY
AIRPORT

We refer to Virgin Blue’s application (Application) to the National Competition Council (Council)
for a recommendation that the Airside Service provided by Sydney Airports Corporation Limited

(SACL) at Sydney Airport be declared, and to the submissions received by the Council in
response to its Issues Paper.

The week after Virgin Blue lodged its submission (Virgin Blue Submission) in response to the
Council’s Issues Paper on 7 March 2003, SACL wrote to Virgin Blue by letter dated 10 March
2003 informing it that from 1 July 2003 SACL intends to change the basis upon which it charges
for the use of the Airside Service, which will have the direct effect of substantially increasing the
amount Virgin Blue (but not Qantas) will have to pay for the use of that service.

Levying these charges on a per passenger basis will encourage inefficient use of Sydney Airport
and does not reflect the cost of providing the service. For the reasons set out in more detail
below, SACL’s proposal to introduce this change to the way in which it charges for the Airside
Service demonstrates that it has an incentive to use its market power, and that the use of its
market power will have a detrimental effect on competition in the dependent market for air travel
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services. The proposed change by SACL is also inconsistent with the recent submission made by
SACL to the Council.

SACL’s proposal is clearly anti-competitive as it substantially discriminates against Virgin Blue
as an efficient operator who offers competitive low fares to Australian travellers.

1. SACL’s Proposal Evidences its Incentive to Use Market Power and the Proposal Will Have a
Detrimental Impact on Competition

While Virgin Blue anticipated that SACL might seek to increase its charges for the use of the
Airside Service and change the basis upon which they were levied (see page 17 of the Virgin
Blue Submission), Virgin Blue is concerned by the size of the increase and the way in which the
increase will impact differentially on Virgin Blue compared with Qantas. SACL has indicated
that the new passenger-based charge will be introduced for domestic runway use. This would

mean that the new charge would apply to Virgin Blue, Qantas and other domestic operators such
as Regional Express.

Virgin Blue estimates that the impact of the change on Virgin Blue will be an increase in
Virgin Blue’s average charges for the use of the runway and associated facilities for a flight to or
from Sydney in the order of 50% compared with the charges existing as at 28 February 2003. For
Regional Express, Virgin Blue estimates that the effect on one of its Saab 340 aircraft (the
majority of its fleet) at a load factor of 80% will be an increase in charges for the use of the
runway at Sydney Airport of over 50%.

By contrast, Virgin Blue estimates that the average increase in charges for a Qantas domestic
flight to or from Sydney will be less than 5%.

The difference in the impact is a result of the Qantas fleet having, on average, a much lower
number of passengers per tonne of maximum take off weight (MTOW) when compared with the
aircraft used by Virgin Blue and Regional Express. As the basis for charging is being changed
from weight-based to passenger-based, this will impact far more heavily on Virgin Blue due to its
higher number of passengers per tonne of MTOW. In effect, Virgin Blue is being penalised for
its greater efficiency. Efficiencies of this kind should be encouraged, not penalised, because:

. they lead to better utilisation of Sydney Airport, which can only assist all parties,
including other users and the owner of Sydney Airport; and

. they allow airlines to offer consumers lower fares.
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Virgin Blue estimates that this proposal will result in its annual bill for the use of the runway at
Sydney Airport increasing by approximately [c-i-c: ] for the first year of the new charges.
Virgin Blue estimates that this amount will increase to an additional [c-i-c: ] during the second
year of its implementation due to the planned increase in Virgin Blue’s fleet.

Virgin Blue refers to section 6.3.2 of the Virgin Blue Submission and repeats the observation of
the Australian Competition and Consumer Commission (ACCC) when it considered (and objected

to) an earlier proposal by SACL to change its charges for domestic airline use of the runway to
passenger-based charges:'

The Commission considers that Virgin Blue’s submission raises important concerns about
the impact the domestic passenger charge may have on competition in the domestic
aviation market. It appears that the proposed restructure may disadvantage new entrants
who carry more passengers per aircraft.

A full copy of the ACCC’s Statement for the public register is Attachment A to this letter.

As Frontier Economics noted in its report dated 7 March 2003:

Pricing aeronautical services according to the number of passengers was proposed by
SACL on 3 August 2001. Almost certainly, this would be less efficient and would lead to
less-competitive outcomes in the air services market than do weight-based charges. The
reason for this is that charging per passenger increases the marginal costs to an airline
of taking on an additional passenger. This increase in marginal costs will lead to
inefficiently-high prices for passenger services.

For the reasons set out in the Virgin Blue Submission, Virgin Blue considers that this decision by
SACL evidences SACL’s incentive to use its market power, as well as establishing that the
exercise of this market power will have a detrimental impact on competition in the dependant

market. This proposed increase is in addition to the 97% increase’ in charges implemented by
SACL less than 2 years ago.

SACL’s letter dated 28 February 2003 in response to the Council’s Issues Paper (SACL
Submission) states at page 4:

ACCC, Sydney Airport — Proposal to restructure charges ~ Statement for the public register, August
2001, available at www.accc.gov.au/airport/sydney/prop_restruc_chrgs.htm.

This figure of 97% is an average increase for a wide range of charges for the use of different services at
Sydney Airport. For Virgin Blue, being a domestic airline, the actual average increase in the amounts
it had to pay as a result of the ACCC approved increase was significantly more than this -
approximately 130%.
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.. while SACL may have the capacity to change the terms and conditions for Virgin Blue
in a way that may detrimentally affect its position relative to competitors in the same
market, it does not have an incentive to do so. Changing terms and conditions to
disadvantage Virgin Blue would in all likelihood reduce SACL’s total aeronautical
earnings, and would not optimise associated non-aeronautical charges. SACL’s
Strongest incentive is to promote healthy competition in the markets for flights to and
Jfrom Sydney and, in doing so, optimise aeronautical and non-aeronautical revenues.

Virgin Blue has not pointed to any sound basis to suggest that SACL has any incentive to
act to Virgin Blue's detriment in setting terms and conditions for aeronautical services.
Virgin Blue’s application cannot succeed simply on the basis of potential capacity for
SACL to act in this way; it is necessary that incentive be demonstrated.

Virgin Blue considers that SACL has misconceived the requirements for declaration under Part
IIIA of the Trade Practices Act 1974. However, even if SACL’s view were correct, and Virgin
Blue was required to point to a sound basis to suggest that SACL has an incentive to act in a
manner which was to Virgin Blue’s detriment, then it would be hard to conceive of a better
example than this latest proposal from SACL to increase charges and change the basis on which
they are levied. Virgin Blue also notes that the SACL Submission states on page 6 that:

Sydney Airport’s current charges were established under the regulated environment to
provide a fair return on its aeronautical assets and reasonable operating costs, and the
airport has demonstrated a responsible use of market power in its pricing behaviour
since deregulation. Sydney is the only major airport not to have changed its charges
substantively since price deregulation.

Virgin Blue has two comments in relation this statement. First, it is surprising that SACL would
include this statement in a submission dated 28 February 2003, and then write to Virgin Blue on
10 March 2003 (only 10 days later) proposing massive increases in SACL’s charges which will
result in an increase in fees payable by Virgin Blue in the order of 50%. Secondly, if, as SACL
states, the previously existing fees (set by the ACCC) before recent changes provided a “fair
return on its acronautical assets and reasonable operating costs”, then what is the basis for the
proposed change?

Whatever the position, the charge and the change in its basis is in fact regressive, and runs
directly counter to any suggest that airports have an incentive to engage in efficient price
discrimination.
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2. Details of the Proposal

SACL has proposed a passenger service charge for domestic runway use of $2.86 per passenger
movement, excluding security and GST. On top of this, SACL has proposed a security recovery
charge in the vicinity of $0.36 per passenger for 20003-4.

3. Basis for Virgin Blue Estimates of Impact of the Proposal

Attachments B and C to this letter set out the basis upon which Virgin Blue has estimated the
impact of SACL’s proposed change in runway use charges on Virgin Blue and Qantas.

Virgin Blue has prepared these estimates on the basis of publicly available information about the
composition of the fleets operated by Virgin Blue and Qantas, where the Qantas fleet excludes:

. recently announced additions; and

. Airbus aircraft (which Virgin Blue understands do not make up a significant proportion of
Qantas’ domestic fleet operating to or from Sydney Airport).

Virgin Blue has used a load factor of 80%> for both Virgin Blue and Qantas in calculating the
fees payable under SACL’s proposed new passenger-based charges. The basis for the new
charges is the proposed charge of $2.86 per passenger movement, and the basis for the existing
charges used for comparison is the current charge for using the runway at Sydney Airport of
$3.4613 per tonne of MTOW. We note that this comparison excludes security charges, being the
proposed $0.36 charge per passenger, and the existing counter terrorist first response and
additional security charges which are currently levied on a weight basis.

Virgin Blue consents to this letter being placed on the Council’s website for review by interested
parties, except for the information above in square brackets which is confidential to Virgin Blue.

4. Further Request for Urgency

Given SACL’s proposed increase in charges for the use of the runway at Sydney Airport,
Virgin Blue repeats its request that the Council consider its request for a recommendation that the
Airside Service be declared as a matter of urgency.

3 While load factors will vary across different flights, a load factor of 80% is a reasonable approximation

of current average load factors for both Virgin Blue and Qantas.
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If you have any queries in relation to any matter raised in this letter, please contact
Luke Woodward (02 9263 4014) or Simon Snow (02 9263 4246).

Yours sincerely,

Luke Woodward / Simon Snow
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ATTACHMENT A

Airport Reports - Proposal to restructure charges Page 1 of 2

Sydney Airport
Proposal to restructure charges - Statement for the public register, August 2001

Statement of Reasons for the public register for proposed passenger charges at
Sydney Airport

Background

On 3 August 2001 Sydney Airports Corporation Ltd (SACL) notified the Commission
that it proposed to introduce new charges for services at Sydney Airport. These new
Passenger Services Charges (PSCs) would be passenger based and would replace existing
Maximum Take-Off Weight (MTOW) based charges. The proposed charges are:

e $19.31 (GST incl) per passenger movement through the international terminal
(838.62 for a return international flight), and

e $4.00 (GST incl) per passenger movement for other embarking/disembarking
passengers, excluding regional services ($8.00 for a return domestic flight).

The charges would be levied on airlines and would exclude transit/transfer passengers,
infants and positioning crew.

The international per passenger charge would replace landing charges, international
terminal charges, Counter Terrorist First Response (CTFR) security charges, and
international passenger and checked baggage screening,

The domestic charge would replace landing charges and CTFR charges.
The change in charges is expected to be revenue neutral for SACL.

SACL is declared under s 21 of the Prices Surveillance Act 1983 (PS Act). The
declaration covers certain aeronautical services at Sydney Airport. While the proposal is

to replace some existing charges, the Passenger Service Charges are technically new
charges and must be notified.

The ACCC objects to the proposed domestic passenger charge but does not object to the
proposed international passenger charge.

Reasons for decision

The Commission assessed the proposed charges separately. In relation to the international
PSC there were no particular issues raised that warranted further investigation. There
were no objections raised by international airlines.

Support for both proposed charges was received from the Board of Airline
Representatives of Australia (BARA), Ansett and Qantas. The airlines suggested that
adjustments to the charges be made at the end of year 1 to account for over/under -
recoveries after reconciling total collections against allowable revenues, and to recalculate
the charge based on updated passenger data. The Commission considers these
adjustments to be reasonable.

The Commission does not object to the proposed PSC for international passengers and
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Virgin Blue did not support the proposed domestic passenger charge. It argued that
introducing the domestic charge would result in charges that do not reflect the costs of the
services provided; would encourage inefficiency in airport users and would be anti-
competitive and unfairly prejudice domestic new entrant airlines such as Virgin Blue.

Virgin Blue argued that passenger charges would promote inefficiency in airlines in that
it would not encourage aircraft to carry the maximum number of passengers for the
weight of the aircraft. Virgin Blue argued that, "[w]eight-based charges encourage
airlines to use the lightest and fewest aircraft sufficient to meet passenger demand, and to
configure aircraft to carry the maximum number of passengers for the weight of the
aircraft. This promotes efficiency in aircraft and fuel costs and reduces the impact on
runway facilities."

Virgin Blue argued that the proposed charges were the opposite of Ramsey pricing, in
that they would impact disproportionately on domestic new entrants and low-fare
customers who are more price-sensitive than the established full-service airlines.

Virgin Blue also argued that it would be disproportionately disadvantaged because the
proposed charges exclude transfer and transit passengers which Virgin Blue does not
carry. Virgin Blue submitted that "any benefits resulting from this transparency in relation
to international services do not outweigh the detrimental impact on domestic air travel
arising from the per-passenger charge".

The Commission considers that Virgin Blue's submission raises important concerns about
the impact the domestic passenger charge may have on competition in the domestic
aviation market. It appears that the proposed restructure may disadvantage new entrants
who carry more passengers per aircraft. However, these complex issues requires greater
analysis than what has been possible in the PS Act's 21 day statutory period.

The Commission considers that it has not had sufficient time under the PS Act's 21 day
statutory period to fully consider and analyse the effects of the proposed domestic charge

restructure. As such, the Commission objects to the proposed passenger service charge for
domestic passengers.

28 August 2001



Attachment B

VIRGIN BLUE

as at 28 February 2003

Assumptions

Aircraft 737-300 737-700 737-700hgw 737-800 737-800hgw Current fleet Average
Aircraft weight (MTOW) 61.24 62.59 70.00 72.05 79.18 69.1 A
Aircraft seats 144 144 144 180 177 155.8 B
LF 80% 80% 80% 80% 80% 80%

Comparison between current runway charge of $3.4613 per MTOW tonne and proposed runway charge of $2.86 per passenger based on load factors of 80%

SACL Runway Charges (per PAX) 737-300 737-700 737-700hgw 737-800 737-800hgw Current fleet Average

Current MTOW - per Sector $ 211.96 $ 216.65 $ 24229 $ 249.37 $ 274.07 $ 239.07

Proposed Pax charge - per Sector @ 80% $ 329.47 § 329.47 § 329.47 § 411.84 404.98 $ 356.45

INCREASE/(DECREASE) PER SECTOR $ 11752 $ 112.82  $ 87.18 §$ 162.47 $ 130.90 $ 117.38
% INCREASE/(DECREASE) 55% 52% 36% 65% 48% 49%
Fleet as at 28/2/3

737-300 1 144.00 61.24

737-400 0 162.00 65.09

737-700 11 144.00 62.59

737-700HGW 7 144.00 70.00

737-800 4 180.00 72.05

737-800HGW 6 177.00 79.18

Total 29 155.8 69.1

B A

NB - Calculations are based on per SECTOR charges
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Attachment C

QANTAS

as at 28 February 2003

Assumptions

Aircraft 737-300 737-400 737-800 767-200
Aircraft weight (MTOW) 61.24 68.03 79.02 156.50
Aircraft seats 106 129 158 205
LF 80% 80% 80% 80%

Comparison between current runway charge of $3.4613 per MTOW tonne and proposed runway charge of $2.86 per passenger based on load factors of 80%

767-300 Current fleet Average
172.37 109.6 A
242 172.6 B
80% 80%

SACL Runway Charges (per PAX) 737-300 737-400 737-800 767-200 767-300 Current fleet Average

Current MTOW - per Sector $ 211.95 § 23549 $ 27349 § 54189 $ 596.61 $ 379.41

Proposed Pax charge - per Sector @ 80% $ 242.53 § 295.15 $ 361.50 $ 469.04 $ 553.70 $ 394.80

INCREASE/(DECREASE) PER SECTOR $ 30.58 $ 59.67 $ 88.01 §$ (72.65) $ (42.91) $ 15.38
% INCREASE/(DECREASE) 14% 25% 32% -13% -7% 4%
Fleet as at 28/2/3

737-300 16 106.00 61.24

737-400 22 129.00 68.03

737-800 15 158.00 79.02

767-200 7 205.00 156.50

767-300 29 242.00 172.37

Total 89 172.6 109.6

B A
NB - Calculations are based on per SECTOR charges
1/04/2003
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