19 June 2003

Ms Deborah Cope

Acting Executive Director
National Competition Council
GPO Box 250B

Melbourne VIC 3001

Dear Ms Cope

Re: Virgin Blue application for declaration — airside services at Sydney Airport
Sydney Airport submission on regulatory costs, dated 13 June 2003

I am writing to you in relation to representations made by Sydney Airports Corporation Ltd
(SACL) in its submission to the National Competition Council (NCC) on the above matter.

SACL makes a range of claims regarding previous Australian Competition and Consumer
Commission (ACCC) decisions and policies. A number of these misrepresent ACCC
decisions or reasons, while others are subjective. These are discussed in more detail below.

Certain points are also applicable to comments made by Perth Airport in its submission.
Direct costs of regulation

The ACCC does not deny that there are some direct costs associated with regulation, but has
concerns that SACL’s estimates of these may be overstated. Indeed, a monopoly provider has
an incentive to do so in arguing its case against declaration.

The ACCC is also concerned that the estimates cited by airport operators are not
independently verified. For example, Perth Airport’s estimate is based on anecdotal evidence.
This is particularly important given that what are often cited as direct costs of regulation may
include a significant component which is associated with government lobbying, a distinctly
different activity.

Furthermore, many of the activities associated with regulation would occur regardless of
whether the airport is regulated or not. SACL argues that its direct costs associated with the
ACCC’s May 2001 decision were $3m, but overlooks the possibility that many of these costs
would have been incurred anyway. For example, a substantial component of the costs would
have related to revaluation of the airport’s assets, a task that would be necessary for any
business unsure of an appropriate valuation. Furthermore, it is likely that many other costs



would normally be incurred in the course of commercial negotiations. This would be
particularly likely where a firm is seeking a 130% price increase, as was the case with SACL.

Indirect costs of regulation

SACL argues that it and airlines took extreme positions, thereby engaging in “wasteful
regulatory gaming”, during the ACCC’s assessment process on its major pricing increase.
This claim overlooks the fact that parties to a commercial negotiation might well take this
approach in an unregulated environment.

Indeed, the ACCC understands that airlines have only recently reached agreements with
Adelaide and Perth Airports, some 11 months from the time negotiations commenced (around
July 2002, when price controls on airports were lifted). Brisbane and Melbourne Airports,
which agreed terms with airlines earlier, had commenced negotiations significantly in
advance of Adelaide and Perth.

SACL’s submission also implies that distortions are introduced when decisions by a regulator
differ from the position proposed by a regulated business. For example, SACL considers that
the approach taken by the ACCC to land values “was a clearly flawed second best measure
and led to prices for aeronautical services that do not fully reflect the cost of land incurred,
thereby creating an allocative inefficiency.”

The approach proposed by SACL did not reflect an appropriate opportunity cost valuation of
land, and involved some double counting, and therefore could not be said to reflect the cost
incurred or promote allocative efficiency. The ACCC recognised that estimating a true
opportunity cost valuation of Sydney Airport’s land would involve significant
implementation issues and considered that indexed historical cost provided a number of
desirable properties. Furthermore, there is no evidence that a correct measure of opportunity
cost would give a valuation higher than that adopted by the ACCC.

Here again, there is an incentive for airports to overstate the indirect effects of regulation.

In this respect, the ACCC is particularly concerned about the following points on which
SACL misrepresents the ACCC’s views, or makes unsubstantiated claims as to how the
ACCC would act.

SACL’s points of misrepresentation or inaccuracy
The matters which SACL misrepresents are:

o ACCC assessment process. SACL’s presentation of the matter suggests that the major
pricing decision in May 2001 was preceded by an ACCC process commenced in
1999. The ACCC’s process commenced in October 2000 upon receipt of a draft
notification from SACL, and was completed within 7 months, notwithstanding an
extension of time required due to the issue of a Ministerial direction in April 2001.

o ACCC reasoning in 2001 major pricing decision. SACL’s submission to the NCC
states that:



“A further, more serious regulatory error was averted by government
intervention in the form of a direction to the ACCC. The ACCC had proposed
that charges for aeronautical services should be arbitrarily subsidised by
revenues generated from non-aeronautical services such as retail and car
parking facilities.”

This is incorrect. The ACCC never proposed taking into account revenues from retail
services. Furthermore, while its draft determination proposed that excess profits
(monopoly rents) from car-parking services be taken into account, this was not
arbitrary, but on the basis that it had previously been recognised (by the government)
that these were aeronautical-related services in which SACL has significant market
power.

Recovery of mandated security costs. SACL states that in January 2001, the ACCC
made a decision on security charges in which “despite finding the costs justifiable, the
ACCC approved a charge of $0.66 per tonne, representing a 75% cost recovery”.

This is incorrect. The ACCC’s decision accepted 100% cost recovery of security
costs. The difference between the price proposed by SACL and that accepted by the
ACCC was based on other factors.

SACL’s unsubstantiated claims

Structural upgrade of East/West runway. On the basis of the ACCC’s new investment
guidelines (prepared in April 2000), SACL suggests that it would not have been
allowed to increase charges to recover the costs of a runway overlay. It goes on to
suggest this would be inconsistent with the pricing methodology the ACCC accepted
in its May 2001 decision.

This is speculation by SACL as its arguments, and the ACCC’s response to them,
were not tested in an ACCC assessment of its proposal prior to the removal of prices
surveillance from 1 July 2002.

Domestic passenger based charging. SACL suggests that the ACCC’s objection to
moving to passenger-based domestic landing charges in August 2001 has resulted in
inefficient use of the airport. SACL also states that “a decision to declare airport
facilities for access purposes, with a subsequent rejection of domestic passenger based
charges, would entrench this inefficiency.....”

SACL’s arguments regarding the efficiency of such a price structure have not been
tested. Indeed, the ACCC’s decision was based on the fact it had insufficient time (21
days) to consider an issue which could have substantial efficiency implications. SACL
could have re-notified at any time to facilitate a thorough assessment of that issue but
chose not to. SACL’s assertion that the ACCC would reject passenger based charging
in an arbitration is therefore unfounded.



It should also be noted that SACL could have implemented the change at any time from 1
July 2002.

I hope this makes clear the ACCC’s concerns. Should you wish to discuss further any of the
issues raised, please contact Richard Home on (03) 9290 1855.

Yours sincerely

John Martin
Commissioner



