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Investment and capacity
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	Key points

	· Investment in Australian airports is a key element to meeting future demand for air travel.

· Rates of return, regulatory certainty and airport lease conditions all influence the level, timing and nature of investment.

· There has been significant investment in aeronautical infrastructure at Australia’s major airports since the removal of price caps in 2002, continuing the trend identified in the Commission’s 2006 inquiry.

· Rates of return on aeronautical investment vary considerably across airports and across time.

· Rates of return at the major airports were too low to sustain new investment prior to the introduction of light-handed monitoring.

· Following regulatory changes in 2002, rates of return have increased at some airports, while remaining relatively low at others.

· Aeronautical investment at Australia’s major airports compares favourably with investment in other infrastructure.

· Participants raised concerns with the consultation, transparency, timing and efficiency of airport investment. Specific concern was expressed over ‘pre‑funding’ airport investments.

· However, regarding airport investment there is little evidence to suggest systemic failures, or that the Australian Government’s expectations regarding airport investment are not being met efficiently.

	

	


The level of investment by airports, and their ability to meet the demand for services at an efficient price, are key issues for this inquiry. Indeed, the Terms of Reference note that one objective of the monitoring regime is to promote efficient and timely investment in airport infrastructure.

Sections 6.1 and 6.2 of this chapter examine what constitutes ‘investment’ and ‘capacity’ at airports, and the drivers of investment scope and timing, respectively. Section 6.3 discusses the level of investment that has been achieved at Australian airports, and section 6.4 examines and assesses some airport users’ concerns over the nature and timing of investment.

The annex to the chapter discusses the link between infrastructure investment and pricing, with the latter considered in more detail in chapter 7.
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What is investment and capacity?

In a broad sense, the ‘capacity’ of an airport is its ability to meet the throughput demands of users, whether they be airlines, passengers or other users. Capacity is often reported as the maximum throughput of passengers over a given period of time. However, the provision of safe and efficient air travel to passengers relies on a complex mix of aircraft, airport facilities and related services. The interaction of various facilities ultimately determines the capacity of an airport at any given time, and congestion at a particular bottleneck facility (such as a runway or terminal) can reduce an airport’s overall capacity (box 6.1).

Airports provide a range of ‘bundled’ services to airlines, as well as services directly to consumers and other tenants. Like all businesses, to provide services an airport operator uses a combination of fixed and variable inputs. Fixed inputs are those parts of an airport business that cannot be increased in the short term (such as a new runway), while variable inputs are those that can be increased quickly and easily (such as employing additional workers).

Investment is generally considered to be any increase in the quantity or quality of a business’ fixed inputs. Not all investments made by an airport will increase the capacity of the airport, and some will be made to replace existing infrastructure at the end of its life or increase the quality (rather than quantity) of the service provided.

Since privatisation, most of Australia’s capital city airports have invested in terminal expansions, including the installation of new aerobridges, to accommodate increases in passenger traffic (chapter 2). Airports have also upgraded baggage handling and security screening systems to accommodate the increased security expectations from the travelling public and security requirements from governments. Additionally, airports have upgraded runway capacities to accommodate larger aircraft (such as the Airbus A380), as well as runway safety areas, to meet increased government safety requirements.
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Airport capacity

	A number of factors influence an airport’s capacity, including:

· Runway size and design: runways facilitate the landing and takeoff of aircraft. Factors such as the length, width and thickness determine the size of aircraft that can use the runway. Runway design factors include the number, spacing and orientation of runways.

· Airport layout: taxiways are used by aircraft to connect runways and terminals; apron parking provides ‘holding’ room for aircraft that are not using terminals or runways. The width, route and location of taxiways and apron parking determine the maximum aircraft throughput.

· Terminal size and design: terminals facilitate the loading and unloading of passengers, baggage and freight from aircraft. They provide passenger check-in and security screening facilities, immigration and quarantine services as well as general leisure and shopping outlets for passengers awaiting flights. The number of check-in desks or self-service check-in booths, security screening stations and aerobridges significantly influence the throughput of passengers at particular bottlenecks throughout the terminal, while the size and layout of the terminal determines its ability to comfortably accommodate passenger volumes.

Other factors that affect the operational capacity of an airport include regulatory conditions, such as:

· Air traffic control: coordinates the safe takeoff and landing of aircraft, as well as their movements to and from a terminal. Capacity may be determined by the safety and monitoring infrastructure at a particular location. Particular day-to-day events such as poor weather may reduce, or in extreme cases eliminate, the safe handling capacity of an airport.

· External constraints: noise abatement procedures, aircraft movement caps and curfews all affect the total number of aircraft that can use an airport. Additionally, the amount of land at an airport site will provide a constraint on future capacity growth.
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Investment determinants

Investors have many options when deciding where to invest their funds. While an airport might be viewed as a single ‘investment’ by an external investor, in practice it constitutes a bundle of assets, each with its own internal rate of return. An airport operator’s decision to invest in a particular asset will change the overall attractiveness of the airport as an investment, often within a wider portfolio. 

There are two key drivers of investment in capacity or quality at Australian airports:

· the rate of return on the investment, or the ‘profit’ earned on the investment funds, which in turn can be influenced by airport-specific policy settings and regulatory pressures, including perceptions of sovereign risk

· regulatory obligations that require airport operators to undertake investment.

Investment returns

In general, the most significant determinant of whether an airport will undertake any particular investment is the rate of return it will earn from that investment. 

Australia’s major airports are not publicly-listed companies (the majority-owner of Sydney airport — MAp Airports Ltd — is a listed company) (appendix B). Rather, they are private companies, predominantly owned by Australian superannuation funds that invest through funds managers. Australian airports compete to source investment funding, from either debt or equity markets in Australia or abroad. Those who manage the investment funds of their clients often have a range of options for investing those funds. The attractiveness of various investments will differ according to assumptions around the future revenues and costs associated with particular assets. The weighted average cost of capital (WACC) is generally considered the threshold return an asset must earn to be sufficiently attractive to investors. 

Institutional fund managers discussed the criteria they apply to investment decisions. For example, Industry Funds Management (IFM) stated that it sought investments that:

… require large amounts of capital, have long investment horizons, stable returns with low levels of volatility, operate under predictable regulatory regimes and ideally, grow at least in proportion to overall GDP growth. IFM, like most institutional investors, requires that the projected return the investment will deliver over a long-term horizon is commensurate with the risks associated with the investment. (sub. 27, p. 8)

Similarly, Hastings Funds Management noted that Australian airports as an ‘asset class and sector have been able to attract investment by providing stable investor returns supported by a history of commercial pricing agreements with airlines and an established light-handed regulatory regime’ (sub. 33, p. 21).

In its 2009-10 monitoring report, the Australian Competition and Consumer Commission (ACCC) discussed the nature of the risks faced by airport businesses. An airport’s risks are those factors that can result in an airport earning a lower rate of return on its investments than expected for investments in general. As the ACCC also noted, the level of risk faced by airports is relevant in considering whether there is an efficient level of investment in airport infrastructure, as well as excessive pricing (or excessive rates of return) earned on such investments (ACCC 2011a).

Investment cycles

Airport rates of return are likely to vary across the life of a particular infrastructure asset — generally being lower early in the life of an asset at a time of excess capacity, and rising as utilisation increases. Apart from some smaller infrastructure components (such as computer equipment), the majority of an airport’s assets are long-term infrastructure, with some assets (such as runways), having a life span measured in decades. Box 6.2 discusses the nature of lumpy investment.

Given that the effective working life of airport assets varies, airports must balance where an asset is in its lifecycle against possible increasing (or even decreasing) demand for its use. There is also a significant interrelationship between the assets of an airport and those of airlines — airlines wishing to invest in new technology or aircraft (such as the A380) might only be willing to do so if there is commensurate investment at an airport.

The rate of return an investor requires is calculated over the effective life of an asset. Given the interaction of an airport’s various assets to produce a single ‘airport service’, there may be valid reasons for delaying the construction of a needed piece of infrastructure. For example, if an airport has a shortage of car parking at a terminal, but intends to relocate that terminal to the other side of a runway, building the car park ahead of relocation would leave the asset redundant or ‘stranded’. As that car park would have little residual value, the rate of return on the car park would be calculated over a much shorter period. This would lead to higher prices over the effective life of the asset. Alternatively, while some congestion might arise through delaying the investment, long-run costs might be reduced.

Balance sheet diversification

As part of purchasing their long-term leases from the Australian Government, airport operators are able to undertake developments on airport land, consistent with their obligation to use the site as an airport (chapter 2). Any investment that is not covered by the regulatory definition of an ‘aeronautical service or facility’ is considered to be a non-aeronautical development (chapter 3).
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‘Lumpy’ airport investment

	The demand for an airport’s aeronautical services is derived from the demand for air travel by passengers (chapter 5). In general, major airport investment is ‘lumpy’ and indivisible, meaning that it is not possible for an airport operator to incrementally increase the capacity of an airport as demand grows; rather, new investments often significantly increase an airport’s capacity. 

Chapter 5 discusses in detail the nature of ‘efficiency’ at an airport, and that for an airport with a given set of demand characteristics, there will be an efficient timing and quantum of investment in new capacity. Good regulatory policy provides incentives for airports to undertake timely and efficient investment.

Airports may have some flexibility as to when such investment occurs, and how prices change to reflect that investment. In short, an airport might choose to:

· allow demand to exceed capacity, causing a build-up of congestion, before investing in new infrastructure

· build new infrastructure well before demand exceeds capacity, continuing to undertake investment as demand catches up

· a combination of congestion followed by investment ahead of demand.
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The diagram above illustrates a linear demand growth and lumpy investment profile that airports might face. At t0 the airport invests in capacity, and at point A, there is more capacity at the airport than passenger demand. At point B there are more passengers using the airport than there is capacity to handle them, resulting in congestion, and at t1 the airport invests in more capacity. At point C the capacity of the airport is equal to the passenger demand — there is no spare capacity, and no congestion. In practice, airports are likely to be at point C for short periods of time.

	

	


Non-aeronautical investments can include:

· investments that have an aeronautical component, such as parts of passenger terminals not used by airlines, roads, and corporate computer systems

· aviation-related investments, such as hangars and maintenance facilities leased to airlines, leased freight terminals, and other investments predominantly used by airlines, border agencies or freight forwarders

· passenger and staff car parking facilities

· investments that facilitate activities that may be desirable, but not essential, for airport operations, including hotels and property with a logistics focus

· investments with little or no relationship to airport operations.

Airport operators undertake non-aeronautical investments to diversify their balance sheet, enabling them to mitigate the risks that come from exposure to demand conditions in a single sector (aviation), and to broaden their sources of revenue. For example, an airport might construct buildings on its vacant land that can be leased to industrial or retail tenants. The market for tenancies would typically be more competitive than aeronautical investments and the commercial risks faced by that business component would be very different to those in the aviation business.

However, the ability of airport operators to develop non-aeronautical sources of revenue has not been without controversy. At Brisbane airport, a proposed non‑aeronautical development was challenged by retail operator Westfield, on the ground that the development was not related or incidental to the operation and development of the airport. The case was decided in favour of the airport operator (box 6.3).

Aside from exclusions for ‘sensitive developments’
, airport operators are relatively unencumbered in investing in non-aeronautical facilities to diversify their balance sheets. This predates privatisation, as the Department of Infrastructure and Transport noted:

To meet an undertaking of the government of the day that the establishment of the Federal Airports Corporation (FAC) would not lead to higher airport user charges, the FAC actively encouraged the growth of revenues from non-aviation activities … Airports continue to invest in non-aeronautical infrastructure and commercial opportunities to diversify and reduce exposure to aviation industry fluctuations. Airports advise that the income streams from the non-aeronautical operations are also critical for financial institutions as lending security and to support continued investment into the future. (sub. 43, pp. 8–9)
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Non-aeronautical retail development

	In Westfield and others v Brisbane Airport, Brisbane Airport had agreed to construct and lease buildings for retail purposes — including the establishment of a ‘Direct Factory Outlets’ centre. Westfield and Centro — both shopping centre owners and operators — challenged the Minister’s decision to approve the airport’s Major Development Plan for the outlet centre, arguing that the project was not related to, or incidental to, the operation and development of the airport.

Westfield and Centro argued that the term ‘the operation and/or development of the airport’ in the Airports Act meant the operation and/or development of the airport for use as an aviation facility and for no other use. The Federal Court rejected this argument, stating (at para. 68) that in interpreting the wording of the Airports Act 1996 (Cwlth), there was nothing:

… which would indicate an intention to limit the activities of an airport-lessee company under an airport lease to a narrower range of activities than those carried on by the FAC [Federal Airports Corporation] under its statutory functions to operate the core regulated airports including the extended functions. Those functions included carrying on commercial activities at or in relation to Federal airports, using land at a Federal Airport for a purpose not directly related to aviation and constructing buildings on land at a Federal Airport for a purpose not directly related to aviation …

As a result of the decision, Brisbane Airport was entitled to proceed with the construction of its ‘Gateway Precinct’, including the retail development in question. Following the commencement of legal action (but before the court judgement), Westfield concluded the sale of its Toombul shopping centre to Centro, which was located less than 2km from the Brisbane Airport development.

	Source: Westfield Management Ltd and others v Brisbane Airport Corporation Ltd [2005] FCA 32.

	

	


Regulatory certainty

The rate of return earned on an investment depends, in part, on the regulatory framework to which it is subject. For long-lived infrastructure assets, the degree of certainty over regulatory settings can dramatically affect the rate of return required for that investment to be attractive.

Changes in regulatory policy can have both positive and negative consequences on rates of return:

· Apart from Sydney airport, at the time airports were privatised, sale valuations were made on the basis of the regulatory regime that was to apply directly after privatisation (the price cap regime). The subsequent introduction of the light‑handed monitoring regime arguably has allowed investors to earn a higher rate of return than was necessary to recoup their initial investments. (Excluding Sydney, the Board of Airline Representatives Australia (BARA) characterised this as a windfall gain for the airports).

· However, the possibility of regulatory changes in the future (including price or revenue constraining regulation during the life of an asset) increases the risk to earnings from the asset, and thus could increase the minimum return required to undertake new investments.

Airport operators and investment fund managers commented on how the light‑handed monitoring regime facilitated an environment supportive of increased airport capital expenditure, particularly through ‘regulatory certainty’. The Australian Airports Association (AAA) stated:
… the transitional monitoring arrangements have fostered a greater degree of certainty and provided airports with confidence to invest. The result has been impressive investment in both airports and related industries. (sub. 18, p. 20)

And Colonial First State Global Asset Management stated:

Over the past two years, both equity and debt capital providers have continued to support airport investments, notwithstanding the impacts of the Global Financial Crisis. … This is in part due to the stability and balanced investment outcomes offered by the current regulatory regime, which has underpinned the confidence of capital providers during a period when capital remains scarce. (sub. 16, p. 2)
Hastings Funds Management commented specifically on the impact that a lack of regulatory certainty has on the price of debt, a major source of funds for airport capital expenditure:

Debt refinancing in the airport sector is common and substantial. Over $10 billion of Australian airport debt will need to be refinanced at some point during the next 10 years. Such refinancing and the pricing at which it occurs is reliant on stability of cash flow and certainty of the regulatory environment. Regulatory stability and certainty, free from undue threat of change, results in cheaper debt which benefits the public by promoting growth and delivering high quality and better priced facilities and service for airport users. Currently the majority of airport debt is short term reflecting the rate of regulatory reviews which have been occurring and the similar tenor of the airport pricing agreements signed with airlines. (sub. 33, p. 25)
Given the Australian Government privatised its airports through long-term leases (with the Government retaining a residual interest in the airport property and assets at the end of the lease), one potential risk faced by investors is that non-compliance with lease conditions by an airport operator could lead to the assumption of the lease prior to its conclusion. The Government has addressed this concern by entering into ‘tripartite deeds’ (box 6.4).
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‘Lease risks’ and tripartite deeds

	Airport lessee companies are required to comply with a range of lease conditions; the ultimate penalty for non-compliance being the transfer of airport property and all assets (not just those in place at the time the original lease was sold) to the Australian Government. Were a lease to be terminated, assets constructed at an airport after privatisation would represent a ‘windfall gain’ to the Australian Government. As such, airport operators may not be able to secure cost-effective financing for long-term investments (such as a runway), given investors would not have a claim on assets in the event of a lease termination.

Tripartite deeds clarify the rights of equity investors in Australian airports in the event of a lease termination. Original tripartite deeds (agreements between the Australian Government, airport operators and investors) were expected to operate for the first 20 years of privatisation; however, investments with a lifespan beyond this period are now being planned and constructed. Thus, the extension of the tripartite deed arrangements protect investors in the event that an airport lease is terminated. This increases the regulatory certainty investors have in Australia’s airports.

	Source: Albanese (2011a).

	

	


Regulatory and other obligations

As part of the privatisation process, 10 of the airport sale agreements imposed obligations on airport lessees to continue development of the airport site. Airport sale agreements required a lessee to:

· operate with a demonstrable commitment to the effective provision of quality airport services

· act to promote the economic development of its airport in a way that is responsive to the interests of users, the environment and the region in which the airport is located.

In addition to these general principles, the sale agreements contained commitments from the winning bidders to a specified amount of capital expenditure on aeronautical infrastructure during the first 10 years of privatisation (split across two five-year periods). These commitments totalled approximately $700 million, and represented about 18 per cent of the total prices paid for the leases. Table 6.1 shows the capital expenditure commitments for each airport.

Table 6.
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Airport development commitments

	Airport
	Purchase pricea
	Development commitments

	
	
	Period oneb
	Period twob
	Total

	
	$m
	$m
	$m
	$m

	Brisbane
	1 314.0
	44.4
	292.9
	337.3

	Perth
	631.0
	54.6
	33.3
	87.9

	Melbourne
	1 254.7
	78.3
	29.0
	107.3

	Adelaide
	323.2
	41.4
	22.6
	64.0

	Alice Springs
	23.6
	1.2
	1.9
	3.1

	Darwin
	84.1
	3.3
	2.8
	6.1

	Canberra
	65.0
	11.0
	46.9c
	57.9

	Gold Coast
	101.1
	19.2
	8.5
	27.7

	Hobart
	35.0
	3.8
	1.7
	5.5

	Launceston
	16.6
	2.2
	0.9
	3.1

	Total
	3 848.3
	259.3
	440.5
	699.8


a Purchase prices taken from ANAO audits of the Phase 1 and Phase 2 sales. Purchase prices include amounts paid to reimburse the Commonwealth for capital expenditure made between the signing of Sale Agreements and sale completion, and to reflect movements in working capital balances. b For the Phase 1 airports (Brisbane, Melbourne and Perth), the development Period One ran from 1997 to 30 June 2002 and Period Two from 1 July 2002 to 30 June 2007. For the remaining airports (Phase 2), the development Period One ran from 1998 to 30 June 2003, and Period Two from 1 July 2003 to 30 June 2008. c As part of the sale process, Canberra airport committed to $25.97m of capital works associated with a planned Very High Speed Train project. When that project did not proceed, Canberra airport’s Phase 2 commitment was reduced to $20.94m.
Source: ANAO (2004).
In its 2007-08 Annual Report, the (then) Department of Infrastructure, Transport, Regional Development and Local Government reported that all 10 airports had met their sale development obligations, and in many cases had exceeded them (DITRDLG 2008b).

In addition to these initial obligations, airport leases further impose a general obligation on airport operators to continue to maintain their infrastructure at a standard expected of an airport in Australia (and for Phase 1 airports, to the standard of an international airport), including continuing to develop the site to account for future passenger growth — that is, above simply meeting current demand. For example, the unpublished Commonwealth lease for Canberra Airport states:

13.1 Development of the airport site

Throughout the Term the Lessee must develop the Airport Site at its own cost and expense having regard to:

(a) the actual and anticipated future growth in, and pattern of, traffic demand for the Airport Site;

(b) the quality standards reasonably expected of such an airport in Australia; and

(c) good business practice.

The Commission understands that similar clauses are contained in the confidential lease agreements for each privatised airport. Moreover, airport operators are required to prepare Airport Master Plans that include their development objectives and an assessment of the future needs of airport users (chapter 3). The Australian Government has the ability to reject a master plan that it considers does not address future planning and investment issues sufficiently.

Finding 6.1
The Australian Government has a number of regulatory and other levers to influence the timing and nature of investment at Australian airports, including lease provisions and requirements under the Airports Act 1996. To date, these levers have not been triggered, as investment has exceeded requirements established at the time airports were sold.
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Investment at Australian airports

The issue of the interaction between various regulatory regimes and the incentives they create for airport investment is not new — it has been a feature of each of the reviews undertaken by the Commission into airport regulation. In re-examining the issue in its 2006 review, the Commission concluded that:

First and foremost, the light-handed approach has made it easier for airports and airlines to agree on what new investment is required and the charges necessary to pay for it. (PC 2006, p. XV)

In that report, the Commission found that investment at Australian airports had been higher in the post-price cap period, in part reflecting investment cycle effects, as well as runway upgrades to accommodate the (then) forthcoming Airbus A380 aircraft. Further, one of the benefits delivered by the light-handed monitoring regime was the removal of the regulator (in this case, the ACCC) from investment decisions — a benefit that was likely to increase in significance as airports moved into a new post-privatisation investment phase.
Since the introduction of the light-handed regime in 2002, there has been strong investment in new aeronautical assets at most Australian airports (figure 6.1). 

The Department of Infrastructure and Transport surveyed the federally-leased airports as part of this inquiry, noting that they had reported $6.9 billion of capital expenditure since 1997, of which more than $4 billion (59 per cent) was investment in aeronautical facilities (sub. 80, p. 1). Of this expenditure, 77 per cent ($3.6 billion) was undertaken by the five largest airports.

Figure 6.
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Total passenger growth and additions to 
aeronautical tangible non-current assetsa, b
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a An airport’s long-term physical infrastructure used to provide aeronautical services. b Prior to its privatisation in 2002, Sydney airport also had aeronautical additions of $936 million in 1998-99, $400 million in 1999‑2000 and $120 million in 2000-01. 
Data sources: ACCC monitoring reports (various years), BITRE (2010a).

The operators of the five price-monitored airports commented on the range of investments they had undertaken since the price-cap regulations were removed in 2002, or since the Commission’s previous inquiry in 2006.

· Since 2002, Sydney airport has invested $1.8 billion, including terminal upgrades ($214 million), expansions to accommodate the Airbus A380 ($120 million), security upgrades for baggage screening ($90 million), car parking ($65 million) and other various investments (Sydney Airport Corporation, sub. 46, p. 32).

· Investment at Melbourne airport has risen from an average of $37.5 million per year under price caps to $112.4 million per year since 2002 (Melbourne Airport, sub. 29, p. 42). This has included investments in terminals and runways, security, car parking, taxi and other passenger-related services.

· Compared with investment of $116 million in the five years of price-cap regulation, Brisbane airport had undertaken $929 million of investment since 2002, including expansion of the domestic long-term car park ($28 million) and international undercover car park ($37 million), expansion of the international terminal ($320 million) and major access road upgrades ($220 million) (Brisbane Airport Corporation, sub. 40, p. i).

· At the time of the Commission’s 2006 report, Perth airport had undertaken $36 million in aeronautical capital expenditure since 2002, with an additional $12 million forecast (Westralia Airports Corporation 2006). Since 2006 (and with the increased demands on the airport from the expansion of the mining sector in Western Australia), Perth airport has invested $178 million in aviation infrastructure, including extending runway aprons ($20 million), on-airport road linkages ($20 million), expansions to the airfield ($44 million), terminal upgrades ($17 million) and additional car parking ($23 million) (Westralia Airports Corporation, sub. 41, p. 26). In addition, the airport is undertaking a $750m restructure of the airport, including consolidating domestic and international aeronautical services into a single terminal (sub. DR106, p. 5).

· Since 2002, Adelaide airport has invested approximately $220 million, including a significant expansion of its main passenger terminal in 2005 (ACCC monitoring reports, Adelaide Airport 2006).
· Since 2002, there has also been investment at the second-tier airports, including a new passenger terminal and runway extension at Gold Coast airport, extensions to car parking facilities at Canberra and Darwin airports, additional aircraft parking bays at Darwin airport and runway overlay projects at Darwin and Alice Springs airports (Hastings Funds Management, sub. 33, p. 13).

Furthermore, several submissions detailed investment that is currently being undertaken at airports, or has been identified and planned for. For example, for the airports it has an ownership interest in, Hastings Funds Management forecast that around $4 billion would be invested between 2011 and 2016 (sub. 33, p. 13). Similarly, Industry Funds Management also identified a wide range of planned investments over the period 2011–21, totalling around $4 billion (sub. 27, p. 6). And the Minister for Transport has also noted that up to $9 billion of investment is planned at the major airports over the next 10 years (Albanese 2011a).

Comparisons with other industries

A number of participants drew comparisons between the strong investment outcomes at airports, and other sectors relying on infrastructure investment in Australia. While the Commission has not systematically collated investment outcomes in other sectors, Infrastructure Partnerships Australia noted that:

Australia faces an infrastructure gap in excess of $455 billion. Infrastructure Australia’s latest listing of national infrastructure priorities, Getting the Fundamentals Right for Australia’s Infrastructure Priorities, was released in July 2010 and lists 54 priority projects valued at a total of $82.8 billion. For the purposes of this inquiry, the Productivity Commission should note that the list does not include any aviation or aeronautical infrastructure for which the airport operators are responsible.

While the infrastructure shortfall in other sectors — road, rail, ports, water and electricity — is of ongoing concern, and its resolution critical to Australia’s productivity performance and economic prosperity, it is notable that Infrastructure Australia has expressed no concerns about the provision of aviation infrastructure. (sub. 36, p. 1)
Finding 6.2
There is evidence of significant investment in aeronautical infrastructure at Australian airports in the period since light-handed monitoring was introduced in 2002, with significant future investment planned. Compared to other Australian infrastructure, airport investment outcomes rate favourably. 

Rates of return

The ACCC reports annually each price-monitored airport’s earnings before interest, tax and amortisation expenses (EBITA) as a proportion of the average value of tangible non-current assets. As the ACCC stated in its 2009-10 monitoring report, this is an indicator of the rate of return earned on all assets, and provides an indicator of the efficiency with which an airport uses its assets to produce its operating profit (ACCC 2011a). Using the EBITA can make for more meaningful comparisons between airports, as it is not subject to management discretion over the treatment of interest and tax. Tangible non-current assets are used in this comparison to exclude the value of expectations around future growth and business value (which might otherwise be accounted for as an intangible asset, such as goodwill).

In its 2006 review, the Commission found that airport rates of return increased in the period following the removal of the price-cap regime.

As shown in figure 6.2, airport rates of return were very low in the period prior to light-handed regulation. Following the introduction of light-handed monitoring, returns at some airports did increase significantly, most notably at Perth airport. Since that regulatory change, airport rates of return have varied for each airport and across time, with most airports having experiencing periods of rising and falling returns.

However, as the Commission explained in its 2006 report, it is difficult to draw firm conclusions from rate of return data, for both the headline rate in a single period and across time. Rates of return are likely to vary depending on where an airport is in its investment cycle, as well as the values ascribed to assets under accounting standards.

Figure 6.
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Rates of return on aeronautical services at price monitored airports, 1999‑2000 to 2009‑10a
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a Earnings before interest, tax and amortisation expenses (EBITA) on average tangible non-current assets.
Data sources: ACCC Monitoring reports (various years).

This is consistent with the ACCC’s view of the interpretations that can be drawn from comparing rates of return between airports, or with other infrastructure assets. In its 2008-09 monitoring report, the ACCC noted that:

… the return on assets measure has a limitation of being reliant on each airport operator’s valuation of its assets. As a result, benchmarking rates of return across airports or with firms in other industries does not provide useful information. However, trends in each airport’s profitability over time (and in correspondence with trends in the operating margins) can provide some insight into the operational performance of the airports. (ACCC 2010a, p. 30)

Nonetheless, some international studies do compare rates of return across airports. Chapter 4 considers benchmarking in more detail. 
6.

 SEQ Heading2 4
Concerns about investment at Australian airports

Notwithstanding the quantum of investment that has occurred at (and is planned for) Australia’s price monitored airports, both the ACCC and a number of airlines raised what they considered to be problems with the airport investment process. Concerns primarily focussed on:

· the consultation, timing and scope of aeronautical investment (including delays)

· the funding of airport investments.

Box 6.5 highlights some of the investment concerns raised by airport users in this inquiry.
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Illustrative investment concerns of airport users

	International Air Transport Association:
Airport investments have a significant impact on airport users and costs to passengers. Without effective open communication between all parties there is a real danger that individual strategies will result in unnecessary and expensive investments, resulting in over‑capacity issues and unnecessary cost increases for airlines and their passengers. (sub. 9, p. 11)
Board of Airline Representatives Australia (BARA): 

BARA is also concerned that the current regime effectively guarantees a high rate of return on all the investments undertaken by airport operators regardless of the efficiency of those investments. This is encouraging excessive pre-funding of major assets, diminishing the incentives for efficient delivery and encouraging airport operators to undertake substantial increases in the scope of capital projects without consulting with airlines. (sub. 19, p. 4)

Qantas Group: 

… new investment will impact on future airport charges and the current regulatory framework will not ensure that these investments are efficient (in terms of timing, scope and cost) or that only efficient costs will be passed on to airlines … The current framework does not ensure that prices are set equitably so that existing passengers are not subsidising future passengers and that airports do not exploit their monopoly power in the delivery of these assets. (sub. 52, p. 17)

Virgin Blue:
… airlines bear the risk of changes to the scope, timing or cost of investments and airports have no incentive to ensure that risks associated with projects are minimised. Further, in Virgin Blue’s experience, some airports transfer investment risk to airlines by passing through the cost of infrastructure projects before they are available for use, resulting in airlines pre-funding investments. (sub. 54, p. 6)

Qantas Group, Virgin Blue, Regional Aviation Association of Australia, Board of Airline Representatives Australia: 

Airports are expected to invest significantly in major airport infrastructure over the next ten years. The impact on airlines of current inefficiencies and inequities in the development, delivery and pricing of infrastructure is likely to be exacerbated unless the current regulatory regime is improved to more effectively address these concerns. (sub. 55, pp. 1–2)

	

	


However, it is not the Commission’s intention in this report to examine each claim made by airlines or the ACCC and the counterclaims made by airports. Rather it is to examine whether there are systemic weaknesses in the process for delivering new investment at airports. Nonetheless, examination of the claims made by participants can help shed light on areas of the current regulatory framework that might not be delivering optimal outcomes.

Efficient timing, scope and transparency of investment

Airlines and the ACCC expressed concern with consultation processes surrounding new investments at airports, as well as the timing and scope of such investment. For example, in its 2009‑10 monitoring report, the ACCC stated that its previous report had:

… raised concerns that Sydney Airport appears to have increased profits by increasing prices and permitting quality of service provided to airlines to fall below a satisfactory level over several years — especially at the international terminal. This appears to have been achieved through cost-saving measures (such as inadequate maintenance and delaying investment in services provided to airlines) … (ACCC 2011a, p. 45)

And in relation to car parking at Brisbane airport, the ACCC stated the airport may have been:

… earning monopoly rents for airport parking as a result of inefficiently delaying investment. Although Brisbane Airport has recently undertaken significant investment in multi-level car parking facilities, it is questionable why this investment was not undertaken sooner given a relative scarcity of car parking spaces at the airport over a significant period of time. The other monitored airports appear to have been more responsive to emerging capacity constraints … (ACCC 2011a, p. 73)

Distinct from the ACCC’s concerns about timing, BARA raised concerns with the transparency of airport capital expenditure programs and the consultation held with airlines. For example, in relation to capital expenditure at Melbourne airport, it stated that:

… there has been a marked deterioration in the transparency of its capital investment programs … the current (2007–12) aeronautical capital budget has been over-spent by a very substantial amount. The airport operator only recently started to provide information to explain and to justify this expenditure … about half of the capital over‑spend relates to ‘changes in cost, scope and timing’ of projects, while the other half relates to ‘new projects’. (sub. 19, p. 23)
BARA concluded that it ‘is unacceptable that an airport operator should proceed to spend significant additional amounts on aeronautical capital projects without engaging in detailed consultations with airlines’ (sub. 19, p. 24). 

Regarding Sydney airport, BARA suggested that:

Aeronautical capital projects are nominated by SACL for ‘approval’ by airlines in a ‘consultative’ process, but if airlines disagree with the scale or design of a project SACL generally pursues its own commercial interests. (sub. 19, p. 25)

Both Qantas (sub. 52) and Virgin Blue (sub. 54) made similar claims about various airports. For example, Qantas claimed that in 2008 during the global financial crisis, Sydney airport proposed to delay some investment in aeronautical infrastructure, but neither Qantas nor BARA agreed with the proposal to defer construction of additional runway aprons (sub. 52, p. 32). Despite the agreement of Qantas and others to the necessary higher charges to fund the aprons, construction did not take place.
But airports provided an almost complete contrast in their submissions. For example, Adelaide Airport commented that:

Airline agreement to major airport investment is a necessity to provide certainty to shareholders and financiers that it will earn an adequate return on the investment. The Airlines therefore effectively have a veto on any significant expansion project if they do not wish it to proceed. By the same token they are able to delay or modify a project should they see it as being constructed too early or not be priced reasonably, or even be at a perceived competitive advantage to another carrier. If there is no agreement by the airlines to support aeronautical expansion then it will not proceed. (sub. 12, p. 6)

Sydney Airport Corporation outlined its consultation processes:

… [O]ngoing consultation on new investments is facilitated via the monthly Aeronautical Capital Investment Consultative Group (ACICG) meeting to which representatives of all airlines are invited. New aeronautical capital investments are presented and discussed. Furthermore, the commercial agreements struck with the airlines also contain contractual obligations for comprehensive consultation processes, including development and implementation of the new investments. (sub. 46, p. 31)
In particular, Sydney Airport Corporation highlighted the outcomes that its consultation processes had achieved. It noted that:

· the level of investment has been better attuned to economic circumstances, ensuring that airlines do not have to pay for under-utilised investments (for example, the investment program was re-prioritised following the GFC to reflect lower traffic volumes)

· the design of investments has been improved through collaboration

· the lack of a formal regulatory process has generally resulted in a shorter approval process and more timely subsequent delivery of investment in most cases. (sub. 46, p. 32)

Westralia Airports Corporation (WAC — operator of Perth airport) illustrates the point raised by a number of airports:

The only observation that WAC would make in relation to timing of investment is our experience that, in the current environment, which relies on direct commercial negotiations as a precursor to investment, there is a tendency for major capacity to be delivered just in time, (or just after time where there is unexpected growth in demand). (sub. 41, p. 44)

Westralia claimed this ‘just in time’ investment had three causes: first, a desire by the airport and airlines not to pay for excess capacity; second, the challenge of balancing short-term airline concerns about profitability against the long lead times for necessary airport infrastructure; and third, the unwillingness of some particular airlines to acknowledge the need for new infrastructure (sub. 41, p. 44).

In particular, Westralia expressed concern about any expectation that airports have the agreement of all airlines before undertaking investment:

It is inevitable that agreement will not be reached with some airlines, for a range of reasons. There comes a point in the process where it is necessary “to get on with it” based on the certainty/clarity achieved through agreement with the majority of airlines. WAC’s conduct in these circumstances needs to be judged by the following considerations:

· has WAC offered the same or similar opportunity to reach agreement to each airline; and 

· has WAC negotiated in good faith with each airline (provided the same information, offered to fully engage, demonstrated it will modify its position in the face of reasonable propositions, etc.)? (sub. 41, p. 45)

Investment funding issues

A number of participants raised concerns around the funding of new infrastructure at Australian airports, and in particular, the appropriate degree of ‘pre-funding’ by airlines during an asset’s construction phase. 

Illustrative of the case put by airlines, BARA noted the issues regarding the planned parallel runway at Brisbane Airport, at an estimated cost of around $1.3 billion (sub. 40, p. ii). The first phase of construction involves the laying and settling of the runway subsurface, for a period of around two to four years. The construction period is expected to take three to four years, making for a total construction period of seven to eight years. 

Regarding the cost and funding arrangements proposed by Brisbane airport, BARA stated that it:

… understands that the cost of this preliminary earthworks activity is estimated at many hundreds of millions of dollars and BAC has advised that it expects to receive its full weighted average cost of capital on that investment, despite airlines receiving no beneficial improvement in service quality until the opening of the runway some four to five years after the preliminary earthworks are completed. BAC has steadfastly refused to consider alternative funding arrangements to avoid pre-financing of the asset. (sub. 19, p. 23)

BARA argued that by putting in place a guaranteed pre-funding arrangement, Brisbane airport had minimum incentive to ensure the project is completed on time or within the proposed budget. Qantas also raised a number of concerns over pre‑funding of aeronautical assets:

· Airlines, like airports, are capital-intensive businesses, but unlike airports are unable to pre-fund the purchase of airline assets from current passengers. Instead, airlines fund asset purchases via debt or equity, with cash flow drawn from current revenues. Thus, the ability of airports to pre-fund raises equity concerns in the industry.

· Airline pre-funding gives no guarantee of access to infrastructure in the future; in fact, airports may be increasing capacity to attract new airlines, which provides no benefit to current users.

· Construction of new aeronautical infrastructure often involved delays and interruptions in the use of existing infrastructure, lowering the quality of service provided by the airport during the construction phase.

· Airport pre-funding could be at odds with the dual till regulatory regime, which was designed to allow airports to access additional stable revenue sources, to facilitate aeronautical investment.

· Pre-funding represents a cross-subsidy from current users to future users (sub. 52, pp. 34–37).

However, the AAA argued that pre-funding was both equitable and efficient:

… it is worth noting the scope within the current arrangements for airports to signal to users through airport charges the long-run incremental cost of providing the relevant infrastructure. This includes the costs associated with constructing additional capacity once those costs become reasonably predictable. For example, if demand growth gives rise to the need for investment in additional runways or terminals expansions, those costs are properly recoverable from today’s users. (sub. 18, p. 19)
Drawing on the academic literature, the AAA went on to state:

… the costs of pre-financing prudent investments that are required to meet future demand can and do form a legitimate element of efficient prices today. In contrast, if today’s users are not required to pay for investments for which they are causally responsible until such time as, say, the new facility is commissioned, the outcomes can be perverse. (sub. 18, pp. 19‑20)

Specifically, the AAA argued that the absence of pre-funding can result in:

· current prices being held at inefficiently low levels while the new facility is under construction, perversely accelerating congestion

· substantial price increases once the new capacity is commissioned, inefficiently restricting use of the more ample capacity once it is built.

The Commission’s assessment of airport users’ concerns

As discussed in chapter 5, efficiency encompasses both the consumer (demand) and airport (supply) sides of the industry. An efficient outcome is generally one in which all consumers who demand the services of an airport are able to do so at the prevailing price, while the airport is meeting the demand of consumers at least cost.

However, a number of the traditional features that would normally characterise a ‘competitive market’ may not be present in relation to airports. While these are discussed throughout the report, some relate to investment in particular.

First, there are significant barriers for new entrants to provide airport services in a location if an existing airport inefficiently delays investment. In a normal market, new entrants could be expected to provide a competitive alternative (and thereby dissipate any ‘economic rent’) by entering the market and expanding capacity as passenger demand grows, or capture market share by increasing the quality of infrastructure. 

Second, the absence of new entrants means that an airport may not have the incentive to provide differentiated products to different airlines. In a competitive market, producers would provide different levels of product quality, with consumers purchasing those goods that match their willingness to pay. An airport may choose simply to offer one level of quality to its customers.

Third, airports may over-invest, either in excess capacity or excessive quality. This could occur where an airport with market power is price restrained by regulation, but is allowed to extract a sufficiently high rate of return on additional facilities once constructed (and pass through of the investment has increased prices), even if they are not strictly needed. Such over-provision of aeronautical capabilities can be as inefficient as under-provision.

In order to reach a judgment, the Commission has drawn on the evidence provided by participants about whether there is a systemic failure in the investment process at airports, recognising that there can be a range of outcomes that could prevail in a competitive market. As is often a feature in inquiries such as this, the complaints put to the Commission by airport users are refuted by airport operators, with much of the evidence before the Commission consisting of ‘claims and counterclaims’. 

In practice, it is difficult to assess whether what is observed at an airport is an efficient outcome. The primary difficulty is the lack of a quantifiable counterfactual — that is, what would be the prevailing investment levels and timing, prices and rates of returns if there were multiple airports competing in the same location?

Assessing investment timing and scope

While there may be circumstances where aeronautical infrastructure has been delayed, at least in some cases these delays appear to have been based on a solid foundation — such as the global financial crisis in 2008 — and with the agreement of airport customers (chapter 8). In other cases, delays or changes to the scope of a project may not have been transparently explained to airlines.

Moreover, airport operators must often negotiate with multiple airlines, many of whom are in competition with each other. This can result in a clear misalignment of incentives — what is good for one airline in particular may not be good for the airport (or the travelling public) as a whole. In particular, airlines may not have an incentive to agree to the timing or nature of new investments that expand capacity where it is an airport’s intention to attract new airlines and routes. Additionally, the ‘grandfathering’ of airport landing slots from one season to the next ensures that airlines do not pay the full cost of congestion at an airport (since slots cannot be auctioned to the highest valuing user in each period), and that new entrants are effectively barred from accessing an airport in periods when it might be otherwise profitable to do so. In its submission, Queensland Airports Ltd highlighted how this plays out in practice (box 6.6).

Professors Forsyth and Niemeier submitted that benchmarking is one way that the efficiency of airport investment can be tested; however, they acknowledge that:

… benchmarking does not handle major investments very well. One reason for this is that it is difficult to assess how much extra capacity is warranted, and whether it has been provided at minimum cost. This is a problem which bedevils both light-handed and price cap regulation. In spite of this, benchmarking is still useful, since it puts a dimension on what we do not know. Often regulators or inquiries will need to make an assessment of performance, even though they will have less access to information than they would wish for. (sub. 6, p. 11)

Specifically, the submission suggests that, in order to determine whether the current regime sends the ‘correct’ investment signals to airport operators, ex-ante cost‑benefit analysis is necessary:

… there is a need for cost benefit analysis, to determine whether an investment should go ahead, and when it should go ahead. In an ex ante regulated context, a good regulator does a cost benefit analysis to determine whether the investments proposed by the regulated firm is worthwhile or not. In a situation of light-handed regulation, such as under the Australian system, the same process is needed … (sub. 6, p. 12)
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Negotiating with different airlines

	Queensland Airports Ltd (QAL — owner of Gold Coast airport) commented on the differing incentives that airlines have when negotiating with an airport operator, including on the expansion of capacity and the impact this has on attracting new airlines. It stated that:

This figure illustrates the financial commitments for capital expenditure made by QAL for the first ten years of the airport lease from the time of privatisation in 1998. It can be seen that under the regulated regime capital expenditure was negligible. Agreement could not be reached with the legacy airlines, Qantas and Ansett, to upgrade the facilities as their high cost operations were loss making to a leisure destination such as the Gold Coast. The removal of regulation and the freeing-up of the leased terminal space created an environment conducive to commercial negotiations with more cost-effective LCCs. This partnership model paid dividends for all concerned i.e. the destination, the airlines and the airport. This success is illustrated by the passenger growth curve achieved since deregulation [shown below].
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	Source: Queensland Airports Ltd (sub. 67, p. 4).

	

	


In the Commission’s view, negotiation between airports and airlines over new investment proposals is likely to represent a form of ‘iterative cost–benefit analysis’. Airports and airlines are also likely to be the best placed parties to undertake such negotiations, with the competitive tension between them (that is, the desire by airports to grow versus the desire by airlines to reduce costs and maximise the use of existing facilities) likely to most closely approximate an efficient outcome.

A third party seeking to do an ex ante cost-benefit analysis would confront formidable complications, including:

· pronounced informational asymmetries

· the necessity of dealing with uncertainty by devising simplifying assumptions, for which small differences could lead to very different conclusions. For example, the ‘efficient’ timing of additional capacity will be when the long-run benefit of that capacity is equal to the long-run incremental cost of the expansion, which in turn will likely be contingent on assumptions about future passenger growth, debt and equity markets, construction and material costs, and the opportunity cost of vacant land

· that an efficient outcome for a particular airline might not be consistent with overall airport efficiency, particularly given that (potential) future airport users may not be represented in negotiations for new investment.
It is also noteworthy that if the decision to undertake new investment is finely balanced, the current regulatory arrangements (particularly lease obligations) appear to favour investment, in order to account for potential future growth in demand. Airport operators must, in essence, ‘do the best they can’ with the information they have, at each point in time. And irrespective of the merits of ex ante cost-benefit analysis, ex post assessments of investment decisions by a regulator or independent reviewer, with a view to diagnosing ‘inefficient’ investments, is also unlikely to provide much useful guidance for future investment decisions.
Qantas raised concerns about the timing of a number of aeronautical investments at Australia’s major airports, saying that it believed that the ‘tendency towards sub‑optimal infrastructure construction is potentially driven by the airport pricing model, where the cost of new infrastructure is paid for by all airport users regardless of whether the infrastructure is delivered at the optimum point in time’ (sub. DR132, p. 4). In a similar vein, Virgin Australia continued to allege that Australia’s major airports were ‘gold plating’ through excessive investments (sub. DR126, p. 10).
These examples of differences in view around investment timing and scope reflect that aeronautical investment programs require airports to continually strike a ‘middle-ground’ between the competing demands of various users who often will have markedly different needs for when additional capacity is required. 

In sum, it is not possible to definitively conclude whether an aeronautical investment is occurring at the efficient time, or has been inefficiently delayed. But given all of this, the overall evidence is that since privatisation, outcomes have at least been consistent with the objectives of the Government in achieving more efficient investment at airports.

Finding 6.3
Despite instances of delays to aeronautical investment, it does not appear that such delays have been unreasonable. Moreover, airport operators appear to consult with airlines and other airport users about the nature and timing of individual investments at the airports for which they are responsible — although not always to the satisfaction of airlines — and the degree of consultation varies between airports.

Assessing investment funding

On the issue of pre-funding investment, while airports and airlines have presented opposing views, the observed outcome has been airports undertaking significant investment during the period since privatisation, and airlines continuing to grow passenger numbers. Experience suggests that whatever the preferred position of airports and airlines, some compromise has been reached so far. 

For airports facing congestion of existing assets, the Government’s pricing principles state that at airports with significant capacity constraints:

… peak period pricing is allowed where necessary to efficiently manage demand and promote efficient investment in and use of airport infrastructure. (Costello 2007)

In practice, there is likely to be little difference in pricing outcomes for airlines between pre-funding for new investment, and the presence of congestion charging for existing infrastructure, provided such congestion charges are used by airports to alleviate capacity constraints through additional investment. Furthermore, in the Commission’s view it is appropriate that those airlines contributing to airport congestion are charged in the periods that congestion occurs (i.e. in advance of new capacity being made available). 

Pre-funding of aeronautical investments also allows price increases to be smoothed over a period of time. The alternative is for airports to fund investments (including holding costs) for the period of construction, necessitating a larger price increase as new capacity becomes available. Given the very long life of airport assets, their construction period is a small total of their total life, and the extent of any cross‑subsidy between present and future users is likely to be minimal.

The issues around the pre-funding of airport investment have been considered extensively in other countries, including in those with price regulation. Box 6.7 details the consideration of pre-funding for Heathrow Airport’s Terminal 5 by the UK Civil Aviation Authority (CAA).
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Funding Heathrow Terminal 5

	The Terminal 5 building at London’s Heathrow Airport represented a sizeable increase in capacity. Constructed at a cost of around ₤4.2 billion, the need for the terminal was considered as early as 1982. Following extensive planning and consultation, approval for its construction was granted in 2001 with construction taking place between 2002 and 2008. It has a single airline tenant, exclusively serving British Airways.

During the period of construction, Heathrow was subject to price controls determined by the CAA (and continues to be subject to them). For the price control period 2002-08, the CAA was required to make a pricing decision that dealt with issues substantially the same as those arising with Brisbane Airport’s third runway project. At the time of the decision there were objections to any pre-funding of the terminal, in part on the basis that at the time the aviation industry was already in a precarious state (following the 11 September 2001 attacks in the US).
In its final price determination, the CAA granted Heathrow Airport a price increase that included funding for Terminal 5 during its construction period and in advance of its operation. In its decision, the CAA stated:

The CAA accepts that the investment encouraged by the revenue advancement can be thought to benefit future users at the expense of current users to a degree. However, the purpose of Terminal 5 is to alleviate terminal congestion and maintain service quality in the face of expected passenger growth at Heathrow. For large capacity additions it promotes the efficient, economic operation of airports and is in the interests of users to allow prices to adjust such that prices are relatively higher prior to the capacity coming on stream (when there is excess demand and congestion) and relatively lower when it is completed (when there is less excess demand). This is one further reason why the CAA does not accept that higher charges should be deferred until Terminal 5 is opened (p. 34).

	Source: CAA (2003).

	

	


In the Commission’s view, the needs of airports and airlines differs at each location and for each asset to such a degree that any prescriptive rules on the funding arrangements are likely to be impractical. Such matters should continue to be negotiated between airports and airlines on a case-by-case basis. 
Finding 6.4

The pre-funding of airport investments is a recognised component of the Pricing Principles. There is not a strong case for a prescriptive approach to pre-funding airport investments, and the current arrangement (negotiation between an airport and airlines) appears to have resulted in satisfactory outcomes since privatisation. While this approach appears to have worked well so far, the construction of a new runway at Brisbane Airport (the first in the world by a privatised airport) could be a significant challenge to this approach.

Annex on investment and pricing

The so-called ‘building blocks’ approach to pricing infrastructure assets — a feature of the aeronautical price-cap era — still plays a role in negotiations between airports and airlines. This annex examines the elements that make up the ‘building blocks’ model, and discusses the link between large-scale capital investments by airports, and the prices ultimately charged to their airline customers. 

In smaller businesses there is a close relationship between the costs incurred in each financial period (such as wages, rent and stock costs) and the revenue earned. In contrast, an airport with large capital expenditures that occur over rolling financial periods (such as five to eight years to build a runway) can earn revenue over the total life of the asset (a runway has a potential life of several decades). In such cases, a methodology is needed to calculate the price of services that depend on that capital over the life of the asset.

Following privatisation in 1997 and 1998, airports (excluding Sydney airport) ‘inherited’ the legacy aeronautical prices charged by the FAC, and were permitted to vary prices by CPI-X each year. In addition, airports were able to ‘pass through’ the costs of necessary new investment. For proposed new investments, the ACCC determined the price that could be charged (based on its determination of the appropriateness of the various input costs), effectively regulating the rate of return for new investments. Given the necessity for an airport to cover its cost of capital, the ACCC was the effective arbiter of whether new aeronautical investment occurred during the price-cap period. During the period, one way the ACCC calculated prices for new investment was using the building blocks model.
The ‘building blocks’ model

The goal of a business undertaking large infrastructure investments is to ensure that the present value of the revenue earned from its investment is at least equal to the present value of the costs of the investment. The so-called ‘building blocks’ approach attempts to ‘build up’ the expected costs of the business to determine the total revenue requirement.

Figure 6.3 shows a simplified building blocks model. Under this model, an estimation is made of the business’ operating costs and tax liabilities over the relevant period. However, the majority of the revenue requirement derives from capital costs — the nominal value of the capital returned each year (‘return of capital’) and the profit earned on the investment (‘rate of return’ on capital).

Figure 6.
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The ‘building blocks’ in a standard building blocks model
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Source: ACCC (2010d).

As shown, the rate of return on capital is equal to the cost of capital multiplied by the value of the asset base.

Calculating the cost of capital

Airports comprise a portfolio of assets (terminals, runways, hangars and non‑aeronautical infrastructure) and a range of liabilities. In order to fund investments (including new infrastructure), airports can raise funds from two sources — debt (banks and other creditors) and equity (owners). Accordingly, funds in general come from either the owners of a business (through retained earnings or raising new equity), or external lenders (such as through issuing bonds). In corporate financing, the weighted average cost of capital (WACC) is the minimum return a business must earn in order to make new investment sufficiently attractive to raise funds. The WACC is calculated across the business’ portfolio of liabilities, and takes account of its split between debt and equity. In short, it is the business’ cost of equity plus the cost of debt, weighted according to the proportion each contributes to the business’ liabilities.
The WACC is used by businesses to find the present value of projects that would not change the overall riskiness of the business (Breasley and Myers 1996). For such investments, the WACC represents the minimum return a business will use when deciding whether or not to undertake new investments. That is, a business that cannot generate the revenue that allows it to earn at least its WACC (plus operating and tax costs) is unlikely to be able to raise the necessary funds to undertake investment.

To determine its cost of equity, many businesses employ the Capital Asset Pricing Model (CAPM), which relates an individual business’ cost to the market cost of equity. The cost of equity is defined as the ‘risk-free rate of return’ plus the business’ own systemic risk (beta), multiplied by the market ‘risk premium’. The cost of equity is thus calculated as:

Cost of equity = Risk-free rate of return + Beta * (Market Risk Premium)
The return on government bonds is often used as a proxy for the risk-free rate of return, while the market risk premium is often determined from historical share market returns (reflecting the risk of investing in the share market as a whole). The ‘beta’ describes how risky the business’ returns are relative to the overall risk of the share market, so that a company with a beta of 0.6 would expect its value to rise by only 60 basis points for each 100 basis point rise in the market, and vice versa. 
The treatment of taxation, dividend imputation and gearing rates all affect the calculation of a business’ WACC.

Small variations in the asset beta can produce meaningful differences in the WACC. Table 6.2 illustrates the different WACC that are generated for a given bond rate and asset beta (assuming a market risk premium of around 7.85 per cent).
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Illustrative impact of asset betas on the WACCa
	Bond rate / Asset betas
	0.7
	0.75
	0.8

	5.25%
	10.8
	11.1
	11.5

	5.50%
	11.0
	11.4
	11.7

	5.75%
	11.3
	11.7
	12.0

	6.00%
	11.6
	11.9
	12.3


a Assumes a 30 per cent corporate tax rate, 50 per cent dividend imputation rate and 60 per cent gearing ratio.
Source: Commission estimates.
Thus, for price-regulated industries, decisions by a regulator on the appropriate ‘asset beta’ can significantly affect the prices charged for those investments. However, there is no single ‘correct’ asset beta or market risk premium, and setting parameters that result in a lower-than-required WACC (and thus lower prices as the cost of capital feeds into the building blocks model) can result in inadequate or delayed investment, as investors seek higher returns elsewhere. For a regulator targeting a particular rate of return that it deems to be ‘appropriate’, the risks of over- or under-shooting the cost of capital are not symmetrical. Figure 6.4 shows why this is the case.

While a business’ WACC may remain relatively stable, its rate of return should vary across time. It is economically efficient for a business to charge lower prices when it has excess capacity, to attract demand for its infrastructure. In these periods, the rate of return will be lower. As capacity tightens or congestion arises, prices rise to temper demand, and to encourage new investment. As prices rise, so too does the rate of return. As new investment expands capacity again, the rate of return falls, and so on.

Figure 6.
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Stylised return on assets (ROA) across time
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While rates of return may vary over time, a business must earn its WACC on average to make investment attractive. But if a regulator acts to curtail high rates of return, while ignoring periods of low returns, then the business will not earn the returns needed to attract investment funds. This movement by a regulator only against high returns is known as ‘asymmetric truncation’.

For airports, many of their lumpy investments will be an ‘all or nothing’ venture. If a regulator only allows the airport operator to earn 80 per cent of the return it needs to attract investment funds, it is generally not possible to build only 80 per cent of the runway those funds were intended for.

The current approach

Chapter 7 discusses the pricing outcomes agreed by airports and airlines under the current regulatory system, while chapter 8 details the negotiation approach employed to arrive at such agreements. 

Airlines submitted that the data obtained through the price monitoring reports was prone to manipulation through the more detailed aspects of the building block model. Qantas also pointed out the role of passenger forecasts in the building block model, and argued that the process encouraged airports to under-estimate future passenger volumes:

All of the Tier 1 and Tier 2 airports adopt a building block methodology when setting prices for airport charges. In this methodology, airports forecast a required revenue line, which allows them to recover costs (operating costs and depreciation) as well as a return on assets. The airports use revenue and demand forecasts to calculate charges for airlines. Other regulated industries have adopted the same basic methodology. However, in other industries, which are subject to stricter price regulation, the forecasts of both costs and demand are subject to scrutiny by regulators. In the case of airports, they face no such scrutiny, and airlines must attempt to negotiate around the forecasts, often with little success. This creates an incentive for airports to under-estimate passenger forecasts. If the demand forecasts are too low, relative to actual passenger numbers, the prices charged to airlines are higher than necessary. Similarly, over estimation of costs would also lead to prices charged to airlines being too high.

Within the current regulatory framework, there is no mechanism which adjusts for the over or under recovery of revenue. Therefore, airports have the incentive to pass the risks inherent in preparing forecasts on to airlines through under estimation of passenger forecasts and over-estimation of costs.

(Qantas went on to discuss other aspects of the modelling methodology, sub. 52, pp. 42–46.)

Virgin Blue also raised concerns with aspects of the building block model as they arose during negotiations (box 6.8).

The ACCC continues to be the regulator for a number of industries. For many of the price determinations made by the ACCC, industry participants and the regulator continue to debate such aspects as the correct gearing ratio for the businesses, the relevant market risk premiums, appropriate credit ratings and debt margins, the value of the regulated asset base, and the asset betas. The fact that this process is often drawn out, and requires extensive industry consultation (potentially resulting in litigation), demonstrates that rather than being an ‘objective’ process for regulating prices, it is often much more ‘art than science’.

Do not delete this return as it gives space between the box and what precedes it.
	Box 6.
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Virgin Blue’s views on the limitations of the building block model

	In Virgin Blue’s experience, airports can and often do manipulate the inputs into this model in order to gain the maximum revenue, resulting in increased aeronautical prices. This can occur in relation to the following inputs:

 Asset betas: Virgin Blue considers that airports apply a much higher asset beta than that which would properly reflect the level of risk associated with their business. The experience of airports and airlines over the last 10 years, in particular during the GFC, has shown that airports are largely insulated from external shock events with airlines instead bearing the risk.

 Indexation of asset/cash flows (pre-funding): Airports have used indexation (CPI) to increase asset bases and increase depreciation charges under the recovery model. This is not a cash expense and has included the claim for depreciation of land. Furthermore, a number of airports apply for recovery and indexation to capital expenses as a cash flow prior to any asset being put into service to benefit the consumer. Virgin Blue considers that this pre-funding is inefficient and unreasonable.

 Useful life of assets: Airports use a variety of useful lives for assets and when changes are made, a weighted average is reported without any detail provided. Little visibility or consistency in reporting appears to exist. In Virgin Blue’s experience, some airports have begun to apply very short asset lives to enable depreciation over a much shorter period that does not accurately reflect the useful life of assets.

 Recovery of taxation: Taxation expenses generated by the airports are generally included in operating expenses and recovered from the airlines and consumers through aeronautical charges. 

 Passenger forecasts: Airports continually apply lower passenger forecasts during pricing negotiations than would be reasonably forecast in the light of historical passenger numbers and forecast demand. By using low traffic forecasts, airports can divide their return over a smaller number of passengers, increasing the per passenger aeronautical charges. For example, if an airport has calculated its revenue at $10 million per annum, if it applies a passenger forecast of 700,000 passengers, the aeronautical charge would be $14. 28 per passenger while if it applies a traffic forecast of 1 million passengers, it will be $10. As a result of applying an artificially low passenger forecast, overall airport revenues are higher. The excess revenue obtained through the even recovery of charges through underestimation of traffic flows is rarely returned to airlines. This excess revenue has been seen in the significant recent increases in airport revenues.

	Source: Virgin Blue Airlines (sub. 54, p. 27).

	

	


Importantly, the removal of the price cap regime has allowed airports and airlines to agree on prices and service level agreements, rather than having a regulator supplant business investment decisions. In the end, while the detailed aspects of the building block model may inform negotiations, the parties agree on price, not the underlying variables. The model is a starting point, and may be used to ‘test’ the reasonableness of offers made during commercial negotiations. As such, the final price set may not emerge as the result of the scientific application of formula, but rather a balance of issues (including the bargaining power brought to bear) during tough commercial negotiation. In effect, the price contains more ‘information’ about the use of market power. Given this, it is appropriate to observe the final prices that emerge from negotiations (rather than any ambit claims that may be made relating to model parameters at various stages) when monitoring for market power purposes.
�	As discussed in chapter 3, the Airports Act was amended in 2010 to define what would be considered ‘sensitive development’ at an airport, and includes (for example) residential developments, community care facilities and educational institutions.


� The impact of market power on commercial negotiations is discussed in chapter 8.
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