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ABSTRACT : New Zealand has 64 public and 138 private licensed
aerodromes Until 1 April 1988 24 of the public
aerodromes were operated as joint ventures between
central government (Crown) and the local territorial
authorityf{ies). In June 1985 central government
announced a policy to convert these joint venture
airports into limited liability companies owned by the
previous joint venture partners. As at 1 Apzil 1988,
2 of the 3 international joint venture airports had
been restructured as companies, with the remaining
international and at least a further 6 provincial
airports due to be corporatised during the current
year.

This paper outlines the background to central
government's policy for corporatising the joint
venture airports; describes the process by which this
has taken place; and identifies the predominant policy
issues which have emerged. C

DISCLAIMER: The authors accept full responsibility for the
contents of the paper, both in terms of factual
accuracy and opinion. The opinions expressed are
entirely those of the authors and should not be
construed as representing the views of either authors
associated organisation.




ATRPORT COMPANIES IN NEW ZEALAND

New Zealand has some 202 public or private aerodromes

INTRODUCTION

Twenty four

of these aerodromes have been operated as joint venture partnerships
between the Crown and one or a number of territorial local

authorities.

venture agresment between the parties.
joint venture airports in financial terms and their Tocations are
shown in Table 1 and Figure 1, respectively,

The nature of the relationship is stipulated in a joint

The relative size of the

TABLE 1: JOINT VENTURE AIRPORTS : REL ATIVE SIZE

Airport

(In order of
;elative size)

Amckiand -
Christchurch -
Wellington
Nelsen
Punedin
Palmerston North
Invercargill
New Plymouth
Tauranga
Whangarei
Rotorua
Hamilton
Hawkes Bay
Queenstown
Hokitika
Gisborne -
Timaru =
Wanganui
Taupo -
Whakatane
Oamaru
Masterton
Westport
Te Kuiti

Value of Fixed Assets®

) Bock Value
&3]

76.10
2802
272
856
1.8%
3.03
(203
168
125
0.74-
134
246
195
152
0.58
090.
047
060
072 -
046 .
0.52
G49
02t
005

Assessed Current Value®
(%)

35000
8225
80.00
1473
1259
1027
796
689
689
417
4.50.
390.
385
380
238
228
270
257
250
213
166
109
050
043

(1) Land runway buildings and other improvements

(2}  Government vaivation inflated to 1 April 1988, or separately assessed/negotiated

valuation.
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FIGURE 1: LOCATION OF NZ
JOINT VENTURE AIRPORIS
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The joint venture agreement defines operational and management
responsibilities for the airport, as well as the financial
involvement of each partner. The local autherity's responsibilities
extend to the day-to-day management of the airpert. The Crown, until
recently, has been responsible for the provision of certain alrside
faciiities generally related to the operational safety  These
included the provision of services such as lecal airways control,
crash fire and environmental protection

Over the last three years, the current Labour Government, which came
to office in August 1984, has pursued a policy to replace the joint
venture structures with 1imited 1i1ability companies. These companies
are to act with normal commercial freedoms in areas such as price
setting but retain some quasi Tocal autherity status in areas such as
bylaws and forced acquisition of land. Shareholding is limited to
the Crown, territorial Tocal authorities, and the Airways Corporation
of New Zealand. The nature of the legisiation which allows these
companies to be formed is permissive and for the past fwo years the
Crown has been involved in negotiations with its joint venture
partners to gain acceptance of the company proposal.

This paper backgrounds the Government's proposals; outlines the basis
of the company negotiations, in particular the usefulness of
financial/economic modeiling in these negotiations; and, finally,
identifies a number of the problems and prospects emerging from
implementation of the policy.

BACKGROUND

Joint venture airpoerts evolved over time. The first joint venture
was established in Christchurch 1n 1955, the most recent in Taupo in
1971. They evolved as a resuit of a United Kingdom civil aviation
mission (Tymms, 1948) which advocated, inter alia, the development of
a domestic aviation infrastructure with clearly defined
responsibilities for central and local government. The general
arrangement under each joint venture agreement was that, while day to
day management of the airport fell to the lucal autherity, costs (and
revenues) were shared 50/50 between the joint venture partners. Two
notable exceptions were Auckland and Wellington.

In the case of Auckland, the Government adopted the view that the
establishment of New Zealand's main international airport was a
national rather than a local responsibility and agreed to make a
grant-in-aid of 60 percent towards certain costs retating in the main
to international services. Other capitai costs, all maintenance
costs and all revenue was shared on the usual 50/50 basis. The net
effect of this was that, by 31 March 1987, 74 percent of the historic
cost of capital employed in the airport had been contributed by the
Crown.
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At Wellington, the costs were shared in the propertions two thirds -
Crown: one third - Wellington City Council, because the Council,
being the sole contributing local authority in the Wellington area,
was unable to meet its Full 50 percent share of the high casts of
developing an airport at Rongotai.

A key feature of the joint venture system as it evolved was the
retention within the airport accounts of surplus monies accruing from
an excess of income over expenditure in the operation of airports
This eccurred because no dividend was paid to the partners from
accrued surpluses. 1In 197} the Government agreed that its share of
operating surpluses should be retained in the aijrport accounts and
used on airport development. Henceforth expenditures from Crown
monies held in joint venture airport accounts were authorised
administratively without heing appropriated by Parliament. At the
same time provision was made for the introduction of a charge not
exceeding $4.00 on persons departing New Zealand and using facilities
and services at the internationai airpoerts, for the purpose of
providing funds for the establishment, maintenance and operations of
such facilities and services. A $2.00 atrport development charge was
implemented and apportioned between the Crown and the three
international airpert Tocal authority partners in accordance with the
financial contribution from each partner. At Auckland the split of
revenue from the charge was 80/20 between the Crown and Tocal
authority, at Wellingtom 67/33, and at Christchurch 50/50.

1t was recognised that the system of keeping surplus revenues in
dedicated accounts at each atrport, and using the funds for the
development of that airport, worked best if a balance existed between
the generation of surplus funds and the need for funds for justified
airport developments. Such a balance would not always occur., On the
one hand, if development needs ran ahead of the generation of
surpiuses at a particular airport, additional funds would need to be
injected. On the other hand, if surpluses ran ahead of the
requirements for justified developments, surplus cash would
accumulate in the airport accounts. The ready availability of such
surpluses had the effect for some afrport authorities of introducing
a "spend or bust" mentality. The system of funding was therefore
anstable.

To overcome this d¢ifficulty the Government in 1977 agreed that levies
an the operators should be allocated between afrport and airways dues
in such a way as to avoid the accumulation of funds ‘beyond a
reasonable proviston for operating costs, and a ten percent return on
capital. This dectsion was tmplemented by Amendment No. 12 to the
Civil Aviation Charges Regulations which introduced a differential
system for apportioning revenue derived from airport dues to the
international airports. It had the effect of increasing revenue from
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atrport dues at Wellington and reductng the revenue from airport dues
in Auckland and ,to a further extent in Christchurch. Conversely,
Auckland and Christchurch, respectively, made higher contributions to
atrways expenditure than Wellington so that the overall cost tg
operators remained the same.

Despite such modifications, difficulties with the joint venture
system persisted. Problems with funding imbalances continued and
cross-subsidies eccurred, particularly between domestic airports,
because of the formula used to derive landing dues. - These charges
were based on a fixed percentage {most recently five percent of gross
operating revenues (GOR)). Non revenue operators, on the dther hand,
made 1ittle or no contritbution to airport costs. o

Difficulties were also recognised in the management of joint venture
airports. While jointly funded airports managed-by the local body
may have had merit in the. development phase of the airports, the
arrangement proved to be increasingly redundant once the airports
were established. Local body decision making structures for what
were essentially commercial enterprises proved cumbersome. The
inefficiencies of such decision making were firther: exacerbated by
the overlay of central government bdreaucratic and political controls
on decisions involving capital expenditure. In introducing the

airport company concept the Goverhment surmarised these difficulties
as follows (MOT, 1985):. - o :

“The Crown and Local Authorities have substantial assets
invested in airperts and in the airways system with -
substantial further investment 1ikely in the future on the
basis of current policies.  This infrastructure provides
services to a number of major commercial entities such’ as
Atr New:Zealand and other overseas and domestic airtines
The current approach lacks a clear commercial objective and
does not provide autonomy for decision making at individual
airports. It has led to a loss- to the Government and Local
Authorities from a lack of return on the funds invested and
to a nattonal cost through. the tnefficient use of resources.™

With the change in Government in 1984 came a change in attitude
towards the role of central and local government in commercial
enterprises.. The Government announced poticies creating state owned
enterprise (SOfs) to replace the trading ‘components of goverrment
departments.” The SOEs were modelled -on Himited 1iability companies,
but with tota) Crown shareholding, to join similar institutions’
already in existence such as Atr New Zealand. The SOE Tegislation
was enacted in December 1986 and the first group of SOFs, which in
the aviation section included the Airways Corporation of New Zealand,
came into being on 1 April 1987 o '




GOLLIN AND TAYLOR

Coirciding with these developments, the Government announced plans to
corparatise joint venture airports, together with totally Crown owned
atrports. Oiscussion documents were released and seminars held in
1985 to convey the proposals to the local body partmrers, and in
December 1986 Tegislation broviding for airport companies to replace
Joint ventures was enacted. Because of the permissive nature of the
legistation, considerabie time and resources have been devoted to
persuading in some case$ reluctant local bodies to accept a Jless
direct invelvenent in their local airport. This process encountered
particular difficulties in the case of Auckland International Airport
and required special legislation passed in December 71987. '

AL the time of writing two of the international ajrports, Auckland
and Christchurch, had commenced operation as Timited ‘11ability
companies. Wellington, and a number of the provinciai airports were
at various stages of negotiation, with the 11keéTihood that at least

& of the provincial airports would bé corporatised during the current
year.

In conjunction with the corporatisation inttiatives the Ministry of
Transport commenced discussions with the Joint venture ajrport
authorities on the introduction of differential landing charges on an
ajrport by atrport basis. Regulations. empowering the Minister of
Civil Aviation to approve separately assessed charges for each joint
venture ajrport came into effect on 1 April 1988. Company atrports,
on the other hand, are free to set their own charges. =

COMPANY DISCUSSIONS

A key ingredient in discussing the company model with lecal
authorities has been the development of a company financial mode} for
each airport authority. While the complexity and data requirements
differ from atrpert to airport, typically the approach has been to
first discuss with the airport authorities the general philosophy
behind the company approach, and agree on general assumptions
concerning the future of the atrport in terms of growth, capital
expenditure, and relative changes in operating revenues and
expenditure. Using the latest annual accounts for the airport,
updated where possible by the current budget projections, a financial
modet specific to each airport is then created. The development and
schematic nature of this model 4s discussed below and shown in
Figure 2.

Financial Model
The primary purpose of the financial models is to evaluate the

economic and financial viability of the airport businesses under
corporate ownership
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It was assumed initlally that the owners before and after
corporatisation would be the same, and therefore the question of
value for sale was generally of less concern than ascribing a proper
econemic value to the business being transferred. Nevertheless, in
the case of Christchurch International Airport the Crown's ownership
share reduced from one half to a quarter by sale to the joint venture
partner. Situations of 100 percent company ownership by the local
authorities are Tikely to occur with provincial airports. 1In each of
these cases the valuation derived from the financial modelling is an
tmportant component in determining the final sale price of the
Crown's share of the ajrport being sold to the company

As the corporatisation process proceeded use of the models focussed
more on the valuation aspects than on the long term economic and
financial viability questions However, determining beth the

valuation and the financial/economic viability required the following
to be established:

(a) Revenue and cost forecasts.

(b} Growth and capacity forecasts.

(c) Capital expenditure forecasts.

{d) Financing ratios, e g. debt/equity.
(e)

Cash flow forecasts.




FIGURE 2: COMPANY FINANCIAL MODEL
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A particular probiem in attempting to derive the above forecasts
resulted from the fact that much of recent airport policy in

New Zealand has been influenced by national policy considerations
{e.g. uniform pricing) rather than specific policy associated with
the operation and development of individual airports.

Policies adopted often tended to be aimed at meeting soctal
objectives rather than commercial criteria. This confusion of
objectives is similar to that which occurs in other trading
activities within the Government sector. One problem created by this
was the need to change the thinking of those managing the airports
towards commercial rates of return rather than previding sufficient
facilities to meet any demand placed on the airport irrespective of
price considerations. The valuation process therefore was heavily
weighted towards commercial reality as well as the need 1o ensure
that whatever performance criteria were adopted were consistent with
those being used by SOEs and the private sector.

A further distortion occurred in recent years as a result of the
difficulties of obtaining realistic approvals of capital

expenditure. In the case of some airports necessary expenditures
were delayed because of Government policy or differences in views
between the joint venture partners on the need for such
expenditures. 1In other cases, expenditures were made not so much for
commercial reasons but because funds that were available could only
be spent on airport development.

Model Development

When considering the process through which the model was developed 1t
is important to keep in mind that the model is only the tool not the
answer. Therefore if in the end the model produces a number which
becomes the agreed valuation it 1s not just a consequence of the
"mathematical calculations" completed within the model, but rather is
the result of many judgments which had to be made to produce the
final analysis.

The following description, largely based on our experiences in the
case of Auckland International Airport, is an attempt te set out in
logical form how the model developed. In practice the order of
completion was quite different. For example, "& guick and dirty®
evaluation was often required at an early stage to provide assurance
that cerporatisation was achievable in normal economic and financial
terms  Once the process started, development occurred on several
fronts. There was no simple direct route from start to finish,
Consequently the basic model provided the background to confirm
projections whilst later on, as greater detai? became available, the
sophistication of the model was improved to reflect actuat trading
realities
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The reason for this process was quite simpie - we were dealing in a
practical rather than a theoretical environment. DOecisions regarding
corporatisation were therefore constantly being made as the
consultative process evolved. These decisions required the latest
information, even if the total picture was not availabie at the time.

Development of the models involved several stages.

Stage 1

The first stage was to develop a framework under which the airport
companies would operate. Corporatisation assumes that the airports
are driven totally by commercial objectives. It was therefore
necessary to determine what these cbjectives might be. 1In the case
of Auckland International Airport the interim report of the Auckland
Airport Board (AAB, 1987), appointed by the Crown to advise on a
company structure to replace the joint venture, set out a statement
of corporate intent for the proposed company. Whilst this included a
general statement of company objectives and the nature and scope of
activities, in addition it set out some initial performance targets
for the company. Amongst the targets were the folilowing:

{a) ratio of net profits, before interest and tax, to total
assets;

() ratio of net profits after tax te shareholders funds;
() ratio of shareholders funds to total assets (gearing};

(d) internal rates of return on total assets and shareholders
funds; and

(e} dividend policy.

In developing these targets recognition was given to rates generatly
obtainable in the market place, including prudent financing ratios as
well as rates sought for SOEs. wWhilst it is jmportant to recognise
the relationship between risk and gearing {Madigliani and Miller,
1958 & 1963) the wetghted average cost of capital is Tikely to be
relatively constant over the "normal" range of gearing levels

outstde this a slightly higher or Tower cost will result. In the
case of the airport models it was assumed that the gearing would be
normal for this type of business and would not unduly affect
financial risk and therefore the weighted average cost of capital.
The Board also had access to preliminary work completed on financial
forecasts for the Airport operations.
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Stage 2

The second stage was to establish financial forecasts, using as

a starting point the recent trading results, together with budget
forecasts for the forthcoming year. Because of the considerable
elapsed time over which the negotiating process occurred, these
figures were periodically updated. Each element of the forecasts had
problems.

(a) Revenue

Revenue forecasts were reguired for both growth in real
terms and inflation effects. Individual growth rates were
taken for each major element of revenue, for example,
domestic versus international services, rentals and
concessions. In recent years forecasts of passenger and
aircraft numbers had been made for various purposes and
these were compared with actual results. Forecasts of
growth took into accouni both general changes in the
econemy as well as forecasted specific changes in air
travel, particularly as they impacted on each airport.

Inflation on the other hand s recognised through the
pricing mechanism. For the sake of producing a cocherent
set of figures the base models presume that prices would be
maintained in real terms and therefore individual prices
would increase by the rate of infiation. As part of the
sensitivity review process however a series of alternative
scenarios were aiso considered, $ncluding a reduction in
real charges over the period of the model. It was also

- recognised that prices might be adjusted intermittentty
rather than in each year. 1In the latter case the impact on
the modeT was not significant provided total price
increases over the long term were consistent with the
original assumptions.

In the case of Auckland a specific alternative pricing
mechanism was used for rented properties. This pricing
mechanism reflected the generally accepted returns 1ikely
or such property. Real investment by the company in such
property was matched with real increases in rental income.

As a starting point the existing charges for airport dues
were assumed to be the base. For Auckland and Christchurch
an adjustment was made to recognise the need to have a
departure charge on international passengers of $10.00 per
passenger. Later, when it became apparent that rescue fire
would become a responsibility of the airport a
corresponding increase in revenue was alse included. This
varied from airport to airport




(b)

{c)

(d)
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The need to make such assumptions and adjustments did
highlight the need for a more detailed pricing review for
atrports which will inevitably result in changes to price
structures, Overall, however, 1t was considered that the
pricing polticy assumed in the models would reflect the
capacity of the airports to generate revenue in the future

Costs

As with revenue forecasts, cost forecasts were made
assuming both real growth in costs and the effect of
inflation on prices. Costs were assumed to move with
inflation, adjusted by changes in activity appropriate to
the various parts of the business. Additional costs of
interest, rescue fire and overheads associated with the new
independent corporate structure were included in the cost
forecasts. On the other hand, no allowance was made for
potential cost savings due to management efficlencies under
the new corporate structure. 1In general it was considered
that for operating expenses savings would not be
significant and would only be determined once the companies
were up and running.

A substantial increase in interest costs arises through new
borrowings. The exact quantum of interest 1s determined by
the model based on assumed interest rates and the forecast
borrowing reguirements.

Depreciation was calculated by the computer model
programme, applying tax and book depreciation rates to the
opening asset values pius capital expenditures. Where
there were significant increases in valuations from
previous book values this resulted in major increases in
the depreciation charge.

Capital txpenditures

Future capital expenditures were derived from a review of
anticipated developments, including those preposed in
individual airport masterplans. These expenditures were
reviewed to ensure that the capacities of both runways and
terminals would be adequate to meet future growth patterns.

Residual value

The models cover a 15 year perted therefore it was
necessary to derive a residual value. A number of options
were ceonsidered, for example, adopting of revalued book
value at the end of the 15 year period, extending the model
for a further perieod of time, or applying a capitalisation
rate to final period cash flows.
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The last method assumes that cash flows in the final period
reflect cash flows obtainable from a basically stable
trading sitwation. This was the approach adopted in the
financial model for the international airports. 1In each
case it was necessary to review the forecasted model to
ensure that firstly, major capital expendiiures were not
required in that year to meet anticipated capacity
requirements, or secondly that there was not significant
unutilised capacity which meant that cash flows were
understated. A factor of 12.5 times the final year's cash
flow was adopted as the formula for determining residual
value,

In the case of provincial airports initially a revalued
book value approach was adopted because of the greater
fluctuatton in capital expenditure patterns and consequent
impact on cash flows. Subsequently this was modified to
the same basis as for the international airports both in
the interests of consistency and to reduce the impact of
inflation on residual values

Stage 3

The third stage in establishing the financtal forecasts was teo
incorporate in the model the opening asset and 1iabi1ity vaiues.

A best guess estimate was made of anticipated assets other than fixed
assets, for exampie, cash, inventory and debts, and on the
Tiabilittes side, sundry and trade creditors

Opening fixed asset values posed more of a problem  Adoption of any
value in ittseif suggested a predetermined outcome which the model
itself was designed to predict. It was necessary however to include
some value for fixed assets as this had an impact on depreciation and
therefore taxation rates. As a general starting point therefore, the
latest Government valuatiens were adopted in the base model.
Throughout the period of model building and negotiations these values
were updated as better information became available. The model was
finally run with vaiues agreed to with the local authority partner to
ensure that operating objectives were attainable.

Stage 4

The final stage was one of determining sensitivities. The
sensitivity analysis included alternative pricing policies, for
example, decreases in real prices, alternative growth forecasts for
revenue components as well as costs, and differing capital
expenditures, particularly with respect to timings of runway and
terminal expansions. In each sceparia tt was necessary to ensure
that operating capacities were realistic over the 15 year period.
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In practice a continuous sensitivity analysis was undertaken over the
2 years in which the Auckland Airport corporatisation discussions
took place. The running of various alternatives provided additional
information for updating the model and ensuring that all factors
Tikely to affect the valuation had been properly taken into account.

Verification

Having established a model which provided not only an outline of
operating results for a 15 year period but suggested an opening
vatuation, it was necessary to introduce an independent check on the
values adopted.

The initial alternative valuation considered was an updated
Government valuation. Whilst this value could be readily obtained
there was considerable difficulty in using the estimate derived.
This occurred for a number of reasons, not the least being the
difficulty in obtaining information on ownership of the land. The
nature of the joint venture, being a partnership between locatl
authorities and the Crown, resulted in a lack of definition of
ownership of land associated with the airports. In many cases there
were no reliabie records of land ownership and no ciear separation of
ownership in the case of land improvements. For this reason an
independent registered valuers valuation was attempted.

The independent valuations were completed on the basis of a range of
valuation alternatives including depreciated replacement cost,
alternative use, and economic value based on the earnings potential
of the airpert. 1In general these values confirmed the valuations
finaily adopted in the financial models.

A long run marginal costing review was also undertaken to ensure that
the valuations were appropriate

Finally, in the case of Auckland International Airport, a concurrent
but independent review of capital expenditure requirements for the
atrport was available before a final value for the Airport was
determined (KRTA/Airplan, 1988). This review was used to ensure that
the estimates used in the modelling were correct and that the timing
of expenditure was also appropriate.

The Model Itself

The model is an attempt to incorporate all aspects of forecasting the
1ikely operations of an airport including:

{(a) financial forecasts of trading, cash flow and 1nvestménf§'
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(h) accounting objectives: and
{c) rates of return and net present value objectives

Therefore, as tllustrated in Figure 2, because the model is a fully
integrated set of forecasts it was possible to evaluate economic
returns whilst measuring accounting returns over a 15 year period.
The ability to undertake such analysis 4s important as the economic
return is essentially based on evaluating cash flows whilst the
accounting model takes into account accruals and traditional
accounting conventions

The two most acceptable methods of project/business evaluation
involve net present value (NPV) and internal rate of return { IRR)
concepts. 1In certain circumstances IRR %s unreliable {Brealey and
¥yers, 1984), however for the airpart financial models hoth returns
were calculated.

While there is considerable discussion in corporate financing
literature on how to determine the cost of capital, it is generally
accepted that the capital asset pricing model {CAPM) provides an
appropriate framework for this purpase

A difficulty with this method however is the Tack of New Zealand
market .data. This is particularly so with special industries, such
as airports, and is a problem common to all SOEs. The most
authoritative analysis was completed by Jarden & Co in the early
1980s (Baines, 1984). From this analysis a bench mark return on
total assets before interest, but after tax, of 7 percent real was
decided on as appropriate for the airports.

Accounting returns, on the other hand, varied over the 15 year
period. The aim was to ensure that returns acceptable to companies
in general were ohtained, In the case of Christchurch International
Airport it was agreed that fer the first three years the returns
obtained would be tess than normally accepted in order to reflect a
transition period from the joint venture operatton to the commercial
operation,

As can be seen by the preceding description, development of the mode!
represented an evolutionary process with the model being refined as
better information became available and as the impact of various
variables on profitability was revealed. & good exampie of the
impact of changing assumptions 15 the use of alternative projections
on growth. Profttability was substantially altered by the adoption
of high, medium or low growth rates. During the modelling process it
was found however that whilst the high growth model would produce a
higher profit, achieving this profit Tevel required greatly increased
capital expenditure, both in terms of value and timing. Economic
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returns were therefore reduced and in fact were comparable to medium
and low forecasts. The difference which remained between the various
models was substantially accounted for by the benefits obtained
through increasing utilisation of the runways and in some cases
terminals

Comment

The financial model format has proved useful in a number of

respects. First, it provides a comprehensive statement of the
proposed company's financial position, both on establishment and into
the foreseeable future. The assumptions such as inflation, growth,
cost of capital, etc, are explicit and are either supplied by or
agreed in advance with the airport authority. Similarly, the
financial accounting information ts taken straight from the airport
authority's accounting statements and refiects the classification of
revenues, expenditure, assets and Tiabilities used by the airport
authority. From the financial model the pelicy assumptions regarding
company gearing, dividends, future capital investment and expected
commercial return on assets are also clearly shown.

A second important feature of the model is the ability to examine any
number of ®what if" scenarios. In developing the model with each
airport authority emphasis is placed on the need to isoiate the key
peiicy questions. We endeavour to minimise debate on assumptions in
the model by identifying those assumptiens which are contentions and
then examine their significance on a "what if" basis. Through this
approach it is possible to lTook at the impact of each assumption on
the total company performance so that debate can be focused on those
assumptions which are c¢ritical, such as airport growth.

Channelling early negotiations into a "what if" analysis also avoids
the necessity for either party to adopt an uncompromising position on
what inttially appears to be an important issue without the bepefit
of a more comprehensive evaluation

Third, the model makes very explicit the assumed *commercial"
performance target for the company, namely, a real internal rate of
return {IRR) of seven percent. Where the target rate is not
achieved, the necessary additional income required to achieve

seven percent IRR is caiculated. Alternatively, opening asset values
can be adjusted based on the negative net present value (NPV) of the
prolected income stream of the company. Conversely, where the
projected IRR exceeds seven percent the resuiting positive NPV
suggests an earnings based premium that should be placed on the
assumed opening value of assets in order to assess their true
"market" value. The same analysis can be undertaken with any other
assumed target IRR.
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Fourth, the modei, while based on a long term (15 year) analysis,
tends itself readily to a short term analysis. For example, by
changing the assumptions for capital and other operating expenditure
in relation to forecast growth patterns at each airport it is
possible to identify the avoidabiiity of particular costs in relation
to particular users and/or aircraft types. ©ne application of this
was in determining the impact of eariy closure of the Queenstown
Atrport at Frankton as a consequence of relocating the airport
further south.

Finatly, adopting the same model format for each airport while at the
same time building in the accounting terminology unigue to each
ajrport achieves consistency in approach but in a form familiar to
the airport authority in question. The mode] is therefore a working
tool from both the Crown and local authority points of view. From
the Crown point of view, in particular, a consistent basis for asset
vatuation and commercial return can be established so that whether
operating as companies or joint ventures the airport authorities can
be assessed on the same basis. This aporcach has been applied, for
example, in determining the basis for differential charges for joint
venture airports.

POLICY ISSUES

The guiding principle behind the move to corperatise New Zealand's
Joint venture airports is the introduction of a commercial approach
to the operation of these airports. A key element in this is
comparabiltty with private sector performance, namely, that atrports
should face a smitar operating environment to that they would face
if they were privately owned.

Aspects of this operating environment include:

(a) An average return on resources no less than the average
earned elsewhere in the economy.

{b) Freedom to manage resources on a commercial basis without
thtroducing political considerations.

{c} Management accountability on commercial grounds.

{d) A competitively neutral capital structure, neither better
nor worse than for comparabie private enterprise,

Within this broad policy framework the general approach has been to
establish a basis for incorporation which is consistent with the
general approach, while catering for the peculiar requirements of
each airport authority. A number of the policy issues which have
emerged from the exercise are discussed below,




AIRPORT COMPANIES 1IN NEW ZEALAND

Airport Valuation

The main area of debate is the value to be placed on joint venture
airport assets on sale to the newly formed company. HNegotiations in
this area have an added dimension because of the joint interests of
the parties - both as owners of the existing assets, and shareholders
in the company purchasing the assets. The situation is not simply
one of a "willing buyer, willing seller". At times it is confusing
Just who is buying and who is selling and whether in fact the parties
are willing! An added cemplication is that land at the airport may
have been purchased under a compulsory sale Therefore, while it can
be sold to the company provided it continues to be used far
aeronautical services, it must be offered back to the original owners
once it is no longer required for aeronautical purposes

Properly valued, airpert land and improvements should be assessed at
a market price which reflects the earnings potential of the assets,
either used in the business of an airport or in their best
alternative use. For the more profitable airports (e g. Auckland,
Queenstown) an airport activity may be the best use the land in
question can be put to. For a number of the joint venture airparts,
however, a better alternative may be available. A market value
reflecting this use is therefore appropriate

Balanced against the need to determine a market value for airpart
Tand and improvements has heen a policy commitment to retain
provincial joint venture airports. Applying a true market value as
a price determinant for the airport could frustrate this objective.
for example, Table 2, (an extract from the Ministry of Traasport's
discussion paper on differential charging {MOT, 1988)}), shows the
current performance of the 21 provincial airports (excluding the
international’s: Auckland, Wellington and Christchurch) based on
revalued assets and existing returns against that required to meet
the seven percent IRR target. Only 4 of the airports achieve a
positive return on revalued assets*. The remainder show negative
IRRs; some in excess of -150 percent. The order of revenue increase
required therefore to achieve a commercial return is arquabTy
prohtbitive.

3: 1

* In most cases the valuations are bhased on the Tatest avatlable
Government valuation, updated by actual and estimated inflation to
T April 1988. In the case of a number of the airport authorities
{shown with an asterisk) better market valuations will or have
emerged from company negotiations
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The approach so far has been te determine an "as designated” value
for each airpart. Where the "as designated" value on current
revenues ts Tess than the "alternative use" valuation, attention is
given to the possibility of increasing revenues from all sources to
achieve the higher valuation. A number of the airports unfortunately
have no other source of revenue other than from aeronautical

cherges. A major increase in these charges, combined with increases
in airways dues currently being promulgated by the Adrways
Corporation, therefore could jeopardise the future of such airports.

TABLE2: ADDITIONAL INCOME REQUIREMENTS

Airport Existing Additional Income Required
i 11
TR (%) For7% LR
%) 3
Dunedin® -2297 7200 1190827
Gisborne - 24 46 10720 323594
{Tamlilon® 659 310 19,305
Hawkes lay 387 2930 182547
| fokitika ~1312 31550 A06,169
Invercarghl =19932 20040 1 428,491
Maslerton - 181 32 33100 04191
Nelsen -4 66 21280 1,692 451
NewMlymouth -B717 11870 513,689
Oaman «166.26 32350 165,856
Palmerslon North* 255 4550 366,529
Quecnslown* 1375 [1E4) 0
Rotorua® -071 36.40 330.748
Taupn ~34 65 3200 252,826
lauranga® -109 10530 430,303
TeKuili ~-19328 74850 46,321
Thmaru -185.24 270 289 288
Wanganul -4206 15900 233512
Weslport ~193 62 15740 99466
Whakatane -1l 67 161 80 200,556
Whangarel -18.00 20730 400,084
AVERAGETOTAL - 660§ 18426 8,576544
Shareholding

An important Government objective in corporatising joint venture
alrports 1s to remove direct local and central government involvement
in the management of airport resources. To achieve this, a
distinction is drawn between commercial and political objectives;
with the directors and management having prime responsibility to meet
commercial objectives. Two potential avenues for political influence
remain. The first is by explicitly compensating the company for
social services provided by the company. The level of compensation
being sufficient to achieve a commercial return on the service from
the company's perspective. A second possible avenue for influence is
through shareholding. The appointment of directors provides an
opportunity for shareholder influence, however there are pitfalls in
exercising such influence,
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First, there is a political penalty in attempting to infiuence
directors away from a strictly commercial consideration; particularly
if such pressure becomes publicly known. Second, i1t becomes
difficult to preserve the quality of directors appointed to the
company if there is too much shareholder interference. Third, the
benefits of transparency and accountability are Tost ence confusion
between political and commercial considerations is introduced. As a
means of political influence therefore shareholding has its
1imitations, particulariy from the Crown's perspective

The primary benefits of shareholding for the Crown therefore derive
from the eqguity interest in the company. To preserve its position
the Crown must therefore retain sufficient shareholding to ensure the
airport performs to an adequate standard. 1In a practical sense this
means at least a 50 percent shareholding. The loss of control
associated with a sharehelding below 50 percent does not justify a
continuing equity interest from the Crown's point of view. An
exception occurred in the case of Christchurch, however the Crown is
now opting for either a 50 percent shareholding or none at all

Monitaring

Currently the airpert authorities legislation restricts shareholding
in airport companies to the Crown, local authority(ies), and the
Airways Corporation of New Zealand. The philoscphy behind this
restriction was to retain community control over important and
potentially monopolistic regional entities. Removing airport
companies from share market trading however removes the discipline of
this market over the operations of the company (Treasury, 1987}
Artificial controls in the form of monitoring and more comprehensive
reporting to shareholders provide enly poor substitutes for the
normal market mechanisms

In contrast to S0Es, the airport companies legislation makes no
provision for farmal reporting requirements between the company
directors and shareholders. The companies are obliged to have their’
accounts audited by the Government Audit Office, and to submit these
together with an annual report to the Minister of Civil Aviatioen for
tabling in Parliament. The SOt legistation goes further however by
including a section (Part III) devoted to accountability, including
the requirements for an annual statement of corporate intent. This
statement serves as a formal agreement between the company and
sharehalder (the Crown) on the company's objectives, activities,
accounting policies, performance targets, etc, over a three year
period.

Whether a similar document emerges in the course of establishing
airport companies depends very much on the circumstances under which
each company s formed. A number of local authorities have proposed
such a document as part of the establishment deed for a company but
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no real coentinuing obligation to prepare the statement 4s placed on
the parties. 1In the meantime the statements serve as a form of
recognition that the atrports will perform a responsible, albeit
commercial, community function, rather than act as the unbridled
commercial beast often put forward by opponents as the natural
consequence of atrport corporatisation.

While Timitations on ownership 1imit the effectiveness of shareholder
monitoring, a degree of market discipline s introduced in the form
of external debt financing. A true market assessment of corporate
viability is to some extent diminished by the implied guarantee
through Crown and local authe

to justify the company's perf

with it-an added discipiine to investment analysis. Furthermore, the
burden of external finance costs reinforces the need to consider the
opportunity cost of capital in investment analysis. While equity
capital in the form of retained earnitngs may continue to he regarded
as having a Tow opportunity cost while public ownership persists, the
fact that external borrowings will be required to fund major
investment is a reality the atrport companies wilt find hard to
ignore

Subsidiary Relationships

In some instances, for example, where there are a number of smalil
general aviation aerodromes in close proximity to a targer joint
venture aerodrome, there could be merit in combining the airports in
a principal and subsidiary relationship. Examples in this respect
are Auckland and Queenstown. In the case of Auckland, the close
proximity of Ardmore provides a possible diversionary girport for
gensral aviation which would extend the capacity of extsting airport
faciltities at Auckland for Jet ailrcraft. Queenstown in association
with Wanaka and Miiford derodromes, on the other hand, provides a
useful tourist circudt in the southern lakes district of New Zealand.

Unfortunately the oppartunity for such rationalisation +s Timited
under the current Tegislation because of the shareholding
restriction. Any substdiary companies will not have the quasi local
authority status provided for in the Airport Authortties { Amendment)
Act 1986. wWhere the subsidiary companies are well established with
no need for bylaw powers or compulsory land acquisition this may not
be a problem. The aerodromes could just be public or private
aerodromes owned and run by a company (examples of which already
exist such as Mt Cook and Glen Tanner) rather than atrport companies
within the context of the Afrport Authorittes (Amendment) Act 1986,
Where tand acquisition %s $t117 required, however, the onty
amatgamation possible in terms of the legislation is to have one
company with with one or more minor aerodromes as part of its assets.
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Competitive Behaviour

From the outset there was a concern that without appropriate controls
each airport company could act §n such a way as to abuse 1ts local
manopoly position. Of particular concern in this respect was the
opportunity to set landing charges independent of Ministerial
approval*,

Three constraints on the companies' behaviour exist in practice.

first, there is the Commerce Act 1986 which provides a legislative
control over the behaviour of airport companies and existing joint
venture airports. No action on landing charges has been taken as
yet under the Commerce Act, although 9its influence on the behaviour
of airport authorities was recently demonstrated in Auckland when the
Court ruled that the Airport was a market and that exclusive
concession agreements with rental car companies constituted a
restrictive practice in terms of the Act. As a result of this
precedent the Airport Authority introduced for a trial period three
duty free concessions to replace the previcus one concessiopaire.
Maore recently, the new company in Christchurch also decided to allow
a further car rental concession because of similar constderations.

A second constraint is provided by section 5(2) of the Airport
Authorities (Amendment) Act 1986. This section obliges the airport
company to consult with users before introducing new charges. The
real significance of this section has yet to be tested, however it
raises the prospect of review proceedings if the companies do not
give due attention to consultation. At the very least it suggests an
obligation for the companies to adeguately brief users on the basis
for proposed charges and to be receptive to constructive comment on
their justification.

Third, for many of the domestic provincial airports in particular,

there is potential for competition between the airports. Excessive
charges by one atrport company could jeopardise the demand for that
airport and divert traffic to other afrports closely sttuated. The
Bay of Plenty region in New Zealand provides a good example of this

* As noted earller, airport companies are free to set their own
charges. Joint venture airports are now also able to determine their
own charges but require the Minister of Civil Aviation's approval
before these can be tmplemented.
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possibility. Three airports (Rotorua, Tauranga and Whakatane) are
within one hour's drive of each other. Any stzeable differential i4n
the relative aerenautical charges between these airports could
influence demand for these airparts

Price competition however is not as significant a determinant for the
international airports. For these ajrparts service competition is
potentially a more critical determinant of perfoermance. This may
accur both in the international sphere, with the development of
regional hub airports, for example Sydney versus Auckland, and to

a lesser degree in the domestic sphere in the sense of preferred
international gateways. Service aspects such as facilitation
processing time (now significantly improved at Auckland), security,
airline servicing, and user facitities, are likely to have
considerable influence on demand for the internattonal airport

Poor Performers

The emphasis to date in corporatising New Zealand's joint venture
airports has necessarily focussed on the major international
atrports, followed by the more viable provincial airports. Reference
back to Table 2 indicates the extent to which a number of the smaller
provincial airports are already struggting to achieve a commercial
return. These airports pose a significant problem for
corporatisation.

Pursuing the policy of corporatisation with such airports may prove
to be a futile task At the very Teast it couid lead to many months
of negotiation with the local authority involving time and resources
way out of proportion to the stgnificance of the airports in terms of
corperate restructuring. An example of the B0:20 principle.

A decision on what to do with these airports has yet to be made. 7o
some extent the deciston might be pre-empted by the introduction of
differential aerodrome charges and the effect this has on demand for
the airports. It 9s difficult to imagine however that the policy of
Joint venture airport corporatisation would be well served by
insisting that such airport become companies. Combined with
differential charging, a more realistic proposition might be for the
Crown to sell or gift its interest 4n these airport to the local
authority in return for having no further obligation to fund
operating deficits or capital expenditure.

Alrport/Airways Interface

A final emerging policy issue of some significance is the interface
between the newly Formed airport companies and the Airways
Corporation of New Zealand. There is a need for both parties to
to-exist and co-operate generally in the aviation environment and
specifically in the atrport environment. Parts of the Airways
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Corporation's services, particularly those impacting on airports, are
contestabie however and could be provided alternatively by either the
atrport company or another party meeting standards set by the
Director of Civil Aviation,

Rescue fire services previously provided by the Airways Corporation
became the responsibility of aerodrome licensees from 1 April 1988
and already a number of airport authorities have contracted out the
service to parties other than the Airways Corporatton.

Further contestable Airways activities such as loca) aerodrome
control have yet to be charged to the airport authorities. When this
occurs the airport authorities, and companies in particular, will
need to consider whether such services are better performed by the
airport company or through a separate contract. The specialist
nature of those contestable services places the Airways Corporation
in a strong position to compete for the contract. However, as
evidenced in the rescue fire situation, other parties are capable of
providing the services and such optiens should be pursued if it is 1in
the competitive interests of the airport authority. For a number of
smatler airports in particular there would appear to be Tittle
Justification for a strict delineation of tasks between, say, rescue
fire, security, and maintenance, and greater flexibiTity should be
available to the airport authority in a renegotiated contract which
15 not based on earlier precedents.

CONCLUSION

In this paper we have endeavoured to outline the basis of the

New Zealand Government's policy to corporatise joint venture
airports. This has involved extensive consultation and negotiation
with the Crown's local body partners in these airports. Central to
these discussions has been the development of a financial model as
a focal point for negotiations.

The financial medel has proved to be a very practical policy toel in
this respect. The mathematical and accounting reiationships in the
model atthough complex, are generaliy accepted, and significant
policy assumptions are clearly identified. By focusing debate on
those assumptions negottations between the Crown and Jocal
authorities have concentrated on the key policy questions, the most
significant of which, not surprisingly, involve asset valuation

In the course of establishing airport companies a number of policy
issues have emerged, namely:

(a) the basis for airport vatuation;

(b) public versus private shareholding;
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(c) effective monitoring of company performance;
(d} subsidiary tompany relationships;

(e) competitive behaviour;

(f) poor performers: and

(g} the atrport/atrways interface

These issues are briefly considered in the coenctuding sections of the
paper.

Despite
policy,
overdue
purpose
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