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Airports Economic Regulatory Authority of India

Order No. 03/2012-13

AERA Building,
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Safdarjung Airport,

New Delhi -110003

Date of Order : 20" April, 2012
Date of Issue : 24 April, 2012

In the matter of Determination of Aeronautical Tariffs in respect
of IGI Airport, New Delhi for the 1%t Regulatory Period
(01.04.2009-31.03.2014)

1. Brief Facts of the case

1.1. In the year 2003, the Airports Authority of India Act, 1994, was amended
to enable setting up of private airports and the leasing of existing airports to
private operators. The Amendment Act of 2003 was brought in to effect on
01.07.2004. In pursuance thereof, the Government of India (Gol), had approved
the modernization, up-gradation and development of the Delhi and Mumbai
Airports through private sector participation. Airports Authofity of India (AAI)
initiated the process of selecting a lead partner for executing the modernization

projects and undertook a competitive bidding.

1.2. In so far as IGI Airport, New Delhi is concerned a consortium led by the
GMR Group was awarded the. bid for operating, maintaining, developing,
designing, constructing, upgrading, modernising, financing and managing the
Airport. Post selection of the private consortium a special purpose vehicle,
namely Delhi International Airport Private Limited (DIAL), was incorporated on
1% March 2006 with AAI retaining 26% equity stake and balance 74% of equity
capital acquired by members of consortia. The GMR consortia comprised GMR
Group entities, Fraport AG, .Malaysi_g Airports Hdldings Bhd and India
Development Fund (which exit,ed‘_?'thje,‘,'fj{:_”ib"{ri{,’s’,gg;ium subsequently). On 4" April
2006, DIAL signed the Ope.ra‘..tji'éh',' Managemfm»tl and Development Agreement

=
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(OMDA) with AAI and took over the operations of IGI Airport on 3™ May 2006.
As per schedule 7 of OMDA a “New Parallel Runway” and “International/
domestic terminal development, Terminal design to cater for design year not
earlier than 2012” were to be completed within 2 years and by 31.03.2010,

respectively.

1.3. DIAL entered into various agreements with AAI, Gol and Government of
National Capital Territory of Delhi (GONCT) to give effect to the transaction. As
indicated earlier the OMDA was executed between DIAL and AAI on 4% April
2006, whereby the AAI granted to DIAL the exclusive right and authority during
the term to undertake some of the functions of AAI being the functiohs of
operations, maintenance, development, design, construction, upgradation,
modérnizing, finance and management of the IGI Airport and to perform
services and activities constituting aeronautical services and non-aeronautical
services (but excluding Reserved activities) at the airport. The OMDA has a term
of 30 years with DIAL having a right to extend the agreement for a further
period of 30 years subject to its satisfactory performance under the various
provisions governing the arrangement between DIAL and AAL. In addition to the
OMDA, DIAL also entered into the State Support Agreement (SSA) with Gol on
26™ April 2006 which outlined the support from GOI. Besides OMDA and the
SSA, Lease Deed Agreement, State Government Support Agreement (SGSA),
Shareholders Agreement (SHA), CNS/ATM Agreement, etc., were also entered

into between DIAL and relevant parties.

1.4. Provisions regarding “Tariff and Regulation” have been made in Chapter
XII of OMDA and clause 3.1 read with Schedule 1 of the SSA.

1.5. DIAL submitted a proposal for revision of tariffs for aeronautical services
at IGI Airport, New Delhi, for the Authority’s consideration and approval on 20th
June 2011.Pursuant to their -submission, a series of discussions/
meetings/presentations were held (during the period June to November, 2011)
on the proposal including discussions in respect of the financial model developed

by DIAL for this purpose.
1.6. Briefly stated, DIAL had filed their tariff proposal seeking a onetime

increase in aeronautical tariff based on the X Factor of (-)629% for
determination of aeronautical tariffs _'(forlt'h,jef; fi\f/'._eayear tariff period FY 2009-10

to 2013-14, with the revised tariff a.sSu-mé‘d “to come into effect from
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01.09.2011). DIAL vide their letters No.DIAL/Fin-Acc/2011-12/726 dated
20.07.2011, 04.10.2011, 21.10.2011, 15.11.2011, 21.11.2011 and 25.11.2011
made additional submissions, as a result of which this X factor increased from
(-)629% to (-)874% in their su.bsequent submissions (for the 5 year tariff
period as above and from 01.02.2012).

1.7. DIAL made the proposal (dated 20.06.2011) based on their understanding
of the principles of tariff fixation provided in the SSA. They considered the first
regulatory period as a 5 year period commencing from FY 2009-10 and upto
2013-14. They had assumed that the charging of revised tariff to commence
w.e.f 01.09.2011 (subsequently amended to 01.02.2012 vide their submiésioh
dated 04.10.2011). Along with the proposal, considerations/ assumptions made
for preparing the proposal for determination of tariffs for aeronautical services

were also submitted. These include:

1.7.1.The principles used for the current filing for revision of tariffs for

aeronautical services;

1.7.2. The project cost considered in the current filing and the calculation of

Regulatory Asset Base;
1.7.3. The means of finance and calculation of Weighted Average Cost of
Capital;

1.7.4. The forecasts of operation and maintenance expenses and rationale for

the same; and
1.7.5. The forecasts of non-aeronautical revenues and rationale for the same.

1.8. DIAL also submitted the following reports/studies to support their
submissions:

1.8.1. Certification of values of the regulated asset base as per books of

accounts - certified by Statutory Auditors;
1.8.2. Report on terminal area allocation - undertaken by Jacobs Consultancy;

1.8.3. Report on allocation of the operation and maintenance costs undertaken

by Jacobs Consultancy;

1.8.4. Report on determination of cost of equity of Delhi Airport by the

international aviation advisory firm Leigh Fisher; and .

1.8.5. Traffic forecast study for Delhi.Airport .carried out by Madras School of

Economics.

e S S S S
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1.8.6. Report on Operating Costs Bench Marking prepared for Delhi Airport by

the international aviation advisory firm Leigh Fisher.

1.9. DIAL stated that considering the provisions of concession documents and
various assumptions laid out in their submissions, the target revenue was
determined and thereafter the ‘X’ factor was computed as “the average
equalization factor” of the discounted target revenue and projected aeronautical

revenue over the regulatory period.

1.10. DIAL submitted that Inflation has not been factored in their forecasts for
future years and assumed that the Authority will provide a CPI based increase

over and above X factor, based on actual CPI data.

1.11. Further, in their submissions dated 20.06.2011, they stated that no
discounts .had been considered by them, though it was requested that the
Authority may consider published discounts available to eligible customers to be
allowed as cost, for healthy 'growth of the industry. Thereafter, vide their
submission dated 15.11.2011, DIAL proposed to allow a non-discriminatory 2%
discount on all landing charges, received by them within 15 days (credit period),
for all domestic scheduled landings and for this purpose assumed that the

discount will be availed in respect of 50% of domestic scheduled landings.

1.12. DIAL submitted .that the current aeronautical yields are very low as
historically these have increased only by a mere 10% in 2009 over more than a
decade with no inflation adjustment. On the other hand the operation costs
increased significantly along with deployment of lumpy capex as part of the
modernization and expanéion of the airport undertaken by them resulting in a
lop-sided revenue-cost structure necessitating a large tariff increase in line with

the SSA. In view of the same DIAL formulated the following broad principles:
1.12.1. Rationale to charge both departing and arriving passengers;

1.12.2. Ensuring that the impact of the increase is broken into differential

buckets based on distance of flight to enable smooth absorption; and

1.12.3. Promoting transfer traffic to provide a fillip to development of a
hub.

1.13. In line with the above, DIAL also submitted atariff rate card, structured to
be applicable for the remaining part of the-5 yéar_,control period viz. 01.02.2012
to 31.03.2014. However, as an optien DIAL ais'o"j"fSubmitted a rate card for an
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optional control period of 7.5 years, which was proposed to be applicable from
01.02.2012 to 30.09.2016.

1.14. While DIAL’s tariff proposal was under consideration, the Authority issued
Order No.28/2011-12 dated 14.11.2011 [DF Order] in the matter of levy of
Development Fee (DF) at IGI Airport, New Delhi, théreby determining the rate
and period of levy of DF to be collected at the airport. In the process the
Authority also decided the allowable project cost for the purposes of DF.The DF
Order indicated that the Authority would consider certain items for review at the

time of tariff determination for the airport.

1.15. Thereafter, DIAL made further submissions vide letter No. DIAL/2011-
12/Fin-Acc/1583 dated 15.11.2011 requesting the Authority to consider the

changes in certain assumptions and made further submiissions as under:

1.15.1. Interest Rate: Rupee Term loan: Change from the assumed
interest rate of 11.75% p.a to 12.17% p.a with the earlier assumption of

0.5% increase year on year for the subsequent years.

1.15.2. Discount: Allow a non discriminatory 2% discount on all landing
charges received within 15 days (credit period) for all domestic scheduled
landings, assuming that discount shall be availed in respect of 50% of
domestic scheduled landings. |

1.15.3. Fuel Throughput Charges (FTC): To remove the escalation of
7% in FTC, envisaged w.e.f. 01.04.2011 and consider the same at the rate of
Rs.601.07 per KL w.e.f. the tariff approval date till 31.03.2013 and an
escalation @ 7% every year thereafter.

1.15.4. Cute Counter Charges: Proposal to charge cute counter charges
from domestic airlines @ Rs. 500 per departing domestic flight over and
above the Rs. 1500 per international flight already being charged. |

1.15.5. Readjustment of the RAB: considerin.g the actual date and
amount of DF loan withdrawal for the FY 2011-12 upto FY 2013-14.

1.15.6. Interest on debt raised by securitisation of DF: to allow the

interest amounts as pa'rt of operating expenditure.

1.15.7. Collection Charges: to allow .the. collection charges, on DF,

payable to the airlines as an expense. .~ -
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1.15.8. Disallowance of CIP area for Non Aeronautical Service: The
Authority vide DF Order decided that the area measuring 8652 sq.mts meant
for food court and rétail at CIP, office and hotel level may not be included in
the gross floor area of Terminal 3 (T3). Pursuant to the aforesaid decision,
DIAL requested that the non-aeronautical revenue accruing from this area
would not be eligible for cross subsidization and as a result the ratio between
AERO and NON AERO as certified by them would undergo a change leading to

consequential changes in Aero RAB and costs.

1.15.9. Methodology of incorporating CPI: DIAL submitted that in CPI-
X methodology of tariff determination, as envisaged in the SSA, the CPI‘ was
tariff add-on to cover inflation and in this methodology the efficient way was
to determine X factor without considering inflationary increases and only
considering real increases in costs which provides an “unadulterated” X factor
bereft of inflation. Thereafter the CPI inflation coverage on actual year on year
basis is to be provided which ensures transparency and ease of computation.
DIAL stated that the X factor had been computed in the model accordingly

and requested that this may be continued.

1.'15..10. Forecast of CPI: 5 year forecast of CPI-IW at 7% p.a based on

Survey of Professional Forecasters as published by RBI on its website.

1.15.11. Revision of Rate card: Submission of a revised rate card based on

the above changes.

1.16. Vide submission dated 21.11.2011, DIAL forwarded the details of the
amount of interest on de'bt raised by securitization of DF, coltection charges to
be paid to airlines on the DF collected from the period 01.04.2009 to
31.10.2011, revenue accruing from the reduction in Gross Floor Area of 8652
sq.mts, deletions arising out of the Authority’s Order dated 14.11.2011 and the
resultant change in Aero/Non Aero split of the RAB. These submissions have
been dealt with under the relevant Regulatory Building Blocks in the following

sections.

1.17. Further, vide their submission dated 25.11.2011, DIAL stated that the
financial model had been revised by them. The financial model reworked by

DIAL contained the following adJustmentsf changes/ revisions:

1.17.1. Discount for tlmefy paymerm DIAL made a provision for a 2%
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along with the assumption that the same would be availed in respect of 50%

of domestic scheduled landings.

1.17.2. CUTE Counter Charges: CUTE counter charges @ Rs. 500/~ per
domestic departure movement, with changes incorporated in financial model
and changeé made in non aero revenue and consequential irhpact on Ccross
subsidy.

1.17.3. US Dollar rate: A change in assumption in the USD INR exchange
rate from Rs.45 per USD in the financial model to Rs.45.26 to det’ermine the -
USD tariff for tickets booked in foreign currency, based on average RBI

reference rate for past 6 months.

1.17.4. Ihterest on DF: The interest amount on DF till 30th Nov 2011
included as an operating cost in view of the Authority’s DF Order dated 14"
November 2011.

1.17.5. Collection Charges on DF: The revised model considered

collection charges on DF as part of DIAL’s operating expenditure.

1.17.6. Disallowance of 8652 sqmts of Non aeronautical area in T3:
The revised model excluded the revenue from the commercial area of 8652
sqmts disallowed in CIP/office area (As a result of disallowances in the Order
No.28/2011-12 dated 14" November 2011).

1.17.7. RAB and Operating cost split: As a result of the disallowances in
DF Order,' DIAL submitted revised -certificates receivéd‘ from the Jacobs
Limited and Brahmayya & Co for change in the aeronautical and non-
aeronautical mix. Further, for the purpose of RAB, DIAL assumed that the
Authority will favorably consider their request of inclusion of Rs.79.49 crore

disallowed while determining DF as part of RAB.

1.17.8. Rupee Loan Rate: DIAL updated the cost of rupee term loan to
12.17% for the year 2011-12 based on their Auditors certificate. .

1.17.9. External Commercial Borrowings: Revision in the ECB amount
and rate as per the Auditors certificate and consequent updation in the model.
1.17.10. Fuel Throughput: retaining their assumption that the escalation in
fuel throughput charges w.e.f 1% April 2011 would be allowed retrospectively.
1.17.11. Future DF Moneti.z-a'_ﬁtiﬁ-qn-:' ReVISed schedule of DF monetization

based on the DF Order as under (Amount Rs,m crore)
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Table 1 DIAL’s Revised schedule of DF monetization based on the DF Order

Details / Year | 2011-12 [ 2012-13 2013-14

'DF as already approved | 887.35 ,
| pending monetization

Delhi Jal Board payment 39.00 17.50 7.50 |
 ATC Tower 80.00 | 150.00 120.00 |
| Total 1303.35 | 157.50 127.50 |

1.17.12. Collection Charges on UDF: DIAL also incorporated UDF as one of
the pricing components and in their assumptions considcred the collections
charges, payable to the airlines, towards collection of UDF. DIAL have

assumed an amount of Rs.3/- per pax as collection charges of UDF.

1.18. Based on the changes proposed, as indicated in para 1.17 above, DIAL
‘submitted that the X Factor would be (-) 874% thereby leading to a higher
increase in tariffs. DIAL also submitted a revised Rate Card, indicating the
proposed revision in aeronautical charges on this basis, for the Authority’s
approval. In the alternate, DIAL submitted separately a Rate Card without

Revenue Share on UDF, for the consideration of Authority.
1.19. During the course of .consideration of the proposal DIAL made
presentations on the following: ' |
1.19.1. Traffic forecast of IGI Airport, New Delhi;
1.19.2. Cost allocation between aeronautical and non-aeronautical assets;
1.19.3. Cost of equity;
1.19.4. Operating and maintenance costs;
1.19.5. Joint ventures set up by DIAL;
1.19.6. Case studies of some similar airports (Athens);
1.19.7. Comparisons of landing charges of various airports in the world,
(both in the units of Special Drawing Right and in INR});
1.19.8. General tariff filing, and other matters having bearing on the tariff
determination.

1.20. In order to anal'yse, review and advise on the financial model used by
DIAL as a part of their tariff application, the Authority appointed Consultants to
review the financial model prepared and submitted by DIAL. The scope of the
assignment included review and assessment of the models' arithmetic accuracy,
check for logical and calculation Antegrlty of the “models and assistance in

undertaking certain sensitivity anélzyses T'h ','.Consk,lligants were tasked with the
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job of independent cell-by-cell inspection and sheet-by-sheet review of the
arithmetic accuracy of formulae and calculations contained in the model
including tracing items through the various interlinked sheets and calculations
back to the input data and verifying the correct application of addition,
subtraction, multiplication and division based on standard business and financial
logic; verifying that the links within the model are working accurately; assessing
that any macros that govern calculations in the model are running as intended;
assessing that the model is logically constructed, internally consistent with
respect to calculations and formulae and is fit for the purpose of undertaking
analyses of relevant aspects for tariff determination by the Authority; asseSsing
that assumptions in the Financial Model are at one place and that there are no
hard coded numbers in calculations in the Financial Model that might influence
calculation results in unexpected ways and checking whether the assumptions
listed in the assumption sheet are getting correctly reflected in the various

others sheets of the financial model.

1.21. Further, the Consultants were also required to ensure that the Financial
Model accurately reflected the concession offered by the Central Government
with respect to the key agreement(s), and financial documents as also the
provisions in the Act. The tasks included consistency check for incorporation of
provisions from key ag‘reements related to various Building Blocks into the

financial model.

1.22. The Consultants were further required to provide assistance to the
Authority in identifying such elements that may need to be certified from
auditors/ Chartered Accountants of DIAL of key aspects/ assumptions taken from
the key/ concession agreement(s) and also assist the Authority in reviewing the
implications/change in results through sensitivity analysis of various fact_oré like
growth rate in traffic, inflation etc., to be conducted with respect to specific
changes to assumptions for a factor or even reviewing the drivers and projection

bases for such factors.

1.23. During the course of the review and clean-up of the financial model, DIAL
were also asked to furnish to the Authority, certifications from its Statutory

Auditors in support of figures taken as the base for their projections/forecasts.

1.24. As brought out above, th_é AUthori-t—-y', fay-fter an extensive stakeholder
consultation, had issued the'.D‘_F Ord____er]‘- [i.é@,t".r@rder No.28/2011-12 dated
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14.11.2011] vide which it had determined the allowable project cost as
Rs.12,502.86 crore. Consequently, the figure of Rs.12,502.86 crore has been

used as the base figure in the present consideration.

1.25. The analysis of the financial model (based on the model furnished with
DIAL’s submission dated 04.10.2011), was carried out by the Consultants based

on the changes in the assumptions and the Authority’s guidance.

1.26. The financial model developed by DIAL was analyzed by the Consultants.
At the relevant time, DIAL had projected a ‘X’ factor of (-)775% considering a
onetime increase in the aeronautical tariffs (DIAL's submission dated
04.10.2011, considering the revised tariff to come into effect from 01.02.2012
and higher cost of power owing to-sharp increase in power tariff). The financial
model was cleaned up based on the issues identified by the Consultants, based
on the observations made by the Consultants and auditors certifications
furnished by DIAL in respect of various elements in the proposal. Subsequént to
the changes made in the financial model, the cumulative impact of changes
resulted in the value of X factor being updated to (-)774.30%. This translated
into an X factor of (—)137.9}4%, considering an equated vyearly increase
w.e.f.01.02.2012.

1.27. This cleaned up model was used for sensitivity analysis and all
submissions made by DIAL post cleaning up or those made earlier but not

mutually agreed, were considered as part of sensitivity analysis.

1.28. As mentioned aboye, DIAL indicated in their submissions that the tariffs
for Delhi airport were fixed in 2001 and had not been revised thereafter except
for a 10% increase made on 16.02.2009 by the MoCA (in accordance with
Clause 1 of Schedule 6 of the SSA, after completion of 2 years). They submitted
that the revenue streams do not support a capital investment of the scale and
magnitude undertaken by them. DIAL indicated that they were losing very
heavily on the airport project (almost Rs. 2 crore per day), and that they had
incurred a net loss of Rs.450 crore for the year ended 31.03.2011; and that,

therefore, tariff determination needed to be done very expeditiously.

1.29. It is also to be stated that Ministry of Civil Aviation [i.e. MoCA], vide its
letter no.AV.20036/014/2009-AD dated 06;; 10 2009 had forwarded a request
received from the DIAL (Iettér ,ref nO"DIAL/2009 10/COMM/0625 dated
10.07.2009), for a 10% mcrease ‘in, aerory;

dtical ‘?charges at IGI Airport, New
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Delhi with effect from 03.05.2009 for the Authority's consideration. Aforesaid
request was made by DIAL on the grounds that as per Schedule 6 of the SSA,
entered in to between the Central Government and DIAL, the regulatory
authority/Government of India, will set the aeronautical charges from the
commencement of the 4th year from the effective date, i.e., 03.05.2006 and for
every year thereafter subject always to the condition that, at least, nominal

increase of 10% of base airport charges will be available to DIAL.

1.30. DIAL interpreted the above provisions to mean that the Authority/Gol are
bound to permit an increase of 10% of the Base Airport Charges on the
commencement of the 4™ year and every year thereafter and, accordi.ngly,
approval was solicited to increase the airport charges by 10% w.e.f 03.05.2009.
DIAL was earlier permitted a 10% increase in airport charges w.e.f. 16.02.2009,
by the Ministry of Civil Aviation (MoCA), in terms of Clause 1 of the Schedule 6

after completion of two years.

1.31. The request of DIAL was examined in detail by the Authority. It was noted
that the 'Base Airport Charges' are the charges which were prevalent on
26.04.2006 (as set out in Schedule 8) and that a nominal increase of 10% had
already been permitted by the MoCA over the Base Airport Charges (BAC) in
terms of Clause 1 of Schedule 6. This increase could be termed as “permitted
nominal increase of 10%" contemplated in Schedule 6 of the SSA. Further, it
was observed that the second part of Clause (2) of Schedule 6 states that "a
permitted nominal increase of ten (10) percent of Base A/rpbrt Charges will be
available to the JVC for the purposes of calculating Aeronautical Charges in any
year after the commencement of the fourth year”. Thus, on a co-joint reading of
Clauses 1 & 2, it was evident that as'per Clause (1) a nominal increase of 10%
was to be permitted on completion of first two years, subject to c.ertain
conditions, and as per Clause (2), this permitted nominal increase of 10% will,
at the least, be available to the JVC for the purposes of calculating airport
charges from fourth year onwards. Expressed differently, in terms of first part of
Clause 2, the Authority/GOI are required to set aeronautical charges in
accordance with Clause 3.1.1 read with the principles set out in Schedule 1 of
SSA from 4th year onwards and by virtue of second part the nominal increase of
10% permitted (in terms of CIause"I‘), is saved. The Authority also noted that the
request of DIAL, at least in some’ .p'a"rt pf"t'héti',jl”:f;tommunications, appeared to be
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for an increase of 10% on the prevalent Airport Charges, whereas the second
part of the Clause 2 of Schedule 6 mentions an increase of 10% on the BAC,
which in the Authority"s view had already been permitted by MoCA in terms of
Clause 1 of Schedule 6.

1.32. The Authority had observed that, if it was accepted that Clause 2
contemplates an year on year increase of 10% from the commencement of 4th
year onwards, it would mean that the GOI have agreed to doubling of BAC in
about 7 years time irrespective of the actual determination in terms of principles
set out in Schedule 1. Thus, on a co-joint reading and harmonious construction
of the provisions of Schedule 6 of SSA, the Authority found that the folIoWing

scheme was revealed:-

1.32.1. The airport charges, as existing on 26.04.2006 (which are set out in

Schedule 8) will continue for first two years from the effective date.

1.32.2. In the event the JVC fully completes and commissions all the
mandated facilities required to be completed during the first two years, it
would be allowed a tariff increase of 10% in nominal terms from the beginning

of 3rd year from the effective date, as an incentive.

1.32.3.  From the commencement of 4th year onwards, tariff will be set by
the Authority/GOI as per principles set out in Schedule 1 subject to the
condition that, at the least, the nominal increase of 10% of the BAC permitted

during the third year, as incentive, will continue to be available to the JVC.

1.33. In view of the above, the Authority felt that there was no warrant in
Schedule 6 of SSA for an automatic year on year increase of 10% in airport
charges from the commencement of fourth 'year onwards. Accordingly, the
Authority rejected the request made by DIAL for a 10% increase in aeronautical
charges at IGI Airport, New Delhi, with effect from 03.05.2009, vide Order
No0.03/2010-11 dated 21.05.2010.

1.34. DIAL appealed against the said Order of the Authority before the Honble
AERA Appellate Tribunal vide Appeal N0.03/2010. The Hon’ble Tribunal, disposed
off the said Appeal vide its final Order dated 11.05.2011 and directed that:

“"Therefore, without expressing any. op/'nion on the merits of the case
we set aside the /mpugned order amd rem/t the matter to the

Regulatory Authority to gass ar reasoned order after grant of
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opportunity to the parties for hearing and to place further materials,
if any. The exercise shall be undertaken within a period of ten weeks.
If the Regu/atory Authority requires any material to be produced it s
but imperative that the same shall be supplied by the appellant. We
note the stand of Mr. Nanda that a final determination has to be done

in each case.”

1.35. Pursuant to the decision of the Honble AERA Appellate Tribunal, the
Authority filed IA indicating that it would be determining the final tariff in respect
of aeronautical services and that the issue of 10% increase thereof would be
taken up as part of this exercise. The Tribunal has permitted the Authority to do
so in a time bound manner, in pursuance of which the Authority has under taken

the present tariff determination exercise in respect of IGI Airport, New Delhi.

1.36. The Authority discussed the proposal submitted and further submissions
made by DIAL on several occasions, including in the meetings held on
13.12.2011, 29.12.2011, 30.12.2011, 02.01.2012 and 03.01.2012.

1.37. The Authority’s consideration and its tentative views in respect of all
relevant issues were placed for stake holder consultation vide Consultation Paper
'No0.32/2011-12 on 03.01.2012(CP-32). The last date for receipt of comments
was 24.01.2012.

1.38. The Authority held a stakeholder consultation meeting on 18.01.2012 in
the Conference Room, first floor, AERA Building, Administrative Complex,
Safdarjung Airport, New Delhi to elicit the views of the stakeholders. The
Minutes of the stakeholder consultation were uploaded on the Authority’s

website.

1.39. The Federation of Indian Airlines (FIA), the International Air Transport
Association (IATA) and the Inter Globe (Indigo) requested for extension of time
for submission of comments in response to the CP-32. The same was also
requested by various stakeholders during the consultation meeting held on
18.01.2012. The requests made by the stakeholders were considered by the
Authority and the date for submission of comments was extended upto
15.02.2012 vide Public Notice No. 02/2011 12 dated 23.01.2012.

1.40. Meanwhile FIA, vide then; Ietter dated 108.02.2012 sought additional
details/documents including copﬁ,)/,of the ﬂnanclal model for furnishing their

comments on the Consultation F’?apér
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1.41. Further, MoCA vide their letter dated 14.02.2012 informed the Authority
that their comments will be furnished by the end of February,2012.

1.42. The Authority considered the requests made by FIA and observed that
they had requested for certain documents which were already part of CP-32. FIA
were accordingly, informed vide Authority’s letter dated 14.02.2012. FIA were
also informed that the financial model submitted by DIAL contained substantial
confidential/commercially sensitive data, which had been redacted and that CP-
32 gave alternative scenarios and their impact on the tariff determination for
opinion by the stakeholders. FIA had also sought the minutes of the various
meeting held by the Authority with DIAL. FIA were informed that convenihg of
the meetings on tariff proposal was part of the process of considering and
arriving at the tentative views in respect of the determination of tariff based on
the information submitted by the airport operator. Further, they were also
informed that the same did not contain any additional information that may be
required for stakeholders to form their comments/ views contained in the CP-32,
as the analysis workings etc had already been incorporated in the Consultation

Paper.

1.43. As regards the correspondence regarding comments on CP-32 from MoCA,
the Authority considered the same and extended the last date for submission of
comments to 28.02.2012 vide Public Notice No.05/2011-12 dated 15.02.2012.

1.44. The comments received from the following stakeholders were uploaded on
the Authority’s website, vide Public Notice N0.07/2011-12 dated 06.03.2012 and
Public Notice No.08/2011'~12 dated 14.03.2012 and Public Notice No. 1/2012-13

dated 12.04.2012 for the information of all concerned.
Central / State Government
1.44.1.  Ministry of Civil Aviation (MoCA) #
Airport Operators & Associations
1.44.2. Association of Private Airport Operators(APAQO)
1.44.3.  Airports Council International (ACI)
1.44.4.  Delhi International Airport Limited(DIAL)

1.44.5. Fraport '
1.44.6.  Mumbai Internatiofial Afrport Linfited(MIAL)
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Airlines & Associations

1.44.7. AirIndia - #

1.44.8. Airlines Operators Committee (AOC)

1.44.9.  Air France

1.44.10. Air Passenger Association of India (APAI)
1.44.11. Board of Airline Representatives in India (BAR(I))
1.44.12. British Airways(BA)

1.44.13. Cathay Pacific

1.44.14, Federatioh of Indian Airlines(FIA)

1.44.15. International Air Transport Association (IATA)
1.44.16. KLM Roy./al Dutch Airlines

1.44.17. Lufthansa

Cargo, Fuel Supply & Ground Handling Companies

1.44.18. Bharat Petroleum Corporation Limited (BPCL)
1.44.19. Hindustan Petroleum Corporation Limited (HPCL)
1.44.20. Indian Oil Corporation Limited(IOCL)

Apex Chambers of Commerce & Industry

1.44.21. Associated Chambers of Commerce and Industry of India
(ASSOCHAM) | |

1.44.22. Federation of Indian Chambers of Commerce and Industry (FICCI)
1.44.23. Confederation of Indian Industry (CII).

Consumer Organisation

1.44.24. Consumer Unity & Trust Society (CUTS)

1.44.25. Voluntary Organization in Interest of Consumer Education (VOICE)

# Uploaded vide Public Notice N0.08/2011-12 dated 14.03.2012.
Further, the report on the “Fair rate of Return on Equity for the Indian Airport
Sector” prepared by the SBI Caps and forwarded by the MoCA has also been
uploaded on the website vide Pub|'@lﬁlﬁéﬁééﬁi{\f{gﬁl/2012—‘13 dated 12.04.2012.
_ N@-‘"/"’““'”"’ o

[/
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2. Summary of Stakeholder Comments on the Consultation
Paper No.32/2011-12

2.1. In general the airlines and their associations have objected to the
proposed tariff increase. In their view the proposed increase despite being a
significant moderation (X=334%) from the higher increase proposed by DIAL
(X=774%), would still have a severe impact on the viability of airline operations
at IGI Airport, New Delhi. Air India have also opposed any increase in the Airport
charges, DF etc proposed by DIAL or the reduced charges recommended by
the Authority. Air India have also opposed the fee on arriving or transiting
passengers. Air India have, in fact, recommended a reduction in the existing
charges. IATA have stressed that the Authority must not allow such a quantum
of increase in airport tariff to be loaded on the industry as it would make IGI
Airport the most expensive airport in Asia, if not the world. Further, during the
Stakeholder’'s Consultation meeting, representatives of most of the airlines
submitted that the aeronautical tariff increase would hit the airlines directly,
“which would, in the event of such substantial increases, pass the burden on to
passengers (by increasing airfares). The airlines stated that such massive tariff
increases would force them to downsize operations at the IGIA therefore the
dream of creating an international hub at IGIA would receive a setback and idle

capacity may be envisaged.

2.2. IATA have submitted that while the proposed increase in tariffs (X=334%)
is meant to produce a fair rate of return for the airport, the Authority must also
ensure that the overall health of the industry is not adversely impacted.as a
result, which would necessitate the Authority to look beyond the financial
computations and consider all possible measures to bring the tariff increase
down to a level that can be readily absorbed by the industry. BAR(I) have
endorsed the views of IATA that ICAO principle should be followed and there
should not be any discrimination on the basis of distance for levy of

Development Fee or Passenger Service Fee etc.

2.3. Cathay Pacific and IATA have also commented against the Hybrid Till
model. TATA have in their submission stated that the Indian Government must

serlously consider reviewing the eXlstmg c,ohcessmn agreement between DIAL

increase by:
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2.3.1. Changing the regulatory approach to single till; and
2.3.2. Channelling the unjustifiably high 46% revenue share that AAI receives

from DIAL towards offsetting the airport’s aeronautical costs.

2.4. Air India in their submissions have. stated that DIAL needs to follow the
"Single Till approach" as the Authority in its regulatory approach has proposed.
Further, they have also submitted that in the history of airport tariff increases,
under AAI, there has never been such an exorbitant increase in tariffs; that the
rates proposed by DIAL in the indicative rate card are prohibitively high that a
holistic approach is required keeping in mind all the charges levied by DIAL; and
that there is indeed a definite case for downward revision of all the charges

proposed

2.5. FIA have also drawn attention to the proposed change in the rate of
service tax from 10.3% to 12% - 16%.

2.6. APAI have agreed with the Authority on the way Aeronautical and non-
aeronautical revenue have been arrived at. They have also stated that the
funding gap does not have any meaning in a PPP project, as the Airport
Developer has been given sufficient concessions and the consideration paid was
not based on any market value of the land or the assets at the time of handing
over. If one goes by the market value, the Airport operator would have paid 50 -
100 times more than what he paid in real terms and this point must be taken
into account while determining any charges leviable on the users of the various

facilities in the Airport.

2.7. ACI have requested and urged the Authority to consider the fact that the
private airport operators entered into the concessions on the basis of the terms
of the agreements signed by them. Any change in regulation contrary to the
terms of the concession should be avoided as this would result in ambiguity for
all the involved stakeholders. ACI have further submitted that

"Considering that India needs to attract private investment for
the development of its airport infrastructure, . we believe the right

message should be sent in order to encourage private investments

rather than raise concerns abeut-the, certainty of the regulatory

environment.”
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2.8. ASSOCHAM have stated that Airports are often perceived-as more risky
than other infrastructure sectors like power, ports, roads, etc. Aviation sector is
cyclical in nature and the degree of severity or volatility in cash flows is higher.
Therefore, return of airports should exceed the returns in other sectors like
power, port, road etc. CII and FICCI have commented upon the CAPM
methodology adopted by the Authority, the risk profile of the airport, the traffic
growth projections assumed by the Authority, viability of the airport etc.

2.9. The MoCA, vide their letter No. No.AV.24032/4/2012—AD', dated
09.03.2012, received on 12.03.2012, on the subject Determination of
aeronautical tariff in respect of IGIA, Delhi - Consultation Paper 32/2011-12,

have observed as under:

"2. In this regard also refer to Section 13(1) (vi) of the AERA Act
which provides that the Authority while determining the tariff for
'aeronautical serv/ce’shé/l, inter-alia, consider the concession offered
by the Central Government in any agreement or memorandum of
understanding or otherwise. The Authority has also reiterated that in
the determination of tariff for individual airports, it will give due

consideration to the extant concession agreements.

3. In this connection, it is clarified that as per State Support
Agreement entered with DIAL by Government of India, the
agreement provides that the Base Airport Charges (i.e. Landing,
Parking, Housing & X-Ray Baggage charges and Passenger Service
Fee) have been .stipu/ated as aeronautical charges. Cargo and.
Ground Handling Services have been stipulated as non-aeronautical
services in Schedule 6 of Operation, Management and Development
Agreement (OMDA) entered into with the JVCs by AAL

4. The AERA Act, 2008 provides that any service provided "for
Ground Handling services relating to aircraft, passengers and cargo at
an airport”, "for the cargo facility at an airport"; are aeronautical
services in terms of Section 2(a) and the tariff therefore has to
be determined by the Author/"{.“){,[n_ terms of Section 13(1) (a) of the
Act. The nature of these serfgge;ws

f o~

clearly. indicated as "aeronautical
g e %
services', Prs // i
“ |

“
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5. It is seen that Cargo and Ground Handling services are being
treated as aeronautical services as per Section 2(a) of the AERA
Act (Para 402 of the Consultation Paper). However, as per the
Provision of OMDA and SSA, cargo and Ground Handling services are
categorised as non- aeronautical and the revenues accruing from

these services may be treated as non- aeronautical revenue.

6. AERA should adhere to the relevant provisions of the contractual

agreements in the process of determination of tariff.”

2.10. Further, vide their letter No. No0.AV.24026/001/2009-AAI dated
09.03.2012, the MoCA have observed that the Authority has proposed a
separate rebate mechanism as part of tariff to be prescribed as a penaity for not
meeting the service standards in addition to those prescribed under the

contractual Agreements in force. The MoCA have stated as under:

" 2.  On perusal of the Paper, it is seen that vide Para 456 of the
Paper, a separate rebate mechanism as part of tariff is proposed to
be prescribed as a penalty for not meeting the service standards in
addition to those prescribed under the contractual Agreements in |
force. Kind attention is also invited to sub-section ( 1 ) (d) of Section
13 of the AERA Act which stipulates that AERA is to monitor the set
performance standards relating to quality, continuity and reliability of
service, as may be specified by the Central Govt. or any Authority
authorized by it in this behalf. Therefore, AERA can only monitor

the set performance standards.

3. This Ministry has been asking AERA to ./'ndicate the proposed
performance standards, and also forward the related draft Rules for
notification. The )‘esponse of AERA to the above is long awaited
despite repeated reminders from this Ministry. It needs to be
appreciated that in the absence of any Rules prescribing performance
standards, it may not be justifiable to prescribe a separate rebate
mechanism as part of tariff determination as has been proposed in
the Consultation Paper. Under the statute, AERA clearly has not

been mandated to impose add/t/orgakqua/fl;y parameters and penalties

over and above those prescri eﬁ i the rQMB.A,z_
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4. It is pertinent to mention that there is a provision under OMDA
prescribing fixed objective and subjective service quality standards
and also the mechanism of penalty and fines in the event of a
failure by DIAL to meet such service quality standards. This Ministry
had advised AERA vide its letters dated 04.01.2010 and 15.06.2011
to monitor the performance standards as prescribed in the
Concession Agreement (for Hyderabad and Bangalore airports)
and OMDA (for Delhi and Mumbai airports) entered into with

respective JVCs.

5. In the light of above, AERA may re-consider its decis)'on regarding
separate rebate mechanism as part of tariff, as it is in non-conformity

of the agreement entered into with the JVCs.”

2.11. Further, MéCA, vide letter dated No.AV.24032/037/2011-AD dated
12.03.2012, on the subject of'ReguIatory Approach on Fair Rate of Return on
Equity (RoE), forwarded a report of SBI Capital Markets Ltd. (SBI CAPS) about
the return on equity, and have requested that "the report may kindly be
- considered in taking decision in this regard”. It is observed that AAIL had got a
study conducted through SBi CAPS which had opined that a return on equity in
the range of 18.5% to 20.5% would be reasonable for airport sector in India.
SBI Caps have in their report have also commented on the concept of Quasi
Equity. On the issue of determination of the rate of return on Quasi Equity the
report states that the rate of return would depend on the type and features of

the instrument being used for such form of finance. The report further states:.

"Quasi equity is also sometimes known as mezzanine finance. There
are different instruments which are under the purview of mezzanine
finance, though the common characteristics of all mezzanine finance
instruments are that they offer, a risk/ return profile that lies above
that of debt and below that of equity. It fills the gap bétween the

senior debt and equity in the capital structure of the company.”

2.12. As regards the detailed comments given by the FICCI, ASSOCHAM and
CII, the Authority has noted that these Chambers have supported DIAL's

proposal. The Authority is also informed that airport operators and some of the

domestic airlines are members of thes,;ej.:_‘"clh'é'mbers. The Authority further notes
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that the views of the FIA, the representative body of the Indian Domestic

Airlines, are at variance with the views expressed by these Chambers.

2.13. The stakeholder responses were forwarded to DIAL for their comments/
views vide the Authority’s letter dated 12.03.2012. DIAL vide their letter dated
27.03.2012, forwarded their comments on the observations made by the stake

holders.

2.14,. The Authority has carefully gone through the comments of the
stakeholders. Its reasoned decisions on various issues are discussed in the

following sections.

3. Regulatory period

3.1. In the Consultation Paper the Authority has proposed to agree with DIAL's
proposal that the five year regulatory period may be considered from .
01.04.2009 to 31.03.2014, i.e., in line with the normal Financial Year(s).
However, the Authority had proposed that the quantum of increase would be
different depending upon whether it is a onetime upfront increase (X=334.63%)
or step wise/ staggered increase (X=148%). The Authority had also _proposed
that the recovery of the revised tariff may be contemplated with effect from 1%
April, 2012 up to 31% March 2014, i.e., the end of the first regulatory period.

Stakeholder Comments

3.2. IATA have in their submissions stated that the power of the Authority to
determine aeronautical tariffs was only granted from 01.09.2009 and as such,
determining tariffs from 01.04.2009 would be exceeding the Authority’s legal
jurisdiction. IATA views that the Authority needs to observe this legal aspect and
start the first regulatory cycle from 1 September 2009 and all related
computations should be aligned to this legitimate commencement date.
Additionally, IATA does not agree that the start of the regulatory period should
be aligned to DIAL’s normal financial year of 01.04.2009 for practical reasons
alone and a deviation from the 03.05.2009 start date (indicated in the SSA) or
the legitimate start date of 01.09.2009 as mentioned above would result in a
higher clawback and hence a bigger quantum of tariff increase, which should be

avoided.

3.3. IATA have also submitted thai,:. as {the Iaw .does not disallow revenue
to bew claWeq back in the next regulatory
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period, the Authority should consider spreading the clawback equally over a

seven-year period.

3.4. BPCL have concurred with the proposal of the Authority that the 5 year
regulatory period may be considered from 1st April 2009 to 31st March
2014 and the collection period should be w.e.f 01.04.2012.

3.5. DIAL have in their clarifications to the IATA’s comments stated as under:

" The right to increase in the aeronautical charges had been granted
to DIAL even prior to AERA Act, 2008 was enacted. The AERA Act has
introduced a new procedure to determine the tariff, which DIAL was
otherwise entitled to collect. The AERA Act is in the nature of
providing new remedy for the enforcement of the existing right.
Undoubtedly, the tariff determined by AERA will be recovered from
the date after the AERA has assumed jurisdiction.

Under the SSA Schedule 6, the Regulator is empowered to set
Aeronautical tariff starting from the fourth year from the Effective
Date (May 3™ 2006). This issue has already been addressed by the
Authority in their Consultation Paper. The view expressed by the
Authority is reproduced as under:

"In view of the above, the Authority is of the opinion that it is more
practicable to consider the regulatory period from 1st April 2009 to
31st March 2014, i.e., in line with the nofma/ Financial Years(s)
reckoned in the country. "

If the regulatory period is made effective from May 3rd 2009, the
same would entail significant additional exercise in respect of
bifurcating revenues, cost, traffic nos. etc. between 1st April to May
2nd 2009 as one period and post May 3rd 2009 period as second
period. This will lead to unnecessary complication in the overall tariff
determination with no material and tangible benefit.

In light of the above facts, we do not concur with the IATA views in

this regard and accept the stand taken by the Authority.”

3.6. Further in respect of IATA's comments that the Authority should consider

spreading the clawback equally over a §even:
S e

ygar period, DIAL have submitted
\ﬂ ‘:._u!‘.‘

o

as under:
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(1)the legal position in this regard; and
(2) The ability of DIAL to operate in a viable manner.

The Authority has addressed the legal position in its consultation
paper and hence we have no comment to offer on this aspect.

On the second point, Section 13(1) (4) of the AERA Act lays down as
under:

(1) The Authority shall perform the following functions in respect of
major airports, namely: —

(a) to determine the tariff for the aeronautical services taking into
consideration............... '

(iv) economic and viable operation of major airports;

As such the Authority has to ensure the economic viability of IGI
Airport. Even at the proposed increase of 334%, DIAL will not be
viable so the proposal of elongating the control period will not be
feasible.

DIAL had earlier submitted a proposal for elongating the control
period from 5 year to 7.5 years' when the level of tariff increase was
775%. At that increase, the projected profitability and cash flow
permitted (keeping our debt covenants in mind) an extension in the

control period to 7.5 years.

However, at the current proposed increase of 334%, even on a one
time increase, DIAL will not be able to meet its debt covenants under
the financing agreements (Refer to the cash flow position in
Appendix A to C). On a step up basis the position is expected to
further worsen leading to DIAL being in a position of serious default
and being unable to carry out operations in a viable and liquid
manner. Therefore we disagree with the point made by IATA and
earnestly and strongly urge the Authority not to accept this
suggestion. We have already also requested the Authority to consider
a one - time increase and not a step up increase owing to the

aforesaid constrains.”

Authority’s Examination e

3. 7 The Authority has noted that"é}ﬁﬂ\ had “éﬁvnéaged the creation of an

independent economic regulator to é]e‘ rm%e,t‘arlffs ‘frpm the commencement of

i ——e
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the fourth year (4™) after the Effective Date (03.05.2006). Fur‘ﬁher, the AERA Act
2008 envisages that the Authority shall determine the tariff once in 5 years,
indicating a control period of 5 years. Therefore, the Authority has determined
the tariff for the control period of five years and determined the ‘X’ factor for the

same..

3.8. Even examining the issue raised by IATA (as they seem to stem from a
narrow technical point of view), the Authority is unable to persuade itself to
accept IATA’s view point. The Authority is determining tariffs for IGI Airport in
April 2012, i.e., much after the provisions of Section 13 of the'Act have come
into effect. While so determining the tariffs, the period prior to 01.09.2009 (i.e.,
01.04.2009 to 31.08.2009) is being taken into consideration in accordance with
the provisions of the SSA which is a requirement of Section 13 of the Act. The
Authority had taken a similar view in its Order No0.06/2010 dated 26.10.2010
regarding determination of UDF for RGI airport, Hyderabad. This Order of the
Authority has not been challenged by any of the stakeholders, including IATA,

even though IATA had raised a similar objection in that case as well.

3.9. The Authority had proposed that the first regulatory period may be
reckoned from 01.04.2009 to 31.03.2014 and recovery of the revised tariff may
be contemplated with effect from 01.04.2012 to 31.03.2014, after faking into
consideration the provisions of Section 13 (2) of the Act which is also consistent

with provisions of the SSA.
3.10. The Authority has after considering the provisions of thé Act and the SSA

and also the issues in data segregation and analyses, decided that in view of the
requirement of audited figures it should consider the regulatory period from
01.04.2009 to 31.03.2014, i.e., in line with the normal Financial Years(s)
reckoned in the country (instead of 03.05.2009 to 02.05.2014).

3.11. The Authority is aware of the fact that it was established on 12.5.2009
and the relevant provisions of the AERA Act came into effect only from
01.09.2009. However, as per the provisions of the SSA, the tariff was to be

determined in respect of DIAL w.e.f. the commencement of 4™ year from the

effective date i.e., 03.05.2006. Hence, the Authority has decided to determine
the tariffs from 01.04.2009 as the beginning of--the,,q_ontrbl period.

’ 'y
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Decision No. 1. Decision on Regulatory Period

1.a. The Authority decided to determine tariffs in respect of IGI
Airport, New Delhi for the 5 year “control period starting from
01.04.2009.

4, Tariff Determination methodology

4.1. The Authority noted that some stakeholders have raised the issue
regarding the Shared till Inflation-X Price Cap Model followed by the Authority to
determine aeronautical tariffs in case of DIAL and have instead suggested that
Single Till methodology - as adopted by the Authority in its Regulatory
Philosophy and approach for major airports, be applied in case of DIAL also.
However, it was observed that none of the stakeholders have stated any reason
for adoption of Single till mechanism except for the fact that the proposed
increase in tariffs is high and the airlines industry may not be in a position to
absorb the same; that the condition of entire aviation industry be kept in view

while fixing aeronautical tariffs for DIAL.

4.2. In this regard, as already explained in the CP-32, the Authority had
considered all the relevant factors - including Section 13(1) (a) of the AERA Act
as well as the concessions offered to DIAL by the Central Government and
accordingly proposed adoption of the Shared till Inflation — X Price Cap Model for
determination of aeronautical tariffs. In view of the provisions of the AERA Act
and stated position in CP-32, the Authority is not persuaded accept the view.
regarding adoption of Single till methodology for determination of aeronautical

tariffs in respeét of IGI Airport, Delhi.
Decision No. 2. Decision on Tariff Determination Methodology

2.a. The Authority decided to determine aeronautical tariffs in
respect of IGI Airport, Delhi on the basis of Shared Till Inflation - X
Price Cap Model, in line with the SSA and as was proposed in the CP-
32.

5. Project Cost and Regulatory Asset Base

5.1. In the Consultation paper, the‘Au-thorjt-y;{{héla‘*:"Féig‘osed that the allowable
{lnclu:}]g co! t*s’*a not incurred as on

B Ty

project cost of Rs.12502.86 crore
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31.03.2010), be considered as base figure for the purpose of determining DIAL's

RAB for the aeronautical tariff determination.

5.2. The Authority had also proposed that the New ATC Tower would not be
used by DIAL for provision of any aeronautical service that need to be
considered under the present multi-year tariff determination and though its cost
of Rs.350 crore had been considered as part of the total project cost for the
purposes of DF levy, the same was proposed to be excluded from the capital
expenditure/RAB estimates for the purpose of determination of tariffs for
aeronautical services provided by DIAL.(Para 81 to 84 of the Consultation
Paper). |

5.3. The Authority had finally proposed the RAB indicated at in para 167 of the
CP-32 for analysis and determination of tariff for aeronautical services, which
was arrived at after appropriate adjustments/ disallowances to the RAB as
indicated in para 96 of the CP based on figures duly certified by DIAL’s Auditors.

Stakeholder Comments

5.4. Cathay Pacific have referred to the cost of the project and stated the same
had increased dramatically by 42% compared with the initial estimate of Rs
8,975 crore in December, 2007, reflecting poor control of costs. They have
stated that all cost overruns cannot be passed onto the asset base for direct

recovery from users; otherwise the incentive to control cost will be lost.

5.5. British Airways have stated that it is best practice for constructive
consultation with the airlines on airport projects at their inception to ensure that
they are seen as offering a value added opportunity for the airlines and that
there is the ability to cover the costs. This has evidently not been the case and
the necessity for these huge increases.appears to have been caused by an initial
inaccurate business case on project costs, an over optimistic forecast on
passenger growth, and no constructive consultation with the airlines at the
planning stage. The current proposal suggests that the airlines should pay for
both the overrun of project costs, an infrastructure that is not in keeping with
the passenger figures and indeed for some ground transport infrastructure
outside the airport. This is against a background of no constructive engagements
with the airlines before project implementja’_tjgnﬂ__gg ensure that there was a win-

win situation for both airlines and the gwport
£y r
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5.6. FIA, have stated that the Consuitation Paper does not, at present,
prudently examine or explain the reasons for accepting escalation of project cost
from Rs.8,975 crore (brojected by DIAL to the MoCA in October 2009) to Rs.
12,857 crore (submitted by DIAL on 31.03.2010) contrary to the explicit
embargo in Clause 3.1.2 of the SSA.

5.7. CUTS have stated that it was not clear as to how the project cost
increased substantially despite DIALs repeated claims of timely completion of the
project. Such massive cost over-runs are invariably associated with time over-

runs.

5.8. DIAL have submitted that the current Consultation Paper is in respect of
tariffs at IGI Airport and.not with respect to the project cost which has already
been w.r.t to the Project Cost which has already been dealt with and approved
by the Authority vide Order No. 28. Further DIAL have stated that “However, for
the sake of clarity, the current capex programe was carried out strictly in
accordance with the requirement laid down in OMDA. The Mandatory Capital
Projects executed by DIAL have been defined in Schedule 7 of OMDA. Therefore,

DIAL has adhered to the requirements and timelines as set out under OMDA.”
Authority’s Examination

5.9. The Authority has carefully considered the stakeholder comments
summarized in paras 5.4 to 5.8 above. It is observed that the Authority had
considered the matter in great detail as a part of consideration of DIAL's
proposal to levy DF which culminated in the Order No0.28/2011-12 dated
14.11.2011. To recapitulate briefly, the project .cost estimates submitted by
DIAL were got audited through independent auditors namely, EIL & KPMG. The
results of audit were examined in consultation with MoCA and AAL. The matter
was thereafter placed for stakeholder consultation in April, 2011. The Authority
notes that several stakeholders, including the present respondents, had
commented extensively in the matter. The Authority had after careful
consideration of all facts and submissions passed the aforesaid Order No.
28/2011-12. The Authority arrived at the allowable project cost, i.e., Rs.
11801.86 crore (at Stage I and Rs. 12502.86 crore at Stage 2) based on the
reasons recorded in the DF order THeJ'AUthority also notes that some
organizations, including DIAL and Consumer Onﬂne Foundation (COF), have

gone in appeal against the DF order on various gmunds in different appellate
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and judicial fora, like the Hon’ble Appellate Tribunal (AERAAT) and the Hon’ble
Delhi High Court. Thus, the matter being sub-judice, the Authority does not
wish to comment on tHe different points raised by the stakeholders pertaining to
and flowing from the DF order and wishes to emphasise that the points made by
different stakeholders during the consultation process in the determination of DF
were appropriately addressed by the Authority while passing the said Order. In
this light, the Authority does not propose to revisit the project cost in the current
exercise of tariff determination except what may become necessary as a result

of the final outcome of the appeals.

5.10. In view of the above, the Authority has decided that it will proceed with
the project cost of 12,502.86 crore for the determination of aeronautical tariff at
IGI Airport New Delhi and Development Fee of Rs. 3415.35 crore both at Stage
1 and 2.

Decision No. 3. Decision on RAB and Project Cost

3.a. The Authority decided that it will reckon the project cost of
Rs.12502.86 crore as the basis for the determination of RAB. The
amount of Rs.3415.35 crore (including both at stage 1 and stage 2,
vide Order No0.28/2011-12 dated 14.11.2011) collected or to be

collected as Development Fee would not be included in RAB.

6. Allocation between Aero‘nautical and Non-Aeronautical
Assets

6.1. In the Consultation Paper, the Authority has noted that allocation of the
airport assets in to Aeronautical or Non-Aeronautical categories is important as
in a shared till model, as is the case in determination of tariff for IGI Airport, the
cost and assets are to be allocated for determining the target revenue over the
regulatory period (para 116 of CP 32). Further, in the current determination,
only 2 years of the regulatory period are left. Thus, a very short time was
available with the Authority to commission an independent analysis of the
allocation, and the resultant aeronautical and non-aeronautical assets. In view
of these, in the absence of any other,r’ef’eyarit b@sns for allocation, the Authority
_!_'__(mﬂdpo sal’ mada on the basis of the Jacobs’
Report. However, the Authorlfyg-{;ad s;st?}ed T’rat it may commission an

;{-1 AII

proposed, presently, to accept t
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independent study in this regard and upon analysis/ examination pursuant to
such study, if the Authority concludes that the allocation mix herein and costs
needed to be changed; it will consider truing up the allocation mix and costs at
the beginning of the next regulatory control period. Further, if any excess
revenue had accrued to DIAL, in view of the present approach, the same shall be

clawed back.
Stakeholder Comments

6.2. Cathay Pacific have submitted that while the Authority have acknowledged

the need for an independent analysis of the allocation but chose to defer such a

study due to limitation of time, they believe this is an important item that must

be given the analysis that it warrants and deferring such an analysis is not

appropriate.

6.3. FIA have stated that the Authority has not applied its mind but
indiscriminately left it for future in the garb of truing up exercise during next

control period. AOC have stated that the areas and costs falling under

aeronautical and non aeronautical expenses have not been explicitly clarified.

6.4. IATA have expressed concerns in relation to the results of the RAB
allocation process carried out by DIAL. They have submitted that under a hybrid
or dual till approach, a higher allocation of assets towards the regulated
(aeronautical) category as opposed to the non-regulated category is more
beneficial to the airport as it will increase the airport’s level of profits. Therefore,
an airport has the perverse incentive to allocate the highest possible amount of
assets to the aeronautical category. They have further submitted that available
data from European airports shows that the proportion of assets allocated to the
aeronautical category averages around 70%. DIAL’s allocation of 90% of its
assets to the aeronautical category is arbitrary and significantly higher than the
norm observed at these airports and the same is clearly biased and should not
be accepted at face value. IATA is of the strong view that a passenger at an
airport is equally a potential customer of the retail shops at the airport or the
target of advertising signage installed at the airport premises. IATA have stated
that modern airports are purposefully designed such that walkways are very
much used to channel passengers by an-d"throL’Jgh retail spaces and also by wall
advertising billboards and signage tzhat generate non -aeronautical revenue. In

view of that and in the absence of an ob]ective rtlonale to allocate assets or
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opex, IATA have proposed that the allocation to aeronautical and non-
aeronautical groups be based on a 50:50 split. IATA have submitted that there is
clearly a need for an independent review of the airport's asset allocation
practices (principles and the implementation of those principles) and have
requested the Authority to carry out this exercise as soon as possible. Pending
this, IATA have submitted that the Authority should use a 50:50 split to allocate

assets and opex to the aeronautical and non-aeronautical groups.

6.5. DIAL have in their clarification to recapitulated the process adopted by
their Consultant (M/s Jacobs Consultancy (Aviation consultants)) for carrying out
an independent allocation exercise in line with the provisions of OMDA. In
response to FIA’'s comments, DIAL have stated that the Authority has already
critically analyzed all aspects of allocation and carried out a rigorous analysis of
each and every building block aggregating to the Net Target Revenue. However,
the Authority in its consultation paper has just kept right of review if found

necessary.

6.6. DIAL have stated that the methodology adopted by them for allocation is
the same as used in many European airports which are regulated on Dual/Hybrid
till.  Further, they have also stated that it is incorrect for IATA to compare
allocation percentages on a broad brush basis without getting into details.
Allocation exercise is an airport specific exercise, the outcome of which may
differ from airport to airport due to various underlying factors like some airports
may be investing more in non-aeronautical assets like retaii, hotels etc. DIAL
have submitted that in their case, a significant portion of the non-aeronautical
activities have been outsourced and as such they are not part of the RAB and
that they have not invested in creation of any Non-Aero capex like Muiti Level
Car Parking, Cargo terminal etc and that the retail area in DIAL is much .Iower
than the other international airports where retail areas can be as high as 20-
25%. Therefore comparing the allocation % of Delhi airport vis-vis European
airports does not seem logical. FUrther, there is a variation in the percentage of
Aeronautical assets across various airports as reported by IATA as well and the

same is visible in the example quoted in IATA’s response.

6.7. DIAL have refuted the comment of .IATA w.r.t allocation methodology and

have also rejected the suggestl;;m Oﬂ/aﬂ»f arbﬁ‘fﬁary allocation mix, it has been
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consultant for working out the allocation. In light of the aforesaid explanation on
the allocation and the methodology followed, DIAL have requested the Authority
not to consider IATA’s suggestion of 50:50 split which has been made out of

context and was arbitrary without any knowledge of facts.
Authority’s Examination

6.8. The Authority notes that IATA have at least implicitly appreciated the
constraints indicated in para 6.4 above but have suggested a allocation mix of
50:50 in the interim. It is observed that IATA have not supported the proposed
mix of 50:50 on any precedent or independent study. Further, IATA have stated
a mix of 70:30 in case of European airports but have not justified as to how the

mix in case of DIAL should be lower at 50:50.

6.9. The Authority has already noted and highlighted in the CP No. 32/2011-12
that allocation of assets is an important step for determination of RAB in a
shared till situation. However, keeping in view the paucity of time it had then
proposed, for the present, to accept the allocation suggested by DIAL on the
basis of study conducted by Jacobs. Further, the Authority has now decided to
commission an independent study regarding allocation of assets. If upon
analysis/examination pursuant to such study it was concluded that the allocation
and costs mix considered herein needed to be changed, it has decided to
consider truing up the allocation mix and costs at the beginning of the next
regulatory control period. While taking this view, the Authority is also conscious
of the fact that any delay in the tariff determination would not be in the best
interest of the stakeholders as it would only increase the gap between revenue
requirement and actual revenue earned thereby pushing the hike required to
bridge that gap further upwards. It therefore does not agree to defer the tariff

determination till such study is completed.
Decision No. 4. Decision on Allocation of Assets

4.a. The Authority decided to, for the present in the absence of
any other relevant basis for allocation, accept the proposal made by
DIAL on the basis of the Jacobs’ Repqrt and take the aeronautical
asset allocation as 89.25%' and non%emhautlcal asset allocation as
10.75%. (= G ‘}(\
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4.b. The Authority also decided that it will commission an
independent study in this behalf and would take corrective action, as
may be necessary, at the commencement of the next control period
from 01.04.2014.

Truing Up: 1. Correction / Truing up for Decision No. 4

1.a. Upon analysis/examination pursuant to such a study, the
Authority may conclude that the allocation of assets considered
needs to be changed. In such a case the Authority would
consider truing up the allocation mix at the commencement of

the next control period.

7. Correcting the Asset Allocation Mix (on account of DF

Disallowances)

7.1. The Authority had, at the consultation stage, proposed that the
disallowance in Gross Floor Area (GFA) of Terminal-3 (T3) may not necessarily
result in a change in the allocation percentage towards aeronautical and non-
aeronautical assets and proposed to go by the initial allocation of 89.25% for |
aeronautical assets and accepted the revised year-wise monetization of DF and
update the RAB accordingly. In line with the exclusions from RAB amounting to a
total of Rs.204.14 crore, the sources of finance corresponding to such assets

were also proposed to be reduced for the purpose of determination of WACC.,
Stakeholder Comments

7.2. IATA, ACI, ASSOCHAM and DIAL in their responses have not agreed to the
treatment proposed by the Authority.

7.3. IATA have agreed to the Authority’s proposal for considering the revenue

from area disallowed.

7.4. ASSOCHAM have submitted that the disallowance should ideally have
resulted in a change in the asset mix (aero vs. non-aero) which is used to
allocate the operating expenses and as this capex was on non-aero assets, any
disallowance would increase the asset mix in favour of aero assets. It logically

follows that the split of operating costs betwe,en aero and non-aero should also

be done on the basis of this revn$ed gpl Thm\xs partlcularly significant in a

hybrid-till regime where a part of tl;ie nqc aero ﬁevenues is used to subsidize
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aero operations. ASSOCHAM have recommended taking the revised asset mix for

operating cost allocation purposes as well.

7.5. ACI have stated that certain capex was disallowed bringing down the
approved project cost and this disallowance should ideally have resulted in a
change in the asset mix (aero vs. non-aero) which is used to allocate the
opefating expenses. Further, as this capex was on non-aero assets, any
disallowance would increase the asset mix in favour of aero assets. Hence the
split of operating costs between aero and non-aero should also be done on the
basis of this revised split, which is particularly significant in a hybrid-till regime
where a part of the non-aero revenues is used to subsidize aero operations. |

7.6. DIAL have stated that the position taken by the Authority, of not
considering the excluded area, has resulted in a change in the area allocation for
Terminal 3 by 1.75%. The sequential impact on the mixed asset pertaining to
Terminal 3 would also undergo change and therefore change to the overall RAB.
DIAL have submitted that the Authority has not acknowledged the resultant
impact on area allocation with respect of Excluded Area in Terminal 3 and have
requested the Authority to reconsider its proposed position, in light of the

aforementioned facts and adopt the revised asset mix.

7.7. In support of their stand DIAL have also submitted a copy of the Opinion
of Prof.Martin Cave, Deputy Chairman of the UK Competition Commission and
visiting professor at Imperial College Business School whi‘ch is reproduced

hereunder:

"The RAB should reflect the actual capital expenditure incurred by
DIAL during the redevelopment of the airport. As such, AERA should
not apply the same disallowances as adopted in the DF
Determination, which relied on benchmarking and estimates from EIL,
and should instead give weight to the actual cost figures provided by
DIAL.

- AERA should exempt the Excluded Area, from which DIAL is already
prevented from recovering its proper economic costs, from the pool

of revenue share assets considered’ for. the purpose of setting the

cross-subsidy from non-aerohautical révenues.
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Should AERA apply the same disallowances as adopted in the DF
Determination to the determination of the RAB, then it must update
the division of aeronautical and non-aeronautical assets consistently

and in a manner which reflects the final allocation of assets.”
Authority’s Examination

7.8. The Authority has observed that the asset allocation is based on the use
of dual-use or mixed-use assets between aeronautical and non-aeronautical

categories.

7.9. The Authority has taken into account the aeronautical and non-
aeronautical Asset Allocation Mix Ratio at 89.25%:10.75%, as indicated by DIAL
in its submissions. This asset allocation ratio is on the assets actually built by
DIAL in the total project cost of Rs.12,857 crore. The Authority after certain
disallowances, has allowed an amount of Rs.12,502.86 crore for the purposes of

determination of DF.

7.10. It is observed that the disallowance in project cost, considered and
ordered in the DF order, were based on the facts that those assets — for which
the costs were disallowed - were not required to be built. In other words, these
were constructions/assets which were over and above the requirement in
respect of the airport project. The Authority has, therefore, disallowed the costs
incurred in creation/construction of such assets from the allowable project cost.
However, the fact remains that these assets have beén created and are being
used by the airport operator. The allocation percentage is based on the use
(i.e., dual use or mixed use) that the underlying asset is put to by the airport
operator - irrespective of the fact whether it was required to be built or is in
excess of what was required to be built. Further, the Authority has neither
prohibited the airport operator from utilising such assefs nor was the airport
operator asked to decommission such assets. Thus, the final asset allocation mix
for the airport has to be calculated based on the actual assets on ground - as
even those assets, where cost was disallowed for the purpose of calculating
allowable project cost, are being used/exploited by the airport operator for

aeronautical/non-aeronautical purposes.

7.11. Hence, the mere fact of disé‘lﬁllowanc’e'does not impact the real asset

allocation on ground. AccordmgIYj the Authorlty hés determined the RAB for the

completed project as a wholei

Order No.03/2012-13 Page 36 of 243



however, this value was different depending on the allowable assets actually
commissioned. Thus, it would not be correct to change the asset allocation.

Authority has used this percentage to calculate the aeronautical part of RAB.

Decision No. 5. Decision on the Asset Allocation Mix (on account of DF
Disallowances)

5.a. The Authority decided not to alter the asset allocation from
what was proposed in the Consultation Paper on account of DF
Disallowances and to consider the asset allocation as was proposed
in the Consultation Paper i.e., 89.25% for aeronautical assets.

8. Deposit for Metro Rail

8.1. In the Consultation Paper, the Authority had observed that the project
cost of DIAL includes an amount of Rs.350 crore towards the funding for metro
connectivity to IGI Airport (para 127 of CP-32). This deposit was made by DIAL
in terms of an explicit decision of the Gol, i.e., the then regulator, classifying it
as an “Aeronautical Asset”. Hence, the Authority had proposed to include the
grant of Rs.350 crore, made by DIAL to DMRC, towards aeronautical assets for

the purpose of tariff determination.
Stakeholder Comments

8.2. AOQC, Cathay Pacific, FIA, IATA, APA and CUTS are not .in agreement with
the proposal to include the cost of Rs.350 crore paid by DIAL to DMRC towards
aeronautical assets for the purpo.se of tariff determination. FIA have stated that
the MoCA’s letter dated 01.11.2007 cannot be construed as a direction under
Section 42 of the Act. CUTS have stated that allowing Rs350 crore on account of
cost of Delhi Metro as a part of aeronautical asset on the basis of MoCA's letter
(prior to AERA coming into existence) should be reconsidered under section 42

of the AERA Act. APAI have commented on the same lines.

8.3. IATA have stated that the deposit for Metro Rail is unrelated to the
creation of an aeronautical asset and should not be accepted towards
aeronautical assets and have strongJy"oppose'd the Authority’s tentative view to
accept the deposit for Metro Rail _thards aefona&tical assets on the basis that it
did not want to differ from an eérher dé'cl'-s,__iv.d.n by the'Indian government. Further

IATA have stated that the conseﬁ@énces bf-'&f(’g\in thig are serious -
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8.3.1. Airport users and consumers would be unfairly required to pay for costs
that are unrelated to aeronautical services that they consume at the airport;

and

8.3.2. This sets a very damaging precedent which would blur the classification
of aeronautical assets and open the floodgates for inclusion of other dubious

capital spending that is unrelated to aeronautical assets.

8.4. DIAL have in their clarifications to the stakeholder comments submitted
that the contribution of Rs.350 Crore is not a refundable deposit and that the
investment into airport metro express has greatly benefitted the passenger and
the staff of the airport. Approx. 25,000 persons per day are currently commuting
by Airport Metro express which has brought significant convenience and saving
in commuting charges to the users of the airport. This mode of transport is also

environment friendly and as such good for the overall airport eco-system. Metro .

connectivity was also envisaged in the Master Plan. They have further stated
that :

" DIAL has paid the an amount of Rs. 350 Crore for its contribution
for the Airport Metro Express in compliance of the decision taken by
Empowered Group of Ministers, Government of India in their meeting
held on April 17" 2007 and communicated to us by MoCA vide letter
dated May 25" 2007.

MoCA vide their letter dated November 1°* 2007 while clarifying other
issues also stated that the payment of Rs. 350 Crore shall be
classified as “"Aero Asset”.

Further, Schedule 5 related to Aeronautical Services of OMDA also
categories investments in such assets as Aeronautical. The relevant
extract is reproduced héereunder:

"the movement of staff and passengers and their inter change
between all modes of transport at the Airport.”

Internationally also, passenger connectivity initiatives are treated as
aero and there are examples where investment in rail link to the
airport have been considered as part of RAB. In UK, the Heathrow
Express which is the Metro rail for Heathrow Airport is part of RAB of
Heathrow Airport, London for tariff purposes.

Based on the above facts, the inclusion of metro cost as part of RAB
is well justified and in line with Government directive and the
provisions of OMDA. As such the suggestion made by AOC is without
the correct understanding of the subjéct and needs to be rejected.”
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Authority’s Examination

8.5. Authority has carefully examined the comments of the stakeholders.

8.6. It is observed that MoCA, vide aforementioned letter dated 01.11.2007,
had allowed DIAL to grant Rs.350 crore towards funding the project executed by
Delhi. Metro Rail Corporation (DMRC). It is nobody’s contention that the decision
communicated therein is a direction under Section 42 of the AERA Act.
However, cost has been incurred entirely in accordance With the directions given
by the Government to DIAL. It is also not in doubt that the Metro Rail has
improved connectively to the airport, which is in the ihterests of passengers and
other stakeholders. At the same time, DIAL's contention that Metro rail has to
be treated as an aero asset of IGI airport is weak in as much as the Metro rail is
not for “the movement of staff and their inter change between all modes of
transport at the airport” but it is for movement to and from the airport. Thus, on
the balance, the Authority considers this to be a cost relevant to the airport
project and does not consider it appropriate to reopen an issue which was
concluded at the directions of the Central Government much before the

commencement of the subject regulatory period.
Decision No. 6. Decision on Deposit for Metro Rail

6.a. The Authority decided to include the grant of Rs.350 crore by
DIAL to DMRC in the RAB for the purpose of tariff determination.

9, Voluntary Retirement Scheme (VRS) - Treatment of
payments made to AAI

9.1. In the Consultation Paper, the Authority had proposed to expense out the
actual amount paid to AAI as on 30.09.2011 as well as the amount that will be
payable till 31.03.2014, i.e., the end of the control period. This amount came to
Rs.199.35 crore. The Authority had proposed in the Consultation Paper that it
will not capitalise this amount.

Stakeholder Comments

9.2. AOC, Cathay Pacific, FIA have spudfit"Klavification on the treatment of the

edﬂ*ﬁe of Rs.288.80 crore and the

i 5\
FIA have submitted that the
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approach in VRS treatment is far from clear and AAI’s invoices for future period

has not been questioned.

9.3. IATA agrees with the Authority’s proposal to treat the VRS liability as
operating expenditure.

9.4. APAO have in their submissions stated that as per Accou.nting Standard
10, cost related to bringing an asset to its working condition can be treated as
part of capital expenditure and in the current scenario, DIAL could not have
obtained the concession rights for IGIA without accepting the obligation of VRS.
Hence such payments may be treated as cost related to bringing an asset to its
working condition. In response to the Authority’s argument that VRS payments
are staggered and hence amortizing such expenses would not be prudent, APAO
have referred to the Interest during Construction (IDC), which is also generally
paid to lenders every quarter (or similar periodicity), but is capitalized and
depreciated .and have requestéd the Authority to consider capitalizing VRS as a
part of the RAB.

9.5. DIAL have in their submissions accepted the Authority’s proposal of
treating VRS payments as operating cost in lieu of amortization as proposed by
them and have also clarified that VRS monetization referred by the Authority
over the concession period is for period of 60 years (and not 30 as mentioned in
CP-32)

9.6. Furﬁher, in their clarifications to AOC, FIA and Cathay Pacific’'s comments,

DIAL have submitted as under:

"VRS liability of Rs. 288.80 Crore has been certified by our statutory
auditors. The figure of Rs. 151.10 Crore is the amount paid by DIAL
to AAI upto September 30" 2011 duly certified by the auditors. The
balance amount is being paid to AAI as per the agreed schedule with

AAI. These amounts have already been reconciled by the Authority.

As regards to balance amouht, the same has not been included as
part of RAB since the Authority is treating this as revenue

expenditure (as and when paid).”
Authority’s examination

9.7. In the Consultation Papeu‘ the Authorltx':h@d proposed that an amount of

Rs.199.35 crore may be expensed outi as opex}, as th|s payment was HR related,
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after allocating it to aero costs on overall weighted ratio and accordingly, the
proposal of DIAL to include the amount of Rs.213.68 crore, may not be agreed

to.
9.8. The Authority noted the comments of the stakeholders and observed that:
9.8.1. total liability of DIAL - Rs. 288.80 crore.

9.8.2. liability during current control period (2009-10 to 2013-14) -
Rs.199.35 crore

9.8.3. Amount paid by DIAL upto 30.09.2011 Rs.151.10 crbre

9.8.4. Balance payable by DIAL in the current control period - Rs. 49.25

crore

9.9. Further, it observed that these costs are related to human resources and
are being paid by DIAL to AAI in a staggered manner. The payments to AAI are
to provide for retirement compensation of those personnel who opte‘d not to join
DIAL and reverted to AAL. Hence, these payments are more in the nature of
costs associated with staff matters under the concession agreements. Further,
these costs do not build any additional assets. Hence, this is an expenditure
which cannot be capitalised. The mechanism cannot alter the nature of the
payment, i.e., an expenditure that needs to be expensed out based the actual

payments made by DIAL, as certified by the Auditors.
Decision No. 7. Decision on VRS Payments made to AAI

7.a. The Authority decided to expense out the actual amount that
is paid or will be paid by DIAL during the control period (i.e.,
Rs.199.35 crore, as may be verified by the Authority) instead of

capitalising the same.

10. Future Capital Expenditure and Future Maintenance Capital
Expenditure

10.1. In the Consultation Paper, the Authority had proposed that, at present,
there is no basis for it to consider DIAL’s projected future Capex of Rs.230 Crore
from FY 2011-12 to FY 2013-14. As regards ths maintenance capex, on the basis
of justification submitted by DIAL/ th;a AUthQCH;y -J'mad proposed to consider only
the maintenance capex of Ré,/l'g? 7%"’:':;cfiore dfu‘gmg 2011-12 and 2012-13
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(Rs.48.86 and Rs.78.92 crore respectively). In respect of 2013-14 figures, the
Authority proposed not to consider the maintenance capex in the absence of any
justification. However, the Authority had noted that it is conscious of the fact
that for a project of this size it would not be realistic to assume a zero
maintenance capex in any year and in case DIAL, during the stakeholder
consultation, is able to substantiate/ justify the proposed capex, the Authority

may be inclined to consider the same favourably.
Stakeholder Comments

10.2. AOC have agreed with the Authority that in absence of justification, Capex
should not be considered as part of RAB for tariff determination. Further, on zero
maintenance Capex in any year, AOC is also of the view that it does not stand to

logic and is not realistic to maintain zero maintenance in any year.

10.3. Cathay Pacific have stated that the details of these expenses proposed by
DIAL and allowed by the Authority should be clearly explained to the airlines.

10.4. IATA have supported the Authority’s decision and stated that no capital
expenditure should be allowed if it has not been duly consulted with airport
users. Further, IATA has proposed that if during the regulatory period, there is
agreement between the airport and users for such capital expenditure, then the
same be amended through a RAB adjustment in the following regulatory period.
In respect of the maintenance expenditure proposed in the Consultation paper
IATA have supported the Authority’s proposal to disallow maintenance capital
expenditure for 2013-14 (until there is proper justification and consultation with
users) and to disallow any capital expenditure related to non-aeronautical

assets.

10.5. In their response to the Consultation Paper, DIAL have stated that they
had submitted to the Authority details of Maintenance Capex of Rs. 64.79 Crore
and Rs. 78.92 Crore for the years 2011-12 and 2012-13 respectively. However
Authority has considered Rs.48.86 Crore and Rs.78.92 Crore for the respective

years.

10.6. In response to the Consultation Paper DIAL have submitted the details of
Maintenance Capex for the FY 2013 14 and Futut‘e Capex for years FY 2011-12,
FY 2012 13 and FY 2013-14 as under/ Ty AN
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Table 2: DIAL’s Future and Maintenance Capex

Future and Maintenance Capex (Rs in 2011-12 | 2012-13 | 2013-14
Crore) ,

Submitted by DIAL 93.08 180.83 200.26
Considered by the Authority in the CP 48.86 78.92 -
Difference 44.22 101.91 200.26
Capex details now submitted by DIAL in 65.77 97.88 366.63
response to CP-32 |

Table 3: DIAL's Summary of Future Capital Expenditure and Maintenance Capital Expenditure

Summary of Capex FY 2011-12 ]
S.No | Description ‘Total Remarks ]
' ' Amount in '
Crs.

1 | Major Projects | 39.46 Improve operational efficiency by providing more
apron stands; Link taxiway from above aprons to
main taxiway; Creating a vocational training
centre for providing training to various workers
to improve skill sets required for smooth
operation/ maintenance of airport

2 Modification of | 9.3 Modification works to enable conversion of TID

TID for into an international terminal for low cost
enabling carriers. Work involved segregation required for
international both domestic and international operations
operation

3 Strategic 2.65 Various works required for improvement of

Capex efficiency / comfort to passengers as well as
energy conservation etc of airport. Details
: against individual projects provided

4 Finishes 14.35 Improvement works to signage’s, finishing works
based on comments from various stake holders
to enable passenger convenience, safety etc.

Grand Total 65.76

Summary of Capex for FY 2012-13

S.No. Department Total Remarks

/Cost Centre Amount

in Crs

(A) |
‘ 1 Airside- Civil 32.04 = | Works proposed by individual
|4 .
2 AOCC 0.03 depqrtments for '|mprovement of
‘ efficiency of operations, up keep of
3 ARFF _2.56 service quality standards, passenger
4 Aviation SVC 0.19 convenience etc. All are aero related
5 COO Office 0.66

Corp Comm 0.08;"'/-

Environment (£
7 Total 0.38 /
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Summary of Capex for FY 2012-13

' S.No. | Department I Total | Remarks
/Cost Centre Amount
in Crs
| 8 IT 22.57
9 Safety 0.02
| 10 Security 2.40
11 SPG - 11.38
12 Terminal 1 OPS 0.01
13 Terminal 3 OPS 0.99
[
Sub Total 63.30
1 Strategic 14.58 Works to improve operational
initiatives efficiency energy conservation so as to
‘ | | reduce overall operational costs.
[2 Zero Tolerance 20.01 Implementation of redundancies in the |
| electrical system to prevent power |
failures at airport.
Grand Total
(A+B+C) 97.88 |

Summary of Capex FY 2013-14

| Total |
‘ Amount in
S.No | Crs. Remarks
1 366.63 Works in respect of - 7th Check in Island work related to

BHS/additional screening etc and Construction of Pier E,
Additional Security check stations, Additional Immigration
.concourses - required to be installed to take care of
capacity enhancement as per master plan to meet service
quality requirements; VDGS stands to increase reliability;
Link Taxi way from Taxiway T to CE2 including T extension
for isolation bay- for facilitating operational efficiency and
also enable future link taxiway to R/W 10/28 without
affecting operations;

Construction of parallel taxiway to N connecting CW1 &
R/W 10 - One taxiway between Runway 10 & T3. Parallei
taxiway will improve operation efficiency, being planned as
per AAI /ATC requirement.

RET Works following lowering of Shiv Murthy- based on
directives once the Shivmurthy is lowered, additional RET
| will be required to be constructed.

Authority’s examination

10.7. It is noted that amongst the principles of Tariff fixation, Schedule 1 of the
SSA, the 9th principle is on the consultatjon to be foIIowed by the JVC i.e., DIAL.
The principle states that "The Joint. Venture Cqmpany will be required to consult

and- have reasonable regard to t/ze VIews Qf reTEVant major airport users with

respect to planned major airport: dei/e/opment

Y

Order No. 03/2012-13 Page 44 of 243



10.8. It is observed that in addition to their submissions made prior to the
Consultation Paper stage, DIAL have now furnished some details of Future Capex
and maintenance capex. However, it is observed that DIAL have furnished a
combined list of future capex and maintenance capex figures without any
bifurcation thereof. Further, these capital expenditures have not been supported
by evidence of any form of user consultation as stipulated in Schedule 1 of the
SSA, nor have DIAL submitted any documents to indicate that major works now
projected by them form part of the approved project plan going forward. This
issue is all the more relevant as it is also observed that the details now provided
indicate expenditure towards “Modification of T1D for enabling international
operations”. The authority understands that the expenditure on aforesaid
modification of T1D has proven to be redundant as requisite approvals have not

been forthcoming.

10.9. Hence, the Authority is not in a position to review the future capex and
maintenance capex furnished by DIAL, except what was already proposed to be

so included in the Consultation stage.

Decision No. 8. Decision on Future Capital Expenditure and Future
Maintenance Capital Expenditure

8.a. The Authority decided not to consider, for the present, any
future capital expenditure (from 2011-12 onwards) during the

current control period.

8.b. As regards the Future Maintenance capital expenditure, the
Authorify decided not to consider any capex in excess of Rs.48.86
crore (for FY 2011-12) and Rs.78.92 crore (for FY 2012-13) for the
present. Further the Authority also decided to reckon these figures
for the determination of X factor.

Truing Up: 2. Correction/ Truing up for Decision No. 8

2.a. The Authority decided that it may consider the future capital
expenditure and future maintenance capital expenditure

incurred by DIAL durmgd:hé;c1 balance control period based on

—=

Order No. 03/2012-13

Page 45 of 243



Authority may undertake in this behalf. This review will also
include the amount of Rs.48.86 crore (for FY 2011-12) and
Rs.78.92 crore (for FY 2012-13) which the Authority has, for

the present, reckoned for determination of X factor.

11. Methodology for Calculating Average RAB and Depreciation
of RAB

11.1. In the consultation paper, Authority proposed to accept the methodology
adopted by DIAL in calculating the RAB for each year as the average of the
opening and the closing RAB and calculate the return on the average RAB, which
is in accordance with the Guidelines issued by the Authority in respect of other

airports.

11.2. Further, the Authority had proposed to accept the depreciation amount
certified by the DIAL's Auditors. It was also proposed that in line with the
decision taken in the Airport Operators Order and Guidelines [Order No.13/2010-
11 dated 12.01.2011 and Direction No0.05/2010-11 dated 28.02.2011], the
depreciation of assets of DIAL, to be commissioned or disposed off during a
Regulatory Period, should be calculated pro-rata considering that such assets

have been commissioned or disposed of half way through the Tariff Year.

Stakeholder comments

11.3. IATA have supported the Authority’s proposal on the use of an “average”

RAB for return calculation purposes.

11.4. AOC have objected to the computation of average RAB stating that the
same should be done on actual and not on an estimated or average basis as on
the actual basis average would be much lower and would bring down tariff

drastically.

11.5. In response to AOC’'s comments, DIAL have state.d it is a worldwide
practice that while forecasting RAB, the returns are calculated based on either
average RAB or closing RAB, This is based on the logic that the investor should
be remunerated based on the RAB available to the users which is fairly
represented by either of the methoqgl,g;gi.és; ;g»s_discussed above. DIAL have
submitted that the SSA refers to usnr‘]gj:h*éclos'ingRAB while the tariff guidelines
of the Authority talks of an averagié-l-':lg?g,&B.?-F,Q'_E':ther, tb_ef:"Authority has followed the

g ',.::I_'I-} .* &1
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averaging method which has been accepted by them and if the Authority wants
to use the methodology as given in concession agreement (RAB as per closing
balance), DIAL will support the same. As regard the calculation being as per
actual figures, DIAL have stated that the calculation has been done based on

actual figures wherever audited numbers are available.

11.6. On the issue of Depreciation, Cathay Pacific have submitted that the
depreciation should be computed on actual and not on the average of the year
based on half way through the tariff year. VOICE have submitted that the
accounting systems applied for depreciation, amortization must be checked and
m.ade as relaxed as permitted under rules so that DIAL does not presen.t an

alarming picture on finances.

11.7. IATA have agreed to the Authority’s proposal to calculate depreciation on
average RAB values rather than closing RAB values as the same is a fair and

simple approach and is in line with the treatment of the RAB.

11.8. FIA have stated that for the purpose of computing depreciation, DIAL
have considered average useful life of airport assets as around 20 years which is
the normal useful life considered in Schedule XIV of the Companies act for
capital assets and that such an approach will have an unjust inflationary impact
on consumers/airlines by a front-loading of tariff, especially, when as per
Consultation Paper, DIAL would also be incurring capex of Rs.48.86 crore and
Rs.78.92 crore for maintaining the assets for FY 2011-12 and FY 2012-13
respectively. Infrastructure assets of airports are preserved‘.for a significantly
greater number of years and taking a more realistic useful life of asset will have
significant impact on yield per passenger. Further, FIA have stated that
depreciation should be calculated based on the term of the OMDA and SSA (60
years). The passengers should not be unduly burdened with the levy of a

significant increase in DF, when the same can be spread over a period of time.

11.9. ASSOCHAM have in their comments stated that

"It should be appreciated that the investors and lenders seek a return
from the day the capital is deployed. However, we understand that it
is the Regulators philosophy not Lo, prowde for any return in the
construction period. Given thlS stanc(:\,wje‘er l:‘trge the Regulator should

N

consider compensating the opeer r‘*for tr \"Ao -return period in the

tariff revision for the returri pe‘ér/od “"’-i

Order No. 03/201-2-13 Page 47 of 243



11.10. DIAL, in their clarifications to the aforesaid comments, have
submitted that the depreciation forecast is always calculated based on average
capitalization during th‘e particular year. The useful life of assets as envisaged in
tariff filing by DIAL is as per the provisions of Concession agreement (OMDA and
SSA). It clearly lays down that depreciation is to be taken as per the rates
prescribed in the Companies Act, 1956 and this is a reasonable assessment of

useful life of the assets.
Authority’s Examination

11.11, The Authority has carefully considered the various submissions
made by the stakeholders. It had proposed that the RAB for a tariff year may be
calculated as an average of the opening and closing RAB. Accordingly,
depreciation had been factored in based on the provisions of the Company Act -
which is also as indicated in OMDA and SSA.

11.12, In respect of stakeholder comments on calculating depreciation on
actual date and not on the average of the year based on half way through the
tariff year, the Authority has further considered the matter and found that
change in the basis of computation of depreciation leads to difference in Target
Revenue for the Control Period. In view of this, the Authority has decided that
difference in the amount of depreciation computed based on actual date of
commissioning/ disposal of assets and depreciation computed considering that
such asset had been commissioned/ disposed half way. through the tariff year
will heed to be adjusted at the end of the Control Period considering future value

of the differences for each year in the Control Period.

11.13. On further analyzing the computation of depreciation based on
actual date, the Authority found that change in the basis of computation of
depreciation also has an impact on the value of RAB and associated Return on
RAB. In view of this, the Authority has decided that difference in the value of
Return on RAB calculated based on actual date of commissioning/ disposal of
assets and that computed considering that such asset had been commissioned/
disposed half way through the particular tariff year will also be adjusted at the
end of the Control Period considering future value of the differences for each

year in the Control Period.
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11.14. The Authority has also decided that to maintain consistency in
computations for the future Control Period, the regulatory accounts for the asset"

will be adjusted considering the actual date of commissioning/disposal.

Decision No. 9. Decision on Methodology for Calculating Average RAB

and Depreciation of RAB:

9.a. The Authority decided to calculate the RAB for each year as
the average of the opening and the closing RAB and calculate the

return for each year on the average RAB.

9.b. In respect of Depreciation, the Authority decided that
difference between the amount of depreciation calculated based on
actual date of commissioning/ disposal of assets and the amount of
depreciation calculated considering such asset has been
commissioned/ disposed half way through the Tariff Year will be
adjusted at the end of the Control Period considering Future Value of

the differences for each year in the Control Period.

9.c. Furthermore, the Authority decided that the difference
between the value of Return on RAB calculated based on actual date
of commissioning/ disposal of assets and that calculated considering
such asset has been commissioned/ disposed half way through the
Tariff Year will also be adjusted at the end of the Cont.rol Period
considering Future Value of the differences for each year in the

Contro_l Period.

Truing Up: 3. Correction /Truing up for Decision No. 9

3.a. The Authority decided to true up the difference between the
depreciation calculated based on actual date of
commissioning/ disposal of assets and the amount of
depreciation calculated considering that such asset has been

commissioned/ disposed off half way through the Tariff Year
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3.b. The Authority decided to true up the difference betweén the
return on RAB calculated based on actual date of
commissiohing/ disposal of assets and the return on RAB
calculated considering that such asset has been
commissioned/ disposed off half way through the Tariff Year
by adjusting at the end of the Control Period Considering
Future Value of the differences for each year in the Control

Period.

12. Hypothetical Regulatory Asset Base and Depreciation

12.1. In the Consultation Paper the Authority had noted that the Hypothetical
Asset Base is to be determined solely in line with the SSA provisions as there is
no provision in this regard in the Act. The Authority had worked out the
hypothetical asset base considering then prevailing tariff and the revenue;
operation and maintenance cost; corporate tax pertaining to Aeronautical
~Services at the Airport, during the financial year preceding the date of such
computation and capitalising the balance by the WACC tentatively proposed to
be considered by the Authority.

12.2. Further, the Authority had proposed to accept depreciation of hypothetical

RAB at the tariff year wise average depreciation rate for aeronautical assets.
Stakeholder Comments

12.3. APAO have stated that DIAL has incurred additional manpower expenses
during the Operation Support Period (OSP), where both AAI and DIAL staff were
employed to support the transition. The manpower expenses were the highest in
FY 2009 which was the last full financial year in the OSP, and also the reference
point for determination of the Hypothetical RAB. The duplication of manpower
expenses only pertains to the OSP and is not a recurring expense during the
control period. In their view therefore, only the sustainable manpower cost, i.e.
the manpower cost related to AAI staff may be considered by the Authority for
determination. Additionally, APAO have also requested the Authority to adopt a
consistent approach for treatment of cargo revenue both for the pufpose of

calculating HRAB and determination-ef'ta'r‘rffs

12.4. ACI have submitted thaf |t is an mt‘er‘natlonal common practice to value

the assets taken over duringf prlvatlzatlgbn at market value or replacement value
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or depreciated value adjusted to inflation (followed at airports at Brussels,

Sydney, New Zealand, etc.) ACI have also stated that:

"However, we understand that, for the purpose of calculation of
Hypothetical RAB, the value proposed by AERA seems to be
significantly out of line with the fair value of these assets. 'Therefore,
we suggest to AERA to revisit the basis of this valuation of
Hypothetical RAB. Moreover, we believe this should be done on
efficient cost basis and any duplication of manpower cost, arising due

to concession requirements, should be eliminated.”

12.5. AOC have stated that they are of the opinion that revenue should include
Pax, Cargo, Technical handling and Ground handling and all other related
revenues, pertaining to AERO for determination of revenue for computation of
hypothetical regulétory asset base. Further, they have stated that corporate tax
pertaining to AERO service at Airport should not be included in the cost for the
purpose of determination of tariff as it is the liability to be borne by DIAL and not

shared by Airlines as part of tariff.

12.6. IATA considers the steps taken by the Authority in the calculation of the
Hypothetical RAB and the WACC of 10.33% for the reverse calculation of the
hypothetical RAB to be correct as the SSA is quite clear on what elements should
be included in the calculation of hypothetical RAB. However, they have stated
that further downward adjustment is needed to account for assets currently
included in the RAB that are no longer in use (for instance, Terminal 1A and
Terminal 2 which have been out of commfssion since the opening of Terminal 3)
as it is a basic ICAO principle that users should only pay for the cost of the
infrastructure that they use and exclusion of de-commissioned assets from RAB

is consistent with this principle.

12.7. CII have submitted that:

"The Regulator has treated the cargo revenues as Aero-revenues in
some places and Non-Aero in others. CII would like to urge the
regulator to be consistent in its appr@ach while treatment of all the
components. As OMDA and SSA &pecrfy t‘h@t Gaqgo revenues are Non-
Aero, they should be treateqﬁ(as/ Ndj e;ro in alfhaspects of the tariff

e
(1!

determination process.” a
ey
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12.8. ASSOCHAM have stated that:

"As stated by DIAL, the tariff filing is done as per the guidelines laid
down in the State Support Agreement (SSA) signed with the
Government of India and Operations, Maintenance and Deve/opmént
Agreement (OMDA) signed with the airport owner, A/rporf Authority
of India.

Given that both concessions were entered into before formation of
AERA we suggest AERA takes the concession agreement as supreme.
This should be applicable even in cases where the interpretation of
concession agreements differs from overall philosophy that AERA has

adopted with respect to requlating airports in the country.”

12.9. DIAL have not agreed to the approach adopted by the Authority in
determining the hypothetical RAB. They have stated that the Schedule 1 of SSA
requires that in computing the initial asset base, the values of the Aeronautical
Assets in the books and the value of Hypothetical Regulatory Asset Base (HRAB)
is to be aggregated. The HRAB is to be computed using the then prevailing tariff
and the revenue, operation and maintenance cost, corporate tax pertaining to
Aeronautical Services at the Airport during the financial year preceding the date
of such computation. From the 4™ year after the Effective Date, the Aeronautical
Charges are -to be determined in accordance with the formula set forth in
Schedule 1 of the SSA. The Schedule 1 lays down a comprehensive mechanism
and formulae for determination of the Target Revenue. One of the components
in the determination of the Target Revenue is the Regulatory Asset Base (RAB)
pertaining to the Aeronautical Assets. The mechanism set forth in the SSA for
the computation of the Regulatory Base of Aeronautical Assets in any given year

is based on the following formula:
RBi = RBi-i - Di + Ii

12.10. The RAB of the Aeronautical Assets in any year (RB)) is the
Regulatory Base for the immediately preceding year (RB..;), subject to negative
adjustment on account of depreciation (D;) and positive adjustment on account
of investments in the relevant year (Il) '

e .
i, T,
’-:') e T

Schedule 1 of the S$A' specmes RB

12.11. ‘as follows:

5 777 the books of the JVC; and

— ———
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(ii) the ‘hypothetical regulatory base’ computed using the then prevailing
tariff and the revenues, operation and maintenance cost, corporate tax
pertaining to Aeronautical Services at the Airport, during the financial year

preceding the date of such computation

RBy is the RegUIatory Asset Base at the start of the regulatory period. DIAL was
mandated under the Schedule 6 of the SSA to levy the existing AAI charges
defined as Base Airport Charges '‘BAC’ in Schedule 8 of the SSA for the initial
period of two years from the effective date (May 3rd 2006). BAC was AAI
charges for Aeronautical Services and was continued at the same level by AAI
when handling IGI Airport operation directly. DIAL have submitted that there are

three issues related to determination of HRAB:

“ 1. Efficient Cost: The Authority, based on the principle of
efficiency, should consider only efficient costs in calculation of HRAB.
2. Cargo Classification: While we are of the view that based on the
Concession agreement Cargo must be treated as Non Aeronautical
even during the period it was being operated by DIAL, in case the
Authority is constrained to treat Cargo as Aero for the year of
determination of HRAB, it should adopt a consistent approach on its
treatment of Cargo for computation of HRAB.

3. Cute Counter Charges: Cute Counter Charges are Non
Aeronautical as these are rental charges. However in case Authority
is constrained to treat it as Aero, the effect of the same needs to be

reflected in valuation of HRAB.”

12,12, DIAL have accordingly, reiterated their earlier submission stating
that in the year 2008-09 there was an overlap of manpower costs of AAI staff
as well as DIAL staff. From a valuation point of view the manpower cost of only
AAI staff for the relevant period is considered (Operational Support Cost) to
result in a fair valuation. The manpower cost of DIAL staff has been excluded as
the AAI staff was mandated to support the working of existing terminals for that

period while the DIAL staff was getting oriented and trained.

12.13. In their clarification fo IATA's comments, DIAL have stated that the
methodology for valuation of Hypothetz.c,al RAB is in accordance with the

provision of the SSA and it’ does;fbt ;—Jﬁ]k} F@hy reduction in value of HRAB for
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terminal is being used for Haj pilgrimage services and was also used for
emergency evacuation from Libya. Terminal assets like T2/T1A are akin to

additional capacity to ensure that there are no capacity constraints at IGIA.

12.14. In support of their submission, DIAL have obtained an opinion from
M/s.Amarchand Mangaldas Suresh & Shroff & Sons (AMSS) on the treatment of
operating cost by the Authority in the calculation of Hypothetical Asset Base, the

relevant extracts of which are reproduced hereunder:

“In terms of Articles 6.1.1, 6.1.2 and 6.1.4 of the OMDA, AAI is
required to provide, and DIAL is required to avail of operations support
from AAI for a period of 3 years from the Effective Date under the
OMDA. Further, during this three year period, all General Employees of
AAI, were required to continue working at the Airport. On or prior to
the end of the said 3 years period, DIAL was required to make an offer
to at least 60% of such General Employees to become employees of
DIAL, and such General Employees would be entitled to accept or
reject the said offer, at the their sole discretion. The relevant
provisions are set out below:

6.1.1 For a period of 3 (three) years from the Effective Date (herein
referred to as the "Operation Support Period”), AAI shall provide
operational support to the JVC through the General Employees in the
manner and subject to the terms provided herein (such support is
hereinafter referred to as "Operation Support”). The estimated annual
Operation Support Cost .... as per the break-up in Schedule23.

6.1.2 (i) General Employees shall be retained at the Airport for the
duration of the Operation Support Period by the AAI and shall be dealt
with in the manner provided herein. In order to provide Operation.
Support, AAI shall procure that the General Employees perform such
functions and undertake such duties, and in such capacities, as may be
required by JVC, subject to compliance with Applicable Law and the
existing terms of employment of such employees. For the limited
purposes of provision of Operat/on Support the AAI shall act for and
on behalf of the JVC and ;;ffa// _QIJ“QQ(‘ tlinz General Employees to
undertake such functions ar,@d.f, et as b& reasonably directed by
JVC. {5 %
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6.1.4 At any time during the Operation Support Period but not later
than three (3) months prior to the expiry of the Operation Support
Period, the JVC sha// make offers (on terms that are no less attractive
in terms of salary, position, etc, than the current employment terms of
such employees) of employment to the General Employees that it
wants to employ. Provided however that JVC shall be required to make
offers to a minimum of 60% of the General Employees (as reduced for
retirements, transfers, death and any fractions to be rounded off to the
nearest whole number). Any offers already made and accepted during
the Operation Support Period will be counted for the purposes of such
minimum number of offers. The General Employees shall have the
option of accepting or declining the offers within one month. The
General Employees accepting the employment offers of the JVC, upon
résigning from AAI, shall cease to be AAI employees from the date of
acceptance of the offer or completion of the Operation Support Period,
as applicable. The JVC shall be the new employer for these employees
on terms and conditions mutually agreed between the JVC and such
employees. Provided however that if less than 60% of the General
Employees (as reduced for retirements, transfers, resignations and
death and any fractions to be rounded off to the nearest whole
number) accept the offers of employment made by the JVC, then the
JVC shall pay to AAI Retirement Compensation for such number of
General Employees as represent the difference between 60% of the
General Employees (as reduced for retirements, transfers, death and
any fractions to be rounded off to the nearest whole number) and the
number of General Employees accepting offers of employment made
by JVC, including cumulatively the offefs made and accepted during
the Operational Support Period. '

1.1. It is therefore clear from the foregoing that the General
Employees of AAI were mandatorily required to continue to work at the

Airport for a maximum period of 3 years from the Effective Date.

.

However, at the end of 3 yeaf’é, there, Was no guarantee as to the

number of the AAI General E h Wou/d become employees
/7

of DIAL. Therefore, in the ngjs n nt of a separate staff,
1 E
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there may have been a bossib///ty that upon the expiry of 3 years,
DIAL may not have had adequate staff to run the Airport, let alone
meet the subjective and objective quality standards as prescribed
under the OMDA.
1.2. Theréfore, effectively in order for DIAL to ensure continuity in
the availability and the operations of the Airport, after the
expiry of the 3 year period (that is, after the year 2008-09) It -
was imperative for DIAL to employ its own staff in addition to
the AAI staff. However, these additional DIAL staff could not be
said to be necessary for the Airport, since the existing AAI
General Employees were already providing all Aeronautical
Services at the Airport [Emphasis Original].
1.3. Further, since the existing AAI Generél Employees was the
entire set of employees at the Airport at the time of the
takeover of the Airport by DIAL, it is clear that it was only that
extent of staff that was necessary or pertained to the actual
provision of Aeronautical Services at the Airport [Emphasis
Original]. This being the case, given that the computation of
Hypothetical RAB is based on the operations and maintenance costs
pertaining to the Aeronautical Services, it would not be appropriate to
include the cost of DIAL’s staff in calculating the same, since such staff
were not necessary to provide the Aeronautical Service, but were only
necessary to ensure-continued operations.
On account of the foregoing proposition and positions, it would
not be appropriate to include the cost of both AAI staff and
DIAL staff as part of the operations and maintenance expense
in computing Hypothetical RAB, and only those staff, (that is
the AAI Staff) should be treated as part of the costs that
actually pertained to the provision of Aeronautical Service.”
[Emphasis Original]

12.15. As regards the issue of Cargo Classification, DIAL have submitted

that they had computed an amount of Rs. 1,119 crore as the value of HRAB

assuming Cargo as Non Ae;gnau:tﬁ'(:i_c;ifl-'_f.-;i'_g\-ager the classification mandated by

concession agreement. HovS/,\-'éy'é-r,__.-_.;sTn;:e""blthj'é;‘aﬁuthority is treating the revenue

4

e e e e
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from direct cargo handing prior to the same being concessioned out as
Aeronautical revenue, the value of HRAB needs to be suitably adjusted as, for

the year 2008-09, DIAL was directly operating cargo activity.

12.16. As per DIAL's reworking the aero revenue, revised aero expenses

and revised tIRAB calculation is as under:

Table 4 DIAL’s Revised Aero Revenue details for HRAB determination

As per | Revised |
Income FY 2008-09 filing Amount
Landing & Parking 257 Crs 257 Crs
L_Pe_zssenger Service Fee- Facilitation | 85 Crs 85 Crs |
Baggage X-ray & In-line X-Ray
_income 19 Crs 19 Crs
‘ Fuel Throughput Income 72 Crs 72 Crs
Cargo Handling Income - 212 Crs
Total Aeronautical Revenue 434 Crs 645 Crs

Table 5 DIAL's Revised Aero Expenses Calculation

T

| Total Expenses FY 2008-09 As Per Filing Revised Amount
Total Expenses A 445.31 Crs. | 445.31 Crs.
Less Aero Expenses (Cargo expenses treated as i
aero) B 15.35 Crs.

| Balance Expenses to be allocated C=A-B 445.31 Crs. 429.96 Crs.
Aeronautical Cost Allocation Mix % D 86.5% 86.5%
Allocated Aero Expenses E=CxD | 385.23 Crs 371.95 Crs.
Add Pure Aero expenses (Cargo expenses
treated as aero) B % : 15.35 Crs.
Aeronautical Costs F= E+B 385.23Crs 387.30 Crs.
Less: Excluded Costs | G 81.56 Crs 81.56 Crs

(DIAL Manpower & R/w 29/11 o&m cost)

Balance H=F-G 303.68 Crs. L305.75 Crs.

Bl
304 Crs. 306 Crs. j

Table 6 DIAL’s Revised Calculation of Hypothetical RAB

. Details Tariff Filin Revised
Aero Revenue 434 Crs. 645 Crs.
| Aero efficient costs 304 Crs. 306 Crs.
 Aero EBIDTA 130 Crs. 339 Crs.
WACC 11.60% 11.60%
HRAB - 1,1‘;3,91@,1‘3;":“*‘._,,2,928 Crs.
. ;«\‘“5_" - .:.: -"";‘.-iﬁ"'

e iemtemmamenit
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12.17. With reference to the stand taken by the Authority in the treatment
of the cargo handling and cargo terminals as Non-Aeronautical in line with
Schedule 6 of the OMDA provisions for the purpose of determination of the
~ Hypothetical RAB, DIAL have requested the Authority to reconsider the

treatment and adopt a consistent approach.

12.18. DIAL have supported their stand with the opinion of Prof. Martin

Cave which have been reproduced hereunder:

.................. HRAB calculation suggests an intention to ensure a fair
and reasonable commercial valuation of the aeronautical assets at the
time of concession. The certainty afforded by a relatively fixed
formula, coupled with a calculation based on actual revenues and
costs (a basis for determining commercial value) provides an
objective basis for the determination of the HRAB by limiting the
influence of arbitrary factors after the concession has been granted,

and promoting consistent treatment.”
Treatment of cargo revenue

AERA has taken the view that revenues from cargo handling ought
not to be included in the calculation of aeronautical revenue for the
purposes of the HRAB. AERA has reached this view based on the fact
that DIAL is not directly providing cargo handling services directly in
the current financial year. Cargo handling services are currently
provided by Celebi.Delhi Cargo Terminal Management India Pvt. Ltd

by way of concession.

In my view, this approach is appropriate, but only if cargo revenue is
consistently treated as non-aeronautical revenue throughout the tariff
calculation. If, however, revenue from cargo handling is treated as
part of the aeronautical asset base, then that decision must be

reflected in a consistent treatment of cargo revenue in the HRAB.

This approach is also consistent with the fair value approach implied
by the HRAB calculation. The HRAB ought to be def/ned consistently
with the ongoing treatment of such revenues as this reflects the
actual commercial va/cfe @f the re/eva/szt assets Excluding from the

HRAB the revenues (and costs) gener‘ated by services treated as
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aeronautical skews the valuation of the aeronautical assets away

from a fair commercial valuation. This result ought to be avoided.

It is concerning to note, therefore, that despite its approach to the
HRAB, AERA’s approach in respect of determining aeronautical
revenues for the current regulatory period is to treat cargo handling
services as integral to the management of aeronautical assets (see
draft Tariff Dctcrmination, paragraph 403 (vii)). AERA notes that it is
usual practice to treat revenue arising from any aeronautical services
as aeronautical revenue, presumably because it cannot be provided

without the use of aeronautical assets.
Further the draft Tariff Determination states that:

= the revenue recejved by DIAL from the cargo services during
the part period of 2009-10 (when DIAL themselves were
providing the services) may be treated as aeronautical

revenue; and

» the revenue and costs relating to cargo screening, which is still

carried out by DIAL, ought to be treated as aeronautical.

This reasoning potentially compromises the consistent
treatment of assets that the HRAB ought to promote. While I
understand that DIAL’s preference is for cargo revenues to be
treated as non aeronautical revenues on a consi_étent basis,
my principal concern is that a consistent approach be adopted.

[Emphasis Original]
Treatment of staff employment costs

The HRAB raises a question in respect of the treatment of staff
employment costs. There is an argument that some costs associated
with the “double up” of staff (the result of the terms of the
concession agreement entered into with the Government) might be
legitimately excluded from the calculation of aeronautical operation
and maintenance costs in the HRAB. I understand that there was
some considerable overlap of AAI staff -and DIAL staff during the
2008/09 financial year du_e tg':‘ 'th,e;,_,:nieéd t,o*" the requirements of the

concession agreement to: retain a significant: proportion of existing

Order No. 03/2012-13 Page 59 of 243



staff (in the order of 60%) for an initial period following concession.
However, AERA has rejected this argument and declined to exclude
these additional staff costs from aeronautical operation and

maintenance costs in the HRAB.

AERA’s reasoning is that the HRAB refers to “prevailing” (meaning
actual) costs rather than “efficient” costs. In AERA’s view, therefore,
it appears that the only grounds on which a reduction on operating
costs might be justified is to apply an efficient operator standard, but

such an approach is excluded by the definition of the HRAB.

In my view, such costs ought to be excluded. Again, it is
useful to bear in mind the aim of achieving a fair commercial
valuation of aeronautical assets through the HRAB. A fair
valuation will only be achieved if the actual costs genuinely
associated with the operation of aeronautical activities are
included in the HRAB calculation. These costs must be
understood as the commercial costs of operating those assets.
The exogenous staff costs associated with the concession and
are not an integral part of the operation of the aeronautical
assets. They cannot realistically be considered a commercial
cost associated with the operation of those assets [Emphasis
Original]. This is evident in the fact that such costs are a one-off
resulting from the timing of the concession award to DIAL, and is not
a cost that will be incurred in future. These costs are therefore better
understood as resulting from contractual arrangements that are
conceptually separate from the commercial operation of aeronautical
assets. Their inclusion can therefore be expected to artificially inflate
the costs of operating aeronautical assets, and prevent a fair

commercial valuation.

Accordingly, it is, in my view, mistaken to conceive of the

exclusion of such costs as a question of efficiency. The

incurring of such costs is not related at all to the extent to
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assets. Where the goal is to arrive at a fair commercial value,
such costs must be excluded as they do not relate to the
operation of the assets on an on-going commercial basis.

[Emphasis Original]

12.19. DIAL have also furnished an opinion from KPMG on the issue of
“considering duplicate manpower cost while making valuation of HRAB. Extract of

KPMG remarks are as under:

"Conclusion: Duplication of manpower is maximum in FY 2009
because it is the last full financial year in the OSP. Also, duplication of
manpower cost is not a recurring cost. For the purpose of calculation
of HRAB, only the sustainable manpower cost, i.e. the manpower cost
related to AAI staff may be considered. Additionally, a consistent

approach may be adopted for treating of cargo revenue.”

12.20. On the issue of Cute Counter Charges DIAL have stated that the
same are Non-Aeronautical in nature as they are akin to rentals. DIAL have
submitted that “ However if Authority is constrained to treat them as Aero, the
relevant revenues for 2008-09 need to be included to compute HRAB.” DIAL
have furnished the revised calculation based on their filing, after considering the
aforementioned issues. The reworked HRAB as per DIAL considering CUTE

charges as AERO is as under:

Table 7 DIAL’s Reworked Hypothetical RAB (considering CUTE charges as Aero)

Hypothetical RAB 2008 -09(Rs
| (considering CUTE Charges as Aero) in crore)
Aero Revenue [A] 436
Landing Charges 244
Parking & Housing Charges 13
Passenger Service Fees _ 85
Baggage X- Ray Revenue 4
rIn-Line X-Ray Revenue 15—f
Cute Counter Charges 3
Fuel Throughput Revenue 72
Aero Expenses [B] 385
Less: Expenses Not Considered [C] 82
DIAL Manpower Cost a0 ~ 81
Runway 11/29 Operations & Maintena‘heé‘j&oét‘..ffj a S ﬂ
Eligible Expenses [D =B-C] / D N BOﬂ
| Aero EBIDTA [A-D] fef %5 [\s) 133

— A
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' Hypothetical RAB 2008 -09(Rs
| (considering CUTE Charges as Aero) in crore)

| WACC * 11.60%
| Hypothetical Asset Base 1,142

Authority’s Examination

12.21. Issue of Hypothetical RAB has been commented upon by a large
number of stakeholders, namely, CII, ASSOCHAM, Prof. Martin Cave, M/s.
Amarchand Mangaldas Suresh & Shroff & Sons (AMSS), APAO, ACI, IATA, DIAL.
Broadly, the stakeholders have stated that the nature of the cargo revenue as
may be determined by the Authority should be consistent with the calculation of
Hypothetical RAB, invoking the argument of consistency. Apart from this, there .
are some other observations and comments like inclusion or otherwise of assets
not in use, etc. The issue of e_sfimating efficient cost and not the total cost in
calculation of Hypothetical RAB has also been commented upon. Prof. Martin
Cave has, in addition, given an interpretation of Hypothetical RAB which
according to him represents a fair value for regulated assets at the beginning of

the control period.

12.22, The Authority has examined these comments in detail. It has noted
that the concept of Hypothetical RAB is entirely within the framework of the
State Support Agreement (SSA) and is defined only in relation to the calculation
of Regulatory Base RB, for the first regulatory period. To appreciate the full

context, the relevant portion of the Schedule 1 of the SSA is reproduced below:

Revenue Share Assets shall mean (a) Non Aeronautical Assets; (b)
Assets required for provision of aeronautical related services arising
at the Airport and not considered in revenues from Non-Aeronautical

Assets (e.g. Public admission fee etc.)
i = time period (year)i
RB; = RB;_1 — D; + [
Where RByfor the first regulatory period would be the sum total of

The Book Value of the Aeronaugg\é?;%g%géﬁviq the books of the JVC

(i.e. DIAL) and e

i
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The hypothetical regulatory base computed using the then prevailing
tariff and the revenues, operation and maintenance cost, corporate
tax pertaining to Aeronautical Service at the Airport, during the

financial year preceding the date of such computation.
I = investment undertaken during the period.

12.23. The concept of Hypothetical RAB does not figure in the AERA Act.
The Authority, therefore, feels that the determination of Hypothetical RAB would
have to be entirely within the framework of SSA. The SSA framework (along with
OMDA) treats the Cargo as a non-aeronautical service. This categorization,
however, is at variance with the definition of Cargo Service as an aeronautical

service as per section 2(a) of the AERA Act.

12.24. The Authority has also noted that the calculation of Hypothetical
RAB is to be made for the financial year preceding the date of such computation.
Hence, this determination would need to be made on the basis of the situation
prevalent in the year 2008-09, which is the year preceding the first year of the
first control period (1% April 2009 to 31% March 2014). Therefore the
computation will need to be made on the basis of the numbers obtaining in the
year 2008-09.

12.25. Further, the Authority has noted that the SSA indicates the
components of the Hypothetical RAB but it does not give the method of
capitalizing the resultant revenue stream. The Authority had, therefore,
requested the MoCA to indicate the objective and mechanism for computation of
Hypothetical RAB. However, the MoCA have not intimated the Authority in the

matter.

12.26. Prof. Martin Cave in his comments, as mentioned above, has
suggested that the Hypothetical RAB represents a fair vaIUe for regulated assets
at the beginning of the control period. The Authority notes that SSA and OMDA
do not require DIAL to pay any fair market value of the assets transferred to it
by the Government/AAI. The Balance Sheet of DIAL also does not have any
entry that corresponds to the fair market value of these assets. The MoCA have

- also not given this interpretation.

12.27. The calculation of Hypothetlcal R,AB is to-be made, therefore on the

prevailing circumstances, as menthned |n the SSA and having done so, would
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not be amenable to any subsequent change, this being a component of the initial
RAB. If the calculations were to be made in accordance with the SSA and OMDA
formulations, the revenue from Cargo service (as well as costs thereof) would
not have entered into these calculations, because Cargo Handling is categorized

as non-aero service as per OMDA.

12.28. The Authority, while determining Hypothetical RAB, therefore, has
taken into account the contractual as well as legal position as it obtained for the
year 2008-09 and thus has excluded Cargo revenue (as well as costs) from the

computation of Hypothetical RAB.

12.29. When the Authority is called upon to determine aeronautical tariffs
for Delhi Airport, it has to do so with respect to the legal provisions under AERA
Act as well as taking into consideration the provisions of SSA as well as OMDA as
it was required to, under Section 13(1)(a)(vi) and 13(1)(a)(vii) of the AERA Act.
Admittedly, Cargo Service is‘ an aeronautical service under AERA Act and,
therefore, would be regulated accordingly. Hence, the Authority had taken a
position that this service would need to be regulated and tariffs fixed accordingly
(regardless of its classification in SSA or OMDA). As long as the airport operator
was providing such service, namely, that of cargo handling, the Authority took
the revenue from this service in the hands of the airport opefator as aeronautical
revenue and also allowed the costs associated with this service for the purposes
of determination of aeronautical tariffs. When, however, the service of Cargo
Handling was concessioned out to a third party (including a IV in case of DIAL),
the service provider was no longer DIAL but the particular third party (including
JV). The service provider was regulated under the Act and the revenue coming
into the hands of DIAL on account of the revenue share from the third Party
(including JV) as well as the rentals or dividends, if paid, were treated as non-
aeronautical revenue, of which 30% was reckoned towards the determination of

aeronautical tariffs.

12.30. As mentioned hereinafter, if the then regulator, namely, the
Government had determined Hypothetical RAB and arrived at a figure, the
Authority would have taken that figure th account while arriving at the initial
regulatory asset base. The Authorlty, ther@f@re‘ does not find any inconsistency

e

between its approach to calculate hypﬁ.,, @tlca

’régu|atory base strictly in

accordance with the provisions of SSA an?ﬁl" Hi its treatment of revenue
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arising from aeronautical services of Cargo in accordance with the provisions of
the Act as well as the SSA. The seeming inconsistency commented upon by

various stakeholders arises, in the Authority’s view, on account of two factors:

12.30.1. The Authority is seen to be determining Hypothetical RAB and
aeronautical tariff at a single point of time. In normal course, Government
would have determined Hypothetical RAB in accordance with SSA and OMDA.
The Authority would have thereafter determined aeronautical tariffs under
AERA Act, taking the number of the Hypothetical RAB as determined by the
government. It must, however, be recognized that the Authority is now doing
so under two different provisions, one, under SSA/OMDA for Hypotheticall RAB
and the other under AERA Act for tariffs for aeronautical services and service

providers of these services.

12.30.2. Different categorization of the service of Cargo Handling in AERA
Act (which treats it as aeronautical service) and SSA/OMDA (which treat it as

a non-aeronautical service).

12.31. The Authority has given ordinary meaning and interpretation to
- words describing the various components of Hypothetical RAB (like “operation
and maintenance cost”). It has, therefore, taken the actually incurred operation
and maintenance costs during the financial year preceding the date of such
computation. Some commentators (Amarchand Mangaldas) have stated that the
Authority should give proper weight to the word “pertains” appearing in the
mechanism of computation of Hypothetical RAB. Some other éommentators have
stated that the Authority' should go into the aspect of efficient cost of operations
and not costs on the actual basis. Some have argued that there was an overlap
in the staff cost, because staff of the AAIL continued on the rolis’of DIAL during
2008-09. DIAL have also stated that this means double counting the staff cost
and that the personnel of AAI were required in this period to train and orient the
recruits of DIAL. Apart from interpreting the words as they appear in the
computation of Hypothetical RAB, as are commonly understood, the Authority
believes that training is an integral part of efficient operation and hence costs
incurred in this activity cannot be ignored only on account of alleged overlap.
These costs admittedly also pertgin:ffﬁéj%%ﬁ@;gjagtical services. The Authority is,
thus, unable to accept the intefﬁtété:t_,i‘@ -EZIV"’{%:‘%hould somehow separate the

%

efficient) édsts” and “non-efficient costs”

2

operation and maintenance costs’ into
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and take into account only efficient costs while calculating Hypothetical RAB,
especially when the SSA makes no such distinction in so far as computation of

Hypothetical RAB is concerned.

12.32. As far as Common User Te.rminal Equipment (CUTE) charges are
concerned, the term CUTE is not as such defined either in the AERA Act or in
SSA/OMDA. However, according to the definition {Section 2(a)(iv)} of the AERA
Act, “Aeronautical Service” means any service provided for ground handling
services relating to aircraft, passengers and cargo at airport. Common User
Terminal Equipment is an integral part of service related to passengers. Hence
the Authority has taken CUTE service as an aeronautical service which is
required to be regulated. The airport operator (DIAL) has proposed CUTE
charges for the approval of the Authority (for domestic passengers as a new
charge, CUTE charges for international passengers already being levied), and

these charges form part of the tariff card.

12.33. Coming to the provisions of OMDA, however, the Ground Handling
Services fall under Schedule-VI and, therefore, is categorized as non-

aeronautical service.

12.34. As indicated above, approval of CUTE charge has been made by the
airport operator, namely, DIAL, and that these charges would form part of the
tariff card of DIAL as CUTE charges (forming part of the Ground Handling
services under AERA Act) are regulated under AERA Act. However, at the
beginning of the control period (i.e. 1st April, 2009) when Hypbthetical RAB was
to be determined, CUTE as a part of Ground Handling was included in Schedule-
VI of the OMDA i.e., non-aeronautical services. Hence, the revenue as well as
costs ascribed to CUTE charges would not be included in the computation of
Hypothetical RAB. This treatment is thus consistent with the treatment given to

the revenue and costs from Cargo Handling service as mentioned hereinabove.

12.35. The Authority, accordingly, decided that the approach and method
of computing the Hypothetical RAB is consistent with the provisions of the SSA

and proceeded to compute the same as is shown in the following table:

Table 8 Authority’s Computation of Hypothetical RAB

Hypothetical RAB as decided-"by.'th.él-‘Aa‘tﬁéfi'_ty» Amount
s N, (Rs. in crore)

‘Revenues at prevailing ‘tari'ffs*'l_;il"t.")_._':","'the \year
2008-09 [A] Bl \ G\

433.51
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Hypothetical RAB as decided by the Authority Amount

(Rs. in crore)
| Landing Charges 243.51
| Parking & Housing Charges 13.40
Passenger Service Fees 85.16
Baggage X- Ray Revenue 3.63
In-Line X-Ray Revenue 15.34
| Fuel Throughput Revenue 72.477
| Aeronautical Expenses [B] 385.23
| Operation and Maintenance Cost 385.23
Corporate Tax pertaining to aeronautical services at
the airport 0.00
| Eligible Target Revenue C = (A-B) 48.28
Capitalisation Factor (@ WACC) [D] 10.33%
Hypothetical Asset Base = C /D _ 467

Decision No. 10. Decision on Hypothetical Regulatory Asset Base and

Depreciation

10.a. The Authority decided that the Hypothetical RAB be taken as
Rs.467 crore.

10.b. Further the Authority decided to depreciate the Hypothetical
RAB at the tariff year wise average depreciation rate for aeronautical
assets.

13. Inclusion of Financing Allowance in the RAB

13.1. In the Consultation paper the Authority had proposed that the financing
allowance claimed by DIAL as part of the regulatory base for aeronautical assets

should not be considered for the purpose of tariff determination.
Stakeholder Comments

13.2. No specific comments have been offered by the stakeholders including
DIAL in this regard. '

Authority’s Examination

13.3. The Authority’s approach is m"ceﬁfoémai;»pwth the provisions of the SSA

i

and it finds no reason to deviate fJ*Om/thepsa@e

——— ——————
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Decision No. 11. Decision on Financing Allowance:

ii.a. As the SSA does not contemplate provision of financing
allowance the Authority decided not to consider the financing
allowance claimed by DIAL as part of the regulatory base for

aeronautical assets for the purpose of tariff determination.

14. Cost of Debt

14.1. The Authority had in the Consultation Paper proposed the following:

14.1.1. not to consider the upward revision of 0.5% p.a. in the interest
rates on the basis of continued increase in RBI repo and reverse repo rates
since March, 2010 and a similar increase in SBI PLR, as proposed by DIAL in

respect of the rupee component of the debt for the balance period:

14.1.2.  to consider the figure of Rs.1591.79 crore in rupee terms in respect
of the ECB component based upon the actual conversion rates applicable on

dates of drawal.

14.1.3. not to consider any adjustments related to foreign exchange

variations and disallow foreign exchange adjustments from ECB Loan.
Stakeholder Comments

14.2. IATA have supported the Authority’s proposal for considering 12.17% p.a.
for actual and future debt and have further stated that the past rate increases by
RBI cannot be used as the basis to forecast interest rates. A more reasonable
approach (given the Iack of other means for forecasting future rates) would be
to use the actual cost of debt. IATA have also supported the Authority’s
proposal that variations in foreign exchange should not be considered for. tariff
determination. IATA have stated that the cost base cannot contain a component
that may or may not materialize. Besides, the airport should be able to hedge its
foreign currency debt in order to match it with the allowable revenue in local

currency.

14.3. DIAL have requested the Authority to reconsider its position w.r.t interest

cost of debt and provide a reasonable mcrease Further, in reply to IATA’s

‘ Ny
,

observation DIAL have submitted as under
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"We reiterate our stated position that there is no visible reduction in
interest cost and as such the stand of the Authority that interest rates

have reached their peak is not substantiated.”

14.4. The Authority is unable to accept DIAL’s contention that there is no visible
reduction in the interest cost. In fact, the RBI has very recently (17.04.2012)
revised downwards the Repo Rates leading to several bankers reducing the

interest rates.
Authority’s Examination

14.5. The Authority reiterates its position put up for stakeholder consultation.

Decision No. 12. Decision on Cost of Debt (for years 2011-12, 2012-13
and 2013-14) '

12.a. The Authority decided to consider the actual cost of Rupee
Term Loan, paid by DIAL for the years 2009-10 and 2010-11 for the
period 2011-12 to 2013-14. The cost of debt is taken at 12.17% pa.
The Authority decided not to agree to the upward revision of

0.5%p.a. claimed by DIAL in the interest rates;

12.b. The Authority also decided to consider the Rupee value of
the ECB loan at Rs.1591.79 crore based on the Rupee - US Dollar

exchange rate prevalent on the date of drawal.

12.c. The Authority decided not to consider any adjustments
related to currency fluctuations on capital or interest payments or
any other charges in respect of the ECB Loan, the rupee value of

which, is reckoned at Rs. 1591.79 crore.

15. Treatment of the Interest free Refundable Security Deposits

15.1. The Authority had in the consultation paper proposed that the cost of RSD
may be taken as zero for the purposes of calculating the WACC (Refer para 255
to 266 of CP 32) as the cost of this amount to DIAL is zero as the security

‘deposits are interest free.
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Stakeholder comments

15.2. Comments have been received from IATA, APAO, ACI, Fraport,
ASSOCHAM, CII, MoCA and DIAL

15.3. IATA have supported the Authority’s conclusions on disallowing any return
on the interest free deposit as DIAL is not paying any interest expenses on the
deposit (and therefore, there is no cost involved), and it is unreasonable to ask
users to pay any amount above that of the related depreciation of the assets

being financed by this interest-free deposit.

15.4. APAO have stated that while the Authority has not provided returns on
capitalized airport asset funded through RSD by considering it as zero cost
funds, it is evident that there is an opportunity cost associated with RSD in
terms of.the foregone lease rentals. Professor Ashwath Damodaran defines cost
of capital as “opportunity cost of all the capital invested in an enterprise”.
Lenders have treated the RSD funding as part of promoter’s contribution (quasi-
equity). RSD utilised to fund the capex is expected to have risk inherent to that
associated with equity. There are examples from other infrastructure sectors
where regulators provide a pre-specified return on the capital employed by the
concessionaire and do. not consider the sources and associated costs of capital
while calculating tariff. In view of the same, APAO have requested that the
Authority - should consider providing returns on RSD commensurate with the

return on equity.

15.5. ACI have submitted that it should be appreciated that the airport operator
was under no compulsion to invest the money received from deposits in building
the airport infrastructure and these funds, having been applied for the purposes
of project financing, are akin to equity infusion by the JVC, and hence should
attract similar rates of return as equity. ACI have suggested the Authority to

consider providing appropriate equity related returns to RSDs.

15.6. Fraport have stated that the SSA entered into by DIAL provides for a
reasonable return on any investment made in the project. They have stated
that- o "

"We would like to mention that Refundabie Secur/ty Deposits (RSD)

were introduced as a part of the prOJect cost fw‘gdlng right from when

T2 =i

R
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the first estimates of sources of funding were made. The JVC had to
resort to this means of funding due to constraints in raising further

equity or debt.

In March 2008, we were made to sign an undertaking from the
lenders that any shortfall in the deposits will be made up by infusing
additional equity. There cannot be stronger proof of the fact that

these deposits are akin to equity.

It is important to mention here that the equity partners are nowhere
obliged to reinvest the returns/funds accrued from non-transfer.
assets into the airport project itself. The jVC could have utilized the
same funds in other ventures or to pay-out dividends to the
consortium members, who in turn could have used it for different

investment opportunities.

It is only fair that the opportunity cost of the productive deployment
of these funds elsewhere should be provided and hence, in our view,
should be treated as Quasi Equity eligible for a Return on Equity
(ROE).

Giving zero returns in fact is sending signals that in future RSDs
should not be used for funding future Capex and rather rely upon

debt or equity. This itself will be counterproductive.”

15.7. ASSOCHAM have stated that the long term security deposits taken by
DIAL are of 30 years + duration and in their view, deposits with such long terms
should be treated as equity. Taking upfront deposits also have a significant
bearing on the rental charged, which have been pegged lower due to the deposit

monies received. Further they have added that

"From an opportunity cost perspectfve, it should be noted that DIAL
was not obliged to reinvest the deposit monies back in the business
as a means of project funding. Having done so, this source of finance
should be treated as equity and a return equal to the return on equity

determined should be allowed.” w':,:':_;

fv""‘"“

15.8. CII in their submission have stat‘ed 2 _Iun r; \
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"Commercial: In setting up the price cap, AERA will have regard to
the need for the JVC to generate sufficient revenue to cover efficient
operating costs, obtain the return of capital over its economic life and
achieve a reasonable return on investment commensurate with the

risk involved.

The SSA mandates the Regulator to provide a reasonable return on
any investment made in the project by the concessionaire. The
refundable security deposits are treated in the books of the
concessionaire and are in its custody. The utilization of the same
would also be dependent on the decision taken by the concessionaire.
If the concessionaire has chosen to invest the same in this project,

such amount should earn a reasonable return on investment.

Considering the above argument, the Regulator should provide at
least the cost of debt in rupee terms for this investment made by the

Concessionaire.

Providing any return less than the cost of debt in rupee terms would

be against the spirit and principles laid down by the SSA.”

15.9. The MoCA have in their letter dated 12.03.2012, forwarded a study
conducted by AAI through SBI CAPS. MoCA in this letter state that:

"On the Quasi Equity for the airport sector, the study has concluded

that the rate of return would depend on the type and features of the
instrument being .used for such form of finance. The report further
states that in case of Quasi Equity, the risk/return profile lies above
that of debt and below that of Equity.”

15.10. DIAL have stated that the Authority has accepted the approach as
outlined in the OMDA and SSA, in respect to the revenue (currently lease
rentals) from Non Transfer Assets (NTA) to be kept outside the regulatory
purview of. tariff determination. However, the upfront deposits generated from
the same lease agreements, used for part financing the project cost, have not
been allowed any return whatsoever. .,.

15.11. They have submltted,.»t’ﬁé’;?m ":‘
that -cash flows from NTA’s, us a? ahcing 'ﬁ\the Aeronautical RAB, have to

be considered on arms- Iengtr{ b%sm
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disregard their economic significance and their intrinsic cost and in effect
tantamounts to providing a 100% cross subsidy in the tariff determination when
zero cross subsidy is énvisaged on the concession documents from NTA. They
have stated that had DIAL on its part invested this money in any other venture,
it would have earned a return and was not under any compulsion to structure
the land monetization to receive large security deposits which it did in the larger
interests of ensuring requisite funds to ensure timely completi'on of the
expansion and modernization project. The submissions of DIAL are extracted as

under:

"We have provided our detailed response to the observations of the

Authority as under:
a) Authority’s Argument

As regards DIAL's argument that this amount was available to DIAL
to be used as it wished, and without the requirement of using it for
the airport project, this appears to be a matter of interpretation of
the covenants of SSA and OMDA, which is in the domain of Gol and
AAI. However, it is observed from the records that the DIAL have
been consistently projecting RSD as a distinct head in the means of

finance and separate from equity.
DIAL Response

The OMDA and SSA do not discuss Refundable Security Deposits
(RSD) as a source of financing. However it is clear that the revenues
from NTA should not be used for cross subsidizing the aeronautical
charges. It is also clear that RSDs have been used for funding the
modernization and up gradation project of Delhi Airport. Providing a
zero return on these funds, thus in spirit tantamount to cross
subsidizing the aeronautical charges which js not the intent of the
OMDA and SSA. The depiction by DIAL of RSD as a distinct head
separate from equity is a presentation issue and this does not change
the nature of deposits as being quasi-equity or funds having the
under/y/ng element of equity. Jt«-l(s .5/50 /mportant to note that
lenders, majority of who are pdbf/g Sector ‘banks have treated RSD as

quasi-equity for the purpose bf @ébt Eq_urty coVenant of lenders.
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b) Authority’s Argument

Further, DIAL has been permitted to levy DF after exhausting all
other means of finance including RSD. The Authority has separately
stated that it will permit DF only as a measure of last resort.
Therefore, DF would not have been permitted to DIAL in case it would
have applied a ready source of finance like RSD for any other
purpose. In this light, the argument that RSD amount was available
to DIAL to be used as it wished can at best be termed as

hypothetical.
DIAL Response

No doubt DIAL has used the RSDs for funding the Delhi Airport
project and sought and obtained DF for the shortfall that could not be
met from any other sources. However this does not imply that DIAL

should not be permitted any return on these funds.

= We had taken equity to maximum extent possible and are

allowed a return on them.

= We had taken debt to maximum extent possible and are

allowed a return on the same.

* We had taken deposits to maximum extent possible; however

we are not being allowed any return on the same.
This treatment is not appropriate.
c) Authority’s Argument

261. The cost of this amount to DIAL is zero as the security deposits

are interest free.

Further, SSA contemplates a return on RAB on WACC basis, which

has been defined therein as under:

"WACC = nominal post-tax weighted average cost of capital,

calculated using the marginal rate of corporate tax”
f,ﬂ,,. -

by.@k]ng into account the cost of
1 thé\;aS‘e of RSD is zero. In this
i/

\

Thus, WACC has to be ca/
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and proposes to consider its actual cost, i.e., zero for computation of
WACC.

DIAL Response

The argument that a zero interest deposit has no inherent cost is
incorrect and fallacious. By this argument we will be building the
fa//acfous logic that equity should also not be allowed any return since
it has no designated or promised return. Further, DIAL could had
invested the RSD into alternate avenues which would have enhanced
the bottom line and reserves, which could have been used for.
distribution of dividends and/or capitalization of reserves i.e for
creation of further equity capital. Therefore, RSDs are akin to equity

and should get equity-benchmarked returns”

15.12. DIAL have also furnished the extracts from the report of KPMG on
the Return on Deposits in other infrastructure sectors and also furnished an
opinion from Opinion of CARE (Credit Analysis and Research Limited) in support

of their claim which are extracted as under:

KPMG has assessed other sectors where a return on the investment is
allowed, even if they are funded from deposits. The relevant extract

from the report is as under;
a) Compressed Natural Gas & Natural Gas:

"PNGRB, in its guidelines, has clearly acknowledged that security
deposits would form part of the company’s liability and it should not
be reduced from the total capital employed while determining the

network tarift.

Further the guidelines allow the entity to earn a reasonable rate of
return on entire Capital Employed. Relevant extract from the

requlation are stated below:

« Entity may collect refundable interest free security deposit as
specified under the Petroleum and Natural Gas Regulatory Board
(Authorizing Entities for Lay/ng, Bu//dmg, Operating or Expanding City
or Local Natural Gas D/str/putfgn NetWOst) Regulations, 2008. Such
deposit is towards the safé keeﬁfng oi‘ the meter and is to be
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refunded in full to the domestic PNG customer in case of a dis-
connection. Further, since the amount collected as interest-free
refundable security deposit shall exist as a liability in the books of
accounts of the entity, the same shall not be reduced from the total

capital employed while determining the network tariff.”

« The reasonable rate of return shall be the rate of return on capital
~employed equal to fourteen percent post-tax considering the rate of
return on long term risk-free Government securities and the need to

incentivize investments in creation of CGD infrastructure
b) Ports: TAMP Guidelines

= "Return will be allowed on Capital Employed (ROCE), both for
Major Port Trusts and Private Terminal Operators, at the same
pre-tax rate, fixed in accordance with the Capital Asset Pricing
Model (CAPM).” '

"Conclusion: The Authority has proposed to provide zero returns on
capitalized airport asset funded through RSD. However, it is evident
that there is an opportunity cost associated with RSD in terms of the
forgone lease rénta/s. Also, lenders have treated the RSD funding as
part of promoters contribution (quasi-equity), therefore, RSD utilised
to fund the capex is expected to have risk inherent to that associated
with equity. Additionally, there are examples from other
infrastructure sectors where regulator provides return on the capital
employed by the Concessionaire and does not consider the cost of

funds while calculating tariff.”
Opinion of CARE (Credit Analysis and Research Limited)

We had appointed CARE to give us an opinion on the treatment of the
RSD. CARE through their advisory subsidiary Kalypto Risk Technologies
(P) Ltd gave us an independent opinion on the treatment of return to be

allowed on RSD. They have opined as under:

The relevant extract from their report is as follows:

f'xl e 2 W,
“In light of these facts, the afﬁ'a"" é ﬂmb_/./fsed through RSD exhibits

- equity like features and as su qu;

‘"‘f,'es for'. ."e/ng treated as quasi

equity and thus being e//g/b{e f{)r c/o equ[t_'jl} feturns
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Authority’s Examination

15.13. It is observed that the Airlines and their associations have
supported the Authority’s proposal to not allow any return on the interest free
RSD as DIAL is not paying any interest expenses on the deposit (and therefore,
there is no cost involved). APAO, ACI, ASSOCHAM, Fraport have, on the other
hand, requested that the Authority should consider providing returns on RSD
commensurate with the return on equity. CII have requested that the Authority

should provide at least the cost of debt in rupee terms for this investment.

15.14. The Authority notes that SBI CAPS have in their report, inter alia,
commented on Quasi Equity as it is normally understood and treated in the
financial literature. The MoCA, while forwarding the report have stated “"On the
Quasi Equity for the airport sector, the study has concluded that the rate of
return would depend on the type and features of the instrument being used for .
such form of finance.” The Authority, however, noted that SBI CAPS report does
not state that refundable security deposits raised by DIAL be treated as Quasi
Equity. |

15.15. Briefly stated the Authority had proposed to consider RSD as zero

cost means of finance for the following reasons:

15.15.1. OMDA defines equity as under:

" 'Equity’ shall mean the paid-up share (equity and preference)
capital of the JVC and shall include any Sub-ordinate Debt advanced
by shareholders of the JVC to the JVC, provided that the Lenders’ or
their agent classifies such Sub-ordinate Debt as equity and conveys
the same by a written notice to the AAI; provided however that
notwithstanding the foregoing, any amounts that have been infused
in the JVC as paid-up share capital or Subordinate Debt would not be
classified as 'Equity’ to the extent that such amount do not related to

Transfer Assets.”

Therefore, only the items specifically stated therein can be considered as

“equity” and it may not be permissible to mclude any other items therein.

15.16. Further, the cost of thlS aﬁouﬂt to DIAL is zero as the security
deposits are interest free. The SSA an;emplates a return on RAB on WACC basis

which has been defined as under:
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" WACC = nominal post-tax weighted average cost of capital,

calculated using the marginal rate of corporate tax”

Thus WACC has to be calculated by taking in to account the cost of each

component of capital, which in the case of RSD is zero.

15.17. The matter has been further considered by the Authority in light of
the stakeholders responses. The Authority finds that there are two limbs of the

case made against the treatment proposed by it, namely:

(i) The RSD having been raised from Non Transfer Assets, it was open to
DIAL to use the same at its “will”;

(i) The money raised from the RSD having been invested in the project
DIAL needs to be compensated at least to the extent of opportunity

cost.
These issues are addressed as under:

Amount was available to DIAL to use at its “will”:

15.17.1. Of the total land of about 5000 acres, which was leased out to DIAL
by AAI around 245 acres of land is permitted for commercial exploitation by
DIAL. The Authority is of a considered view that grant of valuable land to DIAL
(at no cost) can be treated as subsidy in kind by AAI / Government. The
Authority has also found no warrant in SSA or OMDA to indicate that this land
was given to DIAL to be used in a manner that it deems fit without using the
proceeds for public purpose, nhamely, expansion and modernisation of Delhi
Airport. |

15.17.2. DIAL have indicated a scenario where it could have invested
proceeds of Rs.1471.51 crore into alternative avenues for purposes other than
putting into the airport project. Apart from going into the question of the
provisions of SSA and OMDA, governing use of funds available with DIAL, this
argument is premised upon the underlying assumption that the land which
has been leased out has no inherent purpose attached thereto. In the
Authority’s view, there is a need to make d|st1nct|on between the corporate
entity of DIAL (Special Purpose \f;ed/nLcle) and Qfs |nd|v1dual shareholders. The

N

issue in question is that the

shareholders but by the corgqr te e,.,__:"_g', na éLy, DIAL. DIAL’s argument

does not seem to take into accou

—
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15.17.3. As per Article 1 of the lease deed agreement the project is defined
as ‘“design, development, construction, finance, management, operations,
maintenance of the airport” as provided for under the OMDA. Article 2 on
grant of lease in clause 2.1.1 stipulates that the demised premises are to be
held by the SPV for the sole purpose of the project. The Authority believes
that the use of land is to be made for the project of DIAL and alternative
avenues merely to enhance the bottom line and reserves without at the same
time keeping in sharp focus the purpose, namely, the airport, is not

contemplated in these agreements.

15.17.4. DIAL is a Public Private Partnership (PPP) Venture. It is appérent
from records that the RSD amount was always factored as a means of finance
for the capital cost of the project. The DF is a pre-financing measure and
according to the ICAO’s guidelines is to be invoked as a measure of last
resort, that is to say, after exhausting all possible means of finance. Hence,
the Authority finds that the argument of DIAL that the RSD amount could
“have been used elsewhere, is difficult to accept. At the same time, the
Authority is unable to go into hypothetical alternative écenarios of varied
treatments that could or could not have been given to the RSD. It has to
examine the cost as it is. Since, the cost of this means of finance was zero,
the Authority could not have considered any other cost “along with

opportunity cost” for these deposits.

15.17.5. It would also be relevant to highlight here that several
stakeholders, at the time of determination of DF, had stated that the Authority
should not determine any DF as it was not contemplated under the provisions
of SSA/OMDA. 'The Authority had, in its order on DF, clearly brought out that
it was acting under the prov.isions of the AERA Act in determining the DF and
determined the same at Rs.3415.35 crore. The A'uthority, therefore, believes
that keeping the overall context of PPP, the public purpose of modernization
and expansion of airport, grant of valuable public land to DIAL for this
purpose, and the capital relceipts which the company has been able to raise, it
did not have any o'ption other than investing the RSD amount in the airport

project and the arguments and su‘tﬁ"ﬁsﬁma to the contrary are untenable.
,u- "

15.17.6. 1t will also be relevaprt to 1lhllghqu-ht shere that at every stage DIAL

¥|nan e for the project. The Authority
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finds that DIAL vide letter Ref. No. DIAL/2008-09/FIN/0392 dated
09.05.2008, addressed to MoCA had stated as under:

"Refundable Security Deposits was always envisaged as a means of
finance at various stages i.e. (a) at the time of bidding (b) at the time
of submission of revised A6 post award of the bid (c) at the stage of
master planning and (d) lenders due diligence of DIAL’s business

plan.

DIAL has submitted several legal opinions from various eminent legal
practitioners stating that the collection of Refundable Security
Deposits by DIAL does not amount to any contravention of the
provisions of the Operation, Management and Development
Agreement ("OMDA”) executed between DIAL and the Airports
Authority of India ("AAI”). We understand that the learned Attorney
General of India has also given an opinion in similar line in this

matter.”

Therefore, it is apparent that DIAL's present argument that RSD could have
been used by them at ‘will’ for purposes other than for airport project is an
afterthought. It is also apparent from the above that DIAL was at various
forums pressing for raising RSD from land monetization for the purposes of
the project. Therefore, it is difficult to agree with their present submission
that they should now be compensated for the “opportunity cost associated

with RSD in terms of lease rental foregone”.

Opportunity Cost

15.17.7. The concept of opbortunity cost comes as “a return foregone by
investing in a project rather than investing in securities” (Principles of
Corporate Finance, 8" Edi. By Brealey, Myers, Allen and Mohanty, Page 16).
SBI Caps’ report mentions that “in order to determine cost of a particular
guasi-equity instrument, it would be necessary to analyse the details of
transactions and underlying agreements”. It does not therefore appear that
the concept of opportunity cost is explicitly !_i_n_ked to the issue of cost of quasi-

equity as opined by SBI Caps. ' , g o,

meamng flowing from the subrfnsuon IAL, 't

.

}vould be reasonable to
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presume that there is some fixed number or at least a reasonably narrow
range of values for that number that DIAL may have in mind as a reference.
For “opportunity cost” there are a large number of alternative instruments for
investments; e.g., government securities, corporate debt (with different term
structure of interest rates), bank deposits, equities etc., having a fairly large
range of values. Further, by that logic, the equity brought in by promoters
should also be referenced to that number or narrow range of numbers, and
that return on such equity should also be referenced to that number, an
argument which in view of the Authority would be incorrect. Furthermore,
should DIAL be able to obtain certain debt component at a cost below this
reference number, -by the logic of opportunity cost, it would appear that this
low cost debt should also be given not the actual cost thereof but (higher)
cost referenced to that opportunity cost number, an argument which also in
the opinion of the Authority is untenable. In short, the project is financed
through different component of means of finance and each component would
have to be reckoned on its own as far as cost thereof is concerned, the only
exception being the ordinary equity (as opposed to preference share) the
cost of which itself becomes a subject matter of determination (in this case
through CAPM methodology). Since the RSD, as a means of finance, had been
obtained at zero cost, the Authority is unable to consider any “opportunity

cost” reference point to include in the cost for RSD.

15.17.9. The AAI, a Public Sector Undertaking with full Government
ownership has leased about 5,000 acres of land for the purposes of airport
development to DIAL. AAI has not charged any amount for this land. A 'part
of this land, namely, 245 acres is also permitted by AAI to DIAL to be
commercially exploited. Monetisation of 45 acres of this land has resuited in

the following two streams:

i) Capital Receipts of Rs. 1471.51 crore which are interest free
security deposit to be refunded after a period of 57 years.
ii) A revenue stream of around Rs. 2 crore per acre per vyear

escalating, as Authority is informed, by 5% per annum.

15.17.10. An argument which could be raised is that |f the Authority were to

give some reasonable return (on RS@) DLAL Quld in any case have to share
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injurious to AAI (a Public Sector Undertaking). The Authority is unable to
agree with this argument for the reason that if the Authority were to give
some return on the 'RSD, 54% thereof would be available to DIAL. This would
imply that by making grant of this land to DIAL, AAI has deprived itself of
54% of the proceeds of RSD.

Other Arguments

15.17.11. DIAL have stated that the revenues from non transfer assets should
not be used for cross subsidising the aeronautical charges. The Authority
notes that the receipts from exploitation of 45 acres of land and resulting into
Rs.1471.51 crore are in the nature of capital receipts and cannot be treated
as revenue. The Authority is also informed that in addition to capital receipts
(which have been used as a means of finance in the capital project cost), DIAL
is also in receipt of annual rental of around Rs.1.8 crore to Rs.2 crore pér acre
from the sub-leases of this land. The Authority has not taken into account
this revenue (totalling around Rs.90 crore p.a) towards calculation of
aeronautical tariff, The Authority, therefore, believes that its treatment of
capital receipts i.e., RSD, is in accordance with the proviéions of SSA and
OMDA. Since the deposits are interest free, the Authority has also given no

interest on these deposits.

15.17.12. DIAL have argued that the treatment proposed by the Authorfty
amounts to saying that the zero interest deposit has no inherent cost, which is
incorrect and fallacious because according to it, on that ana|ogy, equity should
also not be allowed any return since it has no designated or promised return.
Comparing equity to RSD, in view of the Authority, is incorrect. The equity is
put by the promoter of a venture into a project in expectation of certain
return consistent with the risk profile of the project. If DIAL’s argument is to
be accepted, the return on equity would be equated with, say, the cost of debt
and the equity holder would be entitled to a return merely as a lender, which

would be unfair.

15.17.13. Some of the comments compare RSD with deposits collected by the
regulated entities in other regulatory regimes like PNGRB or TAMP. The
Authority is informed that the regul'a‘tory methodology for determining
" relevant tariffs is different in d;i‘fereﬂt regw QW regimes. The RSDs in the

case of DIAL have arisen from e%E)Im{"I’ én of #@md given free of cost by AAI
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for the express purpose of airport expansion and modernisation. Hence the
Authority believes that the nature of RSD and the deposits collected by the
regulated entities in other regulatory regimes is qualitatively different. To
compare them therefore would be incorrect.

15.17.14. The Authority would also like to reiterate that the treatment of RSD
for the purpose of tariff determination under the AERA Act and keeping in
view the provisions of SSA and OMDA is to be made entirely within the
confines of the Act and the SSA and OMDA. Other entities like lenders or the
bankers may, as per the normal procedures in their operations, give different

treatment to this RSD.
Decision No. 13. Decision on RSD:

13.a. The Authority decided to consider RSD as a means of finance

at zero cost.

16. Operating Expenses, allocation mechanism and Efficiency

Factor

16.1. In the Consultation Paper, the Authority had proposed to accept the
forecasts made by DIAL in respect of opex and its allocation mechanism. The
Authority had also proposed that it may commission an independent study to
benchmark the operating costs of IGI Airport, New Delhi and if the opex (actual
and forecast) proposed by DIAL is at variance with the indepe.ndent assessment,
the Authority will consider appropriately truing up the figures (Refer para 282 to
. 284).

Stakeholder Responses

16.2. Cathay Pacific have stated that DIAL have proposed Rs.3088.34 crore
from 2009-2014 and the Authority has accepted the proposal as limited time is
available, but may review it later. They have stated that it is difficult to

comment as details are not available.

16.3. IATA have requested the Authority to carry out an independent
assessment (via a bottom up as wellﬁgg__g_top-down analysis) of the operating
cost efficiency of DIAL. Further,,fA’FA}Ha.veﬁE}}‘sQ. stated that, as highlighted in
the section regarding RAB, an af%pdr{ -_.;.__:; g %ri:(a dual or hybrid till will have a
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significant incentive to allocate costs to aeronautical activities and it is entirely
plausible that the portion of operating costs allocated to aeronautical activities is
too high and have in s'upport attached the European experience on allocation of
opex bears out this observation. Given that cost allocation of operating
expenditure has a significant impact in the calculation of charges, IATA have
requested the Authority to carry out a thorough analysis of DIAL’s allocation
practices and to make any necessary adjustments of the allowable revenue

through clawback.

16.4. IATA have also expressed their concerns with regards to DIAL operating

expenditure calculations, due to the following:

16.4.1. Operating costs almost tripled between 2009-10 and 2013-14.
Although the operating costs of a new terminal are activated, the increase

appears too high.
16.4.2. The Delhi cost benchmark (carried out by Leigh fisher) does not

make comparisons on a Purchase Power Parity (PPP) basis. Without such an
adjustment, comparisons on airport costs are meaningless. Given the
significant difference between Delhi costs (in USD) at market rates and PPP
rates, the conclusions of the Leigh-Fisher analysis could be significantly
different if the latter approach was used. Moreover, Delhi airpor’t has the .
incentive to overestimate its forecast 2011-12 figures as these are being used
as the base for forecasting 2012-13 and 2013-14 figures. As such, there is a
need to scrutinize the significant cost increases being foretasted. For better
accuracy, more up-to-date interim financial figures for 2011-12 should be
used as the base for forecasting future expenditure.
16.5. DIAL have in their response to the Consultation paper stated that the
Authority should consider the effect of change to the cost allocation mix based
on disallowance of the DF Order. The revised cost allocation mix submitted by
DIAL is as under: |

Table 9 DIAL’s Revised cost allocation mix

| Cost Heads ' Allocation % | Revised Allocation %
_ submitted by DIAL submitted by DIAL

Staff Cost 89.79% 91.44%

Administrative & General Expenses 70.28% 71.11%

| Electricity & Water Charges <7 7100.00% 100%

Operating Expenses e =T 9189% 93.31%

" Airport Operator Fee T e 87.54% 88.78%

| Property Tax el GEi 87.54% | 91.69%
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16.6. DIAL have however, accepted the Authority’s proposal of treating VRS
payments as operating cost in lieu of amortization as proposed by them.
Further, they have also clarificd that the VRS monetization rcferred by the
Authority over the concession period is for period of 60 years (and not 30 as

mentioned in Consultation Paper)

16.7. DIAL have also requested the Authority that the manpower cost of Inline
Baggage screeners should either be allowed as an operating cost in the tariff
determination or a clear direction be given in this regard so as to allow the same

operating cost while determining the PSF Security charge.

16.8. In response to the comments of Cathay Pacific, DIAL have submitted that
the Authority has clarified the items of cost that are subject to true up and these
include the statutory taxes and cost relating to rate of unit of electricity and

water.

16.9. Further, in their clarifications to IATA’s comments, DIAL have submitted
that the cost projection for FY 12-13 are fully backed up with the fund-centre
level details for each and every function of DIAL and the same have been
subject to review by the Authority. As regards increase in operating costs, due
consideration has to be given to increase in scale of airport infrastructure as

follows:

16.9.1. The terminal area post T3 has increased from a total of 1,25,160
sgm. to 6,79,047 sgm. which is a 442% increase.

16.9.2. The escalators in terminals have increased from 6 to 40 which is

566% increase.
16.9.3. Elevators have increased from 19 to 82 which is 331% increase.

16.9.4. Passenger Boarding Bridges have increased from earlier number of
12 to 90 which is 650% increase.

16.9.5. Similar area increases have also been there in the airside and city

side facilities.

However, the proportion of the increase in the operating cost is
much lower than compared to the increase in the infrastructure and

has been proved by various analysis submitted to the Authority.

16.10. As regards the TIATA suQﬂ("

»}

] "ft%}ggct of cost benchmarking on
PPP basis, DIAL have submitted Fﬁa :
£

“é«a’based on the comparative
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purchasing power of different currencies for a basket of basic consumer goods,
such as food and clothes, equipment and construction services. .PPP as a basis

for comparing operating costs at airports is inappropriate because:

16.10.1. It is certain that the basket of goods will not include items which
are included in operating costs of an airport. In fact it seems unlikely that a
significant proportion by value of the goods included in the basket would be

bought by an airport on a regular basis.

16.10.2. There are two different types of PPP (world price and superlative)

and there is much academic debate as to their relative merits.

16.10.3. The original concept of PPPs was that they were intended to enable
comparisons of prices to be made between two countries only. Multi-country

comparisons using PPPs, therefore, become extremely complex;

. 16.10.4. The basket of costs applies to the whole economy including, for
example, the agricultural sector: it is unlikely to be appropriate for the costs

associated with advanced technology industries such as aviation;

16.10.5. PPPs lack the recognisable quality of the Dollar, are not readily
accessible (they are not quoted in foreign exchange listings) and are not

widely understood outside of academic circles;

16.10.6. PPPs do not reflect the underlying position for airports’ airline

customers, who pay in cash at prevailing exchange rates, not in PPPs.

16.11. For these reasons, DIAL have stated that comparisons must be
limited to Dollar-based amounts; and that the use of PPPs is potentially
misleading; and that it is also significant that PPPs have never, as far as they are
aware, been used in comparisons made by IATA when looking at airports in
developed countries. DIAL have further highlighted that the they had carried out
the analysis and benchmarking of the operating costs in INR, Dollars and SDR;S

to ensure a balanced analysis.

16.12. DIAL have submitted that SDR’s are also one of the most widely
accepted yardsticks of benchmarking amongst various countries. SDR is an IMF-
based basket of leading currencies as used in benchmarking publications, which
is calculated from the trade-weighted values of four G8 nation currencies,
namely, the Euro, the US DoHar,Steerlngandthe Yen. The use of the SDR is

most beneficial as it helps to smooth ot gomeé _'"’bff'..the larger fluctuations which
: | ¢ R
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appear over time when comparisons of this sort are made against a single
currency, such as the US Dollar. Therefore, DIAL have submitted that the total
operating cost forecasted for FY 2012-13 had been independently benchmarked

and admitted as one of the lowest amongst comparable airports.
‘Authority’s Examination

16.13. The Authority has noted that the IATA have raised important issueé
and have suggested a thorough analysis based on which necessary adjustments
of the allowable revenue could be made by way of/ through clawback. The
Authority has decided to commission an independent study to benchmark the
operating costs of IGI Airport, New Delhi and subject to the above opex being
the ceiling, it would review the efficient costs and appropriately true up the
figures, at the beginning of the next control period, if the same are at variance
with the outcome of the independent exercise undertaken. The stakeholders
comments, in this regard, would be shared with the agency carrying out the

independent assessment on behalf of the Authority.

16.14. In respect of the costs related to electricity and water charges, the
Authority had noted that these are determined by respectivé regulatory agencies
and, it was proposed that the Authority will consider the change in per unit rate
of cost related to electricity and water charges for the purpose of corrections to
tariffs. In this regard, it is observed that since the operating costs being
considered for the tariff determination exercise are taken as efficient costs,
hence in respect of electricity and water charges the unit rate of water and
electricity only should be trued up as part of operational expenses at.the
beginning of the next control period. However, the underlying quantity/volume
of water and electricity will not be trued up for the purpose of corrections to the
tariffs. For example, if the utilised quantity of water forecasted for tariff year 't’
is 100 KL at per unit rate of Rs.100 per KL, then the operational expenditure in
respect of this water consumption will be forecasted at Rs.10,000. However, if
the concerned regulator revises the per KL rate for water to, say Rs. 200 per KL,
and the consumption is reported by DIAL as 150 KL for tariff year ‘t’, then for
the purpose of truing up, the Authorlty wiill. gonsuder per unit rate of Rs. 200 but
61: 10\(;)\}&!5_ for tariff year 't’ during true

will retain the quantity of consump_.tl_;';_.

up. .
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16.15. The Authority has after the consultation stage received the
provisional opex figures for the FY 2011-12, as indicated in Table 10 below, and

has considered the same in its present calculation of the X factor.

Table 10 Details of opex considered for the FY 2011-12

Details of Aeronautical Expenses - | Rs in crore
| (2011-12 provisional)
Staff Cost 135.26
' Administrative and General Expenses 87.77
Electricity and Water charges 98.15
| Operating Expenses 331.62
 Airport Operator Fee 36.00
Property Tax 13.13
Total 701.94

It is to be noted that the this provisional figure of Rs.701.94 crore is lower than
the forecasted figure of Rs.860.50 crore which was used at the Consultation

stage.

Decision No. 14. Decision on Operating Expenses and Allocation
Mechanism & Efficiency Factor

14.a. The Authority decided to accept the forecasts for 2012-13
and 2013-14 made by DIAL for the present. It decided to commission
an independent study to assess the efficient operating costs of 1GI

Airport New Delhi for the entire control period.

Truing Up: 4. Correction / Truing up for Decision No. 14

4.a. The Authority decided that, if the costs of efficient operation
and maintenance, assessed in the independent study are lower
than the values used by the Authority, then it will claw back
this difference in the next control period commencing from
01.04.2014. '

4.b. The Authority decided that the following factors be reviewed
for the purpose of corrections (adjustments) to tariffs on a

Tariff year basis

i) Mandated costs iﬂbuffe_‘d.f{,_ljjqe to directions issued by

regulatory agencies ”kEDGC'A,
Xighti s \ @

¥
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ii) Change in per unit rate of costs related to electricity and
water charges as determined by the respective regulatory

agencies;

iii) All statutory levies in the nature of fees, levies, taxes and
other such charges by Central or State Government or local
bodies, local taxes/levies, directly imposed on and paid for
by DIAL on final product/ service provided by DIAL, may be

- reviewed by the Authority for the purpose of corrections
(adjustments) to tariffs on a Tariff year basis. Furthermore,
any additional payment by way of interest payments,
penalty, fines and other such penal levies associated with |
such statutory levies, which DIAL has to pay for either any
delay or non-compliance, the same would not be trued up.
On the input side if DIAL has to pay higher input costs even
on account of change in levies/ taxes on any procurement

of goods and services, the same would not be trued up.

17. Manpower

17.1. In the consultation paper, the Authority had proposed to adopt initial
manpower projections in lieu with the principles of efficiency. (DIAL had
projected 1471 as the manpower requirement till 2013-14. Subsequently, the
actual manpower has been certified as 1494 (Refer para 285 to. 287 of CP-32))

Stakeholder Comments-

17.2. IATA have supported the aforesaid view of the Authority.

17.3. Cathay Pacific have submitted that it is difficult to comment as details are
not available and have no idea for instance whether the figure of 1401
manpower in 2011-12 is appropriate, given that DIAL have outsourced many of

the activities.
Authority’s Examination

17.4. The Authority has observed that e,xcep&jor Cathay Pacific, all the other
oA W poN

stakeholders have not obJected te tﬁéw
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Authority have been duly verified/ certified by auditors. Hence it is found
appropriate to rely on the same for the purposes of the current tariff

determination exercise.
Decision No. 15. Decision on Manpower:

15.a. The Authority decided to adopt 1471 (w.e.f 01.04.2011) as

the manpower requirement till the end of the Control Period.

18. Expensing the Interest on DF Loan

18.1. In the Consultation paper, the Authority had proposed to expense out the
interest paid/payable by DIAL on the loan taken against securitisation of DF
receipts, for the entire period of 01.03.2009 to 30.11.2011 as the. most
appropriate option as adopting any other option would require the Authority to
reconsider the net collections during the periods upto 26.04.2011 to 01.06.2011,
which stand concluded by the judgements of the Hon’ble Supreme Court and
Hon’ble Delhi High Court. The Authority also noted that technically the one
month period of March’2009 is outside the present regulatory period and
proposed to treat the interest paid for this period, i.e., March 2009 as a carrying

cost.
Stakeholder Responses

18.2. IATA have supported the Authority’s proposal on the subject.
18.3. APAO have, while appreciating the pragmatic approach adopted by the
Authority, requested the Authority to treat the interest on DF Loan as part of DF,

thus reducing the X Factor and thereby reducing the increase in tariffs.
Authority’s Examination

18.4. The Authority has noted that the Central Government had approved the
levy of DF by DIAL w.e.f. 01.03.2009, purely on an adhoc basis, to bridge a
funding gap of Rs.1827 crore (NPV as on 01.03.2009). DIAL had securitized this

to raise a loan of equivalent amount (| e., Rs 1827 crore).

18.5. This loan was serviced by 'Di’ﬁj;.-f-ﬁe:ﬁ’DF recelpts Pursuant to the
judgment and Order of the Hon’ble ju{c) & C\ourt dated 26.04.2011, and
subsequent injunction of the Hoﬁble IELIQ Cou hof Delhi, DIAL discontinued
levy of the DF w.e.f 01.06. ZQfl Smggé,que g‘; DIAL claims to have been
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servicing the loan through other resources till the re-imposition of the levy w.e.f
01.12.2011 as per the Authority’s Order No.28/2011-12 dated 14.11.2011.
While passing the said Order the Authority had taken in to account the DF
collection of Rs.1484.08 crore (w.e.f 01.03.2009 to 01.06.2011) on total basis
without providing for interest paid there from. DIAL's Auditors have certified the

interest liability as indicated in Table 11 below.

Table 11 Auditor certified amounts of interest paid for relevant periods

Period Interest paid (Rs.
. In crore)

01.03.2009 - 30.11.2011 350.50
01.04.2009 - 30.11.2011 349.69
27.04.2011 - 30.11.2011 56.90
01.06.2011 - 30.11.2011 47.99

18.6. The Authority has noted that the assets funded out through DF have not
been included in the RAB and the debt raised by DIAL on securitization of DF has
not been considered as an element in the means of finance. Therefore, the cost
of this debt is not being allowed to be recovered through WACC. In this light and
after considering the responses of the stakeholders the Authority reiterates the
position taken in the Consultation Paper and has decided to expense out the
interest for the entire period of 01.03.2009 to 30.11.2011 as the most
appropriate option. Further, the Authority has also decided that the interest paid
for the period, i.e., March 2009 (outside the present regulatory period) should

also be expensed out as operating expenditure.
Decision No. 16. Decision on the expensing out the Interest on DF Loan

16.a. The Authority decided to expense out the interest on DF
Loan for the entire period of 01.03.2009 to 30.11.2011 as operating

expenditure.

19. Rupee-US Dollar Exchange Rate for conversion of forex

earnings

19.1. In the Consultation Paper, the Authority had proposed to have reference
to RBI reference rate USD for latest 6 months, available till 25.11.2011 (which
works out to Rs.46.824) for the tariff determmangn The Authority had noted

that in view of recent trend of sharp movem"ents~|r‘pk{1e exchange rate, it would
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review this aspect further and would use the latest rates (trends) as may be

available to it at the stage of final determination.
Stakeholder Responses

19.2. IATA have supported the Authority’s proposal on the subject.

19.3. Cathay Pacific have observed that the calculation should be done at fixed
Dollar rate and an appropriate hedging should be undertaken by DIAL against
the foreign exchange and the fluctuations should not affect the tariff price

adversely.
Authority’s Examination

19.4. The Authority has noted that the RBI reference rate USD for latest 6
months, available till 31.03.2012 has moved up to Rs.50.66 as compared to
Rs.46.824 which was used at the consultation stage. The Authority has decided

to use the latest reference rates i.e., Rs.50.66.

Decision No. 17. Rupee - US Dollar Exchange Rate for conversion of

earnings in forex of DIAL

17.a. The Authority decided to use the RBI Reference rate for USD
for latest 6 month period available till 31.03.2012 at Rs.50.66 for

conversion of earnings in forex of DIAL.

20. Taxation

20.1. In the consultation paper, DIAL had submitted that the SSA requires
corporate tax pertaining to aeronautical earnings be separately calculated and
added as a building block to compute the final target revenue. DIAL computed
the income tax, on aeronautical income, with the following assumptions:

20.1.1. Treating the Aeronautical Segment as a standalone entity with its

own tax computations, (which may not necessarily reflect the overall tax

computation of DIAL as a whole);

20.1.2. Items excluded from the calculations of the regulatory building

blocks have been excluded from the regulatory tax computation, which

include: //, T

. Non-aeronaug{ ;_ls
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= Revenue share costs as they are mandated to be excluded as

per concession documents;
= Tax Computation has also considered MAT provisions.

20.2. The Authority had in the consultation proposed to consider
actual/forecast tax liability of DIAL in respect of Aeronautical Income, based on

DIAL’s regulatory accounts, computed as under:

Table 12 Actual/forecast tax liability of DIAL for Aeronautical Income, based on DIAL’s regulatory
accounts

‘| Financial Year | DIAL’s forecast/Actual | Forecast based on
(Corresponding to -the | (Rs in crore) the Authority’s
Tariff Year) assessment

| (Rs in crore)
2009-10 - -
2010-11 - -
2011-12 - -
2012-13 645 205%*
2013-14 686 305*

* On account of carry forward losses for the past years it has been
estimated that DIAL will be required to pay only the Minimum
Alternate Tax for FY 2012-13 and FY 013-14.

Stakeholder Responses

20.3. Cathay Pacific have opposed the inclusion of corporate tax pertaining to
AERO service at Airport be included in the cost for the purpose of determination
of tariff. They have stated that the corporate tax liability is below the line
adjustment and cannot be passed on as a cost to the airlines for the purposes of
determination of tariff. It is a liability to be borne by DIAL and not shared by
airlines as part of tariff. AOC have also made a similar observation. They have
stated that corporate tax pertaining to AERO service at Airport should not be
included in the cost for the purpose of determination of tariff as it is the liability

to be borne by DIAL and not shared by Airlines as part of tariff.

20.4. IATA have submitted that, while not much information is provided to allow
an informed assessment, they support the tax calculations on the basis of actual

tax paid and not on theoretical calculations.

20.5. DIAL have in their clarifications to the stakeholder’'s comments submitted

as under:

"The calculation of taxatlon /s standard métlaodo/ogy as per the

provision of the Income Tax !—\ct As régards go Tax being part of
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building block, this methodology of computing target revenue with
tax cost in the building block is in-line with the méthodo/ogy
prescribed in the SSA. It is also a

1. Worldwide practice
2. Practice across all regulatory regimes in all industries
to include tax as a part of building block for tariff determination.”
Authority’s Examination

20.6. The matter has been further examined by the Authority in the light of
stakeholder submissions. The Authority had proposed in the Consultation paper
to consider actual/forecast tax liability of DIAL in respect of Aeronautical Income,
based on DIAL's regulatory accounts. Schedule 1 of the SSA defines the term “T”

s “corporate taxes on earnings pertaining to Aeronautical Services”.

20.7. At the time of issue of the Consultation Paper, the taxes for the first two
years (FY 2009-10 and FY 2010-11) were reckoned on actual. The taxes for
these two years were reckoned as zero as no corporate taxes were paid. For the
FY 2011-12 the forecast of taxes that DIAL will be required to pay was also Nil.
For the two remaining years of the control period (FY 2012-13 and 2013-14) the
Authority was able to forecast only on the basis of regulatory accounts, since it
is not required to go in to the details of the non-aeronautical operating costs or
depreciation; revenue share costs mandated to be excluded as per concession
documents; or the revenue streams from Non Transfer Assets. The Authority has
thus considered only the actual/forecast tax liability of DIAL in respect of

Aeronautical services based on DIAL’s regulatory accounts.

20.8. The Authority also notes that this is a statutory payment due to the
Government. Further, the tax is being expensed out as a cost in the target
revenue computations. Therefore, if the actual tax paid in any of the years (in
the control period) is lower than the tax forecast to haVe been paid (and
accordingly included in the target revenue calculation), it would lead to a
situation wherein DIAL would be unjustly enriched. In view of this, the Authority

has decided that only the actual tax parQ“'Eh“at-Qan be ascribed to aeronautical

services will be reckoned for the purpose ¢ ;?rmmlng the target revenue.

ﬂ_\; alisation of DIAL’s annual
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accounts the difference between forecast and taxes actually paid would be trued

up after review at the end of the control period.
Decision No. 18. Decision on Corporate Tax

18.a.  The Authority decided to take in to account the actual
corporate tax paid by DIAL (apportioned on operations from
aeronautical services) for the year 2009-10, 2010-11 and 2011-12,
For the balance period i.e., 2012-13 and 2013-14 the forecast of
Corporate tax payable on aeronautical services has been used for

tariff determination.

Truing Up: 5. Correction/Truing up for Decision No. 18

5.a. The Authority decided to review the actual corporate taxes on
aeronautical services paid by DIAL, based on the audited
figures as may be available and true up the difference between
the actual corporate tax paid and that used by the Authority in
the forecast. This truing up will be done in the next control

period commencing 01.04.2014.

21. Non Aeronautical Revenue

21.1. In the Consultation Paper, the Authority had broadly sought the

comments of the stakeholders on the following proposals:

21.1.1. The approach for projecting the Non Aeronautical revenue streams
(para 372 of CP-32);

21.1.2. to consider the non-aeronautical revenue arising from the area
admeasuring 8652 sqg.mts (disallowed as per DF Order) for cross subsidy
purpose (para 360 of CP-32);

21.1.3. to introduce a cute counter charge @ Rs. 500 per departing
domestic flight over and above the Rs. 1500 per international flight already
being charged and treat the revenue received from the Cute Counter charges

as aeronautical revenue (para 411 of CP 32);

21.1.4. to consider the conce55|on revenae recelved by DIAL from the ITP
service provider(s) as non- aeronat:f{zjcal revenue i the hands of DIAL (para
401 of CP 32). "‘--,_:
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21.2. Forecast of Non Aeronautical Revenue

21.2.1. The Authority had in the CP-32 proposed to adopt the following

approach to make a comparative analysis:

(i) the non-aeronautical revenue for various revenue heads for
2008-09 be considered as the base figure for forecasting the
non-aeronautical revenue for FY 2009-10 and 2010-11,
escalated by the historical passenger/ cargo growth rates plus
a certain percentage increase due to higher penetration as may

be applicable (as proposed by DIAL) for those years;

(i)  For 2011-12 to 2013-14, the base value of revenue arrived for
2010-11 to be projected based on the traffic growth plus a
certain percentage year on year increase due to penetration as

per DIAL's estimate.
Stakeholder comments on Forecast of Non Aeronautical Revenue

21.2.2. IATA have supported the approach proposed by the Authority to
use the long-term assumptions for traffic growth (10yr CAGR). Air France
have stated that they agree with the Authority that traffic forecast of Delhi
Airport seems too pessimistic. The market for growth in aviation is clearly
present. However growth figures could be strongly mitigated if costs of
operations to/from India become too high. APAI have agreed with the

Authority’s approach in arriving at the non-aeronautical revenue.

21.2.3. Fraport, have stated that they expect the traffic growth at IGI
Airport in the next years continue albeit at a much lower level than the CAGR

of the last decade and have requested AERA to reconsider the traffic forecast.

21.2.4. APAO have submitted that the Authority has used higher of
estimated and actual non aeronautical revenue while determining tariffs
instead of the actual audited non aeronautical revenue figures aVaiIabIe for
IGI Airport for the period for FY 2010 and FY 2011. It has been stated that the
SSA for IGI Airport does not explicitly state that the forecasted data should be
used when actual data is available. The Authorlty has, however, considered
actual figures while considering a ,;@h__au&maﬁ»revenue, operational cost etc.
APAO have requested the Authﬁrj’c’y/tow

non aeronautical revenue also, \@/blge det

omld&—aqtual audlted numbers for
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21.2.5. ACI have in their submissions stated that:

"We have noted that AERA has estimated the non-aero
revenues for the control period 2009-2014 taking the year
2008-09 as the base. We also understand that the
projections have been made using the passenger traffic
growth rates plus an assumed increase in penetration of

non-aero spends.

The accuracy of these projections is a concern as the
airport already has noticed a significant difference in the.
actual non aero revenues for FY10 and FY11 as compared
to the estimates made for these years. This also leads us to
conjecture that the estimates for the next 2 years could

also be significantly off the mark.

We believe that it is advisable to take actual data for the
years for which it is available and then project it from that

year onwards based on realistic assumptions.

This, in our view, would lead to the actual figures for the
coming years to be more in line with what has been
projected thus arriving at a more realistic scenario with

respect to subsidization of aero activities.”

21.2.6. MIAL have agreed with Authority’s proposal to Consider the non-
aeronautical revenues in respect of DIAL as the non-aeronautical revenues
that DIAL has actually received from the JVs and not the total revenues of
JVs. They have stated that they are in agreement with the approach of the
Authority which is in consonance with the clarification provided .b'y AAI during
the bidding process of Delhi and Mumbai Airports privatization and that any
position contrary to the above will not be in line with the basis of bidding for
- Delhi and Mumbai Airports. The question and the clarification provided by AAI
during the bidding process of Delhi and Mumbai Airports privatization is

extracted as under:

PE e
o

r

" Q.No.998 -" P/éaé‘e?et‘usknow whether in Inflation - x
model the 30% .igfh;ére\:{'}oﬁ{Re\)é[ﬂjt—; from Revenue Share

Assets links to JV(% 's shdre.of revénue from those . assets?
T | Erangt | B

y = ¥
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Suppose JVC gives a contract to third party for Duty Free
Shop. In such a case, would JVC need to consider 30% of
revenue from duty free shop or 30% of revenue occurring
to JVC from duty free shops to be deemed as the.revenue

to be generated from Aeronautical Services.

Clarification: The revenue shared in the regulated till from
the Revenue Share Assets will be 30% of the revenue
accruing to the JVC from such assets. Thus, in case of a
contract given to a third party concessionaire for a duty
free shop, 30% of the revenue accruing to the JVC on
account of such concession shall be shared in the regulated

till and not 30% of the revenue from the duty free shop”

21.2.7. CUTS have stated that the issue of revenue .from non-aeronautical
services remains a grey area. While it has been proposed that the Authority
would true up the allocation mix at the beginning of the next regulatory
control period and in case of excess revenue having accrued to DIAL, the
same small be clawed back, the Authority does not yet have an independent
basis for allocation, and the tariff would be determined now itself that might

be higher.
21.2.8. FICCI have stated a single growth factor has been used for all

revenue streams. However, it is likely that the individual non-aero revenue
streams vary from each other and hence may not have the same growth
factor and the same penetration adjustment. In view of this, the Authority
may like to revisit computation of growth in each Non-Aero revenue étream

separately.

21.2.9. CII have questioned the accuracy of the Non Aeronautical Revenue

projections and have stated that

..... we already have witnessed a significant difference in
the actual non aero revenues for FY10 and FY11 as

compared to the estimates made for these years. This also

-Lhe estimates for the next 2
S T3,

RificarTthy 8t the mark.
VAT A A

leads us to conjecture
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We believe that it is advisable to take actual data for the
years for which it is available and then project it from that

year onwards based on the decided assumptions.

This, in our view, would lead to the actual figures for the
coming years to be more in line with what has been
projected thus arriving at a more realistic scenario with

respect to subsidization of aero activities.”

21.2.10. DIAL have made the following observations in respect of the non

Aeronautical revenue forecast proposed by the Authority:

Forecasting for historical year when audited numbers
available- The financials of the year FY 2009-10 and FY
2010-11 are already audited and the non-aeronautical
revenues are part of these audited financials. To take
hypothetical numbers for the historical years when the
actual audited numbers are available is erroneous. It is
akin to setting aside actual numbers and using hypothetical
numbers for tariff determination which not only puts DIAL
in a disadvantageous position as it cannot recover these
hypothetical revenues. Given that the Authority has taken
the actual audited costs of the year FY 2009-10 and FY
2010-11 for the purpose of tariff determination, it should
also take the audited revenue for the historical audited
years. If higher revenue numbers are taken compared to
the actual audited revenue it implies that 30% of the
difference (which shall never be realised) is used to cross =
subsidize aeronautical revenues when in reality that
revenue will never accrue to DIAL. The following shows the
extent of “Hypothetical” revenue that the Authority has

used for higher cross subsidization:

Table 13 DIAL’s table indicating variation in Non Aeronautical revenue

Revenues 2009-10 ' 2010-11
DIAL DIAL AERA Variati
(Audited (Proposed on
Figures) Figures)
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Revenues 2009-10 2010-11
DIAL AERA Varia DIAL AERA Variati
| (Audited | (Proposed | tion (Audited | (Proposed on
Figures) Figures) Figures) Figures)
Duty Free 120.03 120.03 0.00 81.08 133.92 52.84
| Advertisement 27.99 54.45 | 26.46 42.55 61.84 19.29
’ Retail/Duty Paid 9.55 9.55 0.00 27.99 27.99 0.00
‘ Car Parking - 26.07 26.37 0.30 10.09 29.95 19.86
| Forex 0.00 29.94 29.94 0.00
| F&B and Lounge 31.19 31.19 0.00 41.16 41.16 0.00
Telecom 18.96 18.96 0.00 11.06 21.53 10.47
Radio Taxi 3.06 3.36 0.30 7.04 7.04 - 0.00
Other
Commercial
 Income 4.72 12.15 7.43 7.13 13.79 6.66 |
[ ASC 0.00 ' . 0.00
| Transit Hotel 0.00 0.00
Flight Kitchen _
| royalty 13.00 14.43 1.43 28.87 28.87 0.00
Land Space and '
| Hangar 132.14 132.14 0.00 123.27 123.27 0.00
Ground Handling 37.74 37.74 0.00 42,87 42.87 0.00
| Bridge Mount 1l
. Equipment 0.00 1.60 1.60 0.00
_Into Plane 0.00 | 0.80 0.80 0.00 ‘
Total 424.45 460.37 | 35.92 r 455,45 564.57 ‘ 109.12 |

It is clearly evident that, in case of past historical years, additional

revenue of almost Rs.150 Crore has been considered by Authority, which

will never be recouped by DIAL.

(i) Variation in historical year revenues: Based on the Authority’s
request, we had submitted detailed reasoning of the variations in the
individual revenues achieved in the past period. It was brought to the
notice of the Authority that there have been changes on account of
change in business models of certain individual revenue streams, change
in the level of revenue shares from the previous contracted level
considering the current market scenario, etc.

However the methodology proposed by the Authority ignores the business
realities and dynamics, which were the basis of our submissions.

Therefore, we again request bh"' oﬂéutharity to consider such submissions

and be guided by the actua/ a;;d’d/ted revenues of historical financial years
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(if)

and consider the changes in contracting terms and actual business
dynamics which are very pertinent in a tariff determination exercise.

Apparent inconsistencies: Considering the cross-subsidization (30%) of
non-aeronautical revenue as proposed in scenario 3, the value so arrived
does not reconcile with the value considered as cross-subsidy in

computing the target revenue as presented in the following table:

Table 14 DIAL’s comparison of cross-subsidization of Non Aeronautical Revenues

(iii)

(iv)

Non-Aeronautical JI 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14
Revenues
Scenario 3 494.65 686.89 835.25 | -985.50 1145.65
Cross Subsidization 148.39 206.07 250.58 | 295.65 343.70
(as per scenario 3) |
Cross Subsidization 148 206 264 328 404
(taken for :
calculation)

|

We understand that, as the numbers for the FY 2009-10 and FY 2010-11
are same in the both cases and the difference is only from the FY 2011-12
onwards, this might be due to escalating non-aeronautical of scenario 3
by inflation. There are revenue streams with long-term contracts where
escalation on account of inflation is factored in the concession term.
Therefore taking inflation again will be equivalent to escalating twice for
same reason. The Authority is requested to please look into this
aberration and rectify such errors

Forecasting for future year: A forecast of numbers for future years
should invariably consider the latest base numbefs as they represent the
current trends and will result in forecast numbers being closer to the
actual realized numbers for future years. The Authority is requested to
give credence to the fact that the Airport Infrastructure from FY 2008-09
to FY 2010-11 has undergone significant change. Therefore projecting
revenues based on growth drivers without considering actual realities will
not provide credible revenue forecast.

Inconsistency in base year: Normally, while forecasting the base on
which forecast are carried out is fixed. However in Scenario 3, against
individual revenue streams there is continuous shifting of the base year.
The base of FY 2008-09, as staega:ir: tﬁe CQnsu/tat/on paper, is not fixed.

l‘\ K
The same is illustrated for in Mﬁf ﬁ/r | reventy }é’treams as under:
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Table 15 DIAL’s Table on inconsistency in base year

(v)

(vi)

. Revenue 2009-10 | 2010-11 | 2011-12 2012-13 2013-14
Duty Free 2009-10 2009-10 2009-10 2009-10 1 2009-10

| Advertisement 2008-09 2008-09 2008-09 2008-09 2008-09
Retail/Duty

| Paid 2009-10. 2010-11 2010-11 | 2010-11 2010-11

|

_Car Parking 2008-09 2008-09 2008-09 2008-09 2008-09

| Forex 2010-11 2010-11 2010-11 2010-11 |
F&B and |
Lounge 2009-10 2010-11 2010-11 2010-11 2010-11

| Telecom 2009-10 2009-10 2009-10 2009-10 2009-10
Radio Taxi 2008-09 2010-11 2010-11 2010-11 2010-11
Other
Commercial

| Income 2008-09 2008-09 2008-09 2008-09 |  2008-09
ASC 2010-11 2010-11 2010-11
Transit Hotel 2010-11 2010-11 | 2010-11
Flight Kitchen
royalty 2008-09 2010-11 2010-11 2010-11 2010-11
Land Space
and Hangar 2009-10 2010-11 2010-11 | 2010-11 2010-11
Ground :
Handling 2009-10 |  2010-11 2010-11 2010-11 2010-11
Bridge Mount ‘ [ '

. Equipment 2010-11 2010-11 2010-11 2010-11
Into Plane ‘ 2010-11 2010-11 2010-11 2010-11

growth.

almost impossible to achieve.

In some revenue streams (like land, space and hangar, airport service
charges etc.) revenue are escalated additionally by traffic growth apart
from contracted escalation. Linking growth in these revenues by traffic

forecast is not correct, as these revenues are not linked with the traffic

Based on the scenario 3 proposed by the Authority, there is a variation of
40% (amounting to Rs. 1,103 Crore) in Non-Aeronautical revenues,

except Cargo, for the entire control period. Such high variations are

Table 16 — DIAL’s Table showing variation in Non-Aeronautical revenues for the control period

Non-Aero Scenario | Scenario 3 Absolute | %
Revenue I of CP (with CPI) Variation | Variance
_proposed by
<L Authiority..
Duty Free 6074181~ 8853 | 278.12 46
Advertisement 23’488 ¢ 43611 201.28 86
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Non-Aero Scenario | Scenario 3 Absolute | %
Revenue Iof CP (with CPI) Variation | Variance
proposed by
Authority R
Retail/Duty Paid | 175.44 182.27 | 6.83 4
Car Parking 59.37 211.21 151.84 256
Forex 194.26 171.05 -23.17 -12
F&B and Lounge 257.76 285.19 | = 27.43 11
Telecom 73.92 151.85 77.93 105
Radio Taxi 35.16 46.8 11.64 33
Other Commercial
Income 33.24 81.57 48.33 145
ASC | 37.09 43.53 | 6.44 17
Transit Hotel | 5.84 7.8 1.96 34
| Flight Kitchen ‘
royalty 145.44 159.73 14.29 10
Land Space and
Hangar 687.87 927.81 239.94 | 35
Ground Handling 213.38 283.92 70.54 33
Bridge Mount
Equipment 19.46 8.69 -10.77 -55
Into Plane 4.68 4.73 0.05 1
! i
Total | 2784.92 3887.6  1102.68 40

There is a huge variation of 40% in the non-aeronautical revenue
as can be seen from the above table. More than 75% of the
variation of Rs. 1102 Crore is arising out of the Authority’s
aggressive forecast in respect of Duty Free, Land Space and
Hanger, Advertisement and Car Parking.

e High 'year-on-year’ growth proposed by the Authority on three accounts
(increase in revenue due to traffic growth, increase in revenue due to
increased penetration and. increase by CPI i.e. considered @ 7%) is difficult
to sustain. Existing revenue of FY 2010-11 js targeted to more than double in
span of three years i.e. by FY 2013-14. Growth of this magnitude is highly

aggressive and impractical and needs to be moderated.”

21.2.11. In respect of the treatment of Cargo handling revenues, DIAL have
submitted that in line with recent trends, Cargo tonnage has seen sharp
decline, which has also impacted revenues and have requested to moderate
further stated that the Authority has

the Cargo tonnage growth. DIAL h

Order No. 03/2012-13 Page 103 of 243



both operators and because of lower revenue share of the green field
operator, the concession revenues to DIAL will reduce even if the revenue of
the respective cargo operator are increasing. DIAL have further stated that
there is significantly high variation of 34% in the revenue forecast for future
year as corhpared to Scenario 1 of the Consultation Paper, the extract of

which is as under:

Table 17 — DIAL’s Table high variation in the revenue forecast for future year as compared to
Scenario 1

Cargo Revenue Scenario 1 of | Scenario 3 (with | % Variation
(fig. in Rs. Crore) CP CPI) proposed by
Authority

—_ . S
P2011-12 ' 130.37 154.67 119%
| 2012-13 128.47 172.87 35%

2013-14 130.83 193.48 48%

Total . 389.67 521.02 34%

* This includes cargo screening revenue of Rs. 18.13 crore, Rs. 20.30 crore
and Rs. 22.72 crore for year 2011-12, 2012-13 and 2013-14 respectively

which is considered as aeronautical revenue by the Authority

21.2.12. DIAL have also submitted that the Authority has not considered the
change in business environment in respect of Advertisement and Multi Level
Car Parking (MLCP). In respect of Advertisement revenue, the revenue share
has undergone significant change from earlier 70% to 55% currently, due to
competitive bidding process. In respect of MLCP, DIAL have submitted that
they had apprised the Authority (in initial filing dated 20.06.2011) regarding
change in the concession model in case of Car Park. DIAL have reiterated that
before Terminal 3 commissioning, both the terminals were served by surface
car parks and that the management of the car park was outsourced and the
same was on revenue share model. However, post commissioning of Terminal
3, a new MLCP was constructed by the concessionaire. The MLCP involved
heavy capex and considering the same the revenue share was accordingly
lower. DIAL have stated that of late with ‘more and more passengers and
airport/airlines staff using Airport metro, the negative impact on the revenues
of car parking is clearly visible and have requested the Authority to consider

the ground realities and business consideration before finalizing the revenue

forecasts.

.‘ gl Ny,

21.2.13. DIAL have also extif-‘éétféd thﬁw'ﬁ)ﬁ”

¢

nlmbf Prof. Martin Cave, which is

reproduced as under:

e
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“"The Draft Determination proposes a different approach to
forecasting non-aeronautical revenue. It treats the 2008-09
figures as a baseline for forecasting FY 2009-10 to 2013-
14, as adjusted by historical growth rates and an increase

to reflect higher penetration.

As with traffic forecasts, AERA has considered a range of
approaches to forecast non-aeronautical revenues and is
proposing to select the approach which is significantly
different. The graph at paragraph 375 of the draft Tariff
Determination illustrates this disparity: by 2013-14, AERA’s
forecast is Rs 314 and Rs 242 crore more than the other

two scenarios considered.

The size of this variance should, at a minimum, raise
questions over two aspects of AERA’s proposed approach to

forecasting of non-aeronautical revenue:
the use of a 2008-09 base, as discussed below; and

the use of its proposed traffic forecasts as an escalation

factor over time.

The draft Tariff Determination’s justification for its
proposed decision to select the highest of the three
approaches is that airports should strive to generate higher
non-aeronautical revenue, and its proposed approach is the
highest of all forecasts. However, this neglects the
important reality that while airports do strive for higher
revenues, forecasts should reflect the most likely
actual outcome: not merely an overly-optimistic
target. The draft Tariff Determination has simply
presumed that the highest of the possible forecasts

is the correct one.

Actual figures should b

aeronautical revemf for ?@Q@-zd\ a‘nd 2010-11. However,

\1 73
actual figures are ¥ d//)ﬁé\)’é//able foe these years. The use
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of forecasting when actual results are available would seem
somewhat counter-intuitive, and this proposed approach is

not justified in the draft Tariff Determination.

This leads to the unorthodox outcome of AERA
retrospectively “forecasting” non-aeronautical revenues of
Rs 495 crore for 2009-10 t./vhen the actual figure was Rs
605 crore. There is an equally implausible variation
between the forecast and actual figures for 2010-11, which
sees 2010-11 figures being “"forecast” as Rs 687 crore when
the actual figure was Rs 599 crore. Effectively, even though
non-aeronautical revenue actually decreased slightly
between 2009-10 and 2010-11, the proposed forecasts

include a massive 38.8% increase over the same period.

As a result, the forecasts for 2011-12 to 2013-14 are
subject to excessive inflation, as they build on from the

overstated 2010-11 “forecasts”.

These excesses will be further exacerbated by the
application of the CPI from the start date (2008-09). Given
that the CPI is approximately 7%, this will have a material
impact on the 2009-10 and 2010-11 “forecasts”. The likely
result is that the variance between these “forecasts” and

the actual figures will become even greater.

Another disadvantage of AERA’s proposed approach is that
it does not recognize significant changes that occurred in
the 2009-10 and 2010-11 years. As one example, car
parking revenues in 2010-11 dropped significantly as a
result of the concessionaire incurring the entire capex for a
multi-level car park: car parking revenues dropped from Rs
26.1 crore in 2009-10 to Rs 10.1 Crore in 2010-11.
However, the proposed “farecast” for car parking in 2010-
11 increases up ta Re” .95’ \}fe This is plainly contrary

e e c—im———— e
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Vide DIAL's 20 June 2011 submission, I understand non-
aeronautical revenue from T3 is expected to stabilise after
the 2011-12 period, and the revenue forecasts should

reflect this.
Recommendations

In light of the above issues with the proposed Scenario 3 -
particularly the use of retrospective forecasting for years
2009-10 and 2010-11 and the use of passenger growth
forecasts based on historical trends - I recommend that
AERA adopt Scenario 1 for the purpose of tariff
determination. This should be read in conjunction with my

recommendations in relation to traffic forecasting.

Alternatively, should AERA decide to use passenger growth
trends based on historical trends, I recommend that AERA
adopt Scenario 2 for the purpose of tariff determination.
While I continue to harbour strong concerns at the use of
historical trends to forecast passenger growth, Scenario 2
at least has the advantage of using actual figures where
these are available (i.e., for 2009-10 and 2010-11). It
therefore represents a more accurate base for subsequent

forecasts.”
Authority’s Examination

21.2.14. The Authority has carefully considered the stake holder comments.
IATA have supported the approach adopted by the Authority. MIAL have
agreed with Authority’s proposal to consider the non-aeronautical revenues in
respect of DIAL as the non-aeronautical revenues that DIAL has actually

received from the JVs and not the total revenues of JVs.

21.2.15. However, DIAL, APAO, ACI, FICCI, CII have requested the Authority

to revisit the forecast of growth in each Non-Aero revenue stream separately.

21.2.16. The Authority had adop -the following approach to project the

AR r”-l" ;H\
P D

Non-Aeronautical Revenue of E) )
(i) For FY 20@9— 0 apd"""FY 295\}0 11, the non-aeronautical
' for FY 2008-09 was
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considered as the base figure, escalated by the historical
Passenger/ATM/Cargo growth rates of the Authority.

(i) The forecasted revenue thus arrived at was compared with the
actual revenue received during these two years (i.e., FY 2009-
10 and FY 2010-11). In case the forecasted revenue was
higher than the actual revenue, then forecasted revenue was
considered by the Authority for that year. In case the
forecasted revenue was less than the actual revenue, then
actual revenue was considered by the Authority for that year.
This was done so that contribution from Non-Aero revenue for
calculating Aeronautical Revenue is correctly done for benefit
of passengers.

(iii) For FY 2011-12 to FY 2013-14, the base value of revenue
arrived for FY 2010-11 (as per the methodology indicated in
(ii) above) was escalated based on the traffic growth (based
on the growth rate adopted by the Authority) plus a certain
percentage year on year increase due to higher penetration (as

per DIAL's estimate).

21.2.17. Further, DIAL have in their comments stated that some of the
revenue streams with long term contracts where escalation on account of
inflation is factored in the concession term and hence should not have been
inflated again. The Authority has noted that DIAL in their.submission dated
20™ June 2011, had stated:

"Inflation has not been factored in our forecasts for future
years. It is assumed that AERA will provide a CPI based
increase over and above X factor, based on actual CPI
data.”

In view of the above mentioned submission, the Authority inferred that
Inflation has not been factored in the forecast of Non-Aeronautical Revenue.
- The Authority has assessed the Non Aeronautical revenues on the approach
mentioned in para 21.2.16 above and mtlatlon has been accounted for only
once. Hence, the observation made- by DIA.L ’shat some of the revenue streams
with long term contracts where escalatlon on\ aacount of inflation has been

factored twice is incorrect. The ﬂgures of Non Aeronautical Revenues
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appearing in Scenario 3 of Table 14 on page 101 do not contain any element
of inflation. The last line in the table has inflation built in for the years 2011-
12, 2012-13 and 2013-14 since the first two years had already passed.

21.2.18. It is to be stated that DIAL forecasted its non aeronautical revenues
under two broad heads (1) Aeronautical related incomes and (2) Non

Aeronautical Income.

(i) The Aeronautical related revenues consisted of Fuel
throughput revenues and Into-Plane Concession Fee,
Concession Fee from Cargo, Concession Fee from In-flight
kitchen, Concession Fee from Bridge-mounted equipment
and Concession Fee from Ground handling. In respect of
these aeronautical related incomes, DIAL had relied on the
independent traffic forecast study prepared by Madras
ScthI of Economics. The Authority has already clarified that
FTC is an aeronautical service and revenue from the same is
aeronautical revenue.

(i) In respect of the Non Aeronautical revenues, (viz., Car
parking, Entry ticket and Left Luggage facility revenue,
Advertisement Revenues, Duty Free and Duty Paid
Revenues, F&B and Lounge revenue, Radio Taxi, Foreign
exchange concessionaires and Telecom) DIAL had
forecasted the revenues as under:

a. The Total turnover in respect of the above mentioned
streams of revenue for the year 2011-12 was
forecasted based on annualized turnover of 4 months
(Dec', 2010 to Mar, 2011) of previous year. This was
based on DIAL's rationale that this is true reflection of
the future revenues as in this period all the 3
terminals including T3 was operational. This turnover

was further increased by traffic growth and an

additional j crease of a certain percentage on account
A antl gy fa :“‘":.

t’ én*»

1'1«-“

(iii)  The Auth@r@t

—— —
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being carried out by JVC set up with equity participation of
DIAL.

(iv) It also noted that certain streams of non aeronautical
revenue commenced only after the FY 2008-09 (viz.,
concession from BME and ITP service providers were from
2010-11 while Transit Hotel revenues, Airport Service
charges, were from the FY 2011-12). In respect of these
streams of revenues, the base could not have been 2008-

09, but only later.

21.2.19. Hence, in line with the universally accepted principle that airports
should strive to generate higher non-aeronautical revenue and DIAL’s own
objective of obtaining higher revenues through "“concession under Joint
Venture with the airport operator”, the Authority had proposed to consider the
higher of the figures in the three scenarios that were put forth for stakeholder
consultation and proposed to use the figures that have been indicated at

Scenario 3.

21.2.20. Briefly stated, the Authority has based its projections keeping in

view the following:

(i) Base Year (as indicated in para 21.2.16 above)
(i) Growth drivers
(i) Figures for growth drivers.

21.2.21. The Authority has used the same growth drivers, i.e., traffic and
increased penetration as proposed by DIAL. However, the Authority has used
its own estimates of traffic/ATM/Cargo growth rates for this purpose. As is
subsequently discussed, the Authority is of the opinion that the
traffic/ATM/carge growth rate forecasts proposed by DIAL are unduly
pessimistic. Therefore, the Authority finds no reason to deviate from its

already stated position in this regard.

21.2.22. DIAL and some other stakeholders have opposed the projection of
non-aero revenue for 2009-10 and 2010-11 by treating 2008-09 as base year
and thereafter for 2011-12, 2012-13_and 2013-14 by treating 2010-11 as

S Pt """:B?'é:}hat the figures for 2009-10 and
. \

Pefiss the forecast for subsequent
24

base year. Their contention
2010-11 may be taken on 5'5) h‘i
_ (| E 2
years of the Control Perioé & Vith actuals of 2010-11 as base.
L2 &
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This contention appears to be attractive in first blush. But it does not take into

‘account the following:

(1)

(i)

The non-aero activities were concessioned to third parties
even before 2008-09. However, from 2008-09 -onwards
DIAL adopted a different business model and most of these
activities were concessioned to JV companies where DIAL

held equity stake.

In the presentation made to the Authority, DIAL strongly
supported this new business model on the grounds that the

concession through 1V route would achieve higher revenues.

(iii) Therefore, now, it cannot fairly be the case of DIAL that

(iv)

revenue received by it from these activities during 2009-10
and 2010-11 should be in any way less than the 2008-09
revenue figures duly adjusted by the growth drivers. 1In
case a different view is to be taken, it would undermine the

objective of change in business model followed by DIAL.

DIAL commissioned the new terminal T3 in 2010-11, which
was operationalised for international flights from 28™ July
2010 and for domestic flights from 11" November 2010. As
highlighted by DIAL in its response regarding opex
estimates, the terminal area post T3 has increased from a
total of 1,25,160 sq.mts to 6,79,047 sq.mts (an increase of
442%). Due to this massive increase in terminal area énd
other related developments, DIAL have themselves
prOposed that revenue for last 4 months of 2010-11 ma‘y be
used to forecast revenue for the balance tariff years of the
Control Period. In other words, DIAL have proposed 2010-

11 figures to be the basis for forecast for the remaining

years of the control period. The actual non-aeronautical
revenues of DIAL for 2010-11 is Rs.594 crore and the
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Authority’s methodology is Rs.686.89 crore and Rs 835.25
crore. As can be seen the numbers arrived by the Authority
is higher than both the actuals of 2010-11 or the annualised
figures for 2011-12.It will thus be clear that as far as
treating 2010-11 as base year is concerned the Authority’s

view is same as that of DIAL.

(v)

In the scheme of SSA, 30% of the non-aero revenue is to be
shared towards target revenue determination thereby
proportionately reducing the aeronautical tariff. Therefore, it
is important for the Authority to ensure disincentives against

lower than expected non-aeronautical revenues.

21.2.23. In view of the position explained in the above paras the Authority is
unable to persuade itself to agree with the submissions made by DIAL and the

views expressed by Prof.Martin Cave on behalf of DIAL.

21.2.24. The Authority has, accordingly, decided to retain the Non
Aeronautical Revenue forecasts i.e., Scenario 3, proposed in the Consultation

Paper, which has been reproduced as follows:

Table 18 Scenario —3 - Non Aeronautical Revenues: As per Authority’s basis of projection (Base
year 2008-09 actuals, further projections as per Authority’s forecast)

Non Aeronautical Revenues

2008-09

2009-10 2010-11 2011-12 2012-13 2013-14
Flight Kitchen Royalty 12.62 14.43 28.87 33.34 38.53 44.57
Duty Free 88.11 120.03 133.92 155.66 180.93 210.30
Advertisement 47.61 54.45 61.84 74.99 91.00 110.51
Public Admission Fee 0.00 0.00 0.00 0.00 0.00 0.00
F & B Income and Lounges 23.45 31.19 41.16 49.91 60.57 73.55
Bridge Mounted Equipment 0.00 0.00 1.60 1.81 2.04 2.30
Retail 0.00 9.55 27.99 33.94 41.19 50.02
Foreign Exchange 0.00 0.00 29.94 34.80 40.45 47.02
Telecom 14.76 18.96 21.53 26.11 31.69 38.48
Land, Space and Hangar 56.35 132.14 123,27 161.47 197.73 223.05
Airport Service Charges 0.00 0.00 0.00 11.38 14.26 17.88
Radio Taxi 2.94 3.36 7.04 8.54 10.36 12.58
| Car Park 23.06 26.37 36.32 44.08 53.53
Transit Hotel 0.00 0.00 1.80 2.08 2.41
Cargo Revenue i BN 136.51 | 152,57 |  170.76
' Ground Handling 19,97 51.80 58.49 66.05
| Into Plane Service 9{9"03‘ 0.95 1.12 1.33
Other Commercial Income 1065 ' 15.93 18.41 21.29

Order No. 03/2012-13

Page 112 of 243




Non Aeronautical Revenues

2008-09

2009-10

2010-11

2011-12

2012-13

2013-14

Total

299.49

494.65

686.89

835.25

985.50

1145.65

Decision No. 19. Decision - Forecast of Non Aeronautical Revenue

19.a.

the Non-Aeronautical

The Authority decided to retain the forecasts as proposed in
in the
(Ref para 374 of CP-32/2011-12 dated

Revenue Scenario 3 as proposed
Consultation
03.01.2012)

Paper

21.3. Cute Counter Charges

21.3.1. The Authority had in the Consultation paper proposed to introduce a
cute counter charge @ Rs. 500 per departing domestic flight over and above
the Rs. 1500 per international flight already being charged and treat the

revenue received from the Cute Counter charges as aeronautical revenue
Stakeholder comments - CUTE Counter Charges

- 21.3.2.

operator to passengers while charging for counters and this collection is like

MIAL have stated that no service is being provided by airport

any other collection towards rentals, hence of non-aeronautical nature.
Further, MIAL have also stated that the ICAO also very clearly mentions that
space rentals from airlines for offices etc. are non-aeronautical in nature while

airlines might be providing services which are aeronautical in nature.

21.3.3.

between domestic and

Cathay Pacific have sought why should there be discrimination
FIA have

submitted that is additional charge to Airlines and cannot be passed on to its

international CUTE Counter charges.

passengers.

21.3.4. DIAL have

Charges are Non Aeronautical as these are rental charges. However in case

in their submissions stated that the Cute Counter

Authority is constrained to treat it as Aero, the effect of the same needs to be
reflected in valuation of Hypothetical RAB. Further, in their clarification to the
observations made by FIA and Cathay Pacific, DIAL have stated that Cute
Counter charge if discontinued will result in increase in other aeronautical
charges and will not have an impa_ct_@.m'I‘.'c};\i}‘»:é.,?a[[-:.computed X factor and due to

faster flight turnaround, they havé‘-[irfop,o_s,ed aIOWer rate for domestic flights.
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21.3.5. MIAL have claimed that these CUTE Charges are non aeronautical in
nature. FIA have stated that these charges are unreasonable while Cathay
Pacific have not disputed the levy of the charges per se but have sought why

should there be discrimination between domestic and international.
Authority’s Examination

21.3.6.  The approach of the Authority in treating the revenue from non-
aeronautical services has been explained in the section on Hypothetical RAB in
para 12.28. to 12.35 above.

21.3.7. The term CUTE is not as such defined either in the AERA Act or in
SSA/OMDA. However, as per Section 2(a)(iv) of the Act, “Aeronautical
Service” means any service provided for ground handling services relating to
aircraft, passengers and cargo at airport. Common User Terminal Equipment
is an integral part of service related to check in of passengers. Hence, the
Authority has treated CUTE service as an aeronautical service which is
required to be regulated. The service is provided by the airport operator is
clear in as much as DIAL has proposed the charges for these CUTE Counter

and forms part of the tariff card.

21.3.8. The Authority has also observed from the AAI Ground Handling
Regulations 2007, that “Passenger and Baggage Handling at the Airport
Terminal” are treated as Ground Handling Services under Para 1.2 of Schedule
2 of the regulations. Since Cute Counters are used for passenger and baggage
handling at the Airport Terminal, the service so provided is a ground handling

service, which is an aeronautical service.

21.3.9. The treatment by the Authority in respect of CUTE charges is
consistent with its treatment of revenues from Cargo service along with

computation of hypothetical RAB.
Decision No. 20. Decision on CUTE Counter Charges

20.a. The Authority decided to treat the CUTE counter service as

aeronautical service and revenue

jfiTit-as aeronautical revenue.
T s

e
iy, ‘5 o 1 .
o
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21.4. Treatment of Revenue from area disallowed as per DF Order

21.4.1. In the Consultation Paper, the Authority proposed not to accept the
request made by DIAL to exclude the non-aeronautical revenue arising from
the area admeasuring 8652 sg.mts (disallowed as pe'r DF Order) for cross
subsidy purpose and decided to consider the same for the purpose of cross

subsidy.
Stakeholder comments

21.4.2. IATA have submitted that they believe that exclusion of the non-
aeronautical revenue arising from the area admeasuring 8652 sqg.mts for
cross-subsidy purpose would provide the wrong incentive for the airport to put
greater focus on developing the non-aeronautical revenue for that area at the
expense of other areas where the airport would be required to provide cross-
subsidy. To ensure that this does not happen, IATA agrees with the Authority
that revenue derived from this area admeasur'ing 8652 sg.mts should be

included for cross-subsidy purpose.

21.4.3. DIAL have in their submissions as well as clarifications to IATA’s
comments reiterated their submission made vide letter ref:DIAL/2011-12/Fin-
Acc/1583 dated 15.11.2011. DIAL have also extracted the opinion of Prof,

Martin Cave, Deputy Chairman of the UK Competition Commission, as under:

".....AERA should exempt the Excluded Area, from which
DIAL is .a/ready prevented from recovering its proper
economic costs, from the pool of revenue share assets
considered for the purpose of setting the cross-subsidy

from non-aeronautical revenues.

Should AERA apply the same disallowances as adopted in
the DF Determination to the determination of the RAB, then
it must update the division of aeronautical and non-
aeronautical assets consistently and in a manner which

reflects the final al/@ca@/on of assets.”

/ i
21 4.4, DIAL have subm&tté“d’"f ..t they cannot be penalised twice; firstly by

dlsaIIowmg the capital cos’c of the

d area‘.;a,;n‘d secondly by continuing to take
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economic benefit in form of cross subsidy from the said area which is against

the principles of natu'ral justice.
Authority’s Examination

21.4.5. The Authority has examined the matter in detail in para 7.8 to 7.11
above. The fact is that the additional space has been built and is generating
non-aeronautical revenue. The SSA provides that the "30% of the gross
revenue generated by the JVC from the Revenue Share Assets”. Therefore,
the SSA mandates that 30% of the non-aeronautical revenue received by
DIAL has to be shared towards fixation of aeronautical tariffs. The -case
canvassed by and on behalf of DIAL seeks to make a distinction on the
grounds that the costs pertaining to the subject area have not been accepted
by the Authority as a part of the total project cost. However, this case appears
to be misconceived in as much as the Authority had taken the relevant
decision while determining DF under Section 13(1)(b) of the Act read with
Section 22A of the AAI Act 1994. On the other hand, the present exercise
pertains to fixation of aeronautical tariff in terms of the provisions of Section
13(1)(a) of the Act. The tariff determination only requires determination of
aeronautical RAB. The costs incurred in provision of non-aeronaﬁtical services
are not a pass through. Therefore, the question whether the cost of
construction of a particular area for provision of non-aeronautical services was
considered as a pért of total project cost while determining the rate of DF or

not is not relevant to the present consideration.

Decision No:..21. Decision on Treatment of Revenue from area

disallowed as per DF Order

21.a. The Authority decided that though an area of 8652 sq mts
was disallowed in the DF Order, the total Non Aeronautical Revenue
would be reckoned towards the determination of aeronautical tariff

without the exclusion proposed by DIAL.

21.5. Into Plane Services (ITP) R

21.5.1.  The Authority had, iry, the"C{anHIEaho 'f'-,Paper proposed to treat the

concession revenue received bry I?IAL

r 54

F '.serwce provider(s) as non-

aeronautical revenue in the hanq 0 —€4b1 of CP-32)

\\ ,,
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Stakeholder Comments

21.5.2. BPCL have submitted that they are of the view that ITP services as
per the Act is an ™ aeronautical service which is as per Para 2 (a) (vi) is "any
service provided for supply of fuel to the aircraft at the airport and its and
determination of its tariff should be as per Para 13(1) (a).” ITP Charges have
already been considered as ‘'aeronautical' and have been regulated and
approved by Authority vide Order NO.1 & 2 of 2011-12 at IGIA T-3 and Order
No. 20 and and 27 of 2011-12 at BIAL for IOSL and BSSPL respectively.

21.5.3. DIAL have in their clarifications stated that “According to the
provisions of the AERA Act, 2008, the fueling service is aeronautical.
Therefore, Into-Plane Service (ITP) has also been termed as aeronautical. At
IGIA, DIAL has concession out the ITP service. Since, DIAL is not the direct
service provider and the respective service providers are being regulated, the
concession fee received by DIAL from ITP services is treated as Non-

Aeronautical.”

21.5.4. MIAL have referred to the treatment proposed by the Authority for
ITP services and have compared the position with thé concession received by
the airport operators in respect of Fuel throughput charges (FTC) stating that
the Authority’s position very clearly substantiates MIAL's view that while
fuelling of an aircraft may be aeronautical service, which is provided by the oil
companies and not by airport operators, concession fee, i.e. FTC, received by
the airport operators from the oil companies is a non-aeronautical revenue in

the hands of the airport operator.
Authority’s Examination

21.5.5. The approach of the Authority in treating the revenue from non-
aeronautical services has been explained in the section on Hypothetical RAB in
para 12.28. to 12.35 above.

21.5.6. ITP services are aeronautical services in terms of Section 2(a) of
the Act. In the instant case, DIAL does not provide the ITP services
themselves. The ITP services are belng prowded by the concessionaires.
These concessionaires, viz., the ITP serv1oe g,wovuders are regulated by the

Authority and their rates have been appsoved by the Authority separately.

DIAL only receives certain part of the re”"'nue r Cexived by these ITP service

Page 117 of 243

Order No. 03/2012-13



providers as a concession fee. Therefore, the Authority is of the view that the
concession revenue received by DIAL from the ITP service provider(s) may be

treated as non-aeronautical revenue in the hands of DIAL.

21.5.7. The Authority finds that MIAL's attempt to draw a comparison with
the treatment of Fuel Throughput Charges is misplaced as the matter stands
decided by the Authority vide Order No0.07/2010-11 dated 04.11.2010. MIAL
have appealed against the said Order before the Hon'ble AERA Appellate

Tribunal.
Decision No. 22. Decision - Into Plane Services (ITP) Revenue

22.a. The Authority decided to treat the revenue received by DIAL
from the ITP service provider(s) as non-aeronautical revenue in the
hands of DIAL.

21.6. Treatment of Cargo, Ground Handling & Fuel throughput Revenues
21.6.1. The Authority had in the Consultation Paper proposed the following

in respect. of Cargo, Ground Handling & Fuel throughput Revenues:

(i) Accept the treatment given by DIAL in treating the revenue
received from Cargo, Ground Handling and ITP services as non-
aeronautical revenue (Para 400 to 408 of CP-32);

(ii) Accept the increase of 7% in Fuel Throughput charges (FTC) w.e.f.
01.04.2011 proposed by DIAL and treat the revenue therefrom as

aeronautical revenue (Para 408 of CP-32);

(iii) Accept DIAL’s treatment of considering the revenue received from
the Bridge Mounted Equipment concessionaires as non-aeronautical.
However, it considered the service as aeronautical service and
proposed to advise the BME service provider accordingly (Para 404
to 406 of CP-32);

(iv) Treat the Inflight Kitchen Revenues as non-aeronautical (Para 407
of CP-32).

Stakeholder Comments

21.6.2. Cathay Pacific believe’ that ;hes;e revéhues should.be included as

aeronautical as the nature of the,servicé“-i_?;’.fmore refated to aeronautical.

—
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21.6.3. IATA have stated that Concession revenues associated with the
operation of air transport services (from ITP service providers, cargo and
ground handling service providers, Bridge Mounted Equipment
concessionaires, and in-flight kitchens) should be regarded as aeronautical
revenue and amount included for calculation of overall passenger yield.
ICAO’s Policies on Charges for Airports and Air Navigation Services (Doc
9082/8) discourages the full development of concession fees that are directly
associated with the operation of air transport services such as fuel, in-flight
-catering and ground handling. This is in recognition of the fact that such
concession fees collected by the airport would have a material impact on
airlines’ cost of operations at the airport and should not be allowed to escalate
freely. If left unregulated, the airport, as the natural monopoly, could exploit
these concession fees to the detriment of the industry. Economic regulation is
in place to prevent such a scenario from happening. Further they have also
added that the AERA Act classifies any service provided: (i) for ground
handling services relating to aircraft, passengers and cargo at an airport; (ii)
for the cargo facility at an airport; and (iii) for supplying fuel to the aircraft at
an airport; as an aeronautical service. In the respect of supply of fuel, the
Authority had rig'htly taken the position that fuel concession fee is an integral
part of the fuel supply service and it is not possible to delink it from the
service. Hence, the Authority had regarded all concession fee earned by the
airport from fuel services as aeronautical revenue to be included for

calculation of overall passenger yield.

21.6.4. IATA have submitted that ground handling services and services
related to cargo, the concession fees levied by the airport are similarly an
integral part of the respective services. Therefore, as these services are
classified as acronautical services under the AERA Act, concession fees earned
by the airport in connection with ground handling services and services
related to cargo should rightfully be regarded as aeronautical revenue to be
fully included for calculation of overall passenger yield. Further In-flight
catering has been identified in ICAO Doc 9082/8 as a service directly
associated wi.th the operation of air transport services. Concession fee levied
by the airport for such a service would impact airline operating cost and given

the airport’s monopoly position over ish.—ﬂzight kitchens, needs to be regulated
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in the same manner as fuel, ground handling and cargo. In respect of BME,
IATA have submitted that the Use of Bridge Mounted Equipment at IGI Airport
has been made ma'ndatory for airlines and that reinforces the case for the
arising revenue to be treated as aeronautical in nature. In view of the above,
IATA have sought that the following concession revenues associated with the
operation of air transport services be regarded as aeronautical revenue and

the full amounts included for calculation of overall passenger yield:

i. from ITP service provider(s)

ii. from cargo and ground handling service providers

iii. from Bridge Mounted Equipment concessionaires

iv. from in-flight kitchens
21.6.5. In respect of FTC, IATA have submitted that as there is no cost
basis for FTC. IATA rejects the proposal to load the cost on airlines through
increasingly higher FTC and would support an initiative by the airport to
progressively bring down the fee rather than raise it. ICAO discourages the
full development of fuel concession fees. An annual escalation would be
contrary to this stipulation. Furthermore, IATA have submitted that they have
in various submissions to the Authority, stressed on the matter that an
automatic annual escalation of a fee that has no cost basis based on an
agreement between the airport and oil companies where airlines as the
ultimate payer played no part in the negotiations, if any, should not be
allowed. Even though increased revenue from FTC goes towards calculation of
overall passenger yield, the impact on an airline’s operation is different if the
cost is carried by the airline (through higher FTC) versus it being borne by the
passenger (through higher UDF). As there is no cost basis for FTC, IATA
rejects the proposal to load the cost on airlines through increasingly higher
FTC and would support an initiative by the airport to progressively bring down

the fee rather than raise it.

21.6.6. BPCL have in their comments on the Consultation paper in respect
of the treatment of revenue received from Cargo, Ground Handling and ITP

services as hon-aeronautical revenue have stated as under:

o

"The Authority proposas to acee;&f{he same to the extent

pCTH S \'_

h}\,ﬁ‘pwever we are of

the services are not prd de¢: ¥ DIA

the view that ITP serv‘[ S as'p’f the pEtiis If aeronautical

'}

_— e  ——— ey
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service" which is as per Para 2 (a) (vi) is If any service
provided for supply of fuel to the aircraft at the airport and
its and determination of its tariff should be as per Para
13(1) (a).ITP Charges have already been considered as
‘aeronautical' and have been regulated and approved by
Authority vide Order No. 1 & 2 of 2011-12 at IGIA T-3 and
Order No. 20 and 27 of 2011-12 at BIAL for IOSL and
BSSPL respectively.”

21.6.7. As regards the increase in FTC w.e.f. 01.04.2011, wherein DIAL
have requested for an increase of 7% on the basis of their contractual

arrangements BPCL have submitted as under:

" BPCL had been made to agree the Fuel Throughput Fees
charges arrangement by DIAL. We oppose such a charge

for the following key reasons:

= The lack of justification and rationale for charging

Fuel Throughput Fees;

» Fuel Throughput Fees significantly increases the cost

offuel; and
= Airport Operators use overwhelming market power.

DIAL has neither provided any assets required for storage
nor provides any service for refueling .At Delhi airport, the
~ assets aré constructed, owned, operated and maintained by -
DAFFPL/Oil companies. We have been paying DIAL for use
of the land in the way of fair, market rates rents and
commercial license fees. FTC or. "Throughput Fee" is
charged in addition to land license fee. Hence, there is no

cost basis for charging FTC.

Further, it is pertinent to note that the ATF sales at Delhi
Airport has increased considerably since the time tariff had
been fixed. FT Camount zs d’[,remtéy proport/ona/ to ATF sales.
ATF volumes in 201 in-.L as 4; 980 273 K.L which is 26 %

f ¢
more than in 2009 |« e 4
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10. Even with frozen rate of Fuel Throughput Charge, it
translates into 26 % increase in payment to DIAL on
account of FTC. In Rupee terms, at the prevailing rate of
FTC, it translates into increase from Rs 88 Crore to Rs. 112
Crore. A charge paid which is without commensurate

services from DIAL.

Internationally, only one aeronautical fee is levied by
Operator which is with respect to Infrastructure and Opex

charges for fuel facilities at the airport.

BPCL proposes that AERA should remove FTC or at best fix
a lumpsum charge for FTC which should not be related to
ATF sales.

We have observed that DIAL has not considered the
revenue received from the Infrastructure and Opex charges
received from DAFFPL as part of JVC and as Concessionaire

to various agencies related with fuel supplies.

21.6.8. IOCL have sought clarifications on the FTC charges proposed in the

consultation paper as under:

“In view of the above, we would like to submit our

suggestions/ recommendations as under :

a) C/arification on the period of applicability of the proposed
increase in FTC may be provided, as to whether the
escalated rate of proposed for one year, i.e. till 31.03.2012
or for the complete regulatory period i.e. 31.03.2014.

b) The annual escalation of the FTC, if proposed, may be
made in line with the escalation formula agreed to between
DIAL and PSU fuel Suppliers, vide MOM dated 25.01.2010
which mentions that " a minimum escalation of 5% is to be
linked to Wholesale Price Index (WPI), with a cap of 7%"”

and not on "year to year escalation of 7%"”.

c) The Proposed increase. may' be made effective only on

prospective basis, in order. to avoid any financial loss to
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Suppliers. The present ad-hoc charges should be continued

till the revised charges are made effective by AERA.”
21.6.9. HPCL in their comments have submitted as under:

"The Authority has proposed to accept increase in FIC
w.e.f. 01.04.2011, an increase of 7% over the adhoc fuel
throughput charges of Rs. 561.75/- per KL on the basis of
their contractual arrangements. It is not clear whether the
increase is an one time basis for the remaining period of
1st Regulatory Period (i.e. 01.04.2011- 31.03.2014) or on.
annual basis. We would like to mention here that as per
the arrangement with the Suppliers at IGI Airport, there is
a provision for minimum escalation of 5% per annum over
previous year and escalation in excess of 5% to be linked
to Whole Sale .Pr/'ce Index (WPI) with a cap of 7.0%. The
above escalation factor is applicable for next 15 yrs w.e.f.
2009-10. |

As FTC applicable at the Airport are a pass through item for
the Suppliers, i.e. the FTC is recovered from the Customers
and passed on to the Airport Operator; it would be difficult
for us to recover FTC from the customers in the even they
are made applicable on retrospective basis, as is the case
in above instance, where it is being proposed from
01/04/2011. In view of above, it is requested that any
revision in FTC should be made from the prospective date.
Till that period existing adhoc rate should only be made:

applicable.”

21.6.10. APAO have in their submissions stated that the Authority’s stand of
treating cargo revenue of DIAL from concessioned/ outsourced cargo services
as non-aeronautical is well appreciated. However treating cargo revenue as
“aeronautical” during the period it was handled directly by DIAL would be
inconsistent with the provisions of OMDA The provisions of concession offered

by the Central Government ap@’%l'jh.ﬁc'ﬁ’\}y\ be reconciled harmoniously by

treating cargo services for.etgﬁgz' pg{“‘%;i é}s" dlrectly handled by DIAL as
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“aeronautical” (to be consistent with the provisions of the AERA Act), but
Considering revenue from cargo services as revenue from Revenue Share
Assets (as per the concession offered by the Central Government), 30% of

which may be considered as revenue for calculation of aeronautical tariffs.

21.6.11. MIAL have in their submissions stated that:

We further note from Para 385 of the Consultation Paper
that DIAL, in its submission, has mentioned that they have
treated Fuel Throughput Charges (FTC)as aeronautical
since the issue of treatment of FTC as aeronautical is sub-
judice with the Appellate Authority and appropriate
modification in the tariff determination may please be
made in the event of a contrary decision of the Appellate
Authority in this matter. We firmly believe that FTC is non-
aeronautical revenue in the hands of airport operators as it
is a concession fee received from_oi/ companies for allowing
them to carry out their business at the airport and reflects
the value of concession granted and no aeronautical
services are being provided by the Airport operator in this
regard. ICAO policies also very clearly support this view
that revenues from concessions granted to oil companies to
supply aviation fuel and lubricants are, inter-alia, to be
treated as revenue from non-aeronautical services, even
though such arrangements may apply to such activities
which may themselves be considered to be of an
aeronautical nature. Further, Authority itself has decided in
Para 401 of the Consultation Paper that concession fee
received by DIAL from ITP service provider may be treated
as non-aeronautical revenues in the hands of DIAL since, in
the subject case, .DIAL does not provide the ITP service
themselves and these are provided by the concessionaires
though ITP services are aeronautical services in terms of
Section 2(a) of the _Al’f_‘;qréﬂ—?g:}ﬁggn.omic Regulatory Authority
of India Act, 2008Th/5,@)85/t10ngf Authority very clearly

substantiates our view thatwhile fuelling of an aircraft may
L | ] &

2, | | IR § A=
S Qi e f
-
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be aeronautical service, which is provided by the oil
companies and not by airport operators, concession fee,
i.e. FTC, received by the airport operators from the oil
companies is a non-aeronautical revenue in the hands of

the airport operator.”

21.6.12. CII have in their submissions stated that the Authority has treated
the cargo revenues as aero-revenues in some places and non-aero in others
and has urged the Authority to be consistent in its approach while treatment
of all the components. Further, they have stated that as the OMDA and SSA
specify that Cargo revenues are Non-Aero, they should be treated as Non-

aero in all aspects of the tariff determination process.

21.6.13. The MoCA, vide their letter No. No0.AV.24032/4/2012-AD, dated
09.03.2012, received on 12.03.2012, on the subject Determination of
aeronautical tariff in respect of IGIA, Delhi - Consultation Paper 32/2011-12,

have observed as under:

“2. In this regard also refer to Section 13(1) (vi) of the
AERA Act which provides that the Authority while
determining the tariff for ‘aeronautical service' shall,
inter-alia, consider the concession offered by the Central
Government in any agreement or memorandum of
understanding or otherwise. The Authority has also
reiterated that in the determination of tariff for individual
airports, it will give due consideration to the extant

concession agreements.

3. In this connection, it is clarified that as per State
Support Agreement entered with DIAL by Government of
India, the. agreement provides that the Base Airport
Charges (i.e. Landing, Parking, Housing & X-Ray Baggage
charges and  Passenger Service Fee) have been
stipulated as aeronautical charges. Cargo and Ground
Handling Services have been stipulated -as non-aeronautical

services in Schedule 6 of“ Operation, Management and

Development Agree'fn'ént (OMDA) entered into with the
JVCs by AAL i d

Order No. 03/2012-13 AR T

f £ Page 125 of 243



4. The AERA Act, 2008 provides that any service provided
"for Ground Handling services relating to aircraft,
passengers and cargo at an airport", "for the cargo facility
at an airport"; are aeronautical services in terms of
Section 2(a) and the tariff therefore has to be
determined by the Authority in terms of Section 13(1) (a').
of the Act. The nature of these services is clearly indicated

as "aeronautical services".

5. It is seen that Cargo and Ground Handling services are
being treated as aeronautical services as per Section
2 (a) of the AERA Act (Para 402 of the Consultation
Paper). However, as per the Provision of OMDA and SSA,
cargo and Ground Handling services are categorised as
non- aeronautical and the revenues accruing from these

services may be treated as non- aeronautical revenue.

6. AERA should adhere to the relevant provisions of the
contractual agreements in the process of determination of

tariff.”

21.6.14. FIA, in response to the MoCA’s submission (that was uploaded vide
Public Notice No.08/2011-12 dated 12.03.2012, on the Authority’s website for

information of all concerned) have submitted that as under:

Y as per section 13(1) (a) (vi) of the Act, the Authority
has to take into consideration the factors including thé
concession offered by the Central Government by way of an
agreement. However, such consideration cannof
automatically bound the Authority to the terms and
conditions of any such agreements entered into by the
Central Govemmént and make the Act itself secondary to
the statute. If such a proposition is accepted then any
agreement entered into by the Central Government would
amount to overriding _the Act. This will render the
" enactment nugatoy’:l’g:’aﬁ Lf}bsexcases where the airports
were being contr&ﬁpd byE, g‘ve

mort Authority of India
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("AAI") and concessions are being invited or have been
granted to private operators. Hence, the Act will only be
relevant for green-field airports and that too where Central
Government has not entered into any agreement. In this
~context, kind attention of the Authority is invited to Hon'ble
Supreme Court's ratio decidendi in the case of PTC India
Itd. vs. CERC reported as (2010) 4 SCC 603, wherein the
Constitutional Bench of the Hon'ble Supreme Court has
caltegorically stated that any agreement cannot override
the statutory provisions even' if so far agreements were
entered prior to the enactment itself. In such cases the
parties have to realign the agreement in consonance with
the statute. Relevant extracts of the said judgment are

reproduced below for ease of reference:

"40. ... A regulation under Section 178 is in the nature of a
subordinate Legislation. Such subordinate Legislation can
even override the existing contracts including Power
Purchase Agreements which have got to be aligned with the
regulations under Section 178 and which could not have
been done across the board by an Order of the Central

Commission under Section 79(1)(j)."

In view of the foregoing, it is submitted that MoCA's
submission that cargo and ground handling services ought
to be treated as 'non-aeronautical’ in terms of OMDA and

SSA are misplaced.

In this regard it is also noteworthy that MoCA's submission
is also not in conformity with internationally recognized
standards that cargo and ground handling services are to
be treated as part of aeronautical and not non aeronautical
services. Further, MoCA’'s attempt to make cargo and
ground handling treated as non- -aeronautical services is to
render the said se/wces outg;de the purview of the control
exercised by thé A,utho 293 under section 13(1)(a) of the

Act. Further, treatmg g; _nd handl/ng and cargo services'
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as. non-aeronautical services would amount to taking the
ground handling and cargo services outside the purview of
the Act which in no way brings any benefits to the other

stakeholders including the airlines and/or consumers.”

21.6.15. DIAL have in their comments on the Fuel Throughput Charge stated

as under:

" The Authority has forecasted the revenue from fuel
thruput charges after indexing the same with CPI Inflation.
We would like to bring to the notice of the Authority that
the revenue forecast submitted by us was in nominal terms
i.e. after factoring in the inflation allowed as per the
contract. Additionally, the methodology of forecast of fuel
thruput is not clear even if we apply proposed ATM growth
of the Authority. It appears that Authority has applied
some additional variable over and above the
forecasted ATM growth and inflation for arriving at
the revenue forecast of Fuel Thruput. This aspect
needs further clarification and correction, if any.

[Emphasis Original]

21.6.16. In response to the comments of BPCL, DIAL have submitted as

under:

"According to the provisions of the AERA Act, 2008, the
fuelling service is aeronautical. Therefore, Into-Plane
Service (ITP) has also been termed as aeronautical. At
IGIA, DIAL has concession out the ITP service. Since, DIAL'
is not the direct service provider and the respective service
providers are being regulated, the concession fee received

by DIAL from ITP services is treated as Non-Aeronautical.

M/s BPCL and M/s IOCL (Oil PSU Marketing companies) in
their capacity as majority shareholder of DAFFPL (Fuelling

Infrastructure compa a’re o @n‘atory to the Concession
and Operating Agreém,e’nt eﬁ;\e[ed'\yv DIAL on September
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22na 2009 with regard to fuelling services being provided at
IGIA.

In accordance with the terms of the said agreement, the
Fuel Thruput Charges are defined in the agreement
(Relevant extract attached) and the escalation fhereof has
been agreed by the Oil PSU companies and ratified by the
minutes of meeting held on January 25w 2010 which
included M/s BPCL, HPCL & IOCL) with DIAL for a period of
15 years.

We reject allegation raised by M/s BPCL that they have
been coerced to agree to fuel thruput charges. In this
context we submit that the practice of charging the FTC
was prevalent at the AAI airports on per KL basis well
before DIAL took over the operation of IGI Airport. The
charging of the FTC by the airport operator as a concept
was breva/ent even before DIAL took over the operations
and management of IGI and the same were being paid to
AAI by the 3 PSU'’s.

M/s BPCL is a signatory to the minutes of the meeting
signed along with HPCL, IOCL and DIAL wherein it was
agreed to follow a mechanism for annual rate of escalation
in the FTC.

The statement made by BPCL is incorrect in light of 'thé
concession agreement signed by M/s BPCL, which
adequately covers the provision of charging the FTC and
further by‘ signed minutes of meeting whereby the
escalation in the fuel thruput charges was decided and
agreed. (Re/evaht extract of the concession agreement is
attached) We request the Authority to ignore such false

statement.

Being a signatory to .the > __Cohceséion and Operating

Agreement, the con-ég;é‘ibh- térms ‘were clear that the asset

for fuelling servfcéé-"' /nc/Udan the sinfrastructure will be
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under the ownership of DAFFPL. As regards to Fuel
Throughput Charge (FTC), this is a profit sharing
mechanism with the oil companies and as such cannot have

any cost basis.

It has been the prevalent practice of charging thé FTC on a
per KL basis. All the other AAI Airports charge the FTC on
per KL are their rates are also subject to escalation.

Therefore we do not see any merit in such argument.

BPCL sells fuel at the airport and makes profit therefrom..
The FTC is-a profit sharing mechanism. If we go by the
principle suggested by BPCL, BPCL should also accept a

fixed profit from entire sale of oil at the airport.

21.6.17. Further, in response to the comments of HPCL and IOCL, DIAL have

submitted as under:

"M/s HPCL is referring to the agreement on escalation in
the Fuel Thruput Charges. We have assumed that inflation
will be around 7% in our tariff filing and accordingly
assumed an increase of 7% in fuel throughput charges as
well which will hold true if the projected inflation is clocked.
However the conditions of agreement will prevail and if
inflation is lower than 7% the lower increase will be

charged subject to lower cap of 5%.

We shall request the Authority to provide for a true up if
there is a shortfall in FTC due to change in CPI index below
7%.

We do not agree to the comment that the FTC is a pass
through item for the Oil suppliers. Instead as stated in our
various responses, FTC is a profit sharing mechanism
between DIAL and the Oil Companies. This fact is further
confirmed from the aviation fuel invoices which do not
explicit state FTC %@ﬁ@mort fee being recovered

i
separately. I / @15
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It has also been noticed that the Oil Companies are
charging differently to different customers for the aviation
fuel s'upp/ied by them. Therefore, we request the Authority
to retrospectively approve the escalation in FTC charges

and the same should be paid to DIAL by the Oil Companies.

We would like clarify that the escalation in the minutes of
meeting as being referred to by M/s IOCL is an annual
escalation (p.a.) on the previous year’s rate. Therefore the
comment of “year on year escalation of 7%” has been
made out of context especially in light of the fact that the
minutes being referred to and signed by the representative
of M/s IOCL clearly states that there would be annual
escalation based on the charges of the earlier year which is
the same as é year on year escalation. As such there is no

deviation from the agreement being referred herein.

As - states earlier, the Authority should approve the
escalation in the FTC from the retrospective date of April
1st 2011.

- We do not agree to this comment that the retrospective
increase tariff is liable to result in financial loss to the
suppliers in light of the fact explained earlier that the FTC is
a profit. sharing mechanism between DIAL and the Oil
Suppliers. This is confirmed from the fact that the aviation
fuel invoices to the customers do not explicit state any such

FTC charge or airport fuel royalty being charged separately.

It has also been noticed that the Suppliers are charging
differently to different customers for the aviation fuel
supplied by them. Therefore, we request the Authority to
retrospectively approve the escalation in FTC charges and
the same should be pa/d ta DIAL by the Suppliers w.e.f,
April 1st2011. B 7

We request the Author/ty, to c/ar/fy \Wh//e it is passing the
Order that the FTi C and the esca/at/" i thereon is on an
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annual basis within the control period with the first

~escalation from April 1s:2011 (as considered in the financial
model) and that in case of a change in CPI index true up
should be available to DIAL’s aeronautical charges to the
extent of shortfall due to lower FTC recovery on account of
lower CPI. '

We have assumed that inflation will be around 7% in our
tariff filing and accordingly assumed an increase of 7% in

fuel throughput as well.

However the conditions of agreement will prevail and as
such if inflation is lower than 7% the lower increase will be

charged subject to the lower cap of 5%.

We request the Authority, to clarify while it is passing the
Order that the FTC and the escalation thereon is on an
annual basis within the control period with the first
escalation from April 1s:2011 (as considered in the financial
model) and that in case of a change in CPI index true up
should be available to DIAL’s aeronautical charges to the
extent of shortfall due to lower FTC recovery on account of
lower CPL.

Authority’s Examination

21.6.18. The approach of the Authority in treating the revenue from non-
aeronautical services has been explained in the section on Hypothetical RAB in
para 12.28. to 12.35 above.

21.6.19. The Authority has carefully examined the stakeholder submissions
keeping in view the provisions of. the Act under which Cargo and Ground
Handling services are defined as aeronautical services which are required to
be regulated. However, as per the Schedule-VI of OMDA, these two services
are to be in the category of non-aeronautical services. Since the services are
aeronautical services under the Act, the service provider providing the
services would also come within the'é’bitc qFTegulatlon In the Consultation

‘"-”'--\L/

Paper, the Authority, therefore, %c%sed on t ’serwce prowder of these two
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services, namely Cargo and Ground Handling. The approach it has decided to

take is as follows:

(a) If the service provider of these services is the airport
operator himself, then the revenues from these services
accruing to the airport operator would be treated as
aeronautical revenue and in such a case, the costs incurred by
the service provider, namely the airport operator, would also
be taken into account while determining the aeronautical
tariffs.

(b) If the provision of these services is outsourced .to a
third party, including as in the case of DIAL to a 1V, the third
party becomes the service provider and comes within the
ambit of regulation, including tariff determination. The airport
operator, namely DIAL, would receive revenues from such
third party concessionaire in the form such as revenue share,
rent, dividend or royalties, etc. These revenues obtained from
the third party by the airport operator (in the instant case
DIAL) would be regarded as non-aero revenues in the hands of
the airport operator. However, the costs, if any, in obtaining
these revenues from the concessionaire would not be taken
into account as a cost pass through as per the provisions of
SSA/OMDA. '

21.6.20. For the peridd from April, 2009 to about mid-November, 2009 the
airport operator was providing the cargo services and thereafter this service
was concessioned out to a joint venture (JV). Hence, in accordance with the
above approach, the revenue accruing to DIAL for these 8 months from the
aeronautical service, namely, Cargo Handling has been treated as aeronautical
(with the attendant costs also taken into account). The amount of revenue on
account of Cargo Handling services accruing to DIAL in thése 8 months was
Rs. 141 crore. The costs incurred by DIAL in providing this service were
estimated at Rs. 13 crore. Both the revenues and the costs were reckoned
towards the tariff determination. Afjcgf‘-"rh'i,,dffN-éyembér, 2009, since the DIAL
had concessioned out the provis,i‘o.ﬁ:,:;'b'f- ’_,.('-:gljgo "H:é;'ré}'dling service to its 1V, the

revenues accruing to DIAL from:”‘théll‘ 5\Y h‘a,\/é beeri%f_{fe”ated as non-aeronautical
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revenues of which is 30% to be reckoned towards determination of

aeronautical tariffs in accordance with the provisions of SSA/OMDA.

21.6.21. The MoCA have commented on this approach stating, inter alia;
that the Authority should adhere to the relevant provisions of the contractual
agreements in the process of determination of tariff. The Authority infers
from the Ministry of Civil Aviation’s (MoCA) letter N0.AV.24032/4/2012-AD,
dated 09.03.2012, that according to MoCA’'s interpretation revenues from
Cargo and Ground Handling services accruing to the airport operator should
be regarded as non-aeronautical revenues, regardless and irrespective of
whether these services are provided by the airport operator himsélf or
concessionaire (including JV) appointed by the airport operator. - This inference
is being brought to the notice of the Government for confirmation. Depending
on the confirmation of the Government on the treatment of revenues from
Cargo and Ground Handling services, the Authority would duly consider the
matter and the correction/truing up, as appropriate, would be considered in

the next control period commencing from 1st April, 2014.

21.6.22. The Authority has also carefully considered the issue of Fuel
Throughput Charges and the submissions and comments made by different
stakeholders. It recognised the fact that under Section 2(a)(vi), ‘aeronautical
service’ means any service “for supplying fuel to the aircraft at an airport”. It
also notes that under Entry 17 of Schedule-V a specific mention of common
hydrant infrastructure for aircraft fuelling services by authorised providers is
mentioned as an aeronautical service. There is no mention pertaining to fuel
supply in Schedule -VI of OMDA defining non-aeronautical service. The fuel
supply to the aircraft at an airport from the oil companies into the airport is an
integral part of operations as defined in Section 2(a)(vi) of the AERA Acf. The
Authority has, therefore, taken the position that the fuel throughput charge is

aeronautical revenue.

21.6.23. This position is under challenge before the Hon’ble Appellate
Tribunal (AERAAT). The Authority has made its detailed written submissions
in the matter apart from outlining its Q§§§ssments of the legal position as
mentioned above. In the meantﬂuﬁeﬁs%inmcated in para 408 of CP, the
Authority has not received any wébl)ealterrrr(;atlveapgroach in this matter.

A PR
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21.6.24. The Authority, therefore, has decided to accept the proposal of
DIAL for increase of the fuel throughput charge for an increase of 7% in fuel
throughput charge With effect from 1% April, 2011. In the meantime, DIAL
have requested for a further increase of 7% w.e.f 01.4.2012. The Authority
notes that as per the contractual agreements with the Oil Marketing
Companies, the rate of FTC is liable for an annual increase of CPI or 7%
whichever is lower. In the revenue forecast, the FTC is factored with a 7%
increase year on year. Should the CPI figure for the year be lower than 7%,
the difference would be clawed back in the next control period. This decision
of the Authority is subject to the final outcome of the pending appeal in this

regard.

21.6.25. As far as the service of in-flight kitchen is concerned, this is not an
aeronautical service within the meaning of Section 2(a) of the Act and

therefore, it does not come within the ambit of economic regulation.

21.6.26. As regards the concession fee received by DIAL from the Bridge
Mounted Equipment concessionaires the Authority notes that the subject
service is a part of Ground Handling Service relating to aircraft and therefore
is an aeronautical service. However, this particular part of the service has
beeh concessioned out by the airport operator to a concessionaire. Hence, the
révenues'arising from the service into the hands of the airport operator are
treated as non-aeronautical revenues. This approach is consistent with the
treatment given to the revenues accruing to the airport ope'rator from the ITP

service provider (as concession).

21.6.27. The Authority has also noted that the BME service provider has not
obtained the Authority’s approval for the tariffs charges by it. The Authority
would separately advise the service provider to seek approval for these tariffs

as required under the Act and the Directions issued by the Authority.

Decision No. 23. Treatment of Cargo, Ground handling and Fuel

Throughput Revenue

Decision No. 24. The Authori'ty decided as under:

-

\\\\\

‘ ks M, ) .
24.a. if the service provider of these-aeronautical services is the

airport operator himself, then rey‘,ﬁé'_n’ue‘s’jé_'_t‘gcrui"h‘_éj-;-;ffom these services

B0
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to the airport operator would be treated as aeronautical revenue and
in such a case, the costs incurred by the service provider, hamely the
airport operator would also be taken into account while determining

the aeronautical tariffs;

24.b. If the provision of these services is outsourced to a third
party including, as in the case of DIAL a ]V, the third party becomes
the service provider and comes within the ambit of regulation,
including tariff determination. The airport operator, namely, DIAL
would receive revenues from such third party concessionaire in the
form such as revenue share, rent, dividend or royalties, etc. These
revenues obtained from the third party by the airport operator (in
the instant case DIAL), would be regarded as non-aero revenues at
the hands of the airport operator; however, the costs, if any, in
obtaining these revenues from the concessionaire would not be
taken into account as a cost pass through as per the provisions of
SSA/OMDA.

24.c. The Authority decided to treat the Cargo revenue for the
period 01.04.2009 to 24.11.2009 as aeronautical, during which DIAL
was carrying out the service itself. For the balance period of the

Control Period the same has been considered as Non-Aeronautical.

24.d. The Authority decided to treat the Fuel Throughput revenue
as aeronautical revenue. Further, the Authority decided to consider
the revision in Fuel Throughput charges in line with the agreements
with the Oil Marketing Companies and consider the escalation at CPI

or 7% whichever is less.

24.e. Further, the Authority decided to treat the concession
revenue received by DIAL from the BME Equipment service provider,
In flight Kitchen, ITP service provider(s) as non-aeronautical
revenue in the hands of DIAL.

24.f. The Authority mferst. fr’om the Ministry of Civil Aviation’s
letter No.AV. 24032/4/2012{4—AD, qa"fé:d 09?3 2012, that according to

its mterpretatlon revenues Efro:m Ca ,.gq}and ound Handling services
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accruing to the airport operator should be regarded as non-
aeronautical revenues, regardless and irrespective of whether these
services are pfovided by the airport operator himself or
concessionaire (including JV) appointed by the airport operator.
This inference is being brought to the notice of the Government for

confirmation

Truing Up: 6. Correction / Truing up for Decision No. 23

6.a. Depending on the confirmation of the Government on the
treatment of revenues from Cargo and Ground Handling
services, the Authority would duly consider the matter and the
correction/truing up as appropriate would be considered in the

next control period commencing from 1% April, 2014.

6.b. As per the contréctual agreements with the Oil Marketing
Companies, the rate of FTC is liable for an annual increase of
CPI or 7% whichever is lower. In the revenue forecast, the FTC
is factored with a 7% increase year on year. If the CPI figure
for the year is lower than 7%, the difference would be clawed

back in the next control period.

22. Non Transfer Assets

22.1. In the Consultation Paper, the Authority had proposed to accept DIAL's
submission of excluding the gross revenue from Non-Transfer Assets towards
cross-subsidization of aeronautical cost while determining the target revenue, in

line with the provisio'ns under the SSA.
Stakeholder Comments

22.2. Cathay Pacific have submitted that DIAL have gross revenue from Non-
Transfer Assets (assets other than Aeronautical and Non Aeronautical) which
should be included towards cross-subsidization of aeronautical cost while
determining the target revenue as the same is indirectly generated due to
airport operations.

22.3. DIAL have in their cIarificatip'_rfjéf\_ﬂ_,to:"tH'e-. .le"se_rvation made by Cathay

submitted as under: (L F ge g
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"We strongly oppose the view expressed herein as the same is
against the provision of OMDA. There is no connection between

revenue generatéd at the Non transfer asset area and the airport.”

22.4. IATA have supported the Authority’s decision as the scope of non-

aeronautical revenues is already defined in the OMDA.
Authority’s Examination

22.5. The Authority has carefully considered the submissions made by the

stakeholders. Non Transfer Assets have been defined in OMDA as under:

"Shall mean all assets required or necessary for the performance of
Non-Aeronautical Services as listed in Part II of Schedule 6 hereof as
located at the Airport Site (irrespective of whether they are owned by
the JVC or any third entity), provided the same are not Non-

Aeronautical Assets.”

22.6. It is observed that the proposal of DIAL to not include the gross revenue
from Non-Transfer Assets towards cross-subsidisation of aeronautical costs is in
accordance with the provisions of SSA which provide that " 30% of the gross
revenue generated by the JVC from the Revenue Share Assets”. The Revenue
Share Assets defined in the SSA do not include revenue from the Non Transfer
Assets. Therefore the Authority reiterates position taken in the Consultation

Paper.
Decision No. 25. Decision on Non Transfer Assets

25.a. The Authority decided to exclude the gross revenue from
Non-Transfer Assets towards cross-subsidization of aeronautical cost

while determining the target revenue.

23. Traffic Forecast and Forecast Correction

23.1. The Authority had noted that historically, over a 10-yeér period, domestic
passenger traffic at Delhi airport has grown at an average annual rate of 17.66%
and international passenger tariff has..grown at an average annual rate of
10.70% and had, accordingly, |n the CP~32 prOposed to consider these growth
rates for the purpose of trafﬂc Iforecast:; Fur‘l;helq, the Authority proposed to
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consider a symmetrical band of (+/-) 5% of the forecast percentages. (Refer
para 423).

Stakeholder Comments

23.2. Comments, in this regard, have been received from IATA, Air France, .
KLM, APAQ, ACI, Fraport, ASSOCHAM, FICCI, CII and DIAL.

23.3. IATA believes that the Authority’s traffic forecasts are realistic so long as
tariff increases are moderate. The full implementation of tariff increase proposal
will decrease domestic and international traffic by 5.9% and 6.5% respectively.
It is, therefore, imperative that any increase in airport charges has to be
moderate without impacting the health of the industry. In their assessment of
the forecasts by comparing with time series modeling, industry consensus
forecasts and forecast GDP suggests that the Authority’s forecasts are much
more consistent with expected traffic growth while DIAL’s forecasts look too low.
Air France, KLM have submitted that the forecast of DIAL is pessimistic. APAI

have submitted that the traffic projections are not in line with the real growth.

23.4. APAO have submitted that the traffic projection used by the Authority for
determination of tariff is higher than the forecasts by DIAL and other reputed
bodies such as AAI, ACI, ICAO and MOTT. The Authority has been requested to

consider the following points:

23.4.1. a. DIAL’s traffic growth since the start of the concession period

has increased from a lower base;

23.4.2. b. Current macroeconomic scenario suggests a slowdown in
India’s GDP growth, which is likely to impact passenger and cargo traffic

‘growth; and

23.4.3. c. Since traffic risk is primarily borne by the airport operator,
the operator's estimates of traffic growth are more appropriate for the

purpose of determining tariffs

23.5. ACI have stated that the Authority proposes a 15% increase in traffic for
FY13 and FY14 which are extremely aggressive given the economic downturn
globally. ACI’s latest traffic forecasts conducted in 2010 produced the following
growth rates for total passenger tr;afﬁﬁa'tsgiﬁgian airports:

b :__“-.:\"\)‘#_, —
23.5.1.  2013: 9.9% /’;f" .

23.5.2.  2014: 9.8% !!
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23.5.3.  2019: 8.6%

23.5.4. 2029:6.5%

23.5.5.  CAGR 2009-2014: 11%
23.5.6. CAGR 2009-2029: 8.2%

23.6. Considering that, historically, the growth rates at Delhi airport mirror the
all-India growth, it is safe to assume that this correlation is likely to continue.
Under achievement of the traffic estimates will result in a significant shortfall in
not just the aero revenues but also the non-aero revenues which are driven by
footfalls as well. In terms of ATM growth, there is considerable over capacity in
the market, as suggested by the load factors of the domestic airlines, which is
one of the main reasons for the weak financial conditions of the airlines which
have to keep prices low due to the stiff competition. Moreover, further
investments in fleet expansion looks unlikely considering the financial distress -
that all carriers find them in. ACI have urged the Authority to revisit the traffic
assumptions and revise them downwards keeping in mind the above mentioned
constraints. As regards the cargo, traffic worldwide is showing signals of a
slowdown. Historically, cargo performance has been é precursor to economic
upturn or downturn. A drop in cargo volumes point at falling domestic and
international trade and hence lower manufacturing levels. This downturn in
cargo would have an impact on other aspects of the airport revenues as well.

At Delhi airport also, downturn has been recorded in Cargo Traffic.

23.7. Fraport have submitted that the congestion was removed with the
opening of Terminal 3 that allowed passenger traffic to jump to a new level
thanks to the enlarged passenger handling capacity. Following this one-off catch
- up effect, it is assumed that the traffic growth shall return to a more usual and
flatter growth path and it is further expected that the traffic growth at IGI
Airport in the next years continue albeit at a much lower level than the CAGR of
the last decade. Fraport have requested the Authority to reconsider the traffic

forecast adopted in the Consultation Paper keeping the above factors in mind.

23.8. ASSOCHAM have stated that India has withessed high growth phase in the
last 10 years due to entry of low cost carriers with highest growth witnessed
between 2005 and 2008 on account of t.he LCC boom. But since then the growth
in supply has been tamed. g’he nunfbers of new routes added by domestic

carriers in the last 3 years havé beem s‘ubstanually lower than the cumulative
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routes added in the last 10 years. Therefore, they do not expect similar growth
for years to come and the low yields and relatively lower load factors
commanded by Indian carriers compared to the international ones is an indicator
of over-supply and cut throat competition. ASSOCHAM have stated that as per
data reported in September 2011, load factors of listed Indian' carriers range
around 75% while American and European carrier clock between 80+%. Also,
due to various efficiency issues the utilization of aircrafts in India has been lower
than international peers. Hence, it could be expected that airlines would focus on
higher utilization of aircrafts before entering the next phase of fleet expansion.

Views of traffic estimates in the media

23.8.1. In recent quotes in the media, the airlines have mentioned the
airline industry may see negative capacity induction leading to a net reduction
of flights.

23.8.2. Air India is planning to prune six long-haul international flights
apart from taking a relook at its domestic network as one of the steps taken

for cutting costs.

23.8.3. Some airlines are learnt to be cancelling placed aircraft orders as

well as considering downsizing of their fleet.

23.8.4. It is also learnt that DGCA is reviewing the fleet expansion plans of
airlines. Although DGCA may consider the replacement of fleet favourably,
addition of fleet is being questioned on the grounds of safety and

overcrowding in the aviation market.

23.8.5. Reports by ACI and various other industry experts suggest that
growth rate of Passenger traffic in India is going to be close to -10% only

compared to 17% (Dom) assumed. by AERA (the regulator).

23.9. Given the above scenario, ASSOCHAM have submitted that the Authority’s
assumption of future passenger traffic growth at 15% and ATM growth at 12%

seems very aggressive and should be revisited.

- 23.10. FICCI have in their submissions stated that in the context of the
traffic growth projections, the Regulator has taken the CAGR of the last ten
years to project the growth for the next two years (2011-12 and 2013-14) and
as per this analysis the passen.ger'traﬁ_‘ic at Delhi is expected to grow at nearly
15%. However, reports by ACI 'and vacious other industry experts suggest that

growth rate of passenger traffic in India’ is goihfg to be close to 10%. Further, the
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capacity addition may not see similar growth numbers as in the last few years,
which may have a bearing on the projected increase in Air Traffic Movements by
the Authority. '

23.11. CII have submitted that the Regulator has taken the last 10-years
CAGR to project the growth for the future. It has been observed that the
Regulator has been using the last 10-years CAGR for traffic projection in all its
consultation papers and orders. CII have highlighted that various organizations,
based on their own understandings and parameters, come out with their
projections on future growth of the aviation sector and there are bound to be
differences of opinion as to which projections should be taken into consideration
while determining the tariff. Since traffic projections would have substantial
impact on the tariff, it would have been ideal on the Regulators part to have
undertaken an independent study to estimate future traffic. However, in the
absence of this independent study, it would be prudent for fhe Regulator to
assume the traffic estimates given by the Ministry of Civil Aviation which is
based on the International Civil Aviation Organization Report dated May 2011
prepared for the Airports Authority of India. Further, CII have also stated that
going forward, the Association understands that other redeveloped airports are
also going to file for a tariff revision, and CII would recommend that the
Regulator take up an entirely independent opinion for the purpose of tariff

determination.

23.12, DIAL have in their submission stated that they had commissioned
an independent traffic forecast for IGI Airport from the Madras School of
Economics (MSE forecast). The MSE forecast used up-to-date advanced time
series techniques and examined "the short run as well as long run relationship
between air-travel demand and other economic factors; with a key objective
being to compare the results across various benchmark studies already existing
for India. The consultation paper does not adopt the forecasts of MSE. Instead,
it proposes to use traffic forecasts derived from historical data; specifically. 10
year CAGR figures for 2001-02 to 2010-11. The Authority’s dismissal of the MSE

forecast is based on two premises:

23.12.1. Firstly, there were. variations between the MSE forecasts and long

term historical trends as Calculated by the Authority; and
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23.12.2. Secondly, comments by Professor N.R. Bhanumurthy were critical

of the model.
23.13. DIAL have made the following submissions in this context:

23.13.1. Forecast proposed by the Authority are much higher than
the forecasts done by Independent Professional bodies: Tariff growth
proposed by the Authority is substantially higher than the MSE forecast and
other comparable recent forecasts (such as those undertaken by ACI, Mott
McDonalds, and MSE).

23.13.2. Background of ACI Forecaét: ACI requested DKMA to undertake
a study to evaluate the current profile of traffic in India and determine its
likely future evolution during the next six years. The report presents an
unconstrained passenger traffic development at a country level covering

2010-2015 and passengers are split into domestic and international.

23.13.3. Background of Matt MacDonald Forecast:DIAL as part of Master
Planning exercise, required under the OMDA, had to carry out a traffic study
for IGI Airport. DIAL assigned Mott MacDonald to undertake an independent
traffic study for IGI Airport. This study was the basis of Master Planning
required under the OMDA. This study has stood the test of time and as has

proved 90% accurate so far.

23.13.4. Background of ICAO Forecast: Airport Authority of India had also
appointed ICAO to carry out traffic forecast study and establish traffic demand
over next 20 years from 2011 for the National Capital Region (NCR). This is
one of the most recent and an independent and credible forecast carried out

on behalf of AAI/ Gol by the foremost aviation body.

23.13.5. Comparison of forecasts: A comparison of the forecasts done by
Independent bodies with that assumed by the Authority is given. These charts
highlight the significant variances between the forecast used for the tariff
determination by the Authority and those provided by independent and
reputed organizations. It is important to note that the forecasts by all these'
independent and reputed organizations marginally vary among themselves
but significantly vary as a group thh”che forecast of the Authority which raise
questions over reliance on/ H}tdrlcal tﬁém;js for its proposed traffic forecasts
. lr‘;ﬁgattlng traffic. Faced with such
significant variations, beét practl _f_r_;q;gest that the Authority give due

ot

without considering cuﬁrérit fae’;i;
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credence to comprehensive submissions provided by stakeholders and
experts, particularly where these submissions reflect commercial experience

in the relevant field.

23.13.6. Methodological forecasts are better than simplistic historical

average-

(a)Authority has projected the traffic growth based on historical
data. However this approach fails to consider the various
dimensions influencing air traffic growth. Mere historical data
alone will not substantiate that the future growth would be the
same. Many studies worldwide reveal that air travel is influenced
by economic, social and geo-political factors which are
dynamic and change over a period of time. The study
carried out by various civil aviation organizations like ACI, &
aircraft manufacturers like Boeing & Airbus incorporates various
parameters to derive the growth of air travel.

(b)Global & regional economic turmoil: In the recent past, most
of the regions of the world are facing severe economic turmoil
due to financial instability and high inflation. This would -
influence the emerging countries GOP, trade, tourism,
employment and travel. Hence, the traffic projected by Authority
excludes these very important parameters.

(c) MSE report: Historical data were also analysed by the MSE to
oversee the 10 vyears' time series data from 2000-2009 to
substantiate their predicted growth with forecasting modeI; So
the model very well fitted the forecast while comparing with
10years period historical data. |

(d)Further, there are material issues with historical trend a.nalysis
which are likely to favour the use of a more sophisticated
forecast model in this instance:

— First, historical trends are overly simplistic: As discussed

in the MSE for,e,cast predictions are subject to a degree of

risk and wg'b;taanty AT traffic volumes are affected by a

varlety o' mﬁuﬁce“s\{mfludlng fares. Income levels and

L412

extemalevents rand a'th@ugh these determinants cannot
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be fully accounted for, forecasts should at least attempt to
address the major influences. The simplistic nature of
historical trend analys.is glosses over these factors, relying
only on historical information which may have limited
relevance to forecasting future events. '

— Second, historical data incorporates transient one-off
events that have significantly affected past traffic but are
unlikely to recur. As a result, there are issues in treating

the proposed forecasts as reasonable.

23.13.7. A high base cannot sustain high growth percentage - The t.rafﬁc
growth percentage as forecasted by the Authority is based on a low base of
the year 2001. The same growth cannot be sustained on a higher base. The
current base on which these growth levels are being projected are almost

impossible to achieve.

23.13.8. Cargo growth - Recent traffic trend in cargo handling shows that
negative growth has started. Cargo registered negative growth during the last
two quarters over the previous years. This is evident from the graphs
produced herein. It is well known historical precedence that a slowdown in
cargo is a pre-cursor of slowdown in economy and passenger growth. As such
there are clear signs of an imminent slowdown in passenger and ATM

growths. Authority is requested to give due credence to these factors.

23.13.9. Band- In the CP-32 the Authority has noted fhat DIAL has not
indicated any Traffic Band while forecasting for traffic protection. Therefore, in
normal course, it would be assumed that DIAL is not seeking any corrections
in respect of traffic forecast errors. However, as discussed herein above, the
Authority proposes to use 10 year CAGR figures instead of figures projected
by DIAL. The proposed figures are substantially higher than the DIAL
projections. Therefore, it is possible to argue that traffic risk may have
enhanced due to the proposed action of the Authority. In this light, the
Authority has considered proposing a symmetrical band of say (+/-) 5% of

the forecast percentages.

represents the risk that an Airpgt ! IS 'Ihng to shoulder. In practice

the band can be provided once'tﬁ Alrpo _:Opertfer has more visibility on the
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traffic forecast being used for the tariff determination and the true up
mechanism. Hence, DIAL not submitting a band in the application for tariff
determination may not be construed as DIAL not seeklng an error correction.
DIAL have submitted that they have no objection to the traffic band of (+/-)

5% of forecast percentages proposed.

23.13.11. PAX/ATM error — DIAL have submitted that the projected traffic
growth as indicated by Authority has inconsistency in the passenger/ aircraft
ratio. Going forward, one would expect that the airlines would attempt to
improve load factors and operating efficiencies to stay buoyant in a very
aggressive/competitive environment. Therefore there is no way the PAX/ATM
ratio would decline as the Authority projected figure highlights. On the
contrary, this ratio is bound to show an increase year after year. In the case
of domestic, the passenger / aircraft ratio also appears to be over optimistic.
Another important factor is fleet rationalization. The airlines may use medium
sized aircraft .in the domestic sectors instead of small sized aircraft, and
secondly airlines may rationalize the routes and also increase the loads by
curtailing the frequencies of an aircraft as domestic airlines have been doing,
off late.

23.13.12. DIAL have also extracted the comments of LEIGH FISHER in

support of their response, which is as under:

"It is Leigh Fishers view that it is a mistake to pay too
nﬁuch attention to historic traffic performance as this is
‘distorted by the highly regulated nature of the Indian .
domestic market and also the non-rational behavior of
some of the airlines in the market, including provision of

excess capacity in the past.

The Indian market is immature in terms of demand and in
terms of the way It is served of key concern in the Indian

market at present if the chronic unprofitability of most

airlines operat/ng dome ites. The traditional solution

7S amiqe
for chronic unprofitaBaRy-isTo

4 "'ea’ker airlines -to withdraw
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has led to an overstimulation of demand by low fares due
to airlines wishing to fill seats. Capacity growth projections
should be treated with caution, for if there is any softness
in demand, airlines may cut capacity below what is

currently planned.

An examination of past performance suggests a rapidly
maturing market. In Leigh Fisher’s view, the impact of
deregulation has now passed through the system and the
market now has a much more mature relationship to GDP.
In addition there is a price factor at play as well as some
positive impact from capacity constraints at Mumbai that

may or may not continue.

It is not possible to derive the price directly from air fares
as no data Jis available but in certain years there s
evidence that there was a price factor at work in terms of
either increases in fares or cuts in capacity due to profit

ability issues.

In addition in the last year or so, constraints on airfield
capacity at Mumbai appear to be driving some traffic to
New Delhi,

..... In addition, in 2010-11, Leigh Fisher expect that there
has been a positive boost to traffic at Delhi due to
congestion/lack of capacity at Mumbai which has forced Air
India in particular to reroute capacity via Delhi rather than
Mumbai as evidenced by their decision to make New Delhij
IGIA their hub. Without adjusting for these factors
(capacity, price and congestion at Mumbai) it is unlikely

that any forecast will be reliable.

Significant risks still exist to any forecast. These include the

risk of airline c/osu;i ﬁpeC/a//y in the domestic market
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across India and Kingfisher's situation remains volatile

despite recent efforts to improve the debt situation.

23.13.13. DIAL have also extracted the comments of Professor Martin Cave as

under:

"The MSE forecast remains the most attractive option with
respect to traffic forecasting. There are numerous concerns
with AERAs forecasts -particularly their variation from other
benchmarks, their application of historical trend analysis
and the use of a low 2001-02 base-and adopting them
would present a clear difficulties. I recommend that the
final Tariff Determination adopt the methodologies and

figures as set out in the MSE forecast.”

23.13.14, DIAL have in their summary requested the Authority not to use
forecast based on 10 year CAGR and use the forecast of MSE or Mott
MacDonald submitted by them for determination of tariff for IGI Airport In this
control period.

Authority’s Examination

23.14. The Authority has carefully considered the various submissions of
the stakeholders.

23.15. DIAL have requested the Authority not to use forecast based on 10
year CAGR and to use the forecast of MSE submitted by them for determination
of tariff for IGI Airport in this control period or that made by Mott MacDonald.

23.16. The Authority had, in the Consultation Paper, proposed to consider
the historical traffic movement for the Passenger, ATM and Cargo movement at
IGI Airport, New Delhi over the past 10 year period, i.e., from .2001'~02 to 2010-
11, based on Airports Authority of India (AAI) Traffic Review. The Authority felt
that the historical trends could be a better representatioh of potential growth
trends in future by choosing to analyze historical data over longer periods of
time. Further, the 10-year period chosen for the exercise included the depressed
traffic years of 2001-02 and 2008-09 as well as buoyant tariff growth years of
2004-05 and 2005-06. The Authorit
period, domestic passenger traffic ! @ﬁhl alrport has grown at a CAGR 17.66%
and international passenger tarlff 189 Wi )

,,,,,,,,
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23.17. Prof. N.R. Bhanumurthy, National Institute of Public Finance and
Policy (NIPFP) had, in his comments on MSE Traffic forecast, observed that
"...the forecasts from fhe model may not be robust and using this for any policy
formulation may lead to unwarranted results. Thorough revision is required for
the study to be useful for policy.” The Authority also observed the fact that the
forecast presented by DIAL based on the MSE Model are significantly lower
compared to the long term historical trends. Hence, the Authority felt that
forecast of traffic in line with the historical trends would be a more reliable basis.
Further, in its recent decision in respect of DF levy, vide Order No.28 dated
14.11.2011, the Authority has used traffic forecasts on 10 year CAGR basis
(albeit over the period 2000-01 to 2009-10). In view of the above, the Authority
decided to use the 10 years CAGR figures (for 2001-02 to 2010-11) for tariff

projections.

23.18. The Authority has taken 10 year historical growth as the basis of its
traffic forecast for the last three years of the control period (2009-2014). DIAL
and DIAL’s advisers have thought that this forecast is too ambitious. Prof.Martin
Cave has questioned the selection of the base year (2001) and has stated that if
this year is altered, the figures of historical traffic growth would also change
(and become lower). FIA, IATA, etc., on the other hand, have felt that the traffic

forecast of Authority is somewhat pessimistic.

23.19. As already indicated in the Consultation Paper, the independent
expert opinion suggests that the forecasts from the model used by MSE may not
be robust and using this for any policy formulation may lead to unwarranted
results. The Authority notes that no material has been produced to rebut the
expert opinion. Therefore, it is not persuaded to change its view that the MSE

forecasts cannot be relied .upon for the present exercise.

23.20. The following table compares the forecasts adopted by the
Authority for the year 2011-12 with the actual traffic at IGI Airport, New Delhi

upto January 2012,
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Table 19 Traffic Forecast Comparison - Actuals at |Gl Airport for 2011-12 upto January 2012

| Particulars _ Actual IGI Airport, Traffic | Authority’s Forecast ]
' Growth (April to Jan | 2011-12 - 2013-14
2012 (Y-0-Y) |
Passenger
International 16.3% 10.70%
Domestic 25.0% 17.66%
ATM
| International 5.2% 11.5%
. Domestic 22.0% 13.38%
Cargo
International -5.7% 10%(approx)
Domestic -3.6% 13.86%
23.21. It is observed that the Authority’s forecast for passenger traffic and

ATM (Domestic) are lower than the actual growth rates whereas in case of ATM
(International) and Cargo Traffic the actuals are lower than the Authority’s

forecasts.

23.22. The Authority has given careful consideration to the conflicting
views of the stakeholders and the actual position depicted in para 23.20 above.
The Authority had, in the Consultation Paper, propoSed a mechanism of truing
up the traffic forecast with respect to actual to the extent of 50% with band of
5% around the forecasted number. It further recognized that the passenger
traffic to some extent is not within the control of the airport operator. It also
recognized that the forecast number and the economic consequences thereof
have to be so made so as to balance the interests of the stakeholders, namely,
the passengers, airlines and the airport operator. However, keeping in view the
submissions made by DIAL supported by the opinions of experts, the Authority
has further considered the matter. It is felt that the forecasts based on historical
growth rates are more reliable for the present. However, a 100% correction
(truing up) without the band of 5% around the forecast would remove the

uncertainties/ risks perceived by the airport operator.

Decision No. 26. Decision on Traffic Forecast and Forecast Correction

JE—————

&d o ise the actuals for FY 2009-10 and
;"4 ear;CAGR for forecasting Passenger, ATM

,,,, y011-13 “2012-13 and 2013-14 [with

26.a. The Authority deci
2010-11 and to use the

Order No. 03/2012-13 e guAor Page 150 of 243



26.b. The Authority will make 100% correction (truing up), of the
traffic. '

26.c. The Authority decided not to have any symmetrical band

around the forecast number for the purpose of truing up.

Truing Up: 7. Correction/Truing up for Decision No. 26

7.a. The Authority will make 100% correction (truing up), of the
traffic, the effect of which would be given in the next control

period commencing from 1st April, 2014.

24. Calculation of CPI -X

24.1. The Consultation paper had given the details of DIAL’s submission in this
regard. DIAL had submitted that “In addition to the value of 'X’ determined by
equating the NPV of the Target and the Actual revenues, CPI Inflation will be
added to the tariff. Accordingly, it is understood that the regulator will give an
allowance towards inflation (CPI) over and above the target revenue being
submitted herewith based on actual CPI numbers.” DIAL also submitted that
they did not consider any inflationary increase and have assumed that the
regulator will adjust the charges annually based on the actual CPI data. DIAL
have, subsequently, provided a 5 year forecast of CPI-IW at 7% per annum

based on Survey of Professional Forecasters as published by RBI on its website.

24.2. However, the Authority had in the Consultation Paper observed that based
on the provisions in the SSA, the X Factor would need to be computed
considering inflationary increases along with X factor. In view of the same, the
Authority had in the Consultation Paper opined that the approach proposed by
DIAL is not acceptable. (Para 424 to 430).

Stakeholder Comments

24.,3. APAO, ACI, CII and DIAL have furnished their comments in this regard.
APAO have requested the Authority to provide details on its treatment of
inflation for the components in the price cap model and the resultant estimation
of X Factor and have proposed that tha\AutHOrlty should estimate the initial tariff
based on X Factor and that the taf'rffs* car>( ,Fn bge adjusted for inflation annually

based on the initial tariff estlmatbg smgﬁ & X Factor

ti % D)7
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24.4. ACI have stated that the best international practices in calculating the X-
factor suggest that it is judicious to exclude inflation in its calculation and hence
arrive at the real value of X. However, the Authority has included inflation in
some components in the calculation of X. ACI have recommended the Authority
to revisit this and adopt the more appropriate treatment by considering CPI as

an add-on after computing X.

24.5. CII have observed that the Authority has adjusted the operating expenses
and the non-aero revenues for CPI. Over and above this, it has reduced the X-
factor by considering CPI in the calculation of the X-factor. CII have submitted
that the CPI is a year on year phenomenon. Hence, the model created as per the
base year numbers would be devoid of any inflationary growth for the coming
years, provided that the growth projections taken for each component of the
target aero revenue determination is based on real growth. The X-factor
determined from such a process would result in the calculation of real tariff
required to achieve the target aero revenues. Adjusting for inflation after this
process would enable the concessionaire to meet its target aero revenues in real
terms. CII have stated that the SSA also provides for a similar approach in
determining the X-factor and would like the Authority to follow similar
guidelines, as also iterated in the SSA, in adjustment for CPI in the X-factor

calculation.

24.6. DIAL have stated that the position taken by Authority that the CPI
adjustment is part of the X factor is incorrect and the correct'position under the
State Support Agreement is that the CPI minus X adjustment is to be made to
the *AC’. Authority’s approach of calculating X factor including the effect of CPI is

contrary to the provisions of SSA and is flawed due to the following facts:

"Based on the approach suggested by the Authority, the value of X
factor has been determined by equaf/'ng the present value (PV) of the
target and the actual/projected revenues. CPI value is, thereafter,
extracted from the value of X. In the present case, Authority has
arrived at 341.63% as the equating factor for matching the PV of
target and actual projected reveﬂue Out of the above equating
factor, Authority has subsum 7 Cﬁ‘[,ualue of 7% and residual value of
' 334.63% as the value of X"}f‘ﬂ{bﬁ aRproach was preferred
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stated in the SSA in the first place. Therefore, it would be not
be logical to claim CPI as part of equalising factor.[Emphasis

Original]

Secondly, the Authority while aggregating the target revenue from 5
building blocks has considered indexing only 2 blocks with inflation
viz. Operation and Maintenance Costs and Non-Aeronautical
revenues. The Authority has not indexed the remaining 3 building
block i.e. (Return on RAB, Depreciation and Taxes). Therefore,
effectively with the proposed approach of the Authority, the value X
factor is getting eroded due to partial buildup of CPI in two building
blocks which is then fully stripped in overall revenue while de-

indexing.

Thirdly, it is also difficult to understand how the Authority has
interpreted that CPI has been mandated to be allowed only on
Operation and Maintenance Costs and Non-Aeronautical revenues

and not any other building blocks in the SSA.”

24.7. DIAL have also extracted the Expert Opinion from Prof. Martin Cave in

support of their stand, which is extracted as under:

"DIAL has proposed that a CPIbadjustment to the overall tariff (that
is, @ CPI adjustment is applied after the tariff has been calculated)
to reflect the effects of inflation on the overall tariff. This is an
orthodox approach that would be expected to be applied. Price
controls based on the CPI-X formula are designed to replicate the
discipline provided by market forces, by accommodating general
inflationary trends (via the indexation of prices to the CPI) and then
taking account of potential productivity growth above that prevailing
in the economy as a whole, via the firm-specific 'X’. These dual
objectives are most simply and transparently best reflected by
adjustments to tariffs.

It is therefore surprising that AERA has rejected DIAL’s proposal and
appears to have built inflation a,djefs-tments into specific components
of the building blocks formulﬁff : b -’5‘u€fhaﬁ a,c;proach misunderstands
the purpose of the CPI- ,{)ﬁ

aspects of the costs and re

Nt It focuses myopically on
g

he re _" f/ated business, where
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the focus should be on the overall potential for profits. This wider
approach provides the necessary incentives for requlated firms to
seek productivity gains, and both costs and revenues ought to be
understood on this wider basis. I understand that this approach is
also inconsistent with DIAL’s interpretation of the concession
agreement. 4\

Recommendation

I recommend that AERA accept DIAL’s proposed tariff-wide inflation
adjustment as more consistent with the CPI-X approach to price

control that has been adopted.”
Authority’s Examination

24.8. The Authority had in para 424 to 430 of the Consultation Paper
No0.32/2011-12 stated the methodology adopted for calculating X. The Authority -

had reviewed the following aspects:

24.8.1. Treatment of aeronautical charges in the shared till inflation — X

price cap model as per the SSA.

24.8.2. Illustrative Numerical Example of the Price Cap Approach for X

factor determination in the SSA.

24.9. According to Schedule 1 -of the SSA, “The X factor is calculated by
determining the X factor that equates the present value .over the regulatory
period of the target revenue with the present value that results from applying
the forecast traffic volume with a price path based on the initial average
aeronautical tharge, increased by CPI minus X for each year. That is, the

following equation is solved for X.”

Zn:RBi X WACC; + OM; + D; + T; — S; _ii ACiy X Ty
(1+ WACC)! h (1 4+ WACC)!

i=1 i=1j=1

RB = regulatory base pertaining to Aeronautical Assets and any
investments made for the performance of Reserved Activities etc.
which are owned by the JVC, after incorporating efficient capital
expenditure but does not ﬁcfﬁé.,dap/ta/ work in progress to the
extent not capitalised /n,,c*"ﬁ& “dsselsy Nt is further clarified that
working capital shall notﬂz,é nc/yfmd asyp art of requlatory base. It is
further clarified that pe éﬁt es ang L qu1d33ted Damages, if any, levied

-ou/d not be allowed for
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capitalisation in the regulatory base. It is further clarified that the

- Upfront Fee and any pre-operative expenses incurred by the
Successful Bidder towards bid preparation will not be allowed to be
capitalised in the regulatory base.

WACC _= nominal post-tax weighted average cost of «capital,
calculated using the marginal rate of corporate tax

OM = efficient operation and maintenance cost pertaining to
Aeronautical Services. . It is clarified that penalties and Liquidated
Damages, if any, levied as per the provisions of the OMDA would not
be allowed as part of operation and maintenance cost.

= depreciation calculated in the manner as prescribed in Schedule
X1V of the Indian Companies Act, 1956. In the event, the
depreciation rates for certain assets are not available in the aforesaid
Act, then the depreciation rates as provided in the Income Tax Act for
such asset as converted to straight line method from the written
down value method will be considered. In the event, such rates are
not available in either of the Acts then depreciation rates as per
generally accepted Indian accounting standards may be considered.

T = corporate taxes on earnings pertaining to Aeronautical Services

S = 30% of the gross revenue generated by the JVC from the
Revenue Share Assets. The costs in relation to such revenue shall not
be included while calculating Aeronautical Charges.

AC,; = average aeronautical charge for the j category of aeronautical
revenue in the ith year

T,; = volume of the jth category of aeronautical traffic in the i" year X
= escalation factor

n = number of years considered in the regulatory period

m = number of categories of aeronautical revenue e.g. landing
charges, parking charges, housing charges, Facilitation Component
etc.

It can be seen that “X” does not directly figure in this equation. However,

the SSA provides the following in continuation to the above equation.

“The maximum average aeronautical charge (price cap) in a particular

year ‘i’ for a particular category of aeronautical revenue 'j', is then

calculated according to the following formula:
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where CPI = average annual inflation rate as measured by change in the
All India Consumer Price Index (Industrial Workers) over the

regu/atolry period”

Substitution of this formulation of AC; into the above equation would be

required to enable solving the equation for *X” as required in the SSA.

Zn:RBixWACCi+0ML-+Di+Ti—S iiA -1 X (1+CPI = X)X T

(1 + WACC))! i (1 + WACC)

24.10. DIAL, vide letter no. DIAL/2011-12/Fin-Acc/1583 dated
15.11.2011, had submitted that :

"In a CPI - X methodology of tariff determination, as envisaged in the
SSA, the CPI is tariff add-on to cover inflation. In this methodology
the efficient way is to determine X factor without considering
inflationary increases and only considering real increases in costs.
This provides an unadulterated X factor bereft of inflation. Thereafter
the CPI inflation coverage on actual year on year. basis in rate card is
provided which ensures transparency and ease of computation. The X
factor has been computed in the model accordingly and the request is

that this may be continued.”

24.11. Further, DIAL, in response to Consultation Paper No0.32/2011-12,
have requested the Authority to first arrive at AC, as defined in SSA without
inflation and thereafter giving the CPI inflation separately. The Authority is of the
view that this essentially seems to imply the following calculation:
AC; = ACi_q X (1 —X) x (1 +CPI)
Regrouping the terms, the formulation would effectively result in the following:
AC; = AC;_; X (1+ CPI —X — CPI X X)
AC; = ACi_y X (1 + CPI = X) — AC;_y X CPI x X

As can be seen, this formulation has an additional term “—AC;_, X CPI x X" in the

w""‘““"
determination of Aeronautical Char '/§\\% i When compared to the formulation

abqwequor\a negatlve “X" factor, this term

in the SSA, as discussed in para g

:fE,
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the Authority does not find any justification to accept the methodology proposed
by DIAL and deviate from the approach proposed in the Consultation paper. The
submissions of APAO, ACI and CII which are on the same lines as DIAL, are also

not acceptable for the above reasons.

Determination of X Factor

24.12, In the Consultation Paper, the 'X’ factor was calculated solving the
two equations simultaneously to arrive at a number of -334.64% as a one-time
increase if the revised tariffs were to be made applicable with effect from
01.04.2012.

24.13. The date of implem.entation of the tariffs will now be 15.05.2012.
By this change of date, the ‘X’ factor changes to -355.449%. This is on account
of shortening of the remaining period of current control period when revised
tariffs will be in effect.

24.14. In addition, certain modifications in some of the parameters were
necessary to account for the most recent data as well as inflation built into the
certain parameters like fuel throughput charges. The updated Opex, as on 31st
March, 2012, was also factored in while calculating ‘X’ factor.

24.15. The impact of these items is as follows:

Table 20 Impact on X factor due to change in parameters

Parameters Impact on ‘X’ factor Impact of various '
parameters

Change of date fo' the revised tariffs | ‘X’ factor increases from -334.63% to -

to be effective (i.e. from 01.04.2012 | 355.44%. +20.81%

t0 15.05.2012. _

Change in Fuel throughput charges | As a result, the ‘X’ factor changes from - +11.07%
projections with inflation factored | 355.44% to -366.51%.

only once.

Factoring the updated US Dollar | As a result, the ‘X’ factor changes from - -2.00%
exchange rate @ Rs. 50.66 355.44% to  -353.44%. '

Taking into account the latest figures | As a result, the ‘X’ factor changes from -

31.3.2012 on aero expenses. 355.44% to -336.83%.
, -18.61%
| Total impact 3 ) +11.27%
24.16. The cumulative impact of above mentioned parameters results in a
change in the ‘X’ factor from —334.6}%3\"{@53&5%920/0.
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24.17. The tariff card, reflecting the ‘X’ factor at -345.92% as on
15.05.2012 has been submitted by DIAL and the Authority has decided to

approve the same as a ceiling into the respective aeronautical charges.
Decision No. 27. Decision on CPI-X

27.a. The Authority decided to follow the formulation specified in
the SSA and calculate the “X” factor by solving the system of

equations mentioned therein.

25. Issue of 10% increase

25.1. In view of the proposed increase in tariff, the Authority had, in the CP -32
reiterated the position taken by it in the Order No0.03/2010-11 dated
21.05.2010. The Authority had also observed that the issue of allowing a 10%
year-on-year increase in Base Airport Charges, as claimed by DIAL, has become

an issue of academic interest only. - This issue is briefly discussed hereunder:

25.1.1. The request of DIAL for a 10% increase in their aeronautical
charges (in accordance with Clause 1 of Schedule 6 of the SSA, after
completion of 2 years; the proposal was forwarded by the MoCA vide its letter
no.AV.20036/014/2009-AD dated 06.10.2009) was examined in detail by the
Authority. It was noted that the 'Base Airp_brt Charges' are the charges which
were prevalent on 26.04.2006 (as set out in Schedule 8) and that a nominal
increase of 10% had already been permitted by the MoCA over the Base
Airport Charges (BAC) in terms of Clause 1 of Schedule 6 and that this
increase could be termed as ‘“permitted nominal increase of 10%"
contemplated in Schedule 6 of the SSA. Further, the second part of Clause (2)
of Schedule 6 states that "a permitted nominal increase of ten (10) pe_rcént of
Base Airport Charges will be available to the JVC for the purposes of
calculating Aeronautical Charges in any year after. the commencement of the
fourth year”. Thus, on a co-joint reading of Clauses 1 & 2, it is evident that as

per Clause (1) a nominal increase of 10% is to be permitted on completion of

first two years, subject to certain conditions and as per Clause (2), this
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required to set aeronautical charges in accordance with Clause 3.1.1 read with.
the principles set out in Schedule 1 of SSA from 4th year onwards and by
virtue of second part the nominal increase of 10% permitted (in terms of
Clause 1) is saved. The Authority also noted that the request of DIAL, at least
in some part of their communications, appeared to be for an increase of 10%
on the prevalent Airport Charges, whereas the second part of the Clause 2 of
Schedule 6 mentions an increase of 10% on the BAC, which in the Authority’s
view had already been permitted by the MoCA in terms of Clause 1 of
Schedule 6.

25.1.2. The Authority had observed that, if it is accepted that Clauée 2
contemplates an year on year increase of 10% from the commencement of
4th year onwards, it would mean that the GOI have agreed to a doubling of
BAC in about 7 years time irrespective of the actual determination in terms of
principles set out in Schedule 1. Thus, on a co-joint reading and harmonious
construction of the provisions of Schedule 6 of SSA, the Authority found that

the following scheme is revealed:-

(i) The airport charges, as existing on 26.04.2006 (which are
set out in Schedule 8) will continue for first two years from

the effective date.

(i) In the event the JVC fully completes and commissions all
the mandated facilities required to be completed during the
first two years, it would be allowed a tariff increase of 10%
in nominal terms from the beginning of 3rd year from the

effective date, as an incentive.

(iii)  From the commencement of 4th year onwards, tariff will be
set by the Authority/GOI as per principles set out in
Schedule 1 subject to the condition that, at the least, the
nominal increase of 10% of the BAC permitted during the
third year, as incentive, will continue to be available to the
JVC.

25.1.3.  Inview of the above, the- Authgrrty felt that there was no warrant in
Schedule 6 of SSA for an automatsc year on year increase of 10% in airport

charges from the commencement o'“_,___,:urth 9ear onwards. Accordingly, the
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Authority rejected the request made by DIAL for a 10% increase in
aeronautical charges at IGI Airport, New Delhi, with effect from 03.05.2009,
vide Order No.03/2010-11 dated 21.05.2010.

25.1.4. DIAL appealed against the said Order of the Authority before the
Honble AERA Appellate Tribunal vide Appeal No0.03/2010. The Hon’ble
Tribunal, disposed off the said Appeal vide its ﬁnal Ordér dated 11.05.2011
and directed that:

“Therefore, without expressing any opinion on the merits of
the case we set aside the impugned order and remit the '
matter to the Regulatory Authority to pass a reasoned
order after grant of opportunity to the parties for hearing
and to place further materials, if any. The exercise shall be
undertaken within a period of ten weeks. If the Regulatory
Authority requires any material to be produced it is but
imperative: that the same shall be supplied by the
-appellant. We note the stand of Mr. Nanda that a final

determination has to be done in each case.”

25.1.5. Pursuant to the decision of the AERAT, the Authority filed IA
indicating that it would be determining the final tariff in respect of
aeronautical services and that the issue of 10% increase thereof would be
taken up as part of this exercise. The Tribunal has permitted the Authority to
do so in a time bound manner, in pursuance of which the Authority has under
taken the present tariff determination exercise in respect of IGI Airport, New
Delhi.

25.1.6. As indicated earlier the Authority had, in the CP-32, stated that
there is nothing on record, presently, to change the views earlier taken by the
Authority. Further, as brought out in the section relating to sensitivity
analysis, the draft determination is resuiting in X factor of (-) 280.36%, which
would result in a one-time increase of 287.36% (on account of CPI-X) in the
airport charges on 01% February 2011, over and above the 10% increase
(WhICh DIAL received on 16" Febmar_\(b_“2009) in. Base Airport Charges
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February 2011, over and above the 10% increase (which DIAL received on
16™ February 2009) in Base Airport Charges. In view of the proposed increase
in tariff, the AUthority felt that the issue of allowing a 10% year-on-year
increase in Base Airport Charges, as claimed by DIAL, had become an issue of

academic interest only.
Stakeholder Comments

25.2, MIAL have stated that the Authority has concluded that on co-joint
reading and harmonious construction of the provisions of Schedule 6 of State
Support Agreement (SSA), it is found that “from the 4th year onwards, tariff
will be set. by the Authority / Gol as per principles set out in Schedule 1 subject
to the condition that, at the least, the nominal increase of 10% of the Base
Airport Charges permitted during the third year, as incentive, will continue to be
available to the JVC", which means, according to MIAL understanding is that,
aeronautical charges from 4™ year onwards shall be minimum 110% of the Base

Airport Charges.
25.3. IATA is of the view that the issue must still be resolved by AERA Appellate

Tribunal expeditiously for two reasons:

25.3.1.  Base Airport Charges does not include UDF and it is premature at
this point to dismiss a rate card option whereby the increase in Base Airport

Charges is kept below 10% and the shortfall recovered through UDF.

25.3.2. The situation in the second regulatory period could be one where
the Base Airport Charges are reduced or the annual increases kept below
10%. '

25.4. DIAL have stated that the aforesaid matter is sub-judice and pending
decision before the Hon’ble AERAAT. Notwithstanding, they reiterate their eérlier
stated position that the Aeronautical charges shall be set by the Authority after
giving due adjustment of 10% increase in the Base Airport Charges as
contemplated in the Schedule 6 of the SSA. Even though this provision does not

have any bearing in the current tariff determination but the same will be

relevant for future tariff determinations.
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any of the stakeholders including by DIAL. Therefore, the Authority finds no
grounds to review the position already taken by it in the Order No.03/2010-11
dated 21.05.2010 as reiterated in the Consultation Paper N0.32/2011-12 dated
03.01.2012. In any case the Authority’s present Order is fully in consonance
with the requi'rement of retaining the quantum of 10% increase over the Base

Airport Charges as read under Para land 2 of Schedule 6 of the SSA.
Decision No. 28. Decision on Issue of 10% increase

28.a. The Authority’s present Order is fully in consonance with the
requirement of the SSA. '

26. Cost of Equity (ROE), Fair rate of Return (FROR)/Weighted
Average Cost of Capital (WACC) and Leverage-

26.1. In the consultation Paper the Authority had based on the report of a
study commissioned through National Institute of Public Finance and Policy
(NIPFP), and consideration of other relevant factors, the Authority had for the
purpose of calculation, considered 14%, 16% and 18% as cost of equity and
also gave the scenarios at these rates. The Authority had requested the
stakeholders to specifically comment on this important issue so that it could take
a final view in the matter with the benefit of the stakeholder responses. DIAL
had based on the recommendations of Leigh Fisher, claimed 24% as the cost of

equity.
Stakeholder Comments

26.2. On the issue of Cost of Equity- Cathay Pacific, British Airways, IATA , AOC,
APAI, VOICE, APAO, ACI, Fraport, APAI, ASSOCHAM, FICCI, CII, and DIAL have

commented on the Authority’s proposal.

26.3. The MoCA, vide letter dated No0.AV.24032/037/2011-AD dated
12.03.2012, have forwarded a report of M/s.SBI Capital Markets Ltd. (SBI CAPS)
on the fair rate of return on the equity for Indian Airport sector. Airports
‘ Authority of India had got a study conducted through SBI CAPS which had

opined a return on the EqU|ty in }J;x,\,j‘_r‘ of 18.5% to 20.5% would be
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26.4. Cathay Pacific have submitted that given the fact that the cost of equity of
DIAL has been estimated by the NIPFP to be ranging from 12.7% and 14.06%,
there is no reason to adopt a RoE higher than the range indicated. They have
stated that in recognition of airports to be of strategic value in driving the
economic development of a place, consideration has often been adopted by
governments in using a RoE at a modest level than the one derived under pure
mathematical formula. Cathay have given the example the Airport in Hong Kong
where a RoE of 5% has been adopted and have stated that the strategy adopted
by the Airport in Hong Kong has been one of promoting traffic growth for the
overall and greater economic return of the Airport and Hong Kong at |érge,
which has worked successfully over the years bringing healthy and sustainable

growth to the place.

26.5. British Airways have stated that it must be noted that the expected
return on investment by GMR Group bears no relationship to the industry in
which it is operating as the airline industry overall is currently achieving a 0.8%
return on investment and that should the airlines be forced to collect a
development fee through an extra tax on the ticket the airlines will be absorbing
these costs for all tickets that have already been sold. As the booking period
opens a year in advance this will impact further on the fragile profitability of the
airlines thus leading to an ever increasing downward spiral of less tonnage and

less frequency.

26.6. IATA have in their submission stated that a cost of equi'ty in the following

range is fair : ' _
26.6.1. 10.3% to 11.7% - for a 5-year period with full 5-year risk exposure

(prices are set in advance for 5 years)

26.6.2. 9.0% to 10.3% - for a 5-year period with only 2-year risk exposure

(prices are set in advance for two years, as with the current determination)

26.7. AOC is of the view that the cost of equity should be taken below 14%.
APAI have stated that the Cost of equity at 16% as suggested by the Authority is
certainly the right methodology. VOICE, have stated that the request for return

circumstances. /f
/2,
26.8. APAO have in their subrrnssxsl

appears to underestimate the risk tg, gquity Verstors; ef IGI Alrport and as the
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aviation sector in India competes with other sectors in India as well as global
airport projects around the world for investments, returns to equity investors in
airports should adequately incentivize global developers and operators to invest
in this sector. Referring to the cost of equity estimates for IGI Airport made by
reputed external agencies APAO have requested the Authority to adopt the cost
of equity as estimated by KPMG and Leigh- Fisher Management in the range of
20% -25%. '

26.9. ACI have submitted that that in order to attract global investors, the
opportunities available investing in India’s airports must allow them the

possibility of achieving attractive returns. ACI have stated that

.......... in Greece a 15% RoE s assured to the private investors
despite a mere 2.4% inflation currently. The difference of
approximately 7% in inflation, as compared to 9.3% inflation in India,
should be adequately factored while arriving at the fair ROE. We
understand that AERA has taken average beta of airport companies
from developing and mature economies. It is ho_wever worthwhile to
note here that the perceived risk profile of investment options varies
vastly between asset classes from economies at different levels of
maturity. It is /mpbrtant to note that the current beta adopted by
AERA of 0.5 js similar to betas adopted for Heathrow and Gatwick
(0.47 and 0.52) which are much more mature markets devoid of any
cyclic effect compafed to Delhi airport. As such we believe the
selection of beta for Delhi airport should be reconsidered. Finally, we.
would like to point out that, as outlined by the UK’s CAA, investing in
the business of airport operations is considered riskier than other
sectors (beta of 0.4 for utilities versus an average of 0.5 for

international airports or even 0.61 for Stansted airport).”

26.10. Fraport have stated that it should be noted that India’s country risk
profile and airport sector specific risk are considered to be comparatively high
compared with other markets and as a result any proposed cost of equity needs

to reflect these elevated risk profiles in order to attract investment.

26.11, ASSOCHAM have in their subfrﬁ?@'"nﬁ mpared the returns in other
sectors Power (15 5% RoE at base rél;é_, J CoE by State Electricity
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NHAI) and in the case of renewable energy 20 to 25% by CERC and stated that
given the risk profile of airports a 20% plus is needed to attract investment.
Further, they have also submitted that submitted given the lack of precedence in
this sector in India, the risk-return profile of airport development and operations
business in other economies can be considered. Specifically in this case,
ASSOCHAM agree with DIAL’s contention that the betas of relevant companies
from developing economies should only be considered, while the same from
mature economies should be left out as the risk-return profile of business in the
developing countries is significantly higher than mature countries and the taking
asset beta of developed countries for determination of cost of equity of airports.
in a developing country has inherent and obvious flaws. ASSOCHAM have
requested that the Regulator would do well to take cognizance of the above

arguments in its final determination of return on equity.

26.12. FICCI have submitted that the ROE of 16% recommended by the
Authority for airports is at par with that allowed to power projects by the Central
Electricity Regulatory Commission (CERC). However, FICCI have stated that, it
needs to be noted that this return in power projects is provided on the total
equity for the complete concession period. In the airport sector, however, it is
based on tHe RAB which decreases every year due to depreciation. Additionally,
all utility-based projects earn a residual value at the end of the concession
whereas in the current context, no residual value would be provided. FICCI have
requested that these factors should be considered when evaluating the return to
be provided in the airpdrt sector vis-a-vis the other infrastructure sectors. They
have also stated that it is worthwhile to note that given the risks, Ienderé are
cautious when issuing long-term debt to capital intensive and long-gestation
infrastructure projects and that there are significant political or geo-political risks
as well in the airport sector. These manifest in the form of changes in bilateral
air service agreements. FurtHer, FICCI understands, from speaking to some PE
firms, that such investors expect a return of more than 20% from their
investments in the infrastructure sector in India. While FICCI believes that the
decision to adopt the CAPM model to calculate the cost of equity is fair they have
urged the Authority to adopt the best practices of calculating the cost of equity
from employing the CAPM model Wmch wod[;i ensure a fair outcome and could

be used in all the future determma‘tlon by the\authorlty FICCI have requested

i‘.
/ |
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that the Authority may like to revisit the proposed 16% RoOE with a view to make

the returns commensurate with the risks faced by DIAL.

26.13. CII's submission to the consultation paper is on the same lines as
that of ASSOCHAM and FICCI. CII have also urged the Authority to revisit the
proposed 16% RoOE and revise the same upwards to make the returns

commensurate to the risks taken.

26.14. DIAL have in their response to the consultation paper, stated that
the computation of cost of equity proposed to be adopted by the Authority,
based on the study of NIPFP suffers from various lacunae and infirmities and
have flagged the same for the Authority’s attention along with various other
issued as under:

26.14.1. Risk free rate: Methodology

26.14.2. Selection of Betas

26.14.3. Equity Risk Premium

26.14.4. Levering and De-levering methodology based on market value of

equity.

26.14.5. Indicative Cost of Equity at time of bidding.

26.14.6. Other issues

(i) Comparative Risk of airports vis-a-vis other sectors.
(ii) Residual value of assets at end of concession. -

(iii) Expectation of investors.

(iv) Stabilization of interest cost not confirmed.

26.15. On the Methodology of determining the Risk Free Rate, DIAL have
submitted that the Authority has considered the recommendation of NIPFP who
have considered an average yield of past 10 years Government of India bonds as
nominal risk free rate at 7.35%. In the aforesaid report, NIPFP have taken a
simple average of ten years nominal GOI bond yields from 2001 and 2010. DIAL

have made the following observation on the aforesaid approach:

26.16. It is not appropriate to use the historic nominal figures (under

\:W%ﬁ‘these do not provide an

;§a$e Inflation index have

historic inﬂationary conditions), especi

:\"

moved quite erratically during
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underlying risk free rate should not be, in any case, influenced by such abnormal
anomalies. To consider an example, in case, we go by the recommendations of
NIPFP of 7.35% as nominal risk free rate and considering inflation forecast of
7%, the resultant real risk free rate is 0.33% (Based on Fisher’s formula). This is
erratically low compared to real risk free rate suggested by Varma and Barua
(2.60%) and UK Regulators 2.50%.

26.17. The risk free rate estimate incorporated in CAPM assessments of
the cost of equity, is usually based on establishing a forward looking rate for the
expected return on Government debt, which in turn is then used as a proxy for

the return on a notional risk free investment.

26.18. DIAL have also furnished Opinion of Prof.Jayanth R Varma, IIM
Ahmedabad and Management Consultants Leigh Fisher on the Risk Free Rate

Methodology. Opinions of both the experts are extracted hereunder:

Prof Jayanth R Varma, has opined the following on Risk Free
Rate: - "AERA’s consultant proposes to estimate the risk free rate of
return by taking the arithmetic average of the daily yield on 10-year
government bonds over the period January 1, 2001 to December 31,
2010. In my opinion, this averaging is completely inappropriate.
For computing the cost of capital on any given date, what is
relevant is the risk free rate prevailing on that date, and not

the average of what the rate has been in the past.

The cost of capital is used to discount future cash flows, and the pasf
is completely irrelevant except in so far as it provides some guide to’
the future. In the case of a market determined bond yield, the yield
at any point of time represents the market’s expectation of what the
average interest rate will be during the life of the bond (plus
appropriate risk premia). Since long term interest rates already
represent an average of expected future short rates, a further

averaging of these rates does not make any sense.

Moreover, an average of past bond y/‘e/ds' is a purely mathematical

construct devoid of any economic significance. By contrast, the long

/
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term interest rate is the r/&kfme?;bst of capital today; it is the rate
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that would have to be paid today to finance a risk free project, and is

therefore economically highly meaningful and relevant.

A case could also be made that interest rates of maturities longer
than ten years might be appropriate if airport assets have an average
economic life exceeding ten years. Ten year yields might bé used for
estimation purposes. because of their greater liquidity, but it might
be appropriate to add a small term structure spread of say 25
basis points to reflect the longer average economic life of the

assets.”

26.19. Leigh Fisher, in their opinion, have commented on the Risk Free

rate, which is extracted as under-

"The risk free rate estimate incorporated in CAPM assessments of the
cost of equity, is usually based on establishing a forward looking rate
for the expected return on Government debt, which in turn is then

used as a proxy for the return on a notional risk free investment.

AERA is intending to calculate a nominal cost of capital and it is
therefore appropriate that a risk free rate should be calculated in

nominal terms.

However, this does not mean that it is best practice simply to use the
historic nominal figures (under historic inflation conditions), where
these do not provide an appropriate indicator of what a forward

looking risk free rate would be.

In general we would expect the nominal risk free rate to take account

of two factors:
e An underlying real rate of return;
e A forward looking inflation rate.

This reflects the fact that it is more realistic to assume that the real

rate of return is consistent over timel, rather than to assume that

investors have a consistent view of the nominal rate and

LA w.uf%g\fatisfied with (say) a

nominal 9% return if lnﬂ?f‘mb»% hﬁ;{ﬂ o as they would be if
£ f

__p’“ -
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would, by implication, feel
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the same 9% nohwinal rate were offered and the inflation rate

were 15%.

As a result, if government debt costs are to be used as a proxy for
nominal risk free rates, it is important that the inflation expectations
at the time are taken into account - so as to establish the best

estimate level for a forward looking nominal benchmark.”

26.20. DIAL have also produced the extract of the opinion of Dr Harry
Bush, Ex Regulator of CAA, UK as under:

........... there could be significant reservations about the NIPFP's

approach to assessment of the beta.

........ NIPFP’s argument for broadening the comparator list beyond
emerging markets is to eliminate the 'bias’ that such a restricted list
entails but, if that /nvb/ves downplaying of the comparisons that
investors would themselves make, it risks identifying a beta - and a

cost of equity - that is not commensurate with the risks involved.

Given India’s state of economic development, airports in emerging
markets look to be an important and distinct reference point .in
ény full analysis. Their betas are likely to be impacted by broadly
similar factors, in particular (significant/y) higher rates of economic
growth and income elasticity of demand than in more mature
markefs, both of which would tend to increase the susceptibility of

airport revenue and profitability to economic fluctuation.

While there might be discussion about the relative relevance of
different airports in any list, a wholesale move to excluding such
considerations and moving solely to an alternative basis for
comparison requires very clear identification of factors which are

relevant to the risks which the beta is attempting to measure.

In this respect the NIPFP's identification of size and ASQ scores
as reasons for broadening the pool of comparators do not
a‘ppeaf to bear directly, to any significant degree, on the
systematic risk to which a/rp&‘\m 4 @sq\_\]ect In particular, ASQ
scores largely reflect passel}'ér bercep ‘.a s\of service quality and

»{.L

Iar Hgtas mé y‘have very different

ambience. Alrports with s;
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ASQ scores and vice versa. They do not relate directly to the

risk that investors bear.

Some factors might, in my view, tend to suggest a higher beta for
Delhi than some comparators. For example, the high degree of
competition for transfer traffic which has developed across
the Middle East and Asia may have an effect, as in economic
~downturns reduced transfer traffic may disproportionately impact the
less well established and competitive hubs. This could suggest a
higher beta for Indian airports compared to some other emerging

market hubs.

The operational leverage implied by the Government’s high share of

revenues might also be a factor arguing for a higher beta.

There may be other, different factofs which might argue for either
higher or lower betas and affect the weight to be attached to any
particular average of emerging market betas or to any individual
comparators. But using emerging market airport betas as a higher
reference point alongside other approaches, in the sort of range
discussed earlier in this note, would create a clearer framework for a
regulatory judgment about the appropriate level of beta and the risks

to investment that might be involved in any choice.

It is sometimes useful to perform a cross check of the results that
emerge from regulatory consideration. The result of NIPFP’s(
approach, even as amended by AERA, is that Delhi airport’'s
beta is assessed to be in the same region as those which the
UK regulatory authorities determined as applying to Heathrow
and Gatwick (0.5 compared to 0.47 and 0.52 respectively) and
to be lower than that assessed by the CAA for NERL's
monopoly provision of en route air traffic control services
(0.6). |

It also results in a cost of equity broadly similar, possibly below,

- ian infrastructure/utilities.
@ AN fye
These are strongly counterintUujisee.. 7%

those applying to the mainstrea
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Heathrow and Gatwick operate in one of the world’s most mature
aviation markets subject to significant capacity constraints, factors
which would both tend to dampen the response of traffic to economic
volatility. The NERL result depended to an extent on the operational - .
leverage to which the business was judged to be subject, a factor

which is also present in the Delhi case.”

26.21. DIAL have also furnished the opinion of Professor Martin Cave who
has also highlighted the various incongruities in the NIPFP report relied upon by

the Authority, which is extracted as under:

" 18 The following suggest that an asset beta estimate of around
0.60 for airports. in developed countries would be in line with

expectations:

= The New Zealand Commerce Commission has estimated asset
betas for New Zealand airports to be 0.60, which is in line with

previous estimates undertaken by the Commission.

» The British Civil Aviation Authority (CAA) has estimated the
asset betas for airports other than Gatwick and Heathrow to be
0.61.

19 An asset beta estimate of around 0.60 for airports in developed
countries would therefore be in line with expectations, as two
regulators have independently reached very similar conclusions. As
discussed elsewhere in this paper, in my view a higher figure is

appropriate for a developing country such as India.

20 A sense check would also be likely to reveal that 0.50 is too low in:
respect of DIAL. The UK CAA has estimated an asset beta for
Heathrow Airport in London at 0.47. Heathrow Airport is one of the
largest and busiest international airports in the world, which suggests
that the asset beta estimate for DIAL should be much higher than the
0.47 estimate for Heathrow Airport. ’

This result is not, of itself, a criticism of SFG Consulting’s attempt to
e —

it o

"é‘t:é_tistica/ robustness of the
7':-._".‘

compile a larger sample set to Iper,

& F

asset beta estimate.
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However, it is relevant to any residual discretion of the regulator that
the asset beta estimate is likely to be underestimated. On this basis,
an estimate of at least 0.70 and probably higher (in the 0.75 to 0.85
range) would be within expectations. This is in line with the estimates
produced in reliance on the New Zealand Commerce Commission’s
analysis, once the distinction between deve/oping and developed

countries is taken into account.

As mentioned above, using the Commission’s data set is preferable
because it is more up to date than the SFG Consulting data, is larger,
and has the additional credibility of endorsement by an independent

regulator and its expert advisors.

However, it is also relevant to note that both the SFG Consulting and
New Zealand Commerce Commission data sets include both
developed and developing countries. The table shows that ‘the
average (mean) beta of observations taken from Western Europe, the
United States, Australia, New Zealand and Japan is 0.56 whereas the
average of observations from other countries is 0.86.[1] In my view,
this is consistent with the observation that macroeconomic shocks are
likely to be strongly transmitted to the airport sector in a period of
high traffic growth[2]. Conversely, developed countries are likely to

face lower risk, which explains this result.

-Therefore, the available data is likely to underestimate asset betas for
Indian airports, due to the inclusion of airports from developed
countries. On this footing the appropriate beta estimate is at least
0.70 and probably higher - in the 0.75 to 0.85 range.”

26.22. As brought out hereinabove, the MoCA, vide Iletter dated
No0.AV.24032/037/2011-AD dated 12.03.2012, forwarded a report of M/s.SBI
Capital Markets Ltd. (SBI CAPS) ovn the return on the Equity. AAI had got a study
conducted through SBI CAPS which had opined a return on the Equity in the

range of 18.5% to 20.5% would be reasonable for airport sector in India.
26.23. FIA have in response to- «theuMoCAs letter submitted that the

stakeholders have not been proy4de}l WTtTT‘me/ Copy of the study conducted by
the M/s.SBI Capital Markets Lt @?é th§R

a‘te oﬁ Eqmty ("RoE") as suggested by
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MoCA @ 18.5% to 20.5% is totally unreasonable. FIA has objected to the Return
on Equity proposed by the Authority @ 16% as well as DIAL's proposal of
22.8%, which is totaliy unreasonable and have requésted that the Authority
must consider the rate on return on equity applicable to nationalized banks

which would be in the interest of the stakeholders and the consumers.

26.24.
of Return of Equity for Indian Airport Sector”.

SBI Capital was appointed by AAI to carry out a study on “Fair Rate
In its study, SBI Cap has
recommended and that a return of 18.5% to 20.5% is fair rate of return for
private airports and has enumerated certain risk factors for airport sector in
India in general. This report was forwarded to the Authority by MoCA vide letter
No. AV.24032/037/2011-AD dated 12.03.2012 wherein the Authority was asked
to M report of the Financial Advisor may kindly be considered in taking
decision in this regard”. This report was uploaded on Authority’s website vide

Public Notice N0.01/2013-13 12.4.2012.

Table 21 Comparative table indicating the RoE’s proposed by stakeholders

S.No. | Stakeholder | ROE Proposed
1 APAO 20%-25%
2 ACI In Greece a 15% ROE is assured to te private investors despite a
mere 2.4% inflation currently. The difference of approximately
7% in inflation, as compared to 9.3% inflation in India, should be
adequately factored while arriving at the fair RoE.
3 DIAL 24%
4 Fraport Reasonable return on investment for viable operations
5 AOC Below 14%
6. APAI 16% as proposed by Authority
7 BAR(I) Below 14% ,
8 Cathay As estimated by NIPFP, in the range of 12.70% to 14.06% is
Pacific reasonable
9 IATA 10.3% to 11.7% - 5-year period with full 5-year risk
exposure (prices are set in advance for 5 years);
9.0% to 10.3% - 5-year period with only 2-year risk exposure
(prices are set in advance for two years, as with the current
determination)
10 ASSOCHAM 20% plus
11 FICCI | AERA may review proposed 16% ROE to make returns
commensurate with risks faced by DIAL
12 CII Revise the proposed 16% ROE upwards
13 VOICE Even 16% unwarranted
14 MoCA- SBI | 18.5% to 20.5% as per the report of financial advisor (SBI
Caps Report | Capital Market Ltd, appointed by AAI), has been forwarded for
consideration in taklng decisions
15 Harry Bush, | Have commented on- tﬁ'g on. the various incongruities in the
LeighFisher, NIPFP report; Rlsk Free r.ate selectlon of Betas; Equity Risk
Martin Cave | Premium, Gearmggetc Y
and Jayant R / ¥\
Vvernma / M i \
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Authority’s Examination

26.25. Under Section 13(1)(a)(iv), the Authority is required to take into
account consideration of economic and viable operation of major airports while
determining the tariff of aeronautical services. In accordance with this
requirement, the Authority is required to determine fair rate of return on equity
(RoE) brought in by the promoters. It had, accordingly, requested the National
Institute of Public Finance and Policy (NIPFP) to estimate the fair rate of return
especially for projects under PPP mode, namely, Mumbai, Delhi, Bangalore and
Hydérabad. Accordingly, NIPFP vide its report dated 13.12.2011 gave its
estimate and range of fair rates of return on equity, i.e. 12.70% to 14.06%.
After taking into account the advice of NIPFP and the regulatory landscape, the
Authority made the necessary computations based on RoE of 16% for the
consultation purpose It is to be noted that DIAL and its Consultants had

suggested a rate of return of 24% for equity.

26.26. DIAL have in their response to the Consultation Paper given
opinions and reports from 4 consultants viz., Prof. Martin Cave, Deputy
Chairman of the UK Competition Commission; Dr. Harfy Bush, Ex-Regulator of
the Civil Aviation Authority of the UK; Prof. Jayanth R Varma, IIM Ahmedabad as
well as Leigh Fisher, Aviation Consultants. Parallely, the AAI had also appointed
SBI CAP as a financial adviser to carry out a study on the “ Fair Rate of Return
on equity, for Indian Airport Sector” which the MoCA have, vide their letter No.
AV.24032/037/2011-AD dated 12.03.2012, forwarded to this'Authority stating
that the financial adviser SBI Cap has suggested a range between 18.5% to
20.5% as a fair rate of return on equity and that the Authority may consider this

report while determining tariffs.

26.27. The Authority requested NIPFP to review the SBI Caps report and the
comments made by the other stakeholders and to submit their report which it
did on 19" April 2012.

26.28. The NIPFP in its latest report has reviewed all material and has come to
a conclusion that the Authority could consider the RoE for DIAL in the range of
11% to 14%. A copy of the NIPFP refQntis:

I). AL .-”/

ched to this order (Annexure -
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26.29. The Authority has further considered the matter in the light of
stakeholders’ comments, SBI Caps report, NIPFP report etc.

Building Blocks of Cost of Capital (Weighted Average Cost of Capital or
WACC):

26.30. Since the investments made are broadly composed of investors’ equity
and debt, the calculation of fair rate of return on investment involves
calculation of fair rate of return on equity consistent with the risk profile of the
airport as well as the cost of debt. As the costs of both these forms of finance
are different, the costs or returns of each form of means of finance are
weighted by its proportion to arrive at the Weighted Average Cost of Capital
(WACC). If D and E represent the debt and equity proportions, gearing .g is

defined as:

26.31. The building blocks in calculation of the cost of capital thus are: (a)
Cost of equity or Return on Equity (R,) and (b) cost of debt (R,;) with their
relative proportions. The cost of equity is to be consistent with the risk profile
of the airport. The cost of debt is generally that at which the loan is contracted.
Hence what is important is to estimate the fair rate of return on equity. The
Return on equity is computed using the Capital Asset Pricing Model (CAPM) in

accordance with the formula:
R, =Rf+Bex(Rm_Rf)
Where R,is the return on equity, R is the risk free rate, Ry,is the market return and B, is the equity

B which is a measure of risk of the asset with respect to the market (or as a measure of systematic

risk for a stock) and is given by: -

_ Cov(Re,Rp)
¢ Var(Ry)

Where the numerator is the covariance of R, with market return and the denominator is the

variance of the market return. B, is also referred to as levered beta and often represented as f3; .

The term (R,, — Ry) is also called the Equity Risk Premium (ERP) or Market Risk Premium (MRP).
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Calculation of WACC:

26.32. Vanilla WACC: This approach is highlighted in Consultation Paper No.
3/2009-10, referred to as the 'Vanilla’ Cost of Capital approach, models the tax
shield on interest payments in the analysis of company profits itself. Using the
Vanilla approach therefore, tax as a building block can be calculated as per
prevailing accounting practices and laws and the calculation does not need to

be adjusted for aspects like interest tax shield.

26.33. The Authority in its “Airports Economic Regulatory Authority of India
(Terms and Conditions for Determination of Tariff for Airport Operators)
Guidelines, 2011” has adopted this approach by stating that the WACC for an

Airport Operator will be estimated as
WACC = FROR =Ry X g+ R, x (1 — g)

Where FROR is the Fair Rate of Return and the other terms have the same meaning as above (R, is

the pre tax cost of debt). This is also the approach used by DIAL in their tariff filing.
Calculation of g,:

26.34. If the airport is listed, this calculation is straightforward. For an unlisted

airport, this exercise involves the following steps:

26.34.1. Find a set of comparators that are listed on the stock exchange and

hence the equity betas of which can be directly estimated.

26.34.2. De-Lever the equity betas so estimated by appro'priate leverage of
the listed airport (taking into account the gearing or the debt to equity ratio)
to arrive at the asset betas of the elements of the comparator set. Find the

median (or average) of the asset betas of the elements of the comparator set.

26.34.3. As a first approximation, use the median asset beta so calculated as -
the asset beta of the unlisted airport in question. Assess any risk mitigating
factors in the regulatory environment in the unlisted airport and use

judgement to arrive at asset beta for the unlisted airport.

26.34.4. Re-lever the asset beta of the unlisted_ airport by appropriate
leverage of the airport (taking into account the gearing or the debt to equity
ratio) to arrive at the equity beta of thﬁ Lmilst‘ed a|rport |

T

26.34.5. Once the equity beta oﬁ t:he unh,sted‘»aﬂrport is obtained, make the

calculation of the fair (or requlred) Return'
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26.35. The issues associated in these steps are indicated below:
26.35.1. Selection of the Comparator set:

26.35.1.a. The Authority is aware of the issues involved in choosing an appropriate
comparator set and that “pure pay” comparator companies are hard to find. (See for example,
Lally, M., The cost of capital for the airfield activities of New Zealand’s international airports,
Appe'ndix 18, Final Report Part IV Inquiry into Airfield Activities at Auckland, Wellington, and
Christchurch Inlernational Airports of the commerce commission NZ, Aug 1, 2002, or also see
Page 154, Para 6.40 of the Report). Regulatory authorities have had to use their judgment in
this matter. For example, the observations of the Competition Commission of UK (CC UK 2007)
are relevant here. In its report (28" Sept 2007) on the Economic Regulation of the London
Airports companies {Heathrow Airport Ltd and Gatwick' Airport Ltd), the CC has made a
reference to the request by BAA and its advisers Oxera that CC UK should give much more
weight to asset beta estimates for other airport companies. CC observed that “We are not
persuaded by this stance: international airports have fundamentally different risk profiles
from Heathrow and Gatwick and in particular are subject to a different form of regulation or,

IM

in some cases no regulation at all.

26.35.1.b. The Commerce Commission NZ’s (CC NZ) Final Report Part IV Inquiry into
Airfield Activities at Auckland, Wellington, and Christchurch International Airports, 1 Aug 1,
2002, Page 158, Para 6.49 and 6.50 has observed:

Commission considers that the requlatory environment is fundamental to the performance
of the airports and is, therefore, the dominant factor considered in choosing comparators
- (Emphasis added). Useful benchmarks for an asset beta for airfield activities are, therefore,

as follows:

(a) United States firms engaged in electricity generation and/or distribution that are subject

to rate-of-return regulation {which almost guarantees them a certain rate of return).
(b) Electricity firms in the United Kingdom subject to CPI-X price caps (Para 6.50)”.
26.35.1.c.At another place (Paras 65 and 66 on page 25), the CC NZ observes:

- Characteristics important in assessing the suitability of comparators include the nature of
the firm’s output, the nature of the customer, the duration of any contracts with customers,

the extent of any regulation, degree of an@peig,{e g., as reflected in the price elasticity of
(\ J\h iy /j ~ oy

demand), the nature of options J;p \é‘)} ngm{/ng leverage, market weight, and

capital structure.
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The regulatory environment could significantly effect the performance of the airports and
is, therefore, a key consideration in choosing appropriate comparators. The Commission
adopted benchmarks for asset beta based on United States firms engaged in electricity
generation and/or distribution that are subject to rate-of-return requlation (which almost
guarantees them a certain rate of return), and firms in the United Kingdom subject to RPI-X
price caps. Other airports are not used as comparators because there is not sufficient

data to arrive at reasonable estimates (emphasis added)

26.35.2. Consideration of any special features of the unlisted airport that
may call for any uplift or downward adjustments to the asset beta and arrive

at the appropriate estimate of its asset beta.

26.35.2.a. In the Indian context, the Government and the Authority have put in place
several de-risking (risk mitigating) measures that can be expected to bring down the riskiness

of the unlisted airport, in this case DIAL. These are separately indicated below.

26.35.3. Appropriate gearing or leverage used to de-lever the equity betas of

the comparator set and re-levering the asset beta of the unlisted airport.

26.36. The calculation of equity beta from the asset beta is done on the basis
of “Hamada Equation”?. The CC NZ? notes that “A range of formulae have been
developed as possible ways to de-lever and re-lever beta estimates. All of
these formulae rely on making assumptions, including how firms manage théir
debt and the tax environment of the country in which the firm operates.” The

CC NZ finally decided that a formula without a tax term is apbropriate.

26.37. SBI Caps has erhployed the version of the Hamada equation with the

tax term in de-levering and re-levering processes as under:

3e=5ax(1l+(1—r)xg)

This formulation implicitly assumes that the debt beta (; is zero. This is “the parameter-in the

formula that shows how much systematic risk is borne by debt holders, rather than equity holders,

”3

as gearing changes””. A debt beta measures the (systematic) riskiness of debt relative to the market

portfolio in the same way that an equity beta measures the (systematic) riskiness of equity relative

to the market as a whole. If B is non-zero, the Hamada equation with the §; term takes the form:
._/\‘-"‘..I‘ ab !
y @l’;al 'S’tru’t‘.ture on the Systematic Risk of Common Stocks,”

' Hamada, R.S. {1972) “The Effect of the Firm'
The Journal of Finance, 27(2):435-452 ST,
lnput Methodologies {Airport Services) Reasonspaper Qel?'ember 22 2010 Para E8.51 page 324
3CC 2007 Appendix F Para 85, Page F22 | .. } it .
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D D
Bo=fax (141 -T)x )= fax =T
E E
Clearly if 4 = 0, these two equations become identical.

26.38. Though NIPFP has also performed these operations with B8; =0 in its
ca|cu|afions and the Authority has also decided to adopt the same approach i.e.
Bs =0, the Authority notes that a non-zero value of debt beta has important
bearing on how the WACC behaves with increasingly higher levels of gearing.
This is seen from the following table given on page 220 of CC NZ “Input
Methodologies (Airport Services) Reasons paper December 2010”. It will be
seen that with a non-zero debt beta, the uplift of cost of capital with higher
levels of gearing is substantially: dampened and almosf eliminated in the

gearing range of 0% to 40%.

Table 22: Leverage, debt betas and the post-tax WACC for Airports

TLeverage | Post-tax cost of | Post-tax  cost  of
capital with g, =0 | capital with g; = 0.2
0% 7.83% 8.04% |
’
17% 8.06% 8.06%
T20% 8.12% 8.07%
1 .
40% ' 8.42% 8.08%
60% 8.72% 8.12%

26.39. The proportion of debt and equity has a bearing on the calculation of g,.
The CC UK 2007, in their “A report on the economic regulation of the London
airports companies (Heathrow Airport Ltd and Gatwick Airport Ltd), presented
to the Civil Aviation Authority on Sept 28, 2007 (CC 2007) have stated that “In
this inquiry (Q5), we have had to deal with a substantial step up in leverage
during the latter part of Q4 and therefore require a means of translating an
observed beta at historical levels of gearing into the beta for a company with
the same level of underlying riskiness but with a much higher level of gearing”
and that in 'Q4 enquiry, it did not explicitly examine the relationship between a

firm’s asset beta and equity beta. * CC UK Uused the following formula for this:

% CC 2007, Appendix F, Para 83.
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Ba=PeX(1—g)+PaXg

D
D+E

g:

Where f3,is the asset beta, f3, is the equity beta, B, is the debt beta and g is the gearing level
(leverage), D is debt and E is equity. (According to Prof. Ashwath Damodaran, both D and E are to be
reckoned at their market values. One can however make a reaéonable simplification that the market
value of debt is equal to the book value of debt. For equity, this assumption is not valid Iand if the
market value of equity is to be used, this is possible for a listed company and for an unlisted one it
will havg to be estimated based on valuation methods. Note that in the absence of debt, the equity

beta equals asset beta.)

26.40. CC UK 2007 notes that the above formula implies that for a given value
of asset beta, the equity beta will increase with gearing. It is also evident that
higher the value of debt beta smaller will be the effect of higher gearing in
increasing equity beta. The debt beta thus has a dampening effect on the

impact of gearing on equity beta, The CC UK 2007 then observes that:>

“The key feature of these charts is the upward-sloping relationship that exists between a
firm’s gearing and its pre-tax cost of capital when one assumes a zefo debt beta. This
suggests that gearing up increases a firm’s pre-tax cost of capital and therefore warrants
the inclusion of a higher rate of return in price caps—something that can be seen explicitly
in Table 1 at the beginning of this appendix where BAA’s estimates for the pre-tax cost of
capital at Heathrow increase with the use of a higher gearing figure, while estimates of the

pre-tax cost of capital at Gatwick fall on the assumption of lower gearing.

We find this overall position difficult to reconcile with the observed behaviour of a range of
firms in a broad sample of different industries. In the requlated sectors, the trend in recent
years has been for firms to inject more debt into their capital structures on the apparent
assumption that higher levels of gearing represent more efficient financing. Indeed, ADI has
told us that its own decision to move BAA’s gearing from around 34 per cent to more than

double this figure would improve the efficiency of BAA’s financing.

Given this starting point, we do not accept the argument that higher levels of gearing
produce a higher cost of capital. We do not believe that this is a credible characterization

of the returns that investors require at 'g,;fferé\;ﬁ{'gwe]s of gedring and it is largely for this

Q\‘\ A

reason that we consider it appropr‘ﬁte 0 se a ﬁﬂq\f

}FO debt beta in our calculations,

> CC 2007 Appendix F, Paras 88-90
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despite the difficulties that we face in estimating the value of the debt beta with precision.’
Assuming a debt beta of zero when increasing gearing over-rewards equity by implying
that all additional exposure to systematic risk which gearing brings accrues only to equity

{emphasis added)”.

26.41. CC UK 2007 finally imputed a non-zero value to debt beta at 0.1 in its
report observing that “"A debt beta measures the (systematic) riskiness of debt
relative to the market portfolio in the same way that an equity beta measures
the (systematic) riskiness of equity relative to the market as a whole.”

Regarding cost of capital, CC UK 2007 has also observed that:

The cost of capital calculations for Heathrow and Gatwick, and hence the returns that we
have allowed for at both airports, are therefore based primarily on our estimates of five
parameters: 9,Ka. Ry Ry and beta. These parameters can change as a result of movements
in financial markets, whilst at the same time there is continuing work by financial and
academic analysts on new data and on the reinterpretation of existing data. In addition,
there can be considerable uncertainty over the appropriate level for some inputs. All of
these factois suggest to us that we must not approach the cost of capital calculation
mechanistically, but need to exercise a degree of judgment when selecting our
parameters, and similarly in evaluating the outcomes and reaching our conclusions

(emphasis added).(Para 9 of Appendix F)

26.42. Similar observations (including reference to the observations of CC UK
2007) have also been made by the CC NZ. In its analysis “Input Methodologies
(Airport Services) Reasons Paper, 22 December 2010, Para 6.6.1, page 132":

“Leverage refers to the mix of debt and equity capital that is used to fund an investment,
Leverage is used in two p/dces in estimating the cost of capital. One use is to re-/e\_/er the
asset beta into an equity beta (and vice versa). The second use is to derive a weighted
average cost of capital (WACC) from the estimates of the cost of debt and the cost of

equity.

In a tax neutral world, leverage. is generally understood not to affect a firm’s WACC, since
the cost of capital reflects the riskiness of the cash flows, rather than how these are divided
up between equity and debt investors. When corporate tax is considered, the WACC is -
generally understood to decline with increases. jqw‘/f\ug[gge. This is because interest costs are

W 4

tax deductible to the firm but dividend;-dr;fé;hot‘*‘f-
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26.43. As has been seen above, higher gearing results in higher value of
weighted average cost of capital (WACC) with zero debt beta, B4. Hence there
is a positive relationship between gearing (leverage) and the estimated cost of
capital, which the CC NZ calls a “potentially serious anomaly as it is
inconsistent with the behavior of firms in workably competitive markets. That
is, firms in workably competitive markets do issue debt and, so long as the
debt levels are prudent, are considered to be acting rationally when they do

"

SO.

26.44. The CC NZ too did not want to set a higher cost of capital due to higher
levels of gearing.® It recognized that “The use of non-zero debt betas is
theoretically sounder than using notional leverage’, as the use of non-zero debt
betas would reduce or eliminate the extent to which the post-tax WACC
estimate for each service varies with leverage”. Finally it settled -for a leverage
number of 17% "“in line with t'he average leverage of the 24 international listed
airports” that CC NZ used as comparators. Applying leverage of 17% to the
asset beta resulted in an equity beta of 0.72.% It would be relevant to highlight

here that New Zealand follows a light handed regulatory regime.

26.45. Another useful observation comes from the regulatory order of
Competition Commission UK in case of Stansted airport®. The CC UK has given

a “risk spectrum” as follows:°

Risk spectrum (asset beta)

International UK stock N
Utilities airports market Airlines
0.37 : 0.51 0.72 >1.0

« ‘ \ L—-‘-@
Heathrow Stansted/rest of BAA
0.45 ‘ 0.61
Gatwick
0.50

Source: CC analysis.

Input Methodologies (Airport Services) Reasons Paper},z-zvf?'eq"cmm;?mlo Para 6.6.8 page 134
CC NZ had proposed a figure of 40% in its “The Draft”Réa"s S. ""et‘Nlrports”
Input Methodologies (Airport Services), Reasozzpap“ 2 De;gm'B'a{ 20‘1\0 X33, page vii

Stansted Alrport Ltd Q5 prlce control review, O
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26.46. The CC UK observes:

“The first point to note about Figure 5 is the position of the three London airports relative to
the market as a whole. With equity beta of 1 (by definition) and average gearing among
firms of 28 per cent’’, UK equities generally can be thought of as having an asset beta of
around 0.7. We regarded it as intuitively sensible that a requlated asset such as Stansted
should be a significantly less risky investment than UK equities in general..... there was no
evidence to suggest that infrastructure/airport/requlated companies as a class of asset

were perceived to be more risky equity investments”.

26.47. What is important is to note that the asset beta of the airports is
considered to be much less than the asset beta of the market as a whole and
far Iesse‘r than asset beta of airlines. What is equally relevant from the point of
view of the risk mitigating factors employed by the Authority (especnally the

truing up mechanism for traffic) is the observation of CC UK;

“A second useful comparison is the asset beta for a typical requlated utility. The average
beta of the sample that we presented in Table 8% is 0.35 (One year asset beta at 12.9.08)%,
which is broadly in line with the water company asset beta that NERA used in the cost of
capital study to which we referred in paragraph 52. Figure 5 shows that our beta estimates
suggested that airports and Stansted in particular, were more risky than conventional
regulated companies. Again, we believed this made a certain amount of sense as, unlike
owners of electricity, gas and water companies, investors iﬁ airports face non-trivial
demand risk, which impacts oﬁ returns (Emphasis added). However, as we noted earlier, it
is important not to overstate the scale of this risk given that designated airports benefit

from reset price caps every five years (emphasis added)”.

26.48. In the Indian context, and in case of DIAL specifically, the Authorit_y has
mitigated the non-trivial demand risk i.e. the traffic risks by deciding to allow
100% true up..

26.49. The CC UK 2007 had evaluated asset betas from other international
airports. The average asset beta from these other international airports was
0.44 with a range of 0.20 to 0.88. (A report on the economic regulation of the
London airports companies (Heathrow Airport Ltd and Gatwick Airport Ltd),

u Source: bank of England
For Stansted, the CC uses utility companies g
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Appendix F - Cost of Capital, 28 September 2007, Appendix F, Table 7, p. F30).

For sake of convenience, this is reproduced below:

Table 23: Comparator Airports asset betas CC 2007

Airport Equity beta Gearing Asset beta
Macquarie Airports 0.71 0.52 0.39
Auckland 1.15 0.26 0.88
Copenhagen 0.22 0.18 0.20
Fraport 0.50 0.04 0.48
Vienna 0.58 0.11 0.53
Zurich 0.39 0.49 0.25
Florence 0.35 0.00 0.35
Average 0.56 0.23 0.44
Median 0.50 0.18 0.39

Source: CC analysis based on Thomson Financials
Note: For simplicity, the asset beta calculation uses a constant debt beta of 0.1, which may lead
to the asset beta estimates being slightly overstated.

26.50. As regards the relative riskiness of airports with the market, the
observations of the CC NZ are important. It concludes that “The supply of
airport services has relatively lower exposure to market risk than the
average New Zealand Company (Emphasis supplied). This relative risk
relationship compared to the overall share market. is represented by beta.
Using data from AIAL and 23 international listed airports, the Commission has |
estimated the asset beta for airport services at 0.60. The Commission’s
estimate is in the middle of the range of independent estimates of airport asset

betas.”!*

Risk factors in SBI Capital’s Report:

26.51. SBI Capital has presented a general risk analysis giving the major risks
" that could be associated with airport sector. It has not, however, commented
on which of these are specifically applicable to DIAL keeping in view the
regulatory environment under which DIAL is to operate. As will be apparent in
the Authority’s examination of these risk factors, many of them have been
specifically addressed by the Government of India/ Authority in the de-risking
or risk mitigating measures put in place in the regulatory framework. SBI Caps
does not seem to have taken this factor into account in its analysis. Secondly,

SBI Caps has, in its report, estimated

1 Input Methodologies (Airport Services), Reasa ;erbper,
page vii. CC NZ estimated equity beta at 0.72. |
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Indian Airport Sector based on the average asset beta of listed companies only
in emerging markets and hence at 0.71. If one takes the overall market
(including the mature market airports), the asset beta comes to 0.61. For
reasons that are given elsewhere, the Authority is unable to agree to make this
distinction. Apart from that, SBI Caps have used the asset beta of the airports
in the emerging market for DIAL. Having listed a number of major risk factors
that, according to SBI Caps are associated with the airport sector in India, SBI
Caps has not uplifted the asset beta of the Indian airport sector taking into
account these risk factors, if according to it, these risk factors were absent in
the airports in the comparator set. The approach of SBI Caps therefore

appears to be inconsistent.

26.52. Before going into detailed analysis of these risk factors, the Authority
notes the observations of the CC UK 2007 in its analysis on the issue of
business risk associated with the airport. The British Airports Authority had
made an argument that “it was exposed to catastrophic risk, and that such risk
was not captured in the CAPM because it was either downside-only risk or
because the consequences of the risks were astmetric.” (Para 139 of
Appendix F: Cost of Capital, CC UK 2007). CC UK 2007 considered this

submission and observed that:

“We considered whether the events suggested by BAA as catastrophic risks, such as the two
Gulf wars, 11 September 2001, SARS, the 7 July 2005 bombings, the August 2006 terrorist
plot, communicable diseases, natural disasters, geopolitical upheaval, and technological
failures of either aircraft or airport systems were catastrophic risks or business risks. (Para

140 of Appendix F)

Whilst we accept that these were all significant events, we believe them to be business risks
to which investors would expect an international airport to be exposed. Unlike these
business risks, we consider catastrophic events to be low frequency and high impact in
terms of rendering an airport inoperable for a sustained period. These events highlighted by
BAA are not infrequent (four in the last five years) and not high impact (as Oxera notes,

these events have not threatened the overall activities or viability of BAA). {ibid, Para 141)

We note that if business risk were as h/gh as BAA has suggested (due to these events) then

such a company would be likely to, ch@@se a. loW/e( level of gearing so that the financial risk

would not exacerbate the high bq‘__, ;Howé‘Ver; we note that BAA increased gearing
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prior to the Ferrovial takeover, and post takeover has geared up further. We do not believe
that this is the action of a company which regards itself as facing high business risk.” (ibid

para 144)

26.53. As regards the catastrophic events, CC UK 2007 have recognized that
risks associated with such (catastrophic) events cannot be captured by Cost of
Capital and that a truly catastrophic event is outside the framework of
economic regulation. CC UK 2007 has expected that in such an eventuality (of
truly catastrophic events), "CAA would intervene and a recovery plan would be
agreed between the CAA, BAA, airlines and probably the Government”. (ibid,
Para 145). In the Indian context of the economic regulation of ai.rports, the
Authority believes that Section 13 (2) of the AERA Act gives it adequate
mandate to address such an eventuality, were it to arise. The Authority’s

comments on each of the risk factors mentioned by SBI Caps are given below:

26.53.1. Construction: Construction risk is present in all projects, and not
confined only to airport sector. Even in a listed company, while its project had
been under construction (say for a new project), there would always be some
risks associated with construction. The Beta of the project reflects the

systematic risk in the project which is non-diversifiable.

26.53.2. Land Acquisition: Similar comments as are given for
“construction” also apply to land acquisition. However, in DIAL's case land was
already in possession of AAI and a running airport was handed over to DIAL.
In the Authority’s view, DIAL, therefore, had no risk factor on account of land
acquisition.

26.53.3. Environmental clearances and other approvals: Such
clearances as are required under applicable laws have to be obtained in
respect of all projects (including- infrastructure projects) and not only by the
airport sector. Therefore whatever may be the risk on account of this factor is

common across all projects in all sectors.

26.53.4. Funding risk: The capital funding risk has been more or less
mitigated by grant of Development Fee (DF) which is a legal instrument used
in favour of the project. Fundmfg'gws thus been effectively bridged.
téNgWh‘ch yielded Rs. 1,471.52 crore)

=4

of te\ rlsk In advancing debt (in the

Additional land for commerc.ta’rf eot’;ilo;

felt the need to consider this
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factor in determining the cost of debt. In the Authority’s view again, maturity
mismatch, if any, between the tenor of the debt and the long concession

period may not be in the nature of systematic risk.

26.53.5. Traffic Risk: It was made clear in the Consultation Paper that
traffic risk was proposed to be mitigated through a truing up mechanism. This
treatment is different from the treatment of volume risks in “Economic
Regulation of Stansted Airport 2009-2014, March 13, 2009” by CAA UK, Para
2.3 page 23 wherein the volume risk is borne entirely by the airport operator.
In view of the comments received on the forecast of the Authority on the
future traffic growth, the Authority has now decided to true up the traffic
100% (instead of 50% mentioned in the consultation paper), also removing
the 5% band around the forecast. This, in view of the Authority, has more or
less completely mitigated the traffic risk. Apart from this truing up
mechanism, the airport operator has also suggested charging User
Development Fee (UDF) which is also a legal instrument. UDF is a revenue
enhancing mechanism so that any revenue shortfall can be effectively met to
enable the airport operator get fair rate of return as may be determined by
the Authority. This along with DF is important de-risking measures not
available to the other infrastructure sectors like Highways or Energy or Ports

or SEZ’s, sectors that have been mentioned in the SBI Caps report.

26.53.6. Airlines Financial Condition: The risks associated with the
financial condition of the airlines are a business risk. Different sectors are
exposed to different types of business risks. When the comparative set is
chosen for DIAL airport, it can be said that there is s'imilarity between DIAL
and the comparative set in terms of such business risks. The Authority does
not agree that any further special consideration needs to be given on account

of this risk factor.

26.53.7. Regulatory Risk: The economic regulation of airports in India is in
the initial stages of regulation. To make this regulation transparent and
predictable, the Authority has put out its philosophy and framework for

economic regulation of the airports. It has also stated that this framework

does not apply to Delhi and Mum (\much as these airports are

l‘ i )I'//\

governed by certain covenants tb’é\t}sve"ﬁi’avél; 7dlscovered price mechanism.
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determination. The Authority, therefore, does not feel that there is any

additional factor on account of regulatory risk.

26.53.8. Political Risk: The only comment that the Authority would like to
make is that, if at all, this is common to the entire economy; neither
particularly to the airport sector nor to the infrastructure sector in general.
The market as a whole internalizes such risks. The observations of CC UK

2007 referred to above are especially relevant in this regard.

26.54. Risk mitigating Measures by Government‘ of India and the
Authority: There are a number of such measures that need to be kept in view

before judging the perceived riskiness of DIAL in particular and the airport |
sector as a whole. The Authority feels that these measures should be adequate

to substantially mitigate risk perceptions.

26.54.1. Assuring Traffic (Risk of Competition and New Entrants): The
Government of India has a general policy not to allow any new airport or
expansion of existing airport within 150 kilometres of the airports in question
(apart from the specific mention in the mutually signed concession agreement
of Bangalore.) Furthermore, in respect of Delhi and Mumbai, existing
incumbents are accorded preferential treatment and they have the right of
first refusal (RFoR) of up to 10% in case airports nearby (Noida and Navi

Mumbai) are proposed to be built.

26.54.2. Assuring traffic from inception: In case of Bangalore and
Hyderabad, though the new airports were built as Greenfield airports at new
locations, the Government of India closed down the existing airports (with
assurance that they will not be opened up for civilian traffic), thus assuring

the concessionaire, an assured traffic volume.

26.54.3. Provision of additional resources (Land etc.): AAI has given
about 5,000 acres of land at Delhi at an annual lease rent of just Rs.100. DIAL
is allowed to commercially exploit and monetize around 245 acres. DIAL has
done so for an area of 45 acres in the first phase and received Rs. 1,471.52
crore interest free security deposit to be repaid after 57 years, as well as

rental of close to Rs. 90 crore per annum (ar@und Rs. 2 crore per acre per

year), escalating at 5% per annum4 7 NN\
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26.54.4. Risk of financing gap (construction period): Provision of DF is an
explicit pre-financing measure to enéure meeting Viability Gap Funding
requirements (if any) during t_he construction period and facilitating financial
closure. By granting the DF, the Authority has de-risked the financing gap
during construction. The proportion of ADF in the CAPEX for DIAL is about
30%. (Rs. 3,415.35 crore in a Regulatory Asset Base of Rs. 12,502.86 crore).

26.54.5. Risk of economic downturn (traffic risk): The Authority has
proposed to true up the entire variations in the actual traffic from the
forecasted figure so that the airport operator does not have to bear any risk of
traffic downturn owing to any deterioration of economic conditions affecting
traffic growth or forecasting errors (variation from what was forecasted at the

time of tariff determination).*®

26.54.6. Risk of revenue generation (operational risk): Prdvision of User
Development Fee (UDF) is a revenue enhancing measure to ensure that the
airport operator gets a fair rate of return on his investments (including rate of
return on equity) as determined by the Authority. It has used this provision in
cases of Hyderabad, Trivandrum and Ahmadabad airports. The Government
has also allowed UDF in some of the airports regulated by it. The UDF a-t
Bangalore airport also continues in terms of the approval given by the
Government before the establishment of the Authority. The Authority has
proposed to use this measure in case of Delhi as well. This means that the
airport operator DIAL will receive, ex-ante, the RoE through this legislative

instrument.

26.54.7. Pass-Through of certain costs: The Authority has proposed to
allow cost pass-through of certain uncontrollable costs relating to statutory
taxes and levies and change of rates of electricity and water as may be

determined by the respective regulators.

26.54.8. Inflation: Accounting of inflation will be on actual basis (and not

only on forecasts thereof) as reflected in the consumer price index (CPI) to

® This treatment is different from the treatment of volyn’\g ﬂaksury fth\omlc Regulation of Stansted Airport
2009 2014, March 13, 2009" by CAA UK, Para 2.3 pﬁ th& lume risk is borne entirely by the
&e ommendat|on to continue to set
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remove the effect of non-controllable (beyond the control of the operator)

cost escalations while determining annual tariff corrections.

26.55. The Authority has also noted the observations of the Supreme Court of
India in Union of India vs. Cynamide India Ltd (known as Cynamide India
case), (1987 (2) SCC (720)) that tariff fixation under a statute is a quasi-
legislative function and that, "The ups and downs of commerce are inevitable
and it is not possible to devise a foolproof system to take care of every possible
defect and objection (Para 35)”. The Authority has, to the extent feasible, put
in place measures that will address issue of risk faced by the airport operator,
especially for those elements that are generally outside the control of the
airport operator. First, the Authority has put in place framework to mitigate the
non-trivial demand risk (apart from other measures indicated) in terms of
traffic through truing up mechanism for DIAL. Second, it is clear that proper
estimate of the asset beta of the airport is a non-trivial matter. Its value gets
rhagniﬁed (leveraged) by gearing and has impact on the fair rate of return on
equity and then more significantly on WACC. CC UK used a notional gearing
figure of 60% for Heathrow and Gatwick in CC 2007 and 50% for Stansted and
re-levered the asset betas of Heathrow, Gatwick and Stansted- accordingly into
respective equity betas.'® In calculating the cost of capital and its different
elements, the Authority has adopted a formulation that is practical and suitable
to the Indian context and which in the opinion of the Authority is generally
consistent. (Cynamide India case, Para 33 where their Iordshi'ps held that "It is
open to the subordinate legislating authority to adopt a rough and ready but
otherwise not unreasonable formula rather than a needlessly intricaté so-called
scientific formula”). While considering the issue in the Indian airport context,

the Authority has noted the following:
Indian Airport Context:

26.56. Gearing or Debt to Equity Ratio: In its analysis of "Computation of
return on Equity”, SBI Capital Market has stated as under:

“Average DER of listed airports in emerg/ng market:s m the Data Set over a period of 5 years
is estimated at 0.47:1. However, the same m’ay not ré?fe\it the target DER for India, as

infrastructure projects in India are gener,a//y frrrqncéd at q mwch higher DER. In this context

(‘.1‘ I .'.
ol

'8 Stansted Airport Ltd Q5 price control review, Octﬂé‘Q,ZpOS, #\-bbén’dix L,.c’p_afg' 106
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a comparable could be brought out by taking into account the fact that a notional DER of
1.5:1 has been considered by requlators’” of Sydney airport and Heathrow airport for

determination of cost of equity”

26.57. SBI Caps then calculated the equity beta on a notional gearing of 60%
(debt to equity ratio of 1.5), using the asset beta of 0.71 of the emerging
markets to arrive at the adjusted levered beta (Adjusted Equity Beta) for
Indian airports at 1.43. Apart from the issue that SBI Caps has not taken into
consideration the specific risk mitigating measures (particularly the use of User
Development fee and the truing up of the traffic) for Delhi in its consideration
of asset beta, the Authority has the following concerns with the approach of
SBI Caps.

26.58. Debt to Equity Ratio of comparator set: The SBI Capital has argued
that the data set for the airports from the emerging economies is more
relevant as a comparative set for Indian airports. However, while taking the
five year debt-equity ratio it has not relied on the debt-equity ratio (DER) of
0.47:1 for the airports in the emerging economies but suggested a normative
DER of 1.5:1. The target debt-equity ratio is for the purposes of efficient
financing of the project. Generally, stable revenue returns are considered as
justifying higher debt-equity ratio. Relatively, stable revenue streams are also
indicative of low risk hence generally, ceteris paribus, higher debt-equity ratio
could be indicative of lower risk. However, the Authority is conscious of the fact
that cost of debt depends on a large number of factors including the

assessment of risk.,

26.59. Notional DER: SBI Cap has felt that the notional debt-equity ratio of
1.5 to 1, as was done in Sydney and Heathrow airports may be comparative to
the Indian sector. It is not clear as to why the debt-equity ratio of 1:1 which
CAA had indicated for Gatwick is not a good comparator for this purpose. SBI
Cap has also indicated that (considering the nature of investments and risk
profile of airport sector) a target debt-equity ratio of 1.5:1 has been assumed
to arrive at the estimated rate of return on equity for investment in Indian

airport sector. Analysis of the Authaﬁw Wlth. respect to the risk factors

".-~.j."_,‘, \';\\
008- 20;13% bK Civil AVIatlon Authority (CAA)
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indicated by SBI would indicate that risk profile for the Indian airports sector |
can be said to have been substantially altered downwards on account of risk

mitigating factors.

26.59.1. Adjustments to the betas: The Data set gleaned by SBI
Caps from Bloomberg mentions “Adjusted Equity Beta” and “Adjusted Asset
Beta”. The nature of the adjustments is not indicated in the SBI Caps report
and hence the Authority cannot comment on the same, except noting the
observationsvof the CC NZ on the issue of adjustments. For reasons given by
it in paras E8.99 to E8.105 it concludes in Para E8.106 that “For this reason,
the Commission’s decision is that Blume or Vasicek adjustments should not be
made in determining the cost of capital for suppliers of airport services.” Dr.
Lally, one of the experts in the Expert Panel of CC NZ (Para E8.101, page 316
of Input Methodologies, Dec 2010) “considered Bayesian adjustments
inappropriate as these types of adjustments lead to an upward bias for
low beta industries. Dr Lally recommended that the Commission not make
Blume adjustments to equity betas; even Vasicek adjustments are undesirable
if beta estimates are sought for more than one firm in an industry because it
will lead to different estimates for different firms in the same industry”. Since
full details of the adjustments in the SBI Caps comparator set are not
available, without making any definitive conclusion, it may be that there is an
upward bias in the asset betas relied upon by SBI Caps and that its estimate
‘of 0.71 of the asset beta of the airports in the emerging economies requires
downward adjustment. All in all, the NIPFP’s estimate of around 0.60 (without
taking into account the risk mitigating measures) for the unadjusted asset

beta for DIAL appears quite reasonable.

26.60. . Apart from the comparator set of the airport sector, SBI Caps has also
considered other infrastructure sectors like Power companies, Telecom, Roads
and Ports and SEZ’s. For the airports in India, it has based the DIAL's asset
beta on the basis of the asset beta estimates in emerging markets (at 0.71).
These estimates of SBI Capital Market do not take into account the various risk
mitigating measures put in p|ace,:l?jy;'-:G:‘_c)\iié’tj'h.m:§n_t and the Authority (particularly
the traffic risk). S aBa N\ |

&
T

26.61. One of the point conhmon m the edmments made by several

commentators has been that
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emerging economies. In a regulatory determination (Dec 2010) CC NZ, (Input
Methodologies (Airport Services) Reasons Paper, 22 December 2010) gives
Table E19 as a list of airports comparable to those of New Zealand. It includes
airports of both developed and developing economies and taken a mean of all
these airports. There are substantial differences in the results of monthly and
weekly observation in the values of asset betas that the CC NZ has giVen in
Figure E9 of its report. The asset beta based on weekly observation is
substantially lower in many airports. The average of weekly observations is
invariably lower than the monthly observations for years 2005-2010. Some of
the airports in developing economies have average unadjusted asset betas

comparable or lower than those in developed economies.

26.62. It is also noteworthy that the comparator set for CC NZ in 2002
includes electricity utilities. Without going into the question of comparability of
the regulatdry environments obtaining in the developing economies with the
Indian conditions, the Authority feels that a wider comparator set (including
both the developed and developing economies) would be more robust and
representative. The Authority however, does not, at least for the current
regulatory cycle, intend to include other comparator companies in different
infrastructure sectors (like the electric utilities) for the purpose of analysis of
beta of DIAL.

26.63. Keeping all these factors in view, the Authority does not believe that
classification based on developed and emerging markets is an appropriate
classification to approach the asset beta calculations for an airport. The
specificities of the regulatory regime in both the developed and the emerging
markets need to be kept in view. The observations of CC UK are relevant in this
regard that “Other airports have different risk profiles from Heathrow and
Gatwick and we are especially uncomfortable with the setting allowed returns
for these two UK regulated airports in line with betas for airports that are
subject to different forms of regulation or, in certain cases, no regulation at

all.’® Secondly, the Authority has also noted the observations of Prof.

Damodaran (recognizing the somew‘.haat-c’i;lif ent context) in his latest ERP
\'\ oW ‘1' /

8 cc 2007 Appendix F Para 77
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estimates (Mar 2012)° where he observes that “The emerging market
companies consistently have lower betas, when estimated against global equity
indices, than developed market companies. Using these betas with a global
equity risk premium will lead to lower costs of equity for emerging market
companies than developed market companies. While there are creative fixes
that practitioners have used to get around this problem, they seem to be based
on little more than the desire to end up with higher expected returns for
emerging market companies.(emphasis added)."’ Prof Damodaran further
observes that “information differences may be one reason why investors
demand larger risk premiums in some emerging markets than in others. After
all, the markets vary widely in terms of transparency and information
disclosure requirements. Markets where firms provide little (and often flawed)
information about operations and corporate governance should have higher risk
premiums than markets like India where information on firms is not only more
reliable but also more easily accessible to investors.” He has also quoted a
study by Prof. Lau, Lilian Ng and Zhang, 2011 “Information Environment and
Equity Risk Premium Volatility Around the World”, Management Science which
“looked at time series variation in risk premiums in 41 countries and conclude
that countries with more information disclosure, measured using a variety of
proxies, have less volatile risk premiums and that the importance of
information is. heightened during crises (illustrated using the 1997 Asian
financial crisis and the 2008 Global banking crisis)”. Prof. Damodaran also gives
other relevant parameters that impact risk (e.g. liquidity etc.) The
appropriateness of the sectors mentioned in the SBI Caps report as

comparators or “sense check” to DIAL is discussed below.

26.64. Coming to the other infrastructure sectors used by the SBI Caps, one of
these is the Telecom sector. This sector is fiercely competitive and has seen
explosive growth. The set of companies listed employ two different set of
technologies, GSM and CDMA that is said to have significant impact on the
efficiency of spectrum utilization. Indian Average Revenue per User (ARPU) is
stated to be the lowest in the world. The charges levied by the telecom

operators are on “forbearance”, i.e. the TelgCom Regulator (TRAI) does not

¥y \{ » S
1 “Equity Risk Premiums (ERP): Determinants, Esuﬁnatuon ana;’rlmphcatlons — The 2012 Edition, Updated:
March 2012, by Prof Ashwath Damodaran. pe e .
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determine them, leaving it to the market forces, insisting only that they are
fully transparent to the user in the published rate card (pulse rate, etc.) The
regulatory regime in telecom is thus not comparable with that in the airport
sector. There are no risks mitigating measures in place in the telecom sector. If
anything, it can.be argued that the asset beta of the airport sector should be
less than the telecom sector. The Authority however believes that instead of
comparing with the telecom sector, one could say that the inclusion of telecom
sector in the “comparator set” is inappropriate. It also notes that SBI Caps has
stated that some of the companies like Bharti and Idea Cellular have adjusted
asset betas of 0.56- 0.61. NIPFP has estimated (as a point estimate) the asset
beta of DIAL at 0.61 and after giving qualitative weight to the risk mitigating

measures, at 0.55.

26.65. Coming to the ports and highways sector, the Authority is informed that
there is no concept of User Development Fee in these sectors, nor is any risk
mitigating measure in terms of volume of cargo or vehicular traffic and that
traffic risk is borne fully by the investor or the concessionaire. While both these
sectors could be regarded to be operating in a relatively non-competitive
environment, the regulatory regime in port and highways sector is not
comparable to that in airports. The Authority has alluded to these sectors in its
consultation paper for the reason to indicate the regulatory landscape as
obtains in India. Regarding highways, at any rate, the B. K. Chaturvedi
committee appointed by the Planning Commission has felt that the ceiling on

the equity return for highway sector should be 18% in non-difficult areas.

26.66. Regarding the sector of SEZ in the comparator set, the Authority
understands that SEZ is more in the nature of industrial area development
focused on the needs of export oriented units and to facilitate their special
requirements. It is more in the nature of real estate development, albeit with a
particular focus on export units. The Authority is not aware if the government
has a comparable regulatory regime in place to determine the fair rate of
return etc. The Authority also understands that the land required for the SEZ’s
is to be largely purchased and paid for by the developer which introduces a
significant amount of upfront risk regarding availability of land itself (as is
i@“}m@ﬁ,},‘;{@s is not, at any rate, the

P T, N,
case in DIAL. Though full details are Qgtﬂegjl&ble i the report, from the report
& oy o §
/& 4 . % 4

witnessed by a number of SEZ projects

;

R P . T S Y

Order No. 03/2012-13

Page 195 of 243



of SBI Caps it appears that the asset beta for the combined company viz. Adani
Ports and Special Economic Zone Limited with two verticals viz. ports and SEZ
is 0.60. From the merchant bankers and equity analysts that the Authority has
interacted with, it is informed that the asset beta of real estate development is
generally (almost always) higher than other activities like airport or port
development. The Authority thus concludes that based on the above reasoning
the asset beta for port vertical in Adani Ports and SEZ Ltd is likely to be less
than 0.61. In the absence of any specific data, it is not possible to arrive at
any firm conclusions. However, the Authority feels that the asset beta for DIAL
as estimated by NIPFP at 0.55 (taking into consideration the risk mitigating

measures) does not look unreasonable.

26.67. That leaves the set of power utilities in the comparator set. Power
sector can be said to be subjected to a regulatory regime that in many respects
is similar to what obtains in the airport sector. The Authdrity recognizes that its
demand patterns are generally steady. However, with the various risk
mitigating measures put in place by the Government and the Authority for the
airport sector, it is not intuitively clear if the asset beta of the power sector
ought to be always lower than that of DIAL UK Competition Commission,
Stansted Airport Ltd - Q5 price control review, 23 October 2008, Appendix L,
pp. L33-L35, page 687 of the main report, gives Table 8 where the set of
comparator asset betas for Stansted also include utility companies. It is seen
that the asset betas of these utility companies are comparable to those of the
overseas airports included in the comparator set. At any rate, if, based on the
above reasoning, airports are to be compared with the power sector, then
again, the asset beta of DIAL as calculated by NIPFP at 0.55 is quite

comparable to the average (and also median) of 0.59 for the power sector.
Different Perceptions of different investor class:

26.68. FICCI have suggested that some private -equity (PE) firms expect a
return of more than 20% from their investment in the infrastructure sector.
The Authority is conscious that different class of investors can have different
expectations of return on their investments not necessarily based entirely on
the perception of risk. The calculation of Bqt(aya,g{g‘ﬁe,gses the systematic risk of
the airport in question. To estlmate;@:
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investor class (like PE’s for example), in the Authority’s assessment would be

inappropriate in a regulatory tariff determination.
Wide divergence of Debt to equity ratios in Indian airports:

26.69. There is a very wide variation between the DER for Indian airports. On
one end of the spectrum are the airports of the AAI where the debt is not
contracted airport wise but at the corporate level and then AAI has apportioned
it, generally pro-rata for the individual airports. Even at the corporate level, the
own funds of AAI (‘akin to equity) constitute about 92% of the asset base giving
a DER of 0.87. Moreover, AAI is also the sole provider of the Air Traffic Control
services. AAI is in the process of building up separate balance sheets and
income statements for the major airports. At the other ends of the spectrum,
the Public Private Partnership (PPP) airports where the debt to equity ratios are
much higher. The DER for the private and PPP mode airports is given below:

Table 24: Gearing, DER of AAIl and Private airports, Rs in crore (one crore equals ten million)

Airport Equity internal | Equity + Internal | Debt [ DER Gearing‘|
Accruals ‘ Accruals ‘ ‘ ‘ '
Private Hyderabad | 378.0 0.0 | 378.0 123760  [6.29 | 86.27% |
Airports
Bangalore 384.6 1 0.0 384.6 1,619.0 421 | 80.80% !
Delhi 2,450 50.0 2,500 5,266 2.11° | 67.81%
Mumbai 1,200.0 1,999.0 | 3,199.0 4,231.0 1.32 56.94%
Cochin 370.2 0.0 370.2 0.8 0.00 0.22%
|
Total 14,7828 | 2,049.0 |6,831.8 1 13,4268 | 1.97 | 66.39% |
Private | :
. . Bl — |
AAl Airports | Calicut 139.3 139.3 | 0.00 | 0.00% '
Chennai 1,664.6 1,664.6 ' 284.3 ' o.17T 14.59% |
L |
Trivandrum 309.8 309.8 ' 0.00 | 0.00% |
|
Jaipur 196.5 196.5 0.00 | 0.00%
|
| Lucknow | 179.6 179.6 ] 0.00 j 0.00%
I Ahmedabad 309.3 309.3 000 [0.00%
A
Kolkata 2,094.2 100 0.05 | 4.56%
| 1

'.‘-':E

el n

'. dre not included.
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Airport Equity Internal | Equity + Internal ' Debt DER Gearing '

Accruals | Accruals '

Guwahati 1 117.1 117.1 0.00 0.00% |

|

Total AAI AAI- 8 airports | 5,010.3 0.0 5,010.3 384.3 0.08 7.12% l

21

L |

m‘ivate+AAl Private + AAI 9,793.1 2,049.0 11,842.1 13,811.1 1.17 53.96% |
(8 airports) - -

26.70. The weighted DER of the PPP mode projects and the five private
airports (including Cochin) along with AAI comes to 1.17 and gearing of
53.96%. The DER of DIAL as can be seen is 2.11. The Authority also notes'thé
very wide variation between the airports, including the private airports. To
impute higher riskiness only on account of higher gearing (or higher debt to
equity ratio) does not appear appropriate. The cost of debt contracted by the
airports under PPP mode is also comparable signifying that the lenders do not
perceive airport with higher gearing as riskier only on the ground of higher debt
to equity ratios. The Authority also notes that despite these very wide
variations in DER, the fair rate of return on equity for these airports as
estimated by the consultants appointed by these airports is around 24%. The
Authority infers that given the nature of the process of beta estimation, finer
granularity in its estimation is not entirely feasible. (The Supreme Court has

also observed on these lines in its Cynamide India judgment of 1987).

26'.71. The propensity of the borrower to take on higher debt and that of the
lender to sanction the same can be said to reflect a low assessment of risk in
the project. Moreover, coming to the case of Delhi, successive tranches of long
term debt have been contracted at comparable costs (equity has not changed),
there being not a significant difference between the first tranche and the last.
The Authority notes that the lenders (which are financial institutions) have not
asked for higher cost of debt through successively higher levels of gearing

(with successive tranches of loans) as reflective of higher levels of risk.

26.72. The comparator set of 29 airports analyzed by NIPFP show wide

.'

=

*! Excluding two civil enclaves of Pune and Goa if '
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Mexican airports, one airport in Italy and some Chinese airport. This may or

may not signify efficient or not so efficient financial structure.

26.73. Issue of consistency: Ohe of the comments on the NIPFP’s rate of
return on equity in the consultation paper was that of consistency. It has been
argued that there needs to be consistency of approach in all the three steps of
determination of equity beta for DIAL and later in calculation of WACC. The
Authority has carefully considered this comment and its observations are given

below.

26.74. De-levering the equity beta into asset beta for the (listed)
comparator set of airports. It is argued that this can be done either on the
basis of market values or book values. Once a particular methodology is
chosen, it should be followed in the subsequent process of re-levering of the
asset beta of the unlisted company of DIAL into the estimate of its equity beta.
Listed airports have values of market capitalization. NIPFP has calculated asset
beta values both on the basis of market capitalization (0.61) as well as based

on book values (0.58). It is seen that both these values are very close.

26.75. Re-levering asset beta of DIAL: Since the market valuation is used
in de-levering the equity betas of airports in the comparator set, consistency
requirements would indicate that the asset beta of DIAL should also be re-
levered using the market valuation of DIAL. NIPFP has made a valuation for
DIAL (value of equity at Rs. 11,500 crore) and arrived at the values of the
equity beta (re-levered) of DIAL at 0.72. As has also been commented by the
experts like Prof Varma of the Indian Institute of management Ahmedabad, this
is a theoretically sound approach. However, this approach involves judgment
calls on the various -assumptions regarding a number of parameters. The
Authority therefore has also examined other scenarios of re-levering» the
estimate of asset beta of the Delhi airport based on values other than the

market valuation.

26.76. As indicated above, re-levering could conceivably be done on the basis
of the book value of debt to equity, Wh|ch in the case of DIAL is 2.11. The

that higher risk does not flow n}éy

11‘:
T
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Authority notes that the CC NZ had encountered similar situation and it
observed that: "Some submissions proposed that regulated suppliers’ actual
leverage should be used. For the reason outlined in paragraph 6.6.5 this is not
appropriate. If actual leverage were used, non-zero debt betas would have to
be used in the simplified Brennan-Lally CAPM to minimize the effect of leverage
on the estimate of the cost of capital and ensure there are no incentives on
suppliers to increase leverage (or propose increase‘s in leverage that would
exploit the anomaly in the model)” (See Para 6.6.16, Page 135 of the Input
Methodologies (Airport Services) Reasons paper Dec 2010.)

26.77. Furthermore, in Para 6.6.14, the CC NZ observes that “If the cost of
capital IM (Input Methodologies) specifies leverage for each regulated service
in line with that observed for the respective sample of comparator companies
(that is, 17% for Airports), the cost of capital estimated and applied under Part
4, will be the same for those services regardless of whether the debt beta is set
at zero or at a level to make the estimated cost of capital invariant to
leverage (emphasis supplied)”. The impact of non-zero value of debt beta is
already mentioned in above. The Authority notes that mechanically applying
the equation for re-levering based on book value will not be correct because as
has been observed by the CC UK "“Assuming a debt beta of zero when
increasing gearing over-rewards equity by implying that all additional exposure
to systematic risk which gearing brings accrues only to equity.” (See Para
26.40) CC UK 2007 also did not accept the argument that “higher levels of

III

gearing produce a higher cost of capital.” Hence the Authority does not propose
to use the book values of debt and equity for the purpose of re-levering of

asset beta of DIAL.

26.78. Another method of re-levering could be to use the leverage of the listed
airports in the comparator set. Commerce Commission New Zealand has used
this approach and used the leverage of 17% for re-levering the beta of unlisted
airports, in line with the average leverage of the 24 international listed airports.
Applying leverage of 17% to the asset beta results in an equity beta of 0.72.
(Para X33, page vii).

26.79. The weighted average (or/s¢ '..‘ DER at market values by

different analysts is as follows:
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Table 25 DER and Gearing for different airports in comparator set

| Name DER Gearing remarks
NIPFP (mature + emerging countries) 0.47 30% Weighted Average
: SBI Caps (mature + emerging countries) 0.6 37.5% Simple average
SBI Caps (only emerging countries) 0.46 32% Simple Average
SBI Caps (only Mature countries) 0.71 41.52% Simple Average
| CAA Heathrow and Gatwick 1.5 60% Individual Airport
| CAA-Stansted 1 50% Individual Airport
| Indian Airports (PPP+AAI) 1.17 53.96 Weighted Average
CC NZ 2010 Input Methodologies 0.2 17%
Indian Airports Private 1.97 66.39% Weighted Average
Indian Airports AAI 0.08 7.12% Weighted Average
SBI Caps recommendation for DIAL 1.5 60% Based on infrastructure
| projects in India

26.80. Apart from the issue of comparability between SBI Caps data that is
simple average and that of NIPFP and Authority (for AAI and private airports in
India) which is weighted average, it is seen that the variation between the |
gearing levels in different airports is very wide. The NIPFP gearing closely
matches that of SBI Caps for emerging economies. The gearing level of
60% suggested by SBI Caps for DIAL is in fact based on that of Heathrow and
Gatwick. It is not clear from its report why SBI Caps found the gearing of
Stansted at 50% to be inappropriate for DIAL. The SBI Caps also does not
indicate why after indicating that only the comparator set of the emerging
economies be used for Indian airports it did not consider the gearing of 32% of
the emerging economies as inappropriate for Indian airport. sector. Hence the
Authority feels that gearing at 60% is generous and at any rate may be taken
as an upper limit, though a reasonable number should lie betwéen 30% and
60%. Introduction of debt should generally reduce the WACC. However, if the
proportion of the debt is much larger, this may result in WACC increasing
through higher leverage and resultant higher equity beta if the process of re-
levering is based on mechanically applying the equation on book values. The
Authority has therefore felt that some normative (or notional) leverage may be
used in the re-levering process to arrive at equity beta. Based on this outcome,
the Authority would determine the equity beta to be considered for DIAL.
However, this being the beginn’jyggﬁf_ﬁ‘mé‘kcegulatory regime in India, the
Authority has decided to re- Ievpff;‘\ e a_ﬁgt t&;ﬂaf DIAL at the gearmg level of
60% (corresponding to a DEI{ ; £
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may be giving an upward lift to the equity beta for DIAL and consequently the

estimates of fair rate of return on equity.
Risk free rate, Equity risk Premium and Rate of return on Equity:

26.81. Risk free rate: SBI Caps have estimated the risk free rate in the range
of 7.19% to 8.02%. NIPFP has estimated this number at 7.23% for an average
yield of 10 year Government of India bonds during the time period from March
21, 2002 to March 21 2012. NIPFP has also pointed out the volatility -around
this number. Thc Authority has decided to take 7.23% as the risk free rate in

its calculations.

26.82. Equity Risk Premium (ERP): Depending on the value of equity beta g,,
the ERP gets levered upwards or downwards. Hence this is an important
numbervin the calculation of cost of equity. SBI Caps has given different
approaches for estimating this number, finally settling at a number of 9% for
its estimation of ERP. NIPFP has analysed the evidence based on the ERP in
USA and adding the country risk premium thereto. It calculates the ERP for
USA at _4.1'0% and adding the latest country risk premium at 2%, arrives at
'6.1% as current estimate of ERF for India in the calculation of cost of equity in
the present control period. The Authority has decided to accept the advice of
NIPFP.

26.83. Return on Equity: The Authority is conscious of the fact that estimation
of the rate of return on -équity depends on judgment call on a number of factors
and assumptions. While drawing upon the examples of other regulatory
determinations, it is therefore necesséry to keep this in view. For example, CAA
in UK has taken debt beta at 0.1, used (notional) gearing at 60% (or debt to
equity ratio of 1.5:1). The CC NZ did not give any positive value to debt beta
used the leverage of 17% of the comparator set (not distinguishing between
airports in mature and emerging economies.) of the airports in New Zealand.
Prof. Martin Cave, SBI Caps and others have felt that distinction needs to be
made between the set of airports in emerging and mature economies.

However, SBI Caps did not use the DER of 0.47 of the airports in the emerging

economies in its set (correspondi T aaz‘%%leverage) but used DER of 1.5

Oﬁ? __

(corresponding to leverage of

ignoring however that CAA ha

L5 b
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advice it received from Europe Economics in its submission to Competition
Commission but the CC suggested a lower value of 0.1 (on account of the
uncertainties involved in its estimation and Q5 being the first inquiry In which
Competition Commission UK carried out a detailed analysis of the debt beta),

an advice that CAA accepted in its calculations.

26.84. The return on equity R, is to be calculated by application of the CAPM
equation given above. With the parameters estimated by NIPFP (risk free rate
of 7.23%, ERP of 6.1%, asset beta of 0.55 by qualitatively taking into account
the de-risking measures, debt to equity ratio of 0.47 based on the market
valuation of DIAL made by NIPFP giving an equity beta of 0.72) the return on
equity is calculated as 11.6%. NIPFP has also given other scenarios based on
different combinations of parameters that go into the calculation of the rate of
return on equity. The range of ROE based on these combinations of scenarios is
11.6% (DER at 0.47 based on estimate of market value of equity) to 13.3%
(DER based on normative approach, at 1.2). NIPFP has approximated this to
11% to 14% considering the possibility of errors in some of the estimates. It is
seen that the estimate of R, is sensitive to the DER and ERP and different
combination of these two numbers will give different values for R,. For
example, keeping DER at 1.5 (as suggested by SBI Caps) and taking DIAL's
asset beta at 0.61 (i.e without giving any consideration to the risk mitigating
measures), return on equity works out to 15.83% for ERP value of 7%. If,
however, DER was to be taken as 1:1 (notional DER for Stahsted), then return
on equity would be 15.92% for ERP of 8.5%. The Authority has noted the
comments of Dr. Harry Bush that “users' interests might well be better served
by a higher allowed cost of equity than its short term price impact would
suggest. Put simply, it is in users' interests that the cost of equity should not
be excessive, but it is in all parties' interests that it should be enough”. The
Authority is also conscious that it is determining tariffs for the first regulatory
cycle and a clear indication needs to be given to the prospective investors.
Keeping these considerations in view, the Authority has concluded that a value

of 16% for R, represents a sufficiently generous allowance for the various

I Y

uncertainties involved in the esti £ EOT f""tm;s-n[\umber as well as it represents

jl?'§"-‘k Therefore the Authority has
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decided to adopt this value (i.e 16%) for calculation of WACC in respect of DIAL

for this control period.

26.85. Calculation of Weighted Average Cost of Capital (WACC): Having
made the decisions Rate of return on equity for DIAL, it remains to combine
this with the cost of debt to arrive at the WACC. Having decided to re-lever
beta on the basis of notional DER, this decision is important. Once the Return
on equity is determined at 16%, the calculation of WACC should be transparent
and reflect to the extent practicable and feasible the audited accounts of DIAL.
In the Indian context, audited values in the books of accounts general
acceptability and widespread appeal.?® The Authority thus concludes that it will
calculate the WACC on the basis of book values of equity and debt (including
the RSD with their actual'cost), giving 16% return on the equity apportioned to
aeronautical RAB. The Authority, believes that, if for a lower value of equity, a
higher total return is held admissible (as would happen in case of DIAL if WACC
were to be computed with notional DER, the book to equity ratio of 2.11 being
higher than notional DER of 1.5), this would appear as giving some return to
DIAL for the equity that DIAL has not put in the project. The Authority has not
made any decision for the present, if DER of 1.5:1 be treated as a floor for

calculating the WACC in the interest of efficient financing of the project.

26.86. The Authority has calculated Weighted Average Cost of Capital
(WACC) baséd on the different component of means of finance -debt, equity as
well as any other means of finance and the costs thereof that Authority had
forecast. The figure of WACC once arrived at for the control period is not
proposed to be changed nor will be trued up at the end of the control period.
During the control period, the operator may make substitutions in the means of
finance to achieve, presumably, more efficient means of financing. In the
incentive-oriented economic regulation, the objective is to put in a framework
which would incentivize the airport operator to do so. It may happen that in
some of the years of the control period, the airport operator may contract a
particular means of finance at a cost higher than what was forecast, in which

case, he would be penalized since WACC is_not proposed to be trued up during

Cheas Onps Ty
‘fi“\‘ Sxelr iy "I‘-:’ k.

the control period. A
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26.87. In the reverse scenario, where airport operator is able to substitute
a particular means of finance at a lower cost, he stands to benefit which, as
mentioned above, is one of the objectives of incentive-oriented economic

regulation coupled with efficient means of finance.

26.88. If the WACC is trued up, this may lead to less than optimum effort
on the part of airport operator to obtain finance at the least possible cost, hence,
on balance, the Authority feels that truing up of WACC may lead to undesirable
outcomes. It ‘has therefore decided that WACC once determined, after
appropriate review of the means of finance and their respective costs, should not
be altered during the control period nor trued up at the commencement of the
next control period. However, the Authority would conduct fresh review of WACC

calculations for next control period.

26.89. Having regard to these considerations, the Authority has thus concluded
that the following scheme is best suited for Delhi airport in this initial phase of

the airport project and its economic regulation:
Decision No. 29. Decision on WACC:

29.a. The de-levering of the equity beta of the comparators will be
in accordance with the market capitalization figures to arrive at the
asset betas (as is advised by NIPFP).

20.b. The re-levering of the asset beta of DIAL will be at the
notional DER of 1.5:1 (as indicated by SBI Caps).

29.c. RoE will be calculated based on the actual book value of debt
and equity of DIAL.

29.d. The Authority decided to adopt Return on Equity (post tax
Cost of Equity) as 16% in the WACC calculation.

29.e. The Authority determined the WACC at 10.33% for the

Control Period.

. . et AR -
29.f.  The Authority also dewa:fo: will not be trued up.

F & [ v
-
y

27. Tariff Structure/ Rate C 4 \ ¥
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27.1. In the Consultation paper the indicative rate card w.e.f 01.02.2012, as
submitted by DIAL, was put up for stakeholder consultation with the caveat that
the charges proposed would be, in-principle, reduced proportionately in line with
the final decision of the Authority in respect of price cap and disposal of
objections, if any, that may be received from stakeholders on the grounds
mentioned in the said Principle 10 of the SSA. Further, to smoothen the price
path, the Authority also proposed to effect the increase in tariffs in two equated
annual increases w.e.f 01.04.2012 (X=-148%) and w.e.f 01.04.2013 (X=-
148%) instead of a onetime upfront increase (X=-334.63%).

Stakeholder Comments

27.2. IATA have stated that besides carrying out the necessary financial
assessment to arrive at tariff levels that would meet the requirement of a fair
rate of return for the airport, AERA should also take into consideration the
impact that such tariff levels would have on airlines, consumers and the industry
as a whole. Especially when such tariff levels would have serious adverse impact
on industry growt.h, AERA ought to consider solutions that would moderate such
an impact. While in principle, effecting the increase.in two equated annual |
increases would smoothen the price path} the desired outcome of minimizing the
impact on the industry can only be achieved if the equated increases are of a
reasonable quantum. In IATA’s opinion, an equated increase of 148% per year
would be too much for the induétry to absorb and would have a severe impact
on traffic growth in the first year and an even more severe impact in the second
year due to the compounding effect. It is fundamentally important that the

quantum of equated increase be brought down significantly.

27.3. DIAL had, in their response to the Consultation Paper requested the
‘Authority to approve an upfront increase (one-time) followed by CPI Inflation
thereafter w.e.f April 1% 2012 as the equated increase (equal annual increase)
proposed by the Authority will lead to shortfall in the FY 2012-13 and
significantly impact debt servicing, liquidity and viability of DIAL. Further, DIAL
have stated that it will lead to a huge increase in Aeronautical Charges in last
year (FY 2013-14) of the control period. DIAL submitted that the rate card in the
last year of the control. period (FY@?'ZLJ.&){.based on the equated annual

increase as proposed by the Authigrify, __gigi]d Wprk out to approxmately Six

times the Aeronautical charges at tlyg
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proposed by Authority is in fact imposing price shock on the users towards the

end of the Control Period.

27.4. In respect of the observation of the Authority (caveat that the charges
proposed would be, in-principle, reduced proportionately in line with the final
decision of the Authority in respect of price cap and disposal of objections, if
any, that may be received from stakeholders on the grounds mentioned in the
said Principle 10 of the SSA) , DIAL have requested the Authority that the

proportioning of the rate card:
27.4.1. Can be done only in case of upfront increase (one-time);

27.4.2. The proportioning is not going to be the same as the ratio between
the X factor submitted and the X factor proposed because of the various

reasons.

27.5. Further, DIAL have vide their submission (email dated 16.04.2012) -
regarding the revision in rate card based on the revised target revenue and X-
Factor have also highlighted the difficulties with respect to implementation of the
tariff w.e.f. 15.05.2012. |

27.5.1. DIAL have submitted that :

e "The tariff once approved will need to be implemented.
Necessary directive (in form of AIC) in this regard needs to be
issued by DGCA which will be based on the instructions from

MOCA. This entire process will take sizable time.

e Once approved by DGCA the charges will need to be
incorporated in the IATA system. Since UDF (both departing
and arriving) is a new charge a new code will need to be

created. This also will take some additional time.

e Since this is the first time that charges are being collected from
the arriving passenger as well, sufficient time will need to be

given to airlines for the implementation of the same.

e Sizable number of passengers generally book tickets in
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in IATA system will need to pay UDF at the airport. This will
entail huge infrastructure requirement and collection charges

for the agency collecting these charges at the airport.

o Implementation of the new charge by 15" May 2012 will also
lead to very long queues at the airport for collection of UDF.
This will result in passenger discomfort, adverse publicity and

reduction in airport quality standards.

o Collection of UDF from the passenger on his arrival at the
airport will have practical problems and collection of the same
is possible only through inclusion of this charge in airline

tickets.

We therefore request the Authority to kindly consider the date of

revision of charges to not earlier than 01 June 2012.”
Authority’s Examination

27.6. The SSA contemplates that DIAL would be free to impose charges within
the overall price cap subject to conditions stated therein. In view of this, the
Authority had in the Consultation Paper, proposed that it would make
appropriate proportionate adjustments to DIAL’s rate card proposed by DIAL (at
the X Factor of 775%).

27.7. In their response to the Consultation Paper, DIAL have highlighted that in
case the Authority opts for an equated increase in X Factor, then their debt
servicing, liquidity and viability will be affected. The Authority is conscious of the
fact that as per Section 13 (1) (a) of the AERA Act, it is required to determine
the tariff for aeronautical services, inter alia, taking in to consideration the
economic and viable operation of major airports. In view of the submission made

by DIAL regarding viability in casc of equated increase, the Authority has

decided to effect an upfront one time increase in ‘X’ Factor, which works out to
X=-345.92% (w.e.f.15.05.2012). Accordingly, the X Factor for 2013-14 will be
taken as zero. The tariff increase for the tariff year 2013-14 will be only on
account of CPI and will be effective from 01. 04 2013.

-l . I \!! .
C ide t aif‘ letter} dated 20.04.2012, submitted

B :...\l
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their revised tariff card. DIAL have stated that they have removed the distance
based charging for landing charges and have proposed increasing the landing
charges by 50% for domestic and 120% for international and that the parking
and housing charges have been proposed to be increased by 225%. In respect
of UDF, DIAL have submitted that they have proportionately revised the same
based on the revised X-factor. DIAL have also confirmed that none of the

charges being proposed are lower than the respective existing charges.

27.9. As per DIAL, they may not be able to implement some items of the rate
card by 15.05.2012. However, DIAL have indicated that it would like to have an
early order in view of the cash deficit. Keeping in view the consideration of early
implementation of revised tariff and balancing the same with the requirement of
sufficient pfeparatory time to implement the revised tariffs, the Authority has
decided to permit DIAL a grace period of one and half months to implement the
revised tariffs. In other words while the revised tariffs are effective from
15.05.2012, however if DIAL for reasons such as inability of the airlines to
.incorporate the revised tariffs in their booking systems is unable to implement
the revised tariffs by 15.05.2012, they can do so upto 30.06.2012. It is clarified
that in case of any delay in implementation of the approved tariff structure and
rate card beyond 30.06.2012, the Authority will not allow any adjustments

(truing up) on account of such non-irhplementation in the next control period.

.27.10. DIAL had in their indicative rate card that was put up for
stakeholder consultation proposed charging of User Developrhent Fee (UDF) on
departing, arriving as well as transfer passengers. This is a new charge proposed
to be introduced at Delhi airport. UDF for arriving passengers is a new element
which was proposed to be introduced for the first time in India at IGI Airport,
New Delhi. In the Consultation Paper, the rate card including UDF was put Qp for
stakeholders’ consultation. The Authority has not received any comments on
UDF.

27.10.1. UDF is in the nature of revenue enhancing measure to bridge the

revenue shortfall between the revenue required and the revenue to be

generated from other charges such as landing, housing, parking, etc., by
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27.10.2. The Authority has given careful consideration to DIAL's proposal of
splitting UDF between departing, arriving and transfer passengers. As far as
the issue of UDF on transfer passengers is concerned, the Authority has been
conscious of the fact that for healthy airport development and exploitation of
hub potential of major airports charging the transfer passengers is likely to
militate against this objective. Since India is at the early stages of hub
development, the Authority does not consider it appropriate to allow any such
charge on transfer passengers. It is, therefore, unable to accept the proposal
of DIAL to levy UDF on transfer passengers. In the new rate card submitted
by DIAL on 20.04.2012, DIAL have accordingly removed the UDF in respect of

transfer passengers.

27.10.3. As far as splitting of UDF between departing and arriving
passengers is concerned, both departing and arriving passengers use the
airport facilities. The Authority is also informed that such a charge on the
arriving passengers is prevalent in some of the airports like Brussels, Darwin,
Sydney, Canberra, Brisbane, Auckland. The Authority decided to accept this
proposal of DIAL.

27.10.4. The rate card with the UDF rates mentioned therein with removal of
UDF on transfer passengers as has been re-submitted by DIAL on 20.04.2012,

after review, is accordingly approved by the Authority.
Decision No. 30. Decision on the Tariff Structure & Rate Card

30.a. The Authority determined the X factor for the tariff
determination w.e.f 15.05.2012 at -345.92% on a one time basis
during the Control Period. Hence the X factor for the tariff year
2013-14 is zero.

30.b. The Authority approved the tariff structure and rate cards
for the tariff years 2012-13 and 2013-14 as appended hereto. The
rates for 2012-13 would be effective from 15.05.2012 and the rates
for 2013-14 will be effective from 01.04.2013;
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30.d. In case of any delay in implementation of the approved tariff
structure and rate card beyond 30.06.2012, the Authority will not

allow any adjustments on account of such non-implementation.

30.e. The rates approved are the maximum rates allowed to be

charged.

Truing Up: 8. Correction/Truing up for Decision No. 30

8.a. Any shortfall in actual revenue on account of the delay in
implementation of the revised tariff beyond 15.05.2012 and
upto 30.06.2012 would be adjusted (trued up) at the

commencement of the next control period.

28. Discount on all domestic scheduled landings

28.1. DIAL have prdposed a non discriminatory 2% discount on all the domestic
scheduled landings in case the landing charges are received by them within 15
days credit period. However, it has been a stated position of the Authority that
discounts or rebates are commercial decisions of the airport operator.
Accordingly, Authority had proposed not to permit any adjustment on account of

under recoveries due to discounts.

Stakeholder Comments

28.2. CII have stated that the proposal of DIAL for a discount on timely
payment of domestic landing charges and levy of collection charges for DF are
always healthy for the growth of the industry as a whole and should be

considered by the Regulator.

28.3. DIAL have submitted that the non-discriminatory discount for timely
payment on landing charges was part of the Base Airport Charges as given in
Schedule 8 of State Support Agreement. Based on the same principles, DIAL had
proposed a non-discriminatory discount for the healthy growth and

acknowledging existing industry practice. The Authority should allow this
discount: /,(:'2; qﬂ,(_;,q[;:\

28.3.1. For honouring the concefaf‘ '

A YEES
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28.3.2. To ensure healthy growth of Industry and thereby safeguarding
viability.

Authority’s Examination

28.4. It has been a stated position of the Authority that discounts or rebates are
commercial decisions of the airport operator. This view of the Authority is further
substantiated, in the present case, as the discount for timely payment is being
offered only for domestic landings. No policy or socio-economic considerations
have been substantiated for confining the discount to domestic landings nor has
any case been made out as to how the quantum of proposed discount would
achieve such considerations, if any. The Authority has also noted that, presently,
the rate of discount is 15%. DIAL have, now, proposed to drastically reduce the
same to 2% without justifying the proposed reduction. Thus, there is hardly any
case for DIAL to state that they propose to offer the discount as it is a part of
the Base Aeronautical Charges and as such the same is required for honouring
the concession agreement. The Authority has, accordingly, decided not to permit

any adjustment on account of under recoveries due to such discounts.

Decision No. 31. Decision on Discount on all domestic scheduled -

landings

31.a. The Authority decided not to consider any adjustments on

account of discount.

29. Collection Charges on DF, PSF and UDF

29.1. The Authority had in the Consultation Paper, proposed not to accept the
request of DIAL for defraying the collection charges paid by them to the airlines
in respect of DF through Opex. The Authority was of the opinion that DIAL’s
request does not appear to be acceptable because as per the provisions of
Section 13 (1) (b) of the Act read with Section 22A of the AAI Act, 1994, the
Authority’s function in respect of DF is confined to determination of the
rate/amount thereof. Further, the issue of collection, deposit etc.,of DF are not

within the purview of the Authority.

g ) , the Authority had
noted that DIAL have proposed cl? rges 'Oon both PSF and UDF. The

Ldepide ,..’f_':e_;" issue of the proposed
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collection charges at the stage of final determination keeping in view the

stakeholder submissions
Stakeholder Responses

29.3. IATA have supported the Authority’s decision in respect of collection
charges on DF.

29.4. CII have stated that the proposal of DIAL for levy of collection charges for
DF are always healthy for the growth of the industry as a whole and should be

considered by the Regulator.

29.5. APAO have submitted that DIAL has been allowed to collect DF to part
fund the capital expenditure. Collection charges with respect to DF are similar to
the financing expenses paid to the lenders for arranging debt. The Authority has
considered such financing expenses as part of the capital expenditure which are
allowed as part of the tariff calculation. Additionally, DF collection charges have |
been mandated by the DGCA vide Directive Number AIC S.No0.2/2009 dated
28.02.2009. However, this directive was later cancelled in June 2011 following
Delhi High Court’s order to stop the levy of DF at IGIA until analyzed and
approved by AERA. APAO have requested the Authority to allow DF collection
charges as pass-through expenses as these were mandated expenses. CII have

also requested the Authority to consider these collections charges.

29.6. APAI on the other hand have opposed the collection charges for collecting
the PSF, DF, etc. as highly unjustified. APAI have stated that this further adds to

the burden of the passenger.

29.7. DIAL have submitted that while they acknowledge Authority’s acceptance
of allowing collection charges on PSF/UDF, on the similar lines, they have
requested the Authority to approve the collection charges on DF as the same
was mandated under the Order of MoCA and has been accordingly incurred by
DIAL. Further, in their clarifications to APAI DIAL have submitted a under:

"The charges charged by airlines are as per the mandate of MoCA,
GOI and not arbitrary. The collection charges proposed by us are also
subject to approval of the Authority. Collection of an airport charge is
different from a statutory tax .aea{le“étfqn and the two cannot be

compared The airlines need t@ é#‘;thHerated for additional work

LR
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Authority’s Examination

29.8. The Authority has further considered the issue of permitting collection
charges on DF to be defrayed as OPEX. However, in view of the specific
provisions of Section 13(1) (b) of the Act and Section 22A of the AAI Act, 1994,
the Authority does not find any grounds to review its position. Accordingly, the

Authority reiterates the stand proposed in the Consultation Paper.

29.9. As regards the collections charges sought on PSF/UDF, the Authority notes
that as a practical mechanism the passenger related charges are collected
through airline ‘tickets. The Authority also notes that, presently, PSF being
collected at IGI Airport, New Delhi is comprised of two components [PSF Security
component (SC) - Rs.130 and Facilitation Component (FC) - Rs.77]. As per the
MoCA’s letter No0.G.29011/001/2002/AAI dated 25.03.2001, the collection
charges are 2.5%. The collection charges on the PSF amount of Rs.207 works -
out to Rs. 5.17 per passenger. The Authority is informed that DIAL in its tariff
(Fin) Model have netted the collection charges. The Authority has now decided to
delink the PSF (FC) and consider it as part of UDF. DIAL have proposed UDF on
arriving and departing passengers as well. The Authority therefore considers that
an amount of Rs.2.50 per departing passenger and Rs.3/- per arriving passenger

as the maximum collection charges.
Decision No. 32. Decision on collections charges on DF, PSF and UDF

32.a. The Authority decided not to allow any collection charges on

DF to be defrayed as operating expenditure.

32.b. The Authority decided to delink the Facilitation Component
from the existing PSF at IGI Airport, New Delhi and consider}it as
part of the UDF proposed by DIAL in the rate card. As the total
collection charge for both PSF and UDF, the Authority decided to
consider an amount of Rs.2.5 per departing passenger and Rs.3/-
per arriving passenger as a ceiling on the collection charges. This is

in accordance with DIAL’s request to keep differential collection

30. Quality of Service
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30.1. As mentioned in the Consultation Paper, in the scheme of the Act, the
Authority has two mandates relating to quality of service- first, to consider the
quality of service for determination of tariff and secondly, to monitor the set
performance standards relating to quality of service. These are two distinct
functions - one relates to determination of tariff whereas another relates to
monitoring of set performance standards. Chapter IX of OMDA deals with Service
Quality requirements. It prescribes both Objective and Subjective Service
Quality requirements. The penalties contemplated in the concession agreements
are contractual requirements whereas fixation of tariff commensurate with the
quality of service is a statutory requirement. Hence, it is proposed that to follow
the rebate mechanism as indicated in Order No.13/2010-11 dated 12.01.2011
and the Guidelines dated 28.02.2011.

Stakeholder Responses

30.2. Comments have been received in this regard from APAO, ACI, DIAL, CII
30.3. APAO have stated that OMDA already provides for penalties for

deficiencies or defaults in performance or service quality. AERA’s proposal to
levy additional penalties for defaults in service quality would amount to
additional cost burden for DIAL and there is no evidence of regulators in other
infrastructure sectors imposing dual penalties on service providers. While APAO
recognizes that regulating service quality is a statutory obligation of the
Authority, the objectives of incentivizing service quality and penalizing poor
performance are achieved per force by the provisions of the OMDA and are
consistent with the objectives of the Authority. APAQO has requested that the
Authority duly recognize the provisions of OMDA with regard to penalties on
specific defaults in service quality and observe the process followéd by AAI in
rcvicwing cases of defaults and imposition of penalties thereof, and satisfy itself

that the actions taken are in compliance with the OMDA

30.4. ACI have submitted that the Regulator has taken the view that the
increase in tariff cannot be taken independehtly of the service quality provided
by the operator which is appreciated. While ACI have supported the Authority’s
view of close monitoring of theﬁvm? 1evel parameters, they have stated that

penalizing the operator on a s jat™ 0 "1‘1‘0(: meetlng the set standards seems a

”“‘Qénts a_lready have provisions of penalties
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the Regulator would lead to double penalty which would be unfair. Also, the
Regulator has proposed additional parameters to be monitored. ACI have stated
that it should be noted that the quality parameters monitored at Delhi airport is
far greater than the international standard which have relatively less number of
parameters. Including additional parameters would increase the compliance
costs and hence the overall operating costs of the airport which would in turn

increase the tariff and will be counterproductive.

30.5. CII have submitted that while the Regulator clearly specifies that
penalization by AAI is a contractual arrangement and penalizing by AERA is a
statutory arrangement, it must be noted that no such caution/clause was
provided by either OMDA or the SSA to the Airport Operator during the signing
of the agreements. This is unfair on the investor who had based its cost estimate

on the compliance requirements with prescribed quality standards.

30.6. Considering all the above stated arguments, the industry associations
would like the Regulator to reconsider their current decision on the partial
honouring of the OMDA and SSA. Had the participants of the bid been cautioned
earlier regarding such clause change, the benefits in terms of revenue share

provided to AAI could have considerably been lower.

30.7. DIAL have in their submission stated that OMDA prescribes fixed objective
and subjective service quality standards, and also lays down the mechanism of
penalty & fines in the event of a failure by DIAL to meet such service quality

standards. They have submitted that:

n

Authority has evaluated -the said position and concluded in

paragraph 456 and 457 as follows:

456. The Authority is conscious that an argument which can be
raised against the rebate mechanism could be that since OMDA itself
provides for penalty mechanism in the event of default in respect of
quality parameters, a separate rebate mechanism as part of tariff
would tantamount to penalizing the default twice. However, it has

been the stated - position of the Authority that the penalties

contemplated .in the co - agreements/ contractual

A ”
arrangements are contractuaf(,f /remmfs whereas fixation of tariff
commensurate with the qu

Therefore, the system of reguci
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service is a system which implements the mandate of the Section
13(1)(a) of the Act.

457. In view of the above, the Authority proposes to use the rebate
mechanism as indicated in Order No. 13/2010-11 dated 12.01.2011
and the Guidelines dated 28.02.2011 in the case of DIAL as well.

AERA Act, 2008 in its preamble sets out the scope and coverage of
the AERA Act, as also the scope of the Authority’s powers and

functions there under. The preamble of the Act provides:

"An Act to provide for the establishment of an Airports Economic
Regulatory Authority to regulate tariff and other charges for the
aeronautical services rendered at airports and to monitor
performance standards of airports and also to establish Appellate
Tribunal to adjudicate disputes and dispose of appeals and for matter

connected therewith or incidental thereto.”

Further, in terms of Section 13(i) (d) of the AERA Act, the Authority

has been vested with the function:

(d) to monitor the set performance standards relating to qua/)'ty,
continuity and reliability of service as may be specified by the Central

Government or any authority authorised by it in this behalf;

From reading of the aforesaid provisions of the AERA Act, it is clear
that the justification and functions of Authority is limited to
monitoring the performance standards relating to quality, continuity
and reliability of service as have been specified by the Central
Government or any authority authorized by the Central Government:
in this behalf, Including under the Operations, Management and
Development Agreement dated April 4, 2006. This position is also
supported by the terms of the State Support Agreement between
DIAL and the Government of India, which provides, in principle 7 in
Schedule 1 that:

———

..... in undertaking- its role AEM i morjﬂtor pre-set performance in
S6me nce 33‘ def/ned In the Operat/ons

I

respect to service qua//ty er or

to time.”
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Accordingly, on a combined reading of the terms of the AERA Act, the
OMDA and the State Support Agreement, it is clear that the role and
jurisdiction of the Authority is limited to monitoring compliance by
DIAL of the service quality standards prescribed under the OMDA,
and the prescription of any new services standards or going beyond

monitoring methodologies prescribed in OMDA is not envisaged.

DIAL notes that while Section 13(1)(a)(ii) of the AERA Act permits
the Authority to consider the services provided, its quality and other
relevant factors in determining the tariff, there is no explicit power
vested with the Authority to prescribe any penalties under the AERA
Act in the event of a failure to meet service quality requirements.
While the Authority has sought to term the mechanism of penalties
for failure to meet services quality requirements as a 'rebate’' on the
tariff, the same is essent)'a//y in the nature of a penalty, since there is
no correlation between the cost of services not provided and the
rebate imposed and instead a pre-determined rebate is imposed in all

cases.

Further, even in the event that Section 13(1)(a)(ii) is interpreted as
giving the Authority the power to impose penalties in the event of a
failure by DIAL to meet service quality requirements, | this
consideration has to be balanced with the considerations in Section
13(1)(a)(vi)and(vii). In this regard, it is pertinent to note that the
Authority has in the Consultation Paper, and specifically in paragraph
61 thereof already accepted the position that it is, in determining
tariff to be guided by the terms of the State Support Agreement and
the OMDA. Specifically, paragraph 61 of the said Consultation Paper

provides as under:
In view of the:

Provisions of Section 13(1)(a)(vi) and (vii)of the Act; and the fact
that with respect to evolving its regulatory philosophy and approach
for economic regulation of, Airport_Qperators to give effect to its
mandate under the .Act, thz/;iawyixhad undertaken extensive

consultations with stakehold ﬁ%ﬁ cagéfu}’/y .\Iberused all submissions,

)i .
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views and opinions expressed by stakeholders and had issued its
Order No. 13/2010-11 dated 12th January 2011 , in the matter; the
Authority proposes to adopt the following approach towards

determination of tariffs for aeronautical services provided by DIAL:

(i) Be guided by provisions of the SSA read with the provisions of
OMDA and other agreements as far as these are consistent with

provisions of the Act; and

(ii) Wherever possible, have recourse to principles of tariff
determination contained in Order No. 13/2010-11 dated 12.01.2011
and Guidelines embodied in Direction No. 5/2010-11 issued on
28.02.2011.

Further, in terms of the OMDA, and specifically Articles 9.1.1. and
9.1.2 thereof, there is already a set prescription for damages in case
of a failure by DIAL to meet the service quality requirements as set
forth therein. In this regard, Articles 9.1.1. and 9.1.2 of the OMDA

provide as under:

9.1.1. (c) Default: At any time after the expiry of two (2) Years after
Effective Date, in the event that the Airport has not achieved ISO
9001:2000 cerfification, the JVC shall produce an action plan within
30 days that sets out how it will address the deficiencies and these

initiatives shall be immediately implemented.

Should the JVC fail to produce such an action plan within 30 days or if
the Airport (or any part thereof) continues not to achieve ISO
9001:2000 certification, for further 6 months from the date of
submission of action plan or fails to maintain the certification at any
time during the Term after having achieved certification, the .JVC
shall thereafter pay to the AAI 2.5% of the monthly Revenue (prior to
default) tor every month, that the Airport does not achieve or
maintain ISO 9001:2000 certification, as the case may be, as
liquidated damages provided however that the total liquidated
damages payable hereunder 5,,/1?@%?@?‘1 15% of the monthly

e
AN

G R

Revenue (prior to default). // &

¥ ag=
9.1.2 (c) Default { l{fr
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At any time after the JVC is obligated to achieve and maintain a
particular Objective Service Quality Requirement, In the event that
the immediately .succeeding quarterly report show that the Airport (or
any part thereof) is rated below the respective Objective Service
Quality Requirement, the JVC will achieve the particular Objective
Service Quality Requirement within 30 days of the last submitted

quarterly report.

Should the JVC fall to achieve the above, or if the Airport (or any part
thereof) continues to perform below the targets mentioned in
Schedule 3, the JVC shall pay to the AAI 0.5% of the monthly
Revenue (prior to default) for every month, that the standards are
below any of the Objective Service Quality Requirements, for each
such performance area, as liquidated damages provided a however
that the total liquidated damages payable hereunder shall not exceed
1.5% of the monthly Revenue (prior to default ).

In view of the Authority being required to take the terms of the State
Support Agreement and the OMDA into consideration for determining
tariff and in view of the OMDA read with the State Support
Agreement already providing for a mechanism for penalties for failure
to achieve service quality requirements, we note that for Authority to
have taken into consideration the terms of the OMDA and the State
Support Agreement, the Authority should not only take into
consideration the service quality requirements, but also the penalties
for failure to meet service quality requirements as set forth therein.
Any penalties prescribed by the Authority for failure to meet the said
service quality requirements would effectively tantamount to the
Authority not taking into consideration the terms including penalties)
of the OM DA and therefore would not be consistent with the AERA
Act.”

30.8. In respect of the Monitoring of performance standards, DIAL have stated
that the methodology laid down by Authority is too complex and the intervals of

the measurements are too stringent ;vp’é 1p§@Q§Lcally implemented. DIAL have

stated that the uitimate intent qﬂtccmceiem ‘agreements is delivering

\

superior passenger service by fé”urm@f_ﬁ@oth SubJectlve Service Quality
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parameters ACI-ASQ) & Objective Service Quality parameters (OSQ-OMDA
Sch3jwhiCh is addressed by very well established and a comprehensive system
to measure, monitor, control and report the performance against set standards

for both ASQ & OSQ parameters. The methodology followed is detailed below:
30.8.1.  Existing Monitoring practice (0SQ- OMDA):
30.8.2. 23 parameters are monitored
30.8.3. Sample covered: 9500 sample/Quarter
30.8.4. Monitoring Mechanism

e Measurement is proportionately divided into lean & busiest hour
of days (it covers all days of the week)

o Daily monitoring for facilities related passenger touch points

e Data is collected. either through independent third party
assessments or objective data sources

¢ There exists an internal report & review mechanism at
predefined intervals/appropriate levels

e Performance score is calculated for every month& complied on
quarterly basis for reporting to AAI as per the OMDA
requirement.

30.9. This has resulted into continuous compliance/improvement respectively
for ASQ and ASO parameters. The OMDA provides clear and objective
mechanism of monitoring. The Authority has itself laid out the principle that it
will "Be guided by provisions of the SSA réad with the provisions of OMDA and
other agreements as far as these are consistent with provisions of the Act: The
adoption of monitoring mechanism enshrined in OMDA will be in line with this
principle and will ensure the monitoring is done in a practical and feasible
manner without costs and effort over and above that prescribed by the

Concession documents..

30.10. In light of the above DIAL have submitted that in terms of Section
13(1) (d) of the AERA Act, the Authority has been vested with the role of
monitoring the set performance standards relating to quality, continuity and
reliability of service as may be specified by the Central Government or any
authority authorized by it in this behalf. Further, Authority is also requested to

consider the provision of the SSA, which clearly lays down that Authority, shall

"""*-1..

only monitor the Standards ag’ ,m-"‘- [ éa‘ {n OMDA and not impose any
additional service quality stan??f . @ena' es*whlch may be double jeopardy
for DIAL. Thus the Authority ' | methodology as
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prescribed under OMDA for compliance, monitoring and penalties for non-

conformity.

30.11. The MoCA have vide their letter No. No0.AV.24026/001/2009-AAI
dated 09.03.2012, observed that the Authority has proposed a separate rebate
mechanism as part of tariff to be prescribed as a penalty for not meeting the
service standards in addition to those prescribed under the contractual

Agreements in force. The MoCA have stated as under:

" 2. On perusal of the Paper, it is seen that vide Para 456 of the
Paper, a separate rebate mechanism as part of tariff is proposed to
be prescribed as a penalty for not meeting the service standards in
addition to those prescribed under the contractual Agreements in
force. Kind attention is also invited to sub-section (1) (d) of Section
13 of the AERA Act which stipulates that AERA is to monitor the set
performance standards ré/ating to quality, continuity and reliability of
service, as may be specified by the Central Govt. or any Authority
authorized by it in this behalf. Therefore, AERA can only monitor

the set performance standards.

3. This Ministry has been asking AERA to indicate the proposed
performance standards, and also forward the related draft Rules for
notification. The response of AERA to the above is long awaited
despite repeated reminders frém this Ministry. It needs to be
appreciated that in the absence of any Rules prescribing performance
standards, it may not be justiﬁab'/e to prescribe a separate rebate
mechanism' as part of tariff determination as has been proposed in
the Consultation Paper. Under the statute, AERA clearly has not
been mandated to impose additional quality parameters and penalties

over and above those prescribed in the OMDA.

4. It is pertinent to mention that there is a provision under OMDA
prescribing fixed objective and subjective service quality standards

and also the mechanism of penalty and fines in the event of a

failure by DIAL to meet such M{;@* qua//ty standards. This Ministry
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and OMDA (for Delhi and Mumbai airports) entered into with

respective JVC(Cs.

5. In the light of above, AERA may re-consider its decision regarding
separate rebate mechanism as part of tariff, as it is in non-conformity -

of the agreement entered into with the JVCs.”

30.12. In response to the above submission made by MoCA, the FIA have
vide their submission dated 26.03.2012 stated that MoCA has once again failed
to recognize the statutbry provisions and are placing sole reliance on the
agreements entered into with the JVCs.FIA have stated that it is pertinent to note
that under section 13(1)(a)(ii) of the Act, the Authority can very well enunciate
such rebate mechanisms while determining the tariff for aeronautical services on
the basis of its quality of the service provided. Further, they have stated that the
Authority has proposed in para nos. 453 to 456 of the CP No. 32 of 2011-12 to
introduce rebate mechanism which will be in the nature of regulatory
supervisory power of the Authority and not solely on the concession agreements
between parties. FIA has relied on the judgment of Supreme Court in the case of
Cellular Operators Association & Others vs. Unibn of India & Others
reported as (2003) 3 SCC 186. Relevant para of the judgment is as following:

"33. The regulatory bodies exercise wide jurisdiction. They lay down
the law. They may prosecute. They may punish. Intrinsically, they act
like an internal audit. They may fix the price, they may fix the area of
operation and so on and so forth. While doing so, they may, as in the

present case, interfere with the existing rights of the licensees.”

In this context, the relevant portions of the 'Statement of Objects &
Reason' of the Act itself are noteworthy, which makes it abundant/y'
clear that the Authority is inter alia clothed with the power to monitor
performance standards of airports. Relevant portion of the 'Statement
of Objects & Reason' have been reproduced below for ease of -

reference:

"3. In the above background, it is felt that an independent economic

regulator, namely, the A/rpocwfmn@rmc Regu/atory Authority (the

Regulatory Authority], ma)/ vﬁ es{{gb/rs’h@d so as to create a level

y pey
playing field and foster I'a/thy?&r‘ mpef’{t/on amongst all major
i3 i e

S —
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airports to encourage investment in airport facilities to regulate tariffs
for aeronautical services ,etc. It is, therefore, considered necessary to
enact a law for the establishment of the Regulatory Authority to
regulate tariff and other charges for the aeronautical services
rendered at airports and to monitor performance standards of

airports”
Authority’s Examination

30.13.  The Authority had proposed a rebate mechanism in the
Consultation Paper, if DIAL was in default of performance / quality parameters
indicated therein. it was aware of the separate quality of service parameters and
attendant liquidated damages indicated in OMDA. Essentially, the Authority had
read the requirements of taking into account the service provided, its quality and
other relevant factors (Section 13(1)(a)(ii) of the AERA Act ) as separate and"
distinct from another provision, namely, Section 13(1)(d) of the same Act.
Section 13 (1)(a)(ii) requires the Authority to determine the tariff for
aeronautical services taking into consideration, inter alia, "the service provided,
its quality and other relevant factors”. The other mandate of the Authority is
under Section 13(1)(d), namely, “to monitor the set performance standards
relating to quality, continuity and reliability of service as may be specified by

the Central Government or any authority authorized by it in this behalf.”

30.14. DIAL’s position has been that the Section 13(1)(a)(ii) and Section
13 (1)(d) need to be read together and not separately. The Authority, on the
other hand, does not find any warrant in such an interpretation and feels that -
the legislative mandate under these two sections is distinct and separate. That is
why it had stipulated a separate rebate mechanism for the quality of service
provided under Section 13(1)(a)(ii) in addition to any monitoring that it may be
required to do under Section 13 (1)(d).

30.15. The Authority is also aware that stipulating any rebate mechanism
or for that matter quality of service parameters requires certain expenditure, if

the required quality is to be maintained. It has already decided to commission a

Q\Ieading to the achievement of

Ji,;é"s m\ay be required of the airport
operator.
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30.16. The Authority has gone through the submissions of the:
stakeholders and in particular those of DIAL giving details of the provisions of
OMDA. The Authority has also gone into the submissions of stakeholders like CII
and APAO. CII recognizes that “penalizing by AERA is a statutory arrangement”,
but feels that “no such caution was provided by either OMDA or SSA to the
airport operator during the signing of the agreements”. According to CII, it is
unfair for the investor who had based its cost estimates on the compliance

requirements with prescribed quality standards.

30.17. The Authority would like to point out that the SSA itseif contains
provision for establishing of an independent economic regulator. In fact, the
heading of Clause 3.1 is “Airport Economic Regulatory Authority”. SSA also
stipulated that “Gol’s intention is to establish an independent economic
regulatory authority (the “"Economic Regulatory Authority”), which will be
responsible for certain aspects of regulation (including regulation of Aeronautical
Charges) of certain airports in India.” 1t is also stipulated clearly that "GoI
further confirms, subject to Applicable Law, it shall make reasonable endeavours
to procure that the Economic Regulatory Authority shall regulate and set/re-set
Aeronautical Charges in accordance with the broad principles set out in
Schedule-I appended hereto.” Under the definition of "Change in Law”, it is also
expressly provided that the creation or introduction of a Regulatory Authority
having jurisdiction over the airport shall not constitute a Change in Law. Hence
to say that DIAL was not aware of the likely creation of AERA is not in conformity

with the provisions of SSA.
30.18. As regards the other observation of CII about the unfairness part,

the Authority is required to determine the tariffs for aeronautical services taking
into account the service provided, its quality and other relevant factors ciearly
by determining the revenue and expenditure streams pertaining to aeronautical
services, and hence the expenditure to be incurred on required quality naturally
forms part of the calculations. Secondly, even under SSA (Schedule-1) , there is
no specific mention of the cost related to the quality of service as distinct and
apart from the operation and maintenance cost pertaining to aeronautical

services. The airport operator would, in a even without establishment of
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question. It is not as if the operating cost were frozen in SSA/OMDA and
thereafter some extra burden is now sought to be put on DIAL on account of
quality of service parameters (under OMDA or for that matter, by rebate

mechanism as proposed under Consuitation paper).

30.19. The Authority has also noted that ACI's comments are about higher
standards in Delhi airport as compared to international airports and putting in
place a separate rebate mechanism would increase compliance cost. As has been
made clear, all costs associated with quality of service parameters would be

factored in by the Authority while determining the aeronautical tariffs.

30.20. The Authority would like to highlight that the rebate mechanism
proposed by the Authority is to compensate the user for lower quality of service
compared to that contemplated at the time of determination of tariffs. On the
other hand, the liquidated damages provided for in the OMDA are the.
compensation to AAI (i.e., lessor) for default of DIAL (Ies‘seé) in maintaining the
quality of service contracted between them. The nature, purpose and objective
of these two instruments is thus quite different. Therefore, the Authority regrets
to note that the submissions of “double jeopardy” etc., have been unfairly laid at
the door of the Authority.

30.21. The Authority has also noted and carefully considered the views of
MoCA in the matter. The issues raised therein have been addressed hereinabove.
As regards the scope of Authority’s functions under Section 13 (1) (d) and
requirement of specifying standards therefor, the Authority would separately

interact with the Ministry.

30.22. 'Having regard to the nature of the various comments and
observations as well as particularly the views of the Government and noting the
fact that this is the first regulatory period, three years of which have already
elapsed, the Authority, on the balance, feels that the liquidated _darhages
provided in OMDA for not adhering to the standard as prescribed therein can be
considered to be reasonably adequate deterrent for the current control period.
Hence, it has decided that it may not be necessary to operationalise the
additional rebate mechanism for the current control period. This is without

ehate mechanism proposed by the

prejudice to the fact that in principl
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Decision No. 33. Decision on Quality Of Service

33.a. The Authority decided, as specified by the Government, to
monitor the performance standards as laid down in the OMDA. Since
OMDA provisions have a provision of liquidated damages to be paid
to AAI, should the quality service not be achieved, the Authority
decided that for the current control period it will not impose rebate
mechanism in addition to the liquidated damages mechanism in
OMDA.

31. General Observations

31.1. Viability

31.1.1. ACI have, in their submissions also stated that the operating
viability is paramount to ensure healthy inflow of private funds in future PPPs
in infrastructure sector in India. They have stated that it is public information
that the Delhi airport operator is making heavy losses due to the increased
cost of operating a huge facility while being able to charge the tariff as per the
AAI rate card common for all airports, which they understand is not even in
line with inflation. Even With the current increase in tariff as proposed by
AERA, DIAL is expected to face liquidity issues in FY13 and FY14, which will

jeopardize the viability of operations.

31.1.2.  Further, on the issue of an upfront increase vs two step increase,
ACI have submitted that a two-step increase has a very high tariff irhpact in
the second year as this is not in the best interests of the airlines/passengers
nor desirable for DIAL from a liquidity and viability perspective. ACI have
suggested that it will be better to adopt a one-time increase which will be
smoother for the airlines and passengers and will also improve the liquidity
and viability of DIAL.

31.1.3. ASSOCHAM have submitted that Operating viability is paramount to
ensure healthy inflow of private funds in future PPPs in infrastructure sector in

India and that it is public information that the Delhi airport operator is making

poperating a huge facility while being .

Sy,

Q" :card common for all airports,
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face liquidity issues in FY13 and FY14, which will jeopardize the viability of

operations.

31.1.4. FICCI have submitted that it is observed through various articles
appeared in the media that Delhi International Airport Limited has been
incurring losses for the last two years. The financial viability of the project is
of prime importance to showcase the role that PPP is playing in the
development of Airport sector in particular and Infrastructure sector in
general. Also, T-3/DIAL being the first major world-class airport of its kind in
the country, potential investors may see its performance as a leading
indicator for the sector's performance. A lot is at stake here as investors may
use the regulatory decisions taken in this project. as a signal for future
decisions on other PPP projects in the infrastructure sector and more
specifically the airport sector. Hence, FICCI have reiterated that the financial
viability of the project, both short-term and long-term, may be kept in mind
while finalizing the tariff at IGIA.

31.1.5. CII in their submissions have stated that DIAL has been reporting
losses in the last five years. With the revision in tariff proposed as per the
consultation paper, DIAL will continue to face losses. Therefore, tariff revision
should be revisited to allow for healthy cash flows so as to maintain a healthy
debt-service ratio within the industry norms. They have stated that caution
should be taken that any changes in regulation should not induce financial
sickness and it should be noted here that a sick airport will have repercussions

on the airlines as well as on the economy as a whole.

31.1.6. DIAL have based on their earlier submission to the Authority,
requested the Authority to ensure and maintain IGI Airport’s viability as has
been enunciated in the AERA Act. They have submitted their cash flow
position for the Authority perusal and have stated that even with the proposed
increase by the Authority (at 33.63% upfront) , Delhi Airport would still be in
cash deficit. Further, DIAL would face serious hardships in meeting its
covenants under the financing agreement, which require a minimum DSCR of

1.20 to be maintained.

\k\rﬁltted that they would not be

m:_:_b_,_}opertlons and the debt servicing
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ability of DIAL, during 2012-13 is seriously impaired wherein the DSCR drops
to 0.41 against the covenant under the financing agreement, which require a

minimum DSCR of 1.20 to be maintained.

31.1.8. In addition DIAL have also stated that the Lenders have raised their
concerns against the proposed equated annual increase and have enclosed a
copy of letter received from M/s Canara Bank (lead consortium Rupee lender)

in this respect which states:

"Based on step up increase by in tariff proposed by AERA
with effect from 1% April 2012, its impact on business plan

will be as under:

Delhi International Airport Pvt Ltd (DIAL) will not have
adequate profits to meet the financial covenants and debt

servicing requirements as per the financing documents”

31.1.9. Further, DIAL have submitted that it has incurred losses due to
pending revision of aeronautical revenues which are not in line with costs. The
losses over the last financial year and also the expected losses in current
financial year will eroded the net worth of DIAL by over 50%. Therefore, in -
light of the aforementioned facts, we request the Authority to consider the

upfront increase to ensure the viability of DIAL.

Authority’s Examination

31.1.10. The Authority has carefully gone through the submissions made by
different stakeholders. It is conscious of the fact that under section
13(1)(a)(iv) of the AERA Act, the Authority is required to take into
consideration the economic and viable operation of major airports while
determining the tariff for aeronautical services. In case of DIAL, the details of
calculations are given in Schedule 1 of the SSA. The Authority has, therefore,
presented the calculations in accordance with the broad principles of
calculations in Schedule 1. It would be seen from the calculations that the
proposed tariff increase would result in DIAL obtaining the required rate of

return on equity (determined by the Authority at 16%) for the entire period of
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31.1.11. A concern has also been voiced that even with the current increase
in tariff, as proposed by the Authority, DIAL is expected to face liquidity issues
in FY-2013 & FY-2014, which will jeopardize viability of operations. The
calculations of increase in tariff are based on the requirements of aeronautical
revenue, along with 30% share of non-aeronautical revenue in accordance
with the SSA/OMDA. The allowance for permissible costs has also been made
in the regulatory determination. This ensures that from the perspective of
regulatory accounts, DIAL would not face any liquidity issues, nor will its
viability of operations be jeopardized. Since this observation is made by the
Chambers of Commerce, ACI and some other commentators, what the
commentators may be inferring is that if the revenue share at 46% payable to
AAI is taken into account, this would result in depleting the cash flows of the

airport operator.

31.1.12. The revenue share of 46% payable by the airport operator to AAl is
not taken as a cost pass through in the regulatory accounts as per the
provisions of Article 3.1.1 of the SSA. Therefore there is no warrant for the
Authority to consider the impact of 46% revenue share on the cash flows of

the company.

31.1.13. DIAL has also stated that even with the proposed increase of the
Authority at 336.3% as a one-time increase, Delhi airport would still be in
cash deficit and that they would face serious hardships in meeting their
covenants under financing agreements, and the stipulated Debt Service
Coverage Ratio (DSCR) requirements of at least 1.20. The Authority has also
noted the comments of the Canara Bank (Lead Consortium Rupee Lender), in

this regard.
31.1.14. The Authority infers that the problem indicated by DIAL may be

arising due to some costs such as the revenue share not being allowed as a
pass through. In view of the explicit provisions of the SSA, the Authority is
unable to take such costs into account. However, it would like to reiterate that
the proposed tariff increase would result in DIAL obtaining the required rate of
return on equity (determined by the Authority at 16%) for the entire period of

5 years commencing from April,
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31.2. Smoothening of Price Path

31.2.1. One issue which has been raised by some stakeholders is with
respect to smoothing of the price path. The Authority in its Consultation Paper
had already given an option of staggering increase over the remaining two
years of the current control period rather than giving one-time increase.
Some of the commentators have also felt that the smoothing of price path

may also spill over into the next control period.

31.2.2. The Authority is conscious that by staggering the increase or by
taking the price path into the next control period, the incidence of burden on
users (airlines and passengers) will be reduced in the near future. However,
it is also conscious of the fact that airport may face liquidity problems in doing
so. Secondly, it is legally not permissible for the Authority to determine
aeronautical tariffs beyond the five year period. For these considerations, the

Authority had decided to effect a one-time increase.

31.3. Comments of FICCI, ASSOCHAM and CII - the Authority has noted that
these Chambers have supported DIAL’s proposal. The A'uthority is also informed
that airport operators and some of the domestic airlines are members of these
chambers. The Authority further notes that the views of the FIA, the
representative body of the Indian Domestic Airlines, are at variance with the

views expressed by the Chambers.
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32. Summary of Decisions and Correction/Truing up

Decision No. 1. Decision on Regulatory 2= o e Y o 27
l1.a. The Authority decided to determine tariffs in respect of 1GI Airport, New Delhi
for the 5 year control period starting from 01.04.2009..c...cviiieiiiieiiiiiiiiiineanaans 27

Decision No. 2. Decision on Tariff Determination Methodology .......cccvviiviinnnn 27

2.a. The Authority decided to determine aeronautical tariffs in respect of IGI Airport,
Delhi on the basis of Shared Till Inflation — X Price Cap Model, in line with the SSA and
as Was Proposed N The CP-3 2. .iiiiiiiiiii i it v s e a e a e et e arnaanans 27

Decision No. 3. Decision on RAB and Project Cost..........cocvevirimrinanniniinianiini. 30

3.a. The Authority decided that it will reckon the project cost of Rs.12502.86 crore
as the basis for the determination of RAB. The amount of Rs.3415.35 crore (including
both at stage 1 and stage 2, vide Order No0.28/2011-12 dated 14.11.2011) collected or
to be collected as Development Fee would not be included in RAB.........cccovvvviinnen. 30

Decision No. 4. Decision on Allocation of Assets ......ovciiiiiamrmssisneresancsisnnnsinne. 33

4.a. The Authority decided to, for the present in the absence of any other relevant
basis for allocation, accept the proposal made by DIAL on the basis of the Jacobs’
Report and take the aeronautical asset allocation as 89.25% and non-aeronautical
assel alloCation @S 10,7 0 0. it e e 33

4.b. The Authority also decided that it will commission an independent study in this
behalf and would take corrective action, as may be necessary, at the commencement
of the next control period from 01.04.2014. ..iriiiiiiiiiiiiciiiis i e 34

Truing Up: 1. Correction / Truing up for Decision NO. 4..........ccccceiieierererssssrsssecmcnesenensneronnne 34

l1.a.  Upon analysis/examination pursuant to such a study, the Authority may conclude that
the allocation of assets considered needs to be changed. In such a case the Authority would.
consider truing up the allocation mix at the commencement of the next control period......... 34

Decision No. 5. Decision on the Asset Allocation Mix (on account of DF _
DisalloWanCes) cuu.cviirniieine i i s i s era s s 37

5.a. The Authority decided not to alter the asset allocation from what was proposed
in the Consultation Paper on account of DF Disallowances and to consider the asset
allocation as was proposed in the Consultation Paper i.e.,, 89.25% for aeronautical
F =T <P PSP 37

Decision No. 6. Decision on Deposit for Metro Rail........ccoccvmviiiieniiinincninn . 39

6.a. The Authority decided to include the grant of Rs.350 crore by DIAL to DMRC in

the RAB for the purpose of tariff determinati TSI TIIIN Iy PP 39
AfTF e,
b ks ‘adgl‘-t_o AAI .......ocvnenriinnnsnnnennnnens 41
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7.a. The Authority decided to expense out the actual amount that is paid or will be
paid by DIAL during the control period (i.e., Rs.199.35 crore, as may be verified by
the Authority) instead of capitalising the same...........oo i 41

Decision No. 8. Decision on Future Capital Expenditure and Future
Maintenance Capital EXpenditure ..........ccovevreinrmmrncresresiensienresrearenrenssenss 45

8.a. The Authority decided not to consider, for the present, any future capital
expenditure (from 2011-12 onwards) during the current control period. ................. 45

8.b. As regards the Future Maintenance capital expenditure, the Authority decided
not to consider any capex in excess of Rs.48.86 crore (for FY 2011-12) and Rs.78.92
crore (for FY 2012-13) for the present. Further the Authority also decided to reckon
these figures for the determination of X factor. ....cccivivviiiiiiiiiiiiiii e 45

Truing Up: 2. Correction/ Truing up for DeciSion NO. 8...............eveuuiviveiiicsrorsieonsermnveenmreenns 45

2.a. The Authority decided that it may consider the future capital expenditure and future
maintenance capital expenditure incurred by DIAL during the balance control period based on
the audited figures and evidence of stakeholder consultation as contemplated in the SSA, as
well as the review thereof that the Authority may undertake in this behalf. This review will
also include the amount of Rs.48.86 crore (for FY 2011-12) and Rs.78.92 crore (for FY 2012- ‘
13) which the Authority has, for the present, reckoned for determination of X factor............. 45

Decision No. 9. Decision on Methodology for Calculating Average RAB and
Depreciation of RAB: ....c.ciiciiiii i rsr v s rara v ra s nm s ssansansannnnss 49

9.a. The Authority decided to calculate the RAB for each year as the average of the
opening and the closing RAB and calculate the return for each year on the average
RAB. 49 '

9.b. In respect of Depreciation, the Authority decided that difference between the
amount of depreciation calculated based on actual date of commissioning/ disposal of
assets and the amount of depreciation calculated considering such asset has been
commissioned/ disposed half way through the Tariff Year will be adjusted at the end of
the Control Period considering Future Value of the differences for each year in the
1000 T o 14 oY I = =T o T To [ TP 49

9.c. Furthermore, the Authority decided that the difference between the value of
Return on RAB calculated based on actual date of commissioning/ disposal of assets
and that calculated considering such asset has been commissioned/ disposed half way
through the Tariff Year will also be adjusted at the end of the Control Period
considering Future Value of the differences for each year in the Control Period. ....... 49

Truing Up: 3. Correction /Truing up for DeciSion NO. 9........ccuvveevecrurscrivesromieisininsrensrercsssens 49

3.a.  The Authority decided to true up the difference between the depreciation calculated
based on actual date of commissioning/ disposal of assets and the amount of depreciation
calculated considering that such asset has been commissioned/ disposed off half way through
the Tariff Year by adjusting at the end of the Control Period the Future Value of such
difference T SRR et — e teea e st rarerran———. 49
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Year by adjusting at the end of the Control Period Considering Future Value of the differences
for each year in the CONtrol PEriod. ............ecoercccriiricriicciiriirieis ettt 50

Decision No. 10. Decision on Hypothetical Regulatory Asset Base and
[0 <Y 0 =X oL £ 1 o T Y o O 67

10.a. The Authority decided that the Hypothetical RAB be taken as Rs.467 crore. ... 67

10.b. Further the Authority decided to depreciate the Hypothetlcal RAB at the tariff
year wise average depreciation rate for aeronautical assets..................cco e, 67

Decision No. 11. Decision on Financing Allowance: ........ccoccervimnerimsersnsvarianesnss 68

11.a. As the SSA does not contemplate provision of financing allowance the Authority
decided not to consider the financing allowance claimed by DIAL as part of the
regulatory base for aeronautical assets for the purpose of tariff determination......... 68

Decision No. 12. Decision on Cost of Debt (for years 2011-12, 2012-13 and
2013-14) 69

12.a. The Authority decided to consider the actual cost of Rupee Term Loan, paid by
DIAL for the years 2009-10 and 2010-11 for the period 2011-12 to 2013-14. The cost
of debt is taken at 12.17% pa. The Authority decided not to agree to the upward
revision of 0.5%p.a. claimed by DIAL in the interest rates; .......c.occoiiiiiiiiiiiiinnen. 69

12.b. The Authority also decided to consider the Rupee value of the ECB loan at
Rs.1591.79 crore based on the Rupee - US Dollar exchange rate prevalent on the date
Of AraWal . o e 69

12.c. The Authority decided not to consider 'any adjustments related to currency
fluctuations on capital or interest payments or any other charges in respect of the ECB

Loan, the rupee value of which, is reckoned at Rs. 1591.79 crore. ......coovveiviiiinnnnes 69
Decision No. 13. Decision on RSD:....ccciieiiiniiiomavimrnmmnarseiimssnnmesassvinernssiserresncns 83
13.a. The Authority decided to consider RSD as a means of finance at zero cost. .... 83

Decision No. 14. Decision on Operating Expenses and Allocation Mechanism &
Efficiency Factor........cccaemvannannass Sl P FE T 1 1Y 88

14.a. The Authority decided to accept the forecasts for 2012-13 and 2013-14 made
by DIAL for the present. It decided to commission an independent study to assess the
efficient operating costs of IGI Airport New Delhi for the entire control period.......... 88

Truing Up: 4. Correction / Truing up for DeciSion NO. 14........eeeeeereeecvereerscrsaveenenensnsanns . 88

4.0. The Authority decided that, if the costs of efficient operation and mdintenance,
assessed in the independent study are lower than the values used by the Authority, then it will
claw back this difference in the next control period commencing from 01.04.2014. ............... 88

4.b.  The Authority decided that the following factors be reviewed for the purpose of
corrections (adjustments) to tariffs on a Tariff Year BOSIS .......cceevvvevvvevvivireiriirieeisveasieseniennn 88

i) Mandated costs incurred due to directions issued by requlatory agencies like DGCA;.88

ii) Change in per unit rate of cosgt’s’ryate.d,tg electricity and water charges as determined
by the respective regulatory agencigsyse™ S At

s—
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for by DIAL on final product/ service provided by DIAL, may be reviewed by the Authority for
the purpose of corrections fadjustments) to tariffs on a Tariff year basis. Furthermore, any
additional payment by way of interest payments, penalty, fines and other such penal levies
associated with such statutory levies, which DIAL has to pay for either any delay or non-
compliance, the same would not be trued up. On the input side if DIAL has to pay higher input
costs even on account of change in levies/ taxes on any procurement of gaods and services,
the same Would NOt DE trUEH UP. ....euvccviiieeiieis it aeictiiaeaset e ae et e ettt e s e ata e e s e eran e e asaanes 89

Decision No. 15. Decision on ManpOWer:....ccicasiassarrarrsersasisssiarnarrarmsrmansansransnns 90

15.a. The Authority decided to adopt 1471 (w.e.f 01.04.2011) as the manpower
requirement till the end of the Control Period. ....covviiiiiiiiiiiii 90

Decision No. 16. Decision on the expensing out the Interest on DF Loan....... 91

16.a. The Aut.hority decided to expense out the interest on DF Loan for the entire
period of 01.03.2009 to 30.11.2011 as operating expenditure. ......c..covvviiviiiiennennn. 91

Decision No. 17. Rupee - US Dollar Exchange Rate for conversion of earnings
in forex of DIAL ...ccciiriiiiriiiirimissnsra s ssnssssnsssransvasssssnnnanssncsnunnnssnsnnnransns 92

17.a. The Authority decided to-use the RBI Reference rate for USD for latest 6 month
period available till 31.03.2012 at Rs.50.66 for conversion of earnings in forex of DIAL.
92

Decision No. 18. Decision on Corporate TaX ..cciccvirirrimsmsassesnrsaasassnnresssnsenns 95

18.a. The Authority decided to take in to account the actual corporate tax paid by
DIAL (apportioned on operations from aeronautical services) for the year 2009-10,
2010-11 and 2011-12. For the balance period i.e., 2012-13 and 2013-14 the forecast
of Corporate tax payable on aeronautical services has been used for tariff
o L2120 oY1 = Lo e T PP 95

Truing Up: 5. Correction/Truing up for Decision NO. 18.........eeeveueviisvieiireirersinereeineessensnnnenns 95

5.a.  The Authority decided to review the actual corporate taxes on aeronautical services
paid by DIAL, based on the audited figures as may be available and true up the difference
between the actual corporate tax paid and that used by the Authority in the forecast. This
truing up will be done in the next control period commencing 01.04.2014.............c..cccouvun.... 95

Decision No. 19. Decision - Forecast of Non Aeronautical Revenue.............. 113

19.a. The Authority decided to retain the forecasts as proposed in the Non-
Aeronautical Revenue Scenario 3 as proposed in the Consultation Paper (Ref para 374
of CP-32/2011-12 dated 03.01.2012) ciciriuiiiiiiii e e eeee e 113

Decision No. 20. Decision on CUTE Counter Charges .......cccivemneemneneransasranns 114

20.a. The Authority decided to treat the CUTE counter service as aeronautical service
and revenues from it as aeronautical rEVENUE. ... vviiii ittt rre e e 114

Decision No. 21. Decision on Treatment of Revenue from area disallowed as
Per DF Order......ccovcrrvervnnririirivemssnsinnmsmrassanscaseanas MermasarrassresassEsssvananntanas 116

21.a. The Authority decided that though’as Of 8652 sq mts was disallowed in the
DF Order, the total Non Aeronau _. . e ‘wgurd be reckoned towards the
determination of aeronautical tariff : iy
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Decision No. 22. Decision - Into Plane Services (ITP) Revenue........cccrruenene 118

22.a. The Authority decided to treat the revenue received by DIAL from the ITP
service provider(s) as non-aeronautical revenue in the hands of DIAL. ................. 118

Decision No. 23. Treatment of Cargo, Ground handling and Fuel Throughput
Revenue 135

Decision No. 24. The Authority decided as under: ...........c.ccviriiiiimrenccnninns 135

24.a. if the service provider of these aeronautical services is the airport operator
himself, then revenues accruing from these services to the airport operator would be
treated as aeronautical revenue and in such a case, the costs incurred by the service
provider, namely the airport operator would also be taken into account while
determining the aeronautical tariffs; ..ciiiieriiiiiiiic e 135

24.b. If the provision of these services is outsourced to a third party including, as in
the case of DIAL a ]V, the third party becomes the service provider and comes within
the ambit of regulation, including tariff determination. The airport operator, namely,
DIAL would receive revenues from such third party concessionaire in the form such as
revenue share, rent, dividend or royalties, etc. These revenues obtained from the
third party by the airport operator (in the instant case DIAL), would be regarded as
non-aero revenues at the hands of the airport operator, however, the costs, if any, in
obtaining these revenues from the concessionaire would not be taken into account as
a cost pass through as per the provisions of SSA/OMDA........cooiviiiiineeriniiiniinanennns 136

24.c. The Authority decided to treat the Cargo revenue for the period 01.04.2009 to
24.11.2009 as aeronautical, during which DIAL was carrying out the service itself. For
the balance .period of the Control Period the same has been considered as Non-
ACTONAULICAL 1.viir i e e et 136

24.d. The Authority decided to treat the Fuel Throughput revenue as aeronautical
revenue. Further, the Authority decided to consider the revision in Fuel Throughput
charges in line with the agreements with the Qil Marketing Companies and consider
the escalation at CPI or 7% whichever is 1€ss. ...oocvviiiiiiiiiiiiiiinnens O, 136

24.e. Further, the Authority decided to treat the concession revenue received by DIAL
from the BME Equipment service provider, In flight Kitchen, ITP service provider(s) as
non-aeronautical revenue in the hands of DIAL. ..o e 136

‘24.f. The Authority infers . from the Ministry of Civil Aviation’s letter
No.AV.24032/4/2012-AD, dated 09.03.2012, that according to its interpretation
revenues from Cargo and Ground Handling services accruing to the airport operator
should be regarded as non-aeronautical revenues, regardless and irrespective of
whether these services are provided by the airport operator himself or concessionaire
(including JV) appointed by the airport operator. This inference is being brought to
the notice of the Government for confirmation.......ccciiiviiciiiiiiiii 136

Truing Up: 6. Correction / Truing up for Decision NO. 23 .........ccccvvvvivvviuresevresevesinencorannane 137

6.a. Depending on the confirmation of the Government on the treatment of revenues from
Cargo and Ground Handling services, the rft.)‘f wpuld duly consider the matter and the
correction/truing up as appropriate A bﬁbﬁéj&é(ed in the next control period
commencing from 1* April, 2014. .......£. ..... ! E‘“ ...... N 137
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6.b.  As per the contractual agreements with the Oil Marketing Companies, the rate of FTC
is liable for an annual increase of CPl or 7% whichever is lower. In the revenue forecast, the
FTC is factored with a 7% increase year on year. If the CP! figure for the year is lower than 7%,
the difference would be clawed back in the next control period. ............cccoccccevcnvncniivcinn, 137

Decision No. 25. Decision on Non Transfer AssSetsS..ccciiiiiiecerircercannanarcsnssssnnns 138

25.a. The Authority decided to exclude the gross revenue from Non-Transfer Assets
towards cross-subsidization of aeronautical cost while determining the target revenue.
138

Decision No. 26. Decision on Traffic Forecast and Forecast Correction......... 150

26.a. The Authority decided to use the actuals for FY 2009-10 and 2010-11 and to
use the 10 year CAGR for forecasting Passenger, ATM and Cargo traffic for the years

2011-12, 2012-13 and 2013-14 [with the year 2010-11 as the base year]. .......... 150
26.b. The Authority will make 100% correction (truing up), of the traffic. ............ 151
26.c. The Authority decided not to have any symmetrical band around the forecast
number for the pUrpoSe Of LrUING LD, i it aiiirin it 151
Truing Up: 7. Correction/Truing up for DeciSion NO. 26...........ceeeeeevrerseeeenssevsvanininsenssnssnens 151
7.a.  The Authority will make 100% correction (truing up), of the traffic, the effect of which
would be given in the next control period commencing from 1st April, 2014. ....................... 151
Decision No. 27. Decision on CPI-X ...ccicciirirvantimrinmreerinmsasssssassnssassaasanrnnsnnss 158
27.a. The Authority decided to follow the formulation specified in the SSA and
calculate the “"X” factor by solving the system of equations mentioned therein. ...... 158
Decision No. 28. Decision on Issue of 10% iNCrease .....cccccrvicmsrsnmrsannrannssnraas 162

28.a. The Authority’s present Order is fully in consonance with the requirement of the
SSA. 162

Decision No. 29. Decision on WACC:.......c.iviemcermeermsssrmssnssranssnsisnenns reeesaeeeen 205

29.a. The de-levering of the equity beta of the comparators will be in accordance with
the market capitalization figures to arrive at the asset betas (as is advised by NIPFP).

205
29.b. The re-|eVering of the asset beta of DIAL will be at the notional DER of 1.5:1 (as
TaTolTor=Tu=Yo l o VAN CY = ) BN G- o 1) F TSRO UPPU PR L 205

29.c. RoE will be calculated based on the. actual book value of debt and equity of
DIAL. 205

29.d. The Authority decided to adopt Return on Equity (post tax Cost of Equity) as

16% in the WACC calCulation. ... i e et e e e e 205
29.e. The Authority determined the WACC at 10.33% for the Control Period......... 205
29.f. The Authority also decided that WACC will not be trued up..........ccocovviinn. 205

Decision No. 30.

15.05.2012 at -345.92% on a one
factor for the tariff year 2013-14 js gz&r


http:�.�........�..............�......�.........�.......�

30.b. The Authority approved the tariff structure and rate cards for the tariff years
2012-13 and 2013-14 as appended hereto. The rates for 2012-13 would be effective
from 15.05.2012 and the rates for 2013-14 will be effective from 01.04.2013;...... 210

30.c. DIAL should endeavour to implement the rate card for the tariff year 2012-13
by the effective date, i.e., 15.05.2012 but in no case beyond 30.06.2012. ............ 210

30.d. In case of any delay in implementation of the approved tariff structure and rate
card beyond 30.06.2012, the Authority will not aliow any adjustments on account of

[={W el a W aToTn B Ta gY o] E=T 0 Y=Y a1 =1l oY o [ PP 211
30.e. The rates approved are the maximum rates allowed to be charged. ............ 211
Truing Up: 8. Correction/Truing up for Decision NO. 30............ccoveeriveriviersesissnsssessssnessenns 211

8.a.  Any shortfall in actual revenue on account of the delay in implementation of the
revised tariff beyond 15.05.2012 and upto 30.06.2012 would be adjusted (trued up) at the
commencement of the next control PEriod. ...........cccocovevvieevvniriiiiiciiiiiciiii it 211

Decision No. 31. Decision on Discount on all domestic scheduled landings..212

31.a. The Authority decided not to consider any adjustments on account of discount.
212 _

Decision No. 32. Decision on collections charges on DF, PSF and UDF ......... 214

32.a. The Authority decided not to allow any collection charges on DF to be defrayed
as operating exXpPeNdilUre. .. i e e 214

32.b. The Authority decided to delink the Facilitation Component from the existing
PSF at IGI Airport, New Deihi and consider it as part of the UDF proposed by DIAL in
the rate card. As the total collection charge for both PSF and UDF, the Authority
decided to consider an amount of Rs.2.5 per departing passenger and Rs.3/- per
arriving passenger as a ceiling on the collection charges. This is in accordance with
DIAL's request to keep differential collection charges for arriving and departing
[sJ= LYY ale [T o= TRMMIUNURI I S PS5 SN TR Wy B SO O O . . 214

Decision No. 33. Decision on Quality Of Service ..........ccoevviviiminiinnenesinnasen, 227

33.a. The Authority decided, as specified by the Government, to monitor the
performance standards as laid down in the OMDA. Since OMDA provisions have a
provision of liquidated damages to be paid to AAI, should the quality service not be
achieved, the Authority decided that for the current control period it will not impose
rebate mechanism in addition to the liquidated damages mechanism in OMDA....... 227

33. ORDER

33.1. In exercise of powers conferred by Section 13(1)(a) of the AERA Act,
2008, the Authority hereby determines the aeronautical tariffs to be levied at IGI
Airport, New Delhi for the fourth tariff year.(i. e. 2012- 13) of the first five year
’}\1:_-"'- g

control period (i.e. 2009-10 to 2013- 43\" ) -ffect from 15.05.2012, as placed
at Annexure II. The rates for thfﬁi ,_‘P:‘}‘Ffr year i(i.e. 2013-14) of the first

a& Anne;'_g{ III and would be effective from

control period are determined as
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01.04.2013. The rates of UDF as indicated in the rate cards at Annexure II and
Annexure III are also approved in terms of the provisions of Section 13(1)(b) of
the AERA Act read with Rule 89 of the Aircraft Rules 1937. The rates approved

herein are ceiling rates, exclusive of taxes, if any.

By the Order of and in the
Name of the Authority

2

pil Cl:laudhary)

Delhi International Airport (P) Limited

New Udaan Bhawan,

Opp. Terminal 3, IGI Airport,

New Delhi 110037

(Through: Shri. Srinivas Bommidala, Managing Director)
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34. Index of Tables used in the Order

Table 1 DIAL’s Revised schedule of DF monetization based on the DF Order 10 |
Table 2: DIAL's Future and Maintenance Capex 43
Table 3: DIAL's Summary of Future Capital Expenditure and Maintenance Capital
Expenditure 43
Table 4 DIAL's Revised Aero Revenue details for HRAB determination 57
Table 5 DIAL’s Revised Aero Expenses Calculation 57
Table 6 DIAL’s Revised Calculation of Hypothetical RAB 57
Table 7 DIAL's Reworked Hypothetical RAB (considering CUTE charges as Aero) 61
Table 8 Authority’s Computation of Hypothetical RAB 66
Table 9 DIAL’s Revised cost allocation mix 84
Table 10 Details of opex considered for the FY 2011-12 88
Table 11 Auditor certified amounts of interest paid for relevant periods 91

Table 12 Actual/forecast tax liability of DIAL for Aeronautical Income, based on DIAL’s

regulatory accounts ' 93
Table 13 DIAL's table indicating variation in Non Aeronautical revenue 99
Table 14 DIAL’s comparison of cross-subsidization of Non Aeronautical Revenues 101
Table 15 DIAL’s Table on inconsistency in base yeér 102
Table 16 — DIAL’s Table showing variation in Non-Aeronautical revenues for the control
period : 102
Table 17 - DIAL's Table high variation in the revenue fofecast for future year as
compared to Scenario 1 _ , 104
Table 18 Scenario -3 - Non Aeronautical Revenues: As per Authority’s basis of

projection (Base year 2008-09 actuals, further projections as per Authority’s forecast)

112
Table 19 Traffic Forecast Comparison - Actuals at IGI Airport for 2011-12 upto January
2012 150
Table 20 Impact on X factor due to change in parameters 157
Table 21 Comparative table indicating the RoE’s proposed by stakeholders 173
Table 22; Leverage, debt betas and the bost—tax WACC for Airports 179
Table 23: Comparator Airports asset betas CC 2007 184
Table 24: Gearing, DER of AAI and Private airports, Rs in crore (one crore equals ten
million) 197
Table 25 DER and Gearing for different airports in comparato.r set 201
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35. Tables pertaining to Regulatory Building Blocks

1. Hypothetical RAB :

Hypothetical RAB as decided by the

Authority Rs in crore
Revenues at prevailing tariffs in the year
2008-09 [A] 433.51
~__Landing Charges ~ 243.51
. Parking & Housing Charges 13.40
- Passenger Service Fees 85.16
Baggage X- Ray Revenue 3.63
In-Line X-Ray Revenue 15.34
Fuel Throughput Revenue 72.47
Aeronautical Expenses [B] 385.23
Operation and Maintenance Cost 385.23
Corporate Tax pertaining to
aeronautical services at the airport 0.00
Eligible Target Revenue C= (A-B) 48.28
| Capitalisation Factor (@ WACC) [D] 10.33%

Hypothetical Asset Base = C /D

467 |
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2. RAB Calculation

2007 2008 2009 2010 2011 2012 2013 2014
Opening Regulatory Asset Base [RBo] 0.00 61.34  108.40 239428 2812.93 8965.75 7917.72 7626.33
Investment [1] 62.46 50.62 1866.37 540.01 8230.75 550.41 78.92 -
Deletion/Disallowance [J] _ - - - - - - - -
Depreciation & Amortization [D] 1.12 3.46 47.48 12138  250.92 375.09 362.81  364.25
Assets funded out of DF [S] - - - - 1827.00 1223.35 7.50 7.50
Financing Allowance During Construction [F] - - - - - - - -
Hypothetical Asset Base [H] - - 467.00 . - - - - -
Closing Regulatory Asset Base RBi=[RBo+[-J-D-S+F+H]J 61.34 10840 239429 281293 8865.75 7917.72 7626.33 7254.58
Net Regulatory Asset Base 30.67 84.87 1251.35 2603.61 5889.34 8441.73 7772.02 7440.45

3. Building Blocks Calculation

TN T, T e

B (3 - Fre

' Return on Capital Employed ~  269.03 60854 87228 803.08 768.82 |
Total Expenses 567.11 631.04 701.94 820.96 953.24 |
| Staff Cost §7.87  116.82 13526  154.84  173.96
' Administrative & General Expenses 60.04  101.96 87.77  153.10  172.01 |
[ Electricity & Water Charges 31.21 60.82 98.15 150.79 155.32 |
i Operating Expenses 362.83 320.00 331.62 296.85 328.65 |
Airport Operator Fee 2516 . 31.44 36.00 43.49 101.42
Property Tax - - 13.13 21.89 21.89
| Depreciation & Amortization 121.38  250.92 37509 36281 36425 |
| Taxes : . - - - 196.08 34554 |
"Gross Target Revenue 957.52 1490.50 1949.31 2182.93 2431.85 |
| Cross Subsidisation 148.39  206.07 264.02 328.81 403.92 |
| Net Target Aero Revenue 809.13 1284.44 1685.29 1854.12 2027.93 |
| Actual/Projected Aero Revenue L~ . 64817  586.35 684.89 2662.91 3531.31

— T,
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4. Determination of X

= e =

'800.13 1284.44 168529 1854.12 2027.93 7660.90

Net Target Aero Revenue . S '
! Actual/Projected Aero Revenue 648.17  586.35 684.89 2662.91 3531.31 8113.62
' Discounting Factor@10.33% 123 1.11 1.01 0.91 0.83
| Net target Revenue (NPV) - 99346 142936  1699.80 169369 1678.98 749529
| Actual/Projected Revenues (NPV) 795.83  652.51 690.79 243250 2923.67 749529
| Increase Percentage 'X' -345.92%

5. Tax Calculation

=T TS

684.89

21

586.35

" Aero Revenue 648.17

| Aero Expenses ' 567.11 631.04 701.94  820.96  953.24

: Aero EBITDA 81.06 (44.69) (17.05) 1,841.95 2,578.07 |
| Depreciation & Amortization 104.18 238.44 354.88 343.25 344.59
| Finance Cost 116.36 298.56 530.22 518.67 506,45 |
| Aero PBT (139.49) (581.69) (902.15) 980.03 1,727.02 |
| Add: Tax depreciation & Amortization during the year-aero 25562 799.14 853.69 748.71 659.42 |
" Less: Depreciation & Amortization 104.18 238.44 354.88 343.25 344.59 |
" Income/(Loss) as per Income Tax Pz (290.92) (1,142.39) (1,400.96) 574.57 1,412.20 |
.. Net Total Tax Payable 0.00 0.00 0.00 196.08 345.54
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ANNEXUR&-L

Cost of Equity for Private Airports in India -
Comments on DIAL’s response to AERA
Consultation Paper No. 32, and the report by
SBI Caps

NIPFP Research Team

April 19, 2012

Abstract

In this document we present our comments on the SBI Caps reports
on cost of equity for DIAL, and DIAL’s response to parts of AERA
Consultation Paper No. 32 that refer to the Cost of Equity Report
submitted by NIPFP to AERA. This should be read along with the
report submitted to AERA.
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1 Background

Airports Economic Regulatory Authority of India has asked the National
Institute of Public Finance and Policy to estimate the expected cost of equity
for the private airports at Delhi, Mumbai, Hyderabad, Bangalore and Cochin.

NIPFP submitted its report on cost of equity for private airports in India
to AERA on December 13, 2011. On January 3, 2012, AERA issued a
Consultation Paper (No. 32) on Determination of Aeronautical Tariff in
respect of IGI Airport, New Delhi for the 1st Regulatory Period (01.04.2009
to 81.08.2014), which referenced, among other reports, the report submitted
by NIPFP on Cost of Equity for Private Airports in India.

The Delhi International Airport Limited (DIAL) has now submitted a re-
sponse, with comments on .certain sections of the consultation paper men-
tioned above. Some of the comments submitted by DIAL refer to the report
submitted by NIPFP. NIPFP has considered these comments, and accepted
some of them. In this document, we present the revised version of the cost
of equity estimates, based on the latest data (to reflect the changes in these
4 months since December 13, 2011) and some changes in methodology ac-
cepted from DTAL’s comments. We also present arguments for rejecting some
changes suggested in the DIAL respounse.

SBI Caps submitted a report to the Ministry of Civil Aviation, presenting
its analysis of what the cost of equity for DIAL should be. We present our
comments on the analysis done by SBI Caps.

2 Introduction

The exercise of estimating cost of equity for airports is being conducted in a
context where '

e an early regulatory cycle is being implemented, and the general regu-
latory approach (including the methodology of tariff determination) is
evolving and is almost unique in certain measures it has taken (espe-
cially for de-risking the airports)

e most of the airports are either new or have gone through signification
upgradation

e there is very limited market information available about the airport
companies, on variables such as beta, value of equity, etc.




These are important factors to consider for this exercise. Over a period of
time, the regulator will learn more about the regulated markets, regulatory
approach will become stable, and this will create a clear understanding about
the method and process between the regulated entities and the regulator.
In due time, some airport companies will get listed, providing more market
information for regulatory decision making process. As the airport businesses
mature further, we will learn more about the nature of airport businesses in
India, and this will help with the process of estimating cost of equity. For
example, it will be easier to identify a set of comparator airport companies.

One could argue that since sufficient information for estimating some vari-
ables is not available, we should take the upper bound of all ranges, and
come up with an estimate of cost of equity that is on the higher end of the
estimated range, allowing the airports to charge a tariff that is at the higher
end of estimated range.*. But this is not appropriate, because every increase
in cost of equity directly increases the tariff, which puts undue burden on
the customers. It is important to use the available information and a fair
method, and arrive at a reasonable estimate. It is also important to develop
a method and process that is transparent and gives a sense of stability and
predictability to all the stakeholders, including the airport companies, the
airlines and the customers.

The exercise to estimate the cost of equity for the airports is being conducted
keeping the above considerations in mind. The objective is to use a process
and method for estimation that is clear, stable and predictable, and uses the
available sources of information. '

3 The Capital Asset Pricing Model

AERA indicated to NIPFP that it has decided to use CAPM, which is the
most commonly used method, for estimating cost of equity. Therefore, we
used this method.

The CAPM formula:
Re = Rf + ﬂ*(Rm—Rf)
R.: Cost of equity

TFor example, on equity risk premium, one could choose the method giving the highest
risk premium. Similarly, on beta values, instead of taking the mean or median, one could
choose the beta value at the 25th percentile, or select a comparator set with higher beta
values '




Ry: Risk free rate

B: a measure of systematic risk i.e. the sensitivity of the expected return of
the particular asset to the expected market return. This measure in essence
captures the relationship between the market movements and the movements
of the respective asset/company’s returns.

R,,: Expected return of the market
(Rm-Rs) is typically referred to as the “equity risk premium”

It is crucial to note that this method assumes that the idiosyncratic risks
of the firm have been diversified away, and the only risk still held by the
investor is the systematic risk (or 8), which is the additional risk the firm
contributes to an otherwise fully diversified portfolio. The exercise is done
from the point of view of an investor with a fully diversified portfolio.

4 Risk-free rate

To estimate the risk free rate, we took the arithmetic average of daily yields
on 10-year Government of India bonds over the period from Jan 01, 2001
to December 31, 2010. 10-year Government of India bonds were considered
because they are the appropriate benchmarks for the longer-term horizon of
investments expected for the airports. This approach has been criticised in
the DIAL submission:

e Taking the average of yiclds for last 10 years may not correctly reflect
~ the risk free rate at present, and the input should be based on the
present risk free rate.

e A better methodology would be to compute the real risk free rate for
last few years and add to that the present inflation rate.

Overall the recommendation from DIAL’s response is to rely more on current
values of the variables (inflation rate or bond yields) for estimating risk free
rate, rather than on historical averages.

The context of this exercise is irmportant for this decision. The exercise is to
set tariffs for this regulatory cycle, which will apply for the entire regulatory
cycle. This is being done in a context of a new regulatory framework and reg-
ulatory agency. The regulator, the regulated entities, the consumers and the
investors are yet to understand each other well. Stability and predictability
of estimates should be important concerns for the next few regulatory cycles.
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The approaches proposed in the DIAL response are based on the assumption
that there is very high information content in the current values of the rele-
vant variables, and that this information is sufficient to arrive at the relevant
estimate of risk free rate for the next few years. These assumptions are not
as valid in India’s context as they could be in the context of some mature
market (eg. US). Though there is good liquidity in the market for long-term
government bonds in India, much of this is due to financial repression - in-
stitutions are mandated to hold these bonds.? This means that the current
information from these instruments does not necessarily reflect true market
expectation for the components of risk free rate.

The problem of financial repression does not exist to this extent in most
mature markets, but even then some of them do not just take the current rate
as predictive of the next few years. This is because of reliance on current rates
can lead to excessive volatility for the consumers as well as the investors.’
Some recent event may have pushed the rates too high or too low, leading to
very high or low risk free rate projection.® This kind of volatility introduces
significant uncertainty in the regulatory environment, making it difficult for
the regulated entity, consumers and investors to foresee what the view in
the next regulatory cycle would bhe. If stability and predictability of the
estimates are concerns for this exercise, as we think they should be, the only
reasonable way of achieving this in the context of Indian markets is to rely
on historical averages.

Considering historical averages gives the regulated entity, consumers and
potential investors a sense of what to expect. Eventually, when things change
in the markets, AERA can take a view to change the approach accordingly.

Prof. Varma has recommended (with the DIAL’s response) that we should
add 0.25% to the yield of the 10-year GOI bond, to reflect the yield on a
bond with longer maturity. This argument is based on the assumption that
the average life of the assets is longer than ten years. In our opinion, the ten
year bond is optimal period for considering the risk free rate. Even though
the airport lease itself is for almost 30 years, the average tenure of the debt
DIAL has raised is below ten years (maximum tenure is 12 years), aind this

2See Page 83-84, Chapter 5 of “Ajay Shah, Susan Thomas, and Michael Gorham. In-
dia’s Financial Markets: An Insider’'s Guide to How the Markets Work. Elsevier, October
2008.”

3This issue is discussed by the Input methodologies document (2010) of New Zealand’s
Commerce Commission, as well as the report on economic regulation of the London air-
ports companies (2007) by UK’s Competition Commission. |

41f this exercise was being done in April 2004, the yield on 10 year GOI bond was 5%.




indicates the duration for which the investments are being made. Even for
equity investments, it is not clear that the average tenure is likely to be more
_ than 10 years. So, we recommend not adding any term structure spread to
the average yield.

The SBI Caps report has recommended the same approach as NIPFP for
calculating risk free rate.

We have updated the estimate, by taking into account the latest information.
The following graph plots the yields on 10-year Government of India bonds
from March 21, 2002 to March 21 2012.

10 year GOl bond yleld
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The average yield of 10 year Government of India bonds during this time
period was 7.23%. We recommend taking this as the risk free rate for Indian
investors.

The corresponding estimate for the last 3 years is 7.8%, and for 5 years is
7.78%.

5 Equity risk premium

We estimated the equity risk premium (ERP) for India by taking observed
historical equity risk premium in US markets (4.31% as per estimates when




the report was being prepared®) and adding the default spread implicit in
India’s country rating (2.4%, based on the local currency sovereign rating of
Bal at that time). This gives 6.71% as the ERP for India. Since then, India’s
local currency sovereign rating has improved to Baa3, which translates to a
default spread of 2%, and the historical equity risk premium in US markets
has been revised downwards to 4.10%°. So, using this method, equity risk
premium in India is now 6.10%.

Though the SBI Caps report has recommended estimating ERP for India
based on returns on BSE Sensex for the last 21 years, the report also discusse
this approach of using ERP for mature markets. But instead of taking the
historical average in US markets, it considers the implied equity premium at
present. Prof. Damodaran discusses several approaches for estimating the
equity risk premium in US, including those involving implied risk premium
and risk premium based on historical averages. These are listed and outlined
below (along with estimates given in the March, 2012 version of the paper):

e Higtorical - US (geometric average - stocks over treasury bonds for
1928-2011): 4.10%

Historical - 19 mature equity markets (from Dimson, Marsh and Staunton):
3.50% '

Current Implied premiuin (from S&P 500 January 1, 2012): 6.01%

Average Implied premium (Average of implied equity risk premium:
1960-2011): 3.99%

Implied premium adjusted for Treasury Bond rate and term structure
(using regression of implied premium on Treasury Bond rate): 3.50%

The current implied risk premium is quite volatile, changing significantly
every month. Implied equity risk premium on March 1, 2012 was 5.52%,
and on April 1, 2012 it climbed to 6.19%, which is an increase of more than
12% over the previous month’s value. This estimate typically responds to any
ongoing events in the markets. For example, as Prof. Damodaran discusses in
his paper, In a period of a month, the implied equity risk premium rose from
4.20% on September 12 (2008) to 6.39% at the close of trading of October
10 (2008). Since the global financial crisis, the volatility of the implied risk
premium has increased, and it is likely that due to the ongoing Euro-zone
crisis and other events, the current implied premium may be climbing up.
Things could get better and that would reflect in the estimate then.

5This was for period 1928 to 2010
5The revised estimate of-higtorical average is for the period 1928 to 2011
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The context of this exercise is important to consider here. As Prof. Damodaran
discusses in his paper, where the equity risk premium is used to come up with
a cost of capital, it may be more prudent to build in a long-term average (his-
torical or implied) premium. If the exercise we are conducting for calculating
Cost of Equity, which is supposed to be used for calculating tariffs for the
airport, was to be done on a monthly (or quarterly) basis, we would proba-
bly recommend using this measure, because it would, over a period of time,
smooth out the impact of some short-term sentiments in the markets. But
this exercise is to get estimates for the next few years, and therefore using this
approach is not reasonable, because the current implied premium may not
hold even for a month, and in a year it could very well increase or decrease by
several percentage points. The alternative is to consider either the average
implied risk premium (3.99%), which is almost as good as current implied
premium in terms of its predictive power, or the historical premium (4.10%).
We decided to use the historical premium mainly because the estimates for
this are available for a longer period of time, and for the time period for
which these two data sets are available (1960-2011 for implied premium and
1928-2011 for historical premium), the values do seem to converge. It would
also be reasonable to take average implied risk premium.

DIAL’s response criticises the decision to simply add the default spread,
instead of adjusting it for relative risk of country equity and country debt,
and then adding it to historical equity risk premium. The response cites
Prof. Damodaran’s paper, which is also cited by NIPFP in its report.

Prof. Damodaran’s paper discusses three approaches:

1. Adding default spread to mature market equity risk premium: As dis-
cussed above, this approach yields an equity risk premium of 6.10% for
India.

2. Adjusting the mature market equity risk premium for relative equity

“market standard deviations for the mature market and the country for

which the estimation is being done: The formula, if we take US as a
benchmark mature market, is:

Equity Risk Premium (India) = Equity Risk Premium(US)*(Standard
deviation in equities (India)/Standard deviation in equities(US)).

Based on the current relative standard deviation of equities in India
(19.87%) against those in the US (19.55%), this approach yields a eq-
uity risk premium of 4.17% for India.

3. Adjusting the default spread for the relative risk of country equity and
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country debt, and adding this adjusted default spread to mature market
equity risk premium: In this approach, country risk premium is not
just the default spread, but the adjusted default spread. Assuming US
as a benchmark mature market, the formula, is:

Equity Risk Premium (India) = Equity Risk Premium (US) + De-
fault Spread (India)*(Standard deviation of Indian equities/Standard
deviation of Indian bonds)

Based on the current Default Spread for India, and Standard deviations
of Indian equity index (19.87%) and Indian ten-year bonds (8.01%), this
approach yields equity risk premium of 9.06%.

Each of these approaches can be acceptable, depending on the purpose and
the context. As Prof. Damodaran recommends in his paper, the first and
second approaches are suitable for a longer-term perspective on equity risk
premium. For this exercise, we have to take a long-term perspective of equity
risk premium in India, given the nature of the asset (long-term infrastructure
asset), and the length of regulatory cycles. Prof. Damodaran clearly states
that the third approach is only relevant for the near future (up to a year), and
in the long run, the first or second approaches should yield suitable estimates
of the equity risk premium in a country.

We closely considered the third approach. We found that the volatility of
relative standard deviation of equities and bonds (in the third approach) is
quite high, and it can vary from less than 1 to well above 2 within the same
year, translating into an increase of multiple percentages. Interestingly, at
present, India has the highest relative standard deviation in the world (2.48),
which translates to a very high default spread adjusted for relative standard
deviation. In our opinion, this is not representative of a real increase in
risks. Conceptually, the arguments we made for using a historical basis for
risk free rate are relevant here as well. Making the regulatory decision highly
dependent on the current values of such a volatile variable is not a good idea,
because this measure is supposed to help estimate the equity risk premium,
but the level of volatility seen in the measure doesn’t seem to indicate that the
measure adequately captures the adjustment to be made to default spread.

If the third approach is to be considered, the equity risk premiuimn should
not be simply taken on the basis of the present estimate of relative standard
deviation. This should be adjusted to reflect the expected decline in ERP
over longer periods of time. So, even though the adjusted default spread may
useful for estimating for short term (a year), in longer run, the equity risk
premium would be much lower. One way to do this is to consider the a lower
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relative standard deviation for adjusting the default spread. It is difficult to
estimate this, but an approximation can be obtained by the median relative
standard deviation from the sample of countries listed in Prof. Damodaran’s
paper (1.63). SBI Caps report use 1.5 as the relative standard deviation.
This would result in an Equity Risk Premium: 4.1 + 2 X 1.63 = 7.36%.
This is likely to be an over-estimation of ERP over a period of time extending
beyond a year.

Considering this issue in another way, since over a longer period of time
the ERP is expected to converge around estimates provided by either the
first or the second approach, but the short-term ERP may be higher, AERA
could consider adjusting the default spread upwards by a small factor, to
reflect the higher expected ERP in the near future. We are not aware of a
methodology of doing this adjustment, but it is likely to be less than or equal
to the estimate discussed in the previous paragraph.

The ERP calculation in the SBI Caps report is based on the returns on the
BSE-Sensex Index from Feb 1, 1991 to Jan 31, 2012. In our view, this is
not the correct approach to take for calculating equity risk premium for the
Indian market, and the reasons for this have been presented in detail in the
NIPFP report to AERA. Following is an excerpt from the NIPFP report on
this issue:

Even though typically the return on an Indian Index (say, Sensez,
BSE100 or Nifty) is considered for estimating the equity risk pre-
mium, this approach, in our considered view, is not appropriate
for India. This is because the statistical precision of estimation
of the equity risk premium based on historical data significantly
hinge on the time horizon of the data.

Even if we take observations with higher frequency (say daily,
or even intra-day), it will not help because the larger number of
observations will still be capturing the effects of the same over-
all events. For example, if we take the returns on Sensex from
January 02, 1991 (BSE Sensex: 999) to January 02, 2008 (BSE
Sensex: 20465), we see that the index climbed almost twenty times
during this period. But after one year from January 2008, on Jan-
uary 02, 2009, the index had crashed to less than half of its closing
value a year ago (BSE. Sensex closed at 9958). So, the Com-
pounded Annual Growth Rate (CAGR) from January 02, 1991 to
January 02, 2008 was 19.44%, but that from January 02, 1991
to January 02, 2009 was just 13.68%. With just one year’s dif-
ference in C_ef.cff//?qegpgint, the change in CAGR is almost 6%.
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This kind of volatility affects the average returns significantly, bi-
asing them due to some evcnts. 'laking a longer tirme horizon can
manimise this problem. So, the standard sources use very long
time-series.” In India, the time-series for equity index returns
only starts in April 1979 (BSE Sensex, excluding dividends), but
at that time, interest rates are not observed. Until recently, most
nterest rates were not deregulated, so what we’re seeing as 0b-
served interest rates is untrustworthy. Another important foctor
Jor India is that the lLberalisation of 1991/1992 was a one off
event which resulted in a doubling of stock prices and such an
event is not expected to get repeated in the foreseeable future. This
would tend to bias historical returns over a short span upwards.
Hence, we need to find an alternalive approuch.

In summary, the approach recommended by NIPFP provides more realis-
tic and stable estimates of equity risk premium over a period of time, and
therefore we recommend 6.1% as Equity Risk Premium.

6 Beta

Beta is a measure of volatility in an asset’s price vis-a~vis the volatility in the
market. It is not a measure of the asset’s volatility or risk as such, but only
that relative to the market. Since none of the airports in India are listed on
stock markets, we do not have access to readily available historical estimates
of Beta. So, we had to turn to data from other comparable companies. In
this context, we made the following key choices:

1. We-decided to consider the asset Beta for foreign airport companies as
comparators '

2. We decided to consider a large sample of airport companies, and not
just emerging market companies

3. We decided to extract the asset beta values from a report by Strategic
Finance Group, submitted to New Zealand Commerce Commission.

4. We adjusted the asset Beta estimates to reflect the unique factors in
the environment faced by the Indian airports.

7 Dimson, Elroy, Marsh, Paul and Staunton, Mike. “Global Evidence on the Lquity
Risk Premium”. Journal of Applied Corporate Finance, Vol. 15, No. 4, Summer 2003




DIAL’s response has criticised the quality of beta estimates extracted from
the SFG report.

After carefully considering DIAL’s response, we decided to reconsider the
list of airport companies, and calculate betas for these companies on our
own, rather than extracting from the SFG report. We have decided to drop
Dynacorp (USA) and Multiplus SA (Brazil) from the list, and to include Aus-
tralian Infrastructure Fund, Airports of Thailand, Aeroporto Di Firenze, and
Sydney Airport. DIAL’s response states that some of the companies should
be excluded from the NIPFP report because they are not in the business of
owning or operating airports. We have included some such companies if it
seems that their businesses are directly and highly airport-dependent (these
are: Beijing Airport High-Tech Park Co., Derichebourg, and Infratil).

We have calculated the beta values for all the companies we finally decided to
include in the list. The asset beta estimates were obtained by the following
process:

1. We calculated the equity beta for the companies based on weekly data
for the last three years, using the formula: 8, = Cov(7s,rm)/Var(ry);
where 75 measures the rate of return of the company’s stock, 7, mea-
sures the rate of return of the stock market (index), Cov(r,,7,,) is the
covariance between the rates of return, and Var(r,,) is the variance of
the stock market.

2. We then delevered the equity beta to obtain the asset beta values
for each of the companies, using the formula: B, = B./(1+(1-tax
rate)*(D/E)); where taz rate is the corporate tax rate for the airport
company, D/E is the average debt/equity ratio for the previous five
years, with D being total debt and E being market value of total eq-
uity.

It is useful to note that the beta estimates in this report are not adjusted
for any factor. SBI Caps report uses adjusted equity beta estimates. Table 1
contains the revised list of 29 airport companies, and the relevant information
about them. We have calculated the asset betas using Debt/Equity Ratios
with book value of equity as well as market value of equity.

After de-levering and calculating asset beta for these airport companies, we
have estimated a weighted average of these asset betas. We have assumed
weights to be inversely proportional to the standard error of individual betas
and sum of the weights equal to one as the constraint. Please note that we
did not consider an outlier value (0.08 equity beta for Aeroporto di Firenze).
This gives us the asset beta value of 0.61 if we use DER: with market value




Table 1 Asset Beta Calculation

Company Country Bea D/E(m) ! D/E(b) 2 Tax Ba(m) Balby
I Acroporto di Firence {taly 0.08 0.08 0.28 31.4 0.08 0.07
Acroports de Pavis France 0.77 0.53 0.89 33.33 0.57 0.48
Airport Facilitics Co. Ltd. Japan 0.74 0.70 0.41 40.87 0.52 0.59
| Airports of Thailand Thailand 1.28 1.10 0.85 30 0.72 0.80
| Auckland International Airport New Zealand 0.82 0.44 0.53 30 0.63 0.60
Australian Infrastructure Australia 1.17 0.11 0.06 30 1.09 1.12
Beijing Airport High-Tech Park China 1.27 0.40 1.16 25 0.98 0.68
Beijing Capital loternational Airport HK 1.08 0.77 1.00 16.5 0.66 0.59
Derichebourg SA France 1.52 1.59 3.01 33.33 0.74 0.50
Flughafen Wien AG Austria 0.97 0.90 0.82 25 0.58 0.60
Flughafen Zuerich Switzerland 0.88 0.60 0.78 20 0.60 0.54
Frankfurt International Airport Germany 0.92 0.92 1.28 33.33 0.57 0.50

Gemina S.p.A. (GEM) Italy 0.88 1.78 0.87 31.4 0.40 o 0.55 l
Grupo Acroportuario Del Centro Norte Mexico Q.68 0.08 0.11 30 0.64 0.63
Grupo Aeroportuario del Pacifico Mexico 0.62 0.05 0.04 30 0.60 0.61
Grupo Acroportuario del Sureste Mexico 0.52 0.02 0.03 30 0.51 0.51
Guangzhou Baiyun International Airport China 0.91 0.17 0.27 25 0.81 0.75
Infratil Limited New Zcaland 0.71 2.30 2.66 30 0.27 0.25
Japan Airport Terminal Company Japan 0.60 0.47 0.46 40.87 0.47 0.47
Kobenhavns Lufthavne Denmark 0.29 0.29 1.04 25 0.24 0.16
Korca Airport Service Co. Lid. Korea 0.73 0.36 0.15 24.2 0.57 0.65
Malaysia Airport Holdings BHD Malaysia 0.61 0.23 0.39 25 0.52 0.47
SAVE Ttaly 0.54 0.29 0.35 31.4 0.45 0.43
Shanghai International Airport China 1.00 0.10 0.22 25 0.93 0.86
| Shenzhen Airport Co., Ltd Chinn 0.68 0.05 0.01 25 0.66 0.68
Singapore Airport Trml Sves Singapore 0.76 0.09 0.12 17 0.71 0.69
Sydney Airport Australia 1.01 1.42 1.80 30 0.51 0.45
TAV Havalimanlari Holding Turkey 0.70 1.49 3.17 20 0.32 0.20
Xiamen International AIR-A China 0.80 0.01 0.02 25 0.79 0.79
Wt. Ave. 0.43 0.37 0.61 0.58
Median 0.59 0.59

! Debt Equity Ratio with market value of cquity
2 Debt Equity Ratio with book value of cquity
3 Asset valne delevered using Debt Equity Ratio with market value of equity
4 Assct value delovared using Debt Beuity Ratio with book valuc of equity




of equity, and 0.58 if we use DER with book value of equity for the air-
port companies. The difference between these values is negligible, but we
recommend using the market value of equity for this exercise.

This can be further adjusted for the mitigating factors discussed in the orig-
inal report. After adjusting, the asset beta should be around 0.55 range.
AERA may consider any value in the range of 0.45 to 0.65, because this is
the range in which the asset beta value of DIAL is likely to be.

The other argument from DIAL was that there is a strong case to include
only emerging market airports in the estimation, because their beta values
are likely to be more representative of those for airports in India. The SBI
Caps report considers only airport companies from emerging markets as com-
parators for Indian airport companies. We considered these arguments and
do not agree with them, because of the following reasons:

e It is not obvious from the arguments listed in the DIAL response and
SBI Caps report how the developed or emerging nature of an airport’s
market would affect the volatility of its business vis-a-vis the market
volatility, or, in the language of portfolio management, the risk it would
add to a fully diversified portfolio. Beta is essentially a measure of this
systematic risk or risk that cannot be diversified away in the portfolio.
It is not a measure of the individual risk of the company or the asset.
It is possible that even in a mature market, if measures to manage
systematic risk are not in place, an economic downturn can have a
significant impact on the returns for an airport asset, in some cases

- more than the change in the market due to economic downturn.

o Stage of the economy (emerging/developed) is just one way to divide the
sample into subsets, and there can be many other such variables along
which this could e done. Since the private airport business in general,
and these new mega-airports (like DIAL) in particular are relatively
new, and AERA has a unique regulatory approach (discussed later), it
is not possible to say at this stage which subset of airport companies
would be the best comparators for DIAL. So, it seems more reasonable
to us that, for this regulatory cycle, we take a large sample set that
takes care of the uninformed biases in selecting a subset of airports
(based on-factors such as stage of the economy (emerging/developed),
size of the airport, region (Asia/Rest of the world), type of traffic (busi-
ness/leisure), and so on). As we come to understand more, it could be
reasonable to take a bottom-up approach to constructing the beta, or
take a smaller sample of comparable airport companies. In our view,
at this stage, neither of these approaches is feasible.
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e Though this is not the reason we decided to include developed as well as
emerging market airport companies, we must point out that accepting
the argument of considering only emerging market airport companies
would come with its own problems, such as too much dependence on
beta values of Chinese airport companies (6 out of 10 included in the
list in DIAL response?), which may not be comparable to Indian airport
companies in many ways.

We also do not accept the sense check argument as submitted in DIAL’s
response - that the beta for India’s airports cannot be lower than that for
developed market airports. Conceptually, the systematic risk faced by a
company depends on many factors, including the regulatory environment °
faced by it. None of the reasons cited in the DIAL response for including only
emerging market airports consider the factors specific to Indian airports, and
why they may be comparable only to emerging market airports. For example,
the de-risking measures {granting monopoly for a certain area, UDF to cover
shortfall in revenues) by AERA are unique to India®. These could work
as mitigants against systematic risk. The DIAL response gives example of
airports from UK (Heathrow and Gatwick) whose beta values are higher
than what we estimate for DIAL. These airports in UK do not enjoy the
_regulatory protections listed above.l® In this sense, Prof. Martin Cave’s
submission is useful to consider, because he explains sense check in the sense
that the methodology should not give an estimate that is clearly not reflecting
the context of the industry and the country. Given the de-risking measures
put in place for airport companies in India, the asset beta estimate seems
reasonable.

Another important factor to consider in DIAL’s case is that a significant
part of its revenue is expected to come from non-aeronautical sources, such
as monetisation of the land it has been given on lease. Many of these revenue
sources may not move with the overall market, because DIAL would typically
earn rent or lease income, and if there is a downturn, the organisation taking
the lease would usually absorb the losses, ring-fencing DIAL from such a
shock.

Empirically, as can be seen in Table 1, many of the emerging market airports
have betas well below those of developed market airports.

89 out of 10 airport companies included in the DIAL list are Chinese or Mexican
YAs told by AERA
O Heathrow, for example, has to compete with two other airports in London




We accept the argument that it is possible that typically the macro-economic
shocks would be likely to be strongly transmitted to the airport sector in a
period of high traffic growth, but it is not clear to what extent this can be
expected to happen in India’s airports, given the mitigants in place and the
revenue sources. It is possible that the heta estimates we have arrived at
should be sufficient to cover for such risks.

7 Relevering

For relevering the asset beta, NIPFP had recommended using an estimate of
market value of DIAL’s equity. The estimate was based on a recent report
by Bank of America on GMR’s valuation, which had provided an estimate of
market value of equity for DIAL. This approach has been criticised by DIAL
on the following counts:

e Since the analyst would have estimated a probable regulatory outcome to
determine the market value, there is circularity in this approach.

e Estimates of market value of equity by analysts can have a wide range, and
can therefore not serve as a reliable basis for tariff determination.

DIAL response recommends using the book value for this purpose, because
market value is not available.

The SBI Caps report considers an normative Debt Equity Ratio (1.5:1) to
relever the asset beta to get equity beta for the airports.

In our opinion, using book value of equity is not *appropriate, because book
value does not indicate any significant economic information (Prof. Varma’s
response also indicates this), and the difference between book value and
market value can be enormous. In India’s context, this approach would yield
some absurd estimates of cost of equity, because there are airports with DER
of more than 4 (Bangalore) and 6 (Hyderabad). There is no evidence that
the risk for equity holders in airport companies increases to this extent by
financial leverage, especially in the context of India, where the risks to equity
holders have been significantly mitigated, giving assured returns to them.
The process of relevering should therefore ideally be based on a realistic
value of equity and debt, because then the Debt Equity Ratio truly indicates
the true level of leverage in a company. If AERA decides that this approach
of estimating market value of equity for relevering is not appropriate from a

regulatory point of view, it may consider the normative approach to estimate
DER.




So, there are two alternatives:

e To estimate a normative Debt Equity Ratio: As suggested in the SBI Caps,
we can estimate a normative Debt Equity Ratio (DER) that is likely to be
observed in steady state for airport companies in India.

e To estimate market value of equity: In the absence of any market infor-
mation on the value of equity, we can estimate the value of equity using
some standard method (Discounted Cash Flow Method, Relative Valuation
Method, etc).

7.1 Using a Normative Approach

The normative approach is better than relevering on the basis of current book
value of debt and equity, and can be a reasonable option in the absence of
any reliable estimate of market value of equity. AERA may want to consider
using this approach, if it does not want to use our estimate of market value
of equity (discussed in the next sub-section). In our sample set of foreign
airport companies, the weighted average DER for the airport companies is
0.37 (using book value of equity) and 0.43 (using market value of equity).

We have estimated the DER for infrastructure companies in India. Using a
sample of 109 companies with total assets worth more than Rs. 100 crore
(from CMIE Prowess database), and after leaving out extreme outliers, we
found the average DER of 1.56. This can be taken as an indicator of the
level of leverage in infrastructure companies in India. The SBI Caps report
also indicates that the infrastructure projects in India are usually financed
with DER ranging from 1 to 2. The DER for airport companies in India at
present has a wide range (from 0 to more than 6), with the average of DER
of 1.17.1

The normative DER of airport companies in India is likely to be somewhere
between the estimates from foreign airport companies and the Indian infras-
tructure companies, because the normative DER is dependent on both the
nature of the airport business as well as the practice of infrastructure financ-
ing in India. We recommend AERA to consider a normative DER somewhere
in this range. AERA can consider 1.2 as the normative DER.

SBI Caps report argues that this choice of normative DER is on the basis
of observed norms in the field of Indian infrastructure companies. It is not
clear if these companies are indeed directly and exclusively comparable with

Mnformation received from AERA




airport companies. SBI Caps itself has considered only foreign airport com-
panies for computing the beta values. In our view, the normative approach
should use information about DER in foreign airport companies as well as
that in Indian infrastructure companies.

7.2 Estimating Market Value of Equity

In our view, if a reasonable estimate of market value of equity can be ob-
tained, it would provide the best input for relevering purposes. Having re-
jected the idea of using book value of equity for relevering, we sought to find
a good estimate of market value of equity, from an objective source. Bank
of America is a reputed institution, and its report was likely to be credible.

The issue of circularity is unavoidable, whether we use analyst reports or any
other source for estimating market value of equity. Even for listed airport
companies, the valuation assumes some regulatory outcomes, and the market
assigns certain value to the companies’ equity. Therefore, this issue cannot
be avoided.

Though there is still no reason to believe that the analyst’s report was biased
in any way, we do accept the limitation of an approach based only on one
analyst’s report. So, as an alternative, we have also done valuation of DIAL’s
equity based on: a Discounted Cash Flow method, and Relative Valuation
using the information from recent equity transactions for airport companies.
This exercise is summarised below.

7.2.1 Valuation of DIAL Equity

The two approaches to valuation most commonly for the purpose of valuing
a business are:

e Discounted Cash Flow - measures the value of an asset as the present value
of the expected future cash flows to be realised from that asset

o Relative Valuation - estimates the value of an asset by looking at the pricing
of assets which can be considered comparable to the one under consideration
in terms of the growth, risks and cash flow characteristics. The pricing in
this approach needs to be decided by transactions in the market.

We have used for both methods for valuing the equity of DIAL, so that we
can get a reasonable estimate of the range of likely valuations. While the
relative valuation method is based on the benchmark of market value as
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revealed in other transactions, the discounted cash flow approach is based
on an analyst’s research and view of the future of the business in terms of
revenues, expenses, growth rates, discount rates, etc. So, both methods are
somewhat different, but they can complement each other, in the absence of
any information from market transactions of the concerned firm’s equity.

The details of the methods are outlined in Annexure 1. In summary, the
DCF valuation puts the value of DIAL’s equity at Rs. 11,530 crore (in the
most likely scenario). The relative valuation approach provides an estimate
of Rs. 11,451 crore. As is obvious, these estimates are very in the same
ballpark.

Several analysts have been attempting to carry out a valuation exercise of
GMR Infrastructure Limited through a Sum of the Parts (SOTP) DCF ap-
proach for various purposes. The SoTP DCF approach involves estimating
value of equity investments in large projects of the company. Given that
GMR Infrastructure Limited has a 54% stake in DIAL, the value of equity
of DIAL can be deducted from these reports. Two such reports by Espirito
Santo Securities - Indian Equities and Bank of America Merrill Lynch put
the value of equity of DIAL at Rs. 11605 crore. This estimate is in the same
ballpark as those from the relative valuation (price to book value) method
and the DCF method.

We recommend considering Rs.11,500 crore as the value of equity for DIAL.

Considering that total debt is Rs. 5420 crore, this gives the DER of 0.47.
Please note that this is close to the average DER (using market value of

equity) in our sample set of comparator airport companies, which comes to
0.43.

8 Cost of Equity for Delhi International Air-
port Limited

Based on the estimates discussed in the previous section, we now provide
certain scenarios to compute the cost of equity for DIAL.

We recommend taking 7.23% as the risk free rate, 0.55 as the asset beta,
ERP of 6.1% and 33% as the tax rate. If AERA wants to consider more
scenarios for risk free rate, beta, and ERP, the number of scenarios would
increase and the range of potential values would widen. On risk free rate and
tax rate, there is not rgggkggggsibility or need to consider more scenarios. On
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the value of asset beta, more scenarios could be considered. For instance, if
AERA decides not to adjust the value of asset beta for regulatory mitigants,
the asset beta value would be slightly higher. Similarly, if AERA decides
to include only emerging market airports the asset beta would be about
0.1 higher than the presented estimate. We do not recommend considering
these scenarios, because we think the asset beta value recommended here is
appropriate. Similarly, on ERP, it is possible to adjust the default spread for
relative standard deviation of equities with bonds, but we do not recommend
doing so.

As discussed in this report, we do see the possibility of considering multiple
approaches to estimating DER. We have presented the cost of equity on the
basis of alternatives of estimating DER below.

Based on the two approaches for estimating DER we discussed earlier, the
equity beta values for DIAL are computed below.

Be = B X (1 + (1-tax rate) X DER)
Be for DIAL (using the normative DER) = 0.55%(14(1-0.33)*1.2) = 0.99
Be for DIAL (using the DER based on market value of equity) = 0.55%(1+(1-
0.33)%0.47) = 0.72
So, these two values of equity beta, give the following estimates of cost of
equity: '

1. DER based on normative approach (1.2).

This would provide the cost of equity = 7.23 + 6.1*0.99 = 13.30%
2. DER based on estimate of market value of equity (0.47). |
This would provide the cost of equity = 7.23 + 6.1*¥0.72 = 11.6%

So, the range of cost of equity, based on these combinations of scenarios is
11.6% to 13.30%. Considering possibility of errors in some of the estimates,
we can consider this range to be from 11% to 14%. AERA can consider a
value within this range. A key decision AERA whether it wants to consider
the estimation of market value of equity provided by NIPFP in this report,
or consider a normative approach for estimating DER.
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9 Data Sources

For the calculation of Asset Beta following sources have been used:
e Datastream
o Website on World Tax Rates 2010 and 2011

Datastream is a comprehensive on-line historical database service provided
by Thomson Financial that encompasses a broad range of financial entities
and instruments with global geographical coverage. Datastream includes
data on daily prices, return indices, bonds, market indices, exchange rates
and macroeconomic variables.

To delever equity beta, to obtain asset beta, the total debt and value of total
equity (book value as well as market value) were taken from Datastream and
tax rate which is the corporate tax rate for each airport company was taken
from a website giving world tax rates for select countries for 2010 and 2011.12

Datastream defines the above mentioned variables as:

e Company’s stock price- Represents closing stock price for a company.
For each of the 29 airports stock prices were extracted individually in
the currency of the market in which they operate.

e Local market price index- This datatype returns time series data for
the benchmark local price index for a given equity. This index gives
the stock market index for the market in which each of the 29 airports
taken operate.

e Total Debt- Represents all interest bearing and capitalized lease obli-
gations. It is the sum of long and short term debt.This data is available
annually on Datastrean.

e Market value of total equity- Market Price-Year End * Common Shares
Outstanding. If Common Shares Outstanding is not available for the
current year or prior year, then Common Shares Outstanding-Current
is used. For companies with more than one type of common/ordinary
share, market capitalization represents the total market value of the
company. This data is also available annually.

2¢tp:/ fwww.taxrates.ce/Historical-Tax-Rates/historical-tax-rates.html
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10 Annexure 1: Valuation of DIAL’s Equity

The valuation process based on the two methods are described in the sub-
sections of this Annexure.

10.1 Relative Valuation Approach for Valuing DIAL’s
Equity

For using the Relative Valuation approach, we need to select firms that can
be considered as comparable to DIAL. Given the nature of private airports
business in India, a natural choice as comparable firms for the purpose of
this exercise is other privately owned airports.

Privatisation of airport operations in India is a fairly recent occurrence, with
most alrport concession agreements being signed after 2005. Since this time,
India has developed three brownfield airports and two green field airports,
through the Public Private Partnership (PPP) model. Financial transac-
tions such as a stake sale or swap serve as indicators of the market value of
the companies under consideration. Between March 2009 -and October 2011,
there have been four equity transactions across three private airport operator
companies in India. These firms are Bangalore International Airport Lim-
ited (BIAL), Mumbai International Airport Limited (MIAL) and the Delhi
International Airport Limited (DIAL) itself.

10.1.1 Background and Analysis of Transactions

Factual snapshots of the four transactions referred to above have been pre-
sented in detail in Appendixl to this report. A summary of the context in
which these transactions were concluded is presented here in order to un-
derstand the level of comparability to the circumstances under which the
valuation is being undertaken.

e Transaction 1 was essentially a swap between shares of DIAL and shares
of GMR Infra, with shares of GMR Infra being issued at the rate of
Rs. 57.5 per share. While the transaction took place due to the re-
quirement of liquidity by the seller (Infrastructure Development Fund)
and resulted in greater controlling stake for GMR Infra, the transac-
tion took place at a time when the Terminal 3 at IGI airport was not
complete and hence the price can be presumed to have significantly




factored in execution risk. Terminal 3 was opened for usage in July
2010, 14 months after the conclusion of this transaction.

e Transaction 2, which concluded in December 2009, involved transfer
of shares in Bangalore international airport was concluded in 2 phases
with 2 separate sellers L&T Infra and Zurich Airport. The reason
they have been classified as a single transaction is that the buyer
(GVK Power and Infra) and the price were same. GVK which had
a small stake prior to the buy became the largest shareholder along
with Siemens. As per media reports, through this transaction GVK
established a longer term collaboration with the counter parties in this
transaction, to partner on future airport works and hence it appears
that the price in this particular transaction had extraneous considera-
tions driving up the price.

e Transaction 3 concluded in August 2011, involving transfer of shares
in Bangalore International Airport Limited. The buyer was GVK Infra,
and the seller was Siemens. The shares were purchased at a price of
105 per share in exercise of GVK’s right of first refusal after Sicmens
received an offer for that amount from Changi International Airport.

¢ Transaction 4 concluded in October 2011, involved a transfer of shares
in Mumbai International Airport, with GVK buying 13.5% shares that
resulted in them securing a controlling stake in the airport operations.
The stake sale happened at a time when the modernisation of existing
infrastructure at the airport was nearly complete with only works in
terminal 2A underway.

Transaction details are listed in Table 2.

10.1.2 Ratios

In order to arrive at the market value of equity in DIAL by comparison with
the value of equity of other private airports, we need to standardise these
values by scaling them to a common variable. This is generally achieved by
standardising the values relative to the firms earnings, book value of equity,
revenues or other measures that may be specific to the particular sector. The
commonly used ratios are'®:

13 Aswath Damodaran. November 2006. Valuation Approaches and Metrics: A Survey
of the Theory and Evidence.
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Table 2 Transaction Details

Details Transaction 1 Transaction 2 Transaction 3 Transaction 4

‘ Datc of Transaction May 10, 2009 Dece 5, 2009 Aug 23, 2011 Oct 18, 2011
Name of Entity DIAL BIAL BIAL MIAL
Buyer GMR Infra GVK Power & Infra GVK Power & Infra GVIK Airport Holdings
Seller India Development Fund L&T & Zurich Airports Siemens Bid Scrvices
Transaction Value ! ) 149,72 1170 614 1141.371
Stake Size 3.90% 29.00% 14% 13.50%
Implied Market Value of Co. 3838.97 4034.48 4385.71 8454.‘60
Book Value ! 2513 234.29 443.4 1585
Debt ! 8573 1743.12 1619.2 3843
Balance Sheet Size ! 10870 1977.41 2062.6 5428
EBITDA 122 160.00 362.12 255.1
Sales 958 309.50 875.7 1179.35

| Net Sates 2 517 297.12 840.67 742.99
Market Value/Book Value 1.53 . 17.22 9.89 5.33
EV/EBITDA 101.74 36.11 16.58 48.185
EV/Sales 15.35 19.42 . 7.36 11.77
CEV/Nel Salex 23.99 19.45 7.14 16.55
GOI/AAT Revenue Share 45.99% 4% 4% 37%

L vatue in Rupees Crove
2 After Revenue Share

Price/Book value: This is one of the most commonly used ratios for
the purpose of relative valuation. Since the market value of the equity
deployed in a business reflects the markets expectation of the firms
earnings, this ratio should ideally converge for comparable firms.

Enterprise Value/Total Sales: Another ratio commonly used is the
value of the business to the revenues that it generates. Enterprise value
is the value of the assets of the firm. This ratio essentially indicates the
ability of the business to generate revenues by deploying the assets.

Enterprise Value/Net Sales: Airport Operators in India are required
to pay a significant revenue share to Airports Authority of India. For
the purpose of valuation of DIAL based on comparisons with deals as
mentioned above, we have modified the traditional approach to reflect
Net Sales which is the sales adjusted for the revenue share payable by
the airport operators to the Airport Authority of India.

Enterprise Value/EBITDA: This ratio is similar to EV/Total Sales,
however this takes into account the operating expenses of the firin as
well. So this can be considered as a measure of the cash flows generated




by the operating assets of the firm, before deducting for taxes, finance
cost and depreciation. A limitation to using this for an airport that has
recently incurred huge capital expenditure is that the EBITDA wont
be a normal number. A work around could be projecting EBITDA into
a future time where EBITDA would normalise. This would however
require building a DCF projection model which is beyond the scope of
this report.

Prof. Damodaran notes that the usage of appropriate multiples varies from
sector to sector, with ratios like Enterprise Value/EBITDA and Enterprise
Value/Total Sales being more relevant to heavy infrastructure businesses, and
price to book multiples being more common in financial services businesses.
We have therefore used all the approaches as suggested to arrive at a range
of valuations.

10.1.3 Estimating Valuation of Equity for DIAL

A limitation we face in arriving at the result using the relative valuation
method is the relatively small number of precedent transactions. Also, since
the privatisation of airports is a fairly recent occurrence, relative to the con-
cession periods and the long gestation periods of large infrastructure projects,
the ratios arrived at from the transaction data provide us with a wide range
of numbers for the various multiples.

Transactions 1 and 2 took place in circumstances that were extraordinary
and thus incomparable for the purpose of valuation of DIAL in current cir-
cumstances without significant and potentially very subjective adjustments.
Transaction 1 to be useful would need to be adjusted for execution risks that
would have presumably driven down the price and transaction 2 would have
to be adjusted for considerations that represent the premium paid to Zurich
Airport and L& T Infra to enlist their collaboration for future airport projects
that GVK would bid for and secure. Also, given the significant changes in the
airport sector during the last few years, these two transactions are somewhat
dated.

The information content of transactions 3 and 4 is therefore much more useful
for relative valuation of DIAL.

Adopting the enterprise value to net sales multiple would require a similar
kind of weighted multiple to be adopted to arrive at the valuation number.
Sales as at March 2011 for DIAL are non-representative, because of a robust
growth given the opening of the T3 terminal only in that year. Because of
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this, the approaches of using ratios of Economic Value to Sales (or EBITDA)
are not likely to work.

Taking a price to book approach, the combined price to book ratio of trans-
actions 3 and 4 weighted by their balance sheet size comes to 6.6. The
transactions being in the second half of 2011, this number can be directly
applied to arrive at a DIAL valuation. The book value of DIAL on March 31,
2011 was Rs. 2082 crore. Applying a 6.6 multiple to this, the value of equity
on that date would be Rs. 13,740 crore. It can be argued that the multiple
for DIAL may be somewhat lower than this multiple, because DIAL is in
early stages compared to the other two airports and faces risks related to
future growth. So, we recommend taking a multiple of 5.5 for DIAL, which
gives the equity valuation of Rs. 11,451 crore. .

10.2 Discounted Cash Flow Valuation of DIAL’s Eqg-
uity

10.2.1 Approach .to DCF Valuation of DIAL’s Equity

An appropriate discounted cash flow (DCF) model is one that can yield a
valne that reflects intrinsic value given access to the right information and
projection ability and require minimum model level adjustments on a per
decision basis. While carrying out a DCF valuation requires the simulation
of the entire business model, if done well, it is also-one that can capture
detailed assumptions sets based on which the business is being modelled for
a valuation.

The Delhi International Airport Limited is the first private airport operator
whose equity requires valuation. The available information set at this point
in time is primarily

1. Charter Documents of DIAL
. Annual reports of DIAL between 2006-2011

. Concession Agreements

. DIAL filings with AERA

2
3
4. Few studies on Traffic and operating expenses
5
6. AERA Consultation Papers and Orders




Capital assets form most of the assets side of an airport (usually greater than
90%). DIAL has recently commissioned Terminal-3 (T3) and nearly all of
the projected capital expenditure has already been incurred. Projecting fixed
asset positions into the future will involve understanding reinvestments where
necessary and including such reinvestments in relevant years. DIAL proposes
to undertake another round of expansion to increase terminal capacity from
60 million passengers per year to 100 million passengers per year.

Revenues are primarily aeronautical and non-aeronautical. Tariff structures
are available to us. Some studies have been carried out to estimate traffic
at DIAL in the coming decade, which can be used with some modifications.
Non-aeronautical revenues however represent multiple business lines. While
trafhc wonld represent the universe for each of these businesses, assumptions
around revenue are required for each of them. An alternative approach would
be to take the historical revenues and apply a suitable growth rate to each
line item and arrive at the projections. We have followed the latter.

Operating expenses broadly are personnel, utilities, administrative expenses
and financing costs. Each of these can have multiple drivers, especially in
a scenario where multiple terminals and runways are added to the existing
infrastructure over time. More exploration is necessary to establish these
relationships with a higher level of accuracy.

It is important to note that DIAL has invested in multiple companies that
either perform support services or are pursuing avenues for non-aeronautic
revenues. The revenue rights of DIAL over these joint ventures can be as-
certained to achieve a higher level of accuracy in the projected revenues.
However, for the current exercise, we have not made a distinction between
the JVs and DIAL. The top line for DIAL contains its own share of revenues
generated through all its activities.

In going concern valuations, to bring a closure to the exercise, a terminal
value is used once steady stage is attained. We have projected the financial
statements to the end of the current concession period (FY 2036) and applied
a terminal value at the end of the stated financial year.

10.2.2 Building Blocks and Business Drivers

The bhalance sheet of a large infrastructure project is driven by the fixed
assets created. For the airport, these are primarily the terminals and the
runways. Fixed assets make up approximately 90% of the balance sheet and




the capital expenditure over time is a critical factor to be considered while
arriving at the free cash flows over the life of the project.

The various income streams are realised by the utilisation of this infrastruc-
ture. These can primarily be classified as aeronautical and non-aeronautical
revenue. However, a very important activity which contributes significantly
to the top line of this business is commercial property development.

Since this airport, like other private airports in India, is being developed
under the public private partnership (PPP) framework, the share of the total
revenue payable to the airports regulator in India, the Airports Authority of
India (AAI), is an important line item to be kept in mind while arriving at
the net revenue from the business.

In terms of the expenses of the airport, personnel, maintenance and power/fuel
costs form the bulk of the operating expenses. The airport operator also ap-
points certain service providers for specific services in the terminals, for which
it pays a fee to the service provider. This is shown as airport operator fee
in the financial statements. Financing cost and depreciation form the other
costs.

With regards to the liability side of the balance sheet, significant capital has
to be deployed, especially in the early stage of the project. This is leveraged
to raise debt financing. Secured debt forms majority of the debt on the
balance sheet of DIAL, however the company has unsecured borrowings on
its books as well. A portion of these unsecured borrowings is formed by
deposits from trade concessionaires and commercial property development.
It may be noted that given their nature as deposits these are assumed to be
zero interest sources of funding for the airport operator.

10.2.3 Construct of the Excel Model

e Assumptions and Basis
— Revenue assumptions:

Growth of Income from Services (aeronautical and non-
aeronautical) we have taken a three phase model of growth for
projecting the revenue. The growth rate suggested in the AERA
Consultation Paper is taken as the base for this purpose, and this
has been increased by way of an adjustment in the assumption
sheet. The base rate of growth is reduced by a factor in the second
and third phase. After a one third reduction (33%) in the revenue




growth in phase three over phase one, and a suitable adjustment,
the rate of growth for these revenue streams is taken as 1.5 times
the long term forecast for GDP growth ( 5.8%) for India.*

Land monetisation similar to the basis of projection for the
income from services, a three phase model is applied to the income
realised from commercial use of land as well. The assumption
made on the rate of utilisation of land is 50% of the available
land will be monetised by the year 2020, another 40% of the total
land will be monetised by 2030, and the remaining land will be
monetised by the end of the concession period. The price per acre
of the land is taken as INR 100 crores, as per the guidance received
from AERA, based on the market prices of land in the localities
adjacent to the airport.

Cargo and Other Income income derived from services and
land monetisation is taken as a driver of these streams of rev-
enue, with suitable assumptions taken on their relative propor-
tion, based on the actual figures historically. The formula for the
revenue share payable to AAI is relatively straightforward, i.e.
45.99% of the total projected revenue.

-- Expenses assumptions

The operating expenses are linked to inﬂation, except for pér—
sonnel and fuel/power costs which are inflated at 10% p.a.

Long term outlook on inflation is taken at 6% p.a.

Linking operating expenses on the basis of revenue structure re-
ports by Jacobs consultancy and Leigh Fisher suggest allocating
expenses based on the split of revenues in the aero and non-aero
categories. This would be useful if an activity based costing ap-
proach is taken for the purpose of pricing of the services. How-
ever, this is not the approach being followed at DIAL. Therefore,
to factor in the increase in expenses as a result of higher traffic,
the expenses have also been linked to the growth of revenue as
in AERAs consultation paper. A weightage has been modelled
to allocate costs between fixed (inflated on historical costs) and
variable (driven by top line growth).

"The world in 2050; HSBC Clobal Research; January 2011— 2- The world in 2050;
John Hawksworth and Gordon Cookson, Price waterhouse' Coopers— 3- The world order
in 2050; Uri Dadush and Bennett Stancil; Carnegie Endowment for International Peace;
April 2010
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Cost addition due to addition of a new terminal the in-
crease in expenses due to the addition of a new terminal is mod-
elled on the increase as seen due to the introduction of T3 at the
airport. Additionally, a factor has been built in the model to take
care of an increasing base of total expenses, which is expected
to bring in certain efficiencies at the overall cost levels, that is
defraying of costs due to a larger scale of operation.

Cost of Debt the cost of secured debt is assumed based on the
historical finance costs experienced by the company, and the low
cost of the ECBs on the companys books. The unsecured debt on
the companys balance sheet is assumed to be primarily deposits
from trade concessionaires and commercial property development,
1.e. zero interest liabilities.

— Balance sheet assumptions

The fixed asset schedule is taken as the basis for arriving at the
depreciation to be applied on the total stock of fixed assets. The
projected fixed asset repurchase/depreciation schedule is modelled
in the sheet Workings. The depreciation is the weighted average of
the rate arrived at based on the useful life of different asset types.

Value of infrastructure - the value of a new terminal is taken as
INR 6000 crores, and that of a runway is taken as INR 2500 crores.
These numbers are based on costs incurred for Terminal 3 as de-
scribed by DIAL in their tariff filings made to AERA in June

2011' under the section project cost.

Debt schedules are taken based on DIAL management projections
until 2017 and projected on an assumed equated yearly instalment
basis thereafter. The schedules for this are created in the sheet
Workings.

¢ Key Linkages and Relationships in the Model
— Profit and Loss Statement '

Reduction in growth rate for the purpose of revenue projection
is done in a linear fashion, by way of a reduction schedule which
applies a particular growth rate each year. This approach has been
adopted as against a stepped growth model where a particular rate
is applied to all years in the growth phase.

5aera.gov.in/writereaddata/consultation/120.pdf
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For the increase in income realised from commercial property de-
velopment, the appreciation in land price is factored in. This can
also be seen as the increase in rent on an annual basis.

Year on year increase in operating expenses is factored in due to
inflation and as well as volume of business. Also, a step up has
been built in to take care of the jump in expense levels due to
addition of a new terminal. The base assumption around this
increase in expense level is based on the historical increase in ex-
penses due to introduction of T3, as is discussed in the section on
assumptions.

DIAL OMDA indicates that no tax exemptions are available to
the airport operator in this case. Tax MAT is applied on a surplus
for a particular year, when the reserves and surplus account shows
an accumulated loss. Income tax is applied on an accumulated
profit, or the profits for a year, whichever is lower. Deferred tax
implications have not been modelled in the projections.

— Balance Sheet

The main driver for the balance sheet is the infrastructure plan-
ning schedule. The infrastructure plan assumes introduction of a
new terminal every 5 years starting FY 2020, till F'Y 2030. This
assumption is based on the information given to the media by the
management of the company'®. The capital work in progress on
the balance sheet shows for the three years preceding the intro-
duction of the new terminal. This is based on the analysis of the
relevant historical financials before the introduction of T3.

The projected balance sheet is based on the Net Current Assets
being the balancing number.

Capital and debt infusion schedules have been modelled.

It may be noted that both the infrastructure planning schedule as
well as the fund infusion schedules are driven by the managements
outlook and decisions. It is the analysts best estimate based on
the information available at the time of modelling.

— DCF Calculation

Free Cash Flows to Equity the formula used for arriving at the

Ohttp://articles.economictimes.indiatimes.com/2008-04-16/news/28471846_
1_runway-third-terminal-passenger-handling-capacity
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free cash fHows to equity for the company is as per Prof. Aswath
Damadaran’’. The formula has been reproduced below:

Free cash flow to equity = Net income - (Capital expenditure -
Depreciation) - Change in non cash working capital + (New debt
raised - Debt repayment)

For the terminal value, we have followed the steady growth model.

The formula for the terminal value following this approach is:

Terminal Value = Stable Cash flow to Equity / (Cost of Equity-
Stable rate of Growth)

The stable rate of growth of the free cash flow for this purpose
is taken as the long term GDP growth projection. To arrive at a
range of values for the value of equity deployed in the business,
weve carried out a sensitivity analysis with a range of Stable Rate
of Growth (5.5% to 7% with intervals of 0.5%) and a range of
Discount Rates (11%, 12% and 13%).'8

e Result

With the assumptions and the model design as discussed above, the
result in terms of the range of the value of equity is reproduced below:

Table 3 DCF Valuation

Stable Rate of Growth‘

5.5% 6.0% 6.5% 71.0%

11% | 13089 13843 14765 15917

Discount Rate | 12% | 10922 11530 12273 13202

18% | 9155 9647 10247 10998

In our view, the most likely scenario would yield a valuation of Rs.
11,530 crore for DIAL’s equity.

1"Damodaran on Valuation; Second Edition; Aswath Damodaran
18This range of discount rates is based on the cost of equity estimate for the Bangalore
Airport, for which there is estimate of market value of equity based on'a market transaction

in 2011.
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Indira Gandhi International Airport

Airport Charges-effective FY 2012-13 from May 15 2012
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1. Landing, Parking and Housing charges
2. User Development Fee (UDF)

3. CUTE Counter charges

4. Fuel Throughput charges

At Indira Gandhi International Airport (IGIA/DEL/VIDP), Route navigation and facilitation charges
‘RNFC” and TNLC charges are payable to Airports Authority of India (AAl). Landing charges,
Housing charges, Parking charges, Cute Counter charges, User Development Fee (UDF) and Fuel
throughput charges (FTP)are payable to Delhi International Airport Private Limited (DIAL).
Airport Development Fee (ADF) is payable in accordance with AERA Order No. 28/2011-12 dated
14.11.2011 in addition to the above stated charges.




Alrport Charges - Delhi Airport, effective as on May 15, 2012

1. Landing, Parking & Housing charges

1.1.  Landing Fee per single landing

Weight of Rate Per Landing-International - Rate Per Landing-Other than
Aircraft Flight International Flight
' Upto 100 MT Rs.551.03 per MT Rs. 281.82 per MT

Above 100 MT

MT in excess of 100 MT

Rs. 55,103/- + Rs 740.52 per | Rs. 28,182/- + Rs 378.75 per MT in

excess of 100 MT

Note:

a) Charges shall be calculated on the basis of next Metric Tonne (MT) (i.e. 1,000 kgs.) of the

aircraft.

b) A surcharge of 25% will be levied on landing charges for supersonic aircraft.

¢) A minimum fee of INR 10,000/- shall be charged per single landing for all types of
aircraft/helicopter flights, including but not limited to domestic landing, international
landing and general aviation landings.

d) Weight of the aircraft means maximum takeoff weight (MToW) as indicated in the
Certificate of Airworthiness filed with Director General Civil Aviation (DGCA).

e) All domestic legs of International routes flown by Indian operators will be treated as
domestic flights as far as air side airport user charges are concerned, irrespective of the
flight number assigned to such flights.

1.2. Housing and Parking Charges

The Housing charges and Parking charges are as under:

Weight of Parking CHarges Housing charges
__Aircraft Rate per MT per hour Rate per MT per hour
Upto 100 MT INR 13.23 per MT INR 26.46 per MT

Above 100 MT

Note:

INR 1,323/- +INR 17.52 per MT per | INR 2,646/- +INR 35.04 per MT per
hour in excess of 100 MT hour in excess of 100 MT

a) No parking charges shall be levied for the first two hours. While calculating free
parking period, standard time of 15 minutes shall be added on account of time taken
between touch down time and actual parking time on the parking stand. Another
standard time of 15 minutes shall be added on account of taxing time of aircraft from
parking stand to take off point. These periods shall be applicable for each aircraft
irrespective of actual time taken in the movement of aircraft after landing and before

takeoff.

b) For calculating chargeable parking time, any part of an hour shall be rounded off to
the next hour.
c) Charges shall be*Q’[{ulatern the basis of next MT

d) Charges fo ga%

arkmg shall be rounded off to nearest Rupee.




Airport Charges — Delhi Alrport, effective as on May 15, 2012

e) Whilst in-contact stands, after free parking, for the next two hours Parking charges

shall be levied. After this period, the Housing charges shall be levied.

2. User Development Fee (UDF)
The User Development Fee per passenger shall be payable as under:

Raivhab International flight
passenger _
Short haul Medium haul Long haul
(Upto 2,000 Kms) (Above 2,000 upto (More than 5,000
5,000 Kms) Kms)
For ticket issued in
Indian Rupee (INR)
Departing } 534.00 INR 845.50 INR 1068.00 INR
Arriving ‘ 436.10 INR 699.17 INR 881.10 INR
For ticket issued in
foreign currency
[ Departing 10.54 USD 16.69 USD 21.08 USD
Arriving 8.61USD 13.82 USD 17.39 USD
[ ; i
Al Domestic flight
passenger _ 5
Short haul ' Long haul
(Upto 500 Kms) (More than 500 Kms)
For ticket issued in
' Indian Rupee (INR)
Departing 231.40 INR 462.80 INR
Arriving 195.80 INR 391.60 INR
For ticket issued in
foreign currency :
Departing 4.57 USD ' 9.14 USD
_Arriving | 3.86 USD . 7.73 USD
Note:

a) In respect of the tickets issued in foreign currency, the UDF shall be levied in US
Dollars.

b) UDF will be charged at the rate based on the origin/final destination for
arriving/departing passengers respectively.

c) Collection charges: If the payment is made within 15 days of receipt of invoice, then
collection charges at INR 3.00 per arriving passenger and Rs. 2.50 per departing
passenger shall.be paid by DIAL. No collection charges shall be paid in case the airline
fails to pay the UDF invoice to DIAL within the credit period of 15 days or in case of
any part payment. To be eligible to claim this collection charges, the airlines should
have no overdue on any other account with DIAL.

d)

Transﬁ/Transfngpa\s engers. A passenger is treated in-transit/transfer only if the
onward’ )pyr’neyﬂ@",l. ft\?q\ 4 hrs from the time of arrival into Delhi and the onward
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Airport Charges - Delhi Alrport, effective as on May 15, 2012

travel is part of same ticket. In case 2 separate tickets are issued (one for arrival and
one for departure), the passenger would not be treated as a transfer passenger.
Transfer passenger does not include passenger on return journey.

3. CUTE Counter charges
The Cute Counter charges per departing flight shall be payable as under:

Charge per
departing flight
International Domestic
INR 1,500/- INR 500/-

4. Fuel Throughput charges (FTP)
The Fuel Throughput charges shall be payable as under:

Charge per Kl of fuel
INR 601.07 w.e.f 1°* April, 2011*
INR 643.15 w.e.f 1 April, 2012*

* The above Fuel Throughput charges will be applicable retrospectively from 1** April,
2011 & 1° April 2012 respectively.

5. General Condition
For all the above charges, credit period allowed by Airport Operator is 15 days.
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Indira Gandhi International Airport

Airport Charges-effective FY 2013-14 from April 15 2013

Contents

Airport Charges
1. Landing, Parking and Housing charges
2. User Development Fee (UDF)

3. CUTE Counter charges

4. Fuel Throughput charges

At Indira Gandhi International Airport (IGIA/DEL/VIDP), Route navigation and facilitation charges
‘RNFC’ and TNLC chafges are payable to Airports Authority of India (AAIl). Landing charges,
Housing charges, Parking charges, Cute Counter charges, User Development Fee (UDF) and Fuel
throughput charges (FTP)are payable to Delhi International Airport Private Limited (DIAL).
Airport Development Fee (ADF) is payable in accordance with AERA Order No. 28/2011-12 dated-
14.11.2011 in addition to the above sta‘qu_ charges.
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Airport Charges — Delhi Airport, effective from April 1 2013

1. Landing, Parking & Housing charges

1.1.  Landing Fee per single landing

Weight of | Rate Per Landing-International Rate Per Landing-Other than
Aircraft Flight International Flight
Upto 100 MT Rs.589.61 per MT Rs. 301.55 per MT
Above 100 MT Rs. 58,961/- + Rs 792.36 per | Rs. 30,155/- + Rs 405.26 per MT in
~ _ MTin excess of 100 MT excess of 100 MT
Note:
a) Charges shall be calculated on the basis of next Metric Tonne (MT) (i.e. 1,000 kgs.) of the
aircraft.

b) A surcharge of 25% will be levied on landing charges for supersonic aircraft.

c) A minimum fee of INR 10,700/- shall be charged per single landing for all types of
aircraft/helicopter flights, including but not limited to domestic landing, international
landing and general aviation landings.

d) Weight of the aircraft means maximum takeoff weight (MToW) as indicated in the
Certificate of Airworthiness filed with Director General Civil Aviation (DGCA).

e) All domestic legs of International routes flown by Indian operators will be treated as
domestic flights as far as air side airport user charges are concerned, irrespective of the
flight number assigned to such flights. '

1.2. Housing and Parking Charges

The Housing charges and Parking charges are as under:

Weight of - Parking charges Housing charges
Aircraft Rate per MT per hour | Rate per MT per hour
Upto 100 MT INR 14.15 per MT INR 28.31 per MT
Above 100 MT INR 1,415/- +INR 18.74 per MT per | INR 2,831/- +INR 37.49 per MT per
' '_hour in excess of 100 MT _hour in excess of 100 MT
Note

a) No parking charges shall be levied for the first two hours. While calculating free
parking period, standard time of 15 minutes shall be added on account of time taken
between touch down time and actual parking time on the parking stand. Another
standard time of 15 minutes shall be added on account of taxing time of aircraft from
parking stand to take off point. These periods shall be applicable for each aircraft
irrespective of actual time taken in the movement of aircraft after landing and before
takeoff.

b) For calculating Mpz@é{fpgﬁgl{l% time, any part of an hour shall be rounded off to
Py . _}_% _‘

the next hour. /<,

c) Charges shall
d) Charges for eggl

%

w the-basis of next MT.

: %all be rounded off to nearest Rupee.




Airport Charges -~ Delhi Airport, effective from April 1 2013

e) Whilst in-contact stands, after free parking, for the next two hours Parking charges
shall be levied. After this period, the Housing charges shall be levied.

2. User Development Fee (UDF)
The User Development Fee per passenger shall be payable as under:

Rate‘ o International flight
passenger
Short haul Medium haul l Long haul
(Upto 2,000 Kms) (Above 2,000 upto (More than 5,000
5,000 Kms) | Kms) ,
For ticket issued in
Indian Rupee (INR)
Departing 565.43 INR 895.26 INR 1,130.85 INR
| Arriving 461.77 INR 741.16 INR 932.95 INR’
For ticket issued in .
| foreign currency :
Departing : 11.16 USD 17.67 USD _ 22.32 USD
Mrrivin& 9.1 USD 14.63 USD 18.42 USD

Rate Pes Domestic flight
passenger
Short haul ! Long haul
(Upto 500 Kms) (More than 500 Kms)
For ticket issued in
' Indian Rupee (INR)
Departing 245.02 INR 490.04 INR
| Arriving 207.32 INR .414.65 INR
For ticket issued in
foreign currency :
Departing 4.84 USD 9.67 USD
[ Arriving - 4.09 USD 8.18 USD
Note:
a) In respect of the tickets issued in foreign currency, the UDF shall be levied in US

Dollars.

b) UDF will be charged at the rate based on the origin/final destination for
arriving/departing passengers respectively.

c) Collection charges: If the payment is made within 15 days of receipt of invoice, then
collection charges at INR 3.00 per arriving passenger and Rs. 2.50 per departing
passenger shall be paid by DIAL. No collection charges shall be paid in case the airline
fails to pay the UDF invoice to DIAL within the credit period of 15 days or in case of
any part paymenﬁeﬁg}b&eﬂto claim this collection charges, the airlines should

have no overd é’ - e Bgount with DIAL.




Alrport Charges - Delhi Airport, effective from April 1™ 2013

travel is part of same ticket. In case 2 separate tickets are issued (one for arrival and
one for departure), the passenger would not be treated.as a transfer passenger.
Transfer passenger does not include passenger on return journey.

3. CUTE Counter charges
The Cute Counter charges per departing flight shall be payable as under:

Charge per
departing flight
International Domestic
INR 1,500/- INR 500/-

4. Fuel Throughput charges (FTP)
The Fuel Throughput charges shall be payable as under:

Charge per Kl of fuel
INR 688.17 w.e.f 1** April, 2013

5. General Condition

For all the above charges, credit period allowed by Airport Operator is 15 days.
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