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Liberal Party’ s Response to the Consultation Document on Partial Privatisation of the
Airport Authority

I ntroduction

In the Consultation Document of Partial Privatisation of the Airport Authority issued in
November 2004, the Economic Development and Labour Bureau proposed the partial
privati zation the Airport Authority (the AA) by setting up a new company and disposing part
of the shares in the new Company through an IPO. Comments from the public are sought
regarding the regulatory and institutiona framework.

Responsein general

LP considers that the partial privatisation of the AA basically in line with the “small
government, big market” principle which we support. We believe that the privatisation plan
could be implemented as long as the post-privatisation regulatory and institutional framework
has been carefully and properly considered and the market condition and time is appropriate
for the listing.

In general, the LP agrees that the Government can privatise the AA in the form of IPO when
appropriate so as to enhance the operation standards and transparency of airport management
for greater efficiency of airport governance and competitiveness. As a matter of fact, it is a
worldwide trend for airport to privatise. Major international airports in cities such as London,
Frankfurt, Zurich, Sydney, Beijing, Shanghai, Guangzhou and Shenzhen have all been
privatised either for greater operational efficiency or for raising funds. It must be pointed
out that the successful example of privatisation, such as the Heathrow Airport, was carried out
after the airport matured, rather than in its early stage of development.

The privatisation of the AA can also introduce one more quality stock to the financial market
and enable the public to share in the success by owning the shares of the airport. The
marketing of the AA’ s shares will aso bring capital revenue for the Government.

Nevertheless, an appropriate regulatory framework must be in place for privatisng the AA to
ensure that the future operation and development of HKIA would not go against public
interests.

Detailed Response



Specifically, the LP suggests that during the privatisation exercise, the Government should
take note of the following points:

I. Increaseof profit level

In the Consultation Document, the Government has injected equity worth $30.7 billion while
the AA’ s profit in 2002-03 was only $502 million. The 2% return on equity is far lower than
what would be considered reasonable from a commercia perspective. Our views are that
considering the economic downturn in 2002-03 and the impact of SARS to the aviation
industry, it is perhaps not appropriate to take the profits of that year as reference.

Nevertheless, even if the AA records a twofold increase in profits, its profitability would not
as good as that of some overseas airports. Take the British Airport Authority (theBAA) as an
example, its profitability is obviously higher than that of the HKAA asit is a mature airport
with severe capacity restraints, unlike the HKIA which is a new airport with room to double
its capacity. The profitability of the AA indeed has room for improvement by realising its full
growth potential.

[I. Objection to chargesincrease

The LP definitely hopes that the privatized AA can increase the capital return to the
taxpayers investment in the AA. However, with regard to the proposal of increasing the
airport charges over a period of three to five years, the LP maintains that it is strongly against
the the AA use the increasing of airport charges as a tool for the privatisation exercise. On the
contrary, the LP considers that the profitability of the AA should be determined by severd
factorsinstead of hinging on the level of airport charges.

In other words, if the management standards were enhanced, with the continuous growth in
the logistic and tourism industry, the capital return would definitely be improved through
volume growth. Moreover, the LP concerns that the raisein airport charges would undermine
the competitiveness of the HKIA, adversely affecting the related industries — not only aviation
and logistics, but also other industries such as freight forwarding, catering, aircraft
engineering, tourism and so on.

[1l. Valuation and charges

The LP believes that it is important to avoid increasing the airport charges in the initial years
after privatisation. There is no definite relationship between airport charges and the valuation
of the AA. Aslong as the investors consider the AA a quality asset with potential for growth,
its valuation would not be underestimated. Furthermore, we are opposed to the privatised AA
being allowed to raise the airport charges as it sees fit in order to secure a better valuation, as
this would undermine the long-term competitiveness of HKIA, and in turn damage Hong
Kong' srole as a hub and aviation centre.



The LP believes that as long as market conditions and timing are appropriate for the IPO and
the valuation is done in a professional manner, one can be assured that the government asset
would not be “ sold cheaply” .

V. Offeringincentivesto improve efficiencies

On economic regulation, the Government has proposed that the new regulatory framework
established after privatisation should subscribe to the “user-pays” principle so as to allow the
newly formed company to earn a reasonable return, provide incentives for enhancing
efficiency and increase capacity to cater for demand.

It is true that rapidly-developing airports in neighbouring regions are competing with the
HKIA. For instance, the Shenzhen airport has been expanding aggressively with the second
runway, a new cargo terminal and a passenger terminal for domestic flights under
construction Although they have yet to take the place of HKIA, we believe that the long-term
competitiveness of HKIA is under threat.

Therefore we agree that in principle, the new regulatory framework should be able to enhance
the commercial operation standards so as to increase the HKIA’ s overal efficiency and its
capacity to cater for different demands. We also hope that the new framework is able to
explore more commercial opportunities for the airport business to achieve further growth and
to improve its price competitiveness.

However, regarding the “user-pays’ principle and “alowing the new Company a reasonable
return on itsinvestment,” we believe that careful consideration should be given to whether the
competitiveness of HKIA will be undermined. For instance is it true that the airport charges
can be increased as long as the “user-pays’ principle is only applicable to airlines and does
not affect the passengers? Many of the commercial operations at the airport exist and survive
because the airlines bring in the traffic.

Also does “ allowing the new Company a reasonable return on its investment” imply that the
new Company can increase airport chargesif it fails to achieve a designated rate of return? In
addition, how is the rate of return computed? Thus we consider that the airport investment
and nonraviation related infrastructure investment should be handled separately to prevent the
Government from raising the rate of return by increasing the infrastructure investment. In
determining the “ reasonable” rate of return, the views of the stakeholders as well as the public
interests should be taken into account.

The LP believes that the Government should consider thoroughly the above issues in order to
safeguard the territory’ s status as a aviation hub in the region

V. Insupport of thesingle-till approach
As to whether only airport charges paid by airlines should be regulated (i.e. not adopting the

single-till approach and excluding commercia revenues from the regulatory framework), we
have different views.



The LP agrees that the single-till approach should be adopted, as the successful privatisation
of Heathrow has shown. Thisis because the current airport charges of the HKIA are very high
when compared to airports in the South East Asian region. If the profits from the new
Company’ s profitable commercial activities could contribute towards keeping airport charges
low, we consider it a way to maintain the airport charges at a reasonable and competitive
level.

Some people said that under the single-till approach, the commercial revenues would be used
to “subsidise” the airlines. However, if the airport charges are too high, the passengers would
suffer at the end. If there is little incentive for the airlines to route their passengers and cargo
through Hong Kong, other commercial activities at the airport will suffer through a lack of
customers, hence affecting the employment.

The LP understands that the airport charges would have a significant effect on the
development of tourism, aviation, logistics and even the overall economy of HK. If the
Government can follow the MTRC model, the commercia revenue can stabilise the airport
charges, relieving the pressure to increase the charges. The Government can also avoid being
accused of “ salling its assets cheaply” .

V1. Rateof return and businessrisks

The LP agrees that the level of the new Company’ s target return for aeronautical activities
should commensurate with the risk of the aeronautical business, which may not necessarily be
the same as the average cost of capital of the new Company as awhole.

The LP considers that the risk factors should be considered in the computation of investment
return. The business performance of the HKIA had been affected by the 911 incident and the
SARS epidemic. So it is reasonable and appropriate to take business risks into account. For
instance in the privatisation exercise of the BAA, the airport charges (income) are set taking
into account certain risks, such as the expectation of passenger growth and the security costs
per passenger, etc.

VI1I. Review of charges

Regarding the proposal of alowing the new Company to negotiate on a commercial basis
with airlines representatives on the level of airport charges every three years or as a need
arises; the LP considers that as long as the review is not too frequent, it is appropriate to
perform areview every three years.

VIII. Independent panel to monitor airport charges

The LP agrees that the Government or a Government appointed independent panel should be
empowered to adjudicate on the reasonable level of airport charges where the new Company
and airlines cannot come to an agreement in this regard. According to the UK experience, in
the regular review of airport charges, the Civil Aviation Authority has to take into account the



views of the independent Competition Commission as required by the Airport Regulations
before setting the ceiling for arport charges and reviewing if the Airport Authority has done
something against the public interests.

IX. Setting up of service standard

It is worth considering the proposal of drawing up a set of service standards and on the basis
of which afinancial penalty system devised to link the actual service standards to the level of
airport charges. For instance the airport authority in the UK measures the service standard
with certain objective norms, such as the operation efficiencies of certain airport facilities
(like apron, elevators) and the passengers comments to the airport services (through
questionnaires). These criteria help to judge if the service standards match up with the
charges.

If the airport services provided by the AA are sub-standard, airlines that have paid the airport
charges can ask for arebate up to 3% of the total income from airport charges. HK can also,
taking the local conditions into account, consider drawing up a set of standards and based on
these standards establish a transparent and fair financial reward and penalty system.

X. Regulatory power of the Gover nment

Regarding the regulatory power of the Government, the LP agrees to the proposal that the
Government should be sufficiently empowered to exercise various regulatory functions.

According to the proposal in the Consultation Document, while the Government will continue
to be the majority shareholder of the new company in the foreseeable future, it should be
empowered to appoint a minority number of additional members, especially those who
understand the industry, to the Board of the new company to represent the Government or the
public interests, on top of any rights the Government may have as a shareholder. In addition,
more than half of the members of the new company’ s Board, excluding the additional
directors appointed by the Government, should be an indigenous Hong Kong resident, and
that the existing requirement for the AA Chairman to be a HK Permanent Resident should be
retained. It is also proposed that exercise of voting rights by any single shareholder, other than
the Government, should be limited to not more than 10% of the total voting rights of all

shareholders. The exercise of voting rights in the aggregate by shareholders who are not

indigenous resident of HK should be limited to not more than 49% of votes cast at a general

meeting of shareholders.

The airport is an extremely important infrastructure. It does not only relate to the development
of the general economy, but also involves aviation and security. Therefore in enhancing its
regulation over the AA’ s business, the Government has to, apart from ensuring that the public
interests are represented in the Board, limit the ownership of the AA in the hands of the
ordinarily residents in HK. As leader of the AA, the Chairman must also be a HK Permanent
Resident to help ensure that the future policies are considered with the local interests as prime
concern.



The LP also agrees that the Government should be empowered to take over the new
Company’ s assets under emergency situations or in cases where the new Company is in
default, with compensation to the new Company under specified circumstances. However, it
is worth taking note that the Government should further define “ defaults” and “ emergency
situations” to ally investors concerns that the Government could exert too much influence
over the business.

XI. Land Use

Regarding the use of the land on the airport, the LP agrees that the new Company should
continue to hold the existing 49 hectares of land and that the existing controls over land uses
on the airport island, including limitation on the AA to use the land only for airport-related
purposes and the requirement for the AA to obtain prior Government approval for its building
plans should be maintained.

The LP also considers that after privatisation, the AA should be required take a passive rolein
the development of land, i.e. should there be any development projects in which the private
developers are interested, such projects should be put out to tender and directed by the private
developers. Only when the project fails to attract any private developer or when the
development plan of the private investor fails to meet the requirement can the AA take a
dominant role in the project devel opment.

XII. Restriction on the range of commercial activities

As regards activities outside the airport island, we agree that the existing restrictions on the
range of airport-related activities that the AA may conduct should be retained. However, the
Government should withdraw the requirement for the new Company to seek the Financial

Secretary’ s prior approval for its commercial activities. Instead the Government can consider
replacing such approva requirement with a new provision empowering the Government to
direct the new Company to divest an investment or desist from undertaking an activity if it is
found to be outside the range of permitted activities.

The LP s views are that since the AA is a commercial entity after privatisation, it is not
appropriate to have the Financial Secretary or the Government exerting greater intervention
than would be necessary. Furthermore, under the privatisation plan, the Government will
remain the major shareholder and is empowered to appoint a minority number of additional
members to the Board of the new Company. We believe that the Government already has
sufficient regulations over the new Company.

X111, Anti-competitive activities

Regarding the proposal of introducing statutory provisions to prohibit the new Company from
engaging in anti-competitive activities and abuse its dominant position in relation to its scope
of business, the LP agrees that the principle of fair competition should be upheld. However,
we consider that laws of fair competition should be trade-specific and handled according to
the needs of the individual industry. As a matter of fact, with the privatisation of the AA till



in its initial stage, unfair competition hardly exists. Therefore if provisions to ensure fair
competitions are introduced without careful consideration, we fear that the excessive control
over the airport would put the actual needs of airport development at stake.

Conclusion

In conclusion, the LP agrees that the AA should implement its privatisation plan only when
the appropriate time comes where the standard of airport management is to be raised with the
introduction of a business model, to maintain the competitiveness of HK in various industries
including tourism, aviation and logistics.

Furthermore, the Government should be sufficiently empowered to balance the interests of the
shareholders of the AA and those of the general public. The LP s prime concern is that the
service standard and efficiencies of the airport would not be undermined and instead should
even be improved after the AA’ s privatisation, as the airport is an important infrastructure of
HK and core to the development of the economy and society as well as the security. In
addition, the airport charges should not be raised without careful consideration for the purpose
of profits improvement, as this would damage the long-term competitiveness of the territory
aswell asthe public interests.

The LP hopes that the partial privatisation can lead to a triple-win situation where the public,
the AA and HK as awhole can al benefit.





