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The Secretary

Airports Economic Regulatory Authority of [ndia
AERA Building

Administrative Complex

Safdarjang Airport

New Delhi - 110 003

Madam,

Sub: Submission of response on Consultation Paper No. 32/2011-12

This is in reference to the Consultation Paper on “Determination of Aeronautical Tariff in
respect of IG! Airport, New Delhi for the 1™ Regulatory Period (01.04.2009 to 31.03.2014}"
issued by the Authority on 3 January, 2012.

At the outset, we would like to place our sincere appreciation to the Authority for giving us
an opportunity to submit our comments and suggestions to the subject consultation paper.
We have carefully studied the consultation paper and our response to the same is enclosed

for your kind consideration.

We request the Authority to consider our submissions while finalizing tariff order in respect
of DIAL. In case the Authority may require any further clarifications, we would be glad to

provide the same.

Yours sincerely,

For,Delhi International Airport Private Limited

\dé/j "v"f i

SidharathKapur
(Chief Financial Officer — Airports)

Enclosed. Response to Consultation Paper No. 32/201 1-12 on Determination of Aeronautical
Tariff for st Regulatory Period {01.04.2009 — 31.03.2014) IGI Airport, New Delhi along-with
annexures referred therein.

CC: The Secretary, Ministry of Civil Aviation
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. INTRODUCTION

Airports Economic Reguiatory Authority of India ‘Authority’ has come out with a
Consultation Paper No. 32/2011-12 on Determination of Aeronautical Tariff in respect
of I1GI Airport, New Deilhi for the Ist Regulatory Period (01.04.2009 - 31.03.2014) on
3rd January, 2012.

We appreciate the Authority for a detailed and elaborate analysis laid out in its
consultation paper. We welcome the steps taken by the Authority to invite comments
and suggestions from the stakeholders on the tariff proposal submitted by us and

hereby present our comments in the following sections.

The consultation process had invited stakeholders to present written evidence. DIAL by
way of evidence is also submitting expert opinions of Prof. Martin Cave, Dr. Harry Bush,
Prof. Jayanth Varma, Leigh Fisher, KPMG Management Consultants, KRTPL, Amarchand
& Mangaldas & Suresh A. Shroff & Co., Advocates & Solicitors etc. in support of this

submission.

We request the Authority to favourably consider our submissions while finalizing the

tariff Order of IGI Airport, New Deihi.
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Il. DEVIATIONS FROM CONCESSION AGREEMENT

At the outset, we appreciate Authority’s acknowledgement of the provisions of SSA and
OMDA while determining the tariff of IGl Airport. However, we submit that the
Authority has not completely taken cognizance of the provisions in the aforesaid
agreements and have made certain deviations that are contrary to the provisions of
OMDA. We again request the Authority’s to reconsider the deviations made and ensure
that the terms and framework for tariff determination in case of IG} Airport is carried out
in accordance with the provisions of the SSA read with the provisions of OMDA. It is also
pertinent to mention that the provisions of the SSA and OMDA we.r.t tariff determination
formed key and central components of the bidding. The investment decisions were

accordingly undertaken in respect of IGI Airport.

Further, the AERA Act, 2008 itself mandates the Authority to consider the concession
offered in their totality and not in isolation. Para 54 of the said Consultation Paper
highlights the fact that the Ministry of Civil Aviation {MoCA} has advised the Authority
to consider OMDA and all the Project Agreements as listed in clause 1.1 of OMDA as
“concession offered” by the Central Government in terms of Section 13 (1} (a) {vi} of the
AERA Act. Therefore, it is requested that the Authority be guided by the provision of
OMDA and SSA.

Deviation from the provisions of the Concession Agreement:
Inter-alia, there have been the following deviations from the concession agreement:
1. Treatment of Cargo handling:

1.1. Authority has treated revenues from Cargo handling as Aeronautical for the
period DIAL was undertaking direct handling of Cargo {not concessioned out).
This treatment is contrary to the provisions of OMDA where Schedule 6 clearly

lists Cargo handling as Non Aeronautical Service.

1.2. Further, the Authority has not applied the above approach consistently. While
on one hand, the Authority has considered Cargo handling revenues as
Aeronautical, on the other hand Cargo has been treated as Non-Aeronautical

for the purposes of calculating the Hypothetical Asset Base.

1.3. The aforementioned approaches are self<ontradicting and shouid be rectified
by taking uniform stand that is clear, consistent and unambiguous. We are of

the view that based on concession agreement Cargo must be treated as Non
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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.

2. Quality:

2.1. Authority has proposed additional penalty and quality provisions over and
above mandated in concession agreement. We state that the provisions for
maintaining service quality and penalty, if any, for non-compliance is explicitly
stated in OMDA and thus proposing additional parameters, monitoring
mechanism and penalty is contrary to the concession documents and a double
whammy for DIAL.

2.2. We have provided our detailed response in a separate chapter on Service

Quality in the later part of this document.

3. CPIX

3.1. The methodology of calculation of CPI-X as given in SSA has not been
appropriateiy followed.

3.2. 55A lays down the mechanism of application of CPl index while determining the
tariff. SSA warrants that the calculation of the X factor should be independent
of any CPl adjustments at the first stage. Thereafter, CP! based indexing should
be carried out on the base airport charges after adjusting for the value of X so

derived at stage one.

We therefore request the Authority to reconsider its proposed approach in light of the
aforesaid facts and be guided by the provision of OMDA and SSA for determining tariff
of IGI Airport.

In addition we would also like to highlight instances of other sectors wherein it was

held that the integrity and sanctity of the concessions needs to be adhered. We are

citing such judgements, pronouncement and instances for the perusal of the Authority

as Annexure A.

Summary

The tariff fixation exercise should be conducted by Authority so as to be compliant with
the principles enshrined in the OMDA and the SSA while preserving the integrity and
sanctity of these contracts. The tariffs should be determined in a manner which |

recognizes the rights and does not in any manner encroach on it.
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lll. EXPERT OPINIONS

Given that this was the first full-fledged tariff determination exercise of a major private

airport of complex nature; to bring an expert advice on the table we sought opinions

from independent and globally renowned regulatory experts. Thus as part of this

submission we are also submitting opinions from the following:

1. Prof. Martin Cave, Current Deputy Chairman of the UK Competition
Commission

Dr. Harry Bush, Ex-Regulator of the Civit Aviation Authority of the UK

Prof. Jayanth R Varma, liM Ahmedabad

Leigh Fisher, Aviation Consultants

KPMG, Management Consultants

Credit Analysis and Research Ltd {CARE] through their advisory subsidiary

o wm oA w N

Kalypto Risk Technologies Private Limited {KRTPL].
7. Amarchand & Mangaldas & Suresh A. Shroff & Co., Legal Counsel

The backgrounds of the above experts are as follows:

1.

PROF. MARTIN CAVE, DEPUTY CHAIRMAN OF THE UK COMPETITION
COMMISSION

Martin Cave is currently Deputy Chairman of the UK Competition Commission.

Prof. Martin has held professorial positions in the last dozen years in the economics
department of Brunel University, where he was also deputy vice chancellor, at
Warwick Business Schoot in the University of Warwick, and in the Law Department

at the London School of Economics.
Prof. Martin Cave is a visiting professor at imperial College Business School

He is a Regulatory Economist specialising in the communications and transport
sectors. He is also co-author or co-editor of the Oxford Handbook of Regulation
(Oxford University Press 2010) and Understanding Regulation {Oxford University
Press 2011). He has also conducted several independent regulatory reviews for UK
government ministers in 2008/9 and also chaired a committee set up to advise the

UK Secretary of State for Transport on airport regulation.

In 2003/4 he has also advised the UK Civil Aviation Authority on price controls for
airports in the South East of England.
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5 ) 1.

He has provided commentary on the Consultation Paper and specifically on the

following issues:

¢ WACC;
* Hypothetical Regulatory Asset Base,
¢« RAB;

e Traffic forecasts;
¢ Non-aeronautical revenue forecasts; and
¢ Calculation of CPI-X.

Opinion received from him is submitted as Annexure B

2. DR. HARRY BUSH, EX-CHAIRMAN OF THE UK COMPETITION COMMISSION

Dr. Bush was a regulator in UK Civil Aviation Authority; the oldest regulatory
authority, .He spent eight years on the board of the UK Civil Aviation Authority as
Group Director Economic Regulation, responsible for the Authority’'s economic
output and in particular its price controls on designated airports and air traffic
control.

He was responsible for the setting of price controls for Heathrow, Gatwick and
Stansted and also, in two regulatory cycles, for price controls on NATS En Route Ltd
{NERL}, the UK's provider of en route air traffic services.

Dr. Bush was a senior civil servant. He spent 23 years in the UK Treasury, dealing
with issues relating to implementation of PPPs, privatization and economic
reguiation.

In all above cases the determination of the WACC {and within that the cost of

equity] was a key part of the overall decision.

Dr. Bush has provided comments and opinion on high levei assessment from a
regulatory perspective of the approach to the cost of equity in AERA’s recent
proposal for price caps to apply to DIAL.

Opinion received from him is submitted as Annexure C
3. PROF. JAYANTH R. VARMA FROM lIM-AHMEDABAD

Prof. Varma is currently Professor in the Finance and Accounting Area at the Indian
Institute of Management, Ahmadabad where he teaches courses in capital markets,
fixed income and corporate finance. He has been the Dean of the Indian Institute

of Management, Ahmadabad for three years.

PROF. VARMA did his post-graduation in management from lIM Ahmadabad
where he was awarded a Gold Medal for scholastic performance. Subsequently, he
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obtained his doctorate in management from the Indian Institute of Management,
Ahmadabad. He is also a qualified cost accountant.

Prof. Varma was a fuil time Member of SEBI for a year and part time member of
SEBI for three years. He has been the Chairman of the Secondary Markets Advisory

Committee and several other committees of SEBI.

He has also been Chairman of several committees set up by the Forward Markets
Commission and the Ministry of Finance and Company Affairs, Prof. Varma was a
member of the Raghurama Rajan Committee on Financial Sector Reforms and is

currently a member of the Financial Sector Legislative Reforms Commission.

Prof. Varma is currently a director on the Board of Infosys BPO Limited (a subsidiary
of Infosys Technologies Limited), and of Onmobile Global Ltd. He has also been a
Director on the Board of Axis Bank Limited and of Punjab National Bank.

Prof. Varma has carried out extensive research in the field of Indian financial

markets and finance theory.

Prof. Varma' current research interests are principally in the area of fihancial
markets including equity, debt, currency and derivative markets. He is also
interested in broader issues related to the financial sector as also in mathematical

modelling and computer simulation.

Prof. Varma has provided opinlon on the methodology adopted for determining
cost of equity:

e Risk Free Rate
* Usage of Leveraging in estimation of Equity Beta for cost of equity and
Weighted Average Cost of Capital {(WACC)

Opinion received from him is submitted as Annexure D.
4. LEIGHFISHER

Leigh Fisher has provided a report on methodology for estimation of Cost of Equity
and traffic growth.

Opinions received from them on cost of equity and traffic forecast are submitted as
Annexure E and Annexure F respectively.
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5. KPMG

KPMG have provided an independent point of view on treatment of specific
elements of capital and operating expenditure for determination of Regulatory

Asset Base (RAB) and basis for proposing a fair rate of return.

Opinion received from them is submitted as Annexure G.

6. CREDIT ANALYSIS AND RESEARCH LTD THROUGH ITS SUBSIDIARY KALYPTO RISK
TECHNOLOGIES PRIVATE LIMITED.

CARE is India’s second largest credit rating agency and is majority owned by

IDBI Bank [25.79%)
Canara Bank [22.81%)
State Bank of India (9.6 1%)
Federal Bank {6.20%)

CARE has provided a report on treatment of Refundable Security Deposits.

_ Opinion received from them is submitted as Annexure H.

7. AMARCHAND, MANGALDAS SURESH & SHROFF |AMSS)

AMSS is renowned legal firm of impeccable credentials. They have provided Legal

opinion on:

aj Service Quality
b} Consideration of efficient cost in valuation of Hypothetical Asset Base

Opinion received in this regard is being submitted as Annexure 1.
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Iv. COST OF EQUITY

At the outset we recapitulate that DIAL, in its submission, had based its request of the
cost of equity of 24% on a logical and well-supported report of Leigh Fisher. The
Authority has used the study undertaken by NIPFP for its approach on Cost of Equity
based on which it has proposed a cost of equity of 16%. 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. We are bringing to the attention of the Authority

these issues along with various other facets as follows:

1.1.  Risk free rate: Methodology

1.2.  Selection of Betas

1.3.  Equity Risk Premium

1.4.  Levering and De-levering methodology based on market value of equity.
1.5.  Indicative Cost of Equity at time of bidding.

1.6.  Otherissues

1.6.1. Comparative Risk of alrports vis-a-vis other sectors.
1.6.2. Residual value of assets at end of concession.
1.6.3. Expectation of investors.

1.6.4. Stabilization of interest cost not confirmed.

I.1.  Risk free rate [RFR}

The Authority has considered the recommendation of National Institute of Public
Finance and Policy (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 GO! bond yields from 2001
and 2010. We have evaluated the aforesaid approach and have the following

observations:

al It is not appropriate to use the historic nominal figures (under historic
inflationary conditions), especially where these do not provide an appropriate
indicator of forward-looking risk free rate. Inflation index have moved quite
erratically during period under consideration and therefore the underlying risk
free rate should not be, in any case, Influenced by such abnormal anomailies. 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%.
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b} 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.

¢} Opinion of Prof. Jayanth R. Varma from IIM Ahmedabad:

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 10year government
bonds over the period January |, 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 refevant ks the risk free rate
prevalling 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 past 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
premiaj. Since jong term interest rates already represent an average of
expected future short rates, a further averaging of these rates does not
make any sernse.

Moreover, an average of past bond yields Is a purely mathematical
construct devoid of any economic significance. By contrast, the long
term interest rate is the risk free cost of capital today; It is the rate that
would have to be paid today to finance a risk free project, and Is
therefore econromically highly meaningful and relevant.

A case could also be made that interest rates of maturities longer than
ten years might be appropriate if dirport assets have an average
economic life exceeding ten years. Ten year yields might be used for
estimation purposes because of their greater liquidity, but it might be
dppropriate to add a small term structure spread of say 25 basls points to
reflect the longer average economic life of the assets.”

d) Opinion of Leigh Fisher:
Leigh Fisher, in their opinion, has commented the following on Risk Free rate:

“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 ft is best practice simply to use the
historic nominal figures (under historic Inflation corxditions), 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.
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e Anunderlying real rate of return;

o 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 time, rather than to assume that investors have a
consistent view of the nominal rate and would, by implication, feel
equally satisfied with (say] a nominal 9% return if inflation were at 5% as
they would be if the same 9% nominal 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.”

Summary
a. We submit that Authority consider the average nominal risk free rate for the

underlying period. Thereafter, the same should be adjusted for average inflation,
prevalent during the same period to arrive at the real risk free rate, so as to
remove any inconsistency or anomaly in any of the variables. The real risk free
rate so arrived should be indexed with the forecasted inflation to arrive at the
forward-looking nominal risk free rate. This approach has also been endorsed by
Prof. Varma and Leigh Fisher.

b. A key issue here is consistency. The inflation rate considered for arriving at the
nominal risk free rate should be consistent with other aspects of regulatory
calculations and in particular financial forecasts. The risk free rate of 7.35%
recommended by NIPFP, would effectively imply a real risk free rate of 0.33% by
application of 7% inflation, which is very low real risk free rate by any
comparable standards.

¢. The Authority is requested to consider the risk free rate of 8.3% which has been
used by Leigh Fisher in their report and based on the valid principles enunciated

above based on which the cost of equity of 24% was worked out.

I.2.  Selection of Betas

NIPFP has produced an estimate for airport beta based on the average from a sample of
25 companies. Having calculated this average, it has then reduced the figure by a
mitigation factor linked to a possible stabilisation mechanism derived from the
application of a User Development Fee (UDF). However, there remain significant
problems with beta assessment of NIPFP, which mainly related to:

a) Source and quality of NIPFP beta estimates.

b} The complete rejection of the evidence of higher betas for airports in emerging

economies.
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a) Source and quality of NIPFP Beta estimates;

a.l.

a.z

a.3.

The NIPFP paper derives the betas used in its cost of equity estimates from
evidence provided to the New Zealand Commerce Commission (NZ
Commission) by the Strategic Finance Group (SFG) f{acting for Air New
Zealand}. While such evidence is potentially retevant, it is important to note
that it was provided by an interested party whose assessment may not be fully
balanced. What is more important from the Authority’s perspective is the view
taken by the New Zealand Commission to this submission. Significantly more
weight could have been placed on the SFG submission had it been endorsed by
that NZ Regulator.

New Zealand Regulator did not rely on the submission of SFG while making
their final assessment of cost of equity for New Zealand Airports. The relevant
extract from the NZ Commission’s paper, on the evidence provided on beta by
SFG which have been relied by NIPFP, are as follows:-

E8.27 SFG fthe Strategic Finance Group) (for Air NZj increased the size
of the comparator sample (from that used by the Commission in its Draft
Reasons Paper).  Using the same approach as outlined by the
Commission SFG concluded that the Commission’s estimate of beta was
overstated and a more appropriate asset beta value was in the order of
o5
£8.28 In jts cross-submission NZZA [New Zealand Airports Association)
supplied an expert report from PwC which critiqued Air NZ's expert
reports on the asset beta.
£8.29 PWC found two technical errors in the SFG analysis, a gearing
adjustment that was not consistent with the Commission’s approach and
anomalies in a number of SFG's beta estimates. Pw(C considered that
remedying these errors atone would raise the asset bela estimate using
SFG’s preferred method and Air NZ's preferred sample from 0.50 to
approximately 0.70. PwC also disagreed with SFG's estimation of equity
betas using a very long period of observations, and using its preferred set
of comparable entities generated an asset beta estimate of approximately
0.70 (this is comparable to the asset betas derived by the Commission
and Europe Economics) . The Commission Identified simflar technical
ssues with the NZIER [New Zealand Institute for Economic Research
acting for the Board of Airfine Representatives New Zealand] and SFG
expert reports on the asset beta analysis.”
Source: New Zealand Commerce Comimission Input Methodologies [Airport
Services) Reasons Paper. December 2010
This failure to accept the evidence on beta provided by SFG to the NZ
Commerce Commission raises serious questions about the reliance that NIPFP
has placed on it and the role it is now playing in Authority’s reguiatory
assessment for DIAL. The betas of SFG, which has been relied upon by NIPFP,
has significantly less credibility than the final set of betas used by the NZ

regulator themselves following their close examination of the evidence from all
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sources. It is the NZ Commission’s final betas, which had been used by Leigh

Fisher in its own report.

a.4.

it should aiso be noted that the set of comparators adopted by the SFG for Air

New Zealand submission include companies which were not directly involved

in operating and managing airports. Brief additional information on the

companies concerned, taken from the SFG/Air New Zealand evidence, is shown

below, together with possible reasons why NZ Commerce Commission

regarded them as non-comparable to Auckland.

Company

Beijing Airport
High-Tech Park
Co Ltd [600463;
China)

"Derichebourg
{DBG; France)

international
{DCP; USA)

Derichebourg provides airport
services including runway
assistance, passenger assistance,
| coordination  and  control  of |
| stopovers, aircraft cleaning, |
logistics and baggage handling.
DynaCorp  International  Inc.
{DynaCorp International) is a
provider of specialized, mission

foreign

' Company's expertise

SFG Description

The Company is primarily engaged
in the development and sale of
standard

tand and leasing of

factories. The Company is also
invoived in the management of
the construction
Other

activities include the provision of

properties and
and building business.

consultancy services.

criticat professional and support

services outsourced by the United

States military, non-military United
States governmental agencies and
governments. The |

law |
|

is in

' enforcement training and support,
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! Involved

LF Assessment of |

Possible Reasons
for ANZ

Rejection

Not involved in |

airport
ownership or

management

Involved in

airport  services

and handling

rather

airport

ownership
management

in

support  services
primarity to the
US Government
rather than the

ownership and

management of

major civil

airports

than |

I
or
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security services, base and logistics |

operations, construction

management, aviation services

and operations, and linguist
services. It also provides fogistics

support for all of its services. The

| Company's customers inciude the
United States Department of |
Defence {DoD), the United States |
Department of State {DoS), foreign

governments, commercial |
customers and certain  other
United States federal, state and
local government departments
and agencies. Revenue from the
United States government
accounted for approximately 96%
of total revenue during the fiscal
year ended April 3, 2009 ({fiscal
, 2009). |
Cinfratil The Company is listed on the New | Substantial | 0.0

Zealand Exchange and owns | proportion  of
airports In New Zealand and | holdings not
Europe as well as electricity, waste ' related to
to energy and port investments in | airports

New Zealand and Australia. |

[ Multipius  S.A. | Multiplus provides foyalty program | Activities entirely 0.3
[MPLU3; Brazilj | management, administration and | unconnected
operation services for customers of | with the
its commercial partners. operation or

management of

airports

in the current circumstances it is incorrect for NIPFP to rely upon the SFG report which
had inciuded the above non-airport companies {including one entity which for some

strange reason has zero betaj - which together make up a fifth of its sampie.
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a.5. As mentioned above, the New Zealand Regulator, having considered the
evidence of SFG finally did not accept the SFG report and produced its own set
of betas based on a sample of 25 international airports (which did not include
any of the companies noted above.

*Commerce Commission’s own description is shown below together with its
determination of the monthly betas - the approach to betas used in the Leigh

Fisher report [NIPFP also uses monthiy betas).

Company Country

Aerodrom Ljubljana | Slovenia

Commerce Commission
Description
‘Operates  Ljubljana  airport,
providing a range of airport and
ground handling services

‘Aeroporto di Firenze | Italy

| Aeroports de Paris France

Alrport Facilities Japan

Airports of Thailand | Thailand

International Airport
{AIAL)

' Manages Florence airport and

provides services to airlines,

1

retailers and other |

concessionaires

| Manages all of the civil airports
near Paris and provides air
transport related services and

business reiated services

| Manages and leases airport |

facilities at Haneda airport
| {Tokyo city), and manages
| Narita airport facilities

the main provincial airports, and
| provides services to airlines,
retailers and other

| concessionaires

Auckland | New Zealand | Operates Auckland airport and

| provides a range of services to
airlines, retailers and other

| concessionaires

| Australian Australia

Infrastructure

| Principally owns a number of
| Australian provincial airports

Beijing Capital | China

International Airport

Response to AERA Cons, Paper No. 32/2011-12
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| Operates Bangkok airport and

A list of these companies with the

Betas

1.08

0.59

0.69

0.74

Monthly |

|

=

0.75




Flughafen Wien

Flughafen Zurich

FAustria

Switzerland

Operates

[ Manages,  maintains Endi

operates Vienna airport,

providing terminal, air-side and

ground-side services
Zurich

providing flight operation and |

security services and |

leasing
airport facilities to commercial |

entities ‘

airport, |

078

0.49

Fraport

l Gemina

|
|

| Grupo Aeroportuario

Del Centro Norte

Grupo Aeroportuario

del Pacifico

Germany

Italy

Mexico

Mexico

| Operates

Operates Frankfurt airport, \
| providing traffic and terminal
| management, ground handling,
security and facilities
| management services

- \
airports |

Rome
| (Flumicinoand Ciampino),
providing airportrights,
' handling, security, retail and

parking services

| Operates international airports
‘ln the northern and central |
regions of Mexico, providing
non-

aeronautical and

aeronautical services

0.49

108

062

Operates airports in the Pacific
and central regions of Mexico,
providing air transport support

and commercial services

Grupo Aeroportuario
del Sureste

Guangzhou Baiyun

International Airport

‘Response to AERA Cons. Paper No. 32/2011-12
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China

Mexico, providing a range of
airport and commercial services
Operates Guangzhou Baiyun
ground,

airport,  providing

passenger, aircraft
maintenance, food and space

rental services
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0.85

0.56
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Hainin Meilan | China Operates Hainan Meilan airport, 1.29
International Airport providing  airfield,  terminal
facilities, ground  handling,
passenger, cargo, retail and car !
parking services j
Kobenhans " Denmark | Owns and operates 039 |
Lufthavne | Copenhagen airport providing
| | services to airlines and ‘
“ | concessionalres '
| Japan Airport | Japan Manages and  maintains |  0.58
Terminal | passenger terminais and airport
facilities at |
| Haneda and Narita airports
| MAP Group | Australia Owns Sydney airport and stakes | 0.66
| [n some other airports’ %
Malta International | Maita Manages Malta  airport, |  0.47
Airport | providing aircraft landing /
parking, ground handling and |
| concessionaire services :
SAVE | Italy | Operates Venice airport, 0.82
' | providing airport, infrastructure
management and retail services
 Shanghai | China Operates Shanghai airport, | 0.70 |
International Airport providing air traffic control, |
terminal management, ground |
handiing and space rental
services |
Shenzhen Airport China Operates Shenzhen  airport, 0.82 ‘
| providing ground operation, \
| logistics and space rental !
services '
Xiamen International | China Operates and maintains Gaogi | 0.75

Airport {

L

airport, providing air transport |
support, space rental, logistics’:

and car parking services

‘Response to AERA Cons. Paper No, 32/2011-12
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a.6. While clearly there are arguments as to which report to be preferred, logically
the report compiled by an expert and relied upon by an independent regulator
after detailed examination of the evidence, would normally be preferred over
the one submitted by an interested commercial party and not relied upon by an
independent regulator - particularly where there are significant issues around
the relevance of some of the betas as reported by the SFG. Leigh Fisher has
adopted the beta set of companies finally used by NZ Commerce Commission in
its evidence to the Authority together. We suggest strongly that these should
be preferred to the list NIPFP has derived from the SFG report.

a.7. Sense check of NIFPF betas: NIPFP have not done a sense check of the asset
beta adopted by them. Asset Beta of 0.40 as proposed by NIPFP for Delhi
Airport and also the beta of 0.50 proposed by the Authority are not even
comparable to the betas of matured airports of the UK {Heathrow 0.47 and
Gatwick 0.52). The beta proposed by the Authority is also lower than beta of
0.60 assessed by'the CAA for NER’L'S monopoly provision of en route air traffic
control services.

b} The complete rejection of the evidence of higher betas for airports In emerging
economies

Leigh Fisher divided the sample of airports betas as used by the NZ Commerce
Commission into ‘emerging’ and ‘mature’ markets. This reflected the fact that the
betas of the two groups are different and that Indian airports had more in common
in terms of general characteristics (and, as a result risk} with other airports in
emerging markets than those in European, Australasian and mature markets.

The difference between emerging and mature countries betas in the full 25 airport
New Zealand Commerce Commission sample is shown in the chart below - which
uses the monthly betas approach applied in the Leigh Fisher study {and also in the
SFG/Air New Zealand cited by NIPFP}. The evidence suggests that although there is
a degree of overlap, there appear to be two distinct groups. The averages for the
two groups are significantly different - 0.84 for emerging economy airports and 0.63

for mature economy airports. This fact is evident from the table below:
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Monthly Betas Developing Mature |
Aerodrom Ljubljana 1.08

Aeroporto di Firenze 0.59
Aeroports de Paris — 0.69
Airport Facilitles - 0.32
Airports of Thailand ' 0.74

AlAL 0.75
Australian Infrastructure 0.76
Beijing Capital International Airport 1.02
Flughafen Wien 0.78
Flughafen Zuerich 0.49
Fraport 0.62
Gemina 0.49
Grupo Aeroportuario det Centro Norte 1.04

Grupo Aeroportuario del Pacifico 0.64

Grupo Aeroportuario del Sureste 0.85
Guangzhou Baiyun International Airport 0.56

Hainam Meilan International Airport 1.29

Japan Airport Terminal 0.58
Kobenhawns Lufthavne ) 0.39
MAP Group 0.66
Maita Intemational Airport L. -047
SAVE 082|
|Shanghai International Airport L 0.70
[Shenzhen Airport ) 0.82

{Xiamen International Airpart 0.75 :
Average 0.84 0.63

All emerging market airports have a beta of above 0.5.A Mann-Whitney U test applied
to the values support the hypothesis that the distributions are different at a 95%

significance level.

I— Betas - Airports In Emerging and Mature Markets

3

¥
§ =
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E ¥ itmerging
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Source New Zealand Comimerce Comimissiorn
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Additionally, it is also seen that:

a. The logic of using service guality standards to compare and adopt betas, which
is & designator of systemic risks, is illogical.

b. The logic of using UDF as risk mitigation tool and as a factor to evaluate peta has
been completely misunderstood by NIPFP. UDF, in the context of Authority’'s
approach is a passenger fee and not a revenue balancing/enhancing tool.

c. The large sample size to estimate the beta by including the non-airport

companies is further distorting the results of NIPFP.

c} OPINION OF DR. HARRY BUSH, Ex Regulator of CAA, UK

Dr. Harry Bush, in his opinion has aiso highlighted the aforesaid infirmities. We
reproduce an extract of the opinion of Dr Harry Bush hereunder which is self-

explanatory:.

o there could be significant reservations about the NIPFPS approach to
assessment of the beta.

e NIPFPs argument for broadening the comparator list beyond emerging
markets is to eliminate the bias’ that such a restricted list entails but, if that
involves 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, 3irports In emerging markets look
to be an important and distinct reference point in any full analysis. Their betas
are likely to be impacted by broadly similar factors, in particular (significantly)
higher rates of ecorromic growth and income elasticity of demand thar in more
mature markets, 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 refevance 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 ldentification of size and ASQ scores as reasons for
broadening the pool of comparators do not appear to bear directly, to any
Slgnificant degree, on the systematic risk to which airports are subject. in
particular, ASQ scores largely reflect passenger perceptions of service quality and
ambience. Alrports with similar betas may have very different 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 Dell than
some comparators. For example, the high degree of competition for transter
traffic which has developed across the Middle East and Asia may have an effect,
as in economic downturns reduced transfer traffic may disproportionately
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impact the less well established and competitive hubs. This could suggest a
higher beta for Indian afrports compared to some other emerging market hubs.

The operational leverage implied by the Government's high share of revenues
might also be a factor arquing for a higher beta.

There may be other, different factors 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 mndividual 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 requlatory 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 NIFFFs approach, even as amended by
AERA, is that Delhi alrport’s beta is assessed to be in the same reglon as those
which the UK requiatory authorities determined as applying to Heathrow and
Gatwick (0.5 compared to 0.47 and 0.52 respectively] and to be fower than that
assessed by the CAA for NERL's monopoly provision of en route air traffic contro/
services (0.6).

It also results in a cost of equity broadly similar, possibly below, those applying to
the mainstream of Indian infrastructure/utifities.  These are  strongly
counterintustive results.

Heathrow and Gatwick opéerate in one of the worlds most mature aviation
markets subject to significant capacity constraints, factors which would both
tend to dampen the response of traffic to economic volatifity. 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.”

d) OPINION OF PROF. MARTIN CAVE, CURRENT DEPUTY CHAIRMAN, COMPETITION
COMMISSION, UK

Prof Martin Cave in his opinion has also highlighted the various incongruities in the
NIPFP report relied upon by the Authority.

© 18 The following suggest that an asset beta estimate of around 0.60 for
arrports 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.

5 The British Civil Aviation Authority (CAA] has estimated the asset betas
for airports other than Gatwick and Heathrow to be 0.6 /.

19 An asset beta estimate of around 0.60 for airports in developed countries
would therefore be in line with expectations, as two reguldtors have
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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
indja.

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 Afrport in London
at 0.47. Heathrow Airport is one of the largest and busiest international airports
n 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 compile a
iarger sample set to increase statistical robustness of the asset beta estimate.
However, it is refevant to any residual discretion of the regulator that the asset
beta estimate is ikely to be underestimated. On this basis, an estimate of at least
0.70 and probably higher (in the 0.75 to 085 rangel 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
developing 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 requiator and its expert aavisors,

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 [(medn) béta of
observations taken from Western Europe, the United States, Australia, New
Zealand and Japan is 0.56 whereas the average of observations from other
courntries 1s 0.86.[1] In my view, this is consistent with the observation that
macroeconomic shocks are likely to be strongly transmitted to the alrport sector
in a period of high traffic growth(Z]. Conversely, developed countries are likely
to face lower risk, which explains this resull.

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 feast 0.70 and probably higher - in
the 0.75 to 0.85 range. “

Summar Y

a. The beta used in NIPFP report is not reliable, inter akia, due to the following reasons;

i.

Betas cited by NIPFP (which were from the SFG report for Air New Zealand] |
have not been considered by the New Zealand Commerce Commission.
Instead the Commission had carried out its own independent analysis and |
estimated the beta.

The sample of betas in NIPFP report also includes companies which are

irrelevant to the ownership and management of airports.

b. Based on the Betas adopted by NZ Commerce Commission in their final report, the
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betas of developing countries {Monthly average} i.e. 0.84 is close to our submission
of 0.80 and the same should be used for the purpose of cost of equity

determination.

¢. The above conclusion has also been endorsed by Dr Harry Bush, Professor Martin
Cave and Leigh Fisher. ‘
d. We request the Authority to consider the asset beta of 0.80 for DIAL for computing
the Cost of Equity, which was used to compute the cost of equity of 24%.

1.3, Equity Risk Premium

The NIPFP report relies on the work of eminent Professor Damodaran in its derivation of
the equity risk premium. In evaluating risk premium for individual countries, Professor
Damodaran advocates the adoption of an approach, which is based on using the equity
risk premium for a well-established mature economy market (for example the United

States] and adjusting for relative country risk.

Leigh Fisher, in their report, also cited Damodaran’s estimate of the equity risk premium
for India, alongside other evidence derived directly from the Indian historic record in its
own evidence on the cost of capital. Damodaran preferred approach used the following
formula:

Country Equity Risk Premium = Country default spread X standard deviation
equity/standard deviation bond.

The principle behind this is that the country's default spread is an indicator of the risk
inherent in the country as expressed by its relative debt price, with the ratio of the
variance of equity and bond which factors this up for the refative risk of country equity
and country debt. Damodaran notes the volatility of measures of the standard
deviation ratio across countries and time and tends to use an averaged ratio. He
comments;

In 2011, for instance, there were 33 emerging markets, where both the equily
market volatility and the government bond volatility numbers were avallable, at
least for 100 trading days..The median ratio, across these markels, of equity
market volalility to bond price volatitity was approximately 1.88 We apply this
median ratio to compute country risk premiumes for ail the countries.
Source Equity Risk Premiums: The 2017 Edition Ashwath Damodaran 2011

Damodaran nevertheless notes however that on his website, he continues to use the
figure of 1.5 reflecting the historic value of this ratio.
Damodaran also discusses methods based simply on the country default spread and

equity market risk ratios but concludes
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‘We believe that the larger country risk premiums that emerge from the fast
approach (the approach cited here] are the most realistic for the immediate
future, but that country risk premiums will decline over time. Just as comparies
mature and become less risky over time, countries can mature and become less

risky as well.
Source Equity Risk Premiums: The 2011 Edition Ashwath Damodaran 201 1

In our evidence we cited Damodaran’s latest available application of this methodology
to India which used a mature market equity risk premium of 5% (based on a forward
looking rather than historic approach), the 1.5 standardised muitiple and a default
spread of 2.4 to give an equity risk premium of 8.6% (Source Country Default Spreads
and Risk Premiums July 2011 Ashwath Damodaran). It would, of course be possible to
use as an alternative estimate for mature market equity risk premium - such as the
4.31% geometric rate for the US employed by NIPFP. it would also be possible, on the
other hand, to use the most up to date estimate of relative equity volatility of 1.88 along
with default spread of 2.4 as noted by Damodaran. If these two adjustments were
combined the resulting answer would be 8.82%. (4.31% + 2.4% X 1.88|.

Mature Market  Country

Equity Risk

Scenario Equity Risk  Default Spread Volatility Premium (India)

Premium (US) [India} f
43140 2.40% - 6,716

Risk Premium-NIPFP Approach
Risk Premium-Corrected
NIPFP Approach using

4.31% 2.40% 1.88 B.82%

NIPFP's estimate of 6.71% does not correctly follow the preferred Damodaran
methodology in full. It instead uses a lower value of 4.31% for the mature market risk
premium based on one assessment of US historic figures and adds a default spread of
2.4% which is not factored [adjusted) up by relative volatility {as specified in
Damodaran’s preferred methodology) as discussed in the foregoing para. NIPFP has not
followed the complete approach and does not follow the recommendations of

Damodaran methodology in full and the result thereof is flawed.

In the Leigh Fisher report submitted in our earlier filing, the equity risk premium
estimated by Damodaran is compared with results from other sources to substantiate a

risk premium of 9%.

Summary

a) The approach stated by Prof. Damodaran, which NIPFP has also cited, has not |
been correctly applied. NIPFP has omitted the application of the adjustment of
standard deviation {equity market volatility to bond price volatility ratio) to the
Country Default Spread. This correction itself will lead ERM of 8.82% which is
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closer to 9% ERP submitted by us.

b) Therefore the Authority is requested to consider the Equity Risk Premium {ERP} I
i

of 9%, as submitted by us, based on a scientific and methodological calculation i

in its computation of Cost of Equity.

1.4, Levering and Delevering methodology based on market value of equity

NIPEFP has used the market value of DIAL equity for the purpose of calculating cost of
equity. There are the following inherent flaws in the methodology adopted by NIPFP in
using the above methodology:

1. NIPFP have used the Market Value of DIAL equity to calculate equity beta but
Authority has not adopted the same treatment while calculating WACC.

2. The source relied by NIPFP for the market value of equity had, in all liketihood,
estimated a probable regulatory outcome to determine the market value. As
such there is an inherent circularity in this process; thus making the approach
flawed.

3. Market value of equity by an analyst in the case where a stock is not listed can
have varying range and therefore cannot be a reliable basis for tariff

determination.

The Authority therefore, should use the book value of DIAL's equity and the same be
applied consistently for determination both the equity beta as well as the WACC,

4. OPINION OF LEIGH FISHER:

‘In principle, the debt and equity in CAPM calculations fand cost of
capital calculations in generall should be based on market value.
However in many applications the accounting values are used, either in
the interests of simplicity and stability, or because there are no direct
ways of ascertaining the values of the debt or equity concerned -
especially for forward looking estimates.”

In the case of Delhi, the airport is only one of 4 wide rangé of assets in

GMR's portfolio and there Is no directly avaflable market value for it. We

have not seen the basis of the analyst’s valuation employed by NIPFF.

However, for a valuation based on projected earnings [such as this

purports to bej four 1actors are likely to apply:-

o There will be a range of potential vaiuations in the market — very
possibly a3 wide range;

e The valuation of Delhi is likely to be only a limited portion of a sum of
the parts’ valuation. The amount of effort applhed to valuing the
airport in isolation will reflect this;

o The valuation will inevitably neced to make assumptions about the
aeronautical revenue which the alrport will earn -introducing a
circularity for reguiatory purposes;
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o The valuation will also need to make an assumption about the cost of
equity (which may, or may not, be right} again reflecting a circularity
- especially as this cost of will imply assumptions on the debt/equity
ratio.

In short, any market value adopted in these circumstances will inevitably be
imprecise, potentially contentious and circular.

It is clearly essential that the same weightings of debt and equity are used in
both the equity determination and the WACC. It is entirely Inconsistent, for
example, to use a market based estimate for the debt/equity ratio for the
cost of equity in isolation and a higher accounting based estimate of gearing
for the WACC cakculation. Such an approach would both lead to a lowering
of the cost of equity (by minimising the debt/equity ratio for re-levering
purposes) and to a lowering of the importance of equity in the WACC in the
overall calculation. In consequence, it would be likely to lead to a significant
underestimate of the final WACC. Two consequenices arlse from this:

ot is fikely to be highly misleading to compare the cost of equity in
different determinations unless the debl/equity ratio has been
corrected for;

e [f the regulator decides to use an accounting rather than a market
based value for the debt equity ratio for the purposes of calculating
the WACC [thus avoiding the reguiator needing to endorse and
defend a specific valuation for the company] the cost of equity
proposed wifl need to be correspondingly based on an accounting
based approach.”

5. OPINION OF PROF. JAYANTH R VARMA
Prof Varma in his opinion also highlights the fallacies of the equity market value

based approach that is used to determine Cost of Equity proposed by the
Authority. Some of his observations are reproduced herein:

TAERA’s consultant applies the market value leverage ratio finstead of the
book value ratio} to re-lever the asset beta into an equity beta. In theory,
this makes eminent sense, because book values are an accounting fiction
with no economic significance.

However, it is important to be completely consistent in this regard. If
market value weights are used to determine equity betas, it Is absolutely
imperative that market value welghts be used also for computing the
weighted average cost of capltal. Using market value weights in one
place and book value weights in the other produces results, which are
manifestly absurd.

But If anybody were to attempt a hotchpotch of taking (3) the market
value based equity beta and cost of equity, and (b} applying book value
leverage in computing the welghted average cost of capital he would
end up with the absurdity.
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While the use of market values Is theoretically the best approach, a
consistent use of book value leverage might be a tolerable
approximation under certaln corditions. However, mixing the two
dpproaches is an absolute disaster.

The AERA guidelines that define the FROR as a weighted average cost of
capital do not explicitly mention whether the gearing for leverage/ ratio
s based on book value or market vajue weights, but it is apparent from a
reading of the entire guidelines, that book value weights are intended. If
this reading is correct then the choice of market value weights for
levering the beta and computing cost of equity is completely indefensible
and inappropriate. Despite the theoretical merit of the market value
approach, there might be practical advantages to the use of book values
consistently everywhere.

Since DIAL is an unfisted company, the determination of the market value
of equity is highly problematic. In fact, the purported market value used
by the consultant is merely an analyst opinion and not a true market
price. There are issues of transparency, obfectivity and fairness In a
regulator usirg an estimate of an analyst who bears no accourntability to
the reguiator at all. The analjyst estimate of the market value of equity
would fexplicitly or implicitly] be based on some projected earnings or
cash flows. These earnings or cash flow estimates would be based on
some assumption about the tariff that would be fixed by AERA. There is
an inherent circuiarity in the reguiator setting the tarfff using an analyst’s
estimate of the market value of equity (and therefore the anajysts
estimate of the tanff that the requiator would setf. it would be akin to a
snake trying to swallow its owr ta/.

It Is evident that when FROR Is applied to the Regujatory Asset Base
[RABJ, the book value of RAB is used. There is no logical inconsistency in
using market values in both steps of computing FROR, and then using
book value to compute RAB. This is because the RAB is not the tolality of
assets of the company and the cost of capital is for the whole company.
Yet, there is probably an appeal of simplicity which might lead to a
requlatory preference for using book vatues in all three steps [two steps
in computing FRoR and the third step in computing RABJ. For these
reasons, | would like to be pragmatic about this and state that AERA
would be perfectly justified in taking one of the following two
approaches:

o Compute FROR using estimated market value of equily at both
stages (first to estimate equily beta arnd cost of equity; arnd
second to compute the gearing ratio for computing FROR) but
use book vajue of assets to compute RAS.

o Use book values for all three purposes (first to estimate equity
beta and cost of equity; second to compute the gearing ratio
for computing FRoR: and third to compute RAB).
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The first approach Is theoretically sound and the second is practically
feasible, and without being dogmatic about it, | am of the opinion that
all things considered, the second approach is on balance more
dppropriate In the present requiatory framework.”

6. OPINION OF PROF. MARTIN CAVE

Prof. Martin also reiterates the lacunae in the approach taken by NIPFP. Extracts
from his opinion are as under;

"NIPFPs approach to calculating leverage seeks to determine actual
leverage with reference to actual debt (in accordance with figures
provided by DIAL) and an estimate of the market value of equily as
presented in a recent Bank of America/Merrill Lynch report in respect of
GMR Infrastructure, a member of the DIAL joint venture consortium.(1}
AERA has adopted this approach.

Calculating actual leverage with reference to the market value of equity
is a very challenging approach in the case of an unlisted airport business.
Reliance on the book value of equity, in my experience, may very well be
preferable. With all its imperfections, it may be a more objective measure
of the value of equity. The problem with market value of equity estimates
is that they may fluctuate over time and differ from one estimator to
another.

The potential inaccuracy of the market value of equity estimate used by
the NIPFP is highlighted by the number of confiicting analysts’ estimates
available. Notably, Bank of Americg/Merrill Lynch has even revised its
equity estimate in October 2011 to Rs 4755 crores,[2] down from Rs
5316 crores in August. Even more confusingly, another analyst report
estimates that DIAL has a negative value of equity.[3] These sigrificarit
divergences are indicative of the lack of robustness surrounding the
single estimate relied on by NIFFF.

This risk of an inaccurate estimate of the value of equity is heightened in
this case because there is no evidence that NIPFF has taken appropriate
steps to ensure the robustness of the market value of equity estimate
used to cakcufate leverage. The estimate used Is an independently-
prepared estimate, which provides some credibility. However:

" a single estimate may not be sufficiently robust unless the
relevant methodology is subject to critical examination, including
testing of all relevant data and assumptions. There is no evidence
that this type of scrutiny has been undertaker in this case;

= the most effective means of achieving such scrutiny is for the
methodology to be made available to submitters for scrutiny, arter

"l The Bank of America report does not appears to have been made available as part of the
current consultation process, nor is it publicly available. For that reason it is difficult to derive
comfort on the usefuiness of the report for requiatory purposes.

Pigank of ArmicricaMerrill Lyniclr "GMR infrastruciure Ltd (16 October 201 1) at page 5.
BIBNP Paribus ~GMR Infrasiructure” (5 Deeember 2001 at page 3.
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AERA has reached an inftial view that any data or assumptions
relied on are reasonable; and

L in the absence of such close scrutiny, statistical robustness can
only be achieved with a significantly larger sample set. in this
respect, reference to just a handful of additional data points
would add to the robustness of the market value of equity
estimate.

If sufficient robustness cannot be attained in respect of the estimate of
the market value of equily, then it may be more appropriate to adopt a
nominal frather than an actual] leverage assumption. A nominal feverage
figure does not purport to provide an accurale estimate of actual
leverage, but in appropriate circumstances it can provide a workable,
non-arbitrary leverage assumption on which to base the cost of equity
calcuiation.

In this case, there is a principled basis on which a reasonably robust
nominal leverage assumption can be produced. The book value of equity
for DIAL Is an objective estimate of the value of equity that has not been
produced for regujatory purposes. At provides a consistent and
reasonable basis to found an assumption of feverage, and s not
Inherently skewed towards a higher or lower value. On that basis, the
amount of debt and the book value of equity can be used lo produce a
meaningful nominal leverage assumption. If the process for determining
the market value of equily is not made available to interested parties,
then adoption of a nominal leverage based on the book value of equity
is preferable.”

7. MARKET VALUATION OF DIAL’S EQUITY BY OTHER ANALYSTS:

We are enclosing two reports similar to the report of Bank of America used by
NIPFP as Annexure J. These reports are by:

e UBS: Values DIAL equity at NIL.

¢ BNP Paribas: Values DIAL equity at negative

This clearly goes on to prove that the valuation by analysts are subjective and
can lead to erroneous and unreliable results. Thus, placing reliance on these
subjective reports for the purpose of an objective fixation of cost of equity for the

critical purpose of fixation of tariff is incorrect.

= 1

mma
a. Using Market Value of equity for the purpose of leveraging and deleveraging
beta and using book value of equity for computation of WACC is inconsistent
and incorrect.
b. The book value of equity for DIAL provides a consistent and reasonable basis to
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form an assumption of leverage, and is not inherently skewed towards a higher |
or lower value.

c. Leigh fisher in their report on cost of equity submitted along with tariff proposal
had used book value of equity (based on which cost of equity was worked out
at 24%) to compute the equity beta and WACC and request the Authority to
accept the same.

d. This approach has been endorsed by International experts like Leigh Fisher, Prof.

Martin Cave and Prof. Jayanth Varma

1.5.  Indicative Cost of Equity at time of bidding

At the time of bidding of Delhi Airport, the indicative cost of equity used to
determine the WACC for bidding purposes was 22.8%. The bidders in their

evaluation, considered this critical factor.
1.6. Other issues

The following additional issues related to cost of equity and debt are as under:

1.6.1. Comparative Risk of airports vis-a-vis other sectors.
The Authority in its consultation paper has stated that:

2496. During several discussions with the merchant bankers, reguiated entities,
mutual funds etc, it has been suggested that the Authority should benchmark
/ts proposed return on equity with the returns given by other sectoral reguiators.
Otherwise, the airport sector will be perceived as less attractive for investment,
which will not be in the long term interest of the sector. In this background, an
attempt has been made to review the RoE in other sectors.

247. Central Electrlcity Reguiatory Commission (CERC), in its Terms and
Conditions of Tariff Requiations for 2009-14 Issued on 20.01.2009, vide
regujation 15, computes the RoE at the base rate of 15.5% in the manner
indicated therein. The Authorlty, has noted that in its requiatory framework the
Corporate Tax is being allowed as a cost pass through and the RoE on CAFM.

2498. It s understood that State Electriclty Requiatory Commissions normally
consider 16% as cost of equity in respect of distribution comparnies.

249. In the Fort sector, the Tariff Authority of Major Ports {TAMF) is understood
to be using 16% as return on equity. However, the mode! of tariff determinatiorn
of TAMP is understood to be different — TAMP finalizes and announces the tariff
upfront and then bids out with revenue share as the decision or selection
parameter.

250. in case of National Highways, the NHAI is also understood to determine the
toll upfront. In a recent report, a Committee headed by Shri B.K. Chaturved,
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Member, Planning Commission has stated that Equity IRR of upto 18% may be
acceptable for certain types of projects.

While the principle approach of comparing the returns with other sectors is fine, in

practice this approach would not do justice unless we compare the risks associated of
airports with those in other sectors. The Authority in the aforesaid analysis has not

considered relative higher risk of airports, as a factor, in proposing the cost of equity.

As part of our tariff filing we had submitted a cost of equity determination for Indian
airports as prepared by KPMG under aegis of Association of Private Airports Operators
{APAQ). The report carried an analysis of the risks faced by Airports Vis a Vis other

utilities.

Power Power

3 5 Roads  Alrports
Generation Distribution

Risk Severity

Risk Factors
;Tramc Volatllity

‘Multl Sector Revenue

ERevenue Collection

{Regulatory Risk

Self Performance

Performance of other stakeholders
Capltal Cycle Risk

Political Risk
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Similar conclusion was reached by CAA UK in their comparison of the risks.

Inlernationar i
Ublties Arpos Alfi.nes
oé 050 0.63
Healrrow  Gatw.ck Starsted
047 0.52 081

Saurce: CAAreport an the ecanomic regulation of airports

This clearly goes on to show highér risks of airports vis-a-vis other utilities.

a} It will also not be out of place to mention that CERC in its Draft ‘CERC {Terms and
Conditions for Tariff determination from Renewable Energy Sources)
Regulations, 2012 have proposed a rate of 20% for first 10 years and 24% return
on equity from 11™ year onwards.

b} Comparing returns and risks between sectors (KPMG Analysis)

In its opinion KPMG also raises certain other fundamental issues, which need to
be considered while comparing returns and risks between sectors. KPMG has
analysed the return and risk of other sectors vis-a-viz airport. An extract from

their opinion is as follows:

In case of power secfor. if has been observed that actual retum available to ap
BqUAY investor is more than 16% hecause the equity invesfed is aor depreciated
while calcwlating returmn. It has been illusteated with a sunple example:

a  Equityinvesmient of INR 1000 crore 1in a power project s expected to vieid
the following remums:
Paramete 0™ v 0™ ven Iy

Equiry investment (1.000)

Y-o-v rerurn 160 160 160
Depreciation on 34 34 34
equity cotnponent

Cash flows for equity {10040} 194 194 194
EIRR 19.33%

ote, For ihe soke of breviry. only 4 vears have been repressnted w the 1able 3dove. However, simuls
approsch bas been sdopied for enbire 30 vears
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1.6.2.

b

Equity investmenr of INR 1000 crore w an aifpori project 15 expected to vield
the followin

refurms.

| ) ik, Pyear | 10%year  20™ year

C.losmg RAB‘ for 1000 690 345 0
gquiry contnbution -

Y-o-v return 0 113 38 3
Depreciation on 34 34 34
equity component _

Cash flows for equity (Iooo) | 7| a’ 37
EIRR ) ’ 15.65%

Hee Farthe iake of breviry, oply 4 vears have been repreienred in the table above However. smslsr
approach bas been sdosmd for entte 30 vean

Residual Vaiue of assets at end of concession.

In case of DIAL it is a fixed period contract and the assets [Transfer Assets
according to OMDA| will be transferred at end of concession to AAl and no
appreciation will accrue to promoters on these assets. This is different from other
sectors where investments are owned by the private entity and at end of

concesston its market value accrues directly to the shareholders.

Hence, there needs to be a distinction made between the investments made in
other sectors which continue to be owned by shareholders where the increase
in market value of the business accrue to shareholders and a concession like

DIAL where this does not happen.

For example, in case of a power plant owned by GMR [at Chennai| there is
provision of payment of residual vaiue at the end of the contract to GMR
through a formula based on depreciated replacement cost. Thus at end of
contract, a part of the appreciation in the value of assets accrues to GMR over
and above the Equity Return. However no such proviso exists in case of

concession agreement of DIAL.

Thus it's not a fair comparison when we compare the cost of equity for airports
with that in other sectors. Therefore in light of the aforementioned facts, the cost

of equity for DIAL needs to be higher.

Similar conclusions have been reached by KPMG. The relevant extract from the

report has been depicted below;

Ownership of Assets: Assets. including lang. are owned by the private devejoper
n case of pawer secior At the end of life of the power plant. pnvate developer can
sell these assets. mncihuding land. at the masket vahe. This 15 expected to increase
the retumns to equity mvestor.
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1.6.3. Stablliizatlon of Interest cost not confirmed.

The Authority has disallowed an increase in interest costs for the purpose of
computation of WACC. The interest rates have increased over the past three
years. While there have been stray reports of peaking of interest rate cycle, these
are yet to be substantiated and there have also been reports to the contrary. As
such there is no rationale for disallowance of a reasonable proposed increase in

interest costs during the regulatory period.

Summary:

Risk Free Rate

We submit that Authority consider the average nominal risk free rate for the
underlying period. Thereafter, the same should be adjusted for average inflation
prevalent during the same period to arrive at the real risk free rate so as to
remove any inconsistency or anomaly in any of the variables. The real rate so
arrived should be indexed with the forecasted inflation to arrive at the forward-
looking nominal risk free rate. This approach has also been endorsed by Prof.
Varma and Leigh Fisher based on which cost of equity of 24% was worked out.

Using simple historic average of risk free rate is not correct as it is vitiated by the
vagaries of past inflation. The Authority should consider the risk free rate of 8.3%

which has been used by Leigh Fisher in their report.

We request the Authority to consider the betas submitted by us and take 0.80 as

the asset beta. The betas used in NIPFP report are not reliable;

a. NZ Commerce Commission carried out its own independent analysis and the
betas adopted in their final report are more credible. Betas cited by NIPFP
{which were based on SFG report for Air New Zealand] have not been
considered by the New Zealand Commerce Commission.

b. The sample of betas in NIPFP report also includes companies which are
apparently irrelevant to the ownership and management of airports.

¢. Betas used by NZ Commerce Commission of the developing countries

{Monthty average) i.e. 0.84 is close to our submission of 0.80 and the same

shouid be used for the purpose of cost of equity determination.
Equity Risk Premium
Equity RIsk Premium (ERP} of 9% filed by us is based on a scientific and
methodological calculation and the Authority should accept the same. The
approach advocated by Prof. Damodaran, has been accepted by NIPFP but not
been applied correctly. NIPFP has omitted the application of standard deviation

— —
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(equity market volatility to bond price volatility ratlo) to the Country Default |
spread. This correction itself will lead ERM of 8.82% which is close to the number
submitted by us.

istent usa ring in in ity and WA
a. The methodology of using market value of equity for levering and de-levering
and thereafter using book values of equity to compute WACC s incorrect. in our
submission we had used book value of equity to compute the equity beta and
WACC and shall request the Authority to accept the same.
b. This approach has been endorsed by international experts like Prof. Martin Cave,

Leigh Fisher and Prof. Jayanth R Varma.

Bid cost of equity

Bidders in their evaluation considered the indicative cost of equity of 22.8% during the

privatization of Delhi Airport.

Other factors
a. Authority should also give due credence to other factors like high risk profile of

the airport industry, lack of any appreciation in the value of underlying assets

" and higher returns in other sectors like Power while comparing with other
sectors for a holistic comparison.

b. We also request the Authority to reconsider its position w.r.t interest cost of debt

and provide a reasonable increase.

We had proposed a cost of equity of 24% based on a scientific and systematic CAPM
methodology duly endorsed by independent experts and professionals in the fieid.
Conslidering the aforesaid, we request the Authority to consider a cost of equity of 24%.
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V. QUASIEQUITY

The Authority has accepted the approach as outlined in the OMDA and SSA, in respect

to the revenues [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.

i

ii.

It is evident from the above arrangement that cash flows from NTA's, used in
financing of the Aeronautical RAB, have to be considered on arms-length basis.
Assigning zero return to such deposits 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 envisaged on the concession
documents from NTA. This aspect had been clearly highlighted in our earlier
submissions, which, however, has not been given due considerations, contrary to
provision of the concession agreement.

Had DIAL on its part could have invested this money in any other venture, it would
have earned a return and was not under any compulsion to structure the iand
monetization to receive large security deposits which it did in the larger interests of
ensuring requisite funds to ensure timely completion of the expansion and
modernization project.

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 profect, this
appears to be a matter of interpretation of the covenants of SSA and OMDA,
which is in the domain of Gol and AAl 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
Detni Airport. Providing a zero return on these funds, thus in spirit tantamount
to cross subsidizing the aeronautical charges which is 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
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being quasl-equity or funds having the underlying element of equity. It is also
important to note that lenders, majority of who are public sector banks, have

treated RSD as quasi-equity for the purpose of Debt-Equity covenant of lenders.

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
othéer 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”

Thus, WACC has to be calculated by taking into account the cost of each
component of capital, which in the case of RSD is zero. In this light, the Authority
is not persuaded to consider RSD as quasiequily 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 wiil be building the fallacious 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
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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.

iv. KPMG Report -Return on Deposits in other infrastructure sectors

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 companys fiability and it should not be reduced
from the total capital employed while determining the network (ariff,
Further the guidelines alfow the eritity to earn a reasonable rate of return
on entire Capital Employed. Relevant extract from the requiation are stated
below:

s Entity may collect refundable interest free security deposit as specified
under the Petrofeum and Natural Gas Regulatory Board (Authorizing
Entities for Laying, Building, Operating or Expanding City or Local Natural
Gas Distribution Networks) Regulations, 2008, Such deposit is towards the
safe-keeping of the meter and is to be refunded in full to the domestic PNG
customer in case of a dis-connection. Further, since the amount colfected as
Interest-free refundabie security deposit shall exist as a liability In the books
of accounts of the entity, the same shall not be reduced from the total
caplital employed while determining the network (arifi.”

e The reasonable rate of return shall be the rate of return on (3pital empioved
equal to fourteen percent post-tax considering the rate of return on fong-

term risk-free Government securities and the need to incentivize investments
in creation of CGD infrastructure

b)  Ports: TAMF Guidelines

e ‘Return will be allowed on Capital Employed (ROCEJ, both for Major Port
Trusts and Private Terminal QOperators, at the same pretax rate, fixed in
accordance with the Capital Asset Fricing Mode! (CAPM). ~

‘Conclusion: The Authorily 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 rentals. Also, lenders have treated the RSD funding as part of
promoters contribution [quasiequity), 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
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regulator provides return on the capital employed by the Concessionaire and
does not consider the cost of funds while calculating tariff.”

v. 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 Katypto Risk Technologies (P| Ltd gave us an
independent opinion on the treatment of return to be allowed on RSD. They have
opfned as under:
The relevant extract from their report is as follows:
‘In light of these facts, the amount mobilised through RSD exhibits equity like
features and as such qualifies for being treated as quasi equity and thus being

eligible for close to equijty returns.”

Summary -
a. Assigning zero return on the amount invested from RSD tantamount to cross
subsidization of aeronautical charges, which is against the provisions of OMDA

and SSA.
b. RSD have opportunity cost which needs to be acknowledged in the form of

equity denominated returns.
<. The Authority has permitted DF as funding of last resort. However that does not
conclude that the RSDs carry no cost.
d. Regqulators in other sectors have recognized a fair rate of return on RSD and
allowed a return on capital employed irrespective of its source.
e. The above has been ratified by independent opinions from KPMG and CARE
(KRTPL|. '
We request the Authority to ailow a return equivalent or close to the cost of equity on |
Lthe RSD.
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Vi. TRAFFIC FORECAST l

As part of the tariff submission, DIAL had commissioned an independent traffic forecast

for IG! 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 varfous 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:

. Firstly, there were variations between the MSE forecasts and fong term

historical trends as calculated by AERA; and

n Secondly, comments by Professor N.R. Bhanumurthy were critical of the

model.

We have the following submissions in this context:

1.

Forecast proposed by the Authority are much higher than the forecasts done by
iIndependent Professional badles:

Tariff growth proposed by the Authority in the Consultation Paper is substantiaily
higher than the MSE forecast and other comparable recent forecasts (such as those
undertaken by ACI, Mott McDonalds, and MSE).

1.1. Background of ACI Forecast:

ACl 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.

Passenger traffic forecast report of AC| attached as Annexure K.

1.2. Background of Mott MacDonald Forecast

DIAL as part 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 IG! Airport. This study was the basis of Master Planning
required under the OMDA. This study has stood the test of time as has proved 90%
accurate so far, which is as good as it can get, for a traffic forecast. Their base case
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forecast and the comparison of the same with actual traffic is reproduced for a ready

reference;
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Relevant extracts of the forecasts of passenger traffic and ATM's from the Mott

MacDonald report is attached as Annexure L.

1.3. Background of ICAO Forecast;

Airport Authority of india had also appointed ICAQ 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 AAl/Gol by the foremost aviation body.

1.4. Comparison of forecasts:

A comparison of the forecasts done by independent bodies with that assumed by

the Authority is given in the following charts. 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 with the

forecast of the Authority which raise questions over reliance on historical trends for

its proposed traffic forecasts without considering current factors impacting traffic. A

comparison of the traffic forecasts is given hereunder for an instant appreciation:

Comparative forecasts set out in graphical form as under
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1.4.1. Comparison of Domestic Passenger Forecast:

Domestic Pax Traffic Growth
| 20.00%
i 17.66% 17.66%
. 1B.00%
16.00%
14.00% u MSE Base Case
12.00% W ICAO Base Case
15 AERA Forecast
8.00%
6.00% i Mott Base Case
4.00% m ACI Forecast
2.00%
0.00%
2012-13 2013-14

1.4.2. Comparison of Intemational Passenger forecast:

| International Pax Traffic Growth

' 12.0%
s 10.7% 10.7%

i MSE Base Case

8.0%

& ICAO Base Case
6.0%

' AERA Forecast

4.0% % Mott Base Case

@ F ast
2.0% ACI Forec
0.0%

2013-14
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1.4.3. Comparison of Domestic ATM forecast:

16.0%

14.0% 13.4% 13.4%

Domaestic ATM Traffic Growth |
1

$12.0% 10.6% 10.6%
. 10.0% 8.9 B MSE Base Case |

8.0% B8 ICAQ Base Case

6.0%
4.0%
2.0%
0.0%

6.16%
: AERA Forecast

2 Mott Base Case ‘

2012-13 2013-14

1.4.4. Comparison of international ATM forecast:

international ATM Traffic Growth

14.0% |
. 11.5% 11.5% '
100% 9.2% 0.2%
8O @2 MSF Base (ase
8% . @ ICAO Base Case
6.0% 2:3% 22X . AERA Forecas!
4.0% & Mott Base Case
2 0%
0 0%

2012-13 2013-14
Faced with such a significant variations, best practice would suggest that the
Authority give due credence to comprehensive submissions provided by
stakeholders and experts, particularly where these submissions reflect commercial

experience in the relevant field.
2. Methodological forecasts are better than simplistic historical average:

2.1. 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
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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 Dy various civil aviation
organizations like AC|, & aircraft manufacturers like Boeing & Airbus

incorporates various parameters to derive the growth of air travel.

2.2. 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 GDP, trade, tourism,
employment and travel. Hence the traffic projected by Authority excludes these

very important parameters.

2.3. MSE report: Historical data were aiso analysed by the MSE to oversee the 10
years’ time series data from 2000-2009 to substantiate their predicted growth
with forecasting model. So the model very well fitted the forecast while

comparing with 10 years period historical data.

2.4. Further, there are material issues with historical trend analysis which are likely

to favour the use of a more sophisticated forecast model in this instance:

2.4.1. First, historical trends are overly simplistic: As discussed in the MSE
forecast, predictions are subject to a degree of risk and uncertainty. Air
traffic volumes are affected by a variety of influences including fares,
income levels and external events, and although these determinants
cannot be fully accounted for, forecasts should at least attempt to address
the major influences. The simplistic nature of historical trend analysis
glosses over these factors, relylng only on historical information which may

have limited relevance to forecasting future events.

2.4.2. Second, historical data incorporates transient one-off events that have

significantly affected past traffic but are uniikely to recur.
As aresult, there are issues in treating the proposed forecasts as reasonable.
3. A high base cannot sustain high growth percentage:

The traffic 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. A comparison of these bases is being presented herein:
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3.1. Comparison of Passenger base numbers:

25.00
20.00

15.00

927

10.00

5.00

intl

Paxin NO's

N
i

"

 2000-01
2010-11

Dom
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4. 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.

4.1. The declining trend in Cargo growth at IGI Airport.

Delhi Airport: Domaestlc Freight Traffic Growth
Aprll 2010 - January 2012
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4.2. This trend is replicated in Global air freight as well:

Global Alr Frelght Growth
00d301t

0.0

Air Frelght Trattic Crowth 'nZ
i

-10.0

4.3. It is an Internationally accepted fact that Cargo growth signals a trend in

passenger traffic as evident from this graph:

Global Pax & Frelght Traffic Growth Trend
2006-2011

ad.o

-
~
@

104

* 5&" i . p a;;

0.0

Pax & Fredght Growth in

-10.0

10,0

== AlrTravel =d=Freighter

Source: IATA monthiy traffic report.

5. Band:
AERA has lald down the following as regards to traffic band:

422. The Authority, in its Order No.13/2010-11 dated 12.01.2011, had stated
that the forecast correction mechanism will provide a useful tool for sharing the
risk between stakeholders in the light of variations in traffic forecasts and help to
minimize the need to re-open the tariff determination in light of traffic variations
and that the system should-be symmetrical with the upper and lower band
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percentages being equal The Order envisaged that as part of the tariff
determination process, the Airport Operators would be required to provide
proposals for the values of the bands, supported by evidence for the rationale of
such bands and that the Authority will review the operation of the bands and
determine the final bands for the tariff determination. The Authority had also
clarified that any variation outside of the bands will be shared equally between
the Airport Operator and users.

423. The Authority has noted that DIAL has not indicated any Traffic Band while
forecasting for traffic profection. 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. )

in this regard we submit as under:

The band represents the risk that an Airport Operator is willing to shoulder. In
practice the band can be provided once the Airport Operator has more visibility on
the traffic forecast being used for the tariff determination and the true up
mechanism. Hence our not submitting a band in the application for tariff
determination may not be construed as DIAL not seeking an error correction.

We have no objection to the traffic band of (+/-)5% of forecast percentages proposed

by the Authority.

6. PAX/ATM error.

Traffic Projected by AERA: The projected traffic growth as indicated by Authority has
inconsistency in the passenger / aircraft ratio. Going forward, one would expect
that the airlines \;vould 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 [oads by curtailing the frequencies of an

aircraft as domestic airlines have been doing, off late,
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7. COMMENTS OF LEIGH FISHER :

‘It is Leigh Fisher's view that it is a mistake to pay too much attention to historic
ramic performance as this is distorted by the highly requiated nature of the
Indian domestic market and afso the non-rational behaviour of some of the
airfines in the market, including provision of excess capacity in the past.

The Indiart 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 is the chronic
unprofitability of most airfines operating domestic routes. The traditional
solution for chronic unprofitability is for weaker airfines — to withdraw capacity
and fares to rise - has not happened.

This means that the alrfine capaclty market is out of step with the market, as
there is an oversupply of capactly, which in turn has led to an overstimulation of
demand by fow fares due to afrfines wishing to fill seats. Capacity growth
projections should be treated with caution, for if there is any softness in demand,
arrlines may cut capacity below what is currently planned.

An examination of past performance suggests a rapidly maturing market. in
Leigh Fishers view, the Impact of derequiation has now passed through the
system and the market now has a much more mature relationship to GOP.

In addition there is a price factor at play as well as some positive impact from
capactly constraints at Mumbai that may or may not continue.

It is not possible to derive the price directly from air fares as no data is available
but in certain years there is evidence that there was a price factor at work in
terms of either increases in fares or cuts in capacity due to profitability issues.

in addition in the last year or so, constraints on airfield capacity at Mumbar
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 congestioryiack 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 Delhi IGIA thefr hub. Without
adjusting for these factors [capacity, price and congestion at Mumbai), it is
unitkely that any forecast will be refiable.

Significant risks stilf exist to any forecast. These Include the risk of airline closure,
especially in the domestic market and the risk of fower capacity and demand,
due to the current global sftuation. Network carriers are struggling across India
and Kingfisher’s situation remains volatite despite recent efforts to improve the
debt situation.
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8. COMMENTS OF PROF. MARTIN CAVE

“The MSE forecast remains the most attractive option with respect to traffic
forecasting. There are numerous concerns with AERA’s forecasts - particularly
their variation from other benchmarks, their application of historical trend
analysis and the use of a low 200 1-02 base - and adopting them would present
a clear difficulties. | recommend that the final Tariff Determination adopt the
methodologies and figures as set out in the MSE forecast.”

Summary
a. The traffic forecast of the Authority, based on historic growth, is significantly

higher than the scientific and analytical forecasts of independent reputed

i organizations and thus needs to be corrected to realistic levels.

b. A methodological forecast is better thana simple historical average.

! ¢. A higher base cannot sustain a higher growth. The base year for current year
was a year when the traffic growth was negatively impacted and as such this
will result in a higher CAGR,

d. Cargo forecast is high considering the growth trend of Cargo as seen for the last
few quarters, which has turned negative.

e. Cargo generally is a precursor for the trend in passenger and ATM growth. As
such based on the negative growth of cargo traffic we need to rationalize our
forecast downwards.

f.  Apart from the study undertaken by MSE, the Mott MacDonald forecast used at
the time of Master Planning has been tested over a period of past 5 years and

proven to be an accurate forecast.

g. The overall declining GDP forecasts, the news of various cancellations of aircraft
orders by Airlines etc. IATA and airline bodies also echoed this during the
consultation meeting called by the Authority on January 18" 2012. Therefore,

the same needs to be reduced to realistic fevels.

It is an earnest request to the Authority not to use forecast based on 10 year CAGR and
use the forecast of MSE or Mott MacDonald submitted by us for determination of tariff
for IGI Airport in this control period.
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Vil. REGULATED ASSET BASE (RAB)

The issues related to RAB are classified under the foliowing heads:

1. Hypothetical Regulated Asset Base calcultation:
i. Efficient Operation and Maintenance cost
ii. Cargo be treated as Aero
iii. Classification of Cute Counter charges as Aeronautical
2. Other issues:
i. The Revised RAB mix should be applied in place after incorporating
disallowances of DF order.
ii.  Future capex

l.  Hypothetical RAB

A. Background:
The Schedule 1 of State Support Agreement (Sovereign Agreement signed by DIAL with

and on behalf of The President of India by the Government of India ‘Gol’ through
Ministry of Civil Aviation MoCAJ requires that in computing the initial asset base of
DIAL, the values of the Aeronautical Assets in the books and the value of Hypothetical

Regulatory Asset Base (HRAB) is to be aggregated.

The HRAB shall be 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.

From the 4th 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 Schedute 1 lay 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:

RB = RB.,— D+

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

(h-
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Schedule 1 of the SSA specifies 'RBy” as follows:
(1] the Book Value of the Aeronautical Assets in the books of the VC and
fi1) the ‘hypothetical regulatory base’ computed using the then prevailing tariff and
the revenues, operation and malintenance cost, corporate tax peraining to
Aeronautical Services at the Airport, during the financial year preceding the date of

such computation

RBy is the Regulatory Asset Base at the start of the regulatory period. DIAL was
mandated under the Schedule 6 of the SSA to levy the existing AAl 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 3 2006). BAC was AAIl charges for Aeronautical Services
and was continued at the same level by AAl when handling IGl Airport operation
directly.

There are 3 critical 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.

B. Our submission on valuation of HRAB

Figures 10 Rs. Crores

Aero Revenue [A] 434
Landing Charges 244
Parking & Housing Charges 13
Passenger Service Fees 85
8aggage X-Ray Revenue 4
In-tine X-Ray Revenue 15
Fue: Throughpul Revenue 72

Aero Expenses [B) 385

Less: Expenses Not Conisdered [C]) 82
Oial Manpower Cost 81
Rumwvay 11;29 Operalions & Mawnlenance cost 1

Eligible Expenses [D=B-C) 304

Aero EBIDTA [A-D] et 130
WACC ™ 11.60%
Hypothetical Asset 8ase 1,119
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We had submitted to the Authority that in the year 2008-09 there was an overlap of
manpower costs of AAl staff as well as DIAL staff. From a valuation point of view the
manpower cost of only AAL 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.

Staff Costs at DIAL (in Rs. Cr.)
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C. Stand taken by the Authority

1. Authority has taken a view that in terms of the State Support Agreement,
HRAB is to be computed taking into account the following factors:

(1} Revenues at prevailing tariffs in the year;
(ii} Operation and Maintenance cost; and
(iiif Corporate tax pertaining to Aeronautical Services at the Airport.

2. Authority believes that the State Support Agreement does not make any
reference to efficient operation and maintenance costs. Instead, it is

referring to the prevailing, i.e., actual cost of operation and maintenance.

3. Authority further believes that accordingly, there is no mandate under the
State Support Agreement to exclude the manpower cost of DIAL staff from
the operation and maintenance costs while calculating Hypothetical RAB.

D. Legal opinion on Efficient Cost;
We have obtained an opinion from AMSS on the treatment of operating cost by the

Authority in the calculation of Hypotheticat Asset Base.

The relevant extract of AMSS opinion is as under:
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‘In terms of Articles 6.1.1, 6.1.2 and 6.1.4 of the OMDA, AA/l is required to
provide, and DIAL is required to avail of operations support from AAl for a
period of 3 years from the Effective Date under the OMDA. Further, during this
three year period, all General Employees of AAl 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 entitied (o
accept or refect the said offer, at the their sole discretion. The relevant provisions
are set out below:

6.1.1  Foraperiod of 3 (three] years from the Effective Date (herein referred (o
as the “Operation Support Period’}, AAl shall provide opéerational 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 Schedule
23

6.1.2 i} General Employees shall be retained at the Airport for the
duration of the Operation Support Period by the AAl 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 Operation Support, the AA! shall act for
and on behalf of the JVC and shall direct the General Employees to undertake
such functions and duties as may be reasonably directed by JVC.

6.1.4  Atany time during the Operation Support Period but not later than three
{3} months prior to the expiry of the Operation Support Period, the JVC shall
make offers fon terms that are no less attractive in terms of salary, position, elc,
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 resigning from AAl, shall cease to be AA/
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 retirernents, 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 AAl 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 employrment
made by JVC including cumulatively the offers made and accepted during the
Operational Support Period.
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1.1. It is therefore clear from the foregoing that the General Employees of AAl 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 2 years, there was no
guarantee as to the number of the AA! General Employees who would becorne
employees of DIAL. Therefore, in the absence of employment of a separate stafy,
there may have been a possibility that upon the expiry of 3 years, DIAL may not
have had adequate staff to run the Airport, let alone meet the subfective and
objective quality standards as prescribed under the OMDA.

1.2. Therefore, effectively In order for DIAL to ensure continuily in the avallabiiity
and the operations of the Airport, after the expiry of the 3 year perfod (that Is,
after the year 2008-09) #t was imperative for DIAL to employ its own Staff in
addition to the AAl staff. However, these additional DIAL staff could not be sald
to be nccessary for the Airport, since the existing AAl Genieral Employees were
diready providing all Aeronautical Services at the Airport.

1.3 Further, since the existing AAl General Employees was the entire set of
employees at the Alrport at the time of the takeover of the Airport by DIAL, It Is
Clear that it was only that extent of st3ff that was necessary or penained to the
actual provisionr of Aeronautical Services at the Airport. 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 accournt of the foregoing proposition and positions, It would not be
dppropriate to include the cost of both AAl staff and DIAL staff as part of the
operations and maintenarice expense in computing Hypothetical RAB, and only
those staff, [that is the AAl Staff] should be treated as part of the costs that
actually pertained to the provision of Aeronautical Service. *

E. Cargo Classlification:

1. int our tariff filing, we had computed an amount of Rs. 1,119 Crores as the
value of HRAB as described on page 53.
in our calculation we had assumed Cargo as Non Aeronautical as per the
classification mandated by concession agreement. However the Authority is
treating the revenue from direct cargo handing prior to concessioning as
Aeronautical revenue.
For the year 2008-09, DIAL was directly operating cargo activity. In such a
case, the value of HRAB needs to be suitably adjusted. Detailed working of

the same, as per SSA formula, is as follows:
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The Aero revenue will be as under

Income FY 2008-09 As Per Flling | Revised
Amount
Landing & Parking 257 Crs 257 Crs
Passenger Service Fee-Facilitation 85 Crs 85 Crs
Baggage X-ray & indine 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

The revised aero expenses calculation Is as under:

Total Expenses As Per Revised
‘ FY 2008-09 Filing Amount
Total Expenses A 445,31 Crs. | 445.31 Crs.
Less Aero Expenses B 15.35 Crs.
(cargo expenses treated as aero)
Balance Expenses to be allocated C=A-B |445.31Crs. | 429.96 Crs.
Aeronautical Cost Allocation Mix % D 86.5% 86.5%
Allocated Aero Expenses E=CXD | 385.23Crs. | 371.95Crs.
Add Pure Aero expenses B - 15.35 Crs
[ cargo expenses treated as aero)
Aeronautical Costs F=E+B | 385.23 Crs | 387.30 Crs
Less: Excluded Costs’ G 81.56Crs | 81.56Crs
{DIAL Manpower & R/w 29/11 o&m cost)
Balance H=F-G | 303.68Crs | 305.75Crs

=304 Crs. |=306Crs.

The revised calculation of HRAB is as under:

Details Tariff filing | 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 1,119Crs | 2,928 Crs.
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2. Authority, in its consultation paper has dealt with this issue as under:

198. DIAL, vide their email dated 07.12.201 1, have stated that “Besides
the reguiar aeronautical revenues like landing, parking and housing fee,
passenger fee, we had considered fuel farm royalty as aeronautical for
the first tariff filing. From discussions, it appears that while the Authority
is treating the concession fee received by DIAL from cargo
concessionaires as non-aero, it Is considering treating the revenue of
DIAL from direct cargo handing prior to concessioning as DIALS
aeronautical revenue. Given this premise, for the year 2008-09, DIAL was
directly operating cargo activity. In such case the value of Hypothetical
RAB needs to be revised........ "

199. Based on the above submissions DIAL have proposed revision of
hypothetical RAB, as under:

Particulars Tariff Filing  Revised
Aero Revenue 434 crs 645 crs
Aero efficient Costs 304 crs 306 crs
WACC 11.60% /1.60

Hypothetical Asset Base  1,119Cr 2,928 Crs

200. It is observed that the solely the Hypothetical Asset Base is to be
determined in line with the S5A provisions as there is no provision in this
regard in the Act. As already indicated in para 6/ above, the Authority
Proposes to take the following approach towards determination of tariffs
for aeronautical services provided by DIAL - i.e. be gurded 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 wherever
possible, have recourse to principles of tariff determination contained in
its Airport Order and Guidelines. As per the Schedufe 6 of the OMDA,
Cargo handling and Cargo Terminals are —Non Aeronautical services.
Further, as per the Schedule 1 of the SSA (refer para 176 abovel, the
book value of —Aeronautical Assets in the books of the JVC and —....
prevailing tariff and the revenues, operation and maintenance cost,
corporate tax pertaining to Aeronautical Services at the Airport....shall be
considered for computation of hypothetical RAB.

201. In view of the above, the Authority is not persuaded to accept this
latest proposal for revision of hypothetical RAB.

it is our humbie submission that the Authority is adopting a contradictory stand in
the treatment of Cargo and we request the Authority to adopt a consistent

approach in respect of treatment of Cargo.
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3. Opinion of Prof. Martin Cave

I HRAB calculation suggests an intention to ensure a fair and
reasonable commercial valuation of the aeronautical assets at the time of
concession. The certainty alforded by a relatively fixed formula, coupled
with a calculation based on actual revenues and costs (a basls for
determining commercial value] provides an objective basis for the
determination of the HRAEB 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 calkculation of aecronautical
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 cutrent financial year. Cargo
handling services are currently provided by Celebi Delhi Cargo
Terminal Management india Pvt. Ltd by way of concession.

2 n my view, this approach is appropriate, but only if cargo
revenue is consistently treated as norracronautical 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.

3 This approach is also consistent with the lair value approach
implied by the HRAB calculation. The HRAB ought to be defined
consistently with the ongoing treatment of such revenues, as this
reflects  the actual commercial value of the relevant
assets. Exciuding from the HRAB the revenues f(and costs)
generated by seivices treated as 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 reguiatory period Is to tréat cargo
handling services as integral to the management of aeronautical
assets (see draft Tariff Determination, paragraph 403 (vijl). AERA
notes that it is usual practice to treat revenue arisirig 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 received by DIAL from the cargo services
during the part period of 2009-10 fwhen DIAL themselves
were providing the services) may be treated as
aeronautical revenue; and
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. the revenue and costs relating to cargo screeriing, which is
still carried out by DIAL, ought to be treated as
aeronautical

This reasoning potentidlly compromises the consistent treatment
of assets that the HRAB ought to promote. While | understand
that DIAL'S preference is for cargo revenues to be treated as norn-
deronautical revenues on 3 consistent basis, my princlpal concern
s that a consistent approach be adopted.

Treatment of staff employment costs

The HRARB 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. /
understand that there was some considerable overlap of AAI staff
and DIAL staff during the 2008/09 financial year due to the need
to the requirements of the concession agreement to retain a
significant proportion of existing staff (in the order of 60%) for an
initial period following concession. However, AERA has refected
this argument and declined to exclude these additional staff costs
from aeronautical operation and maintenance costs in the HRAS.

AERA'S reasoning is that the HRAB refers to “prevailing” {meaning
actual) costs rather than ‘efficlent” costs. In AERAS 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.

/n my view, such costs ought to be excluded. Again, ft is useful to
bear in mind the aim of achleving a falr commerclal valuation of
aeronautical assets through the HRAB. A fair valuation will only
be achieved If the actual costs genulnely assoclated with the
operation of acronautical activities are included in the HRAB
calculation. These costs must be understood as the commercial
costs of operating those assels. The exogenous siaff costs
associated with the concession and are ot an integral part of the
operation of the acronautical assets. They cannot realistically be
considered a commercial cost assoclated with the operation of
those assets. 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 acronautical assets. Their inclusion can
therefore be expected to artificially inflate the costs of operating
aeronautical assets, and prevent a fair commercial valuation.
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Accordingly, It Is, In my view, mistaken to conceive of the
exclusion of such costs as a question of efficlency. The incurring of
such costs Is not related at all to the extent to which commercial
activitles are undentaken in a cost-efficient manner. The refevant
question is whether such costs may be properly considered costs
of operating the aeronautical assets. Where the goal Is to arrive at
a 1alr commercial value, such costs must be excluded as they do
not relate to the operation of the assels on an ongoing
commeercial basis.

4.  KPMG opinion
KPMG have also expressed their opinion on 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
s the last full financial year in the OSP. Also, duplication of manpower
cost s not a recurring cost. For the purpose of calculation of HRAB, only
the sustainable manpower cost, ie. the manpower cost related to AA/
staff may be considered. Additionally, a consistent approach may be

adopted for treating of cargo revenue.”

F. Cute Counter Charges:

CUTE Counter charges are Non-Aeronautical in nature as they are akin to
rentals. However if Authority is constrained to treat them as Aero, the relevant
revenues for 2008-09 need to be included to compute HRAB. The revised
calculation based on our filing, after considering the aforementioned issues, will
stand at Rs. 1,142 Crores up as per the following calculation:

Figures in Rs. Crores

Hypothetical RAB [considering CUTE Charges as Aero) 2008-09

Aero Revenue [A] 436
Landing Charges 244
Parking & Housing Charges 13
Passenger Service Fees 85
Baggage X-Ray Revenue 4
In-Line X-Ray Revenue 15
Cute Counter Charges 3
Fuel Throughput Revenue 72

Aero Expenses [B] 385

Less: Expenses Not Conisdered [C] 82z
DIAL Manpower Cost 8]

Runway 1 1/29 Operations & Maintenance cost !

Eligible Expenses [D=B-C] 304
Aero EBIDTA [A-D] 133
WACC * 11.60%
Hypothetical Asset Base 1,142
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DF Order dis-allowances and details of future capex

The following are additional issues related to RAB:

The revised RAB mix needs to be applied after incorporating disallowances of
DF order.

2. Future capex

1.

The revised RAB mix needs to be applied after incorporating disallowances of DF
order.

DIAL, in its initial submission dated June 20" 2011, had submitted the allocation
of assets duly certified by our statutory auditors M/s Brahamayya & Co. The
affocation of the assets was carried out and based on the information available
after considering the terminal area allocation exercise which was carried out M/s

Jacobs Consultancy.

Authority had issued the DF Order dated November 14" 2011 in which Rs.
79.49 Crores [Rs. 96.99 Crores less Rs. 17.50 Crores allowed as operating
expenditure| were disallowed from the project cost pertaining to Apron, R/w 10-
28 and escalation for reinforcement. In addition to the above dis-allowance, a
sum of Rs. 107.14 Crores was further dis-aliowed by the Authority which on
account of cost of Gross Floor Area {GFA} 8,652 Sq. Mtrs of retail area in
Terminal 3 {Excluded Area).

Post this development, the position taken by the Authority excluding the capital
cost of the Excluded Area as was analysed. Accordingly, we submitted the
following for the consideration of the Authority;

= Firstly, since in the Authority had dis-allowed the capital cost of the Excluded
Area, any revenue generating from the said Excluded Area would not be
used for the purpose of cross-subsidy.

* Secondly, the asset allocation exercise as referred above was based on the
terminal area allocation exercise carried out M/s Jacobs Consultancy,
submitted as part of our initial submission, which did not envision any dis-

allowance in terminat area.

In light of the above development, M/s Jacobs Consultancy also revised their
area allocation report, duly considering the view of the Authority with respect to
the Excluded Area. The impact was evident only in respect to Terminal 3 which
has been depicted by comparison with the initial submission.
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Terminal Aeronautical Aeronautical
Area %-Initial Area %-Revised
Terminal 3 82.32 84,07
Terminal 1A 96.00 96.00
Terminal 1C 75.00 75.00
Terminal 1D 83.00 83.00
Terminal 1 [A.C & D) 84.00 84.00
Terminal 2 84.20 84.20
Overall Weighted Average 82.70 84.10

The Statutory Auditor thereafter issued the revised asset allocation certificate,
after considering the revised area allocation report of M/s Jacobs Consultancy,
which was submitted to the Authority.

The overall split of asset in percentage for Aeronautical and Non Aeronautical is

depicted as under;

Scenario Aeronautical

Initial submission 89.25% 10.75%

Post dis-allowance | 90.69% 9.31%

AERA has dealt with the Issue as under:

DF Disallowances — DIAL submitted a certificate from jts Auditor on the
revised allocation of assets into Aeronautical and Non-Aeronautical
Assets considering the disallowances in the DF order. However, the
disallowances ir the DF Order Is directly attributable to nor-aeronautical
services, in the Gross Floor Area of T3 does not impact the use of such
dual-use or mixed-use assets. The other costs disallowed, ie., Rs.Z23.682
crores {Apron Area) and Rs.37.50 crores [Rehabilitation of Runway 10-
28) are directly attributable to acronautical assets. Hence, it is feit that a
disallowarnce in GFA of T2 may not necessarily result in a change in the
allocation percentage towards aeronautical and non-aeronautical assets.
It is proposed to go by the initial aliocation of 89.25% for

AERA Observation: However, the disallowsnces in the DF Order [s
directly attributable to norraeronautical services, in the Gross Fioor Area
of T3 does not Impact the use of such duakuse or mixed-Use assets,

DIAL Response:

We humbly submit for the consideration of the Authority that the issue of
change in asset mix has not been clearly understood. It is evident from the
forgoing section that, the based on the position taken by the Authority, not
considering the Excluded Area, has resuited in the change in the area allocation

for Terminal 3 by 1.75%. The sequential impact on the mixed asset pertaining to
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Terminal 3 would also undergo change and therefore change to the overall
RAB. The Authority has not acknowledged the resultant impact on area
allocation with respect of Excluded Area in Terminal 3 as pronounced by the
Authority itself. We therefore again request the Authority to reconsider its
proposed position, in light of the aforementioned facts and adopt the revised
asset mix. The revised asset allocation certificates from our statutory auditor in

this context have already been submitted to the Authority.

2. Opinlon of Prof. Martin Cave

“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 refied on
benchmarking and estimates from ElL, 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 assels considered for the purpose of setting the cross-subsidy
from non-aeronautical revenues.

Should AERA apply the same disaflowances 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.”

3. Future and Maintenance Capex details

DIAL had earlier submitted to the Authority details of Maintenance Capex of Rs.
64.79 Crores and Rs. 78.92 Crores for the years 2011-12 and 2012-13
respectively. However Authority has considered Rs. 48.86 Crores and Rs. 78.92
Crores for the respective said years,

The detail of Future Capex for FY 2011-12, FY 2012-13 and FY 2013-14 were not
submitted to the Authority earlier as the Authority did not seek the same. We
hereby further submit the detaits of Maintenance Capex for the FY 2013-14 and
Future Capex for years FY 2011-12, FY 2012-13 and FY 2013-14 as Annexure M

for the consideration of the Authority. The following table gives a summary:

(figure in crores)

g2 4 Ene [ ADE (] U U
Submitted by DIAL 93.08 180.83 | 200.26
Considered by the Auhtority 48.86 78.92 :
Difference 44.22 101.91 | 200.26
Capex details submitted in Annexure 65.77 97.88 366.63
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a. The cost of DIAL manpower for the purpose of computation of HRAB needs to
be excluded on commercial and fair valuation principles. This has also been
opined by Prof Martin Cave.

i b. Cost of DIAL manpower need to be also excluded from a legal point of view, as

these costs were not pertaining to provision of Aeronautical Services. AMSS has

clearly opined on this.

¢.  While our request to the Authority is to treat Cargo as Non Aeronautical for the
| period it was being handled directly by DIAL. However in case the Authority is
constrained to treat Cargo, during the period it was not concessioned out, it is

requested that the Authority adopt a consistent approach for this treatment for
the purpose of computation of HRAB. This has also been endorsed by Prof.
Martin Cave.

d. Cute Counter charges are, in our opinion, rentals and the same are Non
Aeronautical. However if the Authority decides to treat them as Aeronautical |
then the same must be consistently followed include incorporating the same
while determining the vaiue of HRAB as well.

e. The Authority is requested to consider the change in RAB due to atlocation mix
after considering the disallowance as per the DF Order. This will be a fair
treatment and does not put DIAL in double jeopardy.

f. The details of future capex as well as maintenance capex are submitted herewith |

and the same may please be considered as part of RAB for tariff determination
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Vill. SERVICE QUALITY

1. AERA Act, 2008 and provislons of concession agreement

1.1. OMDA prescribes fixed objective and subjective service quality standards, and
also tays down the mechanism of penalty & fines in the event of a failure by

DIAL to meet such service quality standards.

1.2. 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 defauft twice. However, it has been the stated position of the Authority
that the penalties contemplated in the concession agreements / contractual
arrangements are contractual requirements whereas fixation of tariff
commensurate with the quality of service is a statutory requirement.
Therefore, the system of reducing tariff in case of default in quality of service
is a system which implements the mandate of the Section 13/1}{a) of the Act.

457 In view of th ve. the Authori
mechanisin as indicated in Order No. 13/2010-1 1 dated 12.01.20/1 and the

Guidelines dated 28.02 201 | in the case of DIAL as well.

1.3. 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:
/al 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 authorised by it in this behalf;

From reading of the aforesaid provisions of the AERA Act, it is clear that the
Jurisdiction 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
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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 principte 7 in Schedule 1, that:
“.in undertaking its role AERA will monitor, pre-set performarice in
respect to service quality performance as defined in the Operations

Management Development Agreement (OMDA) and revised from time
to time.”

1.4. 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.

1.5. We note that while Section 13{1}{a)(iij 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 essentially in the nature of a penaity, 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.

1.6. We would further note that even in the event that Section 13{!]){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 Sectioni3{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 6 1thereof 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:

61. In view of the:
(i} provisions of Section 13 (1) {a} {vi| and {vii] of the Act; and

[} the fact that with respect to evolving its reguiatory phitosophy and
approach for economic regulation of Airport Operators (o give effect to
its mandate under the Act, the Authorily had undertaken extensive
consultations with stakeholders, carefully perused all submissions, views
and opinfons expressed by stakeholders and had issued its Order No.
13/2010-11 aated 12th January 2011 in the maiter;
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the Authority proposes to adopt the following approach towards
determination of tariffs for aeronautical services provided by DIAL:

/1) Be guided by provisions of the S5A read with the provisions of OMDA
and other agreements as Iar as these are consistent with provisions of
the Act; and

(11} Wherever possible, have recourse to principles of tariff determination
contained in Order No. 13/2010-11 aated [12th January 20/1! and
Guidefines embodied in Direction No. 5/20/0-11 issued on 28th
February 2011.

1.7. 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/ Detault:

At any time after the expiry of two (2} Years after Effective Date, in the
event that the Alrport has not achieved ISO 900 1:2000 certification, the
JVC shall produce an action plan within 30 days that sets out how it wilf
address the deficiencies and these initiatives shall be immediately
implemented,

Should the JVC fail to produce such an action plan within 30 days or Iif
the Airport for any part thereof} continues not to achieve ISO 900/:2000
certification, for further 6 months from the date of submission of action
plan or falls to maintain the certification at any time during the Term after
having achieved certification, the JVC shall thereafter pay to the AA/
2.5% of the monithly Revenue (prior to default) for every mornith, that the
Alrport does not achieve or maintain ISQ 900/.2000 certification, as the
case may be, as hquidated damages provided however that the total
llquidated damages payable hereunder shall not exceed 15% of the
monthly Revenue (prior to default).

9.1.2(c) Default

At any time after the JVC is obligated to achieve and maintain a
particular Objective Service Ouality Requirement, in the event that the
immediately succeeding quarterly report show that the Airport for 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 /ast submitted quarterly report.

Should the JVC fail to achieve the above, or If the Airport for any part
thereof) continues to perform below the targets mentioned in Schedule
3. the JVC shall pay to the AA! 0.5% of the monthly Reveriue (prior to
default) for every month, that the standards are below any of the
Objective Service Quality Requirements, for each such performance area,
as lquidated damages provided however that the total liquidated
damages payable hereunder shall not exceed 1.5% of the monthly
Revenue [prior to default).
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1.8. 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 penaities
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 OMDA and therefore would
not be consistent with the AERA Act.

2. Monitoring:
2.1. itis submitted that the methodology laid down by Authority is too complex and

the intervals of the measurements are too stringent to be practically

impiemented.

2.2. The ultimate intent of the concession agreements is delivering superior
passenger service by ensuring both Subjective Service Quality parameters {ACI-
ASQ} & Objective Service Quality parameters [OSQ-OMDA Sch3}jwhich 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:

3. Existing Monitoring practice {OSQ- OMDA);

e 23 parameters are monitored
e Sample covered: 9500 sample/Quarter
¢ Monitoring Mechanism
* Measurement is proportionately divided into lean & busiest hour of days
{It covers all days of the week)
e Daily monitoring for facilities related passenger touch points
¢ Data is collected either through independent third party assessments or
objective data sources
o There exists an internal report & review mechanism at predefined
intervals/appropriate levets
» Performance score is calculated for every month& complied on quarterly
basis for reporting to AA|l as per the OMDA requirement.
This has resulted into continuous compliance/improvement respectively for OSQ

and ASQ parameters.
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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 $SA read 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.

Summary
in terms of Section 13(i] {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
authorised by it in this behalf. Further, Authority is also requested to consider the
provision of the SSA, which clearly lays down that Authority, shall only monitor the
standards as prescribed in OMDA and not impose any additional service quality
standards and penaities which may be double jeopardy for DIAL. Thus the Authority is
requested to continue with the methodology as prescribed under OMDA for

compliance, monitoring and penalties for non-conformity.
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IX. NON AERONAUTICAL REVENUES

We draw the attention of the Authority to various inconsistencies in approach adopted

while considering the Non Aeronautical revenue forecast, specifically in relation to

Scenario 3 as proposed by the Authority. These inconsistencies have been explained on

the broad level in this section and are further supported by detailed facts (revenue

head-wise) in Annexure N.

The Authority in the consultation paper has proposed three scenarios of non-

aeronautical revenues which are as under:

Scenario 1 -As per the {Actuals upto 2010-11, base year for future projections
2010-11, further projections as per DIAL's forecast).

Scenario 2 - Actual revenues for the FY 2009-10 & FY 2010-11and forecast for
future years are done on FY 2010-11 as base and traffic growth as proposed by the
Authority.

Scenario 3 - Taking the audited numbers of the base year 2008-09 and thereafter
forecasted from FY 2009-10 to 2013-14. In this a comparison is done between the
audited numbers of FY 2009-10 and FY 2010-11 with the forecasted numbers of FY
2009-10 and FY 2010-11 based on traffic growth as proposed by the Authority. In
the proposed methodology, where ever the actual number are higher than the
projected numbers, the higher numbers is considered for that financial year and

thereafter, the same is taken as base number for the future revenue forecast.

Authority has proposed to consider the revenue projection as per Scenario 3. Our

observations on the proposed approach are as under:

L

Forecasting for hlistorical 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 hypotheticali 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 a 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;
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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:

(Fiey I Rs Crores)

Uiy U i
= ) b [ I
- ) slale 4 tl & l O
(] '

Duty Free 120.03 120.03 81.08 13392 52.84
Advertiserment 2799 54.45 2646 42.55 61.84 19.29
Retail/Duty Paid 9.55 Q55 - 2799 27.99 -
Car Parking 26,07 2637 0.30 10.09 29.95 19.86
Forex - - 29.94 29.94 -
F&B and Launge 31.19 31.19 - 41.16 4116 -
Telecom 18.96 18.96 - 11.06 2153 1047
Radio Taxi 3.06 3.36 0.30 7.04 7.04 &
Crher Commercial Income 4.72 1215 743 713 1379 6.66
ASC X | -
Transit Hotel - Ty R - - -

Flight Kitechen Royalty 13.00 14.43 143 2887 2887 -
Land Space arnd Hangar 132.14 132.14 123.27 12327 =
Ground Handling 37.74 37./4 12.87 42.87

| Briclge Mount Equipment - | 1.60 1.60 -
Irito Plane 0.80 .80 -

SR 194 60 5 A 3 £ 0

almost Rs.150 Crores has been considered by Authority, which will never_be
recouped by DIAL

Il.  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 modeis of certain
individual revenue streams, change in the level of revenue shares from the

previous contracted fevel 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 the Authority to consider such submissions and be guided by the
actual audited revenues of historical financial years 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
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reconcile with the value considered as cross-subsidy in computing the target

revenue as presented in the following table:

. . I -
Non-Aeronautical Revenues | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14

| | ,
Scenario 3 494,65 | 686.89 | 835.25 | 98550 | 1145.65

| | Sl e Do et | —
Cross Subsidization 148.39 | 206.07 250.58 295.65 343.70

{as per scenario 3)
“Cross Subsidization | 148 206 1264 | 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 s requested to

please look into this aberration and rectify such errors.

V. Forecasting for future year: A forecast of numbers for future years should
invariably consider the latest base numbers 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 reatities will not provide credible revenue forecast.

V. 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 stated in the consultation paper, is not fixed. The same is illustrated

for individual revenue streams as under:
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Changing Base Year for projection

Revenue 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14
Duty Free 2009-10 |2009-10 [2009-10 [2009-10 [2009-10
Advertise ment 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
Foreign Exchange - |200-11 | 2010-31 [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 Kitechen 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 ZDiﬁ-,ilu 2010-11 | 2010-11 | 2010-11
Bridge Mount Equipment | - |2010-11 | 2010-11 2010-112010-11
[nto Plane ; - |2010-11 |2010-11 |2010-11 |2010-11

VL 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 growth.

VIl.  Based on the scenario 3 proposed by the Authority, there is a variation of 40%
{amounting to Rs. 1,103 Crores) in Non-Aeronautical revenues, except Cargo, for

the entire control period. Such high variations are almost impaossible to achieve,

{fin. in Rs. Crores)

NOD ARG feuR Rt Scenariol | Scenario 3 (with CPI)

of CP proposed by Authority | Absolute Variation % Varlance

Duty Free 607.18 885.30 278.12 46%
Advertisement 234.83 436.11 201.28 86%
Retail/Duty Paid 175.44 182.27 6.83 4%
Car Parking 59.37 211.21 151.84 256%
Foreign Exchange 194.26 171.08) -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 - 46.80 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 7.80 1.96 34%
Flight Kitchen Royalty 145.44 159.73 14.29 10%
Land Space and Hangar 687.87 927.81 239.94 35%
GGround Handling 213.38 283.92 70.54 3%
Bridge Mount Equipment 19.46 8.69 -10.77 -55%
_Into Plane 4,68 S 4.73 0.05 1%
Total | 2789 _3,887.60 1,102.68 0%
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There Is a huge varlation of 409 in the non-aeronautical revenue as can be seen
from the above table. More than 75% of the variation of Rs. 1102 Crores is
arising out of the Authority’s aggressive forecast in respect of Duty Free, Land
Space and Hanger, Advertisement and Car Parking.

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 is targeted to more than double in span of three
years ie. by FY 2013-14. Growth of this magnitude is highly aggressive and
impractical and needs to be moderated.

Treatment of Cargo handling revenues:

¢ Inline with recent trends, Cargo tonnage has seen sharp declines, which
has also impacted revenues. This Authority s requested to moderate the
Cargo tonnage growth.

e Authority has also not considered the fact that there are different
revenue shares for different operators. Going forward, the cargo thruput
will be shared by 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.
Authority has not appropriately considered this fact.

e Further, there is significant high variation of 34% in the revenue forecast
for future year as compared to Scenario 1 of the Consuitation Paper.
Following table depicts the variance:

(fig. in Rs. Crores)
g0 ario 0 - eRario arigtio

Dropose o

2011-12 130.37 154.67 19%
2012-13 128.47 172.87 35%
2013-14 130.83 193.48 48%

Total 389.67 521.02 - 34%

* This includes cargo sceeening revenue of Rs. 18.13 crores, Rs. 20.30 crores andRs. 22.72
crores for year 2011-12, 2012-13 and 2013-14 respectively which is considered as aero-
nautical revenue by the Authority

Treatment of CUTE Counter revenue: Cute Counter charges are akin to rentals
and should be treated as Non Aeronautical for the purpose of computing cross
subsidy.
Change in business environment not considered:
o Advertisement: [n case of Advertisement, revenue share has undergone
significant change from eartier 70% to currently 55%. This is based on
competitive bidding process and should be given due credence.
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» Multi-Level Car Park (MLCP); In our initial filing dated 20.06.2011, we had
appraised the Authority regarding change in the concession model in
case of Car Park. The Authority while determining revenue forecast has
not considered the same. We again rejterate that before Terminal 3
commissioning, both the terminals were served by surface car parks. 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.

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. Therefore, Authority is requested to consider the ground
realities and business consideration before finalizing the revenue
forecasts.
Fuel Thruput Charges: The Authority has forecasted the revenue from fuel
thruput charges after indexing the same with CP! Inflation. We would like to
bring to the notice of the Authority that the revenue forecast submitted by us
was in nominaf 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 additionat variable over and above the forecasted
ATM growth and inflation for arriving at the revenue forecast of Fue! Thruput.
This aspect needs further clarification and correction, If any.
Revenue from 8,652 Sq. Mtrs of retall area disallowed as per DF Order: As
submitted earlier vide our letter ref: DIAL/2011-12/Fin-Acc/1583 dated
November 15™ 2011, the revenue from the commercial area of 8,652 Sg. mts.
disallowed in CiP/office area should not be used for the purpose of computing
cross subsidization. A certificate from statutory auditors to this effect for revenue
accruing from these areas as well as the calculation of projected revenues based
on the above have already been submitted to the Authority. The above revenue
should not be used for the purpose of cross subsidization as this puts DIAL in

double jeopardy.

Expert opinion of Prof. Martin Cave

“The Draft Determination proposes a different approach to forecasting
norn-aeronautical revenue. It treats the 200809 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.
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As with traffic forecasts, AERA has considered a range of approaches to
forecast norr-aeronautical revenues and fs proposing to select the
approach which is significantly different. The graph at paragraph 375 of
the draft Tariff Determination filustrates this disparity: by 2013-14, AERA’s
forecast is Rs 314 and Rs 242 crores miore 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 shiould strive to
generate higher non-aeronautical revenue, and its proposed approach is
the highest of all forecasts.-However, this neglects the important reality
that whife airports do strive for higher revenues, forecasts should reflect
the most fikely actual outcome: not merely an overlyoptimistic target.
The draft Tariff Determination has simply presumed that the highest of
the possible forecasts Is the correct one.

Actual fiqures should be used where possible

The draft Tariff Determination proposes to “forecast” norn-acronautcal
revenue for 2009-10 and 2010-11. However, actual figures are readily
avallable for these years. The use of forecasting wien actual results are
avaflable would seem somewhat counterdntuftive, and this proposed
approach /s not justified in the draft Tariff Determination.

This leads to the unorthodox outcome of AERA retrospectively
forecasting”™ norn-aeronautical revenues of Rs 495 crores for 2009-10
when the actual figure was Rs 605 crores. 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 crores when the actual
figure was Rs 599 crores. Effectively, even though non-aeronautical
revenue actually decreased slightly between 2009-10 and 2010-1 1, the
proposed forecasts include a madssive 38.8% increase over the same
period.

As a result, the forecasts for 201 1-12 to 2013-14 are subject to excessive
infiation, as they build on from the overstated 20/0-11 “forecasts”.

These excesses will be further exacerbated by the application of the CF/
from the start date (2008-09). Given that the CP/ /s approximately 79, this
will have a material impact on the 2009-10 and 2010-11 “forecasts”. Tie
lkely result Is that the varlance between these “forecasts” and the actual
figures wijl become even greater.
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Another disadvantage of AERA'S proposed approach is that it does not
recognise significant changes that occurred in the 2009-10 and 2010-11
years. As one example, car parking revenues in 2010-1/ 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
crores in 2009-10 to Rs 10.1 Crores in 2010-11. However, the proposed
forecast” for car parking in 2010-1 ! increases up to Rs 28.95 crores. THis
is plainly contrary to actual events.

Vide DIALs 20 June 2011 submission, | understand non-aeronautical
revenue from 713 is expected to stabilise after the 201 /-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 20/0-11 and
the use of passenger growth forecasts based on historical trends - /
recommend that AERA adopt Scenario | for the purpose of tariff
determination.  This should be read in coryunction with my
recommendations in refation to trafiic forecasting.

Alternatively, should AERA decide to use passenger growth trends based
on historical trends, | recommend that AERA adopt Scenario 2 for the
purpose of tariff determination. While | 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 avaiable (ie. for 2009-10 and 2010-11). It therefore represents a
more accurate base for subsequent forecasts.”

—_— — ——

Sum ary

a. In our tariff proposal, we had provided reasonable forecast revenue based on a

credible methodology. The forecasts were computed based on the latest trends
clocked in FY 2010-11 in which the New Terminal 3 was commissioned with all other ‘
terminals operating as against FY 2008-09 proposed as base year by Authority in
which Terminal 3 was not commissioned. The methodology considered the sales
generated of respective revenue streams during the period [Dec, 2010 to March,
2011} which was grossed up by passenger thruput during the corresponding period
so as to remove any anomaly of seasonality to arrive at annualized sales values.
Thereafter these values were enhanced by 5% p.a. considering growth in
penetration. Finally, on the application of weighted average revenue share of the
respective revenue streams, revenues were forecasted from FY 2011-12 onwards. |
b. The methodology proposed by the Authority has number of deficiencies and
limitations as discussed aforesaid section. These include ignoring business realities,
hypothetical non-aeronautical revenue numbers higher than achieved actuals, overly

aggressive growth targets, forecasting contractual based revenues like land and |

space on basis of traffic, shifting base, etc
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¢. We request the Authority to kindly reconsider thelr approach and consider our '

submission In respect to projecting Non Aeronautical revenues which have been
generated based on duly supported auditor certificate for sales data and respective

revenue shares.

d. We would like to submit that the target of 40% set by the Authority in respect of Non
Aeronautical revenues other than cargo and 34% in case of cargo revenue
forecasted for future years Is overly aggressively. The growth of Non-Aeronautical

revenues Is reaching a saturation levei and such aggressive targets are uniikely to be |

achieved. Imposing such huge and unrealistic targets puts DIAL in a
disadvantageous position in the tariff determination exercise.
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X. DISCOUNT AND COLLECTON CHARGES

The non-discriminatory discount for timely payment on fanding charges was part of the
Base Airport Charges as given in Schedule B of State Support Agreement. Based on the
same principles, we had proposed a non-discriminatory discount for the heaithy growth

and acknowledging existing industry practice. It is requested that the Authority should
allow this discount:

1. For honoring the concession agreement.

2. To ensure healthy growth of Industry and thereby safeguarding viability.

We acknowledge Authority’s acceptance of allowing collection charges on PSF/UDF.
On the similar lines, Authority is requested to approve the collectiort charges on DF as
the same was mandated under the Order of MoCA and has been accordingly incurred

by DIAL.
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Xl. PRICING

We request the Authority to approve an upfront increase (one-time) followed by CPI
Inflation thereafter w.e.f April 1™ 2012. The equated increase |equal annual increase) as
proposed by the Authority will lead to shortfall in the FY 2012-13 and significantly
impact debt servicing and liquidity and viability of DIAL, Further it wilf lead to a huge
increase in Aeronautical Charges in last year (FY 2013-14) of the control period. The rate
card in the last year of the control period (FY 2013-14), based on the equated annual
increase as proposed by the Authority, would works out to approx. six times the
Aeronautical charges at the current level. As such the smoothening as proposed by
Authority Is in fact imposing price shock on the users towards the end of the Control
Period.

The Consultation Paper lays down the following as regards to rate card:

9438. Thus, SSA contemplates that DIAL would be free to impose charges within
the overall price cap subfect to conditions stated therein. in view of this, for the
present. the rate card proposed by DIAL is placed for stakeholder consultation
with the caveat that the charges proposed would be, inprinciple, reduced
proportionately in line with the final decision of the Authorily 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 S5A.

In respect of the above observation of the Authority, we have already appraised the
Authority that the proportioning of the rate card:

1} Can be done only in case of upfront increase {one-time];

2} The proportioning is not going to be the same as the ratio been the X factor

submitted and the X factor proposed because of the various reasons.

The copy of our letter is given as Annexure O. Therefore it is submitted that while the
principle of proportioning of Rate Card is appropriate, it may be applied in such a
manner to ensure achieving the target revenue {based on final approved ‘X' factor| as

an end result.

Summary

ftis earnestly requested to Authority to approve an upfront one time increase which will
be in the interests of preserving the debt servicing ability, liquidity and viability of DIAL
and also will not impose an accentuated price shock in second year. it is also submitted

that appropriate care needs to be taken in proportioning of the rate card to ensure

target revenue.
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Xll. CPEX

We wish to state 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 CPl minus X adjustment is to be made to the "AC’. Authority's approach of
calculating X factor including the effect of CPl is contrary to the provisions of SSA and is
flawed due to the foltowing facts;

¢ Based on the approach suggested by the Authority, the value of X factor has
been determined by equating the present value {PV] of the target and the
actual/project revenues. CPl 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 revenue. Qut of the above
equating factor, Authority has subsumed CPl value of 7% and residual value of
334.63% as the value of X. If this approach was preferred approach, there
appears no reason why CPI based indexing is stated in the SSA in the first place.
Therefore, it would be not be jogical to claim CPl as part of equalising factor.

s 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 ie. {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 CP! in two building
blocks which is then fully stripped in overall revenue while de-indexing.

e 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.

+ Opinion from Prof. Martin Cave

“DIAL has proposed that a CPI adjustment to the overall tariff (that s, a CP/
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. Frice controls based on the CPLX formula are
designed to replicate the discipline provided by market forces, by
accommodating general inflationary trends (via the indexation of prices (o
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 aual
objectives are most simply and transparently best reflected by adjustments to
Larnfs.

It Is therefore surprising that AERA has rejected DIAL'S proposal and appears
to have built inflation adjustments into specific components of the bullding
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blocks formuia!’! Such an approach misunderstands the purpose of the CPI-X
adjustment. It focuses myoplically on aspects of the costs arxd revenues of the
requiated business, where the focus should be on the overall potential for
profits. This wider approach provides the necessary incentives for requiated
firms to seek productivity gains, and both costs and revenues ought to be
understood on this wider basis. | understand that this approach is also
inconsistent with DIAL’S interpretation of the concession agreement.

Recommerndation

! recommend that AERA accept DIALS proposed tariff-wide infiation
adjustrment as more consistent with the CPIX approach to price control that
has been adopted.

[ Summary

CPl Is tariff add-on to cover inflation and in this methodology the efficient way is 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 provided which
ensures transparency and ease of computation, it Is request that the Authority should
first arrive at AC, as defined SSA without inflation and thereafter give the CPI inflation

separately.

a Specifically, operaling costs and sharing of non-acronautical revenue.
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Xlll. OPERATING EXPENSES

Authority should consider the effect of change to the cost aifocation mix based on
disallowance of the DF Order. The rationale of change in the allocation percentage has
been explained in earlier section on page 61 and page 62.

Revised Allacation
25 Subnmitted by
DIAL

Allocation %

Cost Heads

Submitted by DIAL

Staff Cost 89.79% 91.44%
Administrative & General Expenses 70.28% 71.11%
Electricity & Water Charges 100.00% 100.00%
Operating Expenses 91.89% 93.31%
Airport Operator Fee 87.54% 88.78%
Property Tax B87.54% 90.69%

We accept the Authority's proposal of treating VRS payments as operating cost in lieu of
amortization as proposed by DIAL. Further, we shall also like to clarify that VRS
monetization referred by the Authority over the concession period is for period of 60

years {and not 30 as mentioned in Consultation Paper)

We request 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.
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XIV. VIABLITY ISSUE

Based on our earlier submission to the Authority, we request the Authority to ensure
and maintain IGI Alrport’s viabllity as has been enunciated In the AERA Act. We submit
our cash flow position for the Authority perusal and humbly state that at the even with
the proposed increase by the Authority, DIAL Airport would still be in cash deficit.

Cash  Flows with assumption as per the Consultation  Paper
[Tariff/Traffic/Opex/Revenues)-Upfront Increase {334.63%)

Cash Flow Statement = Figures in Rs. Crores
| Quin 1 - Quin 1 Quin 1
.. el 4 [} ] L o ]
Profit After Tax B (1,039) 224 490
Add:
Depreciation & Amortization 420 411 10
Change in Working Capital (970) (334) (105}
Deferred Tax Lability/(Asset) - * -
Increase /(Decrease) in Working Capital Loan AT e e = < = =
Cash from operational activitias EW (1.588) 300 795
Increase /(Decrease) in Rupee Term Loan 146 79 (183)
Increase /(Decrease) in ECB - (39) (137)
Short Term Loan Repayment (600) £ .
Short Term Loan Orawdown G (5953
Bridge Loan against DF == = 1,223 | 8 8
Cash from financing acthvities 1,569 (549) (312)
Decrease / (Increase) in Maintenance & Future Capex (49) (79) -
Decrease / (Increase) in Fixed Assets (570) - -
Increase/(Decrease) in CWIP 196 - -
Increase /(Decrease) in tease Depasits Bkt 82 3 |
Cash from Investing activities == (F42) (793 5
Current Pariod Cashiiows { (361) (G627} 483
Opening Balance 406 45 (582)
Cash Surplus/deficit during the year (361) (627) 483
Cash & Bank Balances — 45 (582) (99)
Free Cash Flow (1,637) 222 795
EBIDTA 17) 1,280 1,598
Less: Tax T 56 123
Amount available from Debt service (17) 1,224 1,476
-Interest Payment 602 685 575
~Principle Repayment = 839 320 |
602 1,524 895
DSCR Ratio (0.03) 0.80 1.65

It is evident from the above statement that DIAL would face serious hardships in
meeting its covenants under the financing agreement, which require a minimum DSCR

of 1.20 to be maintained.
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Cash Flows with assumption as per the Consultation Paper
{Tariff/Traffic/Opex/Revenues)-Equated Annual Increase {148% YoY)

Cash RBow Statement . Fruresin Rs. Ecgfq.s_ﬂ
! Quin 1 Quin 1 - Quin 1
HAnancial Year Ending 2013
Profit After Tax (1,039) (377) 1,074
Add:
Depreciation & Amorbization 420 411 | 410
Change in Working Capital = L (970 (167) (459)
Cash from operational activities ___(1,588) (134) 1,026
Increase /(Decrease) in Rupee Term Loan 146 79 (183
Increase /(Decrease) in ECB - (39) (137)
Short Term Loan Repayment (600) - -
Stowt Term Loan Drawsiown 500 (8963
Bridge Loan against OF 1,223 8 g
Cash from financing activities 1569 {849) (312)
Decrease / (Increase) In Malntenance & Future Capex (49) (79) -
Decrease / (Increase) /n Fixed Assels (570) -
Increase/(Decrease) in CWIP 196 N ~
Increase /(Decrease) In Lease Deposits 82 5 -
Cash from Investing activities (342) (79) -
Current Period Cashiflows (361) (1,062) 713
Opening Balance | 406 45 (1,012)
Cash Surplus/deficit during the year (361) (1,062) 713
| Cash & Bank Balances (Incl. Liquid investments) 45 (1,017) (304)
EBIDTA 17 622 2,328
Less: Tax ~ - < 269
Amount available from Debt sarvice (17) 622 2,060
Deht Service
-Interest Payment 602 685 575
-Principle Repayment - 839 320
602 1,524 895
DSCR Ratio (0.03) 0.41 2.30

It is evident from the above statement that under the Equated annual increase
scenario (which has been proposed by the Authority), DIAL would not be able to
even manage to run its day-to<day operations. The debt servicing 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.
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lil.  Cash Flow with Assumption as per DIAL filing with aero charges being increased @
334%

Cash Row Statement __Figures in Rs. Crores |

! Qunlt  Quinl I Quin 1

2012 2013 2014

Profit Arter Tax (1,114} (87) (2)
Add:
Depreciation & Amortization 426 416 439
Change in Working Capital (1,164)] (269) (50)
Cash from operational activities | (2,852) 61| 388
Increase /(Decrease) in Rupee Term Loan 190 181 18
Increase /(Decrease) in FCB - (39) (138)
Short Term Loan Drawdown (600) - -
800 (896)
Bridge Loan against OF 1,223 8 &
Cash from financing acthvities 1,613 (747) (112}
Decrease / (Increase) in Maintenance & Future Capex (93) (181) (200)
Decrease / (Increase) in Fixed Assets (570) - £
Increase/(Decrease) in CWIP 196
Increase ((Decrease) in Lease Deposits i 82 : =
Cash from investing activities z = (385) (181) {200
|
- i Farod Cas DIV = (a4 56
Opening Balance 406 (218) (1,085)
Cash Surplus/deficit during the year (624) (867) 75
Cash & Bank Balances (Including liquid investments) (218) (1,085) (1,010)

Based on the realistic assumptions submitted by us, the liquidity and viability of DIAL
continues to be impaired at the proposed increase of 334% on one time basis. This
requires that the Authority may please re-consider their assumptions and work out a
higher reasonable increase based on our submitted assumptions and points raised in
this response.

V.  Lenders concerns-Lenders have also raised their concern against the proposed
equated annual increase. A letter in this respect received from My/s Canara Bank (lead
consortium Rupee lender) is given as Annexure P for the perusal of the Authority.
Canara Bank states:

“Based on step up increase by In tariff proposed by AERA with effect from I*
April 2012, its impact on business plan will be as under:

Deinl international Alrport Pvt Ltd (DIAL] will not have adequate profits to meet
the finanicial covenants and debt servicing requirements as per the financing

documents”

V.  Erosion of DIAL shareholders Net-worth-t is clearly evident from the chart depicted
below that DIAL has incurred losses due to pending revision of aeronautical
revenues which are not in line with costs. The [osses over the fast financial year and
also the expected losses in current financial year will eroded the net worth of DIAL
by over 50%:
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DIAL's PAT (in Rs. Cr.)

29 8 28
s =y 20
FYo7 Fyos FY09 FY10

450

930

Therefore, in light of the aforementioned facts, we request the Authority to conslder
the upfront Increase to ensure the viabllity of DIAL.
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XV. 10% INCREASE IN BASE AIRPORT CHARGES

As part of the said Consultation Paper, the position adopted by the Authority is set out
at paragraph 433 of the Consultation Paper, as under:

This issue has been discussed in detail in the para 30 to 38 above. There is
nothing on record, presently, to change the views earker taken by the Authority.
Further, as brought out in the section relating to sensitivity analysts, the dralt
determination is resulting in X factor of (-} 280.36%, which would result in a oneé-
time increase of 287.36% forn account of CPLX) in the airport charges on /st
February 2011, over and above the 10% increase fwhich DIAL received orn 16th
February 2009} in Base Airport Charges. Alternatively, considering an equated
increase for each of the years in the requiatory perfod, the X factor becomes (-
17 1.95% which would result in increase of 78.95% fon account of CPLX) in the
airport charges on Ist February 2011, over and above the 10% increase {which
DIAL received on 16th February 2009/} in Base Airport Charges. In view of the
proposed increase in tarifi, the Authority further feels that the issue of allowing a
10% year-orn-year increase in Base Airport Charges, as claimed by DIAL, has
become an issue of academic interest only.

The issue pertaining to 10% increase in Basic Airport Charges was the subject matter of
challenge before the Appellate Authority - Airport Economic Regulatory Authority
Appellate Tribunal. The Appellate Authority, by its Order dated May 11" 2011
remanded the matter back to the Authority for a fresh consideration, to pass a reasoned

order.

The relevant parts of the Order are extracted below:

“On perusal of the impugned order, we find that the Requlatory Authority has
taken note of various stands of the parties and has in paragraph 9 summarized
its opinion.  There is no independent discussion on the various stands of the
parties. In acase of this nature, it was imperative for the Requlatory Authority to
indicate reasons in short of its conclustons.

Mere mention that it has considered the rival stands Is not sufficient.
Therefore, without expressing any opinion on the merits of the case we set aside
the impugned order and remit the matter (o the Requlatory Authority to pass a

reasoned order after grant of opportunity to the parties for hearing and to place
further materials, ifany.”

The Authority also made an application 1.A.No. 11 / 2011, praying that

“Direct/Permit the Applicant-Respondent to not restrict itself to the issue of 10%
but proceed to undertake the entire tariff determination within a period of 16
weeks.”

This prayer was not accepted by the Appellate Authorily in its Order dated
19.10.201 1, which only extended time.

On the issue of 10% increase fin BAC), the Consultation Paper (at para 433; 158),
states as under :
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There s nothing on record presently to change views earlier taken by the
Authority.”

in this aspect, we wish to state that the aforesaid matter is sub-judice and pending
decision before the Hornble AERAAT. Notwithstanding, we reiterate our earlier 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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XV], TRUE UP

We understand that the Authority proposes to only consider the following items for

true up:

1. Within Control Period

a.
b.

Actual CPl as against CPI used for tariff determination

Variation in actual traffic compared to lower band or upper band forecasted |as
the case may be}

Mandated costs incurred due to directions issued by regulatory agencies like
DGCA;

Change in per unit rate of costs related to electricity and water charges as issued
by the respective regulatory agencies;

Statutory operating costs related to fees, levies, taxes and other such charges by

Central or State Government or local bodies

2. Between Controf Periods

a.

Impact of change in rate of tax on corporate income as computed in the forecast

b. Difference between realized return on Regulatory Base adjusted at the end of

the Control Period for (i actual capital expenditure as reviewed by the Authority;
and {ii} actual disposal values as reviewed by the Authority and forecast return

on Regulatory Asset Base forecast at the beginning of the Control Period.

We also note the proposal of the Authority to true up the items of within Control Period

only in next Control Period considering the fact that there are only two years remaining
in the current Control Period. Further, we request the Authority to elaborate the truing

up mechanism in its final order.
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XVIl. CONCLUSION

in the light of the above, it is submitted that the tariffs should be fixed in accordance
with submissions set out above and the evidence {expert opinion) submitted by DIAL.
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XVIil, LIMITED RESPONSE

The present reply of DIAL is limited to issues which have a possible bearing on the

determination of tariff of DIAL. Some of the general issues raised in the Consultation
Paper are not being addressed at present as they are not likely to affect tariff
determination of DIAL in view of the principles applicable to it under the concession

agreements.

The response being filed by DIAL should be considered in relation to the specific issues
identified by DIAL in this response. DIAL craves leave to file further response to the
Consuitation Paper if so deemed necessary, to assist the Authority on the various issues

including those that have not been presently addressed by DIAL,
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XIX. LIST OF ANNEXURES |

No.

A
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Description of Annexure

Case study of legal pronouncements and judgement by indian Courts on
adherence to the Concession Agreement
Expert opinion from Prof. Martin Cave
Expert opinion from Dr. Harry Bush on cost of equity
Expert opinion from Prof Jayanth R Varma on cost of equity
Leigh Fisher analysis of cost of equity.
Leigh Fisher comments on traffic forecast
KPMG analysis of Return on RSD and Hypothetical Asset Base.
CARE report on treatment of RSD.
Opinion of M/s Amarchand Mangaidas on;

a. Service Quality

b. Valuation of Hypothetical Asset Base
UBS and BNP Paribas reports of the market valuation of equity of DIAL.
Traffic report of AC!
Traffic report of Mott McDonalds {Relevant extract)
Detail of maintenance and future capex
Detailed Non Aeronautical revenue stream-wise write-up.
Letter to Authority regarding proportioning of the Rate Card.

Letter from Canara Bank
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ANNEXURE A

(Judicial Pronouncements & Instances)



Judicial Pronouncements & Instances

. Freedom to contract must be respected

I. The freedom to contract is part of the public policy of india and is guaranteed under
Article 19{1){g}. This right cannot be curtailed or restricted in any manner. The
Supreme Court in Gherulal Parakh vs. Mahadeodas AIR 1959 SC 781 has accorded

great weight to the integrity and sanctity of the contract and heid that:

“the primary duty of a Court of Law is to enforce a promise which the parties
have made and to uphold the sanctity of contracts which form the basis of

society...”

ITC Limited v. State of Uttar Pradesh {2011) 7 SCC 493:

“...absolutely necessary to protect the sanctity of contracts and transfers....an

effort should atways be made to save the concluded transactions/transfers...”

2. The integrity and sanctity of contracts [i.e.. the SSA and the OMDA] have to be
upheld. A regulator should take steps which protect the sanctity of contracts. This has

been given utmost importance by the Courts, which have held that:

MTNL vs. TRAI reported in AIR 2000 Del 208:

“The Authority may lay down quidelines regarding those arrangements,
provided the guidelines are not contrary to the terms of a license or a policy
taken by the Government.... The Authority has also provided that its Regulation
will prevail over “all licenses. Thus, in fact the Authority has varied the terms and
conditions of license. The Authority has overridden provisions in a contract

between the parties and affected the rights created by the license. The
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X

authority has, in purported exercise of power under Section I){l}{d), converted a
recommendatory functions into directory power. It is for the Government to
decide what are to be the terms and conditions of a license to a service
provider. The Authority cannot either directly or indirectly vary the terms and
conditions, which are iaid down by the Government in a license to a service

provider. What it cannot do directly, it cannot do indirectly .”
Sweet & Maxwell Ltd. v Universal News Services Ltd,, [1964] 2 Q.B. 699

“The overriding public policy to be applied by the courts is the preservation of

the sanctity of contracts...”

On Demand Information Plc and Another v Michael Gerson (Finance} Plc and

Another, [2003] 1 A.C. 368

“As a matter of general contract law the court must respect the sanctity of

contracts.”
Niranjan Shankar Golikari v. Century Spg. And Mfg. Co. L.td,, (1967) 2 SCR 378:

“In such a case the general principle of freedom of trade must be applied with
due regard to the principle that public policy requires for men of full age and

understanding the utmost freedom of contract...”

AERA is the sectoral regulator. The OMDA and the SSA are binding contracts. Rights
have accrued and vested under the same. Giving sanctity to pre-existing agreements

is an essential feature of the regulatory process.



4. The regulatory philosophy is to respect the integrity and sanctity of contracts. This
regulatory philosophy is enshrined in Section 13 of the AERA Act, which inter alia
deals with the tariff fixation process. Section 13(1){a}{vi) of the AERA Act provides that:

“13{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 -

(vi} the concession offered by the Central Government in any agreement or

memorandum of understanding or otherwise;”

The OMDA gives right to operate, maintain, develop, construct and manage the
airport. Based on this other agreements have also been executed namely SSA, SHA
and SGSA, lease deed etc. OMDA is the principal agreement and all other
agreements, are based on it. The agreements are inextricably linked and have to be
considered as a whole and in totality constitute ‘concessions’ offered by the Central

Government.

5. The scheme of the Act is evident from the above provisions of Section 13, which
prescribe an obligation on AERA to fix tariffs “taking into consideration” the
concession agreement while fixing tariffs, The obligation to take into consideration
the concession agreement [i.e.,, the OMDA and the SSA] under Section 13 of the AERA

Act has to be read in the context and framework described above.

6. The powers under Section 13 of the AERA Act respect the freedom to contract under
DIAL's contracts. The settled principles of regulatory jurisprudence and the provisions
of Section 13 give due regard to the contractual arrangements. Accordingly, the

integrity and sanctity of the SSA and the OMDA should be protected.
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ll. Position under other reguiatory enactments

This is consistent with other regulatory enactments, which reflect the regulatory

philosophy of the country.
Electricity

1. Section 63 of the Electricity Act, 2003 is consistent with this philosophy and provides
that tariffs contractually agreed through a competitive bidding process shall be given

sanctity to and shall be accepted by the Electricity Commission:
63. Determination of tariff by bidding process

Notwithstanding anything contained in section 62, the Appropriate
Commission shall adopt the tariff if such tariff has been determined through
transparent process of bidding in accordance with the quidelines issued by

the Central Government.
Telecom:

2. Similarly, in the telecom sphere, TRAI as the regulator respects the freedom to
contract. In its judgment dated 27.4.2005 [in BSNL vs. TRAI, Appeal No.11 of 2002],

the TDSAT held that:

{a) Service providers under the TRAI Act, 1997 have to frame a Reference
Interconnect Offer (RIO) which is a standard form of contract. BSNL had prepared a
RIO. The TRAI {regulator as the telecom sector) had given a direction to BSNL to
amend/change its RIO. This was challenged by BSNL before the TDSAT. The TDSAT
by a judgment dated 27.4.2005 [BSNL vs. TRAI, Appeal No.! 1 of 2002] quashed the
direction and upheld the freedom to contract, on the ground that the freedom of
service provider to enter into mutual negotiations and agreements with other

service providers in the matter of interconnection has to be given due recognition
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and shoutd not be undermined. The TRAI filed an appeal to the Supreme Court -

but no stay was granted.

{b) The freedom to contract was recognized and upheld by the Adjudicatory Body.

A Regulator should respect the contractual commitments.

AERA should, as part of the tariff process, follow the settled principles [which are

consistent with regulatory precedents].

1. OMDA and SSA confer vested rights, which cannot be taken away

l.

DIAL has acquired vested rights under the OMDA and the SSA on execution of the

agreements; these vested rights cannot be denied/ diluted, that too retrospectively.

It is a settled legal principle that rights which have vested in a person cannot be taken
away as these rights are indefeasible. In J.S. Yadav v. State of Uttar Pradesh {2011] 6

SCC 570, it was held that:

21. The word “vest” is normally used where an immediate fixed right in present or
future enyjoyment in respect of a properly is created. With the long usage the said

word "vest” has also acquired a meaning as ‘an absolute or indefeasible right’.
Thus, “vested right” is a right independent of any contingency.”

Accordingly, rights which have vested in DIAL under the SSA and the OMDA are
indefeasible and non-derogable. The exercise of powers by a statutory body should be
in conformity with law/ legal principles and should promote/ ensure ‘certainty” and
clarity qua settled rights of stakeholders such as DIAL. The vested rights arising out of

the OMDA and the SSA should be respected.



4. The Supreme Court in its judgment dt. 20.1.2012 Vodafone Intl. Holdings Ltd. vs.

Union of India [SLP{C} No. 26529/ 2010} held that:

3. Case in hand is an eye-opener of what we lack in our regulatory laws and
what measures we have to take to take to meet the various unprecedented
situations, that too without sacrificing national interest. Certainty in law in
dealing with such cross-border investment issues s of prime importance
which has been felt by many countries around the world and some have
taken adequate reguiatory measures so that investors can arrange their affairs

fruntfully and effectively.”

5. Certainty requires that pre-existing contracts {OMDA and SSA)} have to be respected.

Uncertainty is contrary to the rule of law and will also negatively impact private

investment, which is essential for development of the airport sector.

6. Regulatory decisions must bear a rational nexus and be consistent with the
legislative/ government policy. The policy w.r.t. airport infrastructure recognises the
need for development of strong airport infrastructure and modernisation of airports,
the substantial capital investment required for this purpose and the need for
attracting private capital and investment. The Policy on Airport Infrastructure of india

issued under the aegis of the Ministry of Civil Aviation states:

“Both the reasons of bridging the yawning gap in resources as also to bring in
greater efficiency in management of airports, the participation of private
parties {including foreign ones} is a must. Government will take all possible

steps to encourage such participation.”

7. Pursuant to this policy, bidding was conducted for private participation in the
management, maintenance and operation of the Delhi Airport. The bidding was

based on the forms of the SSA and OMDA that were provided prior to bidding. The



OMDA and the SSA form the basic fabric based on which DIAL submitted its bid and
has thereafter made substantial investments in the development of the airport
infrastructure., The policy of the government and the contracts are the framework
within which stakeholders discharge thelr respective functions — these provide the

fundamental basis on which tariff fixation under Section 13 can be conducted.

Conclusion

In view of the above, the tariff fixation exercise has to be conducted by AERA in a
manner which is consistent with the principles/ rights enshrined/ protected under the

OMDA and the SSA - integrity and sanctity of these contracts must be respected.
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I, Martin Cave, am a visiting professor at Imperial College Business School and, since
January 2012, a Deputy Chairman of the UK Competition Commission. | have held
professorial positions in the last dozen years in the economics department of Brunel
University, where | was also deputy vice chancellor, at Warwick Business School in the
University of Warwick, and in the Law Department at the London School of Economics. |
am a regulatory economist spectalising in the communications and transport sectors. | am
the co-author or co-editor of the Oxford Handbook of Regulation {Oxford University Press
2010) and Understanding Regulation (Oxford University Press 2011}). | have conducted
several independent regulatory reviews for UK government ministers and in 2008/9 |
chaired a committee set up to advise the UK Secretary of State for Transport on airport
regulation. [n 2003/4 | advised the UK Civil Aviation Authority on price controls for
airports in the South East of England.

Delhi International Airport Ltd (DIAL) has sought my independent advice on various
aspects of the Airports Economic Regulatory Authority of India (AERA)'s draft
“Determination of Aeronautical Tariff in respect of 1GI Airport, New Delhi for the 1st
Regulatory Period” (Tariff Determination).

This paper is not intended to provide comment or cover every aspect of the Tariff
Determination, but does touch on issues which are significant.

I make comments on the following six issues discussed in the draft Tariff Determination:

" WACC;

= hypothetical regulatory asset base;

] project costs disallowed from the RAB;

= traffic forecasts;

- non-aeronautical revenue forecasts; and

= the calculation of CPi-X.



WACC: Asset beta
estimate

WACC: “Sense
Check”

WACC: The
caleulation of
leverage

HRAB: Treatment of
cargo revenug

HRAB: Treatment of
staff training costs

RAB disallowances;
Aeronautical assets

K Nie

AERA: (a) adopts a data set to calculate the
asset beta which was ultimately not
adopted by the regulator in question; and
(b) appears to take no account of the
difference between developed and
developing nations in determining the asset
beta.

AERA does not apply any “sense check” to
the outcome of its WACC determination.

AERA has attempted to calculate actual
leverage with reference to the market value
equity and actual debt.

AERA has concluded that revenues from
cargo handling ought not to be included In
the calculation of aeronautical revenue for
the purposes of the HRAB.

AERA has dedined to exclude additional
employment costs {which appear to be the
result of a “double up” due to the terms of
the Concesston Agreement) from
aeronautical operation and maintenance
costs in the HRAB.

AERA has disallowed capital expenditure
totalling Rs. 96.99 crores in relation to
aeronautical and mixed-use assets from the
RAB on the basis that the expenditure was
excluded from the allowable project costin
the DF Determination.

AERA should adopt an asset beta estimate
of at least 0.70, and probably in the range of
0.75 to 0.85 to reflect that Indials a
developing natlon, based on the New
Zeatand Commerce Commission’s asset beta
data set adopted in substitution for the
inferior estimate {(which NIPFP chose to
adopt).

It'is good practice for regulators to
undertake some form of “sense check” to
ensure that its asset beta estimate makes
sense for the industry Involved. An estimate
of at least 0.70 and probably higher (in the
0.75 to 0.85 range} would be within
expectations.

Because estimates of the market value of
equity vary so widely, a preferable approach
would be to determine leverage by using a
nominal leverage assumption based on the
book value of equity.

The HRAB ought to be defined consistently
with the ongoing treatment of such
revenues, as this reflects the actual
commercial value of the relevant assets. As
such, cargo handling revenues should be
treated as non-aeronautical revenues
consistently throughout the tariff
calculation {or alternatively as aeronautical
revenues throughout).

Where the goal Is to arrive at a falr
commerclal value, costs which do not relate
to the operation of assets on an ongoing
commercial basis ought to be excluded. As
such, any costs relating to the “double up”
of staff genuinely associated with the
requirements of the concession agreement
during the 2008/09 financial year should be
excluded.

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
disaliowances 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



RAB disailowances:
Non-aeronautical
assels

RAB disallowances:
Mixed-use assets

Traffic forecasts

Non-aeronautical
revenue foracasts

Calculation of CPI-X

AERA has disallowed 8,652 m? {belng
designated as a food court and retail area
on the CIP, hotel and office levels) from the
RAB and from the allowed project cost used
in the DF Determination for the purpose of
setting the development fee (Excluded
Area),

AERA's conclusion on disallowances from
the RAB has not been conslistently
accounted for in the adjustment of the ratio
between aeronautical and non-aeronautical
assets.

AERA has rejected the MSE forecast, based
on advanced modern time series
techniques, and proposed to adopt traffic
forecasts derived from historical data,
resulting in figures significantly higher than
contemplated by the MSE forecast and
other comparable forecasts.

AERA has considered a range of approaches
to forecast non-aeronautical revenues and
is proposing to select the approach which is
significantly different to those presented,
eschewing actual figures in favour of
forecasts and ignoring the significant
changes which occurred in the 2009-10 and
2010-11 years.

AERA has built infiation adjustments into
specific components of the building blocks
formula. This focuses only on some aspects
of the costs and revenues of the regulated
business, whereas the focus should be on
the overall potential for profits.

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-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 andin a
manner which reflects the final atlocatlon of
assets.

The MSE forecast remalins the most
attractive option with respect to traffic
forecasting. There are numerous concerns
with AERA’s forecasts - particulary their
variation from other benchmarks, their
application of historical trend analysls and
the use of a low 2001-02 base — and
adopting them would present a clear
difficulties. | recommend that the final Tariff
Determination adopt the methodologies
and flgures as set out in the MSE forecast.

In conjunction with my recommendations
on traffic forecasting, AERA should apply .
DIAL's projections (Scenario 1, as per the
draft Tariff Determination). Alternatively,
should AERA continue to rely on passenger
growth trends based on historic data (about
which | still harbour strong concerns), AERA
should adopt Its Scenario 2.

| recommend that AERA adopt a tanff-wide
inflation adjustment as more conslstent
with the CPI-X approach to price control.
This provides the necessary lncentives for
regulated firms to seek productivity gains.



5 AERA's decision on the WACC is set out in paragraphs 206-209 of the draft Tariff
Determination. That decision draws heavily on an expert report commissioned by AERA
from the National Institute of Public Finance and Policy (NIPFP) on estimating the cost of
equity for private airports in India. That report is set out in Annex (V to the draft Tariff
Determination.

6 ( address three aspects of AERA’s decision here:
. the methodology for determining the asset beta estimate;
. the need for a “sense check” in respect of the asset beta estimate; and
L] the calculation of leverage.

Asset beta estimate

7 AERA’s approach to estimating the asset beta is set out at paragraphs 242-245. It consists
of two components — the generation of a data set on airport asset betas, and the use of
those data to form a view of the cost of capital to DIAL.

8 In relation to the first task, AERA’s consuitants have unfortunately chosen to rely for its
basic data set on third party information without independently ensuring the robustness
or accuracy of that data set." That third party information is analysis undertaken by
Strategic Finance Group Consulting {SFG Consulting), which was commissioned by Air New
Zealand in 2010 in the context of a New Zealand regulatory proceeding in respect of
airports.

9 There are a number of reasons to suggest that use of the SFG Consulting data setis prima
facie inappropriate:

" The SFG Consulting analysis was commissioned by an interested party to a
particular regulatory proceeding (an airline customer of the regulated airports).

. NIPFP fail to acknowledge that the SFG Consulting analysis was subject to
stringent criticism and critique when it was exposed for public comment by other
interested parties in the relevant regulatory proceeding, including from expert
firms such as PricewaterhouseCoopers (PwC). This criticism identified significant
methodological flaws in the SFG Consulting analysis, including issues with data
points included in the sample set and with the calculation of asset betas within
that sample. in summary, PwC’s conclusions were:?

We found twa technical errars in the SFG analysis, a gearing
medgsurement that was not consistent with the [New Zealond

' tIPFP has deliberately romoved a srall number of estimates from the dala sel on lhe basis of a lack of comparabilily. t make no comment of Ihis
aspect of NIPFP’'s melhodology.
2 PricewalerhouseCoopars (Auslralia) *Analysis of airporl assel belas’ (Augus!t 2010) al page 2.



Commerce] Commission’s approoch (which SFG appeared to
intend to implement] and anomalies in a number of SFG’s beto
estimates. Remedying these errors alone would roise the osset
beta estimate using SFG’s preferred methad ... from
approximately 0.50 to opproximately 0.70. We olso disagree with
SFG’s estimatian of equity betas using a very long period of
observations ond provide our preferred set of comporable entities,
the use of which generates an asset beto estimate thatis
materiolly the some os our re-working of SFG’s analysis (that is,
opproximately 0.70).

® While this criticism, commissioned by another interested party, is not
disinterested, NIPFP ought to have drawn AERA’s attention to such criticism or
addressed these methodological issues as part of its own analysis. At the very
least it would be expected that NIPFP explains why it disagrees with those
criticisms if it is to adopt the SFG Consulting data set.

. Most pertinently, when the decision was made by the New Zealand Commerce
Commission, the relevant impartial and independent regulatory decision maker,
the Commission agreed with submitters that there were significant flaws with the
SFG Consulting analysis. On that basis, the Commerce Commission declined to
endorse the SFG Consulting analysis, and produced its own analysis on which its
final decision was based. In my view AERA ought to be extremely cautious in
adopting analysis drawn from a particular regulatory proceeding that was rejected
by the relevant regulator.

= The New Zealand Commerce Commission’s statement in respect of the SFG
Consulting analysis on which NIPFP so heavily relied is worth setting out in full:>

PwC found two technical errors in the SFG analysis, o georing
meosurement that was not consistent with the Commission’s
approach and onomolies in a number of SFG’s beto estimates.
PwC considered that remedying these errors alone would roise the
asset beta estimate using SFG’s preferred method and Air NZ2's
preferred sample from opproximotely 0.50 ta opproximotely 0.70.
PwC also disogreed with SFG’s estimation of equity betos using o
very long period of observotions and using its preferred set of
comparoble entities, generated on osset beta estimate of
opproximately 0.70 (this wos ofsa comparable to the asset betas
derived by the Commission and Europe Ecanomics). The
Commission identified similar technical Issues with the NZIER [a
research organisation] and SFG reports on the asset beta
analysis. {emphasis odded}

3 Commerce Commission {New Zealand) “Input Methodologies {Aport Services) Reasons Paper” (December 2010) 1 para E8.29
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. If AERA intends to rely on a recent data set drawn from a previous regulatory
decision, the appropriate data set ought to be the sample set adopted by the New
Zealand Commerce Commission in that proceeding, which formed the basis for its
regulatory decision making in December 2010. The Commerce Commission’s data
set, which NIPFP does not appear to have considered as an option, has the benefit
of being the decision of an impartial and independent decision maker following a
process where a number of competing views were expressed. Itincludes a larger
number of samples {27) than the SFG Consulting data set, is the most up-to-date
data set available from the regulatory proceeding, and has been subject to close
scrutiny by the Commission’s independent, expert advisors.

. Even if the Commerce Commission’s data set is not used, the Commerce
Commission’s position strongly suggests that it may be inappropriate to adopt the
SFG Consulting analysis without subjecting it to much closer scrutiny.

Turning now to the process of drawing inferences from the data set, 1 am aware that, in its
submissions, DIAL has presented 1ts own estimates of the cost of equlty, which it
continues to support. But my comments are concerned with how AERA might work within
its own preferred framework, having given careful thought to replacing NIPFP’s flawed
data and analysis with the better data and analysis employed by the New Zealand
Commerce Commission.
The following table compares the SFG Consulting data with the data endorsed by the New
Zealand Commerce Commission.
Aerodrom Ljubljana Slovenla - 1.08 0.88
Aeroporto di Firenze Italy - 0.59 .34
Aeroports de Paris France 0.7 0.69 0.71
Airport Facilities Japan - 0.32 0.37
Airports of Thalland Thalland 0.74 0.69
Auckland Airport New Zealand 03 0.75 0.79
Australian Infrastructure  Australia 0.76 0.65
Beljing Capital China 0.4 1.02 1.19
International Airport
Deerichebourg SA france 0.7
Dyncorp Internationaf usa 0.6
Flughafen Wien Austria 0.5 0.78 0.59
Flughafen Zuerich Switzedand 0.5 0.49 0.25
Frankfurt/Fraport Germany 0.4 0.62 0.60
Gemina Italy 0.5 0.49 0.25
Grupo Aeroportuariodel  Mexico 1.0 1.04 0.82

Centro Norte



Grupo Aeroportuario del  Mexico - 0.64 0.74

Pacifico

Grupo Aeroportuario del  Mexico 0.7 0.85 0.51

Sureste

Kobenhavns Luftavne Denmark 0.7 0.39 0.30

Guangzhou Baiyun China 0.2 0.56 0.54

international Airport

Hainan Meilan China - 129 0.62

[nternational Alrport

Infratit New Zealand 0

lapan Alrport Terminal Japan 0.6 0.58 0.72

MAP Group Australla 0.6 0.66 0.61

Malta International Malta - 0.47 0.39

Airport

Multiplus SA Brazll 0.3

SAVE ttaly 0.9 0.82 0.54

Shanghal International China 0.2 0.70 0.73

Airport

Shenzhen Alrport China 0.2 0.82 0.84

Singapore Alrport Singapore 0.8 - -

Xlamen International China 0.2 0.75 0.74

Alrport

Mean 0.51 0.72 0.62

Medlan 0.50 0.70 0.62
12 A comparison demonstrates that the Commerce Commission data set:

= Adopts a different set of comparable entities {albeit with some overlap).

Importantly, some asset beta estimates included in the SFG Consulting analysis
have been removed for comparability (for exampte Infratil has been removed as it
is an investment firm with interests that are wider then airports) even though
NIPFP has included these estimates after its own comparability assessment.

Ll Adopts a more refined approach to the estimation of the asset betas for the
entities in the sample set. Notably, the Commerce Commission’s estimates are
nelther universally higher nor lower than those produced by the SFG Consulting
analysis, which suggests that there is no inherent upwards or downwards bias in
the Commerce Commission’s approach.

13 A simple average of the data set above suggests that the asset beta estimate for DIAL
should be at least 0.62, or {using the monthly data endorsed by NIPFP) 0.72. Relevantly,
both the median and the mean are consistent with each other (within 0.02} in each case.
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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." 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®. 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.

Sense check

17

18

19

Itis commonplace and good practice for regulators to undertake some form of “sense
check” to ensure that its asset beta estimate makes sense for the reality of the industry
involved. The aim of such a check is not necessarily to suggest an alternative of the
estimate itseff, but to ensure that any approximations or assumptions involved in the
estimation methodology do not skew results significantly, resulting in an inappropriate or
unreasonable estimate of asset beta. If a sense check reveals a result that is out of line
with expectations then it will be necessary to revisit the methodology. This is an example
of good regulatory practice, and is necessary as a result of the complexity of the task
faced by the regulator.

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.

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 simitar
conclusions. As discussed elsewhere in this paper, in my view a higher figure is
appropriate for a developing country such as India.

4 Thesa figures are based off he New Zealand Commerce Commission's monlhly bela estimate data sel. and so compare wilh 8 mean across 3ll dala
points ol 0 72.
5 See the dats pesented in paras 68 el seq below



20 A sense check would also be likely to reveal that 0.50 is too low in respect of DIAL. The UK
CAA in 2007 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.

23 AERA may also want to consider the implications of adopting a mistaken figure for the
cost of capital. Too low a figure runs the risk of choking off investment in the airport
sector, with serious detriment not only for the air travel sector but also for the whole
economy. Too high a figure increases landing fees, and has a small effect on demand for
air travel, based on the proportion of ticket prices accounted for by landing charges. It
also benefits the public and private sector shareholders in the airport. But the multiplier
effect on the economy is likely to be smaller.

22 This result is not, of itself, a criticism of SFG Consulting’s attempt to compile a larger
sample set to increase statistical robustness of the asset beta estimate. 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 developing and developed countries is taken into account.

Leverage

23 NIPFP's approach to calculating leverage seeks to determine actual leverage with
reference to actual debt (in accordance with figures provided by DIAL) and an estimate of
the market value of equity as presented in a recent Bank of America/Merrill Lynch report
in respect of GMR Infrastructure, a member of the DIAL joint venture consortium.® AERA
has adopted this approach.

24 Calculating actual leverage with reference to the market value of equity is a very
challenging approach in the case of an unlisted airport business. Reliance on the book
value of equity, in my experience, may very well be preferable. With all its imperfections,
it may be a more objective measure of the value of equity. The problem with market value
of equity estimates Is that they may fluctuate over time and differ from one estimator to
another.

25 The potential inaccuracy of the market value of equity estimate used by the NIPFP is
highlighted by the number of conflicting analysts’ estimates available. Notably, Bank of
America/Merrill Lynch has even revised its equity estimate in October 2011 to Rs 4755
crores,” down from Rs 5316 crores in August. Even more confusingly, another analyst

& The Bank of America report does ol appears lo have bean made available as part of Ihe cumenl conguitalion process, nor 1s it publicly available. For
Lhat reason il is ditlicull to derivo comfort on the usefulness of Ihe repart for regulatory purposes
? Bank of AmencaMemil Lynch "GMR lnfraslructure Lid™ (16 Oclober 2011) at page 5
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report estimates that DIAL has a negative value of equity.? These significant divergences
are indicative of the lack of robustness surrounding the single estimate relied on by NIPFP.

This risk of an inaccurate estimate of the value of equity is heightened in this case because
there is no evidence that NIPFP has taken appropriate steps to ensure the robustness of
the market value of equity estimate used to calculate leverage. The estimate used is an
independently-prepared estimate, which provides some credibility. However:

u a single estimate may not be sufficiently robust unless the relevant methodology
is subject to critical examination, including testing of all relevant data and
assumptions. There is no evidence that this Eype of scrutiny has been undertaken
in this case;

. the most effective means of achieving such scrutiny is for the methodology to be
made available to submitters for scrutiny, after AERA has reached an initial view
that any data or assumptions refied on are reasonable; and

. in the absence of such close scrutiny, statistical robustness can only be achieved
with a significantly larger sample set. In this respect, reference to just a handful of
additional data points would add to the robustness of the market value of equity
estimate.

(f sufficient robustness cannot be attained in respect of the estimate of the market value
of equity, then it may be more appropriate to adopt a nominal {rather than an actual)
leverage assumption. A nominal leverage figure does not purport to provide an accurate
estimate of actual leverage, but in appropriate circumstances it can provide a workable,
non-arbitrary leverage assumption on which to base the cost of equity calculation.

In this case, there is a principled basis on which a reasonably robust nominal leverage
assumption can be produced. The book value of equity for DIAL is an objective estimate of
the value of equity that has not been produced for regulatory purposes. It provides a
consistent and reasonable basis to found an assumption of leverage, and is not inherently
skewed towards a higher or lower value. On that basis, the amount of debt and the book
value of equity can be used to produce a meaningful nominal leverage assumption. If the
process for determining the market value of equity is not made available to interested
parties, then adoption of a nominal leverage based on the book value of equity is
preferable.

However leverage is determined, it is critical that the chosen value of equity {market value
or book value) is applied consistently. This was the approach taken by NIPFP. However in
the draft Tariff Determination AERA has applied the market value to establish the asset
base, yet has used the book valuation in the calculation of WACC.

Recommendations on WACC

30

AERA ought to amend its approach to determining the WACC by:

& BNP Paribus “GMR Inirasliucture* (5 Decomber 2011} al page 3.



n adopting an asset beta estimate of at least 0.70, and probably in the range of 0.75
to 0.85 to reflect that India is a developing nation, which is consistent with a
“sense check” of the estimate, based on the New Zealand Commerce
Commission’s asset beta data set and in substitution for the inferior SFG
Consulting estimate;

" adopting a more robust approach to determining leverage by using a nominal
leverage assumption based on the book value of equity; and

31 Whether or not AERA amends it approach to determining WACC, leverage should be
applied consistently.

g
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Comments on hypothetical lFf':!lUirH Iy dssetl pase

General comments — the purpose of the HRAB

32 (n applying the formula for determining the hypothetical regulatory asset base (HRAB), it
is useful to bear in mind the likely purpose of the HRAB. in divining that purpose, two
features appear to be relevant,

33 First, it is relevant that the HRAB is required to be determined in accordance with a
prescribed formula. Reference to a fixed formula militates against gaming {on the part of
the regulated firm} and opportunism {on the part of the regulator). Second, the terms of
the prescribed formula are themselves notable. Those terms refer to the book value of
the aeronautical assets at the time of concession and the prevailing revenues and costs
involved with managing those assets.

34 In the present case, these features of the HRAB calculation suggest 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.

35 This understanding is consistent with the established view that RAB calculations are a
legitimate means of determining and recording a fair value for regulated assets.” In these
contexts, fair value may be defined as “the amount for which an asset could be exchanged
between knowledgeable, willing parties in an arm’s length transaction”.’ As this
definition indicates, a fair value is a fair commercial value.

36 Consistent with this approach, it would be expected that application of the HRAB
calculation should ensure that:

= The treatment of all revenues and costs ought to reflect the commercial
treatment of the relevant assets. Revenues and costs ought to be excluded from

¢ See, for example, Deloille (Ausiralia) "Delermining the fair value of Austratia’s waler infrastruclure assels” (March 2010) at page 6
10 Auslralian Accounting Standard AASB 116 al para &
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the HRAB if they are not considered to be aeronautical assets {though that
conclusion itself ought to proceed on a principled basis).

. Only those revenues and costs genuinely associated with the operation of the
aeronautical assets should be included in the calculation. inclusion of exceptional
revenues and costs would tend to over- or under-state the commercial value of
the aeronauticat assets, in turn over- or under-compensating DIAL relative to a fair
valuation.

From this perspective, two aspects of AERA’s application of the HRAB calcultation invite
comment:

. AERA’s treatment of cargo revenue; and

. AERA’s treatment of staff training costs.

Treatment of cargo revenue

38

39
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AERA has taken the view that revenues from cargo handling ought not to be inciuded in
the calculation of aeronautical revenue for the purposes of the HRAB. AERA has reached
this view based on the fact that DJAL is not directly providing.cargo handling services 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 defined consistently with the ongoing treatment of
such revenues, as this reflects the actual commercial value of the relevant assets.
Excluding from the HRAB the revenues {and costs) generated by services treated as
aeronautical skews the valuation of the aeronautical assets away from a fair commercial
valuation. This result ought to be avoided.

Itis 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 Determination, 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 received 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
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. 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 | understand that DIAL’s preference is for cargo revenues to be
treated as non-aeronautical revenues on a consistent basis, my principal concern is that a
consistent approach be adopted.

Treatment of staff employment costs
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The HRAB ralses 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. | understand that there was some considerable overlap of AAl staff and
DIAL staff during the 2008/09 financial year due to the requirements of the concession
agreement to retain a significant proportion of existing 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 HRARB 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 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. This is evident in the fact that such costs are a one-off
resulting from the timing of the concession award to DIAL, and are not costs 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, itis, 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
which commercial activities are undertaken in a cost-efficient manner. The relevant
question is whether such costs may be properly considered costs of operating the
aeronautical 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 ongoing
commercial basis.

Recommendations on HRAB
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In my view, determining the HRAB in a manner consistent with its apparent underlying
purpose requlres:

" treating cargo handling revenues as non-aeronautical revenues consistently
throughout the tariff calculation {or alternatively as aeronautical revenues
throughout}; and

= excluding any costs relating to the “double up” of staff genuinely associated with
the requirements of the concession agreement during the 2008/09 financial year
from the calculation of operating and maintenance costs.

nents on project costs disallowed from the RAB

Determining the RAB is a critical component of price cap regulation. As part of

determining the RAB applicabfe to DIAL, AERA has applied a series of disallowances

adopted in its Order No 28/2011-12 in relation to the allowable project cost used to set

the development fee levied to fund the redevelopment of Delhi airport (DF

Determination). The relevant capital expenditure relates to investment in and

enhancement of both aeronautical and non-aeronautical assets, as part of the airport’s

redevelopment.

This paper does not consider the merit of those disallowances in the context of the DF
Determination. However, it is crucial that AERA appreciates the particular task at hand
and the importance of the RAB determination on efficiency and incentives going forward.
A regulatory decision to deny incurred capital expenditure from the RAB at this stage
creates “stranded assets” from which regulated entities cannot properly recover their
investment. This increases the riskiness of investment, raises the cost of capital, and can
lead to economic inefficiency; any such policy should be approached extremely cautiously
by any regulator.

However, should AERA persist in excluding the capital expenditure disallowed in the DF
Determination from the RAB, then it must update the ratio it applies in allocating mixed-
used assets to reflect the final ratio between DIAL's aeronautical and non-aeronautical
assets.

Aeronautical assets

52

AERA has disallowed capital expenditure totalling Rs. 96.99 crores in relation to
aeronautical and mixed-use assets from the RAB on the basis that the expenditure was
excluded from the allowable project cost in the DF Determination. AERA has never
questioned the merit of these particular aeronautical investments, but simply rejected
DIAUs reported, actual costs in favour of benchmarking and estimates.



53 It is beyond the scope of this paper to consider the merit of the decision to exclude the
recovery of these actual costs by DIAL through the development fee. However, regardless
of the outcomes of the DF Determination, it Is appropriate to reconsider whether the
assets should be excluded from the RAB,

54 Regulatory intervention relating to capital expenditure is never easy. For example, the
CAA described the challenges of approving or disallowing proposed capital expenditure by
airports for the purpose of economic regulation as follows:*

Such an approach would require the regulator to “second-guess”

' monagement decisions at periodic review points with less information ond
responsibility thon the airport management, increasing regulatory risk and
possibly removing incentives for the reguloted business to optimise
prajects included in the regulatory capitol programme.

55 The challenges of assessing {and penalising} incurred capital expenditure are even more
significant because a decision to disallow certain assets from the RAB creates “stranded
assets” which may undermine economic efficiency, creating the risk of:

o a loss in allocative efficiency because airport charges may not reflect the actual
economic costs incurred in the provision of these services;

L aloss in dynamic efficiency because:

- where a company is prevented from recovering the costs of its
investments, future investment may be deterred as investors and funders
factor in the risk that their ability to earn an adequate return on the
investment may be impaired;

- there is no indication of how the stranded assets might be returned to the
RAB in the future (reflecting the “benefit-sharing” of efficient investment
inherent in a regulatory control period model, it is appropriate that any
penalties for any investment considered “inefficient” should also be
limited); and

u productive efficiency may be undermined where the regulatory risk (that DIAL
risks under-recovery on its investments) might result in a compensatory premium
to DIAL's cost of capital.

56 Accordingly, irrespective of its findings in the DF Determination, AERA should be slow to
exclude actual, incurred capital expenditure from the RAB.

Non-aeronautical assets

57 AERA has also disallowed the inclusion of 8,652 m? {(being designated as a food court and
retail area on the CIP, hotel and office levels} from the RAB (Excluded Area). Again, this

' CAA *Economic Regulation and Capital Expendilure” Consullation Paper (January 2001) at para (3.10).
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reflects AERA’s earlier decision to disallow the investment in the Excluded Area for the
purposes of setting the development fee.?

AERA’s previous decision relied on stakeholder submissions that the area “need not have
been built” and that similar services were avaitable in the arrival and departure levels.

DIAL does not contest that the investment in the Excluded Area should not be included in
the aeronautical RAB. The assets are clearly non-aeronautical. However, it seems illogical
in a case where AERA decides to deny DIAL the ability to recover the cost of the Excluded
Area, that the revenues from the Excluded Area are counted in the calculation of non-
aeronautical revenue for the cross-subsidy.

To deny cost recovery of the Excluded Area, either through inclusion in the RAB or
through inclusion for the purposes of the development fee, but to count revenue derived
from the Excluded Area for the purposes of non-aeronautical revenues not only is
inconsistent but means DIAL is penalised twice for its investments decision: once through
the exclusion of the investment from the allowable project cost and secondly through the
30% revenue contribution towards the aeronautical tariff.

Mixed-use assets
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If the capital expenditure disallowed in the DF Determination remains excluded from the
RAB, then it is necessary to revise the ratio for allocating mixed-used assets to reflect the
final allocation of aeronautical and non-aeronautical assets.

Where AERA makes an adjustment to the allocation of assets, either through a
disallowance or otherwise, it is important that the effect of the change in allocation is
reflected through the inter-related components of the tariff determination. Accordingly,
the total asset base should be reduced from Rs 12,415.63 crores (as provided in the
auditor’s certificate provided to AERA and dated 15 June 2011) to Rs 12,211.49 crores
(assuming the full DF disallowance of Rs 204.14 crores).

Division of the new total between aeronautical and non-aeronautical assets should then
be as follows:

Rs 11,074.28 crores Rs 1,137.20 crores Rs 12,211.49 crores
90.69% 9.31% 100%

DIAL provides confirmation of this allocation from its auditors, M/s. Brahmayya & Co.,
dated 18 November 2011. The classification of assets has been conducted in accordance
with the concept document which has been consistently applied by the auditor, and was
accepted by AERA at [116] of the Tariff Determination.

'7 AERA, *[n lhe maler of levy of Development Fee by Delhr Inlemnalional Aimor (PJLI al 1G! Awporl New Delhi Daterminalion, Order No. 28/2011-12°
{November 2011} al pages 27 - 29
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Recommendation

65 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 EJL,
and shouid instead give weight to the actual cost figures provided by DIAL.

66 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-aeronautical revenues.

67 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.
Comments on traffic forecasts
Background
68 As part of the consultation, DIAL has commissioned an independent traffic forecast for IGI

Airport from the Madras School of Economics (the MSE forecast). The MSE forecast used
advanced modern time series techniques and examined “the short run as well as lang run
relationship between air-trovel demand and other economic factors”, with a key objective
being to “compare the results ocross various benchmark studies already existing far India.”

69 The Draft Determination does not adopt the forecasts obtained through the MSE forecast.
Instead, it proposes to use traffic forecasts derived from historical data; specifically, 20
year CAGR figures for 2001-02 to 2010-11. AERA’s dismissal of the MSE forecast is based
on two premises:

. first, there were variations between the MSE forecasts and long term historical
trends as calculated by AERA; and

L] second, comments by Professor N.R. Bhanumurthy were critical of the model.
Summary

70 | have some concerns with the traffic figures proposed in the draft Tariff Determination.
Most importantly, they appear to be substantially higher than the MSE forecast and other
comparable forecasts (such as those undertaken by Mott MacDonald, SH&E and DIAL
itself). This significant variance should, at a minimum, raise some questions over AERA's
decision to rely on historical trends for its proposed traffic forecasts.

71 Faced with such a significant variation, best practice would suggest that a regulator should
err on the side of caution by giving appropriate weight to comprehensive submissions
provided by stakeholders and experts, particularly where these submissions reflect
commercial experience in the relevant field.
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Forecast comparisons

72 The degree to which AERA’s forecasts exceed the results produced by detailed forecast
models is particularly striking in graphical form. [ set out below three graphs comparing
the AERA and MSE forecasts for passenger volume, ATMs and cargo. In the interests of
space, | have combined sub-categories where possible. The passenger forecast
comparison also includes passenger forecasts produced by DKMA for Ajrports Council

International;'® again, AERA's forecasts are markedly higher.
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11 DKMA, “Counlry Tralfic Forecasl: dridia 2010-2015" {February 2010) The paper eslimaled passenger ltaffic al a nalional level. | have applied Ihe
predicied nalional percenlaga changes against a baseline for |Gl Airpor! (the midpoint betwean (he MSE and AERA figures for 2010-11) DKMA
forecasts lor freight and ATM growth wera unavailable
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Itis immediately evident that the AERA forecasts are substantially higher than those
produced by MSE. Of particular note is the fact that, in all three of the graphs, the
forecasts become increasingly divergent over time — as the graphs show, by 20-25%in a
two-three year timeframe, which is an unusually large divergence.

While the above graphs depict only the AERA and MSE forecasts, | note also that the MSE
forecast references a number of other traffic forecasts, such as those undertaken by Mott
MacDonald, SH&E and DIAL itself. While | have not reviewed these other forecasts beyond
what is included in the MSE comparative analysis, and note that the studies may not be
exactly comparable, AERA’s proposed figures are, or are close to, the highest of the
projections for each metric compared in the MSE forecast. That alone is enough to raise
guestions,

I understand that the draft Tariff Determination acknowledges the substantial variation
between the AERA and MSE forecasts (although not the progressive divergence}. Indeed,
this is given as a factor in dismissing the MSE forecast. However, AERA does not explain
why, when faced with a substantial variation, it has assumed that one alternative
(historical trends) is more appropriate than the other.

In considering the competing forecasts, weight should be given to the unigue experience
of DIAL as an airport operator. Like any airport operator, DIAL faces strong commercial
incentives to ensure its forecasts are as accurate as possible. Airport capital expenditure is
large, lumpy and long-term, and forecasts are a critical part of many airport business
decisions. The draft Tariff Determination does not appear to recognisé DIAL’s non-
replicable forecasting perspective.

e M SE
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Further, there are material issues with historical trend analysis which are likely to favour
the use of a more sophisticated forecast mode] in this instance:

= first, historical trends are overly simplistic: as discussed in the MSE forecast,
predictions are subject to a degree of risk and uncertainty. Air traffic volumes are
affected by a variety of influences including fares, income levels and external
events, and although these determinants cannot be fully accounted for, forecasts
should at least attempt to address the major influences. The simplistic nature of
historical trend analysis glosses over these factors, relying only on historical
information which may have limited relevance to forecasting future events.

L] second, historical data incorporates transient one-off events that have
significantly affected past traffic but are unlikely to reoccur.

As a result, there are likely to be difficulties for AERA in treating its proposed forecasts as
reasonable. A substantial disparity between a range of different forecasts suggests a
conservative approach; instead, AERA risks adopting a clear outlier,

The use of 2001-2002 as the beginning year is distortionary
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AERA has proposed to use 10 year CAGR figures, to be calculated over the period
commencing 2001-02 and ending 2010-11. As with all percentage change calculations, the
choice of starting point is critical. The draft Tariff Determination does not detail why a 10
year period was chosen, other than noting that it includes both “depressed” and
“buoyant” years and referring to AERA’s previous Order No.28.

in this instance, the 2001-02 figures are an inappropriate starting point, as they include
the immediate repercussions of the September 2001 terror attacks. The negative effects
of 9-11 on the aviation industry were felt globally, and they were felt most strongly in the
twelve months following the attack. IATA has estimated that 9-11 cost airlines three years
of growth.™ Global passenger traffic (tonne kilometres performed) declined by 2.7% in
2001; one of only two years since 2000 in which global passenger traffic declined.*

The use of a non-representative, low base means that the size of the percentage growth
in subsequent years is disproportionately inflated. Using that inflated percentage to
forecast figures for years 2011-12 to 2013-14 is unlikely to lead to accurate results.

The outlying nature of the 2001-02 figures is immediately obvious when illustrated
graphically. The graph below shows the appreciable decrease in both domestic and
International passenger numbers from 2000-01 to 2001-02, before recovering. In addition,
t note that total freight carried also decreased in 2001-02, although | have not shown that
drop on the same graph for reasons of scale.

WIATA, “The Impact of Seplember 11 2001 on Avialion”, 1. s (a0 Bres s s Jre i mnaet L0 e 2
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83 The following chart shows total passenger numbers from 2000-01 to 2010-11, with lines
added to show the effect of using the 2001-02 figures as a starting point: the slope is
significantly steeper as compared to that from a 2000-01 starting polnt, highlighting the
significant effects of the September 2001 terrorist attacks on air traffic in the following 12
months.
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The United Kingdom Civil Aviation Authority has discussed the effects of these “demand
shocks”.'® It noted that “they are likely to affect forecast accuracy for the years during and
immediately follawing the shock”. The accuracy of historical trend-based forecasts that
use a “demand shock” year as a base, are likely to be similarly affected. The graphical

in light of the above issues, the MSE forecast remains the most attractive option with
respect to traffic forecasting. There are numerous concerns with AERA’s 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

84
analysis present above is consistent with that conclusion.
Recommendations
85
difficulties.
86

| recommend that the final Tariff Determination adopt the methodologies and figures as

set out in the MSE forecast.

1# CAA, "CAA reference lo Ihe Compelition Commission lor Stansled Airport” {Aprit 2008) a1 page 278
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Comments on non-aeronautical revenue ftorecas

In addition, and as a minimum, 2001-02 is a clear outlier and should not be used as the
initial year for a CAGR calculation. This serves to highlight the inherent shortcomings of
using historical trend analysis, if AERA does use a historical trend analysis using CAGR
{which | strongly believe is not advisable in any case), then a different year should
certainly be used. This alone will not, however, achieve the level of robustness that can be
achieved by using the MSE forecasts.

e |

Background
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DIAL has forecast the total turnover in FY2011-12 for non-aeronautical revenue such as:
v car parking, entry ticket and left luggage facility revenue;

. advertisement revenues;

Ll duty free and duty paid;

= F&B and lounge revenue;

o radio taxi;

L foreign exchange concessionaires; and

= telecom.

DIAL’s projections were based on an annualized turnover of four months, this being the
period during which all three terminals were operational. The FY2011-12 forecast figure
was then adjusted for future traffic growth and a 5% p.a. increase to reflect higher
penetration.

The Draft Determination proposes a different approach to forecasting non-aeronautical
revenue. It treats the 2008-03 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.

Summary
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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 ilfustrates this
disparity: by 2013-14, AERA’s forecast is Rs 314 and Rs 242 crores 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:

L] the use of a 2008-09 base, as discussed helow; and

L] the use of its proposed traffic forecasts as an escalation factor over time.
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The concerns (discussed earlier in this paper} regarding the suitability of AERA's proposed
traffic forecasts will be magnified if those forecasts are also used in relation to non-
aeronautical revenue. As the discrepancy between AERA’s Scenarios 1 and 2 shows,
applying the inflated traffic forecasts results in a difference of Rs 72 crores by 2013-14 —
even where the same baseline (2010-11) is used.

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 be used where possible
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The draft Tariff Determination proposes to “forecast” non-aeronautical revenue for 2009-
10 and 2010-11. However, actual figures are readily available for these years. The use 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 crores for 2009-10 when the actual figure was Rs 605
crores. 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 crores when the actual
figure was Rs 599 crores. 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”.

I note that some of the “forecasts” for 2009-10 and 2010-11 set out in Scenario 3 match
up with the actual figures for these years.” However, many of them do not.*” It is not
clear from the draft Tariff Determination why this different treatment has been applied to
various elements of non-aeronautical revenue. Effectively, the draft Tariff Determination
appears to use different base years for various elements of non-aeronautical revenue
without justifying or explaining how it has selected the various base years.

These excesses will be further exacerbated by the application of the CPI from the start
date (2008-09). Given that the CPl 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.

¥ Including” Public Admission Fee; F&B Income aad Lounges; Bridge Mounled Equipment; Relall, Foreign Exchange; Land, Space and Hangar, Airpord
Service Charges, Transil Hotel, Greund Handling and Inte Plane Service .

'® Including {for one or both of 2009-10 and 2010-11): Flighl Kilchen Royalty; Advertsemenl; Telecom; Radio Taxi, Car Park, Cango Revenue; ang
Other Commercial Income
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Another disadvantage of AERA’s proposed approach is that it does not recognise
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 crores in 2009-10 to Rs 10.1 crores in 2010-11. However, the proposed “forecast” for
car parking in 2010-11 increases up to Rs 28.95 crores. This is plainly contrary to actual
events.

Vide DIAL's 20 June 2011 submission, | understand non-aeronautical revenue from T3 is
expected to stabilise after the 2011-12 period, and the revenue forecasts should reflect
this.

Recommendations
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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 — | 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, | recommend that AERA adopt Scenario 2 for the purpose of tariff determination.
While | 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.

nments on the treatment of CPI-X adjustments

Finally, t comment briefly on the calculation of CPI-X adjustments. DIAL has proposed that
a CPl adjustment be applied to the overall tariff {thatis, a CPl adjustment be 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
CPJ-X formula are designed to replicate the discipfine 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 adjustments into specific components of the building biocks formula.” Such an
approach misunderstands the purpose of the CPI-X adjustment. It focuses myopically on
aspects of the costs and revenues of the regulated business, where the focus should be on
the overall potential for profits. This wider approach provides the necessary incentives for
regulated firms to seek productivity gains, and both costs and revenues ought to be

° Specifically, operaling casts and shanng of non-aeronaulical revenue



understood on this wider basis. | understand that this approach is also inconsistent with
DIAL's interpretation of the concession agreement.

Recommendation

106 | 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.
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Harry Bush CB MA DPhil FRAeS

22 Montagu Square
London
WI1H 2LF

4 1®gmall

18 January 2011

Dear Madhukar
Comments on Regulatory Approach to Determinatlon of Cost of Equity

Attached as requested are my comments on the regulatory approach to the determination of the
cost of equity, in response to the consultation paper from AERA on Deteremination of Aeronautical
Tariff in respect of iGl Airport for the 1% Regulatory Period.

Yours sincerely

% ‘5“(/72 /\0 q’ﬁ@é‘_ T

Dr Harry Bush
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REGULATORY APPROACH TO DETERMINATION OF COST OF EQUITY

Introduction

I have been asked by Delhi International Airport {DIAL} to provide a high level assessment from a
regulatory perspective of the approach to the cost of equity in AERA's recent proposal for price caps
to apply to Delhi Airport for the period 2009/10 to 2013/14. | have not attempted a point by point
analysis. There are clearly a number of detailed, though important issues, relating to the calculation
of the cost of equity (and, indeed, the determination of the WACC more broadly) which are being
dealt with in separate advice. My focus in this note is on how regulators best approach assessment
of the cost of equity required by investors, bearing in mind the interests of users not only in the
price they pay in the short term but also in the delivery of the service and investment required into
the future.

In formulating this advice | draw on my experience both as a senior civil servant and a regulator. |
spent 23 years in the UK Treasury, dealing in particular with issues relating to implementation of
PPPs, privatisation and economic regulation. Subsequently, | spent eight years on the board of the
UK Civil Aviation Authority as Group Director Economic Regulation, responsible for the Authority's
economic output and in particular its price controls on designated airports and air traffic control. In
this role | was responsible for the setting of price controls for Heathrow, Gatwick and Stansted and
also, in two regulatory cycles, for price controls on NATS En Route Ltd {NERL), the UK's provider of en
route air traffic services. In all cases the determination of the WACC (and within that the cost of
equity) was a key part of the overall decision.

Developing a regulatory approach

There are two features of the WACC determination which make for particular difficulty in its
treatment in price controls. First, the capital intensive nature of airports means, as the AERA
document makes clear, that determination of the allowed WACC, and of the cost of equity within
that, is highly material to any pricing review. This is the more so where a step change in capital
expenditure means that the base to which the WACC is applied has expanded significantly.

Second, again as the AERA document recognises, the CAPM methodology generally used to assess
WACC can give rise to a wide variation of outcomes, dependent on the assumptions used and the
analysis conducted. In this sense CAPM Is more a framework for assessing evidence, and making the
necessary regulatory judgements, than a formula that can be automatically applied. The result is
inevitable uncertainty about what the ‘right' {or more accurately the ‘best and most appropriate’)
answer actually is.
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This combination of matertality and uncertainty has two particular implications. It bears on how a
regulator should assemble and assess the evidence but also on how it seeks to balance conflicting
pressures in the resulting judgment.

Turning first to assembly and assessment of the evidence, it seems to me impaortant to recognise
explicitly the uncertainty applying to almost all of the factors in CAPM so that stakeholders are clear
what the range of possibie or reasonable outcomes is, and therefore what options are open to the
regulator. Typically, in the UK, this has been done through construction of ranges for individual
elements in CAPM, adding up to a composite range within which the regulator can position its
judgment. Such an approach adds to transparency in a number of ways. First, it reflects numerically
the uncertainty that is universally understood to obtain. Second, it enabies the regulator to take due
account of all the evidence provided rather than plumping for a single opinion which, no matter how
expert, will itself be based upon assumptions of varying strength and certainty, but where that
variability is effectively submerged. Third, the use of ranges for individual CAPM components will
more clearly indicate where the area for regulatory judgement on WACC lies and, depending on how
individual component ranges cluster around that, what weight might be attached to any particular
points within the range.

Of course, this approach may not be the only way to understand the degree of uncertainty around
WACC estimation, but whatever technique is applied a degree of explicit recognition of this
uncertainty is useful. This is because the regulator needs to understand and explain how its
judgment bears on the interests of investors and users and what risks it may be running in relation
to future investment in the industry. This is because the cost of equity - and the WACC more
generally - is key to assuring investors that returns will be forthcoming for the investment
undertaken that are commensurate with the risks that investors have borne. Failure to allow
sufficient returns runs the risk of disincentivising investment, not only in the company concerned but
in the industry more generally, and effectively attempting to force investors to make new capital
expenditure where they perceive that each investment is losing them money is unlikley to lead to
acceptable outcomes for and any of the parties involved. Recognition of this risk has meant that UK
utility regulators have historically tended to aim up within CAPM ranges to reflect the greater
adverse impact for consumers from lower than desired investment in the future relative to a price
increase now. This is because absence of - or delay in - investment will mean that capacity and
services that consumers want will not be available and, in the airport case, that will result in higher
prices for air traffic services as the scarcity rents arising from constrained capacity are reflected in
the market clearing fares charged by airlines {even if airport charges themselves are capped).

The potential for adverse longer term effects needs, therefore, to be welghed against the short term
price advantage that may result from lower allowed returns for investors. This is the more so where
future prospects for economic growth or (as in the UK case more usually) a history of
underinvestment mean that significant, ongoing investment is likely to be required. In such cases the
future detriment from disincentivising timely investment could be substantial and continuing.
Indeed, there is a risk of cutting across the broader policy objective of encouraging private capital in
the first place where this has, in part at least, been motivated by a desire to stimulate investment
that the public sector has practically been unable to deliver.
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None of this is to downplay the interests that users naturally have in lower prices, simply to suggest
that the apparent trade-off between users' interests and those of investors is a lot less stark where
appropriate account is taken of users' longer term interests in capacity and service being available.
In such circumstances, users' interests might well be better served by a higher allowed cost of equity
than its short term price impact would suggest. Put simply, itisin users’ interests that that the cost
of equity shouid not be excessive, but it is in all parties’ interests that it should be enough.

It is apparent from the AERA document that consideration has been given to the short term impact
on airport charges of different costs of equity but somewhat less evidence of the weight to be
attached to the longer impacts of setting the cost of equity too low. Any future decision could be
improved through greater and more explicit assessment of this balance, recognising the underlying
economic reality that investment decisions {not only in respect of Delhi airport but for the indian
airport sector more generaily) are made by private sector actors in a world where relative capital
mobility means that investment opportunities are compared across countries and sectors. In this
sense the objective of the reguiator is to find that sweet spot where incentives provided to investors
are sufficient, but no more than sufficient, to bring forward the investment that will be required by
users. That means attaching due weight to that evidence that is most relevant to the decisions that
investors will in practice be making (a point which bears particularly on some of the evidence
relating to the cost of equity dealt with below). But it may also mean recognising that the
uncertainties around evidence and behaviours means that the sweet spot may be difficult to
determine, and that a properly cautious judgement is one best placed to secure investment and
long term sustainable benefits for users, even if at the expense of short term price advantage. The
minimum cost of capital that a properly prudent investor needs to undertake an investment to meet
the needs of users may very well not be the answer that can be secured from any one mechanistic
calcuiation.

Assessing the cost of equity

It is not my intention in this short note comprehensively to analyse AERA's approach to determining
the cost of equity. But some of the points | have underlined above about assessment of evidence
and better recognising and dealing with uncertainty seem to me to apply particularly to the
derivation of an asset beta for Delhi airport.

Assessment of risk, and the associated derivation of betas in the absence of direct market
observation, is inherently difficult and uncertain and, as a result, calls for assessment of evidence
from a number of different angles. This is certainly how regutators in the UK have sought to proceed.
in the airport cases, the existence of BAA trading data upto the point of takeover by the Ferovial-led
consortium in 2006 provided something of an anchor. Not 50 with NERL, the provider of air traffic
controt, which had never been traded and where there were no other private sector operators to
serve as comparators. However, in both cases the CAA {and for airports the UK Competition
Commission as well) considered evidence in respect of utilities, airlines as well as other airport
operators. The objective was to position the three regulated airports both in relation to one another



but also in relation to relevant comparators, reckoning that airports carried significantly more risk
than utilities but less than airlines. We also made use of airport comparators but found, as is also
apparent from the NIPFP report, that there was significant variability in airport betas. This meant
that these comparators had to be handled with care, focussing on those llkely to be more realistic
comparators and attaching less weight to outlying observations that could not be adequately
explained. We did not consider any simple averaging of what would inevitably have been an
arbitrary list but rather sought to exercise informed judgment on how comparators should best be
used. This meant recognising, for example, that Frankfurt was a more appropriate comparator for
the specific case of Heathrow than Auckland New Zealand.

In my view, against this background, there could be significant reservations about the NIPFP‘s
approach to assessment of the beta. There are issues, | understand, around the provenance of the
airport beta list and the relevance of some of the entities on the list. But leaving those issues aside,
there does seem to me a broader point about the merits of focussing on thase airports that are likely
to be most relevant to the Indtan situation. 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
involves downplaying of the comparisbns that investors would themseives 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 any full analysis. Their betas are likely to be impacted by broadly
similar factors, in particular {significantly) higher rates of economic growth and income elasticity of
demand than in more mature markets, 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
appear to bear directly, to any significant degree, on the systematic risk to which airports are
subject. In particular, ASQ scores largely reflect passenger perceptions of service gquality and
ambience. Airports with similar betas may have very different 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 Jess 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 factors which might argue for either higher or lJower 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). 1t also results in a cost of equity broadly similar, possibly below, those applying to the
malnstream of Indian infrastructure/utilities. These are strongly counterintuitive results. 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. As for other
infrastructure/utilities, their sensitivity will depend on the precise operational or franchising
characteristics involved. However, airports are usually judged to be significantly more risky than
entities where, to a greater or lesser extent, the scope for substitution is more limited. [ would
therefore expect that, as we found in the UK, and other things ( in particular debt/equity ratios})
being equal, airports to have rather higher costs of capital than infrastructure/utilities generally.

Conclusion

As noted above, | have not attempted a comprehensive reassessment of the cost of equity ~let alone
the WACC - to be applied to Delhi airport. Rather, | have sought to identify how the regulatory
judgment might best take account of the inevitable uncertainties around estimation, and how the
risks to investment —and therefore users’ interests in the longer term — might be better factored
into the equation.

This is not an easy task. As a relatively new regulator AERA has the advantage of developing its
approach and policies afresh. However, its freedom of manoeuvre may be rather less than this
implies. This contrasts with my experience at the CAA where | inherited a significant history of past
decisions. However, that had the corresponding advantage that, over time, clear understandings of
what investors could reasonably expect ~ and the conditions under which they were prepared to
invest - had built up. Effectively, investors had become familiar with —and accepting of — a well-
established CAA approach. The credibility this gave meant that during my time we had latitude to
innovate, for instance on service quality and capex incentives, which was derived from the
reputation that had been built up generally but with investors also, and a perception that if they
behaved reasonably investors could expect to make returns that corresponded realistically to the
risks they faced. The current regulatory consideration therefore has to be seen in the context of the
longer term development that will be possible as investor experience and regulatory credibility is
built. The challenge is to build the confidence needed from all parties to lay that firm foundation for
the future.
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Cost of capital methodology for private airports

Prof, Jayanth R. Varma

1 Background

The Airport Economic Regulatory Authority (AERA) is mandated by the Airport Economic Regulatory
Authority of India Act 2008 1o determine the tariff for aeronautical services. The AERA has accordingly framed
the Airport Economic Regulatory Authorily of India (Terms and Conditions for Delermination of Tariff for
Airport Operators) Guidelincs, 201 1. An important clement in the fixation of 1ariff under these guidelines is the
Fair Rate of Return (FRoR) applied to the Regulatory Asset Basc (RAB) or FRoR*RAB. The guidelines provide
that FRoR is 10 be computed as a weighted average of the cost of debl and the cost of equity, and also that (he
cost of equity is to be determined using the Capital Assel Pricing Model ({CAPM).

AERA cngaged a consultant to prepare a sludy report on estimating cost of equity for private airports in [ndia,
and proposes to use the methodology recommended in this study report for fixing the arifl for Delhi
International Airport Limited (DIAL). DIAL has approached me to provide my opinion on two spccific issues in
the consultant’s study report:

o Usage of market value of equity in computation of cost of equity

e Estimation of the risk free rate of return

This notc presents my opinion on these two issues.

2 Risk free rate of return

AERA’s consultant proposes to estimatc the risk free rate of return by taking the arithmctic average of the daily
yield on 10-year government bonds over the period January 1, 200t to December 31, 2010. In my opinion, this
averaging is completely inappropriate. For computing the cost of capital on any given date, whal is relevant is the
risk free rate prevailing on that date, and not the average of what the raic has been in the past.

The cost of capital is used to discount future cash flows, and the past is completely irrelevant except in so far as il
provides some guide to the future. In the case of a market detcrmined bond yield, the yield at any point of time
rcpresents the market's expectation of what the average inlerest rate will be during the life of the bond (ptus
appropriate risk premia). Since long term interest rates alrcady represent an average of expected future short
rates, a further averaging of these rates does not make any sense.

Morcover, an average of past bond yields is a purely mathematical construei devoid of any economic
significance. By contrast, the long term interest rate is the risk free cost of capital today: it is the rate that would
have 1o be paid loday (o finance a risk tree project, and is therelore economically highly meaninglul and relevant.

A case could also be made that interest rates of maturities longer than ten ycars might be appropriate if airport
asscts have an average economic life exceeding ten years. Ten year yields might be used for estimation purposes
because of their greater liquidity, but it might be appropriate to add n small term structure spread of say 25 basis
puinis lo reflect the longer average economic life of the assets.

3 Leverage or gearing ratio

AERA's consultant applies the market value leverage ratio (instead of the book value ratio) (o relever lhe assel
beta into an equity hcta. Tn theory, this makes eminent sense, because book values are an accounting fiction with
no economic significanee. However, it is important to be completely consistent in this regard.

If market value weights are used to determine equity betas, il is absolulely imperative that market value weights
be used also for computing the weighled average cost of capital. Using market value weights in one place and
book value weights in the other produces resulls which are manifestly absurd.



It is easiest to see why this is so in an idealized Modigliani-Mitler (MM) setling where there are no laxes and no
capital market imperfections and debl is default free. As is well known, in the MM setting, the cost of capital
does not depend on leverage at all. Suppose thereforc, that £y (and Ry) = 10%, R,, — Ry = 5% and 4 = 1.
The cost of capital for thc untevered firm is 10% + 1 = 3% = 15%. In the MM setting, the cost of capital for the
levered firm is also 1 5%. Consider a firm with book value feverage of 0.8 and market value levcrage of 0.6. 11 we
apply markel value leverage consistently, we get fg = 8,4/(1 — 0.6) = 2.5,

Reg =Ry + Be(R. — Ry) = 10% + 2.5 x 5% = 22.5%. The weighled average cost of capital is given by
WACC =04Rg + 0.6Rp = 0.4 %22.5% + 0.6  10% = 15% as required by the MM theorem. [f we apply
book value weights consistently, then also we get the same end result: 8g = 84/(1 —0.8) = 5,

Rg =Ry + fe(Rym — Ry) = 10% + 5 5% = 35% and

WACC =0.2Rg + 0.8Rp = 0.2 » 35% + 0.8 » 10% = 15%, again as required by the MM theorem. But if
anybody were to attempt a hotchpotch of taking (a) the market value based equily beta and cost of equity, and (b)
applying book value leverage in computing the weighted average cosl of capital, he would cnd up with the
following absurdily: WACC = 0.2Rg + 0.8Fp = 0.2+ 22.5% + 0.8 + 10% = 12.5%. This purported result
would violate the MM theorem, and would imply that the project has an implied bela of only 0.5 instead of 1.0.

The above example shows that while the use of murkel values is theoretically the best approach, a consistent use
of bovk value leverage might be a tolerable approximation under certain conditions. However, mixing the (wo
approaches is an absolute disaster. The AERA guidelincs that define the FRoR as a weighted average cost of
capilal do not explicitly mention whether the gearing (or leverage) ratio is based on book value or market value
weights, but it is apparent from a reading of the entire guidelines, lhat book value weights are intended. [f this
reading is comrect, Lhen the choice of markct value weights for levering the beta and computing cost of equity is
completely indefensible and inappropriate.

Despite the theoretical merit of the market value approach, there might be practical advantages lo the use of book
values consistently everywhere:

s As mentioned earlier, probably the AERA guidelines already conlemplale the use of book value weights
for computing FRoR and there might be some reluctance to amend these guidelines.

o Since DIAL is an unlisted company, the dcterminalion of the market value of cquity is highly problematic.
In fact, the purported market value used by the consuhant is merely an analyst opinion and not a lrue
market price. There are issues of transparency, objectivity and faimess in a regulator using an estimate of
an analysl who bears no accountability to the regulator at ali.

o The analyst estimate of the markel value of equity would {explicily or implieitly) be based on some
projectcd earnings or cash flows. These eamings or cash flow eslimates would be based on some
assumption about the tariff that would be fixed by AERA. There is an inherent circularily in the regulator
setting the tariff using an analyst’s estimate of the market valuc of equity (and thercfore the analyst's
estimate of the tariff that the regulator would set). It would be akin to a snake trying to swallow its own lail.

o [tjs evident (hat when FRoR is applied to the Regulatory Asset Base (RAB). the book value of RAB is
used. There is no logical inconsislency in using markel values in both steps of computing FRoR, and then
using book value to compute RAB. This is because the RAB is not the totalily of assets of the company
and the cost of capital is for the whole company. Yel, there is probably an appeal of simplicity which might
lead 1o a regulatory preference for using book values in all three steps (two steps in computing FRoR and
the third step in computing RAB).

For these reasons, T would like to be pragmatic about this and statc that AERA would be perfectly justificd in
taking one of the following two approaches:

o Coinpule FRoR using estimated markct value of equity at both stages (lirst to estimate cquity bela and cost
of equity; and second to compule the gearing ratio for computing FRoR) but use book valuc of assets to
compute RAB.

o Use hook values for all three purposes {first 1o estimate equity bela and cost of equity: second to compute
the gearing ratio for computing FRoR: and third (o compule RAB).

The first approach is theoretically sound and the sccond is practically feasible, und so T would not like to be
dogmatic about the ehoice between the two approaches.

(5]
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RESPONSE TO NIPFP ESTIMATE OF THE COST OF EQUITY.

Introduction

Following AERA's release of its consultation paper 'Determination of Aeronautical Tariff in
respect of IGI Airport, New Delhi for the 1st Regulatory Period’, LeighFisher has been asked to
comment on the evidence produced for AERA by the National Institute of Public Finance and
Policy (NIPFP) on Estimating Cost of Equity for Private Airports in India.

NIPFP's report, like that of LeighFisher, employs the standard form of the Capital Asset Pricing
Model (CAPM). This paper examines each component of the approach reported by NIPFP and
considers its suitability for use in equity determination in India. It identifies:

= One area — the risk rate — where NIPFP fails to follow best practice;

= One area - betas — where the evidence source cited by NIPFP is flawed; where they have
disregarded important evidence on relative levels for airports in emerging and mature
markets; and where they have made inappropriate adjustments to data (which have
subsequently been rejected by AERA itself);

= One area — the equity risk premium — where NIPFP has failed to follow the approach
recommended in the source they have cited without noting this fact; and

= One area — the levering and delevering formula — where there is a danger that NIPFP has
used a debt equity ratio incompatible with that applied by AERA.

As an overall result we have significant concerns about the use of NIPFP’s paper as evidence
on the cost of equity for Delhi International Airport. Since the effect of each (individually and
collectively) of NIPFP’s departures from best practice is to reduce the cost of equity, there is a
specific danger that this will lead to an estimate which is excessively low.

The remainder of this paper goes through the individual elements of the NIPFP approach to
calculating the cost of capital in detail.

Risk Free Rate

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:
= Anunderlying real rate of return;

= Aforward looking inflation rate.
This reflects the fact that it is more realistic to assume that the real rate of return is consistent
over time, rather than to assume that investors have a consistent view of the nominal rate and

would, by implication, feel equally satisfied with (say) a nominal 8% return if inflation were at 5%
as they would be if the same 9% nominal rate were offered and the inflation rate were 15%.

Response to NIPFP Estimate of the Cost of Equily
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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.

For the avoidance of doubt, the objective is not to produce a forecast of Government interest
rates in their own right, it is to produce an estimate of the underlying risk free return. The use of
government interest rates provides a proxy for these.

in the case of the LeighFisher study, the headline average interest rate of 7.8 % calculated by
LeighFisher was adjusted for average inflation over the same period (of 5.6%) to produce an
average real interest rate of 2.2%. This was then taken as a proxy for the real risk free rate. The
resulting real rate was then converted to a forward looking nominal rate by incorporating
forecasts of inflation. The LeighFisher estimate of the nominal risk free rate employed
projections for forward looking inflation of 6% produced by the Survey of Professional
Forecasters. This projected inflation rate was somewhat higher than actual inflation over the
historic period used for calculating the real rate- leading to a correspondingly higher figure for
the nominal risk free rate of 8.3%. The risk free rate derived in this way is, of course,
dependent on inflation forecasts {as the best a proxy for inflation expectations) and so the
regulatory conclusion should take account of the best inflation forecasts available at the time of
the decision. A key issue here is consistency: the inflation rate implied by the risk free rate
calcutation should match that used in other aspects of regulatory calculations and in particular
financial forecasts.

NIPFP have not applied the approach set out above, but have taken a simple average of ten
year nominal bond rates between 2001 and 2010, without adjustment, and proposed that this
should be used to represent forward looking nominal rates. No attempt has been made to allow
for the difference between past and forward looking inflation rates. In doing this, NIPFP has
derived a nominal risk free rate estimate of 7.35% based on the past, which, with future inflation
rates forecast at 6% ( as projected the Survey of Professional Forecasters) would be
consistent with a real risk free rate estimate of 1.27% .

It should also be noted that debt costs may react very strongly to major financial crises. These
may lead to sharp short term increases in individual countries if currency risk is seen as
increasing, but may alternatively lead to falls if the Government embarks on a policy of credit
easing. Where the effects have been global, there may well be distortions to interest rate
structures - even in countries where the direct impact of the crisis has been less major.

The period taken by LeighFisher — the longest for which information was available - covered
both periods of high and low real interest rates, which to a certain extent offset each other.

The 2001 to 2010 period taken by NIPFP is dominated by the impact of the most significant
global financial crisis since the Second World War, between 2008 and 2010, when Indian
interest rates were at unsustainably negative levels. There is a strong case for omitting this
period, and (to avoid an imbalance) omitting also 2001 when real interest rates were high.

Response to NIPFP Estimate of the Cost of Equily
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Real and Nominal Interest Rates 2001 to 2010
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This leaves the period 2002 to 2007 when real rates were relatively consistent and unaffected
by crisis. Over these 5 years real interest rates, were 2% (based on nominal interest rates of
6.9%). Using the 6% inflation rate forecast cited earlier this would give rise to a forward looking
nominal risk free rate of 8.1%.

These nominal and real forecast risk free rates can be compared with:

= The current yield nominal yield on Indian 10 year bonds of 8.2% (the lowest rate since
August 10 2011);

= Long term historic real rates on indian bonds estimated by Varma and Barua, which are
equivalent to 2.6% real for the period 1991 to 2005 (9.5% nominat);

= Estimates of long term risk free rates in the UK produced for UK reguiators by Smithers and
Co of 2.5%;

» Repeated use of estimates between 2% and 3% by UK regulators though a lower rate of
1.75% has recently been used for the NERL en route charges determination.

These comparisons suggest that, at forward fooking inflation rates of 6%, the real interest rate of
1.27% implied by the NIPFP approach is excessively low.

Betas

NIPFP has produced an estimate for airport beta based on the average from a sample of 25
companies. Having calculated this average, it has then reduced the figure by a mitigation factor
linked to a possible stabilisation mechanism derived from the application of a User Development
Fee. We note that AERA has not accepted this NIPFP adjustment — a position which we would
endorse. However, there remain significant problems with other aspects of NIPFP's beta
assessment related to;

= The source and quality of NIPFP beta estimates
» The complete rejection of the evidence of higher betas for airports in emerging economies

Response to NIPFP Estimate of the Cost of Equily



& 1

L2

Leigh|Fisher
#tanagement Consultants

Source and Quality of NIPFP Beta Estimates

The NIPFP paper derives the betas used in its cost of equity estimates from evidence provided
to the New Zealand Commerce Commission by the Strategic Finance Group Consulting Group
(acting for Air New Zealand). While such evidence is potentially relevant, it was provided by an
interested commercial party to a regulatory deliberation. The weight that should be attached to it
needs therefore to take proper account of that regulator's view of the evidence. Significantly
more weight could be placed on it had it been endorsed by that regulator and reflected in its
regulatory conclusions.

In practice, however, the comments of the regulator fall far short of an endorsement. The
Commerce Commission's (CC’s) views on the evidence provided on beta provided by the
source used by NIPFP were as follows:

‘E8.27 SFG [the Strategic Finance Group] {for Air NZ) increased the size of the
comparator sample (from that used by the Commission in its Draft Reasons
Paper). Using the same approach as outlined by the Commission SFG
concluded that the Commission’s estimate of beta was overstated and a more
appropriate assel beta value was in the order of 0.5

E8.28 In its cross-submission NZZA [New Zealand Airports Association] supplied an
expert report from PwC which critiqued Air NZ's expert reports on the asset
bela.

£8.29 PwC found two technical errors in the SFG analysis, a gearing adjustment that
was not consistent with the Commission's approach and anomalies in a number
of SFG's bela estimates. PwC considered that remedying these errors alone
would raise the asset beta estimate using SFG’s preferred method and Air NZ's
preferred sample from 0.50 to approximately 0.70. PwC also disagreed with
SFG's estimation of equity betas using a very long period of observations, and
using its preferred set of comparable entities generated an asset beta estimate
of approximately 0.70 (this is comparable to the asset betas derived by the
Commission and Europe Economics). The Commission identified similar
technical issues with the NZIER [New Zealand institute for Economic Research
acting for the Board of Airline Representatives New Zealand} and SFG expert
reports on the asset beta analysis.”

Source: New Zealand Commerce Commission Input Methodologies (Airport Services) Reasons Paper.
December 2010

This failure to accept the evidence on beta provided by the SFG, raises serious questions about
the weight that NIPFP has placed on it and the role it is now playing in AERA’s regulatory
assessment. {t would appear to have less credibility than the final set of betas used by the
regulators themselves foliowing their close examination of the evidence from all sources. It is
the Commerce Commission’s final hetas which have been used by LeighFisher in its own
evidence.

We should also note that the set of comparators adopted by the Strategic Finance Group/Air
New Zealand is in some aspects unusual. In particular we have not previously seen use made
of Derichbourg, Dyncorp, Multiplus or Beijing Airport High Tech Park (as distinct from Beijing
Capital Infernational Airport) for airport regulation comparisons, and companies such as Infratil
have wide non-airport interests. Interestingly, SFG's own original report makes clear that each
of these companies was considered by Air New Zealand as specifically not comparable to
Auckland International Airport.

Brief additional information on the companies concerned, taken from the SFG/Air New Zealand
evidence, is shown below, together with our view of possible reasons why Air New Zealand
regarded them as non-comparable to Auckland.

Response 10 NIPFP Estimate of the Cos! of Equity
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Company

Beijing Airport
High-Tech Park Co
Ltd (600463;
China)

Derichebourg
(DBG; France)

Dynacorp
International
(DCP; USA)

infratil

Multiplus S.A.
(MPLUS; Brazil)

Leigh|Fisher

SFG Description

The Company is primarily engaged in the development
and sale of land and leasing of standard factories. The
Company is also involved in the management of
propetties and the construction and building business.
Other activities include the provision of consultancy
services.

Derichebourg provides airport gervices including
runway assistance, passenger assistance, coordination
and control of stopovers, aircraft cleaning, logistics and
baggage handling.

DynaCorp International Inc. (DynaCorp International) is
a provider of specialized, mission critical professional
and support services outsourced by the United States
military, non-military United States governmental
agencies and foreign governments. The Company's
expertise is in law enforcement training and support,
security services, base and logistics operations,
construction management, aviation services and
operations, and linguist services. It also provides
logistics support for all of its services. The Company's
custorners include the United States Department of
Defence (DoD), the United States Department of State
(DoS), foreign governmenis, commercial customers
and certain other United States federal, state and local
government departments and agencies. Revenue from
the United States government accounted for
approximately 96% of total revenue during the fiscal
year ended April 3, 2009 (fiscal 2009).

The Company is listed on the New Zealand Exchange
and owns airports in New Zeatand and Europe as well
as electricity, waste to energy and port investments in
New Zealand and Australia.

Multiplus provides loyalty program management,
administration and operation services for customers of
its commercial partners.

LF Assassment of
Possible Reasons
for ANZ Rejection

Not involved in airport
ownership or
management

{involved in airport
services and handling
rather than airport
ownership or
management

Involved in support
services primarily to
the US Government
rather than the
ownership and
management of major
civil airports

Substantial proportion
of holdings not related
to airports

Acivities entirely
unconnected with the
operation or
management of
airports

In the circumstances it is somewhat surprising that NIPFP has chosen to include these
companies - which together make up a fifth of its sample.

The New Zealand regulator, having considered the evidence of SFG and others ultimately
produced its own set of 25 international airports (which did not include any of the companies
noted above). A list of these companies with the Commerce Commission’s own description is
shown below together with its determination of the monthly betas - the approach to betas used
in the LeighFisher report (NIPFP also uses monthly betas).

Response to NIPFP Estimate of the Cost of Equity
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Company Country Commerce Commission Description Monthly
: Betas
Aerodrom Ljubljana Slovenia Operates Ljubljana airport, providing a range 1.08
of airport and ground handling services
Aeroporto di Firenze  italy Manages Florence airport and provides 0.59
services to airlines, retailers and other
concessionaires
Aeroports de Paris France Manages all of the civit airports near Paris 0.69
and provides air transport related services
and business related services
Airport Facilities Japan Manages and leases airport facilities at 0.32
Haneda airport (Tokyo city), and manages
Narita airport facilities
Airports of Thailand Thailand Operates Bangkok airport and the main 0.74
provinclal airports, and provides services to
airlines, retailers and other concessionaires
Auckland - New Zealand  Operates Auckland airport and provides a 0.75
International Airport range of services to airlines, retailers and
other concessionaires
Australian Australia Principally owns a number of Australian 0.76
Infrastructure provincial airports
Beijing Capital China ~ Provides both aeronautical and non- 1.02
International Airport aeronautical services at Beijing airport
Flughafen Wien Austria Manages, maintains and operates Vienna 0.78
airport, providing terminai, air-side and
ground-side services
Flughafen Zurich Switzerland Operates Zurich airport, providing flight 0.49
operation and secunty services and leasing
airport facilities to commercial entities
Fraport Germany Operates Frankfurt airport, providing traffic 0.62
and terminal management, ground handling,
security and facilities management services
Gemina Italy Operates Rome airports (Fiumicino and 0.49
Ciampino), providing airport rights, handling,
security, retail and parking services
Grupo Aeroportuario  Mexico Operates international airports in the northern 1.04
Del Centro Norte and central regions of Mexico, providing
aeronautical and non-aeronautical services
Grupo Aeroportuario  Mexico Operates airports in the Pacific and central 0.64
del Pacifico regions of Mexico, providing air transport
support and commercial services
Grupo Aeroportuario  Mexico Manages airports in southern Mexico, 0.85
del Sureste providing a range of airport and commercial

Response to N!IPFP Eslimate of the Cost of Equity
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Company Country Commerce Commission Description Monthly
Betas
Kobenhans Denmark Owns and operates Copenhagen airport 0.38
Lufthavne providing services to airlines and
concessionaires
Guangzhou Baiyun China Operates Guangzhou Baiyun airport, 0.56
International Airport providing ground, passenger, aircraft
maintenance, food and space rentat services
Hainin Meilan China Operates Hainan Mellan airport, providing 1.29
International Airport airfield, terminal facilities, ground handling,
passenger, cargo, retail and car parking
services
Japan Airport Japan Manages and maintains passenger terminals 0.58
Terminal and aimport facilities at Haneda and Narita
airports
MAP Group Australia Owns Sydney airport and stakes in some 0.66
other airports
Malta International Malta Manages Malta airport, providing aircraft 0.47
Airport landing / parking, ground handling and
concessionaire services
SAVE Italy Operates Venice airport, providing airport, 0.82
infrastructure management and retail services
Shanghai China Operates Shanghai airport, providing air traffic 0.70
International Airport control, terminal management, ground
handling and space rental services
Shenzhen Airport China Operates Shenzhen airport, providing ground 0.82
operation, logistics and space rental services
Xiamen international  China Operates and maintains Gaogi airport, 0.75
Airport providing air transport support, space rental,

logistics and car parking services

While clearly there are arguments to be had as fo the precise composition of any comparator
list, one compiled by an expert and disinterested regulator after detailed examination of the
evidence, would normally be preferred to that submitted by an interested commercial party -
particularly where there are significant issues around the relevance of some of the comparators
in the alternative. The set of companies finally used by CC has been adopted by LeighFisher in
its evidence to AERA together with its estimate of monthly betas. We suggest strongly that
these should be preferred to the list NIPFP has derived from the SFG report.

Response 1o NIPFP Estimate of the Cost of Equity
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Use of Betas from Emerging Economies

Leigh Fisher divided the airports examined into ‘'emerging' and ‘mature’ markets. This reflected
the fact that the betas of the two groups appear to be different and that Indian Airports had more
in common in terms of generai characteristics {and, as a resuit risk) with other airports in
emerging markets than those in European and Australasian mature markets.

The difference between emerging and mature country betas in the full 25 airport New Zealand
Commerce Commission sample is shown in the chart below - which uses the monthly betas
approach applied in the LeighFisher study (and also in the SFG/Air New Zealand cited by
NIPFP). The evidence suggests that:

= Although there is a degree of overlap, there appear to be two distinct groups,

= The averages for the two groups are significantly different - 0.84 for emerging economy
airports and 0.64 for mature economy airports;

= All emerging market airports have a beta of above 0.5;

= AMann-Whitney U test applied to the values support the hypothesis that the distributions are
different at a 95% significance level.

Betas - Airports in Emerging and Mature Markets
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Source New Zealand Commerce Commission

NIPFP implies that Indian airports are fully comparable with airports in developing companies in
terms of size and service perfoormance and that as a result their risks should be considered as
being similar. We would reject these arguments:

» We accept that service standards at airports such as Dethi are high — but then so are those
in a number of other airports in emerging economies notably Beijing, Shanghai and Kuala
Lumpur. If anything it is service standards in airports in the mature economies (such as
Paris or Vienna) which are now lagging. We see no strong reason why service standards
would affect relative risk;

» We do not believe that size necessarily distinguishes mature airport airports from those in
emerging countries. Guangzhou, Shanghal, and Bangkok are all large airports. This does
not stop them from facing risks associated with emerging markets. In contrast, Malta, Venice
or Auckland would be relatively small airports but that does not mean that the relevant
economies are immature,

Response to NIPFP Estimale of the Cost of Equity
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We have pointed to a number of factors which might make Delhi in particular risky and in our
view AERA should take these into account.

NIFPF themselves have referred elsewhere in their report to a particular factor which might be
expected to give airports in emerging markets a higher beta than those in mature markets- the
sensitivity of traffic growth to economic factors . The table below shows the income elasticities
cited by NIPFP for ‘Developing Countries’ and non US ‘Developed Nations’ (none of the airports
specified by the New Zealand Commerce Commission is US). As can be seen, the elasticities
for emerging economies are consistently significantly higher than those for non-US mature
economies. This suggests strongly that traffic performance in emerging economies airports
{and therefore in due course the value/share price of the airport} will be much more directly
sensitive to the factors which affect the economy as a whole than those of airports in more
mature markets.

It should be noted in this context that even though the prices at Delhi will be reset at regular
intervals, it {like a number of other airports in the sample) will remain sensitive to within period
traffic and other risks.

intervistas Income Elasticities

Natlonal Level Non-US Developed Nations Emerging Economles
Short haul 1.3 1.8
Medium haul 1.4 1.8
Long haul ' 1.5 2.0
Ultra long haul 22 2.5
*Note NIPFP gives this as 1.7
Route Level Non-US Developed Nations Emerging Economies
Short haul 1.5 2.0
Medium haul 1.6 2.0
Long haul 1.7 2.2
Uitra long haul 24 2.7

Equity Risk Premium

The NIPFP paper relies solely on the work of Professor Damodaran in its derivation of the equity
risk premium. In evaluating risk premia for individual countries, Professor Damodaran
advocates the adoption of an approach which is based on using the equity risk premium for a
well established mature economy market (for example the United States) and adjusting for
relative country risk.

LeighFisher also cited Damodaran's estimate of the equity risk premium for India, alongside
other evidence derived directly from the Indian historic record in its own evidence on the cost of
capital.

While Damodaran mentions other methodologies, his preferred approach used the following
formula:

Country Equity Risk Premium = Country default spread X standard deviation equity/
' standard deviation bond

Response 10 NIPFP Eslimate of the Cost of Equity
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The principle behind this is that the country’s default spread is an indicator of the risk inherent in
the country as expressed by its relative debt price, while the ratio of the variance of equity and
bonds factors this up for the relative risk of country equity and country debt. Damodaran notes
the volatility of measures of the standard deviation ratio across countries and time and tends to
use an averaged ratio. He comments:

‘In 2011, for instance, there were 33 emerging markets, where both the equity
market volatility and the government bond volatility numbers were available, at least
for 100 trading days... The median ratio, across these markets, of equity market
volatifity to bond price volatility was approximately 1.88. We apply this median ratio
to compute country risk premiums for alf the countries.’

Source Equity Risk Premiums: The 2011 Edition Answath Damadorran 2011

Damodaran nevertheless notes however that on his website, he continues to use the figure of
1.5 reflecting the historic value of this ratio. (Source Equity Risk Premiums: The 2011 Edition
Answath Damadorran 2011).

‘

Damodaran also discusses methods based simply on the country default spread and equity
market risk ratios but concludes:

'We believe that the larger country risk premiums that emerge from the last
approach {the approach cited here] are the most realistic for the immediate future,
but that country risk premiums will decline over time. Just as companies mature and
become less risky over time, counlries can mature and become less risky as well. '

Source Equity Risk Premiums: The 2011 Edition Answath Damadorran 2011

In our evidence we cited Damodaran'’s latest available application of this methodology to India
which used a mature market equity risk premium of 5% (based on a forward looking rather than
historic approach}, the 1.5 standardised multiple and a default spread of 2.4 to give an equity
risk premium of 8.6% (Source Country Default Spreads and Risk Premiums July 2011 Anwath
Damodaran). It would, of course be possible to use as an alternative estimate for mature
market equity risk premium - such as the 4.31% geometric rate for the US employed by
NIPFP. It would also be possible, on the other hand, to use the most up to date estimate of
relative equity volatility of 1.88 noted by Damodaran. If these two adjustments were combined
the resulting answer would be 8.82%. '

In practice, however, NIPFP’s estimate of 6.71% does not follow the preferred Damodaran
methodology. it instead uses a lower value for the mature market risk premium based on one
assessment of US historic figures and adds a default spread of 2.4% which is not factored up by
relative volatility {as specified in Damodaran’s preferred methodology). The resulting estimates
are nearly 2 percentage points lower than the resuit of 8.6% endorsed by Damodaran himself.
The NIPFP does not discuss why it has adopted this alternative methodology.

In the LeighFisher report, the equity risk premium estimated by Damodaran is compared with
results from other sources to substantiate a risk premium of 9%. We would contrast this with the
NIPFP approach which considers only the resuits derived from a calculation from a single cited
source; and where the methodology applied does not even follow the recommendations of that
source.

Response to NIPFP Estimate of ihe Cost of Equity 10
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Levering and Delevering
As the LeighFisher report comments:

“In principle, the debt and equity in CAPM calculations (and cost of capital
calculations in general) should be based on market value. However in many
applications the accounting values are used, either in the interests of simplicity and
stability, or because there are no direct ways of ascertaining the values of the debt
or equity concerned — especially for forward looking estimates.”

In the case of Delhi, the airport is only one of a wide range of assets in GMR's portfolic and
there is no directly available market value for it. We have not seen the basis of the analyst’s
valuation employed by NIPFP. However, for a valuation based on projected earnings (such as
this purports to be) four factors are likely to apply:

= There will be a range of potential valuations in the market — very possibly a wide range;

a  The valuation of Delhi is likely to be only a limited portion of a ‘sum of the parts’ valuation:
The amount of effort applied o valuing the airport in isolation will reflect this;

= The valuation will inevitably need to make assumptions about the aeronautical revenue
which the airport will earn -introducing a circularity for regulatory purposes;

» The valuation will also need to make an assumption about the cost of equity (which may, or
may not, be right) again reflecting a circularity — especially as this cost of will imply
assumptions on the debt/equity ratio.

In short, any market value adopted in these circumstances will inevitably be imprecise,
potentially contentious and circular.

However in principle, this should not have a substantial impact on the final WACC. As the debt
equity ratio reduces, so the cost of equity decreases but there is more equity within the
calculation and if a consistent approach is adopted these approaches should wholly or entirely
cancel each other out, once the effects of taxation and changes to debt costs have been taken
into account.

The chart below shows the effect on the final vanilla WACC of different debt/equity ratios using
plausible illustrative assumptions set out in the box below, and applying the Miller relevering
formula adopted by both LeighFisher and NIPFP. As can be seen, the resulting WACC varies
relatively little over a wide range. Moreover, the illustrative example has allowed for the
increased cost of debt as gearing rises, or of taxation. Adjusting for these would be likely to
flatten the results for the WACC further.

Respanse to NIPFP Estimate of the Cost of Equity
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WACC and Debt Equity ratios (Constant Cost of Debt)
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Assumptions used in calculation of WACC under different debt/equity ratios
(similar results would be expected with other plausible assumptions):

« Risk free rate — 8%
| = Equity risk premium — 9%
Asset beta— 0.7
= Cost of debt - 9% (constant across debt equity ratios)
= Relevering uses Miller formula

The relatively low variance of WACC over a range of gearing assumptions is a well known result
for this methodology and may be one of the reasons why regulators in other jurisdictions have
felt comfortable in taking a single regulator determined reference point for gearing.

One implication from this, however, is that it is clearly essential that the same weightings of debt
and equity are used in both the equity determination and the WACC. It is entirely inconsistent,
for example, to use a market based, estimate for the debt/equity ratio for the cost of equity in
isolation and a higher accounting based estimate of gearing for the WACC calculation. Such an
approach would both lead to a lowering of the cost of equity (by minimising the debtequity ratio
for relevering purposes) and to a lowering of the importance of equity in the WACC in the overall

calculation. In consequence, it would be likely to lead to a significant underestimate of the fina
WACC.

Two consequences arise from this:

« |tis likely to be highly misleading to compare the cost of equity in different determinations
unless the debtequity ratio has been corrected for;

= If the regulator decides to use an accounting rather than a market based value for the debt
equity ratio for the purposes of calculating the WACC (thus avoiding the regulator needing to

Response to NIPFP Estimate of the Cost of Equiy 12
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endorse and defend a specific valuation for the company) the cost of equity proposed will
need to be correspondingly based on an accounting based approach.

We have not seen the WACC calculation made by AERA and cannot therefore comment on
whether the required consistency has been achieved - though we note that AERA does not
seem to have cited a market based equity valuation for this purpose.

Overall Cost of Equity

In addition to examining directly derived evidence on the cost of equity for airports, AERA also
considers the cost of equity found by other regulators looking, in this case, at Indian utilities. The
NIPFP report estimates the cost of equity for airports at 12.7% (adjusted by the reguiator to
14%. This compares with past findings for utility cost of equity of around 16%.

We would make three observations on such comparisons:

* Any comparison needs to be corrected for the debt/equity ratio assumed in the different
calculation of the cost of equity (and for reasons noted above) applied in the calcutation of
WACC. Without such standardisation, the comparisons are of limited relevance;

= Similarly any such comparison would need to adjust for assumptions about forward looking
inflation, since different assumed inflation rates would be expected fo lead to different
nominal costs of capital;

= Any comparison will need to take into account the relative risks of airports against other
utitities — which are likely to be influenced by a number of factors including, in particular, the
high level and relative volatility of the revenue growth rates.

We have already discussed the first two issues. We understand that the final issue will be
covered by the work undertaken by other parties.

We would note, however, that in terms of regulatory precedents, the issue of the relative risk has
been carefully considered by UK regulators, and there has been no real disputing the
contention that airports would be expected to have higher risk (and therefore attract a higher
cost of capital).

LeighFisher has already provided evidence to AERA on this issue. The point is well
encapsulated in a paper commissioned by the UK Office of Rail Regulation from First
Economics (The Riskiness of Network Rail Relative to Other Regulated industries — June 2008).

The key conclusions, having reviewed a wide range of risk factors, are shown in the box below.
These clearly support a view that:
= Airports are inherently more risky than Network Rail;
= Network Rail is seen as comparable in risk to the classic utilities of water and energy;
= Even a low risk airport, such as Heathrow, should have a cost of capital higher than Network
Rail — and therefore, by implication, the classic utilities.
Extract from Conclusions of The Riskiness of Network Rail Relative to Other Regulated Industries
prepared by First Economics
...wae feel confident about putting forward the following summary:

— it is extramely unlikely that investors will perceive Network Rail fo be as risky as a regulated airport
business. Although Network Rail's capex programme may be Seen as containing greater downside
risks, a combination of significantly lower demand risk, lower opex risk, lower-powered service
qualily incentives and the presence of explicit price control reopeners more than offset this risk; and

Response to NIPFP Estimate of the Cost of Equily . 13
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- in comparison with any other regulated company, there are both reasons why Network Rail might be
perceived as more risky and reasons why it could be seen as less risky. Overall, we feel that it would
be difficult mount a convincing argument that Network Rail's risk profife is materially different from
{hat of the other companies.

Having observed in seclion 3 of this paper how others have ranked the different sectors, our
recommendations to ORR are as follows:

— when choosing a cost of equity for use in estimating Network Rail’s cost of capital, ORR should treaf
the figures used by the CC in its determinalion for Heathrow as an absolute ceiling on the
calculation. Since airports are almost certainly riskier stock market investments, ORR’s chosen cost
of equity should ideally sit a clear distance below the CC's estimale;

- regulated businesses (other than transmission) from the energy and waler sectors are belter
comparators for a shareholder-owned Network Rail. it would not be unreasonable for ORR lo use
either actual share price data or Ofgem/Ofwat deterininations as benchmarks for its own cost of
capital conclusions; and

—~ in discussions with the credit rating agencies, ORR should encourage comparisons between the
energy, rail and water sectors as a way of teasing oul the inherent similarities between the risk
profiles of the regulated networks in these industries.

In its evidence First Economics includes a review of the position of the energy regulator
(OFGEM) shown below.

Extract from Energy Regulator Comparisons with Airports from The Riskiness of Network Rail
Relative to Other Regulated Industries prepared by First Economics

the way that Ofgem presented its conclusions that it was conscious of comparisons to the findings of the
CC (the Competition Commission] in a report on airport regulation published two months previously. The
CC's cost of equity for Heathrow airport was 7.33% (based on gearing of 0.6) and Ofgem recognises in
its determination that the GDNSs face lower business than a regulated airport. This meant that the CC's
cost of equity allowance to all intents and purposes acted as a ceiling on Ofgem’s calculation.

Ofgem's approach was entirely consistent with the position taken by the CC in its work. Although the CC
did not consider the riskiness of energy networks specifically, it did comment on the riskiness of airports
relative to other regulated industries in general. In its final inquiry report the CC remarks that it is ‘fogical’
that Heathrow and Gatwick airports should have higher betas (and, hence, a higher cost of equity) than
utility businesses.

First Europe goes on to consider evidence provided to OFWAT — the water regulator.

Extract from Energy Regulator Comparisons with Airports from The Riskiness of Network Rail
Relative to Other Regulated Industries prepared by First Economics

Confirmation of the picture emerging from last year's regulatory determinations can be found in a recent
survey of investors by Water UK (the trade association for water and sewerage companies). At the start
of 2008 Water UK interviewed around 40 representatives of the investor communily and asked them to
rank different types of company in order of risk. The results were as foflows:

- eleclricity/gas transmission emerged as the sector in which risks were perceived to be lowest, with
respondents citing the essential/strategic nature of the transmission infrastructure and revenue cap
reguiation as factors which limit risk;

— gas distribution, electricity distribution and water and sewerage were seen as more risky than
transmission for a variety of reasons, most notably a sense of greater volatility in costs and
revenues. However, no clear pattern emerged to suggest that investors see any one of these three
sectors as more risky or fess risky than the others,; and

— respondents did, however, rank airports as more risky than traditional utility companies, generally
highlighting airports exposure to demand risk in support of this position.

Response to NIPFP Estimate of the Cost of Equily 14
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Although this work has qualilative value only, it does support the hierarchy (if not the specific figures
within thal hierarchy) that emerged from the work of Ofgem and the CC last year.

The report then refers to evidence from a ratings agency

Extract from Energy Regulator Comparisons with Airports from The Riskiness of Network Rail
Relative to Other Regulated Industries prepared by First Economics

The two regulated sectors in which permanently higher risk is said to exist are telecoms and aviation. in
the case of airports, Moody's slates:

“Airport services fare] seen as moderately higher risk than water and electricity. For the airport sector,
specifically BAA, we broadly apply a “one-notch discount” in our financial ratio guidelines compared with
water and electricity (this means that, for the same leverage and coverage parameters, BAA would
typically be rated one notch lower than a generic water or electricity company). BAA is more exposed to
potential demand shocks, with less reguiatory protection in relation to internim reviews.”

The results of all these findings are consistent and clear. It should be stressed that First
Economics concern in their work was with rail not airports. The lesser riskiness of airports has
nevertheless been reported as a clear secondary conclusion of their work.

Conclusions

We have considered each of the elements of the NIPFP estimation of the cost of capital. We
find that:

» the estimate of the forward looking nominal risk free rates - using a methodology which does
not allow for changes in inflation rates, or the possible exceptional effects of recent global
economic conditions - is inappropriate;

= the evidence on betas from the source cited by NIPFP has been found {o be unreliable by
the New Zealand Commerce Commission (to which the evidence was originally put). The
selected betas derived from this by NIPFP also include companies which are apparently
irrelevant to the ownership and marketing of airports and which Air New Zealand (which
originally commissioned the study) did not regard as comparable to Auckland Airport;

« NIPFP fails to consider important evidence on the higher betas of airports from emerging
economies for reasons which are not convincing;

= NIPFP has used a methodology for the calculation of the Equity Risk Premium for India
which does not correspond to the recommended approach of the source they cite
(Damodaran). As a result they reach conclusions which are not compatible with
Damodaran’s own findings or results derived from alternative sources;

+  NIPFP's derivation of the debt equity ratio, while not wrong in principle, gives rise to some
significant practical problems. More importantly it may well not be compatible with the
approach adopted by AERA in calculating the WACC;

= The resulting estimate of the cost of equity for airports at 12.7% (adjusted by AERA to 14%)
is significantly lower than the cost of equity for Indian utilities, even though regulators
elsewhere believe that airports are more risky than utilities and would therefore be expected
to have a higher cost of capital.

In our view a low weight should therefore be given by AERA to this evidence.

Response to NIPFP Estimate of the Cost of Equity 15
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DELHI AIRPORT TRAFFIC FORECAST REVIEW

Traffic at New Delhi IGI Airport has experienced sustained growih in recent years. Behind this growth lies
growlh in the [ndian economy and the deregulation of the Indian air transport sector.
Forecasting air traffic going forward has to take account of a number of factors:

¢ Supply side: capacity likely to be operated and likely load factors; and

¢ Demand side: growth in the local economy and changes in fare levels.

Itis LeighFisher's view that it is not advisable to pay too much attention to historic traffic performance as
this is distorted by the highly regulated nature of the Indian domestic market and also the non-rational
behaviour of some of the airlines in the market, including provision of excess capacily and pricing under
cost in order to gain market share in the past.

Previous forecasts appear to have adopted a moving average approach to the {orecasts, applying historic
growth forward as a basis for the forecasts. We would disagree with this approach as this assumes that
the operating environment now, is the same as it was in the past. This is cleary not the case.

Fuel prices are considerably higher;

The airlines operating in the domestic sector are foss making;

There are capacity constraints at airports such as Mumbai; and

Some airlines are adding capacity and cutting fares to fill seats even though these airlines are
unprofitable.

Performance to 2011

Traffic has been growing at 27% for domestic traffic and 17% for interational traffic through November
2011. Performance on a calendar year basis (in 000s} is shown below.
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The above provides our estimate of growth to the end of 2011,
Supply Side Factors

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 is the chronic unprofitability of most airlines operating domestic routes. The
traditional solution for chronic unprofitability is for weaker airlines — to withdraw capacity and fares to rise
— has not happened. This means that the airline capacily market is out of step with the market, as there is
an oversupply of capacity, which in turn 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 capacily below what is currently planned. Given the poor financial condition of some Indian
airlines, this a particulary big risk in the current market, given high fuel prices.

Demand Side Factors

Typically, traffic growth is mainly driven by demand side factors, growth in the local economy and changes
in prices.

An examination of past performance suggests a rapidly maturing market. In LeighFisher's view, the
impact of dereguiation 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 conlinue.

It is not possible to derive the price directly from air fares as no data is available but in certain years there
is evidence that there was a price factor at work in terms of either increases in fares or cuts in capacity
due to profitability issues.

Airport Planning Services
International Airpor
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In addition in the last year or so, constraints on airfield capacity at Mumbai appears to be driving some
traffic to New Delhi.

LeighFisher suspects a fare correction in 2008-09, followed by a downward correction in 2008-10 and
again in 2010-11. In addition, in 2010-11, LeighFisher 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 capacily via Delhi rather than Mumbai as evidenced by their decision to make New Delhi IGIA
their hub.

Without adjusting for these factors (capacity, price and congestion at Mumbai), it is unlikely that any
forecast wiil be reliable.

Risks and Conclusions

Significant risks still exist to any forecast. These include the risk of airline closure, especially in the
domestic market and the risk of lower capacity and demand, due to the current global situation.

Network carriers are struggling across India and Kingfisher's situation remains volatile despite recent
efforts to improve the debt situation. Jet Airways has also shown a steady decline in profitability and yields
over the past few years as low-fare airflines have taken market share from network camiers. In particular,
Air India's future remains extremely uncertain. While the Government of India is keen to turn the airline
around, there are still significant risks associated with this move. This could have a major effect on traffic
at New Delhi IGIA given the recent move by Air India to use Terminal 3 at IGIA as a hub.

The growth of traffic at Tier-I| cities and the increased point-to-point service will also affect New Delhi
IGIA's traffic. As low-fare aiitines increase their service to smaller cities, New Delhi will see a decrease in
traffic. However, this is likely to be offset to a degree by |.CCs offering international service and attempting
to connect passengers through major airports.

It is not advisable to use historic growth rates to forecast future growth. The market has changed
significanily, due to higher fuel prices and an imbalance between supply and demand which is leading 1o
excess capacity. The forecasts need to reflect on the impact of likely capacity cuts either by a balanced
reduction in capacity or a possible sudden failure or grounding of individual aiflines. Any forecast
approach needs to make allowances for the change in the market.
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Statement of Confidentiality

This report has been prepared by KPMG Advisory Services Pvt Lid (KASPL), an Indian
private limited company and a member firm of the KPMG network of independent
member firms affiliated with KPMG International, a Swiss cooperative.

This report is provided to Delhi International Airport Private Limited (DIAL) pursuant to
our Engagement Letter, dated [2 Jan 2012, and is subject in all respects to the terms and
conditions of the engagement letter, including restrictions on disclosure of this report to
third parties.

[f this report is received by anyone other than DIAL the recipient is placed on notice that
the attached report has been prepared solely for our client for its own internal use and this
report and its contents may not be shared with or disclosed to anyone by the recipient
without the express written consent of DIAL and KASPL. KASPL shall have no liability,
and shall pursue all available legal and equitable remedies against recipient, for the
unauthorized use or distribution of this report.

© 2010 KPMG Advisory Servicas Private Limitad, an Indisn limited liabitity company and a
membar firm of the KPMG network of Indopgndent membar firms atfiliated with KPMG
Internaticnal Cooparalive ("KPMG [rtemational”), a Swiss entity. All righte reserved.



Disclaimer

¢ This document is being submitted to Delhi International Airport Pvt. Ltd. (DIAL) as the

Final Report for our engagement of Assisting DIAL on specific regulatory.

This Final Report pertains to the scope of work as per LOE dated 12 January 2012,

The report contains KPMG’s analysis of the Consultation Paper, data provided by DIAL,

secondary sources of published information and incorporates the inputs gathered through

meetings with industry sources, which for reasons of confidentiality, cannot be quoted in

this document. While information obtained from the public domain has not been verified

for authenticity, we have obtained information, as far as possible, from sources generally

considered to be reliable

» OQur analysis is based on the prevailing market conditions and regulatory environment and
any change may impact the outcome of our review

«  Wherever our report makes reference to "KPMG Analysis’, it indicates that we have
(where specified) undertaken certain analytical activities on the underlying data to arrive
at the information presented; we do not accept responsibility for the underlying data.
Wherever information was not available in the public domain, suitable assumptions were
made to extrapolate values for the same

* We must emphasize that the realization of the prospective financial information set out
within our report (based on secondary sources, as well as our internal analysis), is
dependent on the continuing validity of the assumptions on which it is based. The
assumptions will need to be reviewed and revised to reflect such changes in business
trends, cost structures or the direction of the business as further clarity emerges. We
accept no responsibility for the realization of the prospective financial information. Our
inferences therefore will not and cannot be directed to provide any assurance about the
achievability of the projections. Since the projections relate to the future, actual results
are likely to be different from those shown in the prospective financial information
because events and circumstances frequently do not occur as expected, and differences
may be material. Any advice, opinion and/ or recommendation indicated in this
document shall not amount to any form of guarantee that KPMG has determined and/ or
predicted future events or circumstances

-

© 2010 KPMG Advigory Services Privale Limiled, an Indian limited llabllny company &and a
mamber firm of the KPMG network of indepandent mamber firms atilisted with KPMG
Internslional Cooperative {"KPMG Internatonal ™), a Swiss eniity. All rights resarved.
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List of Abbreviations
Term - Description T
AAl Airports Authority of India i L
AERA | Airports Economic Regulatory Authority of India
Capex Capital Expenditure i .
CAPM Capital Asset Pricing Model
CGD City Gas Distribution .
Consultation Consultation paper issued by AERA on Determination of
Paper Aeronautical Tariff in respect of IGI Airport for the 1%
Regulatory period
D/E Debt Equity
DF Development Fee
DIAL Delhi Internationa! Airport Private Limited
FRoR Fair Rate of Return
HRAB Hypothetical Regulatory Asset Base iy
[GI Airport [ndira Gandhi International Airport
MoCA Ministry of Civil Aviation
NPV Net Present Value
NTA Non Transfer Asset
OMDA Operation, Management and Development Agreement
0sC Operation Support Cost :
OSP Operation Support Period
PNGRB Petroleum and Natural Gas Regulatory
RAB Regulatory Asset Base
RoCE Return on Capital Employed
ROE Return on Equity
RSD Refundable Security Deposit
SSA State Support Agreement
ﬁAMP ; FfF Authori oo Poae Seaes
Tariff Authority of Major Ports
WACC Weighted Average Cost of Capital
y-0-y Year on year
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1 Background

1.1 Delhi International Airport Pvt. Ltd. (DIAL) has filed a proposal for levy of
aeronautical tariffs at the IGt Airport, New Delhi to Airports Economic Regulatory
Authority (AERA/ the Authority). DIAL has sought KPMG’s assistance in
evaluating the consultation paper issued by AERA and preparing a point-of-view
document on treatment of specific elements of capital & operating expenditure for
the purpose of determining the Regulatory Asset Base (RAB) and the basis for
proposing a fair rate of return (FRoR) on such investment. These are as detailed
below:

A. Refundable Security Deposits (RSD)

a.  treatment of lease (refundable security) deposits as quasi-equity based on
i. analysis of approach taken by the regulator on similar airport sector
transactions internationally, on a best-effort basis, using data available in
the public domain
ii. analysis of approach taken by regulator in other infrastructure sectors on
comparable transactions based on data available in secondary domain
b.  treatment of fair rate of return on such deposits

B.

Rationale for including only efficient operational costs for fair valuation of HRAB

Hypothetical Regulatory Assct Base (HRAB)

Return on Equity

Case study on return on equity (RoE) from Power Sector

2 Refundable Security Deposits (RSD)

The analysis of return on capital expenditure (capex) funded through RSD has been
carried out considering:
a. AERA’s observations on whether DIAL should get return on capex funded
through RSD?
b.  the expected rate of return based on
i. logical reasoning on cost of capital funded through RSD
ii. lenders recognition of RSD as sponsor’s contribution
iii. comparables in infrastructure services under a regulated environment

2.1  AERA'’s Observation: [n its consultation paper dated 3 January 2012, AERA has
observed that:

a.  Operation, Maintenance, Developinent Agreement (OMDA), defines
“Equity” and the capex funded through RSD does not come under the

L
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purview of this definition. Hence, RSD component is not Equity as per
OMDA.

As per State Support Agreement (SSA), return on RAB is available on
weighted average cost of capital (WACC) basis, where WACC has to be
calculated considering the cost of each component of capital. Since, RSD
under discussion is interest free, AERA has proposed to consider zero cost
for WACC computation.

In addition to the above, AERA has proposed that RSD funds were not
available to DIAL for utilization for any other purpose. Development fund
(DF) would not have been permitted to DIAL in case it would have utilized
RSD for any other purpose.

Logical reasoning: Loss of revenues from lower annual lease rentals

While structuring the transaction for lease of commercial land (part of Non-
Transfer Assets (NTA)), DIAL had foregone a part of annual lease rentals in favour
of upfront RSD. DIAL utilized such RSD to part fund the equity requirement for
the project to the tune of INR 1,47] crore. The estimated loss in revenues to DIAL
is as illustrated' below:

a.

DIAL had received upfront RSD of INR [,47! crore and annual lease rentals
of INR 46 crore for first year (FY2010) and INR 79 crore for the second year
(FY2011).
Annual lease rentals would escalate at Jeast (minimum escalation rate as per
existing agreements) by the rate of 5.50% y-o-y for next 57 years, starting
from third financial year (FY2012).
Below are the NPV calculation under three scenarios considering discount
rate of 16.16% (proposed WACC rate by DIAL)?:

i.  base case- with no investment of upfront RSD;

il.  AERA’s approach viz. zero returns on RSD invested in aeronautical

capex; and

iii.  hypothetical scenario- where RSD is invested in non aeronautical business

Table 1: Base case (amount in INR crore)

Parameter [year 2™ year 30" year 57" year
Uplront RSD 1,471 | (1,471)
Yearly lease rentals 46 1 9 354 E,.S01
Total Income 1,517 79 354 30
NPV @16.16% | 1,941

' Source: Facis of the illustration are bascd on discussion with DIAL s vificials
? Source: Discussion with DIAL and as per Consultation Paper
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Table 2: AERA’s approach (amount in INR crore)
Parameter M year 2" vyear 30" year 57" year

Uplront RSD 1.471 ‘: (1,471)
Yearly lease rentals 46 | 79 354 1,501
Investment in Aero assets | (1,47 1) | ]
Depreciation on RSD T 54 0| 0]
investment in Aero assets

Total Income 46 133 as4 | 30
NPV @ 16.16% 924 i
Table 3: Hypothetical Scenario (amount in INR crore)
Upfront RSD 1,471 | (1,471)
Yearly lease rentals 46 79 354 1,501
Investment in other sector (1,471)
Return on such
investments @ 25% — Ak b
Return of investment* 1,471 |
Total Income 46 f 447 721 1,869
NPV @ 16.16% | 2,633 ‘

*Note: For the purpose of above illustration, it has becn assumed that there js no change in market

valuation at the end of 57 year. However, in a practical scenario, market valuation of INR 1,471 crore

is expected to be higher.

d. Hypothetical scenario is based on the assumption that, in case DIAL did not
invest in aeronautical assets, DIAL might have invested the RSD in non
aeronautical businesses. An equity retum of 25%" has been assumed for the
purpose of above calculation to reflect the higher risk associated with the non-
aeronautical business.

e. It is evident that there is an opportunity cost associated with RSD in terms of
difference in NPV of receivables, as represented below:

AERA’s approach and Base Case - 1.017
AERA’s  approach and Hypothetical L 710
Scenario '

f.  Even though RSD is interest free, it is evident from above that there is a cost

attached to it in terms of foregone lease rentals.

? Souree: Indicative returns based on no market study
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Logical reasoning: WACC is determined based on opportunity cost

Professor Aswath Damodaran, defines cost of capital as “opportunity cost of all the
capital invested in an enterprise™. “Opportunity cost is what you give up as a
consequence of your decision to use a scarce resource in a particular way”.By this
definition, the opportunity cost of RSD, in DIAL’s case, ought to be measured by
the foregone lease rentals or returns from RSD in the next best use, and NOT the
actual cost of funds.

Logical reasoning: Risk Reward relationship for an Investment

In business practice, it is expected that the returns from investing or lending should
be commensurate with the risk associated with the project. For example, lenders
determine the price of debt based on the risk related to project and associated
opportunity cost. Similarly, return on equity is determined based on risk associated
with the project and the opportunity cost.

In the current scenario, DIAL has already received RSD from real estate business,
which has been recognized as liability in the books®. These are refundable by
DIAL in the event of termination of lease agreement. DIAL has utilized these
funds to part fund the aeronautical assets, however, there is no difution in DIAL’s
liability. In case of early. termination of lease of NTA, DIAL or shareholders of
DIAL would be responsible to refund RSD to the lessee, subject to the conditions
of the agreement. Therefore, it is evident that these funds have been infused as
DIAL’s contribution, which is similar to equity share capital.

Principle | of Schedule | of the SSA states that:

“Incentives Based: The JVC will be provided with appropriate incentives to
operate in an efficient manner, optimising operating cost, maximising revenue and
undertaking investinent in an efficient, effective and timely manner and to this end
will utilise a price cap methodology as per this Agreement.”

Providing zero return on RSD would not be in line with the Principlelof SSA.

Zero return on RSD at this stage may not set the right precedent for any future
investment by any private player in airport sector in India. Importantly, it
contradicts Principlel of the SSA by not providing any incentive for investment of
RSD or equivalent sources of funds in the aeronautical business.

* Source: hitp://pages.siern.nyu.edu/~igiddy/articles/wace_torial.pdf
¥ Source: Discussion with DIAL
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2.6

2.6.1

Lenders have recognized this funding as part of sponsor’s contribution making this
investment riskier than debt (covered in detail in next section). Hence, it can be
concluded that return on RSD should be at the least commensurate to the risk
associated with investment in the aeronautical business.

Lenders Recognition of RSD as Equity / Quasi Equity

DIAL had raised debt to part fund the development of [GI Airport by a consortium
of 10 banks®. Nine out of ten banks are nationalized banks, one being a publicly
listed infrastructure investment firm. All the lenders treated RSD (to be realized at
a later time) as sponsor’s contribution (part of equity) while determining D/E ratio
and determining the cost of debt. 1f RSD were not considered as part of equity:

a. Higher leverage and more risk for banks resulting in higher cost of debt
b. higher pass through cost in terms of higher interest cost

Lenders have treated RSD as part of sponsor’s contribution, while sanctioning
debt. RSD utjlised to fund the capex has risk inherent to that associated with
equity. Accordingly, for the purpose of FRoR calculation, returns equivalent to
equity may be considered for RSD.

Other Infrastructure Sectors: Regulators in other infrastructure sectors do not
consider source of funding while calculating returns for the project

City Gas Distribution (CGD): Petroleum & WNatural Gas Regulatory Board
(PNGRB), the market regulator, has not explicitly disallowed distribution
companies to fund their subsequent capex through the security deposits received
from their consumers. The guidelines allow the entity to earn a reasonable rate of
return on entire capital employed. Moreover, PNGRB, in its guidelines, has
clearly acknowledged that these 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 tariff.  Rclevant extract from the
regulation are stated below:

a. “Entity may collect refundable interest free security deposit as specified under
the Petroleum and Natural Gas Regulatory Board (Authorizing Entities for
Laying, Building, Operating or Expanding City or Local Natural Gas
Distribution Networks) Regulations, 2008. Such deposit is towards the safe-
keeping of the meter and is to be refunded in full to the domestic PNG
cuslomer 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

¢ Source: DIAL
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of accounts of the entity, the same shall not be reduced from the total capital
employed while determining the network tariff (emphasis supplied).”

b.  “The reasonable rafe of return shall be the rate of return on capital employed
equal to fourteen percent post-tax considering the rate of return on long-ferm
risk-free Government securities and the need (o incenlivize investmenls in
creation of CGD infrastructure”

c. Other factors to consider from the CGD guidelines:

.  PNGRB guidelines regulates tariff for CGD networks, which applies
directly to end-users. PNGRB allows the security deposits provided by
end users to be invested in the business and eam return on such
investments, whereas in case of DIAL, security deposits have been availed
from lessees of NTA, who are not the end users.

ii. Demand risks are less for a CGD network as compared with traffic risk
at an airport. Additionally, tariffs for CGD networks are for an essential
commodity.

iii.  Guidelines issued by PNGRB are one of the most recent guidelines in the
[nfrastructure sector in India and should have considered learmings from
other regulated sectors.

2.6.2 Port Sector: Tariff Authority for Major Ports (TAMP) sets tariff following the

2.6.3
2.7

Cost plus Return on Capital Employed approach. Capital Employed is calculated
by adding Net Fixed Assets and Working Capital. TAMP does not consider the
source of funding for each project while calculating the return. Additionally, the
guidelines do not state that while calculating Capital Employed for tariff setting,
lease deposits, if any, would not be considered. Relevant extract from the
regulation are stated below:

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

b.  “Capital Employed will comprise Net Fixed Assets (Gross Block minus
Depreciation minus Works in Progress) plus Working Capital®”

Refer Annexure | for detailed case siudies.

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 rentals. Also,
lenders have treated the RSD funding as part of promoter’s contribution (quasi-
equity), therefore, RSD utilised to fund the capex is expected to have risk inherent

? Source: Pelrolcum and Natural Gas Regulatory Board (Determination of Network Tariff for Cily or Local Natural Gas
Distribution Networks and Compression Charge for CNG) Regulations, 2008, point 2, Atlaehment 3 to Schedule A
¥ Source: Notification issued by TAMP with G.No 39, dated 31 Mareh 2005
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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.
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3 Hypothetical Regulatory Asset Base (HRAB)

3.1

3.2
3.2.1

322

323

AERA’s observations on duplicated manpower cost: In the consultation paper,
AERA has observed following points with regard to HRAB:

a. “With respect lo the issue of considering sustainable operating and
maintenance costs... no such guidance is provided in the S54... "

b. Further, the Authority has also quoted “Principle 5, Schedule | of thc SSA —
Economic Efficiency” “.. Further in respect of regulation of Aeronaulical
Services the approach to pricing regulation should encourage economic
efficiency and only allow efficient costs to be recovered through pricing,
subject to acceptance of imposed constraints such as the arrangements in the
first three years for operation support from AAI" Based on the quote, the
Authority has stated that “...there appears to be no warrant in the SS4 to
exclude the manpower cost of DIAL staff... "

Logical reasoning: Apparent intent of the SSA and its implications

As per Chapter VI of OMDA, AAI had to provide operational support, through
General Employees, to DIAL during three years after the Effective Date. With
respect to this, DIAL had to bear the operational support cost (OSC) including
manpower cost of AAT staff related to 1GI, Airport.

Therefore, it appears that the apparent infent behind including the extra cost
incurred due to such imposed constraints as part of Principle 5, Schedule 1 of the
SSA was to enable and safeguard the private developer, while determination of
tariff based on economic efficiency, against the uncertainties and duplication of
cost as a result of such constraints.

Graph | below presents the breakup of manpower in terms of manpower cost of
AA! and manpower cost of DIAL. It can be observed that during the operation
support period (OSP), financial years (FY) 2007, 2008 & 2009, DIAL has slowly
ramped up its manpower. Manpower cost is the highest in FY2009, which is the
last year of operation support period. In FY2009, in addition to AAI" manpower,
DIAL’s manpower was in full force because it had to take full charge of the
operation of the airport from the next FY.

© 2010 KPMG Advisory Sorvicss Private Limated, an ladian limited liability compaay end a
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Graph 1: IGI Airport — Breakup of Total manpower cost (including aeronautical & non
aeronautical) compared with total passenger traffic’
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It can also be observed from the graph that the real reason for growth in fofal manpower cost
for IGI Airport was not the growth in traffic, but duplication of manpower. Graph 2
demonstrates this point more clearly that total personnel cost per million passenger was
highest in FY 2009.

Graph 2: Total manpower cost (including aeronautical & non aeronautical) per million
passengers

8.9
792
5.4
. 3-9

FY 2007 FY 2008 FY 2009 FY 2010
M Total employee cost / mn pax

INR cr per mn pax

F

? Source: DIAL's Annual reports
** Source: DIAL's Annual report and Minutes of Stakeholder Consultation Meeling held on 18.01.2012
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3.2:5

33

It can be inferred from the above two graphs that:

a. Duplication of manpower cost was maximum in FY2009
b. Total manpower cost per million passengers was highest in FY2009

Since the regulatory period is starting from FY2010, entire expenditure for
FY2009, including duplicated manpower cost has been considered while assessing
the value of HRAB. From the above chart, it is evident that this duplicated cost is
not a recurring cost. Therc is reduction in manpower cost from the Y2010
because of termination of OSP. The additional manpower cost was incurred only
during the OSP. Determining HRAB considering entire duplicated expenditure,
when this duplication was at the maximum, does not seem to be appropriate, since
it is clearly a one-off cost recognised under the SSA

AERA’s treatment of Cargo revenue: In its review of cargo revenues, AERA has
mentioned:

“However, it is noted that DIAL was, for the part of 2009-10, providing cargo
services on its own before the concessionaire Celebi Delhi Cargo Terminal
Management India Pvt. Ltd., took over these activities. Consequently, the revenue
received by DIAL from the cargo services during the part period of 2009-10
(when DIAL themselves were providing the services) may be treated as
acronautical revenue. Further, DIAL continues fo provide cargo screening
services al the concessioned out Cargo Terminals. The revenue and costs relating
to cargo screening would, therefore, also need to be treated as aeronautical "

However, the Authority has considered entire cargo revenue as non aeronautical
revenue while determining HRAB. AERA has mentioned:

It is observed that solely the Hypothetical Asset Base is to be determined in line
with the SSA provisions as there is no provision in this regard in the Act. As
already indicated in para 61 above, the Authority proposes to take the following
approach towards determination of tariffs for aeronautical services provided by
DIAL - i.e. 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
wherever possible, have recourse to principles of tariff determination contained in
its Airport Order and Guidelines. As per the Schedule 6 of the OMDA, Cargo
handling and Cargo Terminals are —Non Aeronautical services. Further, as per
the Schedule 1 of the SSA (refer para 176 above), the book value of —Aeronautical
Assets in the books of the JVC and —.... prevailing tariff and the revenues,
operation and iaintenance cost, corporate tax pertaining lo Aeronautical
Services al the Airport..... shall be considered for computation of hypothefical
RAB.”
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332

333

3.4

As per OMDA Schedule 6, Cargo handling and Cargo terminals are non
aeronautical services.
As per ‘The Airports Economic Regulatory Authority of India Act, 2008, -

“The Authority shall perform the following functions in respect of major airporis,
namely —

a. To determine the tariff for the aeronautical services taking into
consideration —

(vi)  The concession offered by the Central Government in any agreement or
memorandum of understanding or otherwise”

The different approaches used by the Authority for the treatment of the same
revenue under the same tariff determination mechanism are not in line with
principles of consistency. It is expected that unless warranted by strong reasoning,
the approach followed in determining the components of tariff regulation
mechanism would remain consistent for the same component. Further, the
treatment of cargo revenue as aeronautical is not in line with the principles of
OMDA.

Conclusion: Duplication of manpower is maximum in FY2009 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.
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4 Return on Equity — Case study from Power Sector

4.1

4.2

4.3

4.4

AERA’s observation: In the consultation paper, AERA has benchmarked the
Return on Equity (ROE) for airport sector with other infrastructure sectors
including power sector. AERA has mentioned:

“Central Electricity Regulatory Commission (CERC), in its Terms and Conditions
of Tariff Regulations for 2009-14 issued on 20.01.2009, vide regulation 135,
computes the RoE at the base rate of 15.5% in the manner indicated therein. The
Authority, has noted that in its regulatory framework the Corporate Tax is being
allowed as a cost pass through and the RoE on CAPM

It is understood that State Electricity Regulatory Commissions normally consider
16% as cost of equity in respect of distribution companies. "

As per CERC guidelines, tariff for supply of electricity comprises of capacity
charge comprising of Annual Fixed Cost and energy charge. Relevant extract is as
below:

“The tariff for supply of electricity from a thermal generating station shall
comprise two parts, namely, capacity charge (for recovery of annual fixed cost
consisting of the components specified to'in regulation 14) and energy charge (for
recovery of primary fuel cost and limestone cost where applicable). "'

Following comprises of Annual Fixed Cost of a generating or a transmission
system:

Return on equity;

Interest on loan capital;

Depreciation;

Interest on working capital;

Operation and maintenance expenses;

Cost of secondary fuel oil (for coal-based and lignite fired generating stations
only);

g. Special allowance in lieu of R&M or separate compensation allowance,
wherever applicable.

moeno o

Method of calculating return: Return on equity is calculated on the basis of the
base rate multiplied by Equity. Relevant extracts are produced below:

“Return on equity shall be computed on pre-tax basis at the base rate of 15.5% to
be grossed up as per clause (3) of this regulation:

Provided that in case of projects commissioned on or after 1s April, 2009, an
additional return of 0.5% shall be allowed if such projects are completed within the
timeline
Rale of return on equity shall be rounded off to three decimal points and be
computed as per the formula given below:

' Source: Notification issued by CERC dated 19 January 2009
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4.5

Rate of pre-tax return on equity = Base rate / (1-1)

Where t is the applicable tax rate in accordance with clause (3) of this regulation.”
As per CERC guidelines, post tax return on equity of 16% is available for projects
which have commissioned on or after 1 April 2009 and are completed within time
line. )

In case of power sector, it has been observed that actual return available to an
equity investor is more than 16% because the equity invested is not depreciated
while calculating return. It has been illustrated with a simple example:

a. Equity investment of INR 1000 crore in a power project is expected to yield
the following returns:
Parameter

year  10"year 20" year 30" year

Equity investment (1,000)

Y-o-y return 160 160 160
Degrecnatlon on 34 34 34
equity component -
Cash flows for equity (1000) 194 194 194 |
EIRR 19.33%

Nolc: For the sake of i)revity, only 4 years have becn represented in the table above. However, similar
approach has been adopted for entire 30 years

b. Equity investment of INR 1000 crore in an airport project is expected to yield
the following returns:
Parameter 1* year

10" year 20" year | 30" year

Clo§1ng R.AB' for 1000 690 345 0
equity contribution | - e

Y-o-y return 0] 113 38 ’
Deprecnatlon on 34 34 34
equity component N o

Cash flows for equity (1000) 147 92 37
EIRR 15.65%

Note: For the sake of brevity, only 4 years have becn represented in the table abave. However, similar
approach has been adopted for entire 30 years
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4.6

4.7

4.8

Ownership of Assets: Assets, including land, are owned by the private developer
in case of power sector. At the end of life of the power plant, private developer can
sell these assets, including land, at the market value. This is expected to increase
the returns to equity investor,

In case of airports no such upside would be available to a private developer.
Developer has been granted only the limited rights as part of OMDA. Assets,
excluding NTA, would be transferred to AAI at the zero value at the end of 60™
year. NTA does not include return on sale of land.

Conclusion: Even though the CERC guidelines state that the post tax return of
16% would be allowed to the private investor in power sector, the actual returns
available to the equity investor in power sector are expected to be higher than 16%.

18
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5 Annexure-—1

Case Study: Compressed Natural Gas & Natural Gas
5.1  Gujarat Gas’ Balance Sheet

Treatment of such deposits by Gujarat Gas: Gujarat Gas has outstanding customer
deposits of INR 203 crore in FY10 (INR 15{ crore in FY09) in comparison to the

cash and bank balance of INR 4.8 crore in FY [0 (INR 7 crore in FY09). It is evident

from the above, that Gujarat Gas would have invested the amount received from

security deposit in the business.

BALANCE SHEET AS AT DECEMBER 31, 2010

As ot As al
Scheduls N-12-2000 31-12-3009
Rs. in milllon Fra. b milion Rs w1 imedecn
SOURCES OF FUNDS
SHAREHOLDER'S FIANDS
Sty gl 4040.50 40050
“aliEd O e (RN (T P D 37.96 nz2sg
Rameitne s atel ~ opdy 7,9"‘61 ___,..M.El
B8,350.07 754542
OEFERREED TAX UARIUTY (Mst) 78,52 60486
Relies Wotes L aad 29 on Srhpaids 103
DEPOSTS
2eliv . i A )
I‘-_ C34.81 FRALER]
pmm———— T
2.073.50 1553541
TOTAL — LMo _ 270308
APPUCATION OF FUMDS
FIXED ASSETS "
[SIIFISN: I Y 9.669.54 858093
fray Thits cwn 3.181.42 268646
Loss g aares ¢ NN 2937 3463
6,458.75 5.8%9.84
Feas o emiv il Arlesitoese Ao TI18.86 nage
trt Haos 65,339.89 5.74098
Caphsit vanh € perens 780.23 864573
Fapeca Moo 517.68 489.96
7.637.80 109667
IMVESTMENTS 5.348.74 41154
AMOUNT RECOVERABLE FROM ESOF TRUSY 343.02 24300
Refem by a0 en ko0 Y
CURAENT ASSETS, LOANS AND ADVANCES
Irver tevn 105.91 ™92
lign 5 vadin s 7297 9945
= S 1AL 17 3 jau ik
| Bane Hobtic i . a4 5
Vinagrn e’ 5 b 53 o% t T T
1.795.53 1.68..713
LESS: CURRENT LLABIUTIES AN PROVISIONS “
Cpmge vite I s 207667 2.1665
| FEIYESNREN 1,906 33
3.983 00 3,446.05
NET CURRENT ASSETS (2,197.47) (1.75832)
MISCELLANEQUS EXPENDITURE ). = 089
vl cven t e dter o v g ateetd s—
TOTAL N 4200 9703, 78

Sipnificant Accounting Pobcies and Motes to Accaunty |2
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5.2 Indraprastha Gas Limited (IGL) Balance Sheet

BALANCE SHEET AS AT MARCH 31, 2011

PARTECULARS Becheduls As af As &t
Referedon 31002011 M 033010
(Rs. Lakivs) [As. Lk}
EOURCES OF FUINDA
SHAREHOLDERS FUND
Shatw capia | 14,000 52 14, 00002
Reseres and surphey ? 06,398 18 (B, B
00,3961 62 548 00
LOAN FUNDS §
Secured kaans 30 215 .48
Ungecuted loans ' 54112‘ A
’ 34,608.78
DEFERRED TAX LIABRITY 4 4,076 87 238148
DEPOSIT FROM CUSTOMERS 11,680,418 5
{Riher Nos @ of Schadide 17) 150, 793,08 90,448 67
—
APPLICATION OF FUNMDS
FOCED ASSETS (A cost) )
Gross bhock 79,804 53 110.32¢ ap
Less: Ancumulated deprecation 45,689 2 A% 30003
et biock 115,904 81 04, 140.77
Capital work o progress M 20 22 18.261.74

(Fechusies EOEH BOVINONE A0 CHPEE IUARDNY|
160, 176.13 43,402 53

Treatment of such deposits by 1GL

6. Deposis from custemers of netuwral gas, retundable on terminabosv/slieration of the gas saks agroononts, aie
considered as long lerm funids

© 2010 KPMG Aovisory Services Privata Limited, an Indien limited llability company and 8
membar firm of the KPMG network of independont membar firma atfiliated with KPMG
Internationsl Cooperative (“KPMG International ™). e Swiss enlity. All rights reserved.
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ANNEXURE H

(Report on treatment of RSD)



OPINION

ON

TREATMENT OF REFUNDABLE SECURITY DEPOSIT
FOR

DELHI INTERNATIONAL AIRPORT LIMITED

February 14, 2012

By:

KALYPTO RISK TECHNOLOGIES Pvt. Ltd.

(A Subsidiary of Credit Analysis and Research Ltd.)




DISLCLAIMER

This report is prepared by Kalypro Risk Technologies Ltd, [Kalypto] a subsidiary of Credit Analysis &
REsearch Limited [CARE]. Kalypto has taken utmost care to ensuge accuracy and objectivity while
developing this report based on information available in the public domain or from sources it considers
to be reliable. However, neither the accuracy nor completeness of the information contained in this
report is guaranteed. Kalypto operates independently of CARE. Opinions expressed herein are oux
current opinions as on the date of this report.

Kalytpo specifically states that it, or its employees, parent company CARE or its employees do not have
any financial liabilities whatsoever to the subscribers / users of this report. The subscrber /user assumes
the entire dsk of any use made of this report or data herein. This report is for personal information only
of the authorised recipient in India only. This report or part of it should not be reproduced or
redistributed or communicated dixectly or indixectly in any form to any other person, especially outside
India or published or copied for any purpose.

DISCLOSURES

®  The report has been sponsored by the DIAL.
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ABOUT US
Kalypto Risk Technologics Private Limited

Kalypto Risk Technologies Limited is a subsidiary of Credit Analysis & Research Limited, the second
largest rating agency in India. The company is involved is providing dsk modelling and measurement
solutions primadily to the banking industry and advisory services.

Credit Analysis & REseasch Lid

Credit Analysis & REseatch Ltd. is a full-service rating company that offers a wide range of rating and
grading services across sectors. CARE has an unparalleled depth of expertise. CARE Ratings’

methodologies are in live with the best international practices.
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ABBREVIATIONS

¢ AAI - Airport Authodty of India

e AERA — Airport Economic Regulatory Authority

¢ CP 32 — Consultation Paper 32/2011-12

* DA~ Development Agreement

® DF — Development Fee

* DIAL - Delli International Airport Private Limited

¢ LLD -TLand Lease Deed

*  MoCA~ Ministry of Civil Aviation

¢ OMDA — Operations, Management and Development Agreement
¢ SHA — Shareholder’s Agreement

*  SSA —State Support Agreement
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A
INTRODUCTION

Delhi International Airport Private Limited (DIAL) 1s a joint veature consortium (JVC) of the GMR
Group (54 per cent), Airports Authority of India (AAL) (26 per cent), Fraport AG & Eraman Malaysia (10
per cent each). GMR s the lead member of the consortium; Fraport AG is the airport operator, Eraman

Malaysia - the rerail advisors.

Kalypto Risk Technologies Limited (Kalypto) is 2 subsidiary of Credit Analysis & Research Limited
(CARE). Kalypto is involved in providing risk modelling and measurement solutions prmagdly to the

banking industry and advisory services.

DIAL has approached Kalypto to provide an opinion on the treatment of Refundable Security Deposits
(RSD), whether it can be classified as ‘quasi equiry’.

Limi
The scope of the report is as specified below:
1. To provide an opinion on whether RSD against sub-leased land can qualify as ‘quasi equity’.

This report is based on a desk-based research and the financial, economic and market data used are based
primarily on publically available information and on information provided by DIAL, it’s officers to
Kalytpo and the accuracy and authenticity of the same has not been verfied by Kalypto. Apart from the
interaction with DIAL officials and a senior official in the Ministry of Civil Aviation (MoCA),
Kalypto has not interacted with any other stake holders and so also the regulator Airport

Economic Regulatory Authority of India (AERA).

The opinion provided in the report is specifically in relation to DIAL and cannot be used in any other

case as a reference.

This 1s a one-time assessment, and neither Kalypto, nor its affiliates are responsible for updating this

report.

Neither the report nor its contents may be used for any other purpose without prior written consent of

Kalypto.
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EXECUTIVE SUMMARY

DIAL has approached Kalypto to provide an

¢ To provide an opinion on the treatment on RSD, whether the same can be treated as ‘quasi

equity’.

Opinion on treatment of RSD

As per the concession, out of total land of 5,000 acres provided for the project on long-term lease, DIAL
was allowed to develop 5 per cent of land for commercial exploitation and asset developed on the same

would be classified as non-transfer assets.

DIAL has sub-leased about 45 acres of land and received Rs. 14.7 billion of refundable, non-interest
bearing RS which it used towards funding of the project.

Considering various features such as long tenure, no fixed committed outgo and opportunity cost
associated with RSD, the amount mobilised through RSD exhibits equity like features and as such in our

view qualifies to be treated as quasi equity in the liability structure of DIAL.

© KALYPTO RISK TECHNOLOGIES Pvt. Ltd. 2012
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BACKGROUND

AERA was established by the Government of India (GoI) vide its notification dated May 12,
2009.

AERA is an autonomous body set up by an Act of Parliament. The functons of AERA include;
fixing, reviewing and approving taaff structure for the aeronautical services and users’ fees which
may be Jevied by the service providers for airport development and monitoring prescribed

performance standards relating to quality, continuity and reliability of service.

Provisions regarding Tariff and Repulaton have been made in Chapter XII of Operations,
Management and Developrment Agreement (OMIDA) and clause 3.1 read with Schedule 1 of the
State Support Agreement (SSA).

DIAL submitted 2 proposal for revision of tariffs for aeronautical services at Indira Gandln
International (IGT) Airport, New Delhi, for the Authority‘s consideration and approval on 20th
June 2011.

Along with the proposal, considerations/assumptions made for preparing the proposal for

determination of tariffs for aeronautical services have been submitted. These include:
a. The panciples used for the current filing for revision of tadffs for aeronautical services;

b. The projeet cost considered in the current filing and the calculation of Regulatory Asset Base
(RAB);

c. The means of finance and calculation of Weighted Average Cost of Capital (WACC);
d. The forccasts of operation and maintenance expenses and rationale for the same; and

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

Pursuant to the aforesaid submission, a series of discussions/meetings/presentations have been
held (dudng the period june to November, 2011) on the proposal including discussions in
respect of the financial model developed by DIAL for this purpose.

AERA has issued a consultation paper in this regard (CP- No. 32/2011-12) ‘Determination of
Aeronautical Tarlff — 1GI Aurport, New Delhi. The authority has invited written comments on

the proposals made latest by FFebruary 15,2012,

Against tlhis background DIAL has approached Kalypto to provide an opinion on the treatment

on RSD, whether the same can be treated as ‘Quasi equity’.

The opinion presented in the report is for the first regulatory period. The first regulatory pedod

implies the 5-year period from the commencement of the fourth year after the Effective Date

© KALYPTO RISK TECHNOLOGIES Pvt, Ltd. 2012
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(3rd May 2006) as per the OMDA. The same as per the CP-32/2011-12 has, for operational
convenience, been adjusted to the nearest financial year Le. pedod from 1st Aprl 2009 to 31st

March 2014.
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OVERVIEW OF INDIAN AVIATION INDUSTRY

India has been one of the fastest growing economies in the world with an average GDP of 7.7 per cent in
the last decade. Infrastructure creation has to be at a much higher rate to sustain a robust GDP growth
rate. Strengthening of tansportation sector s a key element of national infrastructure. Aviation sector has
bcen one of the prme movers for cconomic growth and an important segment of cmployment

generation.

Indian aviation sector has transformed itself with the open sky policy of the Gol which has allured many
national and international players. Indian aviation sector is one of the fastest growing aviation sectors
world-wide. Major drivers for the growth of aviation sector in India have been the entry of low-cost
carricrs, supporting government policies, higher disposable incomes, increased tourism and increased
cargo movcement, In order to improve the quality and capacity of the airports government has roped in

prvate players which have resulted in the privatisation of the Hyderabad, Bangalore, Delhi and Mumbai

alrports.
Passenger Growth

Over the last decade it has been observed that air traffic has grown at 1.6x the rate of GDP growth. The
domestic passenger traffic has grown at an impressive 15.7 per cent Compounded Annual Growth Rare
(CAGR) for the last five years while international passenger traffic has been growing at CAGR of 11.1 per
cent.
Trend in Passenger growth
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Air Cargo Traffic grew at 2 CAGR of 10.8 per cent in the last five years period of 2005-06 to 2010-11.

Though there was a dip in the growth in the year 2008-09, the growth revived and the Air Cargo Traffic is
expected to grow at a robust pace over the next few years. This would require creation of additonal cargo
capacity. As on 31% December, 2009 there were only seven cargo aircraft in India compared to 100 in

China. India contrdbutes a litde over 1 per cent of the world air cargo traffic.

Trend in Catgo movement
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ment of non- itan ai
The Gol 1s also considering modemizing and developing the non-aeronautical (i.e. terminal and city) side
of at least 35 non-metropolitan airports through a joint venture route with the private sector. While the
AAI will undertake and retain control over all aeronautical (air-side) development works, the city-side
development such as hotels, malls and other entertainment centres would be undertaken through private

sector participation.

O ities — Vision 2020
The Vision-2020 document prepared by the Ministry of Civil Aviation (MoC4) is an assessmeat of the
overall outlook of the sector in 2020. As per the Vision-2020, the growth of aviation sector has potential
to absorb upto USD 120 billion of investment. Fleet size of commercial airlines sector is expected to be
approximately 1,000 aircraft, domestic passenger numbers could reach 150-180 million, air cargo
movement is expected to reach the level of 9 million tonnes and the sector is estimated to have the

potental to generate 3 million jobs by 2020.

R - N o R = 5T
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Over the years, the airport infrasiructuce has failed to keep pace with the air traffic growth in the country.
Taking into account the huge growth potential in air traffic in the future, up-gradation/modernization of
the existing airport and building new airporis has become imperative. In the Eleventh Five Year Plan
(2007-2012), Gol had set a target of spending about Rs. 30,968 crore in aviation sector which has been
revised upward to Rs. 36,138 crore in the Mid Term Appraisal Plan.

Trend ia planned speading in Airport sector
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Policy Initiatives
The following policy and regulatory frameworks are being initiated / already initiated in the airport sector
to ensure ume-bound creation of world-class airports in India.
® 100 per cent Foreign Direct Investment (FDI) is permissible for existing airports; Foreign
Investment Promotion Board (FIPB) approval required for FDI beyond 74 per cent.
¢ 100 per cent FIDI under automatic route is permissible for Greenfield airports.
® 49 per cent FDI is permissible in domestic aitlines under the automatic route, but not by foreign
airline companics.
¢ 100 per cent equity ownership by Non Resident Indians is permitted.
¢ 100 per cent tax exemption for airport projects for a period of 10 years.
e ‘Open Sky’ Policy of the Government and rapid air traffic growth have resulted in the entry of
several new privately-owned airlines and increased frequency/flights for international airlines.
¢ A Model Concession Agreement was developed for standardizing and simplifying the Public

Private Partcipation (PPP) uansactions for airports, on the analogy of the highways sector.

© KALYPTO RISK TECHNOLOGIES Pvt. Ltd. 2012
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¢ Upgrading of the ATC services at the axtp;yxts. Issues relating to customs, immigration and
security are also being resolved in a manner that enhances the efficiency of airport usage.
* A comprehensive Civil Aviation Policy is in the process of finalization covering different areas of

the aviation sector. India has entered into bilateral Air Services Agreement with 104 countries.

: 13
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OPINION ON TREATMENT OF RSD

DIAL was incorporated as a JVC to operate [GI, Airport and is promoted by the GMR led Consortium
owning 74 per cent and AAI owning 26 per cent shareholding in the JVC. DIAL had taken over the
operation of the IGI, Airport from AAI in May 2006. DIAL has the concession to exclusively operate
LGI, Aucport at Delhi for 30 years starting May 2006 onwards, which is extendable by another 30 years.

As part of the project, the company had to carry out the expansion and modermization of airport in
phases, the timings of which will depend on the traffic growth, the Phase I of the project was to enhance
the passenger handling capacity of the airport to 34 million passengers per annum and was targeted for
completion by June 2010. It involved up-gradation of aisporr’s existing infrastructure, construction of a

new terminal building and a new runway.

As per the bid, DIAL has ro give out about 46 per cent of revenue to AAL Along with the aurport
development, DLAL also received right to develop the land (250 acres) as a hospitality district.

Tariff

As a part of radff principles defined under SSA, Target Revenue would be determined as per formula
defined in SSA. 30 per cent of the non-aeronautical revenues will be used to subsidize the revenues to be
recovcered from aeronautcal activities. However it is o be noted that the above non aeronautical revenue
used for subsidizing does not include revenue realizaton from land (about 250 acres of land was given

on lease to DIAL our of which 45 acres is already been sub leased by DIAL).
t cost

The estimated cost of Phase I was Rs. 89.75 billion, which was to be funded by equity of Rs. 12.0 billion,
long-tenure debt of Rs 49.86 billion (including external commercial borrowings (ECB) of USD 350
million), interest-free deposits of Rs. 27.39 billion to be raised against a portion of land available for
commercial development and balance through internal aceruals. With regards to the lease deposits,
following the slowdown in the real estate industry, the targeted lease deposits were revised downward
from Rs. 27.39 billion to Rs. 9.12 billion. The balance Rs. 18.27 billion have been funded by a bridge loan,
securitized against the receivables of Airport Development Fee (ADF) which was allowed from March
2009 onwards for 36 months period. T'he cost further escalated to Rs. 12.57 billion and same has been
funded with additional equity, security deposit and ADE (the Regulator has increased the renure for

collection of ADF upto May 2014). Details of means of finance are given below:

14
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Particulars Its. Billion
Fquity

Additdonal Equity 12.5
Internal Aecruals 0.5
Refundable Securty Deposit (RSD) 4.7
Rupee Term Loan 36.5
External Commercial Borrowings (ECB) 16,2
Additonal Deln 1.0
Airport Development Fee (ADF) 352
Total Funds 128.6

The phase I expansion was completed as per the schedule in June 2010. At present DIAL has filed
multiyear tariff proposal for the period 2009-10 to 2013-14 with Regulator AERA. AERA has come out
with consultation paper with its comments on vadous components of tariff proposal and invited

stakeholders” comments for the same.

Quasi Equi

As per OMDA, DIAL was provided approximately 5,000 acres of land on long-term lease for the
development and expansion of IGI Airport. Qut of this 5 per cent of land was allowed to be developed
for commercial exploitation and asset developed on the same would be classified as non-transfer assets.
DIAL has sub-leased about 45 acres of land to 13 different entities and reccived Rs. 14.7 billion of

refundable, non-interest bearing RSD which it used towards funding of the project.

capital”When assessing the equity weighting to apply to any instrument, the key question is ‘how closely

does the instrument replicate the key featurcs of equity capital?” such as:

1. Capirtal should be sufficiendy permanent so that'it is available to maintain cash and absorb losses
when needed.

2. [n an event of bankruptcy, debt-holders have priodry in recovery of their loans, while equiry-
holders arc relegated to a residual claim on the assets.

3. Dividend payments on equity shares arc made at company’s discretion: there is no fixed
requiretnent to do so that could lead to default and bankruptcy if dividend were cut or
eliminated.

The amounr raised through RSD is for the tenurc of entire concession and does not have any committed
fixed out go (non-interest bearing). Further the lenders of DIAL have also considered funding through

RSD as part of equity while stipulating their covenant requirements. Also the funds raised through RSD

© KALYPTO RISK TECHNOLOGIES Pvt. Ltd. 2012
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has opportunity cost involved as same are mobilised by DIAL from sub leasing the land given for

monetisation purpose and would have earned some return if invested in any other venture,

In light of these facts, the amount mobilised through RSD exhibits equity like features and as

such qualifies for being treated as quasi equity and thus being eligible for close to equity returns.

e S — e s : 16
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KEY TERMS F

Single Till - Under the single till mechanism the entire benefit from the non-aeronautical segment is

uulised in subsidizing the operations from the aeronautical segment.

Dual Till - Under the dual dll mechanism both the aeronautical & non-aetonautical revenues are
completely different and the entire upsides from the non-acronautical vertical are captured by the Airport

operator.

Hybrid Till - Under the hybdd tll, a part of benefits from non-aeronautical segment is udlised in
subsidising the operations of aeronautical segment, however sotne part of upsides from the non-
aeronautical segment will belong to the airport operator. The percentage will vary from airport to airport
depending on the concession agreement — DIAL & Mumbai International Airport Private Limited fall
under this mechanism where 30 per cent of non-aeronautical revenues are utilised in subsidising the

aeronautical operations.

Airport Development Fees (ADF) - ADF is a2 mode of charging fee to every departing passenger for

supporting the construction & development of the airport.

User Development Fees (UDF) - UDF is a2 mode of levymg a charge on every departing passenger for
supporting the regular daily operations and is approved by the regulator to mect the shortfall from other

sources of revenue
Passenger Service Fees — shall mean the fees charged per embarking passenger at the airport.

Aeronautical Assets — shall mean those assets which are necessary or required for performance of
. . . [ .
aeronautical scrvices at the airport and such other assets as DIAL procures in accordance with the
provisions of the Project Agreements for in reladon to, provision of any reserved activites and shall

specifically include all Jand, property and structures thereon acquired or leased during the term.

Acronautical Services — means the provision of the following facilities and services:
* Drovision of flight operation assistance and crew support system
* L[nsuring the safe secure operation of the airport, excluding national secudty interest
* The movement and parking of aircraft and contro} facilides
s General maintenance and upkeep of the airport
*  The maintenance facilities and the control nf them and hangar of aircraft

® Flight information display screens

17
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®  Rescue and Fue-ﬁghﬂng services

® Management and administration of petsonnel employed at the airport

® The movement of staff and passengers and their inter-change between all modes of transport at
the airport

*  Operation and maintenance of passenger boarding and disembarking systems including vehicles
to perform remote boarding

e Any other services deemed 1o be necessary for the safe and efficient operation of the airport.

Aeronautical Charges — The charges which will be levied at the airport by the JVC for the provision of

aeronautical services along with consequent recovery of the costs relating to Aeronautical Services

Non Aeronautical Assers — shall mean all assets required or necessaty for the performance of non-

aeronautical services at the airport.

Non - Aeronautical Services — shall mean the following facilities and services

Part I
e Aircraft cleaning services
e Airline Jounges
¢ Cargo handling
® Cargo terminal
®  General aviation services {other than those used for commercial air transport secvices ferrying
passengers or carpo or a combinaton of both)
J Gr|ound handling services
e Hangars
®  Hcavy maintenance services for aircrafts

e Observation terrace

¢  DBanks/ATMs

® DBureaux de change

¢ Business centre

¢ Conference centre

®  Duty-free sales

®  Flight catering services
e T'reight consolidators

¢ General retail shops

18
© KALYPTO RISK TECHNOLOGIES Pvt. Lid. 2012



Transfer Assets — shall mean the following types of assets

Hotels and motels

Hotel reservation sexvices
Line maintenance services
Locker rentals

Logistic centres
Messenger services
Porter services
Restaurants/bars

Special assistance services
Tourst information services
Travel agencies

Vehicle fuelling services
Vehicle rentals

Vehicle parking

Vending machines
Warehouses

Welcoming services

Aeronautical Assets

Non- Aeronautical Assets

Non —Transfer Assets — shall mean all assets required or necessary for the performance of non-

aeronautical services as listed in Part II of schedule determining nop-aeronautical services hereof as

located at the aitport site.

© KALYPTO RISK TECHNOLOGIES Pvt. Ltd. 2012
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e Operations, Management and Development Agreement between AAL and DIAL dated, 4 April,
2006.

*  State Support Agreement in reladon to the Modernisation and Restructuring of the Delhi Airport

between The President of India on behalf of Gol and DIAL dated, 26* Aprl 20006.

¢ Sharcholder’s Agreement between AAI DIAL, GMR Infrastructure Ltd., GMR Energy Ltd.,
GVL Investment Pvt. Ltd., Fraport AG Frankfurt Airport Services Worldwide, Malaysia Airports
(Mauritius) Pvt. Ltd., and India Development Fund dated 4™ April 2006.

e Lease Deed berween AAT and DIAL, dated 25" April, 2006.

*  Consultation paper by AERA (CP-No. 32/2011-12) on Determination of Acronautical Tariff in
respect of IGI Airport, New Delhi for the 1st Regulatory Perod (01.04.2009 — 31.03.2014) dated,
34 January, 2012.
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amarchand mangaldas

Ref: 1480 Date: February 13, 2002

To:

Delhi International Airport (P) Limited,
New Udaan Bhawan, Opp. Terminal-3,
Indira Gandhi International Airport,
New Delhi 110037

Attn: Mr, Shobhit Gupta

Subject: Inclusion of cost of DAL Employces as O&M Expenses in compufation of
Hypothetical RAB for determination of Aeronautical Tariff

Dear Sir,

This is in furtherance of your email and our subsequent discussions on the captioned subject
matter, wherein you had requested for our advice on the queries mentioned below.

1.  BACKGROUND:

1.1, We understand that pursuant to the. tariff. proposal filed, .by Delhi.Interpational "Ajrport
Private Limited (“DIAL”), on June: 20,2011, subsequent consultations thereafter between
DIAL and the Atrports Economlc Regulatory Authority- ("AERA™) and subsequent
submissions made by DIAL to AERA the AERA ‘has issued Consultation Paper No._
3_2/201! 12 (the “Consultation P.aper.”) on January 3, 2012; whereunder AERA has
made several proposals with respect to the final positio_n‘that it would adopt for the
determination of tariff for the Indira Gandhi International Airport, New Dethi (the
“Airport™).

1.2 As part of its tariff proposal, DIAL had proposed that in calcutating the hypothetical
rcgulatory asset base (the “Hypothetical RAB”), AERA should consider the cost of
DIAL staff for the year 2008-09 as under:

“In the year 2008-09 there was an overlap of manpower costs of AAI staff as well as
UAL staff: From a valuation point of view the manpower cost of only AAI stuff for the
relevant period is considered (Operational Support Cost) io resull in a fair valuation.

amarchand & mangaldas & suresh a. shroff & co.
advocates & solicitors

amarchand towers; 216, okhla industrial estate, phase - 111, new delhi - 110 020
tel. ; (91-11) 41590700, 40606060, 41000541, 26920500
fax : (91-11) 26924900, 26922900

email : am.delhi@amarchand.com
other offices : mumbai, bangalore, kolkata, hyderabad



1.3,

1.5.

2.1.

amarchand mangaldas

The manpower cost of DIAL staff has been excluded as the AAI staff was mandated to
support the working of existing lerminals for that period while the DIAL siaff was
getiing oriented and trained...”

Further, in terms of the said submission DIAL proposed that the manpower cost of AAI
stafl at IG] Airport be considered for the computation of Hypothetical RAB, and the
corresponding overlapping cost of DIAL staff not be included.

In terms of the said Consultation Paper, the position adopted by AERA may be
summarised as undee:

(a) in terms of the State Support Agreement, Hypothetical RAB is to be computed
taking into account the following factors:

(i) Revenues at prevailing tariffs in the year;
(ii) Operation and Maintenance cost; and
(iii)  Corporate tax pertaining to Aeronautical Services at the Airport.

(b) The State Support Agreement does not make any reference to efficient Gperation
and Maintenance costs. Instead, it is referring to the prevailing, i.c., actual, cost of
operation and maintenance.

(©) Accordingly, there is no mandate under the State Support Agreement to exclude
‘the manpower cost of DIAL staff from the operanon and mmntcnancc costs whlle
ca]culatmg Hypothetical RAB.

Accordingly, the ‘short qucstion that “arises for -our consideration is. v\}he;hér,' AERA

should, in. détermining the Hypothetigal RAB.include both the cost of AAL staff and
DIAL staff who were performmg overlappmg rol&s

OBSERVATIONS:
Our obscrvations in respect of the foregoing issue are set out hereinafter:

In terms of the State Support Agreement dated April 4, 2006 between DIAL and the
Government of India, Hypothetical RAD is to be calculated in accordance with the

following principle:
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‘...hypothetical regulatory assel base compured using the then prevailing tariff and
the revenues, operations and mainienance cost, corporale tax pertaining 10
Aeronautical Services at the Airport, during the financing year preceding the date of
such computation’.

From the foregoing mechanism of computation of Hypothetical RAB, it is clear that the
operations and maintenance cost that is to be considered in determining the Hypotheticat
RADB is only that operations and maintenance cost that perfains to Aeronautical Services
at the Airport, and not all amounts thar are cat¢gorizable as aoperations and maintenance
cost. Accordingly, any staff costs that were incurred by DIAL, but which did not pertain
to, that is, were not ordinarily necessary for, the provision of an Aeronautical Service
should riot be accounted for in computing the Hypothetical RAB.

This position is further supported by the fact that while the mechanism for calculating
Hypothetical RAB specifically uses the term *then prevailing’ to qualify tariff, it does not
use a similar term in relation to the operations and maintenance cost and instcad uses the
term ‘pertaining to the Aeronautical Service’. This being the case, while the application
of the tariff is a mechanical application of the then prevailing tariff, the application of
operations and maintenance cost, corporate fax and reverues are not a mechanical
application, but based on the determination of the extent to which the same pertain to, i.e.,
are necessary for, Aeronautical Services.

In this backdrop, the following considerations arc pertinent:
In terms of Articles 6.1.1, 6.1.2 and 6.1.4 of the OMDA, AAI is requircd to provide, and

DIAL is required to avail of operations support from AAJ for a period of 3 years from the
Eﬂ"ectwe Date under - the OMDA.- Further, during this three year .period,. all General

. Fmployees of: AAI were reqmred {o-continue working:at the Airport. On or. prior.to the
- end of the said 3 ycars penod, DIAL was required to-make an offer to at least 60% of

suich :General- Emp]qycw to Abgcome_ernployeg.s of DIAL, and such General Employees
would be entitled 1o accept or reject the said offer, at the their sole discretion, ‘The
relevant provisions are set out below:

0.1.1 For a period of 3 (three) years from the Effective Dafe (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 is Rs [ ], as
per the break-up in Schedule 23.
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(i) General Employees shall be retained at the Airpors for the duration of
the Operation Support Period by the AAI and shall be dealt with in the manner
provided hereln. In order to provide Operation Support, AAl shall procire
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 Operation Support, the AAI shall act for
and on behalf of the JVC and shall direct the General Employees to undertake
such functions and duties as may be reasonably direcied by JVC.

At any time during the Operation Support Period but not later than three (3)
months prior 10 the expiry of the Operation Support Period, the JVC shall
make offers (on terms that are no less altractive in terms of salary, posifion,
efc, 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 (o 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 employmenr offers. of the JVC, upon resigning from
AAl, shall cease to be AAI employees from the date of acceptance of the offer
or completlon of the Operation Support Period, as applicable. The JVC shall
be the new employer for these empioyees on terms and conditions mutually
agreed between the JVC and such employees. Provided however that if Jess
than - 609/ of the General bmployee,v (as reduced-for retirements, tramsfers,
resignation; qnd dea(h and any fractions to be rounded off'to the nearest-whole
Humber). dccept the offers of employment maa‘e by the JVC, then the JVC shall
pay to AAI Retirement Competisation for such number of General E mployees

© as represent the d([?‘erence berween 60% of the General Employees {as'réduced

for refirements, transfers, death and any ﬁfacnon.s to be rounded off to the
nearest whole riumber) and the number of General Employees accepting offers
of employment made by JVC, including cumulatively the offers made and
accepted during the Operational Support Period,

It is therefore clear from the foregoing that the General Employees of AAI were
mandatorily reguired to continuc to work at the Airport for a maximum period of 3 years
from the Effective Date. However, at the end of 3 years, there was no guarantee as to the
number of the AAI General Employees who would become employees of DIAL.
Therefore, in the absence of employment of a separate staff, there may have been a
possibility that upon the expiry of 3 years, DIAL may not have had adcquate stafl to run
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the Airport, let alone meet the subjective and objective quality standards as prescribed
under the OMDA.

Therefore, 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.

Further, since the existing AAI General Employces was the entire set of employees at the
Airport at the time of the take over 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. 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 AAl staff and DIAL staff as part of the operations and
maintenance cxpense in computing Hypothetical RAB, and only those staff, (that is the
AAI Staff) should be treated as part of the costs that actually perfained to the provision of
Aeronautical Service.

QUALIFICATIONS AND 'A"SSU.M.P-T TONS:

Our obs;rvatlons herein-are bised on ‘and- hmltcd to the prov1310ns of apphcable Indxan
law and our interpretation of it as: applicable on the date hereof g e

The statements rendered herein are referrcd as of the date hereof and we assume no
obligation to update or supplement such statements to reflect any facts or circumstances
that may hereaftcr come to our attention or any changes in law that may hereafter occur or
become effective.

Our observations herein have been rendered only on the basis of the facts provided and
circumstances diselosed to us and our undcrstanding .as stated in paragraph 1 and this
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paragraph 3. In case of a change In our understanding or the facts and circumstances, our
observations would need to be revised accordingly. We have not independently verified
the factual information or information mado available to-us.

No adviee or opinion has beéri expressed on the matters of fact.
Qur obaservations herein arc baged on our interpretation of ﬂie’prumt.provtsions of laws

of India and may need revisw upon any further change in law, issue of clarification,
notification, or any decision of judiclal / quasi-judicial authoritics.

Any détermination, certificate, opinion or the like are purdly a mattor of interpretation of -

the applicable Indlan laws on the date hereof and will not be.binding on any court of law
or regulatory euthority, which may take a differing view.

"So far as the laws of any jurisdiction outside India may be mie_vant to the present

transaction, we have assumed that such laws have been and will be complied with.

Qur observations herein. are restricted to the specific query identified in parsgraph |
above. Our observations herein do not deal with isgues thet may be related to but are not
identifled therein, No ¢pinion. should be inférred -beyond the matters exprossly stated
which at all times will be subject to the speoific’ ha.ckgmlmd and- qual!ﬂcat!ons stated

hereln.

Qur observations herein are oﬁly for the benefit of the addresses and it should not be

cir¢ulated or pmwdad to my person, authomy or onmy, w:thout our pnor Wnuon

consent.

- We hopc the above olanﬂes your querios. Shuuld you raquifo any ﬁmher clarrf' canons or
asslstancc, please do not heaiunn to contact us, - it

Kind mgurds,

==

Jatin Aneja’
Partner, Amarchand Mangaldas
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Ref: 1481 Date: Fobruary 3, 2012

To:

Delbi Intemational Airport (P) Limited,
New Udaan Bhawan, Opp. Terminal-3,
Indira Gandhl International Airport,
New Delhi 110037

Aftm: Mr. Shobhit Gupts

Subject: Sefting of New Quality Standards & Rebate Mechanism for Failure to Meet
Quality Standards

Dear Sir,

This is in furtherance of your email and our subsequent discussions on the captioned subject
matter, wherein you had requested for our advice on the queries mentioned below,

L

L1

1.2.

BACKGROUND:

We understand that parsuant to the tariff proposal fifed by Delhi Internetional Aimpont
Private Limited (“DIAL"), on June 20, 2011, subsequent consuliations thereafter between
DIAL and the Airports Econoniic Regulatory Authority (*AERA™) and subsequent
submissions made by DIAL 10 AERA, the AERA has issued Consultation Paper No.
32/2G11-)2 {thc “Consnitation Paper”) on Januvary 3, 2012, whereunder AERA has
made several proposals with respect to the final position that It would adopt for the
determination of tariff for the Indira Gandhi in{emnational Airport, New Delhi (the
“Airport”).

As pant of its tariff proposal, DIAL had proposed that in view of the OMDA already
prescribing fixed objective and subjective service quality standards, as also a mechanism
of liquidated damages in the event of & faiture by DIAL o meet such service quaiity
standards, the AERA should not prescribe any additional service quality requirements or
any additional penalty mechanism in the event of faifure 10 meet the existing or new {as
prescribed by AERA) service quality standards.

In terms of the said Consuhation Paper, particularly in paragraphs 442-457 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 mechantsm in

amarchand & mangaldas & suresh a. shroff & co.
advocares & solicitors

amarchand towers, 216, okhla Indusurial estate, phase - 111, new delhi - 110020
tel. : (91-11) 41590700, 40606060, 41000541, 26920500
fax : (91-11) 26924900, 2692290¢

email : am.delhi@amarchand.com
arther offices : mumbai, bangalore, kolkara, hyderabad
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the event of default in respect of quality parameters, a separate rebate mechanism as
part of tarlff would tantamount to penalizing the default twice. However, it has been
the stated position of the Authority that the penalties contemplated in the concession
agreemenis / contractual arrangemenis are contractual requirements whereas
Sixation of tariff commensurare with the quality of service is a statutory requirement.
Therefore, the system of reducing tariff in case of default m quality of service (s a
system which implements the mandate of the Section 13(1)(a) of the Act.

457. [n view of the above, the Authority proposes to use the rebate mechanism as
indicated in Order No.J3/2010-11 dated 12.01.201] and the Guidelines dated
28.02.201 1 in the case of DIAL as well.

Accordingly, the short questions that arise for our consideration are whether, (i) AERA is,
in view of the provisions of the Airports Economic Regulatory Authority of India Act,
2008 (the “AERA Act”) entitled to prescribe (and not merely monitor) service quality
starclards; and (3i) whother in view of the provisions of the AERA Act, the AERA is
entitled to prescribe penalties (whether by way of penalty or rebate) in respect of a failure
to meet such service quality requirements,

OBSERVATIONS:

Our observations in respect of the foregoing issue are set out hersinafler:
AERA's right to set service quality r¢quiremgnts

We note that the AERA Act, in its preamble se1s out the scope and coverage of the AERA
Act, as also the scope of the AERA’s powers and functions thereunder. The preamble
provides:

“An Act to provide for the establishment of an Airports Economic Regulatory
Authority ta regulate tariff and other charges for the aeronautical services

rendered ai airparis and to monitor performance standards of alrports and also
to establish Appellate Tribunal to adjudicate disputes and dispose of appeals ond
Jor matter connected therewith or incldental thereto.”

Further, in terms of Section 13(iXd) of the AERA Act, the AERA has been vested with

the function:

(d) 1o monitor the set performance siandards relating to quality, continuity and
rellabillty of service as may be specified by the Central Gowernment or any
authoriry authorised by it in this behalf;

215
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From & conjoined reading of the aforesaid provisions of the AERA Act, it is clear thal the
jurisdiction and authority of AERA is limited to monitoring the performance standards
relating to quality, continuity and reliability of service as have been specified by the
Contral Government or any authority authorized by the Central Government in this
behalf, Including under the Operations, Manegement 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 principte 7 in
Schedule 1, that:

“...in undertaking its role AERA will monitor, pre-set performance in respect to

service quallty performance as defined in the Operations Management

Development Agreement (OMDA) ond revised from time to time.”

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 AERA is limited
1o monitoring compliance by DIAL of the service quelity standards prescribed under the
OMDA, and the prescription of any new services standards would be beyond the
jurisdiction of the ABRA.

AERA's right to set ies for fai service guality requirements

We note that in terms of Section 13(1)(a) of the AERA Act, the AERA is, in determining
ariff in respect of aeronautical services, required to take several considerations into
account, including in particular:

(i) the service provided, Its grolity and other relevant faciors;

(vi) the concession offered by the Central Govermment in any agreement or
memorandum of understanding or otherwise;

(vit) amy other factor which may be relevant for the purposes of 1his Act:

We noto that while Section 13(1XaXii) of the AERA Act permits the AERA to consider
the services provided, its quality and other relevant factors in determining the tariff, there
is no explicit power vested with the AERA to prescribe any penalties under the AERA
Act in the event of a failure to meet service quality requirements. While, the AERA has
sought 10 term the mechanism of penalties for failure to meer services quality
requirements as a ‘rebate’ on the tariff, the same is essentially in the nature of a penalty,
since there is no co-relation (o between the cost of services not provided and the rebate
imposed and instead a pre-determined rebate is imposed in all cases.

We would fhn]ier note that even in the event that Section 13(1)(a)ii) is interpreted as
giving the AERA the power to impose penalties in the event of a failure by DIAL 10 meet

318
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service quality reguirements, this consideration has to be balanced with the considerations
in Section13(1 e} vi) and (vii). In this regard, it is pertinent 1o nofc that the AERA has in
the Consultation Paper, and specifically in paragraph 61 thereof already eccepted the
posltion that it is, in determining tariff 10 be guided by the terms of the State Support
Agreement and the OMDA. Specifically, paragraph 61 of the said Consultation Paper
provides as under:

61. In view of the:
(1) provisions of Sectlon 13 (1) (a) {vi) and {(vit) of the Act; and

(i) the fact thot with respect to evolving its regulatory philosophy and approach for
econoric regulation of Airport Operators ro give effect to its mandate under the
Act, the Authority had undertaken extensive consultations with staksholders,
carefully perused all submissions, views and opinions expressed by stakeholders
and had issued its Order No. 13/2010-11 dated 12th January 201} in the matter;

the Authority proposes lo adopt the following approach towards determination af
tarifft 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 coniained
in Order No. 13/2010-11 dated 2th January 2011 and Guidelines embodied in
Direction No5/2010-11 isswed on 28th February 2011.

Further, in terms of the OMDA, and specifically Articles 9.1.1, and 9.1.2 thereof, there is
already a set prescription under the OMDA for damages in case of a failure by DIAL to
mea!t the service quality requirements as set forth therein. In this regard, Articles 9.1.1 end
9.1.2 of the OMDA provide as under:

9.1.1(c) Default:

At any time afier the expiry of two (2) Years after Effective Date, in the even! that
the Airport has not achieved ISO 9001:2000 certification, the J¥C 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 1o produce such an action plan within 30 days or if the
Airport (or any part thereof) continues not to achieve ISO 9001:2600
certification, for further § months from the date of submission af actlon plan or

4/6
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Jails to mainiain the certification at any lime during the Term afier having
achieved centification, the JVC shall thereafter pay 10 the AAl 2.5% of the
monthly Revenue (prior to default) for 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 shall not exceed 15% of the monthly Revenue (prior to default).

912 Default

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 Objeciive Service Quality Requirement, the JVC will achieve
the particular Objective Service Quality Requirement within 30 days of the last
submitted quarierly report,

Should the JVC fail 10 achieve the above, or if the Airport {or any pari thereof)
continues fo perform below the targets mentioned in Schedule 3, the JYC 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,
Jor each such performance area, as liquidoted damages provided however that
the loial liquidated damages payable hereunder shall not exceed 1.5% of the
monthly Revenue (prior to default).

In view of the AERA being required to take the terms of the State Support Agreement and
the OMDA in consideration in detcrmining tariff and in view of the OMDA read with the
Siate Support Agreement aiready providing for a mechanisma for penalties for failure to
echieve service quality requirements, we note that for AERA to have taken into
consideration the terms of the OMDA and the State Support Agreement, the AERA
should not only teke into consideration the service quality requirements, but also the
penaltics for failure to meet service quality requirements as set forth therein. Any
penalties prescribed by the ABRA for failure to meet the said service quality requirements
would effectively tamtamount to the AERA not teking into consideration the terms
(including penalties) in the OMDA and therefore would not be consistent with the AERA
Act.

QUALIFICATIONS AND ASSUMPTIONS:

Our observations herein are based on and limited to the provisions of applicable Indian
law and our interpretation of it as applicable on the date hereof,
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Tho statemncvity rendered hereln are reforred as of the date heveof and wo assume no
obligation to updaw or supplement such shetements to reflect any facts or circurmstance
ﬂmmhmﬂwmwmmnamywmhwﬂmmymﬁqu
bwomoel!‘npﬁw "

Ourobm'hdmshudnhmbemmidmdonly on the besis of the faots provided and
chmditc!ondmulmdourmmmad:hgumdhwqh 1 and this
parsgraph 3. Inmduhmplnuurundqmding or the fasts and oiroymsisnoces, ow
observations would need to bo rovised sccordingly. We have not independently verified
the factual information o information mado svailable to us,

No advico or opinion hex been expressod ot the matters of fact.

Our observations hasoin are based on our.{ntorpretation of the present provisicss of laws
of India and msy: noed review upon any :further changs in law, lssue of olarificstion,
notification, or sny deolslon of judieial / quasi-fudiclal authorities.

Any damiu@don,-miﬂm’u. opinion or this fike are puroly & matter of interpretation of
the applicable Indian laws on the date héreof and will not bé binding on any court of law
or rogulatory authority, which may take e:differing view.

So far as thie laws- of any jurisdiction.outildo- Iadia mey be relevant 0 the prosent
transaction, wo have dssumed that such-laws biave besn aad will be complied with.

Our observations herein are restricted to the specific query identified in paragraph 1
sbove. Qur obeervations herein do not deal with issues that may be related to but are nod
identifiod therein. No opinlon should bo Inferred beyond the matlers oxprossly stated
which at all times will be subject to the specific background and qualifications stated

Our cbaervations herein are ou'.ly for the bmoﬁl of the addressee and it should not be
cirgalated of providud ;p ;ny man. mlhomy .05 cntity, withowr our prior written

conaent.

We hopothotbovachiﬁuyowqtmiu Shouldywuquhnwfatherchxﬂhdmm
nnmplmdonothuimmmu

Kind regarda,

=

Jatin Angja
Partner, Atarchand Mangaldas

6/6




ANNEXURE J
(UBS and BNP Paribas reports)



\__ 7

%% U J} h Global Equity Research

India

[

Industrial, Diversified

UBS Investment Research

12-month rating Buy

GMR Infrastructure Unchangsd

- 12m price target Rs38.0005$0.76

Unchanged

Operating profit above estimates Price Rs 257004052

B Event: Operating profit up 54% y/y; but higher interest cost impacts PAT RIC: GMRI BO BBG" CMRI 1B

GMR rcported Q2FY12 operating profit of Rs5.7bn (higher than UBS and 11 November 2011
consensus estimates; UBS-e Rsd.7bn, consensus Rs4.4bn) and Net [oss of Rs625m Tradina d e
(higher than UBS-e but lower than street expectations). The miss versus our fading data oc )

cstimates was driven by higher interest costs (+57% y/y) in Q2, mainly led by the ~ 52#krarge Rs53.25-25.35/8$1 20051

Delhi airports segment. Operating performance was above expectations led by ~ Marketicaep. Rs10000AUS$2.01bn

robust traffic growth, Shares ofs 3,892m (ORD)

. X . Frea float 26%
N Impact: act'mlres 30% stake in PT Golden Ene'rgy Mines ‘ Avg. dally volume (000) 4571
GMR entered into a definitive agreement to acquire 30% stake in PT Golden Avg. daily valus (m) Rs128.1

Energy Mines. [ndonesia to purchase coal over next 25 years. Coal off-take from
the mines will start (about 1mt initially) from Jan 2012. GMR continues to refy on Balanca shea! data 03/11E

govi assurances for gas availability for the Rajahmundry project, which is expeeted Sharsholders' squly Re103bn
Lo commission by Q4FY 12. PBY (UBS) 1 0x
M Action: ADF approval expected shortly Net Cash (dabl) (Rs183bn)
Other key devclopments include- 1) The company shared no speeifie timelines for
s : ; Forecast returns
monetization of next tranche of real estate in Delhi and 2) The company expects 5- Formosstorice soredtalon —— <47.9%
6% margin in the EPC business. AL prCY g . ’
Forecast dlvidend yteld 00%
W Valuation: Buy rating Forecast stock return +47 9%
We have a Buy rating and long-term risk-reward is favourabie in our view. Market retur assumption 135%
Forscast excass retum ~34.4%
EPS (UBS, Rs)
WAE 030
. UBS Cons.  Actual
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Profilabllity & Vauslicn 51 hisi av 0330 Nie 03A2E 0313E y LV'/ “\'\ﬁ\ -
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EV/EBITDA (core) x - 19.4 105 86 55 EEERESEREERE
PE (UBS] X - >100 <100 408 <100 P o (11 1UGS) — $Ex1 Pece () S1
Net dividend yield % 0.0 00 00 00 R e e AL i
—_—— — — Sonce UBS
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GMR Infrastructure 11 November 2011

Con Call highlights:

Indonesian coal mines: Financial closure is expected this month. First coal
supply of about Imt to start from next year. Coal will be imported at a
discount of about 6-8% to market price based on the quantum of offtake.

Rajahmundry project: On gas availability, GMR continues to rely on the
assurance piven by the government and keeping the projeet ready. The
company has already drawn about Rs21bn of debt for the project, Interest
cost will continue to be capitalised in case the project gets delayed beyond
the expected COD of Q4FY 12,

Barge mounted plant: Cost per unit have inereased QoQ due to high fuel
costs (US$4.2/mmbtu), depreciation of INR, and maintenance related issues.

DIAL: land monetization: No concrete timelines shared for the next phase.
DIAL: Tariff determination is expected soon; could be in Q4FY (2.

Male airport: Profitability is lower since Q2 is the worst quarter in terms of
seasonality (Q3 and Q4 being the best quarters). However despite this, the
traffic growth has been resilient.

EPC: The company thinks EBITDA margin of 5-6% can be reasonably
expeeted from this business.

Receivables: The company has outstanding receivables of about Rs6bn from
Tamil Nadu Electricity Board (relating to its two assets, Chennai power plant
Rs5bn and barge mounted plant Rs1bn} and Rs2.7bn from National Aviation
Company India Ltd (NACIL).

Others Division: This segment includes GMR Infra’s investment arm, GMR
aviation (which has 4 aircrafts and lelicopters) and various overseas
subsidiaries of GMR Infra (ineluding 2 subs in Male). Thus Rs1.9bn of
revenues from this segment includes investment income, management fees
from the Male airport, treasury income and income from GMR aviation, a
100% subsidiary.
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Q2FY12 results
- Table 1: Q2FY12 results

Rs m Q2FY12A  QZFY11A % Chng QIFY12A % Chng HIFY12A  HIFY11A % Chng
Gross Ravenues 20,199 13,583 4%% 20822 -3% 4102090 135831 202.0%
Less: Rev share {2,077y {1,366) 5%% {2.186) 5% (4.262.30} 1366 212.0%
Net revenues 18423 12,217 48% 18,636 -3% 36,759 24531 498%
Totad operating costs (13,109 {8,656) 51% (13.656) 4% (26,765) {17,195) 55.7%
Fuel consumption (3.190) (2,592} 7% (4,769) 3% (7,959 (5.978)  331%
Genaratllon and opersating expenses (7.521) {3,950) 0% {6,225) 21% (13.748) (8,280) 66.0%
Employees (1.342) {690) 4% {1,277} 5% (2.618) {1,264) 107.2%
Admin end other expanses (1,056) {1.024) 3% (1.386)  -24% (2442) (1674 459%
Opsrating profit 5014 3,581 4% 4,980 1% 9,993 733 3%B2%
Other income 700 143 381% 812 -14% 1511 815 853%
EBITDA 5713 3703 54% 5,792 A% 11,505 8151  41.1%
Financlal charges {3922) (2,492} 57% {3.724) 5% (7.646) (4.875) 56.9%
Deproclation {2.675) {1,983) 3% {2,758} -3% {5433 (3641)  49.2%
PBT (884) (781) 13% (691} 28% {1,575) (365) 3316%
Tex (586) {197} 197% {655) -11% {1,240) (295)  30.2%
Current {363) {187 8% (445) 18% (808) (267 203.0%
Deferred (222 - #OVN! 24 -1030% {198) (29) 5%.1%
FBT : . HOVAY (234)  -100% {234) - HDIVA
PAT {1.470) (978) 50% (1.346) % {2.815) (660)  326.5%
Minority interest 844 260 225% 679 24% 1,523 237 540.6%
PAT afler Ml (625) {718) -13% (667) £% {1,292) 423)  205.1%
Extra-ondinaries - 1,403 -100% - HDIVAN - 1,403 -100.0%
Asgsocleles - 26 -100% - HDIVA! - 16 -1000%
Reported PAT (625) 7MY -188% (€87 6% {1.292) 996 -229.6%
Opeareting profit margin 2.7% 29.1% -24% 267% 24% 212% 25.9% 2.1%
PBT margin 4.8% 64% 2T% 3% 2.7% -4.3% 1.5% -28%
PAT margin 1% 80% 0.8% T2%  08% 1.7% 27%  -50%
Effective lax rate 66.2% 25.2%  696% -948%  696% -78 8% B09% 21%

Source Company dala

m Capacity charges: The continued rise in interest and depreeiation costs is
attributed to the capitalization of T-3 at Delhi airport.

® Other income: Other income declined 14% QoQ due to lower interest
income.
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Valuation

QOur SOTP valuation for GMR is as follows (with individual assets being valued

on DCF) -
Table 2: SOTP valuation

Valus of GMR's stake GMR's slake  Assstvalua

Rsishare % Conlribulion Rk (Rs bn) (%) {Rs bn)

Power 149 39.5% 579 62.8
Kamalanga 38 10.1% 148 80.0% 18.5
Chattisgarh 24 6.4% 94 100.0% 94
Emco 1.7 4.5% 66 100.0% 66
Vemagld 17 4.4% 64 100.0% 64
Rajahmundry 12 31% 46 100 0% 46
Indonesla mines 0.8 21% 3 100.0% 31
Homeland Energy mines 05 1.4% 20 20
Chennal plant 03 0.8% 12 51.0% 24
Barge-mounied plant 03 0.8% 1.2 100.0% 1.2
Cash +PE financing 22 5.8% 85 100.0% 85
Alrports 120 31.9% 48.7 101.7
Delhl reai estate 126 335% 492 54.0% 81.0
Hydecabad alrport {cors) 40 10.7% 158 63.0% 25.0
Male alrport 1.2 31% 46 770% 6.0
Sablha Gocken 04 1.1% 15 40 0% 39
Delht airpori (core) 00 0.1% 0.2 54.0% 03
Less: PE funding {6.3) 16.7% (24 5) 100.0% {24.5)
Roads 33 8.T% 128 165
Hyderabad-Vijaywada 14 25% 42 74.0% 57
Faruknagar-Jadcherla 0.8 2% 32 100.0% 32
Tindivanam-Ulunderpst 0.8 2.1% kR 100.0% at
Tambarem-Tindlvanam 0.3 0.8% 12 61.0% 20
Pochanpalli 0.3 0.8% 12 100.0% 1.2
Hungund Hospst 03 0.8% 12 51.0% 23
Tunl-Anakapalli 02 04% 06 610% 10
Chennai Outer Ring Road 0.9) 0.3% 0.4) 90.0% {0.5)
Ambala-Chandigarh (0.4) 1.0% {(1.5) 100.0% (5)
Others 23 8.0% 88 9.0
Krishnagid SEZ 12 3% 48 95.0% 50
EPC 1.0 28% 40 100 0% 40
Nel cashiquivalenls at Holdco 5.2 139% 203 100.0% 203
Geand lotal 38 100% 147 210

Source. UBS osimales
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Cash flow (Rsm} = 0307 0308 0303 03h0 OFIE  %eh  O03NZE  hch [G13E _ %oh
Opecating Incomo (EBIT, UBS) 4,091 4.209 a7 7E8 7,085 Ed 7861 53 13348 74
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FX/non cash ltems S ie IS 8124 1514 LG ? I
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Core EBITDA = 5437 5585 10458 13643 15,406 0r 18,144 A B037 55
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GMR s ane of India’s leading nfrastruclure deve'opers, with an asset
porthlio (atiibutable) of. {1} 765 acres of real estale near Oelhi and
Hyderabad airports; (2) about 3.900MW of power capacity
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m GMR Infrastructure

GMR is one of India's leading infrastrueture developers, with an asset portfolio
(attributable) of: (1) 765 aeres of real estate near Delhi and Hyderabad airports;
(2) about 3,900MW of power capacily (+4,100MW at an early development
stage); (3) three airports with ultimate pax handling of 89m; (4) eight road
projects (more than 520km); (5) three SEZs of more than 3,400 acres; and (6)
stakes in coal mines with mineable reserves of over 150m tons. Additionally,
GMR holds 50% of Intergen, which has global power assets of 6,600MW (and
2,700MW under development).

m Statement of Risk

In our view the key risks for GMR with regard to airport projects are: a)
execulion delays; b) regulatory risks related 1o revenue; and c) traffic risks. With
regard to power projects, we believe thc key risks are: a) shortages in fuel
supply; and b) collection risks. For road projects: a) traffic; and b) collection are
key risks. All of GMR’s projects face interest rate-related risk.

®  Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) all of the views expressed accurately
reflect his or her personal views about those securities or issuers and were
prepared in an independent manner, including with respect to UBS, and (2) no
part of his or her compensation was, is, or will be, directly or indirectly, related
to the specific recommendations or views expressed by that research analyst in
the research report.
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Required Disclosures

This report has been prepared by UBS Securities India Private Ltd, an affiliate of UBS AG. UBS AG, its subsidiaries,
branches and affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicls and maintains independence of its research product;
historical performance information; and certain additional disclosures concerning UBS research recommendations,
please visit www.ubs.com/disclosures, The figures contained in performance charts refer to the past; past performance is
not a reliable indicator of future results, Additional information will be made available upon request. UBS Securities Co.
Limited is licensed to conduct securities investment consultancy businesses by the China Securities Regulatory

Commission,

UBS Investment Research: Global Equlty Rating Allocations

2

UBS 12-Month Rating Rating Category Coverage' IB Services’
Buy o Buy 59% 35%
Nautral Hold/Neutral 35% 33%
sell Sell 6% 14%
UBS Short-Term Rating Rating Category Coverage1 IB Services®
Buy Buy T less than 1% 0%
Sell Sell less than 1% 20%

1:Percentage of companies under coverage globally within the 12-month rating category.
2:Percentage of companies within the 12-month rating category for which investment banking (1B} services were provided within

the past 12 months.

3:Percentage of companies under coverage globally within the Short-Term rating categorsy.
4:Percentage of companies within the Short-Term rating category for which investment banking (IB) services were provided

within the past 12 months.

Source: UBS. Rating allocations are as of 30 September 2011.
UBS Investment Research: Global Equity Rating Definitions

UBS 12-Month Bg_t{r}_g;_
Buy

Neutral

Sell

_Definition
FSRis > 6% above the MRA
FSR is between -6% and 6% of the MRA.
FSR is > 6% below the MRA

UBS Short-Term Rating

Definition

Buy

Sell

Buy: Stock price expected to nse within three months from the time the rating was assigned
because of a specific catalyst or event.

Sell: Stock price expected to fall within three months from the time the rating was assigned
because of a specific calalyst or evenl.
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KEY DEFINITIONS

Forecast Stock Return (FSR} is defined as expected percentage price apprecialion plus gross dividend yield over the next 12
months.

Market Return Assumptlon {MRA) is defined as the one-year local market interest rate plus 5% {a proxy for, and not a
forecast of, the equity risk premiumy),

Under Review (UR) Stocks may be flagged as UR by the analyst, indicating thal the stock's price larget and/or rating are
subject to possible change in the near temm, usually in response to an event that may affect the investment case or valuation.
Short-Term Ratings reflect the expected near-term (up to three months) performance of the stock and do not reflect any
change in the fundamentel view or investment case.

Equity Price Targets have an investment horizon of 12 months.

EXCEPTIONS AND SPECIAL CASES

UK and European Investment Fund ratings and definitions are: Buy: Positive on factors such as structure, management,
performance record, discount; Neulral: Neutral on factors such as slruclure, management, performance record, discount; Sell:
Negative on factors such es structure, management, performance record, discount.

Core Banding Exceptions {CBE): Exceptions to the standard +/-6% bands may be granted by the Investment Review
Committee (IRC). Factors considered by the [RC include the stock’s volatility and the credit spread of the respeclive company's
debt. As a result, stocks deemed to be very high or low risk may be subject to higher or lower bands as they relate to the reting.
When such exceptions apply, they will be identified in the Company Disclosures table in the relevant reseerch piece.

Research analysts contributing to this report who are employed by any non-US affiliate of UBS Securities LLC are not
registered/qualified as research analysts with the NASD and NYSE and therefore are not subject to the restriclions contained in
the NASD and NYSE rules on communications with a subject company, public appearances, and lrading securitigs held by a
research analyst account. The name of each affiliate and analyst employed by that affiliate contributing to this report, if any,
follows.

UBS Securities India Prlvate Ltd; Sandip Bansal.

Company Disclosures
“Company Name Rauters 12-mo rating Short-term rating Price Price date
GMR Infrastructure’® GMRL.BO Buy N/A Rs25.70 09 Nov 2011

Source: UBS. All prices as of local market close.
Ratings In this table are the most current published ratings prior to this report, They may be more racent than the stock pricing
date

5. UBS AG, its affiliates or subsidiaries expect (o receive or inlend to seek compensation for invesiment banking services
from this company/entity within the next three months.

Unless otherwise indicated, please refer to the Valuation and Risk sectlions within the body of this report
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GMR Infrastructure (Rs)

w. Prica Targel(RS) e Slock Price (Rs)
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Source: UBS; as of 09 Nov 2011

Note: On August 4, 2007 UBS revised its rating system. (See 'UBS Investment Research: Global Equity Rating Definitions' table
for details). From September 9, 2006 through August 3, 2007 the UBS ratings and their definitions ware: Buy 1 = FSR is > 6%
above the MRA, higher degree of predictability; Buy 2 = FSR is > 6% above the MRA, lower degree of predictability; Neutral 1 =
FSR Is between -6% and 6% of the MRA, higher degree of prediclability; Neutral 2 = FSR is betweean -6% and 6% of the MRA,
lower degree of predictability; Reduce 1 = FSR is > 6% below the MRA, higher degree of predictability, Reduce 2 = FSR is > 6%
below the MRA, lower degree of predictability. The predictabllity leve) indicates an analyst's conviction in the FSR. A
predictability level of '1' means that the analyst's estimate of FSR is in the middle of a naower, or smaller, range of possibilities.
A pradictability tevel of ‘2' means that the analyst's estimate of FSR is in the middle of a broader, or larger, range of possibilities.
From October 13, 2003 through September 8, 2006 the percentage band criteria used in the rating system was 10%.

UBS 10



GMR Infrastructure t1 November 2011

Global Disclaimer

This repoct has boen prepared by UBS Secunlies india Pavate Lid, an afihiate of UBS AG UBS AG, its subsidian and affi ara (glerred to herein as UBS ln cenan counmaes,
UBS AG Is referrad (o as UBS SA

This repart i8 for distnbution only under such drcumsiances as may bo pormisted by appheabla (aw, Natreng in Uxs repon Ghuies a reps thal any stralegy o
recommenxiation conlalned heran is sufabla or appropuale W a redplanl's indivdual drcumsiances of ohenwise ap I i It 15 publishad soldy for

pupases, il does rol constlute an advervsemenl and 15 nol 10 be construed as 8 saliitalion ¢ an CMes o Bury 0r 30 @y Secutien o Tefaled Sra0mA AT BB ifr 8Ty piisdabon Ha
represenabon of warranty, elner axpress or implied, is prov-dad in refaton (0 the 2cCuracy. Con pliteneds o te iy oF the Elarmation containgd banmn. escopt waf) nesped! 1 adarmaton
concerning UBS AG, lis subsidiaries and affliates, aor is it i tobea Ge fr ¥ secuiles, maregly of dovelapmants rodersd 1 in the ot UES does v
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EiS 2012 (IN#) (0BG

TARGET EPS 2013 (ihs)
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INEZA 00 (0.93)
PRIOR TP INRA7.00
CLOSE INR2L25
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Marke: Recs

INDUSTRY QUTLOOK €=

Latent value

KEY STOCK DATA

YE Mar (INR m) 2012E  2013F  2014E
Revenue 75,307 105,639 148,739
lt CHAMNGE Rec. net grafit (3,335) (3611) (1.130)
eRulatory uncel talinty and siow execution leal Lo eversedng Reeurring EPS (INR) (0.86) (093)  (0.29)
After the strong correction In GMR shares due to regulatory uncertainty in Prlor rec. EPS {INR) (0.41) 1.32
the power and airport sectors, and aggressive bidding in the recent Che, In EPS est. (%) 1085 (170.1) N/A
highway project, we believe the risk-reward for GMR is favorabie at
ghway proj . : e f . f . EPS growth (%) 154.5 83  (687)
current levels. We think valuations are pricing in a near-write-off of ke R
partial investments in existing projects facing uncertainty. Reiterate BUY. Recorring P/E (x) neg neg neg
Dividend yleld (%) 0.0 0.0 0.0
EV/EBITDA (x) 154 135 105
RO SRR B NRar TN Catalys: Price/book {x) 11 11 11
Ar{ter the resloratioTlof airtp0|rl development fee at Oelhi Ai':po:;t‘ we think Net debUEquity (%) 2126 2921 3559
the next catalyst will be clarlty on the revenue model for the airport
S ¥OR Fhe | § P ROE (%) (3s) (38  (1.2)
{4QFY12). For the power segment, signing of long-term supply agreement i
and commissioning of plants should be viewed as positives. For highways, s 10 L s,
financial closure of the KUA project should be a positive catalyst. an] 7 3
' :; i"‘fﬂl“ ™ 9
M I'."-v‘ﬁ'\'\ IJ AT I'J 14 Y ’ (9)
s 2 g, as)
TR af INRZ8 hiased en 30TP valuation of agsety 24 A | o)
: . . ) i A 19 W (ag)
We are taking a very conservative view and revising our assumptions on 14 = Al
all assets, Consequently, we are lowering aur TP to INR28, from INR47. B e 5 ..'I(?’:’.
Downside risks include continued delays in project commissioning, lower- Snare price performance 1 Month 3 Month 12 Manth
than-expected tariff hike at DIAL or slowdown in alrport traffic and Absolute (%) (18.8)  (2L7)  (37.0)
lower-than-expected toll in the highways segment. Relatlve 10 coumry(/.) (138) (21.8) (332
VEY PLIADT Next results February 2012
AET LHAR
_]_l_l_ " 2 _lA' e MKt cap (USO m) 1,607
N o 3m avg dally turnover (USO m) 26
Highways Free float (%) 25
Malor shareholder GMR HoldIngs (74%)

Airports
50.0%

Source. BNP Paribas estimates

Vishal Sharma, CFA Shashank Abhisheik

9122 33704377 4912233704335

12m high/low (INR}

3m historlc vol (%)
ADR ticker

ADR closing price (USD)

Issued shares (m)

49.45/20.05
41.7

3,892

Soutces: Bloomberg consensus; BNP Paribas estimates

BHP Paribas Securitles Asla research is available on Thomson One, Bloomberg, TheMarkets.com, Factset and on http://egresearch.bnpparibas.com/index. Flease contact your

salesperson for authorisation. Please see the important notice on the back page.
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%, Key Earnings Drivers & Sensitivity worst Base Best

W An increase of 100bp in our cost of equity assumption to Bast o oty 084 ¥ 135 o
14.5% results in a INR3 (10.7%) decline in our fair value Falk Mpduie: (16Tk) L o M
estimate of INR28; lowering the cost of equity by 100bp to Change (%) (10.7) - 214
12.5% results in 2 INR6 (21.4%) increase in our fair value
estimate.

Saurce: BNP Paribas estimates

GMR Infrastructure and MXIN Index

- . " e i 1 - Ny = ~-— £1
{3M and 6M Realised-Vol) Regression — GMR Infrastructure to MXIN index
Aug < Aug-07 Aug-08 Aug-0d Aug-10 Avg-11 MEinde
. — = 2003%  -150U%  -100DX 303 000K S00%  1000N  ISODT @GO
12 48 %0% .
BLESLN
100 p 80% *
80 18.00% R
h sCo%
0 . \ o 2008
% { A% 4 "
L 720G% -
x| s 1200% *
0 - CMR afearrviwrs
(K] "
e EHR Dfastechey - BX Real o - Vol GUR bjnstrectut - Resdaed - Vel GMRInfrastruciure = 8.+0.0742 * MXIN Index
MStIineh - 4 Reaksed -vol WSCH 411 - 684 Redised - Yol R 3quare=0:415

Repgresslon based on 261 chaervations of Syears weekly data. Please reler10 Appendix Lfor
the expfanation of R-sguare
ik » Sources: Bloomberg, BNPPanbas

‘J India Sectar Correlation Matrix at 25 July 2011

Indla Autos Banks  Engineering & Construction  Metals & Minlng  OIL & Gas IT Services Telecom Utllities  Property
Autos 1.00 0.67 0.64 0.66 0.50 043 0.36 0.58 0.62
Banks 1.00 0.71 0.70 0.58 0.46 0.36 0.63 0.66
Englneering & Construction 1.00 0.71 058 046 0.41 0.65 0.68
Melals & Mining 1.00 0.66 0.50 0.40 0.69 0.72
Oil & Gas 1.00 0.40 0.30 057 057
IT Services 100 0.27 0.45 0.318
Telecom 1.00 0.43 0.43
Utilities 1.00 0.63

Property 100

Source: B8NP Paribas Sector Strategy

The Risk Experts Long/Short Chart

W Our starting point for this page is a recognition of the macro o 0% R Ovc:08 Jon 20 D 1o fem
. . . 20
factors that can have a significant impact on stock-price 230
performance, sometimes independently of bottom-up factors. 2,
. . . 210 ua
B With our Risk Expert page, we identify the key macro risks §5% -
that can impact stock performance. 130 o ! ) Y e
PR *
B This analysis enhances the fundamental work laid out in the Vs e T
rest of this report, giving investors yet another resource to Vio « -
- . s . . 03¢
use in their decision-making process - Gt G Fowse W

Sources: Bloomberg: BNP Paribas
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GMR Infrastructure Vishal Sharma, CFA

What caused the stock grice to decline?

We believe the 54% YTD decline in GMR's share price {vs. the Sensex's decline of 19%) is due to the
following reasons.

= At the Delhi Airport, delays in finalizing a revenue model. Concerns that single-till will be implemented.
= Decision of AERA to Implement a single-uill aero revenue model at the Hyderabad International Airport.
= Lower supply of gas to the operating gas plants, which resulted in tower capacity utilization.

» Uncertainty about coal supply domestically for coal-based projects that are under development.

= Perceived aggressive bid for the Kishangarh-Udaipur Ahmedabad (KUA) mega-highway project.

We address and discuss eacl: of these issues for the Individual assets. We believe the stock correction has

been overdone and reiterate our BUY rating on GMR.

FRHL

Assets Coptribution val A ptions and rational
{INR) Metric
Alrports 140
DAL (1.0} OCF,13.5% CokE A ing CPI-X Impl ntatton from FY13, assuming aero revenue per passenger at levels camparable with

GHIAL (implles a 2.5x increase in aero revenue in FY13); we estimate creation of regulatory base due to under-
recovertes which shoutd be recovered by FY18; FY12-16E average annuat growth™ PAX = 10%, ATMs = 10.6%,

Cargo = 8.5%

DIAL Real Estate 10.0  OCF, 13.5% CoE  Assuming land monetization to commence 10 I'Y 14 after the DIAL revenue model is finalized; we estimate the
remaining 205 acres will be monetized in parcels of 30-35 acres anavally ending In FY19

GHIAL 2.0 DCF, 13.5% CoE  Our valuation has increased based on the sirong operating performance (higher traffic growth, ATMs); we have

postponed the implementation of the single-till model to FY13; £Y12-16E average annual growth: PAX = 12%,
ATM = 11.3%; Cargo = 3.5%

SGIA 20 OCF, 13.5% CoE  FY12-16E average annual growih PAX = 11.0%, ATM = 8.0%; Cargo = 4.0%

Male 10 OCF. 135% CoE  Still in Implementation stage, company has indicated that progress Is as per plan; there has been some local
opposition to imposition of a develop t fee (slated to commence In fanuary 2012); this fee was part of the

concession agreement and is unlikely to be revoked; however, worst case scenario Is that the company wsll not
be allowed 10 collect the fee n which case our valvation declines to (INR1)

Power 110

GEL {1.0) OCF, 135% Cof The gas avallabliity scenarlo is not likely to Improve in the foreseeable future, consequently PLF of this plant will
be sub-optimal; F¥12-16E average annuval PLF = 70%

GPCPL 1.0 DCF, 13.5% CoE The PPA of thus plant expifes In 2014; we are not assuming any coniribution from Lhis plant beyond the expiry;
GPCPL operates on diesel ol which results in very high cost of production, conseguently, [n a meril order
dispatch, the plant is unlikely to operate ar a high utilization ratio; FY12-18E average annual PLF = 83%4

VPGL (incl expansion) 2.0 DCF.23.5% Cof The gas availab:lity scenaclo 13 not likely to improve in the for ble future; consequeatly PLF of this plant is
significantly below the optimym range; FY14-18€ average annyal PLF = 76%

Kamalanga 4.0 OCF, 135% CoE  We estmate thal this plant will be able to supply the 863MW power Lhat is tied up under PPAs {out of a total
capaclty of 1400MW) using imported coal. We have done a detalled scenarto analysis of the impact of change in
source of coal supply and the optlon of merchant sales; FY13-17E average anoval PLF = §7%

Chhatusgach 1.0 DCF, 13.5% Cof No coal supply has been finalized and no PPAs have been signed. However, construction of the project is as per
schedule: FY15-19E average annual PLF = §2%

EMCO 3.0 DCF 13,5% CoE Of the 600MW of capacity, only 200MW has been tied up in a PPA, FY14-18E average annual PCF = §0%

Island Powser 10 DCF. 13.5% Co€ Deb for the project was recently tied up; additionally, the company sold 30% stake in the project to a strategte
investor

Highways 30

GTTEPL 02 DCF,13.5% CoE  Annuily project, traffic growth not meaningful

GTAEPL D0 OCF, 23.5% Co€ Annutty project, traffic growth not meaningful

GPEPL 0.6 OUCF, 13.8% Coe  Annulity profect, traffic groweh not meaningful

GACEPL 01 OCF, 13.5% CoE  Yoll based, average annval traffic growth of 6.0%

GIEPL 08 OCF, 13.5% CoE  Toll based; average annval traffic growth of 8.0%

GUEPL 10 DCF, 13.5% CoE Toll based, average annval traffic growth of 6.0%

Chennal Ovler Ring Road 0.8 OCF. 13,5% CoE  Annuity project, traffic growlh not mean:ngful

Hyd- Vijayawada 21 DCF, 135% CoE  Toll based: average annual traffic growth of 7.0%

Hungund Hospet 0.4 DCF, 13.5% CoE  Toll based; average annual traffic growth of 7.0%

Ahmedabad Kishangarh (2.9} DCF,13.5% CoE We believe that investors will continue 1o factor in the negalives from this project and hesce we now include It
in our valuation atthough a fermal financal closure has not been achieved, average annval traffic growth of 7.0%

Total 28

Source: BNP Paribas eslimales
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GMRA Infrastructure Vishal Sharma, CFA

Airports

LR &frport

Key investor concerns at DIAL are;
1 Timing of implementation of a revenue model; single or double-till.
2 Rate of return that will be allowed on the regulated asset base.

3 Treatment of real estate and whether a return will be allowed on the deposits that have been collected
by monetizing real estate (used to partly fund capex).

4 Impacl of the temporary stay on collection of an airport development fee (ADF).

Our checks with the Airports £conomic Regulatory Authority (AERA) indicate that the request for revenue
revislon has already been filed by OIAL. The process of determination of revenue s currently underway. In
our talks previousty, AERA had indicated that, unlike in the Hyderabad Airport (GHIAL), the agreement
between the government and DIAL stipulates a shared-tilt model (using CPI-X method). Hence, there is very
low likelihood of implementing the controversial single-till model at DIAL. Implementation of the single-tilt
model would imply that all strcama of revenue (aero, non-aero, cargo and others) will be considered for
calculating the atlowed return on investment. Thus, the upside potentiat from non-aero and other revenue
would be (imited for DIAL.

During the 2QFY12 results call, management mentioned that it expects a final revenue model by January
2012. In any case, it is unlikely to be implemented in FY32. While it is difficult to pinpoint the exact time of
AERA’s decision, we believe a final decision should be made during the first quarter of next calendar year
{or 4QFY12). Consequently, we postpone the implementation of the CPI-X aero revenue model to FY13 in our
estimates as below.

Once the revenue model is finalized, it will be implemented over batches of five years, called 'control
period’. The first control period started in CY10 (the project was completed in August 2018). However, as
the revenue model was not finalized, the aero revenue collected was much lower than what should have
been collected. Consequently, we believe that in the first control period ending FY15, the total revenue 1o be
collected will include shortfall from the previous two years. If the CPI-X model is implemented FY13, we
estimate that aero revenue would have increased 276% from our FY12 estimate. However, as an increase of
this magnitude is impractical, we estimate an increase of 150%. Our estimate is essentially in line with the
aero revenue per passenger of INR381 that is currently being collected at the Hyderabad airport (also
operated by GMR). Based on our normalized revenue growth assumptions, we believe accumulated loss
(revenue shortfall) shoutd be recovered by FY21 (assuming a 20% annual increase in aero revenue for FY14
and FY15, 15% annual growth over FY16-18, and 10% growth In FY19 and FY20).

We have assumed a WACC of 7.1% on the regulated based of INR127b. OQur WACC is based on an indicatlve
rate of 18.33% ROE (that was allowed at GHIAL) and 11% (pre-tax) cost of debt (tax-rate of 30%). We are
not assuming any return on that portion of capital expenditure which has been/will be financed by real
estate deposits ang ADF. There is a downside risk to our assumptions if the regulator allows lower ROE.

Exp. Wejghts Welghted

Caplial structure Amount return return  Comments

(INR m) ) (%) (%)
Equity 2,300 18.33 18 3.4  COE is assumed to be the same as granted in GHIAL
Oebt 5.286 7.70 42 3.2 11% cost of debt and 30% tax rate
Internal accruals 50 18.33 L] 0.1 Assuming Internal accruals will be allowed ROE
Aeal estale degusils 1472 0.00 12 0.0  Not aniuming any return on real catate depoaits
Shart-term finance 2,714 0,00 22 00  Amount to be recovered using AOF, INR14.84b already collected, AERA cecently allowed

an additional collection of INR19.3b {including 701m yet 1o be incurred)

Total Gross block 11,802 94 8.7
Add: Capex to be incurred 701 7.70 6 0.4 Amount to be recovered using AOF as discussed above
Total Capex 12,503 100 71

Sources: BNP Paribas Research
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GMR Infrastructure

Vishal Sharma, CFA

Impact from the stay on collection of ADF has been to the tune of INR270m as additlonal interest for
- 2QFY12, according to management. There should be interest cost savings on a sequential basis starting
3QFY12 (prorated for a part of the quarter) as the ADF has been restored beginning 1 December 2011,

DIAL Real Estate: From our discussion with management, we believe GMR is in no hurry to monetlize its real
estate, Management has indicated that it would like to monetize the land gradually, in phases, so that the
company can enjoy the upside from existing developments around the area. Essentially, if the first phase
gets at least partially developed by the time the second phase is up for sale, the value realizable for the
second phase might be higher than what could have been realized otherwise. Of course, the test is if GMR is
able to realize more than what is lost towards the time-value of money. Although this strategy might delay
immediate cash flows, we believe, overall, the company would be in a position to realize higher land value
(on an absolute basis) as it did in the case of sale of its second tranche of Dethi real estate. In FY10, GMR
leased out 29.5 acres and 15.5 acres in two tranches. In its second round of lease, the company realized on
average 30% higher value compared to the first tranche.

Addltionally, uncertainty about the treatment of real estate revenue in the calculation of return on
investment is likely to get cleared when the regulator finalizes a revenue model for the airport.

Accordlngly, we are delaying our eartier assumption of 50 acre real estate monetization during FY12, We
are now assuming annual maonetization of 35 acres beginning FY14. Accordingly, the entire 250 acres is
likely to be monetized by FY19 (FY16 assumed previously).

EXHIBIT 3 DIAL - Op

Year-end 31 Mar 2011 2012€ 2013E 2014€ 2015€
Passengers (m) 29.94 34.43 37.87 41.66 4583
ATM {1000) 276 317 3ay 384 422
Cargo (tonnes) 351 389 439 482 S31
Net reveque (INR m) 6,659 7.994 12,471 14,989 18,051
EBITDA {INR m) 1,038 2064 6,146 8,234 10,824
EBITDA margin (%) 156 258 433 54.9 60.0
Interest {INR m} 3,282 8,739 6.158 5,460 5,693
Oepreciation {INR m) 2,684 4,500 4,922 5,334 5,334
Net Profit before minority (INR m) {2,404) (4,644) (2,641) (L.371) (209)

Sources: GMR Infrastcucture; BNP Paribas estimates

AERA had earlier passed an arder for GHIAL finalizing a revenue model that allowed 18.33% ROE on the
equity portion of its regulated asset base (RAB) using single-till mechanism. The regulator also directed to
eliminate, from the RAB, any assets that are not related to core airport operations for the purpose of
calculating the return, !mplications from this order are:

1 Implementing Single-til{ would imply all streams of revenue - aero, cargo and non-aero revenue - will
be considered for the purpose of calculating the ROE.

2 Elimination of assets would imply any real estate that is not related to airport’s core operations wliil be
eliminated from the RA8 at the market value

This methodology is detrimental to GMR by way of limiting upside potential from real estate monetlzation
and non-aero revenue. The company has appealed against this order and the matter is still pending in the
court. Pending the court’s decision, the order has not been implemented yet. We are assuming an
unfavorable outcome for GMR and have built in the provisions of this order beginning FY13 in our estimates
(FY12 assumed previously).
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CAHIBIT & GRIAL - trperationn] detalls

Year-end 31 Mar 2011 2012E 2013E 2014E 2015E
Passengers (m) 1.63 8.77 9.91 11,08 12,20
ATM ('000) :E] 97 107 17 129
Cargo {tannes) 81 87 95 105 116
Net revenue (INR m}) 4,950 6,177 4,080 4,050 4,025
EBITDA (INR m) 2,977 3997 1,788 1,641 1,493
EBITDA growth (%) 60.1 §4.7 438 40.5 371
Interest {INR m) 1,902 2,179 1,927 1779 1,468
Depreciation {INR m) 1,188 1,232 1,232 1,232 1,232
Net Profit before minarity (INR m) 1,160 491 (1.370) (1,370) {1,206)

Sources: GMR Infrasteucture; BNP Paribas estimates

Other anrpaare

For Sabiha Gocken Airport (SGJA) and Male Airport, we are adjusting our estimates for latest traffic and
volume numbers. For Male airport, we have also included USD25 per departing international passenger
starting 1 January 2012 in our revenue estimate.

Recent news reports indicate that the opposition party in the Maldives may file a legal suit that would
prevent Male Airport from collecting the ADC of US025 per departing passenger. This charge was applicable
from 1 January 2012. GMR has indicated that this charge was part uf Lhe Lerms and conditions of the
concession agreement and, hence, it is unlikely to be quashed. However, in the worst case, if we remove the
imposition of the ADC, our FY12E EPS declines by about 7% and Male Airport’s contribution to our target
price of GMR would fall to (INR1)/share, from INR1 /share.

Power

EXHIRIY % Operational

Operational plants Capaclty FUBLET T M [ eerabanaasactcosagenins FY33E-caefess FALIRETR L
PLF Selling price Cost price

(MW) (%) (INR/uRIL) (INR/unikt)

GMA Energy (GEL) 235 Natvral gas 72 3.58 3.86
Vemagiri (VPGL) 389 Natural gas 7 300 29%
GMR Chennal (GPCPL) 200 Dlesel oll 53 10.68 9.70

Sgurces GMR Infrastructure; BNP Parlbas esumates

GMR has three operational power plants with an aggregate capacity of 82dMw. Two of the three
operatlonal power plants (VPGL and GEL) continue to operate at sub-optimal PLFs due to lower availability
of natural gas resulting from lower production at the KG-D6 basin. The power purchase agreement (PPA)
for the third plant in Chennai that operates on diesel oil ends in FY14; we assume that the plant is unlikely
to renew jts PPA without incremental capital expenditure. Consequently, we do nat include any
contribution from the Chennai plant beyond FY14.

LG o e vy

We inciude four plants (Kamalanga, Emco, Chhattisgarh, and VPGL expansion) that are under development
in our valuation. We are incorporating two major factors into our estimates: 1) shortage of fuel {gas and
coal) that implies no firm fuet supply agreements, 2) the lack of power offtake agreements as customers are
reluctant to sign PPA with plants that do not have a firm fuel supply agreement. We discuss each of the
plants under development in detail.

LAl

For Kamalanga, 863MW of the total 1400MW capacity has a formal PPA (300MW with the Haryana and
Bihar government each and 263MW with the Orissa Government). GMR very recently signed a PPA with the
Bihar government for 300MW at INR3.69/unit. Management plans to tie up a total of 75% (1050MW) vnder
PPA and sell the remainder in the merchant market. We assume that the first unit of 350MW should be
commissioned by April 2012 followed by ane unit each in luly, September and December of 2012.

The Kamalanga plant has a tapering coal linkage with Mahanadi Coalfields (a fully owned subsidiary of Coal
India) for the first three years of operations. Additionally, the Indonesian mines of the company (Gotden

ENP PARIBAS
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Energy Mines - Sinar Mas group {up to 10m tonnes annual offtake agreement} and Barasentosa (110m

- tonnes coal reserves) - will also be able to supply imported coal to the plant. We assume 3.0Mt of coal will
be imported commencing in FY13. Both the Indonesian mines are already producing coal. About 40% of the
total capex of INRG4.6b has been incurred as of August 2011. We are assuming USD61 per ton landed cost
(at the plant) for calculating our coal costs. This cost implies USD38 per ton of price for coal and the
remainder is for freight or taxes. In case GMR is forced to supply at the listed price of the Indonesian
Government, there should be more value addition to its stake in the respective mines, albeit, after dividend
or repatriation taxes.

In our base case for Kamalanga, we assume: 1) no merchant sale of power, 2) Dip Rampia mine will
commence coal suppty from FY16, 3) until FY15, GMR will receive 1.2MTPA coal from Coal india {COAL IN)
while the remaining requirement will be met by imported coal. If we include merchant sales, Kamalanga
would contribute INRI0/GMR share. On the other hand, if there is no production from the Rampia mine and
the company imports coal only to the extent of honoring its PPAs, then the plant contributes (INR 4)/GMR
share. Furthermore, if the plant operates entirely on imported coal and is able to sell the surplus power on
a merchant basis, Kamalanga would contribute [NR2/share. We believe that the market is factoring in the
worst case for this plant (no merchant sates and no coal from the Rampia mine).

Merchant sales of power No merchant sales

INRLO/share; INR4/share;

FY13 pet profit of INRL.BY; FY13 net profit of INRLOGm;
PLF = 75% (max supported by Dip Rampia coal PLF 2 67%

supply)

INR2/share; {INR4)/share;

FY13 net profit of INR1.8b; FY13 net profit of INR10Gm;

PLF = 85% PLF = 67% (this will decline to 23% at (ater stages
when only one PPA remains active)

Olp Rampia supplies coal

No Coal from Oip Rampia
{only imported coal)

Source: 8NP Paribas esilmates

Year-end 31 Mar 2013€ 2014€ 2015E 2016E 2017E

OLF (%) 67 67 67 67 67

Cost price/unit (INR) 243 2.94 2,96 210 2.06

Selling price/unit {INR) 2.45 294 2.95 2,53 251

Source: BNP Paribas estimates
T 8, Kan

Power purchaser Capacity tled vp Price
(MW) (INR/MU)

Haryana Govt 300 2.4

Orissa Govt 263 As per CERC narms

Bihar Gowvt 00 369

Total 863

Sources’ GMR Infrastruciure; BNP Paribas Research

£imi

The first unit of 300MW of the 600MW Emco plant is due to be commissioned by 1QFY13 followed by the
second unit in the subsequent quarter. Out of the total capacity, a PPA for 200MW has been signed with
MSEDCL. Once again, GMR’s management has indicated that about 75% of the power produced Is likely to
be tied up with a PPA with the balance to be sold as merchant power {spot}. The entire coal requirement of
the plant has been tied up with South Eastern Coalfields (a fully owned subsidiary of Coal India). However,
we believe that the company is unlikely to get its full allocation; consequently, we estimate lower PLFs in
the first 5 years of operations ramping up to the target PLF of 80% gradually as coal supplies become
available. The company has invested about INRB.Ob in the Emcp plant {about 40% of total project cost).

ENP PARIBAS
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HEIT &

Year-end 31 Mar 2013€ 2014E 20)5E 2016E 2017E
PLF (%) 0 40 60 80 50
Cost price/unit (INR) . 2,87 7 m 2.72
Selling price/unit (INR) . 2.38 243 253 264

Source: BNP Paribas estimates

Lismatlisgarly, Long W

The Chhattisgarh plant stitl has neither a fuel supply agreement nor a power offtake agreement. However,
GMR has already Invested INR68.5b in developing the plant {17% of total project cost). We assume that the
development of this plant will continue as per schedule. But, no PPA or fuel supply agreements are key
concerns, Consequently, we assume another one-year defay; we now estimate the plant will commence
operations Jn FY15 (FY14 assumed previously).

EAHLT i A & Do, 13700

Year-end 31 Mar 2013E 2014 2015k 2016E 2017E
PLF (%) 0 0 50 60 60
Cost price/unit (INR) . - 348 299 2,96
Selling price/unit (INR) 299 54k 3.24

Source’ BNP Paribas estimates

WRIMaAgir: 15 SL dm den e L i

i

Vemagirt expansion project {768MW) has been progressing as per plan. However, the gas supply for this
plant is a key concern. The plant has not received gas allocation; consequently, there is no power supply
agreement either. Approximately INR6.8b (79% of total project cost) has already been spent on the plant.
We estimate that the company is likely to complete the ptant but we now estimate that power production
will commence only in FY14 (FY13 earlier). The plant is likely to be commissioned by end-FY12;
consequently, we believe that the operational and interest expenses are likely to commence in FY13 itself.

cHIBIT 11 Vemag ' fn (eas-fire

Year-¢nd 31 Ma} 2013E 2014E 2015€ 2016 2017€
PLF (%) 0 70 70 80 80
Cost pricefunit {INR} 3.24 3.32 3285 333
Selting price/unit (INR) 3.10 3.186 i 327
Source: NP Parlbas estimates
{BIT g
Power -----Total capital required----- ---Capex Incurred till Aug-11 === ===----- Remaining capex--------
Capacity Cost Debt Equity Total Debt Equity Total Debt

(MW) (INRm) (INRm) (NRm) (INkm) (INRm) (INRT) (NRm) (NRm) (NRm)
Kamalanga 1,400 64,600 48,450 16,150 26,030 16,730 9,300 38,570 31,720 6,850
Charttisgarh 1,370 82,900 62,17§ 20,728 14,400 7,160 7.240 68,500 55,015 13,485
VPGL Phase || 758 32,500 26,000 6,500 25,700 20,400 $,300 6,800 5,600 1,200
Emco Energy 600 34,800 26,100 8,700 14,360 9,290 5.070 20,440 16,810 3830
Total 4,138 214,800 162,725 52,075 80,430 53,580 268,910 134310 109,145 25,163

Sources. GMR Infrastructure; BNP Par(bas estimaltes

We adjust our estimates for GMR’s highways business based on the latest available traffic data.
Additlonally, we have recalibrated our estimates for the commencement of projects under development
based on the latest available progress details for these projects. We have alsp updated the stakes held by
GMR in each of the projects with the disclosures in the FY11 annual report.

We also inclode the Ahmedabad-laipur-Kishangarh project in our valuation even though the project is yet to
attain financial closure. We believe that GMR's bid for this project is aggressive based on oor assessment of
management’s traffic growth assumptlons. We estimate a negative valoe for this project based on our
estimates of traffic growth,

BNP PARIBAS

Equity Completed

(%)
40
17
79
41

GMR's

COD  Stake equity
) {INR m}

1QFY13 78 5,304
4QFY14 98 13,202
4QFY12 98 1175
1QFY13 98 3,554
23294
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BIT 23 Untlere~ddie I IR Py 7L e AREC

Highways ----Total capltal required----  -- Capex |n¢-;|rred Uil Aug 2011 == --eeeee Remalning capex =---<-~
Cost Debt Equity Total Debt Equity Yotal Debt Equity Completed  COD Stake QMA's equity
(INem) (INNm) (INNm} (INNm) (INkm) (NRm} (INRm) (INkm) (INRm) (%) (%) (INR m)
Chennaj ORR 8,668 7,168 1,500 3,209 1,709 1,500 5,459 5,459 - 37 1QFY13 90 -
Hyd Vijayawada 21,840 16,900 5,040 10,230 7,350 2,940 11,650 9,550 2,100 47 2QFY13 90 1850
Hungund Hospet 13,100 10,800 2,300 5,997 3,697 2,300 7,103 7,103 - 46 3QFY13 51 =
Total 43,708 34,668 8,840 134938 12,756 §,740 24212 12,112 2,100 1890

Sources: GMR Infrastructure; BNP Parlbas estimates

(HIBIT 14 Sumrmsey strile Chalige

Year-end 31 Mar »+= 2012E 2013€ se==e=  Comments
old New Change old New Change
(NRm)  (INRm) (%) (INAm)  (INRm) (%)
Revenue
Airports 31,8727 31,858 0 36,155 42,010 18 Postponing the implementation of fixed-rate of return revenue model to

FY13 for DIAL and GHIAL; grossing-up revenue 1a Inciude fuel revenue at
SGIA & Male due to change in company disclosures, incorporating the
latest teaffic data

Power 23272 23,148 [6)] 56,431 40,462 (28)  Lower PLFs for all plants, postponement of VPGL COD due o gas supply
uncertalnty; delay in Chattisgarh Implementation, offset by addition of
mming and trading revenue

Highways 4,567 4,200 (8) 7.666 6567 (14)  Adjusting tolt estimates for latest available iraffic data, including revenue
from KUA net of premium

Others 5,575 16,101 189 5835 16,600 184 Higher revenve due to EPC business; adjusting to current run-rate of
revenue

Total §5.241 75,307 15 106,007 105,639 0

EBITDA

Alrports 18,692 8,922 {52) 21,391 11,924 {44)  Higher EBITDA decline due 10 negative operating leverage at DIAL; Fuel

margin has thin margin, higher apex at 5614 and Male

Power 4,337 4,263 {2) 19,327 9,589 (50)  Loweer PLFs for all plants. postponement of VPGL COD due to gas supply
uncertainty; delay in Chattisgarh implementation; offset by addition of
mimng and trading revenue

Highways 3,021 3,510 16 5,739 6,250 4 Better operating performance at Pochanpally, Ainbala and Jadcherla
highways, offsct by premlum at KUA (starting FY13)

Others 874 3,869 343 908 3.687 306 Other non-EPC Income driving higher £8ITDA

Total 26,924 20,564 (24) 47,355 31451 (34)

Het Profit (after minority)

Alrports 2,067 (4,214) (304) 3911 (2,933) (175)  Change In DIAL revenue assumptions, higher interest and depreclation at
SGIA based on current run-rate.

Power (2.538) {195) 92 1.356 (1,258) (193)  Lower PLFs for all plants, posiponement of VPGL COD due 10 gas supply

uncertainty; delay in Chattisgarh implementation; offse1 by additlon of
mining and trading revenue

Highways (1.543} {276) 82 {597) (307) 49 Adjusting to eurrent toll esimates, offset by lower depreciation
proportionate 10 toll revenue vs fixed rate earlier,
Others 416 1,350 224 481 823 71

Yotal (L597)  (3,335) 109 5151 (3,611) {170}

Sources. GMR Infrastruciure; BNP Paribas Research
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Valuation and TP

Qur TP for GMR is based on a SoTP methodology. We are lowering our TP from {NR47 to iNR28, based on
conservative assymptions discussed above and summarized below in the table, Cur airport valuation is now
INR14/share (INR22 previously). We are delaying the implementation of taciff hike to FY13, as well as the
monetizatlon schedule of land parcets in DIAL. Separately, we are adjusting all the airports for latest traffic
trends. Our power asset valuation has also declined to INR11/share, from INR22, primarily because we have
reduced our PLF expectations due to poor vislbility of fuel supply. Qur overall highway valvation is flat at
INR3/share, although we have incorporated the Kishangarh-Ahmedabad project and adjusted other
stretches for (atest traffic estimates.

EXHIBIT 15 TP changes
== Contribution to TP.--
Assels New old Difference  Assumptions and comments
(NR) (INR) (INR)
CMpors T L L) € L TCE (e o T CR|
DIAL (1.0) 20 {3.0)  Delaylng implementation of CPI-X to FY13; ad]usting for latest traffic nurbers
DlAL Real Estate 100 130 (3.0) Oelaylng land monetization schedule
CHIAL 2.0 1.0 1.0  Adjusted for latest traffic numbers
GHIAL Real Estate
SGIA 20 3.0 (2.0)
Male 1.0 2.0 (1.0)  Adjusted for latest traffic numbers
| Power. R 2 ) ‘
GEL (1.0) 1.0 (2.0) Lowering PLFs due to lower gas availabitity
GPCPL 1.0 1.0
VPGL (incl expansion} 20 4.0 (2.0)  Assuming lower PLFs in first 4 years of operation of VPGL expanslon
Kamalanga a0 80 (4.0) x;:rll;lng lower PLFs I first 4 years of operation due to uncertainty about avallabitity of coal
Chhattisgarh 10 10 (20) ::::I:‘gloocu.:t:zmmlsslonlng date to FY14 (FY13 earlier) as no PPA has been signed and no coal has
EMCO ie S0 {2.0)  Only 200MW has been tied up in a PPA and uncertalnty about supply of coal persists
Island Pawer 10 . New addition
Highways 3 3 0.0 Adjusting for istest traffic numbers
GTTE-PL 0.2 0.3 {0.1)
GTAEPL 0.0 0.1 (0.1
GPEPL 0.6 0.2 [1X:)
GACEPL 0.4 . (0.1)
GIEPL X X3 0.2
GUEPL 0.0 08 D.2
Chennal Quter Ring Road 0.8 - 0.8
Hyd-Vijayawada 21 13 0.8
Hungund Hespet 04 - 0.4
Ahmedabad Kishangarh (2.9) {2.9)  New addition
| Geand total 2 a (s0)

Source: BNP Paribas estimates
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Fi..ncial statements

GME Infrastoacty

Proftt and Loss (INR m) Year Ending Mar 20104 2011A 20126 20132 2014€
Revenue 45,665 57,738 75,307 105,639 148,738
Cost of sales ex depreciation (25,766) (34,074) (54.742) (75,159} (101,074}
Qross profit ex depreciation 19,899 23,664 20,564 30473 47,685
Other operating income 0 0 0 0 0
Operating costs (6.256) (8,109) 0 0 0
Operating EGITOA 13,643 15,555 20,564 30473 47,688
Depreclation (6,122) (8.609) (10,984) (15,245) (20,330)
Goodwill amortisation 4] 0 0 0 0
Operating EBIT 7.521 6,946 9,581 15,234 27,938
Net financing costs (7.223) (12,301) {16,491) (19,485) (28,170)
Assoclates 0 0 0 0 0
Recurring non operating Income 1,834 3,113 2204 638 662
Non recurring items 0 (7.986) 0 0 0
Profit before tax 1931 (10,228) (4,708) (3,613) (152)
Tax 322 {239) {1.700) (1,525) {1.331)
Profit after tax 2.253 (10.467) (6.406) (5.138) (1.484)
Mingrity interests (454} (34) 3,072 1,527 353
Preferred dividends 0 0 0 0 0
Other (tems (218) 1,205 0 0 0
Reported net profit 1,584 (8.296) (3.335) (3.611) (1130)
Non recurring items & goodwill (net) 0 7.986 0 0 0
Recurring net profit 1,584 (1.310) (3335) (3.611) (1,130)
Per share (INR)

Recurring EPS ¢ 041 (0.34) {0.66) (0.93) (0.29)
Reported EP5 0.41 (2.39) (0.85) (0.93) {0.29)
0oPs 0.00 0.00 0.00 0.00 0.00
Growth

Revenue (%) 136 26.4 304 40.3 408 --. - — —
Qperaling EBITDA (%) 27.9 14.0 32.2 48.2 56.4 ;i
QOperating EBIT (%) 111 (7.6) 37.9 59.0 794
Recurring EPS (%) (47.0) (182.7) 1545 83 (68.7)
Reported €PS (%) (47.0) (687.0) {64.1) 8.3 (68.7)
Operating parformance

Gross margln lnc deprecladon (%) 30.2 26.1 12.7 14.4 18.4
Operating EBITDA margin (%) 299 26.9 27.3 289 32.0
Qperating EBIT margin {%) 16.5 120 12.7 144 18.4
Net margln (%) 35 (2.3) (4.4) (3.4) (0.8)
Effective tax rate (%)} {16.7) . - - .
Dividend payout on recurring profit (%) 0.0 - - -

Interest cover (x) 13 08 0.7 0.8 Lo
laventory days 176 16.1 141 138 139
Oebtor days 61.0 69.1 737 59.7 48.8
Credltor days 245.7 361.2 3471 285.0 2271
Operating ROIC (%) 39 ’ 2.6 4.0 5.2 S35
Opecating ROIC - WACC (%) (7.1} (8.4) (8.9) - -
ROIC (%) 40 13 46 54 546
ROIC - WACC (%) 70) (7.7) (8.2) - -
ROE (%) 2.4 (1.6) (3.5) (38 (1.2)
ROA (%) 34 3.0 8 4.7 47.7
“Pre exceptional, pre-goodwill and fuliy dituted

Revenue By Divislon (IR m) 20108 20114 20126 2013¢ 2014€
Alrports . 16,216 31,858 42,010 54,239
Pawer . 18,566 23,148 40,462 68,131
Roads = 3.902 4,200 6,567 9,244

Other . 0 16,101 16,600 17124

Sources: GMR Infrastructure; BNP Paribas estimates
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"Cash Flow (INR m) Year Ending Mar 20104 20114 2012E 2013E 2014E
Recurring net profit 1,584 (1,310} (3,335) (3.611) {1,130}
Oeprectation 6,122 8.609 10,984 15,245 20.330
Assgciates & minorities 0 0 1] 0 0
Other non-cash items 4,618 5,359 16,491 15,485 28,170
Recurring cash flow 12,324 12,658 24,140 31,118 41,370
Change In working capital 187 12,724 (3.690) 11,320 {10,124)
Capex - maintenance 0 ¢ 1] 0 4]
Capex - new investment (68.725) (73,254) (78,368) (122,938} (82,126)
Free cash flow to equity {56,214) {42,871) {57,918) (80,492) (44,880}
Net acquisitions & disposals {(1,860) (965) 1] s} 0
Dividends paid (s) (87) 0 o 0
Non recurring cash flows {30,859) 10,134 27,905 0 0
Net cash flow (88,937) (33,789) (30,014) (80,492) {44,880}
Equily finance 3131 35,850 2,555 1,545 351
Oebt finance 77,967 14,460 5,964 60,730 59,210
Movement In cash (7.839) 16,622 (21,495) {18,247) 14,722
Per share (INR)
Recurming cash flow per share 317 3.25 6.20 8.00 1217
FCF 1o equity per share (14.44) (11.02) (14.88) (20.68) {11.53)
Balance Sheet (INR mj Year Endling Mar 2010A 20114 2012E 2013E 2014E
Working capltat assets 24,581 41,189 45,755 46,798 52,980
warking capital iabiliues (19,653) (53,898} (54.773) (67.144) {63.202)
Net working capital 4,929 (12.709) (5.018) (20,345) (10,222)
Tangible fixed assels 229,309 307,098 374,482 482,175 543,971
Operating invested caphal 234238 294,369 365,464 451,829 533,748
Googwill 0 [H] 0 0 0
Other intanglble assets 0 ¢ 0 0 0
Investments 45,411 29,741 1,837 1,837 1,837
Other assets 810 74 74 74 74
Invested capital 281,459 324,204 367,374 483,740 535,659
Cash & equivalents {16.826) {33,732) (15,429) (53) {14,774)
Short term debt 0 s} 0 0 0
Long term debt * 208,374 242.296 264,751 344,965 432,345
Netdebe 191,547 208,564 249,322 344,913 417,571
Deferred tax 0 (1514} (1,514) (1,514) {1.514)
Other liabilities 3,339 2,279 2,279 2,279 2,279
Tolal equity 88,671 94,895 94,752 93,982 92,851
Minarity Interests 17,902 15,981 22,536 24,081 26,472
Invested capital 281,459 374204 367,374 463,740 535,659
* includes convertldles and preferred slock which is being treated as debl
Per share (INR)
8ook value per share 17.13 19.87 19.83 19.64 19,34
Tangible book value per share 17.13 1987 1983 19.64 19.34
Flnanctal strength
Net debt/equity (%) 2213 181.6 2126 2921 355.9
Net debt/lotal assets (%) 60.2 50.6 57.0 65.0 68.0
Current rato (x) 21 14 1.1 07 1.1 i
CF interest cover (x) 27 35 2.2 3.2 23
Valuation 20104 20114 20128 20436 2024¢
Recurring P/E (x) * 522 neg neg neg neg
Recurring P/E © targel price (x) * 68.8 neg neg neg neg
Reporled P/E (x) 52.2 neg neg neg neg
Dividend yield (%) 0.0 0.0 0.0 0.0 0.0
P/CF (x) 6.7 65 3.4 2.7 17
P/FCF {x) (L.5) {19} (1.4) (10) {1.8)
Price/book (x) 1.2 1.1 21 11 11
Price/tangible hook (x) 1.2 L1 11 1.1 1.1
EV/EBITDA (x) ** 15.9 16.7 15.4 135 105
EV/EBITDA @ target price {x) ** 175 18.1 185 14.4 11.0
EV/invested capial {x) 1.0 1.0 1.0 1.0 1.0

* Pre exceplional, pre-goodwill and [vily dilyted*~ EBITDA includes assocrate Income and recusrlng non-operating income

Sources GMR Infrastructure, ONP Paribas estimates

BNP PARIBAS JECEMBER 20




g1~

GMR Infrastructure

hal Sharma, CFA

:"l':-.‘mz:jf’ in Investment rating and/ar target price

" GMR Infrastructure (GMRI IN)

Oec-07 Jun-08 Oec-08 Jun-09 Dec-09 Jun-10 Dec-10 Jun-11 Oec-11 Date Reco TP
138.00 22-)an-09 REQUCE 51.00
18-lan-10 HOLD 64.00
118.00 |
" 4-Apr-11 BUY 47.00
98.00 | |
78.00 | ©| A
58.00
38.00
18.00
(INR) GMRInfrastructure —Target Price

Vishal Sharma started covering this stock from 23-lan-2009
Price and TP are in local currency

Valvation and risks: Key rlsks to our SoTP-based target price are contlnued delays In project commissioning, lower-than-expected tariff hike at DIAL or slowdowa in alrpert
traffic and lower-than-expected toll in the highways segment

Sources: Bloomberg; BNP Parlbas
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Introduction

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.

For the undertaking of this study, DKMA relied on the experience it has gained over the years by
undertaking simifar studies and its knowledge of travel market trends, airline strategies, and so on
and so forth.

The report presents an unconstrained passenger traffic development at a country level covering
2010-2015 and passengers are split by:

e Domestic;
* |nternational; and
« Total.

In terms of data sources DKMA used the QAG, ACl's annual and monthly passenger statistics, the
IMF and Global Insight; the [ast two for economic growth,

e S
ﬁ'i(_.ci)udi,;luéw

To prepare the forecast DKMA combined two forecast methodologies:

e A short term 2010 monthly route area passenger traffic forecast based on planned route
development, airline capacity and estimated load factors. Two route areas were defined namely
the domestic and international which were subsequently summed up to calculate total
passenger traffic. This is a bottom up forecast model.

e A medium term annual passenger traffic forecast based on econometric regressions driven by
the Indian economic development to which some adjustments were made if and when

necessary. This top-down approach covers the remainder of the forecast i.e. 2011-2015.

Once the bottom up (short term} and top down {medium term) forecasts were completed the last
step was to reconcile the forecasts to create one seamless set of figures.

© DKMA 2010 Page 2
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For the short term forecast (2010} as a starting point we used the OQAG which shows:

e How many flights are scheduled by month in 2010 and for historical years;
*  Which carriers will operate the flights; and
s What are the origin-destination airports.

However, the OAG flight schedule is not 100% accurate and some vafidation checks/ adjustments
were required by cross-checking the OAG with other sources.

Having constructed the monthly trends in departing seats for January 2007 to December 2010 and
then comparing these with actual traffic, it was possible to derive an estimated load factors by
month and by route area. Given the fact that load factors are derived from the use of two different
sources, here again some validation checks were made to ensure that they yielded valid trends.

Still based on the OAG capacity, monthly 2010 load factors were then projected to forecast
passengers by route area. The load factor assumptions for the forthcoming months were made
taking into account the historical seasonal pattern, the 2010 economic recovery, etc.

The long term forecast {up to 2015}, was very much dependent on the economic driven regression.
Several regressions were performed by the team such as:

s Regression of the Indian GDP done separately for total, domestic and international
passengers;

¢ Combinations of regressions with or without dummy variables; and

* Regressions prepared in linear or log form.

Most of the regressions tested, from a statistical point of view, provided credible results and in the
end we selected the following two equations:

* Dom Indian Pax=a +B(GDP)"
s Int'l Indian Pax= a +R{GOP}!

These were selected because they provided the best statistical fit. The R? were above 0.91 and all
Tstats were well above +/-2.
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Source; DKMA analysis
Forecast Assumptions and Results

During the next 6 years we expect India to be one of the fastest growing markets in the world
leading the air transport induslry out of its slump. To prepare the forecast the key assumptions
made were the following:

= Economic growth will average 7.8% per annum between 2010 and 2015;
.o Disposable income of Indians will continue to the increase;
e Strong carrier competition;
o However we could see some carriers exit either via a merger or bankruptcy;
e Air bilateral agreement will slowly become less restrictive but the international market will
not be deregulated like the domestic market was; and
o The forecast is unconstrained.

After four years of phenomenal growth®, fuelled by economic development and strong carrier
competition, the indian market took a turn for the worst starting roughly in the middle of 2008 but
started to recover during Q4-09. The decline was significant and brought on largely, first by over
capacity, second by soaring fuel costs, and subsequently by the global recession in 2003. However
by the end 2009 India was one of only a handful markets which was surging ahead benefiting from a
meaningful economic recovery and on-going carrier competition. These two elements are expected
to form the bedrock for a solid passenger growth in 2010. In 2010 passenger demand should
outpace capacity increase leading to increasing passenger load factors.

' 2004-2007 was an unprecedented period of change for the Indian air transport industry. The Indian
government recognized the importance of 3 strong air transport industry for the development of tourism, the
economy and trade. Reforms included an open sky for the domestic market seeing the entry of several
airlines.

© DKMA 2010 Page 4



Domestlec Passengers in india Imamational Passengers in India

By 2015 total passengers in India are expected to exceed 177 millions translating into an average
growth rate of 9.6% lead by the domestic market (10.0% domestically vs. 8.8% for the international
markets). Domestic markets have recently expanded more quickly than international markets
fuelled by economic development, deregulation fuelling carrier competltion {including competition
from low costs) and the fact that 1 time travellers in India are in all likelihood going to fly
domestically before flying internationally; these trends are expected to continue in the medium-
term. As for the international market they are increasingly being liberated (ex: open skies with the
US) and the trend will continue but full liberalisation wiill not become a reality during the next few
years capping passenger growth compared to a more deregulated environment.

Total Passenger Forecast in India
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Appendix D Passenger traffic forecast data

DA Passenger Traffic Forecast Base Case
Year Domestic International  Total

2006 10,474,383 5,640,052 16,114,435

2007 13,616,698 6,768,063 20,384,760

2008 15,659,202 7,614,071 23,273,273

2009 17,225,122 8,375478 25,600,600

2010 19,292,137 9,380,535 28,672,672

2011 21,993,036 10,787,615 32,780,651

2012 24,632,201 12,082,129 36,714,330

2013 26,602,777 13,048,699 39,651,476

2014 28,730,999 14,092,595 42,823,594

2015 31,029,479 15,079,077 46,108,556

2016 33,356,690 16,134,612 49,491,302

2017 35,858,441 17,102,689 52,961,130

2018 38,547,825 18,128,850 56,676,675

2019 40,860,694  19,035293 59,895,987

2020 43,312,336 19,987,057 63,299,393

2021 45,477,952 20,886,475 66,364,427

2022 47,751,850 21,826,366 69,578,216

2023 49,900,683 22,699,421 72,600,104

2024 52,146,214 23,607,398 75,753,612

2025 54,492,794  24551,694 79,044,488

2026 56,944,969 25,656,520 82,601,489

2031 66,661,955 30,034,502 96,696,457

2036 77279476 34818219 112,097,696
"~ AAGR 2007 to 2011 16.0% 13.9% 15.3%
" AAGR 201210 2016 8.7% 8.4% 8.6%
AAGR 2017 to 2021 6%  53%  6.0%

AAGR 2022 10 2026 C44% 4.0% 4.3%

AAGR2027102031  34%  34%  34%
AAGR 2032 to 2036 3.0% 30%  3.0%
" AAGR 2006 to 2026 8.9% 7.9% 8.6%

~ AAGR 2006 to 2036 C7.0% 62% 6.7%
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4.11.2 Annual ATMs

The annual forecast ATMs for Dethi are shown below:

Table 4.16; Forecasts ATMs

1,000 2006 2010 2012 2016 2021 2026 2031 2036
International 41 64 79 98 116 132 152 174
Domestic 114 193 237 301 392 471 551 639
Other 9 10 1 13 15 17 18 20
“Total 163 267 327 . 41 523 619 721 833

Other movements include other commercial operations, in particular cargo and corporate GA. Light
GA and military movements have been excluded as it is understood thal revenue source will be
insignifieant.

4.12 Maximum Take-off weights

Analysis of the growth of future aircraft size (reflecting increasing PAX/ATM) provides the following
average MTOW and prossed annual totals:

Table 4,17: Forecast MTOWs

2006 2010 2012 2016 2021 2026 2031 2006
" Average MTOW - - - o
[nt’l 149.0 162.4 171.3 189.1 211.4 2337 238.2 241.1
Domestic 62.0 71.1 75.7 83.7 89.4 95.1 95.1 95.1
total MTOW (million Tonnes / year)
Int’} 6.1 10.4 13.5 18.5 24.5 30.7 36.1 42.0
Domestic 7.1 13.7 [7.9 252 35.1 448 52.4 60.8

413 Conclusions

4.13.1 Current Market

Total passenger traffic in Delhi Airport grew strongly by 27.4% in 2006 over the previous year, giving
a total annual passenger figure of 16.2 willion, making it the second largest airport in India afier
Mumbai.

Growth in passenger demand at Delhi Airport has been driven by increased economic activity (GDP),
domestic demand, and price stimulation and the meeting of latent demand following a process of
liberalisation that has seen new airlines and new services introduced at a rapid pace.

57
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ANNEXURE M

(Details of Maintenance and Future Capex)



Capex FY 2011-12

S.No Description Amount in Crs. Remarks
Major Projects
| Expansion of Remote Apron induding AGL works 12 12{lmprove operationdl efficiency by providing more arpon.stands
2 Conaruction of Link Taxiways from above remote aprans to Taxi P [Including AGL) 15.66]Link taxway from abovi 2prons 1o main taxiway
3 Vocational traning centre for DIAL 4.68 DIAL is creating A vecational traiming ;enrre for praviding training to various workers to
th operation [/ mawrtenace of aeport
Total [A) 3946
Modification of T1D for enabling Intl. operation
1 Ol werks {demolition Coi Structurai; A5y s i e ks 1 F1 meTerational werminat for low
2 IT Works £64 COSL carniers. Week inveived & quired for both domestic and international
3 Finishes works {Design consultancy. Interior and finishes) 295 opéranoﬁs o = o ’ ioats
4 MEP works 1.26
Total {8) 9.30
Strategic Capex B
i Up gradation of software of photomcetric testing unit to suit 10-28 & 09-27 AGL systems 8.07
2z Provide UPS back up in one AGL substation for all the AGL systems 0.58
3 Enerav audits &Encray efficient and monitoring equIpments 0.03
; g;t’;:zzﬁ;;::’sg;‘ff_;?s:gg;;:o LED ligints oty tawigy gi : Various worky la.-u!ui.'uu' for m_zc::ovemem' of ;_-.‘."?cu;‘ncy/ Fonﬁor[ to ,::,«"ssengers as weil as
5 implementation of underdround utilitics mAREING and Creatinn of dats management systerm 075 energy conservation ctc of airport Details against individual projects provided
7 Remote metering of all the HT and LT bulk power cansumers in T1, cargo area and integrate with SAP 0.31
8 Up-oradation of part of perimeter iighting iwith LED lights 1,2Kmjof T1 and T2 Areas 0.90
Toral {C) 2.65
Finishes
I 155 Raiing a1 T3 0.34
b Cvosum Caimig at T3 0.03
3 Signages at T3 .02
4 Constructian of Sceurnty Fence .07
5 Baesicachng 009
6 |Vinyi Flooring Over Tiles (Retail} 0.08
7 Tensa Barmers for Immigration Counters 0.05
3 New Glass partition for Tranfer areas R T2 0.29
9 Martle ficonng Q.04
16 [Kota Stone .40
11 Consultancy of T3 signages EtZ
12 |Adgitionai Support Staff 0.02
13 Lunction box450X458, Virncal Cladding and Giass Bridge 0.22
14 |Too guard barner matting with bizxck wipers 0.16
1S 1Giass patition a1 Transfei area Mezzamne at 13 6.01
16 |AMC conrract of Fatcon 0.62
17 ACP and Associated work {Supply of ACP} .12
18 ACP and Associated waork
1Suoply and instaliaton and MS Structure| 0.16
192 {Supoly of Imperal white stone for Reta .16
20 {Supply and Instatiation of Furniture faliric 0.03
21 General Conlactor work Q.36
27 |Murat-Canyon Area 003
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23 |Junction Box- 300X300 0.03
24 [Transfor area- Sighage 0.03
25 |iunction Box-Retadl Arca 016
26 |Carpet Ared Juncton.box 0.05
27 |Forecowrt floornmna of Ceremanial “VWIP Lounge D14
28 |Low Relief cast resin wall hanging 2,01 [Improvemen: works to signages, finishing works based on comments from various stake
29 |Stere Room for General Contractor 11 FTB Subs Basement 0 02 |halgers Yo enable passenger conventence, saftey etc
30 040
3t 0.03
32 ansfer anca, Todet Graptir Image, Empry Tray Desk immigranon Caumiers, 28 Clamns

2 Fim, Supply and fix of Vertical cladding P 0.53
3 a.50
H 2gal procession refe! work P 0.95
35 025
36 |[Carpet at Scating area 0.10
37 [Signage Improvements work 350
38 |OpznGrd Coting a0l
39 IMineral Fibre Ceding 004
40 |L-Section On Gypsum Cedling 205
41 Gypsum Coling - Taping. Jointing And Paint 0.07
32 Guard Rail 0.02
13 |Color Back Glass - Near Enry Porigls [N
44 |isoiaters Covers 0.01
15 |Visitors Gate - Muijlion Prefie = Acp Ang Steel Skirting 0.02
46 |Transfer Area - Sigqnages 0.25
47 Carpet Pasting Qg1
48 {Steel Capong For Raised Azcess Flagring 0.6
49 [Counters Left Ower Punch Pounts 002
50  |Verticel Exponsion Joae In Aco al17
51 Nodes Staircases Kepar Werks ¢.05
52 |Lef Over Viwihied Tiles Floorng .94
53 Excanmon Joint - Steed Strips &.50
54 [Ceremaoml Loungs - Flodr Repeirs .75 ‘
55 |Vwig. Vip Lounges - Fabric Changes For Furniures 0.10
56 tducellaneous - Metalic Stancs For Fieds Bt .55

Tow! [D} 14.35

Grand Total = {A) + (B} + {C} +[D)




Capex for FY12-13

Remarks

Department/Cost Centre ltems/Activities Amount in Crz
Alrsige-Civil GPS navigaton dewvice with 5 years subscrintion [Polar sateiiite) .03
Arrsede-Crvit Infrared/ Laser measurement device 8.01
Airsige-Civil Rehabiitation of Concrete portion on RWY 09 Beginming 1600
Airssde-Crvil Rehabiitation of Taxi L) 16.00
Alrside-Civil Total 32.04
AQCC Wireless Handsets 0.01
AOCC Spors dems
AQCC i
AQCE
ACLE
ALCC AAI T
AQCC Seanners Xerox
AQCC Fax
AOLC Total
ARFF Speech and Siren cabhing works FS 3 10 ATC
ARFF High Mast Lighting Vishicle
ARFF Water Tender
ARFF Inflatiable rient N
ARFF Manindra Scorpia for Ops commander
ARFF Fire fighting tramung ray
ARFF 4.5 K capacity CO2 fire gxunquisher
ARFF Fire Protectve Suits - Building
ARFF VHF Base s¢is
ARFF ABC Type DCP extinguisher
ARFF Nitrogen regulators for CFT
ARFE Furnures for fire station 1.2.3 &3
ARFF Alr conditmners
ARFF Xenan hights foc CFT
ARFF Net for fae station 1& 2 vehicie bay
ARFF sk Top/Lag Top, PrmitesFax
ARFF Vigeo Camera
ARFF Motorala handsets
ARFF Digital Flow Mezer
(AREF smoke Detecior Testing Kit
[ARFF Refrigeranor

ARFF Electic pump

ARFF Toat

Awiation SVC Emergency Lights

Aviguon SVC Wireless VHF Sots

Aviation S¥C Saftware for PDAs for Conttact tanggemernt
Avaation SVC FIDS at Staff Canteeny Apron Area near IFK Hoiding paint) ITP Agency depot
Aviation SVC Safety Cones wath Flasher Lights
Aviatian SVC Drgital camira

Aviation SVC Lam:nation Machine

Avigtion SVC Towl

COL Office Software - UFIS Status Manager for COM
COQ Office Software - UFIS Mub Manager for COM
COQ Office Shredders

COQ Office Total

Corp Comm Deskiops

Caomp Comm Laptops

Corp Comm Color Printer

Corp Comm Digtal Camerd

Corg Comm Video Camera with Tripod

Carp Comim Fie Proof Almirah

Corp Comm TV Mon:ors

Corp Camm Dictaphonec




Carp Comm Software -1n Design 0.01

Corp Comm Totat 0.08
Enviranmen: Machings tor notse measurement 0.30
Enviranment Emission and Noise Software 0.05
Erwiropment Waste Level Indicator 0.03
Environment Total 038
T Romedy SLA Regorting 0.36
IT Software Development Tool Licenses 0.46
It Airside Management Capex - h/'w 0.26
1T Arside Management Capex - w 002
T 300 point Cabling Move Add Change Reguest 0.62
iT NUB Replacement of Data Centre Firewall 0.57
T VMWARE Desktoo Virtuiization 1.90
i NUB - Replacement of Wifi Infra [End of Life) )52
iT UTM - Fortinet Firewail replacement (Biz Case) 057
il TUN/W uparade and intearation to T3 1.80
1T Honeypot solution jIntermet Security) 0.10
T WAN Resiliency Improvements G.51

IT Re-Enaineering Wireless Links for Resiliency 0.08
T Setup of Test-Lao at DIAL 0.26
T Seff Pages and FTP solution on ingermet [(Xe]
[t IT Disaster Site for AOCC & SOCC 0.26
T DMS - Document Management system 0.08
T Cameras Insige DC 0.04
T Additional 10 x KVM for Data Centre 0i0
T Remote Environmental monitoring of DC 010
T SAM Requlanization of Licenses 2.58
T Mobile Entittement - Handsets 0.00
T MPAS Toverage Erhancements at T3 G740
iT TOPS Printers & Projector for T3 0.06
IT Hardware Provisigning 1.14
T Software Provisioning 3.16
IT Services Provisionng D27
T Total 2257
Safety Furniture & Fittings 0.0)

Safety Tools & Eauipments 0.01

Safery Audio / Video Conference Equipment 0.00
Safety Total 0.02
Secunty Video Cameras 0.00
Security Motor Cycles 0.02
Security Porta Catyirt 0.05
Secusity City Sde hghhing/diumination 0.25
Security CCTV for city side 2.00
Securty Cones .bollards.barriers etc £.05
Security furniture AN other eguiments 0.02
Security Total 2.40
SPG License Fee & Implementation of MIS Software [ClickView| 1.38.
SPG Total 1.38
Termunal 1 OPS Projectar 0.01
Terminal | ORS tag Tabigs 0.00
Terminal 1| OPS Roller Screening Machines 0.00
Terminal 1 OPS Total 0.01

Terminat OPS 3 Chairs 0.20
Termimal QPS 3 Software for PDAs for Terminat OPS 012
Terminal OPS 3 Fixed Tensa barriers at immiarations and securnty screening Q.12
Terminal OPS 3 Unforseen Signage 0.10
Termmat OPS 3 Cupboargs kor statonany & check-n 010
Terminai OPS 3 Furmiure & Frtungs 0.05
Terminai OPFS 3 Additional seating in Arrival Visitors lounae 0.08
Terminal OPS 3 PRM rectifications 0.07
Terminal OFS 3 Uparaede in LP Software 0.0%
Terminal OPS 32 Lester Boxes for airlines at domestic staff entrance 0.03

Waorks proposed by individual departments
for improvement of efficieny of operations,
upkeep of service quality standards,
passenger convenmience etc All are a¢ro
related works
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-.



Terminat OPS 3 Granite Top for Redress Tables 0.03 |
. [Terminal OPS 3 Helpdesk for forecourt area 0.0] |
Terminal OPS 3 Printers for info desks olus PRM desks 0.01
Terminal OPS 3 Audia / Video Canference Equipment 0.01
Terminat OPS 3 Redress Tables 0.01
Terminal OPS 3 Lighters for smoking rooms 0.01
Terminal OPS 3 Diqntal camera 0.00
Terminal OPS 3 Totl 0.99
Grand Total Totat |A) 63.30
S.No Description m‘g: iR Remarks
Strateqic Jnstitives
| Provisiorr of LED Lights for taxiways 1.05
2 Penimeter ight LED conversion in T3 Area .10
3 Improvements 0 AGL systems 4.50
4 Conversion fo Balance RET's (73, 74 26 & 27) into RWY entry 5.0
5 BMS Connectivity oF LifTs & Escaiators 0.12 | Works (o improve operational efficiency,
& Replacement of existing ights in PTB todet 2x26 W CFL with LED lamp fiting 23 W and COMA 35 W focus kights energy conservation $o as to reduce overal!
at BRA with 18 W LED 0.58 |operational costs
7 Redundant power supply for sump pumps 0.15
8 Redundani power supply for Node Buillding 0.50
k4 LED hahting for T3 Strect Light 1.50
10 Free cooling arrangement in ASB £.08
Tomwl [B) 14.58
Zero Tolerance
1 Aiternate source of Power supoly from T2 substation to T3 subsiations. 2.91
2 Prowviding aiternate Panel for IT UPS services in T10 0.06
3 Providing aiternate power source to TiD from MSB and to T1C from SSB 0.96
4 Providing a Distribution Pane! and copper cabling for Electrical UPS services n T1D 0.12
5 Segregation and provision of power supply to T10D Critical Loads including BHS 0.12
[ Seqregation and provision of power supply to T1C Critical Loads includina BHS 0.04
7 Pier CD UPS for lighting 052 .
8 Segreqation of UPS pawver supply from a common busbar to segregated system in ASB 0.05
9 Redundant Power supply to PHE Power pancl
a} Phase-1: Change over 1 pump with PH
b) Phase-2. Supoly from Substation 0.27
10 Redundant LT power supply for T3 approach road street light feeder pillars
a) Phasc-1: CISF Nakato T3 b
b) Phase-2: Radisson to CiSF Naka 0301, ... =y AT b5 ™
il Redundant Power supply for Arnval BHS system 0.28 l""ﬁ,ktm.mw"o” of "“”_f’dmc'“j "?,th" A
- lectnical system [o prevent power faliures
12 UPS capacity enhancement and alternate power supply to Lounges 0.17 At airport ? >
13 Alternate power source for important Elevators like both Ind & Domestic VIP lifts {one each), Canyan area lifts
{one each side}, one lift and inclined travellator in the forecourt area, SOOG 1 & 2 0.23
14 POWER SUPPLY TO AGL :
> Ordering and instaltation of a Secondary panel
> Cabling from Secondary source to New panel
> Cabling from Secondary pane! to CCR 098
i5 > Procurement of Mobile DG set with Panel, Cabie Recis> Repair of trailer> Compressor 0.01
16 Spare PLC with loaded Software 10 be procured 0.35
17 Trainina of Engineers for Manual Intervention in case of failure of Both mamn & redundant server 004
i8 Procurement of Runway rubber removal machine 3.13
g {al Modification of Bus tic breakers - MRSS by introducing additionat 2 sets of bus couplars breakers and
intercnange of | 1Xv power outgoing cable to T3
{b] Modfication of outgeing feeders from MRSS 043
20 Canting works for orojects for connechivity between 772 /73 2.05
Totat {C} 20.01

[ Grand Total = [A} + {B) + {C) 972.88 |




Capex FY13-14

Amount in

S.No item Remarks
Rs. Crs. S
) 7th Check in Island works refated to BHS system / additional 6135 Required to be instalied to take care of capacity enhancement as per master plan to .. -et
screening ete 7 |service quality requirements
2 Construction of pier E 63.70 Req‘uired tq be inst'alfed to take care of capacity enhancement as per master plan to meet
service guality requirements
3 Provide ceiling at arrival forecourt 6.00
4 Additional security check stations 160 Required to_ be fnst;lled to take care of capacity enhancement as per master plan to meet
service quality requirements
5 Additional immigration counters { Dep) 0.50 Req.uired to_ be instgﬂed to take care of capacity enhancement as per master plan to meet
service guality requirements
6 VDGS for apron stands 6.84 | To increase reliabifity
2 Link taxiway from Taxiway T to CE2 including T extension for 45.00 Facilitiate operational efficieny and also enable future link taxiway to Runway 10/28
isolation bay 7 |without affecting operations
8 Construction of parallel taxiway to N connecting CW 1 & Runway 38.00 One taxiway between Runway 10 & T3. Parallel taxiway will improve operation efficiency,
10 " |being planned as per AAI/ATC reguirement
9 RET works following lowering of Shivmurthy 39.00 Based on directives once the Shivmurthy is lowered, additional RET will be required to be
constructed
10 Replacement of Booster Pump, Dewatering Pump,Submersible 0.10
Pump )
R Re- carpeting / Repair of Roads after monsoon 0.50
12 Replaceing of CI/D) Lines 0.05
13 Replacement of 440Volts capacitors with 525 Volts 0.05
14 Installation/Replacement of Mechanical Meters with Electronic 0.05
energy Meters ]
15 inclusion of more HT and LT Meters with Energy Management
0.10
server (EnMS).
16 Replacement of All the Street Light Fittings with LED Lamps 0.25
17 Replacement of Poles and Lights on Steel Gate Road. 0.04
18 Installation cameras and Screens in the lifts for safety & security of 0.10
the passengers struck in the lifts. '
19 Integration of Fire Alarm Systems at T} 0.05
20 Centralization Of UPS's 0.50
21 Redundant Power Supplies to Critical Services 0.10
22 Redundancies for Substations at PTB 0.50
23 jmprovement in lighting with energy efficient fixture 0.15
24 Improvement to control Mointoring and automatian for Power 0.10
system
25 Use of Conventional Solar Energy for Street Lighting 0.30
26 VHT Improvements 0.50
27 BHS Improvements 0.66
28 Clarifloculator for Phasphate removal 3.00
29 Ground water recharging arranegments 0.25
30 Replacement of 1 IKV HT Panels of STP Substation. 0.32
31 Replacement of 1 TKV HT Panels of Centaur Substation, 0.25 | Maintenance Capex
32 Replacement of 32 KMs of 33KV network in the complete IGIA 4.50
33 Uparadation of Transformers at ATO Substation 0.44

(=1
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Alternate redundant water supply for international & domestic

34 . 3.00
piers
35 Miscellaneous 0.50
36 Instaliation of new A/C units 0.15
37 Fixture & Furniture 0.03
38 LED lights for taxiways 0.50
Up-gradation of part of perimeter lighting {with LED lights }of T3
39 Areas 1.00
40 Upgradation of taxiway P to Code F from N up to L1 45.00
41 Apron stand mauvering guidance lights 392
42 Modification in existing AGL systems for Main Parallel taxiway 2.00
Modification in existing lighting system and AGL SCADA
43 ) . 5.00
modification for runway
44 Upgradation road for commando area 3.00
45 Landscape to additional areas 1.50
46 Enhancements to Art Work {Internal & External) 3.60
47 Improvement to finishes 6.00
48 improvement to the flooring in retails 3.00
49 Replacement of carpets with granite in piers 7.15
50 Infrastructure for additional retail areas 4.50
51 Toilets in forecourt 1.50
52 Seating at baggage reclaim area 0.43

366.63




ANNEXURE N

(Stream-wise details of non-aeronautical
revenue )



Stream-wise Details of Non-Aeronautical Revenues

Detailed observation on revenue streams are as under:-
I.  DutyFree

Revenues from the duty free shops for the years FY 2008-09 to FY 2013-14 in different

Scenarios are as following:-

Scenarios 200809 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for CP
[fig in Rs. Crores}
' Scenario | 18811 12003 |81.08 118.10 | 13509 | 152.88 | 607.18
‘Scenario2 ! 88.11 12003 | 81.08 120.80 | 140.42 | 163.22 | 62555
Scenario 3 | 88.11 12003 | 133.92 | 155,66 | 180.93 |210.30 |800.84

Scenario 3with CPI | 88.11 | 120.03 | 133.92 | 166.35 | 207.14 | 257.32 | 884.76

I. Shifting of Base: Authority has unilaterally shifted base to 2009-10 against 2008-09
base adopted in general.

2. Hypothetical numbers against actuals: For the financial year 2010-11, against the
audited number of Rs. 81.08 Crores the Authority has proposed hypothetical revenue
of Rs. 134 Crores. The Authority is requested to appreciate the fact that DIAL will be
unable to recover this shortfall on actual numbers and consider revenues as per
Scenario 1.

3. Changing Business dynamics: We had discussed the reason for drop in duty free
revenue for the year 2010-11 compared to 2009-10. New duty free operator started
its operation from the Terminal 3 commencement date of July 28", 2010. Concession
given to the old concessionaire was extended for the first quarter of the financial year
2010-11, where it was agreed that revenue share payable will be 15% of gross sales
during this interim arrangement. Due credence has not been given by the Authority
on this fact and we request that revenues as per Scenario 1 be considered.

4. Unrealistic Forecast. There is significant difference between expectation of duty free
revenue by DIAL and that proposed by the Authority. The following graph clearly
depicts yearly variation from the revenue of Scenario 1 and that proposed by the
Authority.
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For the year 2010-11, there is a difference of more than Rs.50 Crores in Scenario 1
and Scenario 3. This is because Scenario 3 considers hypothetical revenue which is
higher than actual audited revenue. This higher hypothetical revenue will never be
recouped. The above graph also clearly shows significant variation (Rs.48 crores for
year 2011-12, Rs.72 crores for year 2012-13 and Rs.104 crores for 2013-14} between
the revenue forecast in Scenario | and revenue considered by the Authority for tariff
determination. This translates into percentage variation of 41%, 53% and 68%. The
revenue proposed by the Authority is very aggressive and highly impractical to
achieve. The reasonable numbers to consider are as pe‘r Scenario 1.



iI.

Advertisement

Advertisement revenues for the year FY 2008-09 to FY 2013-14 in different scenarios are as

follows:-
Scenarios 2008-09 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
(fig in Rs. Crores) cp
| Scenario 1 47.61 27.99 4255 | 47.38 54.64 | 62.27 234.83
"Scenario 2 47.61 27.99 4255 |50.19 | 60.91 |7397 255.61
| Scenario3 47.61 | 5445 |61.84 7499 |91.00 | 11051 |392.79
Scenario 3 with CPI 47.61 54.45 61.84 | 8024 | 10419 | 13539 43611 |

1.

Hypothetical numbers against actuals: For the financial years 2009-10 and 2010-11
the Authority has proposed revenues significantly higher than the audited revenue
as seen in the table above. This variation of Rs. 45 Crores over these two years will not
be recouped and using hypothetical numbers for the past years, where audited

numbers are available, is unfair on DIAL.

Revenues 200910 | 2010-11

Scemario | | 27.99Crs | 42.55 Crs

Authority Target | 54.45 Crs | 61.84 Crs |

Changing Business Dynamics: The reason for drop in advertisement revenue has
already been submitted to the Authority. Revenue share of advertisement
concessionaire has undergone significant change from earlier 70% to currently 55%.
This was based on competitive bidding process and needs to be given due credence.

Thus the right numbers to consider are as per Scenario 1.

Unrealistic Forecast: The following graph shows huge variation of more than Rs. 200
Crores in the five years of control period) between revenue in Scenario 1 and that

proposed by the Authority for tariff determination.
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Analysing the above graph, it is submitted that revenue forecast for Rs. 135 Crores for

the FY 2013-14 is greater than double the forecast in Scenario 1 for the same year

and aiso greater than double the actual of 2010-11. Similar unachievable high

forecast is considered for 2011-12 and 2012-13. The appropriate revenue numbers

to consider are as per Scenario 1.

M.

Retail/Duty Paid

Different Scenarios of duty paid revenues are shown in the following table

Scenarios .

. 2008-09 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
[fig in Rs. Crores) \

CP

Scenario 1 955 27.99 39.50 45.89 52.51 175.44
Scenario 2 9.55 127.99 4184 | 51.15 £2.37 192.9
Scenario 3 | 1955 27.99 3394 | 41.19 5002 | 162.69
Scenario 3 with ' 955 127.99 36.31 47.15 | 61.27 182.27
CPI i

1. Shifting of Base: While projecting revenue from retail in Scenario 3, base is changed

from 2009-10 to 2010-11 while forecasting revenues of year 2011-12 onwards

during the control period. Forecasting of revenue needs to be carried out on single

base hence this methodology is inconsistent and needs to be reconsidered. We

request the Authority to consider Scenario 1.
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IV.  Airport Service Charges (ASC)
Various Scenarios, as per the consultation paper, of airport service charges forecast is

shown in the following table

Scenarios 200809 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
{fig in Rs. Crores) CP
Scenario I : 4 : . 1138 | 12.34 13.37 | 37.09
Scenario 2 F | . e .38 | 1234 13.37 37.09
Scenario3 BN : 11.38 | 1426 |[17.88 |4352 |

1. Incorrect Growth drivers : Concessionaires pay airport service charge to DIAL towards
using common services [such as air-conditioning etc.) and common infrastructure
facility (information technology etc) also for upkeep of common areas. Service
charges are paid as per agreement and each year escalated based on CPl index. This
revenue stream is no way related to traffic. In Scenario 3 of the consultation paper,
this revenue stream is escalated by two factors namely CPI [inflation) and traffic
growth. We like to draw the attention of the Authority towards this. It is incorrect to
escalate ASC additionally by traffic growth. Thus the appropriate numbers to use are
as per Scenario 1.

2. Incorrect Higher Forecast. The following graph clearly demonstrates high forecast
revenue in Scenario 3 due to traffic growth driver which wiil never be realised.
Correct way to project future ASC is as per Scenario |. The graph below shows

variation between ASC in Scenario 1 and that as per Scenario 3.
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Car Parking

Various Scenarios, as per the consultation paper, of car parking revenue forecast is shown

in the following table

I.

Scenarios 200809 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for |
{fig inn Rs. Crores) CcpP
' Scenario 1 ~ 23.06 26,07 | 1009 |563 |649 | 11.09 | 5937 |
Scenario 2 2306 2607 | 1009 |59  17.23 1318 | 62.53
" Scenario 3 1 23.06 2637 | 29.95 |36.32 44.08 | 5353 190.25
Scenario 3 with CPI 23.06 26.37 29.95 | 38.86 50.46 65.57 211.21

Changing Business dynamics: Forecast of car parking revenue in Scenario 3 is carried
out by escalating actual revenue of 2008-09 by traffic growth for historical years and
by traffic growth and higher penetration for future years. While doing so, due
credence is not given to the fact that current car parking mode! has undergone
fundamental change compared to that during 2008-09. In the pre T3 Scenario, there
weré only surface car park with lower capex requirement. Hence it was possible to
have higher revenue share as well as higher revenue. With concessioning out of
MLCP with huge capex investment by the concessionaire, the business dynamics has
totally changed with a revenue share of 10% verses a earlier significantly higher

revenue share. Thus the appropriate numbers to consider are as given in Scenario 1.

. Hypothetical numbers against Actuals: With the changed business modei, using

2008-09 revenue numbers as base leads to erroneous hypothetical numbers in the
years 2009-10 and 2010-11. In these two years a total hypothetical revenue of Rs. 20

crores has been considered which will not be recouped by DIAL.

. Unrealistic forecast: The revenue forecast proposed by the Authority from car park

while determining non aeronautical forecasts is impossibly high. There is no
comparison between revenue in Scenario | and that considered by the Authority.
The foflowing graph shows variation of more than 500% in last three years. Thus the

appropriate numbers to consider are as per Scenario 1.
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Transit Hotel

Various Scenarios, as per the consultation paper, of transit hotel revenue forecast is shown in

the following table:

Scenarios 200809 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
(fig in Rs. Crores} cP
Scenario 1 = 180 | 1.94 2.10 5.84
Scenario 2 1.80 194 | 2.10 5.84
| Scenario 3 - | 1.80 2.08 2.41 6.29
Scenario 3 with CPI - F | 2086 | 2.55 315 1776
e el S | DS S| S i OO s

Incorrect Growth drivers : Transit hotel is a new venture and its operations have
started only in the financial year 2011-12. In our traffic submission we projected
revenues of this stream based on minimum monthly guarantee (MMG| as agreed
with the concessionaire. MMG is the fixed minimum revenue that will be accruing to
DIAL. MMG is increased progressive during the operational tenure of the contract. In
Scenario 3, MMG is escalated by traffic growth which should not be done as MMG is
fixed contracted amount agreed between DIAL and the concessionaire.

MMG for year 2012-13 is higher compared to the previous year so escalation is
already factored in. Transit hotel revenue in Scenario 3 is further indexed by CPl. We
request the Authority to consider Scenario 1. The following graph depicts variation
in revenue forecast in Scenario 1 and revenue considered by the Authority which is

incorrect and the appropriate numbers to use are as per Scenario 1.

l
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Vil.  F&B Income and Lounges
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Various Scenarios, as per the consultation paper, of food & beverage and lounge revenue

forecast is shown in the following table:

“Scenarlos Total for
200809 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 £

{fig in Rs. Crores)

Scenario | 23.45 31.19 41.16 | 54.38 62.02 69.01 257.76
| Scenario2 | 31.19 41.16 | 56.71 67.40 79.15 27561
" Scenario 3 31119 | 4116 | 49.91 60.57 7355 | 256.38
' Scenario 3 with 31.19 41.16 | 53.40 69.34 90.10 '285.19

CPI

1. Shifting Base: Authority has considered changing the base year from 2008-09 as
stated to 2009-10 and thereafter to 2010-11.
2. Unrealistic high forecast: The revenue considered by the Authority in the year 2013-
14 is over Rs. 20 Crores higher than that of Scenario 1. The following graph depicted

in the graph below. We request the Authority to consider Scenario 1.
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Viil.

Radio Taxi

Various scenarios, as per the consultation paper, of forecast of radio taxi revenues are shown

below in the table below.

s Scenario 1 (Proposed by DIAL) sssmi Scenario 3 {Proposed by AERAwith CPI) - -

2008-09

2009-10

2010-11

20

11-12

2012-13

2013-14

- % variance

Scenarios 2008-09 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
(fig in Rs. Crores)] cpP
Scenario | 294 3.06 7.04 7.23 8.33 9.50 35,16
Scenario 2 | 3.06 7.04 7.65 9.29 11.28 38.32
Scenario 3 3.36 7.04 854 10.36 12.58 : 41.88
Scenario 3 with - 3.36 7.04 9.13 )’ 11.86 15.41 46.80
CPl

1. Shifting Base: While projecting revenue from radio taxi in Scenario 3, base has been

changed twice (for 2009-10 base considered is 2008- 09 and for rest of the years base
considered is 2010-11) while forecasting revenues during the control period.
Forecasting of revenue needs to be carried out on single base hence this
methodology is inconsistent and needs to be reconsidered. We request the Authority
to consider Scenario |
2. Unrealistic High Forecast: The following graph depicts variation between Scenario |
and Scenario 3 after indexing by CPI. This shows variation of around 50% in revenues
in the last two years of the control period. This forecast is unreasonable high and the
Authority is requested to consider revenues as per Scenario 1.
Radio Taxi
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IX.  Other Commercial income
Various Scenarios, as per the consultation paper, of forecasts of other commercial revenues

are shown in the following table:

Scenarios | 2008-09 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
(fig in Rs. Crores) CcP
Scenario 1 10.62 4.72 713 [ 713 7.13 7.13 33.24
Scenario 2 [ 372 | 1.3 [7.13 7.13 7.13 33.24
Scenario 3 1215 | 13.79 | 15.93 18.41 21.29 81.57

1. Hypothetical numbers against Actuals: The audited Other Commercial Revenue for
the year 2009-10 and 2010-11 was Rs 4.72 crores and Rs. 7.13 crores against
hypothetical forecast of Rs. 12.15 crores and Rs. 13.79 crores respectively. This
hypothetical excess revenue of Rs. 14 crores cannot be recouped by DIAL.

2. Unrealistic High Forecast: The forecast numbers are unrealistically high and it is
improhable that these will be achieved. The following graph depicts the aggressively
high forecast numbers used by the Authority giving a gap of 123%, 158% and 199%
between Scenario 3 and Scenario 1 for the years 2011-12, 2012-13 and 2013-14. The

Authority is requested to consider revenues as per Scenario 1.

Other Commercial Income
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X.  Flight Kitchen Royaity
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Various Scenarios, as per the consuitation paper, of forecast of flight kitchen royaity to DIAL

are shown in the following table:

Scenarios 200809 [2009-10 |[2010-1t [2011-12 [2012-13 [2013-14 | Totalfor
{fig in Rs. Crores) CP
Scenario | 12.62 13.00 2887 | 31.48 34,57 3752 | 14544
'Scepario 2 12.62 13.00 28.87 | 3334 3853 44,57 158.31
| Scenario 3 12.62 14.43 28.87 | 33.34 38.53 4457 159.74

1. Shifting of base: Forecast of flight kitchen royaity in Scenario 3 is arrived by escalating
revenue using two different base (2008-09 as base for the year 2009-10 and 2010-1

as base for rest of years of the control period) rather than single base, which is not a

correct methodoly to follow.

2. Hypothetical numbers against Actuals: Audited revenue of 2009-10 is replaced by

higher hypothetical revenue with variation of 11% over which DIAL cannot recoup

and the correct number to consider are the actual audited numbers.

3. High Future Forecast: Variation in future years forecast is shown in the following

graph. The variation of Rs. 13 Crores in the forecasted numbers for the three future

years is high and needs moderation in line with Scenario 1.
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Land, Space and Hangar

Various Scenarios, as per the consultation paper, of forecast of land, space and hangar are

shown below in the table below

" Scenarios 200809 | 2009-10 [ 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
[fig in Rs. Crores/ cpP
Scenario | 56.35 13214 | 12327 [ 13982 | 148.15 | 14449 | 687.87
Scenario2 5635 | 13214 | 12327 |139.82 | 148.15 | 14449 | 687.87
Scenario 3 56.35 13214 | 12327 | 16147 | 197.73 | 22305 |837.66
“Scenario 3 with CPI 56.35 132.14 | 12327 [ 17277 | 22638 | 27325 1 927.81

Incorrect Growth driver: Revenue growth drivers used in Scenario 3 for the years
2011-12 onwards are traffic growth and rental escalation. Additionally, revenue
obtained in Scenario 3 is indexed by CPl for the future years. The Authority is
requested to appreciate the business dynamics. These revenues are not dependent
on traffic growth and hence using traffic growth as a driver is incorrect and needs to
be rectified. Normally any long term rental agreement has an escalation of rental to
factor in inflation. The existing lease agreements with the tenants suitably address the
escalation in lease rents. Therefore to use rental escalation as well as infiation is
incorrect and revenue as per Scenario 1 should be considered.

Unrealistic Revenue Forecast: Difference in revenues between Scenario 1 and
Scenario 3 with CPl indexation is of around Rs. 240 cores which are very substantial
and unrealistic. The following graph depicts variation between Scenario 1 and
Scenario 3 after indexing by CPl. For the year 2013-14 revenue considered by the
Authority is almost double that of Scenario 1 while for the years 2011-12 and 2012-
13 the forecast is more than 24% and 53% respectively of the forecast in Scenario 1.
This unrealistic high forecasts are unachievable and the Authority may please

consider Scenario | for the forecast.
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Ground Handiing

Various Scenarios, as per the consultation paper, of forecast of ground handling revenue are

shown below in the table below

Scenarios 200809 | 2009-10 | 2010-11 [ 2011-12 | 2012-13 [ 2013-14 }‘ Total for CP
[fig in Rs, '
Crores)
Scenario I 19.97 | 37.74 42.87 40.78 44.32 47.67 213.38
Scenario 2 19.97 37.74 4287 | 40.78 46.05 | 5200 | 21944
Scenario 3 19.97 3774 | 4287 |51.80 | 5849 |66.05 256.95
Scenario 3 with 19.97 3774 | 4287 |5543 66.97 80.91 28392
CPI |
I. Business Dynamics: There was recognizing of (one-off} of old dues from NACIL in
revenue for the year 2010-11. Methodology adopted for projecting revenue in
Scenario 3 is incorrect as it fails to recognize one time settlement of old dues of
NACIL. Due to this onetime settlement, revenue of 2010-11 was inflated. Future
years’ revenues in Scenario 3 are based on inflated revenue of 2010-11 and needs to
be corrected.
2. Unrealistic Forecast: There is huge gap even while comparing revenues of Scenario 1

with revenues considered by the Authority. Forecasted revenue in Scenario 3 is
highly aggressive which is leading to variation in revenue forecast in tune of more
than 50% in last two years of the control period. We request the Authority to
consider Scenario 1. The following graph depicts variation between Scenario 1 and
Scenario 3 after indexing by CPI. The forecasts of Scenario 3 are higher than Scenario
1 by 36%, 51%, and 70% in the years 2011-12, 2012-13 and 2013-14 respectively
which are unreasonably high and we request the Authority to consider Scenario 1

forecasts.
Ground Handling
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Xlll.  Bridge Mount Equipment
Various Scenarios, as per the consultation paper, of forecast of bridge mount equipment

revenue are shown below in the table below

Scenarios 200809 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
{fig in Rs. Crores) CcP
Scenario | - -1 160 549 5.96 6.41 19.46
' Scenario 2 : : 160 1549 619 698  |2026
| Scenario3 > - | 160 181 204 | 230 7.75
Scenario 3 with CPI S 160 193 [234 _'lf 282 8.69

1. Changing Business Dynamics: Revenue from bridge mount equipment (BME) in
Scenario 3 is projected by considering revenue of 2010-11 of Rs. 1.6 crores as base.
During this year the business was operational for only part of the year. The incorrect
methodology, adopted by the Authority, does not consider business dynamics, and is
leading to an unrealistically low forecast in the future years. Our submission is to

consider Scenario 1.
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XV, Into Plane
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Various Scenarios, as per the consuftation paper, of into plane revenue are shown in the

following tabte:

Scenarios 200809 [ 200910 [ 2010-11 | 2011-12 | 2012-13 | 2013-14 | Total for
[fig in Rs. Crores} CcP
Scemario 1 = 7 080 | 1.13 1.29 146 468
Scenario 2 . : 080 | 1.20 | 142 1.69 50T
Scenario 3 - | oso o095 112 133 420
" Scenario 3 with CP - E 080 | 101 1.29 1.63

1473

1. Scenario 3 methodology is Incorrect: Similar to BME, the Into Plane (ITP] services are

operational for the part of 2010-11 and using this year as base has led to incorrect

forecasts.

2. Indexing non-aeronautical revenue is akin to double counting: Further for cross-

subsidization, Scenario 3 revenue is further indexed by CPI. Indexing of into plane

revenue is incofrect because long term agreement of (TP services with the service

provider has escalation path for into plane service fees. This fees is be escalated at a

rate of 5% or WPl each year whichever is lower. Therefore, indexing any Scenario by

CP!l is resulting in double inflation esclation which is incorrect. Scenario 1 already

factors inflation and needs to be used for the forecast.
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XV. (Cargo Revenue

Various Scenarios, as per the consuitation paper, of cargo are shown in the following

table:
Scenarios [ 2010-11 | 201 1-12 [2012-13 | 201314
[fig in Rs. Crores) |
s e Lus | L
| Scenario 1 13858 | 13037 | 12847 | 130.83
| Scenario 3 # | 12231 | 15467 | 17287 "’193.7;8

# Including cargo screening revenue which has been proposed to be treated as

Aeronautical by the Authority.

1. Competitive {two cargo players with different revenue share): The revenue share of
greenfield operator is lower than that of brownfield operator. Going forward, the
cargo throughput will be shared by both operators, due to increased competition
and because of lower revenue share of greenfield operator, the revenue of DIAL will
be lower even if the revenue of the operator is increasing.

2. Higher cargo tonnage 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. Contrary to this, the Authority has proposed even
higher cargo growth than that submitted by DIAL. The Authority is requested to
consider Scenario 1 as aggressive growth rates and ignoring business dynamics of

two operators Is leading to unreasonable high forecasts.

Request: We request the Authority to consider revenues as per Scenario 1 and the same
should not be indexed by CPI for the year 2010-11. Methodologies adopted in Scenario 3 is
incorrect due to the facts stated above, hence should not to be considered for cross-

subsidization while determining aeronautic tariff.



ANNEXURE O

(Letter to the Authority regarding
proportionating of rate card)
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INTERNATIONAL AIRPORT Resistered office: New Udaan Bhawan,

MWEMORIW@]Mi"'ACdH 29 Opp. Terminal 3, 161 aérport.

New Delhi 110037, India

1494 11 47197000
Dated: 30" January 2012 £ 451 11 47197181

w www.newdethiairperLin
The Chalrperson,
Airporis Economic Regulatory Authority of India,
AERA Building, Safdarjang Alrport,
New Delhi 110003

SUB: Tarff determination of Delhi Infemational Alrport Ltd.(DIAL
Consuitation Papar 32/2011-12

Dear Sir,

Kmdly refer to the Consuftation Paper number 32/2011-12 on “Determination of Aeronautical Tariff in
respact of IGI Airport, New Dalhi for the 1st Regulatory Period (01.04.2009 — 31.03.2014)* dated 3rd
January, 2012.

We are in the process of responding to vatious Issues dealt in the said cansultation paper, through a
separate letter. Meanwhile, we are bringing to your kind, immediate attention, the following issue
pertaining to the Rate Card.

The Consuitation Paper lays down the following as regards to Rate Card:

"438. Thus, SSA contemplates that DIAL would be free to impose charges within the
overall price cap subject to condifions steled therein. In view of this, for the presenl, the
rate card proposed by DIAL Is placed for stakeholder consuilation with the caveat that the
charges proposed would be, in-principle, reduced proportionately in line with the final
decision of the Authorily in respect of price cap and disposal of obfections, if any, that
may beg received from stakeholders on the grounds mentioned in the said Principle 10 of
the SSA."

Given that the Airport Economic Regulatory Autherity (the Authority) contamplates applying a proporion
to the rate card proposed by us based on the final approved increase, we submit as under:

1) The Rate Card submilted includes two components;
a) First: the base rates that are currently being charged; and
b) Second: the component constituting the increase in base rates.

The proposed X' faclor and ‘CPI' is being applied on the base airport charges and any change in
these will alter the increase and not base alrport charges, Therefore, It will'be logical to assume that
{he proportioning being contemplated is only on the second component of the increase over base
rate, as lhare cannot be any proporlioning on base rates.

2) We would like to bring to your kind attention that we worked on the financlal model on the basis of
proportioning the increase in charges fumished to the Authonty based on the X' factor of 775% and
the 334.63% proposed in the consultation paper. In the output, there was a material variation in the
calculated target revenue and the target revenue as per consultation paper, at ‘X’ factor of 334.63%.
There may be various reasons for this aberration:

a) Qur proposal for 775% was based on assumption of date of charging from 01" Feb 2012
whereas the curent consultation paper has changed the proposed date of charging to 01* April
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b)

c)

d)

e)

g}

Further,

between 775% and 334.63% cannol be exaclly maintained in Rate Carc%‘_‘:‘:l[’ﬁ“:,”f:: ndia

The Authorily in its consultation paper has assumed certain revenugg\;.ﬂ?,f (;t{gq which were
asstmed as "Non~Aero” in our fillng. (in our separate response lo the epasulieiianipapen we are
articulating the rationale of these to be treated as “Non-Aero.”) However, the treatment of these
revenues as “Aero” by the Authority will resuilt in the amount of recovery from Landing, Parking
and Passenger charges to change and the proportion cannot be exacily maintained between

775% and 334.63%.

The Authority also has increased the recovery from Fuel Throughput charges. The amounts being
shown as recovery from this stream is much higher than one proposed by us and this appears to
be on account of some error in application of growth rate on the Fuel Throughput charges. This
needs to be corrected and will accordingly result in change in 324.63% Rself. However, in the
interim in its current form, this will affect the ratio to be applied in the Rate Card.

The Authority alse has treated cargo as “Aero” for some period. This also affects the recovery
amount from the other revenue streams and charging rate on Landing, Parking and Passenger
charges. As such the proportion between 775% and 334.63% cannot be exactly maintained.

The trafflc forecast submitted by us as part of 775% filing as also the average MTOW has been
reviewed by the Authority and has undergone change. This also results in the proportion between
the above increases not being able to be applied verbatim in the Rate Card.

The proposed change in traffic growth rates also has an effect on the ‘X' factor due to the time
element of charging. This effact of time value of money will also mean that above proportion
cannot be maintained in toto in the revision of Rate Card.

Apart from above, there are numerous changes done in the model related to RAB, WACC,
OPEX, Non-Aero, and Digcount efc. All of these will have an effect on the proportion which can
be applied to Rate Card,

the proportioning of the Rate Card wilt become practically feasible only in a one-time increase

scenario. This fact has also been highlighted in our presentation to the Authority duning the Stakeholders
meeting dated 18" January 2012,

Therefore, it is submittad that white the principle of proportioning of Rate Card is apprapriate, it may be

apptied

in such manner to ensure achieving the target revenue {basad on final approved ‘X' factor) as an

end result.

Flease lat us know if you would like any further clarification on the subjact.

Yours truly,

RN
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ANNEXURE P

(Letter from Canara Bank)



dpoTel A @Canara Bank

RefNo: PCB I CR 55 3773 2011-2012 Dated: January 12, 2012

M. Sidharath Kapur (CFO Airports)
Delhi International Airport Put Ltd
New Udaon Bhowan, Opp. Terminal 3
New Delhi—~ 2110037 e

v

Sub:  AERA Consuitation Paper No. 32/ 2011-12 dated 3" January 2012
Financing Documents — Compliance with DSCR Requirements

Dear Sir,

We fe_fer to the Consultation Paper, cited above, issued by AERA on the propased hike in tariff for
the Financial Years (FY} 2012-13 & 2013-14. As per the Consultation Poper, AERA is proposing to
hike the tariff (Aero Revenue} by 148% (X-Factor) for the FY 2012-13 as a step up increase and
thereafter another cumulative hike of 148% for the FY 2013-14.

Based on the step up increase in tariff proposed by AERA with effect from I April 2012, its
impact on the business plan will be as under:.

Deihi International Airport Put Limited (DIAL) will not have adequate profits to meet the

financlal covenants and the debt servicing requirements as per the financing documents,

Accordingly, we request yau to seek upfront one time increase in tariff which would even out the
cash flows in the balance controf period and also meet the debt service requirements as per the

financing documents,

We hope you will pursue the matter with AERA.

Yaurs Faith fully

ar V jartarkar
éneml Manager

Office : CANARA BANK : Prima Corporate Branch -1 : Flrst Floor, 1, DDA Bullding: Nehru Place : NEW DELHI






