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g s 50 106 Mr.Sandeep Prakash,
nda Secretary AERA
A -
v ga oz ERA Building,
£ 401080 22015001 Administrative Complex,
Ll Safdarjung Airport, New Delhi 110003
wWww. Menziesaviation.com
Dear Sir,
At outset | would like to thank you and Mr.Yashwant Bhave, Chairman, AERA for
meeting us on 9" Dec’10. Subsequent to our meeting it was proposed by Mr. [an
Gibbons, deputy director UKT! to send our technical explanation to you in writing,
Please find attached our representation detailing reasons for using return on investment
as measure to control tariff rather than fair rate of return on regulated asset base.

We also appreciate AERA’s willingness to hear stakehalders like us and having given us
the opportunity to bring our points in this important technical matter.

We operate as Joint Venture in Hyderabad and since we discussed Hyderabad cargo
terminal we have to take our joint venture partners input that has resulted in delay in
writing to you.

We request you to take these technical point on board in applying price cap approach to
stations which do not qualify for light touch regulation because proposed guidelines per
consultation paper no.5 not only have high profitability impact on our business but also
brings price inconsistencies in the market place with respect to introducing competitor
in same station and neighboring stations.

In case of further requirement of discussions or explanation on this technical paper, |
will be pleased to make myself available.

Thanking you

Yours Sincerely

4 !
//, V\,'\\/—* /}“____G/(_“‘ .
Prashant Nimgade J/

Vice President Finance
Menzies Aviation {India) Pvt. Ltd

cc : Mir.Yashwant Bhave,Chairman,Airports Economic Regulatory Authority of India
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Return on Investment and Return on Depreciated Asset Base

Return on Investment: Return or investment measures the profits thas aré made out of totai
capital investment. A project will never be undertaken if it aoes not give raturns that Satisly minimum
criteria of returns expectation based on risk profile of the project. Once these profit levels are
determined for the company, the backward calzulation gives the price per unit that can be ofered in
the marke: place. This is purely investmen? aecision and reflects the project risk. We believe that it is
this price that AERA should regulate and not return on equity.

This investment can be funded either by Debt or Ecuity in various proportions which is purely a
firarcing decisior. irrespective of how the investmerst is ‘unged the capizal invesiment for g giver
project will be same and it is this capital invesiment and expectation of profits based on risk that
determines the price to be offered in the market place. If this capital is overspent ar excessive
compary prefits are expected ther prices will be higher ang the compary 3s whole is eizher
inefficiert in marke: or overpricing its products. This resultant under {overspen:) on capital and
company profit decision are linked to risk of project and not funding of the praject. Hence investment
decisior and financirg decisions are independent of each other

Below is example of a project which requires INR 1000 of capital and project investment earns »
company profit of INR RO (8% return on investment). Cost of debt is 12% and 80% of the capital 15
‘unded by Deb:

As we can see, the company profit as percent of investment is fixed across all 8 years but return on
equity increases over same period. Also note in initial years return on equity is zeroed out since
company carnot service debt at the level at which profits are realized implying that either Prometer
defaLlts on the lencer or pumps in fresh ecuity to service cebt. In shors, higher the deb: higher the
risk of default risk promoter faces. Also note that this default risk Is solely of promorer because of
choice of funding arrangement. In order to compersate for this default risk, promoter gets
compersatec in later years by making returrs in excess of 10%-34%.

Secordly cebt is not freely available as promoters are often required to offer collateral for borrowing
from lenders. Promoters have to pledge certain assets which can never be reused during the tenure
cf loan pericd. There is opporturity cost of this collateral thas is captureo in the equity returns excess
cf cost of debt in furcirg arrangement
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M A alance Shaat of Company funded by Debt and Equity

INR

‘Sh,lﬂ!holﬂl‘l’i Fund & tiability l} 2 1 A 3 7 7 _a-l
{Equity (£) 200 200 plein) 200 200 200 2%0 a
|Debe (DI ane 700 600 500 400 na 200 H
|Reserves L R 116 120 did BB Sit 10 108|
' BHA 70 GBS GOK 40 ARA Al -mdi

= |

Fixad Assots (FA) 1000 1000 1000 1000 100¢ 1008 Holow o|
Deprggigtion Cuvim 100 pAeA] j {423 400 580 3 700 RO
Not Boow Value (HAB or NBY) 900 200 700 &0N 800 A00 300 200
Ciirrant Assots I
Cash fram Qagrecialion [¢] 5] [} [¢] ] [}l [} 0
{Cash trgm Pralits Ipse intpress o) 16 ,_:". i — 3 = 40 B3 14t 208
Total Ascots e 780 [T ROR T [ 2380 408
Debit Rapaymant 100 100 100 100 100 o 180 130
|Campany Protit 20 o L] 8¢ 30 A 40 @
Intarest Portion (Rd) St B3 72 (14 48 6 24 12
itqmw stiributable Profits (EP) 4] [+] 8 20 32 A4 56 1.:]
I DTN N PR SRS A T SR OB
|Re 0.0% 0.0% 4.0% 10.0% 1€.CH 22.0v 28.0% 35.0%|
Rd 12.0% 12 0% 12.0%: 12.0% 32.9% 1204 32.0% 12.0%)
Company Profits/lnvesiment 8.0 £2.0% 8.0% 8.0% B.0% 8.C% RO%N

Please note below how the return on equity changes for various levels of debts in the company
Higher the debt, higher the risk of cefault promoter faces and hence gets compensated accorgingly
The promoters cannot off-load this default risk 1o market or customers because each company has

different debt equity structures,

Return on Equity (Re} [ for 8% retum on investment]

Year

10% 7.6%

20% 7.0%

30% €.3%

Debt percentage A0 5.3%
for fixad 8% raturn S0% A4.0%
Investment 60% 2.0%

79+ 0.C»

807 0.0%

90% 0.0%

Vesr 2
8.9%
8.5%
5.0%
7.35
6.4%
5.0%
2.7
£ 0%
0.0%

Year 3
8.9%
10.0%
5.7%
5.3%
8.8%
30%
6.7%
34.0%
0.0%

(Reproduced from our response on 15" Sept’2010)
Regulated Asset Base: Per Sec 8.2.2 of Guidelines, AERA has defined Regulated Asset Base as net
investment made by ISP’s. RAB is depreciated every year with fair rate and taken average of befcre
1aking FRoR percentage or 17 as profit. We think this treatment is incorrect for following reasons;

Year4

8.9%
10.0%
A%
11.3%
11.2%
110%
10.7%
10.0%

8.0%

Year s

8.9%
100%
11.4%
13.3%
13.6%
14.0%
314.7%
16 0%
20.0%

Year 6

8.9
10.0%
11 4%
13.3%
16.0%
17 0%
18.7%
22.0%
32.0%

Year 7

8.9%
10.0%
11.4%
13.3%
16.0%
20.0%
22.7%
23.05
44.0%

Year §

29%
19.0%
11 4%
13.3%
16.0%
200%
26.7%
34 0%
56.0%

Depreciated RAB Vs Un-depreciated RAB: RAB estimated net of depreciation mixes up the economic
measurement of business profitability with accounting measure of profitability.
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Economic Definition of Depreciation’: depreciation is the amount of o firm operating cash flows that
Aviabon (Indiz) Pyl Ltd must be reinvested in the firm to sustein its regl productive capacity

Cargo Termnal ¢

PlstNo. CCA L Accounting Definition of Depraciation: depreciotion is the amount of the origingl ocquisition cost of an
Bengaluru Intamatonal Aipen psset that is allocated to each accounting period over an arbitearily specified fife of the osser

Bangalore -560 300
Inda

On one hand AERA allows usage of Stack Market to determine cost of equity and on the other hand

T: +91(080) 22018022 applies book value concept of depreciated asset. Capital Asset Pricing Model is an econamic measure

F: +91(080) 22018001 and correspandingly econamic definition of Depreciation is mare apprapriate in this case
www.menziesaviation.com AERA, ir deducting cepreciation for arriving RAB, makes implicit assumption that the depreciaticn

cash is distributed back tc shareholders periocically. Per Comparies Act 1956 Section 205, the cash
distribution to shareholcers in the form of dividends is imited to available distributable profits a‘<ar
tax. Depreciation cash retained in the busiress 1s never distribuiec o sharehclcers urder normal
continuous business operation. The ecuity holders only have residual claim on the companry assets
This internally gererated cash always gets re-invested’ into the business whick: is expected to deliver
piven FRoR. AERA recognizes that re-investments in the form of subsequent capital expenditure
should give profits at the rate of FRoR but omitted to recognize the opportunity cost, in this case
FRoR, of depreciation cash locked In the business.

To draw o parallel, we offer our case as an example, we have 100% equity funded investment
implying that all the Regulated Asset Base is financed by equity from sharehalders agairst
opportunity cost, Re, ¢f investing in Stock Market. Ir Stock Marke? our sharehclders will get Re on the
initial equity value. This equity investment will not be depreciatec per accounting treatmenrs year on
year. Selow illustration shows impact of using depreciated RAB on the return on equity
| _Balarce Sheet of 100% Equity Fundec ISP

Shareholders Fund & Liabiny C 5] 2 & 4 5 [ 7 ”

Lquity (L) 1000 1000 1000 1ac 1040 100 1000 1000 1000
Reservas (K o 225 425 GO0 750 B7% 975 1050 11010
1000 1225 1425 1600 1750 1875 149715 2650 21064
|Fixed Assets {FA) 1C0¢ 1000 ey 1c0c 1000 1606 1eoe 1000 16001
Depreciaticn Curim 100 2C0 i6c ACH 50C 5CC ioc B00
Ne: 3cce Value (RAS or %3 GeS &30 oo [2¢¢) 508 <cC iz
Current Assets
Casn frem Depracianan s, 22¢ Eléd) 3o ElE {2414 ir's] i
Cazhirem 2rglics 225 425 500 750 £7% G5 11
Total Assats 0 1226 1428 15CC 1750 1875 1975 AICL
Ratios
FHOR{=Re i cave Hd s zera) 25% 25% 25% 25% 25% 25% 25% 25% 5%
Prafit » TROA X HAB 274 200 175 150 125 1o 7% S0
He - Prafits/k (=FRNR as deht iy seea) 22% 20% L8% 15% 13% 10% 8% 9%
ACACE = Profits/Capital Employed 18% 14% 11% 9% 1% 57 3% %)

' Pg 649-700, Zvi 3cdie, Alex <ane and Alar Marcus, “ invesiments” Seventh Ecition, McGraw-Hill
irterrational Editior

“Richard Brealey, Myers and Marcus, ” Principles of Corporate Finance” Eight Edition, McGraw-Hill
International Edition




lenzies Aviation (India) Pvi. Ltd

Camo Terminal 1

PlotNo. C-04 L

Bergalun Intemationsi Airport
Bangalors -560 300

India

T: +91 (080} 22018022
F. +91(080) 22018001

www.menziesavistion.com

19y

In shart, using depreciated RAB does not correctly yield Re on equity as apparent in the 100% equity
funded table above, the return on Ecuity never really reaches agreed Re

Another widely accepted concept for measuring falr rate of return is return on Capital Emplayed. In
this measure all the undistributed cash, including surplus and working capital, is expected to earn the
same return as equity. Using depreciated asse1 method gives ROCE which is rot even closer o

estimated FRoR.

Same lllustration can be extended to debt and equity funded ISP as Illustraged below;

|
Shareholdors fund & lm-b_fl_u?y

Balance Shect of 50% Debt and S0% Equity Funded ISP
3 a

—— —— S

']

2 5 [ B
kauity (€} 500 500 500 500 500 500 500 500}
Debt (D) 300 400 300 200 180 0 g ]
Roicryes ( R [} 19% 3z? 1434 533 725 754
1061 1098 1122 1134 1133 1270 1294
Fixed Assetc (FA) 1000 1000 1000 1060 1000 1000 1000
|Depraciation Cumm 100 200 Ina 400 20 i16,0] 700
ot Book Value (HAR or NAV, 400 415 700 £00 s00 400 300 200
Current Assots ‘
Cash from Deprociation o} 0 [} 0 0 120 200 300
Lash from Peafis fass Interest 16! 24k <22 53¢ h33 720 T34 28]
| Total Assets 1061 )48 1122 1134 1133 1220 1294 '.‘..:-:‘
|Repayment 100 100 100 100 100 o Lo}
| Ratios
Re 36.0% 36.0% 36.0% 36.0% 36.05% 36.0% 36.0% 16. 0% 1
Rd 12,55 12.5% 12.5% 12.5% 12.5% 12.5% 22.8% 12.8%
D/(D+E) 50% ChE 38%: 25%; 17% [ 5] 0% (o2
Wy 474y
FRoR 25% 25% 25% 25% 25% 25% 5% 258
Profit s FROR X RAB 224 199 174 139 124 99 75 SC'!
FRoR= Profits/RAB 288 285 28%: 23¢5 28% 28%; 285 2825
Profits/Investment 724 20% 17% 15% 12% 10% 7% %
ROACE sProfits/Capital Employed _2%_ 18% 16% 13% Rt 8% 6% 4%

' Teresa De Lemos, Martin Betts, David Eator and Luis Tadeu De Almeida, “The Nature of PFI”, Spring
2003, Journal of Structured and Project Finance.

8ased on above two illustration, it is clear that using depreciated value does not serve the purpose of
ensuring Fair Rate of Return is achieved, hence we recommend that RA8 should be un-depreciated
asset base over the entire cortrol period

'f the same table is worked on the un-depreciated RAB the Re each vear will be same at 25% which
will be agreed with AERA.

AERA should look at other parameters like Return on Capital Employed after tax (ROACE) as this is
wicely accepted concept and guarantees fair return to investors.

b) Table below shows impact of using un-depreciated asset for FRoR and depreciated RAB on our
project investment evaluation on hypothetical numbers. All the project finance inves:ments by
sponsors like us look at the non depreciated assez base for calculating the profitability”.
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" Impact on Project Invastment Returns
FNO—— . L Project Invastment |
FReR 25%

|Cash Flow:" assumptions at the time of Investment ) 5

| Year0  Year1 Yaar2  Year3  Yeard  YaarS|
Cash Quiflow

Capital -1500

Cash inflow

Profit 375 375 375 375 374 |
Depreciation 500 SN0 500 0

|Total Cash Flows -1500 875 _B75 875 374 3'/’:‘
lIRR 43%

|Cash Flows assumptions CHANGED due 10 AERA method

Year 4 Year ! Sl

)_ ] YearO _ Yearl  Year2 _ Year3

[cash Outflow s

Capital 1500 ‘
Cash Inflow

Pralie 375 3i3 88 63 . |
Depreciption 500 500 500 0 I

T S N

3

Total Cash Flows __ -1500 ]
|IRR 29% |

¢) RAB approach brings Price differentlal for same service: We are service provicers at Greerfield
airport, by using the RAB approach we are at disadvantaged in initial years as our prices will be
27% higher at same volume level Recognizing the fact that Brownfield airports alreacdy attract
more volumes than us the difference in vield will be ciose to 50% assuming double volume level
See illustration telow:

Hlustration:

iSP2 is a Brownfield service provider who has been in operation for last 5 years and Tariff Yearl
happens to be sixth year of operation.

ISP1 is a Greenfield service provider who has started the operation a year ago and just capitalized his
assets. ISP 1 is in second year of operaticn and Tariff year 1 of Multi Year tan#f period

For simplicity all other costs and taxations are assumed same and also volumes are assumed same
although volumes at brown field are likely to be higher, we are ignoring it here,

AVLTION




itenmes Aviation (india) Pyt Ltd

Cargo Terminal 1

PistNo. C-G4 L

Bergalur Intemational Airpont
Bangalors -550 300,

India

To01080) 22018022
F: +511(080) 22018001

www.menzlesaviation.com

Y

Two Service providers with same investments but different starting points

ISP1:Profitability of New Sarvice Provider at Greenfield Airport

Particulars Taritf | Taritt | Tariff | Tariff | Taritt |
INR'000 Year 1 Year 2 Yoar 3 Yeard | VYear s _
Year of Operation 1 _ 112 - T | S5 6
RAB for calculating ARR IRAB 800,000 | 720,000 | 640,000 | 560,000 | 480,000
Depreciation (Life 10 years) B(,CO0 80,000 80,000 £0,00C 80,000
]
| |
Fair Rate of Return |FRoR 25% 25% 25% 25% 25%
Profitability ’RAB'FROR 200,000 | 180,000 160,000 | 140,000 | 120,000
Costs O=D-T 13C.000 | 1G2,000 00000 | 165000 | 100000
ARR ' 300,0C0 | 28C,000 260,000 | 280,000 | 220,000
Tonnages I ‘ 100,000 | 100,000 100,000 | 100,000 | 100.000
Y_I__e_lc At ISFL (INR/Kg) | _.____3.03 2_8_(2____ 2.60 2.4% 280
| | |
ISP2:Profitability of Service Provider at Brownfield Airport
Particulars =i P Tariff | Tariff Tariff Tariff Tariff
INR'000 Year 1 Year 2 Year 3 Year 4 Year S
| Year of Operation 6 7 8 9 10
RAB for calculating ARR RAB 48C.C00 | &4C0,0CD 320,200 | 240,000 | 160,000
Depreciation (Life 10 years) 80,000 80,000 80,000 80,000 20,000
Fair Rate of Return imca 25% 25% 25% 25% 25%
Profitaniiity RAB*FRoR 120,000 | 10C,00C 8C.CC0 65,800 L3 0ER
Costs O=«D-T 100,000 | 100,000 100,600 |. 100,000 | 100,00C
ARR ‘ 220,000 [ 200,000 | 180,000 | 180,000 | 140,000
Tonnages 106,000 | 109,000 i00,0CC | 1€9.00C | 100200
Yield at ISP2 (INR/!SE)‘_ | 2.2 2.0 1.8 1.6 1.4
|
1SP2 Rates Creaper thaniSP1 27%; 29% 31% 33% 3&%

Tris disparity in prices charged by i5?'s is significant enough for agents o move their cargo to lower
priced handler. ISP1, despite AERA allowing higher FRoR, will never be able to charge higher rate and
make FRoR allowed by Autharity. ISP will end up reducing the price and hence lcwer its profit tc sustain
its volume. Understancably, this situation exists under current market conditions but ISP1 has scope 1o
recover its downside in subsequent years due to possible higher volumes. ISP1 charges will be further
reduced by AERA to compensate for upside in previous years. Per AERA’s proposal, ar effect ir downside
1s same but upside is capped to the exient of preceiermined FRoR. This approach disccurages rew
investment and also penalizes any improvements in infrastructure.
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d) RAB versus Capital cost at Sea ports: Please refer to Tariff Authority of Major Ports notification
issued by Government of India in the Ministry of Shipping, Road Transport & Highways under
section 111 of the Major Port Trust Act 1963, communication No.PR-14019/25/2007-PG datec 12
February 2008, section 3.4.1. This guideline also allows Capital Cost and not depreciated asset
value as base for multiplication with the Return on Capital Employed per section 3.7.1 We
therefore believe that RAB should be taken at cost basis and not depreclated basis (Reference 1),
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