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A 'DRAMATIC NEW PRICI POLICY .

Peter Harbison ' o .

In 1977 United States' international aviation policy took a
4rad1ca11y new direction. Instead of regulated‘Competi%ion,

the policy now sought greater reliance on free market forces,
emphasising low scheduled prices.’

fo introduce the new principles, a totally different form of -
(bllateral agreement was developed. Other State§ were ﬁefsuaded
to accept the terms, both by the grant of route r1ghts to the US
~and by the threat of traffic otherwise being diverted to neigh-
bouring countriés. The products were "liberal" agreements X
About 20 have been concluded.

]

Foremost in these agreements were pricing articles which

restricted governmental powers to reject airline price proposals.

Unless both affected(governments agreed, the price could not be
rejécted - "double-disapproval". A less extreme version per-
m1tted governments to reject prices unllaterally wher{jthe
trafflc originated in their territory - "country of-origin".
This thesis traces the development of the policy into liberal
bilateral agreements; it examines the novel pricing terms in
+detail, with emphasis on the limited grounds-on which prices
may be disapprovéd. Finally, it outlines variations in the

different agreements and considers possible future directions.
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UNE NOUVELLE POLITIQUE DE TARIF' DRAMATIQUE

~

Peter Harbison ¢

Dans 1'année 1977 1la politique de 1l'aviation internationale
des Etats Unis prenait une direction qui etait radicalement
nouvelle. Au lieu de concurrence reglée, 3 ce moment 13 la
politique cherchait plus de confiancg'au fonctiohnement du

"ma¥ché 1libre". ) ‘ ‘ .
" °
]

Pour introduire les nouveaux principes, un type d'accord-
bilatérale tout 3‘fait différent &tait developpé. Des autres

‘pays étaient peisuadés d'accepter les termes de 1'accord, 3
pay P ¢ P

cause de,la concession de nouveaux droits de passage aux .

Etats Unis et aussi la menace de la diversion du trafic aérien
. ’ SO v

aux pays voisins. Les resultats etaient des accords "liberales".

-

Environ vingt accords ont €t€ conclues.
Tout d'abord aux accords €taient 1les propositions de tarif qui
restreignaient les pouvoirs gouvernementales i 1'égard des rejet
des propositions de tarif.| Excepte que les deux gouvernements
intéressés s'accordaient, ne pouvait pas rejeter le tarifi
- "la désappropation récipro e". Une version moins extreme
permettait des gouvernements de reﬁeter unila{Zrangen% les
tarifs ou le trafic provenait de son territoire - "le pays
d'origine'. o, -
Ce th2se remontait I 1'origine du développement de cette
politique dans les accords libérales et bilatérales; il
examine en detail leﬁééermes de la nouvelle structure de tarif,
et appuye sur les ca%ges_limitées de la desapprobation des
tarifs. Finalement, it décrit les variations entre les accords
differentes et considére des directions pessibles T 1'avenir.
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CHAPTER 1. INTRODUCTION: '"OPPORTUNITIES RATHER THAN

RESTRICTIONS"

. N~
"OQur central goal in international aviation should be to move
toward a truly competitive system. Market forces should be
the ma%n determinant of the variety, quality and price of air

services...

than restrictions." (1).

)
o
2

Ve

This statement by President Carter in 1977 set thg scene for a
dramatic shift in US international air transport policy. The
refléction of this polic&, througp the US' subsequent bilateral
agreements, caused the most dramatic change in nature of such

agreements since the negotiation of the '"Bermuda Agreement"

1946 (2).

These agreements have come to be known as "liberal'. sl‘heir

distinctive characteristics are reliance on "market forces'" to

determine capacity, frequency, entry and, above all, pricing (3).

(1)

(2)

(3)

*

-

Extract from letter from President Jimmy Carter to Secretary

of the Department of Transportation Brock Adams, 6 October
1977.

Air. Services Agreement between the US and UK, January/

February 1946; 3 UNTS, 253 (also 1946 US Av R., 10S and

UK Treaty Series No. 3, 1946). The earliest public hint of

the extension of US deregulatory policies outside the
domestic environment actually appeared in a letter from
President (arter to CAB Chairman Rébson on 22 April 1977.
The relevant part of this letter read "As you know, one
of this Administration's key objectives in the field of
aviation is the encouragement of price competition among
carriers, -a..policy which will yield substantial benefits
to consumers. While special circumstances sometimes exist
with respect to the international aviation environment,
encouraging such competltlon is also anm important element
of our foreign economic policies."

A5 will be seen, route rights were however explicitly kept
apart. .

B

.
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Our policy should bg to trade opportunities rather
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At the time of President Carter's statement, the US was engage
in a renegotiation of the US-Japan bilateral agreement. The
content of President Carter's informal redirection of US policy
was a response to the perceived need to disown the Jelatively
restrictive approach which had been taken in the Bermuda 11
agreement with the UK. This had been strongly criticised in

the US and was seen as antithetical to the domestic deregulatory
spirit (4).

1.1 The Need for a New Direction in US Policy

US domestic deregulatory moves had begun under the Ford
Administration and were gaining great momentum by 1977. Also,
quite apart from the inevitability that domestic theory and
practice would spill over into 4he international arena, the US
had for some time.considered the possibility of a new direction
in bilateral agreements - particularly as little success had been
achieved in persuading foreign governments to accept formal
agreements on charter operations, until then a competitive

cornerstone of US international policy.

The '"Bermuda" scheme (5) had, after all, endured throughout the
remarkable changes of the thirty years following World War 1!

As observed by a TWA Vice-President following the conclusion of
Bermuda II, '"Mr H.A.L. Fisher wrote that if a treaty serves 1ts

turn for 10 or 20 years, the wisdom of its framers is sufficiently z

confirmed” (6). Bermuda I has survived for more than three
decades and still forms the backbone of the bilateral system.

(4 "Air Services Agreement Between the Government of the
United States of America and the Government of the United
Kingdom and Northern ITreland™, 23 July 1977, TIAS 8641.
See below, Chapter 3.

(5) See below.

(6) "The United States Attitude: A View from TWA", Thomas
Taylor; Ae. J., February 1978, 60 at 61.

I3
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More directly, the US' Tiberal id}érpretation of the Bermuda
scheme had become largely incompatible with the usage in most
other bilateral arrangements. On the critical issue of ‘apacity
control, one of the British participants at the original Bermuda
] negotiations noted in November 1977 that: "By the late 1960s,
however, there were few bilateral air agreements involving
countries other than the USA\whfth‘did not in some way control
capacity. Despite the almost invariable Bermuda facade, the
effect of attaching confidential understandings between govern-
ments to the published Bermuda text was to control capacity in
‘one way or another." (7).

This is not to suggest however that the nmew agreements have, or

are likely to, assume¢ the quasi-multilateral role of the original

Bermuda ] agreement. )

It is highly unlikely that the full force of their competitive

provisions will be acceptable to the majority of states. None-

theless they have characteristics which will ensure their impact
on the international air transport structure for the foresecable
future; some of their elements will inevitably find therr way

into other bilateral agreements and national polacies. The very

precariousness of the system is a novelty in (tself (8).

(7) "Bermuda Il - a discussion of its implications: A British
Aitways View', Peter Jack, Ac.J., February 1978, 5% at 55
(both this and the statement by Mr Taylor were made at an
Air Law Group symposium held at the Royal Aeronautical
Society on 30 November 1977, See also Peter Haanappel,
"Bilateral Air Transport Agrcements - 1913-1980", (1980)

5 International Trade lLaw Journal, 241 at 263 ("Secret
Memoranda often totally change the meaning of a bilateral

air transport agreement, for instance, from a Bermuda 1

type agreement into a predetermination type agreement');

and H. Raben '‘Deregulation', Presentation to 15t Netherlands
Colloquium on Tnternational Air Transport, 26 August 1980,

at P.4 ('"Side-1lettérs arc abundant, but they are not normally
public. What do they contain? Secret liberal concessions

of otherwise restrictively minded States? Or unspeakable
conditions which States prefer not to make public?").

(8) '"Government aviation agrcements were traditionally long-
duration ¢contracts. In this they differed from certain
airline agreements, such as pooling arrangements, as it
was assumed that policy was not to be confused with

3
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¥ Most radical departures of the US' liberal bilateral strategy

have been: ¢
(1) the totally new pricing formula;

(ii) the creation of a frec-market styled competitive
international structure; and

(illb the use of route-grant incentives to persuade
bilateral partners to accept the new pricing
- and competitive philosophy of the US - a process
- to become known as ‘'routes for rates'.

1.2 Objective of this Paper

This paper attempts an exposition of the more 1mp6rtant ngn—';
pricing provisions contained in the agreements. The prﬁkxns

of the new bilateral strategy and 1ts means of implementation
wi1ll also be examined. These are vital to assessing the extent

of the changes made and possible future dircctions.

First, however, some general reflections on the place of bilateral

agreements 1n the air transpont system and an outlane of the
¥

*

liberal genus.

(8) Continued.

expediency. Bermuda 1 set a record and reigned for over

30 ycars. In sharp contrast, a national policy such as
Australia's is now under review scarcely two yecars after

it was launched (the review has in fact subsequently hren
dropped). A venerable institution seems to have been shaken,
The Air Transport Association notes the ¥fact explicity when
it considers, as we have seen, that the United States 1s

to its detriment - giving lasting advantages to foreign
countries in the form of routes and access to the US market
in return for promises or precarious arrangements on fares."
See for cxample ITA Bulletin No. 33, 5 October 1981.




CHAPTER 2. ALL BILATERALS ARE LIBERAL, BUT SOME ARE MORE
LIBERAL THAR OTHERS

The fact that bilateral agreements are necessary at all "is a
product of the legal history of international aviation" (1).

A reflection of that history is embodied in Article 1 of the
Chicago Convention, which provides that 'the contracting States
recognize that every State has complete and exclusive sovereignty
over the airspace above its territory".

From this starting point, any agreement between governments

which exchanges air service rights, permitting intrusion into
that sovereignty, is to some extent "liberal'". This is of course
to ignore the fact that practice over 35 ycars has suggested
certain standards within which "conservative' and "liberal"
will be broadly acceptable,. '

The purpose here is, however, to emphasise the fact that any
judgement on "liberalism" 1s a highly subjective one and to
re-emphasise the al]l-pervading 1nfluence of sovereignty in«the

regulation of international air transport.

2.1 Sovereignty and Bilatcral Agreements

The princaiple of state sovereignty, including sovereignty over
tof%itoria]fairspacc, 1s the starting point for consideration

of any facet of the economic regulation of intcrnational-air
transport. Only by derogation or concession from this principle
can airaaft of onc state pass through another's airspace.
Closely assocfg?\g is the concept of aircraft natipnalitfx(
(normally accorded by registration in the home-state). This

has developed as an apparently inevitable corollary of a
bilateral system which has built upon the sovereignty foundation.

(1) Frank E. Loy, "Bilateral Air Transport Agreemcnts: Some

Problems of finding a tair route exchange”™. Contained 1n
"The Freedom of the Air™, Ed. McWhinney and Bradley 174

at 174,

Y
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Two aspects of airspace sovereignty should be clearly disting-

uished: the first, which is so well settled today as to be of ¢

little more than -academic interest concerns the analogy of
international maritime law's “freedom of the seas" founded inter
alia on the right (or necessity) to international communication
trade (2). While the freedom of the seas developed over a
period of centuries out of a recognition of mutual interest, the
fate of territorial airspace was resolved in the infancy of
aviation for predominantly protective, military defence reasons
as a result of the First World War.

Then as the boundaries of aviation expanded, the defence motive
was increasingly supplemented by political and economic interests
(3). Despite the identity of interest which all states had in
furthering aerial commerce, there was the familiar clash of
individual interests over the allocation of respective shares

in that commerce. As Goedhuis observed in 1942: *"The reason
why several states applied a restrictive principle in aviation
(during the 1930s) was that through their'gcographical position
or otherwise, they expected to be able to secure for themselves

a larger share in air communications or in the benefits arising
thercfrom than they would have been able to secure if freedom of
passage prevailed. They may have known that by prohibitory
regulations they hampered the building up of a world air net;
they may even have realised that by obstructing air communications

NN

their own interests in having the best communications possible
were injured, but this injury was in their eyes outweighed by
the ultimate advantages they thought reap hoping that the other
states would be forced to let them hgiz

PR,

a share in air commun-
ications greater than what theéy would have been able to receive
otherwise." (4).

¥
? - !

(2) See for example Goedhuis, "Civil Aviation After The War!
36 AJIL (1942), 596 at 607. .

(3) cf Sand et al, "An Historical Survey of the Lay of Flight"
Institute of Air and Space Law, McGill University, Famphlet
No. 7 (1961), pp 23, 24.

(4) Goedhuis op. cit., 611.
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Thus airspace sove}eignty was not at issue'¢uring the Chicago
and, subsequent multilateral ICAO conferences in the late 1940s
(5). The debate céncerning exchange of the "5 freedom' (6)
privileges was raised within the broader and distinctly separate
context of national sovereignty, i.e. within the terms of general
international law. Clearly it is impossible to consider the -
structure of international aviation regulation without arranging
it in the framework of state’sovereignty. The question is thus
one of the '"fredom of air transport" rather than “freedom of.
airspace" - the right to land and trade rather than the right

to fly. The distinction is made clear by the different provisions

made for (commercial) scheduled service operation in Article 6
of the Chicago Convention, on the one hand and, on the other,
for (non-commercial) "non-scheduled services in Article § (7).
Any commercial privilege (including transit privileges) granted
to foreign airlines exists therefore only by virtue of svecific
concession from this sovereign power, by the exercise of a
multiplicity of political, economic and other reasons, uniaue
to each state and to each bilateral'relationship. "Juridically,
the result of the adoption of the theory of unlimited territorial
sovereignty was that rights of&'usit or landing enjoyed by

)

foreign aircraft could only ar from contract or treaty;
-

(5) However, it may not be entirely correct to say, as does

Bin Cheng ("The Law of International Air Transport', at 120),

that Article 1 of the Chicago Convention was "purely
declatory", for the original US draft Convention (Doc. 16,
Chicago Proceedings, op. cit., p. 554 at 556) provided only
for recognition of the sovereignty of other contracting
parties - i.e., implying that this was, for the US at least,
a contractual matter. The lst Interim Report of the
Drafting Committee Sub-Commitee 2 of Committee 1 Teverted
to the general grant of the Paris Convention (Chicago
Proceedings, Doc. 356, p. 679 at 671).

(6) For an explanation of the '"freedoms'" of the air, sce
Appendix 3. '

5
. (7) Article 6 requires '"'special permission or other authoriz-

ation" before any privilege may issue; Article 5 provides
a "right" of transit and a '"privilege" of a flight or dis-
charge - the intention being, for the purposes of Article
S, that non-scheduled "flights' be ad hoc.
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... they were the creatures not of léw; but of compact. They
could never be real rights, bécause pacta tertiis nec nocent
nec prosunt.;. . Politically and economically the result of
the adoption of the principle of territorial sovereignty was
that 'transit and landing facilities became commodities to be

. bargained for and sold to the highest bidder, the pfige exacted

often having little or nothing to-do with civil aviat%on." (8).

The Chairman of the US delegation to the Bermuda talks . .in 1946,
George Baker, expressed one impo}tant aspect of this in very
simple terms.  Talking of the areas of dispute over comnetitive
philosophy at the;dhicago Convention, he stated ''there appeared
in this area at.Chicago a conflict of philosophies far broader
than aviation alone and this is a point upon which I shoulg like
to put the greatest stress. While there is an understandakle
desire on the part of those for whom aviation is the driving
interest in life to work out particular problems of international
importance within that field, it cannot be forgotten that the
Foreign Offices and State Departments of the various countries
of the world must inevitably look upon agreements within aviation
as in but one area, even if a terribly important area, in the
broad and even more vital overall field of general international
relations. It was no chance that the schism at Chicago a»nneared
where it did and it was not a schism which could easily be closed
by the careful use of the dictionary and the exact spelling out

of thoughts and phrases." (9).

(8) Jennings "International Civil Aviation and the Law', 22
B.Y.I.L., (1945), 1971 at 192.

(9) George P. Baker, "The Bermuda Plan as the Basis for a
Multilateral %greement", lecture delivered at McGill
University, I8 April T947. Reprinted in Lowenfeld,
"Aviation Law'", 2nd edition, 1981, 2:1.13.
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Within this practical, political and legal fxamework, a network
of bilateral air services agreements became inhevitable. Attempts
had been made at the Chicago Conference, and fgr several years
afterwards, to develop a formula for multilateral exchange of )
operating rights, but the range‘of philosophies was so great as

[Up—

to prevernt realistic agreement.

.

As to the importance of multilateral route exchanges - a
critical element in the negotiation of US round of 1lyberal
bilaterals - their commercial importance was always cyrefully

bt

BN e g g

guarded, even to the extent of keeping them outside thg scope
for multilateral exchanges. "The route pattern in international
exchanges of rights is of such importance that the United Kingdom

by

and United States governments have always regarded it as essential |
to reserve the negotiation of routes for separate bilateral ;
treatment in all discussions of a multilateral agreement." (10).

2.2 The Place of Pricing in Bilateral Agreements

Of critical importance to most governments at the Chicago
Conference was however the avoidance of uncoordinated pricing;
"it was‘ﬁgainst a pre-war background of excessive competition
in Europe, with its corollary of burdensome subsidies, rate
warfare and other unfair competitive devices, and the revival
of intense national rivalries, that the various problems were
¢onsidered'" (11). In this area, at least, many states actually
welcomed a limitation on their sovereign powers!

(10) Sir George Cribbett, ''Some International Aspects of Air
Trans§ort”. 6th British Commonwealth and Empre lecture,
.R.Ae.So0c. (1950), 669 at 680.

(11) 1d., 674.
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As a result, a framework was established in 1945 within which
airline oPerators conferences could be held to negoéiate and
coordinate tariffs. The place and role of such conferences,
through participation in IATA (thé International Air Transnort
Association), has been lucidly.described in the following terms:
“"For much,the same reasons as the world does not have free trade,
but has GATT and other-general trade arrangements (not to mention
unilaterally ﬁmposed duty systems), to protect national producers
and to prevent dumping, so too governments have agreed that rates
applied by their fng carriers in scheduled services should be
subject to controls. This is‘a fundamentgl feature of inter-
governhental bilateral agreements. -International service by its
nature involves at least two jurisdictions. No one government
can prevent the other from controlling rates or can prescribe
unilaterally rates for international~service. The inter-
relationship of rates in the marketplace gave birth to multi-
lateral rate making recommendations through airline conferences,
subject to government approval." (12).

The US CAB accepted this cause - albeit not without some
powerful dissenting arguments - in 1946 (13). As will be scen
below, the Bermuda scheme provided for and, arguably, relied
upon multilateral tariff coordination through IATA Traffic

Conferences (14). .

(12) J.G. Tomka-Gazdik, "The Distinction between Scheduled and
Non-Scheduled Air Transportation”, International Bar
Association Conference on the Role of Charter Transport

in Internaiional“hviation, Amsterdam 17-18 April 1975.

(13) Agreeme AB No. 493, IATA Traffic Conference Resolution,
6 CAB 639 (1946).

4141 Be?muda‘l,dpp. cit., Annex 11I.
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YMore Liberal" Agreements

, fundamentally unchanged over 30 years,
ere introduced. In most respects the
etained (15); it was the usages which

\

There is no for \1 ﬁQassific tion, but depending on the reference
point used, the US ha§\negot1ated between 15 and 25 liberal texts
in this period. Some & erficially '"less" liber4dl agreements

become more liberal

ih their application, for example where their

neighbouring markets fﬁ\re ulated with few restrictions; the

converse is also true.

\

For present purposes, the\@greements will be ciassified according
to the nature of their prig'ng ¢lause rather than their overall -
subjective - competitiveness ‘or '"liberalism". Not all of the
agreements will be covered. Where a common theme exists,
representive clauses will be uséd; exception will be illustrated
by specific reference. The classification is as follows:

(15) For example, even "... the "open skies" doctrine does not
come into conflict with the sovereignty principle... This
approach leaves the inalienable sovereign rights of states
intact but would require them to adopt a behaviour which
opens the skies in practice subject to mutual agreement
on possible government intervention." H.A. Wassenbergh,
Senior Vice-President of KLM, "Liberal Bilateral Air
Agreements between the US and Europe and their Impact on
Latin America', speech delivered to the Ninth A.L.A.D.A.
Conterence, Aruba, 2-5 May 1979.
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US LIBERAL AGREEMENIS (To 1 May 1982) (16) |

Céhntrz ) ' " Date Pricing Article ‘
1. The 1977 Agreements . .
Singapore . | September 1977 . %‘
Senegal Octobér 1977 ’ ' ’
Liberia October 1977

- Nigeria / -.November 1977 . f Double Approval
Belgium / November 1977 ) . T
Mexico - Decembexr 1977 |

Z. The First Liberal Agreements ‘ )

Netherlands March 1978 Country-of-Origin
Israel August 1978 ‘ Double Disapproval
Korea ' September 1978 Double Disapproval |
Papua New Guinea October 1978 Country-of-Origin
Germany November 1973 ' Country-of-Origin
Fiji (May 1979) . . Country-of;0Origin

3. FullylLiberal: Double Disapproval ‘ =
Belgium ‘ - November 1978 ]

{9mai%a April 1979 . !
Sipgapore June 1979

T&%Mmi ‘ June 1979

Costa Rica August 1979 bDouble Disapproval ;'
Taiwan . October 1979

Netherlands Antilles Jahuary 1980

Finland March 1980

Jordan June 1980

E1l Salvador April 1982 |

4. Variations - 3 ,
Australia December 1978/May 1980 ° Country-of-0rigin
New Zealand April 1980 Country-of-Origin

Uk : July 1977 et seq. (Country-of-Origin)
China : _ September 1980 |

Philippines Octpober 1980 ,. Double Disapproval
Barbados Apr:1 1982 4 Band Pricing

ECAC “ ‘ May 1982

14
(16) For references to texts see Bibliography.
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2.4 The Form of the New Agreements

. A ) N (.

It will be seen that severala,,forms of agreement have been used
to introduce the various liberal reglmes.’ These include
"Protocols", "Exchanges.of Notes'", "Agreed Memoranda of
Cnde;standing" in addition to tiw comprehepswe form of full
\'Air Services (or Transport) Agreement' -(ASA). ‘

In each case their binding effect on the parties .appears’ identical. 3
Each is a "treaty" pursuant to Article 2(1) (a) of“ the Vienna
Convention and is equally governed ly international law (17).

e e

Notes and Agreed Memoranda is '"very common'" (18). The juridical
differences "between formal treaties and treaties in simnlified
form lie almost exclusively in the method of conclusion and
entry into force" (19). Thus th1s category of agreement may, -
ard frequently. does, enter into force on 51gnature subject to
the wishes of the part1es. They may be made subject to rati-

fication but this is not otherwise necessary to. br1ng ther into
force LZD,)/ A Protocol or ASA is almost 1nvar1ab1y made subj ect
to formal ratification. '

e

(17) The Vienna Convention on the lLaw of Treaties 1969.
Article 2, paragraph 1(a) provides: ' (a) "treaty' means
an international agreement concluded between States in
written form and governed by igternationalylaw whether
embodied in a single instrument or in twd Or more related
instruments and whatever its part1cu1ar de51gnat10n !
While the Convention is not formally in effect, it is
regarded in most areas as an authorltatlve codification of
international law

*

(18) II Yearbook of the International Law Commission 1966, 188.
(19) 1Ibid. ‘ ' .

(20) See, for example, "Oppenleim's Internatlonal Law" ed,
Lauterpgght, 8th ed., 307, S08.




. e e o

- N T - A

- \
. e

L} “ -

Y - .
Where the terms of a subsequent agreement, including a Protocol,

amend, for example, an existing ASA,. then those amended terms’
govern relations between the parties for the duration of the
later agreement (21) - unless a contrary intention is expressed.
In interpreting any such intention, particularly where direct
conflict exists, it appears that the subsequent conduct of'the
partiés?can be important, not only as '"a means useful for

iﬂterpra&ing the Agreement", but also as "a:-possible sou

w.subﬁequent modification" of the respective rights of the partdes

(22).

©

The US has #pparently taken a highly pragmgtic approach to the
type of document used as a vehicle for its competitive policies.
‘In this respect it has been ver& much subject to the wishes of
the bllgteral partners. The later agreements however seek fo
make any amending text an integral part of the overall compact
SO that ‘each exists and falls together. In this way, the con-

sequences of renunciation by the forelgn government become more

' ‘ N .
kD ) R o .
4 (,\/ ! 1 4 ’ \\ 4

extreme, !i.e., they cannot merely revert to the pre- compet1t1ve
status quo. a ’ .
{ - {-:;“
' . . . )
2.471 Their Domestic Nature
For US purpgses, bilateral ASAs are described as "executlve
agreements" (23), part of a category descr;bed by McNalr as
"1ntg;governmentgl agreements' (24). This less formal nature,
(21) 1Ibid.
- (22) Ar?itration Decision Interpretin Provisions of the US-
Italy Air Transport Agreement, 194 TAS 5624; /4), ..
38 T.L.R., 182 at 249, 3
(23) See, for example L1551tzyn "Bilateral Agreements on Air
Transport",” 30 J. Air L. &§ C. (1964) 248.
(24) McNair, "The Law of Treaties" (1961) at 19. Note however

that the agreement within Taiwan'was concluded between the
"American Institute on Talwan"Jand the -"'Coordination
Council for North American Affajrs".
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not generalyy requiring parliamentary approval (25), is in
keeping with many other technical arrangements between govern-
ments. It avoids ﬁnneceésarily cumbersome and time-consuming
procedures; ‘“'since such arrangements normall} contain specific
provisions for services on particular routes and between
particular terminals, they must be flexible and subject to
mbdificgtign without much delay" (26).

With this introductory background, an exploration of the new
bilaterals and their origins may now be undertaken.

(25) Congressional approval is not required in the US. See,
for example, statement on the President's role and the

. status of US aviation agreements by US Attorney-General
Clark in 1946, 40 Op. Attorney-General 451-454 (1940 -

1948), cited in Whiteman, "Digest of International Lau"

(1970), Vol. 14 at 219-221. ’

(26) Lissitzyn, "The Legal Status of Executive Agreements on
%%r Tran§portat10n - Part TIM™, 18 J. Air L. &§ C., 12 at
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CHAPTER 3. THE OVERNIGHT SHIFT IN US INTERNATIONAL POLICY:
4
NEW BILATERAL NEEDS

3.1 The 1977 Environment

By the mid-70s, US international policy was in need bf refresh-
ment (1). The effectiveness of its programmed charter strategy
had begun to wane (2). Although the charter share of the total
North Atlantic market was at an all-tame high (3) the US flayg
carrier market share was being steadily croded (4). Programmed
charters had served the purpose of relaxing controls on each set
of bilaterally exchanged rights and, in so doing, provided an

escape valve for US policy aspirations.

4
Charters had, however, been born on the wrong side of the
blanket and were rarely legitimised formally 1n bilateral agree-

ments (5). As a result, they were vulnerable to abrupt

(1) As a result of the consistent difference between the nolicy
of the US and most of 1ts bilateral partners, 1t may be 1n
the US' interest to encourage continuous change - 1f not
instability - 1n 1nternational markets. Without this, the
more conservative policies of most other governments tend
eventually to encircle and annul US 1nitiatives.

(2) Admitted in the wake of the nationalistic 1963 (Kennedy)

US International Aviation Polacy, 29 J. Air L. & C., (1963),
366, and developed through the 1960s, the use of charters as
a vehicle to gain additional entry and pricing freedom
allowed thas form of service to develop many of the opera
tional characteristics of scheduled services - to the extent
that they become '"programmed' rather than non-scheduled.
For a succinct summary, sec "Trends 1n International Aviation
and Governmental Policies", Paper delivered by TATA Director
General, Knut Hammarskjold, to a Symposium on International
Aviation Policy, Kingston, Jamaica, 31 January 1979, at 11,

. 12. These services were made possible by virtue of Article

b S of the Chicago Convention, although the framers could
never have foreseen its eventual usec.

(3) Accounting for 29% of total passengers carried in 1977
(Source: IATA).

(4) Attributed partly to the growth of non-US origin traffic,
whose preferences tend to be for national flag transportation °

(5) Even when such agreements were achieved, they were normally
limited to 12 months' duration, renewable if mutually agreed.

(continued..)
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termination or modification according to the wishes of the

~other country. The Nixon policy of 1971 (6) supported the
negotiation of charter bilaterals but results were scarce (7).

On the North Atlantic, furthermore, ECAC states wene showipy -
s1gns ol coordinating their stand on charterworthiness rules
multxlatcradly. A multilateral charterworthiness agreement
between ECAC members on North Atlantic charters had been con
cluded on & June 197§ (8},

A central anternational policy 1ssue of the mid 708 was inevitably
the reconciliation of the varying views on charter/scheduled
coexistence (9). It continued to be fertile ground for dispute

at the ICAO Special Air Transport Conferermce 1n 1977 (10},  thie

(5) C(ontinued,

This absence of de jure recognition wias a matter of (on.emn
to Scoutt and (ostello, ™“Charters, the new mode: Scettaing

4 new course in international air transportation’, Vo J. Ayr
Lo§F Co(I973) T at 1B, An exception was the US-Canada “on
Scheduled Air Service Agreement, & May 1974, US T 1 A =« TR2b

(6) Policy statement on International Air Transportation,
Department of State Bull., 20 July 197D, R6 a1

(70 According to the CAB Chairman, Sccor Browne, the U¢ <ou-ht
basic c¢lauses 1n these agreements (1) routes to he
controlled by formulae similar to those used 1n our
bi1lateral agreements on scheduled services': (11} cap ity

no limits, (111) "bilateral machinery” to avord
"substantial amparrment’” of scheduled services, and (1v)
a definition (of charterworthiness). Remarks hefore Ko al
Acronautical Society, 13 March 1972 sce Tor example &e aalt
and Costello, op. ¢1t. at 19

(B) ICAO SATC WP/9 at §.

(9) Sce, for example, "linal Report of The Think Tank on a
Coordinated Policy for Tnternational Commercial Aviation”
(19787, Lraauéf?‘*ﬁ§7¥tutc"HT_TE???ﬁ%iTonéTHETUJ§6k;‘Cbnova,
Document Series No. 1. Constituted of key industry, govern
ment and academig faigures, The Think Tank focussed on recon
ciling the regulation of scheduled and (Rarter services.,

(10) Sec, for example ICAO Circular 136-AT/42 (14977), "Polacy
Concerning International Non-Scheduled Air Transport™. Also
Report of Special Air Transport Conference, TTAD Toc. 9199,
SAT.T. - T T
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Conferehice served, 1f anything, to emphasise the breadth of

the differences on charter regulation. Perhaps the last straw
for the US had 1n fact been the {arlure to conclude a charter
bilateral with the Uk a+ part of the Bermuda Il agreement a
de facto acceptance that there had been no mutual acceptance of

the relative role to he plaved by charters (11).

The Tord Admimistration policy (12) provided little an the way
ol assaistanc e, It was an many 1espedcts g statement of the
existing s1tuation, 1n <tark contrast to the radical direction

subsequently taken 1n the Carter Negotiatang Policy of 1978 (13)

-

10 The Role of Charters an Pricing

The U amitial support for charters in the 1960« was, arguably,
to provide room for the stratepically anportant “supplemental”
gir1lines an the wake ot the Viectnam war Hoewever, this yustg

trcation had, by the late 1670 long since hecome secondary

1z

The commercial advantages for the U of anternational proprammed
charter antroduction were an avordance ot the «trict routing,
decagnatieon and capacaty contrels contained an ccheduled bilateral

Aptrecments, howevetr the "rupp temental”™ dictinvtion was retained

(11 The Agreement Jdid contarn teferences to chatters of
course fe gL, Artaicle 14 and Annex 3, 1t aleo reflected
consensus on the desairability oof negatiation of a bilateral
charter agreement, contasming, for example, "progressive
charterworthine«« conditiony” (Annex 4, paragraph (3);

t12) “international Air Iranspataton Policy of the United
States™, B Teptember 1876, After years of <oulcearching,
this ephemeral policy was a disppointment. It was finally
produced, 1n some haste, to offer a platform for the Bermuda
Il negotiating team.

(13%) Op. cit. The "Princaipal Objectaves” section of the tord

policy concluded, however:

"We recognize the fundamental amportance of maintaining
# scheduled US flag system to meet the public need for

. regular and frequent air services on an economically
sound basis. We also recognize the growing demand for
low-cost services and the inherent efficiencies of full
plane operations generally characterized by charter-type
services. Most amportantly, we recognize the need to have
governmental policies that will accommodate the competitive
interrelationships between these two types of services.”

-~
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The most valuable relaxation of bilateral controls achicved by
mass charters had been 1n the pricing area. Charters were the

"pricing spur' for scheduled services (14).

This hdd led to a curious regulatory structure in which prices
on scheduled services were forcibly maintained by the CAB at
levels above those on charters in order to support those

services (15). !

Wt the dawn of the new liberal bilateral agreements an September/
October 1977, a major philosophical rearrangement was therefore

necessary 1f low scheduled prices were to be admitted. This

step was, however, 1nevitable 1f there were as 15 sugpested
helow to be ctompatability between domestic and 1nternational
policies of the US.  The ungenuousness< of deregulation could not

embrace an artificial division of this tvpe between scheduled and
charter (10). i

(14) &See Below, Chapter 5.

(1)  The reciprocal protection, helping to insulate scheduled
«services from charter competition, 1s the imposition of
certain conditions on the charter services such as round-
trip and advance purchase requirements. These and <aimilar
conditions, are today frequently attached to low scheduled
fares al<o, to attempt to segregate '"discretionary'” from
“non discretionary” travellers.

(16) Charters domestically had never assumed the i1mportant role
which they played internationally on the North Atlantic, for
example. The step to low domestic scheduled prices was
therefore somewhat casier, albeit not entirely painless.

The first deeply discounted scheduled fare in the US was
American Airlines' "Super-Saver”. This was introdwced on
trans-continental routes 1n March 1977, despite the protests
of charter tour operators that 1t was uneconomic and
designed to destroy Advance Booking Charters (ABC) services
in those markets. The CAB permitted the fare to go into
effect, but expressed reservations about its economic
soundness and instituted an investigation to determine its
impact on competitive charter service (Order 77-3-80n).

One subsequent low fare later in 1977 was actually dis-
approved because of its potential impact on charters

(Order 77-9-23; this was a United Airlir~s proposed GIT
fare). However, 1n October 1977, the Board seemed to
accept the inevitability of developments when it noted that

(continued. .)
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3.3 Parents of the New International Attitude

This then is he cross-road at which US policy-makers found
themselves in September/October 1977, Before tlre US could
embark on a new liberal hilateral policy, some fundamental
chianges were necessary. While constrained internatiogpally by
a network of longstanding agreeménts, the domestic revolution
made inevitable the export of deregulation, both conceptually

and practically.

there is salue in exploring in a little more detail the specific
causcs f.r the US' new direction internationally. This not only

el fgfgggerstand the motivation of the US negotiators
sntnrnarv‘na}ly over the succeeding years, but also indicates
comi % the areas where US policy will need to readjust in the
retere 1f 1ts liberal international policy is to be revised or
red ected (17).

As time progressed, it became increasingly difficult to
1ssociate the «auses from the effected changes. For example,
e impact of the lLaker Skytrain wasa vital liberal lubricant

4t the taime but wa., 1tself, part of both the result and the

£
reason.

{t6) Continued. .

“the introduction*of sharply discounted scheduled fares in
prime domestic charter markets is likely to continue' (in

the course of a Rulemaking proposal to liberalise charters;

SPDR - 61, Docket 31520, 14 October 1977).

(1 The suggest on that US policy could reverse in the near

future i daring. It is at present probably near the
extreme O acceptable policy for a nation like the US;
apart f{rom ‘ons that the deregulation "honeymoon"

domestically v <uming to an end, it would seem that the
only dire "tion in which US policy can move is back towards

1Y

more corv -unal, w~ell tried, principles - underlying which
is the « , o>r ncad, to protect national flag carriers.
PQOR COPY
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Among the main reasons for change were the following:

Domestic deregulation

"Small government" )
The industry and economic climate
The new Carter team

Bermuda I1I

The J.aker Skytrain

3.3.1 Domestic Deregulation

This had already been discussed seriously for several years (18).
The prospect of lower fares was a popular platform for polit-
icians, which developed into a broadly based belief that the
domestic industry would genuinely benefit from less regulation.
Great publicity was given to. the comparable fare levels in intra-
state services, for example in California where there was no
price control; here Pacific South West Airlines (PSA) offered
significantly lower per mile rates in certain markets than did

the larger, regulated inter-state operators (19).

[

(18) According to former CAB Chairman, Secor Browne, ''the actual
sequence of events is highly interesting. As I recall, it
all started with Senator Kennedy's hearings in February
1975. For those of you who would be interested there is a
fascinating Harvard Business School study that came out a
year or so ago of the organization and strategy for ‘those
hearings. Senator Kennedy, and his advisors were leoking

for an issue with visibility and populist appeal. Certainly,
deregulation of the airlines turned out to be such an issuwe."

("Air Service in the 1980s --Setting the Stage: the Stormy
Air Ocean'; speech by Secor D. Browne before the Airport
Operators Council International (AOCI), Mexico City, 39
September 1980).

(19) See, e.g., "Oversight of CAB'Practices and Procedures",
Hearings before the Senate Subcommittee on Administrative
Practices and Procedures of the Senate Judiciary Committee,
94th Cong., Ist Sess. (1975).
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By the end of 1976, substantial publicity had been given to the
various legislative initiatives. Already five bills had been
circulated or were in preparation and there was some expectation
that legislation would pass the floor of the Senate in early
Spring 1977, As it was, a furthér 18 months would pass before
President Carter signed into law the Deregulation Act (20). ,

Despite the lack of new legislation, the draft Bills created an
environment in which Chairman Kahn and the CAB were able to take
a relatively cavalier approach to the limits of the existing law
- knowing that any legal inconsistencies would shortly be made

o

irrelevant.

Even until mid-1977, there remained a popular assumption outside
the US that deregulation was strictly a domestic phenomenon.
This ignored the ad hoc but explicit interventions of President
Carter in the international pricing area;- even in purely
operational terms it would be difficult to imagine that the US
airlines' networks could successfully operate under distinctly
separate systems. Also, most foreign carriers are limited to
one or two access gateways in the United States, behind which
they are obliged to rely upon US carriers for connecting trans-
portation; given the geographic extent of the US, the domestic
fare structure would therefore affect most through fares beyond

the first gateway.

Conceptually, too, a separation was unthinkable. For example,
a two day sequence of hearings in the United States Senate on

the Bermuda II agreement began on 29 November. These were the
first in a serigs before the Aviation Sub-Committee (chaired by
Senator Howard Cannon) on the subject of international aviation

v
B T ™

policy. Further hearings, focussing on government organization
in international aviation, were held in early 1978.

e

(20) 1978 Airline Deregulation Act. Almost unnoticed, a first
major step towards cargo deregulation had occurred in
legislation in November 1977 - the "Omnibus Aviation Bill",
HR6010, took the all-cargo deregulation provisions from the
genuine regulatory reform bills en before both Houses.
Most importantly it provided for the phasing in of unlimited '
route entry.
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VW g

AR T e

e,

. I TIPSR |y e

oY
NN
In announcing plans to hold the hearings, in August 1977,
Senator Cannon said that he was concerned ''that at a time when
we are’trying to improve our domestic air transportation system
by introducing more of the principles of free enterprise, we
are agreeing to bilateral arrangements that increase the role

of government regulation and restrict competition in international

aviation to a greater degree than ever before (21).

3.3.2 '"Small Government'

To the momentum already possessed by the deregulation movement
was added President Carter's electoral pledge to reduce regul-
ation and the involvement of government generally in the market-
place.

It was not surprising therefore that on taking office in

January 1977, he followed the advice of his White House aviation
advisors to support strongly the domestic aviation deregulation
moves already under way. Justifying this approach, inter alia,
was the thesis that '"support (for aviation deregulation legis-
lation) may produce a "quick hit", to fulfill campaign commitments
to cut outdated and unnecessary programs, benefit consumers,

challenge special interest influence over the bureaucracy." (22).
AN

As it turned out, the '"quick hit" was not to be; there was,
nonetheless, an apparent®y unprecedented White House involvement
in day-to-day international air transport (pricing) issues during
the next few months (23).

(21) See International Aviation Hearings before Senate Aviation
Subcommittee, 95th cong., 1st Sess. at 63-88 (1977).

(22) Memorandumgfof 22 December 1976 entitled "Executive Summary:
Options orf Airline Regulation Reform", addressed to the
President-flect from Simon Lazarus, Mary Schuman and
Harrison Wgllford, Members of the Transition Advisory team.

v

(23) See IATA Reg. Aff. Rev., Vol. 1, No. 1, 3 November 1977,
pp. 5-8 and 27-38. .
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he™ndustry and Economic Climate
\

US carriers were divided as to the merits of deregulation; a
majority opposed the concept. Financially, 1976 had been a
recovery year for the US economy. Airlines had performed fairly
well and many showed reasonable profits, with 1977 figures even
stronger (24). Furthermore, '"the short-term outlook up to the
end of 1978 (indicated) fairly favourable economic conditions"
(25). ’

3.3.4 The Carter Appointees

The advent of a new Administration in the US always results in
widespread personnel changes, but on President Carter's arrival
the characters were such and their mandate for innovation so
broad that unprecedented aviation policy reversals became .
possible. To attribute a great part of the change to certain

key individuals is inevitable.

Furthermore, the inter-Agency struggle for supremacy was never

greater than during this period of major regulatory change. With

two powerful departments, State and Transportation, as well as a
long-standing congressional agency, the CAB, all involved in

international aviation policy, areas of responsibility frequently

overlapped substantially.

(24) The domestic trunk carriers showed net revenues of $276
million in 1976 after a net deficit of $67 million in 197S5.

An all time record year followed in 1977 with a net of $384

million, to be surpassed in 1978 ($762 million). Source:
CAB Handbook of Airline Statistics.

International results were also strong. In 1976 IATA

member airlines (domestic and international) had their best

year since 1969, with a total operating profit of $1,106
million. TITATA Director-General, Mr Knut Hammarskjold's
"Report on the State of the Air Transport Industry, 1977",
Page 5. At that time 1977 estimates showed strong results.

(25) 1Ibid.
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The fact that President Carter appointed Alfred Kahn as Chairman
of the CAB undoubtedly did a great deal to accelerate and
facilitate US policy change. Within a few weeks, Chairman Kahn
became an internationally known combination of hero and villain
(26). Kahn's philosophical leadership and his ungenuous approach
to politics made him a central character in each of the major
developments of the two years following his appointment in June
1977.

Among the many innovations in which he was involved, he was
personally author of the so-called "IATA Show Cause Order" (27).
The impetﬁs for the CAB created by his Arrival also created a
greater instability in the always doubtful balance of policy
power between the key Departments of State, Transportation and,

o L i i st ot s s N+

to a lesser extent, Justice. This in turn produced a rivalry

to be seen as policy leaders - which at this time meant

deregulation movers.
3.3.5 Bermuda II
In some ways, the Bermuda JII agreement was '"the most anticompet-

itive understanding .ever entered into by the United States, as
it gave up in large part, multiple designation and established

Tentrolled designation. It drastically curtailed fifth and i
sixth freedom rights for US carriers. It established a complex
regime for capacity and schedule limitations." (28). ;

(26) The White House Office of Management and Budget (OMB) had
no doubt as to who should be chosen for the post and
proposed Kahn to President Carter. When directed to provide
five choices from which the President could seleect, the OMB
supposedly merely resubmitted Kahn's name written in five
different ways - an indication of their belief in his
credentials.

(27) Order 78-6-78, 12 June 1978.

(28) Edward J. Driscoll, NACA, opening testimony at Intefnational
Aviation Senate Hearings, op. cit., at 28. The agreement
was nonetheless also the first to include incitements to
"ipnovative', "individual" airline pricing.
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This type of criticism of the agreement was offered by numerous
figures in the United States. Taken together with its failure
to produce any direct linkage between charter and scheduled,
there were in fact grounds for believing that Bermuda II con-
tained more restrictions than any.other US bilateral agreement.
Against this, Alan Boyd, the US Chief Negotiator in the Bermuda
II talks, made the point that the practice could be equally as
important as the form. He observed that capacity <control
provisions in the Bermuda II were necessary because the UK had
increasingly been interpreting the 1946 agreement unilaterally;
he also defended the treatment of charters in Bermuda II as "at
least as liberal... as presently exist. Charters are included

for the first time in the basic agreement on air services." (29).

In the present context, the Bermuda II agreement provided the
direct stimulus for the new wave of bilaterals. <This it, did in

two ways: .

(i) It actually provided the pricing key, overlooked by mbst
of its opponents at the time, which helped to create an
environment in which low prices became not only desirable,
but inevitable. This was the Laker Skytrain; the service
began on 26 September 1977.

(ii) 1It provoked a widespread belief, in government, in the
Congress and publicly that a new bilateral course was

necessary.

—

(29) Aviation Week and Space Technology; 5 December 1977.
In fact charters were not actively provided for.
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3.3.6 The Laker Effect: The "Reguléto:A Accident™ (30)
I

Had it not been for a decision of the UK qOurt of Appeal"ﬂ'
December 1976, it is conceivable that the Bermuda II agreement
would have included single destination on all routes (31).
There would have been no Laker Skytrain; the whole policy
reorganization in the US would have occurred far less dramat-
ically and, arguably, with much greater difficulty. us policy-
makers in fact had greatness thrust upon them.

The Court decision had been a confirmation of Laker's position

7 bt bt s p MM T e b Al 0 7 7 2

that the UK Govérnment had acted ultra vires in '""de-designating"
Laker Airways 532). The timing of this decision was critical

Pl

et oo

(30) This expression was coined by IATA Director-General, Mr 4
Knut Hammarskjold, in 1977: 'While Skytrain may prove to
be a vital and appropriate service in the London-New York
market, it is a regulatory accident. Both US and UK
authorltles... initially sought to prevent its operation.¥
It had "characteristics which distinguish it from both =
scheduled and charter operations' -("Report on The State
of the A1r Transport Industry", 1977, op. cit., at 10)

(31) The UK's objective had been "single designation on the
North Atlantic"; Patrick Shovelton (leader of the UK i
negotiating team), "Bermuda II - A Discusssion of its .
Implications; Negotiation and Agreement", Ae.J. February
1978, 51 at 53. -

et

(32) Laker Airways-v Department of Trade (1977) 2 All ER, 182.
The case wasconstltutlonally important, turning on the issue
of executive prerogative.

In 1972 Laker had been awarded a licence by -the CAA to
operate a "Skytrain" service between New York and London.
Notice of designation was duly made to the US in February
1973; the US CAB granted an operating permlt in March’1974,
This was subject to Presidential approval, not forthcoming
at the time. ‘

In July 1975, the UK Trade Secretary reversed .the CAA's
decision and withdrew the designation, upon which the US
CAB's conditional approval was withdrawn, neveér having been
signed by the President. In the following year, the Trade
Secretary issued a "Policy Guidance" paper (Cmnd. )
purportedly in exercise of statutory powers; inter alia

1

¢
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this sought to codify a single designation policy, with no
place for Laker. Laker brought an action on the grounds
that the Trade Secretary's action was ultra vires, in
conflict with the governing statute. Hence, Laker main-
tained, the airline's designation could not be withdrawn.

(contlnued..)
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to the negotiations, almost midway rough the 12 monih“hotice

period following the UK's Notice of Termination on 22 June 1976.
As the 1eader ,of the UK delegat1o# observed this '"'was.bound to
effect the ~negotiating stance taken by the UK on single desig-
nation'" as it effectively obllged the Government to seek a ’
New York-London role for Laker. Clearly British A1rways could

?

not be displaced.

}
1
Y

Hence, "one of the obJectlves of the UK negct1at1ng team in
Bermuda II became the assurance that Laker Skytrain might opetate
under - the new agreement” (33). Double designation was agreed for
the London-New York and Los Angelées routes and the die was cast.

-

%
eave was granted to appeal to the House of Lords,
ption was not pursued to its conclusion. The Trade
Secretary had been replaced; the new incumbent, Mr Dell,
held different beliefs. "In fact the process of appeal to
‘the higher court had begun before Dell's arrival and was in
'practice irreversible. To general dismay, he refused to go
to the Lords... by now the public appedl of Skytrain was
only too obvious. Arguments became.so fierce that at one
point Dell thumped the table. It was his neck on the
political block, he told his officials." (%®Fly me, I'm
Freddie", Eglin N. § Ritchie, pub. Weidenfel

Nicholson (1980), pp 214, 215. )
Mr Dell had envisaged "negotlatlng a special arrangement
with the US to cover the operation of Skytrain as licensed
the CAA" (Aviation Daily, 16 February 1977, 251) This the
US was predictably unprepared to accgpt.

(33) Shovelton, op. cit., 53. ~

W

i



29

3.4 Seeds of the New Bilateral Strategy

1 Origins of the '"Matching' Philosophy

3.4,

N

|
As wil\l be seen below (34), the concept of 'matching" or
"meeting' a competitor's price is fundamental to liberalized
pricing. Its importance in a new competitive environment became
clearly apparent at this early stage. As an indication of the
pricing impact of the Skytrain service, the lowest available
New York-London scheduled fare permitted by the CAB at the time
was an Advance Purchase Excursion fare (APEX) priced at $350 (35).

Laker's proposal was for one way fares only (in keeping with the
standby concept); these were to be $135 New York to London and
$101 (£59) London to New York, making a total rountrip cost of
$236 from the US.

On 23 August 1977, Pan American subhmitted to the CAB a
"Justification of North Atlantic Passenger Fare Agreement" (36)

in which it presented justification for an agreement reached

between IATA airlines at a Conference in Geneva, 10-12 August
1977 (37). This proposed three new fares: a Budget fare, a
standby fare and a Super-Apex; the standby and Budget fares
were available only on the New York-London route, while the

Super- Apex was to be effective on "most North Atlantic markets'.
The proposed effectiveness of the agreement was from 1 October

1977 to 31 March 1978.

(34) Chapter 6.

°

(35) CAB Order 77-9-55, Docket 29123, Appendix A.
(36) CAB Docket No. 29123.

(37) For example, IATA Press Release No, 8, 15 August 1977. The
budget and standby ftares, grestricted to New York-London,
were to be offered, subject to capacity limits, by the
three third and fourth freedom operators (British Airways,
Pan American and TWA; 7 00 seats each per week in each
direction), and three fifth freedom operators (Air India,
350 seats; E1 Al, 200 seats; and Iran Air, 250 seats).
The new, low Apex ('Super-Apex') fares were agreed not only

for New-York London, but also to other European destinations.

At this stage New York was the only US gateway affected.
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Pan Am maintained that, "each of the three fares is proposed
as a competitive response to the Laker 'Skytrain' fares. That
is the principal point. Pan Am did not choose these low fare
levels. Laker did and, with some misgivings, the Board approved
them... A competitive response is necessary.'" (38).

\
The eventual outcome of the proposals was in fact that the
Laker-competitive fares were approved, but at this stage, Pan
American still felt it necessary to state that "while the Laker
fares are too low, the three IATA fares, and particularly the
Budget Fare, are sufficiently cost related that they are not
predatory and are justifiable on that basis apart from the need

to meet competition.' (39).

Hence, Pan Am was concerned that the IATA carriers could be
prevented from matching the Laker fare on the grounds that such
action was predatory on Laker's Skytrain! It was to avoid this
type of anomaly that specific provision was subsequently made 1n
liberal bilateral agreements to permit all competing carriers

to match any fare filed by a competitor (40).

(38) Pan Am justification, op. cit., 2.
(39) Id., 3.
(40) See below, Chapter 6.

The Board's issue of a permit to Laker had also contained
provision for suspension if '"the UK Government should uni-
laterally restrict the capacity or fares of US carriers
operating a service in the market competitive with (Laker’
(Laker's)'", (Order 77-6-68, p. 1).
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At this stage there was also another competitor to contend with
the defence of the yﬂgjlpl pricang spur. In what Pan Am

+

described as "an 1ronic and extraordinary document'', the
lepartment of Justice had filed on 15 August, requesting the

CAB to suspend the proposed fares on the ground that they were
"likely to be predatory, coincidentally or intentionally, with
respect to charter services' (41). DoJ believed that intro-
duction of the fares would place charter services *'in danger of
heing permanently climinated”. It stressed that 1ts concern was

"with compctition, and only coincidentally with competitors. If

charter services die, the only vestige of price (ompetition an
international aviation dies with them."” (42).

DoJ then sought to interpret the cffect of the Presaidentyral
statement of 22 April on prace competition (43) "The President,
who must approve the Board's action in this case, has made lear
that he favors price competition 1n international aviation,

Some might argue that the President's position mandates approval
g I p Pl

of all proposed i1nternational fare reductions. However, the
Presadent ' position cannot reasonably be construed to support
this type of "discriminatory sharp shooting", which may well have
the effect of destroying (ompetition 1n the long run.” (44)

In the course of this filing the Justice Department also made a
proposal eventually to lead to the series of "suspension agree
ments" (45). "Fven 1f the Board permite these fares to become
effective, 1t 1s essentaial that the Board nevertheless continue
to monitor closely their effect on charter competition 1n the
North Atlantic market." (46).

(41) Department of Justice filing, Docket 31232 et al, 15
August 1977, pages 2, 3.

(?2) Ibid.
{41) See above, page 1.

(44) DoJ fa1ling, op. cit., 6, 7. The use of the words
"discriminatory sharp-shooting” have developed a partacular
meaning in this context. See predation and discrimination
sections below, Chapter 7

(45) Sece below, this Chapter.
(46) DoJ filing, op, crt., 7.

PRV
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As will be scen, Dol's fears were subscquently overridden, but
the 1ssues still remained to be addressed. Mcanwhile, the

basis for price matching had been established.
3.4.2 The Beginnings of Scheduled/Charter Price Competition

Thus an September 1977 the scene was set for a new form of price
competition for the North Atlantic. lfrom this moment, bilateral
Iiberalization of scheduled pricing controls became essential to

US anternational policy (47).

The transation from reliance on charter price competition to low
scheduled pricing was rapid, but it raised some painful strategic
questions. These centred around the DoJ concern that the long:
term amplications of low scheduled prices would be to drive
charters from the market (1n the short term 1t was assumed that
the Iaker operation would maintain an adequate competitive thrust

on the North Atlantic) (48).

Remarkably, at thas tame of regulatory upleaval, the longstanding
and carefully developed charter competition policy was discarded
without any {formal reevaluation In effect the princaples were
developed from the practace a deductive rather than the more
usual 1nductive process<.  The only guideline was the Presidential

directive to “trade opportunities, not restrictions'.

147) From this starting point flowed also the need to achieve
for scheduled services the market access and.capacity
freedom which went with charters. (See below, Chapter 5.)

(48) With the demise of Laker Airways in February 1982, 1t
remains to be seen whether the concern 1s a real one.
Even assuming the DoJ sccenario to be accurate, 1t should
be noted that the supplemental airlines are still in exist-
ence - although the US' "supplemental" classification no
longer exists and those airlines now operate scheduled
services of a type very similar to their previous programme
charters. They also of course retain charter authority.
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In a matter of weeks in September/October 1977, the US totally
redirected ifs 1nternational pricing policy in a manner unprec-
edented in post war aviation. To understand the strategy of

subsequent years, a step-by-step account of those weeks offers

valuable insaight. ¢

7 Scptember: Thc(Board 1ssued an order suspending and
ini1tiating an i1nvestigation of standby, "Budget" and Super-
Apex fares filed by six carriers for the london-New York
market. No formal consideration had yet been given to the
Pan Am justification of the IATA package; oral argument on
this had been set for 7 September. The specific fares at

issue were part of this package (49).

In suspending the fares, note was taken of submissions by US
supplemental airlines that ''the proposed fares are uneconomic
and predatory, and will destroy the North Atlantic charter
markct"»&SO). The Department of Justics had restated, but
differently, 1ts argument raised at the Pan Am filing - ''the
fares are predatory and will drive the supplemental carraers

out of business' (§1).

14 September®™ The President was less than enthusiastic in
accepting the Board's decision. In a letter to Chairman Kahn,
the President approved "the temporary suspension for foreign

policy reasons' (52).

(49) CAB Order 77-9-43. (Note a tari1ff package is ''submitted";
actual individual tariffs are ""filed".)

(s0) 1d., 1
(51) Id., 2

(S2) Letter fiom President Carter to Chairman Kahn,
14 September 1977.
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He noted, however, the importance of the "North Atlantic
aviation fare structure "to US'" foreign economic policy”,
thus linking "economic" with general foreign policy (which
was more clearly provided for under 5.801 of the Federal
Aviation Act as an exercise of Presidential power), and

reserved "ultimate decision on the merits of the final
order which I expect to receive by September 16" (53).

16 September: After due consideration, the various filings

were dealt with together. The standby fare (at $256 New York
-London) was approved, as being an "appropriate competitive
response" (54); the Super-Apex proposal was disapproved as

it was clearly "intended to compete primarily with charters,

and not with Skytrain... and the presence of Skytrain merely

offers an opportune occasion for introducing it" (55).

The

Budget proposal raised a different problem. Although

again regarded more as a response to charter prices, the

Board felt constrained not to limit the scheduled carriers

only to a standby reply to Laker. Hence, it was approved,

but '"'subject to an increase to a more appropriate fare level"
(56).

(53)

(54)

(55)
(56)

Ibid. S.801 (b) provides for the President to disapprove
a CAB suspension, etc., of international tariffs '"for
reasons of national defense or the foreign policy of the
United States". ‘

Order 77-9-55, page 5. When approving the Skytrain (Order
77-6-68, op, cit.), the Board had set out rough guidlines
within which it believed appropriate responses could be
made to this "experiment in low fare scheduled service".
Id., pp 9-10.

Id., p. 1.
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The Board concluded on an almost plaintive note which trans-
parently presented the dilemma in the whole transformation

which was taking place:
"No agency that regards its principal responsibility as one
of protecting the consumer can be happy about suspending

- 3

- proposed reductions in fares, or altering them in such a way

as to make them less attractive to the public... But we
cannot ignore the fact that the Super-Apex, and, to a lesser
degree the budget fare, threaten the survival of what any .
impartial reader of recent history must agree has been the
prime source of competition in this market - competition
which has provided demonstrable low-fare benefits to

travellers."

However, it continued, '"We must be careful not to confuse a

policy of competition with a policy of laisse faire (sic).

The entire logic of our antitrust laws is that competition

is not necessarily self-sustaining; that it is necerary to
prescribe th'e rules of the game. This is all the more true
where there exists in the market, beyond the reach of the
antitrust laws, a collective body of all the major competitors,
which serves as an agency for setting their rates in concert
and even, as in this case, a limitation on capacity. The
notion that we must in these circumstances blindly peérmit any
and all rate reductions agreed upon by such a body, which
create a genuine possibility of restoring the market more
nearly exclusively to its tender mercies, can only be charac-

terized as either disingenuous or naive." (57).

(The agency referred to was of course IATA. Hence the Board,
somewhat naively, assumed here that IATA provided the threat
to US competitive policies; this overlooked the more elusive
role of foreign governments - which of course also possessed
the ability to control entry and capacity in addition to

prices.) — :

(57) 1d., 13,

e s T, st
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26 September: President Carter was undaunted at the prospect
of being characterized in this way. On 26 September, he
rejected the decision as '"'inconsistent with this Adminis-
tration's foreign economic policy" (58).

Stressing a commitment to ''the benefit of American'Eonsumers",
the President was ''mot convinced that these innovative,
carrier-initiated, low fares would damage the international
aviatioh system" (59). (Significantly, the emphasis was here

on damage to the "system" rather than to charter services per
i
se.) '

The fares were thus permitted to go into effect. As a result
charter-competitive scheduled fares were introduced for the
first time on the North Atlantic.

There were two further matters, however . First, unknown to the
CAB, the Department of State had negotiated an ad hoc '"'suspension
agreement'" (in an Exchange of Letters) with the UK on 19/23
September with the purpose of permitting suspension of the fares
if they subsequently proved to be 'predatory" (60) - thus, in
part, responding to the CAB's concerns. -

(58) Letter from President Carter to CAB Chairman Kahn, 26

September 1977. On this occasion, the President referred
expressly to his powers under Section 801 of the Federal
Aviation Act.

(59) 1Ibid.
(60) See Exchange of Letters 19/23 September 1977, TIAS 8811.

It was not however specified whether they must be fpund
"predatory" vis-a-vis, for example, charters, other
scheduled services, or even the "system" as a whole. The
suspension agreement was necessary because the jterms of
the Bermuda II agreement did not provide for suspension of
tariffs already in effect; the ad hoc arrangements per-
mitted suspension on 6 weeks' notice (see, for example,
Order 77-10-139, Docket 31564). Chairman Kahn was not
party to the decision to make this agreement with the UK,

(continued..)
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Secondly, the Board was recommended to "liberalize charter rules"

to make charters '"more competitivé with the new low fare scheduled
flights and more responsive to the foreign economic policy Teasons

for encouraging low fare passenger service" (61).

These two steps héra ded the new era of US bilateral policy,

the former by establishing the groundwork for a new form of
bilateral dialogue be n governments, in negotiating expressly
on the issue of tariffs; the latter, by setting in motion the
basis for charter/scheduled competition.

In fact the suspension agreements proved to be more cosmetic than

real.

By February 1978, as the low fare trend extended beyond

the UK market, at least a dozen further such agreements had been
signed (62), but no low scheduled price was ever withdrawn as
being ''predatory" on charters. The strategy nonetheless had a

cautionary effect; numerous low-fare filingg were rejected for

markets where no suspension agreement was sighed (63).

(60)

(61)
(62)

(63)

Continued.

complaining that, while "everybody and his grandmother"
was involved in it, no explicit communication had been
received from the Department of State (Aviation Daily,

4 October 1977, page 178). Kahn, who was most upset at
President Carter's 26 September decision, only learned of
the agreement at the beginning of October.

President Carter letter, 26 September 1977, op. cit.

IATA ""Reg. Aff. Rev.", Vol. 2, No. 4, 3 February 1978,

175. Among those agreeing were Belgium, Germany, Israel,
Netherlands, each of whom concluded liberal agreements with
the US in 1978.

Ibid. Approximately 21 rejections occurred, some of which
were subsequently reversed on signature of an agreement.
Approximately 7 bilaterals already permitted ex post facto
disapproval of tariffs.
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3.4.3 The Essence of Bilateral Intergovernmental Pricing

By moving toreliance on tariff bilateralism, the US was in effect
reversing a 1973 Administration position (put forward by the CAB
in Order 73-4-64). This was, in essence, that a multilaterally
effective tariff structure could not be developed through
bilateral negotiations between governments. In Pillai et al
v_CAB (64), the US Court of Appeals, District of Columbia, had
rejected the validity of this position- and vacated the Board's
Order denying the petitioner's request for review of an IATA

North Atlantic fare .structure.

This structure was in fact an extension of the status quo - with
the 1972 levels to be applied in 1973. The Board had approved
this arrangement reluctantly, believing that all alternatives
had been attempted, including attempted fares negotiations with
European governments. This was the only occasion when inter-
governmental b%lateral tariff negotiations had been attempted

by the US.

The majority in Pillai however stated that '"while the Board did
conduct bilateral discussions, these were all aimed at procuring
unanimous multilateral agreement, rather than individualised
understandings pertaining to separate routes. There is a vast
difference between the strategy appropriate to achieving
bilateral as opposed to unanimous agreement - and the Board's
commitment to unanimity abowve all else is demonstrated by the
fact that it continued to allow each individual country to
exercise effective veto power over any change in the overall rate
structure ." (65).

(64) 12, Avi., 18,037.
(65) td., 18,044. )
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There was, declared the Court, no indication in the record that
"United States Government representatives made any effort with
any other individual government or foreign airline to achieve
any bilateral rate agreement on any single route, although the
international intergovernmental airline framework is based on
bilateral underlying agreements between the United States and

each individual foreign country'" (66).

These arguments were rejected at the time by the Board and
Administration, but appear to describe the thinking which was
now being introduced into US tariff policy ofi the North
Atlantié in 1977. The next step was to '"market" pricing,
leaving the airlines themselves to establish tariffs

relevant in each bilateral market; however, the inherent
governmental interest in its national market has ensured
unprecedented regulatory intervention in tariff details - a
prime example being the minutely detailed US-ECAC negotiations

of 1981/82 (67).

2

3.4.4 Increasing Charter Liberalisation and Supplemental Entry

Although the whole suspension agreement 'experiment (was)

related to charters and charter liberalization'" (68), pressures .

by the CAB to create a direct linkage in these items were not

successful. Chairman Kahn and the Board favoured suspension of

the scheduled fares until the foreign governments concerned

"agreed to accept the United States charter rules" (69). 5
}

O

(66) Id., 18,038,
(67) See below, Chapter 8.

(68) Per Joel Biller, US Department of State Deputy Assistant
Secretary, reported in Av. Daily, 4 October 1977, 178.

Pt o

(69) Letter of 4 October 1977 from CAB Chairman Kahn to DoS
Secretary Vance and DoT Secretary Adams. Av. Daily,
7 October 1977, pp 202-203. The letter was copied to
several other interested parties. At the top of the list
were the National Security Council and Department of '
Defence, each very interested in the future of charters.
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Philosophically this approach would have been counter to the
Carter directive of '"trading opportunities rather _than restrice-
tions'"; in practical terms it would have dulled the momentum
towards greater pricing competition. Thus, the less obvious
but more acceptable option was retained. This was one occasion
where Kahn's directness would probably have been unsuited to
bilateral strategy.

Always the pragmatist, Kahn immediately set in motion a massive
programme of cliarter liberalization, whose eventual objective
was to remove entirely the regulatory distinction between the
two forms of service (70). Inherent in this was (i) 1liberal-
ization of charterworthiness rules themselves and (ii) allowing
the participation of the '"supplemental' airlines in scheduled
carriage. Each of these was rapidly achieved.

By the end of 1977, US restrictions on OTCs (71) and ABCs

(72) had been removed or greatly reduced in so-called "interim"

liberalization (73). On 14 March 1978 the Board instituted a
proceeding to establish "Public Charters', &n omnibus type

removing most restrictions on charters (74). The Board's feeling

(70) Here Kahn's cavalier attitute dominated. The Board in
fact had, until amending legislation was passed in 1978,
a statutory duty to maintain a distinction under the
Federal Aviation Act. See, for example, discussion in
CAB Docket 23944, 3 June 1976, "Supplemental Renewal
Proceedings", extending supplemental carrier authority.
In November 1977 the Justice Department opined that '"the
line between charter and scheduled carriers is crossed
whenever public solicitation by the direct air .carrier
is allowed" (Av. Daily, 7 November 1977).

N
(71) '"One Stop Inclusive Tour Charters".
(72) "Advance Booking Charters".

(73) CAB Docket 29926, Part 378a, 8 November 1977 and Docket
31520, Part 371, 15 December 1977. {

(74) SPDR-64, Docket 32242 and SPDR-61, Docket 31520 op. cit.
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of urgency was such that an ""emergency blanket waiver' was
granted to "all US and foreign direct and indirect air carriers
authorized to operate passenger charters' (75), for a ""'temporary"
90-day period beginning 19 April 1978 - even before comments

were received on the original proposal.

. ) ¥
This was in fact the beginning of public charters. The waiver

permitted (i) intermingling of passengers of different charter
types, (ii) elimination of minimum group size requirements,
(iii) the 'sale of one-way ABCs (the first time that anything
but round-trip sales had been permitted), (iv) the operation of
less than planeload charters, (v) selective price discounts and
a variety of other increases in flexibility. A minimum contract
size of 20 was however retained, ostensibly continuingo the
scheduled/charter distinction. -

As sole.d\lssenter to this waiver decision, Member 0'Melia des-
cribed it as a''cavalry charge gesture'" (76); it remained in
effect until the formal '"Public Charter" decision replaced it

on 14 August 1978, in broadly simila&, but permanent, terms (77).
Existing charter .types which were more restrictive than public
charters were to be phased out by 1 January 1979 (78).

These actions raised the next problem. Most countries were not
prepared to accept liberal charterworthiness brovisions of this
kind. Hence, to complete its 1liberal bilateralfﬁrOgramme, at
least country-of-origin charter provisions had to be included.

(75) Order 78-4-122. (Order 78:5-85 subsequently withdrew one
of the waivers which would have permitted '"part-charters",
the carriage of charter passengers on scheduled services.
Part charters only became permissible under US law on
1 January 1982.)

(76) Order 78-4-122, 6.

(77) Reg. SPR-149, Part 389 '""Public Charters", Final Rule,.
adopted 14 August, effective 15 August.

(78) With two exceptions; affinity group charters and special
event charters were retained. ‘

-~
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A different problem was raised by the grant of scheduled
authority to supplemental airlines, the other charter-

‘ deregulatory move. Here the issue wa’s entry, rather than
charter rules. It was not until September 1978 that Vtemporary
exemption authority' gave international scheduled routes to the
first supplementals (79).

T

3.5 The New Bilateral Needs ‘ o 1

While the momentum of these developments,waskgrowing it was
readlly apparent that extreme changes in the 1ntern7t1nna1 ;
regulatory structure would be necessary if US ob;ect1ves were
not to be thwarted. ' : . f
'
From the events of September/October 1977 the following needs ;
emerged for a successful competitive policy: 1«
1) - there must be head-on competition in pricing between
scheduiéd and charter services; this entailed unqual-
» - ified ability to '"match" competitors' prices (80); .
J A L
2) charter rules must be liberalized to the extent that \
all competitive restrictions on their operation were

removed;

—~--3) carrier entry, particularly to extend the opportunities
for "supplemental" airlines, must be expanded (81);

»

(79) CAB Order 78-9-2, 1 September 1978; the authority was |
effective 12° Septémber. -Capitod Internatlonal was awarded o
rights between' Brussels-Boston/Chicago/New York; World t
Airways between Amsterdam- Ba1t1more/Ch1cago/Detr01t/ '
Newark and Oakland. These awards were made in the course !
of the "US-Benelux Low Fare Route Proceedings", Order
78-6-97. ~As will be seen below, this was t e first of the .
so-called "multiple permissive route award' cases to be .
initiated for international routes. _ - !

(80) *In fact the CAB subsequently partially limited this abi 11ty
by preventing increases in normal economy fares - a typ |
ad hoc predation prevent1on. See, *for example, Order - ‘
78-9-38, suspending TWA increase proposals.»y )

!
(81) This of course went hand-in-hand with the. broad economic i
objective of freedom of entry generally. {

3 -
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4) 1linked closely with the third need, any constraints

on capacity, other than those of the marketplace,

must be removed; and

5) given the likely contraction of charter services,

expanded route access must be guaranteed for
scheduled operations (this wég not a major problem
for the US as extensive rights already existed for
US carriers; the accent in US negotiations was now -

to be on intermediate and beyond rights).

In more general terms, the US had now to prepare, institutionally
and strategically, for bilateral intergovernmental confrontation
over tariff disputes. As will be seen, its hard-line bilateral

provisdons in this respect place’enormous strains on the whole

liberal bilateral structure,

2

A further need, felt by the Board, was for at least interim
protection for charters through the medium of linking low
scheduled fares diréctly with charterworthiness relaxation; as

seen above, this was not to be (82).

The next Chapter will explore the way in which these new

LY
objectives were mowlded and shaped into a totally new bilateral

negotiating strategy.

(82)

Of interest at this stage is the total pre-eminence in
policy evolution of passenger fares. Freight rates and
operations generally followed - and often - led in terms
of actual deregulation, but it was always passenger fares
which attracted and influenced the policy formulations.
The various Orders in the CAB's Show Cause Proceeding on
IATA tariff formulation (see, e.g., Order 78-6-78) barely
if ever referred to freight rates, while affecting them
equally. As a result, paradoxically, it was relatively
easy to introduce domestic cargo deregulation., (The first

step was in the "Omnibus Aviation Bill, HR 6010'". See
above). President Carter's first international pricing
intervention had however concerned freight rates; letter
to (then) CAB Chairman Robson from President Carter, 22
April 1977, concerning TWA filed rates (CAB Docket 30716).
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CHAPTER 4. FORMULATION AND IMPLEMENTATION OF AN 1INTERNATIONAL
NEGOTIATING STRATEGY

Two 1ssues now had to be addressed by the US' regulators.

First was the obvious need to develop a coherent overall policy,
but this had to be done quickly. Bilateral negotiations with
liberalising terms were already taking place - partly with a

view to dispelling the cloud created by adverse comments over
Bermuda 11 and, hopefully, preparing for a more liberal agree-

ment with Japan (1).

Existence of a formal negotiating policy would offer the dual
advantage of (i) setting out specific objectives against which
US negotiatiors could measure their achievemente (and decide
whether or not to proceed to agreement) - 1.e., a '"(redo" and,
(ii) to guaranteec, for the President and for Congress that

another Bermuda II "mistake' could not occur (2).

(1) As will be seen below, more liberal agreements were

negotiated with Senegal (17 October), Belgium (18 October),

Liberia (28 October): Nigeria (4 November); Singapare
(2 December), Mexico (19 December). A common feature was

encouragement of '"innovative' scheduled pricing and country-

of -origin charter rules. Each was "paid for', usually by
route grants.

(2) Thus, CAB Chairman Kahn suggested "if our negotiators are
forced to reject a final offer, that action will have the
full backing of the President... (Sometimes) the best
result we can achieve at the bargaining table may be so
bad that it would be better to come home with no agreecment,
at least forthe time being." Av. Daily, 3 October 1977,
p. 172.



Second was the method of implementing these objectaves.  The
international structure had existed based on more or less
homogencous bilateral principles for over 30 years. A new
incentive was necessary. The US now turned to selective,
aggressive negotiations and to a carrot and stack approach in
which the carrot was prominent 1n a way never scen before

"routes for rates'.

In the following outline 1t should be emphasised that these two
1ssues were pushed forward side-by-side, rather than scdately

In sequence as would traditionally have happened. The seeds of

a new policy were already sown, they only nceded more coherent
and comprehensive formulation. Hence the more dramatic moves

not to be explicitly expressed 1n the policy 1tself - were 1n the

methods of 1mplementation.

4.1 Introducing the New Objectives to Bilateral Partners
The only apparent method of disseminating the new policies was
actively to seek out willing partners and develop a quasa -
multilateral structure 1n much the same way as the US and Uk
spread the Bermuda 1 concepts in the 1940s. Thus, "instead of
reacting passively to 1ndividual requests by foreign governments
for discussions, the {(US) could canvass the world, select out
the potential partners offering them the most promising of
opportunities, and actively seek out negotiations with them on

a bilateral or multilateral basis.' (3).

(3) CAB Chairman Kahn, reported i1n Interavia Newsletter, 8853,
4 October 1977, p. 4. Kahn had been appearing before a
seemingly unending round of congressional hearings - on
this occasion the House Aviation Subcommittee 1n late
September. ,



46

From this 1t was a short «tep to fixing onto the '"promising
opportunities”. "Belgium has for ycars been anxious for access

to Atlanta, and Belgium 1s, 1'm told, very receptive to liberal
charter arrangements and might be receptive to low fare scheduled
proposals.’ (4). The link was not difficult to perceive - but

why had the US never used this lever before?

The answer 15 focal to the shift 1n bilateral theory which now
occurred the US had not "necded” anything from Belgium before
and, crucially, was not concentrated on the "consumer’™ interest

before the need to balance flag benefits.

A< soon as the self-i1mposed restrictions of obtaining equal trade !
benefi1ts were removed, whole new vistas could be opened up. Other
countries could not be anticipated to experience the same 1mpulses
as the US, however, so that they had to be "piven" something extra
new route atcess to the valuable US markets As the following
brief examination will show, the value of these gifts was partly
11lusory, they i1ncorporated a helief 1n the traditional value '
of route rights with the devaluation of that value caused by the |

Us' grant of multiple access to the same routes

(hairman Kahn captured the essence of the overall change 1n
supporting "‘an approdch that focuses clearly and directly on
serving the anterest of the consumers of airline services'”. To
date, US negotiators had "tended to view bilateral negotiatrons
as a mechanism for exchanges of benefits, especially city-parr
routes, 1n the 1nterest of the air carriers of the bargaining

parties’™ (5},

Kahn's attitude was that the international aviation trading
process should not he a "zero sum game", 1.e., the cquation

was not "what foreigners obtain from us, we 'lose'", and

(4) Chairman Kahn; 1nterview with the "Washington Star",
reported on 30 September 1977.

(S) Reported 1n Journal of Commerce, 30 November 1977,
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conversely'. Instead, by redefining the beneficiaries of the

process as congumers rather than airlines, he believed that ''we

gain both by what we 'give" and by what we receive'" (6).

4.2 The Air Transport Trading Process

Few nations, 1ncluding the US, feel totally comfortable with

the risk policy i1nherent 1n many of the liberal bilateral route
exchanges, As this discomfort can quickly translate into under-
mining a bilateral agreement, it 1s worth examining briefly the

transition tequired by the new trading policy.

Essentially, bilateral trading philosophies may inevitably be
traced back to the '"freedoms of the air" (7) and, as UK Trade
Secretary kEdmund Dell has observed, '"in civil aviation when one
refers to freedoms, one 1s referring to the most restrictive
arrangements 1n 1nternational commerce"™ (8). So long as the
freedoms are traded, so economic value will be assessed to each
route, or, e.g., third/fourth freedom exchange.

1
Despite the US' newly professed reliance on free competition
and the 1nterests of the consumer, certain cynics remained.
Mr Patrick Shovelton has maintained that ''the plain fact of
the matter 1s - and let us have no hypocrisy about 1t - that
both of us (US and UK) believe 1n mercantilism - that 1s to say

in promoting and developing our own commercial i1nterests' (9).

(6) Alfred E. Kahn, "The changing environment of international
air commerce', Air Law, Vol. TIT, No. %, 1578, 163 at 168.
Prepared for a Symposium at Georgetown University, 4 March
1978. (Note the use of 'commerce'" rather than "transport"
in the title.)

(7) Sece Appendix 3. These are not ‘‘'freedoms' 1n fact, but
mutually exchanged privileges.

(8) Speech to the Financial Times Aerospace Conference,
31 August 1978, 4.

(9) '"Bermuda 11 Et Al", 38 Chartered Inst. Transp. J1. (1979)
No. 10, 289 at 292. The speech was delivered at the
Brancker Memorial Lecture in London on 12 February 1979.
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Mr Dell was even more ungenerous to the US strategy. He

defined mercantilism as ''not so much a theory about the way
nations ought to enter into international trade relations so
much as a description of the way they do in fact enter into

such relationships. They seek to look after their own interests.
Their i1nterests in civil aviation are very often measured in
balance of payments terms. Mercantilism is just a bad word
recently revived, to describe the normal process of calculation
of national i1nterest and regulation of national activites in
which governments engage, sometimes misguidedly, when they have
some power to exercise and where they see some national interest

at risk or some advantage to be gained." (9).

More specifically, '"the negotiation of bilateral air transport
agreements has always been based, at least in theory, on the
1dea of ''fair exchange" - of a satisfactory degree of reciprocity"

(11).

This appears to have been the principle which led the British

to denounce the Bermuda 1 agreement in 1976. Ihe Note of
Denunciation complained "primarily of an imbalance of benefits"
between the two nations (12), permitting the US airlines to gain

too large a part of the market.

(10) Dell, op. cit., at 2,3. The politician in him continued:

"We in this country perhaps understand mercantilism
rather well because for two centuries we operated,
with the approval of that great free trader Adam
Smith, the system of the Navigation Acts under
which British cargo was reserved to British ships.
When we decided our merchant fleet could beat any
competition, we repealed the Navigation Acts and
started preaching to the world about the evils of
flag discrimination."”

- the implication being that the US as the world's strongest
aviation nation, might have varying motives for espousing
the free market.

.
(11) "On What Principles Should Bilateral Advantages be Assessed?",
ITA Bull., 135 January 1958, Z9.

(12) Larsen P., '"Status Report on the Renegotiation of the US-UK
Bilateral Air Transport Agreement™; 2/ Air Law, (1977), 82.
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The classic exposition of traditional aviation bilateral trading
was contained in an article by Frank Loy, at the time Deputy
Assistant Secretary of State in the US DoS (13). He described
the Bermuda I principles as seeking a balance between freedom
from arbitrary controls and some limitation on excesses of
capacity offerings (14). The route exchange in particular was
characterised by 'equally fundamental' principles. "First, the
governments sat down to trade commercial air rights for
commercial air rights ... Second, the negotiators aimed at an
exchange of air rights which had an approximately equal value for
each side." (15). .

While these initial estimations of value could subsequently
prove inaccurate, Loy believed that in any negotiating process
the parties "seek roughly equal opportunities to gain commercial

rewards defined 1in monetary terms' (16).

Given this '"financial balance'" attitude and the place of the
freedoms in the equation, it becomes predictable that nations
will tend to regard nationaf traffic as its entitlement, seeking
(at least) a 50% share for their flag carriers in any bilateral
arrangement. In such cases, all other bilateral elements are
strongly influenced (17).

(13) "Bilateral Air Transport Agreements: Some Problems of
Finding a Fair Route Exchange'", Frank Loy, in "The Freedom
of the Air'"; ed. McWhinney and Bradley, 1968, Pub.
Sijthoff/Leyden and Oceana Pubs./NY, p. 174.

(14) 1d., at 176.
(15) 1Ibid.
(16) 1Id., 177.

(17) See, e.g., Wassenbergh, "Public International Air
Transportation Law in a New Era", Pub. Deventer, 1976 at 23.

t
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In these terms it may therefore be appropriate to express the

US' new negotiating strategy in a new equation which sees an
additional "want' on the US side, requiring a balance on the
bilateral partﬁer's side. Certainly, there was negligible
charice of introducing the competitive pricing and associated
terms under the standard trading system. Some remuneration
had to be offered.

Thus, while the trade may have been of "opportunities" rather
than restrictions, the foreign partner had to receive an
additional opportunjty apart from the benefits which should
flow from greater competition. What then balanced this for the

US' side of the equation?

It should be noted first that not every partner actually
perceived the greater competitiveness as a benefit from its

side - hence an element of '"throwaway" marketing was necessary
on the part of the US, in order to persuade the customer, in his
own interests, to "buy". Apart from this, nonetheless, there
were to be gains for the US. Chairman Kahn's redefinition of
"we' thus offers part of the answer; the US consumer would

benefit.

Gradually, US recognition of a further national benefit became
more explicit. By 1979, Klem § Leister were describing another
"attitudinal shift" in US policy as the basis of the new policy;
extrapolating from domestic deregulation experience, they saw
that "aggressively pursuing increased competition would yield

substantial benefits to US carriers'" (18).

(18) R. Klem § D. Leister, op. cit., (Chap. 6, fn 27), 568.

3

y
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So in most ways it would seem that the underlying balance of
(national) economic benefits has not been greatly altered.
Whether in the long run there will be reversion to £he zero-
sum game philosophy remains to be seen. If the more cynical
attitudes of Messrs. Dell and Shovelton are to be adopted,

such a return must be probable where a threshold is reached
beyond which the survival of national flag carriers become
threatened (19).

4.3

The Threat of Traffic Diversion: '"The Fifth Column"

Superimposed on the new trading equation was a very different

'.sort

of incentive - the promise that reluctant customers for
¢

the competitive package would risk the erosion of "their"

traffic flows to other routes.

r~

On the North Atlantic for example, 'the size of the market and
the geography of Europe make each country capable of drawing

traffic away from its neighbours if more competitive prices are
offered" (20).

In a newly destablised regulatory structure, with former charter

airlines now offered '"scheduled" prices and services very similar

to their former programmed charter operations, the threat became

significant.

(19)

(20)

Chairman Kahn in 1978 disclosed a US concern which suggests
that the route-grant policy may in fact have been little
more than pragmatic acceptance of a process which was

bound to occur in any event. Shortly after taking office
in 1977, he '"was privileged to have a discussion of inter-
national bilateral aviation policy with one of our govern-
ment officials, who began the conversation by observing to
me that the next several years were going to be very trying
for us, since our airlines enjoyed a very large share of
world markets, and one foreign government after another
could be depended upon to insist on negotiatjons looking to
expand the landing rights of its carriers in our country.
The best we could hope to do, he said, would be to dig in
our heels, "give" up as little as possible, and in this

way hold our losses to a minimum." Kahn, "Changing
Environment'", op. cit., 164, 5. -

Klem & Leister, op. cit., 575, 6.

o+
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As the epitome of the new strategy, Chairman Kahn's words rang
clearly for each of the US' trading partners:

"In these circumstances, the protectionists are, I
™ believe, in a losing fight. It will become more and
more difficult for them to hide behind protectionist
walls, because there is a huge fifth column behind
those walls - their own travellers and shippers..."
(21).

As the value of route grants diminished as a negotiating weapon
in the more competitive operating environment, so this became
a vital part of the strategy. A pragmatic conclusion, belying

its theoretical origin.

(21) Kahn, op. cit., 173.



53

CHAPTER 5. ESTABLISHING A "COMPETITIVE' FRAMEWORK

"United States international air transportation policy is
designed to provide the greatest possible benefit to travelers
and shippers." (1). A major design in this scheme has béen to
"create new and greater opportunities for innovative and com-

petitive pricing." (2).

As will be seen in the next Chapter; these pricing objectives
have led to radically different bilateral tariff provisions.
These provisions however must be read in the context overall

of a different regulatory and operating environmént (3). Without
this new environment, insistence on low fares and rates could,

it was argued, only result in greater, not less governmental

intervention.

Initiating the US-Benelux Low-Fare Proceeding, the CAB expressed,
in a nutshell, the new approach: 'We believe carrier managements,

rather than the Board, are in the best position to decide which
US points and what pattern of operations will best enable them
to offer low-fare services successfully." (4). In order to
provide the necessary freedom to carrier managements, a complete

infrastructure change was necessary, affecting:

Designation,
Capacity,

Route and

Charter provisions.

(1) 1978. Policy, op. cit., 1, "Introduction".

(2) 1I1d., 2, "Translating Goals into Objectives".

(3) i.e., Compared to that established under the Bermuda 1
principles which governed most of the US' bilateral
relations. See below.

(4) Order 78-6-97, 13 June 1978, 43 Fed. Reg. No. 121, 22 June
1978, 26761 at 26763. '
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Together with "prices'™. the 1978 Policy had described these

as "interrelated, not isolated problems to be resolved
independently". Thus they were to be presented in negotiations
as an "integrated US position' (5).

‘A chief description of the various resultant bilateral terms
and their implementation is thus essential an appreciation of

the application of the pricing clause.

5.1 Designation and "Multiple Permissive Route Awards"

A US objective was now ""flexibility to designate multiple US
airlines in international air markets" (6). The Policy explained
this as follows: ''The designation of new US airlines in
international markets that will support additional service is a
way to create a more competitive environment and thus encourage
improved service and competitive pricing. Privately owned air-
lines have traditionally been the source of innovation and
competition in international aviaition, and it is, therefore,
particularly important to preserve for the US the right of

/

The Bermuda I scheme had not explicitly provided for any limit

multiple designation.”" (7).

on scheduled designation (8) but, with the exception of the US
after the mid-1960s, single designation was the norm. Attempts
by the US to admit further scheduled flag carriers had however
created disputes based mainly around the capacity provisions (9).

(5) 1978 Policy, op. cit., 2, '"Translating Goals into
. Negotiating Objectives'", (the elements were described in
the Policy as "routes, prices, capacity, scheduled and
charter rules and competition in the marketplace...'").

(6) 1Ibid.
(7) 1d., 3, "Explanation of Objectives".

(8) Bermuda I agreement, op. cit., Articles 2, 6, 12. It did
not, of course, cover chart?r services.

(9) On this and other issues, see Bermuda I interpretations in
T. Pyman, "Australia and International Air Law", in
O'Connell, D.P., ed. “International Law in Australia", 141
et seq.
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However, the Bermuda Il agreement had been explicit in imposing
designation restrictions (10), which the US was now anxious to
avoid in any future agreement. L

Each of the liberal agreements differs, first, from Bermuda I

in providing for designation for both "scheduled'" and "charter"
carriers (11). This now provided for greater stability for
charter-designated airlines, which had in the past been authorised
in a broad variety of informal methods, permitting equally
informal ad hoc disapproval.

I

The US was not and has never been prepared, however, to witﬁhraw
the distinction between route grants for scheduled and charter,
so that scheduled-designated carriers remain limited by specific
route grants (12).« T ’F

There is to be no limitation whatever on designation (either
quantitatively, or as is seen below, qualitatively). The earlier
agreements are not as explicit as the later standard, in providing
only '"the right to designate airlines" (13).

The more modern agreements leave no doubt, in that, "Each PaE}y
shall have the right to designate as many airlines as it wishes

to conduct international air transportation in accordance with
this Agreement and to withdraw or alter such designations.”" (14).

(10) Bermuda II, op. cit. Article 3 and Route Annex. 'These also
were limited to scheduled designation.

(11) Note: Nowhere in the texts is "charter" defined.

(12) This has led to criticism by Wassenbergh as a limitation
of the US' bilateral partners to compete. 'Innovation in
international air transportation regulation (The US-
Netherlands' agreement of 10 March 1978)", Air Law, Vol.
ITT, No. 3, 1978, 138 at 141,2 and T44-6. ’

(13) E.g., US-Netherlands agreement, Article 2(a).

(14) E.g., US-Barbados agreement, Article 3(1). (The Thai
agreement makes such designations subject to consistency
with each party's ''domestic laws and policies"; Article

3(1).)

[
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To maKe clear the scheduled/charter route dis'cin«::'éion,~ the -}
Article continues: ''Such designations shall be transmitted to
the other Party in writing through diplomatic channels, and shall
identify whether the airline is authorized to conduct the ‘type
of air transportation specified in Annex I or in Annex II or in
both."  (15). ”“

Annex I contains the "Scheduled Air Service" route grants;
Annex II the-'Charter Air Service'" provisioms.

5.1.1 Multiple Permissive Route Awards

The concept of the Multiple Permissive Ropte Awards (MPRAs)
applied to scheduled services is nowhere described in the agree-

" ments. It has nonetheless offered a very basic modification of

traditional undefstandings of "scheduled" service (16). The
title provides its own description: designation is to be not
only "multiple' but also "permissive'" for scheduled airlines.

Under this form of route authorisation - used only by the US -
no public service obligation is imposed_on the scheduled airline
to perform the specific service authorised. This means first
that a large number of potential entrants may be designated (as

a "competitive threat") and secondly that incumbent airlines may
exit anq re-enter at will.

This permissive aspect is presumably considered to be within

the prerogative of any country designating its carriers. Insofar
as this concept is a departure from recognised norms of
"scheduled" behaviour in the approximately 1500 other bilaterals
which have been negotiated since 1945, this position may be
questionable and has never been resdlved. It is a creation of
the CAB anqjextends to international routes a.controversial
domestic policy (17).

(15) 1Ibid. , y
(16) See e.g., Report of Think Tank, op. cit., 7.

(17) First formulated domestically in Order 78-4-121, the
"Oakland Service Case'. ‘ R

e
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Arguably, permissiveness is a natural and necessary result of
the subsequent demise of charter operations. It introduces to
( J scheduled operations many of the characteristics of charters.

3 - - . - ’
i For a policy in search of an international free market the step
may be a necessary one. As described in the Oakland Case, the

principle is simple: '"The distinguishing feature of our proposed

| ‘ policy of permissive awards to all qualified applicants, there-

k fore, is not that a greater number of carriers will wind up
serving some or all of the markets, but that it will be the
competitive forces of the marketplace, and not the Board, which
ultimately will select the carriers that will so serve. More-

( over - and this of the greatest impo:tance - not only will the
marketplace initially select the carrier or carriers who will
serve each market, but it will go on doing se on a continuous,
real-time basis, because at all times there will be additional
carriers holding permissive authority who will be waiting in the
wings, an the lookout for any sign of faltering or complacency

on the part of the carrier or carriers first selected.”

The impact of the introduction of MPRAs has not been as great
as originally expected (although it is of course i1mpossible to
estimate the importance of the '"threat"). This 1s possibly
attributable to the harsh economic environment of the early

@

(18) 14., 33.Q See, for origins of the Benelux Case and MPRAs,
(op. cit.) 3 IATA Reg. Aff. Rev. No. 2, 55-60 and 92-130.
The Benelux countries (Belgium, Netherlands and Luxembourg)
had been singled out for the first award because both
Belgium and the Netherlands had concluded liberal agreements
with the US "and '"while there is no formal agreement with
(:1 Luxembourg, that country has historically been receptive
to sucg services'"; Order 78-6-97, op. cit., 26763, foot-
note 19.

lﬁh
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1980s; alternatively viewed, it reflects the prior similarity
between scheduled and programmed charter services - as many of
the new '"permissive" US entrants were former supplementals

operating similar services (19).

If not inevitable, it 1s at least highly likely that, by
diminishing the public service responsibility of scheduled
operations, the system will erode the more traditional scheduled
operations and multistop services, through emphasis of point-to-
point pricing advantages. One further aspect is that those US
airlines which take advantage of this form of authority may
shift operations between the various US liberal markets according
to traffic fluctuations. This would appear to offer a broad
competitive advantage to US airlines, agglomerated through the
various agreements. (The same however applies to reallocating
resources within the massive US domestic market, an argument

which has also been raised 1n international contexts (20).)

(19) See e.g. the decision in the Benelux Case, Order 79-9-6.
Recipients of route awards included Evergreen International,
T.1.A., Capitol International, DHL Airway, Seaboard and
World Airways. Taneja suggests 1nadequate market density
and excess capacity among other reasons for "minimal
effects' of multiple designation generally; N. Taneja,
"Procompetitive Agreements: APreliminary Analysis",
Presentation to the Conference on Economic Regulation of
Air Transport, Massachusetts Institute of Technology,

9 October 1980. Also, by the same author, 'Airlines in
Transition", Lexington Books at 65.

(20) See e.g. Philippine Airlines' Chairman Cruz', Testimony
in CAB's IATA Show Cause Order Proceeding, Docket 32851.

s
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As with the other new concepts of the liberal strategy, the
novelty of MPRAs has not permitted a full showing of their
potential market impact. It may be that 1n an expanding

economic environment they will play a more important role.

5.2 Capacaty/'Fair Competition"

Among the many complexities in developing a totally new form of
bilateral arrangement was the dimension added by 1including
charters beside scheduled services. Hence, while the basic
capacity provision is so simple as to be almost non-existent (21),
the more general issue of competition under the bailaterals

required careful treatment. The 1978 Policy's objective 1n this

area was "Expansion of scheduled service through elimination of
restrictions on capacity, frequency and route operating rights...
We will seek to increase the freedom of airlines from capacity
and frequency restrictions. We will also work to maintain or
‘i1ncrease the route and operating rights of our airlines where
such actions improve international reute systems and offer the

consumer more convenient and efficient air transportation." (22),.

The Bermuda 1 agreement had been a triumph of compromise,
reflected 1n its capacity p’BV1slons (23). Capacity was to "bear

+

a close relationship' to public requirements, 1ts '"primary
objective'" being based on third and fourth freedom demand. Fifth
freedom traffic (a critical 1ssue at Bermuda) was to be guided
within the terms of one of the best-known clauses in the history

of bilateral aviation agreements:

{21) See below. This is consistent with an uncontrolled
designation scheme, the two issues being closely connected.

(22) 1978 Policy, op. cit., 2 and 3. The limitation to
"scﬁeauIeHK appears to be based on the assumption that
these charter services already had this freedom.

(23) Bermuda I agreement, op. cit., '"Final Act".
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Total ".. «capacity should be related

(a) to traffic requirements between the country of

origin and the countries of destination,

(b) to the requirements of through airline operation,
and

\
\

(c) to the traffic requirements of the area through
which the airline passes after taking account of

local and ‘regional services.' (24).

As to the respective participation of the two parties' airlines

in the traffic, the agreement provided, equally notoriously, "that
there shall be a fair and equal opportunity... to operate' on

the agreed routes. Also, the interests of the other party's

"air carriers'" were to be considered, ""sc as not to affect

unduly" their services on those routes (25).

Bermuda I] had provided a step towards more careful control,
reflecting the worldwide trend towards predetermination. Thas
was achieved largely through a formalised consultation process
and "mechanical formula" linked to tariff control and load
factors (26). These were clearly out of the question for the

US' new scheme.

(?4) 1d., paragraph (6).

(25) Id., paragraphs (4) and (5). Together, these clauses
sought to protect against "unfair trade practices" (Baker,
op. cit., 10).

(26) Bermuda II agreement, op. cit., Article 11 "Faar
Competition" and Annex 2. The complex arrangement is
explained in "Bermuda II, Summary and Analysis of US/UK
Air Services Agreement”, TATA GIA Bulletin No. 17 (amended
October 1977). Bermuda I had provided only for "regular
and frequent consultation"; "Final Act', paragraph (9).
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The first and main difference under liberal agreements is that
no standards of any kind exist to limit the lev%; of total \

capacity. There is, instead, a prohibition agaihst unilateral

capacity limitation of the other party's designated airlines. >
The only control envisaged in the competitive system was the
airlines' self-i1mposed constraints of "the pricing of competitors

(to prevent them) from providing excessive capacity' (27).

The clauses, virtually unchanged from the US-Netherlands agree-

ment to the US-Barbados agreement, read:

"(3) Neither Party shall unilaterally limit the volume
of traffic, frequency or regularity of service, or the
aircraft type or types operated by the designated air-
lines of the other Party, except as may be required
for customs, technical, operational or environmental
reasons under uniform conditions consistent with
Article 15 of the Convention. (4) Neither Party shall
1Mpose on the other Party's designated airlines a fairst
refusal requirement, uplift ratio, no-objection fee, or
any other requirement with respect to the capacity,
frequency or traffic which would be 1nconsistent with
the purposes of this Agreement." (28).

[

(27) I1CAO0, ATRP/2 WP/6, 20 Februaﬁy 1979, 4. See also
Wassenbergh, US\Netherlands agreement, op. cit., 144-146
and 151,2. Wassenbergh adds the requirement that ''capacity
should be related to demand” (Id., 151). Raben, also
discussing the Netherlands agreement, talked of a ''close
relationship to the requirements of the public'; 'The
Real Test: Does a Liberal Bilateral Work?", ITA Bulletin
No. 18, 17 May 1980, 411 and 4717.

(28) US-Barbados agreement, Article 11.
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By removing any reference to third, fourth or fifth freedoms,
part of the mosaic of "internationalisation of traffic" (29) is
made possible. Conceptually, and practically this is important
in removing disputes over, for example, sixth freedom operations,
any ''freedom'" distinction becoming irrelevant where no capacity
control exists. The "primary", third and fourth freedom justi-
fication of the Bermuda I agreement has disappeared (30).

The second change relates to the nature of competition. In view
of the evolving role of charters since 1977, the relevant
provision has evolved in one important aspect. At first, a 'fair
opportunity" was to be permitted to each party's designated
airlincs to compete (31); this later became ''fair and equal
opportunity" (32). In each case reference was to the "inter-
national air transportation services'" (33) covered by the agree-
ment, rather than "any route... covered by the Agreement", which

appears in Bermuda I (34).

(29) Wassenbergh, Aruba, op. cit., 369.

(30) For earlier US positions, see e.g. '"'Ten Years of Commercial

Aviation', G. Besse and R. Mathieu, ITA Studies, 651/8-E,
, -50. Even now, ~though, "internationalisation' di

not extend to charter services - most of the earlier agree-
ments limited rights tg third and fourth freedom, cf
Wassenbergh, US-Netherlands agreement, op. cit., 174.

(31) US-Netherlands agreement, Article S5(a).

(32) US-Thailand agreement, Article 11 (1).

(33) US-Netherlands agreement, Article 5(a); "services”(was
omitted in later agreements.

(34) Id., "Final Act", paragraph (4).



63

The reasons for the initial change were explained as follows:
"The deletion of "equal'" and the deletion of applicability to

a "'covered route'" were necessitated by the conversion®of what
was a scheduled service only agreement into one covering both
scheduled and non-scheduled services. Charter flights, the chief
form of non-scheduled services, are authorized between all points
in both countries rather than confined to routes, hence the
deletion of applicability to covered routes only. Also, some
designated carriers will be authorized to perform only charter
services. Since scheduled services are inherently superior to
charters in their flexibility to cbmpete there is no way the
Governments could be responsible to provide charter-designated
airlines with an equal opportunity to compete with scheduled
services. Hence the deletion of equal.” (35). .

Subsequently, "equal' opportunity was reintroduced, presumably
because the US now considered its charter competitiveness
adequate. The original wording persists however in the earlicr
agrecments. The standard wording today reads: '"Each Party shall
allow a fair and equal opportunity for the designated airlines of
both Parties to compete in the international air transportation

covered by this Agreement.' (36).

A third vaglation from the traditional competition concept 1s
in those mutual interests which are to be taken into account by
the parties. Instead of accounting for the other party's
airlines' interests, the new language '"more properly" (37)
relates to the other party's interests in its own designated

airlines.

(35) ICAO0, ATRP/2-WP/6, op. cit., 3. The description is by
Donald Farmer, then Director of the CAB's Bureau
International Aviation.

(36) US-Thailand agreement, Article 11 (1) was one of the
earliest of the new texts. In addition, specific anti-
discrimination provisions also appear: '"(2) Each Party
shall take all apgeopriate action within its jurisdiction
to eliminate all forms of discrimination or unfair com-
petition practices adversely affecting the competitive
position of the airlines of either Party."

(37) ICAO ATRP/2-WP/6 op. cit., 3. The change appeared in the
earlier agreements, but later agreements omit the provision
altogether, relying on the anti-discrimination clause.
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A final point to note may be more symbolic than real. Airlines'

"
.

"opportunities' to "operate' now became to compete'.

Whether this makes a substantive change is not clear. For
example, Lowenfeld has said of the original, Bermuda I, wording
"This clause does have meaning, though it is susceptible to mis-
interpretation. I believe, and I think the consistent American
interpretation has been, that this clause calls for equality of
opportunity to compete, to start the race together, if you will,
but not necessarily to finish together. This clause is in
essence a non-discrimination, not an affirmative action, clause."

(38).

Although this interpretation may be controversial, it suggests
that, for the US at least, the change is a clarification rather
than an amendment. Clearly, some (or many)states believe
strongly in the need for their airlines to "finish the race"
also. This may well be a symbolic bone to fight cover in the

future. ’
5.3 Routes

As has been seen, routes - in the form of bilateral grants -
played an important part in ''buying" the new system. To this
extent they were peripheral to the competitive environment, not
perceived as a policy objective in themselves but as necessary
evils. Some of the strongest criticisms of the US Policy from
within have been directed at these '"route-giveaways', the trading
of "soft" for "hard" rights (39). Certain of these grants have

a conceptual importance in establishing optional, flexible
routing (''rover-points') (40) but, in the main, the 1978 Policy
on routes was implicitly aimed at greater access for US carriers.

(38) Lowenfeld, 3 Air Law 1978, S5, cited in Dold, op. cit., 143,
(39) E.g., Senate Subcommittee Hearings
(40) See Below.
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The objective was expressed in terms of: "Encouragement of
maximum traveler and shipper access to international markets by
authorizing more cities for non-stop or direct service, and by
improving the integration of domestic and international airline
services.'" (40). »

(l\
This expanded to mean: "Increasing the number of gateway cities
for non-stop or direct air service offers the potential for
increasing the convenience of air transportation for passengers
and shippers and improving routing and market opportunities'for
international airlines. In addition, enhancing the integration
of US airline domestic and international air services benefits
both consumers and airlines.' (41).

So long as foreign airlines were limited to one or a small number
of gateways, so competition'concentrated on the major hubs -
which in turn developed as transfer points for behind-gateway
traffic. Given one poin; in the US, most bilateral partners

would select New York on the east or Los Angeles to the west.

A combination of technology advance and bilateral conservation on
the part of the US had caused non-stop and direct routings to lag
well behind their potential and desirable levels. The new policy

was thus a logical step.

(40) 1978 Policy, op. cit., 2.

(41) 1d., 4.

»d
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Although the added route options available to the US were not
extended to their bilateral partners (42), certain routing
limitations were eased. Change of gauge restrictions are
removed and the specified points can be served in any order,

or omitted according to the wishes of the designated airline
with no loss of rights (43). Previously, at least in combination
service, routings and aircraft changes had been carefully con-
trolled (44).

5.3.1 Rover-Points

In view of the turbulent times and uncertain value of route
rights, it became a valuable option fq; a foreign government to
be able to amend its route choice aftér conclusion of a liberal
agreement. Jamaica was apparently the first country to whom the

US conceded so-called rover-points.

In that agreement, Jamaica was granted no less than ten unspecified
points in the US, together with several unspecified beyond routes
(45). The ten points were 'to be selected by the Government of
Jamaica and notified to the US Government. Changes in the points
selected may be made at intervals of not less than six months
with 60 days' notice to the US Government.' (46).

(42) Prompting Mr Raben to suggest that "full competitive
opportunities' had therefore not been exchanged as Dutch
airlines would "be prevented from competing with US desig-
nated airlines between Amsterdam and US gateways not
specified in the Netherlands route authority; '"The Real
Test', op. cit., 411. In most cases, the US gained
unlimited route rights.

(43) See US-Barbados, Annex I, Sections 2,3.

(44) Bermuda Il introduced certain innovations in route controls,
- however. See e.g. Annex 1, Section 5. Nonetheless, the
Bermuda II Route Annex covers 28 pages in the agreement.

(45) US-Jamaica agreement, Article 3.

(46) 1d., footnote 3. It was never clear why Jamaica should
justify-a grant of 10 points, when countries with much
larger potential traffic flows were restricted to a
handful.
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-

This fléxibility still fell short of the MPRA scheme, given the
six month/sixty day requirement; while in some way, "permissive",
it is more so in terms of intergovernmental relations rather

than of airline, marketplace flexibility.

5.4 Charters; Bilateral Terms and Domestic Rules

The 1978 Policy seeks only '"Liberalization of charter rules- and

elimination of restrictions on charter operations." (47).

It goes on to explain that "The introduction of charters acted

as a major catalyst to the expansion of international air trans-
portation in the 1960s. Charters are a competitive spur and
exert downward pressure on the pricing of scheduled services.
Charters generate new traffic and help stimulate expansion in
all sectors of the industry. Restrictions which have been ‘
imposed on the volume, frequency, and regularity of charter
services as well as requirements for approval of individual
charter flights have restrained the growth of traffic and tourisnm
and do not serve the interests of either party to an aviation
agreement. Strong efforts will be made to obtain 1liberal charter

provisions in bilateral agreements." (48).

There are actually two elements in this objective: to amend
bilateral terms and to liberalise charterworthiness rules. The
two are distinct, one international, the other domestic. This
is so because, in the absence of any bilateral or multilateral
description of charters (49), this form of carriage has been
described purely in domestic legislation and rules which set
out eligibility and operational requirements.

(47) Op. cit., 2.
(48) 1d4., 3.
(49) See below, this Chapter.
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i

The "1iberal bilaterals have not sought agreement on these terms;
they have merely required that the bilateral partner cede its
right t o describe what a charter shall be under the agreement
(50). (The US, in the "public charter" form, has undoubtedly the
least restrictive charter rTules of any of its liberal bilateral
partners (51).) ) .

Subject to the exceptions noted in this Chapter, the general
provisions of the liberal agreements apply equally to charter

and scheduled services. The bilateral terms relating specifically
to charfers are not in fact the important part of the charter
equation; the critical issue is the (domestic) rules which they
introduce. Before considering these, however, an outline of the

bilateral terms is necessary.

5.4.1 Bilateral Provisions

Each of the liberal agreements provides at least for (i) country
of origin charter rules to apply, (ii) the right to operate third
and fourth freedom combination one-way or round-trip charters,
with stopovers en route at will, aﬁs (iii) the right to carry
traffic from the designated carrier's country beyond the territory
of the other party, with transit or stopover in the other party's
territory (52). In every case most-favoured-nation rules apply
(53). ‘

(50) The cession of rights is either for country-of-origin or
"double country-of-origin'"/country of designation charter
operations, depending on the agreement. These terms are
explained below.

(51) See below. Chile, with whom the US does not have a liberal
agreement, has virtually no- restrictions and permits fifth
freedom charters of foreign operators.

(52) US-Netherlands agreement, Article 4(a). Fourth freedom
transit/stopover rights are not permitted however.

(53) 1I.e., the country of origin may not apply more liberal rules:
to any other airline. Strictly speaking this is a '"most
favoured carrier and nation" rule; see Wassenbergh on US-
Netherlands agreement op. cit., 144 and Article 2(c) US-
Netherlands agreement. )

»4}.
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No liberal agreement permits fifth or sixth freedom charter
carriage. This is a vestige of traditional protectionism and

an exception to the "internationalisation" concept (54); a
designated carrier may not carry traffic between the other
party's territory and a third country, without a stopover of

at least two consecutive nights in its h‘Qme country (55). In
some cases a derogation from this is permissible in the following
terms: y “

"Each Party shall continue to extend favourable
considerations to applications by designated airlines
of the other Party to carry such traffic on the basis
of comity and reciprocity." (56).

Given the potential additional access to the lucrative US market
which this could provide, the clause is omitted from many agree-

ments.

The only.substantive addition to this scheme, which exists in
some agreements, 1is the grant to one party's designated airline
to use either party's charter rules for traffic originating in
the other party's territory - '"double country-of-origin". Thus
US carriers.may apply US charter rules to traffic which they
uplift in Belgium destined for the US. (The right does not
however extend automatically to the Belgian designated carriers
in this example. The home country retains domestic control over
its own designated carriers, so that "country of designation' is
a more appropriate deseription.) The 1978 US-Belgium agreement
was the first to contain this extension:

"In addition, airlines of one Party may also operate
charters originating in the territory of the other
Party in compliance with the charterworthiness rules
of the first Party." (57).

(54) See above.
(55) US-Netherlands agreement, Article 4 (b) (i).

(56) US-Netherlands and US-Germany agreements, Article 4 (b);
US-Belgium (1978) agreement, Article 4 (2).

(57) US-Belgium (1978) agreement, Article 2 (3).

i
i
i
l

R O



AP TR XK

o TR

()

ORI DRGAYTIRINT % Bx

Ve A S At

M Py WATLONT T TROT T U O T AT O W S ot O PR el e o o hiad “"‘“ i -

70

Moreover,

"When such regulations or rules of one Party apply
more restrictive terms,“conditions or limitations
to one or more of its desigrhated airlines, the des-
ignated airlines of the other Party shall be subject
to the least restrictive of such terms, conditions
or limitations." (58). -

The clause later fell into disfavour in the US and has not been
widely used. As explained in the "Lévine Memorandum', these
could allow "circumvention of scheduled route rights through

i
2
{
}
!

adoption of scheduled operations as charter rules .(thus permitting-

open access to the US), interchangeable charter rules (on the
Belgian model) should be limited to those offered to all aviation
partners by the foreign government.' (59) . 9

R & . .
This contrasts strongly with the use proposed by -the terms for
charter entry, as outlined in the Conclusion below.

(Note: In later agreements, the charter provisions are normally
found in Annex 2.) e

L .4

5.4.2 US Domestic Charterworthiness Rules

Only four types of \gharter remain under US‘ charter rules -
affinity group, single entity, military and "public" charters.
Of these, "public charters'" are the sole broadly commercial form.

(58) 1Id., Article 2(4). In the "free-market" environment, the
decision as sto "more restrictive" is presumably left to the
airline. Although this extra-territorial application has
the potential for dlspute, this has apparently not ogcurred |
to date. ,

\ {

(59) Levine Memorandum, op. cit., 4.

¥ '
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(-
Since September}}979, they‘have differed from scheduled in only
two important ways in terms of public availability:

(i) individﬁally ticketed passengers have a 7-day advance
purchase requirement;

(ii) passengers burchasing through an intermediary ("indirect
operator') may do so up until departure but must form
part of a group contract for 20 seats (60).
B
The subsequent introduction of part-charter authority on
1 January 1982 has helped virtually to make redundant the sched-
uled/charter distinction in the US (61) - and hence for charter
services between the US and its liberal bilateral partners.
As will be seen from the conclusions below, the potential impact
of these liberalised charter rules is enormous. So far, the
potential has not been recognised, but the charter spur philos-
ophy survives.

(60) The final changes in this process were on 23 August 1979

in a series of rules. See 44 Fed. Reg. 170, 30 August

1979, 50824-834 and 44 Fed. Reg. 169, 29 August 1979,

50591-50611. For an analysis of the complex of impli- ,
sations of removing the direct-sale prohibition on charters,
/ ee the author's descrigtion in 5 IATA Reg. Aff. Rev.,
<"No, 4, 177-184,

(61) Order 81-12-46. This deceptively simple concept was
described by a US official as "an ain\transportation
marketing form involving a carrier-chaxterer contract fof
hire of part of the space (defined in skats plus baggage or
in bellyhold or maindeck cargo capability such as a pallett
space) on a non-chartered flight, typically one in scheduled
air service, for the transportation ¢f persons, baggage, or
freight, separately or in combinatipx, the charter usually

., being under conditions of carriage/set by contract, tariff,
governmental regulation, or some combination thereof, which
in the case of a charterer who resells space create
charterer's obligations (rather than carrier obligations)
to the ultimate user regarding transportation or reimburse- .
ment.' ICAO ATRP/6-WP/7, 8 March 1982, 3. ,
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5.5 Conclusions: The Competitive Strategy of the Levine

Memor andum

An analysis of US policy options is provided in the frank and
extremely cynical "Levine Memorandum' (62). This offers an

exallent insight into US (CAB) strategy; whether or not formally
part of the government's thinking (63), it highlights

(1) the varied uses to which the new clauses may be put,

charter provisions in particular, and

(ii) the distinct advantage held by the US in interpreting

the new provisions as their drafters and promulgators.

Among other specific issues, the Memorandum sets out two principal
strategies. These work on a '""time horizon' of 20 years (64).

»

The preferred approach, requires the following "key pieces'":

1

(i) "exercisable multiple-designation rights",;

(ii) '"either deregulation of pricing or double-disapproval
of proposed prices" (65).

This combination, given capacity and routing freedom, would, it
was believed, ''maturally tend to create the market forces that
will lead to competitive prices' and other governments would find
it "politically difficult... to keep rejecting low fare offers"
{65). Designation freedom was the essential element; in a market
where only two carriers operated governments would find it "more
popular politically' to protect a flag-carrier from additional
entry "than protecting it from lower fares"™ (65).

(62) Op. cit., ‘
(63) A subsequent request from the Argentine Government for

clarification of the Memorandum's status prompted a disavowal |

by the US DoS. )
(64) Memorandum, op. cit., 3.
(65) Ibid.

i
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Here is nothing unexpected; the use of scheduled competition
and only a moderate reference to creating indirect pressures
on governments. It is upon this basis that the liberal pricing

clauses are designed to work.

The "second-best negotiating solution" (66) is less conventional
and highlights the potential role of ultra-liberal Charter rules.
Where Belgian-style double-country-of-origin charter rules
applied, 'complete market access is provided for both US and
foreign originating traffic" (66). Additionally, following
conclusion of this type of agreement, the US could later
"'unilaterally authorise the retailing (by airlines) of charter
tickets to the public" (66) - which in fact occurred shortly
afterwards (67).

"The simple result (would) be an open increase in scheduled
competition." (68). That is, merely by a total conceptual

redefinition of charters, this 'simple' result could be achieved.

I1f this was becoming unconventional in terms of responsible
international relations, the next step was even more so.
Recognising that a degree of scheduled liberalisation must be
acceptable before the foreign partner would accept such open
charter rules, a different negotiating strategy could be employed

in some situations. Essentially the strategy would be to commence

with "a rather full agenda of scheduled passenger and cargo
topics'" and then offer the Belgian charter clause as a

“"compromise" (69).

(66) 1d.,.4.
(67) See above.
(68) Memorandum, 4.

(69) Ibid. At the time, the US had recently concluded an ad hoc
referendum charter agreement with Peru. The Memorandum,
at 5, continued: "In evaluating how simply such a com-
promise can be accomplished, consideration must be given
to the level of aviation sophistication held by the country

(continued. .)
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Quite apart from the merits of this reasoning as a bilateral
attitude, it highlights clearly the similarity in the CAB's
eyes, of schcduled and charter operations. In 1ts various

ramifications this is an important part of the bilateral policy.

Whether it is a realistic option to fully liberalised scheduled

prices remains to be seen when charter growth returns, Even

given greater scheduled stability in the future, the potential

offered by charters provides some ability to the US to continue

to destabilise ‘the overall market (70).

O g

Substantively, the Levine document also proposed careful avoidance*

of any restrictive agreement during the US negotiating compaign
(given that the policy should have a 20 year time span). This
ruled out bilaterals with a liberal appearance "but in which the

liberal features are withdrawn in a side letter'", because in

Europe, the main target of the Memorandum, ''there are few if any

secrets concerning the true nature of our international aviation

agreements." (71).

(69) Continued.

that we are negotiating with. For example, if Peru was

very cautious and restrictive with scheduled designations
and capacity limits while at the same time freely willing

to accept country-of-origin US charters, it is apparent
they did not really know the nature of public charters,
since these two positions are contradictory." The Peruvian

agreement was apparently never consummated.
(70) Where '"single" country-of-origin rules apply, airline

flexibility is hampered by the (probably) more restrictive

rules operative in the foreign country. Hence full market

access is not available at both ends of a point-to-point
route. This shortcoming may be partially remedied by the

commingling provisions present in all of the charter agree-

ments. Thus, a multi-stop charter operation, where both

terminals use US rules, would be alm equivalent to full

end-to-end scheduled rights with one or more intermediate

blind sectors,

(il) Memoranddm, 5.

'
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In Europe, instead, reliance has been placed strongly on the
threat of traffic diversion to stimulate competitive pressures.
For example, '"we think that bofa fide '"diversion'" of France-
destined traffic to other géteways is the only means toward a
pro-competitive agreement with the French'" (72).

Thus Prices, consistently throughout the policy, are the key.

The next chapter will examine the mechanics of the pricing

clauses, in light of this competitive framework.

(72) 1d., 7.
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CHAPTER 6. THE NEW PRICING CLAUSES

The purpose of this chapter will be to examine the pricing clauses
introduced by the US in liberal agreements. In doing so, it will
be necessary to consider the different methods used by governments
for oversight of bilateral pricing. The distinction is in the

degree of surrender of '"sovereign" disapproval power.

In a system where ''the consumer'" and ''competition' become pre-
eminent elements of the aviation policy of a major participant
such as the US, inevitably the focus becomes lower prices. The
object of the competitive framework described above has been to
make possible new price control methods which either accentuate
unilateral control or, theoretically, permit the withdragﬂl of

government supervision altogether.

It should be stressed that the object of the bilateral provisions

described below is to proscribe governmental approval and dis-

approval powers only.

The methods for establishing those prices are addressed only
indirectly, if at all (1). Until the signing of the US-
Netherlands Protocol in March 1978, all scheduled pricing had
remained subject to the approval of both the origin and
destination countries ('double approval"). The Dutch agreement

introduced country-of-origin pricing control for scheduled

services. Subsequent liberal agreements introduced a '"double
(or mutual) disapproval' system; more recently, further

variations, using thése basic forms, were developed.
R A

(1) The CAB's Show Cause' Order on IATA, op. cit., would have
hadl a similar result for tariff establishment to that which
US bilaterals had for approval. However, other than its
cautionary and undiplomatic’impact on the air transport
world, it has not been made effective. The US-Germany
agreement contains an "IATA" clause (i.e., relating to
establishment), but is alone in this among new liberal
texts.
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except for variations in specifics the terms of the liberal
agreements are basically consistent - probably essential if the
US wished to establish a homogeneous network of liberalisation.

Intrinsically the non-intervention terms are not complex.
Difficulty arises in their interpretation partly because they are
new and tend to be radically different from their predecessors;
secondly, because certain limited exceptions exist where states
may intervene.

To consider the clauses in their context (given that they must

be applied side-by-side with conventional agreements) each of

the available forms of governmental pricing control will be

described below.

A

6.1 '"Double Approval'" Control

""Rates to be charged by the laar carriers of either Contracting
Party between points (in their respective territories) shall be
subject to the approval of the Contracting Parties within their
respective constitutional powers and obligations. In the event

of disagreement, the matter in dispute shall be handled as below."

(2).

These words from Bermuda I, universally adopted, prescribe the
process under which all scheduled tariffs must be approved by
both third and fourth freedom governments before entry into five.
Thus, positive assent is required from each of the terminal

parties (3).

(2} Bermuda I, Annex 2 (a).

(3) Assent by non-disapproval has been a common practice, but
this constitutes no waiver of the power to disapprove.

<
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This practice had been followed, without variation, for all
scheduled prices since the beginnings of modern international
air transport. For the vast majority of governments, this
system still applies. Only third and fourth freedom traffic
is governed within tHese terms but there is inevitably also a
practical link with intermediate fifth freedom prices.

6.2 Country-of-Origin Pricing

Under this bilateral scheme, the government in whose territory
the carriage begins has exclusive control over tariffs offered
on routes between the two parties' territories (4).

There was a precedent for control on this basis. Country-of-
origin pricing was, de facto, a common practice governing inter-
national charter services. Being point-to-point, usually round-
trip operations, the country of (temporary) destination usually
had no great interest on the price levels applied - at least
until traffic grew to levels which threatened its scheduled flag
carrier's fourth freedom traffic. Even then, the interest in
encouraging inward tourism was frequently a controlling element.

Although currency exchange fluctuations since 1972 had created
often substantial directional tariff differences on scheduled
services, little consideration had ever been given to use of
country-of-origin rules for scheduled pricing. Partly this was
undoubtedly due to the inherent conservatism of most regulators
in a double approval system; it could also have been the result
of US' wishes to protect charter carriers; perhaps also because
scheduled services were regarded as forming part of a network -

and inconsistent with unilateral tariff processes.

U S

(4) ‘The reference is actually to the point where the "itinerary"
begins. The-exclusive control may in some cases be tempered |
by agreed guidelines. See below. |
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The relevant agreements contain no definition as such of a
country-of-origin pricing regime, the intent being expressed
rather in the application of the clause. In fact the term
itself rarely appears. Furthermore, the practice is granted
as a derogation from a general practice and not as a starting
point:

"
.

Neither Contracting Party shall prevent the
institution or continuation of any fare or rate or
any wholesale or retail price which is proposed or
offered by a designated airline of the other Con-
tracting Party, except where the first point on the
itinerary (as evidenced by the document authorizing
transportation by air) is in the territory of the
first Contracting Party, unless otherwise agreed by
the Contracting Parties..." (5).

Each party's disapproval powers are thus immediately limited to

(i) tariffs offered or proposed by the other party's
airlines;

(ii) when the passenger's (etc.) itinerary begins in its
territory (6).

The power extends thus to third freedom traffic, as well as
round-trip traffic originating in the home country.

The clause applies equally to scheduled and charter prices;
this is clear from the "designated" airline reference, which

" covers both types of service (7).

(5) US-Netherlands, US-Germany, Article 6(d).

(6) Note that the limitations on disapproval powers refer only
to prices of the other party's airlines - a combined result
of the derogation method of expressing the control and of
each country's retention of sovereignty over its designated
airlines. This occurred in each.of the country-of-origin
agreements. ,

3

(7) See above.

[ -
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Apart from establishing the first '"liberal' pricing text in
aviation history, this key sentence of the US-Netherlands
agreement was also a milestone in tacitly ending a long-standing
disagreement between the two parties over the carriage of sixth
freedom traffic (ther "internationalisation" process). Prompted
by US airlines, the CAB and other US bodies had, as noted earlier,
disputed the Dutch contention that traffic transitting Amsterdam
en route between other European countries and the US was thirﬂ
and fourth freedom to the Dutch. The US maintained that it was

a form of fifth freedom (i.e., "Sixth") and that therefore, under
a quasi-proprietary doctrine (8), KLM had far greater access to
American gateways than was justifiea.

The US had tended to be pragmatic, if not directly selective, in
its use of this doctrine, but this became logically incompatible
with the new pro-competition consumer-oriented policy. Accept-
ance that the 'document authorizing transportation by air" was
sufficient indication of the traffic's point of origin thus
disposed at least of US arguments over sixth freedom; it was
patently impossible to maintain a country-of-origin pricing
regime where there could be disﬁute over what constituted national
origin traffic. o
This is not to say that other countries similarly accepted that
"sixth freedom operations should in future be treated differently

oy

- least of all the Netherlands' traffic-generating neighbours, ?
which feared the diversionary impact of low fares through a !
neighbouring gateway. (This was a prime motive of the US in its ;
new approach on sixth freedom; the threat of traffic diversion é
was essential for the extension of bilateral '"liberalisation'.) %
3

4

g

%

3

(8) See above. )
g

3

’ i

ol <o



81

6.3 Country of Designation Pricing

In the negotiations leading up to conclusion of the US-Netherlands
agreement, the US proposed this pricing form. Any prices proposed
or offered by the other party's airlines could not be disapproved
"*except by agreement between the Contracting Parties” (9).

Thus government disapproval power would follow the flag of the
airline rather than the traffic origin; a government could
disapprove any tariff of its own designated airline for both
third and fourth freedom traffic. Third country airline pricing
was not considered at this early stage, but would presumably

have been subject to double approval.

The Netherlands delegation in 1978, however, "wished to retain
sole control over at least the tariffs and prices to be quoted

in the Netherlands air traffic market for Netherlands-originating
traffic" (10).

Hence, the US proposal was stillborn; that country has concluded
no '"country-of ~designation' agreements. In practice it would
probably not differ very greatly from full double dlsapproval

the US in fact also offered a double dlsapproval clause to the
Dutch in the negotiations (11), but cannot have been very opti-

mistic for its prospects of acceptance at that time.

(9) Wassenbergh, US-Netherlands Agreement, op. cit., 147.

(10) I1d., 148.

(11) US-Belgium, Article 2. See also, e.g., US-Thailand,
. Annex ?T, Section 2.
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The concept is important, however, because so-called "double
country-of-origin" charter provisions (first con%ained in the
Belgian agreement of November 1978) are in fact country-of-
designation charter rules. Insofar as such rules govern (price-
related) conditions, they can therefore be regarded as relevant
in this context. The particular nature of charter markets gives
validity to this type of intermediate control. The home govern.
ment retains control of its own designated carriers and these

carriers tend to have much greater influence over charter markets

than over scheduled.

6.4 "Double Disapproval'" (or '"Mutual Disapproval')

Where a double disapproval agreement is in effect, no tariff can

be disapproved or prevented from entering into effect unless both

parties so agree. It appears that, under existing bilaterals,
mutual agreement has never been reached to disapprove a taviff;
this form of control is in practice very close to '"market"

control - if in fact market controls exist in international air
transport.

Like country-of-origin provisions, the double disapproval clause
is written in the form of prohibition of disapproval rather than
a requirement to approve. Thus, while each party may require

all tariffs to be filed by the other party's designated airlines..

”...Neitherqparty shall take unilateral action to prevent
. the inauguration or continuation of fares, rates or
prices or the rules governing their availability that
are contained in tariffs filed with it by the designated
airlines of either Party for scheduled or charter air

transportation between the territories of the two Parties."
(12).

(12) US-Israel, Article 6 (a) (D). "}“ )

i
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That is to say, for all third and fourth freedom routes, uni-
lateral disapproval of prices filed by either party's airlines

is not permissible.

Also, certaip criteria must be applied before even a mutual
degision to disapprove may be taken. As will be seen below these
criteria are highly subjective. Consequently, application of

the control depends very much on the philosophies of the parties
to the agreement. The more ''liberal’ element prevails in this

system.

The example taken from the US-Israel agreement is the basic

double disapproval text; further inroads to tariff liberalisation:

were made under later double disapproval agreements. As will be
seen in the "Matching'" and ""Price Leadership" sections below, the
(sovereign) right of disapproval is in some cases waived also

for services by third country airlines as well as for services

of the two parties' airlines beyond the other party's territory.

Consultations between the parties may be requested at any time
when one is dissatisfied with a price or proposal, but until
there is agreement to disapprove, the price may remain or enter
into effect (ﬂS). Any filed price may enter into effect with
the minimum of formality (14). This contrasts with the more '
rigid requirements of the double approval system where one party
ay veto a proposal. If consultations are then held between the
parties, the price may not go into effect until agreement is
reached.

(13) US-Thailand, Article 12 (3).

(14) See below.
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Both the country-of-origin and double disapproval systems can
create legal difficulties under national legislation insofar as ,
gaiver of sovereigh powers is nec@ssary. The total withdrawal i
(albeit by mutual consent) of unilateral power to suspend a price
created problems even for the US (15).

; ‘ .
6.5 "Band" Pricing

.

- &

Numerous permutations exist for combining differént pricing types
in one scheme. These will be explored in more detail below. The ¢
first formal adoption of a "band" concept was in the US-China ’
agreement in 1980, representing a compromise between conservative
and liberal philosophies. Subsequent agreements include Us-

Philippines and US-Barbados. A form also appears in the ad
referendum US-ECAC agreement (16).

s gl R RPN

The common element of band pricing is the establishment of one
or more reference points, around which various types of pricing

<

o b S A S A S i R Ty w3
.
3 . po

control are agreed.

The reference point can be established by any of the main pricing
methods already detailed - by mutual }greement between the
parties, by the country-of-origin or, theoretically, by the .
airlines subject only to double disapproval. g

(15) During hearings on the IATCA in the Senate Aviation Sub-

committee, the issue was raised whether, pursuant to an
" Executive agreement of this kind, the CAB would be in

violation of its mandated powers under SS.404 and 1002 (j)
of the Federal Aviation Act; Hearings on S.3363 Before
the Subcommittee on Aviation of the Senate Committee on
Commerce, Science and Transportation, 95th Cong., 2nd
Session, 124-147 (1978).

(16) See below. The US-ECAC agreement was however limited to
scheduled pricing. It did not extend to other bilaterally .
regulated items such as capacity, designation, etc., which
remain subjdct to the individual bilateral agreement
concerned. -

3
»
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scope for compromise.

q & N
‘ﬂ ‘Thus, there may be, for example, a 20% band below the reference
’ //3 point withinfwhich double disapproval principles apply, with a

\

* -The flexibility limits arouhd the_reference poinf are

contained in the agreement itself. The breadth of the
(“) ghd the controlling iegime.withiq the -band are matters
negotiation between the parties. As such there is a‘broad

-t

further 20% below governed, by country-of-origin pricing. Any’
prices below that level wduld be subjéét to double approval.

v

Approval/
Disapproval Method

A} ) controversial.
& ”
Thus: ) v\
} -
-~ ) Price Level
. 150
) .-
(;‘ REFERENCE POINT 100 ew—
(Set e.g., between
governments - .~ - 80
double approval
or by the Sountry
of origin) 60

The US necessarily regards such variations on the liberal model

Doubie Disapproval
L N}

Double Disapproval

> Country-of-Origin

R

L Double Approval

as diminishing the market orientation of the agreement. The

the bands applied to each. .

T

O

derogation can be varied greatly by adjﬁsiment of the bands -
and, should the parties agree, variations could even otcur in

rad v

i

Uﬁward pricing limits can also be agreed, but this is npf usually

.Q@t
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The corollary is that governments which are reluctant to enterg
a "take-it-or-leave-it" fu11y liberal -scheme may be attracted

o war dwte

to this method in the future. It offers a real middle ground
between opposing philosophies and may well outlive the fully
liberal type for this reason. - : . 9

6.6 .“Matcﬁing" (Meefipg) .

. »

As was seen in Chapter 3, the ahility to "match" a’competing'
airline's prices was quickly seen as essential to the liberal -
mdarket form. The right to match thus overrides all other

restrictions on pricing (17).

.

A further purpg:;’:;-;he provision is to preclude discrimination

between national ‘and foreign airlines' pr1c1ng$£dr locally
originating traffic under a country-of- orlgiﬁ agreement Withou

it, one goverqment ‘could, theoretlcally, require the othe Party's

airlines to charge higher prlces (e.g., by applying one or maore
of the disapproval criterial, thereby giving the national

@{carrierxs) a competitive advantage.

Like many other simple concepts, complications arise in the
application; the different agreements glso :extend matching
privileges to different .carriers and routes, as will be seen
below.

6.6.1 General Principles: _The Meaning of Matching

L)

~

0

The early texts were straightforward. Article 6(c) of/the US-
Netherlands dgreement, after limiting governmental inté&rventjon
to the country of origin, provided:

(17) I.e., it overrides, for example, the possibility of
governmental intervexrtion on the grounds of predation,
even though a more powerful carrier may be pricing below
cost to match the prices of a minor participant.

A

~

.
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, - ' " "However, each Contract1ng Party shall permit any
. designated airline of the other. Contracting Party

- . to 1nst1tutz or continue a far€ or a whole-

“éw)'“ _ sale or il price which matches,) oF:
- . for a substantially similar fare, rite o

rice y
and for substantially similar ‘erys \and conditions .
as, any fare or rate or apy wholesale or-retail - 4

“-price which is approved

T permitte
) . - a1r11ne~or airlines.”

for its own

- l ' ‘

. This contains. the basic matching pkavisions. Any "designated"
" airline of the other party may match. S\até;ungrls permltted by
all designated airlines. of the foreign goveinnment (i.e., charter
and scheduled);, they may match the prices @f any airline of the

- home party. There is thus to be no prevention of scheduled

! (:} . prices matching a charter price.

R

Strictly speaking there are actually two actions permitted in

1 similar fare,'etc " f The implication 1§\that a matching price
is one which is identical in every respect to- the matched prlce,
(r the second type is only similar, but equivalent for market
Lo

. ) purposes. g
O ¢ ‘ | |

\\ Presumably to avoid this distinction, the later ‘agreements talk

of "meeting", apparehtly a generic term which describes both
actions. ‘ ) '

B . . 4
f (;X : The US model double disapproval clause thus cogtained the
follo%iﬁg definition of the term "meet':

", .. the Might ... to esé;bllsh on a timely basis,®
using such expedited procedures as may be necessary. "

L g o o W

v : (a) an identical or similar price on a direct,
interline or intraline basis, notwithstanding
. differenfes in conditions relating to routing,
' roundtrrp requirements, connections, type of.
sservice or aircraft type, or

! (b)< such price through a «<ombinatiomr of prices.™ (18).

-

S er e e R, T

L -~
(:. "(18) US Model Double Dls roval Clafise, paragraph 4. This text

N was submitted to econd ICAO Air é;ansport‘Canferencp in
,March 1980; ICAO ATQCONF/Z WP/11. *

e

this text: (i) matching and (ii) providing "for a substahtiaily
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AN ™ . .
6.6.1.1 TRe TWA Complaint ~

- '
L]

exiﬁple 3{\;&e possibility ofﬁﬁisputbs under this provision

ZﬂA complalned to the CAB that the' German Governme

had wrongfd%Ty prevented TWA from marketlng certain very low
Lufthansa through fares to: internal Germard points beyond the
Frankfurt’gatewg; serviced H& TWA' (19) Onward service was
pessible only on Lufthansa TWA argued that it had offered to
pay LufthanSa the "standard interline prorate' for its share of
the 1nter11ne nransportatlon 1nv01ved, German reJectlon of the
TWA prOposal was therefore contrary to the bllateral matching
provision. t

i

’ e

- -

Luffhansa which‘wasjjoined in the action, responded with an
argument \going far beyond the immediate issue. It argued firstly
that the yord "connections" in Article 6(e) excluded interlining.

be obltiged to inferline th another carrler against its wishes

In support oftzt;i) Lufthansa maintained that no airline should

and ag%inst i#<s commercial 1nterests The very low fares at

issue would, ¥t argue

obligatory (20). (\\

t, % ) ] . . (2

(19) Complaint of TWA, 17 December 1980, Docket.39072. See

’ particularly Order 81-2-68. The relevant US- US-Germany text
required parties to: "permit any airline to institute or
cgntinue a fare or rate or a wholesale or retail price

ich matches, or: provides for Substantially similar terms

and conditions as, any fare or wate or any wholesale or
retail price which is approved or permitted for other
airlines. Further, to afford effective and non-discrimin-
atory access to markets by airlines, .each party agrees to
.regard conditions Telating to routings, cotinextions, and

aircraft type as substantially similar for the
of this subparagraph.'"; Article 6(e).

unprofitable if interlining were

(20) The argument continueéd that Lufthansa's bilate ]
. had been '"obtained against a background of aTmost. universal
application of the practlce of interlining”normal inter-
national fares and r#¥tes...” While Lufthansa has every
intention of continuing: 1ts pggﬁ\yractice of interlining
normal fares, it does not believe that either it or its
government' is committed to adopt tHe practice in respect
of revolutionary, marginally profitably, deeply discounted
fares."; Lufthansa Reply, Docket 39072. _ .

) ( w

Pl

8l

intéxlining 'connections”. It arose in the US- qumany )

hY
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“In its finding, the CAB took the view that third and fourth
fretdom carriers haﬂ*h{igorlcally Supported matc¢hing on Both 3
1ntra11ne and 1nter11qp asés as long as the "appropriate
prorate requirements' were met;
would have-specified 1ntra11np connectiqné had they meant to
depart f;om\tbié.lcngistandiﬁg industry practice" (21).

| ” o
The outcome was inconclusive in terms of" 1nterpretat10n of the
r,matchlng clause - although the CAB had the long-term. advantage
of having placed on record d finding in favour of TWA. ‘
illustrates not only the potent1a1 vaqleqy of disagreement but

‘a1§9 the way in which fundamental phllosophical/commerc1al
d;iﬁprences can surdeQ\\é_the absence .of traditional oversight

_i

poRers.. )
v > : S v :
o 6.6.2 Categofies of Route to Whisﬁ\Matghin&fCan Apply ,
‘ N s ~ “ ., +
- : " )
6.6.2.1

Third and Fourth Freedom Routes

‘(a) * Matching only by designated airlines of the contracting
j ’ ‘parties:, . )
. I . <

This sgtuatlon is provided for under the Us- Netherlands
Dutch- and US- des1gnated are

agreement quoted above.
-given the right Jto match any prlc? offered by the other,
‘ e While this is not restrlcted to’ country-

party 5 | es.

: prov1de for tke more_ extensive optiens descrlbed below,
. ,49 N

Order 81-2-68, 7, 8.
each on the same adirline; '"interline’ implies the use of
more than one airline. ) The matter was,K subsequently termin-
‘ated by the Board "without prejudice", but not until the
two airlines had'been permitted by their. governments to
‘meet to negotlate a settlement; - Order 81-6-103.

3 ; ) i
p \w”’" - : °
g R

>,
¢
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The case °

.

"presumably therefore the parties -|

"Intrallne"'1nvolves change of fllghts,/

N
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b) %ftéhing‘by any airline, includ;ng third countiy airlines: mJﬁ

.

¢

. & ‘
(22) US-Germany, Article 6(e)u

_ - S g TSR J o T !
B RN T/ S el
! % fl‘l
\ o,
- Example: ’ —_ . 3
/ s A . )
A Airlines $100 3 I . &
A =Y ~ RS
7_ ! o Ly ':r('ﬁ_t? R \
| B LT R ﬂ :“
B Airlines may match ' . - : .
1 =~ 'Q . b
Ly [

#
.

(Where A & B are the contracting‘partiesj . o "A

‘This may be provided for gs)follows: iy " B
, . _

."... each contracting party shall permit any
airline° to institute or continue a fare or : : :
rate or a wholesale or retail price which: ‘

. matches, or provides for a substantially
similar terms and conditions as, any fare-
or rate or any wholesale or retail price
which is approved or permitted for other : |
airlines." (22). ~ o R R

4

For third party airl%:es, this right arises in either its

fifth or sixth freedom operations:
Example: (i) K fth Free@om _ ~~ s ‘

B Airlines $100,

L ~ “

A similar result arises, de
acto, where reC1proc1ty requirements are-attached to .
third country price leadership (see below].

~
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S Such flfth freedom rféits are, however, rare [23)

u\nMore probable is the sjxth freedom case:.

o

o

Example: '(ii) Sixth Freedom , : , T .

B Airlines $100 °

.xt T , D ‘
5\4‘ “. -7 Airlipes
- : ~r’ may match
. the A-B price
oL . (. . . i }i
616f@.2 Fifth Freedom Routes ' .

.

.

Each of the liberal agreements provides extensive fifth freedom
'rights for the US (subject to third -party approval) and] to a

much, lesser extent, to its various bilateral partmers. To take

.full advantage of these }ights and to extend the somewhat limited
scope of bilateral pricing, special fifth freedom matching rights

were extended mutually. Thus, the US-Germany Pricing Article,

concluded:

s

"Th1s paragrgph shall apply ds well to fares, rates,
prices, and” conditions filed by de51gnated airlines

of one contracting part or its operatlons between
the territory of the her ‘contracting party and’ any

point "in a third couh (24). . .

13 o

AR . o

(23) The agreements do not of éourse grant the: operatlng rights
to third country airlines. The matching provisions are
merely premjgsive where rights-already exist.

(24) ‘US-Germany, Article 6(e). "
—-————Q:-——-—-——
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. ¥ ' Example: (a): Intermediate R .o
) \ . , R e - . : ‘ .
o ’ 3100
. . v 11“e5 E
. ‘ T
A AL -
: . =~ <~ _-~%A Airlines
B . . i~ é,a' M ma:y ‘mat_Ch . R
.o - : " between B-C
i .| " (b) Beyond Gateway . . ; ‘
H N l__ . &
AR . B Airlines $100 / b
i : > .
0 ' [2
o ___,_--_\‘_ —— oy - ___)_ .:_p.‘__.:-_a _____ ) 5\' R
. = A Airlines may A
(A) N ) ’ ’ - match between B-D . % .
, | y L . . i
o m
(¢) Behind Gateway ~
3 . > |
o1 B—-Airlines $100 » k
- -~ c . " .
- ( ) R & ‘\‘\ "’ - N
- -}\__ . - - °
13 + = \'\— “’— ?
A Airlines $100 .

Matching in this case is "limited to prices offered by. designated

» airlines; A Airlines -doés not therefore automatically gain the
right to match possibly lower prices off Y, e.g., D Airlines
between B § P. The acquiescence of countty D in this pricing
schene islaléo necessary (25). .- ‘ .

‘. - - N
sttt
~
A
¢
-

(25) The 1980 Model Country-of-Origin Clause provides'also for
interline matching. (See below, under Price Leadership
| for equivalent provisions.)
n ' ¢
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BRI .6.7 Price Leadership \" \ ‘.%

‘(w} . The principle of price leadership is tetallyznew to a1r  trans-
port; its practlcal impact is much broader than matehlng No
definition exists of the term, not does it appear in the liberal
agreements; 11ke most other pricing elements, it arxses by
mutual exclus1on of soverelgn dlsapproval rights. \ ﬁ

\
3

I . LT e a \ A © \ A
Leadership differs from matching/meeting in that p?ices‘may
actually be undercut or "led" - (i) by third country w1r11nes

on the parties' third and fourth freedom routes, and (ii) by
( _ the parties' alrllnes “on respectlve fxfth freedom routes.
) . . S - /
In such cases, the only intervention permissiﬁle is-subject to"
the four disapproval criperie~set out in the pricing article
(26) - overriden where epplibable By the matching provisions.
: S
This is a massive departure from traditional prlclng policies
(“ and few countries ‘have knowlngly undertaken to permit price
leadership. As two CAB off1c1als have written: “It is truly
a new step for two governménts to agree to ‘permit thlrd country
matching and@prlce leadership privileges in "their" travel
b markets without even requirlng reciprocity as a cond1t10n of

qualification." {(27). . . .
- ) . ‘ . .. ' - e ,
The ?evolutionary\ﬁeu§toncept is easily overlooked in those cases
Epere it applies. First exemplified in the US-Belgium agreement
of 1978, the model double disapproval clause provided:
’ <I',:v . - \.‘
o~ ?S \§ee next Chapter.
7 ichard. Klem and Douglas Lelster,""The Struggle for a
\ Competitive Market Structure in Intérnational Aviation:-
enelux Protocols take United States Policies a Step
Forward™; 11 Law and Policy in.International Business
1 o , 557 at 581, '
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"Neither Party shall take unilateral "action to prevent
the inauguTation or continuation of a prlce charged
or proposed to be charged by;

, (a) ‘an a1r11ne of either Party or by an airline
- of a third country for international air .
transportation between the terrltorles of
the Partles,'or ) b

»
(b). an a1r11ne of one Party for international

*

RO
‘ .

™\ .. air transportation between the territory of

' the other Party and a third, country,

ey,

1nc1ud1ng in both cases transportat1on on an interline
or intra-line.basis." (28). -

&

o
The model country-of-ériéinﬁclause is similarly worded, but with:
the necessarf retention of powers over third freedom prices (29).
@ ’ . +
That 'text is however no more than a model, as apparently no
country~of‘6rigin agreements have applied its terms. .

o . .

- Example: (i) Third Country Price Leadership - . -

are avallable) :

" (a) Fifth Freedom

A Airlines $100 '

P
*

1980 Model Double Disapproval Clause, op., cit., 3.
Emphasis added. Also, e. g., US-Thailand, Artcile 12(3).

(28)

(29) 1986\Mode1 Country -of- 0r1g1n Clause, op cit., paragraph 3. |

~
s

\ L4
. I
. . |
|
.
:
. s 3
. 3

f
[N
I

(Agaln, either fifth or sixth freedom opt1ons .

. . . f
. -
. . - -
Liad - w *
4 v N / '
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V4 ) .
\ _J "~ (b) Sixth Freedom
' L ‘ \ ) \
- < A Airlines-$100 ’
' [#] |
o= =~ [ ’ _ - i
N y C Airlines. $100-x

It should be stressed that the result in‘egth of these cases is
to place third country airlines on an identical footing to- the
’ parties' own airlines for pricing approval/disapproval purposes
(30). C ’ -

- Example: (ii) Fifth Freedom ﬁrice Leadership 2 . i;

~ 2

(a) Intermediate

o ‘ . A Airlines $100-x .
(e ROGRE TR TR
Sl C—C
N ' —>
. - "B Airlines §100 - .
.
J .

(30) Terms governing third country airline entry and capacity
remain subject to their respective bilateral controls®
« however. ' This permits more control aver fifth freedom
than sixth freedom priceée leadership for obyious reasomns.

A~

~
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' ) (c) 'Behind Gateway' - : E

- h %
(,) B Airlines $100 b B Airlines $100

< . < — W
Ii's- - ‘ «III | IHI J?!I[ . |
~ ~ ; -
~ - ZEA Xx“e
\/ .ln \' P‘

~

. ~ A Airlines The comblned AA Airlines/ :
‘ © $100-x A Airlines price may undercut ;
. ‘ B Airlines $100 o
s P > i
INTRALINE. INTERL INE ~ -
L , g - ‘
(:} . (This third type gives sixth freedom price leadership r1ghts

for the two parties' airlines, on either “"interline or 1ntra-

] ' : line basis".)

‘
[l

" As can be seen, conceptuali; these new ﬁrovisions are not
¢ difficult to grasp. Difficulty arises over interpreiatioh of  ----- g
- . the sometimes obscure wording - the more so-'because the terms

(w} are totally new to air transport. Given the enormous difference
between the end product and traditional price competition, there

is also perhaps a subconscious intellectual reluctance to

appreciate just how radically different these new provisions
are (31). N Q§ Lo . -
e B 3:‘

( } ' 6.8 Other Pricing Provisions

A sy

. "

e, AT ™ e

The Price-related requirements contained in the liberal agree-
ments are less dramatic, maintaining the consistent theme of
minimal government involvement. The ‘provisions which will be

considered here are:

(31) It should be noted that the potential is far .greater than
the realised change. So long as liberal agreements are-
virtually limited to the US and certain of its partners,
this will remain true. JFurthermore, in the US-Finland

PN agreement (see below) there was an explicit withdrawal

, (;g ' from third-country leadeérship in one instance where it

would have added greatly to competition.

®
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1. Filing ) - #
2. Consultation , ' )
3. Dispute Resolution. . h Y

6.8.1 Filing Requirements

Most conventional bilateral agreements state tpaf each, party
"shall require' the filing of prices by the other party's
designated airline (32) _"The liberal agreements deparf from

TR g ™

this in giving p7¢m1551ve povers.

\
."Each Party may require notification to or filing
° with its aeronautical authorities of prices pro-
posed to'be charged to or from its terrltory by
alrllnes of the other Party." (33).

.

a

Filing perlods are then prov1ded as maxima, with special prov151on
for short-notice filing: ‘

24

"Notification- or filing,_.by the airlines of bothk
Parties may be requ1re% no more than 45 days before
the proposed date of effectiveness for passenger
services and 60 days for cargo services. In

individual cases, notification or filing may be \
permitted on shorter notice than normally. required."
(34). :

-

o

(32) E.g., US-Switzerland, (1949), Annex VII, TIAS 1929. The
Bermuda agreement, Annex 2, provided that "any new rate
... shall.be filed". Under such agreements the CAB probably
has an obligation to require filing, pursuant to S. 1102 of
the Federal Aviation Act.

(33) US-Thailand, Article 12 (2). (The filing provisions are
common to most of the liberal agreements.)

(34) 1Ibid.

{
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N ‘ ’ .
Finally, specific reference is made to charter prlces, only
wholesale prices may be required to be filed:

Q v A %
"Ne1ther Party shall requ1§iF;he notification or
filing by airlines of the othe# Party (or by air-
lines of third countries) of prices charged by
charterers £o the public for traffic originating
in-the territory of that other Party." (35) v

PRUNII SIS eTe P P USRI

T e

6.8.2 Consuftations
The prpcedure created for consultations is elemental, In the
event of disagreement the disputed price goes into effect under

S Lok o A A e

double disapproval agreements; under country-of-origin pricing,.
the disputed price 'will normally be resolved by the party for
whose territory the affected traffic ‘would be third freedom.

®

-

The first step is for one party "to issue a '"notice of dissatis-
faction'";- consultatiens must then be held within 30 days. The
only other mandatory prov151on is in connection with the securing

of "information necessary for, reasoned resolution of the issue":
e ‘

A o e Rl i dE e

IS

"If e¢ither Party believes that any such price is ’ j
inconsistent with the considerations set forth-in ¥
paragraph 1 of this Article, it shall request con- {
sultations and notify the other Party of the reasons
for its dissatisfaction as soon as possible. These
consultations shall be held not later than 30 days
after receipt of the request, and the Parties shall
cooperate in- securing information necessary for

. reasoned resolution of the issue. If the Parties
reach .agreement with respect to a price for which
a notice of dissatisfaction has been given, each
Party shall use its best efforts. to put that agree-
ment into effect. Without mutual agreement, that

. price shall.go into or continue in effect.' (36).

s i !4&: . .

(35) Ibid. The self-explanatory phrase in brackets does not
appear in all agreements. v s

ES') "Id., Article 12(3). Paragraph 1 contains the permissible
grounds for disapproval. See Ch%pter 7.
. 4 { & .
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* o

The country-of-origin agreements -are similar (except that a
30 day 1limit is imposed for,the notice period); they merely

omit the Iast sentence of this clause (37).
<

4

6.8.3 Dispute Resolution

The liberal scheme explicitly excludes arbitration in pricing
disputes in any way which could lead to external judgements on

¥

price levels.

Thus, Article 14 of the US-Thailand agreemeﬁt ("Settlement of
disputes") provides:

"Any dispute arising under ¥Mis Agreement which is

not resolved by a first round of formal consultations,
except those which' may arise under paragraph 3 of
Article 12 (Pricing), may be referred by agreement

of the Parties for decision to some person or body..."
(38). -

The pricing clause referred to brings in the consultation process
where one party is dissatisfied with a price on the grounds that
it offends one or more of the four disapproval criteria (39).

"This reinforces the finality of failure to agree.during price

consultations. There is to be no appeal.

It may be that adjudication » ven its time constraints and

formality - is inadequate gto deal with fast-nLoving market priéing.

If so, arbitration would be inef tual. This-is, arguably, not

-sufficient reason for prohibiting it. An improved, expedited

to overcome this criterion.

1 *
.

(37) Us-Nptherlands, Article 6 (c); US-Germany, Article 6 (d).

form of arbitration could hel

(38) US-Thailand, Article 14 (1). Emphasis added.

(39) ~Thus referring, in turn, to Article 12 (1). See next
Chapter. ;

.
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_but, like the liberal agreements, arbitration was excluded on

“"Now, under both double disapproval an

Pricing disputes haVe not HYowever beem "litigated" frequently

under traditional (doub approval) bilateral agreements. While
most contain prov151 n fér reference to some external author1ty,
the Bermuda model only contemplates reference to ICAO "for an
advisory report*' at the optiom of either party (40).

Ironically, Bermuda II in 1977, had ambitiously constructed a -
detailed new dispute avoidance scheme - in recdgnition of the

fact thHat so much intergovernmental disagreement arose in this

¢
i
area~(41). This concentrated on extensive consultation protedures,g
including the operation of f semi-permanent "Tariff Working Group",}

\
pricing issues (42).

The new, flexible'sy§tem necegsary for market pricing was thus,
in retrospect, unlikély to reverse this reluctance to arbitrate -
except for one key element: Ereviousl s disagreemeﬁ% meant veto.
éycountry-of—origin agree-
ments, disagreement became irrelevant; the new price remained

(43). The cost of disagreement thus escalated many - fold without

some resort _to '"justice'", this offers the 11ke11hood of severe

strains on the agreements' very existenc

(40) Bermuda I, Annex II (g), reference was actually to the
"Prov151onal" ICAQ in 1946.

(41) Article 12 and Annex 3 established the framework. See for
explanation, IATA's "Bermuda II: Summary ahd Analysis",
op. cit., 15-22. Patrick Shovelton, "Bermuda 2 et al', op..
cit., 291, d§:cr1bed the "great pains' to which both sides

went to overCome the ''great difficulties of interpretation”
.of the Bermuda I rate article.

(42) Article 17 (1). .

(43) Except, of course, for third freedom/origin traffic in
country-of-origin agreements. - The impact of this difference
is to reverse the burden of proof as the home country's
decision prevails.
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CHAPTER 7. THE CRITERIA FOR GOVERNMENT DISAPPROVAL OF PRICES
N .3| N
In this chapter detailed attention will- be given to the spec-
ific ¢riteria which must apply before governments.@ay disapprove
prices under liberal agreements. . It is necessary to note however | .
® that certain general wording exists which also addresses
Qz?zdisapprovai, notably under country-of-origin regimes.

7.1 Geperal Limits

P

»

General limits are accepted by both parti
to disapprovg tariffs of the other party's
an often indistinguishable mix of normstive and recommendatory
wording; much clearly déﬁends upon the mutual "spirit" of the

'tYP parties.

reir ability ;
\
s. These are

e e e —

Protocol as a whole and secondly in the introductory wording of
’ the pricing Article itself. The two should apparently be read

, in conjunction,.
»

, 7.1.1 The~“bbjeé:3§gs" of the ﬁgreemenf L , ¥

. r
The US-Netherlands agreement offers a useful model for consider-

®atien,

After referring (0 the mutual desire for competition among
: Y, “airlines with "minimum governmental reguiation", the Preamble )

. continues:

"Intending to
the travelin

O
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services and increased opportunities for, charter air
services in the North Atlantic..." (1).
4 N

(This_was still a transition stage for the US in its charter/
scheduled policy. ‘%heﬂﬁngan agreement later in 1978 also con-
tained this wording but, presumably at gérmany'§ insistence,/was
preceded by cautionary guidelines on thé mutual role of?ﬂﬁg;tﬁffw
and scheduled sefviees.) . .

-~ o
‘ s . : -
The Pricing. clause does HQE,add greatly to the Preamgjg, sub-

stituting "desire" for the previous "intending"; of necessity
it limits the scope of the Article's application to thé actual
scheduled routes agreed, '"as well as" to charters:. -

i

A - e
""Both Contracting Parties desife\to facilitate the
» expansion of international air transportatiQﬁV;
opportunities over -the routes specified in the
Schedule attached to the Agreement, &is amended by
Article 3 of the Protocol, as well as in charter

transportation." (2).

(1)~ US-Netherlands, Preamble. The US-Thailand ag?bément,

* sl1ightly amendcd, reflects the later wording of the 1978
Policy. 'By this time the charter reference was no longer
necessary:_, '"Desiring to make it possible for airlines
to offer the traveling and shipping“public a variety of
service options at the lowest prices that are not predatory
or discriminatory and do not represent abuse Bf a dominant
position, and wishing to encourage individual airlines to
develop and implement innovative and competitive prices...".

(2) US-Netherlguds, Article 6(a). Later agreements dj ed
with this't?he of wording in the Pricing clause. !

]
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7.1.2 Achievement.of the Objective

The parties then set-out the ways in whiéh they intend to go
about putting these aims into practice. According t& the US-
Netherlands “text, .the object1ve of, fac111tat1ng expgnded
opportunities is best met by creatlng an environmént 1n which
the airlines can offer a. varlety of service options at the
lowest tarlffs possible (i.e., not predatory, 1scr1m1natory

oT mODOpOllSth) This can be at least partly achieved by

specific "encouragement'" to individual airlines.

"This objective can Best be. achieved by making it
possible for airlines to offer the traveling and
shipping public a variety of service options at
the lowest fares, rates and prices that are not
predatory or discriminatory and do not tend to
create a monopoly In order to give weight to
this objeCtive, each Contracting Party shall

encourage individual airline€s to develop and
implement competitive fares, rates and prices.”" (3).

'

The wording remains so broad that it is unlikely that any

specifinobligatidh is created yet; the secon% sentence, however,
provides the transition from introductory wording to a noiﬁétive

form. ° .
/.
- ai
B

~

Importadt at this stage was the omission of any implication that
the-Parties would favour tariff coordinatien, either bilateral or

multilateral (4). The govefnments, to the contrary, undertake

to encourage "individual" airlines to develop "competitive"
«Vﬁ

prices. y “
A, .
—_—

(3) 1Ibid. ) )

(4) c¢f the US-Germany agreement, which is unique among 1beral
agreements in containjing spec1f1c reference to IATA. See

Appendix 4. .

.
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‘The adJectlve "compet1t1ve" in the second sentence 13 - ~
suff1c1ent1y amblguous theé}lt could elther refer back to (and
be limited by) the "lowest -fares,’ etc." in the prev1ous sentence,
or introduce a more geheral concept, i.e., that all tarlffs
should be subject tothe individual and competitive requirement.’
» | : | / |
Wassenbergh, however, Understopd that the "lowest fares, rates
and ﬁrices should be'compefitive", i.e., that "competitive" was
in fact limited in this ﬁay Thus; he believed that '"the Parties

1gnore the p0551b111ty of sett17g the lowest fares, etc., through

inter- alrllne agreement (e.g. hrough IATA Traffic Conferences)"
.(5), because these are to be set 1ndiv1dually, on this read1ng

;here can. be no overall 1nten,1on to exclude tariff coordlnatlon
Furthermore, the US never for
ally object¢d to multilatera
routes and airlines covered /by liberal agreements,

ally challenged thls,”gor specific-

‘- NE -
tariff negotiations involving

If the Wassenbergh interprgtation is correct, the essence of
this provision ic thereféZe as follows: The Parties agrece to
s indivi

encourage airlin ually to set the lowest competitive

prices - but not necessa ily the others.

Y
This interpretation would not be inconsistent with the 1978
Policy, nor with the £ ndamental assumption of the US' liberal
(and other) bilateral
tinue to be coordinated. Subseqqently IATA,‘in the course of

artners that scheduled prices‘§ou1d con-

sweeping changes to ifts struéture, made provision 'for airlines
tointroduce "innovatjve'" tariffs for their third and fourth
freedom traffic - thus removing any potential inconsistency

between liberal agrgements and the concept of multilateral

" tariff coordination/ (6). ' , .

(5) Wassenbergh UsS- Netherlands Agreement op. ci .9 147, Lo

(6) This -is explicitly recognised in the US-ECAC negotiations
(see below). | For the -innovative provisions see IATA
"Provisions for the Conduct of the IATA Traffic Conferences",

(continued..)

”
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This is the only diiedé interface in the liberal agreements
between airline tariff development and the governmental role,
As such it represents the only excursion in the present paper
to marketplace pri7ing. . ‘ .

}

It is necessary however to stress the fact that prior airline

corsultation is pot, of itself, grounds for disapproval of a°*

price under libéral agreements - subject always to relevant
national laws governing anti-trust and trade practicéi%\\iﬁii
is clear both from the above interpretation and from actual

prdctice undef the agreements. ) N

The final ge¢neral constraint appears in the wording which
introduces fthe specific criteria. Thus, each desfgnated airline
should set/its prices "based\p{imarily on commercial consider-

ation§ in the~marketplace" (7).
;

o

(6) Corntinued. " -

paragraph VIII, 15. The provision is explained in Raymond
R/ Cope's Statement of 20 August 1979 in the CAB's Show
Cause Order Legislative Proceeding, Docket 32851, Exhibit
ATA-300, at 16-18. -For a general description of the
mendments see ICAO FRP/4-WP/8, "Developments Concerning
ATA Traffic Conference Machinery since EFRP/3".

Wassenbergh later explained ""It would seen that. thc revisced
IATA Traffic Conference procedures are- fully compatible with
the objectives of a double-dispproval regime. for pricing as .
participation in the conferences is voluntary and the revised
provisions leave room for innovative additional pricing by
individual airlines.'; "Tariff Policy and Regulatory Policy

= in International Air Transportation'™, ITA Bulletin No: 35,
15 October 1979, 787 at 794, ©

Taking this argument one step further, there is then no
necessary exclusion of charter’ pricing within IATA.  If it
is accepted that the scheduled price system is adequatély
competitive when operating in this way, there is no good
reason why charter prices should be excluded. At present,

however, TIATA's Articles of Association do not admit charter-i

only airlines and charter prices are not negotiated in

Traffic Conferences (despite the fact that on many routes

IATA airlines maintain signifigant charter operations).
- -

(7) US-Netherlands, Article 6(a).

9
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From 1979 onward » the WQrd "Fr1marily“ was dropped, implying
‘total reliance “in the later agreements (8). ’

This, then, provides the framework within\which the specific
“criteria must be viewed. ' ' ( '

7.2 Specific Limits

4

Governments may only intervene to prevent prices in order to

prevent: o

(i) /%Predation,
(ii) Discrimination,
o
(i{i) Monopgly effects,
\TM
and (iv) Subsidy (9)."~

- |
/ e

(8) .It is a nebulous requ1ﬁemé/; - for example an airline may
consider retention of market share ‘to be one such consid-
eration® For those agreements which exist as an extension
of an earlier A.S.A., some qualification is possible. For
example, Article 11 of the original US-Netherlands agreement
of 1957 - to which the 1978 text is a Protocol, provides
that: (scheduled) tariffs "shall... on the routes provided
for in this agreement be reasonable, due regard being paid
to all relevant factors, such as cost of cperatlon reasonablj
profit and the rates charged by any other carriers;’as well
as the characteristics of each service". Thus tariffs must

"not only be '"primarily commerc1ally based',' they must also
be "reasonable"‘ \ ' :

(9) Subject to reservat1ons expressed below concernlng country-
of-origin agreements. At first sight_it may seem andmalous
that in the general part of the Pricing Article reference
is made’only to three of these elements in "achievement of
the objective" of competition, i.e., predatlon, discrimin-
ation and monopolism. This could be explained by the fact
that the,earlier reference is addressed to airlines' market
behaviour. Sub51dy is external to the market and each Party
necessa®ily must retain the ability to "protect" airlines -
presumably its.-own - from sub51d15ed (non-market) pricing
by other governments. . . .

'
]
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Under double disappro ai agreeménts, mutual agreement of the
two parties must bq reached before any propgsed -or ex15t1ng

price can be re;ected Herice the complaining party must conV1ﬁce
the other part? that 4 breach of the agreement has occurred
before there can be iséppfoval.\‘lq country-of-origin agreements,
the burden of p}oof is de facto reversed, at least for national
origin traffic; where the country-of-origin is satisfieé'that

a third freedom price offends the criteria, unless the other
party can persuade it otherwise the price will be rejected.

Fourth freedom traffic is in effect subject to the same principles

. 2

as double disapproval. . e

The provisions 'are expressed in the following items:
\

v

Country-of-origiﬁﬁs ,
", .. governmental intervention should be limited to
prevention of predatory or discriminatory practices,
protection of consumers from the abuse of monopoly
power, and protection of airlines‘:from prices that
are artificially low because of direct or indirect
governmental subsidy or support.™ (10).

~

Double disapproval:

"Intervention by the Parties shall be limited to: = .
(a) prevention of predatory or discriminatory ]
.prices or practices;

. (b) protection of consumers frém prices 'that are ¢
unduly high or restrictijve because of the abuse
of a dominant position; .and

(c) protection of ai;iineé from prices that .are .
. artificially low because of direct or indirect
governmental subsidy or support." (11),
t . \ 4 ‘

(10) US-‘Netherlands, Article 6(a); US-Germany, Article 6(a):

(11) US Thalland Article 12(1). In sub-paragraph (b) the
words "domlnant position” replaced "monopoly power' which
appeared in some earlier double d1sapprova1 agreements.
See below
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The first of these\changes*probably reflects the difference
between the two ty Ls of control in that the country-of—origin
has the final say in case of a dispute over its third freedom
traffic; a mand 1ng verb would thus-be incongruous. The use
of "should" is probably the root of uncertainty of whether the
words aré "hortatory" or binding for the country-of-origin. The
Dutch certainly regarded the wordlng as being only a recommend-
atory limit to their dlsapproval power.

.. On 21 April 1978, a mere three yeeks after the Protocol was

cont&uﬁed, the first dispute occurred over the question of

" whether the paragraphs were recommendatory or obligatory. An

"Explaqatory" Memorandum s then agreed_ppon, explicitly
"stipulating that Article -6(a) governs each Party's review of
fares, rates .and prices of the designated airlines of the other
Party regardless of the coun#ry in which the traffic originates".
Furthermore, the understanding provided that '"Article 6(b) would

" apply to all filings" (13). It is not apparent whether similar

agreement was reached in the case of other country-of-origin
dgreements. .

~

(12) The most recent, US-Barbados agreement is again almost
idéntical. In sub-paragraph (a), -however, the word
"unreasonably" is added before '"'discriminatory", apparently
reflecting more accurately the domestic US guidelines.

(See below.) Given the context,. the substitution of
("prices or practices" for "pract1ces" is probably
.unnecessary, as practices would appear to embrace prices
as a generic term. The present text will focus on pricing
predation. *

(13)” Wassenbergh,; US-Netherlands agreement, op. cit., 150.

-
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For double dlsapproval there can however be no confusion;
neither party can unilaterally disapprove a price, so that tke
party whﬁch receives a complaint retains a veto.

The use of "dominant position" rather than "monopoly" has not
been explained, but .appears to be better designed to describe
monopolistic situations where there. are at least two carriers
in the market'— given that the "market'".can be defined very

broadly, to include, for example, parallel routes and intermediate ;
: - 1

and beyond sectors,

?

7.2.1 "The Prevention of Predatory ... Prices or Practices"

«

The concept of predatory pricing is a young ong—4t law. It i;
closely linked with antitrust philosophy and legislation.
Necessarily the US has been instrumental-in its evolution in
general economic theory and its insertion in liberal bilateral

agreements (14). B

A cgnsideration of US"legislativé background and judicial
proRouncements is thus essential. Given the absence of inter-

national experience with the concept, the subject is treated here

in somewhat more detail than would otherwise be necessary. x

1

(14) In the course of a d&iSpute over allegedly\predatory fares
between the US -and Germany, the US CAB noted ... the
statement by the Gerhan authorities durlng he recent

German Jur1sprudence5and that the pertinent lateral
language was- suggested by the American side". CAB Order
82-1-85 at p. 5, footnote 17. See below. 7

.‘ "
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- Clayton Act (15 U.S.C. 12)".

‘a Congressional intent that "the (Civil Aeronautics) Board not
cutilize its Fower to use the rubric of predatory to find lower

- defining predation in such a way as to require an affirmative

"(17) CAB Order 80-12-59 at p. 3.

1

f
- Pl \ » .

As the US is the common.element in the various bilaterals which

include this wording, its natiohal pronouncements are likely to

be of central importance. ' Although not binding, they are

influential; furthe,rm‘ore‘, in double disapprovgl 'ggreemen'ts, the:

US view tends to be dispositive, insofar as a “Yveto" exists.
> : ) )

| 119 | 1

7.2.1.1 The Legislative Basis Lo :

~

-
.

As amended by thé (domestic) Airline Deregulation Act of 1978, 5
Section 161(35) ‘of the Federal Aviation Act gf 1958 defines !
“predatory" as: ''any practice which would constitute violatipnl\<
of the antitrust laws as set forth in the %ﬁirst section of the 5\

»

(The International Air Transportation Competition Act of 1979
makes no change to this (15)). o ST

The only relevant legislative history of Section 101 (35) shows

fares unlawful unless such fares are truly unlawful" (16).;

Ry

According to the CAB, Congress implemented thisﬁ intention "by

showing that .the complained of pricing behaviour had risen to
the level of an actual violation of the antitrust laws'" (17).

s

(15) The IATCA's only reference to predation in a specifically |
international contgxt appears in Section 2, which sets out '
the "Declaration of Policy" for the CAB. See Federal
Aviation Act, S.102 (7).

(16)I Report of the Senate Aviation Subcommittee of the Committee
on Commerce, Science and Transportation to accompany S.2493,
95th Congress 2nd Session, February 6, 1978, at pp:107,8.
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Furthermore, 'the Board maintains, the Act places the'bqrden of

showing pricing behaviour to be ﬁnlawfql upon the compliinant,

"as in all other low fare cases™ (18). This applies for domestic
« cases, at least, This burden is not however repeated in the

bilateral texts. * ,j:;7

'

. : -
One other indication is that the Board's early, thinking on the
‘subJect may have been influenced by an 1nterna1 dlscuss1on-paper
c1rcu1ated in February 1978 (19). Entitled '"Regulation of ﬁ? ¢ 4
d -

Predatory Behaviour', the paper suggested that '"the destructlon S |
Yy pap :3:4

of competitors by itself does not imply predation" (2Q). This
would occur only where, after competing carriers have been dr1ven
from the market, the survivor raises fares above previous compet- |
itive levels. The paper suggested that the purpose of interven-
tion by the Board should be to prevent "harm t¢ consumers,' not
compet1tor§ . consumers are worse off only if fares are permitted
to rise above competatlve levels" (20). Under this scenario even
a monopoly\operatlon could be ''competitive' where it offered
,suff1c1ent1y low fares to deter other entrants. As will be seen
these themes are repeated, with variatiéns, in later thinking.

(18) Ibid. Also, in Order 82-1-85, 19 January 1982, Lufthansa
v Pan Am, the Board noted that Lufthansa "has failed .to

present an adequate basis for its claim that (the disputed)
fares are predatory because they are below cost", at 7.

; .
%b/¢(19) CAB Press Release 78-11, 1 February 1978. .

)

(20) Ibid. ' ‘ :

.o

d‘l
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7.2.1.2° The Cases (21)

N L3

7.2.1.2.1 ‘Domestic

The main domestic US consideration of predatory pricing in air
transpoi® has been in two cases involving complaints by Air
Florida against Eastern Air Lines' fares (22).

. Only once has the Board made a finding of predation (23). It
was prior to passage of the 1978 Deregulation Act, but the
Board has not distinguished it on these grounds (24).

The first of the Air Florida cases, decided in'Mgreb 1980,
explored the concept of predation in some detail. The decision
included formulation of a set of criteria necessary to establish
at least a prima facie case® of predation under US law. Applying
these to the facts, the CAB dismissed Air Florida's complaint.
The Air Florida criteria have been applied to a later, inter-
national, complaint (25) so that the case warrants careful
examination.

) .
(21) Non-aviation examples of litigation over ''predation' are
of limited value in jinterpretation of the word's use in
bilateral agreements. The present text will therefore

focus on CAB interpretations insofam as they provide
guidance to the positions E;E:f/hx\g? aviation policymakers.
(22) Orders 80-3-194, 28 March 1 and -1-101, 21 January 1981

(23) Order 77-7-17; 7 July 1977. See below.

(24) In Order 80-3-194 the earlier case was distinguished on
the facto; p. 7. footnote 6. See also below.

(25) Thisgwas Lufthansa German Airlines v Pan American World
Airways (Order 82~1-81 of 18 January 1981). Like the Air
lorida Case, this was an enforcement complaint brought
under S5.411 of the Federal Aviation Act and issued under
delegated authority by the Director of the Bureau of

y ‘ (continued..)
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Air Florida complained thaQ Eastern had, inter alia, offered
competing fares which were "unecénomically low, and thus, by
implication, predatory" (26). The services in dispute were )
"tag-ena" segments,’i.e., they "would have been uneconomic for
Eastern to operate for their own sake, but were run in order q
properly to position Eastern aircraft and personnel for purposes
of maintenance and systematic scheduling"” (27). As a result
mar&inal costs were estimated on the basis that the flights
would otherwise have positioned empty (28). | ’ !

}

|
|
|
!

%
3
-
<

These accounted.for $2.76 per passenger (29) - on various routes f
ranging up to 269 miles (Miami-Gainesville, where the actual :
fare offered was $22.22). ]

#

(25) Continued.

Compliance and Consumer Protection. Hence it is primarily

a "domestic! decision. Lufthansa simultaneously filed a
* tariff complaint under S.1002(j) of the Act on the same :

facts. In its finding on this complaint, the full Board i

(in Order 82-1-85 of 19 January 1982) did not refer to

the domestic precedents, but made only minor changes in

the test effectively applied. A S§.100Z2(j) complaint

involves interpretation of the bilateral terms; S.1102 f

of the Act requires that the Board's exercise of its ’

’ powers be consistent with tis obligations under bilateral
agreements, . :

}
i
3
1
i
i

(26) CAB Order 80-3-194, p. 1.

-

27 I1d., 2.
(27) &
(28) Marginal costs are the additional costs directly associated

with carrying ‘one additional passenger. Stated another
way, they represent the difference in cost to the airline l
of operating with a seat empty or filled.

B et St

(29) Eastern's figure, but effectively ﬁccepted in the decision.
Costs were those for actual passenger service (food,
beverages, baggage, handling, ticketing and reservations).

~

[
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The Order set out its definition of predation as occurri

"when a firm charges a price for a product that is belowjpcost,

with the expectation that by doing so it can drive its rivals

out of the ma&&etplace'and subsequently raise its price to a

monopoly level, recouping its previous losses and earning

additional monopoly profits"/(SO). o

f
Further elaboration is subsequently added

(30)

(31)
(32)

L P

/

£

.

- "that' monopoly profits must reasonably bekexpected to
endure for a 'sustained period" (31). "

- that the perfistence in losses over-a long period would
tend to distinguish predation from '"legitimate price
experimentation' (31); and

- that "barriers to entry and exit in a markét{ must be
significant "to constitute rational predatory behaviour
(32).

Order 80-3-194, 2. The same definition is used in Order
82-1-85, op. cit., 4. -

Id., 3.

Ibid, cf. however the possibility of other strategic
considerations. "A dominant firm might profit by elimin-
ating one relatively small firm from a market or product
line if that harsh example teaches its other competitors

a lesson. In strategic terms., the dominant firm will seek
to establish a credible threat to pursue the same policy
either within this market or in other®'markets when entry
or other undesired behaviour occurs." J. Brodley and

A. Hay, "Predatory Pricing: Competlfgfﬁconomic Theories -
and the Evolution of Legal Standards", (1981) 66 Cornell
L'R. No. 4, 738 at 74Z. This article ‘offers an excellent
and comprehensive account of the development of. the law in
the face of radical ecbnomig reappraisal of the concept of
predation.

¢ -
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B;fore exam1n1ng the* A1r Flor1ga test, Fwo:?urther observations
T should be *made. "
First, the question of intent flickers among each of these
conditions. Intent‘pef\se as a determlnant of predation has,
not been 1sfactory&y dealt wath by the Board ,as will be seen

below. \g

. .
Secondly, although not qkﬂ?essly étated,,it appears from the
decision that dominance in the\ﬁg;Zicular market is an important

factor, e.g., in terms of actual capacity offered (33).

— L,

< t L
The Air Florida' Test

1. Did the airline set its fares
cost in any city-pair at
Al -

2. If the answer to question 1'is yes, did the
airline persist in losing money afteéer the
fdares had been shown to be unprofitable?

elow marginal
y time?

‘3. Could the airline reasonably have hoped to
attain a position of monopoly power in the
markéeéts concerned?

4. Did the airline accompany its fare reductions
in the .markets concerned with increased flight
schedules in order to gain market share?

Each of these questions must be answered affirmatively
to indicate predation; however, predation could still
exist despite a negative answer to question 1, "where
.predatory intent waﬁbfbv1ous" (34).

4

.

(33) Order 80-3-194, 5-8. This was an important issue’ in the

Lufthansa Case, below. As will be seen, it raises interes-

ting questions in the specific area of liberal bj lateral
agreements.

¢

3
(34) 1d., 4. There is no elaboration in this or later cases of

A et S A el

this vague but potentially important exception.— As noted
above, the present case was an’enforcement complaint; the
Air Florida test is in fact stated as a preliminary to any
formal investigation.

.
-
&
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p ‘\ ‘
7.2.1.2.1.1 Marginal Cost/Intent )
( > | . ,
The basic cost criteriofy applfied by the teg is that of short-
run margfnal cost. Prices above this, vel are presumed non-

predatory (35). The p mption will only be rebutted where
predatory intent is well éstablished (36).

As short run marginal costs are frequently difficult tb measure,
e

avgrage variable cost may be applied when\gecessary (37). The

Board has, however, explicitly rejected the‘use of long TUun

[N
B e T PR,

marginal costs (38).

( By admjtting intent as a second-level consideratiopé the test

4

moves away from one extreme economic theory towards what Brodley/
and Hoy describe ‘as the "marginal cost-plus-other-factors-

4 . v

standard" (39). Unfortunately the Board has not takgz\the

opportunity of discussing criteria for determining intent.
: —
;

(:‘ Jﬁ\7f2/135)~ This implies that the Board and all relevant legislation

. accepts the validity of marginal pricing. "If this were
f not the case, discount fares would essentially be defined
' out of business, thereby spelling the end of competition
in the airline industry." Oyder 80-12-59, 11 December 1980, -
; ) American Airlines; p. 3, footnote 3. h*

RN

c T (36) See also, e.g., Order 80-12-11, 4 Decembe® 1980, Swift Aire ]
d ~Q0 : Lines Inc., v Gem Investors Inc., et al, p.2, footnote 2., ‘i
(~ ' . (37) This reflects the Areeda and Turner pricing rule, which is

currently favoured in the US Courts. It strongly favours
defendants. According to Brodley and Hoy, -op. cit., 768,
no plaintiff has yet prevailed under this rule, which has
been described as Va defendant's paradise" (P. Williamson,
: "Predatory Pricing: A Strategic and Welfare Analysis (1977),
‘ Yale L.J. 284, at 305). -

(38) .Order 82-1-1-1 (the sgcond Air Florida case), op. cit.,
. p. 7, footnote 8. Arguably, this may have turned on the
specific facts.

explains the terms used here.

L‘:: - o~ h }
. . ~ k

(39) Brodley and Hoy, op. cit., 769. ?he article lucidly |

P
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It is- an aromaly, perhaps 1nsolub1e, that the only example of
- a CAB predation finding expressly reJected the relevance of

(,) intent (40),
facts and effec

preferring instead to concentrate on<'"‘objective"

Here the larger carrier, Hughes Airwest, was
accused of -''disc im#natory sharpshooting" for proposin& a fare
reduction which was "clearly discrifminatory and selective, in
the classic geographic\Sense; it proposes this particular
discount in only.two markets in its entire system" (41).

1{ ? Ry .
) As (a) one of these markets was critic o the survival of a

smallér airline gnd (b) that airline would have been driven out
~ of business the fare and (c) Airwest would then haye occupied
( ' a monopoly position, so the fare was "obviously predatory in 1t§

“ effectﬁ&(42) { . '?

~g*§—*{ The link between discriminatory and predatory pricing is an
™~ 1nterest1ng one, the '"'sharpshooting' argument was used bx

. Lufthansa in its complaints (43). Although Order 77-7-17 relied
( - on "classic" principles, there 1is a general 1egislative prohib-
ition against predatory pricing which derives from a proscrlptlon

against price dlscriﬁlnat1on by a company serving several markets
’ .

(44) . : _
< : - ‘

(40) Ofder 77-7-17, op. cit., 3. ‘"We%hre not intexested in
reachlng conclusions about (the. airline)'s conscious
N : motives."

v

(41) Ibid. .

(42) 1Ibid. In the Air Florida Case, the Airwest decision was

.., distinguished on the grounds that, on the earlier occasion,
. ~the "low fare threatened the surV1val of a commuter whose
’ existence may well have been critical to the preservation

) of competition in the markets involved". Even if Air

o Florida had been drivem from the market by Eastern in 1980,

- the Board._believed that '"meaningful competition'” would have
continued. Order 80-3-194, p. 7, footnote 6.

(43) ‘See below.

. (44) Robinson-Patman Act, (1976) 15 U.S.C. 13 and 13a &mending
- . the Clayton Act. The later Att however is expressly limited
‘;§ to sale of commodities and transportation services are
excluded; see, e.g., Gordon v New York Stock Exchange, 422
US 659 (1975)

9
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7.2.1.2.172

1) +
.As Eastern's| fare was found to be above marginal costs the

of monopolisation existed on most routes. On one route however,

" (45) Order} 80-3-194, p. 5. ’ , .

b
-
[@ -]
~

Subsequent Persistence in Loss

remaining question became academic, It was suggested nonetheless
that if the [fares 'did at some point fall below marginal cost'’,
then maintenance of or increase in previous capacity feugls was
necessary tqg show predation. Air Florida had suggested that tﬁ“‘“
reduction eyvidenced economic loss of a predatory nature. This 4 4.
d "conqéncing, since the decrease in flights actually

#

was not fou ;
tends to show that predation did not occtur'" (45). . \ 'g

7.2.1.2.1.3| The Reasonable Expectation of Monopolisation

b
In Air Florjida, it was concluded that no reaspnable'expectation 3

ay'virtual monopoly" had been achieved. This was, fMeyertheless, H
found not conclusive in itself. THere had been no increase in
fares '"to a monopoly level... which wolld be expected if predation |

had occurred".

v . v
The decisioh attributed this to the ease of éntry and ekit in
the market., Hence, "even a virtual monopoly on this route segment
does not appear ,to have conferred sufficient market power on
Eastern to make predation a viable strategy' (46).

y ) . «
(46) 1d. 6. This appears consistent wigg\zhe philosophy moodted
in the CAB iAternal discussion paper of February 1978

(see Bbove). !

N
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©7.2.1.2.1.4 Market Expansion

-~

The final question to which a positive answer is required appears

mainly'bbjective:' It relies on the assumption that a predator
will accompany excessively low prices with capacity expansion.
While this is not inevitably so, the decision notes that_"an

absolute decrease in f11ght offerlngs is normally inconsistent
’conduct unless thé firm is a monopolist ‘that has
already driven its rivals from the market and is now engaged in

raising prices to monopoly levels" (47). - -

Nonetheless, cabacity expansion is not conclusive peér ‘se.
Eastern did increase capacity on one ropute but, on the facts, it
was concluded that this did not indicate '"the 1likelihood of

predatory intent"” (48) - i.e., again revertiné to the subjectivity

of perceived intent. . -

s RRan SR i o

o 7.2.1.2.1.5 T;;L\H;gh Standard of Proof under the Air Florida Test
. T

Cleariy,-a finding of predatory pricing will not readily issue
under this test. Air Florida, in its second action, argued '"that
the Bureau's standards for determining whether a complainant has
shown that a competitor's fare reductions are predatory are so
tough that the Bureau has created ''an impermissible test of
presumptive lawfulness, which the courts have made clear they
strongly disfavor".”" (49).

3
(47) 1Id. 7. Note that where prices are below marginal cost,
reducing capgcity reduces losses. Conversely, where cost
levels are similar, the competitor with greatest capacity
suffers the greatest losses.
(48) Ibid; ,
(49) 81-1-101, op. cit., 2. The subsidiary quotatign is taken
from Air Florida's petition, p. 20. :

e O 2
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¢

While the Board rejected the argument, there must inevitably

be cer"that anti-trust principles-will be undermined by too .
stri¢h a test - particularly in a newly deregulated industry.

7.2.1.3 International Cases

The &ain international case which is covered by the terms of a
liberal bilateral agreement is Lufthansa v Pan American (50).
Like the Air Florida action, it was brought both as an enforce-
ment proceeding and as a tariff complaint, the first considered
by the Bureau of Compliance and Consumer Protection, the second
by the Board. Only in the enforcement proceeding was the Air
Florida test applied, ‘but no differénce otherwise appears in the
result (51). The Board's decision on the tarifﬁPCOmplaint makes
no reference at all to any other ddmesticfgﬁ/iﬁternational CAB

decision. -

L

The actions here concerned US-Germany fares offered by Pan Am:.

(1) '"two-for-one pass fares'; each revenue passenger travelling

on Pan Am's domestic network between 4 September - 24
October 1981 was given the right to purchase two full-fare
tickets for the price of one to Germany on Pan Am (and to
several other non-European markets served by Pan Am);
) /
(ii) special normal economy fares; these were aft greatlf
reduced levels, permitting no interlining or stepovers.

‘s
(50) 82-1-81 and 84\1 85, op. <it. A subsequent Lufthansa

in Order 82-4-96, 16 Aprit 1982. See also the "Visit USA
Fare/Export Inland Contract Rate Invest;gatlon"
Docket 40269.

(51) In Air Florida, the tariff complaint decision did not
specifically apply the Bureau's test, but reference was
made to it and the end result was the same. In Lufthansa
no reference was made by the Board to the Bureau test, but

-~

it is clear that the two decisions are inseparable, subject

to the observations below. See also footnote (25) above.

P
v

' petitden~for recon51derat10n of both decisions was rejected
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Lufthansa attacked both fare types using several' separate argu-
ments. Each it was(alleged was inter .alia predatory within the
meaning of the 1978 Protocol; they should be suspended pursuant
to S§.1102 of the Act (52).
o ] \
Under the US-Germany country-of-origin pricing arradgement,
governmental intervention in pricing'is "limited to prevention

f predatory or discriminatory practices..."; prices per se
are not to be "predatory Qr dlscrlminatory" (53). ‘ B
Article 6(c) of the Protocol provédes for a notice of dissatis-
factign to be given where one contracting party objects to a fare
level, and consultations are to follow within 30 days. Failing
agreement during the consultation, Articie 6(d) precludes preven-
tion of any fare originating in the other party's territory. .
On thié‘éccasion, it appears fthat the required diplomatic notice
was servbﬁ (although Pan Am 4aalleged the contrary (54); the issue
was unfortunately not addressed in the Board's decision). TCon-
sultations were ‘held on 10 November 1981, when the German dele-
gation objéw

~

cted strongly to the fares, particulary the low
economy fare. These came at a sensitive stage in the US-ECAC
negotiations (55).

'

(52) Section 1102 of the Federal Aviation Act requires 'the

Board to act consistently with the terms of any inter-
national agreement of the US.

(53) US-Germany agreement, op. cit.,. Article 6 (a). The
intervention clause must be assumed to include predatory
1ces under e description Mpractices”; in, e.g., the
a11and agreement, any ambiguity is cured by referrlng
"prices oxg ractices" (Article 12(1)(a))

(54) Pan Am's Answer to Lufthansa'a complalnt, 30 October 1981,
in Docket 40172; p. 2, footnote 1. Pan Am believed that,
in the absence of notice, the fares were properly in effect
and could not be di%lodged.

¢
'

(55) See below.

.
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. To some parfiqipants the Lufthaﬁs;’comﬁlaint was regarded as a
test case of the validity of the disapproval criteria at a time
(;' when a limited multilateral double disapproval pricing regime
was being contemplated. 1In the gvent{ no compromise was possible
diplomatically.

] ' ‘ N } ’
: Hence, although the Board clearly'felp Lufthansa's complaint to

be groundless, it decided to undertake a "limited investigation'"
of the fares in recognition of '"the strong V1ews expressed by the

o German authorities during recent consultat1ons" (56) ' 3

~

The Bureau's treatment of the enforcement complaint was cursory,

("’ briefly applying the Air Florida test. It found that Lufthansa
' ' had failed to show the fares were below ﬁarginal cost or that a

-
R

reasonable likelihood existed of Pan Am attaining a monopoly

position owing to present competition and ease of entry.\ The {
complaints ""therefore must fail on that basis alone'" (57) é
There was no consideration of intent, perhaps beéause, on/ the v
ﬁ( : facts, a monopolistic intent appeared remote.
I .

_ Dealing with the tariff complaint,”the Board.was almost equally

.
A R S A A e T o T M R T O T S o0 A D P e

‘abrupt on the issue of predatibn. It applied the same two

e

; criteria, albeit in a different way, but with the same results.

As a preliminary - and to date ;%ibonly - statement of criteria

(_‘ to be applied speC1f1cally in bi eral interpretation, it is an

s

important text.

(56) Order 82-1-85, op. cit., 4. . !

AT T g ot S

(57) Order 82-1-81, op. cit., 8. /
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7.2.1.3.1 Different Standards for Defining Predation

P - TNy

First, it impliedly allows that "predatory" can have a different
mean;ng from that applied domeétically;, this is ?o?e by leaving
open the bilateral®meaning, merely stati e "US standards"

in the same terms as the Air Florida defidition (58).

o

Again leaving open the possibility of duality, the Board, after
brief consideration of German and EEC predation standards, con-
cluded however that 'we nee t and -do not decide for purposes
of this order ‘the proper construction of the Protocol 1f German
and -American laws were to conflict on the meaning of predatlon"
(59).

This 'relatively positive step is then at least partly negated by
reference to '"the statement by the German authorities dur&ng the
recent negotiations that predation concepts play little role in
German jurisprudence and that the pertinent bilateral language
was suggested by the American side" (60).

. N ) -~
The Board here seems to imply two propositions:
\

(i) 1in each liberal bilateral relationship a compromlse
definition may be developed, where the other party has

its own interpretation of the concept; ~

(58) Order 81-2-85, op. cit., 4. , ‘

(59) 1I1d., 5.  The German standard is quoted as "below cost
pr1c1ng that is either conducted in an unbusinesslike
&Eznner with resultant general harmful effects on. the
onomy or has the specific goal of excluding competition
from offering their services thus depriving them.of ‘the .
opportunity to compete'. Id., footnote 17.

Technically, the Board noted, this standard was not~
"strictly/relevant to an investigation under the Federal
Aviation Act ...", but it tended to support the CAB
analysis. Ibid.

~

{

(60) Ibid. .
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(ii) where ne such substantive ihterpretat'on exists in the
bilateral partner's Jurlsprudence, then US domestic rules
should apply - the more so as the .US proposed the original
text, based presumably on a domestlc querstandlng of
"predatlon" : . .

s
3

7.2.1.3.2 The Cost Standard : L v

.

A s1gn1f1cant potential compromlse on the costlng basis appears
in the decision. The Board-does not commit itself to any-new 7o
methodology, but, presumably as a result of the 1nter-governmenta14
talks, a new c,;Ferlon is applied - "total cash operating expense'.
This is deflﬁ/d;ks "equal to total carrler operatlng expenses

less deprec1at10n" (61)../To arrive at an appropriate figure, 'the
Board examined historic load factor data for Pan Am's service in
the market; it then determined that the. cash operatlng expense
required a lower1load factor. Hence a contribution to fixed'costs

This would appear in a father more‘palatable standard inter-

nationally, ;but it is not clear whether the Board has actually
adopted this approach, or merely used it as a persuasive indicator‘
in the circumstances. ,The concept was in_ fact introduced in the
context of demonstrating that Pan Am's faa?s were not irrational

but made a contribution to profit.
e *

4 N

(61) 1Ibid. While apparently not committing itself to this~
standard, the Board notes that it "offers one reasonable
lower bounds proxy for marginal cost".

(62) This referred specifically to the special economy fare
issue. In fact the application was less tidy than the
principle. Load factor data was only available for a
two- year period ending nearly 12 months prior to the
analysis; - furthermore, this was total load factor data
rather than "economy class compartment'" load factor
to which the operating expense was applied.

A potentlal (and probable) setback to this type of
ana1y51s in the future may be the erosion of the CAB's
reporting requirements under the combined effects of
deregulation and '"'sunset".

o s s v b
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' Regardless of any other considerations, it was- clear that the

As with so many areas of air transport, the domestic/international
interface is such that application of different standards for
each Could lead to extreme difficulty. '

[

7.2.1.3.3 The Likelihood of Market Dominanée .

oard considered the absence of an} such likelihood to be dis-
positive of the complaint.'

On the basis of present market share alone, there was no prospect,
that Pan Am would drive Lufthansa from the marketplace "or "
otherwise achieve a monopoly postion" (63) In view of this, the-
Board could not contemplate the possibility of Pan Am's raising
the fares to mon0p01y<ﬂevels‘in the future to "recoup current

losses'" (64). The Bureau, in thnggiorcgment proceeding, noted
also in this context the relative freedom of entry in the market

(65) . )
“" ’ . o - * . !
7.2.1.4 Conclusions and Comment \ %
’ !

The diffuse indicators to date of what constitutes predatory
pricing make predictions of future behaviour hazardous - the’
more so as the US is apparently the sole source presently of

et et 82 o o

relevant pronouncements. The following paragraphs outline the
clearer principles established and speculate on some’ aspects
peculiar to liberal bilateral arrangemengs. \

»

(63) 1Ibid. Lufthansa's market share of the total scheduled
market was 51%, Pan Am's 26%; with the balance occupied
by other US carriers; 0.5% was accounted ‘for by 3rd
country carriers. ‘

(64) Ibid.

(65) Order 81-1-101, op. cit., 8. ' 3
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7.2.1.4.1 Conclusions

&

.1 Inizhe absence of determinations by the US' bilateral

partners, us interpretations of predation will tend to
prevail.

.2 In view of the substantial domestic/internagiqnal interface
and the relatively advanced status of‘domestic interpretation,
of the concept, US domestic principles, particularly the
Air Florida test, will be highly influential (66).

.3 The standards in both the Lufthansa and Air Florida tests
are very high, making a predation finding extremel& unlikely.
The burden of proof is on the party alleging predation.

.4 The US concept of predation is rooted in the antitrust
principles of the Sheman § Clayton Acts. There is thus a
requirement for a finding that a carrier seeks total
monopolisation of a particular market rather than, e.g.,
merely increased market share (67).

. 5 In rebutting accusations of predation, great reliance is
placed on the levels of existing market share, actual

competition gpd entry/exit freedom. 1In liberal markets
entry is assumed to be easy.

-

L

(66) See also below for CAB's comments on applicability of
domestic discrimination ptinciples to international
services. The provisions of "internal law" cannot,
however, permit the US to justify a particular course
of a¢tion inimical to the agreement. Article 27, Vienna
Convention, op. cit.

(67) For the_.purposes of the Lufthansa Case, the Board seems

tognhave regarded the particular market as being US-Germany,
/ﬂg?\merely the city pairs actually at issue.

POS—
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The role of intent in determining predation is far from

settled.

It is improbable that universally acceptable criteria can
be established. This devolves from ¢

(i) the US' reliance on marginal cost as a basis
(despite the Lufthansa statements), flowing from
the fear of excessive restriction of competition

by intervention (68) 7}

(ii) the preclusion of the possibility of arbitration
in casg§ of dispute over prices; this is common
to ea of the liberal agreements; if intergovérni
ment consul tation fails, there is no furtlher

Tecourse.

The CAB will continue to play a de facto role in development
of bilateral predationprinciples so long as it receives’ tariff

gomplaints from competitor airlines (69), despite the fact

that it is not thereby interpreting any bilateral agreement.

Tariff complaints, moreocever, can only be entertained Witer

notification of dissatisfaction by the complaining airline's

government to the US government (and, arguably, following

consequent consultation) (70).

-
-~

See Order 80-12-59, op. cit., 3 footnote 3. /

'

"The preferable means for challenging a fare on economic

grounds is a tariff complaint' - rather than a third party
enforcement action; Order 82-4-96, op. cit., 3 footnote 2.

Order 81-8-86; Complaint by China Airlines and Korean Air

Lines against Japan Airlines and Flying Tiger rates, -31

August 1981, p.2. This is in fact a logical result of the

bilateral provisions.
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Inevitably the foregoing reflect US positions alone and should

thus be closely questioned. Examples of grey areas include the
following. . ’

?)W.

f

7242.1.4.2 Comments

2 -

.1  Entry. The freedom of entry and exit is a critical
consideration in a potential monopolisation. Despite CAB

Bt e A Vi «-«/ -

assumptions, entry freedom in international albeit liberal,
markets is ndt as great as in'domg§tic US operations. Quite

CORNLE e

apart from economic factors, scheduled service entry is. in

LTI

most cases "free" only for US carriers, owing to the wide-
spread use of single de51gnat1on policy by non-US governments@

While this may be answered by observing that .those governments

are free to amend their policy, it would be wrong to ignore that
this status generally existed at the time of conclusion of the
agreement and was assumed likely to continue. ’
Furthermore, it must be assumed; despite the radically new
direction of the liberal agreements, that every bilateral partner
expected its flag carrier to remain in the market - otherwise

the temptation of ''routes for rates' would not have existed. ;
As a result, genuine comélicatipg factors are introduced which
mayrrequire special recognition in interpreting these provisions.

\

LRI kL3N

.2 Multiple designation vs predation. On a similar theme, it

must be clear from the Lufthansa Case that a predation

finding against a US carrier is virtually impossible when
more than one US carriér is in the market (70a). This may be
technically appropriate under US 1egislation,'but it must
be questionable whether other governments would knowingly

- L4
DSARE St Pl IO 1 sl

accede to a pricing process exception which could only work,
if at all, to the detriment of their single destination

1

flag carrier. ‘ ' N

(70a) TI.e., Because no single US carrier is likely to gain
even a majority market share.
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.

Under even a modified balance of benefits scheme there may be
grounds for treating each Party's aggregated flag force as a
competitive unit for these purposes. There is ample precedent
for a '"collective predation" theory in the charter-protective
scheduled pricing policy of the CAB over more than a decade.

. (This, it should be noted, was however not a product of bilateral

balance of henefits philosophy but rather of US competitive and
other beliefs.)

.3 Predation vs subgidy. Finally it must be questioned whether
government subsidy - also prohibited under the agreemenfs -
raises a presumption of predation. The purpose of subsidy
generellf is to support below cost operations. Where this

leads to market expansion, predatory/monopolistic objectives.
might be attributed.

Nonetheless, any direct link with predation would be extremely
difficult to demonstrate, particulary if it is necessary to show
direct subsidy on a particular route. On the other hand, there
seems little value in a non-subsidy provision designed to prevent
only the vastly subjective "artificially low" prices. ’

)

7.2.2 "The Prevention of ... (unreasonably) Discriminatory
Prices or Practices"

Where predation‘is difficult to deduce for lack of géneral under-
standing of the concept, so discrimination suffers from a surfeit
of usage. It has been described as "the act of charging different

customers prices that differ by varying proportions from the
costs of serving them' (71). '

4

(71) CAB Regulation PS-93, adopted 22 May 1980 as Amendment
No. 70 to Part 399 - "Statements of General Policy".
Page 1.
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legislation but without definition; in 1liberal

arises in
Operation
paragraphs of the Pricing article.

*' provisions in add%;ion to appearing

its derivatives appears frequently in relevant US

bilaterals it

ffering contexts in “Fair Competition" and "Commercial

in at least two

Additionally, a comprehensive

CAB policy statement ezists qn discriminatory pricing (72).

o

The liberal agreements vary in permitting goverﬁmental interven-

tion for dise({minatory
presumably includes prices generically);
is to both "prices or practices'.

"prices" and "practices'" (where it
in some cases;reference
Normally, discriminatory -

practices per se will be dealt with under other provisions,

notably "Fair Competition", or in tandem with the Pricing

article (73).

Nor are they exclusively prohibited in liberal

agreements, being implied or expressed in most if not all

bilaterals.

The present text will concentrate on pricing discrimination,

insofar as it is possible to distinguish this from ‘other discrim-

inatory practices.

Discussion will cover both general pricing

discrimination principles and its awelationship with cross-subsidy

between routes and service types.

As with predation issues, the CAB has sought to apply to the

US-Germany bilateral its general price discriminatiogn principles
in the Lufthansa v Pan Am Cases (74).

(72)
(73)

(74)

Id.

See, e.g., TWA v FRG § Lufthansa (Order 8
1981). Also concerning ''tying arrangemert
International Tours v Qantas (Order 78-10-
1978) and the Lufthansa v Pan Am Cases (pp
TWA Case was brought under the discrimin
provisions of the International Air Transp

, 13 Fepruary

S", F .
129 ,” 26 October
. cit.). The
0Ty practices
ation

Competition Act 1979,

Op. cit. ,

—
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Before considering the Lufthansa Case, a summary of "the CAB's
discrimination licy is essential (75). ‘

7.2.2.1 CAB Discrimination Policy ’ - {

e 4

While limited explicitly to domestic circumstances, the Board
noted that the underlying premises were equally applicable '"in

many pertinent respects'" internationally (76). .In the Lufthansa
Case, the Bureau effectively determined the policy fully applicable

\

in a liberal market, at least for enforcement purposes (77).

L d

Under the newly liberalised, deregulated system the Board'«
established a higher threshold than previously for a finding of

discrimination. Four criteria were now to be met-before rejection

as being "unreasonable discrimination" (78), H.e., forms of
pricing recognised to be discriminatory but permissible.

4

'(75) PS-93, op. cit.

(76) 1d., 9., It stated however that international discrimination

principles would be addressed "in more detail shortly";
Ibid. This has not occurred.

(77) Order 82-1-81, op. cit., 5. "Given the similarity in
competitive attributes between domestic markets and this

. market, we see no reason to impose a 5tricter discrimination

\standard in the latter."™ The attributes were (i) pricing
freedom, (ii) open entry, (iii) multiple carrier desig-
nations, and (iv) actual mu1t1p1e airline direct serv1ce,
together with indirect operations.

(78) Defined to mean "unjust discrimination or unreasonable
preference or prejudice'"; PS-93, op. cit., 10«

k
’
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5

The criteria for "unreasonable discrimination'" are:

1. a reasonable probability exists that the price will result
in significant long-run economic injury to passengers or
1shippers; N

.

\ . . . )
¥ .

. 2. the price is actually discriminatory according to a

_This appears to coincide broadly with existing non-US policy (80).

"reasonable cost allocation or other rational basis';

3. the price does not provide transportation or other
. :
statutorily recognised benefits that justify the

. discrimination; and

4. the "actual and potential competitive forces' cannot
N .
reliably be expected to eliminate the undesirable effects
of the discrimination within a reasonable period (79).

Each of the four must be found to be present.

Before the new rule, no formal definition had existed; the
(ad hoc) case law placed the burden of economic justification
upon a carrier shown to be proposing 2 discriminatary price.

So-called "status" fares (e.g., you;h or family fares) Wthh
previously had been presumptively illegal are also now Judged

in the same way as other discrimination cases.
< L 3

AN

(79) 14 CFR Part 399 paragraph 36, as’ amended by PS-93.

(80) The UK CAA's (1981) .policy for example is "progressively
to diminish discrimination and cross-subsidisation between
routes and between fare types. Each fare should be related
to long-run costs at a level which will yield sufficient
revenue to cover the costs of efficient operations,
including an adequate return on capital." Exceptions exist
to permit matching competition or response ''to a cyclical
! shortfall of Jdemand'; "Civil Aviation Act '1980: Statement

of Policies on Air TranSport Lircensing', CAA 0ff1c1a1
Record Series 2, No. 465, 28 April 1981, paragraph 19.

(conrinued..)
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For the purposes of bilateral interpretation specifically, it
should be recalled that governmental intervention may occur to
-'prevent "discriminatory" practices/prices; the standard is

thus not "unreasonably discriminatory" as defined by the CAB.

It is of great interest, therefore, that the most recen‘ 11bera1
agreement, with Barbados (1n1t1a11ed in 1982), uses the words

el ke AN R

"unreasonably dlscrlmlnatory" (81).

A ]

In the same way as the domestic/intérnational interrelationship
makes it difficult to maintain éeparate predation standards for

- . el
o an wae e ey g

éach, so any distinction for d1§cr1m1nat10n would be difficult .

s

to support. This point was- graphlcally illustrated by the facts -
in the Lufthansa Case. | -

¥

7.2.2.2 lufthansa'a Discrimihation Complaints

(On this issue also, Lufthansa initiated two proce;dings, a
third party enforcement action and a tariff complaint. Despite
the Bureau's applicafion of domestic standards, noted above,
the Board did not even attempt to define discrimination in its
response to the tariff complaint (82)). .
Lufthansa alleged Pan Am's '"two-for-one'" fares (83) to be
discriminatory on thrée main limbs:

L

(80) Continued. \ ' #

Australia’s (1978) policy, as expressed by the Minister |
for Transport, is for '"fare types which are ... system- S
atically and efficiently based on( costs'", Australian 3
Parliamentary Debates: House of Representatives,

11 October 1978, 1700. i

rd

US-Barbados agreement, Article 12(1)(a).

" Order 82-1-81 and 82-1-85, op. cit.

Described above in the '"Predation' section.
' 2y

V]
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(i) they discriminated against Pan Am's international

passengers who bad not flown domestically on Pan Am;

)

(ii) - they discriminated against Pan Am's German-originating

(1i1)

passengers,, so that thesé passengers subsidised those
originating in the US (84); 7/

‘

condemned by the Board in Order 77-7-17 "..in that they

- single out particular international markets for predatory

attack..." (85).

-

This latter allegation, which is closely linked with predatory
pricing issues discussed above, was. applied also to the special

low economy fares offered by Pan Am.

Hence, two allegations of cross-subsidy are raised:

(84)

(85)

1. Dbetween domestic and international, and

AN

2. Qetween different. international markets.

The fares were. available for one-way or round-trip, so
_that passengers who had originated in Germany could in
principle benefit on the one-way fare back to Germany.

Complaint of Lufthansa, Docket 40172, 22 October 1981.

The 1977 Order referred to by Lufthansa is the Airwest
Case discussed in the "Predation'" section. Lufthansa did
not raise a "status" discrimination argument; the '"'two-
for-one" fares were available only between family members,
but there was-no "spouse'" or similar limit.

N

'
1
'

they répresented "the kind of discriminatory sharpshooting" |

i
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Both the Board and the "Bureau appeared to fall short of adequate \¥
!
]
.
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treatment o{ the first type (86). The Board, considering thg
tariff complaint, merely failed to find the pass "unreasonable"
(8%); the Bureau resisted substance entirely, stating only that
Lufthansa had failed to substantiate its allegation (88).

H
i
i
'
i
{
3
i
a
]

The second type was dealt with in more detail (89). The Board,

1
i
‘observing the different North Atlantic bilateral regimes, was %

"not convinced" that Pan Am had engaged in "a selective and
discriminatory price-cutting strategy'". Thus, firstly, Pan Am :
was not found '"guilty of discrimination among markets'. Further, ;
it believed, Pan Am's passengers on other‘European routes would L
not subsidise "below cost'" special economy fare passengers.

This finding was based more on pragmatism and predation principles |
than on discrimination principles; the fares were ''not below the ?
pertinent costs)'. The Board then formulated a form of non- ;
discriminatory-competitive-environment theory: if the fares

were, in any case, below cost, the competitive situation in other
transatlantic markets would preclude adequate compensatory gains

(90).

(86) As noted above, similar issues are under consideration;
CAB Docket 40269.

(87) Order 82-1-85, 7.

(88) The Bureau offered a practical but legally irrelevant
alternative for German-originating passengers who did not
wish to subsidise Pan Am's US-originating traffic - they
could use a competing airline. Order 82-1-81, 6 footnote
23. ’

¢

(89) This may be explicable by the fact that special economy
fares were also involved in this allegation. The Board
had already noted the German government's concern being
focussed more on these fares.

(90) Order 82-1-85, 6. As the Board observes, the whole issue
is probably moot in any event as the fare fell within the
SFFL zone of automatic approval, giving the Board no power
to disapprove it.

bt i - B
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Lufthansa's 'discriminatory sharpshooting" argument; taken ;rom
( the Airwesf Case (91), was however attacked head-on by the Bureau;

while making clear that it was addressing only the enforcement
3 proceeding and not the tariff complaint. It .believed that the %
.claim of market-by-market discrimination was erroneously based
"on the outdated notion that, to be la;ful, fares in different
markets must be related to one another on the basis of some
common standard such as mileage" (92). "Market—by-ﬁarket
differential pricing was clearly anticipated as a consequence of
‘fare flexibility and is therefore not, in and of itself, unlawful.
Lufthansa must, at a minimum, show long-term economic injury to
some category of consumers before we will initiate (an) enforce-
ment proceeding in re;ponse”to a discrimination complaint (93).

s o s RO Tl ratns T S F e b S s

e 4w

7.2.2.3 Discrimination between service types

HE e et dnne e -

é{here is a further type of tariff discrimination not raised by
the Lufthansa proceeding, the classic example being cross-subsidy
( by economy passengers of discount fare paylng passengers on the

same service.

For many years, it was CAB policy to restrain increases in normal
economy- fares where it was believed that below (fully allocated) .
cost discount fares were be1ng offered. The policy behind\\h;g
( policy was to limit scheduled %ervice low fare competition w1th
charters, or, alternatively, to preclude "predation" by scheduled |

airlines. ° ) 3

’ (91) Order 77-1-17. Q\\\ :

(92) Order 82-1-81, 6,  (citing and suppdrtigg an extract from
Pan Am's answer to the complaint). \

(93) 1Ibid. This requlrement being é%e first 11mb of the Board's
domestic standard. See above.

A
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This objective became redundant with the sprgéd of low scheduled
fares and erosion of charters. By January 1980, the CAB's senior

137

staff economist was able to suggest forcefully that two-tiered

pricing was generally not discriminatory, based on empirical

evidence under deregulation-(94). An extract from his paper

helps provide a candid insight inte the new direction of CAB

discrimination thinking:

(94)

Y

(95)

"Since coach fares are not often set at twice the level

of some discount fares, does it then necessarily follow
that coach passengers .are cross- subsidizing discount
passengers? That is, aré coach passengers paying more
than the cost of service, as has frequently been alleged,
so that airlines may carry discount traffic that does not
cover its costs? Unless airline managements are grossly

,incompetent, we must surely reject the notion that dis--

count traffic does not cover at least its marginal costs
of carriage, including marginal capacity costs. If it
did not, airlines could increase their profits simply by
offering less capacity and refusing to carry discount
traffic. Instead, airlines have waged an intepnse com-
petitive struggle during the past two years to expand
their carriage of discount traffic, so we must dpnclude

that this traffic is covering at least its- mar%;nal costs.

We also know, from the current financial data, 'that if
all passengers were to travel at deep discount fares,
airlines would fall far short of covering their total
costs of operations. In sum, it is reasonable to believe:
that discount passnegers now pay fares that are no lower
than marginal costs, but which are s1gn1f1cant1y lower
than the average costs of providing air transportatlon
services.

"Is the Current Airfare Structure Discriminatory?";
CAB internal memorandum, 4 January 1980, from Dr Robert
Frank, Director, Office of Economic Analysis to the Board.

L

1d., 2, 3.
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Dr Frank's conclusion was that the airfare structure probably
is not discriminatory in ‘“‘most city-pair markets; while a
uniform structure might emerge one day, nothing we know now
enables us to deny that the most likely general outcome will

be thé -survival of the two-tiered fare structure we now observe
in most markets." (96).

Dr Frank may have underestimated the airlines' long-term need
(real or only perceived) to expand market share in the newly—y
deregulated environment -- a factor whlch would undermine the
short-term rational economic behaV1our approach However, his
paper marked a watershed in US discrimination policy. JIts
informal nature does not represent any adopted policy, but the
Board has - as seen above - subsequently‘adopted Dr -Frank's

general philosophy in many respects. ,
- : &

7.2.2.4 Conclusions : .

3
The status of discrimination as a pervasive but ill-defined

concept is clearly unsatisfactory. Again economic philosophy

is well advanced in the US, although many governments have
exblored the area during the past decade, for example through
the medium of restrictive trade practices legislation.

For the purposes. of 1iberal ‘bilateral agreements, as has been
noted, arbitration is precluded concernlng Pr1c1ng clauses; as
the concept of d1scr1m1natory practlces appears in several other
contexts in the agreements, however there is a possibility of
authorit4tive independent resolution, should either party win
(97).

2

(96) 1d., 8.

(97) See, e.g., US-Barbados agreement, Article 14 § US-Thailand
. agreement, Article 14, for model arbitration provisions.
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-foreign governments and airlines which engage inter alia in

.

v

(98) IATCA, S.ZS,- amending S.2 .of the International Air

139 <
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The issue is made more complex by the existence of US domestic
legislation compelling.the CAB to institute action against

"unjustifiable or unreasonable discriminatory, predatory or anti-
competitive practices against a United States' air carrier™ (98).
In such cases the bilateral provisions offer only one part of a
more coni;iex confrontational exercise, Different oijectivesf\

are ,involved and different -standards applied. V !

N bt

In 1ight of this certain conclusions may be drawn. 3

.1 For the €CAB at least, the 'purpose of the discrimination |
" intervention provisions is to prétect consumers. It is, -
according tp the Board's test, not sufficient to show a
competitive disadvantage to one par{:y's airline(s).

¥

.2 As concluded for predation intervention, above, it is

N E:
» .

difficult for the US.to apply different standards for - {
domestic .and international cases. The domestic position
novw seems well ;settled, so that the "high threshold" for -
intervention could influence international judgments,
making mutually agreed prohibition very unlikely.

.3 The CAB's pricing discrimination guideliﬁes appear to be
more relaxed than its bilateral partners, although explicit
modérn statements are rare in air trénsport policies,

.4 leferent standards apply for other forms of discrimination
- e. g » under the bllateral "Fair Competition" articles on .
the US' IATCA. These forms are applled in order to protect
airlines from sufferlng competltlve dlsadvantage per se -
thereby distorting the bilateral balance of benefits. Given
that the same facts may give rise to dispute under both the
"Pricing'" and, e.g., "Fair Compeition" articl,é’s, it is
difficult to recoxgcile the different objectives involved.

Transportation Fair Competitive Practices Act of 1974, (49
U.5.C. 1159b). See, e.g., the THA v FRGC Case, op. cit. ., -

et e




\ 7.2.3 "Protection of Consumers from Prices that are Unduly

" "High or Restrictive because’of the Abuse of a Dominant

Position" (99) . t
” - '

This ground for governmental intervention has appeared in various
»forms since its first expression in the US-Netherlands agreement

as "protection of consumers from the abuse of monopoly power"
(100) :

o g e

o

-

IREY

A common denaminator 1is the objective of "protection of ;
consumers...". None of the Dutch, German or Isragli agreements
regérs to an "unduly high" é%iterion, but otherwise this appears
now to be standard. Occasionally the words '"or restrictive" are
omlttﬁﬁfg;d there is various exchange of the term '"'monopoly power"
(1) for '"dominant position".

[P

' e
Reasons for the variations are best known to the US negotiators;
no clear pattern emerges. However, some principles can be derivé‘
, .

(: (to which exceptions exist):
;

OVIRIY NIV

T AT 20

. 1. the purpose of intervention is to protect ''consumers';
4 .
2.~ additionally, the offending prices must be

/

Frt ol v -

R (a) "unduly high"
or (b) "(unduly) restrictive"
and (c) attributable to an abuse of monopoly
power/dominant position.

(99) 'US-Thailand, Article 12, (1), (b).
(100) US-Netherlands, Article 6(a).

(1) US-Costa Rica, Article 12, (1), (b). =+
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Ample room is thus left for subjective judgments. As no
criteria exist at this stage, speculatidﬁ on the value of the
terms used in the second of the above principles is not
productive. As will be seen below, even economically based

"scientific'" judgment on appropriate levels (e.g., Telating
S e ) prop

costs to actual prices) is not easy; the addition of the
adjective "unduly" merely complicates the exercise further.

7.2.3.1 The "Consumer"

”

The correct starting point is with "consumet™s". This is the
only one of the four interven&ion provisions directly aimed at
consumers, but suffers from the lack of any definition (2). As
the focal element in the US' Negotiating Policy this is perhaps
a strange oversight. While occasional reference is made to the
interests of "travellers and shippers" in the Policy} this is
not expressly described as a complete‘definition.

One possible method of defining the word is to sujtyact the
dirline industry from all those having an interest in air
transport, the remainder being "consumers". This is not

particularly helpful and is, in practice, not comprehensive.
The dictionary definition contributes little:

""One who uses up an article produced, thereby exhausting
its exchangeable value : opp#sed to producer." (3).

(2) This is an extremely rare, if not unique, provision in a

bilateral trading agreement. It is interesting to speculate
whether any enforceable right is vested in '"consumers' under

» domestic (or international law) Jurlsdlctlon to oblige the

respective regulatory authorities to intervene in appropriate

cases

(3) Oxford English Dictionary (Repr. 1970).
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Travellers can readily be described‘as consumers of air trans-
port services. '"Shippers" also must be included, but it should
be recalled that many shippers actually overshadow airlines in
terms of commercial power.\JThe,iiga of "protection" in such
cases is misleading. ' ’

There are other categories of consumer - travel and shipping
agents, acting for commercial purposes at least in a dual agency
role; tour operators and charterers who purchase transportation
in multiple units; and finally, paradoxically, airlines them-
selves. Through the interline .system, airlines frequently make
use of the services of others, both in the carriage of traffic
and in their overall marketing of air transportation.

Add to this the relative value to the "consumer' of short-term:
interests (e.g., in low fares) and long-term interests (e.g., in
the continuance of a multiplicity of airlinés and an interlining
network) and even the more straightforward part of this inter-
vention heading becomes clouded.

7.2.3.2 "Unduly High J(or Resfrictive)" Prices

Like beauty - or ugliness - unduly‘high prices may be a matter
of opinion. In the CAB's "Twelve Market'" Case an-attempt was

made to adjudicate on the proper level of international fares(4).
As apparently the only "scientific" approach internationally and,
as it contains similar elements to those which would presumably

be raised in a bilateral dispute, the outcome merits consideration.

0

(4) The 1979 IATCA established a '"Standard Foreign Fare Level"

system, under which a benchmark fare for each US international?

city pair is adjusted regularly according to CAB cost cal-
culations based on US carrier costs. The Wenchmark for most
purposes was the actual economy level, applied on “1 October
1979. A zone ranging between -50% and +25% (according to
route area) is established around the SFFL, within which any
filed fare is automatically approved. To accommodate CAB’
concerns that a number of base level fares were too high,
the Act provided for the Board to adjust a limited number,
where they were shown to be "unjust or unreasonable'". The
Board selected 12 markets. See IATCA, Section 23; Order
80-2-140; CAB Law Judge decision, 2 July 1980, Dockets
37730 and 37744; Order 80-8-66.
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The Boérd selected 12 international markets served by US carriers
in which it believed inadequate competition - with various causes
- had permitted excessively high prices. After developing four.
possible methods. for determining whether the actual fare levels
were too high, the CAB eventually retreated, emba?rassed. The
backdown was partly due to inadequate preparation and presen-
tation, but the result strongly suggested two conclusions:

(a) It is extremely difficult for a regpnlatory body to

determine "sciéntifically" that a p@ice on any given

route ¥s too high (or, for that matter, too low).
None of the four methods developed by CAB staff was
adequate individually; neither could their use in
parallel, i.e., for cross reference, create markedly
greater plausibility. The admitted margin of error
of itself was too great to provide a meaningful
measurement,

(b) That '"networking" is an essentzﬁl/;;;;\qfkjn airline's
marketing strategy. An airling, accordin} to several
of the submissions during the case, cannot isolate
each individual route as a marketing entity. It
must seek overall profitability, which entails
treating its total network as a complementary
system of routes - so that, e.g., some become
"feeders' and others trunks. To attract traffic
onto -potentially profitable trunk routes it would
be logicél to underprice the feeders - a shortfall

which is met by raising the trunk route levels above
.. the '"correct" levels.

The networking argument is controversial but as an argument

against assessing fare levels on individual routes it was never
formally accepted by the CAB, even though its Law Judge had been
convinced (4); the Board did not, however, reject the argument.
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Additional competition would inhibit the practice - if it “

exists - but there is 1ittle likelihood that any bilaterally
agreed method of measuring ''correct" or 'reasonable', lower
levels could ever be established.

The interpretation of "restrictive', when used, must be "similarl
! P b4

uncertain; it is apparently an offshoot of discrimination but

is so vague as to be virtually meaningless in the present context. :

7.2.3.3 Abuse of '"Monopoly Power'/"Dominant Position"

In addition to the finding of "undul& high'", etc., abuse must
be shown of actual market power. Consistently with the predation
principles described above, it is apparent that'monopoliéation

is not outlawed per se; there must be an "abuse'" of such power
(as noted earlier, the substitution o ''dominant position" is

to take account of influence situations where actual monopoly’
does not exist). I

Otherwise there is little of substance to de;ive from this
phrase. While existence of a monopoly is, seemingi&, readily
detected, a dominant position already becomes subjective. None-
theless, given the state of the international marketplace, it is

most improbable that such a position could develop - the.more so. -

where the CAB supports almost a presumptive threat of entry in
liberal markets - a monopoly thus not being a monopoly (5).
Certainly, from the text, the mondpoly position must actually
be abused.

(5) See the Air Florida Case, above.
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7.2.3.4 Comments and Conclusions

Although superficially more substantive than the other grounds
for governmental intervention, monopolism is equally difficult .

to isolate in practice.

-

. . . .
Two final observations concerning monopolism should be made here.

First, the later agreements tend to overlook the possibility
that monopoly can lead to unduly low fares - for example as

proposed in the Airwest Case above. This would not necessarily
be subject to attack under the predation head, which is in any
case designed to protect airline competition rather than consumers

-

directly.

The point is far from merely academic. As a result of excessively

low fares, consumers could well be deprived of service benefits

such as frequency and variety of service and interline options,

etc. &

Secondly, given thi;#}he parties to each agreement seek some form
of benefit, in addition to supporting consumers, could monopoly

consist of a "flag", rather than single airline,monopoly? For

example, where one party has two designated carriers operating

on a route and the other none,*could the first party (rather than
airline) have a monopoly? Clearly this is inconsistent with US
domestic competitive theory, but the point may derive relevance
from the jinternational context. In view of the balance of power,
it perhaps is more likely that a party would Wish to assert that
prices are unduly low as a result, thereby keeping its own flag
carriers from the market. The later agreements would appear

unable however to accommodate the low fare argument.
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x

7.2.4 "Protection of Airlines from ... Governmental Subsidy
or Support" (6) °

«

LN

This cause ‘fer, government intervention specifically cites sypport
from a government as justification, thereby excluding cross-
subsidy of, e.g., an airline subsjdiary of a conglomerate from
other activities or cross-subsidy of routes by an airline.

i

Once again, an inherent difficulty exists in interpreting this

phrase. The impact of* subsidy by an airline's government 1is

much wider than enabling the airline to offer a particular fare.

Furthermore, there are few governments which overtly and specif-

( ically subsidise their national airline.
These facts therefore create at least two problems in application:
firstly, action against a particular price offered - by rejecting
it - is often én inadequate Tesponse to a practice which generally
has a long term effect (7); gsecondly, fhe assessment of what
constitutes '"indirect'" subsidy or support is nearly impossible,
unless some a priori agreement on principles exists.
Nonetheless, this is and always will be é serious concern of
privately-owned airlines competing”with government-owned flag
carriers. It is a concern which increases in a quasi-free

{ international market where it is government policy to maintain

an airline presence, whether for political or general economic
T reasons. g . -

(6) The US-Philippine agreement is unique in omitting this
ground for intervention. See below, Chapter 8.

(7) For example, a fully government-owned airline could suffer
t extreme overall losses for some time (just as many privately-
owned airlines can): 1if after say 3 years, the government
stepped in and directly subsidised the airline to help it
continue operating, (a) the competitive damage would already
have occurred and, (b} future prices might not necessarily

(; be "'subsidised".
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©
It is almost certainly included at‘the express wish of US
airlines. Foreign government subsidy - and support were key
targets of dissatisfaction as airline losses mounted in 1981

(8). As such, it may be more a token gesture than real evidence
of intent to act.
¥

The impact of subsidy, if it does occur, will normally be such
that the overall purpose of the bilateral agreement is under-
mined. Merely to address particular prices applied in a market
at a certain time would be futile. \

7.3 Conclusion

Some of the most successfu{/and durable clauses in international
air transport agreements are intentionally ambiguous. They must,
however, have a valid meaning. They cannot be totally without
effect., It remains to be seen whether the wording of these
four grounds for disapproval will succeed and endure.

‘ !
In their application it appears that they will offer only a
cautionary, "political" influence (9). They are intended, after
all, to limit the grounds for governmental intervention rather
than to facilitate it. As such, there are grounds for the
belief that their aggregate purpose is to quantify the propos-
ition that governmental intervention will occur only in °
"exceptional circumstances" (10).

4

This interpretation is undoubtedly controversial. To date
however no evidence has arisep to suggest any more acceptable.

(8) Together with ''discriminatory" practices, foreign govern-
ment flag carrier subsidies were the targets of attack by
US airlines in Senate Hearings.

(9) For example, even the renowned practice of ''dumping" is
not qutlawed - apparently because it would soften and
confuse the predation principles. -

(10) As in the quasi-country-of-origin pricing agreement between
othe UK and Australia; Press Release by Australian Minister
for Transport, Mr Ralph Hunt, 13 May 1981.
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CHAPTER 8. EVOLUTION OF THE AGREEMENTS \ N

The scope of the present subject makes it impossible to do

justice to the important differences appearing in the various
agreements-referred to genETTEglly in this paper as "liberal®.

They are in fact all different in smaller or greater ways.

Unlike the quasi-multilateralism produced in the late 1940s

and 1950s following the Bermuda I model, the new agreements did :
not develop in a vacuum. \

They therefore had to force their way to the sun through a dense
awd healthy network of agreements. Consequently their evolution
was rapid. While many of the classic terms have remained virt-
ually intact throughout, significant changes have taken place
where the casual eye might notice only a small omission or
addition (1). Therefore, it is essential to pay at least

brief attention to the agreements themselves.

They may be categorised in various ways, but, to illustrate
their evolution past and probable, four groups will be described
here:

(1) The 1977 agreements;

(2) The first liberal agreements;

(3) Full double disapproval; and, finally,

(4) The "restrictive'" liberal agreements.

(1) PFor example, the sometime omission of ""equal' from "fair
and equal opportunity to complete'; or the impact of
limitations on third country airline price leadership.
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‘Atlantic pricing in late 1977, made further breaches of tradjtion
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8.1 The 1977 Pre-Liberal Agreements: ''Innovative' Pricing
and Country-of-Origin Charters

‘fﬁﬁkday, these agreements-are of little more than historical

interest. They epitomised the first anxious steps away from
the Bermuda II agreement, but preceded dramatic conceptual
change.

)
In each case "innovative low rates' were to be encouraged, 4t
"the lowest possible level....which can be economically justified"
(2). These words . applied only to scheduled, 'designated' air-
lines, as the transition to charter equality was yet to appear.
In addition, however, each also included a country-of-origin
charter agreement, usually in the form of a Memorandum of

Understanding attached to the main agreement.

The first to move was Singapore. Following negotiatrions from
19-23 September 1977, Singapore emerged with the US gateway
rights it had been seeking for years (San Francisco). As seen \
in Chapter 3, these were critical days for US policy change.
The Singapore agreement was a siren of things to come - but the

US' main objectives were on the North Atlantic for the time being.

Similar texts were negotiated with Senegal and Liberya in Mctober
1977, with Nigeria in November; the European breakthaﬂgg was
made when the US-Belgium Bermuda-type agreement was firs®Jamended

on 16 November.’ (A country-of-origin charterworthiness agreement
had already been concluded in June 1977.) The combinmed effect of
(a) the grant to the Belgians of a new US gateway (Atlanta), (b)
this emotive new wérding and, (c) the general turmoil over North

N AL et b ot

inevitable (3). Tke US-Belgium Protocol was heralded as the new

US model text to replace Bermuda II.

M n e e s e e s NN s gt PandA

(2) For example, US-Liberia agreement, Article VI (1).

(3) The charter MoU had however specified that "passenger i
charter air traffic should not be permitted to cause sub-
stantial impairment of scheduled air services', a vestige
removed in the 1978 US-Belgium agreement.

h d
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Finally, in December, similar agreement was reached with
Mexico; although a special relationship applied) being North
American neighbours, the value of this breakthrough alsoc carried

welight,
The vital step was by then a little over two months away.

8.2 The First Liberal Agreements: From Country-of-Origin
to Double Disapproval

s

8.2.1 US-Netherlands : March 1978 : Country-of-Origin : Protocol

On 11 March 1978, the US DoS announced that US and Netheflands
delegations had agreed to recommend to their governments *the
conclusion of an agreement which will significantly expand the
opportunities for low fare competitive services, both scheduled
and charter, between the two countries". The announcement
described the provisions contained in the proposed agreement as
"substantially different from those in effect in other bilateral

air transport agreements',

Ambitiously, the statement continued, these provisions "will
help avoid the kind of intergovernment disputes which have
occurred in several situations and will allow, with a minimum
of governmental intervention, the free play of normal market
forces to the benefit of the consumer" (4). .
The US had entered the talks seeking a "public ally" to gupport
the new Policy and to offer a model for future agreements (5).
The Netherlands were persuaded to sign a country-of-origin
scheduled pricing agreement, together with a country-of-origin
charter regime, in return for the grant of two new routes to
the US.

(4) US DoS Press Release, 11 March 1978.

(5) Wassenbergh, US-Netherlands Agreement, op. cit., 153; see
also Klem and Leister, op. cit., 576, 577.

.
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Apart from the strange new wording of the pricing article, the
Protocol excluded any control on designation or capacity,
introducing for the first time under Article 5 ("Fair Compet-
ition"), the requirement that the designated airlines of both
Contracting Parties have a '"fair opportunity to compete'.

The Parties agreed to attempt to expand the Protocol into a full
agreement at further cbnsultations; this '""could then serve as a
model bilateral air agreement"™ (6). This was however not to be
and similar sentiments in later Protocols have also failed to
bear fruit. )

The high hobes for the new agreement were however temporarily
dimmed following a dispute over the correct interpretation of
country-of-origin provisions. Whereas the Dutch maintained

that the country-cof-origin should have uﬂfettZred control over

prices for services originating in the Netherlands, the US

.maintained that exercise of such power was subject to the general

intervention restrictions of the pricing article. The dispute
was however rapidly resolved (7).

In addition to the dramatic introduction of country-of-origin
pricing rules to scheduled air services, the Dutch acceptance of
country-of-origin charter provisions drove a deep wedge into the
ECAC attempts to develop a multilateral standard for charter
rules -on the North Atlantic. As well as Belgium, Yugoslavia

had already concluded this typé of charter regime with the US
and the addition of the substantial Dutch charter market probably
spelled the end to the hopes of those who sought a regulated
North Atlantic ﬁricing{§ystem - the more so as, three days later,
the CAB issued its Notice of Proposed Rulemaking on '""Public
Charters” (8).

(6) DoS Press Release, op. cit.
(7 See‘Chapt@g 6. N
(8) 'See Chapter 5. (
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8.2.2 Us-Israel : August 1978 : Double Disapproval_jponditionél)
: Protocol

Although the US-Netherlands agreements included an understanding
that consultations- would be held in June to consider a '"similar
agreement" between the US and Netherlands Antilles (whose
representatives attended the ‘Dutch talks), the next liberal
agreement negotiated by the US was with Israel.

This provided a further shock even to those already becoming
familiar with the idea of country-of-origin pricing. This was
the first "double disapproval" agreement negotiated by the US.
Together with absence of controls on designation or capacity and
a country-of-origin charter article, Israel received four
additional gateways in the US, together with expanded beyond

and intermediate authority. Israel had sought additional gate-
ways for several years, in addition to New York, but so long as
the US "did not effect a major change in its negotiating policy",
its requests were "futlle" (9).

The double d15approva1 pricing regime did not however become
effective 1mmed1ate1y, owing to uncertainties on the Israeli
side as to the probable impact, feeling thjng;d to have a
breathing space in which to adjust to some the new liberal
provisiq{iﬁé’g;iil 1 August 1979, unil#¥teral rejection of new
prices was.permitted, following "tﬁmely consultations with the
other Party", provided the disapproving party beligbed the

proposed level to be '"predatory, discriminatory or an abusé of
monopoly position" (10). :

«

(95 Fodor § Bernstein, "The new protocol relating to the
. United States-Israel air transport agreement of 1950";
13 The International Lawyer (1979), 356 at 358

(10) US-Israel, Memorandum of Understanding.
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This became the first illustration of "phase-in" proﬁigions
which appear.in different forms in several later agreements.
More importantly, the new agreement céntained explicit matching
provisions for '"airlines of third countries" in addition, to the
Parties' airlines. This wag to be subject to'}ecip?ocity on
the part of the third countries fqréérvices of one Contracting-

Party's airline between the third country and th¢ other Party
(e.g., in return for Netherlands giVing El Al riatching rights
Amsterdam-Ngw York). ’

Moreover, the full force of the i'mu'cua‘il'“;,iis.a‘pproval" pricin} .
clause was to apply to third country airlines where both '
Parties have concluded agreements with a third country which
include provisions similar to those in (the mutual digapproval
clause). '"Only then were scheduled or charter prices" between

the territornies of the two Parties and via such third country...",

H

to be governed by the mutual disapproval provisions (11).

Clearly, one third country envisaged'as potentially haviﬁg

‘

"similar" provisions was the Netherlands.

8.2.3 US-Korea : September 1978 : Double Disapproval

: Memorandum of Unaerstanding
T t

~

The Korean MoU, negotiated in Washington between 18-22 September
1978, was the US' first excursion into a liberal bilateral out-
side the North Atlantic. The negotiations were convened at the
request of the Korean Government;'wﬂich had suggestéd its open-
ness to pricing 1iBera1isqtion in return_ for new rights fqr“
Korean Airlines. In the event, Korea was.awarded the new gateway
of New York as well as non-stop rights to Los Angeles (removing

a previous mandatory stop-oveér requirement in Honolulu).

5

(11) US-Israel, Article 6(a) (E) (1) and (2).
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Despite its differént form (the only liberal Memorandum of
Understanding); its terms modelled very closely those of the
Israeli agreement for priciﬁg. As with that agreement, Korea
was also given a year's grace within which to make the trans:7
ition to full mutual disapproval; in the meantime unilateral
disapproval was possible on the same terms as under the Israeli

a

agreement (12).
N
Korea was however "less willing than israel to accept the full
strength of new capacity anyl designation proposals of the US.
Hence, Article 4, "Fair Competitive Pr;ctices", contains no
requirement for fair opportunity toecompete. Instead it con-
centrates on elimination of "all forms of discrimination or
unfair competitive practices'". The "multiple designation"
Article (13) is also at least superficially more cautious than
the Israeli agreement - although there was subsequently no limit
on US designation levels. ' '

While the understanding does n%; grant fifth freedom charter
rights, "each party should consider applications by designated
airlines of the other party to carry such traffic on the basis
of comity and reciprocity' (14).

=,

%

(12) Perhaps for this reason, the Israeli and Korean agreements

were apparently treated as aberrations from the "hard-1line".

Klem gnd Leister, op. cit., of the CAB, ignored both of
these agreements in their analysis of liberal agreements.

(13) US—Korea,q?rticle 5. -
(4) 1Id., Article 2 (C). °
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The liBeralisation of the Korean market was not in itself as
important as the potential threat which it offered to Japan.
Protracted US-Japan discussions had produced no progress,

despite the CAB's institution of a Trans-Pacific Route Proceeding
intended to increase designation and esmpetition (15). . /

8.2.4 US-Papua New Guinea : October 1978 : Country-of-Origin;

_ US-Fiji : May 1979 : Country-of-Origin

A kS

Still applying the principle that .sixth freedom countries wouid
be far more receptive to liberal bilateral agreements, the US
turned its attention to the South Pacific. Difficulties had
dlways existed with Australia, the largest market in the region,
concerning designation, capacity and charters, most recently
precipitated by the proposed entry of Continental Airlines to

the route. When the Australian government indicated that i%
would agree to the entry of Continental in return for US approval
of a Qantas low fare package, the moment seemed right.

In October 1978, agreement was reached with Papua New Guinea
containing country-of-origin pricing and open designation and
capacity clauses; country-of-origin-charter rules were also to
apply. In return for these liberalisations Papua New Guinea was
granted rights to Honolulu and Guam. Under a similar agreement
concluded in May 1979, Fiji received rights to Honolulu and one
point to be selected fromaPortIand, Seattle or Denver, together
with expanded intermediate rights.

(15) One beneficial spinoff of US liberalisatibn was the
stimulus which it gave to the sale of US aircraft. As -
one of the major exports of the United States, this side
of air transport has always been a necessary element in
US international policy, whether or not always explicit
or obvious. Shortly after the formal signing of the MoU
on 22 March 1979, Boeing announced the sale to Korean
Air Lines of 10 Boeing 747s (valued at $660 million),
equipped with Pratt and Whitneyengines (valued at a further
$110 million). KAL also took options on 8 further Boeing
747s for delivery in 1983/84. Other liberal agreements,
notably with "Pacific-rim" countries, had similar
comparisons. '
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The subsequent US-Australia agreement (which could not be
classified as liberal although it contained a different form
of country-of-origin pricing) (16), was apparently not greatly
influenced by any threat of diversion under these agreements;
nonetheless, Continental was admitted to the route and the US
approved the Qantas package. ’

8.2.5 US-Germaﬂ@ : November 1975 : Country of Origin : Protocol

0f all the agreements concluded by the US since 1977, the
German Protocol is 1ncomparab1e in importance. For a variety
of reasons, it was Germany whlch informally requested renegot-
iation of 'its bilateral ggreement, at about the time of
conclusion of the US-Netherlands agreement. o

Az
Other than pressure placed on the German government by the
rapidly spreading APEX a?hudget fares, Pan American in early
1978 began offering "Buddet" service between West Berlin and
New York via lLondon. No approval was required from the German
government for such services (17). Germany remained strongly

opposed to US international deregulatory moves however (18).

)

(16) See below.

(17) Pan American's operation was made possible by the unique
situation of West Berlin, which remains under the juris-
diction of the Governments of the Western allies; °
additionally, the Bermuda Il agreement had entrenched _
such rights for US carriers via London.

(18) For example, on 16 March 1978 Lufthansa's Chairman
Herbert Culmany delivered a stinging attack on US
policies to tthonn American Businessmen's Club.
This prompted LAB Chairman Kahn's observation that
"Amsterdam and Brussels are not far from Frankfurt"
(see above).
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To seek to impose a pricing philosophy on a foreign government
by means of the threat of diversion was not a welcome addition
to the international relations of air transport. Neither did

it augur well for an untroubled and harmonious interpretation

of the subsequent agreement. Probably for this more than any

other reason, the German agreement has given rise to a series

of disagreements between the two governments.

To attribute conclusion of the US-German agreement entiﬁpfy

to this pressure would be wrong. Route rights were at stake.
In fact, during the course of the negotiations, Germany took
the approach that total open skies was preferable to all
concerned to a form Sf semi-liberalisation. This position was
taken in the full knowledge that the value of route rights which
the US would be conceding in such a system would be far more
"valuable" than the US would receive in return.

In the event, Germany agreed to a country-of-origin pricing
regime, broadly similar to that contained in the US-Netherlands
agreement and received phased-in rights to six additional US
points, with virtually unlimited intermediate and beyond rights.
US airlines were granted authority to operate between any point

in the US and any point in Germany via any intermediate points
to any beyond points. In each case the grants were "without
directional limitation" (19).

This has been the only liberal agfeemeﬁt negotiated by the US
where the bilateral partner was more or less at '"arm's length”
and where the US could be granted valuable route rights to more
than one major gateway.

{19) US-Germany, Article 3.

(20) This excludes, e.g., the US-Netherlands Antilles agreement
where several different island destinations were involved.
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The agreement was hailed as benefiting '"passengers, shippers,
scheduled and non-scheduled airlines and the travéi industry
of both countries by encouraging low fares and additional
competition service opportunities" (21).

e

%
i
14
®
:
¢
:
i
L
i

It permitted matching by ''any airline'; each party was also
to consider "sympathetically" other prices proposed by "desig-
nated airlines" where these were intended to gbtain "effective
4 and/or non-discriminatory market access" (22)f

S e —

Particularly mindful of the need to attempt to disseminate

some form of pricing multilateralism and in view of the relative
| ( geographic situation of the Netherlands, the matching paragraph
" was also extended to prices filed "by designated airlines of one
Contractigg Party for its (sic.) operations betwegn the territory
of the other Contracting Party and any point in a third country"
(23).

( 8.2.5.1 The "IATA Clause"

The German agreemenf is unique in its direct reference to
continued use of IATA Conference machinery in drawing up tariff
proposals for submission to the Parties for approval (24).

(22) Joint Statement-of the Parties, 1 November 1978; US DoS
Press ReleaseNSf\{}O.

(22) US-Germany, Article 6(e).
(23) 1bid

ol
=g

(24) 1d. ,')rticle 6(b).
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Although, strictly speaking, such a provision was unnecessary
(as none of the liberal agreements .contains actual preclusion
against the use of IATA Conference machineries), the statement
is of interest in that it places beyond doubt the possibility
that tariffs under such a regime can be developed through the
participation of designated airlines in ''price coordination

or price setting activities of the International Air Transport
Association (IATA)'"; the clause further envisages possible
approval of any "IATA agreements setting prices\in any market"
(25).

8.2.5.2 Charters and Cargo

Inevitably, the agreement provided for unlimited designation

and no restrictions on capacity:. The Joint Statement of the
Parties draws particﬁfz;ﬁarmention to the charter liberalisation
under the new country-of-origin regime and refers specifically
to application of public charter rules, by now effective for
services from the United States: "This far reaching agreement
provides that fares and rates as well as charter rules will be
subject to the sole control of the éountry of traffic origin.
This will pe}mit the introduction of more innovative low fares
and will allow the operation of charter air services under the
liberal CAB public charter rules from any point in the US to the
Federal Republic. , Charter rules from Germany are also liberal-
ised." (26).

Combination charters had not been accepted by Germany, but, in
the Memorandum of Understanding, ''the delegations agreed to
further review permitting airlines, under country-of-origin
rules, designated for charter §exxice to procide»combination
passenger and cargo charter service 'on the same flight" (27).

N

(25) 1Ibid. I
(26) Joint Statement, op. cit. \\\\

(27) US-Germany, Memorandum of Understand%}g.
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Article 11 of the Protocol provided for further consultations
with the 6bjective of concluding a full air transport agreement
"within six months". As the Protocol contains certain derog-
ations from fully liberal/charter provisions, an accompanying
Memorandum of Understanding provided that "in the interim
period" the "basic protections" of the overall agreement should
be extended to charter designated 'airlines and that 'there
should not be any discrimination against charter airlines" (27 .

Air cargo was and is a major element in the US-Germany air
transport policy and there had been extensive disagreements
over the practice of trucking (under which for example freight
originating in one country could be trucked to a '"cheaper' or

.1~Qtherwise more attractive gateway in another country for onward

air transportation); in the MoU, 'the delegations reaffirm
their adherence to current liberal policies of each governmenty

relating to service movements of international air cargo" (27).

.

8.2.5.3 Capacity

One final constraint existed on the application of capacity.
This appears in Article 5(e) of the Protocol which provides
that "Article 10 of the Agreement shall be deleted as far as
the traffic between the territories of the two Contracting
Parties is concerned". 1In other words the original Bermuda I
capacity controls for fifth freedom traffic still apply. The

MoU noted that consideration had been given to delg}ion of this
provision and that the matter could be reviewed "within the .
next two years in order to determine whether continued retention
of the Article for such traffic was necessary". If a dispute on
the issue were to arise "in the interim', then a "liberal

attitude' was to be taken (27).:
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The German agreement represented for the US by far the largest
market to be ‘liberalised even to the more limited extent of
country of origin pricing (and certain other restrictions).
In-view of its genesis, it is understandable that disputes
have occurred in how the interpretation of the letter and the

;' spirit of the agreement. No further, liberalising, text has
/

been negotiated and it seems extremely unlikely that Germany
, would contemplﬁte any further move in this direction even if
the US itself still saw advantage in such a step.

8.3 The Fully Liberal Agreements

The German agreement signalled the end of the beginning.

During the next two years the core of the US' double disapproval
agreements was negotiated. Nine agreements were concluded. In
almost every case some compromiée of US' objectives, small or
large, was necessary; as time progressed, the pressure for at

least temporary protection produced its own variations.
Impetus was undoubtedly provided by the Belgian agreement;
typically, it was inspired by a mix of encouragement and threat

(of diversion).

8.3.1 Belgium : November 1978 : Double Disapproval : Protocol’

The Netherlands agreement had unsettled the Belgian authorities,
who considered that the route grants to the Netherlands had been
rather more generous than those received bX.Belgium in their
October 1977 agreement. Requests by Belgium for further reneg-
otiation of their bilateral agreement led to the initialling on

8 November 1978 of a new Protocol. In return for granting Sabena
two new routes to the US, the US was by now in a mood to insist
on an Israel-type double disapproval agreement rather than the
more moderate forms of country-of-origin pricing contained in the
Dutch and German agreements.
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As described by Klem and Leister, the Belgian "brotocol was
developed primarily as a model based on the operating experience
with the original Dutch protocol and the recognition of the
operating limitations of the country-of-origin approach" (28).
Here was a clear illustration of the bargaining value of route
tights in the cause of liberalism.

A further gateway in the US was to be added when the Protocol
was expanded into a '"new air transport agreement governing all
types of air services which would incorporate the provisions of
this Protocol and would update provisions on other aspects of
the Agreement" (29). 3 ’ -

In addition to a double disapproval pricing arrangement and the
explicit prohibition of limitations on designation or capacity,
the Belgium agreement offered three further innovations. The
first was "open skies" for cargo operations, with scheduled
(and charter) services authorised between any points in the two
countries (30). Secondly, a 'double country-of-origin" charter
regime was established, which appeared also in some charter
double disapproval agreements (31). Thirdly, the price leader-
ship provision was unprecedented in a fully liberal environment.

(28) Op. cit., 579.

(29) US-Belgium, Article 15. The linking of the route to this

proposed agreement - which never eventuated - was contained

in a footnote to the route schedule in Article 3 of the
agreement.

(30) 1Id., Article 3 (2). Beyond rights were however restricted
for Belgian carriers.

(31) 1Id., Article 2.
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Unlike the Israel agreement, there was here no interim or
phase-in provision. It thus became the first North Atlantic
market to be fully governed by double disapproval pricing
provisions, and - until the US-Finland agreement in 1980 -
the last formal liberalisation affecting the North Atlantic
(although, as will be seen below, less formal liberalisations
were achieved with the UK).

The combination of Belgium, the Netherlands and Germany was,
however, believed sufficient to destabilise the market. Neither
was the "open skies' cargo regime only intended as a gift to
Belgium: "Within the north transatlantic air travel market,

.there are great cross-elasticities of demand and interacting

effects. Any significant movements (such as new lower prices)
in one market quickly affect the other markets. For example,
air cargo is trucked throughout Europe for air shipment to and
from the United States. Built into the competitive prices that
shippers pay are the economic costs of trucking the cargo to
various gateways and the rates that are charged by the airlines
at those gateways. Any significant price movements - either
increases“qf decreases - will divert cargo from one gateway to
another. For this reason, in aviation language diversion is
synonymous with competition... The same is true of passenger .
gateways." (32).

There could be no clearer expression than this of the diversionary

role assigned to the liberal markets. The US' next objective

was the Pacific where 'prices... (were) even higher than they
were on the North Atlantic" (33). Little success had been
achieved with Latin American countries, but one success occurred

in the Caribbean shortly before attention was to focus on the
Pacific,

(32) Klem and Leister, op. cit., 585.
(33) 1Ibid.

¢

03 et N P Rt

e B e o e e

e

$ T i i s SRR AT 21 e e

>




-~ b o i o e R

164

8.3.2 US-Jamaica : April 1979 : Double Disapproval : Protocol

Despite Hopes at the US-Netherlands negotiations it had not yet :
been possible to conclude a.liberal agreement with the

Netherlands Antilles. A major obstacle was the concern of the ,
Antillean authorities over the potential effects of multiple US" E
!

to the Jamaican government. £

carrier entry on .its market. The same apparently did not apply

Without any phase-in requirements, the agreement permitted for
double disapproval of §chedu1ed prices, unlimited designations
and absence of capacity controls; for charters there was a
double country-of-origin provision coupled with most favoured
nation requirements (i.e., "if the Aeronautical Authorities of ‘
either Party promulgate charterworthiness rules which have ' ;
different conditions for different destination countries, each i
Party shall apply the most liberal of such conditions as well to
charter air services between the United States and Jamaica")
(34).

)
Continuing the incremental, evolutionary development of the
liberal bilaterals, the Jamaica agreement now went on to include
""combination charters', i.e., mixed passenger/cargo charters.
Such services would be permitted when "mutually agreed" or
"fifteen months after the Protocol entered into force, whicheyer
occurs first" (35). Thus at. the latest, the provision came into
effect at the latest on 4 July 1980, fifteen months after th
formal signature of .the Protocol on 4 April 1979. o

s i i e

(34) US-Jamaica, Article 2 (5). The Belgium agreement had
contained a similar but slightly more limited most-favoured
nation clause. Under this, the only other charterworthiness
rules to be taken into account were those "applicable to
North Atlantic services" of either Party; US-Belgium
agreement,; Article 2 (4).

(35) 1Id., Article 4 (1).
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The most eye catching provision in the Jamaica agreement was
however the grant to Jamaica of no less than 10 scheduled
gateways in the US, with beyond rights to any three points in
Canada and, via San Juan to any one point in Europe. Accom-
panying this generous grant was the first use of "rover points";
each of the points may be changed every six months (36). This
was the apogee of US route grant generosity.

8.3.2.1 Protection for Smaller Partners

-
Exper}menting witﬁ built-in protec¥ions for smaller countries,
Article 11, "Periodic Review', permitted each party 'at any

time afte;—;he expiration of three yed¥s.from the entry into
force %f this Protocol and periodically the}agfter at intervals
of three years, to réﬁuest a general review of the provisions

of the Agreement and this Protocol and the:manner in which they
have operated in practice". There was then g requirement for
consultation within 60 days for the purpose of review, but it

is left unclear whether the dispute resolution provisions of

the main agreement could be applied to this article. This clause
did not become a model, perhaps because of its lack of "teeth".

Some protection also afforded in that price leadership by third
country airlines is specifically made subject to reciprocity in
the respective fifth freedom markets for the Parties' airlines
(37). For once, US carriers' beyond and intermediate rights
were not totally unfettered. These combined restraints did not
haowever meet the concerns of many countries, and the US was
shortly to make further concessions. *

In June 1979, a refinement of the Belgian principles was possible,
with two significant new agreements in the Pacific.

(36) 1Id., Article 3. Particularly suited to the seasonal,
""charter-type' market of the Caribbean, it is not apparent
that advantage has been taken of this right.

(37) 1d., Article 6 (4) (c). 4
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8.3.3 US-Singapore : June 1979 : Double Disapproval : Agreement

With Belgium, Singapore had been one of the early bilateral
partners to agree to liberalise pricing-and charter operations.
The September 1977 agreement had provided‘for stimulation of low
fare pricing options, but nonetheless still included references
to IATA pricing. Although it provided access for Singapore to
the US West coast for the first time, when the Korean agreement
was signed, Singapore believed itself relatively disadvantaged.
Also, having lodged a $900 million order with Boeing in May 1978,
Singapore Airlines (and its government) perhaps believed further
US concessions to be justified.

The new agreement allowed Singapore to designate three additional

points in the United States which, as under the Jamaica agreement,

could be altered on 60 days notice to the US. Singapore also
received unlimited intermediate rights (although service via
Japan was postponed until 1 July 1981), and beyond the USA to
any points in Canada (38). 1

T s b, iR § T e T

[

v

In return, the now usual provisions relating to mutual disapproval,

with third country price leadership, unlimited designation of

"scheduled and charter carriers, absence of capacity controls,
4

double country-of-origin charter rules with most favoured nation

[N

provisioh, were also included.
The Singapore agreement was expected to increase pressure oh the
larger markets-of the Philippines and Japan (39).

~(38) US-Singapore, Annex 1, Section

(39) 1In Order 80-9-152 of 25 September 1980, the CAB granted
SIA temporary exemption authority to serve Tokyo three
times weekly on round trips between Singapore-Los Angeles.
The Parties also, rather unusually, took the opportunity
to attack the Australian ICAP (op. cit.) which, at the

‘time, was causing great concern to the Singapore and.other

south east Asian governments. This came in the accompanying 3

MoU where it was stated that "both delegations reaffirm
their governments' traditional opposition to anti-

competitive aviation practices such as monopolies, duopolies

* -

(continued. .)
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8.3.4 US-Thailand : June 1979 : Double Disapproval : Agreement
n N / ) . -

By this time the temptation of new routes and. the threat that

Singapore Airlines' e§pan31on strategy would now Be greatly
.boosted made Thailand a prime candidate for 11bera1 partnershlp
(40). Although Thailand already possessed Honolulu-Los Angeles
rights, these had been unused since Air Siam's demise in 1975,
Thai Airways' interest was in a route to Seattle, with rights
via Tokyo. . k i

-~

[ 23

The Thailand agreement is apparently the closest to the US model
of any 1ibe¥%l bilaterals concluded in this era. It includes

o

i 2

unlimited designation and capacity controls, mutual disapproval

most’ favdured naty’ provisions and flfth freedom/third-country

“ scheduled pricing, double country-of-origin charter rules with
a1r11ne price 1ef§§§§h ip.

s ) ‘ T
The agreefient, one of the few full ASAs (rather than ma&ely a \\\\\
Protocol), contains the minimum of derqgation from competitive

principles: even the provision for price leadership on routes
between the US andyThailand for third country airlines is not
made subject to reciprocity (41).

ka5

(39) Continued.

and other comparable abuses'. ("Duopoly" was the expression
used by Singapore to describe the situation under which
bilateral partners with strong mutual traffic flows agreed
through-pgicing mechanisms limiting the market access of ' '
fifth and sixth freedom airlines. This undermined Singapore §. ~~
Airlines' expansion plans for the valuable routes to Europe,
but the limited access policy also inhibited SIA's expan51on |
potential for the Pac1f15)market ) 3

(40) In contemporary discussions w1th'Ma14y51a however, the US
had been unable to achieve concessions.

(41) The US-Thailand agreement has been used to illustrate many
of the stand£43 texts elsewhere in this paper. See also
Append17 .
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8.3.5 US-Costa Rica : Augg;ﬁ 1979-: Double Disapproval
‘ T
' :_Agreement /Mol .

In contrast to the publicity which was given to these new agree-
ments in the Pacific, the Costa Ricanagreement went almost
unnoticed - despite its being the firsit Latin American country

-

to cooperate in this way.

) .
Part of the reason may have been the novel conditions attached.
Until now, the US had preferred to avoid any liberalised agree-

ment which fell short of its main ojbectives, rather than create

a precedent for a more restrictive form. \ *That the Costa Rican
agreement varied from this pr1nc1p1e was brobably the result
of two factors: (i) that the US had so far not succeeded in
liberalisation .of any Latin American agreebent, and (ii) the
groving awareness that many countries were unwilliﬁg to move

trolled regime.

{

- straight from a traditional, tried and tested form of bilateral
conmrol'di:ectly to a totally unknawn, uncb$

8.3.5.1 More Protection for Smallér Partners

The US-Costa Rica agreement in fact consists of a full liberal

bilateral ASA, as yet unsigned, together with a Memorandum of -
Understanding which introduces the full text of the US' model
bilateral ag;eement subject to §ertain designatioi and pricing
restrictions. Undér the MoU, the full agreement became
"provisionally effectije' upon sigﬁing of the MoU. It only
comes into "final, effective force" on exchange of diplomatic
.notes. \

« It was presumed that such exchangé could take place before

1 November 1982, as the MoU provisions modifying the agreement
expire .on that date. Thus, it would appear that all agreement
expires if no further action is -taken. However, it is of course
competent, to thedparties to/draw up a further extension to tﬁe
MoU. ;

9
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The effect of the protective wovisions is to withhold the

.application of full competition on the primary routes operated

by the flag carrier of the smaller country, Costa Rica. The
key route, Miami, was thus limited in the following way:

Single designation for non-stop service on the route, with up
to two further airlines providing multi-stop service; capacity
anp frequency were however to be unrestricted.

Pricing was to be subject to country-of-origin rules for the
duration of the MoU (42).

Charter services were to be subject to a 21-day advance purchase
requirement with substitution and fill-up restrictions.

In the second most important market for Costa Rica, Néw Orleans,
only a single designation restriction applied; otherwise, the
general provisions of the agreement intervenedf including double
dfsapproval scheduled pricing and double country-of-origin
charter rﬁles.

-
Apart from these two routes, the full vigour of the agreement

was to apply (43). e

(42) The Costa Rican MoW provides a rare explicit description
of what process is followed when agreement is not reached
following notice of dissatisfaction by either party under
country-of-origin regime. It provides that ''in case of a
failure of the parties to reach agreement... either party
may take unilateral action to prevent the- 1naugurat10n or
continuation of a price for which a notice of dissatis-
faction has been given,.."; paragraph II.B.3.

(43) In December 1979, the CAB awarded Costa Rican rights to
13 US airlines to serve that,country from 18 US gateways.
Pan American and Eastern Airlines received the '"protected"
Miami and New Orleans awards respectively, but thg CAB's
Bureau of International Aviation requested the law. judge
in the proceeding to explore other means of "imgosing"
competition on the US carriers in such single designation

i _(continued..)
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8.3.6 Taiwan : November 1979 : Double Disapproval : Agreement

Again designed to increase pressure on Japan to liberalise price
on the Pacific, the US was prepared to take a limited political
risk in conciudingba full fledged air transport agreement with
Taiwan (44). '

The political sensitivity of the agreement was reflected for
example in the accompanying Agreement that permitted the
Taiwanese flag carrier, China Air Lines, to operate to the
United States under that name and secondly, in the absence of
any reference to nationality, from the substantial ownership
and control provisions. ’

Like Korea and Singapore (pre-1977), Taiwan had not previousTy
possessed scheduled authority to US points. This was rectified
in the agreement by the grant to the Taiwanese carrier of rights
to Guam, Honolulu, Dallas, Los Angeles, New York, San Francisco
and Seattle (45) via intermediate points and beyond to one point
in Europe, plus one point in Central or South America. This was
a relatively generous dispensation and China Air Lines again,
like Singapore Airlines and Korean Air Lines had in their turn,
initiated service by operating all-cargo flights. In the
Taiwanese case this was to New York.

'

(43) Continued.

-markets. This could be, for example, by the threat of
backup carrier designation so that, if the incumbent failed
to offer sufficiently low fares, it would be "un-designated". §
Although the law judge in this proceeding strongly rejected 3§
"the proposal, the CAB for a long time afterwards continued
to press for this approach in restricted markets, thereby,
arguably, undermining the original purpose of the provision.

LS
CAATErsTIwe.chae = S e

(44) PFor formal purposes the agreement was actually between the
| "American Institute on Taiwan" and the ''Coordination
Council for North American Affairs".

(45). Only two of the points Dallas, New York, Seattle, .were to
.+ be served before 1984.
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The pricing regime established was full double disapproval,
permitting third country airline price leadership on the
designated routes and fifth freedom matching by the parties’
airlines. Designation and capacity were to be uncontrolled;

double country-of-origin charter rules with most favoured
nation provision completed the basic package. <

For the time being this completed liberalising moves in the

Pdcific. Coupled with the more limited moves with Fiji, Papua
New Guinea and Australia (46), enough had been achieved to
ensure routes would be servied with low fares forthe fgﬁkseeable
fyture. Japan was unmoved but pressures were increasing on the
Phillippines. ’ \

s

“The long-awaited agreement with the Netherlands Antilles was

next added to the 1list.

Bt ]

8.3.7 Netherlands Antillgs : January 1980 : Double Disapproval
Protocol/MoU

The Costa Rican agreement had suggested a compromise position
for the Parties, following previous concerns of the Antillean
authorities that US carrier designation could overwhelm the
national flag carrier, ALM, -Thus: an agreement (as Protocol to
the existing ASA) was drawn up side by side with a MoU. This
time, the arrangement was to be a tidier one. Unlike the Costa
Rican plan, the Protocol and MoU came into effect simultaneously,
with the MoU modifying the effect of the Protocol at the latest
until 31 March 1983. Thus, in the absence of any further action
by the Parties, the full terms of the Protocol automatically
become applicable as of that date: '

(46) See below.

.
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The Miami route was, in similar terms to the Costa Rican
agreement, made the subject of limited designation and charter
restrictions. Otherwise the agreement was a model liberal
agreement, with double ¢ountry-of-origin charter rules and MEN
provision, no capacity or designation limits and '"fair and
equal opportunity to complete". All new continental US and
beyond rights granted to the Antilles were made subject to
"rover' provisions (47).

8.3.7.1 Increasing Doubts about the Value of "Protection"

The Antillean MoU contains an interesting postscript to the

CAB's concerns about single designation, providing that '"while
this Memorandum is effective, either Party may designate an
additional carrier to serve the Miami/Fort Lauderdale-Netherlands
Antilles market if the previously designated airlines have been
unable to maintain levels of service adequate to meet market
demand. The newly.designated airline may begin operations

30 days after the other Party has received the designation

unless that Party requests consultation. Consultations will

take place within 30 days of the date they are requested (48).

Despite indgBations by the US a month later at ICAO's second
Air Transport Conference that-liberal provisions of bilaterals
would be applied care@pl{yfgn Yfragile' markets (49). The CAB
had promptly initiated-a Miamj-Netherlands Antilles Service Case
on 1 February w '6ﬁ‘prescribed the course to be followed in
limited desigpé%:;n markKets : 7

¢ //< L/ .

(. .
(47) US-Netherlands Antilles, Annex I, Section

(48) MoU, Section II.B.2.
(49) ICAO ATC/2, op. cit., Report.

»
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"As in other cases involving limited entry markets,
we will take into account the offer or failure to

( offer lower prices in determining which carrier or
carriers should be selected. We also want to consider
regulatory approaches to create incentives for carrier
performance resembling those that exist where our
designation powers are not limited and to explore
ways to replace a chosen carrier which does not

4 perform effectively. We expect the parties and the

judge to explore what those approaches might be.
(Examples might include temporary certification,
experimental certificates, price and service con-

ditions, back-up awards and other possibilities.)"
" (50).

o e

Inevitably, this engendered caution among those remaining

{ countries which aspired to expansion into the US market. Clearly,
the stakes were high; the risk to which the national flag
\;3 carrier became exposed was extreme, but new US gateways had

always been greatly valued.

8.3.8 Finland : February 1980 : Double Disapproval (Conditional)

o

: Protocol

Among the staunchest opponents of US deregulatory moves intex-
nationally were the "Scandinavian countries. Hence, neighbouring
Finland offered some hope of creating a local pressure were a
liberal bilatetal to be concluded.

( Agreement was reached, but at a ﬁrice. _Finland became the US'
only liberal partner where US flag service neither existed nor
. . was immediately expected. It was important therefore for the

e, ke, 4

US to forge a firmly competitive agreeme%t if it were to be sdfe
that the less tangible ”soft“fr1ghts (low fares) were gained in-
dur relatlonshlp to the "hard" (royute) rights granted to Finland.
Finland was granted three new gateways (51). -

AT et

I TPPTUT N

(50) CAB Order 80-2-6.

(51) US-Finland, Article 3. The routes were: (i) New York via
any intermediate points, (ii) to Seattle and onto one point
(: in California (Finnair elected to operate to Los Angeles), :
: & and (iii) via Anchorage beyond to Tokyo, but without fifth w‘%
freedom traffic rights on that sector.

Jr
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L

8.3.8.1 Protection of a- More Durable Kind

By early 1980, the US badly needed both to_pfaintain negotiating
outes.. Only this could
rom the model which it was

momentum and to penetrate the Nordic
explain the significant derogations

prepared to make in the Finnish text. ugh it contained a

basic double disapproval pricing clause, unique wording restricted

third country leadership and matching privileges. Strict reci-

procity was to be required, in each case.

Thus the double disapproval regime for Finland-US service would
only apply to third country airlines where ''relevant arrangements
provide for reciprocity'"; furthermore, only where '"relevant
ar}aﬁgements witﬁ third countries reciprocally so provide'" were
the parties required to allow third country airlines even to
match ("meet") prices offered by designated airlines (52).
Consequently, in the absence oﬁ such reciprocal agreements, third
country airlines were not even permitted necessarily to offer the
same low fares which were provided by the designated airlines.

On one of the most sensitive issues of liberal bilateralism, the

US had taken a step backwards.

The matching clause does however permit airlines of one party to
offer similar prices to those charged by any airline between the
territory of the other party and a third country (i.e., fifth
and sixth freedom) (53).

(52) 1Id., Article 6 (4) (b) and Article 6 (5) (b).

(53) 1d., Article 6 (4) (a); this was clearly relevant for
the US-Scandinavia market.

e
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Despite its inclusion as a "fully'" 1liberal agreement, the US-

Finland agreement is®’thus not a full member of this group. It

is included nonetheless because entry by US carriers could

readily overcome the competitive 'deficiency" (54).

Double country-of-origin charter rules were however to apply

(which included combination charters from the US) and a most

favoured nation clause, applicable only to North Atlantic

markets (55).

Article 5 of the Protocol, "Fair Competition,

is notable though for its requirement for 'a fair opportunity

for the designated airline'"; by omi
charter operations are not place
as scheduled prices, thereby i

ion of the word "equal",

on the same competitive level
effect protecting them against

scheduled service competition. -

This may have been partial compensation for the more restrictive
pricing scheme, particularly if "charters' are ever to be employed

in the way envisaged in the "Levine Memorandum'" (56).

(54)

(55)
(56)

/

Another difference, unique to the US-Finland agreement,
occurs in the grounds for intervention by the parties.
Thus Article b (2) provides the usual grounds, adding

at the end "..

or because of other similar reasons'". ..

This appears to qualify only the subsidy clause, but
somewhat ambivalently. If limited in this way, there
is no obvious reason for its addition.

Id., Article 2 (4) and (5).

See above.

5
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o Gulfair, Kuwait Airways, MEA and Saudia. It was to become
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8.3.9 Jordan : February 1980 : Double Disapproval : Agreement

. /
The burgeoning traffic growth on North Atlantic-Middle East
routes made the prospect of new US carrier entry very attractive.
This was, however, one area where the State Department firmly
governed the CAB's enthusiastic but unconventional brand of
"diplomacy" (57). , ’ '

The Jordan agreement was produced with a minimum of publicity;
it followed very closely the model double disapproval pricing
terms. No phase-in period or other derogation was included.

There was to be a full double disapproval regime with provision
for price leadership by third country airlines and by the parties’
airlines in fifth and sixth freedom markets. Double country-of-
origin rules were to apply for charters, with provision for most

favoured nation treatment.

It had been necessary to establish a bilateral 1link with Jordan
and, in view of the contemporary proposals for operation of a e
consortium airline between the Middle East and the US, the agree-
ment appeared to take on additional importance (58).

(57) With Saudi Arabia, for example, the US was in 1981 still
able to accept "rights of first refusal" for charter
service; Order 81-6-123. This contrasts strongly with
US' competitive policies; see, for example, Order 79-4-138,

attacking the.Irish government's application of the principle

(58) Some details of the proposed consortium of Arab airlines
were provided in a speech by ALIA's President and Chairman,
Ali Ghandour, at the second Lloyd's of London Conference in
New York, 29/30 April 1980. "It was proposed that five
airlines would form the basis of the consortium, ALIA, .

'""the region's international operator'', arising out of a
recognition by the parties concerned that they.could not
"singy mount an international operation with any measure
of success or establish economically viable technical
facilities". . ’

\
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Jordan was éranted routes to New York, Houston, Chicago and

ququngeles (after 1 June 1983) via Amst?rdam, Copenhagen and -
Vienna. An innovation in this area was a form of 'rover" point
provision for intermediate routes (59).

8.3.10 E1 Salvador : April 1982 : Double Disapproval : Agreement

(Postscript) After a lapse of nearly a year and a half; a
further full double disapproval agreement was reportedly T~
negotiated with a second Central American state, El1 Salvador.
Together with neighbouring Costa Rica's competitive arrangement
(if extended beyond 1982), this could prove iﬁportant in the
long Ttun, but the present economic and political situation of
the region makes any prediction suspect.

8.4 Vaxiations on the Liberal Theme

Abart from the essentially liberal agreements described in the
preceeding section, the US has, since 1978, also negotiated
several amendments to existing bilateral agreements which
contained some liberalising features but retained, e.g., desig-
nation and capacity restrictions sufficient to cause the US to
continue to regard them'as restrictive.

8.4.1 "Restrictive'" Agreements with"Liberalised Pricing

e 2

1

!
|
s
o
2

Hence, modifications were made to pricing procedures with the

UK, Ireland, Scandinavia, Australia and New -Zealand. Many of

the features of these agreements have remained a matter of
knowledge to the parties themselves. Others, like the Exchange
of Notes with Australia establishing a country-of-origin pricing
regime have been adequately publicised. In many ways these
agreements provide excellent illustrations of the way US policies
‘operate - not the least through the forms of compromise produced.

(59) US-Jordan, Annex I, Section_ 1 (A).h

. ) |
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8.4.2 Band Pricing

A second category of '"less liberal” dgreements comprises those
between the US and China, the Philippines and Barbados, the most
recent comprehensive agreement negotiated with the US. While
not mutually exclusive of the "restrictive' category, these
agreements are of particular interest in that they suggest
possible directions for the future; as a significant'compromise
between full liberalism and a more traditional conservatism,
they offer features which may in the long term prove to be
acceptable to a much broader range of regulatory thinking.

The pricing innovation contained in these bilaterals is that
they provide for the establishment of reference fares, around
which "zones" or bands of pricing flexibility are permitted,
made subject to, e.g., country-of-origin or double disapproval
(60). Detailed examination of the basic principles in these
agreements has been extended through North Atlantic Tripartite
discussion involving the U3, ECAC States and Canada.

This paper will not deal with each of the agreements, but several
merit consideration where they or their concgpts are likely to
have an influence on future regulation.

8.4.1 '"Restrictive'" Agreements: Country-of-Origin Pricing,

Express or De Facto and the Interface with Other
Philosophies

-

8.4.1.1 Australia : December 1978/ May 1980 : Country-of-
Origin (Conditional) : Exchange of Notes'

B

As the key terminal traffic generator in the South Pacific,
Austra%ia was an early target for US competitive policies. The

X

(60) See also Chapter 6.

e -
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present agreement is the result of a fascinating philosophical «

(and highly pragmatic (61)) tug-of-war between two policies with
a broadly similar end point, but diametrically opposed means of
achieving it. i

The published agreement with Australia addresses only the issue
of pricing, although a specific but temporary ﬁnderstanding was
also reached in 1978 concerning actual frequency levels for -
Qantas, Pan Am and Continental on US-Australia routes.

The negotiation process was set in motion by a combination of
factors, The 'US intention to designate an- additional carrier

was foremost, sparking a revival of the long-standing capacity/
designation dispute (62).

Australia was also feeling pressure from the spread of US low
fare policies. Partly as a result of these, it was undertaking
an overall policy review; New Zealand's approval of Pan Am's
"budgef" fares from the US stimulated the process.

Inltlally the Australian 1ntent10n in formally requesting con-
sultations was to review "most of the major provisions of the

agreement'" in the light of the threatened entry of a second US
carrier on the route (63).

61) .See, e.g., the "mercantilism" theory expressed in Chapter 4.
g p

(62) See, e.g., Pyman, op. cit. Weight was given to Australia's
position by the highly unsuccessful entry (and departure)
of American Airlines in the mid-1970s. -

(63) Australian Acting Minister for Transport "Financial Times"

24 January 1978.
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In reality, this was no common bilgﬁeral negotiation; it was
the meeting of two recenkly—formulated, radically .new policies.
Their one muthal objective was stimulation of low prices. From
that point they diverged violently: Australia to greater govern-
mental oversight, the US to reliance on market forces (64). One
sought double approval pricing, the other, double disapproval;
the compromise was a country-of-origin regkme.

[

PR 2 ¥ it

Measured in terms of philosophical concessions, the US gave most;
in practical terms, it was an evenly fought duel. The end

result was one in which low prices and a new entrant were .
introduced; against this, Australia's capacity/frequency ’
controls were, if anything, entrenched (65).

P

The Exchange of Notes, formalised on 28 December 1979/10 January .
1980, actually gives formal voice to a Memorandum of Consulta;ionsg
drawn up one year previously (December 1980) whose pricing pro~ ;
visions were for effectiveness 1 February 1979. The terms of the
Notes are regarded as 'amending and supplementing" the 1957
bilateral Agreement between the Parties, which is basically a
Bermuda-type. It was this Agreement which- had permitted

.

Continental's entry. . ;

Also at that time, the Parties had agreed that '"both countries
will continue thediy present liberal charter practices. for travel
between the United States and Australia'" (66).

(64) In practice the difference has not been as clear.

(65) As Taneja observed, however, 'the United States gave very
little and it received very little'"; US International
Aviation Policy", 66. )

(66) Joint Statement of the US and Australiin delegations;
14 December 1978. As observed in Chapter 2, "liberal"
could be used to describe any agreement which permits
entry to its territory of another nation's airline for
commercial purposes. Hence it might be wrong to d%s ute
this statement concerning charters. The bilateradl¥chartey
regime is however considerably less liberal than many othersa

+

o

(continued..) 1

~
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»

In fact,'however,‘Australia's insistence on capacity and ﬁ
frequency controls side-by-side with low prices left little ;
room for uncontrolled charters. The' combination of these i
various elements thus leads the US to continue to treat this |

as a restrictive market. ’

-
.
) - - PR
4

. . ¢
The "interim" pricing provisions contained in the ‘Notes were
subsequently given some permanency following' further negotiations’
in May 1980; by this time the Australian authoriéieé had - ®
accepted that the system.was workable.” This decision was
undoubtedly helped by the conclusion of a US-New Zealand

agreement the ﬁreyious'month (67).

'3

These negotiations also reflected new agreed procedures to be
followed in the settlement of capacity disputes. At this time,
the US granted Australia rights. to Los AngeYes, in addition to
the existing San Francisco gateway onvthg'ﬁest Coast, This

further grant appears partl} to have been aVUé conceéssion in
return for indefinite extension of.the interim agreement in -
May 1980. A, .. :

©

N

(66) Continued. . o ‘

Australia's International Civil Aviation Policy (ICAP),

announced on 11 October 1978, in fact stated that it would

"preclude at this time, significant charter operations,

running parallel with scheduled services'", (Statement of.
. Australian Minister for Transport on Intl. Av. Policy,

11 October '1978; Proceedings of Australiap. House of C

Representatives, p. 1701). .

v

(67) See below.
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8.4.1.1.1 The "Country-of-Origin Arrangement" (68)!

- \

Y

The Exchange of Notes does not however refer 1n any detall €0
these parts of the barga1n but describes, br1ef1y, the terms .of
the "country -of-origin arrangement”. This is a'rare use of the
term in US b11aterals which, as seen, otherwise establish the

‘a «

The agreement is in fact cons1stent1y distinguishable fxom other
us b11aterals in this respect - i.e., in prescribing rather than
excluding, courses- of‘act1on. :

[kl

\ | o g

All one way or round trip tariffs are made strictly subject to
approvalgby the country -of- or1g1n - without the usual US 11m1ts
on intervention, so that unfettered discretion is given to the

respective regulatory authorities. .

1f, however, one party seeks consuitations to discuss "either .
country's tariff package" then "adverse action on any proposed
tariff" cannot be taken until after the consultations. (70).

~
<>

(68) US-Australia, paragraph (B). ~

(69) This reflected the-Australian authorities' concern that,
under Air Navigation Regulation 106A, they could not
divest themselves of full control over, at least,
Australian-origin traffic. Hence, the usual negative
form of words could not be used. A

(70) US-Australia, paragraph (B) (3).
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The.moé%\}ﬁ stan\gal departure from othes US Jprovisions is
in the di approva and procedural powers retained by Australia ~

(but not the US). Flrsf, it reta1ned the power to "dlscuss"
Austra11an -origin tarlff proposals "individually" with each

RSSO SUUO— \;
e 1183 / f

designated airline; \ secondly it "resarves the right" (a) to -*
approve, (b) to vary, and (c) to reJect any f11ed tariff and -

to "direct the adoption in its stead of “such tar1ff as is
cons1deredlfa1r and ﬁeasonable" (71). In this way, Australia
is expressly able to establish price floors; the practical'
application of most céuntry-of-origin arrangements .may in fact
reeult in this situatipn.

Furthermore, the Austral1an aeronautlcal authorlty apparently
retains the right to apply these prov151ons to the Australian-
des1gnated a1r11ne(s) (only) for'US or1g1
restrlctlon on ‘Australia's freedom of acfi

The only *

ssion\

.

, . . ] .~ '
The ‘pricing provisions end with a requirement or the governments

that they '"liberally encourage the 1ntroduct10n of innovative
pr1ce and quality of service offerlngs" (73)

The US has-not concluded any further agreement along these lines.
Few countries occupy the strong pegdffgting position of Australia,
with an almost total reliance on end-to-end traffic flows, apd
relatively limited possibility ofidivereion to parallel markets.
grobably only under these circumstances would the US be obliged

to concedeso many issues. '

R — . N
(71) 1d., paragraph. (B) (2). This reflected the requ1rements
"of ANR 106A; footnote (69) above.
(72) 1Ibid. Note that this method does not raise anti-trust
issues.” The- agreement does not even provide ‘expressly
for

inter-carrier negot ns.
1d., paragrdph'(Bl_gi}/}atio

! L}

(73)
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I1f the Australian agreement is interesting as e;gnti;EQAe

of US policy, so the US-New Zealand text show sthe"effects of

L4 N -

being caught be ween the two. I

Ay

8.4.1.2 New Zealand,: April 1980 Coungj; of - Orrg;n :
Memorandum of Consultat1onE,Effe§¢1ng_A@gndments

to Agieeﬁent 74) 4 \ ?:}ﬁf‘ﬂ/y ' £

-

L The outcome of the US' 20 25 April 1980 negétlé&1ons with
New Zealanafaitragted strong cr1t1c1§m#from CAB Chaﬁrman Cohen
: for‘its derogations from full competitive objectives. While it
did indeed fall far short of the US' model ob3ect1ves, it greatly
(*; ‘facilitated competition in the Pacific when taken in combination
" with the Australdan agreement. It established country-of-origin
. scheduled pricing but with significant proteetion in ‘many areas.
L] . .
h As a country able to benefit from sixth freedom traffic flows to
and from ith larger neighbour, New.Zealand was a natural target
( ; for the us liberal approach - The offer of mew gateways 1n the
'US was an‘attractlve incentive for New Zealand but. the heavy
’\ <zellance on international ev1at1on for its 1nternqt10na1
olitical and communications links created a cautiousness towards
-adopting radical}y different bilateral strategy (75).

. ‘ .'f
Additionally, New Zealand was torn between the ''two major
(; philosophical responses' which had emerged from the "conflict

generated by seeking lower fares at the time of steep increases
in costs"cin its two largest markets, Australia and the US.

L3
"The policies of the United States and Australia have a direct
' bearing upon New Zealand's¥economic and political interest agd
also upon the future of Air New Zealand /which is faced with
’ major-decision on re-equipment." (76).
‘ | , S,
(74) In this way the original texts were "delefed", ‘i.e., )
) cannot presumably be ived. The Memo. and original"
‘: ASA thus appear insep le. -
: (75) See”’the "External Civil Aviation Pgdicy of New Zealand"
. " releasedsin December 1979. - i

(76) Id.,\paragraph 6.3.

- \
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+ (80) Id., paragraph 2.

85, |

, , .
{ - ~
ew\Z€aland opted fér a “flexible ‘and pragmat1c"
€77) wh1ch allowed it .to accept a11 forms of

In the event,:
bilateral policy

regulation with its more powerful partnef;. .Its general
approac to "seek liberal regimes with reasonable
safeguards’ g rning 1ts “attitude to thg regulatlon of \

S agregfient achieved just tha: New Zealand also rece1ved §
two new ("rover') points in the US, Wlth any 1ntermed1ate po1nts .
"in the South Pacific, including American Samoa'’ (79) and beyond
Canada, Europe and the UK. (Rights already ex1s;ed to Honolulu

and Los Angeles.) US carriers were given access to any realistics |.
* combination pf routings to amd through New Zealand (80).

Country-of-origin scheduled pricing was accpmpanied by provision
for price matching -by the designated airlines on their respective
flfth freedom routes - mainly intended for US-Australia. Third —

party airlines were to receive the same rights, subject to .

rec1proc1ty {Qgiib/ﬁhstralla accepted in the following month). A

g N . - Y
Like the Australian amendment, however, no limitations were |

prices - other than the requirement for poh-discrfﬁinatorx ,
treatment of the other Party's designated airline(s).o
- L B

— et e

(77;711d., paragraph 4.10. -
(78f 1d., paragraph 6.2. . «

(79), I1d., Amended Route Schedule, paragraph 1; this appearé
to suggest a grant of cabotage rights between Samoa and

the other US'poznts. '

)

-

-placed on the "right to approve or disapprove'" country-of-origin g
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. 3. F.4.Y.2.1 ' Fur her.Protection_for.NewUZealand W, ‘ o
\(J) . The’ preambular 39n- og the Pr1c1ng RTtlci\td1d however add
' .a new form of words,, imed dlrectly at protec 1ng carr1ers'
i 1nterests. e . : ' ' :

~ ) / ‘ : '
. "Prices on each spec1f1ed ro§}é/;ha11 be  established
at the lowest levels .consisfent with the maintenanch

. . of high standards of safety, ‘the provision of compet-

. © . ~itive services appropriate to .public demand and a°
reéasonable réturn on investment after’ meeting the full
,costs of efficient operations by the designated. air- \\q\

) "lines: on the route in question without subsidisation

; ’ ~ . from other route§ or from. o%her'sources." (81). . C g

. roo T - ”7‘“ \ .
: j% ) %eS/gnatloh centrols wer ISO’Includedd although the Bermuda
i . ibr1nc1¥ge§)of the basic agrieement were to cont1nue, fon the
. ‘first flve years from effectqveness of the new agreement, the -~

uUs undertook not to de51gnate more ‘than two scheduled a1r11ne$

at any ‘oné time - a s1gn1f1caqt withdrawal from the US' compét- .
. / .
%" itive pr1nc1p1es (82) 7 L Lo e

- ,
. P [} : ‘ * |
v \ - e
Reacd LY ’ . D A . N H
.

Charters were to he govérned by stfict country¢of origin rules.

'

As % gu1d1ng_pr1nc1p1e, there were to be "faiz", but not necessarily |

equal, opportun1t1es to’ compete between gharter "and scheduled .
services (83), a 30-day advance f111ng perlod was requlred for '
incoming charters and a "catch all" protection was contained in

(“3 , strlklngly novel provisions: . AL, ' .
~ ' ‘_/\ ’
] ) o, \\\ -

3
2

¢ (81) 1Id., Article 11 TZ), of note also is, the faéiakhah no
reference is made in the agreement to serving consumers'
interests per se.’ The "competitive services" 'are to
"apprOprlate to‘2P911c demand", a very dlfferent cr1ter1a.

f§\ (82) It is possible however that, by mid-1980, the US was already §
forming the view that extensive multiple US airline entry - ;
i international markets was unrealistic, either as a !
dgesirable option or as a matter of US carrier choice.
This was never expressed, however.

(83) 1Id., Article 12 (7) (a).

T R,
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0. , "Each Contractzng Party shall take into coﬁsfﬁerathon ;o ";"
. tEe interests of the other Party in both its desig- - ‘ o
e v L e ted airline and in the abifity of its’ nat1onal T .
(J) g ' . localized infrastructure tgbabsorb high levelg o
_ tourism during particular [Seasonal periods. hould - S
. either Contracting Party find that its national or :
O localized infrastructure is going to experiencea’ o
, AN critical over-saturation devel, it may then .reque R
’ ( R consultations which shall be held as soon as possEble, :
R and in no event later than 30 days. At such consul- * - - “ .l
\< . tations the aggrleved Party.shall present its flndlngs.\.'f”
If agreement is reached during such consultations each - '
i Party shall use its best efforts to effect the agreed 2
A solutlon " (84). ) . o &
SN A fynal novebmy was that the agreement was glven a m1n1mnm term i.
P ‘(~) of three years; at that time it-could be terminated by'either “: ¢ -
] g H
E B Party on only three months' notice (85) ' . ,‘, I
é,/ g;? ) \'\ } : / ) n :'ﬁ*
. ‘ 8.4.1.3 US-UK :*July 1977, March/April.1978, March 1980
' X Gonventioﬁal Agre%ment ‘et seq. e IR
g ’ ° et Tl
N ! The most vital comprom1se of all has been on US-UK routes.K 3
(“} A From helping precipitate the US Pollcy (as a result of Bermuda/
' II), the UK quickly moved towards accommodation with tﬁe\US'oh
both route expansion (but on ci;eful)reciprocity priﬁcipies)'

v
AY

- and on prices.

£
\

Thus,- while therQ UK market remains governed by the ’Ermdda II
, ( , (86) provisions, the- UK began to take a more relaxe attltude -
B J//' tq,prf&ieg froQﬂsbout the end of 1977 (87) Writi g 1n September
'1978, Mr\ Peter Reed of thée CAA obseryed ‘that:. ”For about a
year,”  we have“had a de facto. competitive price reglme, w1th the'

most intéresting results.” (88).

- v * >»
LI

(84) Id., Article 12 Y} (b).
(85) 'id., Article 12 (9)

(86) The British were f1rst to sign a "suspens1on” agreement
! with the US. ’'See Chapter 3. :

(87) Subject to a further route exchange and a vaguely worded

‘E, \ understanding for flexiblity on charter regulation (see,
e.g., Lowenfeld, "Aviation Law', 2nd Edition, Documents,
Supplement, .665-692). * .

(88) Peter¢Reed "Competition,and Regulation in Interng;lgngl_ K
Aviation: A European View", 22 July 1978. The paper was’, | %

I . (contxnued..)
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55; Thas has been 1n,the ﬁature of an 1nformalchuntry of- orlgxn ,HJ
' 4control (89). It was not, hécevef,,W1thout controvers?\i In R
February 1978, the UK d1sapn}bved ‘Braniff!s preposed Dal as/ '

- +Fort Worth - London fargs, "insisting' that Boi:zﬁf ref;loa
"vat the high IATA levels bétween New.York and don" (}g;. '
“ CAB Chairman Kahn belleved thls to be e fipal confirmation
. J% our worst fears about “Bermuda, II.‘:zi:t t;Eyﬁzihe UK) were
-intending te use that document as a bas;s for thorough

'

' “cartellzatlon" (9;). ' S

.

.
5 . 1 —

r ’ o o
The CAB reacted on 28 February by thréhtenlng reta11at10n

(’: agalnsg Br1t1gh Caledonian by suspendlng its proposed\?;;;; . ‘
~on Houston- London (920 President Carter accepted the - “

-

1] © - ~ M o
¥
R \ »
. f .
. . ] )
- .
S, B
- < ’ R .
N R
‘ . " [

-

" 6-17 ‘March (93), - )

opportunlty to use thls barga1n1ng weapon, in negotlatlons hj;?f/ 5’

(88) Continuod;A ' L . .t

- ) presented, to a Conference of the Travel Research
. Assoc1at10n, New York Chapter. Mr Reed's "interesting
J results" were that experjence to date had shown no *
‘ reductions in the "price ‘inelastic segment of the
market" (e.g., full economy fares) under the liberalised
approach; added competition had led only to reductions
at the "low" end. As recession bit deeply in 1981,
however, so the competitive battle brought down these
higher yield fares.-

(89)
"(50)

o

Alfred Kaﬁﬂ/ "Should wé*bewsearching for _an jnternational
order or, (how chdotic 1s "dhaos"?'"; Sﬁeech to the -
International Aviation Club, Wa shlngton DC, 16 May 1978.

1bid. "

(91), .
'fQZ) Docket 32183 28 February 1978 and letter dated the same
K day from CAB Chairman Kahn to President Caxter.
(Qﬁ)' Letter of 6 March from Pre51dent Garter to CAB Chairman
Alfred Kahn.

-

T e - -

There has been "no express statement however. “§
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.- The’ 6ut'c311'u§‘w‘asw'g Memorandim of JCc:n,sul_tatigns 'in which it iw'é‘s
- ff ‘—ange‘é_d"t’o“eXtiend. the aﬁlicabilitf o£ 1ow, fares on a ‘much %iﬁérv S
1 ) ;o fhnge cf roites:: - "'Ai::llinég./'ogiera;’ilng" sé]{édgleglG;’ar’vices’ﬁuﬁng.
/| . summer 1978 and winter 1978/79 across the“North Atlantic wild

/ - be ’a;blhie, tp 'ope‘t:'ate -bptye‘éﬁ the .14 'US. gateways gn’d'thé gateways

.

) ~ with low fares including standby, budget- andvadyance pugchase.
o /. , This will provide advantages to travellers between other US ' .
-l gateways and_isr'itish, gatewdys, pi;evi.gusl.y Q}“r?ilable only on ‘ )
the New York-London route, and.yil‘l'a,ll’ow theyéir’iin,eps ¢f both -
‘(o countries g{g‘eat‘erl freedom to Compete ~faii'1y 1n th‘elaii? twravel'\ ]
market. In addition the um‘ierétai{ding promises that'm each ;
. country will Fonsidgr favorably other innbvative air farﬁ ' \
( \ proposals based on ﬁthle ‘muFua,l unc{el’tstand‘ing that there 1é\ o
reciprocity in the treatment of each other's airlines. Both
countries have agreed to review the position th‘i's,a'utumn;‘;'- (94),‘

LY

This vague wordifrg appears to indicate mostly a meeting of! minds

(deriy_ed both froxgimutua}l inferest and from wth’ramrrfzn,ess of |

- each others' retaliatory abilities), Jrathe.r than a2 permanent,. .

( ’ ' binding contract on pricinf. Thus, important,ly' for the Britisfl,
there was no irrevocable withdrawal from the Bgrmu"da I1 pric.ing

(or other) .principles.’ ' ‘ '

%

i . (94) " Joint Press Statement, issued.by the Office of the 3
+ White House Préss Secretary, 'Wash§ng‘tono,”.17 March 1978, 1

[,
,

‘ . ’ "In addition, the United States and -the United Kingdom

- \ _have initialed a bilateral charter agreement liberal-

: ising charter Tules in the US-UK market. The agree-

- ‘ ~ ment specifies the rulés that will now apply on charter
services between the two countiies. .The addition of
this agreement settles most of the issues outstanding -
from the Bermuda 2 Agreemént and will assure that
travellers have a b choice of low fares on
various types of air services."

Y
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3 . *‘
CAB Chairman Kahn ascr;bed two reasons to the .British acceptance -
of “the compromise, apart from the 1mmed1ate threat against >

British Caledpnlan.‘. ‘ ' . ’

-

"It is no secret that there were 1nf1uent1a1 people in the .
Execytlve Branch and Congress ready at the timé of the controversy
‘over the Braniff farés to renounce the agreement. _And it
.is no secret that it was their realization of this fact that
helped persuade the British to let the original fares go into

& : . ¥ .

effect." (95). . - .

/'

AaN
a ' "A -second factor, I am convinced, was the far more Iibeyal
(;;” agreements we had mdre recently erftered into with the Belgians
and the Dutch. It was not mere coincidence, I assure you,
that we concluded the agreement with the Dutch -lw1th their
o acceptance of country-of-origin rules mnot just for charters but
1 also for pricing of scheduled services - right in the middle of
our negotiations with the British, and it was not mere coincid-
-, ence either -that almost 1mmedlate1y after announcement of that
| (wk ' agreement, the British dec1ded to accept the prices we hagd
4 approved for scheduled service betweeh our two countries as

well." (96).

IR

-

@

(95) See, e.g., letter of 21 February 1978 from Sendtor Cannon
{ (Chairman of the influential Senate Commerce, Science and
t Transportation Committee) to Secretary of State Cyrus Vance.
This expressed "serious concern'" at the Braniff dispute
- and congcluded: "in light of the.United Kingdom's unilateral
and discriminatory actions with respect to low fares ™
proposals; the lack of charter rights; and the general
anti-‘competitive and restrictive nature of the Bermuda II i
e agreement, I would urge that the United States give serious
° consideration to renouncing Bermuda II and beginning
negotiations on an agreement which can better serve the
air passengers of both countries."

' . |
i

,|(96) Alfred Kahn, Speech.to Internat1ona1 Av1at10n Club, 16 May !
1978 op. cit.
) |
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The UK has -therefore been a %eader in low fare US-Europe ,

destinations, despite the formal framework; this is due , A
' partly to the "Laker operatxon and, subsequently, to the = 4 i
laissez faire policies of the Thatcher government -.an L
interesting feflection on thf/way in which mutuallty of ' N
h \ intent can drasticaly -alter a bllateral tarlff clause (97)

(

4
I3 - e

8.4.2 "Band" Pricing ©8) I . o 4

It has been cléarly seen that 1nd1v1dua1 markets have developed
r their own variety of dlfferent forms reflecting speC1a1 needs

and concerns. .

None of these, élone, offers the scope for gbneral adoption,

In "band" pribing,“% more generally acceptable formula may have
been discovered. Three agreements have‘bqeﬁ"conqluded by the __
US containing this scheme; they range from "restrictive'" (99)

to liberal. Whether or not the US-ECAC ad referendum agreement
(100) is-ratified, the fact that serious consideration on a

( ! multilateral scale was given to the concept suggests it has a

broad appeail. ~ 'r

—

b {(97) The Bermuda II tariff clause, despite overall US critism.
§ . of the agreement, had contained substantially new wording,
: ( ) for example promoting the initiation of "innovative, .

: - cost-based- tariffs' by "individual airlines'" (Article
k ) 12 (2)). ‘Amotig other new provisions, including the
b establishment of a '"Tariff, Working Group", the parties
— agreed to '"keep one another formed of such.guidance:as
they may give to their own airlines in advance of or
during. traffic conferences of the International Air
Transport Association..." (Article 12 .(9) (a) and (b)).

(98) ,gss:Chapter &

(99) 1I.e., accord1ng to the surrounding competltlve environ-
ment created by the agreement. The agreements are with
China, Philippines and Barbados, respectively.

(100) See below.
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H
)

"As a combination of different pricing schenmes, band.pficing

dogs not preclude the use of any other variation in bilateral
terms - whether in matching/leadership”or capacity, designation
and routing controls. In other words, rather than existing as
an indeperident style, it can occur in.any bilateral form.

8.4.2,1 China : September 1980 : Band Pricing : Agreement (1)

?

The China Agreement is not considered by the US as; liberal. It |
is nonetheless undoubtedly more flexible on pricing that it would !

have been if. concluded three years previously. It is important
as the first of the price band agreements. ‘
) ) J

L

The basis for the Chinese system is double approval this is

then followed by a complex and highly detailed set of prov1s1ons
perm1tt1ng downward short-notice filing for passenger fares.

The operative text reads:

*...gach Party shall permit any designa ed airline to
filg and institute promptly, using short<notice pro-
cedures, if necessary,, a fare for scheduled passenger
services between a point or points in the United States
of America and a point or points in the People s Republic

. of China, provided that:

(a) the fare is subject to terms and conditionhs as
agreed in Annex IV to this Agreement, and such
fare would not be less than 70 per cent .of the
lowest ndrmal economy farvre approved for sale by
any designated airline for travel between the
same point or points in- the United States of
America and the same point or points in the
People's Republic of China..." (2).

-

o

(1) The agreement was part of a highly publicised package,
including textile trade, maritime transport and consular
services.

(2) US-China, Article 13 (3) (a).
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A

o

Thus, to be automatically acceptable, the prices nugt ,be mahe
subject to a minimup number of restr1ct1ons, including, e. gx,
advance purchase requirements- (3). The purpose of th1s pro-
vision - as can be seen from the nature of the restrictions -
was to avoid diversion from economy fare levels. This conceﬁ‘t
was later adopted in the US-ECAC agreement (4)

,in addition to this, a variety of "matching" options is'pro_vided.

If "subject to similar terms and conditions as the matched fare",

then

<

- where the matched fare is offered by another designate
airline "in whole or in part" over .the specified, or/other
routes, the same 30% downwards limit applies;

- where it is offered by a non-designated airléue (e.g.,
of a third country) "in whole or in part' over the
specified route, the 30% downwards limit applies;

s

- where offered "solely” by a non-designated airline over
a non-specified (e.g., parallel) route, the matching '
flexibility is limited to 20% downyards (5).

L’“.‘;j—‘
(3) Annex IV to the agreement prb\rldes~

"Discount fares within the zone of pricing flexibility

. described in paragraph (3) »f Article 13 of this Agreement

, shall be subject to conditions of the type generally
applicable to same or similar fares in other international
air transportation markets. Such discount fares shall be,
subject to conditions in not less than four of the followmg
categories: i

Round trip requirements .
Advance purchase requirements C
Minimum-Maximum length of stay requirements
Stopover restrictions
Stopover charges

Transfer limitations
Cancellation refund penalties
Group size restrictions
Return travel conditions

£* . 'Ground package requirements.’

(4) See Below. ,
(5) 1Id., Article 13 (3) (b). Note the use of '"match" rather’

“ ' .+ (continued..)
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Furthermore, these provisions ‘were also 'to be applied "mutatis
mutandis, to fares of the designated’ airllne(s) of the other
Party for the provision of -international ‘air service between
the terrltory of the flrst Party and a third country" i.e.,

for through traffic (6). . '

‘ s

1

The eaﬁe tegime does not apply to cargo rates, whére double . -
approval procedures apply; except that there may - -be no dis-.
¢rimination aga1nst fllzngs by diﬁ*gnated a1r11nes of the other

party (7). Q{ : .
an

°

'Oxher pr0V1510n$ of the Agreement are not innovative; for

charters, country-of-origin rules apply, but flights remain
subject to specific approval (8). s i

- >,

(5) Continued. ’ ;

than "meet", presumably‘(l) restricting the offering of
fares to exact models of the-original, then (ii) extendlng
the provision as descrlbed
' R i
(6) Ibid. S L . :
P %w

%

(7) 1d., Article 1% [OF

(8) Undoubtedly the value of an air transport agreement with
China did not rest entirely .in its commercial potential;
as described by President Carter at the public signing
ceremony, it represented "a new and vital force" for
world peace and stability. In such cases, compromise of
economic 1deals is always possible.

s I i
- i
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8.4.2.2 Philippines : October 1980 : Band Pricing

‘

: Agreement/MoU

-

The US-Philippines agreement was gji%re liberal version of the

China priﬁing formula. It followed a period of 20 years without
.a formal agreement between the-two countries (9). It resolved
a number of problematic issu¢s for the payties; in addition, &

SRR e A S e =

AL e erem O

the Philippineszreceived intermediate rights in Japan, two new
US gateways with one point beyond and further phased-in rights.

Accompanying and preparing the agréement was a Memorandum of

- Understanding designed to allow for "an orderly transition"
until the agreeﬁent became fully effective on 1 September 1982
(10). - '

e S i W A T T e sy L,

The Philippines had not been receptive to US competitive policies;
Philippine Airtines' Chairman-Roman Cruz had been a vociferous
opponent (11). Thus it was no surprise that the agreement fell j
short of full US model terms in important ways - to an extent

which would never have been contemplated by the US 18 months
earlier. .

Taking a positive attitude, CAB Chairman Cohen maintained that
the agreement "belies belief that we pressure our trading partners |
into signing liberal ﬁgreements, and, that small carriers cannot
remain competitive with US carriers" (12).

(9) "Interim Arrangements' had applied since 10 August 1974,

(10) Both MoU and Agreement may be terminated during-the course
o of the MoU on 180 days' notice; MoU, Section F (2). The
- ) combination follows the Netherlands Antilles agreement/
%\\\'MQU pattern, rather than the Costa Rican.

(11) See, e.g., Cruz, "American Aero-Imperialism", op. cit.

(12) Marvin Cohen, Speech to MIT/ITA Symposium, Boston,
16 October 1980.
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d
MLst important derogations from the full liberal model were the
ombssion of charters from the agypement and imposition of
'spe&ific liﬁitations on scheduled carrier designation. The MoU
imp&gédwaa&itional capacity and frequency cons;rginfs, with a
more limited designation than the full agreemeﬁt; capacity and -
frequency restrictions were replaced in the agreement by a
standard liberal clause (13).

Pricing provisions of the agreement are unaffected by the MoU.
They were to apﬁly immediately. Most important was the '"band"
formula used, but several other important changes were made from
the US model. -

In fact two price bands were created. Based on an "index fare
level" (14), a double disappr&¥al regime applied for passenger
fares down to 80% of the index fare (15); below this level,

prices were made subject to a country-of-origin system (16).

Approval/

Price Level . Disapproval Method

- i (And upwards)
"INDEX FARE" - 100% '
(SFFL) 805 :] Double Disapproval

-_1 Country-of-Origin

(13) US-Philip§qnes, MoU, Sections A, B, C and agreement,
Article 11.

(14) US-Philippines agreement, Article 12 €ZT‘and (6) (a)
At Teast for the present, the index fare level adopted

the CAB's Standard Foreign Fare Level in effect on
1 October 1980, amended quarterly; Annex II.

(15) 1Ibid. Under Article 12 (7), there is a total prohibition
against unilateral intervention on cargo prices.

(16) Id., Article 12 (4) and (6) (b). No maximum,percentagé .
is set.

‘ .
[——
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The essence of the system is made clear in Article 6 (4).
After settlng out the notice and consultation requlrements

when dlssatlsfact1on is expressed over a pr1ce, the Art1c1e

provides: ~ T
° .

"... If the Parties.fajl to geach agreement, the
price shall go into effect unless a Party disapproves
such price pursuant to its rights under paragraph 6
(b) of this-Article."

Paragraph 6 then sets out (a) the prohibition against and (b)
the prescription for unilateral intérvqntion:

"(6) With respect to unilateral action by a Party

to prevent the inauguration or continuation of any
passenger price proposed or charged by the airlines
of either Party for international air transportation
between the territorjes of the Parties:

* (

(a)- Neither Party may take such action if the
price is equal to or greater than 80 per
cent of the appropriate index fare level
as defined in Annex II;

(b) Either Party may take such -action provided
that the price is less than 80 per cent of
the appropriate index fare level, but only
with:trespect to traffic for thqh the first
. point on the itinerary (as evidencded by the’
document authorizing ‘transportation by air),
is in its own territory." .

RN

""Meeting" provisions permitted the parties' carriers to meét

each others' prices in third and fourth freedom markets as well
as between the other party's territory and third countries (17);

L

e

(17) 1d., Article 12 (5) (a) and (b). The text refers to
meeting prices "proposed or charged in the marketplace";
this apparently implies acceptance that market tares
can be other than those filed, but raised difficulties
for government over sight of the "meeting' provisions.

.
N <
.
.
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The criteria appear in the following terms:]
Il

/ {
{/
e.
,asy
. (@19)
(z0)
p
¢
. ~ugt‘*

(i)" by removing“the subsidy provi ion;i

prices under, the "dominant posjtion"
* criterion (19); and

»

p

(ii;) by introducing the concept of "bneconomic"

1d:, Article 12 (5) (c).’

(20).

pyote
price

. \

¥

-

Yﬁtq;yention b&wthe Parties shall be limited

‘ ‘
.

f consumers from digcriminatory

ction t
s or Practices, or prices _that are

nreasonably high, or restricéive due to the
abuse of a domingi\t position; " and

protection of airlines from-predatory prices
*  that are artificially low or uneconomic."

‘

e

Id., Article 12 (1) (a).

;d., Article 12 (1) (b). 1In this Article "uneconomic"

is used to qualify the words "predatory prices", whereas
in the preamble it appears as an alternative to predatory.

»
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prices (24).
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For practical purposes, these criteria will be applied, if
at all, in the context of country-of-origin disapproval; here,
it will be recalled the burden of proof is de facto placed on
the party whose flag carrier's price is the subject of a notice . |
of dissatisfactien. Hence, these amendments could produce
additional latitude for the parties, cpmpaféd with, e.g., the
Dutch and German country-of-origin agteements. . \\
w\“\ Ve .
The next band agreemerit' contained a much broader price range and
madg no prov%§ibn.¥br below-the-band country-of-origin p:??ing. . ¥

8.4.2.3 Barbados : April 1982 : Band Pricing : Agreement

The US-Barbados agreemgnt (21) erred hittle from the US model x
agreement; it may even illustrate the USN new pgeIerred text. «

The competitive environment which it creates diffeys only from «
the earlier model in its price band formula and, like the US-
Philippines agreement, in making third country airliner'''meeting"

provisions subject to reciprocity .(22). It does not limit
capacity or designation, allows double country-of-origin charters

and is basically double disapproval pricing.
I

L)
b N
Cargo prices may not be unllaterally disapproved, regardless of !
level; thus, again_like the US- Ph111pp1nes agreement, cargo

prices are not affected by the price band formula (23). The ]
same appiies to "first class'" and "premium}’ class passenger ‘

(21) sti1l ad~§§ferendum at the time.of writing. fg\;z ’
(22) US-Barbados, Article 12 (8). This extended the de inition‘

of "'meet” to include:

"the right to establish on a t1me1 ba51s, u51ng such
expedited procedures as may be nezessary, an identical
or similar price on a direct, interline or intra-1line ]
basis, notwithstanding differences in cond1t1ons, @
including but not limited to, those retating to routing,

.distance, roundtrip requ1rements, connections, type or
conditions of service, aircraft configuration or type,

V" or such price through a combination of prices."

(23) 1Id., Article 12 (6). ' i
(24) 1d., Article 12 (7).

w -
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The passenger fare band is described in Article 12 (5) and, ‘'
() in view of the foregoing’exclusioﬁ, covers.only economy and
., discount prices - although these are defined only by exclusion.
\ - It covers prices between 115% and 40%. of the '"base normal
i p
v —economy fare" (25). ‘ , . y - -
] hand . v 14
\ \ i - e Y : @ ° -
$ . . . Approval/
. Price Leve¥ Disapproval Method
115% ] e
“INDEX FARE" - 100% . 1 pouble
“ i Disapproval
(_ i @ . BN ~ R
’ . - 40%

i - ’ o

(As the first price bgnd'system to include charter.prices, it
is of at least historical interest that the US has accepted a
"charter-price floor" for the first time. Below 40% of the
T Index Fare, even US-origin charter_ prices must be approved by

i Barbados (26).) ) \

: c (25) Id.,eﬁgh’cle 12 (5) (A) (i). This is explained in the
agre t itself (rather than the Annex) as:

( . ’ "... the lowest avallable fare for normal economy-class
. " service filed for and permitted by the United States
‘ Civil Aeronautics Board to go into effect on or after
P ) October 1, 1979 for travel orlglnatlng in the United
-States, for each U.S.-Barbados _city-pair market, as
’adgusted for cost changes consistent with the Standard
Foreign Fare Level computation blished periodically
i . by the United’' States Government."

tf, the US-Philippine agreement, where the initial
reference point was at-the date of the negotiations.

‘ (26) 1d.; Article 12 (5) (A) (ii). , ‘ .
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The agreement §pecifies the maﬁhinery as follows. If following
the observance of consultatlon procedures, agreement has not

been reached, then,

&

This

replacing a 1972 Understanding. Neo confrontation occurred SR
between the two countries immedigtely before the negotiations, - '

[N

" (i) unless both Parties agrée otherwise, a passenger
price will continue in effect or enter into
‘effect on the proposed date of effectiyeness
"if it is at least 40 per cent but nor more than
115 per cent of the ‘base normal economy fare 1n
effect on the date the price is f11ed \ )

(ii)' either Party may take action to prevent inaugur- - '3;
ation or continudtion of a passenger- price if .
such price does not meet the conditions speci-

" fied in paragraph (5) (A) (i)." (27). s ’ !

’

e
i

was the first full agreement between the US and Barbados,

but as a tourist desti¥nation Barbados had an interest in expan- - |

sion

US/ gateways under a limited "rover" grant with a further route
to be grantedr(f and when Barbados removed restrictions on US
i

intermediate

. more

a1r11nes at the US' generos1ty in trading "hard" rights for

”so

(27}

. (28)

T T e byt v h e

of service from the US. Barbados received rights to three

-

ights. - The disparity between this and the much
generous grant to Jamaica may, reflect the concerns of US

M- (%}J ‘:J t

)

Id., Article 12 (5) (A). .
. N ' kq.’
See above. ‘ ‘ . >

.
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8.4.2.4 ECAC : Memorandum of Understanding

<~) * On’ 2 May 1982, a multilateral pricing agreement was provisionally ;
. concluded in what was des¢ribed as a "unique development in the e
hisfbry of international aviation" (29). -

&

Ly
L

' Representatives‘of the US and nine European nations signed a P
Memorandum of Understanding providing for automatic approval
of US-Europe schedulqd farqs within agreed price zones (30). 3
Subjé&t to confirmation of adherence by 15 June, the.zone system.
was to go ‘into effect on 1 July 1982 for a 6 month trial period, ;

. -with the pqssiﬁility of :xenewdl or "approval on a permanent basis" i

Cy 0. 1 L

- o/

- . The.agreement provide{ for Five tariff levels built around the

specifically (bilaterally) agreed reference point for each
route:

1)
4

- - ) Price Level (31)

- ‘ ?First Class | ;
' \ 150 ———— — '
R .pBusiness Class i
| - 120 —— . ;
] REFERENCE ', Automatic
; POINT (100 LEconomy , >Approval
g‘ 80 vr———— B ) ’ \
¢ .( , ‘ ' » Discount ;
- : 70— - i
i ° - . pDee iscount s
1 R o ' 60 ——I PP -Disco ~ 4
1 LR - (29) ECAC Press Release, No. 54E, 5 May 1982, 2, quoting
Mr Erik Willoch, ECAC President.
4 ) ' , ~ : N
{30) The nine countries were Belgium, Germany, Greece, Ireland,

Italy, Netherlands, Portugal, Spain and the UK. Yugoslavia
initialled the agreement and was. expected to sign. "France

y and Switzerland expressed support; US-DoT Press Release
14-82, 3 May 1982, 2, and US-ECAC, Article 8.

(31) The 1limits of the bands vary by up to 10 percentage points,
but the above diagram_is intended as an indicator only.
Seasonal and diréctional variation also occur.

1
& - . ! r
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Given thé\complexiEQJof the tiered system, the parties went to
pains to elabo ate conditions - including seating density (e.g.,
eéiness class from economy class) {32). 7

.
.
> . ) A/P‘
|
|
|
i

to separate b
Inevitably, this deroga onsiderably from the US' competitive
objectives, although priﬁj;:on is included for such matters as
short-notice “matching filings {33)f

'ﬁ o -~ ’
There appears to be no provision for disaﬁ%roval of fare levels
falling within the zones, although the temporary existence of the
agreement would tend to encourage ‘reasonableness. (Outside the
zones, applicable bilateral terms apply.) A "Tariff Working
Group" is hrowever to be establighed, to meet either 'at the
initiative of any Pafty" or at lea e every six months (34).
Its powers are limited to mutual examination and consideration of
the fares in question, but it could well assume a more structured
nature in any permanent agreement which may be negotiated.

The agreement was a product of several factors, including the
severe financial difficulties of many airlines operating on the
North Atlantic; in this climété, the continuing threat of the
CAB's finalisation of the IATA 'Show Cause Order (thereby
precluding US carrier participation in JATA tariff coordination
on North Atlantic routes) appeared influential on European

governments.

(32) Annex 1 to the Memorandum. At the time of writing, this
text was not available. Co '
L]
(33) US-ECAC, Article 4. e -

(34) 1d., Article 7. cf Bermuda II's Taéiff Working Group,
above. A separate Working Group is also established to
dra a permarient agreement, which.may include cargo and
charter prices (Article 6).
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-As the Memorandum contains'agré@ment not- to prevent (or require)

carfrier participﬁtion in multilateral tariff coordination for

the purpose of automatic approval within the zone, the Show Cause

Order's - ef?dctlveness if suspended at least for the term of the .
agreement (35) (:

Apart from its: unlque quasi- mu1t11atera1 mature (36),° the zone
system bears a similarity to the US-China agreement in that (1)
the reference point in each bilgteral market was established by
agreement between the partiesz (ii) certain conditions must be
attached for the lower zones; and (iii) concengtration was .on
price flexibility, without amendment of the other, pre-existing,
bilateral terms. )

Although’the scheme does not amount to intergovernmental tariff
negotiatioh as such, it wa's necessary to agree each bilateral
route's initial reference point. From that point it is clearly
envisaged thptyactual pricing levels pe left to airlines,
individually or multilaterally, to determine.

- The Mémordandum is unprecedent in international aviation. It

offers(the possibility of a challenging new order in pricing
regulation. For this reason, its functioning will .be closely

" watched by regulators and airlines throughout the world, ,as &n

apparent’ compromise between .the US' model competitive system and
the traditional regulatory style. o »

(35) US-ECAC, Article 2.

(36) The agreement is in one aspect actually bi-partite, with
the US constitutjing the first‘party}and the European
governments the second party. There is no similar agree-
ment among the European go wernments to govern intra- .
European fares. -
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CHAPTER 9. CONCLUDING REFLECTIONS

1977 saw the beginnings of a revolution in the regulation of
international air transport. Never before had any developed
aviation power moved out of the mainstream of bilateral policy.
For more than three decades the Bermuda system had been accepted
in one form or another - by all nations; the only aberration,
strongly pressed by the US, was the widespread use of programmed
. charters through the 1968s and 705. The revolution has not :
. to;allyaﬁucceeded, but the aviation world will never be the

same again.

( } The purpose of this’ paper has been to seek to 1ﬂ::}pret the
main elements of :this new polxcy as effected through bilateral E
agreements. The causes, the motivating forces behind the new
agreements have been considered in as far as they explain the
motivation and meaning behind the new:-terms - and as they may
also provide indications to wﬁere US policy widl lead in future.

( Throughout, the objective has been to add a further dimension - »
y to the novel and undeflned words of the so-called liberal agree-

§" ments. Superflelally, this is not difficult; the problems arise

! as much in comprehending the vastly different direction of the

new pollcy as in understand1ng its verbal expre551on.

»Simply stated, in its extreme form, the bilaterals preclude
governmental controls on:

prices;

capacity; or ,

designation, for third and fourth,freedom services.
. :

a

4
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Routes remain strictly in the government domaih, except for
charter services, where no "commercial" constraint may be
imposed. 1In several cases, similar provisions exist for the

parties' fifth and sixth freedom routes.

-

9.1 Inherent Conflict

J .
This simplicity is, unfortunately, illusory. This is because
the US policy is a breed apart, unique; it is not readily
acceptable to foreign governments. Even whgré liberal agree-
ments have been .concluded, the perceived benefit derived by

the foreign partner has not generally been the competitive !

ffamework but rather the value of new route grants - in some %

cases combined with the need to protect national 1n€i§§§£§,hx ‘

avoiding traffic diversion to other gateways.

(There has been a duél,ironf in the negotiating process itself

- first that the very’%agﬁ»of responding to a threat of this

nature is antipathetic to the concepts of the free market and

of predominant consumer benefit; secondly that the actual value
the route-grant benefit is immediately eroded, not only by

%ie devaluation of route entry itself, but also because.kew non-

US carriers have”the market power to exploit more than one or two
US gateways.) L ' |

Consequently, one of the parties in each relationship is,
conceptually, a reluctant partner (1). Where it entéred the
agreement seeking a benefit, that benefit was determined in
traditional ‘terms, in enhanced flag carfier and national market
V1ab1;1ty-—gnot in esoteric, competitive terms.

e
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If these benefits do not materialise, discontent develops. It

is here that the bilateral formula is made complex through its
simplicity.

‘i ’
Whether on detailed issues such as a specific fare level, or on
broader grounds, minimal scope exists for unilateral, protectﬁve
action by a concerned government. This is a new and often °

unwelcome status for national regulatory bodies; it fs, moreover,

one which imposes great stress on the particular bilateral
agreement agd on the regulatory framework itself.

It is thus important to determine thé paramet? ¢ of governmental
scope for intervention, whether unilateral or mutual. As has
been seen, the scope in the pricing area is heavily limited.
There is virtually no escape-valve, short of denunciation. If
the liberal agreements are to survive in their more purist
versions, then thigtis a challenge which must be met.

-

9.2 The Importance of Being Different

Most importantly for the system overall is thai; US policy'and
the liberal agreements are, in regulatory terms, the cuckoo in
the nest. They represent an aggressively different minority in
what is otherwise a homogeneous bilateral network. Out of a
probable 2000 air transport bilateral arrangements and formal
agreements governing international routes, the liberal aéreements
account for some 20. ’

»* 2

Yet, visibly, their market signifiéance has been far greater.
While in some ways the US' policies have gained from the inter-
action between liberal and traditionally- regulated routes, they

have promoted new prbblems. A major one has been more frequentA :

intergovernmental consultations,.

2
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This is a fact which concerns foreign goyernmén:;i}qd the US.
alike. In 1980, DoS Deputy Assistant Secretary. Boyd Hight
Q ) expressed the need to "find common ground with those aviation
) partners who are resistantto. ;1bera11satlon" (2). He observed
that while the US’ professed aim was to stimulate market forces,
4 of the ironies of our liberal policy is that in some respects
/* it may increase rathér than d1m1n1sh government's role. This
is particularly true in our dea11ngs with deVeloped\@egulatory '

. i regimes, and one of the most per51stent problems in pricing."
P C(2). . - |

. The significance of pricing's centrality will be coﬁsiﬁ;;gd"ﬂfﬂx\ﬁ
(:} ‘further below, but more generally this statement evidenfes ‘the
- effect pf pursu1ng any different course in international affairs

where the 1nterests of other states/are at stake. When. an »
' econom1ca11y powerful nation follows that course, .the system

becomes"* inherently unstable. : . (
\i C ] .
This pape% began by suggesting that inétability was in the US'
inferests- emperical evidence would support the validity of
such a statement. More difficult to determine is where US

f H
N

interests in fact lie at any partlcular time - whether they are 'ﬂa,

genuinely megcantlllstlc ( 3) or whether the consumer/competitive
interest prevails. -But, so long as the prqﬁggition i§ correct,
) it must be assumed that, so far as the US is able, a;*l&ree of
(.i instability will remain in the system,

A} ° .

(2) "US _International Aviation Policy", Boyd Hight, US DoS$S
Deputy Assistant Secretary; Address to the Second Lloyd's
of London International Civil Av1at10n Conference, New York,
30 April 1980, .

. |

(3) See abovs, Chapter 4. \ - 3 : t

. — e ne e et S 2
b $8 4200 ot L3 37T T -

Ly



* vened into the tariff formulation process.

Like most value judgments, this observation is subject to a
threshold being reached, upon which the option becomes counter-
productive. This therefore prescribes the limits of effective-
ness of any given course, but far from being fixed, these limits

fluctuate with time and opinion. ‘

In these terml, it wouid seem that, after a period in 1980/81,
where US policy went very close to that threshold, a plateau \
has now been reached. Strategic, or even perhaps philosophical
reabpraisal of IATA tariff coordination has made possible a
multilatéxal approach to liberalisation (at least of scheduled
pricing) on the North Atlant;c. Should this succeed, a new

‘range of posgibilities opens up; towards this end, there is

merit in at /least temporary withdrawal from the threshold..
There is, after all, always the potential threat of re-emergence

of the charter .force, in a form not yet seen on a large scale

(4). . ¢

9.3 Coordinatidn of Tariffs

Since the failure of the Chicago Conference to determine
procedures for collective fare and rate formulation by govern-

ments, no serious consideration has been given to the possibility

" The US-ECAC understanding offers a possible exception however.

It'may.be~argued that by gstablishing the parameters of
(automatically) acceptable fares in each respective bilateral ;
market, the US and ECAC governments have in fact at last inter-

e -

Were the price bands to be, say, in the range of 2-5%, this
argument would have greater force. However, given the actual

breadth of the zones, it is unrealistic to treat this as inter-
governmental tariff establishment.
]

(4) I.e., the "public" charter form,
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The role of price formulation will almost certainly remain with
" the airlines, individually, bilaterally or multilaterally.

Following a period in which the US CAq7perceived IATA tariff ,
formulation as being directly counter to US interests, there
now appears to be a recognition that benefits can be derived
from US carrier participation - most notably in terms of easing
direct intergovernmental stress.

It has in fact never been US (5) policy to prohibit the t

7 \
functioninig of IATA. The 1978 Policy makes no mention of it (6)
at all. . .

14

While, as noted above, this paper is concerned 6niy with the
prescription of governmental approval processes rather than

formulation of prices per se, it is useful to draw the distinction

in order to define the limits of each. the US-ECAC agreement
makes clear that there is no incompatibilify between a double-
disapproval regime - i.e., intervention by governmen'ts - and
multilateral formulation of tariffs by airlines: an ",..
important feature of the Understanding is that the signatory
aeronautical authorities undertake not to prevent any carrier
from participating in multilateral tariff co-ordihationiwhile
the arrangement is in force'" (7).

(5) As opposed to US CAB: the independent status of the CAB

has often however~made the interpretation of US policy very
difficult, ‘

(6) As CAB member .-0'Melia observed in his dissent in the CAB's
IATA Show Cause Order, "If the Executive Branch agencies had
in mind overturning the JIATA ratemaking mechanism, this
would have been an excellent time to surface such a plan.

It does not do that.'"; Order 78-6-78, op. cit. At this
stage, the Policy was still in draft form. At no stage in
its development did it contain reference to IATA.

(7) ECAC Press Release, op. cit., 2. .
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9.4 The Policy Equaliser

&
é v That begqg said, it is paradoxical that a vital part of the
% . present regulatory change is causally related to amended airline ~
e‘ -
' proceduresﬁ\ the enforcement of tariffs. s

£
3
L
g
£
I

E .
It is an area in which there has been little change at formal,
government level - but in which practices have altered’ dramat-

ically since the late 1970s. An "unofficial" redirection swuch
as this was possible because, for most purposes governmehts had
delegated their tariff enforo@hent function to .the airlines
themselves. )

( - .

When "punitive" enforcement was terminated in IATA and replaced

R R B YR e v

by a new recommendatory system, many governments found themselves
lacking in legislative powers to perform the punitive role (8).

{ " Where tariffs are mnot enforced, i.e., where no real obligation
k is imposed on airlines and retail outlets to observe filed
{ tariffs, then the intent and direction of any bilateral provision
v can be dramatically affected. Discounting, or non-enforcement,
is a great policy equaliser.
4
The procedural difference between the development of tariffs
and their approval thus rapidly diminishes when the eventual
{ price’ offered in the market place depends entirely ‘on market
pressures. It therefore now seems inescapable that in any
country where excess capacity exists, its policy objectives will

&
be seriously undermined. In today's environment there is, as a
result of the political dangers of attempting to cause prices to
be raised, a type of self-imposed laissez-faire. It may be 'that
i this will be the most durable of all the US' liberalising moves.
¥ ‘ (8) See, e.g., ICAO FRP/4 - WP/8 op. cit. IATA's change
" . was in turn thee¢result of market pressures, making realistic
8 enforcement impossible. To some extent the same market
. pressures were the result of government policy changes -
!i ’ particularly the US - in other aress. L~
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Ironicalhly,-ﬁ!heb only option ‘open to governments, should they
seek to restére stabélity;*Ls‘to jmpose greatef rgstrictions
on the non-pricing ﬁolicx“%ools available to them - capacity
and entry. This is probably the greatest threat to the long-
term viability of the UQ' libérélising progrémme. The scheme
does not proxigp for "remedial action in case of an economic
emergency. This will ha%% tQ be déveléped between governments.
Tpe'ﬁachinery foz such action, if available at all, exists only
at the bilateral level and mawgbe of doubtful effectiveness."
(9). '

, AN
9.5 Pricing: The Last Word - and ?he First y

The Bermuda I agreement itself was\tﬁs§6ff§pring of a pricing
dispute (10). This dispute Tocussed a%Qeqtion clearly upon
the central importance of tariffs afid atténtion has rarely

wavered in the in{Ervening 36 years.

The issue was fésolved by making explicit the power of each
government to ‘disapprove any tariff proposed‘to or from its
territory, or, stated differently, the approval of each

affected government was required before a service could be:

!

operated., ‘ . /-

¢

The US has sought to reverse this equation through its liberal
agreements. * In doing so it has introduced a dezfgz\kkifp makes

disapproval virtually'gmpossible. Tentatively diSaﬁprovihg,the
IATA Traffic Conference machinery in 1978, the CAB stated that

" "circumstances have changed dramatically since 1946... US

carriers have ceased to dominate intermational aviation and the
bargaining power of our’'allies is now much more equal to our

~own... (It) is no longer reasonable to assume that US carriers

«

-~

(9) Raben, "Does a Liberal Bilateral Work?', op. cit., 414.

(10) Baker, "The Bermuda Plan'", op. cit., 2:1.15
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alone have the resources to engage in price competition...
‘T% Furthermore, we believe that moderm &ir transportation has &
~ proved itself to be quite adaptable to regulation by the
harkeiplace, and that we as regulators.shguld rgly increasingly’
on competition to promote the publiéfintergéf.ﬁ (11).

-
t

A

- s

The next few years will show whether “there has been a similar-

"modernisation' of the attitudes of states towards retaining

- sovereign control over commercial aviatiom in their airspace.
APreliminary signs are not convinciné% < Price control has. long Vo
been regarded as a clear exercise of  sovereignty and will not
be lightly conceded unless some durable national benefit ensues.
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. , (11) CAB IATA Show. Cause Order, op.fcit., 25840, 25842.
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