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• ABSTRACTlRÉSUMÉ

Air transport is by its very nature one of the most international of economic
activities. However, until fairly recently, ils regulatory framework has been premised on
an overriding nationalism developed and maintained on the basis of the following:
substantial ownership and effective control provisions found in national legislation and
most bilateral air transport agreements; restrictions on cabotage found in national
legislation, most bilateral air transport agreements and Article 7 of the Chicago
Convention; and the related national restrictions on the right of establishment applicable to
national carriers.

However, as the international component ofthe air transport industry has grown in
importance, the tenets underlying this restrictive regulatory system are increasingly coming
into question. This thesis examines the development of international airline co-operation
and integration, namely by way of mergers, franchises and alliances, in the face of the
existing regulatory obstacles. It examines the legal impediments to, the fonn of, and the
costs and benefits of each of these integrative methods and their various derivatives.
Finally, it traces the regulatory responses to these integrative activities, and explores the
possibility and methodology of creating a truly global airline, both in fonn and in function.

L'industrie du transport aérien, de par sa nature même, se veut l'une des activités
économiques les plus internationales. Cependent, jusqu'à très récemment, sa structure
réglementaire reposait sur un nationalisme prédominant développé et entretenu sur la base
des principes suivants: les clauses de propriété substantielle et contrôle effectif retrouvées
dans les législations nationales ainsi que dans la plupart des accords bilatéraux de transport
aérien; les restrictions sur le cabotage rencontrées dans la législation nationale, dans la
plupart des accords bilatéraux de transport aérien de même que dans l'article 7 de la
Convention de Chicago; et les restrictions nationales correspondantes sur le droit
d'établissement des transporteurs nationaux.

Cependant, à mesure que la composante internationale de l'industrie du transport
aenen a crû en importance, les postulats sous-tendant cette structure réglementaire
restrictive sont de plus en plus remis en question. La présente thèse examine le
développement chez les lignes aériennes internationales de la coopération et de
l'intégration par les voies de fusions, franchises et alliances à la lumière des présents
obstacles réglementaires. Elle traite également des problèmes légaux relativement à la
fonne, aux coùts et aux bénéfices de chacune de ces méthodes d'intégration ainsi qu'à
leurs différentes variantes. Finalement, elle énonce la réponse réglementaire à ces
initiatives d'intégration et explore la possibilité de même que la méthodologie de la
création d'une véritable ligne aérienne globale, tant au niveau de la fonne qu'au niveau de
son fonctionnement.
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• INTRODUCTION

Despite the fact that air transport derives much of its glamour and prestige from its

perceived international character, its regulation is still characterized by an overarching

nationalism. Many students and practitioners of aviation law are attracted to the field

because it seems to combine law and commerce within an international scope. However,

if they are interested in pursuing the international and commercial aspects of the industry,

they soon realize that most of their time and energy will be devoted to overcoming or

buttressing,! international and nationallegal constraints.

In the past few years, governmental fiscal restraints have lead to an increasing

trend towards the privatization of airlines. In most other industries, privatization is seen

as the converse of nationalization. However in aviation, privatization is just the first step

in the process of de-nationalization of the industry. The second step in the process must

eventually be the dismantling of the various national regulatory structures which limit

international participation. Like it or not, aviation legislators, executives and

commentators must admit that recent regulatory and economic developments in the

aviation world have and will continue to exert pressure towards the creation of a

regulatory framework which would not hinder the development of global or multinational

airlines.

This study is intended as an examination of the national and international legal

constraints which serve to limit the development ofglobal airlines and the various attempts

1Depending on their personal poin! ofview and tha! oftheir employer.
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• to overcome them. It is divided into three parts. Part 1 examines the internationalization

of the industry in Chapter 1, while Chapter 2 canvasses the international and nationallegal

constraints on multinationalization, namely in the form of national ownership and control

provisions. Attempts to overcome these restrictions are canvassed in Part II, namely by

way ofmergers and takeovers, covered in Chapter 3, franchises, covered in Chapter 4, and

airline alliances which are covered in Chapter 5. Part III of the thesis examines sorne of

recent developments in the international industry which have contributed to creating the

pressure for reforms and their role in shaping the future legal and economic framework

within which the industry will either prosper or fail. This new regulatory framework will

in turn either nurture or inhibit the development ofglobal airlines.

In many ways, this study is directed at readers who are diametrically opposed to

the emergence of global airlines. Although they are still quite numerous, their economic

c10ut and the related ability to foster or hinder reforms is steadily diminishing. Given this

fact and the Iimited resources they can devote to aviation, they cannot afford the luxury of

misjudging the future developments in the regulation of the industry. They, above all

others, including those who wish to create the global airlines, must be at the forefront of

understanding and hamessing these developments. Only by following that course will they

manage to minimize the possible negative effects they bring and maximize the potential

returns they may create.

2
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PART 1

1. THE INTERNATIONALIZATION OF THE AIRLINE INDUSTRY

The commercial airline industry in total is estimated to carry 1.25 billion

passengers and 22 million tons of cargo, employ 22 million workers (3 million directly, 7

million indirectly, and 12 million induced), and account for one trillion dollars a year in

economic production ($250 billion directly, $250 billion indirectly, and $500 billion

induced)? Since 1919, when the first scheduled international service commenced between

Paris and Brussels,3 the international component of the industry has played a prominent

raie. in its development. However, the last few years have seen this international

component of airline operations emerge as the driving force hehind the industry's growth

and expansion.4

1.1 THE CHANGING FACE OF THE INDUSTRY

By ail accounts, the air transport industry has experienced its most turbulent period

in the last five years. This period has been characterized by huge losses,s bankruptcies in

, Economic Benejits Stlldy Revisiled, ICAO Rev. (Feb. 1994), al 19.

3 See Sheannan, P., Air Transport (London: Pittman, 1992).

4 Total passenger tmffie betweon the UIÙted States and foreign destinntions inereased by 134% from 1980 lo 1993
(from 39.5 million passengers to 92.6 million passengers), wlûle tATA eslimntes Utat this number will inercuse 10
226 million passengors by 2010, Seo 1NTERNATIONALAVlAT10N: AirUne Alliances Praduce Benejits, bUllifTecl
on Compelilion is Uncerlain, UIÙted States General Aeeounling Office, GAO-RCED-95-99 (April 1995), at 10
[hereinafter GAO Alliance Reporl]; In Ule United States, the growth in internalional traffie is a relatively new
phenomenon wlûeh still only aeeounls for approximately 30% of total operations. In regions not us geographicully
or demographically blessed us the UIÙted States, growlh on the basis of the internaI market has been limited und
international trnfiie has always becn at the core of airline operations. In the European Union, Ule Comité des
Sages estimated thal operations to non-European cOWltries accountcd for more thnn 50% of airlinc activitics, and
in sorne cases more thnn 70%, Seo The Comité des Sages For Air Transport, EXPANDING HORIZONS: A reparl
by the Comité des Sages For Air Transporl 10 Ihe European Commission - January 1994, (1994) XXIX-Il
European Transport Law 136, at 179 [hereirtafter Comilé des Sages Reporl].

'In the four year period ending in 1994, the world's airlines lost a cumulalive $15 billion, Sec Jeannlot, P., The
BalancingAct, IATA Rev., (Mar./Apr. 1994); T1ûs lacklustcr fmancial performance was in lurge puri responsible

3
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the United States, and billions of State aids being funneled into still unprofitable European

camers. OveraII, this poor performance has been attributed to the recession which

occurred in most Western countries, rising fuel costs resulting from the Gulf War, the

industry's high labour costs and to the industry's own overoptimistic projections of

growth. In the United States, these developments have either been seen as a necessary

restructuring or as the direct result of the deregulation of the industry.6 However, 1995

seems to have witnessed a turnaround in the industry, with many carriers posting profits.7

The financial and regulatory changes which have taken place in the industry have

also lead to a profound change in the way the industry is structured. In terms of

operational strategy, and particularly in the United States, hubbing has become the

dominant route strategy. However, its popularity may have peaked, as the continuing

success of Southwest Airlines and its linear system have lead to a series of new copy-cat
"

services, both by incumbent players and new entrants.8 In the United States, where

for Ole seUing up of the Natioual Commission ta Ensure a Strong, Competitive Airline Industry in the United
Smtes, and the Comité des Sages in the European Union..

6 For a demiled denanciation of deregulation, See Dempsey, P.S., AirUnes in Turbulence: Strategies for Survival,
(1995) XXIIl Transportation Law Journal 15.

7 111e industry bas seen record profits in 1995, leading ta expanded hiring and increased airerait orders, Sec Prasso,
S., U.S. Air/ille Illdustry 011 lfIillgs ofRecovery, Canadian Press Newswire (9 Febnuuy 1996); Even ailing USAir
posted a profit, aller suslllining lasses totaling $3 billion in the last five years, See Usborne, D., Beleaguered
AirUnes Emerge From Sl3bn Hell ill the Heavells, The Independent, Business (22 January 1996), at 16; In Europe,
aller almost collapsing four ycars aga, a privatized Luflhansa is now making a serious challenge at British
Airways' market sapremacy, See Lorenz, A., BA Faces a Dogfight with Leall Lufthallsa, Sandoy Times, Business
(14 January 1996), at 1; However, !his recovery is somewhat selective. The strong North American airlines are
posting profits while the weaker ones continue ta fight for survival. In Europe, the northern based carriers are
leading the way while the southem carriers, which still have not becn weaned from State aids, continue to show
lackluster results. The European Commission has reccnOy approved yet another bail-<lut totaling E44D million for
the struggling Sponish carrier lberia, Sec Pennington, N., Every Cloud Hos aState Air/ine, The Times, Business (1
Febnuuy 1996), at 1; In Asia, genernlly home to sorne of the most profitable carriers, profits continue but at a
slower pace, Sec Whitaker, R & Odell, M., The Year Ahead, Airline Business (Febnuuy 1995), at 24; The Asian
carriers, used ta the highest profit margins in the industry, are now starting ta expcrience lower yields and rising
cast levels, Sec Cameron, D., Asia Taxed by Growth, Airline Business (February 1993), at 30.

B The incumbents like Continental, USAir, and United have set up what have been deseribed as "airlines within
airlines" offering short-haul low-fare service ta compete with Southwest, while ValuJet Is the most notable new

4
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deregulation was instituted in 1978, a spate of takeovers, mergers ,and bankruptcies have

left the industry more concentrated than ever.

Due to the fact that the European Union had and still continues to have a much

higher degree of governmental control of airlines, and commenced its deregulatory

process much later and at a more graduai pace, it has not experienced this tendency

towards concentration to the same extent. However, given the full implementation of the

Third Package of Liberalization Measures (including the ending of restrictions on

cabotage in 1997) and the newfound profitability of sorne carriers, the trend towards

mergers and takeovers in the European Union should accelerate. This development, in

conjunction with the continuing competitive pressure to en1arge the airlines' scope and

networks so as to improve market access and efficiency, has and will continue to influence

airlines to internationalize their corporate structures. Where that is not feasible by way of

mergers or takeovers, it will be done through strategic alliances and transborder

franchises, where possible.

These developments are laying the groundwork for a world airline industry

composed of three groups of carriers. The traditional "flag" carriers will continue to exist

but will be overshadowed or integrated into an industry structure composed of the

following: global airlines with a world-wide presence; feeder carriers working in

conjunction with the global airlines on routes to and from the latter's hubs; and "niche"

entrant in titis category. In Europe, titis trend bas bccn lcad by Luflhansa, Sec Jcnnings, M., Altered Image.•,
Airline Business (February 1995), at 34.

5



• carriers operating on routes with special characteristics, either in a scheduled or non-

scheduled mode.9

Global airlines could be constructed solely through mergers and takeovers,

resulting in one corporate entity having multinational operations. ID However, given the

traditional ownership and control constraints, mergers and takeovers are limited to a

national, or in the case of the EU, a regional scope. As a result, global airlines are more

likely to come about through co-operation with another airline or airlines, either in a

strategic alliance or through a franchise. A strategic alliance is characterized by an

attempt by the participating airlines to create a joint product through various forms of

inter-airline cooperation. An airline franchise is essentially a subsidiary corporate entity,

either wholly or partially owned by a larger airline. It offers a product substantially similar

to the parent airline, often using its airline designator code and parts of its fleet. 11

Franchise carriers almost always serve as feeder carriers for the parent/global airline'score

network.

Carriers in a strategic alliance may also be viewed as feeder carriers in certain

circumstances. Where the alliance is between an aspiring global airline and a weaker

airline, the smaller airline can be characterized as a feeder airline for the global airline' s
'l

hub operations.. This is particularly the case where the global airline takes an equity

position in the weaker airline. In effect, the smaller airline serves a role similar to that

'Sec Hnnnappel, P.P.C., Air/il/e Challel/ges: Mergers, Take-avers, AlliaI/ces al/d Fral/chises, (1995) XX-I AnnaIs of
Air und Space Law [AASL] 179, at 180.

10 For Ute possible scope of global airlines' operatioos, See Gialloreto, L., Air Everylhil/g, Airline Business (March
1993), at 34.

\1 Sec Haunappel, P.P.C., supra note 9.

6



played by a franchised airline, but to a lesser extent. However, where the al1iance is

between two aspiring global airlines, the re1ationship is more symbiotic and is the result of

route network complimentarlty.

Niche carriers usually operate in geographical point-to-point markets. They are

often seasonal in nature and cater to specifie market segments delineated by region, priee,

purpose or national origin.12

1.2 THE IMPEDIMENTS TO INTERNATIONALIZATION

In many cases, international alliances are the second best solution for airlines

wishing to become global players. Although mergers, takeovers and franchises may be the

preferred and most commercially viable route to the establishment of a global airline, this

course of action faces three regulatory hurdles: the mie in nationallegislation and in most

bilateral air transport agreements that carriers must be substantially owned and effectively

controlled by national interests (except in and among the EU Member States); the

restrictions on the exercise of cabotage rights found in national legislation, most bilateral

agreements (except in and among EU Member States) and in Article 7 of the Chicago

Convention,13 and the related mie found in the legislation of most States (except in and

among the EU Member States) limiting the right of establishment to national carriers. 14 In

effect, airlines wishing to internationalize their operations must forego the. merger and

takeover route and consign themselves to strategie alliances, thereby keeping intact their

12 Ibid.

13 Convention on International Civil Aviation, 7 Dccembcr 1994, 15 oms 295, ICAO Doc. 7300/6 [bcrcinafu:r
Chicago Convention].

14 Sec Hannappe1, P.P.C., supra note 9, at ISI.

7



national identities. Even within the European Union, where the national mies to this effect

have been replaced by EU-wide legislation allowing for ownership and control by

nationals of any Member State, the right of establishment in any Member State and full

cabotage freedom by 1997, the fact that these regulations ooly have internal effect (i.e.

only on routes within the Union) has limited the applicability of mergers and takeovers, as

the nationality, establishment and cabotage restrictions still apply to and from the EU.

However, the easing of these restrictions within the European Union has allowed

for the establishment of several transborder franchise airlines. The most notable examples

of this phenomenoil are Deutsche BA of Germany and TAT European Airlines, both

partially owned by British Airways (BA).l!

"Transbordcr franchiscs will he fully canvasscd in chaptcr 4.

8



• 2. RESTRICTIONS ON GLOBALIZATION

As mentioned earlier, airlines wanting to globalize their operations face three

significant regulatory hurdles, namely: national ownership and control provisions found in

national legislation and in most bilateral agreements, restrictions on cabotage found in

nationallegislation, most bilateral agreements and in Article 7 of the Chicago Convention,

and the limitation on the right of establishment to national carriers, found in national

legislation. The following chapter will focus on the first regulatory hurdle, as it forms the

basis of the existing restrictions. The cabotage and right of establishment restrictions are

related to and in sorne ways flow from the national ownership and control provisions. As

such, they are secondary hindrances which will also be examined, but briefly.

2.1 THE DEVELOPMENT OF NATIONAL OWNERSHIPAND
CONTROL REQUIREMENTS

Given the novelty of air transport and the uncertainty over its future development,

it is not surprising that early regulators focused on the nationality of "aircraft" rather than

that of "airlines". The issue of the nationality of aircraft was seen as being closely

connected to the principle of sovereignty over airspace. As the principle of sovereignty

over airspace was accepted as the basis of intemationai regulation of air transport, it

followed that different treatment should be accorded to national and foreign aircraft. 16

16 The f!!st definite statement that aircraft required nationality was made in 1901 by P. FauchiIle, who linked .ircran
nationality and the right of States 10 control fiights in their airspaceas an exercise of Uleir right of self·
preservation, See Fauchille, P., Le domaine aérien et le régime juridique des aérostats, (1901) V111 Rev. Gen.
D.I.P. 414; ln 1902, in a report 10 the Institut de droit intemotionol, he clarified tJùs Slalcment and defined States'
rights as the prevention of spying, C\l5toms, Sl:.'1Ïtation and defence, Sec F.uchiIle, P., Régime juridique des
aérostats, (1902) XIX Ann. insl dr. inl. 19, at 86; For an analysis of the carly debate on the sovereignty over
airspace and the nationality ofaircran, See Honig, J.P., The Legal StaIns ofAircran (The Hague: Martinus NijholT,
1956). . .

9



• 2.1.1 From Paris to Chicago

2.1.1.1 The Multilateral Approach

•

Despite protests from sorne participants, the prineiple of aireraft nationality in

international aviation regulation received broad aeeeptance at the tirst formai diplomatie

international air navigation conference in Paris, in 1910.17 This principle was decisively

endorsed in 1919 by the Aeronautical Commission for the Regulation of Aerial

-'Navigation, meeting in Paris and more commonly known as the Paris Convention. 18 As

had been the case from the earliest deliberations on the subject, the issue of the nationality

of aircraft was linked to the sovereignty over airspace, which was accepted as the guiding

principle ofinternational regulation and was entrenched in Article 1 of the Convention.

The nationality of civil aircraft was addressed in Articles 6 through 10, and Articles

15 and 25 of the Convention. Under these provisions, aircraft had the nationality of the

State where they were registered, and registration could only take place in a State if the

aircraft was fully owned by its nationals. Given the requirement for full national control,

aircraft could not be registered in more than one State. The State of registry was

obligated to ensure that every aircraft on it~ fégistry (carrying its nationality mark) shall,

wherever it may be, comp!y with the regulations governing the conduct of air traffic

(Annex C to the Convention).

In the case of aircraft owned by corporate entities, the Convention required that

the president of the company and at least.\wo-thirds of its directors' be nationals of the

17 Sec HOnig, J.P., Ibid.. al44.

18 Coiiyemioll Relatillg ta the Regulotioll ofAeriol Novigotioll, 13 Oclober 1919, 11 UNTS 173 [hereinafter Paris
Convention].
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country in question. The 1929 Amendments to the Convention abolished these specific

provisions on the nationality of aircraft, thereby leaving the contracting States to

determine the conditions under which the registration of aircraft could be effected.

The Paris Convention also addressed operational rights, through Articles 2,5,15

and 16. Article 2 gave the aircraft of one contracting State the right of innocent passage

into and through the airspace of other contracting States. However, aircraft of non-

contracting States orny enjoyed such a right by "a special and temporary authorization". 19

Article 15 gave the aircraft of every contracting State the right of overflight, but its fourth

paragraph empowered States to make the establishment and operation of scheduled

international air services, whether with or without landing in their respective territory,

subject to their prior authorization. Article 16 of the Convention gave the contracting

States the right to reserve the commerciEù transportation of passengers and goods between

points within their territories to their national aircraft.

The result of these provisions was that the regulation:of the nationality of aircraft

which initially orny had operational .csmsiderations, began to take on comme~cial
;-/.,.-- ,-',

il;; C'.-'

implications. At the same time, the "transfer of the regulation of nationality from the

Convention to the States seemingly allowed for a more flexible international regime in

regards to the nationality of aircraft. Although it still required States to enact specific

nationallaws and regulations goveming nationality, it seemed to leave open the possibility

for certain States, or groups of States, to adopt less stringent nationality requirements.

However, in practice, the principle that the nationality of the owner determined the

19 The teX! ofthis article was subsequently arncndcd in 1922 and 1929, Ihcrcby removing ils cxclusivily.
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• nationality of the aircraft which had originaI1y been laid down in the Convention remained

in force, but now on the basis of national legislation. This basic philosophy in regards to

the nationality ofaircraft and sovereignty over airspace was foI1owed at the Pan American

Convention on Commercial Aviation, signed in Havana on 15 February 1928.20

2.1.1.2 The Introduction of Bilateral Agreements

The emergence of bilateral agreements covering air transport on regular or

scheduled routes soon saw the development of a distinction being made in granting access

to airspace to foreign aircraft as opposed to air transport companies of the other Party to

the agreement who wanted to operate routes.2t As an example,22 under Article III of the

1938 Agreement Between Canada and the United States Relating to Air Navigation,23

each Party granted to the aircraft of the other Party, "duly registered" by that Party,

"liberty ofpassage" above its territory. The establishment and operation by "an enterprise

ofone of the Parties ofa regular air route or service to, over or away from the territory of

If -
/;--------

20 Nolcd by Gertler, J.Z., NationaUty ofAirUnes: Is it a Janus with Two (or more) Faces?, (1994) XIX-! AASL 211,
01231; The Convention was ratificd by Iwelve American Stotes. For a complete Iex!, Sec Matte, N.M., Trailé de
droit aéricn-aéronautioue (poris: Pédone, 1964) at 667~72; !t should he notcd !hal the United Stoles did. not sign the
Poris Convention, but was a party 10 the Havana Convention. The Convention focused specifically on ui" nationality
ofaircraft. !ts main provisions includcd the followiog: "

Art. VII - oireroft hove the nationality of the Stole of registration; Art. VlII - the registration of
aireraft shol! he donc in accordonce with the law of cach eontracting Stole; Art. VII - the
certificate of registrotion shall include the full nome, nationolity and domicile of the owner; Art.
N - cach coatractiog Stole had the righl of innocenl passage over other contracting Stoles'
terrilories; Art. xn - the oircraft of cach eontrocting Stote had the frecdom to engage in air
commcrce with the other contractiog Stotes, without heing subjcot to the licensing syslem of the
other Stotes; Art. XXI - cach controcting SMe's aircraft had the right to disehorge possengers and
cargo at one point in the territory of the other Stote and procecd to another point in the sorne
territory for the sorne plU'J'Ose, while oise heing ollowed to take on possengers destined for a third
country; Art. xxn - cach Stote hod the right to reserve cabotage to ils own aircrafi.

" Sec GcrOer, J.Z., Ibid., at 231.

nThW.• ~2n. rJ
23 Exchange afNotes Recording an Agreement between Canada and the United States ofAmerica Re/ating to Air

Navigation, 28 Ju/y 1938, Cano T.S. 1938 No. 8.
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the other Party, with or without a stop" were made subject "to the consent of such other

Party". Article IV, paragraph (b) authorized the transport of passengers and the

import/export ofgoods into and out of the territory of the other Party in aircraft ofeither

Party. In regards to cabotage, Article VIII, paragraph (b) stated that air commerce "may,

in the territory of either Party, be reselVed exclusively to its own aircraft."

This Agreement, like most bilaterai agreements of that time, determined the

nationaiity of an aircra1't by its reelstration ("duly" executed), without prescribing any such

formai linkage for an airiine which wanted to operate scheduled air transport selVices.

Scheduled operations required a separate authorization, or as in sorne other agreements, a

separate bilaterai agreement on that subject. The general assumption behind this structure

was that the Party in question would have a wide degree of discretion on the acceptability

ofthe airiine proposed by the other Party.

Sorne bilaterai agreements specifical1y addressed possible problems which may

arise in regards to "nationaiity", wheth~rÎc in relation to national aircraft or national

airlines.24 ln regards to the nationaiity of aircraft, bilateral air transport agreements did

not diverge much from the Paris and Havana Conventions, retaining the criterion of

nationaiity. The nationaiity of aircraft owned by corporations was usual1y settled by the

24 For example, Article 15 ofthe 1928 Convention hetwecn France and Spain Relating ta Air Navigation slates:

Whcnever question (s) ofnationality arise in carrying out the present Convention, it is agrecd tlwt
every aircmft possesses the natioaality ofthe Slate in whose tcrritory it is duly registered.

No airemft shall he registered in either of the Iwo Slates anless it is owncd cntirely by nationals
ofsneh Slate. If the owner is a company, such company, whatever he its fOTm, must fullill all the
requirements prcscrihed by French or Spanish law respcctively in order to he considcrcd as
possessing French or Spanish nationality as the case muy he.

See the tex! reproduccd in Vlasie, lA & Bradley, MA, The Public International Law ofAir Transport, Muterial and •
Documents (Montréal: McGill University, 1974) at 40. '
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• laws and regulations of the State where the aircrafi were registered. On the other hand,

with regards to the nationality of airlines, sorne agreements allowed each Party to

"scrutinize the conditions of nationality,,2S used by the other Party for its airlines. This

period also saw the introduction of the concept of designation of specifie airlines within

the agreement which could exercise the rights under the agreement. The introduction of

this now familiar method of controlling access todomestic scheduled markets made the

acceptability of certain competitors from the other Party the subject of bilateral bargaining

for the first time.

2.1.1.3 Early Multinational Airlines

The preceding review of the early regulatory environment, with its emphasis on

national control of aircraft and airlines, is in sorne ways misleading because it seems to

suggest that the creation of multinational airlines was made impossible from the start. In

fact, several multinational airlines operated prior to the 1944 Chicago Convention. These '.'

multinational airlines usually operated with equity shares held by several governments.

Among them were: the Compagnie Franco-Roumaine de Navigation Aérienne (CIDNA)

which was set up in 1920 as a French corporation but with equity shares held by the

governments of Austria, Czechoslovakia, Hungary and Romania; Deruluft, a jointly owned

German-Russian airline which operated between 1921 and 1937, again with sizable

investments from the two governments; Tasman Empire Airways Limited which was

established in 1940 by the governments of Britain, Australia and New Zealand.26 In Latin

" Language uscd in the 1936 Air Agreement bctween 1ta1y and Greece, See Lissitzyn, O.J., International Air
Tmnsport and National Poliey (New York: Conneil on Foreign Relations, 1942), at 40.

"Sec Imam, A.H., Tmnsnational Cooperation in Air Tmnsport: Towards the Establishment of International Airlines
(LL.M. Thesis, MeGill University, lnstitutc ofAir and Spaee Law, 1966), at 29-33 [nnpnblisbed].
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• America, German co-operative projects with the respective governrnents resulted in the

creation of Lloyd Aereo Boliviano in Bolivia, in 1924, and Varig in Brazil, in 1927.27 Il

has been suggested that the fact that these "non-national" or multinational airlines were to

a large degree owned and/or controlled by their respective governments contributed to

their acceptance by the States concerned.28

Non-national control of airlines also sometimes took the form of outright foreign

ownership of"national" airlines, in sorne ways a precursor to the modern-day transborder

franchise airline. In 1941, Pan American Airways had wholly owned subsidiary airlines in

Brazil, Mexico and Cuba. It also held significant equity positions in airlines in China,

Guatemala and Colombia.29 SEDTA was owned by German interests and was based and

operated in Ecuador.30

2.1.2 The Chicago Convention

In regards to the nationality of aircraft, the Chicago Convention followed the

principles set down by the amended Paris Convention. Il contains numerous provisions on

the nationality of aircraft31 and related matters,32 and devotes an Annex to international

standards regarding aircraft nationality and registration marks.33 In essence, it retained the

27 Sec Lissitz}n, O.J., supra note 25, at 338-339.

28 Sec Gert1er, J.Z., supra note 20, at 233.

29 See Wynn, W.E., Civil Air Transport (London: Hutehinson's Seienlilie and Techuical Publications, 1945), al 52-
53.

30 See Lissitz}n, O.J., supra noIe 25, al 165.

31 Chapter m, "Nationality ofAirerafi", Articles 17·21.

32 Art. 12 . ru1es of the air, Art. 29 . documents carried in airerafi, Art. 31 - airerafi radio equipment, Art. 32 ­
liceuses ofpersonnel, Art. 33 • recognition ofcertificates and licenses, cIe..

33 Annex 7 to the Chicago Convention,lnlernational Standards, Aircraft Naliona/ity and Registration Marks, 4Ul. cd.
1981.
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regime whereby aircraft have the nationality of the State of registry, and in principle may

only be registered in one State. However, the Chicago Convention itself does not address

the issue of the nationality of the owners of aircraft.

By addressing the nationality of aircraft, the Chicago Convention imposed various

responsibilities on the State of registry in regards to the operational performance of its

aircraft. Given this obligation, the State responsible would obviously wish to maintain

sufficient controls over the aircraft on its register, including imposing appropriate

conditions for registration. As the State's obligations in this regard continue throughout

the time the aircraft remains on its register and performs international f1ights, and as the

State cannot realistically be expected to perform the detailed and continuing oversight of

aircraft on its register, a large part of this responsibility must necessarily devolve to the

owners of the aircraft. This devolution of responsibility justifies conditions being imposed

on the owners to ensure their ability to meet the required operational standards for their

aircraft.

However, there is no link between the owner's nationality and his ability to meet

the operational criteria. Nevertheless, from the perspective of governrnent technical

regulatory bodies, it is easier to exercise the necessarj contrais over entities whose

nationality is c1early established. Since the Convention does not address the nationality of

the owners and since no alternative internationally accepted method of establishing owner

nationality existed, while aircraft were c1early given the nationality of their State of

registry, the easiest and most logical solution at the time seemed to be the extension of

nationality criteria to owners. As a result, the notion of nationality of aircraft has been

16



• exercising an indirect influence on who can actuaIly operate the flights, and therefore on

the nationality of air carriers as weIl.34

2.1.3 The Adoption of Substantial Ownership and Effective
Control Requirements

A1though the nationality of airlines was not addressed in the Chicago Convention

itself, the abovementioned regulatory linkage and the decisive influence of the United

States and the United Kingdom at the Convention ensured that substantial national

ownership and effective control became the norm for the industry, through the adoption of

subsequent documents. The United States had proposed that the Chicago Convention

include a proviso that any State would have a right to withhold permission to fly across its

territory to any foreign airline in which substantial ownership or control is not vested in

nationals of a State Party to the Convention?S The stated reasoning behind 'this proposai

was that the United States felt that it was important to know with whom they were dealing

with at ail times. In particular, it did not want former or present enemy States (i.e.

Germany and its Axis allies) forming airlines based in other countries and utilizing rights

granted to them. The security concerns at the time were obvious, but the United States

also did not want to see a repeat of the extensive German penetration of the Latin

American market prior to World War II and was in effect protecting the turf for its own

carriers.36 This line ofreasoning was to a large extent shared by the United Kingdom.

34 For a more detailed analysis of this subjec~ Sec Gert1er, 1.Z., Nalionalify ofAirlines: A Iliddell Force ill the
III/ematianalAir Regula/ioll Equatioll, (1982) 48-1 Journal ofAir Law & Commerêé [JALC] 60, at66-70.

" Art. 5(a) of the <l'11ft Convention on Air Navigation, proposed by the United States, Sec United States Departrnc'Ot
of State, Proceedings of tiJe Intemalional Civil Aviatioll CO/yerence, Vol. 1 (Washington D.C.: U.S. Government
Printing Office, 1948) (Publication 2820), at 556.

"For the German penetration of the Latin American Market, Sec 2.1.1.3 Early Multinational Airllne., at 14.
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• It is interesting to note that El Salvador, a Latin American country, expressed a

dissenting opinion on this issue. It had argued that smaller countries required a

functioning air transport system, which required recourse to foreign capital and technical

know-how. Therefore, it proposed that the degree of national ownership and control be

left to the national regulations of each country. In effect, this would have meant that once

an airline satisfied national ownership and control criteria (whatever they may be), other

States could not deny it the exercise of the rights under the Convention on the basis of its

nationality. However, El Salvador seems to have been alone on this point, as its formal

proposal failed for want ofa second.37

2.1.3.1 The IATA38 and IASTA39 Agreements

As stated earlier, the Chicago Convention did not inc1ude any provisions on

national ownership and effective control. Rather, they were incorporated into two

separate agreements, the International Air Transport Agreement and the International Air

Services Transit Agreement. The two agreements use identical language in this regard.

Each contracting State has a discretionary power to withhold or revoke authorizations

granted to airlines of another State if it is not satisfied that "substantial ownership and

effective control are vested in nationals of a contracting State ...".40

37 Sec Gertler, J.Z., supra note 20, 81238, Ln. 77.

J8 !tltematiollal Air Trallspart Agreemellt, signed on 7 Deeernber 1944, 171 U.N.T.S. 387 [hereinafter !ATA
Agreemellt].

" lmematiollal Air Services Trallsit Agreemem, signed on 7 Deeember 1944, 184 U.N.T.S. 389, JCAO Doc. 7500
[hereinafter !ASTA Agreemellt].

... IATAAgreemeolArt. J, para. 6; IASTAAgreemenlArt. 1, para. 5.
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2.1.3.2 Incorporation Into Bilateral Agreements

•

The future development of substantial national ownership and effective control as a

de rigueur requirement in international aviation also received impetus from the inclusion

of basically the same language in the standard bilateral agreement for provisional air

routes, also adopted at Chicago. The only modification being that substantial ownership

and effective control were to be vested in "nationals of a Party of this (the bilateral)

Agreement".41 The effect of this slight change in wording from the IATA and IASTA

Agreements was that whereas in the latter case ownership and control must be vested in

any Party to the Agreements (IATA and IASTA), the Chicago standard agreement

required that ownership and control be vested in nationals of either party to the bilateral

agreement, thereby narrowing the scope of ownership possibilities.

Following the Chicago Conference, the narrower Chicago standard wording was

incorporated into bilateral air service agreements, most notably the Bermuda 1 Agreement

between the United States and the United Kingdom,42 which served as a model for

subsequent agreements. It should be noted that the use of such provisions in bilateral

agreements left aState free to impose conditions on a foreign airline, aside from allowing

it to withhold or revoke authorizations. Over time, references to ownership and control

by nationals of either contracting Party were replaced by the requirement of ownership

and control by nationals ofthe Party designating the airline in question.43

41 See United States Department ofState, supra note 35, at 127-129.

42 Agreement Belweell the United Kingdom olld the Ullited States, Il February 1946, 3 UNfS 253 [hereinafler
Bennuda 1].

43 The 1947 bilatera1 agreement hetween Chile and the United Kingdom made the substantial ownership and conlrol
rule a unilateral one, requiring designation. An example of the language used in such a provision may he found in
the Air Transport Agreement Belween the Gavemment of Canada and the Gavemment of the United States of
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• 2.1.4 The Chicago Legacy

Despite the widespread subsequent adoption of the requirement of substantial

national ownership and control, it is debatable whether this development can be attributed

solely to the Chicago Conference. As stated earlier, the provision was not incorporated

into the Chicago Convention, but in the IASTA and IATA Agreements and in the Chicago

standard form of bilateral. Even there it was not intended as an absolute mIe but as a

discretionary power given to States and was only made applicable to scheduled services.

Nonscheduled services were made subject to the less restrictive regime of Article 5 ofthe

Chicago Convention, under which nonscheduled rights were made available to aircraft of

other contracting States irrespective oftheir nationality or ownership.44

Most tellingly, the Chicago Conference concurrently adopted several provisions

allowing for joint operating organizations and pooling.4S A1though there have not been

many, a few such joint operating ventures involving the participation of several countries

have been operating international services without conflicts with the Chicago system.

They include: SAS,46 Air Afrique,47 GulfAir48 and the former East African Airways.49

America, signed on 17 Jnnuary 1966, Cnn. T.S. 1966 No. 2, Art.VI, para. (a): "Each contracting Party reserves fue
right 10 witlùtold, revoke, or impose conditions on fue aufuorizntion grnnled 10 nn airline designaled by fue ofuer
contracting Pllrty in nccordnnce wifu Art. V:

3. in nny case il is uot satislied Ulnl subslllntinl o\VUerslùp nnd effective control of funl airline are vesled in fue
Contracting Pllrty de'ignating fue airline or in national, offunl Coutracting Parly";

Exnmple noled by GerUcr, J.Z., supra noie 20, at 239.

44 Tms assertiou is dehutable as nonscheduled tramc, n1fuough seemingly less fettered by fue Clùcago Convention, is
still subject 10 Stale pemûssion. It is unIikely funl a large capncity nhnosl regular unschednled service by a carrier
nol subslllntially o\VUed nnd conlrolled by national, of fue ofuer Party wonld rcccive snch pemûssion. If so, il
wonld he very restrictive as 10 capncity, nnd as n1wnys, subjecl 10 wifudrawnl.

oU Chicago Convention, supra note 13, Articles 77-79.

... The Senndiunvinn Airline Syslem is a consortimn of Swedish, Dnnish nnd Norweginn airlines, wlùch was
established pursunnl 10 nn agreemenl signed on 1 Oclober 1950. The shares in fue coasortimn are held 3n by
Swedish inleresls nnd zn cach by Dnnish nnd Norweginn inlcresls, wifu fue pInnes proportionally registered in fue
respective collUtries.
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National regulatory bodies' natural predilection towards certainty i:: regards to

aircraft ownership and airline ownership and control5o and the resulting bilateral

frarnework premised on the sarne certainty, were challenged by the trend towards the

leasing of aircraft which emerged in the 1970s.5
\ As a result, in 1980, the 23rd Session of

the ICAO Assembly adopted a Protocol for the arnendment of the Chicago Convention in

the form of proposed Article 83bis.52 The proposed Article 83bis, which has so far

received 83 of the 98 ratifications needed to come into force, would apply when an

aircraft registered in a contracting State is operated under lease, charter or intercharige by

a foreign operator. Il would allow the State of registry to transfer all or part of its

functions and duties to the operator's State of business or residence.53 However, its

impact on the issue ofthe nationality of airlines is rather limited.

47 Established in Match 1961 as a joint corporation of II African States. Now 80.2% owoed by ten States (Benin,
Burkina Faso, Central African Republie, Cbad, the Congo, the Ivol)' Coasl, Mali, Maurilnnia, Niger and Senegal)
and 19.48% by SPAO (Société de participation en Afrique ct dans l'Ocean Indien). As Air Afrique was not a
consortium of companies, like SAS, but rather a multinational company ICAO ndoptcd Art. 18 of U,e COllvelllioll
ail Offellees alld Certaill Other Acis Commi/ted ail Board Aircraft, which nllowed for the designalion of any one
State as \he State of registry in cases where aireraft arc not regislered in any one State, in cases perlnining to thi.
Convention, signed at Tokyo on 14 Septembcr 1963, (1993) Xvm-II AASL 169 , ICAO Doc. 8364; AIUlough il
must he kept in mind \hat this approaeh was formulaled for the partieular purposes of \hat Convention, it bas bccn
sugge.ted \hat it is a workable compromise for situations where joint operating ageneies run airlines wiUlOut a
specifie opportionrnent of oircraft arnong the participants, Seo Milde, M., Naliolla/ity alld Regislratioll ofAireraft
Operated byJoillt Air Trallsport Operatillg Orgallizoliolls or lIllemaliollal Operalillg Agellcies, (1985) X AASL
133, at 144.

... Established in March 1950 as 0 joint corporation with shares held by four Gulf States (Bohruin, Oman, Qatar and
the United Arab Emirutes).

49 Ceased operations after several years.

"See 2.1.2. The Chicago Convention, at 15.

" At the heginning of the 1980s, opproximately 6% of the world'sjet fleet was on operationollcase. By 1991, this
figure bad rcaehed 20% and is projected to rise to 36% by the end of the decade. This trend doc. vary from rcgion
to region, with 40% of \he US oirline flect on lcase and 25% of the European flect on lcase, Seo Bureau of
Transport and Communications Economies, International Aviation: Trends and Issues (Report 86) (Canberra:
Australian Govermnent Publishing Service, 1994), at 389 [hereinaftcr BTCE Report].

52 Protocal re/ating to an amendment to 'he Convention on International Civil Aviation, signcd nt Montréal on 6
Octobcr 1980, (1993) xvm-IIAASL 149, ICAO Doc. 9318.

53 Sec Fitzgerald, G.F., The Lease, Charter and Illlerehange ofAircraft ill InlematiQnal Operations - Article 83bis of
the Chicago Convention on Illtemaliollal Civil Avialioll, (1981) VI AASL 64.
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ln 1983, the 24th Session of the of the ICAû Assembly adopted a resolution

exhorting States to accept that, within regional economic groupings, a developing State or

States may designate for operation of air services an airline of another member State of

the group, provided that ownership and control remains within the group.54 Several

States, including Canada, have adopted this approach in their bilateral agreements with

sorne of the Caribbean countries. 55

However, notwithstanding the fact that the Chicago Conference was not an

unequivocal endorsement of national ownership and control, the fact that the Chicago

standard agreement was not a very attractive agreement to many States and was

superseded by the Bermuda 1 agreements, and the fact that the IATA Agreement was soon

rendered irrelevant,56 the national ownership and control provisions found throughout the

aviation world today remain the legacy ofthe Chicago Conference.

2.1.5 The Link Between Governments and Airlines

As mentioned earlier, there were serious and quite practical considerations in

ascribing nationality to aircraft. Facility in regards to fulfilling the national regulatory

obligations in regards to aircraft soon saw the extension of nationality to airlines. The

introduction and crystallization of the bilateral air transport agreement system narrowed

the issue of airline nationality to one of designation.

" ICAO, Practical Measures ta Provide 011 Ellilollced Opportullityfor Developillg States wilil Commullity ofIllIerest
la Operate IlIIemaliollal Air Trallsparl Services, Assembly Resolution A24-12, ICAO Doc. 9509, at ffi-Q.

" See Gertlcr, J.Z., supra note 20, nt 240.

" TIte Agreement wns n liberai arrangement exchnnging the live freedoms of the air, thcrefore unattractive to most
Slntes, resulting in very few mtilicntions ofthe Agreement.
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However, a1though these developments are logically and temporally Iinked, the Iink

between airlines and nationality was really cemented by governmental involvement in the

industry. The respective governments were in essence guarantors of the operational safety

of their aircraft. As international flights could only occur under international agreements

with other countries, governments were by necessity given the role of managing the

development of the initial structure of air transport right exchanges. Given the fact that

most ofthese developments were occurring right after World War II, when security was

still foremost in most countries' minds, the fact that governments are inherently

conservative in matters of international relations, and the fact that aviation's true potential

was just being realized, it is not surprising that there was a convergence of governmental

interests in creating an international air transport system premised on creating, requiring

and protecting national airlines.

Over time, the number of enumerated justifications for Iinking airlines to States

increased to inc\ude: participation in air traffic, earning hard currency, garnering national

prestige, supporting the national tourism industry, supporting the national aircraft and

maintenance industries, providing high technology employment, providing links to ethnie

groups abroad, and providing a strategie reserve of aircraft for military use. These

considerations lead to the establishment of mostly government owned airlines throughout

the world,57 the "flag" carriers, who diwied up the world air transport market between

them.

"Except in the United States.
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2.2 NATIONAL LEGISLATION

The international regulatory order for the exchange of traflic rights which

developed after the Chicago Conference, predicated on the concept of nationality of

airlines, necessitated the paralle1 enactment of national Iegislation to the same effect.

Although the history of this type of legislation pre-dates the Chicago Convention, arising

from the same concerns which influenced the development of the early multilateral

framework,58 this examination will onIy focus on the modern Iegislation governing air

carrier citizenship and establishment found in the United States, Canada and the European

Union.59

2.2.1 The United States

ln the United States, the establishment and operation of air carriers is governed by

the Federal Aviation Act of 1958, as amended in 1988.60 Under the Act, no air carrier

may engage in air transportation without a valid certificate issued by the Department of

Transportation.61 It requires that a United States air carrier62 be a citizen of the United

States and defines "citizen" as follows:

" See 2.1 THE DEVELOPMENT OF NATIONAL OWNERSHIP AND CONTROL REQUIREMENTS, at 9·
14.

" The earliest American [egis1ation cootaitting a limitation on foreign ownership of U.S. cmriers can he found in the
Air Commerce Acl of 1926. Il defined a citizen of the UIÙted States as an individual who is a U.S. citizen, a
partnership composed only of U.S. citizens, or a corporation that was organized in the UIÙted States and that
fulfilled two furtller requirements: 1) two-thirds of its board of directors had to he U.S. citizens, and 2) U.S.
citizens had to own fifty-one percent ofits voting stock, Ch. 344, Pub. L. No. 69-254,44 Stat. 568 (1926) (former1y
49 U.S.C. §§ 171-84 (west 1951) (repealed in 1958); For a detailed examination of the history of American
legistation, See Stewart, J.T. Jr., Uniled Slales CitizensMp Requirements of tI,e Federal Aviation Acl - A Misty
Maor ofugalisms or lire Rampan ofProleclionism, (1990) 55 JALC 685.

60 Pub. L. No. 85-726,72 Stat. 737 (1958), currently codified in 49 U.S.C. §§ \301 el seq.•

•149 U.S.C. § 1371 (1988).

" "Air cmrier" is defined as "any citizen of the UIÙted States who undertakes whether directly or indirectly or by a
lcase or any other arrangement, to engage in air transportation", 49 U.S.C. § 1301(3) (1988).
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(a) an individual who is a citizen of the United States or one of its
possessions, or

(b) a partnership ofwhich each member is such an individual, or

(c) a corporation or association created or organized under the laws of the
United States or ofany State, territory, or possession of the United States,
of which the presidents and two thirds or more of the board of directors
and other managing officers thereof are such individuals and in which at
least 75 per centum ofthe voting interest is owned or controlled by persons
who are citizens ofthe United States or one ofits possessions.63

2.2.2 Canada

Although this thesis will focus on the United States and the European Union,

Canada's legislation will be exarnined here because its wording opens up the possibility of

significant foreign equity participation in Canadian airlines. In Canada, the establishment

and operation of air transport services is governed by the National Transportation Act of

1987.64 Like the United States, Canada requires a license for the operation of air services,

which can oruy be held by "Canadians".65 A "Canadian" is defined as follows:

"Canadian" means a Canadian citizen or a permanent resident within the
meaning of the Immigration Act, 1976, a government in Canada or an
agent thereof or any other person or entity that is controlled in fact by
Canadians and of which at least seventy-five percent, or such lesser
percentage as the Governor in Council may by regulation specify, of the
voting interests are owned and controlled by Canadians, as defined in the
National Transportation Act, 1987.66

Although the wording of this requirement appears very similar to the requirements
---". ~..::~-

in the United States, the use of the word "Canadian" instead of "citizen";~d:itre1ridusion

of the phrase "or a permanent resident within the meaning of the Immigration Act, 1976"

63 49 U.S.C. § 1301(16)(1988).

64 RS.C., 1985 c.28 (3rd supp.).

., RS.C., 1985 c.28, s. 72 for domestic service, s. 89 for schcdulcd intcrnntional service.

.. RS.C., 1985 c.28, s. 67(1)
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suggests that it may be possible for foreign citizens to set up an air carrier in Canada.

A1though this has not been attempted yet, interesting possibilities come to mind when this

definition is'Viewed in light of the fact that "permanent resident" under the new

Immigration Act,67 enacted in 1993, includes landed immigrants to Canada.

Vnder the Investor Immigrant Program, qualified applicants are given landed

immigrant status in Canada ifthey invest a set sum ofmoney in a Canadian business. This

program has proven very successful in attracting Asian immigrants, particularly those from

Hong Kong. Many of these immigrants have made very large investments in Canadian real

estate and businesses,68 yet continue to operate their Asian businesses and live part of the

time in their country of origin, with! the security of a Canadian passport. Participants in
1

the program are always looking fC:~ investment opportunities in order to qualifY. On the
"

other hand, investors and operators of air transport services are always looking for ways

to penetrate foreign markets. Why not kill two birds with one stone?

Given the wording of the legislation, it would seem possible to set up a Canadian

airline fully owned by foreign nationa!s. This would not be a practica! solution for existing

airlines, given their ownership and corporate structure (theairline can't immigrate), but it

does seem like an attractive option for someone, or a group, to set up an airline. The

most logicitloption wouÙl be to setup a charterairHne, initiaIly operati~g between Canada

a..1ci2the investor's home region. Given that persona! relationships play a large role in

--
Asian business and govemance, a Canadian airline owned by a prominent Asian,- or a

67 bnmigmtionAcl, 1976-77 c.52, s. 7 (asamcndcd in 1993).
::;:-.'

68 Vuncouvcr's llewfound PI)lsperity is 1argely a resuit of such investments.
\
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prominent group, would also most likely find it less arduous to obtain the necessary

approvals for operation to that region.69

2.2.3 The European Union

The European Uruon is an interesting subject in this regard because it has done

away with traditional national ownership and control requirements within its Member

States, through the enactment of Council Regulation 2407/9270 intmduced in the Third

Phase of Liberalization Measures.71 The Regulation continued the practice of Member

States licensing air carriers but mandated that it be done in accordance with harmonized,

non-discriminatory, and Commuruty-wide criteria. In place of national ownership and

control requirements, the EU instituted Commuruty criteria. The applicant must be:

... owned and continued to be owned directly or indirectly or through a
majority of ownership by Member States and/or nationals of Member
States. It shall at all times be effectively controlled by such states or such
nationals.72

In addition, Member States may no longer give preferential licensing treatment to

their "flag" carriers, nor may they limit the number of licenses granted. In effect, it means

that citizens of any Member State may establish airlines in any other Community State, as

has been done by British Airways in Germany and France.73

"For a detailed description of the Canadian requirements for operaling an airline, Sec Transport Canada Aviation,
Canadian Commercial Air Services Operations Certification Requirements and General lnfonnation (l'P8880E)
(Ottawa: Canada Communication Group, 1993).

70 EU, On Lieensing ofAir Carriers, of23 July 1992, O.J. L240/l.

71 For a general review ofthe ThinI Phase ofLiberalization, See Haanappel, P.P.C., Recent European Air Transporl
Deveiopmenls, (1992) XVII-Il MSL 217.

72 Art. 4, para. 2.

73 The insistence on national Communily ownership, as· opposcd to establishment, of air undertakings ha.. been
queslioned by sorne commentalors as being contrary to the EU rules on establishment. Under Article 58 of the
Treaty ofRome, the right of establishment is conferred on "compunies or firms formed in accordance with the law
of a Member Stale and having their registered office, central administration or prineipol place of business wiUtin

27



• 2.3 CABOTAGE RESTRICTIONS

The last major hurdle to establishing multinational airlines cornes by way of the

restrictions on the exercise of cabotage rights found in Article 7 of the Chicago

Convention, most bilateral agreements and in the national legislation of most States.

Cabotage is the right to carry traffic between two points in a foreign territory. There are

two types ofcabotage. The first type is called consecutive cabotage, and gives the right to

carry traffic between points in a foreign territory, but oruy in conjunction with the exercise

of third or fourth 'lreedom traffic rights (carriage to or from the country ofregistration). Il

is also referred to as the eighth traffic freedom right. The second type is called stand-

alone cabotage, which allows for such carriage without it being linked to a third or fourth

freedom traffic right, and is also referred to as the ninth traffic freedom right.

Given the aforementioned discussion of the nationalist imperative in international

aviation, it is not surprising that cabotage is considered the jewel in the aviation crown of

most nations.74 As such, it is the most sensitive and protected aspect of the aviation

traffic market, both nationally and internationally. Such traffic is almost exclusively

reserved for the domestic air carriers, both in domestic legislation and in bilateral air

transport agreements. On a multilateral basis, it is dealt with in Article 7 of the Chicago

Convention, which specifically prohibits States from entering into agreements which grant

the Community", See Balfour, J., Flyillg the Flag - the Raie ofNatiollalism ill Air Trallsport, peper delivered at
the Annual Conference of the European Air Law Association, 9 November 1990; As in other jurisdictions, air
carrier nationality is linked to the natiouality of aircraft. Articles 8 and 10 ofthe licellsillg regulation have changed
the requirement !hat aircraft used by a Member Slate's carriers he registered in the Member Slate to a requirement
that such aircraJ! he registered in the national register or within the Community, See Ricketts, R. & Balfour, J.,
Aircraj/ Use, Registratioll alld Leasillg ill the EC, (1993) XVIII-! Air & Spece Law 25.

74 A1though , as we shall sec later, its ùoportance is probably over-exaggerated for most natioual markets, particmarly
in light of the latest trends in the development ofair trunsport traffic and relations.
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cabotage rights on an exclusive basis.7S However, the Article IS composed of two

sentences which lead to sorne ambiguity as to its effect.

The first sentence is basically a restatement of the sovereignty principle, but in a

commercial way. States may refuse to give permission to aircraft of other contracting

States for carriage of cabotage trafflc. Notwithstanding the Chicago Convention's focus

on aircraft rather than on airlines, the reference to aircraft here is genera\ly viewed as a

drafting error, and State practice has been to read the sentence as if it reads "airline",

thereby avoiding any problems which may arise with leased aircraft. As such, it does not

create a major obstacle to the operation of cabotage routes by multinational airlines.76

The second sentence, however, is the real stumbling block to such operations, as it

prohibits States from specifically granting cabotage rights on an exclusive basis to any

other State or any airline of another State. The reference to "specifie" granting of the

privilege on an "exclusive" basis, leads States to be very wary in granting such rights.

They are never included in bilaterai agreements, thereby avoiding the "specificity" of the

granting, and are conferred on a unilateral permit basis, which can be withdrawn at any

7S The tex! ofthe Article reads as follows:

Each contracting State shall have the right to refase pennission to the aircran of other conlracting
States la take on in ils territory passengcrs, mail and cargo carried for remaneration or hire and
destined for another poinl within ils lerritory. Each conlracting Stale andertakes not 10 enter inlo
any arrangemenls which specifically grant any such privilege on an exclusive bllsis to any oUler
State or an airline of any other State, and not la obtain any such exclusive privilege rrom IUlY

other Stale.

For a detailed analysis of this part of Article 7, Seo Mendes de Leon, P., Cabotage in Air Transport Regullliion
(Dordrecht Martinus Nijhoff, 1992), al 21-37.

76 The issue arose in relation to SAS, which registers ils aircraft·among the consortiwn counmes. As such, uircrufl
regislered in Denmark but carrying traffic intcma1ly in Sweden would he perfonning cabotage, and Sweden could
nol refuse olher States the same right. The question was put 10 ICAO but was never answered, while SAS
continues the practice.
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• time.77 Article 7 does not state what its contravention would bring. Il is assumed that the

State granting the right would have to grant it to every other State, a sort of Most

Favoured Nation clause for aviation. However, the other States cannot ask for more than

that specifie route with exactly the same frequency.78

2.3.1 Cabotage in the European Union

The Third Phase of Liberalization Measures, enacted in 1992, also introduced the

concept of cabotage freedom within the Union, by way of Council Regulation

2408/92,79albeit with sorne restrictions until 1997.80 Sïnce the Member States of the

Union continue to exist as separate international legal entilies, "States", the granting of

cabotage rights to Member States would seem to contravene the second sentence of

Article 7, which prohibits the "specifie" and "exclusive" granting of such rights. On ils

face, this arrangement seems to contravene the "exclusivity" principal. However, it has

been argued that the "no cabotage privilege" does not extend to regional arrangements

such as the European Union,81 with the SAS agreement82 being given as a precedent for

such a conclusion. Il has also been argued that the absence of protest by third countries

77 An e.ample oflhis is the Geneva·Zurieh route, where any carrier cnn apply for the trnffie right us long us the Swiss
cabotage fonns part of an inlernational route and us long us the foreign carrier bus traille rights to both Geneva and
Zurich. As a resnlt, the conferrnl of the right cannot be viewed as neither too specifie nor discriminntory. Sueh
service is preseutly provided by TAP, Finnnir and Royal Air Maroc. Example provide by Hnnnnppel, P.P.C., from
a lecture given ou 20 March 1995, Institute ofAir and Space Law, McGill University, Montréal.

lB For a detailed nnnlysis oflhis section ofArticle 7, Sec Mendes de Leon, P., supra note 75, at 37·53.

19 EU, 011 Accessfor Comml/Illly Air Carriers to illlra-Comml/Ilily air roules, of23 July 1992, O.J. L240/8.

80 Until 1997, sueh cabetage trnffie must be consecutive, cannot comprise more thon 50% of capacity,3IId Member
States may continue to rcgnlale domestie trame but in a wny not contrnry to the Commnnity's competition mies.

BI Sec Weber, L., The Europeall Ullioll alld the Chicago COllvelltioll of1994, (1994) XiX·III Air & Spa« Law I79, al
182.

81 Sec supra note 75.
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• should be viewed as acquiescence, thereby creating a new rule of international law.83

However, considering the still unsettled state of Community application of its regulations,

it is difficult to accept the argument that a silence lasting little more than two years

somehow demonstrates acquiescence, thereby leading to the creation of a new rule of

customary law.84 However, the passage oftime and the continued implementation of the

Community's internal air transport market liberalization, without protest by third

countries,85 will give such an argument more credence.86

2.4 THE NEED FOR REFORM

The existing linkage between aviation, nationality and government clearly puts air

transport policy within the political sphere. Above all else, it is a struggle for power,87

utilizing the law as its sword and shield. Since the early developments in the regulation of

air transport, that power was perceived to be most easily achieved and preserved through

the identification of airlines with governments. In sorne respects, for sorne countries and.
during the nascent period of international air transport, that was probably the case. The

general framework engendered by the Chicago Convention, with its emphasis on this

national identification, nevertheless created an environment within which States could

83 Sec Weber, L., supra note 81.

84 The duration of a pmctice is one of the determinants in the recognition of rules of customary international law.
However, in aerospace matters, roles of customnry law have emergcd from relntively short pcriods of prllCtÎcc, Sec
Brownlie, J., Prineiples ofPublic International Law (4th cd.) (Oxford: Clarendon, 1990), at 5.

" Third countries are unlikely to protest, as they risk losing the lillb frecdom rights they enjoy presently. '111ese
rights are far more lucrative !han any possible cabotage rights in the Mcmbor States, as it is extrcmely difficult ta
compete agninst an eslablished national carrier on its domestie routes.

86 For a detailed analysis of the impact of EU libcralization on cabotage, Sec Mendes de Leon, P., supra note 75, ut
135-180.

87 See Wasscnborgh, RA., Aspects of Air Law and Civil Air Policy in the Seventies (The Hugue: Martinus Nijhoff,
1970).
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• negotiate the exchange of economic rights of access with each other. In retrospect and

given the novelty of the industry, the IegaVregulatory "techno!ogy"SS of bilateral

negotiations, with its resulting emphasis on governmental identification with airlines,

served the industry weil up until the changes which started to occur in the industry in the

late 1970s. In fact, it served as an impetus for its initial stage of growth, as it in a certain

ii sense "monetized"S9 the exchange of international air traffic rights.

The industry's filrther growth occurred in stages following revolutionary and

sequential developments in the following fields: aviation technology (from the 1950s to

the early 1970s - the introduction ofjet engines for civilian transport and the development

oflarger and more efficient planes culminating in the 747), management technology (from

the 1970s to the 1990s - frequent flyer schemes, yield management systems, organizational

restructuring, quality and customer service improvements), and information technology

(from the 1970s to the 1990s - computerized reservation systems).90

However, it is not expected that the industry will experience any revolutionary

developments in the enumerated fields in the foreseeable future, with the hypersonic plane

projected to be first on line in about ten years. Given the fact that the hypersonic plane

will be used almost exdusively on international routes (with the possible exception of

certain routes within the United States and a few other countries), its viability and impact

on the industry will be constrained by the same regulatory framework which Iimits today' s

88 TCml use<! by Giollorctto, L., III/ematiollai Air Transport Regulatioll alld Airlille EjJiciello/, (1995) XX-I AASL
459,01459.

.. By introducing uniformity and 0 modicwn of clnrily 10 nir traflic rights, tbcreby facilitating tbcir exchangc.

.. Sec Ginllorctto, L., supro noIe 88, al 460.
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• technology. Therefore, the most logicai, practicai and possible method of increasing

efficiency and profitability presently and into the foreseeable future appears to be a

revamping of the regulatory mechanism, including a rethinking and revision of the

nationaiity criteria.
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PART Il

3. MERGERS AND TAKEOVERS91

In jurisdictions where the deregulation of air transport has occurred, thereby

allowing the industry to develop according to econornic rather than regulatory criteria, a

trend towards consolidation emerged as the driving force behind the industry's re-

organization. However, as was outlined in the previous chapter, national ownership and

control requirements have ensured that mergers and takeovers remained almost

exclusively a national phenomenon. This national trend towards consolidation of the

industry has been particularly evident in the United States. In the fifteen year period

between the introduction of deregulation in 1978 and 1992, the eight largest American

carriers had absorbed the operations of thirty-one domestic carriers92 and had increased

their control of the domestic market from 80% to 90%.93 The ensuing collapse of PAN

AM and the restructuring and downsizing of TWA have further decreased the number of

major market participants, but have increased their market power to the point where the

industry is now controlled by an oligopoly of six carriers.

91 Mergers and tnkeovers cssentially describe the same process, as they bath resull in one eorporale entity. However,
Uley diITer in the way thal goal is achieved. Mergers oceur when Iwo airlines, nsnally of comparable size, join
UICir scpnrote corpomte entities and operations iuto onc. Takeovcrs accur in situations where an airline absorbs
Ule operations of another airline, nsnally bnl nol necessarily, smaller in size. Takeovers cnn either he conscnsual
or hostile, while mergers arc gencrally the rcsull ofnegotialcd agreements.

" SC'C the chart in Dempsey, p.s., Air/ine Deregulation in the United States: Competition, Concentration, and
Market Dan'inism, (1992) XVII-IIMSL 199, al 212.

"lbid.,aI2IS.
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• These developments have been paralleled in Canada. In 1984, when the process of

deregulation first commenced, Air Canada controlled 53% of the domestic market, with

CP Air, the regional carriers and local carriers splitting the rest of the market amongst

themselves. By 1990, Air Canada and PWA (the successor airline to CP Air and now

named Canadian Airlines) controlled 98% ofthe Canadian market.94

The process ofconsolidation, partly through mergers, has also occurred within the

European Union, but to a lesser extent. The most notable examples of this are British

Caledonian's merger with British Airways in 1987, and the takeover of Air Inter and

Union de Transport Aeriens CUTA) by Air France in 1990.95 However, as in other

regions, this has mostly been a national phenomenon owing to national ownership and

control restrictions. The introduction of Community ownership and control criteria as of

1993 opened the door to multinational mergers and takeovers within the Union.

3.1 THE DRIVE TOWARDS CONCENTRATION

Alfred E. Kahn, the architcct of American deregulation, was the main proponent of

the contestability theory of the airline market and prernised much of the dismantling of the

regulatory mechanism on this belief.96 Under this theory, the U.S. airline market was

perceived to be contestable, that is, lacking significant barriers to entry and without

econornies of scale or scope.97 However, the ensuing consolidation of the industry proved

"See Petsikas, G., Compelition in the Canadian Air/ine Industry: A COlltradiclion in Terms?, (1990) XV MSL
207, al 207·21 J.

"SecBTCE Report, supra note 51, al 250.

" Sec Kahn, AE., The Theory andApplicalion ofRegulalion, (1986) 55 Antitrusl Law Journal 177.

., Economes of scale refer 10 increasing relurns with increasing size nnd production runs. In the cuse of uirlines, il
would refer 10 increasing returns with increasing passenger eurriage cupaeily. Economies of seope refer to
increasing returns with increasing variely of services provided. In terms of airlines, the seope would increase with
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that not to be the case, with severa! factors influencing the eventual development of an

oligopolistic market structure.

3.1.1 The Airlines' Need For Size and Scope

Economies of scale do exist to a certain extent in the airline industry, but their

impact is not very significant.98 Nevertheless, even though economies of scale flatten out

beyô~d a small firm size, carriers have sought merger partners who could provide them

with nationwide geographic coverage and traffic density,99 thereby allowing them to

increase the variety or scope of the services they offer. These include: increased city-pair

services, more attractive frequent flyer programs, more efficient use of computer

reservation syst.~ms, discriminatory pricing, and utilization of hub-and-spoke systems.

Therefore, although economies of scale are not very significant in themselves for airlines,

they are necessary to extract the more important economies of scope. 100

the introduction of compnter reservation systems, hulJ..and·spoke systems and frequent Ilyer progmms. For a
detailed analysis of economies of scale and scope and their impact on the contestability of a market, Sec Baumol,
W., Panzar, J. & Willig, R., Contestable Markets and the TheOlY oflndustry Structure (New York: Harcourt Brece
Jovanovich, 1982).

os The a.E.C.D. found that while sorne evidence of the existence of economies of scale docs exist in air transport,
Uley do not appear very significant at the overa11 firm level, See a.E.C.D., Deregulation and Airline Competition
(paris: a.E.C.D., 1988), at 22.

" See Brueckner, J.K. & Spiller, P.T., Ecollomies of Traffic Dellsity ill the Deregulated Airlille !Ildustry, (1994)
XXXVII Journal ofLaw and Economies 379.

1110 The prcmises undcrlying the deregulatory drive and the resulting industry consolidation have been heavily
criticized by sorne commentatora. The prcmises theroselves are viewed as false, in light of the fact \hat barriera to
cntry do seern to exist in the market, particularly in the forro of hulJ..and·spoke and computer reservation systems.
The post-deregulation industry structure is seen as a betrayal of the promises made abeut deregulation, Sec
Brenner, M,Airli"e Deregulatioll -A Case Study ill Public PolicyFai/ure, (1988) 16 Transport Law Joumal179;
Also, Sec U,e rejoinder by Kahn, A.E., Airlille Deregulatioll-A Mixed Bag. But A Clear Success Nevertheless,
(1988) 16 Transportation Law Journal 229.
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3.1.2 The Hub-and-Spoke System

The development of hub-and-spoke systems allowed airlines to generate higher

traffic density and frequency on major routes. It also resulted in enhanced marketing

opportunities by virtue of the increased number of possible city-pair markets which could

be served, thus producing significant networking economies. The efficient utilization of

such a system required that traffic be funneled to the hub from the outlying regions, which

could best be accomplished by controlling the regional carriers. On the other hand, the

increasing dominance of hubs by single carriers acted as an artificial barrier to operation

and entry for independent regional carriers.101 Even without equity control of existing

regional carriers, the dominant carrier at a hub controlled access to gates, which were

rarely sold but leased, thereby ensuring that the regional carriers' operations slowly

became dependent on the dominant carrier's good-will. The dominant carriers' need for

funneling and the regional carriers' growing reliance on the dominant carriers acted as a

push-pull mechanism towards mergers and takeovers.

3.1.3 Computer Reservation Systems (CRS)

Airlines sell over 80% oftheir tickets through travel agents, 95% ofwhom use one

of the airline-owned computer reservation systems, with the Sabre (owned by American)

and Apollo (owned by United) systems being the dominant players in the market.

Ownership of CRS is intimately related to the siz~ and scope of an airline's operations and

confers tremendous competitive advantages. Above cost booking fees charged to user

101 Prior la deregulation, while Atlanta (for Delta) and Pittsburgh (for Allegheny, noW USAir) were moderalely
concentraled, no airline dominated more Utan 50% of Ute market (measured by gales, passengers, or 1nkeolTs and
1andings) al any major American airport. raday, 60% ofUte markel (and in sorne cases 90%), al 17 major airports
is controlled by dominanl airlines, Sec Dempsey, P.S., supra noie 6, at 35.
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• : airlines increased the marketing costs of smaller incumbent carriers, while acting as a

barrier to entry for new entrants.

More importantly, the huge profit margins generated by such systems allowed the

operating (larger) airlines to cross-subsidize their airline operations, affording them the

opportunity to instigate and withstand longer and more frequent price wars. 102 Screen and

system bias also allowed the system-owning airline to increase ticket sales at the expense

of user airlines. Travel agent commission overrides induced some travel agents to present

biased information to consumers and captured agency loyalty. Contractual provisions

between CRS operators and travel agents created exclusive dealing arrangements by

making it very difficult and expensive for agents to change systems. J03

3.1.4 Frequent Flyer Programs

New entrants and smaller incumbent carriers also face having to overcome the

brand loyalty created through frequent flyer bonus programs. Large airlines have an

advantage over small airlines in that they coyer more potential destinations, thus making

their bonus awards easier to earn and making them more attractive to travelers. New

entrants and smaller incumbents can only match this capability by having comparable size

102 In 1986, Sobre accounted for holf ofArncrican Airline's profils. Ils CRS delivcrcd a profit mnrgin of 100% 'l'hile
ils nirline operntions only hnd a 3-4% mte ofrctnm. These profils were genemted at a lime 'l'ben the industry wns
in a grcnt deal of flux, oIlowing Amcrican to he the price leader knowing thnt ils CRS profils were isolated from
lIùs intense competition, Sec Bruneau, J.M., Concentration Within the U.S. Air/ine Industry: A "Natural
Phenomenon" or an "OrrIinary" Monopoly/O/igopoly Resulting From the Behaviour of Competitors?, (1992)
XVII-II MSL 123, at 136.

103 Through the inclusion of liquidnted dnmnges, minimum use and roll-<lver clauses. However, not ail commenlators
view the development and conccntrntion of CRS os inherenlly negntive. D.J. Boudreaux and J. Ellig hove argued
lIlOt oIthough therc mny he some anti-<:ompetitive aspects to CRS, most nolably display bios, the renlity of the
market not baving access to pcrfect information mennt thnt CRS with 011 their imperfections pcrformed a useful
function. They mnintain thnt display bios reduces senrcb costs, 'l'hile long-term operntor/agent contrncts proteet
lite inveslmenls mode in the systems, Sec Beneficent Bias: The Case Against Regulating Air/ine Computerized
Reservation Systems, (1992) 57 Joumnl ofAir Law & Commerce (JALC) 567.
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and scope as the larger airlines (virtually an impossibility) or by offering awards after

significantly fewer flights, thereby increasing their percentage of non-revenue generating

traffic. This point was made in support of the USAir-Piedmont merger. 104

3.2 MERGER AS THE OPTIMAL SOLUTION

The cumulative effect of aIl of the above developments was to make merger the

optimal solution for both major carriers and smaller incumbents. Given the traditionally

low profit margins of airlines, profit and revenue growth could most efficiently be

increased by harnessing economies of scope and traffic densities, which could only be

extracted through economies of scale, meaning airlines had to grow. Given the capital

intensiveness ofthe industry, the heavy debt loads ofmost major airlines and the industry's

traditional overcapacity, internally generated growth was a second best solution in many

cases. AIthough economies of size and scope, the hub-and-spoke system, CRS and

frequent flyer programs had the effect of serving as barriers to entry, that was not their

primary objective.

Ifone views aircraft as a $30 million to $180 million factory producing consumer

goods, lOS in this air carriage, the fact that such a factory can easily be leased for a fraction

of its actual cost does not mean that everyone should have' the right or the means to run

such a factory. One cannot argue that the industry has always had a tendency towards

104 Noled by Bruneau, J.M., supra note 102, al 139; Piedmont Acquisition Case, D.a.T., Dockcl 44719, (22 May
1987), Exhibit JA-T-1, al 16-17.

lOS A rnclaphor suggcsted by Dempsey, P.S., supra note 6, at38.
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overcapacity,106 while at the sarne time larnenting the lack of new entrants, who would

presumably add to that capacity.

Regional or smaller carriers are often portrayed as victims of mergers, but that is

not necessarily the case. The airline industry can in sorne ways be compared to the

pharmaceutical industry. Smaller laboratories which have a marketable product often do

not have the resources to test, distribute and market their products. They can resist

joining forces with larger comparues, but they can rarely hope to extract the maximal

retums possible from their investments. However, by giving up sorne of their control and

in retum gaining access to larger resources and systems, they can reap a larger retum. In

terms of airlines, it depends on how scale and scope are viewed. If they are seen as

inherently negative, one has no choice but to conclude that mergers are also negative in

their,effects. In a perfect world, every airline would have access to the sarne financing
-:.0:

sources and at the sarne rates, while magically being able to create instant and world-wide

networks and marketing. Unfortunately, that is not the case. Smaller airlines must paya

price to access these resources and the potential retums they bring, and that price is

control.

3.3 AIRLINE MERGERS IN THE UNITED STATES & EUROPE

It must be kept in mind that the foregoing discussion on the stimuli driving

consolidation within national airline industries, in themselves, are not limited by national

boundaries. Economies of scope and traffic density make no distinction as to a

passenger's nationality, point oforigin or destination, nor do they have differing effects on

106 Ibid.. at 23.
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• airlines of different nationalities. The drive towards a critical mass and the scope that it

gives in conjunction with the ever increasing importance of the international component of

airline operations, have in fact made mergers and takeovers between airlines of different

nationalities an imperative. Mergers within national boundaries have basically run their

course, with most of the weaker airlines alrelldy having merged or collapsed. Further

consolidation must take place, but if it is artificially limited by national ownership and

control criteria, it can only produce a more anti-competitive marketplace deleterious to the

consumer.

When it cornes to buttressing weaker airlines, national regulators are left with four

choices: re-regulate (which is higlùy unlikely), allow them to collapse, allow mergers with

national carriers (Ieading to more market concentration), or let a foreign airline assume

control of their operations, thereby breaking with sacrosanct national ownership and

control criteria but preserving a semblance of a competitive national market. However, as

we shall see in the following sections, mergers between airlines of different nationalities

find it almost impossible to overcome national ownership and control criteria. Although a

particular transaction may seem to pass the strict requirements of national citizenship in

the jurisdiction in question, the actual interpretation of the law makes it almost impossible

for foreigners to assume control.

The following analysis will focus on the United States and the European Union for

two reasons. One, their markets are by far the largest integrated aviation markets in the

world. Two, the United States, with its fully privatized market and early deregulation, and

the European Union, still in the process of integrating its collection of what were
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• essentially national aviation markets, provide the most interesting and dynamic subjects for

the study of the evolution ofaviation law.

3.3.1 The United States

3.3.1.1 The "Numbers" Test

As mentioned earlier, under section 101(16) of the Federal Aviation Act, a US.

carrier must be a "citizen" of the United States ta ~ngage in air transportation.107 That is,
il

,

V.S. citizens must own 75% ofthe airline's voting stock and two-thirds of the members of

the airline's board of directors or other managing officers must be U.S. citizens. In

interpreting the citizenship requirement, the Civil Aeronautics Board (CAB) and the

Department of Transportation (DOT) have been very strict, oruy deviating from the 25%

". hi" 108iorelgn owners p maximum In two cases.

3.3.1.2 The "Control" Test

However, in addition to this technical or numerical test, a second functional test is

applied in takeover or merger cases involving US. airlines as targets. This second test,

termed the "control" test, is couched in section 408 of the Act which deals with

consolidations, mergers, and acquisitions of V.S. aeronautical companies by anyone,

including foreign corporations.109 Section 408(a)(4) effectively prohibits a foreign carrier

from gaining control of a US. air carrier. Il makes it uruawful "for any foreign carrier or

107 See 2.2.1 The United States, a125.

'''' The 49% stake he1d by KLM in Northwcsl, which shall he exnmincd in the following sections, and the 27% Air
Canada stake in Continental.

'09 49 li.S.C.S. § 1378.
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• person controlling a foreign carrier to acquire control, in any manner whatsoever, of any

citizen of the D.S. substantially engaged in the business ofaeronautics".

As "control" is not defined in the Act, the interpretation of its meaning has been

left to the CAB and the DOT. It has been found in cases where either the management

structure, creditor relationships, indirect partnerships, stock options or other financial

mechanisms have suggested a modicum of "control". 110 However, section 408(t) of the

Act which applies to transactions under section 408(a)(4) makes a statutory presumption

of "control" where "any person owning beneficially 1ü per centum or more of the voting

securities or capital ... of an air carrier shall be presumed to be in control of such air

carrier unless the Board/DOT finds otherwise".

As a result of this section, a proposed merger with a foreign airline must pass both

tests to meet with DOT's approval. If the proposai calls for a foreign equity holding of

more than 25%, it is dismissed immediately. If it cornes under this threshold, the proposai

must still pass the presumptive "control" threshold of 10%. However, as we shall in the

review of sorne of the decisions on this issue, a 10% equity holding is not necessarily the

minimum threshold for the purposes of section 4ü8(a)(4).

110 The cases leading to these fmdings will he canvassed in the following seclion.
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• 3.3.1.3 Merger Cases

The actual control test was first enunciated and applied by the CAB in a 1940

decision. JJI Since that decision, the test has been restated and applied many times over the

years by both the CAB and the DOT.

A. Strict Interpretation of "Control"

1. Willye Peter Daetwyler, D.B.A. Interamerican Aiifreight Co., Foreign PermitJl2

- Daetwyler, a Swiss citizen, held 25% of the stock of Interamerican Airfreight, but was

found to exercise actua! control over the enterprise because he had close persona!

relationships with many ofthe other stockholders, sorne ofwhom were employees ofother

companies owned by him.

2. Premiere Airlines, Fitness Investigation l13
- An administrative law judge found

that Mr. Cicippio, who had borrowed $2.5 million !Tom his Saudi Arabian employer to

invest in the airline, was under the control of the employer as a result of the loan. The

CAB stayed its decision and approved the application after Premiere re-organized,

stripping Mr. Cicippio of control. He had resigned !Tom the board of directors and

management, his voting interest had been transferred to an independent voting trustee, a

111 Urnbu Medellin and Cent. AiI'ways Ine.. Certifieate of Public Convenience and Necessitv, 2 CAB. 334, 337
(1940), wbere Ibe Cab stated, nt 337 [ernpbasis ndded]:

[t]he npparent geneml intent oflbe statute is to eosure Ibnt air carriers receiving economie support
frorn Ibe United States and seeking certifientes of public conveniencc and necessity, under section
401 ofIbe Act sball he eilizens of Ibe United States in fnel, in purpose and in management. The
shadow ofsubstantial foreigu influence may nol exisl

Il' 58 CAB. 118 (1971).

113 CAB. OrderNo. 82-5-11 (5 May 1982).
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new senior financial officer had replaced him, and Premiere promised to pursue equity

capital frOOI other sources.

3. Key Airlines Inc., Fitness Investigation l14
- The Board came to the conclusion

that the presence of even one foreign partner in a controlling partnership, no matter how

small his interest (5%), will prevent the application ITom coming within the definition of

Section 101(16). The Board emphasized that the statute is not satisfied merely by

numerical standards, but that it required that the carrier be controlled by V.S. citizens.

Here, it found debt to be one forro offoreign control.

4. Re Page Avjet1l5
- Page Avjet was ordered to stop operations because even

though the foreign equity-holder held less than 10% of the stock, which was non-voting,

they could nevertheless influence many ofPage Avjet's crucial decisions by virtue oftheir

right to block any consolidation, merger or acquisition, and its power to dissolve the

company. The CAB approved a re-organization whereby the stock was split into two

classes, with the foreign holder limited to the non-voting c\ass. CAB found that trus

ownersrup structure sufficiently "insulated" the V.S. citizen officers and directors. This

finding sparked much interest because it seemed to signal a loosening of the strict

interpretation of the Act in that the CAB approved the plan despite the fact that Page

retained the right to be bought out under certain conditions, which left it with a great deal

ofleverage over the airline.

114 CAB. Docket41526. Order 84-4-83 (23 April 1984).

liS CAB. OrderNo. 83-7-5 (July l, 1983); CAB. OrdcrNo. 84-8-12 (2 AugusI1984).
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5. Re [ntera Arctic Services116
- Intera pattemed its ownership structure on the plan

approved for Page Avjet., whereby IT, a foreign corporation, held 25% of the non-voting

class of stock and also retained the right to a buy-out. In rejecting the application, the

DOT stated that Page Avjet represented the extreme outer limits of the interpretation of

the citizenship requirements. It found that in the case at hand the foreign entity held 25%

of the stock (a much larger stake than the 9% held by Page), thus a resulting buy-out

would have a greater impact on the American shareholders. More importantly, it found

that two key directors and management officiais, although U.S. citizens, were also officers

of the foreign corporation, thus leading to a conclusion offoreign influence and control.

6. Re Acquisition ofNorthwest Airlines, Inc. 1I7
- KLM had initially planned to take

a 56.74% holding in Wings Holdings Inc., a company created for the purpose of

purchasing Northwest Airlines. Under the initial agreement, KLM was to own less than

5% ofthe voting stock in Northwest. However, the DOT argued that notwithstanding the

small share of voting stock held by the foreign entity, the large share of equity held by a

foreign citizen, even when in the form of non-voting stock, posed citizenship problems,

particularly in Iight of the fact that there were other ties to the foreign entity. It also

concluded that due to KLM's lack of voting stock, it would have a strong incentive to

participate in the management of Northwest in order to protect its investment.

Furthermore, the DOT found that KLM had defacta control ofNorthwest due its power

to name one person to Wings' twelve-member board of directors118 and its right to

"' D.O.T. Ordcr No. 87-8-43 (18 August 1987)..

117 D.O.T. Ordcr No. 89-9-51 (29 Scptcmbcr 1989).

118 Thcrc wcrc a1so no restrictions on the board rncmber's participation in Northwcst's dccision-making.
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• organize a three member committee wmch would advise Northwest on financial

matters. 119 Thus, the DOT conc1uded that KLM was likely to use these methods to

control Northwest in order to protect its $400 million investment.

In light of these findings, the proposai was restructured in a way to substantially

eliminate the foreign control concerns of the DOT. KLM's share ofWings' equity was to

be reduced to no more than 25% within six months of the consent order. Until that time,

a voting trust would hold any ofKLM's interest exceeding that percentage. KLM's ability

to create a financial advisory committee was eliminated and the participation of its member

of the board of directors was Iimited. Northwest further undertook to report to the DOT

on any agreements or change in ownersmp status which might affect the airline's

citizenship status.

7. Re Discovery Ainvays Inc.12o
- The Discovery board of directors consisted of

seven members, four of whom were alleged to be foreign citizens or under the control of

foreign citizens. The vice-chairman of the board of directors, who was also the board's

representative to Discovery's management, was an Italian citizen. The DOT saw him as

essentially serving the function of president and had him removed from the liaison

. 'position. The other three board members in question were ail U.S. citizens, but one a Mr.

Ho, was also the president of a wholly owned subsidiary of a Japanese company. The

DOT felt that he was essentially under the control of a foreign entity, thus it ordered that

he be removed from the board of directors and that ms voting stock be placed in voting

'19 There were also no limits on the authority and scope orthe advisory committee's advice.

I2'D.a.T. OrderNo. 89-12-41 (21 December 1989).

47



trust. The remaining two members of the board in question were also ordered removed

because oftheir connections to Mr. Ho and the Japanese company.

As can be seen from these decisions, the DOT and its predecessor, the CAB, have

consistently and strictly interpreted the citizensbip requirements of the Federal Aviation

Act. They have looked beyond de jure control to elements such as present and past

personal and financial relationsbips between V.S. citizens and foreign corporations, to find

defacto foreign control ofV.S. airlines and reject the applications.

B. Apparent Liberalization of the Citizenship Criteria

1. Re Acquisition ofNorthwest Airlines Inc. (Northwest Il) 121 - Two years after the

DOT's initial consent order, Northwest filed another petition asking the DOT to modify

the order. Specifically it asked that: the requirement limiting KLM's equity in Wings to

25% be terminated; KLM be permitted to hold 49% of the total equity; and 10.5% of the

voting interest in Wings be held free of the voting trust (with any excess over 49% still to

be held in trust); KLM be allowed to designate three members of the board of directors in

an enlarged board of 15 members; and that the financial reporting conditions be removed.

The DOT, for the first time stated that after a re-evaluation of the relationsbip between

votingequity and non-voting equity, it would now allow up to 49% total foreign equity

investment in a U.S. carrier. Although it pledged to continue to examine ail methods of

foreign control over V.S. carriers, the DOT would no longer construe foreign equity

investments up to tbis limit, taken alone, as indicative of foreign control. Furthermore, it

stated that tbis new approach was not Iimited to the NorthwestIKLM application but

121 D.O.T. OrdcrNo. 91-1-41 (23 January 1991).
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• would be applied in ail foreign merger situations. The DOT noted that although KLM

would have three members on the board of directors, their influence would be off-set by

the other twelve members. To guard against these foreign appointed directors exercising

a disproportionate influence, they were barred !Tom serving as Chairman of the board and

could not hold a disproportionate number ofpositions on important corporate committees.

This decision was seen as the dawning of a new era in the United States' approach

to foreign equity investments in its airlines. It seemed to signal a policy shift towards an

approach which examined the re-structuring of the American airline industry in the light of

developments in the international industry as a whole. The DOT itself stated that its

decision was partly based on its "reassessment of the complexities of today's corporate

and financial environrnent".122 This decision came at a time when the United States and

the Netherlands were finalizing their "open skies" agreement. The DOT looked c10sely at

this agreement and used it as a basis for its decision to allow KLM to invest and

participate in Northwest's operations both through equity and its appointed members of

the board ofdirectors.

2. British AinvayslUSAir - Under the original agreement, British Airways was to

invest $750 million in USAir and was to hold a 44% share of the overal1 equity. Of the

total investment, $520 million was to go towards the purchase of a c1ass of convertible

shares, whose conversion to common shares would have given BA a 21% share of the

total voting stock. The rest of the investment was to be in the form of another class of

122 Ibid., al 7.
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• convertible stock, which was also convertible into common voting stock making up 23%

ofthe total voting stock. 123

The most controversial aspect of the agreement was the enlargement of USAir' s

board ofdirectors !Tom 13 to 16 members. BA was to appoint four members to the new

board, while up to two other directors would have been "interlocking independent

directors" who would serve on both BA's and USAir' s boards. Furthermore, many key

decisions of the new board of directors would have to be made by a super majority, made

up of80% ofthe board's members. 124

The BAIUSAir proposai was aimed at integrating and coordinating the activities of

the two airlines within a period of five years. Areas planned to be integrated included:

brand, sales, planning and inventory control, network planning, advertising and promotion,

!Tequent flyer programs, ground handling, cargo operations, catering, information

management, training, financial reporting systems, financing of capital equipment,

facilities, purchasing, engineering, and quality assurance.

123 No conversion of cither clnss of stock wns to take place within the frrst fonr years. After live years, USAir had the
right to require the conversion ofnll of the preferred shares into either common voting stock or common non-voting
stock, nccording to the regnlatory framework in pInce at that lime, Sec USAir Corpomte Communications
Dcpartmenl, USAir, British Ainvays to Invest $750 Million in USAir, First Step in Creation of Wor/d's lArgest
Air/ine Alliance, News Release (21 Joly 1992).

12. Such dccisious included any opcmting or budget plan, other annual capital expenditures over $10 nùllion, any
inveslments exceeding $10 nùllion, the appoinlment or dismissal of any senior USAir exccutive, the pnrchase or
sale ofroutes, and any materinl marketing agreements orjoint ventures.
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• A1though BA's possible total 44% stake in the equity ofUSAir fell within the 49%

guideline set in Northwest II, and its 25% representation on the board of directors fell

within the 33% limit set out in the Federal Aviation Act, the agreement eventually failed

when it became clear that it would not receive DOT's approval. This approval was not

forthcoming because of a confluence of factors which made support of the proposai

untenable politically.

The United States was just in the process of renegotiating its bilateral agreement

with the UK and was having difficulties getting the British negotiators to agree to a

liberalized air traffic rights regime, which the U. S. hoped to eventually lead to an "open

skies" agreement similar to the one signed with the Netherlands. 12S U.S. carriers were

interested in concessions which would grant them greater access to the highly valuable

slots at London-Heathrow airport and expanded fifth freedom rights for European

destinations. As a result, BA and USAir found themselves facing an unusual coalition of

major carriers including American, Delta, United and Federal Express, who were intent on

exerting political pressure to use the approval of the proposai as a bargaining chip in the

ongoing bilateral agreement negotiations with the U.K.. Approval of the proposai would

have meant that BA would have full access to both the U.K. and U.S. markets, thereby

negating any incentive the British government may have had to grant the concessions

desired by the Americans.

125 On Mareh 31, 1992, fonner Secretary of Transportation, Andrew Card, announccd the DOrs "open skies"
initiative, whieh was aimed at European counlries under whieh the li.S. wnuld offer to negotiate "open skies"
agreements with any European country that was willing to grant li.S. carriers wrreslrieled acccss to their rC"JlCCtivc
airline markets. "Open skies" is dcfined in Re Defin/ng Open Skies, D.O:f. Order No. 92·8·13 (August 5, 1992)
where it states:
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The proposed agreement faced other objections which also lead to its failure.

BA's stake in USAir fell within the letter of the law as to the 21% foreign voting equity

holdings (of the 25% Iimit), 25% representation on the board of directors (of the 33%

allowed), and as to the 44% total foreign equity holding (of the 49% allowed under

DOT's stated poIicy). However, the requirement of super majority board approval of

almost ail critical business decisions failed to pass the actual "control" test. The coalition

of U.S. carriers opposing the deal had argued that such an arrangement would mean that

BA had de facto control ofUSAir, contrary to the Federal Aviation Act. 126

These ore the basic clements which will constitutc our dermition of"OPEN SKIES" for purposes
ofthe Sccretary's initiative:

(1) Open cntry on all routes;

(2) Unrcstricted Capacity and frcqucncy on all routes;

(3) Unrestrictcd route and traillc rights, !hat is the right ta operate serviee
belwecn any point in the European country, including no restrictions as ta intermediate and
beyond points, change of gauge, routing flexibility, co-terminalization, or the right ta corry Fiflh
Freedom Traffic;

(4) Double-disapproval pricing in Third and Fourth Frecdom Markets and (1) in
intm·EC morkets: priee matching rights in third-country morkets, (2) in non·EC morkets: priee
leadership in third-country morkets ta the exlent !hat the Third and Fourth Freedom carriers in
those morkets have it;

(5) Liberal charter agreement (the lcast restrictive charter regnlations of the !WO
govemments would apply, regardless ofthe origin ofthe flight);

(6) Liberal cargo regÙDe (criteria as comprehensive as those defmed for the
combinotion carriers);

(7) Conversion and remittanee arrangement (carriers would be able ta convert
earnings and remit in hard currcncy promptly and without restriction);

(8) Open code.shoring opportunities;

(9) Self·handling provisions (right of a carrier ta perfonnlcontrol its airport
functions going ta support its opemtions);

(10) Procompetitive provisions on commercial opportunities, user charges, fair
competition and intcrmodal rights; and

(11) Explicit commitment for nondiscriminatol)' operation of and aceess for
computer reservntion systems.

126 111e deal also rnised sorne other issues, which although somewhnt valid, did not seem ta play a large role in the
DOT's disposition towords the proposai. National secnrity was trottcd out as a rcason ta reject the proposai
bccause USAir would effectively be under the control of a foreigu entity leading ta concerns !hat USAir's aircraft
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At the time, DOT seemed to give much credence to these arguments, but BA's

withdrawal ofthe application meant that DOT never had to make a decision on the matter.

Given the fact that the same concems arose in the Northwest case, where the DOT

seemed to make a concerted effort to allow the parties to come up with a workable

compromise, there is no reason to believe that the same could not have been done in this

case. As opposed to the NorthwestIKLM application where the U.S./Netherlands "open

skies" agreement had served as a catalyst towards compromise, the lack ofprogress in the

U.S./U.K. bilateral negotiations served as an impetus towards disapproval of the

agreement. 127

would be unavailable for duty under the Civil Reserve Air Fleet (CRAF) prograrn. The job sccurity of USAir
employees was also brought into question and was a legitimate coucem in Iight of the huge job losses in Ule
industry and the general diminution ofjob security. As labour costs moke up u large proportion of Ule total input
costs in the industry, consolidation was parallelcd by intense labour strife and a re-evaluation of manugement­
employee relations. This batUe between management and labour resulted in fmaneial hemorrhaging which furUler
weakened or destroyed vulnerable airlines, eventually contributing to the cycle of bankrupteies, mergers and
takeovcrs, See Northmp, RR., The Foi/ure ofthe Teamsters' Union ta Win Rai/raad-Type Labor Pro/ectlon for
Mergers or Deregulation, (1995) 22 Transportation Law Journal 365, Schoder, L., Flying the Unfriend/y Skies: The
EfJect ofAirUne Deregu/ation an Labour Relatious, (1994) 22 Transportation Law Journal lOS, and Wulls, J.,
AirUne Mergers, Acquisitions and Bankruptcies: Will the Col/ecl/ve Bargai,;ing Agreement Survive?, (1991) 56
JALC847.

The proposai gaincd sorne support from local cities scrvcd by USAir, which sawa rejuvcnatcd USAir pumping more
money into their economies. The fmal issucd raiscd by the proposaI conccrncd the benefits which would accrue 10
consurncrs with the strengthening of another market participant However, proponents of the deal foreeast a large
consumer windfall, while opponents saw any benefits as merely short-tcrm. For a more dctailcd analysis of these
issues, See Arlington, D.T., LlberoUza/ion ofRes/rictions on Foreign Ownership in U.S. Air Carriers: The United
States Must Take the First Step in Aviation GlobaUzalion, (1993) 59 JALC 133, at 161-173.

127 See Arlington, D.T., Ibid.. at 178-186. ~

53



Il

• In January 1993, BA revised its proposai and offered to pay $300 million for an

initial 19.9% voting share (rising to 21.8% with approval from USAir's shareholders) and

three seats on the USAir board. The revised bid included a further phased investment of

$200 million in the !irst three years and an additional $250 million in the following two

years. This brought the total investment to $750 million, equal to the original bid's

investment, but with a total 32.4% equity stake, subject to the agreement of the DOT.

The de facto veto over critical board of directors' decisions was not incorporated into tbis

agreement. 128

3.3.1.4 Anti-Trust and Public Interest Test

The previous discussion is somewhat misleading in that it has ignored the anti-trust

and public interest tests wbich form a vital part of the foreign equity participation review

in the United States. As tbis dissertation is focused on national ownersbip and control

provisions and their detrimental impact on the development of global airlines, it has

focused on the "numbers" and "control" tests as they are specifically applicable to mergers

and equity participations by foreign airlines. However, the "anti-trust" and "public

interest" tests are applicable to any mergers or takeovers, whether involving foreign

entities or not.

128 Sec BTCEReport, supra note 51, al 258.
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Prior to the implementation of the Air/ille Deregll/atioll Act of 1978,129 mergers

and acquisitions in the airline industry enjoyed anti-trust immunity, as the industry was

viewed and regulated as a public utility. However, the Deregll/atioll Act instituted a

regulatory environment premised on the belief that the industry was primarily competitive,

necessitating that the CABIDOT be given an additional task which was, "The prevention

of unfair, deceptive, predatory, or anti-competitive practices in air transportation and the

avoidance of (a) unreasonable industry concentration, excessive market domination, and

monopoly power; and (b) other conditions that would tend to allow one or more air

carriers unreasonably to increase prices, reduce services or exclude competition ..." .130

From that point on, immunity from anti-trust provisions would only be granted on

a case by case basis and only if it is found to be in the public interest, meaning that

mergers and acquisitions in the airline industry were to be evaluated by the same anti-trust

standards as applied to other industries. l31 In 1989, the Department of Justice (D01) took

over responsibiiity for approving airline mergers from the DOT. The DOT still retains the

right to challenge any merger approved by the DOJ, though in practice, such challenges

are unlikely. However, it has retained the power to grant anti-trust immunity for

international aviation agreements.

129 Pub. L. No. 95-504, 92 Slat. 1705 (1978), codified in various sections of49 li.S.C.S..
130 49 li.S.C.S. § 1302(aX7).

131 See North Cenlral-Southcm Case, CAB. Order No. 79'<>-7 (1979), which was one of the first lDDjor post­
dcregulation merger cases. The CAB set an carly precedent in ruling !bat a section 408 approval will not he
accompanied by anti-trust immunity under section 414 (49 li.S.C.s. § 1384).
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American anti-trust laws are enunciated in the Sherman Ad32 and the Clayton

Act. 133 Section 1 of the Sherman Act makes monopolies thilt unreasonably restrain trade

iIIegal.134 Although there has been significant litigation under the Sherman Act in regards

to other industries, it has seldom been invoked in regards to practices in the airline

industry.135 However, most litigation in regards to anti-trust matters in the airline industry

has occurred under the Clayton Act, which was passed in 1914 to supplement the

provisions of the Sherman Act. It includes the following provisions: section 2 includes

what is commonly known as the Robinson-Patman Act, which addresses the problem of

price discrimination, section 3 prohibits tying arrangements, section 7 prohibits certain

types of mergers, section 8 prohibits certain types of corporate interlocks, section 4

provides for a private cause of action in federal court/36 while section 16 provides for

injunctive relief.

'" 15 U.S.C.S. §§ 1-7 (1988).

13315 U.S.C.S. § 15,26 (1988).

134 Section 1specifically provides that

Every contract combination in the form of trust or otherwise, or conspiracy, in restraint of trade
or commerce among the several States, or with foreign nations, is declared to he illegai. Every
person who sball make any contract or engage in any combination or conspiracy hereby declared
to he illegai shall he deemed gnilty of a felony, and, on condition thereof, shaii he pWIished by
fme not exceeding $10,000,000 if a corporation, or, if any other pcrson, $350,000, or by
imprisonment not excecding three years, or by both said pWIishments, in the diseretion of the
court.

'" In minois Corporate Travelinc. v. American Airlines Inc., 889 F.2d 751,753 (7th Ciro 1989), cert, denied,495
U.S. 919 (1990), an agreement whereby an airline which made hotel and rentai car reservations through its
reservation and ticketing service, in direct competition with its agents, was foand not to he illegai per se. The
court heid that illegality depcnded on whether the agreement reduced supply from the consumers' perspective,
which it only thought possible through an agreement among carriers; In International Travel Arrangers Inc. v.
Western Airlines Inc., 623 f.2d 1255, 1268 (8th Circ.), cer!. denied, 449 U.S. 1063 (1980), an airline's campaign
to prevent travel group charters from competing with its sched\Ùed services was found to he a violation of section 1
of the Act as it was found to he using faIse, misleading, and deceptive advertising.

136 Although !his thesis docs not permit a thorough analysis of American anti-trust laws and their impact on the
airline industIy, it sho\Ùd he noted that aIthough private anti-trust litigation is permitted under section 4 ofthe Act,
it is prohibitively expcnsive and faces substantive procedural hurdles. However, it bas been suggested that private
anti-trust compliance programs, financed by levies on the airlines, co\Ùd off-set sorne of the anti-competitive

56



• Various criteria have been used to evaluate the anti-trust effects of airline mergers,

among them being the elimination of direct or horizontal competition, the elimination of

potential competition in the "relevant markets", and the "contestable markets" theory.137

The "public interest" aspect of anti-trust analysis of mergers and acquisitions in the United

States is not absolutely c1ear. Section 102 of the Declaration of Policy enumerates somé:

ofthe elements in the following:

... the availability of a variety of adequate, economic, official and low-price
services by air carriers and foreign air carriers, the placement of maximum
reliance on competitive market forces and on actual and potential
competition and the development and maintenance of a sound regulatory
environment which is responsive to the needs of the public ... the domestic
and foreign commerce of the United States, the United States Postal
Service and the national defense ...138

In Daetwyler, the CAB equated Congressional policy with the public interest. 139 In

Pan-American World Airways, National Acquisition Case, the Board concluded that

section 408 included both a "public interest" test and a separate "anti-trust" test. 140

However, the scope of this thesis does not permit an exhaustive analysis of the cases

which have enunciated and applied these tests. In cases involving foreign equity

actions of Ihe airlines wilhout having to resort to re-regul.tion, Sec Hunt, A., Assault an Ihe Air/ine Industry:
Private Anli/nlst Litigalion and the Problem ofSelllement, (1994) 59 JALC 983.

137 The DOJ bas oullined a series of criteria for delermining market coucentration, among Ihem: lino fmnnces
(unhea1lhy finns mny have less oligopoly power); barricrs to foreigaers (forciga finns will not have oligopoly
power if1imited by quotas); case of entry (in contestable markets concentration mny not he a problem); nalure of
Ihe product (product-specific considerations must he taken into account); homogeneity (if Ihe product is
undifferentiated, cartelization is casier); substitotes (if no good substitotes exist, coacentration is a grealer
problem); merging finns (if merging fmns are similar, • merger is more anti-compctilive); buyer market (if terms
of sale are public knowledge, cartelization is casier); fringe fmns (if smn11 fmns cannot expond, concentration is a
bigger problem); and efficiencies (mergers lhat produce efficiencies mny he treated lenienUy), Sec U.S.
Departraent of Justice and Federal Tmde Commission, Horizontal Merger Guidelines, (1992); A 1994 addition ta
Ihe guidelines specilica1ly addresses mergers involving international companies, Sec U.S. Departraent of Justice,
Anli/nlstEnforeement Guidelinesfor International Operations, (1994).

138 49 U.S.C.S. § 1302.

139 See supra note 112, at 121.

140 CAB. OrderNo. 79-9-163 (1979).
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• participation in American airlines, the issue of citizenship has overshadowed the anti-trust

and public interest considerations. Given the previous discussion on the difficulty of

overcoming the citizenship hurdle, it is not surprising that the majority of such cases have

been stymied by the "numbers" and " control" tests, thereby not necessitating an "anti-

trust" and "public interest" examination. However, two cases which have dealt with this

aspect of merger control in the United States will be briefly examined here.

1. Texas Air Corp. (TAC), Acquisition ofEastern Airlines141
- The DOT identified

possible anti-trust ramifications with respe\;t to the WashingtonINew York and the New

YorkIBoston shuttle markets. It rescindec1 its initial disapproval of the transaction only

when Texas Air agreed to transfer enough additional slots to Pan Am, enabling it to

compete effectively in these markets. A1though not a case involving equity participation

by a foreign airline, this decision illustrates the competition considerations involved with

mergers within the United States, which are also applicable to foreign airline

acquisitions. 142

2. United States v. USAir Group Inc. 143
- This decision concerned the modified

proposai by British Airways to acquire equity in USAir. l44 The proposed Final Judgement

required USAir to sell its authority to serve London from the Philadelphia,

BaltimoreIWashington and Charlotte gateways, within 45 days of BAIUSAir's

141 D.O.T. OrderNo. 86·8·77 (1986) & arder No. 86·10·2 (1986).

142 Anti.trusl issues were aiso raiscd in !he saie of air roules from London 10 U.S. cities by TWA 10 American
Airlines. The DOT refuscd 10 pennil transfer of!he BaltimorcILondon and PhiladelplûalLondon roules becausc of
perceivcd anti-<:ompetitive elTecls. TIle Dcpartmenl ofJustice indicaled ils inlenl 10 challenge !he transaction if!he
roule transfcrwere 10 be approvcd by!he DOT, Sec DOJPress Relcase (25 April 1991).

'43 Proposcd Final Judgcmenl and Competitive Impacl Slalemenl, 58 Fed. Reg. 16,698 (30 March 1993).

,.. Sec 2. BriJisl. AirwaysJUSAir, al 49·54.
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•

•

commencement of joint operations from those gateways. Had USAir not acquiesced to

this order and sold its rights, the DOT had authority to assign them to other American

carriers.

However, it should be noted that since the DOT assumed jurisdiction over airline

mergers, acquisitions, and consolidations on 31 December 1984, it has approved every

airline merger submitted to it. 145 This is in spite of the fact that it is generally agreed that

airlines in the United States are operating in a monopolistic/oligopolistic manner,146

leading to frequent charges of anti-competitive behaviour and practices.141

,4> Sec Hoot, A., supra note 136, at 1011.

'46 Sec Peleraf, MA & Reed, R., Pricing and PetfomlUnce in Manapa/y Airline Markets, (1994) XXXVII Journnl of
Law and Economies 193, Lanik, J.C., Stapping the Tai/spin: Use afOligopalistic and Oligapsonislic Pawer ta
Praduce Profits in the Air/ine Industry, (1995) 22 Transportntion Law Journal 509, and Cooper, ItE.,
Communicalion and Cooperation Among Competitors: The Case ofthe Airline Industry, (1993) 61 Antitrust Law
Jouma1549.

147 Charges of predatol)' prieing are ofien leveled at the induslry, lcading to sorne Iitigation. However, under V.S.
low, predatory prieing is extremely dîmeult to prove. This faet results iu a very high cost of Iitigaling sueh cases,
ofien without gaining the desirod deeision, See Clouatre, M.T., The Legacy ofContinelllai Airlines v. American
Airlines: A Re-Eva/uation ofPredatory Pricing Theory in the AirUne Industry, (1995) 60 JALC 869, und Gesell,
L.E. & Farris. MT.. Anlitrost Irrelevance in Air Transportation and Ihe Re~Defining of Pn'ce Discn"mination,
(1991) 57 JALC 173.
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• 3.3.2 The European Union

The European Union!48 provides an interesting c(ùitrast to the United States by

virtue of its structure, its regulatory goals and its regulatory mechanisms. First of ail, it is

a Union of sovereign States, under which both national and Community laws apply, to

varying degrees. Secondly, the development of ail aspects of Community law has been

premised on the goal of achieving integration. Thirdly, it develops, filters and implements

its regulatory approaches to various aspects of the Union's activities through a mixture of

national (through the European Council and the national govemments), administrative

(through the European Commission), and judicial (through the European Court ofJustice)

inputs.

As was stated earlier, the implementation of the Licensing Provision in the Third

Package of liberalization measures substituted Community ownership criteria in place of

the existing national ownership requirements.!49 From 1 January 1993, any citizen of the //

Community had the right to establish and operate an airline in any one ofthe Community's

Member States, provided that they held 51% ofthe airline's equity. Whereas the objective

of American policy towards mergers in the airline sector was the maintenance of control

by United States' citizens and the protection of a competitive marketplace, the objective
~

ofmerger control generally, and within the airline sector, was the promotion ofintegration

within the Community.!SO

148 The entry mto foree oftlle Maastricht Treaty, which came mto elTeel on 1 JanWll)' 1994, ehanged the name of the
European CommWlÎly to "European UIÙon". Here, UIÙon and CommWlÎty will he used mlerehangcab1y, Sec
Treaty 011 Europeall Ullioll, 7 FebfWll)' 1992, 1 CMLR 719.

14' Sec 2.2.3 The European Union, al 27.

.cJ ". For an ana1ysis of the foundations of EU competition 1aws, Sec Gerber, D.J., The Tralls[onnalioll o[Europeall
CO/llmullity Competilioll Law?, (1994) 3S lfurvard Law Journal 97; For a comparison with the foundations
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• As a result, whereas American regulators concentrated on styrnieing foreign

penetration of their air transport market, Community regulators focused on merging

formerly foreign airlines (owned by nationals of its various Member States) into an

integrated market. The dearth of mergers with truly foreign airlines (non-EU citizens) and

the spate ofmergers and acquisitions within the EU meant that most of the Community's

time and effort was spent in constructing competition, or anti-trust, regulatory

mechanisms.

3.3.2.1 Articles 85 and 86

At its inception, the Treaty of Rome151 lacked any merger provisions. Although

its authors tried to introduce merger restrictions in the final text, there was a lack of

political consensus on common policies, criteria, and procedures. 152 As a result, the

European Commission based its merger practice on the general competition provisions

found in Articles 85 and 86. Article 85 prohibits agreements, decisions and concerted

practices which have as their object or effect the prevention, restriction or distortion of

competition within the common market. Article 86 forbids any abuse of a dominant

position within the common market, and like Article 86, applies in cases where trade

between Member States may be affected.

underlying anti-trust laws in )he United States, See Frerel, P.-rI., The Europeall Ullloll Regulalioll 011

"Colleell/ro/lollS" olld UllitedSlo/es MergerLaws, (1994) 2 Talane Journal of International and ComplIflltivc Law
143, at 144-145.

'" Trcoty Establlshlllg the Europeall Eeollomle Commulllty, 25 Match 1957, 298 UNTS II Olercinaflcr Trealy of
Rome].

152 Sec Schwartz, E., Polllies as Usaal: The His/ory of Europeall Merger COll/roi, (1993) 18 Yale Journal of
International Law 607, at 613.
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• 1. Phillip MOrriS
ll3

- Although the case did not involve airline mergers, it is

significant for its interpretation of Article 85(1). It concemed an arrangement whereby

Phillip Morris acquired a minority interest in a competitor, Rothmans International. The

European Court of Justice (BCJ) concluded that insofar as the acquisition of a minority

interest served as an instrument for influencing the commercial conduct of the companies

in question, with the result that competition was restricted or distorted, Article 85(1) was

applicable. However, it is not c1ear whether Article 85 applies to a total takeover or

merger, as the Court's reference to the "conduct of the companies in question" seemed to

imply that the corporations must stay separate entities for the Article to apply. Also, the

Article seems to ignore the possibility of corporate restructurings, as it oruy allows

exemptions from its application for a limited duration, and deems ail such transactions

void under Article 85(2) if such exemptions are not granted. ll4

2. Continental Can1ll
- As for Article 86, in a case concerning the acquisition by one

.--'"
company of a controlling interest in a competitor, the ECJ established that it was an abuse

of a dominant position to seek to strengthen that position by means of a concentration,

thus falling within the scope of Article 86 in certain circumstances. However, it also

found that those circumstances are oruy Iikely to exist where an undertaking already in a
'-,

dominant position "strengthens that dominant position so that the degree of control

achieved substantially obstruciScompetition, i.e. so that the oruy undertakings left in the

1" Cases 142 and 156/84,BATand Reynolds v. Commission, (1988) 4 CMLR 24.

'" Sec Bnlfour, J.,Air/ine mergers and acquisitions: what conlrols does BEC law provide?, (1990) XV-5/6 Air Law
237, ot 239.

'" Cose 6n2,Enropemba//oge Corpn and ColI/inental Can Inc. v. Commission, (1973) CMLR 199.
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• market are those which are dependent on the dominant undertaking with regard to their

market behaviour. Although the application of Article 86 is clearer, this interpretation

means that it cannot apply unless the investing company already has a dominant position in

the relevant market.

3. British AinvaysIBritish Caledonian Mergerl56
- Despite the inadequacies of these

two Articles, the Commission succeeded in applying them to an airline merger, albeit a

national one. Although a formai decision was never taken, the Commission managed to

extract certain undertakings from British Airways in connection with its takeover of

British Caledonian. Under the agreement, British Airways agreed to refrain from applying

for licenses for certain routes, to Iimit its share of slots at Gatwick airport, and to certain

other measures which facilitated the operations of competing airlines. Although the

Commission never publicly released the legal basis of any action it might have taken had

such an agreement not been reached, it could only have had recourse to Articles 85 and

86.

Given the lack of clarity in the ECJ's previous interpretations of these two

Articles, as to their applicability to total takeovers, British Airways may have been

successful in arguing that they were inapplicable to its proposaI. However, as it wanted to

complete the transaction as quickly as possible, the concessions it was forced to give up

seemed minor compared to the time, effort and cost it would have had to expend to fight

the Commission.157

." No decision was made. They reaehed a negotiated agreement with the Commission and the lDkeovcr procecded in
1987.

157 See Balfour, J., supra note 154, at240.
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3.3.2.2 The Merger Control Regulation158

The questions regarding the applicability and scope of Articles 85 and 86 were

largely rendered moot by the coming into force of the Merger Control Regulation on 21

September 1990, which established a clear 1egal basis under which the Commission could

intervene in respect of concentrations. The regulation provides that concentrations within

its scope must be notified to the Commission,159 which will appraise them for their

compatibility with the common market. 160 Concentrations already implemented, but found

to be incompatible, may be set aside or be permitted to proceed only if modified.161 The

regulation gives the Commission wide powers of investigation,162 along with a power to

impose significant fines for failure to notifY or to supply correct information, and for

implementation of a concentration incompatible with the common market. 163

Concentrations within the scope of the regulation are subject to exclusive control of the

Commission, although il may refer concentrations which may threaten a national market to

Member States' conîpetition authorities. 164

Concentrations are defined so as to include both total mergers and acquisitions of

corporations under which rights, contracts or other means "confer the possibility of

"a Council Regulation 4064/89, 011 the cOlltrol of cOllcelllro/iolls betweell ulldertokillgs, of 21 December 1989,
(1990)0.J. L257/14 [corrccted lexl].

l" Article 4; The proccdural rules were further c1arified by the Comnùssion, Sec EC Comnùssion, Commissioll
Regulation 011 the notifications, lime limits alld hearings provided for in Council Regulah"on 4064189 on tlte
cOll/roi ofcOllcell/rotiolls betweell ullder/okillgs, (1995) 4 CMLR 190.

'60 Article 2.

161 Article 8.

16' Articles 11.13.

'" Articles 14·15.

'" Article 9; For a general unalysis of the regulation, Sec Jones, C., & Gonzàlez-Diaz, E., The EEC Merger
Regulation (London: Swcol & Maxwell, 1992).
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exercising decisive influence" on the other undertaking,16S but exclude joint ventures

between undertakings which remain independent, and which are co-operative in nature. 166

The regulation only applies to concentrations "with a Community dimension", which is

found ifthe concentration satisfies three tests, namely:

(1) the aggregate worid-wide turnover of ail the undertakings
concerned must be more than 5 billion ECU; and

(2) the aggregate Community-wide turnover of each of at least two of
the undertakings must be more than 250 million ECU; and

(3) aIl of the undertakings concerned must not achieve more than two­
thirds of their aggregate Community-wide turnover within one and the
same Member State. 167

The first criterion means that only concentrations involving at least one major

undertaking (airline) will be covered, to meet the required combined turnover. 168 The

second also narrows the regulation's applicability by requiring that each of the

participating undertakings have a turnover level rarely reached by airlines other than

national airlines. The third criterion does the same by applying only to concentrations

which have a substantial effect on Community trade and not over those whose effects are

primarily focused on the respective national market. As the regulation defines "services"

as services provided to undertakings or consumers in the Community or Member States,

as the case may be, and as almost ail routes flown by airiines either begin or end in their

home State, mos! airlines are likely to achieve at least half of their turnover in their home

." Article 3(3)-(4); The Commission later clarificd Ule notion of "concentration", Sec EC Commission, Commissioll
NOliee of31 Deeember 1994 ail Ihe 1l0tiOll ofa eolleelllratioll ullder Ihe Merger Colllroi (Alllitrust) Regulalioll
1989, (1995) 4 CMLR 235.

•66 Article 3(2).

161 Article 1.

168 For a clarification of"undertakïng", Sec EC Commission, Commissiollllollee of31 December 1994 olllhe 1l0tiOll

ofulldertakillgs eOlleemed ullder Ihe Merger Colllroi (AllIilrust) Regulotioll 1989, (1995) 4 CMLR 247.
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State,169 thus taking any concentrations they may be involved in out of the regulation's

scope. 170

If a concentration falls within the scope of the regulation, it can only be prevented

or modified if it is incompatible with the common market. A concentration is incompatible

with the common market if it "creates or strengthens a dominant position as a result of

which effective competition would be significantly impeded in the common market or in a

substantial part of it". 171 Although the concept of "dominant position" is a carry-over

!Tom Article 86, thus implying a parallel interpretation, under the regulation the

Commission is required to take into account a series of criteria in its analysis. They

include: the need to preserve and develop effective competition within the market, the

market power of the undertakings in question, barriers to entry, and any possible effects

on suppliers and consumers. At the same time, the Commission is to make its appraisal in

light of the goal of strengthening the Community's economic and social cohesion.

However, a concentration is presumed to be compatible with the common market where

the market share of the undertakings in question does not exceed 25% of the common

market or a substantial part of it. 172

169 111e definition of services also lcaves open the question whether the sale of tickets in the Member Slale falls
wiUtin ils scape. If it docs, the sale of a ticket for lravel between the home Slate and a destination outside the
Community (for example, a London-Miami ticket bought in London) would be counted in the nirIine's turnover
both wiUtin the Community and the Member Slale. This would not nsunlly be a problem because the regulation
will not apply only in cases where cach of the undcrtakings achieves more than two-tltirds of its Community-wide
turnover wilhin the sorne Member Slnte, Sec Balfour, J., supra note 154, at 242.

170 111e Conunissioa furlher clnrified the scope and cnlcnlation of "turnover", See EC Conunission, Commission
Ilalice of31 December 1994 on Ihe ca/cu/alian oftumaver under /heMergerColllro/ (AIl/ilrus/) Regu/alioll 1989,
(195)4 CMLR262.

171 Article 2(1).

172 Il should aise be noted lhnt "dominance" for the purpeses of an Article 86 annlysis mnst be shOWll to exist in a
particnlar market, necessilnting the identification of the praduct market and the geographical market, Sec Balfour,
J., supra note 154, at 243-245; Also Sec Rodger, B.J., Morkel flllegralion and Ihe Deve/opmenl of European
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Joint ventures are classified as either "concentrative" or "co-operative", with

important procedural consequences flowing from this classification. Concentrations are

found where there is a lasting structural change in the nature of competition. Co-

operative joint ventures are ones where there is no such lasting change, but are mere1y

agreements between the parties to co-ordinate their competitive behaviour. The Merger

Control Regulation is applicable to concentrative joint ventures but not to co-operative

joint ventures, which remain subject to Articles 85 and 86. However, concentrative joint

ventures which do not have the necessary "Community dimension" do not fall within the

scope of the Merger Control Regulation, but are subject to national merger controls. 173

The creation of a joint venture which functions as a separate entity for a lasting

period, without the co-ordination of competitive behaviour between the undertakings
"

involved, or between them and the joint venture, does faU within the scope of the

regulation. 174 In a recent clarification on the distincti0!l, the Commission indicated that the

continued presence of the participating corporations in markets upstream or downstream

Competition Policy ta Meet Nrnv Demands: A study ofthe Control ofOligopolistic Markets and the Concept ofa
Collective Dominant Position Under Article 86 ofthe EC Treaty, (1994) 2 Legal Issues of Europcnn Inlegralion l,
and Fine, F.L., The Substantive Test of the EEC Merger Control Regulation: The First Two Years, (1993) 61
Antilrust Law Journal 699,

173 Sec Ruppclt, H.-J., National Merger Controlfor International Airlines, in Dagloglou, P.D., Montag, F. & Balfour,
J.M (cds.), European Air Law Association Volume 4: Third Annual Conference, (Procccdings of a Europcnn Air
Law Association Conference, held on 15 Novcrnbcr 1991, in Berlin), (Deventer: Kluwer, 1992), al 43, and Ellund,
W., The Merger Control Regulation and Ils EJJect on National Merger Contrais and the Residual Application of
Articles 85 and 86, in Dagtoglou, P.D. & Sournes, T (cds.), Eurol?Can Air Law Association: AirHne Mergers and
Cooocration, (procccdings of a Europcnn Air Law Association Conference, held on 27 July 1990, in London),
(Deventer: Kluwer, 199/), at 49; Alsa, Sec Alford, R.P., Subsidiarity and Competition: Decentralized Enforcement
ofEU Competition Laws, (1994) 27 Cornell Inlcmntiona1 Law Journal 271.

174 See Soames. T., Joint Ventures and Cooperation Agreements in the Air Transport Sec/or, in Dagtoglou. P.D. &
Sournes, T., (cds.), Ibid., at 71.
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from those where the joint venture is to operate will no longer necessarily be perceived as

implying that the joint venture is not a concentrative one but a co-operative one. 175

It should also be kept in mind that European Union competition laws also have

extra-territorial effects, stemming from the ECJ's decisions in the Wood Pulp Case176 and

the Ahmed Saeed Case. 177 Given the fact the merger laws in the United States also have

extra-territorial effects, the European Union and the United States attempted to co-

ordinate their anti-trust enforcement policies by entering into the 1991 United States-

European Union Agreement on the Application oftheir Competition Laws. 178

3.3.2.3 The Residual Effect of Articles 85 and 86

The implementation of the Merger Control Regulation has modified the effect of

Articles 85 and 86. Through its revocation of the regulation which was adopted in 1987,

which implemented Articles 85 and 86 in relation to international air transport between

175 Sec EC ConunissioD, Commission notice of31 December 1994 on the distinction between concentrative and co­
operativejoint vell/ures under the Merger Control (Antitrust) Regulation 1989, (1995) 4 CMLR 227; However, co­
operative joint ventures relnting to air transport arc still subject to the procedural ftÙes of Regulation 3475/87,
(1987) O.J. 374/1, and of Regulation 17/62, (1959-62) 0.1. Spec. Ed. 87; For activities anciIlary to air transport,
See Adkins, B., Air Transport and E.C. Competition Law (London: Sweet & Maxwell 1994), at 44-62.

176 Joined Cases 89, 104, 114, 116, 117, 125-129/85,AJllstrom Osakeyhtio et al. v. the Commission, (1988)4 CMLR
90 l, where the Court held !hat regardless of the place of formation of anti-competitive agreements and regardiess
of the participants' citizenship, if the agreements are to he implemented and their effects feIt within the
Community, Article 85 of the Treaty ofRome applied, notwithstanding the fact !hat none of the appellants were
Community citizens. _ '.

ln ~- . ,
Case 66/86, Ahmed Saeed Flugreisen et al. v. Zentrale znr Bekampj,;;:g .unlauteren Wettbewerbs e. v., (1990) 4

CMLR 102, where the Court found !hat notwithstanding the absence of implementing legislation, Artiele 86
applied to the entire air transport seetor, ineluding extra-Community air trnnsport.

178 (1991) 4 CMLR 823; Followingajudgement of the ECJ, Case C-327/91, (1994) 5 CMLR 517, in whieh it held
.tbnt the Conunission was not competent to conelude the Agreement, the Couneil and the Conunission approved an
nmended Agreement by Decision 95/145/EC/ECSC of 10 April 1995, See Amendments to the Agreement, (1995) 4
CMLR 677; Also, Sec Barbot, LA, Tracing die Extraterritorial Application and Enforcement ofEuropean Union
Competition Policy Conceming Transnational Mergers, (1994) 2 Tulane Journal of International & Comparative
Law 253.
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Member States,179 Article 85(1) ceased to be directly effective in respect of

concentrations, both genera!ly and in the air transport sector. However, as per the ECJ's

ruling in the Ahmed Saeed case, Article 86 is directly effective and does not require the

adoption of implementing legislation to be enforceable in national courts. As a result,

third parties or the unwilling targets in a hostile takeover could rely on Article 86 to obtain

injunctive relief to prevent the acquisition from proceeding. Furthermore, even if an

acquisition has taken place, Article 86's absolute prohibition of abuses of a dominant

position, with no possibility of an exemption, means that a national court could order a

divestment. 180 However, the Commission has indicated that it will not itself invoke Article

86 against concentrations.18l

3.3.2.4 Merger Cases Since the Regulation

•

As, we have seen, the structure and wording of the Merger Control Regulation

raises certain issues which have been examined in several decisions since its

implementation. Since the Regulation is fairly new, each of the cases decided by the

Commission has considered severa! of the issues raised by it. Therefore, the following

review will examine these decisions on an issue by issue basis, rather than on a case by

case basis.

179 Council Regulation 3975/87, (1987) O.J. L37411.

180 Sec Levit!, M., Article 88, the Merger Control Regulatiotl atld the Etlglish Courts: British Alrways/Datl-Air,
(1993) 2 ECLR 73.

181 EC Commission, Accompanyitlg Stolemetlts etltend itl the Mitlutes ofthe E.C. Coutlcil, (1990) 4 CMLR 314; Sir
Leon Brittan indicated !hat the Commission will oruy use this residual power in cases where there is a cleur case of
dominance, which cannot he dealt with by national compotition uuthorities; For u gcnerul discussion of the residual
effect ofArticles 85 und 86, Sec Ellund, W, supra note 173.
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• 1. Community Dimension - In Delta Air LinesIPan Am,182 a case concerning

Delta's purchase of Pan Am's routes into London and its hub in Frankfurt, the

Commission considered three possible tests for determining whether an undertaking had

the necessary Community turnover to fall within the scope of the Regulation. The three

possibilities were:

(1) attributing revenues from transatlantic fares to the country of
destination, which is to be treated as the final destination point outside the
home country of the airiine (thus, revenues from a New York/Paris/New
York flight by a U.S. carrier would be allocated to France); or

(2) the cross-border nature of the services provided would be taken
into account and so revenues would be divided 50:50 between the country
of origin and the final destination; or

(3) revenues would be attributed to the Member State in which the
ticket sale took place.

As the transaction surpassed the 250 million ECU threshold under allthree tests, the

Commission left the question open.

In Air France/Sabena, 183 the same result was reached by either test, but although

the Commission left the question open again, it expressed a preference for the second test.

However, this preference was not reiterated in British Airways/TAT, 184 where the

Commission considered all three possibilities again, without preferring any one as all three

methods came to the same result.

182 Case IVIM.l3D, Decision of 13 Seplember 1991.

183 Case IVIM.157, Decision of5 October 1992.

184 Case IVIM.259, Decision of27 November 1992; TAT is an examp1e ofa foreign franchise air1ine, which sba11 he
canvassed in the following chapter.
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• 2. Concentrative and Co-operative Joint Ventures - In Air Frallce/Sabella, the

".;:.-:::~';)
~;;"

Commission found that Air France's minority acquisition of 37.58% of Sabena's voting

stock constituted a concentrative joint venture. Although Air France only held a minority

stake and could nominate five of the fourteen members of the board of directors, joint

control was found on the basis of the fact that ail major decisions relating to the

company's operation had to be approved by a super majority (75%) of the shareholders.

In têrms of co-ordination of competitive behaviour between the parties and the

joint venture, the Commission found that the creation of a new joint venture entity was

illusory in this case, as the Belgian State which he1d the majority stake in Sabena could not

be considered an actual or potential competitor as the only air transport activities it

participated in were carried out by Sabena. Notwithstanding the fact that the Commission

found that Air France had the means at its disposal to control the joint venture, it

concluded that this would not compromise the powers of the Belgian State to control

Sabena jointly with Air France.

In British Airways/TAT, although British Airways acquired a minority shareholding

of 49.9% in TATEA, the Commission found that TAT EA was jointly controlled by

British Airways and TAT SA. Again, this finding was based on the Commission's view

that British Airways' degree of control was atypical of a minority shareholder.

Specifically, the Commission pointed to the following: British Airways could nominate

four members of the nine member board of directors, major decisions required the

approval of at least one TAT and one British Airways director, and TAT ENs business

plan for the following three years had been agreed in advance between BA and TAT SA.
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• In terms of co-ordination of competitive behaviour between the parties and the

joint venture, the Commission found that TAT ENs operations were distinct from those

ofTAT SA's and British Airways'. It concluded that TAT SA had withdrawn from the

markets where TAT EA was to be active, by transferring its operations to TAT EA. In

regards to British Airways, it found that a1though both British Airways and TAT EA

provided repair and maintenance services, they were directed at different product and

geographical markets. Finally, in light of the fact that the main reason for the link-up with

British Airways was to give TAT EA access to the resources and networks of a large

international airline, the Commission concluded that British Airways would have a

substantial and growing influence over TAT EA. As a result, the acquisition by BA of

joint control of TAT EA did not have as its object the co-ordination of the competitive

behaviour ofan independent undertaking.

3. Compatibility With the Common Market/Abuse of a Dominant Position - In

Delta Airlines/Pan Am, the Commission considered market shares in both the narrow

market definition of single routes, comprising a distinct market, and the wider market

definition, comprising a bundle of routes. By both measures, the combined market share

fell at or below the 25% threshold of market share. AIthough the transaction would leave

Delta having the largest share of the wider market, the strong market presence of

American Airlines, BA and TWA (at 10%), and Lufthansa, Un.ited Airlines, Air France

and KLM (at 4-7%), would ensure that the concentration would not result in the creation

or strengthening of a dominant position.
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• In British AinvayslTAT, although BA held between 28% of the total slots at

Gatwick airport and 38% of those at Heathrow, and was the only airline able to operate

from both these airports, the Commission concluded that the concentration would not

result in the creation or strengthening of a dominant position. This conclusion was based

on ils finding that a certain degree of competition would remain in the market, in Iight of

the presence of Air France and other existing or future competitors, which were expected

to enter the market after the full liberalization of the Union's air transport policy and

market. In order to ensure the availability of slots for these potential new entrants, the

Commission extracted undertakings from the parties involved to make slots available at
"\

'\
Gatwick.

In Air France/Sabella, the Commission found that the concentration would result

in a total monopoly on the three European routes in question: Brussels-Lyon, Brussels-

Nice and Brussels-Paris. In Iight of the fact that even the Union's liberalization process

was oruy likely to increase competition in the long term, the Commission obtained

undertakings from both parties and the Belgian and French govemments. These

undertakings included: on inter-Union routes - withdrawal by one of the parties from sorne

routes in favour of competing carriers, promises not to increase frequencies, and

interiining agreements with new entrants; on extra-Union routes - multidesignation on

sorne routes in favour of competing national airlines, and promises to favour new entrants

for new route rights and slots; and generally - time and number limitations on the slots at

Zaventem airport. 18S

'85 For a more detailed examination ofthese cases, SeeAdkins, B., supra nole 175, al 116-130; For an examinalion of
the trends in the Commission's appr~ach la assessing impedimenta la competition, See Downes, TA &
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• 3.3.3 Comparison of the Two Merger Control Approaches

In comparing the approach of the European Union towards mergers in the air

transport sector to that of the United States, it must be kept in mind that the two

international entities are at different stages of historical, political and economic

development. This fact had and will continue to have a profound effect on the

development and structure of their respective airline industries. The United States' size,

unified market, long-term prosperity and tradition of private ownership have allowed its

carriers to develop into sorne of the largest and most competitive in the world. In

addition, its industry underwent the process of consolidation much sooner than its

European counter-part. Thus, its focus in merger matters has been on protecting

competition and keeping foreign participants out of its market.

Although the European Union shares these concerns, it must try to deal with them

at the same time that it is trying to integrate its disparate national industries, which have a

long history of public ownership and protectionist policies. Given the fact that the

Commission has not opposed any airline mergers to date, and has obtained undertakings in

the cases where competition concerns have arisen, it should be viewed as a de facto

manager and promoter of airline mergers, as it necessarily must be if the Union's airline

industry is to compete. It will be interesting to watch how its approach changes when it is

MncDougnll, D.S, Sigllificalllly /mpedillg Effective Campetitioll: SlIbstalltive Appraisa/ Ullder the Merger
Regulntion, (June 1994) European Law Review 286; For n summnry of the developments in EU Competition
regulntion in 1994, Sec Art, J.-Y. & Van Liedekerke, Deve/opmellls ill EC Competitioll Law ill /994 - Ail
Overvi<~Y, (1995) 32 CMLR 921; For an CKnminntion of the use ofundertakingslsettlements in European Union air
trunsport and their companson to settlements in the United States, Sec Bergmnno, H., Selt/emellts ill EC Merger
COlltro/ Proceedillgs: A SI/mmary ofEC Ellforcemem Practice alld a Comparisoll with die Ullited States, (1993)
62 Antitrust Law Journal 47, nt 79·83.
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faced with more merger proposais involving truly foreign airlines, as they are surely to

follow this stage of the industry' s re-alignrnent. 186

186 For a comparison of the approaches to competition policy in Ute United States and the European Union, Sec
StoeppelwcrUt, A.M., Bearding the Gianls: The Inlersecliall alDeregu/alian and Campelillall Pa/icy in Ihe Ulliled
Siaies alld Europe, (1994) 2 Lcgallssue; ofEuropean Integration 27.
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4. AIRLINE FRANCHISES

By this point in the thesis, it should be obvious to the reader that the development

of the international airline industry has been somewhat particular. The restrictions on

globalization, inherent in the bilateral system built on the framework of the Chicago

Convention, the resulting national restrictions on ownerslüp and control, and the

restrictions on cabotage,'87 have resulted in an industry structure which does not resemble

the norms established for most international industries. Even mergers and takeovers,

which in any other industry simply result in the creation of one corporate entity, are

complicated by the over-riding national ownership and control criteria.

As a resu1t, it is presently impossible to talk about true mergers and takeovers in

the international airline industry. As we have seen in the previous discussion, even

mergers within the European Union, which has as its goal the integration of its internal

aviation market, have never taken the form of majority foreign control. The process is

somewhat akin to a conjuring act. The merging airlines try to integrate as much as

possible, while striving to create and maintain the illusion of distinctness as t9 ownership

and control, while the national regulatory bodies spend considerable time and energy

trying to pierce this veil of illusion, where it exists, and conjuring it up where it doesn't.

Overall, the resulting entity exhibits a schizophrenie personality. 1ts character and

behaviour runs a continuum between full integration and slight association.

187 Sec 2. RESTRICTIONS ON GLOBALIZATION, al 9-33.
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In Many ways, airline franchises function as the only true merged entities in the

international aviation sector. They are essentialiy subsidiary corporate entities, either

wholly or partially owned by larger airlines, which offer a product substantially similar to

the parent airline, often using its airline designator code and part of its fleet. 188 With

respect to the nationality of ownership, franchises can either be of a national or

international character. National franchises are a very common phenomenon in MOSt

mature aviation markets,· meaning those that have at least undergone a semblance of

deregulation. The franchising of regional carriers has played a vital role in the

consolidation of the national markets in the United States and the European Union. The

major carriers' need for size and scope,I89 and the development of the hub-and-spoke

system, 190 computer reservation systems191 and frequent flyer programsl92 have effectively

created a convergence of interests towards integration, both for the major and regional

carriers.

4.1 NATIONAL FRANCHISING

Airlines now functioning as franchises were previously independent regional

carriers, servicing markets which were usually unprofitable for the major carriers to serve.

The abovementioned developments in the industry as a whole made it imperative that

major carriers funnel as much regional traffic as possible into their service networks, while

188 See Haanappel, P.P.C., supra note 9.

1" Sec 3.1.1 The Airlines' Need for Sizc and Stope, at 36.

'90 See 3.1.2 Tbe Huh-and-Spoke System, at 37.

191 Sec 3.1.3 Computer Reservation Systems (CRS), at 37.

192 Sec 3.1.4 Frequent Flyer Programs, at 38.
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• the regional carriers' limited resources made it difficult for them to grow internally.193 In

order to address these concerns, the concept of franclùsing, familiar in the fast food

industry, was introduced in the aviation industry in the early eighties in the United States

and has since become a buzzword in European aviation. 194

As an example, CityFlyer Express was founded in 1991 from the remnants of Air

Europe. Flying out of Gatwick airport, it was originally just a marketing ally of British

Airways, carrying approximately 250,000 passengers per year. In 1993, it became British

Airways first franchi~e partner. Although it remains a private company, distinct from BA,
'.,.

it has traded in its old livery and commercial independence for BA's flight codes, CRS,

sales promotion and frequent flyer programs, wlùch have helped it to more than double its

riderslùp. In return, it feeds British Airways' international network with passengers from

destinations such as Jersey, wlùch because of the its cost base BA could not afford to

serve.

In addition, BA earns extra revenues from services such as ground handling and

from franclùse fees paid by CityFlyer,195 wlùle being able to consolidate its dominant

position in the market. 196 The positive outcome ofthis first foray into the franclùse market

convinced BA to pursue an aggressive franclùsing strategy throughout its home market.

.'0., Sec 3.2 MERGER AS THE OPTIMAL SOLUTION, at39.

'" hl 1994, it was cstimated that35% orthe American air1ine induslJy operated undcr franclùse, Sec Clayton, N.,
Loganoir buyout hils trouble, Sunday Times, Business (10 Joly 1994).

'" \n 1995, BA was cxpccted to carn L30 nùllion from the "reed trafIic" genemted by ils fronolùsed Carriers, Sec
Keenan, S., BA's Ir/sh breakthrough, The Times, Features (20 July 1995).

'96 Sec Harrison, M., Franchise Plan to tighten BA 's gr/p, The \ndependent, Business & City Page (21 Joly 1993), at
25.
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• By 1995, it had six franchise air1ines flying from or within the U.K. in BA colours. 197

Their franchise fees contributed ;1;20 million to its coffers, and added 54 airports to its

network. 198

4.1.1 Impact on Competition

Most of the criticism of the concept of airline franchising in national markets has

centered on the possible anti-competitive aspects of such schemes. 199 Opponents of the

consolidation of the industry see franchising as a nefarious tactic by which fledgling

air1ines are swallowed up by the dominant players in the market, while being forced to pay

for such a fate through royalties. However, given the prohibitive costs of internally

optimizing regional carrier returns200 and the robust post-franchising performance of

airlines such as CityFlyer, it is probably more correct to view the ability to enter such an

arrangement as a privilege rather than a curse.

Franchising is a two-way street and should be perceived as an element of the

industry's burgeoning trend towards outsourcing. Instead of protecting its market share

by entering the regional carrier's market and engaging in predatory pricing, thereby

destroying or severely weakening the regional carrier and gaining a market which it cannot

profitably or adequately serve, the franchiser airline piggy-backs on the regional carrier's

twin competitive advantages, nanlely its size and its intimate knowledge of the niche

197 Logannir, Manx Europe, GB Airways, Brymon Airways, CityFlycr Express and Macrsk Air (whieh is olso 0

foreign franchise, which shall he canvossed in the next section), Sec Kecnan, S., supra note 195.

10' Ibid.

199 Sec Ranison, M, supra note 196.

200 Sec 3.2 MERGER AS THE OPTIMAL SOLUTION, at 39.
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market it serves. In return, the franchisee airline coat-tails on the major carrier's twin

competitive advantages, namely its size and its scope.

4.2 INTERNATIONAL FRANCHISING

International or transborder franchising is a relatively new phenomenon, so far

Iimited to the European Union. The implementation of the Licensing Reguiation201 as part

of the Third Package of liberalization measures in January 1993, meant that the

Community's airlines could be owned and controlled by citizens of any Member State and

enjoyed the right of estabiishment202 throughout the Union. This change in regulation

enabled British Airways to purchase a 49.9% stake in TAT EA of France, and to establish

Deutsche BA in Germany, in which BA has a 49% stake with the remainder held by

subsidiaries ofGerman companies.203

International airline franchises share all of the advantages found with national

franchises. However, they are essentially created to access the respective domestic

markets and international routes from those markets, where permitted. As TAT EA and

Deutsche BA are now respectively c1assified as French and German carriers,

notwithstanding BA's holdings, they are allowed to perform domestic air services within

those two countries and international carriage within the Union. In addition, several non-

EU countries have waived the substantial national ownership and effective control

'01 Coullcil Regulation 2407/92, Sec supra note 70.

'" Grnnted under ehoptcr 2 of Ule Treary ofRome, Sec Bermann, G.A., Goebel, R.J., Dovey, W.J., & Fox, E.M.,
Cases nad Moleriols 00 European Communily Low (St. Poul: West, 1993), ot 542-583.

20' SeeBTCE Report, supra oole 51, ot256.
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• provisions with respect to Deutsche BA, thereby permitting it to exercise the route rights

granted to Gennany in agreements with Russia, Switzerland and Turkey?04

Other European carriers have started copying this foreign franchise concept, but in

varying fonns. Danish Maersk Air offers a franchised product in the U.K. on behalf of

BA, through a U.K. subsidiary. 1"he British Virgin Atlantic Airlines offers ils franchised

product through Cityjet, an Irish airline flying mostly on the Dublin-London route, and

South East European Airlines, a Greek airline flying the London-Athens route. However,

this franchising concept differs in that Virgin has not made a financial investment in these

airIines, Iimiting its involvementto marketing ?05

4.2.1 Franchises and National Ownership and Control Provisions

Notwithstanding the relative attractiveness of foreign airIine franchises, their

existence and structure is premised on the loosening of traditional substantial ownership

and control provisions found in national legislation and most bilateral agreements, and

restrictions on cabotage found in the Chicago Convention. Until now, such a loosening

has only occurred within the European Union, thus limiting the applicability of

international franchises to that region. Also, it should be kept in mind that

notwithstanding the fact that substantial ownership and effective control provisions in

bilateral agreements are permissive in nature, they are rarely waived as in the case of

Deutsche BA. Countries which are aviation powers are unlikely to take such a course of

'04 These waivers are possible because of the pennissive rather lIlao obligatory laoguage uscd in the bilalcral
ownership aod control clauses, Sec Haanappel, P.P.C., supra nolc 9, at 181, f.n. 4.

'os Seo Richardson, D., Foreigll Suitors woo Brallso"'s scorlet lady, 111e Independcnt, Business Travel Special
Report (27 April 1994), at 16.
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action without getting something very substantial in return, such as sorne form of an "open

skies" agreement or at least an increase in the route rights for their carriers.

This problem is exacerbated by the fact that under Community law, the franchised

airIines licensed in the Member States have the right to national treatment by those States,

thus are within their rights to request the granting of equal access to the third country

routes negotiated by the Member State. In the short term, it is expected that Member

States will refuse to grant access to those routes to the franchised airlines. In the long

term, third countries will have to concede the replacement of nationality clauses with

Community clauses in future bilateral agreements.206

206 Sec Weber, L., The Europeall Ulliall alld Ihe Chicago Callvelltioll of1994, (1994) 19-3 Air & Spacc Law 179, at
183.
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• 5. AIRLINE ALLIANCES

Alliances are the weakest, but most prevalent, form of corporate concentration in

the airline industry. In the case of mergers, the resulting single commercial unit offers

products and services which are distinct from the ones previously offered by the pre-

merger airlines. In the case of takeovers, the target airline undergoes a process of

assimilation whereby the combined entity usually ends up offering the products and

services of the dominant carrier. On the other hand, airline franchises and alliances result

in two or more corporate units co-operating to create a joint product. In the case of

franchises, the process usually, but not always, involves a sizable degree of equity

participation by the dominant carrier07 and a certain degree of loss of identity for the

franchisee airline. Although airline alliances may also involve equity participation by one

airline in another, they do not result in the subsumption of either of the participants'

identities, but rather in the co-operative creation of a joint product.

5.1 THE DRIVE TOWARDS ALLIANCE-BUILDING

As we have seen, although airline mergers, takeovers and franchises may lead to

the optimal structuring and utilization of the industry's assets, in practice, the regulatory

hurdles premised on nationality criteria have limited their applicability to airlines of the

same nationality.208 The motivation behind the creation of airline alliances is the same as

207 See 4.2 INTERNATIONAL FRANCIDSING, a180.

208 With the exception oftrans-border franchises within the European Union, Ibid.
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that found behind the trend towards mergers and takeovers within national, or in the case

of the EU, regional markets.209

Airlines have generally entered into alliances with foreign partners in order to

funnel traffic to their international and domestic f1ights with passengers entering their

home market from destinations which they do not themse1ves serve. This lack of service

to and from particular destinations is either due to the unprofitability of the routes in

question, bilateral constraints, or the restrictions on cabotage, which have a particularly

profound effect on the American market. In the case of the United States, the main

motivation for domestic airlines entering into alliances is the desire to feed their domestic

traffic to partner airlines which serve international markets they do not, wlùle the foreign

airlines seek to feed the international traffic they bring into the United States' gateway

cities to the American domestic destinations which they themselves cannot serve.. Thus,

alliance-building serves as a further method of increasing market access and optimizing

economies of scope and network density, in this case internationally.

5.2 CLASSIFICATION OF AIRLINE ALLIANCES

Airlines have a long history of co-operating with each other, mainly by way of

interlining.2lO However, airline alliances are a wider and deeper fOfIn of co-operation

involving ail or sorne of the following instruments: joint ventures, code-sharing

agreements, blocked space agreennnts, franchises, general sales agency agreements,

209 Sec 3.1 THE DRNE TOWARDS CONCENTRATION, at 35, and 3.2 MERGER AS THE OPTIMAL
. SOLUTION, at 39.

2" Under an inler1ine agreement, passengers are carried by one airline on behnlfof another. The carriers involved are
required to honoar tickets issued by other carriers involved in the agreement, but the identities of the carriers
rcmnin intact.
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• marketing agreements, joint frequent f1yer programs, joint ground handling, joint

purchasing and insurance, hub scheduling co-ordination, wet leasing, management

contracts, etc..211

Although ail airline alliances are entered into with the purpose of creating a joint

product, they differ in the degree of integration intended and in their geographic scope.

On the continuum of integration, "strategic" alliances represent the highest and widest

form of co-operation, as they are structured in a way so as to emulate a merger or

takeover.212 In terms of scope, "strategic" alliances are those whose various forms of

inter-airline co-operation cover the whole or major part of the route networks of the

participating carriers, thereby Iinking their respective service networks. In terms of the

degree of integration, "strategic" alliances are those whose participating carriers attempt

to offer a joint or seam1ess product to the consumer, almost a1ways involving the extensive

use of codesharing. The best examples of this are the NorthwestIKLM, USAirlBritish

Airways, and UnitedILufthansa alliances. 213

On the other hand, non-strategic alliances (basically ail other alliances) do not

attempt to cn"ilte a seam1ess product and have a narrower geographic scope. They may

211 The mast significant fanns of co-operation will he canvasscd in luler sections ofthi~èl;l1plcr.

212 Distinction suggested by Haanappcl, P.P.C., supra nole 9, at 183.

213 SAS and Lufthansa also announced the creation ofa ncw alliance combining routes, sales und uirport scrviC:<?s in
May, 1995. The propcsal still reqnires the approval of the Enropean Commission. NolwiUlslanding the.new
alliance, Lufthansa intends to maintain ils links withUnilcd, See SAS, Lufthansa jain forces 10 hecome Europe',
largest, Canadian Press Newswire (II May 1995); The "European Equity Alliance", involving Aastrian Airlines.
SAS and Swissair (forrncrly inelu/Jing Finnnir), and the "Global Excellence Alliance", involving Delw Air Lines,
Singapore Airlines and Swissair 'are other examples of "strategie" alliances. Howevcr, Uley diITc'f from the
abovementioned "strategie" alliances in that they involve three partncrs, small cross-<:<juity holdings, and lirnited
integration. The "Enropean Quality Alliance" though is snon to lose SAS as a partncr, given ils new alliance with
Lllfthansa, Sec 5.5.1.4 The Proposed LuflhansaiSAS Joint Venture, at 110.
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take the form of"regional" alliances which also involve codesharing between airlines, but

on a Iimited number of routes to and from a specific region. As an example, United

Airlines' alliance with Ansett Australia allows it to code-share on Ansett flights within

Australia and connect those flights with its own flights between Australia and the United

States.214 "Point-specific" alliances have an even narrower scope in that they only involve

code-sharing on flights between a limited number of cities. These types of alliances

usually involve one airline purchasing blocks of seats on another airIine's flights and

reselling them as its own?IS

The last major characteristic which distinguishes between different forms of

alliances is the presence or absence of equity participation by alliance participants in the

equity of their partners. Although minority equity participation cannot be considered a

conditio sine qua non for the strategic nature of an alliance, it is often an indication of the

strength and duration of the commitment towards integration, thus an important element

in c1assifying an alliance as "strategic".216 The NorthwestlKLM and USAir/BA alliances

iIlustrate this point. Both cases were examined in the merger section of this thesis because

both KLM and BA wished to in effect merge with Northwest and USAir respectively,

which required the acquisition of a large portion of the two Amedcan airlines' equity.

However, as they were blocked from doing so to the extent they wished, their "strategic"

214 Other ~xnmples or ''regional'' allinnces arc (os or Dcc. 31, 1994): AmeriennlBritish Midlnnd, AmerlennlGulf Air,
Continental/Alilnlin, UniledIBritish Midlnnd, nnd Uniled!Nationai Airlines Chile, Sec GAO Al/iance Report, supra
Ilote 4, Appendix n, nt 66.

'" Rercrrcd ta os n bloekcd-space agreement. For examples or"point-specifie" allinnees, See Ibid.

2" Sec Hnnnappel, P.P.C., supra note 9, at 184.
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• alliances became attempts at creating de facto merged airlines, with their respective equity

participations playing both a symbolic and a functional role.

Their large investments symbolized their commitment to the alliance, thereby

strengthening both the investor and invested-in airline's confidence to implement

expensive, extensive and long-term restructuring, while at the same time serving as a

source of finance for those adjustments. Although minority equity participation is not

required for an alliance to be classified as a "strategie" alliance, nor is it a guarantee of

success, it is nevertheless an important element in assessing the strength and scope of an

alliance.

5.3 METHOOS OF INTEGRATION

5.3.1 Codesharing

Codesharing is by far the most important method of accessing unserved or under-

served foreign destinations. Tt is the affixing of one airline's designator code on the flights

ofanother airline, on the basis of a mutual agreement.217 Since consumers prefer to book

connecting flights on the same airline,218 codesharing is used to show connecting flights as

occurring on one airIine, in order to have them listed as "on-line" (same airline) rather than

"interline" (two airlines) on CRS. In addition, airlines prefer to have their connecting

217 There seems to be sorne disagreement on the praper deflnition ofeodesharing. This is the deflnition giveIl by Ute
U.S. DOr, Sec Hannappel, P.P.C., supra note 9, atl84, GAO Alliance Report, supra note 4, at 13, and Gellman
Reseoreh Assoeiales, A Study of Intemational Code SlJaring, (Report preparad for the Office of Aviation und
International Economies, Office of the Seerelllry ofTransportation, DOT) (December 1994), nt 61hereinnficr GRA
CodeslJaring Report].

218 Studies have shown !hat Uûs preference is premised on the belief that same carrier connections involv. shorll'r
distances between tenninnl gales making trnnsfers casier, and are less likely to result in lostlugg.age, Sec Carlton,
D.W., Landes, W.M., & Posner, RA, Benejits and Casts ofAir/ine Mergers: A Case Siudy, (Spring 1990) BeU
Journal ofEconomies, at 68.
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• flights Iisted as "on-Iine" because sorne CRS list such llights ahead of "interline" Ilights

and travel agents tend to book customers on llights listed higher on the CRS screen.219

However, as we shall see later, this on-line preference is disappearing from computer

reservation systems in favour ofelapsed travel time.

5.3.1.1 Forms and Advantages of Codesharing

Both airline alliances and franchises make extensive use of codesharing. In

franchising there is only one form of codesharing, with the franchisee airline simply using

the franchiser's designotor code. In an alliance, the participating airlines will take

advantage of the fact that there are several ways of listing a llight in order to assign an

alliance partner's designator code to their llights in addition to their own. For example, a

flight may be listed as llight XX/YY 123, with a single flight number and airline XX

usually operating the flight. The flight may also be listed twice, using different designator

codes but the same llight number, as in XX 123 and YY 123, without making it clear as to

who is actually operating the llight. In addition, the llight may also he listed twice but

with slightly different flight numbers, as in XX 123 and YY 4123, with airline XX most

often doing the actual flying.220

Codesharing can also he characterized by the type of llight operations to which it is

applied. Specifically, it may he used on gateway-to-gateway operations or on behind-

gateway operations that connect at the gateways. Gateway-to-gateway operations

connect principal origin and destination cities for international travelers. Codesharing on

"9 Sec Boudrcaux, D.J. & Ellig, J., supra noie 103.

22' Exnmplcs providcd by HaalUlppcl, P.P.C., supra note 9, u1187.
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• these flights allows the participating airlines to show a greater frequency of f1ights to these

destinations than they actually operate, thereby increasing the perceived market service on

those particular routes.

An even greater advantage to airlines cornes from codesharing on behind-gateway

operations, as codesharing on these flights allows them to appear to adequately serve

markets which they themselves do not serve at ail or serve infrequently. As an example,

Northwest's alliance with KLM allows it to Iist KLM flights beyond Amsterdam as its

own, thereby allowing it to market services to over 30 cities in Europe and the Middle

East, when it actually flies to only 4 cities in those regions.221 A somewhat sirnilar

example, but one which deals with behind-gateway cabotage service, is provided by

British Airways arrangement with USAir. Under their alliance, British Airways is allowed

to market service to 52 cities within the United States beyond its approved American

gateways, to which it actually does not f1y.222

5.3.1.2 Issues Raised by Codesharing

A. Underlying Route Rights

Aside from these commercial considerations, the development of codesharing on

international flights was in many ways an attempt to overcome the regulatory hurdles on

foreign participation in national aviation markt'ts (both domestic and international) based

on national legislation, bilateral air transport agreements and restrictions on cabotage.223

'" SC'C GAO AlliaI/CC Repart, supra note 4, ot 15.

'" l!lli!.. ot 18.

223 Sec 2. RESTRICTIONS ON GLOBALIZATlON, ot9-33.
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• As national governments were averse to granting further route rights to foreign airlines,

particularly in regards to fifth freedom rights and cabotage within the United States,

airlines wanting to increase their penetmion of those markets resorted to codesharing,

which most national regulatory bodies saw as less threatening.

Codesharing first appeared on international markets in 1985. At the time, the

DOT stated that it would permit the practice in U.S. international markets without

approval proceedings as long as the international carrier had underlying route rights for

the cities involved. Under this policy, American and Qantas started codesharing on

American's trans-continental flights, as Qantas already had route rights to the major cast

coast gateways involved. This policy changed in late 1987 when United Airlines and BA

proposed codesharing on United f1ights in the Chicago-Seattle market, as an extension of

BA's London-Chicago service. The DOT informed United that it would need

authorization for the proposed codesharing, despite the fact that BA already held the

rights to the London-Chicago-Seattle route.

A1though the DOT eventually granted an exemption to United, it announced that

ail subsequent codesharing agreements would require DOT approval, which would not be

granted unless the agreement passed a "public interest" test. The "public interest" test

was based on the extent to which the proposai was covered by the United States' biluteral

agreements, the extent to which the foreign country granted :eciprocal rights to U.S.

airlines, and the perceived benefits to the U.S..224

214 D.D.T. Order No. 88-3-38, Sec lfudrovic, C., Air/ille G/obo/izulion: A Conodion PerspectIve, (1990) 19
TnulSJlOl1ation L:1w Journal 193, at 197-198.

90



• Codesharing became an issue in bilateral negotiations in 1991, when the V.S. and

U.K. were renegotiating certain aspects of the Bermuda II agreement, specifically the

succession of other American carriers to the route rights held by PAN AM and TWA to

Heathrow. In exchange for al10wing American and Vnited access to Heathrow, the British

gained the right for any British carrier to codeshare to any V.S. city, provided there was a

competing U.S. carrier providing service !Tom the V.K. to the V.S. city in question. The

agreement in effect opened the door for BA to serve almost every major V.S. airport by

codesharing with one of the major American carriers.

ln 1992, the Vnited States announced its "open skies" initiative, which inc1uded

optn codesharing opportunities.225 As a resuIt of the "open skies" agreement signed

between the V.S. and NetherIands, KLM was able to obtain the most extensive V.S.

codesharing rights of any carrier in the world, al10wing the KLMlNorthwest alliance to

dominate in certain markets. This development Iead Lufthansa to challenge Northwest's

codeshare operations beyond Amsterdam into Germany, which for the first time made

codesharing a dominant issue in the ensuing bilateral negotiations with Germany.226 The

two countries eventually signed an interim four year agreement in October 1993, which

inc1udes a two year capacity !Teeze with smal1 increases in the last two years of the

agreement. This agreement covers both the number of actual f1ights and the number of

codeshared f1ights. It aIso gave Germany access to more American gateways, thereby

'" Sec supro f.n. 125.

'" Sec Jcnnings, M., 111e Code IVar, (1994) Airline Business: TIle Skies in 1994 12, at 13.
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• making the simultaneously announced VnitediLufthansa codesharing agreement more

valuable.227

On 1 November 1994, the DOT unveiled a new aviation policy statement,22H in

which it stated that it was favourably disposed toward codesharing as long as the foreign

countries involved provided O.S. carriers with liberal access to its markets. As part of its

overall policy of pursuing liberal bilateral agreements, which at the present time is mainly

directed at small European countries,229 it would include unlimited codesharing behind the

gateways of both countries in any "open skies" agreements reached. For countries not

prepared to agree to such liberal bilateral agreements, the DOT is prepared to use

codesharing as a bargaining chip. Applications to codeshare will be approved or

disapproved in Iight of the following criteria: pricing and service options available to

consumers, access to international markets for individual cities, effects on the V.S. airline

industry (including whether or not the V.S. carrier does the long-haul flying), and the V.S.

policy goal of Iiberalizing international air transport markets. These criteria arc broad

enough and subjective enough to guarantee that codesharing remains a critical aero-

political issue in future bilateral negotiations.

Thus, although codesharing got its start as an attempt to side-step the morass of

negotiated-for route rights, ils tremendous impact has made it an object of the same

227 Sec Jcnnings, M., & Odell, M., Luf/hallsa ill WalfPacl, Airline B""inc... (Noyembt.-r 1993), ul 13.

128 D.O.T., V.S. llllemaliallai Aviatioll Policy Slalemelll, (1 Noyembt.-r 1994).

229 The o!fer was made 10 Norwuy, Swcden, Dcnmurk, Belgium, Finlund, Switz<.-rlund, A""lriu, Luxembourg, und
leclund, us un ullempl lo isolutc the lurger Europcun counlrics und forcc them la ucccpl similur ugrcernenl', Sec
Rucie., MA, Opillioll [194 ofIhe Europeall Court ofJustice olld Ils lmplicatiolls for Europeoll Exlemal AviQliOIl
RelatiallS, (1995) XX-II MSL 291, u1316.
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• bilateral process it was designed to avoid. The requirement of double route authority

(codeshared and actual) has been criticized on the basis that traditional interlining, which

shares sorne of the attributes of codesharing, does not require such double authority.

However, the sheer importance of the practice to the industry has ensured that it is dealt

with in bilateral agreements, thereby somewhat complicating its development, but ensuring

c1arity where such agreements have been reached.230

B. Consumer Protection

Codesharing has obvious benefits for consumers in terms of the creation of non-

stop services which could not be supported by single carriers,231 one-stop check-in, better

connections, and consistency of service. However, it may also give rise to confusion for

consumers al check-in, in consulting airport flight monitors, at boarding gates, and during

the collection ofchecked baggage. 232 In addition, sorne commentators view codesharing

as glorified "interlining" and criticize the marketing of such flights as "on-line" as

misleading to the consumer.

2.10 Sec HauIlappcl, P.P.C., sI/pra Ilotc 9, at 188, f.n. 22.

231 As WI cX1lJ11ple, AuslriWl Airlines (OS), DeUa Airlines (DL) Wld Swissnir (SR) stnrtcd a codesharcd Vicnna·
Geneva.Washington D.C. serviec in late 1994. The fiight wns opcmtcd by Auslrinn Airlines, with blockcd spnce
agrcemenls bctwcen the participnting carriers. The fiight bctwcen Vienon Wld Washington carricd OS Wld DL
designstor codes, lile OS Wld SR codes bctwcen Vicnna Wld Geneva, Wld SR Wld DL codes bctwcen Geneva Wld
Washington. Witl,out this nrrnngcment, the Geneva·Washington market could not support non·stop scrvice by WlY
olle orlitc participntiIlg carriers, Sec Haunnppcl, Ibid., at187, f.n. 18.

m British Airways pnrtly bnscd ils decision not ta codeshnrc out orWasltington National Airport on the basis ortheir
conccrn about cansumer canrusio. at check·in. BA docs not Uy out or thnt particular nirporl, thercro," nirport
authorities would not permit itto place ils own signs on the rondwnys Icnding up ta the tcnninn1. As a rcsull, BA
rcnrcd limt pnsscngers would drive up with BA tickels Wld Ilot Wlderstnnd thnt they should h'..ad ror the USAir
gntes Wld check·in COWlters, Sec GRA Codesharillg Repart, sI/pra note 217, at6O.
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• Internationally, ICAO has established a "Code of Conduct" for the regu!ation and

operation of CRS.233 Il addresses the abovementioned concerns by exhorting CRS

vendors to design their display algorithm to ensure that no carrier obtains an unfair

advantage through the misrepresentation of services. ICAO's discussion of its "Code of

Conduet" does acknowledge that codesharing connections vary, ITom almost "on-line'"

where one partner owns the other, to "interline". However, as its Member States cannot

yet agree on whether codesharing engenders misrepresentation, it has been unsuccessful in

developing specifie guidelines for a world-wide code.

In the United States, the DOT regulates the use of CRS and requires that "systems

shall not use any factors directly or indirectly relating to carrier identity in constructing the

display of connecting flights in an integrated display".234 A1though this requirement does

not specifieally mention codesharing, its wording appears to have implications for

codesharing in that carriers could not be discriminated against on the basis of their

codesharing. The Notice of Proposed Rulemaking (NPRM) of the DOT with respect to

the Disclosure of Codesharing Arrangements and Long-Term Wet Leases is designed to

address sorne of these concerns.23S It would strengthen the CUITent requirement that

airlines and trave! agents making reservations on a codeshared flight tell passengers

beforehand which airline will actually be operating the flight. In addition, the proposed

rules would require travel agents in the United States and ticket agents for V.S. and

233 International Civil Aviation Organizntion. Policy olld Guidallce Ma/criai ail l!Je lIegulaliall af Ill/emal/allai Air
Tran,part, 1992), al 31-34.

214 14 C.F.R § 255.4(c).

23' 14 C.F.R. § 257, Dockcl Nos. 49702 &. 48710; Notice 94-11; RIN 2105·AC 10.
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• foreign airlines to provide written notice at the time of sale naming the airline that will

operate the f1ight for tickets sold in the United States

In Europe, the E.C. "Code ofConduct" on CRS,236 based on the ECAC "Code of

Conduct", addresses codesharing concerns in ternIs of screen bias, while ECAC has

created a Working Group to study the implications of codesharing. Il has been suggested

that it should be possible to improve the coding system by the creation of an industry

standard to combine individual designator codes in a transparent fashion so as to indicate

f1iBhts operated by an alliance.237

c. Other

It should also be mentioned that codesharing raises other issues which may have an

impact on ils development and futun; regulation. Codesharing is viewed with sorne

trepidation by airline labour unions, particularly those in the United States. Their concerns

center on codesharing's potential to replace fifth freedom operations by U.S. carriers,

primarily in Europe. The Airline Pilots Association is worried about the continuing trend

ofreplacing American-run fifth freedom feeder traffic with traffic transported by European

codesharing partners. If the European codesharing partners eventually encroach on the

gateway-to-gateway routes, which are the largest source of employment in the American

international air transport sector, the impact on U.S. labour could be more severe. In

2.16 Regulation 2299/89 (1989) O.J. UOO/l, os wncndcd by Regulation 3089/93 (1993) O.J. U78/1.

237 Sec Hnonoppcl, P.P.C., supra note 9, at 188; Also Sec Venit, J.S. & KoIlaughcr, J.J., Computerized Reservatioll
Systems, in Dagtoglou, P.D., Dulbeil de la Rochèrc, J. & Bnlfour, J.M., European Air Law Association Volume 6:
Fifih Annual Conference, (Proœcdings of lbe European Air Law Association's IHU! conference, held on 5
Novcmbcr 1993, in Poris), (Deventer: K1uwcr, 1994), al 69; IATA's Lcgnl Advisory Group nlso idcntilicd a
numbcr ofeod..horing issues and sugges!cÙ rcgu\atory approoches \0 lbcru, focusing on the nccd for trnnspnrcncy
in any future r"")Xlnscs to he adoptcd, Sec Weber, L., Legal Actlvilles of the llltematiollai Air Trrm..part
Associatiall (/ATA) 1993-1994, (1995) XX-I Air & Space Law 32, at33.
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·e

addition, although codesharing has obvious benefits for hub airports, its expanded use may

have detrimental effects on non-hub airports.238

5.3.2 The Spectrum of Integrating Activities

Codesharing should be viewed as the foundation of alliance-building. However,

absent any other types of supplementary integration instruments, "naked" codesharing,

which simply involves putting one airline's code on another's f1ight, is no different in

practice than connecting interline services. Therefore, most codesharing agreements are

more complex than an agreement to simply swap two-character codes on CRS displays.

As we have seen, .strategic alliances emulate mergers, both in the scope and depth

of their integrating activities. They may further be divided into three models: the

"marketing agreementlcodesharing" model, the "merger" model, and the "investor" mode!.

The "marketing agre~melltlcodesharing" model is best exemplified by the

UnitedILufthansa alliance. Il usually involves joint marketing/sales, shared facilities,

schedule co-ordination, blocked-space agreements and frequent flyer program links.

Although such an alliance cannot truly be viewed as a merger emulation, the coverage of

the co-ordinating measures over two such large airline networks puts it somewhere in

between a mere alliance and a merger emulation, but much c10ser to the latter. The

"merger" model is best exemplified by the KLMlNllrthwest alliance. Il utilizes ail of the

above integrating instruments, but goes further in creating true joint operations by also

incorporating: revenue pooling, fares and inventory control, joint marketing and sales,

network planning, standard service contracts, and shared marketing data. In effect

238 Sec GRA Codesharing Report, supra nole 217, 0160-62;
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• creating a seamless product, or as close to a seamless product as present regulatory and

market conditions allow.

The "investor" model is best exemplified by the BNUSAir alliance, which

although also employing the purchase of a large equity stake like the "merger" mode!, is

differentiated by two characteristics. The first is the fact that it involves the integration of

a dominant and a subordinate carrier, necessarily affecting the direction of integrating

activities. The second is the fact that the extent of its integrating activities is limited by

national ownership and control provisions and competition regulations, which were

overcome by the KLMlNorthwest alliance by virtue of the "open skies" agreement signed

between the United States and the Netherlands.239

5.4 THE REGULATION OF ALLIANCES

A1though airline mergers face almost insurmountable national ownership and

effective control requirements, which even if overcome or side-stepped, lead to rigorous

competition and anti-trust examinations by regulators in both the United States and

Europe, the process in some ways has advantages over the one to which airline alliances

are subjected. Despite the complexity, length and eventual cost of gaining merger

approval, the participating airlines at least have the comfort of knowing that the arduous

process is a one-time affair. In merger examinations, regulators either approve or

disapprove the merger. A1though conditions may be attached to an approval, the decision

'" Sec B. Apparent L1beralizatlon ortbe Cltizen,blp Criteria, at 48-54.
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• is detinitive, a1lowing the participating airlines to concentrate their time and resources on

making the merger work?40

In contrast, airline alliances face having to overcome lower regulatory hurdles,

particulady when they involve complementary route networks, but with the knowledge

that more hurdles may be thrown their way at any time. Regulators usual1y fol1ow a two

step approach in analyzing airline alliances. The tirst step involves ascertaining which

elements of the alliance require competition law approval and which do not, the second

involves an examination and approvaVdisapproval of the potential1y anti-competitive

elements.

5.4.1 The United States

In the United States, blocked space arrangements and codesharing agreements,

usual1y the essential components of alliance building, require approval by the DOT.

According to the DOT's 1994 Policy Statement, such approval will be freely given to

arrangements involving airlines from countries agreeing to liberalized "open skies"

agreements. However, agreements involving airlines from other countries are subject to a

case by case review according to several fairly subjective criteria.24I When approval is

granted, il is given for a set duration, making it subject to re-examination, which leaves it

open to the vagaries of international aero-political developments and often spurious

challenges by competitors.242

,.. Sec 3.3 AIRLINE MERGERS IN THE UNITED STATES AND EUROPE, 0140-75.

241 Sec supra, nt 92.

'" Sec 5.5.1.2 BAJUSAlr, 01106-108.
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• Even when DOT approves such arrangements, they are still subject to anti-trust

reviews by the Department of Justice.243 However, the Arnerican Secretary of

Transportation has the authority to grant anti-trust immunity to agreements in foreign air

transportation. The immunity may be granted if an agreement is in the public interest and

is necessary to permit implementation of an approved co-operative agreement. If it is

found that such a co-operative agreement will substantially reduce or eliminate

competition, it may only be approved if: (1) the agreement is necessary to meet a serious

transportation need or to achieve important public benefits, including international comity

and foreign policy considerations, and (2) that transportation need or those public benefits

cannot be achieved by reasonably available alternatives that are less anti-competitive.

However, immunity does not extend to joint ventures involving the sharing ofcosts and/or

revenues, both for domestic and international air transport.

So far, only the KLMlNorthwest alliance has requested and received such

immunity. Heavily influenced by the signing of the "open skies" bilateral agreement

between the United States and the Netherlands,244 the decision to grant immunity was

based on the finding that the agreement was in the public interest and that it was unlikely

that the parties would proceed with the alliance without immunity, for fear of legal

challenges by competitors.

'" Sc.., 3.3.1.4 AnU-Tru.t and Public Inle...t Te.t, at 54-59.

,.. Sec Re Acquisition ofNort/mest Ai,ünes Inc. (North.rest II), at 48-49.
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• 5.4.2 The European Union

Within the European Union, Article 85(3) provides for exemption t'rom the

prohibition found in Article 85(1) of agreements which restrict or distort competition and

affect trade betwten the Union's Member States.241 The exemption npplies to both

individual agreements and categories of agreements which meet the criteria set out in

Article 85(3), that is if the agreement:

... contributes to improving the production or distribution of goods; or to
promoting technical or economic progress, while allowing consumers a fair
share of the resulting benefit, and which does not: (1) impose on the
undertakings concemed restrictions which are not indispensable to the
attainment of those objectives; or (2) afford such undertakings the
possibility of eliminating competition in respect of a substantial part of the
products in question.

Block exemptions are generally issued in the forOl of Commission Regulations,

acting under powers delegated by the Coundl, in the forOl of an Enabling Regulation. If

an agreement, decision or concerted practice falls within the scope of a block exemption,

it "'il! automatically be exempt from the prohibition in Article 85(1), without the need for

notification of the Commission. Regulation 3975/87246 establishes the procedure for the

application of the competition mIes to the air transport sector/47 while the Enabling

Regulation 3976/87248 establishes the application of Article 85(3) to certain categories of

agreements and concerted practices in the air transport sector.249 Under the provisions of

24l Sec 3.3.2.1 Articles 85 und 86, ut 61-64, Wld 3.3.2.3 The Reslduul Effeet of Article. 85 und 86, uI68-69.

246 EU, CoulIcii Regulation 3975/87 011 'he Application ofCompetitioll Rules 10 U"dertakillg.y i" the Air 7'ratJ.fport
Sector, of 14 Dcccmbcr 1987, (1987) O.i. L374/1.

247 SeeAdkins, B., supra note 175,0146·59.

2.. EU, COUIICit Regulatiall 3976187 011 tire Applicatioll ofArticle 85(3) to Cerlaill Categories ofAgreemelll.• Ulld
Callcerled Practices illtlre Air Trallsporl Sector, of 14 Dcccmbcr 1987, (1987) O.J. L374/9.

24' SccAdkins, B., supra note 175,0163-67.
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Regulation 3976/87, the Commission has adopted three block exemptions210 covering the

following areas of airline activities: joint planning anU co-ordination of schedules, joint

operations, consultations on passenger and cargo tariff rates on scheduled air services and

slot allocation at airports; activities relating to computer reservation systems; and ground

handling services (now expired).2S1 However, both the block exemptions from the

competition rules and the individual exemptions have a limited duration.

Thus, under EU competition law, joint promotion and advertising, joint ground

handling services, joint frequent flyer programs and interlining generally do not require

Commission approval. Unlike the United States, the EU does not require the approval of

blocked space agreements and codesharing agreements, unless they are combined with an

agreement or concerted practice to set or reduce capacity on specifie air routes.212 Joint

planning and co-ordination of schedules, and tariff consultations are a1lowed under the

abovementioned block exemptions, subject to certain conditions.

However, given the fairly narrow scope of the block exemptions, they do not

generally apply to joint ventures or joint operations, which must usually receive an

individual exemption from the competition rules. AlI such integrative practices, even if

approved under individual or block exemptions, are still subject to Article 86 if they result

1.10 lnitially 011 Ute bnsis of UIfCC Reglliations, Commission Regulution 1617/93, (1993) O.J. Ll55/18, Commission
Regulation 83/91, (1991) O.J. LIO/9, and Commission Regulation 82191, (1991) O.J. Lion rcspcctively. The
black exemptions have becn amcndcd wiUl Ule furt\ter implc...cntatioa of EU libcrn1izntioo mensures. Howevcr,
Ute =pe of Ulis poper docs not permit a furt\ter exnnlinntion of tbcsc developmcnts. Sec Adkins, B., lllliL at 65­
74.

'" Sc.., Dussnrt.Lefrel, C., & Fcdcrlin, C., Groulld Halldlillg Services alld EC Campetitiall Rules, (1994) XIX-2 Air
& Spncc Law 50.

m For n more detailcd anulysis of EU codcshnring rcgnlatory proetiees and tbeir compnrison 10 tbose in the United
Stales, Sec de Groot, J.E.C., Codesllarillg: Ullited States' Policies alld tlle LesSOIlS far Europe, (1994) XIX-2 Air
& Spocc Law 62.
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in an abuse of a dominant position.253 It should also be kept in mind that the specific

integrative practices discussed above also have an impact on other air transport issues and

practices, such as slot allocation, which must be addressed by regulators.2S4

5.5 ALLIANCE BENEFITS

5.5.1 Participating Carriers

The three strategic alliances between American carriers and foreign airlines are ail

producing the intended large increases in the number of passengers traveling on their

networks. This is due to the broad nature of their codesharing arrangements and the great

degree of integration already achieved by the carriers in scheduling, operations,

advertising, and frequenl flyer programs. However, the benefits accruing to the particular

airlines in question vary in relation to the details of each of the agreements. They will be

analyzed here in order from most integration achieved to least.

'" Sec 3.3.2.1 Articles 85 and 86, al 61-63, und 3.3.2.3 The Residual Effeet of Articles 85 and 86, uI68-69; '111e
Commission's dccision in Ute British Midlalld v. Aer Lillgus euse mises Ule possibilily UlUl Utere muy he u"duly 10
eodeshnre", ...Iogous 10 Ute "duly to inlerline", Sec EU, Commissioll Decisioll 92/213 ofFellruary 1992 /le/atillg
ta a Procedure Pursuallt ta Articles 85 alld 86 ofthe EEC Treaty, (1992) O.J. L96/34. Bowever, Ule eKistence of
sueh a dutYunder EU competition luw IlUS becn queslioned on Ute busis of Ule fuel UIUI Ule dccision wus nol
appcnled 10 Ute European Court of Juslice und Ule inupproprîulencss of eKlending sueh u duly from inlL'flining,
wlûeh is un indUSlIy-wide pmeliec, 10 alliunce building, whieh is by ils very nulure u selective uelivily, Scc
Bunnnppel, P.P.C., supra noIe 9, ul192, und DuUleil de lu Rachère, J., Calltrol ofCompetitiall as a 1'001 ofCivil
Aviatioll Po/icy, in Dagloglou, P.D., DuUteil de la Rachère & Bulfour, J.M., supru nole 237, ul 39; For u gL"L'fol
survey ofUte applieutioo of EU competilion laws 10 eo-opemtive pmeliees by airlines, Sec vun Boulle, Commullity
Competitioll Law ill the Air Trallsport Sector (1) & (1/), (1993) XVIII-2 Air & Spuce Luw 61 & (1993) XVIII-6 Air
& Spaec Luw 275, respectively.

254 The European Union's Code of Conduel allows slol eKehunges helween eurriers, bul not uniluLL'f01 trunsfers of
slots. Tlûs rnuy limil Ute trunsfer of u siot from one ulliunce purtner 10 unoUler, in enses where Ule trun.,ferce
purtner aelunlly opcrutes Ute Oighl bul Ule trunsferor purtner docs nol reeeive u slol in relom, Sec Bunnnppel,
P.P.C., supro noIe 9, 01189; AIse Sec Cruns, B.J.H. & Crus S.P., EC Aviation Scelle: 2. Siot Allocution, (1994)
XIX-) Air & Spaec Luw 31, und HJUIl'Illppel, P.P.C., Airport Siors alld Market Access: Some Basic Notiol'" alld
Solutiolls, (1994) XIX-415 Air & Spuec Lnw 198; For un unulysis of Ute issues mised by slol ullocution und
possible regulalory responses, Sec Jundn, R., Auctiollillg Airport Slats: Air/ille O/igapo/y, /lubs alld Spokes, and
Traffic COllgestion, (1993) XVIII-I AASL 153.
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5.5.1.1 KLM/Northwest

Northwest's and KLM's riderships have increased dramatically since the creation

and impillmentation of the present alliance. Northwest has reported that for the year

ended June 1994, over 353,000 passengers traveled on Northwest alliance f1ights,

compared to 164,450 passengers traveling on connecting Northwest and KLM interline

f1ights in 1991. In addition to this increase of almost 200,000 passengers on Northwest

aircraft, KLM estimated that during this same period approximately 150,000 passengers

traveled on codeshared f1ights using only KLM aireraft.

A1though sorne of this increase can be attributed to the improved economic

conditions in the United States and Europe since 1991, the alliance has been the key factor

in this traffic growth. Prior to the alliance, Northwest did not serve the 30 overseas cities

that they now serve by codesharing with KLM. Therefore, traffic funneled from those

cities to Amsterdam by KLM, and then carried by Northwest from Amsterdam to the

United States is additional traffic directly attributable to the codesharing arrangement.25S

This increase in ridership in conjunction with the fact that the partners (1) divide

the resulting revenues according to an agreed prorated formula that accounts for the miles

each airline f1ies, and (2) both fly numerous long-haul routes as part of the alliance, has

had a significant impact on both airlines' financial performances. It has been estimated

that in 1994, the alliance produced between $125 million and $175 million in added

revenues for Northwest, which represents about one-third ofNorthwest's $455 million in

2.l' As lUI cxwnple, Northwest notc'<! tlmt it wonld require severnl plones ond on investment of severnl million doUm
10 serve Oslo from ils Minneapolis hnb. However, the eodesharing llITIII1gement a1lows for 30 ndditional
pnssengers per dny 10 ny from 0,10 to Amsterdam on KLM ond cannoet to Northwest fiig\lls for the United States,
with minor ndditionnl investmenls, Sec GAO AlliaI/ce Repart, supra note 4, nt 27-31.
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• transatIantic passenger revenues, and about 5% of its $3 billion in total international

passenger revenues. These added revenues helped Northwest post a company record

$830 million operating profit in 1994, as opposed to a loss of $60.1 million in 1991 and

$141.7 million in 1990. In the same period, KLM was estimated to have earned

approximately $100 million in added revenues as a result of the alliance, making up 18%

of KLM's transatIantic passenger revenues and 3% of its overall international passenger

revenues.256

The alliance's success can be attributed to the broad scope of its codesharing

network and the high degree of integration which the airlines have achieved. In terms of

the scope of their network, they have structured their operations so as to take advantage

ofNorthwest's hubs in Boston, Detroit and Minneapolis, and KLM's hub in Amsterdam,

enabling them to link Northwest's domestic service ITom 88 American cities with KLM's

services to 30 cities in Europe and the Middle East. By KLM/NorthwesCs own

admission, their high level ofintegration has been made possible by the anti-trust immunity

granted to them by the DOT, allowing them to co-ordinate their activities without fear of

legal challenges by competitors. This has allowed thom to take several steps towards

integration which would be impossible without immunity, such as: jointly developing fares

for routes served by the alliance,257 creating a joint identity by operating under the same

service mark, and offering common incentives to their sales forces who market both

216 AIl data obtaincd from the GAO Alliallce Report, Ibid.

257 Sec Cooper, R.E., Commullicalioll alld Cooperalioll Amollg Compelilors: The Case oflhe AiriitIC IlIdu,,'ry, (1993)
61 Anlitrust Law Joumnl549.
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airlines.258 However, DOT and DOl officiais have stated that the high degree of

integration achieved by the alliance would not violate anti-trust laws even without

immunity, as the two airlines were not signitkant competitors on most routes.259

Perhaps the strongest endorsement for the efficacy ofthe KLMlNorthwest alliance

cornes trom the complaints voiced by the alliance's American and foreign competitors.

Analysis of KLMlNorthwest's market share on flights between 34 U.S. cities and 30

European and Middle Eastern cities shows that it c1imbed trom 1.2% in 1991 to 3.3% in

1994.260 Continental Airlines has claimed that it lost $1 million in revenues in 1994 from

the traffic diverted to the alliance on routes between the United States and Europe.

Similar concerns have also been raised by several foreign airlines. However, even if

Continental' s c1aimed revenue Joss was accurate, it is a minuscule portion of its overall

transatlantic passenger revenues. Given this fact and the fact that the alliance's other

detractors failed to produce any data supporting their claims,261 the KLMlNorthwest

alliance must be viewed as a win-win situation for KLM, Northwest, the United States and

the Netherlands.

'" Northwest Md KIM have also intcgrotcd in other arcas, ineluding: the creation of marketing praducls snch as
World Business Cl... (which arc common to bath KLM Md Northwcst flighls);the use of the some brwtding for
uirplwle CXtcriolS Md interiolS, unifonns, velucles Md stationnry, Md identical scat pitch (thcrcby rcducing
purchasing cosls Md cmphasizing the integrotcd service to the passcngcrs); and produccd common udvcrtising
cmphasizing their intcgrotion.

219 Sec GAO AlliaI/cc Report, supra noIe 4, at JO.

,.. I!!i!l.. nt JI.

261 Ibid.
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• 5.5.1.2 BAiUSAir

Unlike KLM and Northwest who codeshare on each other's routes, the BAiUSAir

alliance, wbich began in May 1993, only involves codesharing by BA on USAir's flights

within the United States, wbile USAir does not list BA's flights as its own. As British

Airways operates all of the long-haul flights to Europe, it gets to keep most of the revenue

generated by the codesharing agreement. This codesharing revenue and the 7% dividend

paid quarterly by USAir to BA is the retum on its investment in the ailing airline. USAir

benefited from the initial cash infusion, wbich was critical at the time, and continues to

gain revenue under the agreement from several sources, including: the codesharing

agreement, increased interline traffic due to its frequent flyer links with BA, and the "wet

leasing" ofthree ofits aircraft to BA ibr transatlantic operations.262

In the eleven month period following the commencement of codesharing, 14,300

passengers traveled on these domestic BAIUSAir flights. In the following nine month

period, tbis number had grown to 47,74Y passengers.263 Given the fact that their

codesharing agreement covers 52 cities in the United States, most of which BA did not

previously serve, or served through interlining agreements, most of the increase in traffic

can be attributed to the co-ordination and integration between the airlines. In addition,

British Airways experienced a 60% increase in its interline traffic with USAir from U.S.

cities other than the 52 covered by the codesharing agreement. Overall, BA is estimated

to have generated $100 million in revenues from the alliance between April 1994 and

262 The USAir plWles Oy BA'. oolours, with USAir erews, on BA fiights belween London Wld Ballimore, Churlollc
Wld Pittsburgh.

263 AIl dsla oblllined from GAO Alliance Report, supra nole 4, ot32-36.
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• March 1995. This is broken down to $45 million from the codeshare traffic ar.d $55

million from a combination of the increased interline traffic, linked frequent flyer

programs, and cost savings. This is equivalent to 5% ofBA's total revenues on traffic to

and from the United States, and 1% of its total international revenues.

On the other hand, USAir is estimated to have earned approximately $20 million in

total from the alliance in 1994. This is broken down to $8 million from the codeshared

traffic, and $12 million from the increase in interline traffic and the "wet lease"

arrangements. However, the returns to both airlines are expected to increase as the

airlines speed up the integration of their operations and marketing, which has been

hampered by the temporary nature of the DOT's approval of the codesharing agreement

and its occasional threats to disapprove the agreement.

Overall, this uncertainty over the DOT's approval, the "one-way" flow of

increased benefits, and the continuing financial troubles at USAir have resulted in less

integration than that found with the KLMlNorthwest alliance, and therefore smaller

benefits. In terms of the alliance's effects on other carriers, the BNUSAir arrangement

seems to have been more detrimental to other airlines than the KLMlNorthwest alliance.

Much of the traffic generated by the alliance, which now flies USAir from the interior of

the U.S. and BA to points outside, was originally handled by other U.S. carriers and

interlined with U.S. or British carriers to points outside the United States, or was carried

by the same U.S. airline throughout, including on-line service by USAir.

In summation, the BNUSAir alliance is a will-win situation for both BA, in terms

of it receivir.g the bulk of the increased revenue, and USAir, which was rescued from
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• collapse and shares in sorne of the added revenues. However, it is not dear whether the

aggregate effect on the U.S. airline industry is positive or negative.

5.5.1.3 United/Lufthansa

The UnitedILufthansa alliance is both the most recent and least integrative of the

three major alliances. This "marketing alliancelcodesharing" strategic alliance was

implemented in June 1994. Under their agreement, Lufthansa codeshares on United's

f1ights between Lufthansa's hub in Frankfurt and 25 interior cities in the United States, via

United's hubs at Chicago O'Hare and Washington Dulles airports. In addition, Lufthansa

codeshares on United's f1ights between Lufthansa's 10 V.S. gateway cities and the 25

V.S. interior cities. In return, United codeshares on Lufthansa's f1ights between Frankfurt

and 30 European and Middle Eastern cities, in addition to codesharing on Lufthansa's

f1ights between Frankfurt and its 10 U.S. gateways. Given the recent forging of an

alliance between Lufthansa and SAS, SAS is expected to sever its codesharing agreement

with Continental Airlines and join the UnitedILufthansa alliance, thereby making it one of

the broadest alliances in the industry?64

United has estimated that the alliance has increased its traffic by approximately 600

passengers per day, increasing the airline's total traffic by 219,000 passengers in the

alliance's first year of operation. Much of this increase cornes from traffic generated on

flights between the United States and the 30 foreign cities (flown to by Lufthansa), which

United did not previously serve. With increasing integration, the additional traffic

2" Sec CnnadillD Press Newswire, supra note 213 llDd 5.5.1.4 The Propo.ed Luflhan.a/SAS Joint Venture, 01110.
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• generated by the alliance, which had exceeded the airlines' expectations, was soon

expected to reach 1,000 passengers per day.26~

Most of the traffic generated by the alliance was assumed to be diverted from other

airlines serving those markets, although competition between the UnitedILufthansa,

KLM/Northwest and BAlUSAir alliances was Iikely to be generating sorne new traffic,

drawn by the competitive pricing and increased frequency on those routes. Competing

airlines have claimed a loss of traffic to the alliance, but have not provided any data

backing up their claims. However, the impact of the alliance is expected to be weaker

than that produced by the KLMlNorthwest alliance as the absence of anti-trust immunity

for the a1liance's operations restricts the scope of their integrative operations. The anti-

trust immunity is unlikely to come in the future as the two airlines are competitors in

several city-pair markets.

In assessing the overall impact of the alliance, it should be kept in mind that the

UnitedlLufthansa alliance differs in one important respect from the KLMlNorthwest and

BAlUSAir alliances. Whereas the latter two alliances involved one partner who was in

acute need of both the financial strength and the expanded network of its eventual foreib'l1

partner, creating a situation which basically dictated that the faltering airlines either

integrate or risk collapse, the UnitedILufthansa alliance is the integration of two willing,

somewhat equal and stable partners?66 Overall, it has produced benefits for bcith its

,., AlI data obtaincd from GAO AlliaI/ce Report, supra note 4, ol36-38.

,.. Altllough Lufthnn5ll WllS still undergoing rcstructuring, ils siluntion cnnnoi he compnrcd 10 lhat foccd by USAir
nnd Northwes!.
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• partners, while creating no sizable or obvious negative impacts for the airline industry in

Germany and the United States.

5.5.1.4 The Proposed Lufthansa/SAS Joint Venture

As mentioned earlier, Lufthansa and SAS have announced their intention to form

an alliance,267 which if approved would also qualify as a strategie alliance on the basis of

the elctent of the integrative steps to be taken. Under the proposaI, the two partners

would create a regional joint venture which would serve as their exclusive vchicle for

operating scheduled air transport services between Germany and Scandinavia. On a

world-wide basis, they intend to establish an integrated air transport network involving the

co-ordination of the following aspects of their operations: codesharing, network planning,

pricing policy, yield management and budgeting, and marketing and sales. If the alliance is

approved by the EU Commission, it is expected to genera.te extensive savings and trallic

growth?68

5.5.1.5 Regional Alliances

Regional alliances are by their vary nature more limited in geographic scope,

thereby Iimiting the level of integration possible. However, as with strategic alliances,

their success in large part depends on integrating the operations of the participating

carriers to the highest degree possible. An example of a relatively integrated regional

alliance is the one between United and Ansett Australia, which was implemented in

26' Sec supra, at f.n. 213.

'" Lulllumsa and SAS have submittcd an application outlining their proposcd joint VL'Oture to the Commi..,ion whieh
bas notlllkcn ils dccision yel, Sec Notice of the EC Commission, Re The Agreement Belweell DeuIsche l.uft/mllSa
AG and ScalldilUJVian Airlilles Syslem SAS (Case lV/35.545), of7 June 1995, (1995) O.J. CI41/9.
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September 1992, and whose partners have worked hard at developing and marketing the

alliance. It is estimated that United cames about 120 passengers per day (translating to

43,000 passengers per year) on flights from its gateways in the United States to Ansett's

hub in Sydney, who then fly on Ansett's codeshared flights to 8 cities in the Australian

interior, which United did not previously serve. The alliance generates approximately $14

million in additional revenue for United, which although it makes up only 1% of United's

overall trans-pacifie passenger revenues, neverthe1ess is important given the thin profit

margins in the industry.269

Similar positive results have also come from United's regional alliance with British

Midland, which commenced in April 1992. The alliance has increased the number of

passengers flying United from the United States to Heathrow by approximately 30,000. In

the 14 month period preceding the alliance, British Midland flew an average 151

passengers per month on an interline basis with United iTom Heathrow to 5 Northem

European cities. Since the implementation of the codesharing agreement, BM has flown

approximately 2,072 United passengers per month (about 25,000 passengers per year) to

the same destinations. This increase in traffic has come largely at the expense of British

Midland's main rival, British Airways.270 However, it should be kept in mind that regional

alliances do not always produce similar benefits. Ansett had previously been allied with

Northwest, however, the limited co-ordination and integration they achieved eventually

lead to the alliance's dissolution.

,.. Ail data obtaincd from the GAO Alliance Repart, supra note 213, 0138-39.

111lll!i!L al 3941.
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• 5.5.1.6 Point-Specifie Alliances

Most point-specific alliances involve codesharing and blocked-space arrangements

between the airlines, whereby one carrier buys a block of seats on another airline's flights

and markets them as its own. However, such alliances have had a checkcred history in

terrns of success. Roughly one-third of the 50 point-specific alliances approved by the

DOT in the period preceding 31 December 1994 have been terrninated by the participating

airlines, because they failed to produce the traffic and revenues expccted. The blocked-

space agreement between American Airlines and Cathay Pacific on Cathay Pacific's flights

between Los Angeles and Hong Kong, which was terrninated in 1992, iIIustrates sorne of

the pitfalls of such limited arrangements. American had entered the arrangement bccause

it thought it too expensive to fly the route itself. However, although the route attracted

the expected number of passengers, American found it a money-Iosing venture bccause it

had to match Cathay Pacific's low priees.

Delta airlines has one of the most extensive networks of point-specific alliances,

covering blocked-space agreements with nine airlines.271 In ail cases, the agreements have

been entered into because it is too expensive for Delta or the participating airlines to serve

those markets themselves. Ils arrangement with Swissair, part of its "Global Excellence

Alliance" which involves minor cross-equity participation, has been successful largely

because the participating airlines have worked closely together to integrate operations and

jointly market their products. As an example of such integration, Delta flight attendants

211 As of3l Dccembcr 1994, it had such urrnngemcnts wilb Ibe following ajrlinos: Acronot, AC'fomexico, Austrian
Airlines, Malev Hungarian, Sabcna, Singapore Airliaes, Swissair, TAP, and Varlg, Sec GAO Alliallce Report,
supra note 4, Appcndix n, at 66-67.
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• are present on the blocked-space f1ights flown by Swissair between New York and Zurich,

while both airlines adhere to common quality assurance procedures. However, no figures

are available to asses the profitability of this venture. The blocked-space agreement

between American Airlines and South African Airways is another example of a successfu1

point-specific alliance. American sold over 16,600 seats on SAA's f1ights between New

York and Johannesburg, in the first two years following the implementation of the

agreement in November 1992. A1though the venture is said to be profitable for both

carriers, no data backing up such daims is llvailable.

In terms of the impact on other industry players, such alliances may produce

relatively minor but nevertheless negative effects. A blocked-space arrangement between

an American carrier and a smaller country' s flag carrier can force other American carriers

to exit the market. As an example, TWA daimed that it had to exit the U.S.-Switzerland

market because it could not compete with the daily non-stop service provided by the

DeltalSwissair alliance. However, given TWA's other problems, this daim may be

exaggerated.

"Bare-bones" point-specific alliances, which do not include blocked-space

arrangements or joint promotion, but ooly involve codesharing, produce very minimal

benefits for the participating carriers and have a negligible impact on other airlines. An

example of such an arrangement is Virgin Atlantic's arrangement with Midwest Express,

under which Virgin Atlantic displays Midwest Express' flights between Boston and

Milwaukee as its own, so as to Iink Milwaukee with its f1ights from London to Boston. In
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• the first seven months following the start of the arrangement, 203 codeshared passengers

traveled from Milwaukee to London (29 per month).272

5.5.2 Consumers

The greatest benefit accruing to consumers ITom airline alliances cornes in the

increased choices available to them in choosing how to get to their destination. As an

example, prior to codesharing, a passenger who wanted to fly ITom Indianapolis to Lyon

would have had to interline on several different carriers. Now he can choose to get to his

destination by way of three options, by taking either: BNUSAir on an Indianapolis­

Pittsburgh-London-Lyon itinerary, KLMlNorthwest on an Indianapolis-Pittsburgh­

London-Lyon itinerary, or UnitedILufthansa on an Indianapolis-Washington D.C.­

Frankfurt-Lyon itinerary. Passengers have also benefited ITom close schedule co­

ordination among partners which has resulted in shorter lay-over times betwecn

connections and a proliferation ofone-stop check-in services.

In addition, alliances have resulted in the extension of international service to many

cities which previously had none, or had limited international service. A few American

examples of this are: Atlanta - Delta's blocked-space arrangement with Varig resulted in

daily non-stop service by Varig to and ITom Rio de Janeiro and one-stop service to and

ITom Sao Paulo; Washington D.C. - Delta's arrangement with Austrian Airways resulted

in direct one-stop service by Austrian to and ITom Vienna; Cincinnati - Delta's blocked­

space agreement with Swissair resulted in non-stop service by Delta to and from Zurich;

272 AIl <iain oblaincd from GAO AlliaI/ce Repart, supra nole 4, uI41-43.
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• and Memphis - the KLMlNorthwest alliance resulted in Memphis having non-stop service

to Europe for the first time.273

However, it is not yet c1ear whether the development of alliances has resulted in a

reduction in fares. In 1994, the DOT created an economic analysis unit to monitor

alliances' impact on competition, which should result in a c1earer picture of their effect on

fares. However, its work will be hampered by the fact that the DOTs traffic data does

not distinguish codeshared traffic ITom other trafflc and the fact that the DOT does not

have access to information concerning fares charged by foreign airlines. To address these

limitations, the DOT started requiring the American airlines involved in strategic alliances,

namely Northwest, United and USAir, to file special reports on their codeshare traffle as

of 1994.

5.6 FACTORS AFFECTING THE SUCCESS OF ALLIANCES

The preceding review of alliances and the benefits derived ITom them shows a

recurring theme when it cornes to what makes certain alliances sueceed while others fail.

The greatest determinant of success in alliance-building is the level of co-ordination and

integration aspired to and achieved. As with most endeavours, half-hearted or superfieial

efforts at ereating global networks usually produce medioere results or fail completely. As

'" ~l March 1989, eigltt cities in the United States (Denver, DallasIFort Worth, Bnllimorc/Washîngton, Orlando,
Metropolîlan Washington, Kunsas City, Phoenix and Portland, now grown to 30 rncmbcr cities) formed a lobby
group known as the U.S. Airports for Belier !r.temutional Air Service (USA-BIAS). TIle group's efforts
culmilwled in Ute DOrs Origillal Cilies Pragralll, D.O.T. Order No. 90-6-20 (1990), and the J99J Alllelldlllell/.s,
D.O.T. Order No. 91-11-26 (1991), which set the critcria n1lowing for incrcascd acccss to forcign carriers to eities
not rccciving ndc'Quute international air tmnsport services. Since the incoption of the progrnm, oine rncmbcr cities
have gained services to sevcntCCll international destinations, wInch is eslimalcd 10 have ercatcd 83,000 jobs and
generatcd 53.8 billion pcr ycar in cconomic nctivity. For a gcncrnl description of the progrnm and a detailcd city­
by-city unalysis of ils i1npoct, SC'C Fiore, D.R., Expalldillg Jlllemaliallai Air Service Oppartullilies la Mare U.S.
Cilies, (1994) 22 Trnllsporlntion Law Joumnl327.
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• has already been explained, there is a spectrum of airline co-operation, covering the

following progressive stages: (1) interlining, (2) schedule co-ordination and joint

promotions, (3) marketing agreements, blocked-space agreements and codesharing, (4)

revenue pooling, sharing of fare and marketing data, and the creation of a seamless

product (emulated merger, with or without equity participation), and (5) actual merger.

Although one would expect that the most rational approach to building global

alliances would entail taking graduated steps along this spectrum, airline experience has

shown that that is not necessarily the case. Airlines who have wished to minimize their

risks have sometimes opted for a trial stage of minimal integration and have usually bcen

disappointed with the results, therefore further eroding their willingness to attempt greater

degrees of integration. Successful alliances appear to require a "critical mass" of

integrating activities, covering as broad a range of airline activities as possible, a sort of

"critical scope" of activities.

This "critical scope" of activities also inc1udes geographical scope in terms of the

integrative activities being implemented across the participating airlines' full networks. In

turn, the integration of the airlines' full networks is easier to achieve and more productive

when the networks are complimentary, rather than overlapping, in terms of market

coverage. The integration of complimentary networks brings several advantagcs, among

them being: an increase in market coverage for both participating airlincs; fewer anti­

competitive effects, therefore raising fewer regulatory concerns and leading to a more co­

operative relationship with regulatory authorities; and fewer redundancies requiring
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• rationalization, thereby resulting in a more co-operative relationship with both the affected

labour unions and regulatory agencies.

However, the implementation of integrative activities with the requisite mass and

scope requires a high degree of confidence among the participating partners, as it is a

long-terrn, expensive and potentially destabilizing (if it fails) process. A1though sizable

equity or cross-equity holdings do not guarantee the eventual success of alliances, they

must be viewed as one of the greatest confidence-building measures available to the

partners. In addition, in alliance situations involving a weaker airline, they may be

required in order to finance the integrative process to the extent required and a110wed by

competition law.
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• PART III

6. THE EVOLUTION OF GLOBAL AIRLINES

The preceding discussion on alliances, focusing on strategic alliances, brings us full

circle. The strategic character of an alliance is defined by its attempts to emulate a

merger. Sorne successful strategic alliances may almost be characterized as de facto

merged airlines in terms of function, however existing national ownership and control

provisions ensure that de jure global airlines, both in form and in function, cannot

presently exist. Although the distinction between de jure and de facto global airlines may

appear minor at first sight, it is vitally important for both the short-term and long-term

developmental structure ofglobal airlines.

The current trend of creating airlines which almost function as global airlines, but

which are not structured and do not look like global airlines, carries on the long tradition

of skewed development in the international airline industry. Airlines operate

internationally, but must have national ow!',ership. Passengers and industries are

encouraged to travel and trade, but their options to do so are severely and deliberately

restricted. The airline industry utilizes prohibitively expensive and usually high technology

equipment and systems, yet every insolvent and underdeveloped country must have its

own airline. Airlines can generate tremendous profits, both direct and indirect, yet they

almost consistently produce prohibitive losses and drain public coffers.
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•

The fact that airlines must continue not to look like global airlines, whiIe making

every effort to act like one, is important because it detracts them ITom the task at hand,

which is the creation of an efficient, secure, globe-spanning, and profitable transportation

company. The necessity ofkeeping up the appearance of a "national" global airIine is time

and resource consuming, both of which are better spent in actualIy creating and running

such an airline. In the long term, the uncertainty which this sort of regulatory system

engenders stunts and skews the deveIopment ofairlines, as the carriers in question Iack the

confidence to take the bold technological, organizational, and financial steps required to

create the airIine of the future. The success of the airlines of the future will be predicated

on their efficiency, financial strength and access to global markets.274 Regulation will

dictate if, when, and how this can occur. It can either continue to inhibit these

developments, or it can play the Ieading raIe in directing and nurturing them.

6.1 LOOSENING THE RESTRICTIONS ON GLOBALIZATION

6.1.1 Rethinking the Concepts Underlying the Regulatory Regime

A1though there were serious and practical reasons for ascribing nationality to

aircraft, the extension of the same requirement to airlines was a result of a confluence of

factors, none of which necessarily mandated the development of the present restrictive

national and international regulatory regime. The link between governments and airlines,

a1though temporally and somewhat logically linked to the particularities of air

transportation and its initial development, was premised on the novelty of aviation and

'" Sec Bock, A., HolV la Reslore Ille Air/ine Induslry la Ils Full Upriglll Position: Al. Anolysis of Ille National
Commission la Ensure a Strong. Compelitive Air/ine Induslry Report, (1994) S9 JALe 663.
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•

convenience. Regulators follow a fairly simple philosophy - when in doubt, ban or restrict.

At the time, international air transport presented both an immense potential and a myriad

of threats, neither of which were c1early ascertainable. As a result, the immediate

regulatory instinct was to control access in terms of where, by whom, how often and how

much.

However, over fifty years have passed since the development of the present

regulatory regime. The premises underlying its structure, mainly based on the fear of the

unknown, no longer hold true, if they ever did. The Iink between airlines and governments

must be replaced by a wider link between governments and air transportation in general,

including all of its derived and ancillary elements and benefits. Air transportation is no

longer a fairly simple ticket, board and f1y operation, but a complex set of inter-related

activities. A1though this set of activities is necessarily Iinked, each is a distinct operation,

better and more efliciently performed by sorne than others. Likewise, air transportation is

no longer an independent activity, but is rather an integral part of and channel for the

whole spectrum of international trading activities, thereby increasing its importance but

also necessitating that it be regulated with a view to maximizing its overall potentia!. This

new reality requires a rethinking and readjustment of national ownership and control

provisions, bilaterally negotiated route exchanges, restrictions on cabotage, and

competition law application.
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• 6.1.2 Multilateral Attempts at Reform

6.1.2.1 ICAO

•

The Chicago framework was unsuccessful in coming up with a multilateral

approach to the economic regulation of international air transport, leaving the field to

bilateralism. However, by adopting standard capacity clauses in bilateral agreements, a

pseudo-multilateral framework was established which governs the exchange of traffic

rights to this day. rCAO, as the multilateral forum for matters involving civil aviation, has

found itself under increasing pressure, both from within and without, to involve itself in

the economic regulation of air transportation by coming up with a modernized multilateral

approach.

However, all attempts at reforming the system through the Chicago framework

stumble over the provisions found in Article 44, particularly paragraph (f), of the

Convention which states that one of the objectives of rCAO as an organization is to

"insure that the rights of contracting States are fully respected and that every contracting

State has a fair opportunity to operate international airlines". This provision has until now

been seen as the justification for contracting States claiming a legitimate share of

international air transportation, guaranteed to them by virtue of the present system based

on mutual concessions made by way of national airlines and bilateral route right

exchanges?71

'" Sec Wusscnbcrgh, H., "Legitimale .. Shares af Slales Ullder llllemaliallai Air alld Space Transpartation
Regulolion, (1995) XX-( MSL 83.
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• As part of the follow-up to its 1992 World-Wide Air Transport Colloquium/76

ICAO established a Group of Experts on Future Regu\atory Arrangements (known as

GEFRA), to examine future regu\atory arrangements for international air transport, which

presented its findings at the 1994 ICAO World-Wide Air Transport Conference.277 Under

the proposais submitted to the Conference, Parties would grant each other full market

access (inc1uding unrestricted route, operational and traffic rights) for use by designated

air carriers, with cabotage and seventh freedom right exchanges being optional.27K In

terms of designation, each Party to an air transport agreement would be free to designate

any carrier to use the market access granted to it by a second Party, and that second Party

would commit itself to permit such an air carrier to do so, provided that the designated

carrier:

(1) is and remains substantially owned and effectively controlled by
nationals of any one or more States that are Parties to the agreement, or by
any one or more of the Parties themselves; or

(2) has its headquarters, central administration or principal place of
business in the territory of the designating Party, regardless of its
ownership and control; and in either case

(3) qualifies under the laws and regulations normally applied by the
aeronautical authorities of the Party receiving the designation and complies
with the laws and regulations of the receiving Party relating to the
admission, departure, operation and navigation of aircraft in its territory
and those relating to the admission to and departure from its territory of
passengers, crew, cargo or mail. 279

----------
"'lIeld in Montréal fi:om 6-10 April 1992.

177 Held in Montréal fi:om 23 November 10 6 Dccember J994.

218 Sec ICAO, Fourtil Air Trollsport COIl/erellce, WP/6 (14 April 1994).

279 Sec ICAO, Fourtil Air Tronsport Conference, WP/8 (20 April 1994).
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The proposai also included a "safety net", giving each Party the right to impose a

time-limited capacity freeze as an extraordinary measure in response to a rapid and

significant decline in that Party's participation in a country-pair market. The broadened

criteria would enlarge the scope of aState's right to designate an airline and would

remove sorne of the obstacles for States wishing to liberalize the control criteria for their

own carriers. Given the discretionary nature of current bilateral national ownership and

control criteria, the broadened criteria could be applied unilaterally or bilaterally.

In addition to the "safety net", which was intended for use in exceptional

circumstances, the related ICAO Working Paper No. 10280 provided for the establishment

of two new regulatory arrangements: a "Code of Conduct for Healthy Sustained

Competition" and a new dispute resolution mechanism.281 The two proposed regulatory

arrangements would apply continuously (unlike the "safety net") and would jointly replace

the entire complex of present regulatory arrangements, which provide for either a priori

govemmental deterrninations, full or limited ex post facto contrais, or virtually no control

ofair carrier pricing and capacity. The proposed "Code ofConduct" would apply to many

airline activities now covered by national competition laws, including: (1) price dumping,

(2) price predation, (3) inordinately high pricing due to a lack of competition, abuse of a

dominant position or collusion, (4) price discrimination, (5) capacity dumping, (6) capacity

predation, (7) capacity insufficiency, and (8) capacity discrimination.

2lIO Sec ICAO, Fourtll Air Trallsport COI!ferellce, \'IP/IO (19 April 1994).

281 For Wl onnIysis of the existing nviation di,,!,"'" 'csolntion mcchnnisms Wld the proposcd new mcchnnism, Sec
Dicdcriks-Vcr.>choor, 1., Tlle Sell/emelll ofAv/at/ail Disputes, (1995) XX-! AASL 335.
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However, notwithstanding the generally sound nature of the proposais, they were

found unacceptable by the majority of the States attending the Conference, particularly

those iTom the developing and under-developed regions of the world.282 As a result, the

Conference's main achievement was in eliciting and compiling the positions of the various

States and regions in attendance. A1though ICAO was exhorted to exert a leadership role

in the regulation of international civil aviation, it was not given the mechanism to do so

and was left to "facilitate" any future regulatory arrangements.2K3

6.1.2.2 The World Trade Organization

•

In the aftermath ofthe World-Wide Air Transport Conference, the international air

transport world still found itself without a multilateral modernized approach to the

economic regulation of air transport, while ICAO found itself increasingly marginalized

iTom any eventual framework which may emerge. Given ICAO's unwillingness to lead,

the impetus for applying the GATT approach to international air transport as a "trade in

services" has grown.

After seven years of protracted negotiations, the Final Act incorporating the results

of the Uruguay Round of Multilateral Trade Negotiations was signed on 15 April 1994?H4

It contains an agreement establishing the World Trade Organization, which is to provide a

,., Gencrnlly for Ibe positions oflbe various States und regions attending, Sec Abcymlne, R.I.R., Tlle World-Wide Air
Transport COllferellee alld Air TrajJic Rigills - A Commelllary, (1995) XXX-2 Europcnn Trnn"JlOrl Law 131, at
142-145; For a detailcd discussioa oflbe eonccms voiccd by developing notions, Sec l'oonooswny, V., D<'Veloplllg
Coulliries ill tlle Wolre ofAeropolltlcal Cllallges, (1994) XIX-II MSL 589.

283 For a survcy of Ibe proposais und Ibe Conferenec conclusions, Sec l'oonooswny, V., Tlle [CAO World-Wlde Air
Transport COllferenee - Monlreal, (1995) XXX-2 Europcnn Trnn!lJlOrl Law IlS.

,... Agreemem Eslabllslling tlle World Trade Orgonizal/oll, 15 April 1994, 33-5 ILM 1125 [hereinol\cr wro
AgreementJ.
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single institutional framework for the conduct of trade relations among the Member

States, in addition to four annexes which contain the substantive provisions of the

Agreement.2Hl Annex lB of the Agreement includes the General Agreement on Trade in

Services (GATS) distinguishing four ways in which the provision of services may arise: (1)

cross-frontier supply of services (e.g. international flights, or CRS services provided

abroad), (2) consumption abroad (e.g. services supplied to tourists abroad), (3)

commercial presence (e.g. ticket sales through airline offices abroad), and (4) the presence

ofnatural persons abroad (e.g. crews on "wet leased" aircraft).286

The WTO has broad enforcement powers in regards to its Member States' trade

subsidy activities, including: supervising access to national markets, overseeing the

"phase-out" of tariffs and quotas in trade agreements, reaching binding dispute settlement

decisions, granting compensation, and imposing sanctions. When aState has made market

access commitments, it may not derogate from them, unless specifically provided for in its

Schedule, by setting quotas on : (1) the number of service suppliers, (2) the total value of

service transactions or assets, (3) the total number of service operations or on the total

quantity of service output, (4) the number of naturai persons that may be employed in a

particular service sector, (5) the types of legai entity or joint venture through which a

,., For a detailcd analysis of the WTO Agreemelll and the GATI system in gcncral, Sec Petcrsmann, E.-U., Tile
Dispute Sel/lemelll System of tile /Vorld Trade Orgoni'Dlion olld tile Evolutioll of tile GATT Dispute Sel/lement
System Silice 1948, (1994) 31-6 CMLR 1157.

,.. Sec supra noie 284, Ann. lB, Artiele 1(2); Sec Wasscnbcrgh, HA, Tile Future of /lIlemaliallOl Air
Trallspartalioll Law, (1995) XX-il AASL 383, aI4~07; For the European COlm ofJustiec's interpretation of the
scope of titis dermition, Sec Re: Tile Uruguay Round Treaties (Opinion //94), (1995) 1 CMLR 205, al 316, ami
Raeie, M.A., supra noie 229.
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service supplier may supply a service, or (6) the maximum percentage of foreign

shareholding or the total value of individual or aggregate foreign investment.

The framework for the safeguard mechanism and "safety net" proposed at the

ICAO Conference is found in Article IX, which prohibits anti-competitive practices, and

Article X, which requires multilateral negotiations be held to decide on provisions

governing "emergency safeguard measures" within three years of the entry into force of

the wro Agreemen/.287

The GATS approach to international economic regulation is based on two

principles. The first is the non-discrimination principle, requiring unconditional mandatory

MFN treatment and unconditional national treatment. MFN treatment is a general

principle which requires that Member States "shaH accord services and service suppliers of

any other member treatment no less favourable than that provided for under the terms,

limitations and conditions agreed and specified in its Schedule".288 National treatment is a

specifie principle requiring Member States to provide "no less favourable" treatment to

foreign service providers than that provided to domestic providers.289 The second

principle is the prohibition ofnon-tariffbarriers.

Although the immediate application of the Annex is restricted to three aspects of

air transport services, namely: (1) aircraft repair and maintenance services; (2) the selling

and marketing ofair transport services; and (3) computer reservation systems, the wording

287 Sec JWlda, R., Passing the Toreh: Why JCAO Sho.ld uave Economie Regulatioll ofJlllematiollai Air Transport
ta Ihe wro, (1995) XX-J MSL 409, nt418.

'" Article XVI.

,.. Article XVII.
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of GATS makes it c1ear that it applies to air transport services in toto. However, as the

existing bilateral exchange of route rights framework is premised on discrimination and

non-tariff barriers, the GATS approach has been seen by many as unsuitable for air

transport services.

The MFN principle in effect transforms bilateralism into multilateralism, since ail

Member States benefit from any improvement in market access negotiated by any two

States. MFN and national treatment are extended to ail Parties regardless of reciprocity,

whereas the existing bilateral regime is premised on reciprocity. As a result, it is feared

that this multilateralizing effect would result in the exportation of liberal air traflic rights

regimes by dominant States to States and regions unwilling and/or unable to implement

such a uniformly liberalized approach. Given the idiosyncrasies ofair transport, which can

be accounted for in bilateral agreements, this multilateral approach is viewed as being

limited because its scope cannot extend beyond the least common denominator of

opinions.290

Sorne commentators have suggested that it is possible to combine the MFN

principle and traditional bilateralism, by applying it to the most favourable equal exchange

of inbound and outbound access to transborder markets which a country is prepared to

make. Thus, a country would identifY the most liberal arrangement it would be willing to

offer and would have to offer it to ail other WTO members on the basis of reciprocity.291

"" SC'C WlISSCnbergh, HA, World Air Trallsport Regula,aryRefarm, (1994) XIX-I AASL 491, at 507-508. A1so Sec
Aheyrntnc, R.I.R., Tlle Eeollomie Relevallcc of '"e ClJieago COllvemioll: A Retrospective Study, (1994) XIX-U
AASL 3, at 24-38, and Mencik von Zebinsky, A., Til. Gelleral Agreemellt 011 Trade ill Services: Ils lmplieatiolls
for Air Trallsport, (1993) XVIII-U AASL 359, at 392-394.

29' Sec 1anda, R., supra noIe 287, at 423-426.
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However, given the abovementioned reservations, the GATS approach to the economic

regulation ofair transport is not expected to be adopted in the near future, although it may

prove enough of a threat to ICAO to force it to finally make a real attempt at addressing

the issue.

6.1.3 Regional Attempts al Reform

6.1.3.1 The European Union

As mentioned earlier, national substantial ownership and effective control

provisions have been replaced by Community ownership criteria within the European

Union.292 This change has come in conjunction to the creation of a Community-wide

internaI air transport market, granting access to ail intra-Community air transport to

carriers of ail Member States, with restrictions on cabotage remaining in effect until 1997.

A1though the change in ownership criteria only has internaI effect, with the exception of

the few States which have waived this provision in their bilateral agreements with respect

to Deutsche BA,293 it is expected to lead to a proliferation of Cornmunity ownership

clauses in future bilateral agreements.

This may or may not happen in conjunction with the transfer of the external

negotiation mandate from the Member States to the Commission, as requested by the

Commission. The European Court of Justice made it c1ear in Opinion J194 that the

Commission cannot proceed without such a mandate.294 However, although this decision

292 Sec 2.2.3 Tbe European Union, 0127.28.

,,, Sec 4.2 INTERNATIONAL FRANCHISING, 0180-81.

,.. For a comment on the implications orlbe dccision, Sec Rude, MA, supra nole 229.
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resolved the competence issue in regards to external air transport negotiations, the

successful transfer of the mandate requires the resolution of several issues, among them:

the scope of the acquis communautaire (the legal framework of Community

harmonizalion measures), the mechanics of mixed negotiation and conclusion of

agreements, and the formulation ofan overall external air transport policy.29s

Since the ECJ's decision, the EU Transport Ministers Council met on 19-20 June

1995. to discuss the Commission's proposai for a mandate to negotiate an air transport

agreement with the United States, on behalf of ail of the Member States.296 AIthough a

decision on the matter was not made, the proposai elicited much skepticism as to whether

the Commission could define a common interest for such negotiations and as to whether

such negotiations would objectively produce the best resu1ts for ail Member States. A

decision on the matter is now expected to follow a review of a report on these issues,

which was to be presented to the Council at its December 1995 meeting. In addition, the

EU will increasingly concentrate on creating a seamless European aviation market, that is,

a European Aviation Area encompassing ail of the countries in Europe (ECAC members)

with a multilateral framework utilizing harmonized regulatory rules.297

However, in terms of the EU's requirement for majority Community ownership

and control for its carriers, it should be noted that based on an agreement made on 4 May

,." Ibid.. nt 313-317.

". Sec Thin/-'Iale Negoliatioll' TopAgellda al Coullcil 01119 alld 20 JUlie, rrA-Prcss (1-15 JWle 1995), nt 2.

,." Sec Auer, A., Re/alioll' Herweell Iile Europeall Ullioll alld Iile IVider Europe, in ECACIEU A Competitive
EU!!!pcnn Air Trnnsport Indlt'try in n G1obol Environment (Procccdings of n conference titled ECACIEU Dia/ogue
wilil Europeall Air TrallJport Illduslry, orgnnized by the international Institute of Air lUld Space Law in Lciden,
Ileld in Noordwijk, from 6-7 July 1995), 8t20.
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1995, Swissair will increase its holding in Sabena ITom 49.5% to 62.5%, subject to the

right of the Belgian government to buy back control of the carrier. As Switzerland is not

a Community Member, this development has been viewed by sorne commentators as

heralding the end of national flag carriers in the regulation of international air transport.29K

6.1.3.2 The Andean Group (GRAN)

Regional liberalization has not been an exclusively European phenomenon. ln

1991, the Member States of the Andean Group (GRAN) made up of Bolivia, Colombia,

Ecuador, Peru, and Venezuela jointly implemented air transport liberalization policies.

Although it is too early to talk of an Andean Aviation Union, the Andean Group has

irnplemented several measures aimed at liberalizing the intra-Andean market. Decision

297, Integration ofAir Transport in the Andean Suhregion, sets forth the criteria for the

exchange of the Five Freedoms of the air for scheduled flights operated within the group,

while laying down the guidelines under which the Member States are to grant fifth

ITeedom rights to third countries. In addition, it regulates non-scheduled flights

(passenger and cargo) within the Group and with other countries.

Decision 320, Multiple Designation in Air Tramport in the Andean Suhregion,

defines the conditions for multiple designation under the bilateral air transport agreements

between the Member States (not including cabotage), while the complementary Decision

361 sets simplified regulatory criteria for such multiple designations. In terms of

competition policy, the Andean Group aims at drafting and implementing legal

'" Sec Wassenbergh, HA, supra noIe 286, at397; Although Ulis is a bit ofan ovcrslalcmcnl as it is nol the first snch
case. Ibcria of Spain holds majority owncrship of Acrolincas Argcntinas, Sec HlIOJluppcl, l'.P.C., supra nole 9, al
184, f.n. \0.
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mechanisms to identify and prevent practices such as dumping, predatory tariffs, and

excessive pricing (either due to an abuse ofa dominant position or lack ofcompetition).299

6.1.4 Bilateral Attempts at Reform

Buoyed by the relative strength of its dominant carriers, and fiustrated by the

prospects for reform in multilateral settings, the United States set about restructuring the

regulatory framework for international air transport on its own. The process was set in

motion by the "open skies" agreement with the Netherlands, and has been reinforced by

the positive results produced under that agreement. Since then, the United States has

made it a deliberate policy to seek out like-minded partners where it can, while making

concentrated attempts to coerce those who do not yet share its point ofview.

In early 1995, the United States extended the invitation to enter into bilateral

"open skies" agreements to nine smaller European States. The proposed agreement would

include enhanced market access (with sorne limitations remaining on the European

countries' access and not including cabotage within the United States), unlimited

codesharing, full fifth freedom rights, and no restrictions on capacity and pricing.

A1though the United States did not seem to gain much from the eventual signing of such

agreements with the countries in question, particularly as it held many of the fifth freedorn

rights it would ostensibly gain, the offer was part of its overall strategy of forcing or

nurturing (depending on one's point of view) the development of similar bilateral air

transport regulatory regimes with the larger European countries.

'" Sec Weber, L., The CII/caga Cal/vell/ial/ al/d the Exchal/ge afTraJJ1c Rights il/ a Regial/al Cali/ut, (1995) XX-!
MSL 123, nt 130-132.
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On 24 February 1995, the United States signed an "open skies" agreement with

Canada.300 The agreement does not include cabotage, but does grant unrestricted

transborder route access (with a three year phase-in period for American access to

Vancouver, Toronto and Montréal), multiple designation, national slot allocation

treatment at high density U.S. airports, and pricing deregulation (with regulatory

intervention a1lowed in extraordinary situations).301 In a similar vein, the United States has

signed an agreement with Germany with a phased-in period of liberalization measures,

culminating in "open skies" as of 1 November 1997.302

In terms of national ownership and control provisions, the United States continues

to consider the conclusion of "open skies" agreements as a prerequisite to any case by

case review of foreign equity participations in its airlines beyond the 25% Iimit.

6.2 CONCLUDING REMARKS: THE CONVERGENCE OF AERO­
POLITICAL AND MARKET FORCES

The internationalization ofthe aviation industry can be viewed in three stages. The

tirst, which can be characterized as politically driven, has historically relied on prestige,

security and public interest considerations to shape national and international regulatory

policy, resulting in very restrictive arrangements. The second, which can be characterized

as micro-economically drive, has concentrated on shaping the nascent regulatory regime to

suit the commercial interests of the national airlines. The third stage, which we are just

300 Air Transport Agreemelll Betweell Ihe Goven/melll of Callada alld Ihe Goven/melll of Ihe Vlli/ed Siales of
America, signcd on February 24, 1995, (1995) xx-n AASL 460.

lOI For a detailcd mysis orthe agreement, Sec Lney, M.W., Freedom illlhe Air: The 1995 Callada - Vlli/ed Slales
Bilaleral Air Transport Agreemenl, (1995) xx-n AASL 139.

302 Sec supra at 91.
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entering, is characterized by a return to public interest considerations but from a macro-

economic viewpoint. At this stage, aviation policy is not viewed in isolation, but is made

in consideration ofoverall national economic imperatives and fiscal constraints. Thus, at a

time when more and more governments are facing severe fiscal pressures, they will

increasingly be willing to sacrifice or limit national airline interests in order to gain greater

overall access to traffic, for the purposes of transport, trade and tourism.

6.2.1 The Role of Regionalism

The development of the future national and international regulatory framework will

be driven by the twin engines of regionalism and aggressive bilateralism. Notwithstanding

assurances to the contrary, regionalism represents a very real threat to smaller countries

outside of the existing or developing regional arrangements. A1though the European

Union has gone to great lengths to try to reassure smaller non-Union countries that they

will not have to shoulder the costs of concerted regional Iiberalization,303 States outside

the EU and the recently implemented and sure to be enhanced U.S.-Canada "open skies"

arrangement cannot reaIisticaIly expect the treatment they have been accorded up until

recently to continue.304 Political considerations will dictate that they retain sorne access,

but economic considerations will increasingly dictate that this access be kept below a route

profitability threshold acceptable to the regions' carriers.

States that cannot somehow participate in their own regional arrangements have

two choices. Their first choice should be to understand and hamess these developments

34J Sec Comité des Sages Report, supra note 4, nt 184.

,... Sec Poonoosnmy, V., supra note 282, and Poonoosnmy, V., Keynote Speech, in ECACIEU, supra noie 297, nt 17­
18.
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by encouraging the development of regional arrangements in which they can participate,

while carving out a niche role for themselves, fully integrated into the developing supra­

regional structure, somewhat akin to the role now played by feeder regional and franchised

carriers. Ifthey choose not to do so, they will find themselves facing the second option by

default, that is, a graduai and irreversible squeezing out of the market.

However, it should be noted that although regionalism may seem an unpalatable or

even regressive alternative at the present time, it is probably the only means of eventually

securing a more rationalized global regulatory approach. Comments made by several of

the delegations at the recent 31st Session of the lCAD General Assembli'°s seemed to

signal a recognition of the danger of ICAD becoming irrelevant if it does not make a

serious attempt at reaching a multilateral approach to economic reh'IJlation. Although this

does represent a slight shift in attitude, it will probably not be enough to come up with a

consensus on a workable multilateral framework.

Given the constraints of reaching a multilateral solution, and given the traditional

wariness towards Iiberalization, regional Iiberalization is probably the only pragmatic

approach to reforrn. It affords the necessary degree of comfort to allow disparate

countries to make real and often risky changes to national aviation policies. This change

in attitude has its own momentum which will gradually carry over into eventual

multilateral arrangements. Countries which cannot or do not participate in such regional

arrangements risk having no meaningful participation in the development of any future

multilateral arrangements.

lOI Held Ù1 Montréal from 19 September 104 Oetober 1995.
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6.2.2 The Raie of Bilateralism

Aggressive and dynamic bilateralism, particularly on the part of the United States,

is the second engine driving these developments. Although it was initially viewed as a

threat, serving as a dominant impetus for the development of regional frameworks, the

maturation of the regional approach has seen this type of bilateralism assume a more

complimentary role to regionalism in the re-development of the economic regulation of

international air transport. Detractors of a liberalized approach focus much of their

criticism on the fact that in many ways, the United States is driving this restructuring

through its own "open skies" bilateral initiatives, thereby breaking with international

comity based on sacrosanct multilateralism. However, these same detractors seem to have

conveniently forgotten the history behind the present multilateral framework. Although

the current economic regulation of international air transport has evolved into a de facto

multilnteral framework, it is based on the same type of aggressive bilateral initiative,

namely the Bermuda 1agreement,306 which is presently being criticized.

One has to wonder what the consequences of this insistence on developing

regulatory initiatives only by way of multilateral consensus would have been had they been

as strident, and eventually successful, after the Chicago Conference. If Bermuda 1 and ail

its derivatives had been blocked by the same reasoning, would there be a de facto

multilateral approach to defend? Would air transport be a dominant economic activity, as

it is today? Would passengers have more or fewer options in terms of destinations,

carriers and frequencies?

J06 Sec 2.1.4 Th. Chicago Legucy, uI20-22.
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We live in a dynamic world, where political systems, countries and industries, no

matter how belligerent, defensive and intransigent, eventually collapse from the weight of

their own inefficiencies and injustices, and we are ail better for it in the long run. Who

would have thought that Singapore, an entity which didn't even exist at the time of the

Chicago Conference, would one day become an aviation power?

However, for regionalism and bilateralism to play a truly meaningful and

productive role in the creation of a stronger and barrier-free international aviation

industry, it must be characterized by a willingness by ail of the participants to forego

sorne of the advantages which have accrued to them through the historically restrictive

approaches to aviation relations. The more liberalized approach to the exchange of route

rights, as espoused most vociferously by the United States, requires a certain "leap of

faith" from the smaller and weaker participants in the industry. However, such a "Ieap of

faith" requires that ail parties to any new arrangements bargain in good faith.

Despite its present dislike of the restrictive approach to the exchange of route

rights, the United States has by far been its greatest beneficiary. Ils post-war industrial

strength and the relative political and economic weakness of its negotiating partners has

allowed it to extract concessions which would seem unthinkable at the present time. This

situation is best exemplified by the extensive fifth freedom rights it has been able to

acquire throughout the world, most notably in Asia and Europe. The utilization of these

fifth freedom rights has resulted in the creation of American international hubs on foreign

territory. These hubs in elfect give the United States the ability to participate in regional

aviation in a manner totally unrelated to the relative strength of its carriers in the region.

136



This development is contrary to the spirit of the agreements through which these

rights were acquired. The United States cannot argue against barriers which create

international market distortions while at the same time reaping the benefits of regional

market distortions. The strategy of insisting on the implementation of the historical

arrangements according to the letter of the agreements, while at the same time

contravening the spirit of those same agreements is short-sighted. It ignores the present

economic and political realities and undermines the confidence of ail of the participants,

without which the required "Ieap offaith" is impossible.

Sorne markets, particularly the Asian one, have experienced tremendous growth in

the last few years under the existing restrictive arrangement, both in aggregate traffic and

in the relative strength ofits carriers. Therefore, they may feel insulated from the maladies

affecting other aviation markets. However, this growth has to a great extent been demand

driven, so much so that it has been able to overcome the distortions discussed above and

any inefficiencies inherent in the region's dominant carriers. However, this situation will

not last forever, as the market will eventually mature. When this level demand playing

field eventually materializes, Asian carriers will find themselves facing sorne of the same

difficulties experienced by carriers in the developed markets. Unless these developments

are taken into account today and the necessary efficiency and regulatory adjustments are

made, Asian carriers will in the future find themselves competing against highly efficient

American and European carriers in a flat demand market, without the benefit of

protectionist national policies. Therefore, it is imperative that they too participate in this

regulatory re-development.

137



•

•

6.2.3 The Raie of Strategie Alliances

If the preceding hypothesis is correct, and regionalism and bilateralism do truly act

as the building blocks of a new liberalized regulatory framework, then strategic alliances

should be viewed as the cement holding the structure together. A1though a good part of

this thesis was spent in describing the obstacles that must be overcome in order to create

merged airlines, franchises and strategic alliances, it should be kept in mind that they were

eventually overcome to varying degrees. The process of making sacrifices and

overcoming hardships, although often derided in today's world, serves a cnthartic role.

Although the concept may seem misplaced here, it should be remembered that nir

transport is a human activity, aside from its complexity and geographic scope, little

different from ail other human activities or processes. The fact that nirlines found it

difficult to globalize sensitized them to the concerns of national governments, international

regulators, their passengers and their workers. Given the fact that air transport is an

activity which touches law, economics and politics, the skills learned through these

tribulations will prove invaluable in building and successfully running a truly global nirline.

In international nir transport, whether we like it or not, everything is interrelated.

Proponents of global nirlines very often seem to forget this fact, and hurt their cause by

their impatience. They seem to forget that almost ail apparently revolutionary political and

economic developments are the result of a series of relatively minor, but related events.

Viewed from a distance, these events can be seen for what they truly are, the finale of a

sequence of graduai changes. In international nir transport, strategic alliances are an

integral part of this sequence. Now that they have been accepted in varying degrees, they
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continue and strengthen the momentum towards the eventual emergence of tndy global

airlines. As the operations of strategie alliances become more and more integrated with

the relevant national industries, they will increasingly be seen as an important part of the

domestic airline operations by the national regulators, the labour unions and the

passengers. This change in perspective has a1ready been seen in other industries such as

automobile manufacturing, where foreign-owned plants are now passionately defended by

local politicians and labour leaders, who would have previously been the foreign

manufacturers' most strident opponents. The growth in this commonality of interests will

eventually result in the evolution ofglobal airlines.
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