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The EU-US Open Access Area:
How to realise the radical vision

Talks are due to beg,1 In September on the
I Eurooean Commun ry proposal to create

an EU-US "Open Access Area". whereby any
a i r l ine  es tab l i shed n  e i ther  the  EU or  US wou ld
nave equai, open access to any avratton maf-
ket within that zone, and non-discrimtnatory
access to third country markets. The EC s
proposing to abandon the hrstor.ic approach by
which governments regulated International air-
l ine competit ion and move to a framework
where a rl ines could be organrsed on a multi-
na t iona l  basrs ,  lLke  f inanc ia l  Ins t i tu t rons  and
most other global service industries. By rnit ial-
ly negotiating with the US, the EC hopes to
quickly establish a large foundatron that can be
s teadr ly  ex tended to  o ther  count r ies  and
regions, where Open Access could be an
espec la l l y  power fu l  d r iver  o f  compet ton  and
increased efficiency

While some recognise a h storic opportunt-
ty, others have been more cynical about the
possibilty of ever reforming the old system. lt
promises to be one of the rnost interesting sto-
ries in aviation in the coming year. The EC
faces enormous obstacles, including the sheer
audacrousness of its concept and the extent to
which the current system rs totally ingratned
into industry-wide processes and thrnking.

In thrs review we wil l discuss Open Access
In the context of the malor econorrtc con.
straints wrthin today's framework, and the alter-
nat ve paths to structural reform under discus-
s ron  l t  i s  unc lear  whether  the  EC and o ther
supportefs of Qpen Access fully appfeciate the
enormous challenge of uprooting long-stand-
Ing practrces and moving g obal aviaton to a
totally new approach. In pa(icular, there are
issues as to whether the EC can

. Demonstrate that the new framework can
fully meet all of today's safety, consumer and
other iegal requirements and deny defenders
of the status quo the opportunity to block
feform by raising a wide range of doubts and
concerns,

. Offer solutions for today's outstandrng market
entry and competitron problems and for the
ongoing issues of slots and future competit lon
a t  capac i l y -cons t ra  ned ar rpor ts .  so  c lear ly
establrshrng the pro consumer object ves of
Open Access;

' Keep the upcoming negotiating pfocess

focused on the possibil i ty of reaching a break-
through agreement on long-term structural
reform, and prevent competing short-term
claims from airl ines and other vesied Interests
from dominaiing of subverting the basrc reform
agenda.

The November 2002 European Court of
Justice decision that invalidated bilatera provi-
s ons Inconsistent with the Treaty of Rome left
a nun'ber cf av,at,on julsd ctrola rssues un'e-
solved. However, we are assuming that these
intra-European matters afe being. of wil l be,
sorted out. and the Europeans wil l be rn a posi
tion to negotiate a major new treaty wrth the
US and o ther  th r rd  count ies  tha t  w i l l  be  b ind ing
on all the l\.4embef States.

The Gordian Knot

Every commercial airlrne in the world has
been rigidly t ed to a srngle. specific nationality
since the ear iest days of the industry. The US
Avat ion  Ac t  o f  1938 es tab l i shed the  75% US
c tizen rule for ownershlp and contro of USair-
l ines that rema ns in force today. The Chicago
Conven i ion  o f  1944 es lab l rshed na l iona l
accountabil ity for safety, specifically sanc-
t ioned the  s ta te  ro le  in  l im i t ing  and manag ing
compel i l ion .  and enshf rned the  fundamenta l
right of every state to prohibrt forelgn carriers
f rom er te rng  the .  dores tc  ma 'ke t  The a i r -
l ine/nal ionality l ink was extended acfoss the
globe by the ownership provisions of ofiginal
US UK Bermuda 1 treaty and the thousands of
subsequent Air Services Agreements modelled



Every a rr fe must meet three tests of
na :  ona l  ty  l t  must  rece  ve  an  Ar r l  ne  Opera tors
Cedfca te  and be  sub lec t  to  the  sa fe ly  over -
s  gh t  o f  a  spec i f  c  government .  t  must  have ts
pr ncrpa place of business and be subject to
the  commerc  a l  1aw (per ta in ing  to  f inances  and
contracts wrth c\Jstorners. and many othe. mat-
ters) of the same government that rssues the
AOC.  and cont ro l l ing  ownersh ip  i s  l im ted  to
ctizens of ihat nation Thrs n eflect prohibits
mergers across natronal borders. and makes
any commrng l ing  o f  opera t ions  or  marke t rng
w th airl ines of other natrons extremely diff icult

The airl ine/nationality l ink is now a Gordian
Knot. extendrng far beyond the regulalory con-
trol of safety oversight that was the key obJec-
t i ve  o f  the  Ch icago Convent ion .  Ownershp
and control provisions imit access to capiial.
Consumer protection and accident labrlity laws
all rely on thrs strict national framework. so that
CRS codes and other arrl ine brandrng devrces
are as rjgidly tied to nationality as the regula-
tion of aircraft marntenance programs Under
Bermuda-type ASAS airlrnes can only operate
rnternatronal routes when governments have
granted and traded recrprocal "rights" of mar-
ket entry, and every country has the right to
b lock  any  a i r l ine  no t  meet ing  these th ree
nationall iy tests Thls not only gives govern
ments cons derab e scope to l imit airl ne com-
petrt on, but also creates leverage that can be
used to further other d plomatic objectives.

All past etforts to feduce government inter-
ference rn arrl ine markets (includtng dereguia-
t ron  and pr iva t isa t ion)  were  s t r i c t l y  wthn  the
traditional "national airi ine" framework which
remains  as  rg id  as  ever .  Count f res  have
a lways  had the  ab l l i t y  lo  poo l  na t rona l r t res ,  as
Sweden.  Norway and Denmark  dd  n  1951,
but this fequires the specific agreement of
every trading partner. and the pooled national-
ity strl l  funcirons within the tradit onal system.
Airl ines frorn different countries cannoi freeiy
integrate rrar\eting or oDerating asse(s. as
compan ies  in  most  o the f  indus t r ies  can,  un less
( l i ke  SAS)  the i r  governments  have imp lement -
ed  wo. ldwde agreeme.1 ls  rha t  recognrse
pooled nationalrty

l\,4arket access under the Open Sktes policy
advocated by the US Government is strictly
lm i ted  to  "na t iona l  a r r l ines"  as  de f ined under

the Bermuda framework Under tightly con-
t ro l led  cond i t ions  ar r l ines  can use codeshar ing
to sell other airl ines' services, but only when
the marketing carflers have the underlying
right to operate the routei since all iances have
no nationa ity, they are forbidden from drrectly
sellrng services or controll ing operatrng assets.

Two approaches
to aviation reform

I t  rs  rmpor tan t  to  emphas ise  tha t  the  EC has
explicit ly rejected proposals to ach eve incre-
mental ga ns under the old frarnework. and is
a t tempt ing  to  undermrne,  and eventua l l y
replace the old system Open Access rs much
more  than Open Sk ies ,  and i t  i s  much more
than an attempt to pool the nationality of the 15
Member States into a srngle aeropolrtical entity
ca l led  "Eufope" .  The US Government  has
clearly indrcated rts wrll ingness to replace its 15
separate. somewhat inconsistent Air Services
Agreements with a unified Open-Skies ASA,
and these changes could have been easiiy
implemenied under the current system
Equally clearly, the EU has ind cated that such
an approach fell far short of what it was try ng
to acn eve.

Two basic approaches to avratron reform
are possrble (see table. page 4) The first
approach attempts to weaken the Ownersh p
and Contfol (O&C) bilateral provisions to fac 1i-
tate cross-border investment wh le protecting
both safety oversight and traditional commer-
cial and aeropolit ical Jurisdiction of national
governrnents. Extensive work has been done
by a  range o f  o rgan isa tons  on  exac t ly  how
more l iberal ownershrp could be ach eved with
out unravell ng the Gordian Knot and compro
mising other elements of av ation's legal frame-
work. IATA has done extensive work with ts
members on the merits of delinking ownershrp
and regulatory oversight. lnit iatives such as the
APEC mul t r  a te ra l  open sk ies  negot ia t ions ,  the
OECD Cargo Open Sk ies  in i t ia t i ve  and ICAO
Ar  Transpon Regu laron  Pane l  l see  no le  2 )
have expored spec i f rc  op t ions  fo r  amendng
ASAS.  such as  l ink ing  a i r l ine  na t rona l  ty  to  l s

By Hubert  Horan,  comments and quest ions
to:  huber thoran@hotmai l .com
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Cross-
Border
mergers
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No Cross,border mergers Cross-border mergers
possible as long as
operat n9 unrts stnctly tred to
{Ot91?lely reg|',l?lSI.
Al l  art i f ic ial entry l imits
el iminated
All  discrimination based on
natronal i ty lr t ted

I E.try on y 
"ne" 

gou"' . .ents Ertry orty wl-er gorerrrrerts ag'ee
agree on reciproca nghts on recrprocal nghts
No access to foreign domestrc No access to foreign dornest c

I nrarkets I rnarkels

"principal place of business" or where "effec-
tive regulatory control" exists, while eliminating
references to the cit izenshjp of its sharehold-
ers .  The European Un ion  has  c leary  taken
note of these approaches (and even simpler
ones ,  such aS "permanent  p resence" )
Provisions to prevent airl ines from establrshing
"flags of conven ence" or exploit ing other loop-
holes to "free-ride" off of other third-country air-
lrnes' r ghts have also been proposed.

Ownersh io  and cont ro l  lbera l i sa ton  c re-
ates the possibil i ty of increased foreign nvest-
ment and even fore gn ownership but does not
really break the core airl ine/nationality l ink and
would not facil i tate cross border marketing
integration much less a true multi-natronal car-
rrer. An airlrne based rn the IJS and under effec-
tive regulatory contfol of the US Government
could be owned by Germans or Stngaporeans
under fully lrberalised O&C. but rt could not
combine its operat ons or marketing with air-
l ines under the regulatory control of Germany
or Singapore. lt would be subject to the exact
same lega l  and econom c  cons t ra rn ts  as
today's US airl ines. The EC has not even bro
ken th is  a i r l ine /na t  ona l i t y  bar r ie r  w i th in
Europe. Virg n Express maintained separate
operations under separate lrish and Belgian
AOCS several years ago, but was str ctly pro-
hrb(ed from co-minglrng operations in order to
pro tec t  cear  l ines  o f  sa fe ty  regu la t ion .
Lufthansa is permitted to take a controll ing
shareho ld ing  in  A i r  Do lomr l i .  bu t  opera t ions ,

branding. commercia activit ies and financial
responsibil i t ies must remain distinctly ltalian.
Air Dolomiti can use the LH-desrgnator, but
only on the same restflcted terms as United or
Air New Zealand. Lufthansa could integrate Air
Do lom t i  opera t ions  and brand ing  w i th
Lufthansa Crtyline if t shifts operatlons to a
German AOC and the higher costs of German
legal requrrements, or retain the ltalian AOC
and the higher cost of dupIcate rnfrastructure.

The a l te rna t ive  " f ree  t rade"  approach
breaks the Gordian knot by sepafating nation-
al responsib ity for operational l icensrng and
safety overs ght frorn any definrtion of commer-
c ia l  na t iona l i t y ,  and proh ib i t ing  marke t  d  sc rm-
ination based on any not on of nationality. Th s
would allow airlrnes to separate therr core
opera t ing / technrca  func t lons  (wh ich  wou ld
remain tied to the national AOC) from other
marketing and service funct)ons which could
be organised across borders, or n other nno-
vative ways. Ail iances current y have no abil ity
to oblain route rights or sell t ickets since they
are not "airl ines" and do not have any national
ity. With the denation a l isation of comrnercia
activit ies, Lufthansa would be free to ofganise
and marke l  A i r  Do lomi t i  and  C(y l  ne  (and For
that matter the Star All iance) in any way it saw
fit and would allow people to rethink the basic
questron of "what is an arrl ine?"

Airl ines wou d garn the sarne marketing
f lex ib i l i t y  as  mul t i -na t lona l  banks  tha t  can
adapt  g loba l  b .ands ,  re ta in  h rs to r ic  na t rona



brands  or  use  rnu l t rp le  p roduc t  l rne  brands .
wrthout pet t onrng dozens of governments for
regu atory approval. Under the "free trade"
approach. a rl ines would sti l l  be fully subject to
normal consumer protection and other com-
mercral laws, just lrke software and soft drinks
companies. Airl ines with sales or arrport staff in
any given country would be subject to all local
labouf  laws and soc ia l  requ i rements .
Governments would continue to play a key role
In areas l ike airport capacity and competit ion
law but they would lose the abil ity to distort
markets by explicit ly discriminating between
airl ines on the basis of nat onality.

Aviation reform under
Open Access - how far,
how fast, which path?

The EU c lear ry  a rms to  achreve a  majo l
breakthrough that would facil i tate cross-bofder
integration and mergers. Public statements
emphasise the need to destroy "long embed-
ded commercial restrictions and archaic own-
ership rules so that investment may flow freely
and arrl ines can create truly internattonal busi-
nesses" and the specific goals of facil i tating
"mergers between European airl lnes from dif-
fe ren t  count r res  and be tween US and
European airl ines" and the overall "consolida-

tion of the industry". EU statements claim that
the init ial establishment of the EU/US Open
Access Area would "produce a more competi-
t ive market than today generating a greater
choice of seryrces and ower airfares" and
"d rect consumer benefits of at least €5bn a
year  and wou ld  boos t  a i r l ine /na t iona l i t y
employment on both sides of the Atlantic". (see
note  1)

These statements would not be consistent
wrth srmple ownershrp and control l ibera isa-
t ion  and the  EC appears  anx ious  to  e l im ina te
the type of barners to operating and marketing
ef f rc rency  tha l  Vr rg ' r  Exoress  and
Lufthansa/Air Dolomitr face. This more ambi
tious approach is a logical extensron of the free
trade objectives of the Treaty of Rome to inter-
national aviation. The Treaty clearly envisions
a multtnatronal econornrc space, where compa-
n ies  have the  r igh t  o f  es tab l i shment  and are
free from discriminatron based on nationality.

Under  th rs  concept ,  na t  ona l  governments
must abandon their historic role "desrgnating"
and protecting national companies and negoti
ating with other national governments for "rec-
iprocal" trading "rights".

It is not yet clear whether the EC's mandate
recognises the worldwrde scope of changes
needed to fully establish a free trade-type
regime or the long-term negotiatrng and rmple-
menta t ion  cha l lenges  o f  th is  ambr t ious
approach. An Init ial agreement covering the
EU/US zone would be largely symbolic in
many ways; no large international carrier wil l
be able to even entertain ideas about serious-
ly integrating operations or marketing across
borders unti l Open Access agreements cover a
significant portion of the global market Until
that t ime, carriers wrll avoid any move that
cou ld  undermine the i r  o ld  na t iona l  iden t i t y  and
the route rights to countries l ike Japan and
Russra that are l inked to it. Yet clarmed bene
fits of the EC proposal focus narrowly on the
EU/US zone and there  has  been l t t le  d lscus-
sion of how aviation discussions with less l ib-
eral third countries might be aligned wrth the
major changes envisroned for the US talks or
the multi-year diplomatic effort that wrll be
needed extend Open Access more w dely

Since safety and a wide range of other aws
are involved. it wil l be crit ical to work out exacf
ly how a new free trade framework would work
in practice These are certainly not nsur
mountable challenges, but it is not sufficient to
merely suggest that solutions are possible. Any
vested Interest or entrenched bureaucrat wish-
rng to block reform need merely suggest that
safety accountabil ity could be confused or
compromised. lf Europeans are not yet satis-
fied that there is a framework that would permit
Virgin Express complete cross-border flexibi ity
under multiple AOCS, then Amer cans and oth-
ers have a r ght to demand stronger evidence
Al te rna t ive  aooroaches must  be  worked
through in considerable detail. with active con-
sultation and discussion with a wide rage of alr-
l ines. ulrons and other Interested part,es

The commercial issues represent relat vely
uncharted territory and may actually be trickier
to  so lve .  Swissa i r .  Sabena and Aust ran  con-
sidered using a common two-letter CRS code
several years ago as a means of marketing
their Qualrflyer All iance. The US Government

Y u | ' l ^ g : ' g J . . v v J  _
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had no bilatera, competit lve or safety con
cerns, but objected to the concepl on the
grounds a  mul t l -na t lona l  iden t i f te r  cou ld
obscure crit ical nformation (what natron rs pro-
viding safety ovefsight?) and confuse con
sumer rrghts (what law applres if there is a dis-
pute?). Obviously, hundreds of other Industries
have found solutrons to these problems and
efficiently rnarket on a multi-national basis, but
th s i l lustrates the depth of the tradrtonal air-
l ine/nalonality m ndset. The EC must be n a
position to answer all possible legal oblections
in  s i tua t ions  fa f  more  complex  than the
Qualif lyer case, rncluding true mulli-national
mergers, and recognise that many govern-
ments could use these types of claims of legal
uncertarnty to protect Incumbents and block
new competitron.

Market entry
and competition issues

The EC expects Open Access to dlrectly
spur expanded service and increased competi-
t ion (it forecasts 17m incremental passenger
trips annually), although the specific changes
to ex sting constrarnts that mrght stimulate new
ent ry  and t ra f f i c  g rowth  have no t  been
described in detarl. Today's major US-EU com-
petrtion problems centre on airports with seri-
ous physrcal capacity constraints, and transat-
lantrc service to London, where historcal bllat-
erals have seriously distorted competit ion and
artif icially b ocked entry.

The EC explicrtly acknowledges a govern-
ment role in airlrne markets where physical
capacrty constraints can lirnit the efficacy of
"free" cornpetjt jon. "The Open Avration Area
will have to offer all community carriers equiv-
alent opportunities as regards access to tratfic.
The abil ity of the principal Community airports
to accommodate new seryrce is, in thrs regard,
decisive. lf problems of airport capacity were to
hinder the opening of new transatlantic ser-
v lces  fo r  communi ty  compan ies ,  the
Commissron  wou ld  examine the  s i tua t ion ,  take
the  appropr ia le  measures ,  and r rake  . . .  p ro -
posa ls  to  the  Counc i l  and the  European
Paf  |ament  to  a , low fa r .  maf  ke i  access  . lo  oe
restored" (see note 3). lt is not yet clear how
policy statements such as this wil l translate

into concrete market rules, but g ven the
degree of capacity constraints across Europe
i t  w i l  be  impossrb le  to  judge the  po ten l ia l

impact of an Open Avratron Area on compelr-
tion and consumers without a detailed consid
eration of specific proposals, including clear
rules on siot distnbution and "ownership".

Under  cur ren t  EC ru  es .  a  r l ines  have an
absolute fight to continued use of historic slots
at no cost, but cannot be paid to trade or relrn-
qursh  them,  and have no  r igh ts  r f  they  s top
using them. These ru es have been chal enged
by UK court decisions upholding grey market
trades of slots for money. and by recent markel
interventions to extend grandfather right to
slots unused during the current rnarket down-
tu fn .  Under  an  Open Av ia t ion  Area.  the  EC
could reaff rm and more stflctly enforce the tra
ditonal IATA-administered rules. or adapt a
wide range of alternate rules. These include
granting historic users fu I slot ownership rights
( inc lud ing  the  r igh t  to  buy  or  se  1  a t  open-mar -
ket rates), grantrng airports or governments all
slot ownership r ghts w th proceeds earmarked
for capacity expansion. and varous forms of
narrower. targeted nterventrons to support
new entrants or other perce ved needs (see
note 4)

Every one of these alternatives w ll create a
"bras"  in  favour  o f  sorne  compet to fs  and
against others The staius quo places new
entranls (who have no access to slot trades
and can not buy slots) at a clear d sadvantage
but  may l im i t  the  ab i l i t y  o f  dominan l  car r ie rs  to
aggressive y acquire slots In the hopes of rern-
forcrng that domrnance. More open. transpar-
ent slot exchange markets can accelerate the
sh ft slots from weaker to stronger uses but can
also cfeate senous speculatrve drstortrons dur-
ing  the  in i t ra l  t ransr t ion  to  a  new sys tem.
Several approaches can create drsincentives
to  needed capac ty  expans ion .  Thrs  i s  an
exceedingly complex issue, there is no obvious
so lu t ron  tha t  w i l l  enhance compet r t  on  w thout
putting some existing economic interests at
risk, and there rs always the danger that inter-
ventrons to maxrmrse consurner Interests could
adversely a{ect Industry eFrcrency.

It wil l be difJicult to negotiate major break-
throughs rn the name of enhanced US-EU
conrpet i ton  wr thout  cear ly  address ing  i t s
impact on transatlantic service at London



Heath.ow the markel wrdely regarded as the
furthest frorn anyone s rdea of compettive effi
crency At every other large transatlantic gate-
way EUJag service s totally integrated into a
large. comprehensrve hub network, and a
range of US carflers offer servrce from their
respectrve hubs. At Heathrow. UK-ilag service
is much more fragmented most US hub carri
ers are prohibited frorn serv ng the market, and
US flag routes have been )argely lrozen n
place srnce the 707 era. Deliberate govern
ment intervention designed to help specific
incumbent  a i r l ines  has  hur t  consumers  and
reduced overall industry efficiency. Historical
distortions in other EU lransatJanlrc markets
have been resolved by a combrnation of Open
Skies and new entry US attempts over the
past decade to replace the Bermuda 2 treaty
have been firmly rebuffed by the UK, and the
lack of capacily al Heathrow would preclude
new entry in any event lt wil l be drffrcult to take
the EC's professed Interest in consumer bene-
fits from expanded competitron seriously if the
new US-EU Open Aviation Area farls io find the
bes t  possrb le  so lu l ion  fo r  consumers  a t
Heathrow Unfortunalely. the problems facing
any  so lu t ion  to  the  s lo t  ssues  a lso  app ly  to
Bermuda 2: t is very complex. there are pow-
er fu l  en t renched pos i t ions .  abso lu te ly  any
solutron wrli damage some legjtirnate (con
sumer  o r  a r r l ine)  rn te res ts ,  and th rngs  can ge t
worse dur ng the transltion to any new system.

Cabotage - finally time
to attack the sacred cow?

The e l lm ina t ion  o f  cabotage and d isc f lm ina-
tory access to US Governrnent and miltary
contracts (such as Fly America and the C vll ian
Reserve Air Fleet (CRAF)) is a crit ical element
of the EC proposal Free trade within an Open
Access area requ res the freedom for any a r
l ine  to  en le r  any  marke t  on  equa i  te rms and
that governments do nothrng to rmit market
access of competit ion based on trad tiona def
in tions of ownership or nationality. There are
different ways that the egal framework sup-
podlng thJS could be arranged but under any
scenar ro  a l l  a i f l i nes  opera t ing  US domest ic
servrce would be subject to the same commer

cial and abour laws as any other domest c US
opera tor  The US Government  and mi l ta ry
could set specific requirements for a rl ine par-

t i c ipa t ion  i .  these programs (such as  the  ar r -
craft availabrJity and cargo payload require-
ments of CRAF, or secur(y clearance requrre-
ments) but could not drscriminate among a r-
l ines that met those requirements solely on the
basis of the national ty of the airl ine sharehold-
ers. Most of the ships .equisrtioned by the US
military during the lraq War under the maflne
equivalent of CRAF, were from shipprng l ines
owned by foreign cit izens.

The EC proposal is fully consistent wth ts
larger goals of desiroying all remaining protec-

tionist aspects of the Bermuda framework and
moving to a system where airl ines work across
national borders in the same way that most
other induslries do. However, both US cabo
lage and government  d rscr im ina t ron  have
organised. vocal support. and past attempts to
raise the issue in negotiatrons (inc ud ng recent
US-UK Open Sk les  ta lks )  have fa i led  on  po l i t i -

ca l  g rounos.

Estimating the
benefits of Open Access

Quant i fy rng  the  economic  impacts  o f
changing basic elements of an rndustry's struc
ture is a thankless task. The EC's Open Access
proposal would radically alter aeropolrtrcal con-
strants that are over half a century old. but
aeropolrtical constrarnts are only one of many
factors Influenclng the structure of the rndustry
It is diff icult for anyone In aviatron to grasp the
oppoftunilres those changes might ffeate. and
it is very diff icult to rsolate the value of those
aeropolit icai changes from the dozens of other
variables that drive industry compettron and
profitabil ity. There is a fundamental d fference
between long-term benefits (huge polentlal

but hard to dentfy. much less quantrfy. wth
any  prec  s ion)and shor t - te rm benef ts  (smal le r
but easy to document using concrete exam-
p les) .  Open Access  has  been exp l i c i t l y
designed as new model for global aviatron. Any
in i t ia i  US EU agreement  wou ld  be  a  p r io t  p ro-
gram,  no t  an  end in  i t se l f ,  and i t  i s  l rke ly  tha l  in l
t ial US-EU impacts could be tlny compared to
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what might be possible if the approach worked
g loba l ly .

Nonetheless. the EC commissroned The
Brattle GrouD to estimate the economrc value
of Open Access, and their study (see note 6)
developed the €5bn estimate of direct con-
sumer benefits cited earlier and widely quoted
by Open Access supporters. All of Brattle's
forecasts are for near-term impacts in the EU-
US zone, and do not assume any exlension of
Open Access beyond that zone. Brattle claims
that the major benefit of Open Access (€3bn)
would result from massive productivity gains
as mofe efficient carriers pushed weaker ones
out of the market and carriers adapted more
effrcent procedures in order to compete.
Bratte focuses narrowly on quantrfying rts
hypothetical productivity burst, but provides l if
t le explanatron or evidence to explain why
Open Access would be directly responsible for
creating it l t suggests that European airl nes
wrll take much greater advantage of scale
economres  w i thout  p rov id ing  examples  o f
these unexploited opportunities or attempting
to explain why airl nes do not explort them
today. Erattle clarms addil ional benefits (€0.6-
15bn)  f rom ex tend ing  Open Skres  to  the  UK,
lreland Sparn and Greece, with (as would be
exoecred I alrrost all of the benefits occurring In
the US-UK market. US Government negotia-
tors might plausibly claim that they have trying
to achieve these gains for the past decade,
and any l inkage with Open Aviation is artif icial.
It also fails to explain how the Heathrow capac-
ity problem would be solved.

Brattle also clarms the potential for
Increased prc rng  synerg ies  on  the  Nor th
At lan tc  (€06-1 .3bn) .  The spec i f i c  changes
tha t  d r ive  these improvements  a re  no t
exo la ined and i t  s  no t  c lear  where  new pr ,c rng
synergies of this magnitude might come from.
As with the Open Skies benefits, Brattle seems
to believe that Open Access would create a
second wave o f  benef i t s  s imr la r  to  those
observed when the  immun sed a l l rances  and
Open Skres were first introduced across
Europe lt s much more l ikely that the carriers
participating In the first wave captured the pre-
dominant share of potential benefits from these
innovations, and any future gains would be
much. much smaller. Brattle further assumes
that all of these oains would flow to consumers

in the form of increased service and lower
prices, instead of f lowing to abour or share-
ho lders .  The type o f  shor t /medrum te rm
changes tha t  Bra t t le  p red ic ts  have been
observed in the pasl. but only when the indus
try had significant under-uti lrsed capacrty,
major constraints to short-term pnc ng or route
access were lrfted, or when new arrl ines with
s ign i f i can t ly  lower  cos ts  in i t ia l l y  en ter  and
establish viable positions. None of these con-
ditions are present today.

The EC's public relations offensive relies
heavily on the sales pitch that (to paraphrase)
"Open Access  w i l l  d f l ve  overdue indus l ry
restructuring and a productivity boom, resultrng
in a consumer cornucopra of increased service
and lower prices". lt seems unlikely that the
polit icians and airl ine executives that have
been quoting Brattle's €5bn benefit estimate
have actually read the study carefully or could
explain the logic behind the estimates. Open
Access wil l be debated in a polit ical arena, the
EC must work with a complex set of con-
stituents and the attraction of a simple, sexy
sales pitch rs understandable. Unforiunately. rt
will not be drffrcult for defenders of the status
quo to cha lenge these clarms and thus the
basic credrbil ity of Open Access. and put the
EC back on the defensive.

Open Access
and industry restructuring

Open Access is wdely heralded as the
change that could tngger an industry shakeout.
Ihe Financial ftmes quoted EC otficrals as
say ing  th is  "much needed conso l ida t ion . . .o f
the  f ragmented European av ia t  on
indus t ry . . . cou ld  happen in  months  ra ther  than
years" and that the (Open Aviation) agreement
would "pave the way for the creation of pan-
European car r ie rs . . . improv( in9)  the  d i re  s ta te
of profitabil ity among the leading airl ines" (note

5) Claims for rndustry restructurng of this sort,
a  shor t  te rm phenomenon.  must  be  drs t rn -
guished from potential long-term changes that
might occur under Open Access, such as effi-
crenc es from totally new ways to organrse tra-
ditional airl ine functions. The end of the strict
airl ine/nationality l ink wil l fac l itate changes that



cannot be foreseen today but these payoffs
are  down the  l rne .

The clalmed near-term industry restructur-
ng benefrts only make sense if there was a
c 'ear -cu t .  wer l -documented e f f rc iency  gap
between specific large European airl ines today
and what they could achieve after merger or
some other defrned restructuring. This ev-
dence has never been provided by European
consolidation advocates. and there rs enor-
mous evidence that the economics of consoli-
dation via merger wouJd be largely negative.
More  imo laus ib lv .  the  c la im assumes tha t
many intra-European mergers would have
been profitably pursued except for identif iable
aeropolit ical barriers that Ooen Access would
specrfically remove.

The European airl ine industry is fragment-
ed because markets are fragmented. and the
groMh of the ow-cost sector has ncreased
this fragmentatron. Except for narrow cate-
gofles of Intercontinental connect traffic there
are no meaningful scale economies when oca
networks consolidate. European carriers have
problems wrth overcapacity. productivity and
balance sheets. but these can be addressed
by reducing capacity, reducing costs and finan-
cial measures. l\,4ergers would make each of
these prob lems worse  The arge  Nor th
American airl jnes in the worsl f inancial shape
were the ones that recentiy merged (AA. AC)
or the ones that spent years attempting to (UA,
US), and no sensible observers have seen
mergers as a solution to the current US indus-
t ry  cnsrs .  Swissa i l s  core  a i r l ine  was v  ab le  bu t
the company failed after multiple attempts at
cross-border investment (SN. TP, OS, lW, PE.
FU)  fa i led  to  p roduce any  meanngtu  syner
gies and KLI\4 walked away from its long
planned combrnation wrth Alitalia. There are
obstacles to the "free flow of cap tal" when one
compares the nternal EuroDean aviairon mar
ke t  to  the  in te rna l  Amercan marke t .  bu t  the
marn  rssues  are  labour  tmrnob l i t y  and poor  y
deve loped bankruptcy  p rocesses  and no t
aeropo l i t i ca l  cons t ra in ts  w i th  n  the  EU US
zone.  G loba l  abandonment  o f  the  o  d  l ink
between naiionalty and traffrc righis would cre-
ate many new opportunities but agarn, thrs wi
have no  bear ing  or |ndus t ry  cha.ges  In  l re
nexl lwo years.

There  is  a  fundamenta l  con t rad ic t ion

between these industry consolidation argu-
ments. and the increased service/consumer
welfare arguments cited earlier. Open Access
cannot srmultaneously strmulate massive new
entry and competit ion that drives down prices
and generates 17m incremental passenger
trips annually. while also driving pan-European
mergers and an industry shakeout. lndustry
consolidation might enhance productivity and
profitabil ity (as with the US shakeout of the
early 90s) or leave the industry much worse off
(as with the US mergers of the late 90s) but
they wil l not directly stimulate new entry or
lower fares in either case. In today's environ
ment they would strictly be a means to elimi-
nate excess capacity, and would reduce con-
sumer options and price competit ion.

While consolidation advocates emphasise
that European aviation is "ffagmented", there
is no evidence whatsoever that mergers would
address the problems of Europe's many small
and mid size carriers (TAP, Finnair. Olympic,
Austrian, SN Brussels. etc). The scale of these
companies reflects the local markets they
seTve, and inveslors have not shown any inter-
est, although there wouid be few obstacles to
any proposed acquisit ions. Neither Swiss nor
SN Brussels. despite ongorng efforts, have
found a buyer wil l ing to pay more than token
amounts for their large networks and market
positions. The proposed Lufthansa Investment
in Swiss is predicated on a major Sw ss down-
sizing that would eliminate capacity directly
comDetit ive with Frankfuri and Munrch.

Conso l ida t ion  advocates  appear  m uch
more nterested n mergers between Europe's
la rges t ,  In te rcont rnenta l - focused car r ie rs
where fragmentation is clearly not an ssue.
Three years ago there were six large competi-
tors on the North At antrc (three all iances plus
BA, AA and CO) and several serious mid slzed
carriers (AZ US. lB. SK). Subsequent combi
nations plus the proposed BA-KLl\/ merger
would have left only three plausible transat-
antic competitors. There might be a va id busl-
ness case for any specific merger but it is tota -

ly absufd to argue that Open Access is a won
derful opportunlty for consolidatrng the North
Atlantic down to three piayers while also claim-
ing that Open Access wil l rapidly generate
€sbn in consumer benefts through expanded
servrce and increased price competrtion. A
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merger between any of Europe's large long-
hau l  a i r l ines  woud face  huge compica t rons
due to route rights to i l l iberal countries outside
the EU/US zone. lf Open Access succeeds tn
thLS zone and then spreads widely, mergers of
global networks might become feasible but it
absurd to suggest this type of consolidation
would occur anylrme soon

Can the EU and
the US find common ground?

The negotiations on Open Access repre-
sent a fundamental fork in the road for global
avratron. should the industry remarn resigned
to the Berrruda world of strict airl ine/nationali-
ty l inks for the coming decades, or should the
EU and US take the leadership role in destroy-
ing lhat l ink. and moving aviation to a rnull j-
national framework similar to most other indus-
tnes? The negotiatlng burden wil l fall almost
exclusive y on the European side. The US has
lrtt le of immedrate economic importance on the
table in thrs negotiation, and no polit ical risk if
talks fail. Vested interests do not have to
defend the status quo, but can block reform by
emphasz ing  r l sks  and log ica l  incons is lenc ies
wr th  the  EC s  fadrca l  new concept

As the process begrns, it is important to
understand that the US remains totally com-
mitted to the statutory 75% ownership and con-
trol rule for US airl ines, and that there ts no
strong US polrtical force demanding change. lt
wil l take enormous polit ical effort to change the
laws establishrng those requirements, and to
counter lhe polrtrcal constituencies behind cab
otage, Fly America, CRAF and other forms of
drscnminat ion .  US o f f i c ia ls  wou ld  l i ke ly  under -
stand that Open Access offered l imited near-
term financJal benefits for US consumers.

US a i r l ines  wou ld  no t  expec t  any
material impact on the current industry finan
cial crisis, and are not focused on any potential
garns from longer-term reform US airl ines
have ample access to capital, and can achieve
very high degrees of competit ion and efficien-
cy within the old system. Efficient workarounds
(such as all iances) can be found for most
cross-border issues. Europe wil l need to con-
v  nce  the  US Government  to  vo lun tar i l y

change a system where t has the natura
advantages of both the largest market and enor
mous po l i t i ca  migh t  DOT and the  Sta le
Department clearly value the basrc oght to rnter
vene In inlernatonal airl lne markets n order to
block abuse or to further important nat onal pol -

ctes.
One possible key to a breakthrough wor.rld

be to convince Washington that its current
approach to aviation l iberalisation (trylng to get
i l l ibefal nations to agree to Open Skies) had
passed the point of drminishing returns, and that
Open Access was truly the best way to rnove
the  g loba l  indus t ry  fo rward  in  the  comrng
decades. Washington s unlikely to accept Open
Access as the new basis for l iberal avratron
reform until the EC puts its long-range, cross-
border, freelrade objectives forward n a much
more compelling manner, and demonstrates an
absolute commitment to pro-consumer, free
markel issues in other areas. As a practical mat-
ter, this wrll requ re a package that develops pro-
consumer Open-Skies compatible solutions for
a l l  the  ou ts tandrng marke tp lace  ssues
(Heathrow. Fedex/UPS/DHL slot exchanges)
on the table

By emphasisrng the short{erm consumer
cornucopia and pan-European merger argu-
ments, lhe EC has caused some obseTvers to
totaly mrsunderstand the reai oblectives, and
others to wonder whether those Intentions might
be compromised by other interests. Washington
has clear memories of the UK government's
simultaneous dedrcatron to free markei rdeals
and the crude protectionism of Bermuda 2.
Despite sympathies with open entry reduced
government interference, freer flows of capital,
enhanced productivrty and lower aidares. US
negotrators are not very l ikely to Invest politrcal

capital on a plan that would immedrately reduce
competrtion on the North Atlanlc and perma-
nentJy  lock  in  Bermuda 2  drs to r t ions  a t
Heathrow.

Europe must convince Washrngton to take
two steps back from ts iongstand ng focus on
reciprocal "f ights" and qurd pro quos, and get
Washington to agree to the central objective of
a reduced government role and e iminating the
very concepts of reoprocal "rights" and quid pro
quos. Washington assumes that the UK raised
cabotage in Open Skies talks knowing tt was
polit ically untouchable, and thus a sure fire way



:o sabotage meanngful competrt ve rmprove-
rrents the US was seeking lf Washington con-
tnues  to  ook  a t  th ings  ths  way.  Europe 's
|enewed demand for cabotage wil l be taken as
erther Insincere or foolish. since Europe could
not possib y offer any reciprocal beneflts equiv-
alent to opening up the US market. and golly.
who would want to invest in US airl ines these
days anyway? Again .  o ld
aeropolit ical habits die hard, but if the EC can
make its central case more cleady, Washington
may recognise a unique opportunity There may
be different ways to put the package together in
light of the polit ical concerns but if you agree
the primary objective s to (eventually) destroy
the old system. you would quickly recognise the
(eventual) need to destroy cabotage as well

lf the EC can convert Washington to the core
objective of destroying the strict alrl ine/nat onal-
ity l ink. the challenge then becomes to develop
detailed solutions for how the new framework
would meet the needs of rigorous safety over-
sight, consumef protection, accident l iabil i ty, col-
lective bargaining rights and the myriad other
aviation legal rssues that would be reopened
once the Gordian Knot is cut.

It must be demonstrated that governments
can relinquish the right to fefuse airl ine opera!
ing rights on strict ownership/nationality grounds
without losing the leverage needed to drive
other irnportant policy obJectives. lt is not suffi-
cient to suggest that solutions to these chal-
lenges could be found. the EC and the US
Government must be n a positon where they
can demonstrate that solutions have been
found. Only at that point can the debate be shift-
ed from the danger of safety (or other legal)
risks to the desirabil ity of moving away from an

archa c system. Only at that point can the bur
den of proof be shifted to the vested interests
fighting to maintain the status quo. While indi
vidual carriers or unions or military procurement

officers may have a clear preference for the cur-
rent framework, those preferences should not
determrne the basic structure of global airl ine
competit ion.

A successful negotiation wil l mean either
that the EU and US agree on a framework for
abandoning Bermuda and supporting multina
t onal and other innovative airl ine stfuctures or
the EU and US agree that. no matter how we l-
intentioned, Open Access just won't work, and
reform will need to follow a totally different path.
In either case, the path to success wil l be slow
and diff icult. Fa lure cou d occur much more
quickly. as the negotiators could simply talk past
each other, and fail to understand or deal with
the central issues. As always, the process could
be co-opted by narrow interests attempting to
manipulate shortlerm economic issues at the
expense of the larger reform agenda. There wil l
be co'rsrderable pressure to achieve some
"quick harvests" of intermediate agreements
and simultaneous pressure to focus stricty on
the "big bang" of a comprehensive break-
through.

Elected leaders on both sides wil l be look ng
for the forrner but interrnediate steps could
reduce the US appetite for larger changes, and
the US is highly unlikely agree to anything major
tha t  was  s ta ted  ln  vague,  genera l  te fms.
Participants advocating the "bg bang" could
have a sensible focus on the most important
object ves or could be hoping that over-com-
plexity eads to collapse and preserves the sta-
tus  quo Noth ing  impor tan t  i s  ever  s imp le .

no te  l  -Loyo la  de  Pa laco  "Troub led  a  r l ines  need open sk ies" ,  F inanc ia l  T imes29June2003
note 2 -Aan Mendelsohn's article "The US. the European Union and the Ownership and Control of

Airl ines' lssues In Aviation Law and Po rcv March 2003. lvlafch orovides a much fuller d scussion of O&C
i e < ' , o <  t h : n  l <  n ^ e c i h l .  h . r a

nole 3 -DG C ll l , Draft CoLrnc I decis on authoflzrng the Commrssion to open negotiat ons with the US
in the field of air transport, Brussels 28 Nilay 2003

no le4- 'ANiarke t inA i rpor lS io ts 'a recentpaperby theUKlns t i tu teo fEconomicAf fa i rsdscusses the
pro and cons of many of these alternatives noting the differing views about underlying property rights rn
slots and with particu ar reference to the fundrng of capacrty expansion

no le  5  -  F inanc ia l  T  mes 13  June 2003
note 6 -Ihe Econornic lmpact of an EU-US Open Aviation Area. December 2002 this includes appen

dices lhat usefully summaflse EU responses to US concerns about labour and national securty issues.
The studv is avaiiable at http://www.brattle.com/ d ocu ments/P ublications/Article Reoort2l 98. odf)
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