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Execut ive Summary-United/Cont inental  and Industry Consol idat ion Create Four Major Problems
1.  Mu l t i -b i l l i on  do l la r  consumer  we l fa re  losses  due to  an t i -compet i t i ve  p r ic ing  in  in te rna t iona l

markets that wi l l  steadi ly increase in the coming years
2. Extreme levels of consol idat ion where a cartel  of  three Col lusive Al l iances wi l l  permanently control

8O% of the ent ire US aviat ion market and 100% of trans-At lant ic and trans-Pacif ic markets
3. Seriously new distort ions to domest ic competi t ion, including r isks of major ol igopoly service cuts in

thousands of smal ler c i t ies where Low Cost Carr iers (LCCs) do not compete. Just as the KLM-A|r
France merger destroyed Northwest Air l ines as an independent competi tor and destroyed almost
al l  of  i ts corporate value, this merger is designed to cr ipple or destroy USA|rways'abi l i ty to survive
as an independent competi tor.  This reduced competi t ion wi l l  not be addressed by new LCC
expans ion  or  by  fu tu re  compet i t i ve  en t ry .  l t  i s  h igh ly  un l i ke ly  tha t  conso l ida t ion  w i l l  p roduce
stable competi t ion; given the weaknesses of American and USA|rways i t  is much more l ikely
competi t ion wi l l  be imbalanced in favor of just two competi tors (United and Delta)

4. This merger cannot be just i f ied by synergy or eff ic iency gains, and can only be explained by
United's pursuit  of  increased ant i-competi t ive market power. The merger does not do anything to
solve the industry 's many problems, and the distort ions created by this merger wi l l  actual ly make
those problems worse.

Execut ive Summary-The Committee Needs to Address the Root Cause of These Problems. The DOT's
Nul l i f  icat ion of Longstanding Ant i t rust Law and Evident iary Requirements

None of the extreme concentrat ion and consumer welfare losses would have occurred without the DOT's
wi l l fu l  refusal to enforce longstanding ant i t rust law, including i ts fai lure to conduct required market
power tests and i ts use of f raudulent evidence of publ ic benef i ts.  The Committee and Congress must
ensure that the United/Cont inental  review and al l future air l ine ant i t rust cases are based on ver i f iable,
factual,  case-specif ic evident iary standards consistent with the Horizontal  Merger Guidel ines and reject
the DOT's use of non-factual.  non-evident iary "rules" to el iminate the need to evaluate the actual market
power and publ ic benef i ts impacts of consol idat ion. The Committee and Congress must ensure that the
Uni ted /Cont inenta l  rev iew and a l l fu tu re  a i r l ine  an t i t rus t  cases  inc lude the  r igorous ,  independent  rev iew
of synergy, ef f ic iency and publ ic benef i ts claims that are required under the law, but have been missing in
every  p r io r  a i r l ine  conso l ida t ion  case.

Hubert  Horan has been in aviat ion for over 25 years, and his consult ing pract ice is based in Phoenix.
The test imony presented here is based on his personal experience with over a dozen major air l ine
mergers, al l iances and restructur ings. He was responsible for the or iginal  development of the
Northwest-KLM al l iance network, which served as the template for al l  subsequent immunized air l ine
al l iances. He also managed Northwest 's Tokyo-based trans-Pacif ic network, developed and
implemented the business and f leet plan America West used to successful ly emerge from bankruptcy
in the mid 90s, held strategic planning and network management posit ions at Swissair  and Sabena,
and worked on  the  bankruptcy  reorgan iza t ion  p lans  fo r  Hawai ian  and Un i ted .

As with his 2008 Congressional test imony on the Delta/Northwest merger,  this test imony is based on
his concern that extreme air l ine consol idat ion wi l l  undermine the benef i ts of l iberal ,  market-based
competi t ion and wi l l  damage long-term industry eff ic iency. He has no f inancial  relat ionship with any
of  the  cur ren t  merger  o r  an t i t rus t  immuni ty  app l i ca t ions .  He has  pub l ished ex tens ive ly  on  a i r l ine
competi t ion and consol idat ion issues, the restructur ing of Legacy air l ines in both America and Europe,
and the negot iat ions leading to the recent US-EU Open Skies treaty.  A ful l  publ icat ion l ist  and
professional biography is avai lable at his website,  horanaviat ion.com. He is a graduate of Wesleyan
Universi ty and the Yale Universi ty School of  Management and is based in Phoenix,  Ar izona.
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Mr. Chairman, the United/Cont inental  merger and the ongoing air l ine consol idat ion process creates four
major problems for consumers and industry eff ic iency. I  would l ike to open with a br ief  overview of these
four problems, (which are ful ly documented in my wri t ten test imony).  The heart  of  my test imony is that
al l  four problems have a common and very simple cause, and I  bel ieve a very simple solut ion.

Problem #1. ConsumerWelfare Losses From Anti-Competi t ive Pric ing PowerAlready $5+ Bi l l ion and Rising

I Problem #1 is that the ant i-competi t ive market power created by trans-At lant ic consol idat ion has
already created consumer welfare losses in excess of $5 bi l l ion per year.  These consumer welfare
losseswil l  be much worse in a fewyears-the histor ical  evidence doesn't  ref lectthe recent
consol idat ion due to ATI grants for United/Cont inental  and American/Bri t ish Airways/ lber ia.  The
evidence is overwhelming and shows that the growth of ant i -competi t ive pr ic ing on the North
Atlant ic exact ly tracks the movement to extremely high levels of North At lant ic concentrat ion that
started in 2004, with the KLM-A|r France merger,  cont inued with the three major ATI cases creat ing
the  cur ren t  s i tua t ion  where  mean ing fu lcompet i t ion  has  been e l im ina ted  in  favor  o f  a  permanent
Cartel  of  three Col lusive Al l iances. What has developed on the North At lant ic is the exact type of
art i f ic ial  pr ic ing power that is specif ical ly forbidden by the ant i t rust laws--extreme concentrat ion
levels,  in completely non-contestable markets. There hasn' t  been successful  new entry on the North
Atlant ic in 23 years, so there is no possibi l i ty that future competi t ion could ever discipl ine the
growing ant i-competi t ive behavior that has been documented
t l  For decades, pr ic ing trends in the domest ic and trans-At lant ic marketstracked closely,  because

the factors dr iv ing market demand and air l ine eff ic iency in both markets were vir tual ly
ident ical .  But as exhibi t  1 below clearly shows, art i f ic ial  t rans-At lant ic pr ic ing power emerged
after 2004, and ever since At lant ic pr ices have been r is ing three t imes faster than domest ic
fares.

exhibi t  1

r 993 1994 1 995 1 996 1997 1 998 1 999 2000 2001 2002 2003 2004 200s 2006 2007 2008

post 2004 At lant ic market power def ied normal laws of supply and demand
Domestic fares up due to capacity constaint (seats + 1% fares +15%l

North Atlantic fares up +46% even though seats up +45oh

I The pr ic ing gap in exhibi t  1 actual ly understates the market power problem; the trans-At lant ic
carr iers have developed suff ic ient pr ic ing power to raise fares despite huge capacity increases
that would depress yields in any competi t ive market.  Despite robust (dot-com era) demand
condit ions, North At lant ic pr ices fel l  af ter 1998 in response to 10% capacity growth because
carr iers had no art i f ic ial  pr ic ing power. In the domest ic market carr iers,  recent unit  revenue
growth was made possible by strong capacity discipl ine--fares increased 15o/o in four years
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because capacity only grew 1%. But North At lant ic carr iers have been able to raise pr ices 46%
in the same period, despite 45% increases in seat capacity. '

t l  Exhibi t  I  ref lects actual 2008 North At lant ic fares $10-12 bi l l ion higher than they would have
been i f  fares had cont inued to track domest ic fare trends, as they always had when both
markets were ful ly competi t ive. A detai led analysis (such as the Clayton Act market power
test required in cases such as these) would need to adjust this raw comparison upward for the
addit ional market power demonstrated by the industry 's abi l i ty to signi f icant ly increase pr ices
in the face of rapid capacity growth, and downward to recognize that less capacity would be
provided in a lower revenue environment.  $5-8 bi l l ion is a (conservat ive) est imate of the true
consumer welfare loss due to ant i-competi t ive pr ic ing after these adjustments. That analysis
would l ikely f ind that the greatest 2008 consumer welfare losses were in Cont inental
European markets where concentrat ion levels and entry barr iers are highest.

I  Exhibi t  2 documents the movement from modest North At lant ic concentrat ion pr ior to 2004, to the
imminent si tuat ion where a permanent Cartel  of  three Col lusive Al l iances controls the ent ire market.
The KLM-Air France merger (announced in 2003 and f inal ized in 2004) el iminated the strongest
pr ice competi tor in European longhaul markets, immediately pushed top 3 concentrat ion levels in
the US-Continental  Europe markets from 60-65% to 85%+ and ensured that i t  would be a
permanent Air  France/Lufthansa-control led duopoly.  The US-UK market and the overal l  North
Atlant ic market wi l l  reach simi lar concentrat ion levels once the recent United/Cont inental  and
Bri t ish Airways/American ant i t rust immunity grants have been implemented. ' .

exh ib i t  2

2011
3 Concentrat ion of  US-Cont inenta l  Eur market 40  m i l l i on  annua l

98o/o
3 Concentration of total North Atlantic market 5  m i l l i on  annua l

98o/o
of total North Atlantic c i tors wi th min imum d ure share of  27o

13 13 1 1

'  Data in the graph is US carriers'entity totals fiom DOT Fornr 4l: passenger revenue data is f iorn schedule Pl2. segment
passengers from schedule T100. The aggregate US carrier Atlantic unit revenue data shown in the graph should very
closely track aggregate nrarket levels since US flag carriers serve the identical markets with comparable schedules and
capacity. Capacity growth rates are total (US and non-US) carriers entity seat capacity frorn DOT Fonn 4l schedule T100.
See Congressional testimony of Hubert Horan, "The Anti-Competit ive Risks of a Delta-Northwest l l lerger and the Extreme
Consolidation of Intercontinental Airl ines", House Committee on Transportation and Infrastructure, l4 May 2008. and
testimony in the "Oneworld" (Brit ish Airways-American Airl ines) ATI case at docket DOT-OST-2008-0252-3394 p.2-3
- The three Collusive All iances are controlled by Air France/Delta ("Skyteam"), Lufthansa/United ("Star") and Brit ish
Airways/American ("oneworld"). All iance members with ATI are free to collude on all pricing, capacity and product
decisions. Concentration levels based on seat share using DOT Form 4l Schedule Tl00 data; 2009 shares assumes the
approval of the current application (which was originally scheduled to be concluded during 2009);201 I shares assumes
other small network airl ines based in "Open Skies" countries cannot survive as wholly independent competitors and are
absorbed into the three large collusive groups. Although it has not been granted immunity. there is no evidence that
USAirways competes aggressively on price with its Star All iance partners. and the table explicit ly assumed that with a 4%
capacity share it would have neither the motivation nor abil ity to provide such competit ion, and would eventually be
granted full immunity or merge with another immunized carrier
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The ant i t rust issue here is not Col lusive Al l iances, per se, but the market power needed to sustain
ant i-competi t ive behavior.  ATlgrants since 2004 have helped create this market power al though
Col lusive Al l iances produced strong consumer benef i ts when they were f i rst  introduced in the mid
90s. The or iginal  Al l iances created tangible, readi ly-measurable pr ic ing and service advantages
across a large range of markets, and consumers received maximum benef i t  because they were
introduced in a highly robust competi t ive environment.  These incremental  gains were ful ly
exhausted by the late 90s as the infer ior inter l ine connect ing service that had been supplanted by
the new al l iance connect ions had been dr iven out of the market,  and large increases in nonstop and
onl ine one-stop service supplanted much of the value created by the ini t ia l  al l iance connect ions.
There are no legi t imate independent studies showing any mater ial  consumer benef i ts created by
Col lus ive  A l l iances  in  the  las t  decade '

Ant i-competi t ive pr ic ing supported by the combinat ion of extreme concentrat ion, cartel  condit ions
and h igh  en t ry  bar r ie rs  i s  the  on ly  poss ib le  exp lanat ion  o f  the  pr ic ing  sh i f t s  shown in  exh ib i t  ' 1 .

Neither fuel  or GDP shif ts nor any other economic factor except art i f ic ial  market power could
poss ib ly  exp la in  mu l t i -b i l l i on  do l la r  sh i f t s  in  the  economics  o f  one marke t  s ince  2004,  bu t  no t  the
other.  Factors such as fuel ,  exchange rates, and GDP shif ts can explain the smal ler var iances
observed before 2004 (and smal l  port ions of subsequent var iat ions),  but not the huge, steady post-
2004 shift.

I  The cr i t ical  issues are not the precise est imate of consumer welfare losses in past years, but that the
DOT enthusiast ical ly supported the increase in trans-At lant ic concentrat ion from 4oo/o levels to 90%
leve ls  wh i le  ignor ing  power fu l  ev idence o f  mu l t i -b i l l i on  do l la r  reduc t ions  in  consumer  we l fa re ,  and
the  r i sk  tha t  the  cur ren t  phase o f  indus t ry  conso l ida t ion ,  inc lud ing  th is  merger  and the  Japan ATI
cases are l ikely to proceed without a r igorous analysis of market power issues.

Problem #2. United/Cont inental  is Part  of  a Wel l-Planned. Ongoing Process to Consol idate Vir tual ly Al l
Legacy Network Air l ines Into Just Three Competi tors That Wil l  Control  80% of US Air l ine Traff ic

t  Problem #2 is that United/Cont inental  is part  of  a wel l -planned, coordinated, ongoing process to
consol idate the Legacy Network sector so that three competi tors control  roughly 80% oI the U5
aviat ion market.  Phase 1 of this process was the North At lant ic consol idat ion between 2004 and
2010 that created the growing ant i-competi t ive pr ic ing power and art i f ic ial ly handed exclusive
control  of  al l  Intercont inental  t raf f ic to three companies. In Phase 2 those three companies use that
power to art i f ic ial ly force the other three Legacy air l ines out of business. Phase 3 began last year
with the Japan ATI cases that are designed to el iminate competi t ion and give the three Col lusive
A l l iances  cont ro l  o f  the  t rans-Pac i f i c  marke t ,  and c rea te  the  same type o f  mu l t i -b i l l i on  do l la r
consumer pr ic ing impacts already seen on the North At lant ic.  United/Cont inental  is key to al l three
phases of radical  industry consol idat ion, and cannot evaluated as an isolated event.  The central
ant i t rust issues is not what wi l l  happen to pr ices the day after this merger closes, but whether the
process whereby a Cartel  of  three "too-big-to-fai l "  competi tors end up with control  80% of the
overal l  US aviat ion market and nearly 100% of the trans-At lant ic and trans-Pacif ic markets is
just i f ied by eff ic iency gains that c lear ly offset any competi t ive detr iments.

'The or ig inal  mid-90s North At lant ic  Col lus ive Al l iances (KLM-Northwest  in  1992.  Swissai r iDel ta in  1995 and
Un i ted /Lu f thansa in  1997 )no ton l yp rov idedo f fe r i ngsupe r i o r schedu lesandau ' i de r rangeo fd i scoun t fa res in thousands
of small connecting markets. but traffic growth stimulated by these lower fares led to capacity growth and further consumer
benefits. For a more detailed discussion of Collusive All iance economics see Comments of Hubert Horan in the
"Oneworld" case, 3l January 2010, DOT Docket OST-2008-0252-3389, pp.7-9, based on my experience developing the
original Northwest/KLM all iance network (that has served as the template for all subsequent North Atlantic all iances), and
my subsequent work on Swissair-Sabena-Delta all iance. The DOT documented the schedule and price benefits of the
original 90s all iances in studies conducted in 199912000, althou_eh they overstated the benefits attributable to antitrust
immunity by including some of the consumer pricing gains stimulated by non-all iance capacity growth. See US Department
of Transportation, Office of the Secretary (1999) "lnternational Aviation Developments: Global Deregulation Takes Off'
and (2000) "Transatlantic Deregulation: The All iance Network Effect." But neither DOT nor any other public agency has
conducted s imi lar  analys is  of  the consumer and compet i t ive impacts of  immunized a i r l ine a l l iances s ince 2000.

T
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fJ Each phase was dr iven by a smal lset of  direct ly l inked transact ions, each making the same basic
economic  c la ims.  The sequence and t im ing  o f  app l i ca t ions  was fu l l y  coord ina ted  by  A i r  F rance
and Lufthansa on the European side and by Delta and United on the U5 side. Phase 1
consol idat ion was dr iven by the 2004 Air  France-KLM merger and the coordinated ant i t rust
immunity (ATl)  pet i t ions that increased concentrat ion above 90%. Phase 2 consol idat ion,
shr inking six domest ic Legacy carr iers to three, is being dr iven by the Delta/Northwest merger,
the inevi table fol low-on United/Cont inental  appl icat ion. and whatever deal USAirways is
forced to make. The phase 3 process began last year with the coordinated ATI pet i t ions that
wi l l  reduce US-Japan competi t ion by 50%.

Top 3 Concentration rises from
47o/o to 95+o/o
13 large competi tors (02)
consol idated into just 3

Destroy value of most efficient
Legacies (NWA, USAi rways)
Enhance, entrench power of least
eff ic ient legacies (Delta,  United)

(2008) 26 independent
competitors, low concentration
(future) 3 Al l iances control
ent i re market

T

Exh ib i t  3

t l  The Domestic and Pacif ic consol idat ion that wi l l  occur in phases 2 and 3 would not have been
possible without the market power created by the phase ' l  At lant ic consol idat ion. Phase 1 not
only created a growing mult i -bi l l ion dol lar pool of  supra-competi t ive prof i ts.  but i t  created
ar t i f i c ia l  marke t  power  based on  the  th ree  a l l iances 'cont ro l  o f  a l l  longhau lconnect ing  t ra f f i c
to/ from the North America and Europe. This control  of  these huge traff ic f lows al lows the
three al l iances can block or distort  competi t ion since no other longhaul Network air l ine can
provide meaningful  service to North America or Europe unless they agree to whatever terms
the three al l iances might choose to set.o

The industry consol idat ion that occurred after 2004 versus is fundamental ly di f ferent from the
consol idat ion that occurred pr ior to 2004. Pr.e-2004 consol idat ion was ent irely market dr iven, post
2004 consol idat ion was str ict ly the result  of  large incumbent carr iers pet i t ioning DOT and other
government agencies for reduced competi t ion, and the wi l l ingness of DOT and those government
agencies to engineer changes to industry structure that f ree-market competi t ion would have never
created' .  Most pre-2004 consol idat ion was due to smal ler carr iers with uncompeti t ive networks
shrinking operat ions or exi t ing markets, al lowing more eff ic ient carr iers with stronger networks to
grow more rapidly.  Mergers were very rare, but none had any expectat ion of producing high
market concentrat ion or pr ic ing power. In contrast,  none of the post-2004 consol idat ion had
anything to do with competi t ive "market forces" (highly eff ic ient carr iers displacing the capacity of

* Carriers from Brazil or China or lndia or other countries can serve the US and Europe with direct nonstop fl ights. but this
limits them to a small number of very large gateway markets (New York, Los Angeles. London). Traditionally, these
carriers could serve interior markets via interl ine connecting agreements with local network carriers. and healthy
competit ion among US and EU network carriers ensured reasonable access to these connecting opporlunities. But the
Cartelization of US/EU network carriers creates new market power so that the three all iances can simply refuse to
interchange connecting passengers (in the hope of driving the foreign carrier out of the market completely) or by imposing
punitive terms for all iance membership or interl ine agreements.
5 Th. on. post-2004 exception involving US airl ines was the 2005 USAirways-America West combination, which occurred
as part of the courl-supervised chapter l l  reorganizations of both caniers. lt not only'met the longstanding "fail ing
company" antitrust test. but the chapter I I context allowed the merger plan to incorporate a much greater rrragnitude of
efficiency improvements that would be possible with UnitediContinental or any other non-chapter I I merger. While
employees and other creditors suffered painful losses. it is l ikely that both airl ines would have liquidated without a merger,
and thus significant employment, service and competit ion was preserved.
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carr iers with higher costs and poorer service).  Post-2004 North At lant ic consol idat ion ref lects a
total ly art i f ic ial ,  governmental ly dr iven process whereby DOT and the EU drove massive changes to
industry structure designed to massively reduce competi t ion on behalf  of  the interests of a smal l
handfu l  o f  po l i t i ca l l y  power fu l  compan ies .

Large:(min 27o

2O1l: 95+o/o
concentration

Lufthansa-led
Collusive
Alliance

Air France-led
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Eritish Air-led
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shakeout of small carriers+
| 90s all iances
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exh ib i t  4

The consol idat ion process started and is largely focused on Intercont inental  markets because those
markets have always been highly competi t ively def ic ient.  and because market power is easi ly
created through the combinat ion of high entry barr iers and government market interference.
Exhibi t  5 demonstrates that Intercont inental  competi t ion has been completely stagnant for three
decades, and contrasts the highly non-contestable intercont inental  ( longhaul)  sector with the highly
dynam ic domest ic/reg iona |  (shorUmed ium-ha u l )  sectoru-

exh ib i t  5 All growth in Airline competition 198O-20O8 due
tar D.arrrc<tirlRaainnrl Crrriorc-lnfaraanlinanfrl
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entryr/exit totally stagnant for three decades
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6 See "lf Consolidation occurs, it rvould reverse decades of airl ine history", Airl ines lnternationa[, January 2009. The graph
includes all airl ines operating regularly scheduled passenger services with aircraft of 30 seats or more. and all airl ines that
operatedmorethan l5ai rcraf tofS0seatsor less.Ai r l inesinc ludedasdomest ic / regional  carr iersoperateexclus ivelyon
short/medium haul routes, while any airl ine operating longhaul aircraft on routes 3000 miles or longer are considered
intercontinental carriers even if they also operate in short/medium haul markets. The graph does not reflect any of the
reduced competit ion in intercontinental markets due to recent all iance antitrust imnrunity grants.
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I  The number  o f  passenger  a i r l ines  has  more  than doub led  in  th is  per iod ,  bu t  '100% of  th is
industry expansion occurred in the domest ic/regional sector,  whi le there has not been any
competi t ive growth in the intercont inental  sector for the past three decades. Over 8OO
air l ines f ight over the 45% of global aviat ion revenue earned in domest ic/regional markets
whi le huge entry barr iers have l imited share the 55% oI global aviat ion revenue earned in
intercont inental  markets to a stagnant group of roughly 100 companies.

I  Consol idat ion advocates falsely claim that recent consol idat ion is a rat ional response to the
chronic losses caused by "too many air l ines",  and the ease by which new entrants can create
excess capacity,  when in fact consol idat ion is only occurr ing among the intercont inental
carr iers,  who always enjoyed huge entry barr iers,  the strongest demand growth, and the least
excess capacity.

I  The greatest threat to consumer welfare going forward is the program to cartel ize trans-Pacif ic air l ine
service that began with the recent ly opened US-Japan Al l iance ATI case, and is designed to create
the same ant i-competi t ive pr ic ing power i l lustrated in exhibi t  1.  Pacif ic market powerwi l l  be even
easier to develop than i t  was on the At lant ic because of much greater governmental  interference.
and much higher competi t ive barr iers (such as Japanese airport  s lot  l imitat ions).  Most Pacif ic carr iers
( including Singapore, Thai,  Cathay Pacif ic,  Qantas and JAL) had long resisted North At lant ic-style
al l iance network integrat ion because they fel t  that the added costs and strategic r isks great ly
outweighed the l imited connect ing revenue benef i ts.  But due to the art i f ic ial  market power created
by the al l iances control  of  al l  North American and European longhaul connect ing traf f ic.  these
car r ie rswi l l  soon face the  cho ice  o f  accept ing  fu l l  in tegra t ion  on  whatever te rmsthe  a l l iances  migh t
offer,  or being almost ent i rely shut out of  access to both the huge United States and European
Union markets. Cartel izat ion of the US-Japan market already hasthe enthusiast ic support  of  both
governments; i t  serves the DOT's desire to l imit  internat ional markets to just two or three
competi tors,  and the Japanese Ministry of Transport  sees the pr ic ing power that reduced trans-
Pacif ic competi t ion would create as cr i t ical  to the bankruptcy restructur ing of Japan Air  Lines. Once
al l  of  the US and Asian carr iers that had served the Pacif ic v ia the Tokyo and Seoul hubs have ful l
col lusive immunity,  and competi t ion between the Tokyo and Seoul hubs has been neutral ized, then
other carr iers serving smal ler or less-developed markets wi l l  be forced to join the Col lusive Al l iances
as  we l l .

exh ib i t  5

Problem #3. Domestic Consumers Are Threatened by Weakened. Distorted Competi t ion that Low Cost
Carr iers Wil l  Not Address; United/Cont inental  Direct ly Threatens the Independent Survival  of  USA|rways

I Problem #3 is the domest ic market power threat.  The United/Cont inental  merger wi l l  not cause
immediate pr ice increases in the Chicago-Houston market,  and the ant i t rust issues are di f ferent
from those already documented in internat ional markets, but broad categories of US consumers are
at r isk.  Unt i l  recent ly there had been six (or more) competi t ive Legacy Network Carr iers ' ,  each with

'  The national Legacy network carriers are American, United. Delta, Continental, Northwest and USAirways and their
regional airline partners; the three national LCCs are Southwest, Airtran and Jetblue. The two largest of the carriers that do
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strong internat ional operat ions; in fact Legacy Network carr iers cannot survive without a strong,
secure source of internat ional t raf f ic.  The domest ic market power problem was created when the
DOT's ATI decisions granted the three Col lusive Al l iances exclusive control  over the lucrat ive
intercont inental  t raf f ic that is the heart  of  Legacy Network business model.  When the DOT gave
three Legacy companies exclusive control  over this internat ional t raf f  ic,  they issued a de facto death
warrant for Legacy companies #4, 5 and 6. The Delta/Northwest merger el iminated competi tor #4,
the  cur ren t  merger  w i l l  e l im ina te  compet i to r  #5 ,  and is  des igned to  c r ipp le  o r  k i l l  USA| rways ,  car r ie r
#6. The art i f ic ial  competi t ive distort ions that wi l l  cause harm in the marketplace fal l  into four major
categories

l .  Distort ions already caused by the art i f ic ial  destruct ion of corporate value of Northwest,  and
the threat to the corporate value of USA|rways created by this merger.  Al though USA|rways
is the most eff ic ient Legacy carr ier,  i t  has no hope of independent survival ,  solely due to
DOT act ions designed to help Delta and United. The destruct ion of competi tors and forced
mergers where companies can be acquired for pennies on the dol lar are market power
abuses every bi t  as ser ious as cartel  pr ic ing behavior.

2. Distort ions caused by consol idat ion of the 82% of the domest ic market current ly served by
Legacy Network Carr iers from six to three carr iers,  that wi l l  pr imari ly occur in the form of
ol igopoly service reduct ions in smal ler c i t ies, and wi l l  not be addressed or mit igated by Low
Cost Air l ine (LCC) expansion

3. Further r isks that the consequent impacts of this merger on USA|rways and American don't
just shr ink the Legacy sector from six to three, but produce a highly imbalanced si tuat ion
with only two-and-a-half ,  and eventual ly only two companies control l ing the Legacy 8Oo/o of
the overal l  market

4. Distort ions in the large ci ty markets where direct Legacy-LCC competi t ion remains, where
the Legacy carr iers wi l l  be able to cross-subsidize competi t ion against the much more
eff ic ient LCCs using supra-competi t ive gains from internat ional markets

I Domestic consumers and investors have already suffered as a result  of  reduced competi t ion due to
this art i f ic ial  al l iance market power. Regulatory approval of  the Air  France-KLM merger destroyed
Northwest Air l ines'  corporate viabi l i ty,  even though Northwest was one of the lowest cost Legacy
carr iers and operated highly competi t ive hubs in Minneapol is and Detroi t .  That merger meant the
end of i ts al l iance with KLM, which rendered Northwest 's highly prof i table North At lant ic
operat ions unsustainable, ef fect ively destroying Northwest 's going-concern value. Those regulatory
act ions also gave Delta (Air  France's exclusive US al l iance partner) market power over Northwest 's
future access to North At lant ic,  market power that i t  exercised by dictat ing punit ive terms for
Northwest 's subsequent merger into Delta,  where Northwest 's shareholders were paid nothing for
al l  of  Northwest 's physical ,  network and brand assets8. Northwest was a much more eff ic ient air l ine
than Delta,  but Delta survived whi le Northwest 's corporate value was total ly destroyed because
Delta had art i f ic ial  market power thanks to i ts control  of  the Air  France al l iance "franchise posit ion".
and because DOT had ignored these competi t ive r isks when i t  approved the Skyteam ATI deals that
had created this market power.

I  United/Cont inental  s imi lar ly threatens the viabi l i ty of  USA|rways, the most eff ic ient of  the six Legacy
carr iers.  USA|rways'  survival  depends the large North At lant ic revenue base that depends on
connect ions with 5tar Al l iance's European members. Despite publ ic claims that status quo

not operate national networks (Alaska/Horizon and Hawaiian) also follow the "Legacy Network" business model. Any
competit ive analysis must consider the Legacy regional carriers (such as ASA, American Eagle and Air Wisconsin) as
integral parts of the "mainline" Legacy carriers, and none of these regional airl ine companies could survive independently
of the Legacy companies. Intercontinental traffic is crit ical to legacy carriers as this is the one market where they have
significant competit ive advantage and LCCs like Southwest and Airtran cannot compete. Legacy Network carriers also
serve the vast majority of cross-border North American traffic (Canada/Mexico/Caribbean) as their hub networks and
marketing inl?astructure gives them advantages that the LCCs have been unable to match. No Legacy Network airl ine could
survive as a predominately domestic carrier as they could not compete with the large cost advantage of the LCCs or the
revenue advantage Legacy carriers with large international networks would have
" The Delta-Notlhwest merger was structured as a stock swap; Northwest shareholders got Delta stock equivalent in value
to the Northwest's cash and liquid assets, thus Delta paid nothing for Northwest's routes, brand equity. hub networks.
computer systems or other non-liquid assets.



Horan, Anti-Competitive lmpacts of United/Continentaland Aviation Consotidation, Draft 8 June 2010 9

arrangements are secure, United/Cont inental  has every motivat ion to cr ipple or destroy USA|rways'
current Star Al l iance posit ion, because any trans-At lant ic traf f ic USAirways carr ies over Phi ladelphia
direct ly reduces United/Cont inental  revenue over Newark and Washington, 'and reduces the
network synergies used to just i fy the UA/CO combinat ion. Since USAirways does not have a secure
internat ionaltraf f ic base, and no longer provides unique value to the Star Al l iance network, i t  has
no hope of independent survival '0.  USAirways entered merger negot iat ions with United because i t
ful ly recognized i ts vulnerabi l i ty;  United exercised i ts al l iance market power by pi t t ing USA|rways
and Cont inenta l  in  a  b idd ing  war  aga ins t  each o ther ,  and ge t t ing  Cont inenta l to  agree  to  a  merger
that i t  had said for many years that i t  d idn' t  want.
tr  USA|rways'  corporate value has thus been seriously compromised ( i f  not destroyed) by DOT's

act ions giving United control  over the Star Al l iance US traff ic base. The inevi table loss of
USA|rways'  Star Al l iance traff ic does not mean that i t  would immediately col lapse and shut
down, but that ( l ike Northwest) i ts corporate value would be now l imited to whatever United,
American or Delta are wi l l ing to offer,  which might be extremely l imited given U5Airways
weak bargaining posit ion and the problematic nature of al l  three opt ions. The trans-At lant ic
network advantages of an American/USAirways merger would not be large enough to offset
major integrat ion obstacles and American's much weaker cost structure. Merger with United
or Delta would l ikely require l iquidat ion of s igni f icant USA|rways capacity given the larger
network redundancy. USAirways is only at r isk because DOT ignored the r isk that the Star ATI
deals they approved could be used to destroy viable competi tors.  Under healthy competi t ive
marke tcond i t ions ,  therewas no  poss ib i l i t y tha t  De l ta  and Un i ted  cou ld  have dr iven  more
eff ic ient carr iers such as Northwest and USA|rways out of business, or forced them to accept
highly unfavorable merger terms.

f l  A ful l  merger of USAirways with United/Cont inental  would al low al l  current Star Al l iance l inks
to remain in place, but would be one of the most ant i -competi t ive scenarios imaginable. l t
would give United an overwhelming advantage in the North At lant ic market since i t  would
control  of  the three strongest North At lant ic hubs in the Eastern US (Newark, Phi ladelphia
and Wash ing ton  Du l les ) .  Over  ha l f  o f  a l l t rans-At lan t ic  t ra f f i c  o r ig ina tes  in  th is  reg ion"  and
neither of the other two al l iances have prof i table, competi t ive hubs anywhere north of
At lanta (Delta) or east of  Detroi t  and Chicago (Delta and American).  This would also al low
United to control  the combined Washington Nat ional/Dul les markets.

I  Legacy Network Air l ines current ly provide 82oh of al l  capacity in the US aviat ion market;  the forced
consol idat ion of domest ic Legacy carr iers due to the DOT's ATI decisions simply means that three
companies wi l l  control  this 82% of the US aviat ion market instead of s ix carr iers.  This reduced
competi t ion wi l l  not mit igated by Low Cost Carr ier expansion. Some modest LCC growth is
possible-from today's 18% market share to perhaps 20-21o/o but growth to 25o/o or rnore would
require more dramatic industry shi f ts than have ever occurred before. More important ly for
consumers, these smal l  shi f ts would have almost no impact on pr ice competi t ion, as LCC expansion
would only occur in the high volume markets where LCCs already compete. Legacy competi t ive
behaviorwi l l  a lways be l imited in these markets that LCCs can readi ly contest.  The r isks to
consumers are in the 50-60% of the domest ic market where LCCs do not meaningful ly compete, and
wil l  never meaningful ly compete-most shorthaul t ransborder markets, most markets at s lot
constrained airports and Legacy hub ci t ies (LaGuardia, Newark, Dal las-Ft.  Worth, Phi ladelphia,
Minneapol is-St.  Paul,  etc.)  and thousands of smal ler volume/smal ler c i ty markets. The quest ion is

' '  
Lufthansa brought USAirwa.vs into the Star All iance and acquired an equity position in JetBlue during United's

bankruptcy, as insurance against the possibil i ty of a major United downsizing, and to add incremental Eastern US feed that
United could not provide. The United risk no longer exists, and Continental renders the USAirways/Jetblue feed role
c-ompletely redundant. Jetblue has already shifted North Atlantic all iance cooperation from Lufthansa to American.
'o Ne*s that USAirways' role in Star All lance was being minimized or terminated would undoubtedly cause a major
collapse in its stock price. A weakened USAirways would quickly becorne unsustainable because they would rapidly face a
larger unit revenue gap (less international and corporate traffic) and a shrinking cost advantage (due to scale effects). The
status quo is also untenable because USAirways is the only Star trans-Atlantic partner without ATI. USAirways currently
earns lower unit revenues than other Legacy carriers (due to less international and very high yield donrestic business traffic)
but remains competit ive because they also have lower unit costs than other Legacy carriers.
" In a recent note Bob McAdoo of Avondale Partners noted that "over half the U.S. traffic to Europe is sti l l  originating in
the eastern l/3 of the U.S., in an area generally north of the Carolinas and east of Michigan".
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whether United and Continental  are merging in the expectat ion that the el iminat ion of Northwest,
USA|rways and other competi tors wi l l  create increased domestic market power over the next 3-5
years in the 50-60% of the domest ic market where LCCs do not compete. just as i t  took 3-5 years
f rom the  beg inn ing  o f  rad ica l  Nor th  A t lan t ic  conso l ida t ion  fo r  mu l t i -b i l l i on  do l la r  consumer  we l fa re
losses to develop.
!  Appendix A describes the current and histor ical  Legacy/LCC breakdown of the US aviat ion

market.  Share shi f t  f rom Legacy to LCCs has slowed to almost zero since 2007, as the cost
advantage that fueled pr ice competi t ion in the past has diminished signi f icant ly.  Rapid LCC
growth has only occurred during periods of major bankruptcy-dr iven capacity retrenchment,
or when Legacy carr iers have abandoned hubs in major markets (Balt imore, Nashvi l le,
Mi lwaukee) wel l  sui ted to the LCC business model.  Neither si tuat ion is l ikely to occur in the
near future, and al l  of  the three large LCCs have adopted very slow/zero growth strategies.

The greatest r isk to consumers f  rom reduced domestic competi t ion is the l ikel ihood of ol igopoly
service reduct ions in the thousands of smal ler c i t ies where LCCs wi l l  never have a signi f icant
presence. Some service reduct ions would occur in these markets even under highly competi t ive
cond i t ions ,  s ince  no t  a l l  o f  today 's  capac i ty  can be  f inanc ia l l y  jus t i f ied .  The danger  i s  supra-
competi t ive service cuts in these markets, as the three carr ier Cartel  terminates al l  air  service at
many c i t ies  and a t tempts  to  d r ive  fa res  and y ie lds  as  h igh  as  poss ib le  in  the  remain ing  reg iona l  c i t ies .
Th is  o l igopo ly  behav io r  wou ld  p lace  huge burdens  on  these communi t ies ,  and the  loca l  bus inesses
tha t  depend on  a i r l ine  serv ice ' ' .

Consol idat ion wi l l  a lso weaken the direct Legacy-LCC competi t ion that remains. al though LCC price
competi t ion wi l l  never be completely neutral ized. At At lanta, Delta can use supra-competi t ive
internat ional revenues to cross-subsidize competi t ion against Air tran, which is a much more
eff ic ient provider of domest ic service. The Legacy carr iers could subsidize below market corporate
travel programs to capture traf f ic that LCCs and other smal ler carr iers could serve more eff ic ient ly,
and then raise pr ices once those smal ler carr iers are forced to reduce service.

These domestic competi t ive problems wi l l  become even worse i f  USA|rways and American are unable
to  merge and success fu l l y  compete  w i th  Un i ted  and De l ta ,  a l though i t  i s  d i f f i cu l t to  imag ine  a
successful  merger given American's current cost competi t iveness problems. Under any other
scenario competi t ion between the surviving Legacy carr iers would be imbalanced and unstable, so
only two (or two-and-a-half)  carr iers were competing for the Legacy 80% of the US market.  Since
Delta and United would enjoy both size/scope advantages and much greater supra-competi t ive
internat ional prof i ts,  they would be able to steadi ly weaken American's abi l i ty to compete.

Problem #4. Mergers such as UA/CO and DUNW Cannot Be Just i f ied on Eff ic iency/Sylergy Grounds and are
Str ict ly Motivated by the Potent ial  for Increased Ant i-Competi t ive Market Power

I Problem #4 is that Mergers such as UA/CO and DUNW cannot be just i f ied on eff ic iency/synergy
grounds and are str ict ly motivated by the potent ial for increased ant i-competi t ive market power.
No previous merger between large air l ines (outside of bankruptcy) has ever produced a mater ial
reduct ion in unit  operat ing costs and no previous merger between large air l ines has ever produced
large enough overal l  synergies to just i fy the enormous acquisi t ion and implementat ion r isks, and
the  vas t  ma jor i t y  o f  US a i r l ine  mergers  s ince  deregu la t ion  have been d ismal  f inanc ia l fa i lu res .  There
is no evidence thatthe Delta/Northwest merger produced the mult i -bi l l ion dol lar ef f ic iency benef i ts
claimed at the t ime. There is no broad-based merger movement in aviat ion because these synergies
do not exist ,  and megamergers make no sense unless they can establ ish ant i-competi t ive market

' '  This concern about future Legacy oligopoll '  behavior in these smaller cit ies was echoed by former American Airl ines
CEO Robert Crandall: "lt is beyond me why a network carrier that does not need feed for an international network would
operate service to smaller destinations that wil l not support fares high enough to make the feeder fl ights profitable in their
own right. Across time, if consolidation continues, the network guys wil l simply withdraw from more small cit ies. Then
where wil l we be? Consolidation wil l doubtless go on. but I am dead sure we wil l be sorry in the long run" See National
Joumal Transportation Experl Blogs "should United and Continental Be Allowed to Merge?". May. 17,2010

I

I
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power. Absent compel l ing evidence that United/Cont inental  wi l l  generate massive eff  ic iencies that
no  pr io r  merger  has  been ab le  to  ach ieve ,  the  on ly  ra t iona l  exp lanat ions  fo r  the  merger  a re  the
pursuit  of  ant i -competi t ive pr ic ing power in internat ional markets, the expectat ion that they could
cr ipple or ki l l  USA|rways and establ ish ol igopoly power in large port ions of the domest ic market.
I  Al l  of  these past mergers are l isted in Appendix B;the rare successful  mergers were ei ther

involved bankruptcy f inancial  restructur ing (such as America West-USAirways),  hub
consol idat ion immediately fol lowing deregulat ion (such as TWA-Ozark and Northwest-
Republ ic),  f ix ing network ineff ic iencies that had been mandated by the CAB, or involved the
acquisi t ion of very smal l ,  easy to integrate carr iers (Southwest-Muse, Southwest-Morr is).

I  l f  th is merger could be just i f ied by eff ic iencies absent market power, i t  would have been
pursued years ago when the cost and network synergies would have been even greater;
Cont inental  refused merger overtures for many years because the condit ions for ant i -
competi t ive market power were not r ipe, but is pursuing this merger today, because
condit ions support ing art i f ic ial  market power are now secure.

I  The claim that the UA/CO merger is needed to "solve the industry 's f inancial  problems" is false and
completely inappropriate in any ant i t rust context.  United and Continental  are not proposing this
merger out of  an al truist ic desire to help improve the prof i tabi l i ty of  other air l ines. The industry
does  have f inanc ia l  p rob lems,  bu t  those prob lems w i l l  no t  be  so lved by  suspend ing  the  an t i t rus t
laws so that mediocre air l ines cl inging to obsolete business strategies can exercise art i f ic ial  market
power at the expense of consumers and more eff ic ient ly run air l ines. This merger is designed to
art i f ic ial ly t ransfer wealth from the more eff ic ient to the less eff ic ient,  and that wi l l  actual ly make
the industry 's long-term problems even worse.

I  Th is  mergerw i l l  no t  p roduce any  mater ia l  reduc t ions  in  un i tcos ts .  and Un i ted 's  own pub l ic
statements acknowledge that the merger wi l l  not reduce i ts cost disadvantage versus LCCs or the
more eff ic ient Legacy competi tors.  Mergers between air l ines as large as United and Continental
cannot exploi t  scale economies as these carr iers already have extremely low overhead rates due
their  already huge scale and years of draconian cost cutt ing. Any merger between network air l ines
wi l l  produce modest connect ing revenue gains, but without major growth or hub development,
signi f icant,  sustainable revenue synergies are impossible. Most important ly,  potent ial  long-range
synergies wi l l  be dwarfed by the up-front,  mult i -bi l l ion negat ive cash f low impacts of combining the
two companies maintenance programs, lT systems, and other work processes.
t l  United'  immediate press release claims were that the UA/CO merger would achieve net savings

equal to only sixth-tenths of one percent of current operat ing expenses; actual savings would
most l ikely be negat ive since the mult i -bi l l ion dol lar costs of systems/airporVf leeUemployee
integrat ion would be huge, absolutely certain, and would be incurred immediately fol lowing
merger approval,  whi le most offsett ing synergies would be far less certain, and would only be
real ized wel l  into the future. United's PR cost synergy claims were not based on detai led
opera t iona l  ana lys is  and cou ld  have eas i l y  been in f la ted  by  sav ings  tha t  cou ld  have been
achieved without merging

I  The same press  re lease pred ic ted  annua l  revenue increases  o f  $800 mi l l ion  (2 .5% o f  cur ren t
revenue levels) indef ini tely into the future even though the merger wi l l  not lead to capacity
growth and any revenue from new routes is merely replacing revenue from cancel led routes.
The claimed increases are merely zero-sum shif ts from other air l ines that do nothing to
improve overa l l  indus t ry  e f f i c iency ,  and these ga ins  w i l l  no t  be  main ta ined indef in i te ly  s ince
competi tors wi l l  rapidly respond to new network chal lenges. United/Cont inental 's revenue
synergy claims were publ ic ly quest ion by Don Carty,  who as CEO of American Air l ines was
respons ib le  fo r the  unsuccess fu l  Amer ican-TWA merger  in  2001.  "Revenue is  a  zero  sum game.
You can' t  count on revenue synergies because impl ic i t ly you are taking revenues from
someone and they  w i l l  have a  s t ra tegy  to  take  them back . " "

I  The eff ic iency/synergy claims made in support  of  the Delta/Northwest merger were never
independent ly scrut inized by any object ive outsiders, and Delta 's f inancial  performance in the
two years since the merger does not support  the claim of huge merger eff ic iencies

' ' 'See Jeremy Lemer, "Airl ines try to get merger off the ground" Financial Times.28 May 2010
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f As with every other carr ier,  a sizeable port ion of both United and Continental 's f leet and
network is fundamental ly unprof i table, part  of  what is commonly referred to as the industry 's
"excess capacity" problem. The merger wi l l  not make these unprof i table assets prof i table,
since i t  wi l l  not mater ial ly reduce unit  operat ing costs.  Contrary to claims made by many
f inanc ia l  ana lys ts ,  the  mergerw i l l  no t  improve pro f i tab i l i t y  by  e l im ina t ing  these unpro f i tab le
assets. Such capacity cuts could improve unit  revenues by strengthening supply/demand
re la t ionsh ips  tha t  depress  indus t ry -w ide  y ie lds ,  bu t  Un i ted  and Cont inenta l  management
have expl ic i t ly ruled out such merger-dr iven capacity cuts.

The Root Cause of Al l  of  the Growing Consumer Welfare Losses is the DOT's Wil l fu l  Refusal to Enforce
Longstand ing  Ant i t rus t  Law and i t s  Nu l l i f i ca t ion  o f  Ver i f iab le .  Fac tua l  Ev ident ia ry  S tandards

I  Fu l l  en forcement  o f  the  an t i t rus t  laws is  no t  on ly  cent ra l to  l ibera l ,  f ree-marke t  a i r l ine  compet i t ion
but  the  A i r l ine  Deregu la t ion  Ac t  spec i f i ca l l y  in tended tha t  a i r l ines  have the  same exposure  to
ant i t rust laws as every other unregulated industry ' . .  But free market competi t ion would not have
created the bi l l ions in ant i -competi t ive consumer welfare losses documented here i f  the ant i t rust
laws had been enforced. Free market competi t ion would not have created the market power to
wipe out competi t ion and destroy the corporate value of Northwest and USAIrways i f  the ant i t rust
laws were being enforced. Free markets with ant i t rust enforcement would not have produced the
sudden post-2004 shif t  f rom robust trans-At lant ic competi t ion with 47oh concentrat ion to a
permanent Col lusive Al l iance Cartel  with over 900/o concentrat ion, and would not have created the
current process to el iminate trans-Pacif ic competi t ion and to give three (or fewer) companies
control  of  80% of the ent ire US aviat ion market.  The single root cause of these ant i- f ree market
changes is the DOT's wi l l fu l  refusal to obey or enforce longstanding ant i t rust law. Ant i t rust law is
no t  a  bar r ie r  to  any  a i r l ine  conso l ida t ion  proposa ls  tha t  can  demonst ra te  pub l i c  benef i t s  (such as
eff ic iency gains, service expansion or lower pr ices) and that do not create or enhance art i f ic ial
market power. The industry consol idat ion since 2004 completely fai ls to meet these consumer
welfare/ industry eff ic iency based standards. The DOT's fai lure to obey the ant i t rust laws means
a i r l ine  compet i t ion  is  no  longer  be ing  de termined by  consumers  and inves tors  in  the  marke tp lace  in
accordance with the Air l ine Deregulat ion Act,  i t  is being determined by bureaucrats in the
Department of Transportat ion at the behest of pol i t ical ly powerful  incumbent companies.

I  The DOT refused to conduct the legal ly required Clayton Act market powertest in any ATI case. The
DOT has  no t  on ly  w i l l fu l l y  ignored the  ev idence o f  the  qrowing  an t i -compet i t i ve  p r ic ing  prob lem
documented here, but they fai led to col lect any evidenie whatsoever pertaining to pr ic- ing. entry
barr iers or market contestabi l i ty ' ' .  The DOT simply made the false assert ion that the North At lant ic
was a ful ly contestable market,  even though there has not been successful  new entry in 23 years.

I  Every DOT ATI decision is based on completely fraudulent publ ic benef i ts evidence, direct ly violat ing
the  Hor izon ta l  Merger  Gu ide l ines  requ i rement  tha t  app l i can ts  must  demonst ra te  pub l i c  benef i t s  on
the basis of ver i f iable, case-specif ic evidence that is nei ther vague or speculat ive. The publ ic
benef i t s  f ind ings  in  each case re ly  on  the  comple te ly  fa lse  c la im tha t  e l im ina t ing  compet i t ion  v ia  ATI
automatical ly reduces pr ices 15-25o/o in certain markets regardless of market or competi t ive
cond i t ions 'u .  The DOT has  ac tua l l y  es tab l i shed th is  "p r ices  a lways  fa l lwhen compet i t ion  is  reduced"

ra "ln enacting the Airl ine Deregulation Act, Congress directed that control of the air transportation system be returned to
the marketplace. We have consistently held that a paft of the return to market control is exposure of participants to the
antitrust laws. as that exposure exists in unregulated industries" Competit ive Marketing of Air Transportation. Order 82-5-
106 .  99  CAB l .  13  |
' '  With the narrow exception of entry barriers on four Heathrow nonstop routes in the Oneworld case. an issue that is
irrelevant to the market power issues discussed here.
16 This claim, known as "double marginalization" is entirely based on a paper by a United Airl ines consultant, based on
market data that is over ten years old. There is nothing in the paper (or any other analysis) supporting the public benefits
findings DOT actually made in any ATI case. The applicants in the Oneworld case claimed that ATI would generate $ 137
mill ion in annual public benefits; S92 mill ion of their claim is solely based on the DOT's "rule" that reductions in
competit ion via ATI automatically reduce fares in any and all cases, regardless of market and competit ive conditions. For a
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claim as an establ ished rule, so that future ATI appl icants do not have to provide any object ive
evidence showing that i ts customers wi l l  actual ly receive pr ice cuts.  In the BA-AA case DOT rejected
the  ev idence o f  rap id ly  inc reas ing  pr ices  in  a l l iance marke ts  shown in  exh ib i t  1  so le ly  on  the
groundsthat i ts s ince i ts rule "proves" that al l iance immunity always reduces pr ices i t  is not
required to consider pr ic ing evidence that contradicts i ts rule.  The appl icat ions in the Japan ATI case
present no evidence about publ ic benef i ts in the US-Japan market whatsoever,  but merely assert
that their  appl icat ions must be approved because of the DOT rule that pr ices fal l  whenever
competi t ion is reduced.
t l  The DOT also violated the Horizontal  Merger Guidel ines by using non-publ ic benef i ts to sat isfy

publ ic benef i ts requirements. in part icular,  c laims of benef i ts that the appl icants or some of
i ts customers might enjoy, without any evidence that consumers in general ,  or the industry in
general  wi l l  be any better of f .

Al l  previous cases ignored consequent ial  downstream events and the overal l  consol idat ion process, in
order to misrepresent the actual market power issues. Earl ier cases only considered market shares
the day after implementat ion and ignored the near-certainty that consol idat ion would spur further
conso l ida t ion ,  even ignor ing  cases tha t  had a l ready  been f i led ,  o r the  indus t ry -w ide  pub l ic
statements about the need for further consol idat ion. Even though every case made direct ly
comparable economic claims, DOT evaluated later cases without making any effort  to see whether
the claims from earl ier cases had actual ly been real ized. At no point in any ATlcase did DOT ever
consider the market concentrat ion impacts of the overal l  consol idat ion process, such as those shown
in  exh ib i t  2 .

DOT's ATI decisions are based on the whol ly unsubstant iated assert ion that air l ine consumers are ful ly
protected as long as there are two orthree competi tors.  The major air l ines bel ieve this is now an
establ ished DOT "rule;"one of the US-Japan ATI pet i t ioners expl ic i t ly states "The Department has
found that as long as two or more nonstop competi tors wi l l  remain in a ci ty-pair  fol lowing a grant
of ATl,  there is no r isk of a substant ial  reduct ion in competi t ion"".  This claim is not based on any
object ive analysis of actual air l ine competi t ion and falsely assumes that the Legacy business model,
based on the economics of a complex network of low volume connect ing routes across hubs, has
the same competi t ive character ist ics of isolated large volume point- to-point nonstop markets.

The DOT's nul l i f  icat ion of factual evidence-based ant i t rust enforcement has created an irreconci lable
spl i t  between the DOT and DOJ. Both agencies play a role in air l ine ant i t rust enforcement,  but their
basic approach to ant i t rust jur isprudence are nearly 180 degrees apart ,  and are not amenable to
compromise. This conf l ict  surfaced publ ic ly dur ing the United/Cont inental  ATI case last year when
the DOJ f i led detai led comments demonstrat ing that the DOT had not only fai led to meet the
Horizontal  Merger Guidel ines requirement for ver i f iable, case-specif ic evidence, but the DOT had
done nothing more than "copy/paste" the appl icant 's unsubstant iated publ ic benef i ts claims. The
DOT's Final Order completely rejected al l  of  the DOJ's evident iary object ions out of hand, and
aff i rmed DOT's nul l i f icat ion of ant i t rust standards based on ver i f iable factual evidence. The DOJ
posit ion was based on the view that the law required a neutral  judge to weigh case-specif ic
evidence against the consumer welfare and industry eff ic iency standards of ant i t rust law, and that
ant i t rust regulators do not have the leqal authori ty to use merger cases as the basis for
reengineering overal l  industry structure. The DOT irgued that 

-DOJ 
was interfer ing with their

prerogat ive to base ant i t rust decisions on their  desire to reengineering air l ine competi t ion in favor
of 2-3 pol i t ical ly powerful  companies." These are basic black-and-white quest ions that the
Committee and Congress must resolve before the ant i t rust review of this merger can proceed.

more detailed discussion of the DOT's fraudulent regulatory use of the "double marginalization" claim see Oneworld ATI
testimony at docket DOT-OST-2008-0252-3339 pp.3- 19.
"  Jo int  Response of  Amer ican Ai r l ines and Japan Air  L ines to Order20l0-4-9.  DOT-OST-2010-0059-020,  p.4,  c i t ing the
DOT's Skyteam ATI final decision.
I8 See Comments of the Department of Justice on the Show Cause Order (Public Version).26 June 2009. Docket DOT,
OST-2008-0234-0239 and the DOT Final Order Docket DOT-OST-2O08-0234-0253. l0 July 2009. For an overview of the
ensuing interagency dispute see Stephen Labaton, "Antitrust Chief Hits Resistance in Crackdorvn", New I'ork Times, July
26,2009. For a detailed explanation of the DOT's "policy advocate" approach see Dean, Warren. L. and Shane, Jefl iey N.

I

I
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The DOT has  c lear ly  s igna led  tha t  they  have no  in ten t ion  o f  en forc ing  the  law in  the  upcoming US-
Japan ATI case, and plans to rubber-stamp the two al l iances'  request to massively reduce trans-
Pacif ic competi t ion. North At lant ic carr iers have had some form of ATI since 1992; the recent North
Atlant ic consol idat ion cases have been act ive since 2004, and the BA-AA case has been pending for
20 months. Yet the DOT agreed to complete i ts review of the two new Japan ATI cases by
September, even though these markets are subject to huge governmental  interference and have
much greater competi t ive def ic iencies than any transat lant ic market,  DOT has never conducted a
major transpacif ic competi t ive analysis,  and the cases wi l l  be subject to huge uncertainty due to
Japan Air  Lines'  bankruptcy reorganizat ion and pol i t ical  instabi l i ty within Japan. One must assume
that DOT has no intent ion of conduct ing legi t imate market power or publ ic benef i ts analysis,  s ince
i t  wou ld  be  imposs ib le  to  conduct  any  ana lys is  us ing  ev idence tha t  met  C lay ton  Ac t  and Hor izon ta l
Merger  Gu ide l ines  s tandards  w i th in  th is  unrea l i s t i c  dead l ine .
I  The Japanese bi lateral  t reaty and the Japan ATI cases are expl ic i t ly designed to weaken U5

carr ier competi t ive posit ions and force consumers to pay high pr ices in order to protect the
incumbent  Japanese car r ie rs ,  two o f  the  h ighes t  cos t  car r ie rs  in  the  wor ld .  Under  hea l thy
competi t ive condit ions US carr iers (who are much more eff ic ient)  would have a much larger
share  o f  the  US-Japan marke t  and Japan A i r  L ines  wou ld  most  l i ke ly  be  fo rced to  l iqu ida te .

I  The DOT sees "ant i t rust enforcement" as an inseparable part  of  i ts "bi lateral  t reaty
negot ia t ion"  ro le ;  thus  hav ing  negot ia ted  a  newJapanese b i la te ra l t rea ty tha t  p romised the
Japanese a massive reduct ion in market competi t ion needed to protect Japan Air  Lines from
market forces, i t  p lans to violate al l  exist ing ant i t rust requirements and rubber-stamp the
Japan ATI appl icat ions as part  of  the process of "honoring" i ts t reaty commitment.  But the
DOT's "bi lateral treaty negot iat ion" role is pr imari ly responsive to the narrow interests of the
big incumbent carr iers and protect ionist  foreign governments, just as i t  was in the days of Pan
Am and BOAC. By making ant i t rust enforcement a secondary adjunct of  t reaty negot iat ion,
the DOT is expl ic i t ly making consumer welfare and overal l  industry eff  ic iency a secondary
adjunct to the short- term interests of a smal l  number of pr ivate companies.

Whi le  i t  has  had on ly  a  l im i ted  ro le  in  the  conso l ida t ion  tha t  has  occur red  to  da te ,  and cer ta in ly  has  a
stronger appreciat ion of the consumer welfare/ industry eff ic iency object ives of ant i t rust law, the
DOJ's pasttrack record does not inspire conf idence that i ts upcoming United/Cont inental  review
wil l  fu l ly address these competi t ive issues.
tr  Whi le the DOJ correct ly objected to the DOT's wi l l fu l  refusal to decide the United/Cont inental

ATI case in accordance with the law. i t  has taken no substant ive act ions since then to deal
with the DOT's adamant reject ion of Horizontal  Merger Guidel ines based evident iary
sta nd a rds

Ll The DOJ's Delta/Northwest merger review was not based on a ser ious review or understanding
of  the  indus t ry  and marke t  economics  c r i t i ca l  to  the  case.  DOJ fa i led  to  mean ing fu l l y
scrut inize the synergy/eff ic iency claims, fai led to evaluate any of the market power issues that
had destroyed Northwest 's corporate value, fai led to consider the merger in the context of
the ongoing industry consol idat ion process. fai led to consider l ikely fol low-on impacts (such
as this case),  and i ts focus on competi t ion in large nonstop O&Ds was not appropriate for
hub-based economics of the Legacy Network business model.

Congress Cannot Al low United/Cont inental .  Japan ATI and Industry Consol idat ion To Proceed Without
Clearly Reject ing the DOT's Nul l i f icat ion of Longstanding Ant i t rust Law and Evident iary Requirements

I  The Commi t tee  and Congress  must  ensure  tha t  the  Un i ted /Cont inenta l  rev iew and a l l fu tu re  a i r l ine
ant i t rust cases are based on ver i f iable, factual,  case-specif ic evident iary standards consistent with

(20  l 0 ) , "A f l i ances ,  Immun i t yand theFu tu reo f  Av ia t i on " .  A i ranc lSpaceLav ,ys t ' , v22n4  p . l .A l t houghDeanandShane
are highly supportive of the DOT's "policy based" airl ine antitrust jurisprudence. their paper offers no post-1999 evidence
that the public or the industry have benefited from this approach. The DOT "policies" that Dean and Shane support are not
based on any published analysis, and are not explained in any publicly disclosed policy papers.

t
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the  Hor izon ta l  Merger  Gu ide l ines  and re jec t the  DOT's  use  o f  non- fac tua l ,  non-ev ident ia ry  " ru les"
to el iminate the need to evaluate the actual market power and publ ic benef i ts impacts of
consol idat ion. The Committee and Congress must ensure that al l  future merger and ATI cases are
based on the actual market power and publ ic benef i ts impacts of individualtransact ions based on
US law, and that appl icat ions are not evaluated in terms of agreements negot iated with foreign
governments, or DOT desires to reengineer a di f ferent industry structure than free market
competi t ion would produce. The Committee and Congress must ei ther al ign DOT and DOJ ant i t rust
jur isprudence under a consistent approach using ver i f iable case-specif ic evidence or real locate
air l ine ant i t rust review responsibi l i t ies between the agencies.

I  The Committee must ensure that the United/Cont inental  review considers al l  consequent downstream
impacts, based on al l  of  the factors shaping the economics of industry competi t ion. These should
include r isks to USAirways internat ional revenue base, corporate value and independent survival ;
the possibi l i ty of  a consequent USA|rways/American merger giving three companies control  of  80%
of the US aviat ion market;  mergers between a highlyweakened/downsized USA|rways and ei ther
United or Delta (producing much more imbalanced competi t ion between the three surviving Legacy
carr iers);  the r isks of ol igopoly service cuts in smal ler c i t ies where LCCs do not compete, and
whether Legacy consol idat ion would undermine pr ice competi t ion with LCCs, or st imulate increased
competi t ion from LCCs

I  The Commi t tee  must  ensure  tha t  the  Un i ted /Cont inenta l  rev iew inc ludes  a  r igorous  independent
review of al l  ef f ic iency/synergy claims, based on evidence of the actual ef f ic iency/synergy gains
achieved by Delta/Northwest and other pr ior mergers. The Committee must ensure that the
United/Cont inental  market power review is based on the actual economics of the internat ional ly
focused Legacy Network business model,  and considers the market power impacts of the three
al l iances control  of  North American and European longhaul connect ing traf f ic.

I  The Committee and Congress must ensure that the DOT does not rubber-stamp the Japan ATI
appl icat ions based on fraudulent,  non-evident iary claims of network synergies and pr ice reduct ions,
must ensure that the DOT is not l imited by an September deadl ine and takes whatever t ime is
required to conduct a review consistent with Horizontal  Merger Guidel ine standards, and must
ensure that i ts decisions do not reduce consumer welfare or reduce the comoeti t iveness of U5
carr iers in order to subsidize or protect Japan Air  Lines.

I  The Committee and Congress must ensure that DOT ini t iates r igorous economic analysis of the actual
consumer and industry eff ic iency impacts of the North At lant ic conlol idat ion that has occurred since
it  last analyzed the impact of immunized al l iances in '1999/2000.
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Appendix A-Consol idat ion would give three companies control  over 80% of the U5 aviat ion market;
Low Cost Carr iers are unl ikely to ever serve more than 20% of the total  market (or 30% of the purely
domestic market) and they wi l l  never compete in Regional or Intercont inental  markets

I Legacy Network Air l ines current ly provide 820/o oI al l  capacity (ASMs) in the US aviat ion market and
77o/o of al l  capacity in purely domest ic markets. Low Cost Air l ines current ly provide 18% of total
capacity and 23o/o of domest ic capacity.  The LCC share of industry capacity increased modest ly unt i l
2007 but has been f lat  in the last three years."
I  77o/o of industry ASMs serve domest ic markets; 23oh serve internat ional markets; 55% of the

capacity in internat ional markets is operated by US f lag carr iers,  45%by foreign carr iers

exh ib i ts  6 ,7

Legacy Network carr iers wi l l  cont inue to control75oh or more of the US aviat ion market for the
foreseeable future; further increases in LCC share are possible, but are l ikely to be modest
t-- l  Legacy carr iers wi l l  cont inue to completely dominate Intercont inental  markets (where they

have insurmountable competi t ive advantage) and have an overwhelmingly strong share of
shorthaul internat ional markets (Canada, Mexico. Caribbean)

I  Legacy carr iers wi l l  cont inue to dominate domest ic markets served by the highly eff ic ient
megahubs (Chicago, At lanta, Dal las-Ft.  Worth, Newark, etc),  and wi l l  completely control  low
volume domestic O&D markets served via regional aircraft ,  where LCCs are uncompeti t ive

t l  Larger share shi f ts from Legacy to LCC carr iers are not impossible, but would require the types
of major Legacy capacity cuts that occurred after mult ip le bankruptcies in the 2002-05 period

Air l ine consol idat ion would give three competi tors control  over the vast major i ty of this huge market;
mean ing fu l  p r ice  compet i t ion  wou ld  be  l im i ted  to  h igh  vo lume O&Ds where  LCCs have a l ready
establ ished a strong market presence. There is no possibi l i ty that LCC competi t ion would discipl ine
ant i-competi t ive behavior in internat ional markets, regional air l ine markets or most megahub
markets.
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Appendix B--No Large U5 Air l ine Merger Has Ever Been Economical ly Just i f ied by Cost Eff ic iencies or
Network  Synerg ies  and A lmost  A l l  Mergers  S ince  Deregu la t ion  Have Been D ismal  F inanc ia l  Fa i lu res

There were 18 mergers of major air l ines in the years between deregulat ion and the 2008 Delta/Northwest
merger.  In almost every case, air l ine mergers fai led to generate posit ive returns for shareholders, which is
to say prof i t  improvements (above and beyond what the carr iers would have earned absent the merger)
that ful ly just i f ied the f inancial  costs and implementat ion r isks. Mergers that cannot earn posit ive returns
for shareholders cannot possibly just i fy the r isks ( f  rom reduced competi t ion) imposed on consumers.

Al l  ten of the "Synergy/Scope" mergers that had been just i f ied on the basis of scale economies and
revenue synergies from combining exist ing networks, were complete economic fai lures. In many cases the
acqu i red  ne twork  was qu ick ly  l iqu ida ted  and/or  the  merged car r ie r  went  bankrupt .

Mergers such as Delta/Northwest and United/Cont inental  have none of the character ist ics of the four
successful  cases. The recent USAirways/America West merger just i f ied i ts costs and r isks because i t  occurred
as part  of  a Chapter 11 bankruptcy restructur ing, which al lowed asset shi f ts that are impossible in non-
bankruptcy cases. The 1994 Morr is merger al lowed Southwest to acquire a very smal l  set of  aircraft  and
routes that were very easi ly integrated into Southwest 's network and operat ion. And two mergers in the
mid 80s, TWA-Ozark and Northwest-Republ ic,  led to the integrat ion of operat ions at large hubs (Detroi t ,
M inneapo l is  and 5 t .  Lou is ) tha t  had been ar t i f i c ia l l y  segregated  by  CAB rou te  regu la t ions .

Note: 2000 United/USAir merger reached regulatory review process but was never implemented
Al l  Canad ian  a i r l ine  mergers  dur ing  th is  t ime f rame were  a lso  fa i lu res

Exh ib i t  9
-arge  A i r l ine  Mergers :ategory lUere merger acquisition and implementation costs

fully iustified by improved profitability?
l0: Pan Am/National )ost Deregulat ion :AILURE-NA network largely l iquidated
J2:  Texas Int l /Cont inenta l )ost  Deregulat ion :AILURE-carr ier quickly went bankrupt
15: SouthwesUMuse imal l  Acqu is i t ion :AILURE -MC assets quickly l iquidated
35: People Exp/Front ier iynergy/Scope :AILURE-  car r ie r  qu ick ly  went  bankrupt
16:TWfuOzark )ost Deregulat ion )rof i table-Restructured STL into a competi t ive hub
16:  NorthwesURepubl ic )ost  Deregulat ion >rof i table-Restructured DTWMSP into compet i t ive hubs

J6: American/Aircal iynergy/Scope :AILURE-OC network total ly l iquidated
]7: Cont i  nenta l /PElNY/FL iynergy/5cope TAILURE-carr ier soon bankrupt,  FUNY networks l iquidated
]7: DeltaAl/estern iynergy/Scope :AILURE-WA network largely l iquidated
]7: Cont inental /Eastern iynergy/Scope :AILURE-CO soon bankrupt,  EA network l iquidated
38: USAir/PSA iynergy/Scope :AILURE-PS network largely l iquidated
38: USAir/Piedmont iynergy/5cope :AILURE-US soon bankrupt,  Pl  part ial ly l iquidated
)4: SouthwesVMorris ima l l  Acqu is i t ion >rofitable-easy fit with SWA network/operations
)9: American/Reno iynergy/Scope :AILURE-QQ network largely l iquidated
)0:American/TWA iynergy/5cope FAILURE-TW network largely l iquidated

)0 :  Un i ted /USAi r  (p lan) iynergy/Scope AILURE-both carr iers went quickly bankrupt
)5: America WesVUSAir :hapter 'l 1 reorg )rof i table-helped avert  l iquidat ion, but prof i ts st i l l  weak
)7: NorthwesUMidwest ima l l  Acqu is i t ion FAILURE-YX soon bankrupt,  NW had massively overpaid


