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Summary

· Most people would accept the proposition that the UK and the US are the strongest advocates of free-trade in the international community. And yet, in the area of transatlantic airline rights from Heathrow, both these Governments accuse each other of operating stridently protectionist policies. This report argues that current policy is very costly for UK consumers and national competitiveness. The IoD strongly urges the Government to change policy and sign an ‘Open Skies’ agreement with the US.

· So where does the blame lie? Who is really championing the interests of consumers and who is protecting the interests of producers, their own national flag carriers? The IoD concurs with the recent 18th report of the DETR Select Committee of the House of Commons, which asserted that the Government’s priority should be to benefit the economy as a whole, rather than individual airlines.

· There is strong evidence to suggest that the UK Government is deliberately obstructing a liberalisation agreement. Government policy seems orientated towards the maintenance of market share for British Airways (BA) and Virgin Atlantic (VA). Liberalisation would bring lower prices on business class fares between the US and UK from Heathrow.

· The allegations of protectionist price policies being operated by BA and VA are exaggerated, but an ‘Open Skies’ agreement with the US would still yield substantial benefits to consumers. The availability of fully flexible economy fares in the UK means that cost conscious SMEs do have a lower fare price option, but this is no substitute for stronger competition between carriers from Heathrow.

· Airline markets have been liberalised within the US and the EU. The US has signed ‘Open Skies’ agreements with 10 EU countries, but no liberalisation has occurred between the US and the UK. Route rights remain subject to the antiquated US-UK bilateral known as Bermuda 2.

· The IoD believes that all the arguments against liberalisation are flawed in one way or another:

1) We don’t need to worry – The IoD would counter that there is a very worrying bipartisan consensus in the US Congress which is angry at UK Government policy.

2) Lack of capacity – Whilst there are capacity constraints at Heathrow, improvements in advance of the construction of Terminal 5 have the potential to raise capacity sufficiently to justify greater deregulation of slots.

3) Open Skies aren’t open – This argument appears a little jaded in the wake of the 51 Open Skies agreements signed by the US within the last decade.

4) Like with like – This is the view that when we compare domestic airline markets we should contrast the EU with the US, and not simply the UK and the US. However, the UK has signed the 1944 Chicago convention which permits countries to deny cabotage (operating within the domestic market of another country) to foreign carriers.

5) Demands for US market access – There must be a strong suspicion that this is not the case given BA’s strategy of moving away from no-frills towards pursuing high yield point to point travellers. Most commentators believe that UK carriers seek code shares instead of cabotage within the US.

6) Sovereignty – Under EU law the UK cannot grant cabotage rights, even within the UK. In other words the UK Government is claiming cabotage rights within the US when it can’t provide then to a US carrier within the UK, even if the US were to agree to UK demands.

7) Third nation – Even if the UK were able to grant cabotage US carriers would still need the permission of the third nation e.g. the Greek Government if it wanted to fly on to Athens from Heathrow.

8) Market reality – The idea that the US carriers could gain intra-EU advantage at the expense of UK carriers is undermined by the fact that US carriers don’t want to fly within the EU. Available evidence clearly points to them using code shares instead.

9) Bilateral corridors – The CAA argues that under an ‘Open Skies’ agreement with 10 EU countries, US carriers can fly from any point in those countries to any point in the US. In contrast, if the UK signed an ‘Open Skies’ agreement, carriers such as BA would still be prevented from flying from say Frankfurt to New York. Whilst this is true, it is quite simply a function of national sovereignty. ‘Open Skies’ increases the number of carriers on each bilateral corridor. Open access on slots means that competitive forces will be strong and it is again doubtful whether UK carriers really would wish to operate these routes in such circumstances.

10) Effective cabotage – Focussing on cabotage rights is misleading since US carriers have effective cabotage within the EU, if they choose to exercise their fifth freedom rights under Open Skies agreements.

11) Foreign ownership – The UK Government calls for a liberalisation of the rules which deny foreign ownership of carriers operating in the US domestic market. However, under EU law there are similar restrictions on foreign ownership. Moreover, this is another example of an area where the UK Government cannot negotiate with the US since it falls within the remit of EU law. In order to negotiate with the US, EU Governments would need to grant negotiating rights. There is no sign that this will happen and so we are left with the status quo.

12) Hub analysis – Concern has been expressed by BA that because of the huge domestic market in the US, then US carriers would be in a very strong position to exploit feeder traffic into the transatlantic market. Note that this objection is based on the implications for relative market shares for US and UK carriers, and not the benefits for consumers, who could theoretically be better off even if there were no UK carriers flying transatlantic routes from Heathrow. However, the argument is weak even within its own narrow terms, since UK carriers would be in a strong position to feed into Heathrow from EU connections.    
· In the long term Heathrow Airport’s pre-eminent position is likely to be undermined by the restrictions imposed by Bermuda 2. The future development of alliances risks US carriers shifting towards the EU base of their hub partners. The CAA has acknowledged that the failure to negotiate a liberalised agreement with the US, is likely to hinder the development of the UK market, relative to others in the EU.

· The long term outlook for Heathrow will also result from the interplay of capacity and regulatory restrictions. At present, Heathrow’s prospects are restricted by capacity constraints as well as Bermuda 2. In order to maximise the benefits of future liberalisation, any future agreement must be introduced alongside a decision to proceed with Terminal 5.

· As we look to the future, with huge potential growth in e-commerce for B2B and B2C, air cargo is widely expected to grow faster than passenger traffic. Air transport is a critical enabler for e-commerce as it carries the high value products of the 21st century. Liberalisation of Bermuda 2 is therefore very important for the wider economy as well.

· Whilst there is a perception that UK Government policy has moderated in recent years, with greater emphasis on gaining ‘access’ to the US market, and less on cabotage and foreign ownership, the resulting outcome is unchanged. The EU – under the auspices of DG1V – has stated that no anti-trust settlement will be possible without an ‘Open Skies’ agreement. The UK Government is well aware that without an ‘Open Skies’ agreement there will no deal over carrier access and there will be a continuation of the status quo.

1
Introduction

The transatlantic airline market from Heathrow is very large. In 1999, more than 10.4 million passengers flew on scheduled services between Heathrow and the United States. 

The genesis of this report was a number of press reports
 in early 2000 which strongly suggested that the UK was operating a protectionist policy – leading to overpricing – with regard to transatlantic air flights out of Heathrow. The Institute of Directors (IoD) is a well-known champion of free markets and so the issue naturally inspired interest. The report also shows why the lack of deregulation in transatlantic airways is damaging to the UK economy in a wider context as well.

British Midland
 claim that if all passengers flying business class from Heathrow could take advantage of the fares offered from Amsterdam, UK businesses would save almost £2.4 billion each year. This has led to a call for the liberalisation of transatlantic air routes from Heathrow. At present only four airlines – two US and UK carriers – are permitted by Bermuda 2 regulations to operate transatlantic routes from Heathrow.

Such was the degree of overpricing suggested in press reports, that if every IoD member took a single business class return to New York each year, then the extra cost to our membership alone would have been around £100 million – numbers surely too large to ignore? Or are they?

The US wants to sign an ‘Open Skies’ agreement with the UK – see below – whilst the UK Government argues that such an agreement would be disadvantageous to UK carriers. 

The Financial Times
 recently reported the response of HM Government to the 18th report of the Select Committee on Environment, Transport and Regional Affairs. The Government reiterated its view that,

“US protection of its domestic market is not compatible with full liberalisation”.

In its evidence to the House of Commons Select Committee
 the Civil Aviation Authority (CAA) stated that,

“the US Government’s policy of Open Skies falls substantially short of full liberalisation and is designed permanently to benefit its own industry over that of the UK”.

The British Government, BA and VA argue that US airlines are protected from foreign takeovers, their domestic routes are safe from foreign competition, foreign airlines cannot lease their planes and crews to US carriers and US Federal Government employees are mandated to operate a ‘fly America’ policy. 

But how genuine were these competing claims and where did the truth lie? Some commentators claim the whole dispute is a world of smoke and mirrors where public positions and posturing are different from the reality behind closed doors. Writing in the Evening Standard
, City Editor Anthony Hilton has stated that,

“Despite public posturing, Virgin and BA are in fact at one in trying to preserve the status quo”.

2
Bermuda 2

Transatlantic air route rights between the US and the UK are operated under the terms of an agreement known as Bermuda 2 – see below – which can only be described as a dinosaur in an age of cyberspace, free-trade and globalisation. This bilateral followed on from the failure of the multilateral approach to exchanging economic rights at the Chicago Conference on international aviation in 1944. Subsequently this conference spawned more than 4,000 separate country to country aviation agreements. The problem with the Chicago agreement was that it did not deal with traffic rights – these were considered to be a trade issue. As a result, the principle of reciprocity became embedded in the whole process of airline route negotiations with countries negotiating on the basis of one national flag carrier versus the other.

Bilateral treaties seem anomalous in the contemporary world of globalisation. They are based on nationality, they are restrictive, deciding who flies, when and where etc and, whilst they may permit flexibility, they are essentially inefficient protectionist policies. 

One of the first bilateral agreements was between the US and the UK – Bermuda 1. The Bermuda 2 agreement came into operation in 1977, after the UK itself unilaterally renounced the Bermuda 1 agreement in 1976. 

Bermuda 2 regulates routes – or economic rights – by US and UK flag carriers between and beyond the US and the UK, the frequencies of services, pricing of fares and the ownership and control of airlines. Bermuda 2 only permits 12 US routes to be served from Heathrow. These routes are orientated towards the ‘big’ markets such as New York and Chicago. The strong growth airports of recent decades in the American south – such as Atlanta, Houston and Dallas – are not permitted to be served from Heathrow under Bermuda 2. US airlines such as Continental and Delta are locked out of Heathrow, as are UK carriers such as British Midland. 

The Times
 has written that,

“Bermuda 2, brokered in a mercantile past, regulates not just who can fly where, but timing, number of flights, even the size of planes. It was written in a world that assumed that the pie is small, and each crumb must be doled out by Governments to friends and allies”.

Bermuda 2 has led to a political impasse with both the US and UK Governments accusing each other of trying to protect market share for their own airlines. Both Governments claim to seek liberalisation whilst simultaneously asserting that the other is committed to maintaining the status quo. 

Of course, virtually nobody in the UK has heard about Bermuda 2, and politicians aren’t facing angry constituent letters about this agreement. Indeed, the lack of media attention is a natural derivative of the complexity of the issues involved, with terms such as freedoms of the air, cabotage, wet leasing, code sharing, ‘Open Skies’ and the significance of BA flight cancellations from Pittsburgh
 likely to deter all but the specialist.

In order to understand this dispute it is crucial to be aware of the ‘Freedoms of the Air’ shown in figure 2.1.

Figure 2.1

	The ‘Freedoms of the Air’

	First freedom


	The right of an aircraft registered in one country to fly over another country.



	Second freedom


	The right of an aircraft registered in one country to make a technical landing in another country.



	Third freedom


	The right of an aircraft registered in one country to set down passengers from its country of origin in another country.



	Fourth freedom


	The right of an aircraft registered in one country to pick up passengers in another country and fly them to its country of origin.



	Fifth freedom


	The right of an aircraft registered in one country to pick up passengers in another country and fly them to a third country.



	Sixth freedom


	The right of an aircraft registered in one country to carry traffic between two other countries via its country of origin.



	Seventh freedom


	The right of an aircraft registered in one country to carry traffic between two other countries without going to the country of origin.



	Eighth freedom (cabotage)
	The right of an aircraft registered in one country to undertake domestic services within another country.

 


3
American anger

It seems that on this side of the Atlantic politicians have missed the seriousness of the situation. They can’t quite grasp the idea that our fellow champion of free trade is completely exasperated with our behaviour. After all, under Bermuda 2, transatlantic capacity has grown and average fares overall have come down.

On this side of the Atlantic nobody can quite believe that the foremost proponents of free trade, the champions of de-regulation, could actually have a trade war with each other. But as the contentious dispute over the cancellation of BA’s service to Pittsburgh proved, this is the risk we face should current UK Government policy continue for much longer.

In the aftermath of failed negotiations in January 2000, unprecedented hearings were held in the US by the Aviation Subcommittee of the House Committee
 on Transportation. One witness stated that,

“the British Government has insisted on maintaining an anti-consumer, mercantilist aviation policy in order to accommodate its entrenched aviation interests”.

One Congressman stated that,

“I am one of the strongest advocates of free trade … but I would consider a number of trade sanctions including a unilateral renunciation of Bermuda 2, including a revocation of landing rights for British carriers at US airports, including prohibition of British carriers over-flight of American airspace. I can’t believe that I find myself saying those things … but the frustration level of our inability to deal with an ally is stronger than I have felt in any trade issue … but I don’t think I am far from the consensus feeling in the Congress right now on our relationship with the UK on these issues”.

Another member of the Aviation Subcommittee stated that,

“The British are some of our closest friends, yet in the aviation area we have some of our sharpest disagreements with them. I think most American citizens who do not follow this closely would be shocked to know that some of our most difficult aviation relations are with the British”.

Chairman of the House Subcommittee, Congressman Schuster, represented a district served by Pittsburgh Airport, and as a result, was particularly fired up about the cancellation of flights by BA. This needs to be borne in mind when viewing his comments. Schuster wrote
 to the Secretary for Transportation, Rodney Slater, urging that careful consideration be given to:

· Revoking all the slots and slot exemptions currently granted to British air carriers at New York Kennedy and Chicago O’Hare airports.

· Prohibiting the British from operating the Concorde to and from the United States (this prohibition was suggested before the crash of the Air France Concorde).

· Rescinding some or all of the current exemptions and the permits that exist under the current bilateral.

· Renunciation of the current bilateral known as Bermuda 2.

This report explains why the so-called ‘special relationship’ has been stretched to the limit
. What was so notable in the House Subcommittee was that the call to ‘do something about the UK’ was supported equally by both Democratic and Republican members on the Committee.

4
Protectionist prices?

From an economic standpoint, we should not be surprised that the market structure on transatlantic flights from Heathrow has created higher prices. Theory suggests that oligopolists should be expected to avoid price competition which drives down profit margins, and instead channel competition into non-price factors e.g. the introduction of beds for business class passengers by BA. In addition, the imposition of the bi-lateral agreement provides a barrier to entry for other airlines. This means that the threat of entry by new airlines is prevented. In economic speak, the market is not contestable and a powerful competitive force is removed.

Do business class passengers pay more for travelling from Heathrow? British Midland, as part of its ‘Make the Air Fair’ campaign, to obtain transatlantic slots from Heathrow, has published comparative research on flight costs
. British Midland asserted that:

· Business class air-fares from London Heathrow to the US are up to 207% higher than from other leading airports in Europe, such as Frankfurt.

· Between Heathrow and the US the business class fare charged by British Airways, Virgin Atlantic, American Airlines and United Airlines were identical.

· UK business class passengers pay more than £2 billion per annum more a year on transatlantic fares than their European counterparts.

· The cheapest return business class flight from London Heathrow to New York is £3,244 compared to £1,491 from Milan. Amsterdam to New York business class cost £1,576.

· The cheapest return business class fare on the Los Angeles route from Heathrow is £4,988, compared to £1,830 on the Milan-Los Angeles route.

· Over the 1999-2000 period return business class fares on regulated routes such as Heathrow-Chicago have increased in price, whereas they have fallen on de-regulated routes such as Amsterdam-Chicago. 

· Passenger pence per mile (PPM) analysis of business class fares for British Airways, based on the Galileo Computer Reservation System, shows a PPM of 0.94 on the Heathrow to New York route and 0.92 on the Heathrow to Los Angeles route. This compares with other long haul PPM figures from Heathrow of 0.7 to Tokyo, 0.58 to Singapore, 0.53 to Hong Kong and 0.53 to Sidney.

Other independent evidence

Other independent evidence substantiates the charge that UK business passengers pay much more than their European counterparts for business class fares to New York. A recent American Express European Corporate Travel Index
 showed that UK companies pay 76% more on average than European firms for transatlantic business class fares to New York
. American Express report that over the past five years business class fares from the UK have risen by 35% whilst those from France have grown by only 12%. 

Latest research from American Express
 shows that UK business class passengers to North America pay on average 1.43 euros per mile, compared with 1.01 euros per mile from other European airports.

Industry analysts
 have estimated that Bermuda 2 restrictions mean that US-UK air-fares are 20-30% higher than they would be under an ‘Open Skies’ policy (see below).

These figures imply that business class passengers can fly a lot further, for a lot less, by avoiding Heathrow. Clearly most business class passengers won’t have the time to fly from Heathrow to Amsterdam or Frankfurt, to then on fly to the United States. However, what these prices reveal is that other airlines, requiring more fuel and flying time, manage to operate profitable routes whilst hugely undercutting prices from Heathrow.

In response to the British Midland research
, a number of challenges have been made. 

British Airways has produced a briefing note
 challenging the conclusions of the British Midlands research:

· BA claim to provide a superior quality of service, and there is some truth in this claim. In other words, they would argue that British Midland is not comparing like with like. BA argue that they offer a premium product to business class travellers – two to three times more space, superior service, access to lounges, priority check-in etc.

· The US/UK aviation market is competitive. BA asserts that it faces competition from seven other major carriers on UK/US routes, if one includes flights from Heathrow and Gatwick. It states that on the London to New York route alone, seven carriers offer 31 direct services a day. BA point out that they are spending very large sums of money investing in upgrades to business class, with the introduction of beds, and ask whether they would need to do this if the market was as uncompetitive as portrayed by British Midland.

· Allowance needs to be made for the appreciation of sterling against the euro in recent years, which exaggerates the sterling price differential.

· BA acknowledge that business class fares across the Atlantic are higher than from continental Europe, but argue that for the bulk of travellers UK fares are significantly lower. BA point out that the availability of fully flexible economy fares in the UK, mean that business travellers who do not wish to pay a premium for business class comfort, have access to lower standard fares across the Atlantic. This has obvious implications for many SMEs and larger cost conscious companies seeking fewer frills.

· BA argue that part of the higher cost for business travellers is due to CAA price regulation which pushes a greater burden on business travellers.

Despite these claims, however, we do not believe the overall story changes. For example, BA and VA do not on-sell excess business class seats at a lower cost, although they do operate discount schemes for large corporate clients. With regard to the quality issue, opening up Heathrow to more competition is not likely to lower the quality of service. Rather, liberalisation broadens consumer choices and tends to lower fares for everyone. Small and medium sized enterprises with limited budgets could find it far more advantageous in a fiercely competitive global market to send employees on more frequent business trips, but in economy class.

Demand for leisure travel is price elastic
 but demand for business travel is price inelastic
. Business travellers are high yield passengers. For example, it is reported that on long haul routes BA business class passengers account for 5% of passengers but 25% of revenue
.

From a corporate perspective frequent flyer programs are not necessarily good for business, since airline companies can exploit the so called principal-agent problem. This arises when the traveller (the employee) makes inefficient choices in the form of higher cost travel, because the payer (the employer) doesn’t effectively monitor or reap the benefit of the frequent flyer program. In other words, the business traveller may make choices aimed at maximising his/her personal points total instead of minimising the cost to the employer.

Finally, it might be argued that fares from Heathrow are higher because of slot supply constraints, not Bermuda II.  Whilst this might have a little truth, evidence from other airports with supply constraints, such as Chicago O'Hare, suggests this has not kept prices up.

5
Open Skies

US domestic market deregulation

Before examining the ‘Open Skies’ policy, it is useful to summarise the experience of airline de-regulation in the US domestic market. Following the Aviation De-regulation Act in 1978 there was a relaxation of restrictions on route access and fares within the US domestic market. De-regulation had a rapid effect – possibly hastened by the second oil crisis – as the number of carriers increased from 36 to a peak of 123 by 1984. There was a substantial increase in both the number of carriers and in the frequency of flights. Standard fares increased in real terms on many routes, but the availability of discount fares meant that average fares fell by 30%
. Traffic rose dramatically, increasing 50% between 1978 and 1985.

The process of de-regulation was beneficial because it led to lower fares, which in turn increased passenger traffic and ultimately airline profits. A major study of de-regulation in the US domestic market
 concluded that the benefits of greater frequency of flights exceeded those of lower fares, and that deregulation was an unqualified success for consumers
.

At the time, domestic market deregulation was widely hailed as a shining example of the application of contestability theory to the real world. Subsequently this enthusiasm has weakened a little due to the consolidation in the industry since the mid 1980s, which resulted in the number of carriers falling back to around 30. However, this is a misleading measure of concentration in the airline sector since on most routes there are more carriers and/or more flights than before deregulation. Another study
 found that the average fares paid were some 15% lower than they would have been if the regulatory regime had continued in force.

The US Department for Transportation states that real airfares in the US are 40% lower than two decades ago, and that nine out of ten passengers fly on routes where there are at least two carriers, compared with only seven out of ten in 1974. It also states that passenger numbers have more than doubled, although a significant part of this increase is undoubtedly attributable to economic growth.

US international market deregulation

Since 1992 the US has sought ‘Open Skies’ aviation agreements with other countries. Over 40% of US-European air traffic now takes place in ‘Open Skies’ markets. Under ‘Open Skies’ agreements third, fourth and fifth freedom rights for airlines are entirely liberalised, so that they can fly any route they wish between and beyond the two countries:

· Third Freedom – to set down passengers from the country of origin (say the US) in another country (say the UK).

· Fourth Freedom – to pick up passengers in another country (say the UK) and fly them to the country of origin (say the US).

· Fifth Freedom – to fly from the country of origin (say the US) to pick up passengers in another country (say the UK) and fly them to a third country (say France).

As a result, there are no restrictions on capacity on routes or on access to airports. Open entry, unlimited capacity and unlimited frequency are the key characteristics of an ‘Open Skies’ agreement – subject to market disciplines. This stands in marked contrast to the rigid constraints imposed by Bermuda 2. 

‘Open Skies’ mitigate the economic effects of bi-laterals, but they are not a perfect solution:

· Alliances are allowed to proceed with anti-trust immunity, but this falls short of a full liberalisation since full mergers are blocked.

· Restrictions on the growth of air traffic are reduced, but the liberalisation is confined to the flag carriers between the US and the other country.

· Competition is increased, but anti-competitive elements can remain, such as the ‘Fly America’ policy – see below.

The US Aviation Subcommittee has reported that prior to the US-Canada liberalisation, passenger numbers were increasing around 1% per annum. After the 1995 ‘Open Skies’ agreement annual growth jumped to 11%
.

Between 1992 and December 2000 the US has negotiated 51 ‘Open Skies’ agreements in Europe, Asia, Latin America, the Middle East and Africa. Ten EU countries have negotiated ‘Open Skies’ agreements with the US. 

Over the 1996 - 1998 period the US Department of Transportation reported that fares to all airports in countries that have signed ‘Open Skies’ agreements with the US had fallen by almost 14%. For non-Open Skies countries average fares fell just 3%. Over the same period fares to Heathrow rose by just over 4%.

‘Open Skies’ agreements have also facilitated the growth of seamless global air transport networks with the number of international airline alliances having nearly doubled over the past five years. Alliances allow airlines to increase the geographic size of their network without sizeable capital investment. They are particularly attractive to transnational corporations demanding a single global travel vendor. 

‘Open Skies’ agreements between the US and other countries have paved the way – and is a pre-requisite – for the granting of US anti-trust immunity to airline alliances and therefore encouraged closer partnerships. Indeed, even EU competition authorities consider an Open Skies agreement a prerequisite for granting immunity to an alliance between US and EU carriers.

Since the signing of an ‘Open Skies’ agreement with the Netherlands in 1992, non-stop passenger traffic between the US and the Netherlands has doubled. The effect on new ‘beyond rights’ – the right to continue flights to third countries – has been very strong. Air traffic from the US to other destinations via Amsterdam now surpasses similar beyond traffic via London, Frankfurt or Paris.

Given the seemingly obvious benefits of lower fares, more competition
, greater consumer choice and market growth, the most striking question is why the UK Government has resisted liberalisation in transatlantic air markets from Heathrow?

6
Negotiation gridlock

Six factors – which are explained below – are generally cited as stumbling blocks to a liberalisation agreement. This chapter shows that whilst each issue raises legitimate concerns, ultimately, none should stand in the way of a liberalisation agreement. The purported stumbling blocks are:

· Cabotage

· Foreign ownership

· US carrier hub power

· Heathrow capacity

· Fly America

· Wet leasing

Over recent years the UK Government has moderated its position. It is now prepared to liberalise the market if it can find a way to gain effective access – for BA – to the US market. It needs to recognise reality and move beyond this position as well, because this does little more than keep the status quo.  The European Commission (DGIV) has stated that Open Skies is necessary for any US-EU carrier alliance to be immunised by EU anti-trust authorities.  In other words, no ‘Open Skies’, no alliance for BA.  Codeshares also raise many of the same competition concerns as immunisation, and so any US-UK carrier codeshares without ‘Open Skies’ would be very closely examined by US competition authorities.

Cabotage

Cabotage is the so-called eighth freedom of the air, and permits aircraft from one country to undertake domestic services within the domestic market of another country.  The Chicago Convention of 1944 grants countries the right to refuse foreign airlines the right to carry domestic traffic.  The attraction of the US market is obvious, given that it accounts for more than a third of all global scheduled air services. In other words, airlines such as BA/VA claim that they wish to operate their own feeder services or spokes to gateway airports in the US. The UK Government argues that a like-for-like comparison with the US is the EU market. In its testimony
 to the US House of Representatives the UK Government stated that,

“the domestic market for UK carriers is effectively the whole of the European Economic Area … the US Government’s Open Skies proposals would give US carriers access to that domestic market while denying access to the US domestic market to UK carriers”.

But how real are these claims? The cabotage and foreign ownership debate is profoundly misleading, as it suggests a real commitment for liberalisation whilst in reality providing a very convenient excuse to maintain the status quo.

We need to consider the following:

· Members of the US Congress are profoundly sceptical as to the veracity of the demands for access to the US domestic market, because of a belief that BA in particular, has lost interest in the hub concept, as it has lost interest in the economy passenger. Further evidence of this is demonstrated in the decision by BA to sell its no frills economy Go airline business. In other words, it is focused on making far higher margins from carrying business class passengers point to point – and has reduced transatlantic capacity. During 1999 BA reduced transatlantic capacity by 5%. 

· Given the fierce competition in the US domestic market, there must be a question as to whether high cost foreign carriers like BA and VA really want to break into this extremely competitive US stronghold. Surely BA’s problem is that it has been losing money on short haul traffic and therefore why would it want to develop this market in the US? Richard Branson has also spoken of the problems involved in establishing a profitable short haul operation in Europe. 

· Following revisions to Bermuda 2 in the early 1990s – which allowed United and American Airlines to replace Pan Am and TWA – British airlines gained the right to code-share with a US airline on feeder services within the US. 

· The development of airline alliances and code sharing agreements over recent years, offsets the need to have a physical presence in the US domestic market. In his testimony to the House Subcommittee, British Midland Chairman, Sir Michael Bishop, stated that,

“all the commercial evidence is that if they secure a code sharing arrangement … it would be hard to conceive why they should want to operate and set up a domestic airline in the US … so the experience of both of these airlines in operating the kinds of routes they say they want to operate on cabotage in the US would not lead me to believe that commercially it’s something their shareholders would want to pursue, and yet it’s been given as one of the reasons why we can’t proceed towards liberalisation and Open Skies. I think it’s a complete red herring”.
· The attempt to equate cabotage in the US to the intra-European market is misleading. If the US were to grant cabotage to foreign carriers, they could pick up passengers and cargo in say New York and unload it at another US city. However, if a US carrier wanted to fly between London and Athens, it would require the approval of both the British – for fifth freedoms or beyond rights – and Greek Governments – for US Greek route rights with the UK as an intermediary point. In other words, the British Government does not have the power to guarantee that other EU Governments will grant cabotage rights. The whole issue is a red herring because the UK cannot negotiate cabotage across the EU, and US carriers aren’t interested in cabotage rights within the UK, because the market is too small. The recent House of Commons Select Committee report
 stated that,

“Regulations controlling the allocation of slots at airports are determined at EU rather than domestic level. The single aviation market is governed by European legislation. Finally, although EU member states can grant fifth freedom rights beyond their borders, only at EU level can flights operated under fifth freedom rights be viewed as cabotage services, and thus negotiated against rights to operate cabotage services in the United States. Thus the CAA said it is simply not possible for the UK alone to negotiate a full liberalisation. There is only one way and that is through the EU negotiating with the US”.

· The UK has already granted fifth freedom rights within the EU for foreign carriers. By negotiating ‘Open Skies’ agreements with 10 EU countries already (together with a very liberal agreement with France). Strict accordance with the US Open Skies model would allow US carriers to develop networks within Europe using fifth freedom rights. The UK Government position is that if US carriers are to get unrestricted entry into the UK’s international and intra-European market, UK carriers need effective access to the US domestic market to provide a fair competitive balance. But with 10 agreements in place, the US already has considerable access into and within the EU market. Notably, though, most US carriers do not operate between EU destinations. The markets are deemed either too small and/or national carriers already operate the routes.  Rather than use fifth freedom rights to reach other EU destinations, US carriers do what UK carriers would do in the US ‑ put their codes on their partner's flights.  Code sharing is the answer, not cabotage.  US carriers can already fly between 10 EU countries, but choose not to do so, employing code shares instead.

· CAA Chairman, Sir Malcolm Field
 has asserted that if all EU states agreed Open Skies bilaterals with the US, they would give US carriers complete freedom to serve any route they wished between the US and Europe. In contrast, he points out that EU carriers would only be restricted to serving their own national bi-lateral corridor with the US. For example, BA would not be able to serve New York from Paris or Frankfurt, only Air France or Lufthansa etc. Whilst this is true, it is also simply a natural function of nationality. Moreover, with national carriers and US carriers operating many of these routes, would a British carrier wish to enter such competitive markets?  

· Strictly speaking, under EU law, the UK cannot give US carriers the right to fly from London to Edinburgh, because this is cabotage and only the EU can grant it within an EU state.

· Richard Branson has stated that there will be no breakthrough without the involvement of the EU
. However, this could be years away or never. The UK Government does not support a granting of negotiating rights to the EU. US Transportation Secretary Rodney Slater has stated in testimony to Congress that there is the possibility at some future unspecified date of negotiating with the European Commission. But he stated that this was hypothetical because,

“you cannot get into full fledged negotiations until the Commission has been given that authority by the individual countries. But we are accessing the European market, and we’re doing so directly with the individual countries”.

What Slater is effectively saying is that Open Skies seems to work very well for all the countries that have thus far signed up to agreements, and this is the best way forward for the US-UK bilateral as well. Unfettered access to more than 50 major US urban markets is surely a prize worth obtaining. A striking example of the absurdity of Bermuda 2 is that it doesn’t permit direct transatlantic UK-US flights to Houston from Heathrow, despite it being the fourth largest city in the US!  There are non-stop flights from Gatwick but Houston isn’t a Heathrow city under Bermuda 2 – an absurdity.  In some instances like Pittsburgh, the agreement allowed UK carriers to fly to London from some US cities but should the UK carrier end the service, a US carrier couldn’t fill the void.

Foreign ownership

The US restricts foreign ownership of US airlines to 25%. However, the EU also limits foreign ownership to a minority holding of 49%. Consequently, EU law is virtually the same as the US in that it precludes non nationals from controlling domestic carriers. Control is the key, and is retained by domestic shareholders in both the US and the EU. The UK is governed by EU law in this area. To be granted an operating licence the airline needs to be majority owned and effectively controlled by EU nationals.

Rules governing the ownership and control of airlines are set by the EU, not the UK. It is our understanding that EU regulations are even more restrictive than the US.

For both cabotage and foreign ownership the UK has been legally prevented from negotiating equivalent rights with the US. Individual member states of the EU are not prepared to cede allocation of route rights to Brussels, and so in the absence of any possible US-EU agreement no change is possible. The lack of any political mandate to permit the EU to negotiate with the US, means that restricted access to Heathrow can be conveniently frozen, to the benefit of existing airlines.

US carrier hub power

One concern of BA in particular is the power of US carriers if they were granted transatlantic rights into Heathrow, because of the their hub power back home, and the capacity to feed traffic. BA argue that their ability to feed traffic is much more limited. For example, if one looks at the number of departures each month at the airports where a hub is centered, US carriers dominate. Delta Airlines have 74% of the traffic from Atlanta, giving them  27,656 flights. Air France have 55% of the traffic from Paris CDG, giving them 10,900 flights. Lufthansa have 60% of the flights from Frankfurt, giving them 10,694 flights. BA have 64% of the flights from Gatwick, giving them 5,710 flights, but they only have 38% of the flights from Heathrow, giving them 7,643 flights.

BA feel that their hub position at Heathrow is weak, not strong. This point is related to the CAA’s assertion that feeder traffic from the domestic market in the US is much more important to transatlantic services than from the domestic market in the UK. CAA figures
 show that only 6% of the market made a UK domestic connection at the London end, whereas some 20% of passengers connected to/from a US domestic point. However, this is misleading, because if one took on board all of the EU, the proportion would be higher. US feeder traffic is very significant potentially, but one needs also to consider that 18% of passengers made an EU connection from Heathrow.

Heathrow capacity

It is argued that the debate over liberalisation of routes from Heathrow is immaterial because there isn’t the available capacity to deal with any increase in demand for departure slots. The implication of this view is that liberalisation would be a zero sum game with any gain in long haul capacity lost by a reduction in short haul capacity.

BA in particular have pointed out that any liberalisation of long haul routes will inevitably mean big carriers buying up available short haul slots – in other words there will be a loss of regional networks from Heathrow. Over the 1994-99 period 18 short haul destinations were lost from Heathrow.

It is true, that in order to fully reap the benefits of liberalisation, there needs to be an expansion in capacity from Heathrow. The IoD supports the building of Terminal 5. However, this is clearly a long term project. But this does not mean that liberalisation should be delayed. It is estimated
 that mixed mode use – through which runways can be inter-changed between take-offs and landings – could add 15-20% to Heathrow capacity if it were accompanied by moves to expand terminal capacity ahead of T5.

Fly America

The ‘Fly America’ policy was instituted after the Gulf War and is the reward for US carriers who participate in the Department of Defence’s CRAF program. Under CRAF, carriers agree to transport soldiers and equipment in times of war or emergency. Basically the policy requires US Government employees or contractors to use US airlines when travelling on official business. The restrictions also apply to cargo. This issue is partly attributable to issues of national security – but is unlikely to prove the stumbling block to an liberalisation agreement, since US Government employees may still travel on foreign airlines under code sharing agreements. Moreover, both Federal Express and UPS support the elimination of Fly America regulations. 

Wet leasing

The UK Government has maintained that there is an inequality due to current differences in wet leasing – leasing an entire plane and crew ‑ arrangements between the US and the UK. The US will permit the use of wet leased aircraft for international flights to the US. However, the restriction applies to domestic flights since wet leasing in this instance is deemed to be cabotage. Despite these restrictions wet leasing is not a big enough issue to justify blocking an ‘Open Skies’ agreement. The US has agreed that UK airlines could charter aircraft to US airlines, but not for domestic operations.

The US generally does not permit US airlines to wet lease aircraft with crew from foreign airlines.  It is seen as an FAA safety issue.  However, because the FAA definitions of wet leasing are narrower than the CAA/DETR/US Department for Transportation definitions, this means that many wet leases are seen as charters and therefore a good many are permitted.

In summary, there seems to be an overwhelming case that an ‘Open Skies’ policy would benefit the UK economy as a whole. Deregulation is not a zero sum game. BA and VA would probably lose market share as new entrants captured passengers, but the knock-on effects of de-regulation should enable the market as a whole to grow. It is also forgotten that in calling for an ‘Open Skies’ policy, the US Government is also recognising that two American airlines would suffer as well.

Our overall conclusion must be that in the areas of cabotage and foreign ownership, the UK Government is asking for the New Jerusalem, knowing that it won’t be built. UK Government opposition to an ‘Open Skies’ is placing market share for BA and VA ahead of the interests of the consumer.  The UK Government’s official position is that as long as bilateral negotiations with the US remain the best option, the UK Government will not grant the European Commission a full mandate.  In other words, the UK wants to keep the status quo.

The Institute of Directors agrees with the conclusion of the recent Select Committee report that,

“the Government’s priority should be to benefit the economy as a whole, rather than individual airlines”.

7
Aviation and the economy

Protectionism runs against the grain of economic growth. According to the International Air Transport Association (IATA)
 the annual number of passenger journeys by air on scheduled flights is forecast to rise from 1.6 billion in 1999 to 2.3 billion in 2010. International air transport remains a fast growing sector of the global economy with average scheduled airline fares 70% lower in real terms than 20 years ago
. It is estimated that aviation contributes over $1 trillion to the global economy each year, and that this contribution will double by 2010. There was a 73% increase in the number of passengers carried at UK airports in the 1990s (DETR figures).

According to a study by the World Travel and Tourism Council, travel and tourism is the world’s largest industry directly and indirectly driving more than 10% of global jobs, GDP and investment. In the US it has been estimated that the addition of each new flight service at an airport adds $180 million to the local economy.

Airport and airline capacity will have a major impact on corporate location. At the present time we risk protectionist policies compounding the problem of physical infrastructure and lack of capacity. A recent report
 by the London Chamber of Commerce argues that substantial extra runway capacity will be needed over the next 30 years to meet a forecast 200% increase in passenger traffic. The report suggests that passenger demand at airports serving London and the South-East of England could rise from 106 million in 1999 to 290 million in 2030. This represents growth of around 3.5% per annum, much less than the 5.5% per annum growth achieved over the 1977-1997 period. Even with the development of extra capacity at Gatwick, together with the construction of Terminal 5 (an extra 20 million passengers) at Heathrow, maximum capacity would only rise to between 150-170 million passengers. DETR forecasts 4.25% per annum growth in passenger traffic over the 1998 – 2020 period.  Cargo traffic is expected to grow by 7% per annum over the same period.

With potential demand far outstripping supply, the danger is that protectionist prices will continue to be charged. The added danger is that the UK economy will miss out from the wider economic benefits from dynamic airline markets. The most obvious examples being a shift in corporate location away from the UK, together with a loss of tourism trade. 

The three elements that determine airline passenger demand (passenger kilometres), fares, GDP growth and the number of flights/routes. In a mature airline market where elasticity with respect to GDP growth moves towards one, high price growth could actually reduce the contribution of the airline market to GDP, if the flight/routes are held constant.

The 1999 Healey & Baker European Cities Monitor found in its survey that the top 5 cities for transport links with other cities and internationally were also rated the top 5 cities in which to locate a business. In their study of the impact of aviation on the UK economy
, Oxford Economic Forecasting (OEF) state that,

“the UK has one of the world’s leading aviation industries and surveys suggest that this is an important factor behind the UK’s success in capturing a disproportionate share of global foreign direct investment”.

OEF argue that there are dangers to the UK economy from restricting the supply of aviation. OEF estimate that a 25 million a year reduction in the number of passengers (across all UK airports) would mean that GDP was around £4 billion per annum lower (in 1998 prices) by 2015. Under a worst case scenario, OEF estimate that if there were no growth at all beyond current passenger levels, by 2015 UK GDP would be £33 billion per annum lower.

There is already evidence that problems of physical capacity together with a lack of de-regulation, are undermining the competitive position of Heathrow. Figures from the Association of European Airlines (ACI Europe) show that passenger numbers grew by 2.6% at Heathrow in 1999. However, Paris Charles De Gaulle achieved 12.9% growth and Frankfurt 7.3% growth. If Charles DeGaulle was to maintain 10% growth in passenger numbers, and Heathrow just 2.5%, then it would overtake it as Europe’s largest airport within a decade! Much is at stake. In its evidence to the House of Commons Select Committee
, Continental Airlines argued that,

“the competitive advantage of these Open Skies gateways will continue to grow as the options made possible by free competition in Open Skies countries eclipse the historic dominance of London Heathrow as a connecting point for Europe-US traffic”.

The wider benefits of airline deregulation on the economy can be seen in the example of Schipol in the Netherlands, which has the oldest Open Skies agreement with the US. The Schipol hinterland provides a base for 49% of the European distribution centres for US Fortune 500 companies
 – by contrast the UK possesses only 17%. 

An A&TC study reported in 1998 that,

“despite the UK’s advantageous position on the major air routes between North America and Europe, none of the major integrators had chosen to locate their hubs here”.

The twenty first century

As we look to the future, with huge potential e-commerce B2B and B2C growth, the Netherlands is in a better position than the UK to exploit transatlantic trade. Secretary Slater has stated the US Government view that cargo traffic by air is expected to triple in value by 2015. Air cargo is widely expected to grow faster than passenger traffic over the coming decades.

Air transport is a critical enabler for e-commerce. Across the OECD
, only 2% of cargo traffic is moved by air, but this small share accounts for more than a third of the value of cargo. Air traffic carries the high value added products of the 21st century. Despite being an island nation, only around 20% of the UK’s trade by value goes by air. This situation threatens the UK’s long term competitiveness.

Bermuda 2 restrictions mean that in January 2000 FedEx discontinued its MD-11 flights into Prestwick. FedEx states that in order to operate it needs fifth freedom rights through both Prestwick and Stansted airports
 – a move that could have a very damaging fall-out on Silicon Glen in Scotland.

FedEx has publicly stated that if it were given fifth freedom rights out of the UK, it would add 7,400 jobs in the UK by 2005. However, the restrictions imposed by Bermuda 2 mean that 4,000 of these jobs have already gone to their hub at Charles DeGaulle instead. FedEx has also reported that 62% of the UK exporters it surveyed said improved air cargo transport would increase their sales by 18% on average and reduce aggregate costs by £275 million per annum. 

7 
The future outlook

What sort of trade liberalisation package should be implemented? Below we identify four possible liberalisation packages. However, a number of the options can be little more than dreams at the present time. The first two options clearly depend on multi-lateral agreement. The possible liberalisation packages are:

· A single global aviation market – A single global aviation market with complete liberalisation of route rights would undoubtedly have huge potential benefits for the consumer. Maximum benefit would be derived from a liberalisation regime which eliminated restrictions on national ownership and control. However, such a deal is highly unlikely for a very long time. Deregulation within the US and the EU over recent decades has not been replicated elsewhere and the contrast with other major aviation markets remains stark. For the long term aviation, like other global industries, should be placed within the framework of the World Trade Organisation.

· A transatlantic common aviation area – A US-EU transatlantic aviation area could be established on the back of the large number of ‘Open Skies’ agreements already signed. However, whilst the EU has been pushing for a negotiating mandate, thus far it has not been granted. At the Chicago ‘Open Skies’ conference at the end of 1999, EU Aviation Commissioner Loyola De Palacio supported the development of this idea. However, political realities mean that any such deal will still be a long way off.

· A mini deal – Possible mini deals suggested have included granting British Midland slots for transatlantic flights from Heathrow, together with another US carrier. However, this would only provide a marginal boost to competition. A mini deal might be better than no deal whatsoever, but the US is unlikely to be satisfied with this option.

· A US-UK Open Skies deal – Clearly an ‘Open Skies’ policy would have benefits for consumers. This has been acknowledged by the CAA. However, the CAA and others also believe that if the UK were to sign an ‘Open Skies’ agreement, it would have given away a strong negotiating position in teasing out greater access for UK carriers into the US domestic market. Despite this objection, the arguments in this report clearly show why the IoD believes that the UK Government should sign an ‘Open Skies’ agreement with the United States.
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