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International trade and
investment have enjoyed un-
precedented growthin the fifty
years since the end of World
War II. Prospects look bright

THE LONG JOURNEY for continuance of this trend

during the remainder of the

TO FREE TRADE decade. The ratification of the

IN U.S.-CANADA AIRLINE Uruguay Round of the GATT
% 1in 1994 and the creation of the
SERVICES World Trade Organization in
1995 are indicative of the

world-wide consensusregard-

ing the importance of interna-

tional commerce to national

and world prosperity. The

strengthening of regional trad-

ing alliances in Europe, North

America, South America, and

Asia in the 1990s reflects simi-

M |C HAE |— W PUSTAY e folgclf .one area where the

advocates of free trade have
not been persuasive is in the
provision of international air-
line services. Trade in airline
services in most regions of the
world is still governed by bi-
lateral agreements that often
restrict rather than promote
competition. Liberalization ef-
forts that have freed trade in

*A list of acronyms used in this article is provided on page 47.
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other goods and services have bypassed this industry. The Uruguay
Round, the Canadian-U.S. Free Trade Agreement, and the North
American Free Trade Agreement, forexample, did little toopen trade
in airline services.!

Despite the general openness of and the large magnitude of
trade between their two economies, these observations held true for
air services between the United States and Canada from the end of
World War II until early 1995. For most of the latter half of the
post-war period, the bilateral air service agreement between Canada
and the United States was among the most restrictive of all such pacts
entered into by the United States. Leaders from both countries
recognized the inappropriateness of that state of affairs and that
promotion of trans-border air travel should be encouraged. For
example, the Shamrock Summit Declaration, signed in March, 1985,
by Prime Minister Mulroney and President Reagan, declared that
liberalization of trans-border airline services was an important goal
of both countries. Yet for over a decade Canadian and U.S. negotia-
tors intermittently met and failed to come to a new accord. But in
February, 1995, officials of the two countries announced the signing
of a new air services agreement (ASA) that significantly liberalized
trade in airline services between the two countries.

This paper explores the evolution of trans-border airlines ser-
vices between Canada and the United States and examines why
liberalization was so difficult to achieve. It begins by reviewing the
policy regime that governed the international airline industry: the
Chicago Conference, the International Air Transport Association,
and the utilization of bilaterally-negotiated ASAs to authorize ser-
vice onindividual routes. It then examines the domestic and interna-
tional airline policies of the two nations. These policies have had a
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significantimpact on the structure of the airline industries of the two
countries, which in turn has affected the nature of existing trans-border
competition. The competitive impact of these policies is then used to
explain why liberalization of trade in airline services between the two
countries was so difficult to achieve. Finally, the initial responses of
carriers to the liberalization of trade in airline services are analyzed.

I. THE POLICY REGIME OF THE
INTERNATIONAL AIRLINE INDUSTRY

Historically the policy regime of the international airline indus-
try rested on three pillars.? The first was the right of nations to control
the air space above their territory and thus aviation services to, from,
and over them. This principle was originally established at Europe’s
1919 International Convention for Air Navigation. Participants at the
1944 Chicago Conference reiterated and extended it to the other
continents. Although representatives of the United States advocated
“unrestricted international operating rights with market forces de-
termining frequencies and fares,”? most of the other nations at the
Chicago Conference, fearing the post-war domination of U.S. flag
carriers, successfully blocked the adoption of the U.S. proposals.* The
Chicago Conference set the stage for the creation of a protectionist,
mercantilistic approach to governing trade in international airline
services in the post-war period.

The second pillar of the industry’s institutional structure was
the utilization of bilateral ASAs to control commercial airline service
between each pair of countries. Typically, such bilateral air service
agreements detail the routes that can be served between the two
countries and the number of carriers from each country allowed to
serve on each of these routes. Although they existed in the pre-World
War II period, most post-war agreements were patterned after the
1946 Bermuda Agreement between the United States and the United
Kingdom. Bermuda-type agreements facilitated the creation of an
anti-competitive international airline industry. Nations jealously
guarded the granting of trafficrights and extended most of them only
on the basis of reciprocity. Competition in international markets was
also restricted through the incorporation of secret codicils into these
bilateral agreements. A common device, pooling agreements, di-
vided the revenues earned in a country-pair market equally between
two carriers (one from each nation), creating obvious incentives to
reduce competitive behavior in that market.
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The net effect was that entry into most international markets
was severely restricted. The resulting network of routes reflected the
political power and negotiating skills of the carrier’s home govern-
ment. For the most part, the international routes of a carrier were a set
of bridges connecting a city in its home country to a city in a foreign
country. Such route networks bore little resemblance to those that
would be constructed by a carrier seeking to develop an efficient
network over which to carry its passengers.

Historically, the third pillar of the industry’s institutional struc-
ture was the International Air Transport Association (IATA), a
private trade association whose membership consists of most of the
world’s international scheduled airlines. Its members, meeting on a
regional basis, attempted to agree on a common set of prices to
charge. IATA’s ability to establish a series of regional airline cartels
and suppress intra-regional price competition was enhanced by
support from numerous nations, many of whom as owners of inter-
national carriers explicitly empowered IATA to establish prices.
Moreover, many bilateral agreements specifically endorsed the tar-
iff- making activities of IATA’s regional conferences.

A. The Collapse of the Old Policy Regime

This policy regime created a pro-industry, anti-consumer envi-
ronment in which international airlines competed. Surprisingly, the
U.S. government, despite its desires to promote competition in
international air services, resisted efforts to utilize multilateral solu-
tions to end protectionism. For example, the United States chose not
to use the GATT for this purpose. In the eyes of U.S. negotiators,
reliance on the GATT would either slow down liberalization or allow
protectionist nations to obtain a free ride on any aviation liberaliza-
tions agreed to by the United States. The former would occur because
of the difficulty of gaining agreement among all GATT members to
aggressively liberalize trade in air services. The latter would occur
because, should the United States liberalize its air service through the
GATT with one member, it would be compelled to liberalize service
for all GATT members because of the GATT’s use of the most-
favored-nation principle. Not only would this reward protectionist
nations, it would also denude the United States of any negotiating
leverage it might have to encourage such countries to liberalize their
own policies.
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Another explanation for the reticence of the United States to
utilize a multilateral approach was that it had accomplished signifi-
cant changes in the international policy regime as a result of three
actions it had unilaterally undertaken beginning in 1978. First, the
U.S. Civil Aeronautics Board initiated a “show cause” order threat-
ening the exemption of IATA’s price setting actions from U.S. anti-
trust laws.” Without this exemption, international carriers faced the
threat of triple damage lawsuits for violating the price-fixing provi-
sions of U.S. antitrust laws. After much litigation and diplomatic
acrimony, IATA's ability to establish prices in international markets
involving the United States was weakened. JATA’s control over
pricing in other regions has subsequently atrophied as well.* Second,
the United States signed liberal “open skies” bilateral air services
agreements with over twenty countries that reduced governmental
control over entry, exit, and pricing in these markets. Many of these
agreements freed U.S. catriers to fly between any point in the United
States and any point in the other country and charge any price they
wished. Typically, carriers from the other country were given the
right to expand the number of points they served in the United States,
as well as obtaining similar pricing freedom. Third, the United States
deregulated its domestic airline industry, granting domestic carriers
pricing freedom in addition to freedom of entry and exit.

These three policy changes were not the outcome of a carefully
developed consensus among the world’s leading aviation powers;
rather, they resulted from unilateral actions by the United States.
They had two important consequences. First, they shattered the
existing international policy regime. Reduction in IATA’s power
over international prices meant that intra-regional price competition
could (and did) increase. The open skies treaties created pockets of
liberalized trade in airline services around the world. They led tonew
entry into the relevant country-pair markets and increased price and
service competition among carriers serving these country-pairs.
Diversion of international passengers from non-liberalizing coun-
tries within a region to liberalizing countries was substantial, pres-
suring carriers from non-liberalizing areas to cut their prices to
staunch the loss of business.’ Air Canada, for example, was forced to
cut its transatlantic fares in order to deter Europe-bound Canadian
tourists from originating their journeys in the United States.

The three unilaterally-imposed reforms also boosted the com-
petitiveness and efficiency of the U.S. airline industry in both domes-
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tic and international markets. Most U.S. carriers quickly readjusted
their domestic route systems from the linear, point-to-point opera-
tions they had operated under regulation to complex hub-and-spoke
networks. These hub-and-spoke systems allowed them increased
control over their on-line feed of both domestic and international
passengers. Their development and structure reflected the forces of
economic efficiency, not the diktat of regulators trying to balance the
needs of politically powerful interest groups. More generally, the
intense competitive pressures faced by U.S. carriers induced them to
streamline their operations as a matter of survival. Naturally, the
competitive lessons they learned in the domestic market were trans-
ferred to the international market. Changes in the competitive posi-
tions of carriers also caused a re-allocation of U.S international
operating rights from weaker carriers like TWA and Pan Am to much
stronger competitors like American, Delta, and United airlines.

The noticeable improvement in the competitiveness of U.S. flag
carriers vis--vis foreign flag carriers disequilibrated the competitive
balance among the world’s airlines, causing reactions throughout the
international airline industry. Some countries tried to roll back the
tide: France and Germany, for example, responded to the onslaught
of U.S. flag carriers by trying to renegotiate their existing ASAs with
the United States to make them more restrictive. Other countries tried
to duplicate for their carriers the advantages created for U.S. flag
carriers by the U.S. policies. Foreign carriers and governments un-
dertook many new initiatives, including privatization of state-owned
carriers (e.g., Canada, Mexico, the United Kingdom), deregulation of
domestic airline industries (Australia, Canada, Chile, and the Euro-
pean Union), liberalization of non-U.S. bilateral treaties, strategic
alliances, mergers, and cross-ownership arrangements. However,
these policy changes have not been uniformly implemented, and as
a result there are wide differences in the competitiveness of carriers
and in the levels of competition in individual international
country-pair and city-pair markets.

II. DOMESTIC AVIATION POLICIES

The domestic aviation policies of the United States and Canada
today share several important similarities. Both countries rely on
privately-owned carriers competing in deregulated environments to
provide air transportation services. Still, the structures of the airline
industries in the two countries differ substantially as a result of the
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disparate sizes of their domestic markets and their divergent past
regulatory policies. As we will discuss, differences in past domestic
regulatory policies have affected the international airline policies of
the two countries, which in turn have shaped the positions that the
twonations have taken in negotiating a new trans-border air services
agreement.

A. U.S. Domestic Aviation Policies

The U.S. airline industry grew from a handful of barn-storming
entrepreneurs in the early 1920s to a dozen or so corporations in the
1930s partly as a result of federal subsidies to carry airmail on routes
between major U.S. cities. But a series of financial scandals, an
airplane crash involving a U.S. senator, and aggressive bidding for
airmail contracts--on some routes, carriers offered to carry the mail
for free--led to calls for reforming the airmail subsidy program.

Change came in 1938 with the passage of a Civil Aeronautics Act
which initiated regulation of the domestic airline industry. A
newly-created Civil Aeronautics Board was given responsibility for
controlling entry, exit, and prices in domestic airline markets. Over
time, the CAB created three classes: trunk carriers, which provided
service between large U.S. cities using jet aircraft; local service
carriers, which provided service betweenlarge U.S. cities and smaller
communities using large turboprop equipment; and commuter car-
riers, which were freed from CAB regulation so long as they used
aircraft of 19 seats or fewer. A feature of these carriers unique to the
United States is that they were all privately-owned; indeed, the
United States is the only major country that has relied completely on
privately-owned carriers to provide airline services in its domestic
and international markets.

Over the forty-six years of its existence (1938-1984), the CAB
tried to find an appropriate balance between promoting too much
and too little competition. When the airlines were doing well finan-
cially and the economy was growing, the CAB held proceedings to
allow new entry into existing city-pair markets or to authorize new
service to previously unserved markets. When the industry’s finan-
cial performance weakened, the CAB would refuse to hold any new
route application hearings. As a result of this process, on most major
U.S. domesticroutes two or three carriers typically provided service.
However, most of their competitive energies were focused on service
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competition, rather than price competition, as a result of the CAB’s
pricing regulations.!

Another feature of CAB regulation warrants mentioning: it
treated the airline industry as a closed club, allowing no new carriers
to enter the trunk segment or the local service segment of the
industry. More importantly, the CAB strove to ensure that no carrier
in these two segments would fail financially. In choosing between
competing applicants seeking to provide service on a
newly-authorized route, the CAB was forced to make trade-offs
among such factors as strengthening weaker carriers, maximizing
single-carrier or single-plane service, promoting competition, and
spreading awards among carriers so that all would maintain their
political allegiance to the CAB’s regulatory system. As a result of its
balancing act, at the end of the regulatory era some twenty carriers
comprised the trunk and local service segments of the industry.

The United States began the statutory deregulation of its do-
mestic airline industry in 1978. Over a period of years the Airline
Deregulation Act freed U.S. air carriers to enter and exit domestic
markets at will and to charge whatever prices they wished, subject to
safety and fitness standards administered by the U.S. Department of
Transportation. The experience has generally been positive: new
carriers have entered the industry, inflation-adjusted prices have
fallen, flight frequencies and passenger traffic have risen, and the
intensity of competition has increased. But the process has not been
costless. Many carriers have exited the industry as a result of bank-
ruptcies and mergers, the number of major carriers in the industry
has shrunk from its pre-deregulation level, and some communities
have lost jet service. Although industry concentration measured by
the four-firm concentration ratio has risen above its pre-deregulation
level, concentration on individual routes has fallen.!2 The number of
major players in the U.S. airline industry remains large by Canadian
standards: American, United, Delta, Northwest, Continental, TWA,
US Air, and Southwest have extensive systems and compete with one
another on a nation-wide basis. All except Southwest operate large,
complex hubbing operations and most have significant international
operations.

B. Canadian Domestic Aviation Policies
Scheduled airline service on short-haul routes began in Canada
in 1919. Transcontinental services were slower to develop. For many
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years, forexample, travelers wishing to fly from Toronto to Vancouver
were forced to fly via the United States. To overcome this problem,
the Trans-Canadian Airlines Act of 1937 called for the establishment
of a federally-owned carrier to provide transcontinental service.!®
Trans-Canada Airline, which became Air Canada in 1964, com-
menced service between Montreal and Vancouver in 1938. Canadian
Pacific Airlines (later CP Air and Canadian Airlines), the carrier that
would grow to become Trans-Canada’s chief rival, developed from
a series of acquisitions and mergers initiated in 1933 by its corporate
parent, the Canadian Pacific Railway. After the Second World War a
number of regional carriers also arose to serve local needs, including
Quebecair, Nordair, Eastern Provincial Airlines (EPA), and Pacific
Western Airlines (PWA). During the 1960s these regional airlines
were assigned designated territories and given the mission of acting
as feeders for the transcontinental services of CP Air and Air Canada.
A number of charter carriers also emerged to offer non-scheduled
service, particularly between central Canada and points in Florida.™

Federal regulation of domesticair services commenced in Canada
with the passage of the Transport Act of 1938. Itempowered a Board
of Transport Commissioners to issue new operating authority when
it was required by the “public convenience and necessity.” Govern-
mental policy focused on creating a national network of routes. To
cross-subsidize unprofitable services, regulators favored the estab-
lishment of route monopolies in profitable markets. Under this and
successive legislation, Air Canada enjoyed a protected and favored
position in many key markets. On the main transcontinental routes,
forexample, Air Canada was granted a monopoly position from 1937
to 1959. After CP Air was allowed to provide service on these routes,
it labored under capacity restrictions that limited its flight frequen-
cies to well below those offered by Air Canada until 1979. As a result
of these policies, Air Canada enjoyed a dominant position in the
domestic market.

In 1984 the government of Canada began to relax its regulation
of domestic airline service with the publication of New Canadian Air
Policy. Ayearlater Freedom to Move further outlined the government’s
transport policies, followed by the adoption of a National Transpor-
tation Act which was implemented at the beginning of 1988. These
reforms were driven in part by a re-thinking of appropriate regula-
tory philosophy and in part by the diversion of traffic to such U.S.
airports as Seattle, Buffalo, and Burlington as Canadians voted with
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their feet, seeking to benefit from cheaper U.S. fares brought on by
U.S. deregulation.”

The regulatory reforms divided the country into two zones,
northern and southern. Existing regulations in the less populated
northern zone remained intact, as the area’s thin population, only 5
percent of Canada’s total, was believed by policymakers to be unable
to support competition. The southern zone, where it was thought
market density was sufficient to support competition, experienced
significant regulatory relaxation. Here most controls on airline ser-
vice were removed, including restrictions on capacity, frequency of
service, and equipment type, although controls on exit were retained
in some circumstances. Carriers were also granted power to reduce
prices as they saw fit, while their ability to raise prices automatically
was limited by an inflation index.’

But the airline industry in Canada, unlike that of the United
States, was highly concentrated. Concentration increased in the late
1980s with the establishment of Canadian Airlines International
Limited {CAIL), a new carrier created from the consolidation and
merger of the operations of CP Air, Wardair, and four regional
airlines--EPA, Quebecair, Nordair, and PWA. Most remaining re-
gional carriers act as feeders either to CAIL or Air Canada.”” Air
Canada and CAIL are essentially a duopoly, controlling directly or
through their affiliates 98 percent of domestic passenger revenues, 97
percent of domestic passengers, and 93 percent of all domestic
passenger-kilometers in 1992.'%

Aswe will discuss later, the differences in the concentrationand
structure of the domestic airline industries in the two countries
affects trans-border competition. The differing structures also affects
the bargaining needs and positions of the two countries’ negotiators.
U.S. negotiators had to juggle the conflicting needs and interests of
the eight major U.S. carriers, as well as accommodate the interests of
smaller, new entrants such as ValuJet, Kiwi, and Reno Air. Canadian
negotiators had to balance the needs of just two carriers. But these
two carriers’ interests were by no means homogeneous, thereby
complicating the development of a bargaining strategy by Canadian
negotiators.

ITI. INTERNATIONAL AVIATION POLICIES

Variations in the structure of the two countries’ domestic airline
industries and the evolution of their domestic regulatory policies and

philosophies have resulted in substantive differences in the evolu-
tion of their international aviation policies. These differences in turn
haveaffected the ability of their carriers to exploit the new Canada-U.S.
air services agreement.

A. U.S. International Aviation Policies

As noted earlier, U.S. negotiators at the 1944 Chicago Confer-
ence favored open competition in international airline markets, no
doubtbecause they expected U.S. flag carriers to dominate the world
market. Although U.S. policymakers have retreated from their
pro-competitive stance from time to time--most notably in the early
1970s--in general in negotiating new ASAs the United States has
sought to implement this philosophy. It has attempted to expand the
number of U.S. gateway cities from which service can be offered as
well as to increase the number of carriers from each country that may
offer service on any city-pair route. Such an approach is not surpris-
ing, since relative to other aviation powers the United States has had
more potential international gateways and more carriers capable of
providing international service. While benefiting U.S. consumers,
this policy also makes it easier to satisfy the competing interests of
various U.S. communities and carriers seeking new international
operating authority.?

This pro-competitive policy has been incorporated into the
international route allocation decisions of U.S. regulators. For ex-
ample, in the North American Routes Case, one of its first such post-war
rulings, the Civil Aeronautics Board (CAB) granted transatlantic
authority to three carriers--Pan American, TWA, and American
Export Airlines, which later was merged into American Airlines.?’ By
1950, the CAB had created head-to-head competition between Pan
Am and TWA at London, Frankfurt, Paris, and Rome. Subsequent
route awards allowed additional carriers, such as National, Conti-
nental, and Delta, to enter the transatlantic market.

The pro-competitive philosophy of the United States was rein-
forced in 1978 with the Carter administration’s announcement of its
new “Open Skies” policy and the passage of the International Air
Transportation Competition Act of 1979. As a result of these two
initiatives, the U.S. Department of Transportation has sought in
negotiating new bilateral air service agreements to:

1. reduce entry barriers to international service by increasing
the number of international gateways;
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2. increase price competition among carriers and reduce gov-

ernment control over carrier pricing decisions;

allow multiple designation of carriers;

eliminate restrictions on capacity and frequency;

5. increase carrier flexibility in providing intermediate and
beyond service;

6. increase flexibility in offering charters; and

7. eliminate unfair competitive practices that discriminate
against U.S. carriers.”

Ll

These objectives obviously promote the pro-competitive poli-
cies of the United States. They also accommodate the unique needs of
the United States that result from its geographic size, the number of
its potential gateways, and the number of U.S. flag carriers. No other
country has as many major carriers as the United States--hence the
emphasis on multiple designation. No other country has as many
potential gateways as the United States, given its geographicsize and
the dispersion of its population among major cities. Thus U.S. nego-
tiators seek international agreements that allow them to accommo-
date these diverse corporate and geographic interests.

B. Canadian International Aviation Policies

Initially, Canada’s international aviation policies were strongly
influenced by Air Canada’s status as a Crown corporation. Air
Canada enjoyed a monopoly on all-Canadian flag international
routes from 1937 to 1948, when CP Air was designated as the nation’s
flag carrier in the Pacific. CP Air's domain expanded in 1965 when it
became the sole Canadian carrier to serve Latin America, Southern
Europe, Australia, New Zealand, and Asia. Air Canada was given
monopoly rights to the rest of Europe (including the United King-
dom), the Middle East, and the Caribbean.??

An order by the minister of transportation in 1987 resulted in a
realignment of this “division of the world” policy by reallocating
international operating authority between CP Air and Air Canada.”
Rather than receiving exclusive rights to serve regions, the two
carriers were given exclusive rights to serve individual countries
within these regions. In most cases, both carriers served each of the
world’s regions. The right to serve Spain and Portugal was shifted
from CP Air to Air Canada, for example, while traffic rights to
Scandinavia and parts of South America were shifted to CP Air from
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Air Canada. Wardair’s entry into the transatlantic market and its
subsequent purchase by CAIL eroded theboundary lines established
in the 1987 order. Asaresult, both CAIL and Air Canadamay provide
service to London, Frankfurt, and Paris. While Canada has negoti-
ated the right to designate multiple carriers in 39 of the 61 ASAsithas
signed, it has exercised this right only in a few cases.?*

A pair of policy statements issued in late 1994 and early 1995
indicated an increased willingness by Canadian transport officials to
liberalize Canada’s international air transport policy. Under a new
“use-it-or-lose-it” proviso, any Canadian carrier is free to apply for
international operating authority that has been underutilized by an
incumbent Canadian airline. Similarly, once traffic in an existing
market reaches a minimum threshold--currently defined as 300,000
one-way origin and destination passengers--a second Canadian car-
rier will be eligible to apply for and receive authority to serve such a
market, as long as such service is allowed by the relevant bilateral air
services agreement.”® To date, however, the 1994-95 policy state-
ments have had little impact on competition in Canadian interna-
tional airline markets.

As aresult of these policies, Air Canada possessed a monopoly
on all trans-border routes until 1967. In that year CP Air received its
first U.S.-Canada route, between San Francisco and Vancouver, as a
result of the 1966 air service agreement between the two nations.
However, most of the routes authorized by the 1966 ASA and the
1974 amendments to it were allocated to Air Canada. Thus CP Air,
and its corporate successor, Canadian Airlines, had little opportunity
to expand its trans-border service under the 1966 ASA. Accordingly,
when the new ASA was signed between Canada and the United
States in February, 1995, Canadian Airlines was in a far weaker
position to exploit the agreement than Air Canada. It was but aminor
player in the trans- border market, serving only the U.S. west coast
cities of San Francisco, Los Angeles, and Honolulu. Air Canada had
a far greater physical presence (i.e., gates, check-in terminals, etc.)
and brand name recognition in most U.S. cities than Canadian
Airlines.

Canada'’s regulatory policy of dividing the world into regional
(and later country) spheres of influence suppressed intra-flag com-
petition among Canadian carriers in international country-pair mar-
kets. Presumably this policy was adopted to reduce price competi-
tion in these markets and to allow Canadian-flag airlines to focus
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their competitive energies on foreign carriers. But this policy had two
negative by-products. First, by limiting the number of international
cities that each carrier could serve, it artificially reduced the ability of
Air Canada and CAIL to construct efficient route networks to control
on-line passenger flows on their domestic and international flights.
For example, had Canadian regulators granted Air Canada all of the
country’s international operating authorities ex-Toronto, and CAIL
all international operating authorities ex-Vancouver, both carriers
would have been able to capture additional economies of scope at
their primary airports, thereby enhancing their efficiency and com-
petitiveness.? In contrast, the open skies treaties signed by the United
States expanded the number of international cities that each of its
carriers could serve and incorporate into their hubbing systems.
Second, because they were arbitrarily precluded from competing in
certaininternational markets, each Canadian carrier had an incentive
to link up with foreign carriers that possessed such rights. For
example, locked out of much of the Asian market by government
policy, Air Canada had an incentive to enter into a strategic alliance
with United Air Lines in order to access United’s Asian flights. The
netresultis thatinstead of competing with Air Canadaon Canada-Asia
routes, CAIL is now competing with the strategic alliance of Air
Canada and United. Ironically, by suppressing intra-flag competi-
tion, the division of the world policy may have actually increased it
and diverted some of its benefits to foreign carriers.

IV. AIR SERVICE AGREEMENTS BETWEEN THE

UNITED STATES AND CANADA

Until February, 1995, the bilateral air services agreement (ASA)
between the United States and Canada was among the most restric-
tive of all ASAs to which the United States was a party. The basic ASA
governing trans-border air services was signed in 1966. It has been
amended several times, most importantly in 1974 when additional
point-to-point routes were added to those agreed to in 1966. As
amended, the 1966 ASA delineated 83 separate point-to-point routes
between the two countries. Only 19 of these routes--so-called “double
track routes”--were open to competition between carriers of the two
nations. Thirty-eight were reserved for U.S. carriers and the remain-
ing 26 were limited to Canadian airlines.”” On most of these routes,
each nation could designate more than one airline only with the
permission of the other government. While capacity was left to the
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determination of the designated carriers, either government was
allowed to reject proposed fares on trans-border routes.

U.S. domestic and international airline policies underwent sig-
nificant revision during the Carter administration. As part of its
efforts to reduce regulatory control over the industry, in 1979 the U.S.
government proposed revision of the ASA to expand the number of
trans-border city-pairs receiving service. It was particularly inter-
ested in expanding service to the newly- developing hubbing com-
plexes established by most U.S. carriers as a result of domestic
deregulation. Because they perceived that most of the benefits would
accrue to U.S. airlines, neither Canadian policymakers nor Canadian
airline executives were particularly enthusiastic about a major ex-
pansion of the ASA at that time.”

Twoagreements were signedin 1984 thatliberalized trans-border
air services to a limited extent. The Regional, Local, and Commuter
Services Agreement granted automatic approval of route applica-
tions under specific circumstances. Such approval was restricted to
routes served by aircraft of 60 or fewer seatsbetween a U.S. city of less
than one million population or a Canadian city of less than 500,000
persons.” In addition, stage lengths could not exceed 400 miles for
routes serving central Canada and 600 miles for other routes.

A second agreement in the same year granted automatic ap-
proval to trans-border routes between Montreal’s Mirabel Airport
and points in the United States, excluding seven U.S. gateways
(Boston, Chicago O'Hare, Los Angeles, Miami, New York JFK, San
Francisco, and Seattle). As part of this agreement, the U.S. govern-
ment designated the San Jose, California airport to receive similar
treatment as Mirabel. Furthermore, these air services operated under
a double disapproval pricing regime--that is, carriers were free to
establish whatever prices they wished unless both the governments
of Canada and the United States disapproved of them.* While billed
as an experiment to assess the impact of entry and pricing freedom in
the trans-border market, the agreement was also motivated in partby
the Canadian government’s desire to stimulate activity at Mirabel,
which had failed to match its supporters’ traffic forecasts after its
opening in conjunction with the 1976 Montreal Olympics.’

As part of the Shamrock Summit Declaration in March, 1985,
both countries promised to examine the possibility of creating free
trade in trans-border aviation services. To facilitate the negotiations,
the countries agreed to exchange concept papers outlining their
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respective visions of a new agreement. The concept paper issued by
the United States favored liberalization of trans-border air services
along the lines of its “open skies” philosophy: complete freedom of
carriers to provide service between any city in Canada and any city
in the United States; double disapproval pricing; and liberalized
charter regulations. In contrast, Canada’s concept paper sought to
create a common market in airline services. The key difference in the
two proposals involved cabotage. (Cabotage occurs when a carrier
from country A carries local traffic between two cities in country B.)
U.S. negotiators dismissed the Canadian proposal, fearful that if they
granted Canadjan carriers cabotage rights in the United States, then
Asian and European airlines would soon clamor for the same privi-
lege.” Canadian negotiators similarly rejected the U.S. position,
believing that the proposal would benefit U.S. carriers to the detri-
ment of Canadian airlines. Discussions continued, but with little
success. Twelve negotiating sessions in 1991-92, for example, failed
to create an agreement acceptable to both sides.®

A. Breaking the Deadlock

Yet both sides were unhappy with the status quo. The 1966 ASA
seemed to displease virtually everyone. Its anti-competitive philoso-
phy ran contrary to the aviation policies of both countries. Service on
many routes was restricted to a single carrier, reducing actual and
potential competition below that found in either country’s domestic
airline market. Moreover, either country was allowed to disapprove
afare, further strengthening the anti-competitive biases of the agree-
ment. Almost two-thirds of the 100 largest cities in the United States
lacked nonstop service to Canada. Many major city-pair combina-
tions, such as Montreal-Atlanta or Toronto-Washington, did not
receive service because of the limited number of routes detailed in the
ASA

Both sides agreed that the 1966 ASA was suppressing
trans-border travel and economic activities between the two nations.
For example, between 1980 and 1993, trans-border air travel grew
only 1.8 percent annually, well below growth rates experienced in
country-pairs involving their other leading trading partners.®*® Com-
munity groups on each side of the border--particularly representa-
tives of local airports, the United States Airports for Better Interna-
tional Air Service (USA-BIAS) coalition and the Association of Cana-
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dian Airport Communities (ACAC)--complained bitterly that the
existing ASA was hindering economic development of their areas.*

The arrangement also worked to the particular disadvantage of
the Canadian carriers. U.S. carriers had direct access to some 90
percent of Canada’s population, while Canadian carriers had equiva-
lent access to only 30 percent of the U.S. population.” Because of the
limited services authorized by the 1966 ASA, much of this traffic was
forced to funnel through a handful of U.S. cities. Hubbing systems
operated by U.S. carriers at these sites allowed them to control the
flow of passengers from non-gateway U.S. cities on to their flights to
and from Canadian cities.® The competitive value of these hubs was
enhanced by the availability of pre-clearance facilities at several
major Canadian airports. They allow U.S.-bound travelers to clear
U.S. customs in Canada, making it easier for them to utilize the
connecting services offered at U.S. hubs.® One Canadian study
indicated, for example, that only 11 percent of passengers flying a
Canadian carrier had a connection in the United States, compared to
55 percent of passengers on trans- border flights of U.S. carriers.®

In the eyes of Canadian airline executives and policymakers,
Canadian flag carriers were not doing very well under the old ASA.
By Canadian estimates, U.S. citizens accounted for only 40 percent of
the trans-border market, yet U.S. carriers routinely carried over
two-thirds of scheduled trans-border traffic, as Table 1 reports.*
Table 2, which presents information about trade in international
passenger transportation (IPT) services between the two countries,
depicts a similar situation. Over an extended period of time the
United States has exported more IPT services to Canada than it has
imported from Canada.

Despite their unhappiness with the 1966 ASA, Canadian nego-
tiators were very apprehensive about the ability of Canadian carriers
to survive in an open fight with the U.S. carriers in the trans-border
market. Such concerns were of great significance to them: a 1991
policy statement issued by the Ministerial Task Force on Interna-
tional Air Policy concluded that protecting the interests of Canadian
airlines should be given higher priority than community develop-
ment and consumer welfare.”? Thus the carriers’ support for or
against a new ASA was a major consideration for Canadian negotia-
tors.

Whileboth stood to gain opportunities to enter new trans-border
markets, the interests of Canada’s two primary flag carriers in the
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creation of a new, liberal ASA were asymmetric. Air Canada had a
strong position in the trans-border market under the old ASA, while
CAIL had a very weak one. Should aliberal ASA be signed, CAIL had
little existing market share to lose; the reverse was true for Air
Canada. CAIL was thus generally supportive of a new agreement,
although it preferred an incremental liberalization of the old ASA
rather than an open skies approach.® Because it had much to lose as
well as much to gain under a new ASA, Air Canada’s support for a
new ASA in the 1991-92 round of negotiations was “tepid,”* and its
lack of enthusiasm no doubt contributed to the unsuccessful conclu-
sion of these talks.

Table 1

U.S.-Canada Scheduled Transborder Passengers
(in thousands)

U.S. Market
Total U.S. Flag Other Flag Share
1994 10,655 7,194 3.461 68%
1993 10,810 7,545 3,265 70%
1992 10,260 7,064 3,196 69%
1991 9,871 6,649 3,222 67%

Source: U.S. Department of Transportation, U.S. International
Air Passenger and Freight Statistics, various issues.

The strategic position of the two Canadian carriers changed
significantly in the two-year period that followed the 1991- 92 nego-
tiating round. CAIL had been losing money steadily since 1989.
Canadian transport officials were concerned that a potential failure
of CAIL could create a domestic monopoly. Their fears were less-
ened, however, by the 1992 announcement by American Airlines and
Canadian Airlines that the two carriers would seek to establish a
comprehensive strategic alliance, with American buying a minority
interestin the Canadian carrier. A primary benefit of such an alliance

to American was the ability to feed its U.S. passengers on to CAIL’s
transpacific routes, allowing it to compete with the transpacific
services of its U.S. rivals, including those of United, its chief nemesis.
American would also be able to feed passengers into CAIL’s domes-
tic network, similarly raising the attractiveness of its U.S. domestic
flights vis-n-vis those of its U.S. domestic rivals for trans-border
passengers using connecting services. Canadian Airlines in turn
would benefit by flowing its Canadian passengers over American’s
U.S. network, thereby raising the attractiveness of Canadian Air-
lines” domestic flights vis-z-vis those of its bitter rival, Air Canada.®
Air Canada fought a fierce battle against the proposed arrangement,
attempting to derail it by offering to buy Canadian Airlines’ Asian,
European, and South American routes.® Despite this opposition,

Table 2

U.S.-Canada Trade in International Passenger
Transportation (IPT) Services, 1986-1995
(in millions of U.S. dollars)

US IPT Exports  USIPT Imports  US Share of IPT
Trade

1995 $1118 $314 78.1%
1994 $1133 $302 79.0%
1993 $1191 $260 85.3%
1992 $1099 $227 82.9%
1991 $1040 $249 80.7%
1990 $979 $256 79.3%
1989 $811 $224 78.4%
1988 $742 $254 74.5%
1987 $663 $204 76.5%
1986 $551 $212 72.2%

Source: Survey of Current Business, various issues
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American Airlines succeeded in purchasing a one-third interest in
Canadian Airlines in 1994, although by law its voting rights were
limited to 25 percent. Canadian Airlines and American Airlines then
entered into an extensive code-sharing agreement and coordinated
their flight offerings, helping both boost their competitiveness against
their respective chief domestic rivals. As part of this arrangement,
Canadian Airlines shifted its computerized reservations from the
Gemini system, which ithad shared with Air Canada and which was
allied with United’s Apollo system, to American’s Sabre system.?’

Air Canada’s strategic position had also changed. It began
taking delivery in September, 1994, of the new 50-seat Canadair
CL-65 regional jets. It had earmarked 24 of these aircraft for
trans-border service under the terms of the 1984 Regional, Local, and
Commuter Services Agreement, and held options for an additional
24 aircraft which it could use effectively only if a new liberal ASA
were signed.* With these small, “hub-busting” jets it hoped to steal
a march on its competitors. It believed that these aircraft were
uniquely suited to exploiting smaller, underdeveloped trans-border
business-oriented routes and would allow such passengers to bypass
the fortress hubs operated by its U.S. competitors, thereby weaken-
ing an important competitive advantage they enjoyed vis-a-vis Air
Canada.

Air Canada also adopted an “if you can’t beat ‘em, join ‘em”
strategy. It gained access to several important U.S. hubbing com-
plexes by negotiating two strategic alliances with U.S. carriers. It
purchased a 24 percent ownership interest in Continental Airlines in
1993 and began to coordinate its flight schedules and code-share with
Continental at its Houston and Newark hubs.® Yet in early 1996 Air
Canada decided to liquidate its investment in the U.S. carrier. It sold
the last of its Continental shares in January, 1997, reaping a hand-
some profit on its investment. Despite the termination of the owner-
ship arrangement, the strategic alliance between the two carriers
remains in place. Currently Air Canada and Continental operate
code-sharing services on 30 flights in six trans-border markets.®® Air
Canada also entered into a similar code-sharing and flight coordina-
tion program with United Airlines to benefit from United’s hubs at
Chicago, Denver, and San Francisco.

While these strategic alliances gained Air Canada quick access
to many important U.S. domestic airlines markets, they also served
another strategic purpose. Coupled with the entry freedom permit-
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ted under the new ASA, they allowed Air Canada to expand its
“home” traffic base from that provided by Canada to that provided
by North America. They thus improved Air Canada’s ability to
compete for transatlantic, transpacific, and trans-border traffic in the
rapidly globalizing airline industry.*

B. Provisions of the 1995 ASA

As a result of these pressures, the United States and Canada
agreed to a new, much liberalized ASA in February, 1995. The new
ASA allows each country to designate as many carriers as it wishes
to provide trans-border services, a clause consistent with the open
entry and multiple designation policies of the United States. Neither
country may unilaterally limit the capacity offered by any of these
carriers. Carriers are free to charge any prices they wish; such fares
remain in effect unless both governments disapprove of them. The
grounds for disapproval are limited to preventing unreasonable
discrimination or exploitation of a dominant position (fares too high)
and protecting carriers from competing against low fares resulting
from government subsidies or from low fares designed to eliminate
competition. Canadian carriers were given access to scarce slots at
LaGuardia and O'Hare and allowed to purchase slots at Washington
National airport.” The pact offers the Canadian carriers a head start,
as they are immediately free to fly between any U.S. and any Cana-
dian city of their choice, with no regulatory restrictions on aircraft
size, capacity, or frequency of service. They may also combine service
to two U.S. points, although they may not carry local traffic between
the two points (e.g., Air Canada may fly Toronto-Kansas
City-Houston, but it may not carry local passengers between Kansas
City and Houston.)

While similar rights will ultimately be granted to U.S. airlines,
in the short run their ability to offer service to Vancouver and
Montreal (Dorval) was constrained for two years and for three years
at Toronto (Pearson). During the first year of the agreement, the U.S.
government was allowed to designate six carriers offering two
frequencies a day to provide new service to Montreal and Vancouver,
and two carriers offering two frequencies a day to provide new
service to Toronto.® At the beginning of year two, it could make a
second series of similar designations. At the beginning of year three,
limits on new U.S.-flag service to Vancouver and Montreal end, and
the U.S. government may authorize four carriers to provide two new
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daily frequencies to Toronto. Under certain circumstances, U.S.
carriers may increase the frequency of service to the three cities
during this transition period to match that offered by Canadian
carriers not operating under such constraints. After the transition
period is over--twenty-four months in the case of Vancouver and
Montreal and thirty-six months in the case of Toronto--U.S. carriers
will be able to offer whatever services they wish to any Canadian city
they choose. Carriers from both countries will be allowed to code-share
their flights as they see fit.

The desire of Canadian negotiators to exempt temporarily the
primary Montreal, Toronto, and Vancouver (MTV) airports from the
ASA’s open entry provisions is understandable given the concentra-
tion of trans-border traffic at those three airports. Toronto (Pearson),
Montreal (Dorval), and Vancouver accounted for 70 percent of the
commercial trans-border aircraft movements between the two coun-
tries, as Table 3 indicates. Table 4 presents the 25 largest trans-border
scheduled markets in 1995. The three MTV airports account for the
twelve largest of these markets and 24 out of the 25 largest. Accord-
ingly, the phase-in provides Canadian carriers with some temporary
protection at these key airports and would be expected to funnel new
U.S.-flag service to other Canadian cities, who were prime lobbyists
for a change in the ASA in the first place.

V. THE IMPACT OF THE NEW AGREEMENT

The impact of the new air services agreement can be measured
in a variety of ways. Changes in passenger traffic in the total
trans-border market and in individual city-pair markets are perhaps
the most direct measure of the new ASA’s impact. Unfortunately,
data detailing traffic between international city-pairs involving the
United States are available to the general publiconly with a three-year
lag. Accordingly, in order to provide current information regarding
this rapidly evolving market, this paper will measure the impact of
the new ASA on the trans-border market by analyzing the number of
new trans-border services introduced by individual carriers.

The new agreement has led to a significant increase in the
number of trans-border city-pairs receiving service, as indicated by
Table 5, which reports the Canadian cities involved in these services,
and Table 6, which shows their U.S. counterparts. These tables depict,
by flag of carrier, the number of trans-border city-pairs receiving
nonstop scheduled service under the old and new ASAs using jet
aircraft of 50 seats or more, a definition designed to include the
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Canadair CL-65 jet but exclude commuter-type turboprop aircraft.
“Old” services are defined as those provided in January, 1995;
services authorized by the old ASA but not actually being performed
during January, 1995, are not included in these tables. “New” ser-
vices are defined as any added after the new ASA was signed through
October, 1996, even if the new service was subsequently aban-
doned.>* These tables are based on the number of trans-border
city-pairs served by each carrier. Accordingly, they overstate the
number of city-pairs actually receiving service because some re-
ceived service from more than one carrier.®

Table 3
Trans-border Aircraft Movement
1995

Canadian U.S.

Airport Carriers Carriers Total
Toronto (Pearson) 56,041 56,220 112,261
Montreal (Dorval) 17,375 27,028 44,403
Vancouver 19,031 26,093 45,124
All others 22,067 63,154 85,221
Total 114,514 172,495 287,009

Source: Statistics Canada

A. Impact of the New ASA on Cities

As Tables 5 and 6 indicate, under the aegis of the old ASA
nonstop jet service was provided in only 67 trans-border markets in
January, 1995, and only nine Canadian cities received such service.
The majority was concentrated at four Canadian cities: 87 percent of
the old trans-border city-pairs involved either Toronto, Montreal,
Vancouver, or Calgary. In contrast, under the old ASA the four U.S.
cities with the most trans-border services (Chicago, Los Angeles,
New York, and San Francisco (or Boston)) accounted for only 25
routes, or 37 percent of the trans-border services. Moreover, 25 U.S.
cities received trans-border service.
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Table 4

Passengers, 1995

Rank City-Pair
1 New York-Toronto
2 Montreal-New York
3 Chicago-Toronto
4 Los Angeles-Vancouver
5 Los Angeles-Toronto
6 Boston-Toronto
7 San Francisco-Toronto
8 Miami-Toronto
9 San Francisco-Vancouver
10 Tampa /St. Petersburg-Toronto
11 Miami-Montreal
12 Atlanta-Toronto
13 Calgary-Los Angeles
14 Chicago-Montreal
15 Boston-Montreal
16 Dallas-Toronto
17 Los Angeles-Montreal
18 Philadelphia-Toronto
19 Toronto-Washington/Baltimore
20 Orlando-Toronto
21 New York-Vancouver
22 Montreal-Washington/Baltimore
23 Chicago-Vancouver
24 Detroit-Toronto
25 Seattle/ Tacoma-Vancouver

Total of above city-pairs
Total of all city-pairs
Source: Statistics Canada

Scheduled Trans-border Origin and Destination Air

Annual 1995
802,400
346,700
342,800
299,900
265,700
228,800
221,100
205,000
180,900
154,100
132,700
128,700
126,100
117,700
116,500
115,200
114,900
113,700
105,100

94,500
85,700
81,100
72,300
71,900
71,700

4,595,200
10,135,000

Table 5

Trans-border Nonstop City-Pair Service
(By Canadian Terminus)
Old Services Total New Services Total

Canadian U.S. Old Canadian U.S. New  Grand
Flag Flag Services  Flag Flag Services Total

Toronto 9 15 24 24 9 33 57
Montreal 6 9 15 4 9 13 28
Vancouver 3 7 10 9 18 27 37
Calgary 4 5 9 6 5 11 20
Edmonton 2 2 1 1 2 4
Regina 1 1 1 1 2
Saskatoon 0 1 1 1
Winnipeg 1 1 2 3 1 4 6
Halifax 1 1 4 1 5 6
Ottawa 1 2 3 4 2 6 9
Total 26 41 67 55 48 103 170

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or
more
a service is defined as a carrier offering at least one weekly nonstop
flight in the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues
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As a result of the new ASA, U.S. and Canadian airlines have
added nonstop scheduled services to 103 trans-border city-pairs
through October, 1996. These new routes serve ten different Cana-
dian cities. Among Canadian cities, the primary beneficiaries of the
new ASA have been Toronto and Vancouver, which have received
over half (60 of 103) of the new services. In absolute terms, Toronto
appears tobe the big winner, benefiting from approximately one-third
of the new flights. Services to Vancouver, however, more than
tripled, so that in relative terms Vancouver has done better than
Toronto. These two cities plus Montreal and Calgary received 84 new
services, or 82 percent of the total. Accordingly, under the new ASA
there has been a slight decrease in the concentration of trans-border
services at these four cities.
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Old Services
Canadian U.S.

Atlanta
Baltimore
Boston 3
Chicago 4
Cleveland
Cincinnati
Dallas-FW
Denver
Detroit
Fort Lauder
Ft. Meyers
Honolulu 2
Houston 1
Kansas C
Las Vegas
Los Angel 4
Maui
Miami 2
Milwaukee
Minneapol 1
Nashville
New York 4
Newark
Orlando
Palm Spr
Philadelph
PortlandO
Phoenix
Pittsburg 3
Raleigh
Reno
Rochester 1
San Diego
San Franc 3 2
San Jose 1
St. Louis
St. Petersb
Salt LakeC 2
Sarasota
Seattle
Spokane
ampa 2
Wash-Nat
Wash-Dull
W Palm B
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170

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or more
a service is defined as a carrier offering at least one weekly nonstop flight in
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In contrast, 38 U.S. cities received new trans-border flights
under thenew ASA. The four U S. cities with the most new trans-border
services (Chicago, Las Vegas, Minneapolis, and Orlando) accounted
for only 25 routes, or 24 percent of the new trans-border city-pairs.
Because of the economic geography of the two countries, the fact that
more U.S. cities than Canadian cities received new service is not
surprising. In light of the strong support for liberalization of the old
ASA by various Canadian community economic development groups,
it is somewhat surprising that trans-border service has remained
concentrated in the four Canadian cities. As we will discuss later in
the paper, anexplanation for thisresultlies in the entry strategies that
individual carriers adopted.

But a different picture of changes in the trans-border market
emerges if we exclude charter conversions from the analysis. Over
half of the new Canadian flag service under the newASA represents
conversion of charter services to scheduled services.* Much of this is
provided on aless-than-daily basis, and some of it is seasonal as well.
Moreover, there is some doubt whether all such services are truly
“new”; operationally, in many cases little has changed except their
regulatory classification.

Tables 7 and 8 report data similar to that found in Tables 5 and
6, except that charter conversions are excluded. Canadian flag
airlines--Air Canada, Canadian Airlines, and numerous small char-
ter specialists--dominated the trans-border charter market which
primarily served Canadian residents who wished to escape to the
warmer climates of Arizona, Florida, and Hawaii in winter.” When
these exclusions are made, we observe that new services in Canada
are as concentrated as the old services. Toronto, Vancouver, Montreal,
and Calgary received 87 percent of the new services (62 of 71 new
routes) offered under the new ASA, a percentage equal to their share
under the old ASA. In contrast, the four U.S. cities receiving the most
new service under the new ASA (Chicago, Minneapolis, Atlanta, and
Denver) accounted for only 22 of the 71 new routes, or 31 percent of
the total, when charter conversions are excluded.

B. Analysis of the Impact by Flag of Carrier

As Tables 5 and 6 indicate, under the old ASA Canadian flag
carriers provided service on only 26 routes, or 39 percent of the total
served, while U.S. flag carriers served 41 city-pair routes, or 61
percent of the total. Of the 103 new routes, U.S. carriers provided
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service on 48 (47 percent of the total new routes) and Canadian
carriers on 55 (53 percent). Thus Canadian carriers appear to have
been more aggressive than U.S. carriers in adding new services and
have done so at a rate disproportionate to their share of routes under
the old ASA. But again the picture changes if one excludes the 32
charter conversions reported in Tables 5 and 6. As Tables 7 and 8
indicate, the share of new services offered by Canadian carriers is
only 32 percent absent charter conversions. Whether Canadian flag
carriers have been more aggressive than U.S. carriers (or vice versa)
in exploiting the new ASA thus depends on whether charter conver-
sions are included in the analysis or not.

C. New Service to the MTV Airports

According to Table 5, 73 percent (49 of 67) of the city-pairs
served underthe old ASA involved Montreal, Toronto, and Vancouver
(MTV). As noted earlier, the ability of the Canadian flag carriers to
exploit the new ASA was unrestricted, while limitations were placed
on U.S. flag carriers in trans-border markets involving the MTV
airports.®Despite the restricted access of U.S. flag carriers to the MTV
airports, 73 of the 103 new services, or 71 percent, involved the MTV
airports. Thus it appears that the restrictions did little to disperse
trans-border services.

Canadian flag carriers clearly gained a head start at Toronto by
exploiting this restriction, as they offered 24 of the 33 new services at
that city, or 72 percent. Conversely, the head start at the other two
restricted airports appears to have been less important. U.S. carriers
offered 69 percent of the new services at Montreal and 67 percent of
the new services at Vancouver.

But many of these new services at the MTV airports by Cana-
dian carriers represent conversion of charter services to scheduled
services. As Table 7 indicates, if charter conversions are excluded,
concentration of new services at the MTV airports increases: 77
percent of the new trans-border routes involve the MTV airports,
while only 73 percent of the old trans-border routes served these
three cities. Moreover, the dominance of Canadian flag carriers at
Torontoisreduced and the dominance of U.S. flag carriers at Montreal
and Vancouverisincreased: U.S. carriers account for 82 percent of the
new services involving Montreal and Vancouver, and 41 percent of
those involving Toronto.
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Table 7

Trans-border Nonstop City-Pair Service
Excluding Charter Conversions
(By Canadian Terminus)

Old Services Total New Services Total
Canadian U.S. Old Canadian U.S. New  Grand

Flag Flag Services  Flag Flag Services Total

Toronto 9 15 24 13 9 22 46
Montreal 6 9 15 2 9 11 26
Vancouver 3 7 10 4 18 22 32
Calgary 4 5 9 2 5 7 16
Edmonton 2 2 1 1 3
Regina 1 1 1 1 2
Saskatoon 0 1 1 1
Winnipeg 1 1 2 1 1 3
Halifax 1 1 1 1 2
Ottawa 1 2 3 2 2 4 7
Total 26 41 67 23 48 71 138

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or
more
a service is defined as a carrier offering at least one weekly nonstop
flight in the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues

D. New Service to non-MTV Airports

In eastern and central Canada, new trans-border services were
initiated in 11 city-pair markets using airports other than Toronto or
Montreal. On a percentage basis, this area seemingly was a major
beneficiary of the new ASA, as it received service on only four
city-pairs under the old ASA. And it also appears that the Canadian
flag carriers moved more aggressively than U.S. flag carriers in
exploiting the new ASA at unrestricted airports in the eastern half of
the country. Of the 11 new scheduled services, eight were initiated by
Canadian flag carriers and only three by U.S. flag carriers.
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Yet both these assertions are somewhat misleading. Because so
much of the “new” service involves charter conversions, the seem-
ingly dramatic improvement of trans-border air services at cities in
eastern and central Canada other than Montreal and Toronto would
appear to be overstated. For the same reason, the perception created
by Table 5 that Canadian carriers have moved more aggressively
than U.S. flag carriers to serve non-MTV city-pairs in this region may
be somewhat misleading, as a comparison with Table 7 indicates. Of
the eight new non-MTV Canadian flag nonstop routes involving
eastern and central Canada, six serve Orlando and Tampa. On these
six routes, less than daily service is provided, and most of these
services are offered only seasonally. Only two of the newly-initiated
Canadian flag services (Air Canada’s Ottawa-Chicago and
Ottawa-Dulles routes) provide daily, year-round service to
trans-border travelers. Conversely, the three new routes established
by U.S. flag carriers provide trans-border travelers the daily oppor-
tunity to conveniently connect to other flights at these carriers’ hubs
throughout the year.

Inwestern Canada (excluding Vancouver), 19 new trans-border
routes were added as a result of the new ASA. Calgary has been the
primary beneficiary of thisnew service: eleven of the new routes have
Calgary as their Canadian terminus, although four of them represent
charter conversions. Five western Canadian cities have been the
recipients of new trans-border service, a broader spreading of the
benefits of the new ASA than has been the case in eastern and central
Canada.

These new western routes are split evenly between Canadian
flag and U.S. flag carriers. But eight of the new Canadian flag services
represent conversion of charter service to scheduled service. It ap-
pears then, that U.S. flag carriers moved more aggressively into the
western Canadian trans-border market than Canadian carriers if
charter conversions are excluded from the analysis.

E. Individual Canadian Flag Carrier Responses

The strategies adopted by Air Canada and Canadian Airlines to
exploit the new ASA differed dramatically. These differences reflect
in part their relative strengths and weaknesses resulting from Cana-
dian domestic and international airline policies and in part the
precarious financial situation of CAIL at the time the new air services
agreement was signed.
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Table 8
Trans-border Nonstop City-Pair Service

Excluding Charter Conversions (By U.S. Terminus)

Old Services Total New Services Total

Canadian U.S. Old Canadian U.S. New
Flag Flag Services  Flag Flag Services

Atlanta 2 3
Baltimore
Boston 3
Chicago 4
Cleveﬁand
Cincinnati
Dallas-FW
Denver
Detroit
Fort Lauder
Ft. Meyers
Honolulu 2
Houston 1
Kansas C
Las Vegas
Los Angel 4
Maui
Miami 2
Milwaukee
Minneapol 1
Nashville
New York 4
Newark
Orlando
Palm Spr
Philadelph
PortlandO
Phoenix
Pittsburg 3
Raleigh
Reno
Rochester 1
San Diego
San Franc 3
San Jose
St. Louis
St. Petersb
Salt LakeC
Sarasota
Seattle

Spokane
TI;m a 2
Wash-Nat
Wash-Dull

W Palm B
Total 26 41 67 23 48
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N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or more
a service is defined as a carrier offering at least one weekly nonstop flight in

the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues
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Air Canada Under the old ASA, Air Canada provided service to
more city-pairs than any other carrier in the trans-border market. As
Table9indicates, it served 21 nonstop scheduled markets prior to the
signing of the new ASA. Most of its service was focused in eastern
and central Canada (16 of 21 routes); most of its service was concen-
trated at Toronto and Montreal as well (14 of 21 routes). This service
pattern reflected, of course, Canadian domestic regulatory policies
which gave Air Canada the primary role in serving the eastern half
of the country and CP Air, the corporate predecessor to Canadian
Airlines, the primary role in the west. As Table 10 indicates, Air
Canada’s trans-border routes under the old ASA served 8 U.S. cities,
most of which can be characterized as being traditional U.S. gate-
ways.

Air Canada has been by far the most aggressive carrier in
exploiting the new aviation accord in both words and deeds. Two
weeks prior to the agreement’s signing, Air Canada publicly an-
nounced that it would offer new service from Ottawa and Halifax to
Chicago and expand service between Toronto and New York if the
Canadian government granted it the landing slots at La Guardia and
O’Hare promised by the pending agreement. On the day of signing
(February 24), Air Canada said it would provide service on at least 20
new routes within 18 months. Two days after the signing an Air
Canada press release proudly trumpeted that “ Air Canada is first off
the mark for open skies service” with its March 6 commencement
(i.e., ten days after the signing) of daily service between Toronto and
Atlanta.®

But Air Canada’s seemingly optimistic projections proved un-
derstated. By October, 1996, it had newly entered 31 nonstop
trans-border markets. As Table 9 shows, of its 31 new routes, 24
involve the restricted cities of Montreal, Toronto, and Vancouver.
Most of its new routes (23 of 31) are concentrated in eastern and
central Canada. But Air Canada has also expanded its trans-border
services into western Canada, offering eight new routes--five from
Vancouver, two from Calgary, and one from Winnipeg. It also
significantly broadened the pattern of U.S. cities that it served,
adding 16 new U.S. cities under the 1995 ASA, as Table 11 indicates.

If charter conversions are excluded, Air Canada’s expansion
appears somewhat less extensive; it offered only 19 new services
under the new ASA and expanded into nine new U.S. cities, as Tables
11 and 12 demonstrate. But the general pattern of entry remains the
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Table 9

Trans-border Nonstop City-Pair Service
By Canadian Flag Carriers

Air Canada Total CAIL Total Grand
Old New Services Old New Services Total
Toronto 8 15 23 1 9 10 33
Montreal 6 4 10 0 10
Vancouver 5 5 3 4 7 12
Calgary 4 2 6 4 4 10
Edmonton 0 1 1 1
Regina 1 0 it 1 1
Saskatoon 0 0 0
Winnipeg 1 1 2 2 2 4
0
Halifax 1 2 3 2 2 5
Ottawa 1 2 3 2 2 5
Total 21 31 52 5 24 29 81

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or
more
a service is defined as a carrier offering at least one weekly nonstop
flight in the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues

same. Most of Air Canada’s new services involve the MTV markets,
and the carrier’s expansion into trans-border markets serving west-
ern Canada remains noteworthy.

Regardless of whether charter conversions are excluded or not,
Air Canada has added more new trans-border service than any other
North American carrier. Of the 103 new routes added subsequent to
the signing of the new ASA, nearly one-third were attributable to Air
Canada. Examination of the pattern of new services offered by Air
Canada suggests that it has adopted several strategies:
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Table 10
Old Trans-border Services

By Canadian Carriers

Air Total Old
Canada CAIL Services
Atlanta
Baltimore
Boston 3
Chicago 4
Cleveﬁmd
Cincinnati
Dallas-FW
Denver
Detroit
Fort Lauder
Ft. Meyers
Honolulu 2
Houston 1
Kansas C
Las Vegas
Los Angel 3 1
Maui
Miami 2
Milwaukee
Minneapol 1
Nashville
New York 4
Newark
Orlando
Palm Spr
Philadelph
PortlandO
Phoenix
Pittsburg
Raleigh
Reno
Rochester
San Diego
San Franc 2 1
San Jose
St. Louis
St. Petersb
Salt LakeC
Sarasota
Seattle

Spokane
Tgm a 2
Wash-Nat
Wash-Dull
W Palm B
Total 21 5 26
N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or more
a service is defined as a carrier offering at least one weekly nonstop flight in
the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues
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Table 11

New Trans-border NONSTOP Services
By Can%dian Carr

er, :
ervices xclludsmg Charter Conversions

All Services

Air Total New Air Total New

Canada CAIL Services Canada CAIL Services
Atlanta 2 2
Baltimore
Boston
Chicago 1 2
Cleveland
Cincinnati
Dallas-FW
Denver
Detroit
Fort Lauder
Ft. Meyers
Honolulu
Houston
Kansas C
Las Vegas
Los Angel
Maui
Miami
Milwaukee
Minneapol
Nashville
New York 1
Newark
Orlando 4 3
Palm Spr 3
Philadelph 1
PortlandO
Phoenix 1
Pittsburg
Raleigh 1
Reno 1
Rochester
San Franc 1
San Jose
St. Louis 1
St. Petersb 1
Salt LakeC
Sarasota 1
Seattle

Spokane
Tgm a 3
Wash-Nat
Wash-Dull
W Palm B 1
Total 31 24 55 19 4 23
N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or more

a service is defined as a carrier offering at least one weekly nonstop flight in

the city-pair market

Source: Official Airline Guide, January 1, 1995 and subsequent issues
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1) Exploited the temporary constraintsimposed on U.S. carriers
at the three phase-in airports by introducing extensive new services
there. This is particularly noticeable at Toronto, which historically
has been the most important city in Air Canada’s route network.

2) Captured first-mover advantages in U.S. cities unserved or
underserved under the old ASA. For example, the Washington, D.C.
area became an important target for Air Canada. Trans-border ser-
vice to the Washington area was quite limited prior to the signing of
the ASA. But in May, 1995, Air Canada introduced thrice daily
service between Ottawa and Washington (Dulles); in June it added
five daily Toronto-Washington (National) flights and three
Montreal-Washington (National) flights. In October it commenced
thrice daily service between Toronto and Washington (Dulles). Air
Canada has also introduced service to smaller metropolitan areas
such as Raleigh-Durham, Nashville, and Kansas City. Air Canada
has focused on providing these new services from Toronto, where the
ability of U.S. carriers to respond is restricted by the phase-in features
of the new ASA.%°

3) In these short-haul business markets, it offered frequent
service by using small jet aircraft (i.e., 50-seat Canadair CL-65 jet
aircraft). By so doing, Air Canada hopes to build market identity,
brand loyalty, and market share before U.S.- flag carriers can legally
enter these markets.

4) Utilized code-sharing agreements to broaden the network of
cities to which it can transport trans-border travelers. The carrier’s
code-share agreement with United Airlines in particular appears to
have offered Air Canada a low-cost way to gain broad market
identity to compete with CAIL in western trans-border markets.

Canadian Airlines This firm was substantially disadvantaged
under the old ASA. As Table 9indicates, itoperated only 5 trans-border
services under that agreement. Four of these five routes served
Canadian’s traditional bailiwick of western Canada. CAIL has added
non-stop scheduled service to 24 city-pairs under the new ASA,
including 13 new U.S. destinations, and more than half of these
markets involve eastern and central Canada.

It would appear that as a result of the new ASA CAIL has made
a major commitment to the trans-border market and to eastern and
central Canada. But much of this expansion is the result of charter
conversions. For example, of its nine new routes from Toronto, six
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Table 12

Trans-border Nonstop City-Pair Service
By Canadian Flag Carriers
Excluding Charter Conversions

Air Canada Total CAIL Total Grand

Old New Services Qld New Services Total
Toronto 8 10 18 1 3 4 22
Montreal 6 2 8 0 8
Vancouver 3 3 3 1 4 7
Calgary 4 2 6 0 6
Edmonton 0 0 0
Regina 0 1 l 1
Saskatoon 0 0 0
Winnipeg 1 1 0 1

0
Halifax 1 1 0 1
Ottawa 1 2 3 0 3
Total 21 19 40 5 4 9 49
N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or
more

a service is defined as a carrier offering at least one weekly nonstop
flight in the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues

represent charter conversions as a comparison of Tables 9 and 12
indicates. If charter conversions are excluded, CAIL’s new
trans-border markets shrink to four routes, three serving Toronto
and one serving Vancouver, as Table 12 shows. These new routes
serve only 3 U.S. cities, all of which are new to CAIL’s scheduled
route system.

CAIL has been far less aggressive than Air Canada in exploiting
the window of opportunity granted by the new ASA. This is particu-
larly noticeable if charter conversions are excluded: CAIL’s addition
of 4 new city-pairs pales in comparison to Air Canada’s 19 new
services. CAIL’s behavior is the result of several factors. First, CAIL
was able to provide very little service under the old ASA. It operated
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in only five trans-border city-pairs. Accordingly, its start-up costs for
entering most new trans-border markets were much higher than Air
Canada’s. It lacked gate space, check-in facilities, landing slots, and,
above all, market visibility in most U.S. cities. Second, CAIL is
suffering from severe financial difficulties that no doubt have hin-
dered its ability to exploit the new ASA.®!

CAIL has attempted to circumvent these difficulties by entering
into a strategic alliance with American Airlines. CAIL operates
relatively few trans-border flightsitself, butits customershave access
to numerous U.S. cities by flying on trans-border code-share flights
operated by American Airlines.*

F. Individual U.S. Flag Carrier Responses

Five U.S. flag carriers offered nonstop trans-border jet service
under the old ASA: American, United, Delta, US Air, and Northwest.
Seven new U.S. flag carriers, in addition to these five, have taken
advantage of the new ASA to provide trans-border service.

American Airlines Traditionally the number two carrier in the
trans-border market in terms of passengers carried, American Air-
lines has not moved as aggressively as Air Canada in exploiting the
new ASA. AsTables13and 15indicate, it served only seven city-pairs
under the old bilateral agreement, six of which involved the MTV
airports. But the routes it did serve are among the largest in the
trans-border market. For example, American Airlines serves two of
the three largest trans-border city-pair markets, Toronto-Chicago
and Toronto-New York, under terms of the 1966 ASA. American
added service to ten new city-pairs under the new agreement, as
Tables 14 and 16 report. Of its ten new routes, seven involved MTV
service. Outside of these cities, American added service from Chi-
cago to Ottawa, Calgary, and Winnipeg, although the
Chicago-Winnipeg service was subsequently abandoned. Eight of its
ten new city-pairs involved American hub cities: Miami (Montreal,
Toronto, and Vancouver); Dallas-Fort Worth (Montreal and
Vancouver); and Chicago (Ottawa, Calgary, and Winnipeg).

An important component of American Airlines’ trans-border
strategy is its code-share alliance with Canadian Airlines, a carrier
partly owned by American Airlines. American appears to be the
dominant carrier in this alliance. CAIL is the actual provider of
code-share services in only three trans-border markets. American’s
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Table 13

Old Trans-border Nonstop Services
By U.S. Carriers

Amer. Contin-  Delta NW United US Air  Other Grand
Airlines ental Airlines  Airlines Airlines Total
Toronto 4 4 1 2 4 15
Montreal 1 4 1 3 9
Vancouver 1 3 1 2 7
Calgary 1 3 1 5
Edmonton 1 1 2
Regina 0
Saskatoon 0
Winnipeg 1 1
Halifax 0
Ottawaa 2 2
Total 7 0 15 5 5 9 0 41

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or
more
a service is defined as a carrier offering at least one weekly nonstop
flight in the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues

primary benefit from this strategic alliance is its ability to feed its
passengers on to CAIL's transpacific flights, as well as on to CAIL’s
extensive array of intra-Canada domestic flights.

United Airlines American’s main domestic rival, United Air-
lines, has followed a similar strategy. It operated in only five
trans-border city-pairs under the old ASA. Two of these routes
served its Chicago hub, while the other three provided service from
western Canada to West Coast cities where United has a large
presence. United added five routes under the new ASA, all of which
served western Canada and major cities on its route structure in the
western United States.
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Table 14

New Trans-border Services
By U.S. Carriers

Amer. Contin- Delta Nw United US Air  Other Grand
Airlines ental Airlines  Airlines Airlines Total
Toronto 2 2 1 2 2 9
Montreal 2 1 1 1 3 1 9
Vancouver 3 2 3 2 3 5 18
Calgary 1 1 2 1 5
Edmonton 1 1
Regina 1 1
Saskatoon 1 1
Winnipeg 1 1
Halifax 1 1
Ottawa 1 1 2
Total 10 5 5 8 5 5 10 48

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or
more
a service is defined as a carrier offering at least one weekly nonstop
flight in the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues

An important component of United’s trans-border strategy is a
code-sharing agreement with Air Canada which is far more balanced
than American’s arrangement with CAIL. Most of United’s code-share
flights operated by Air Canada provide trans-border service from
eastern and central Canada to United’s hubs at Chicago O’Hare and
Washington (Dulles) airports. This arrangement reduces United’s
disadvantage relative to American Airlines in eastern trans-border
services. Similarly, most of Air Canada’s code-share flights operated
by United serve western trans-border markets where Air Canada is
at a disadvantage relative to CAIL.

Table 15

Old Trans-border Services
By U.S. Carriers

Amer. Contin- Delta NwW United US Air  Other Grand
Airlines ental Airlines  Airlines Airlines Total
Atlanta
Baltimore
Boston 1
Chicago 2 2
CleveEind
Cincinnati 2
Dallas-FW 2
Denver 1
Detroit 2
Fort Lauder
Ft. Meyers
Honolulu
Houston
Kansas C
Las Vegas
Los Angeles 2
Maui
Miami 2
Milwaukee
Minneapol 2
Nashville 1
New York 1 1
Newark
Orlando
Palm Spr
Philadelph 2
PortlandO 1
Phoenix
Pittsburg 1 2
Raleigh
Reno
Rochester 1
San Franc 1 1
SanJose 1
St. Louis
St. Petersb
Salt LakeC 2
Sarasota
Seattle
Spokane 1
T’gm a 1
Wash-Nat
Wash-Dull
W Palm B
Total 7 0 15 5 5 9 0
N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or more
a service is defined as a carrier offering at least one weekly nonstop flight in
the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues
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Table 16

New Trans-border Services
By U.S. Carriers

Amer. Contin- Delta NwW United US Air  Other Grand
Airlines ental Airlines  Airlines Airlines Total
Atlanta 3
Baltimore
Boston 1
Chicago 3
Clevermd
Cincinnati 1
Dallas-FW 2
Denver 2
Detroit 3
Fort Lauder
Ft. Meyers
Honolulu
Houston 2
Kansas C
Las Vegas
Los Angeles 1
Maui
Miami 3
Milwaukee 1
Minneapol 5
Nashville
New York 1 1
Newark 3
Orlando
Palm Spr
Philadelph
PortlandO
Phoenix 1
Pittsburg 1
Raleigh
Reno 1
Rochester
San Diego 1
San Franc 2
San Jose
St. Louis 1
St. Petersb
Salt LakeC 1
Sarasota
Seattle 2

Spokane

T};m a 1

Wash-Nat 2

Wash-Dull 1

W Palm B

Total 10 5 5 8 5 5 10

N.B.: includes nonstop scheduled service using jet aircraft of 50 seats or more
a service is defined as a carrier offering at least one weekly nonstop flight in

the city-pair market
Source: Official Airline Guide, January 1, 1995 and subsequent issues
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Northwest Airlines This airline has followed a slightly different
strategy than other U.S. carriers in exploiting the new ASA. Like
other U.S. flag carriers, its new trans-border services represent new
spokes at its existing U.S. hubs. However, unlike other U.S. carriers,
Northwest has chosen to serve smaller Canadian cities as well as
larger ones. It has provided the only new U.S. flag service to Regina,
Saskatoon, and Halifax.

Northwest served but five city-pairs under the old ASA, and
four of these involved its two hubs at Detroitand Minneapolis. Under
thenew ASA, Northwest added service on eightnew city-pairs, three
of which serve its hub at Detroit and five of which serve Minneapolis.
Unlike most other trans-border carriers, the majority of Northwest's
new routes do not serve the three restricted airports. New service on
city-pairsinvolving western Canadaincluded Calgary, Regina, Saska-
toon, and Vancouver to Minneapolis, and Vancouver to Detroit.
Northwest expanded its service in central and eastern Canada to
include Halifax-Detroit, Ottawa-Detroit, and Montreal-Minneapolis.®®
Clearly, Northwest’s strategy is to incorporate its new trans-border
services into its existing hubs at Minneapolis and Detroit. Moreover,
as geography dictates, it has chosen to maintain its existing strategy
of adding service from western Canada to Minneapolis and from
central and eastern Canada to Detroit. By so doing, Northwest hopes
to feed trans-border passengers onto its domestic, transpacific, and
transatlantic flights.

Delta Airlines Transporter of the third largest number of
trans-border passengers under the old ASA, Delta operated in more
trans-border city-pairs than any other U.S. carrier under that agree-
ment. Eleven of its 15 old routes served the MTV airports. Eleven
different U.S. cities were as the termini of these routes. Despite its
extensive existing trans-border service, Delta has moved very cau-
tiously in exploiting the new ASA. It has added only five new routes,
all of which serve restricted airports in Canada and Delta hub cities
in the United States. It has added new service between Atlanta and
Toronto, Montreal, and Vancouver. Ithas also added service between
Vancouver and two of its other hubs, Cincinnati and Salt Lake City.

US Air Under the old ASA, US Air had the second most
extensive trans-border route network among the U.S. flag carriers.
Consistent with its focus in the northeastern United States, all of US
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Air’s nine routes under the 1966 agreement served eastern and
central Canada. US Air adopted a similar strategy in exploiting the
new ASA. Its five new routes complement US Air’s existing
trans-border routes, tying Montreal and Toronto to key northeastern
cities in US Air’s domestic route network.

Continental Airlines Among the U.S. carriers that provided no
trans-border service in January, 1995, Continental Airlines has of-
fered the most new flights. But its commitment to the trans-border
market has been ambivalent. In the initial allocation of routes in the
restricted MTV markets by the U.S. Department of Transportation in
spring, 1995, Continental received several plum route authorities. It
was granted permission to fly between its Newark hub and Montreal
and Vancouver. It also received permission to fly between its Hous-
ton hub and Toronto and Vancouver.* It commenced these services
in June, 1995. A year later it received permission to serve the
Toronto-Newark city pair. In spite of these regulatory blessings,
Continental abandoned both of the new Houston routes as well as the
Vancouver-Newark market in fall, 1995, after they failed to meet the
carrier’s profitability targets. To date it has not chosen to enter any
unrestricted city-pairs.

Continental’s behavior in part may be explained by its
code-sharing arrangement with Air Canada as well as the latter’s
substantial minority interest in Continental. Either of these factors
may have reduced its incentive to exploit its new trans-border
authorities aggressively. Moreover, this code-share alliance was
somewhat imbalanced. Initially, the two carriers code-shared 30
flights, 26 of which were operated by Air Canada or its commuter
airline affiliates and 4 by Continental ®® By deferring to its code-share
partner and allowing Air Canada to provide these services, Conti-
nental reduced its start-up and operating costs on these trans-border
routes. However, it left itself vulnerable to changes in Air Canada'’s
corporate strategy. In April, 1996, Air Canada announced it would
dispose of its minority interest in Continental, arguing that with the
advent of the new ASA its alliance with Continental was of lessened
strategic value.®® Air Canada sold its last remaining shares of Conti-
nental in January, 1997.

Other U.S. Carriers Six other U.S. airlines have introduced new
service to ten trans-border city-pairs. Services by these carriers, the
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majority of which are post-deregulation “start-up” companies, are
concentrated in the western half of the continent (7 of 10 new routes).
Most of this service also involves the carriers” hub cities. For example,
Midwest Expressintroduced Milwaukee-Toronto service, while TWA
developed new service between Toronto and its St. Louis hub, and
Reno Air initiated Vancouver- Reno service.

In summarizing the initial carrier response to the new air
accord, several factors stand out. Air Canada’s rapid and broad
exploitation of the trans-border market distinguishes it from every
other U.S. and Canadian flag carrier. While most of its new entry
reflects the firm’s traditional strengths in central and eastern Canada,
it did use the new ASA and its code-share alliance with United
Airlines to expand its participation in western trans-border markets
where it had had little previous market presence. Air Canada’s
behavior also supports the argument raised earlier that its acquies-
cence was critical to the successful negotiation of the 1995 ASA.
Conversely, the response of other carriers to the new accord has been
far less rapid and extensive than Air Canada’s. For example, Ameri-
can Airlines, which has added more trans-border city-pairs to its
route structure than any other carrier except Air Canada if charter
conversions are excluded, has added less than half the new routes of
Air Canada. Moreover, most of these other carriers have focused on
leveraging their existing strengths when entering new trans-border
markets. Most new services by U.S. carriers, for example, tie Cana-
dian cities to their U.S. hubs. Such changes do benefit consumers,
who are better able to make convenient connections at these hub
cities. Lastly, the lack of interest by U.S. and Canadian flag carriers in
adding service to unrestricted cities is somewhat surprising. Several
carriers have chosen to rely on code-share partners to gain them
access to these markets. While Continental, for example, advertises
new flights to Calgary, Quebec City, Ottawa, and Halifax, this service
is actually performed by Air Canada or commuter carriers affiliated
with Air Canada. Among unrestricted cities, only Ottawaand Calgary
have attracted much new service. Only one carrier, Northwest Air-
lines, has utilized a strategy that is predicated on integrating such
cities into its existing route network.

VI. CONCLUSIONS
The signing of the new ASA between the United States and
Canada promises to improve the quality of air services between the
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two nations. It lowers the barriers to trade in trans-border airline
services to those commensurate with most other sectors of the
Canadian-U.S. economies. It promises to benefit consumers, expand
the number of communities with direct trans-border air service, and
promote the efficiency and productivity of carriers in both countries.

Nonetheless, it took almost three decades to renegotiate the
1966 air accord that both sides had concluded was inappropriate and
harmful to their individual and mutual commercial interests. Both
governments were pressured to implement a new air accord by
communities and carriers who were disadvantaged by the old agree-
ment. Yetitappears thatanew agreementbecame politically possible
only with the acquiescence of incumbent trans-border carriers who
came to believe that the old agreement was contrary to their eco-
nomic and strategic interests.

The carriers’ initial responses to the liberalization of the
Canadian-U.S. ASA can be summarized as follows. Air Canada has
exploited the new ASA more aggressively than any other carrier.
While many of its new trans-border routes serve central and eastern
Canada, its traditional bailiwick, Air Canada has used the new ASA
and its code-share alliance with United Airlines to broaden its
participation in western trans-border markets where it had little
previous market presence. Most other carriers have been content to
add trans-border services only in those regions or cities where they
have had strong market identities. Most U.S. carriers, for example,
haveused thenew ASA toincorporate additional trans-border routes
into their existing hub-and-spoke systems. Finally, most of the new
trans-border services involve the restricted MTV airports. With the
exception of Northwest Airlines, U.S. flag carriers have shown little
interestin adding service to unrestricted cities. Nonetheless, the new
air services agreementhas metits basic goal of improving air services
between the two countries. Over 100 new scheduled nonstop
trans-border routes are now being served, and many more are likely
to be added when the restrictions on entry by U.S. carriers into
markets involving Toronto end in February, 1998.
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ACAC
ASA
CAB
CAIL
CP
EPA
GATT
TIATA
IPT
MTV
PWA
TWA

USA-BIAS US. Airports for Better International Air Service

ACRONYMS

Association of Canadian Airport Communities
Air Services Agreement

U.S. Civil Aeronautics Board

Canadian Airlines International Ltd.
Canadian Pacific

Eastern Provincial Airline

General Agreement on Tariffs and Trade
International Air Transport Association
International Passenger Transportation
Montreal-Toronto-Vancouver Airports
Pacific Western Airlines

Trans-World Airlines

|
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NOTES

" The support of the Center for the Study of Western Hemispheric
Trade and the Canadian Business Studies program at Texas A&M
University is gratefully acknowledged. The sage comments of the
editor and several anonymous referees have improved the manu-
scriptsignificantly. Ialso wish to thank Gordon Baldwin and Michael
Burchell of Statistics Canada for their kindness in providing me with
timely data and helpful insights. Any remaining errors are the sole
responsibility of the author.

! One seeming bright light is the European Union Yet the powers
granted by the 1957 Treaty of Rome to the European Economic
Community to promote free trade in aitline services were ambigu-
ous, and the Community’s attempts to liberalize trade in airline
services were very tentative through the mid-1980s. Although trade
in intra-EU air services has become progressively freer as a result of
the implementation of the Single Europe Act in 1987, significant
forces tried to slow down, and even reverse, this process for this
industry. Had intra-EU air services not played a small role in the
much larger process of creation of the EU’s single market, it is
debatable whether significant regulatory reform of intra-EU airline
services would have taken place.

? See Pustay (1995).
3 Gidwitz, 48.

* Gidwitz, 47ff. and 72f. See also Taneja, 9 and Doganis, 25. The
United States was better positioned than any other country to take
advantage of a free market approach at the conclusion of the Second
World War. Its aircraft factories were churning out long-range
bombers and transport planes, which could readily be converted to
produce commercial aircraft in the post- war environment. At the
end of World War II, U.S. flag carriers enjoyed a 72 percent market
share of international aviation. (Dempsey, 10.) While other nations
resisted the U.S. position (Australia and New Zealand, for example,
argued for an international agency to provide air service), the U.S.
position was not adopted primarily because of British resistance.
While the U.S. airline industry was stronger than that of the British,
the United Kingdom’s negotiating position was strengthened by its
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control of landing rights throughout the Commonwealth that were
critical to international civil aviation operations given the aeronauti-
cal technology of the day.

5 The European Civil Aviation Conference estimates, for example,
that 75-85 percent of intra-Buropean service was provided on a
pooled basis in 1982 OECD, 34.

¢ Doganis, 28.

7US. Civil Aeronautics Board, Order 78-6-78 (1978).
8 Kaduck, 50.

? Pustay (1989).

"An anonymous referee has pointed out that competition from
Wardair and other charter carriers also played a major role in forcing
price cuts in the Canada-Europe market, I thank him /her for this
insight.

"' Service competition took many forms: more elaborate meals, free
champagne, wider seat pitch, et Empirically, the most important
form of service competition was flight competition. Carriers that
offered the most flights in a market tended to get the largest share of
passengers in that market. See Douglas and Miller (particularly 39ff.)
for a detailed discussion of this phenomenon.

** Secretary’s Task Force, Industry and Route Structure, Vol 1, 3 and
131.

¥ Sampson, 48, 89.

4 Button, 19-52.

15 Button, 27.

16 Gillen, Oum, Tretheway, 74.

7 Oum, Taylor, and Zhang, 14-30.

"% Aviation Statistics Centre, Service Bulletin, Vol 25, No. 11 (Novem-
ber 1993) :8-9. In comparison, the two largest carriers accounted for
39.7 percent of U.S. domestic revenue passenger miles in 1992, See

U.S.-Canada Airline Services / Pustay 53




Jordan, p. 14. Concentration on individual U.S. domestic routes
declined substantially as a result of deregulation. See Secretary’s Task
Force, Industry and Route Structure, Vol. 1, 3 and 131.

1 The interests of incumbent carriers/ communities are very differ-
ent, of course, than those of carriers / communities seeking to provide
new service in a country-pair market.

206 CA.B. 319 (1945).
1 Dempsey, 29-30; Bogosian (1981).
2 Oum, Stanbury, and Tretheway, 4f.

»Minister’s Policy Statement No 248 /87, October 5, 1987, as reported
in the International Air Policy Task Force Report, Vol. 1, 148.

# Oum and Taylor, 21-22.
% Lovink, 394-395.

*From the consumers’ perspective, this approach has both benefits
and costs Some consumers will benefit from the increase in
single-carrier service that this approach would engender. However,
this policy will unfortunately create antitrust problems because it
strengthens the dominance of the dominant carrier at these cities.

7Lewis, 5-12.

% Dresner (1992), 13.

» Ibid, 5-12.

% Dresner, Hadrovic, and Tretheway, 393-405.

3 Dresner, Hadrovic, and Tretheway pp401£.; “Mirabel flights shifted
to more central Dorval, Toronto Globe and Mail, February 21, 1996.

32 Button, 18-52.

% Dresner, Hadrovic, and Tretheway, 393-405. Kaduck (162 ff.)
providesa detailed description of the positions taken by the two sides
in the decade following the Shamrock Summit, with particular
emphasis on the failed 1991-92 talks.

54 Canadian-American Public Policy

3 #US. and Canadian Negotiators Make Progress Toward Airline
Access Accord,” Wall Street Journal, December 9, 1994, A4.

3 “New US. and Canada Air-Travel Pact Promises Convenience and
Lower Fares,” Wall Street Journal, February 28, 1995, B11.

% Kaduck, pp 56 and 106. The privatization of certain airports in
Canada, notably at Montreal, Vancouver, Edmonton, and Calgary,
intensified the interests of these airports in a more liberal ASA.

¥ From a mercantilistic perspective, access to 30 percent of the much
larger US. market is seemingly a better deal than access to 90 percent
of the much smaller Canadian market. The point being made in the
text, however, is that U.S. carriers had more access to the integrated
Canada-U.S. market than Canadian carriers did under the old ASA.

38 Dresner, 327-331.

3 “ Ajr Canada Plans to Launch 20 Cross-Border Routes,” Wall Street
Journal, March 29, 1995.

40 Hakka, 324.

#1“US. and Canada begin talks on air traffic pact,” Financial Times,
April 11, 1991, 6.

# Ministerial Task Force on International Air Policy, Volume III,
Recommendations: US. trans-border issues, Transport Canada, June
1991.

4 Kaduck, 172.
4 Kaduck, 169.

% “American Air, Canadian Carrier Step Up Talks,” Wall Street
Journal, March 20, 1992, A3.

% “Dogfightin Canada’s skies nears climax,” Financial Times, August
24,1993, 3.

“The shift to the Sabre system was of critical importance to American,
which refused to finalize the strategic alliance without the change.
The increased revenues that the Sabre system would receive from

U.S.-Canada Airline Services / Pustay 55




CAIL substantially reduced American Airlines’ financial risk associ-
ated with its investment in CAIL. American’s stubbornness proved
prescient when in the fourth quarter of 1996 it was forced to write off
its investment in CAIL. See “AMR Reports Fourth Quarter Earnings
of $122 Million before special items,” AMR Corporation press release
dated January 15, 1997; “American Air’s Pact With Canadian Air Is
Approved in Canada,” Wall Street Journal, May 28, 1993, A5; “Air
Canada Offers to Buy Routes From Canadian Air,” Wall Street Journal,
August 19, 1993, A5.

4 Kaduck, 176.
4 Gellman Research Associates Incorporated, 33-34.

* Air Canada made a 550 percent gain on the 56 million shares of
Continental’s common stock it sold in January, 1997 according to a
carrier press release dated January 9, 1997. See also Continental
Airlines” 1996 10-K statement filed before the U.S. Securities and
Exchange Commission at page 8 and page 12.

1 Kaduck, 176; Lewis (1966), 50.

*2See Lewis (1996), p 51 and “Two Canadian Airlines Are Given New
Slots in New York, Chicago,” Wall Street Journal, March 13, 1995, Aé6.

® The U.S. Department of Transportation quickly allocated the
limited new entry rights at the MTV airports. Particularly noticeable
was the importance of hubs in the new route allocations. Delta
received authority to fly twice daily between its Atlanta hub and
Montreal and Toronto; United, twice daily between its San Francisco
hub and Vancouver; Continental, once daily between its Houston
hub and Toronto and Vancouver, once daily between its Newark hub
and Vancouver, and twice daily between Newark and Montreal.
Similarly, US Air was allowed to fly twice daily between Pittsburgh
and Toronto, while Northwest received twice daily
Minneapolis-Montreal and Minneapolis-Vancouver authority. Re-
flecting the diversity of the U.S. industry--and the Clinton
Administration’s support of smaller start-up carriers--authority was
also granted to ValuJet (Washington Dulles-Montreal), Midwest
Express (Milwaukee-Toronto), and Reno Air (Reno-Vancouver). Sev-
eral of these awards were considered modifications of routes autho-
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rized under the old ASA and therefore were exempt from the
temporary limitations on new MTV service by U.S. carriers.

* By some estimates thirty new services have been abandoned, with
the majority of these abandonments attributable to US. carriers. This
phenomenon will notbe examined in this paper, however. See “Open
Skies brings rewards all around,” Toronto Globe and Mail, F ebruary 25,
1997.

*There are of course numerous measures by which one could assess
the impact of the new ASA. We have chosen to focus on measuring
the number of new city-pairs entered by each carrier, for such
information can be quickly obtained from published sources such as
the Official Airline Guide. Other measures, such as passenger counts
or route profitability, are difficult to obtain and/or are published
with significant delays. '

> The primary source of information about charter conversions is
Burchell (1996); his data have been supplemented in some cases from
carrier press releases and newspaper reports.

% For a discussion of the trans-border charter market, see Baldwin
(1993). Canadian flag carriers typically carried more than 90 percent
of all trans-border charter passengers. See LS. International Air
Passenger and Freight Statistics, various issues.

% While US. carriers were free to serve Montreal Mirabel and Toronto
airports other than Pearson, none have chosen to provide new jet
service under the 1995 ASA to such airports.

% “Air Canada is first off the mark for Open Skies service,” Air
Canada press release dated February 26, 1995.

°“Air Canada Steps Up Jet Service between Toronto and Washington,
DC.” Air Canada Press Release dated September 6, 1995.

61 “Canadian facing long flight back,” Houston Chronicle, December
10, 1996, 4C.

62 “Canadian adds US. flights,” Toronto Globe and Mail, May 7, 1996.

% Northwest has subsequently abandoned service on several of these
routes.
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6 “New US. and Canada Air-Travel Pact Promises Convenience and
Lower Fares,” Wall Street Journal, February 28, 1995, B11.

%“Code Sharing Services with Continental Airlines,” Air Canada
press release.

66 “ Air Canadaleaving Continental,” Toronto Globe and Mail, April 23,
1996.
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