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_ Abstract

This paper looks at the recent developments in Cansdian aviation policy
e e et 90 ze5 then in the context of wider, international trends in transport
e © o regnlation. T Ttconsiders the pressures which have led to the changes in
both the forms of control exercised by the Canadian government cver
Itz aviation industry and the degres of public ownership. While the
eitects of change take time to be realized, and the Liberalization of the
Cansdian market only detes from e bsginning of 108 , 30Mme
dizcussion is offered concerning the likely long term implications of the

new policy.
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Tax GRADL “UA.L.I.ni cﬂPPR{; & H To DEREGULATION!

Fenneth Button

1. Intodection.

The past decade has witnessed & considerable relaxation of taditionsl, econoimic regulation of
mackets?.  In particular there has been a movement away from direct controls over market eﬁn‘g.?
and exit; ouiput; rates of return; and price setting and towards regimes of quality and sccial

remdaton whichaim to regulate & e standands adopted Sy iose active in tie market  This shift
i emphesis of policy hes besn boih broad in its international coveraze and extensive in the
zecors involved®.  Accompenwing the changes in econoimic regwlation has often been a reduction
of public sector involvement more gemerally. There have been, for example, extensive
programmes of privatization in some countres and even i many communists there has bheen an
active encouragement for graater private sector participation in the economy.

- .The exact natore of the reforms have differed from-country to r'mmnj and within countries haz

varied scross sectors. There are a variety of specific reascns for thiz which we do not intend o
detadl hiere.  Suffice it1o sa that in part these varstions must reflect the different starting points
in each country - some have a much longer experience of extensive economic regulation and their
3wstems are more entrenched.  But also the fact thet the actal nature of regulation dirfers quite

3w‘q_f1r'qht_" hetaresyy atates meanz that the DIRZSUres forcha 4] haye themzelives vayied

Y h” et d .
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he exact nature of the reforms hevs differsd n 0% coMniy 10 comntry and within connddes has
varied across sectors. There are a wariaty of ..pe",l reasons for this which we do not intend o
detadi neve.  Sudfice it W say that in part these varialion: must reflect the different starting points
in gach country - some have a much longer Pmﬂrif-nce'of extensive economic regulation and their
systems are more entrenched. But aLn the fact that the actusl nature of regulation differs quite
gignificantly between states means that the presaures for change have themselwes varied.

Our concern is in many ways & rather narrow one - naimely 1o offer an economic analysis of the
process by which recent changes in the regnlation of the Canadian aviation industry have besn
broughtahout. This iz certainly not the first aviation indust¥ 10 be substantially 'deregulated’
(in the sense that entry and fare controls have esseitially been removed from a significant part of
ity nor i3 it the largestt. It interest lies in part in the fact that deregulation comes some decade

)
‘
i

viation industry and thus one is concerned with the degree to which legislators learn from the
experences of others. The appicach adopted was also, possibly because of what was leamed
from the others’ experiences, much more graduval snd phased than that pursued in, for inst
the United States. Italso comes at a time when there are moves afoot to Lberalize Evropean

viation with the creation of a "Single European Market' in 1992°%. There may be lessonz from
Canade from which the European Community can benefit. Further, because of geography, and
the natre of the now abandoned regulaiory regime, the Cansdian sitietion iz one of singnlar
interest in its own rght.

' m o

1
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Additionadly, the literature on the U. 3. experience of airline derezulation is now both extensive
and widely avvailable. The Yterature on Canada, while not insignificant in wolume nor deficient in
quaL, , 13 rather less accessible, egpecially ouside of Clanadaé

* In perticular, the U8, domestic ivil aviation industry weas theoretically derequlated over a five mar period
under the 1978 Addine Dersgulation Aet slthough, in faet, it wes scheived much more rapidly. For w-t:ub
Czae, A Plomiton, TEL domesti avitien fn KT Bwtten and Dl Swmam {25} oo ot 3p.i41d 1E.
Levine, "Addine sompetition in dzrﬂgulaxexl markats: hxur'_, firm stiategy, and xdblic polisy’, Il Lwzu o
&awm, 4, pp. 293-494,1956, JR. IMewwr and C.¥. Oster, A‘w&gﬂm.’im apd e Soge dsdne
f;m‘r.y;pf.ucuzg;.; {I'.:[T _'?re«‘ ('un};riﬂr-a'l 1(1?.&'_‘ spd £ ﬁaﬂ,.u DR Srabam and D P X ,i-.-r_. FDasnrmeleernr
(AT Press; Cambiidoe) 1 A more ..meml averview of developments in the rnmnlaunn nf
aviation seross a n.n,,- of cowntries i eontawimed in, Orgamisation for Ecomomiz Co-ope
nu1m]ﬁh1v“f :
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Community airlines - je 'egvﬂaiionu ts problems’, Gwmyf of Common Slyfet Auwdi oo mingg.
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Finallv, becavse the debate surmunding Gie recent refoims hes ondy just been condvcted, much

of the literamre %®nds 0 he corcerned with argiing the mernits of one position or another. Tme
Objective of this paperis o U¥ 0 ormcf some of this material together and aiso, as implied by our
fitle, to offer some comments on the ger-.eral applicability of the Canadian approach.

It should perhaps be emphasized thai our primary concern is with the method of deregulation
rather then with the merits of dep'-mﬂanon Jerse The tespective meritz of free and regudated
narkets have been well tumed over b¥ economists and we have no intention of adding to the
arguments. Instead itis the comparatively neglected subject of the process of deregulation which
15 the main focus of the paper and the implications of the process adopted for the eventual market
atucture which emerges.

In terms of content, the article looks. initially at.the-rationsle behind the swystem of mgulaurm'
which existed prior 1 1988, tracing out its evolution and implications for the awiation industry.
It also sets itin the wider context of Canadian regulatory policy ag a whole. It then congiders the
preszures which developed to change e sy3term and move 10 a much less restrictive structuze of
controls which focus primaxily on matters such a3 ss 'elj,f and the provision of services 1o distant
communities. The legal changes which resulted are then considered sgainst the background of
the stracture of the induvstiy and the etprn&mcs which others have had in deregulating heir

avigton industries. Finally, some general comments are offered about the merits of the Canadian

“system and the relevance it mayhave for aviation policy in other countries.

2. The Development of the Reguiatory Regime.

Canadian economy is one in which the rovernment hse 2 tradition of hesyy fnvolremsm

both in texms of regnlation and of public ownership?. This iz, in the main, dve 15 the s'fen.cfraphj-;
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o e “‘[“‘Il, o, IR iy




halance is madntained . Communications ha we al""';;'s nlaved a pivotal xols in helping 1o roaintain

thiz balance. In opder to avoid excezsive fm.gmnnm‘dcnn and 1 retain the ides of a single country,
the federal gowernment has been particularly active in promoting a netionsd NS oIt 373k

By international standands Canadian aviation has, given the comparative youth of the echnology,
2 faixly lengthy hiztery. From 1919 Iocal air services were Initiated although, unlike the induvasty
which developed later, but grew more rapidly from 1925 around mail contracts, in the U. 8.4,
long distance, trans-continental services were very slow 10 emerge. It was 10 provide a schedule
coast-to-coast service, without the need 10 go via the Unied States, that the federally-owned
Crown Corporation, Trans Canada Airlines (subsequently from 1964, Air Canads) was founded
under die Tranz Canadian Airlines Act of 1937, It subsequent became very much a 'preferred
vehicle' in the pursuit of the government's transport goals.

Private zector invalvement in aviation wes mainiv on local routes and in the remote areas - Trans
Canada Airlines having a protected monopoly on wans-continental rowes. In 1933, Canadian
Perific Railways planted the seed for 4 major second string national airline by buying into the
Winnipeg based Cansdian Airways snd subsequently, by merges and scquisitions of zmall
carders formed Canadian Pacific Airlines in 1942 (which from 1968 became CP &ir). In
addidon, there were a number of regional carrers (reduced to five major regional by the mid-
1970z, ie. Pecific Western Airlines, Mordair, Eastern Provincisl Airlines, Trensair aad
Cuebecair) which gradually develoned after 1945 through both natural egrowth and acquisition
and merger? 1o meet local market needs. se were often started o provide services o mmok
coMmmdtes ('\bush zervices’). |

There is a further important component of the Canadian aviation indvster.  Charter services
gradu&llj-‘ began 10 develop in the 19505 and gzrew considerably in the 19602, The rezional
arrerz have waditionally been active in this market which is less regulated than scheduled

serdices. Wandadr, the laxgest speciadist chater concern, was formsd fn 1953 & offer services in
the Northwest Territories and expanded into international charter operations in 1961, In 1979 it

mhbavnad T 4 A ATavets s e Tal 1 +. Ao bal
cotined Hooncss 16 operate dorrestis, non-achednle inercontnentl sorvicss,

The tirst rovte was Dontreal-Yaneowrer which was indtiated in 1933

41,*)...-ngr common under the resisted regime whick &:n,‘ml axd the fve regiozal lanim were
a et of o least 30 mergers hetumen 1947

¥
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It wag against this backeround of embrronic private sector aivlines sxd the desire to both ensvre
the crderdy gvowth of the industrr while at the same time protecting the national unifving cle of
the Crown corporation, that econoimic regulation was intoduced. It should be noted, however,

that for many vears {until 1977) the Crown Corporation status of Trans Canada Advlines mesit
that was in e particularly favonratle position that its toute authorities were, throvgh the Ajr
Caneda Contrect, derived directly fmm Parliament rather than from any regulatory body.

Froim an very eaily stege, rezulation of civil aviation at both the nations! and provincial level was
seen a3 a federal responsibility!®.  Initially, contol of aviation was a military responsibility and
within the remit of the Ministry of Defense. {In fact it remained under that ministcy watil the
formation of the Department of Transport in 1936). ¥While the Air Transport Board Act of 1915
represented the first major piece of legislation, the basis for subzequent economic regulation wes

- = the Seropautics Actof 1922 which . with subsequent.amendmants, gives the federal government

power over rate setting, entry and rowte licensing, conditions of zervice, mergers and acquisitions
and route abandonuments. However, in the early years it was never Zenerally exercised.

The 1938 Transport Act was important in establishing the Boand of Transport Commpdssioners o
oversee rail and air transport. The Board ook rezponsibility for aviation licensing which was to
be based on criteria of, "public convenience and necessity". The emphasis was on the co-
ordinaticn of activites and the stability of the indvswy. Witiin this broad framework, the
centeality of the Crowmn-carrier was emphasized with other, smaller airlines operating feeder
Services.

The Board was indenendent of the minister and on occasions exercised itz independence. (In
particular, on one occasion the boand went against sirdsterial preference for the Vancouwer-
Victoria ronte 1 he awarded 1o Trans Canada Adrlines and instead gaswe it to Canadian Pacific
Altlines.) However, entities with 2uch autonomy 3eldom endure. The Alr Transport Board was
established in 1944 10 replace the Trarsport Commnissioners. The new bowd was given e et
of advising the minister on maters relating 1o the issuing of licences and the approval of rates.

s w--":, ,—,0 vy wone Asgateraad 4o cad _? _;1) sofirman m8 avaadiees AT Y -

dadde LY Y .~.—ntl FLOW O UCDAgLWCU V3 ACTE e dies Wi b;PG.""“ a \.L*G, AT LGIE lwlu".ua i
achedvled services acrozz Cansda. Monwopoly positions were protected by licensing to ensure

cornecial viability of moules and creals a sw3tem of cross-subsidizaicon fof others. Whee &y

relaiation 0f Putrr conirol 43d take place 1t waz generally very lmited. Canadian Paoific Adrlines,

for P,jrﬂp}_ s allowed W opers® one wanscontinenial fighe a day afer 1992 (hefwresn
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expanded in 1967, 1970 and 1974 hefore *e.ng removed In & otageered fashion hetween 1977
N3 ::-

and 1979. R

In nractn:e the regime exemlsed o small influence over the relatively stable natvre of the

mdvstry during this perind, with only acene.m amommt of shuffling of rontes and services and a

limited number of mergers faking piace hetwreen the incumbent airiines.

The early 19603, and in particuiar the appeararwce of the report of the MacPhearson Rowal
Clommission in 1961 11 saw some changes in attitude ‘owands transport regulation.  The main
concerns were the problems that the reilmoads were having in recovering costs in the face of
mounting competition from the trucking industry.  Although primarly concerned with swface
trarspoit, the MacPhearson Commission's view that "most of the ills which beset tanspoitation

crsmmra v sazesner )L CANBAA - oo ave- canged-hy the fadlure of Toblic-svd-privste atitdes t0 adjust o the pealitiee of

competition” led 10 a more general reaszesement of policy.

While there had in fact been some slight & fwrtrrelaration of entcy controls between 1957 and
1963 when Canada had a Conservative overnment, these were comparatively minor and short
hved. To all intents and purposes, the treditional forms of control continued almost wachanged
untl 1967 and the enactment of the MNational Transportation Act which created the Canadian
Tmnspu't Cmmmsolonh The underlying phno*apn? of the chan,_x was o create & regulatory
agency *-vhmn transr'ends traditional modal bmmﬂam., &mi thus serves a nder co-opdinating
function than thJe old regime. The stated objecri'-;e of the act was to provide, "an economic,
efficient and adequate transportation system Hw}r.m,, the best vse of all available modes of
transportaticn at e lowest possible cost.” The A&ir Transport Bosyd was meplaced by the &
Trans DO’Y ommittee of the comyission and this had overlapping membersiip with bosnds
concermed with other modes. The commitee operated under a rather general criteria. The
decision on whetler 10 grant & rowte applicaticn, for instance, depended wpon whether the
service, "is avd will be required vy the prezent end futwre public conversence and necessity®
The coonmites was inended © have moie avtonomy than the old board bt the federal
¢ovRImment {Governor-in-Council) conid zill, wnder Secton 64 of the act, chiange or rescind s
actiona.  Further a degme of governmentsl svasion could be exercized in that the Canadian
Tianzport Commission Was meant o adheie o overionent policy statements When making iis

decisizns,

The need for changs n the aaiion (el was Hromg il anoat iy the weoginon Hhal the marker Ior

discretionary travel was expanding and there was a ne=d © cater for such tavellers. The inidsl
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responge, themfors, wea 0 mlex cherier Hoensing whils at the seme time prowoting scheduied
services walch were dependent on capfive n*'éllu: paying high farez.  Subsequent refoims, in
the 19705, began 10 reflect an atempt o develop a more lverel regime , with the sim of improving
efficiency and reducing costs, while at the same tme stll offering soree protection to scheduled
carriers. Domestic charters {Charter Clazs Canada Faree), for sxample, were stared in 1977 {In
fact the first one had been initiated by Sun Tours the previovs vear but their service between
Vancouver and Toronto operate via U.S. airpors with connections to Canada being by a bus
service’ Subsequenty, after 1973, restricted (e.g. by advanced hooking requirements,
rinimw stay conditions, rebooking fees for changes of flight, ete.) charter class fares designed
1o atteact dizeretionary travellers were permitted on schedvled flightz. Even here, however, fates
had 0 be shown to cover variable cost3. o

et tha-vegignal-lavel-the- policy of -belianizetion—~which hed reeched i*s zenith in the lete-19€02

with key Ministerial stasements in 1965, 1966 and 1962 dividing the market between designaed
carriers, began 0 hieakdown!®.  The official policy wag 1o divided the country into five recional
marxets each with a single, regulated regional carvier - the 'preferred vehicle' - 1o supplement the
national networks of Air Canada and CP Air. Biitish Colwmbia and western Alberta was 1o be
the domain of Pacific Western Airlines; Saskarchewan, Manitoba and northwest Ontario that of
Transair; the remainder of Ontario and Quebec that of Nordair; all of the Province of Quebec east

.of .HOIIUE&] ﬂmt.of_QuabecaiI; and the Atlantic. provinces and Montreal that of Eastern Provincial

Alrlinez.

>

In an effort to ensure that the system which developed would not require federal subsidies, the
policy involved the transfer of some Alr Canada and CP Air rontes 1o the regionals and protection
for their services!*. The problem with such s policy was that it sncouraged the regional sirlines
1o purchase jetaircraft. These proved uneconomical in the absence of the ability both, becavse of
the size of markets, o exploit economies of density on the designated routes and, becavse of
legal conztaints, o extend networks beyond the regional domaini®.  The werger of the
financialiy ailing Transair with Pacific Western in 1977 effectively meant the beginning of the end
of this policyi®.

13 Thess heing the “Mtatement on Civil Avistion Foliew; ‘Staement of Frineiples for Regiomal adr Cavier
Policy and ‘Regional Air Carrder Falier, respectively [all published by the Tfimistryy of Tramsport; Ottawal.
Thas eoverall sppivank becume kzows & Regicnd Adr Cavisr Foliey

13 g w7 T.tanbury and 3.F. Reschenidoler, 'Oligopoly wad soussiows perpleliom: theory, polisy and the
Cozadian cases’, Chvpwad SR Do Dwmad 15, pp 617700, 1077,

15 i in Canada’s airline industry: eomsequences xnd

= ‘Deregulition in the Canadisn airline inustry

a0 Tranvpuytotin Suemne 22w 421448 1956
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An gmendient o the A C am-d& Aotin i ':'*".‘?‘ Introdnesd forther eleiients of liberalization o fhe
rational maxket by chanzing the stamus of, b; tnen &ir Canadal®. It was placed on a similar
footing a3 the other achedule airlines b'.? puiting it mnder the re rezulatory conitrol of the Camadian
Transport Conwnission. It remmit '@:&., also changed o encourage it it gperate in & commercial
manmer and o becorme mome market | m:mx:d Uuntil this fime there is evidence of the existence of
considerable cross-zubsidization from profitable international and transcontinental routes o
support 1oss making , short hawl sexvices {e.¢ Toronto-Idontreal) and cross-border routesis.

In contrast 1o this, there was increasing public sector involvement in the control of the regional

carriers!®.  While initiall private concems, the regional carrers were the subject of considerable

changes in the 1970s and early 19805, In most cases this involved a degree of either divect or

indirect public sector ownership. Often this has been at the provincial level (e.g. Alberta’s

involvement with Paciic Western Alrkines from 1974 and-Cuebec's contol over Quebecair singe
1931} bt aleo zaw Adr Canada acquiring Mondair in 197329,

Overlapping the evolving regulatory stucture of the Caradian domestic sviation market wss the
official policy with respect 1 Canada's international aviation industry. Infternationsl aviation is
extremely important in the Canadian context. Some 159 of scheduled and charter revenue ton-
miles operated by Canadian jet carders afe cioss-border services with the United States and a
further 3895 is generated by services 1o other countries?1. Rince this aspect of aviation policw is

deternined thyough mult and bilstersl negotiations with other go vernments there are cONStaints
over the power any one country can sxercise. The key point about the Canadian stance is the
attitude which has been adopted in awarding routes t0 indiwiduvel netional carrers once an
agreement on & service s been resched. Ezsentially, since 1973 an official approach involving

designated 'zpherez of influence’ had heen fawowedZZ  div Canada, for example, had been
awarded roues involving Morthem Evrope while CF Adr had rontes over the Pacific.  There ame
even eXamples, such ag when Air Canada was unable 1o obiain a Pacific ronte 1 Korea, when an
giiline is excluded from the other's sphere even if the Jater does not operate the ‘pam’mﬁar 2EIVICE.
I terms of efficiency, this hes the potential 1 Mmit the developiment of services in certain aress
and would seermn to offer shelter behind which prices are unlikely to be minimized2%

The Sty Bupoerol 1975 was influentiad in bringing this change about,
T
V.

g Baldwrin, 7u Ruyrediory dyvaryand tie Feblyy Chvpoesiira{Ballinger: Cambii '1..*_*“_{ 1'~"”
13 @ addition fo the netiomal and tvlﬂuT_;ﬂ capyiers thers are also 2 Ljv-.- number {worer ?
whieh provide & wide rangs of services to smaller commundties often asting as feeders tn 7
< A smmary of chunges in airline owmerskdp i to be fovnd in Figwe 1 of Gillen, St .m} WY 4G
21

. B us B

<4 Aleo in the same oo intermationad ABC shastars wers allowed [in place of the affinity sude) snd this allowed
for the growth of low wosts intermational chuster operations

See, M Dru;mr and B ;-'1 '5r Lmuew;y. Pow:y k.,z.wu.ef tor \..m:ma .n mtermtmnal mr ;I.xlls?utt' 'ﬁfu“m




3 The Pressures for More Rapid Liberalization.

The literslizing messures of the 1970z improved ihe economic efficiency of the Cansdian
aviation indnstry and there is ‘evidence that by the end of the decade the degree of cross-
subsidization hfui been substantially reduced2t. The sitvation %as not static, however, and rew
pressures were building for further change®®. Some of these pressuies were domestic but there
weie 3lso the important rpple effects emanating from the deregulation of fares and market entiy
into the U 3. domestic indnstry from 1978. |

The effects of U.S. deregnlation were, in the short term, to offer indirect competiion on many

me e o= YOUIRS Served by Canadian caniers and in felong ternm to offer a demonstradon effect Ui, Wi
ceitain caveats, there are major benefits o be derived from liberalization.

The majority of Canadian air traffic is along a nawrow stap of land bordeiiag the United States
Consequently, the fare elasticity of demand for much of the domestic Camadisn maket is
mfluenced by the possibility of vsing swrface transport across the border and adopting a U. 8.
carrier for the td haul of & joumey. The U.3. adrpoits of Buffalo, Bulington and Sexttle aue
e oo Aiable altermatives to Canadian aicports at Toronto, Montreal and Vancouwer. They also offer
access 0 the U.S. intermational svistion networks which are an alternative 10 Cansdian
nterrational services. The effects of derea'ulaﬁon in the United States, and in particular the enftry
of new, low cost carriers such as People Express into the market, was to attact Canadian
travellers across the border. Air Canada was particularly adversely affected by this action. Some

-

1

indicaticn of the dromatic effects on emplanements &t Dudingvn Internstions] Aipon, for
Ingtance, after the initiation of = People Fxpress service o0 Mewark at the end of 1982 are zeen in
Figure 1. The Canadien airlines were not always passive in the face of the threat of losing traffic

1023 Me border and there were periodic sales of zzats at up o 75% discount on the econoiny
fares. The maction wes sufficlent w canze some 1.5, carmiers register complains 10 their Civil
Aeronautics Board.

“% Evidezce given in 1352 indicates that 2l the major adriines were recovering af least the variakl: sosts of eack
indivzdual routes oparated, see, Sfnge of Nl aod Sfare o (S Mhadiyr (o nsdes 22 3'.' hpRle
Flvpon: z.w £dn ".h’».mﬂﬂe‘ fﬂ" i Froposad Somusiss 45 Cansy Folvey JOD8 T5 Bopvgus) Ao
P, Jhmtnl'm' z2ion 32, it Hese icn, 1982,

% TH 0 um and MUY Trurm-ww ‘Reforming Canedian aitline regulation’, Loymesy sd Dyovmwiang
Kerw &G, pp.ool :‘.G—‘. 1584,
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Pazzenger Emnplanements at Buwilington Yermont2®

There were also major fears of shiftz of international waffic away from Canadian airports, and
hence Canadian caivierz, © those in the U.5. A The Canadian sirlines cowitered this by
lowering faes on international rovtes 10 keep them in line with U. 3. competitors.  This meant

that on many romtes Canadian services were priced in line with deregulated U8, services - &

.. point subzequently nzed by those favouring retention of entry controls in Canada.

The literalization of the U.S. market also offered some guide-linez 3z 1o the undesiving stachirs

't'

0f a free market svistion industry. The eagly wearg of 1.5, Hberalizaton wem clouded by the
trancitional institations which 2till exercised some residnal powers, by the nature of transition
itzelf, and by the depreszed 2tate of the U. 5. economy for zeveral of the years immediately after

. . ¢tk i 27 g T I DA L, -
the enactment of the 1975 Acts’. However, despite the difficvltss of defining an sppiopiste

4

conmnterfacmal for compaative purposes, the ealy evidencs fiom the U0 A was encoiraging

CI fioge supporting beralizato:

—

Stodies were appesriny sugresting that fares were Iovwer then they would have heen nnder the oid

rone et of cadonlatons indicatng fapes In 1960 were on ave

b - -
<5 Darived from, Gl aod Trethewsr, 1994, oo Tadle 4.
<4 A wseful spcount of the short term effets of the 1978 U8, Airiine Deregndation Aet is to be fovnd in J.H.

Ty S

Wlovar gnd O W Jister lede] ooy Demewdicin s T Lde oeragess {dudm Howse: Boston] 1984

arRur TIOWS

and Ciniem porny Froddoy, 94, pp.123-143, 1561

C'
£ EE Bailay :x..:i J.C. Panzar, "The eontestability of sirline martrate Juring the tazeition to deregulation’, Lo

..-‘
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more services Rilored o their needz and ?::f.r particuiar financial pesition venerated savings
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about 36 billion {in 1977 prices)*?. Further, accident rates, and these ave particularly difficult to
evaluate in the short term, showed 1o siynificant deviston from the generally falling, historical
pamm°° There was also evidence that synaller cominwnities, despite significant changes in the
tvpes of service being offered, were not seriously ad'v‘ersel atfected by the changed1,

"While the impact of regulatory reform provided encouragement for those in Canada favouring
siiniler moves - these being most notably conswrer groups (e.¢ the Conswners’ Azsociation of
Canada), Consumer and Corporate Affairs Canada, the majority of the academic commumtjf and,
from 1933, the Liberal Minister of Transport®? - others were less enthugisstic. They suggested
20Me caution wag appropriate in taking the U. 8. & pen.em:e 00 completely. It wag, after all,

*~ only the short term effects which had materialized by this time.

Further, significant differences existed between the 17,8, and Canadisn aviation markets. The
formey was much larger and the inarket much more diverse. In particular, the Canadian route
structure is loxgely linear (East-West) and there is only one major hub on a par with the large ones
in the U.3.4, namely Toronto. Linked to this is the limited number of high density routes in
Canada - for example, in 1985 45.49% of all domestic air travvel was concentrated on 25 rwikets.

Additonally, the siriines differ in scale. An estimate of the combined revenues of the main 7.8
cairiers in 1982, for example, was $35.6 billion compared with $3.1 villion for Cansdian
adilines3%. There are also, relatively, far more ‘thin’ rowtes in Camwda than in the U 8.4, The

anadian ailines are themselves small relative o the main U.3. camiers and the Canedisn
aviation industy iz mock more concentrated . The U8, indnetry had also alwayz hesn eqdirely
povately vwned and not been the subject of public owinershup at either the national level {as with

Air Caneday of the piovinciallisiate level {as with meay of the reviomal carders).  Puhkie

= BA Fonion ad C. Winston, M Sweoms S35y of dodb Swemeliios [Brookings Ietitution;
"ﬂ:]"u"’ “’J"‘l'

avsie

airline zafety

Cum sl Tretheway, 1954, isdly pp. 2T6-E7T.

D%, Gitlen, TH Oum and 2%, ;.nﬁm‘, Lanuihg 48

F‘um Aol Frivaeets; {Cantra for Tmm;mrrafmn Studies, University
G

Gitlen, Crim sad Trethewrss .,

;_)p A."It lnl’ -_-_,_._iu_l‘lil" inl ing xU { 160
Jf the indystrias s DUET AL ‘L':".ﬁ <

Ay Camada aceounted for 56% and 52 respactive]yr,
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ownersiip in Canada extends 10 all the meior alipors whdlst in the U5 &, there iz considerable

locnl zovermnent involvement.

Adding 1o these external forces were the pioblems being encountered by the Canadisn casiiers as
a result of maryoeconomic conditions within the country and changes in factor costs.

Central 10 the sitvation was the fact that the Canadian economy, like most others, went into
recession in the early 1960s. Econornic growth siowed in 1951 and real Gioss Domestic Product
feil in 1952 (see Figure Z) before recovery was initisted. This put prezsure on Canadian sirlines
83 demand for air travel declined; the revenue passenger Jlometres of level-1 Canadian carciers

_fell from 36.1 billion in 12530, 10 35.4 billion in 1381 ~10.32.1 billion in 1'382 and bottomed ot at

31.3 billion in 1983. The conesponﬁing passenger figures were {in teims of emplamﬂ
Dassengers), 55.1 million (1980), 55.0 million {1981}, 49.4 million {1982}, and 47.8 million
1983).

o)

The impact of depressed demand wes compounded by the fact that fiom 1979 there had been a
drematic rize in fuel prices which hit the aviation industry particularly severely. The nxice of
aviation fuel yoze by nearly 24096 hetween Noveiber 1978 and March 1981,
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The piofie of the maior altiines declined dramatcslly, see Figwre 3. The smaller camiars

s was clear from the financial difficnitiez experie
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Omebecair in 19580 and the subsequend injeciion of 315 million that the Queber governnent put
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carriers also had problems a3 lustraed hj,r the bardumpicy of Sun Charters.
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FIGURE 3
Feported Profi for Alr Canada and Canadian Pacific Airlines {CP Ain
1964-1951

4 Pe Facptwn Do fareDeregulation

The inital moves in the eaﬂj.-' 19895 by the, then, Conservative government were 1 furher relax
Conols over the charei operators {especiadly allowing Wardair grester pensteation of the
tanscortinentsd mauket) and o permdt scheduled operators greater freedoim to ystch e faxes of
ihe clwaiel cariers. In particular, ast minaie one-thind, W0p-off salez were allowed. It was In
effect, howewer, an effort at fine taning the existing rezime of regulation rather than anv mojor
ghift in the thmstof policy™S.

Pt
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FIGURE 4
Points Jerved by Scheduled Flights by Airline, 1964-1351

The sirlines themselves responded to the depressed markst sitoation by atternpting to develop
rnome sexvices, i.e. rather than o redves costs and concentrate on core operations they, in general

--tried to expand fheir revernive base. -Given constiaints over fare levels, there iz & natwral teg dency

o compete in terms of sexvice and hence this becomes important when the expansion of revenue
iz a central objective. The number o f pointz served, for example, rose during the early vears of

19803 (see Figure d). The aitines also msde use of what flexibility in faue 2etting thev
enjoved. Alr Canada, with a better tined service, tied o0 caphwe waffic from the charter s by
undercutting Wardalr faces with seat 2ales (st up to 356 discount) on such routes 43 Vanconver-
Toionis. In fact, according 30 some commentators™, Air Canada hed always ENjOYed SO07E

wdvantages over the charter operaors even prior 0 the change in it megnlatory contal in 1977,

o 1 L ALEES

I pardeular, itenjoyed fewer administrative delays in yeining acceptance of fare > chianges or for

the provizion of part chacters on schednles servicas.

cm b o mF
mroblene of

Theze moves, both by government and the airlives did 4

the ndusty of mdvcs e pressures for Iuither reform.  The depressed aviaton fdvetry was

2low 10 recover Trom the recession of the esly 19803, Az we saw above, the fall in reverme

2 e

QEET mioinetes did not hotogn ot wndl 1983 and this piemge is reinforced by Figve S

=

s aome Indication of the *‘?Ju[iOI-'jl sdters: of slroraft mpovements in C Carmds., The

% gee T.L. Spaliing, ‘Civil avistion e
servicss’, in G B. Raschenthaler it
for Rezasreh om Publie Poliey; -»:-mm.;} 14
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mdvstiy over cextadn romtes and the chertel canders hed growm in imporesce, despie the

inztititional constraints confronting them, thrmughont the lae 1570s. .

There were other, lese esgily quantifiable problems. In particwlar, conswmer groups expreszed

- congern about the rather arbitrary form fare discounting was taling. Equelly, the regulators were

concerned with some of the practices being adopted to capture psssengers. The Air Transport
Committee, for instance, was concemed"mm e proclivity of caiviers w0 adwertise and book
passenzers at low fares immediately these were filed. This made rejection of the new fare
politically move difficult,

N,
254 &\
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FIGUURES
Ciornrnercisl Adreralt Movements at Alrports with Transport Canada &ir Trarfic Control Towerss?

The major hift in policy towmnds the current very liberal recime over mogt of the avatern can he
wraced to the appoirament of Mr. LLoyd Axworthy ag Minister of Transport in 1983, In oxder 1o
diswnce the ami of governimest and it regulators from the airlines, and hence seduce the potentsi
for regnlatory capmire®®, one of his firat acts was 10 canse emplovess of Travspont Cansda and
the &ir Transport Comimittes to give up their Dpazges entiting them to free air trawel He aleo

quicklv set in wain 1770 coweses of action desiened 0 gain more direct infomaton on © the

V7 prts e Mheralindsme {Tlavs la drprampatip acmatiecs  3vdsroiee 1ratles 2 e e
prospects fof Hbemlining Canada's domeste avieton indwstry.  Fhody, te A% Tronspon
Commites wa2 azk woconduet publie hesdngs on adr faees policy {in the verv widest aense,
gom afme T iis (0 mmen g ) Y S
olnding questions of market satod i

7 Taken from, Afwud SDmea Wuthisye dansd Kaport FHT [Avistion Statisties Contre, Statisties
The dota refers to tinerant movements b commercial saviers.

T pamture cap (= SETLe Tha pha
fapivee foe, o TR
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Indepe: rdent tesk fore was Ziven the remit 10 exxarnine the waye of adapting the 113, regime of
derezuiation 10 meet the specifics of the Canadian marke®?

As one mAY andcipaie, no CONSENSUS ETMEIYE ed ficim tese deliberations. In general the inajor
sirlines favoured some relaxation of constraints but still sdvocated the retention of fare floois
controls over discounting and restraints on snexket entry.  This stance was, in broad ®rms, not
dissimilar 1 that of the Alr Transport Comiaittee.  This position differed from that of most nser
cryanizations and went against the main bod v of svailable academic research.

The outcome w42, 10 a large extent determined by the change of Prime Minister in early 1984 and
the subsequent calling of an election. The Transport Minister, given the mmpozsibiiity of

- lerislative change, initiated a !Mew Canadian Air Transport Policy' in May adined at introducing a

degree of flexibility into the existing legislation throngh e fearmeanstd, Moral swesion, for
example, trough government statements was exercized 1o loosen the Air Transport Clommitiee's
policies on enfry and pricing. The legal positon was such that conditions of "public convenience
end necessity” 2till had to be met if & new licence was 10 be suthorized, but the intention was 1o
modify the Committee's interpretation of the condition. Ministerial powers of granting appesds
against Air Transport Comumittee ru]mgo were alzo exexcisedtl,

The Alr ﬁa.nspon Committee published its own findings favouring & policy aimed, in the long
term at 'contolled competition'*2. Regulations needed relaxing but only in a limited fashion.
Forexample, it argued for mandatory restrictions on deep discountz and for the continuation of
the Regional Afr Carder Policy.

The new policy wes seen as part of a longer term process which wonld, over two years, zive
airlines freedom to reduce prices but limit rises to increases in an mput price index. At the same
Wy eStictons over discount fares would be temoved. Entry 10 the charer mackess in the sonfh
of Canada wondd be freed -whilst at the same time exit wouwld be essier for carier

COMTEe In e ew enviromment.  Mew entants ¥ the sohaduled market wars o be &

equal termz with incumbents when it came 1 the allocation of airport slots. At the more local

1:'.':‘, it was envizaged diat e Reglonad & Cagder Policy would be repealed ail thongh servicas
the north - the muru remote parts of the cowntey broadlw corresponding 1o the aea abose & lioe
3

For 2 conte:tual backoround set agoinst Camadian transport policy at the time, see, & P, Elizon, ‘Requistory
fOrT I tams Pt & Caadism perspectiv’,  Fasiporteisian .xm'mj i3, pp. 4- 1’3, 1944,
H I‘)ﬂﬂ.fj;?‘ of Transpor, Sapehnniin £ _)";__{- Dapartment of Trancpent; Ottaves] 1024,
* Bome pernding appeals wers griaded slmost o ohee, especially some running eouwnier to t
Camier poliny, both i an Muwsteation of iutent azd as beralizing ations in themselves.
8ex Capaiian 1mrnnn‘ .ommxsqrm Dniwrzm .&’mw zx f’e A z."M‘.\ 'wr mgz,u_t;bu BT P beuu
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v
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i
I stieiching from the S5th parellel oo e Pacific coast 1o Hhe S0% paralle] on the Atantic coast -
would remain regulaied for social wasons. Finally, Alr Cansda wes 10 relinguish Nordair (wrhich
l it had acquired in 1979) and it was not ) engage in deliberate competitive practices widess prvade
carriers indtiated such acticns. .
l This period alzo saw changes in the regulation of trans-border aviation. Az we hawe seen above
thiz is & very important element of the Canadian indvstry. The trans-torder aviation market i2,
l like most international aviation in the world, rezulated through a bilateral sgreerent with the
U.8. The major agreeiment in this caze was that signed in 196643, This agreed monte schedules
l for both nations' carriers with one carrer from each on most routes unless mutually sgreed
otherwise. Fares had to be agreed by both countizs but the airlines were left 1o determine their
lL s - OWE CAPECIGES. ON £3Ch YO &nd the adreradt they-wouid-depioy. Charter operations came under
a.zeporake, later agreementtt. This allowed considerable flexibility in the way charters operated
{2.2. over fares, frequency, tvpe of aircraft, etc) but reserved powers to call for negotiations
snould their actions intexfere excessively with scheduled sexvices or the charter operators fiom
the other country. The stated policy was 0 have broad compatibility between the number of
pazsengers carried by each country's charter air services and the level of waffic orginating from
that country. Since the majority of treffic was Canadian {i.e. trips for recreational purpozes 1o the
"3un’ destinations in the U.S.4.) this meant that the Cansdian charter companies would enjoy
the largest share of the market. ” - ‘

Rather perversely, the agreement also reguired the U 3.4, camiers o have between 25%
40% of the iparket by 1973 - a figore which was never #ven approachied and in the esaly 19803

Ul

the C3 nadlan charter airlinez acconnted 1or sometiing over 0% of all trans-bosder waffic. This
contrasts 1o the 4095 of schednled trans-border tradfic which, becanze of the power of the hubbed
U. 3. carriers, the Canadian airlinez managed to capture®® .

The changes t0 this eeime in 1954 reflected the zradual liberalizaticn policy which the U. S,

-

1W0 W ggieelels

pariomar, hed besn pursulng In International aviation imsie generslly.

l wWEeTe 3ignsd. The first of these related to commuter and local zervices and allowed for the greater

eage O 0baining appioval 1 operale Dew servives. Anwiaic procedures weie agweed Inr modt

EpatmAnt of § iz, LAY 3

s

a8

ms- v.-‘luz;.u‘ ;: .
# Deparment of Externel Affairs vfm--srﬁe-nu-ﬁ air service agreements beiween the Sovermment of Conads and
f.&z Fovernkent of I’n- Thuit ed States of Ameriex, Clumede Twady M S5 [Depatment of Esternal
-i’,ﬁ‘a’!}“ &pﬂ“a‘l{h] 1975
o
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I Dwecnmoyr, O Hadwwis snd W, Trathovmyr, The Comadian T8 air tranepert dilstersl: wAll # e
ireed? | paper 1:‘«‘&::&&‘ i o the Capadian Tradsporiation Kesearch Fonum, Citaws,
shorer form in 4o Fraavpon Blagnmeny FarehApnl, pp 2-12, 1982

5 amid reproduced in
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types of service.  Senondly, there was the 1111116110-1 of 2 experiinents] tens-horder prograomne
aimed at developing new .,er'--'me" and tezting the viabllity of new pricing svetems. Access 1o
Miratel Alrport by designated carders operading from all but seven U.S. airports was to be
mnrestrcted and say awnber of the desienated carviers conld offer these servicez. Fares wers not
controlled unless both countries objected. As a balance, the U.S. airport of San Jose was
subzequently designated as an experimental 1. 8. airport with similar rules applying#®.

Subsequent discussions between the U.S A and Cansda 10 fmthr:r hiberalize trans-bonder
servives have failed to achieve sny conzensns. Indeed, while fres Haﬂe in aviation services was
one area inciuded in the U.5./Canadian Free Trade &greement reached as the Shamrock Summit
Declaration in March 1985, inability G reach final agreement hes meant its exclusion fiom the
-suhsequent—»’rreaty.:——--lc*s?hﬂe»'A‘uat.‘l-pm‘ti&s-~suulrutted-‘-p1'-3p-:isa]s which would have considembiv
Liberalize the market, they differed in philosophy. The Canadian 'Concept Paper' favoured &
common market approach covering both conntres while that of the 17.8. was concermed simply
with deregulation of trans-border traffic and adjusting the rights of Canadian airlines gperating
services 10 the U. 5. 10 correct for their structurel disadvantages. Clesrly the passenger wouid
hese henefited from either scheme but the airlines or both sides of the bonder fearsd for their

position - U.8. carriers for example argning that other countries may demand cahotage rights if

i Cmmm anime., were granted then as wider the Canadian proposals.

The retum of a Conservative administration 1o power in late 1984 ensured the continuation of the
movement Hwands greater liberalization?. In the following wear, Mesdawm & Afose was
published setting ouat the Zeneral philosophy behind the government's 4 wansport policy®®. Tie
U

oy was 10 be based on, "the principles of grester reliance on competition and market forces, a

L]
E
a3
=]
3
=
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e

government interference and regulation, snd the crestion of a regnlatory process that
is open and accessible”. While covering all modez of transport, the document had particular

The propossis contained in the pobicy swiement advocawd alinost compier demgwation of
Canadian aviation ¢ &the U.8.A. Subsequent pressure from the airlines and other interested

pardes, led W & s0imewhat Mo restictve piece of legislaton subseqns Bty belng drawn Op in
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For 3 more genew] mview see, TD. Huver, ‘Tramsper mmilation sud privativstion & Canads’, paper
presemted fo the Chmeb-ild Cvfbgmm op Freeiwns and Dewrelinn fo S asd G
[Sleneagles) 1987
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1956 and heiny passed into lew 22 the Natossd Traosporaton Lot the following wear®0

=

Ensctment was from Janwery 1s¢ 1538, In addition o this, in 1987 the fonmer 'spheres of

influence’ division of international maiikets hetween A Conada and CP Alr wag ended and ronte

trading wok place allowing, for instances Air Canada 1o operate Pacific routes. There was also a
Iiberal agreement reached “with the 1 thd Kingdom over trans-Atlantic services.

This retained some dezree of economic reyulation in the sparcely popwlated nocthern pait of
Canada where sexvices were 10 be provided based on a “fit, willing and able” test but subject 1o
the caves? that new services would not, "lead 10 a significant decrease or nstability in the level of
domestic service”. In 1956 there were 25 airlines operating in the north altheugh all hut four
routes were monopolized by a single carrier. The new regime is intended to intoduce

cconsiderably more compettion. ‘The onus ol prool has been swikched fiom the afilines nesding W

jestify a service 10 objec!ors having t0 demonstrates serious potential adwerse consequences.
The new Mational Trenzporiaton Agency stll has the power to control the roues o be fn}.c*”"
the aies2 0 be sexved, schadules, fares, inswrance reguirsments, ec. and market exit inuvst be
preceded by a period of notice.  Subsidies are provided for essential sexvices although, in an
effort i maimize afficiency theee ave allocated through a endering sysems!.

southern Cayada wa2 10 enjoy & inuch more Hberal fexime aithongh still subject 10 some contiola.
The "fit, willing and able"” criteria 2ull applies but any servics can be provided on conditon that
the corrier has an operatxjrs licence, there iz sdequate insursnce cover and there is proof of 755%
Canadian ownership of the airline. In most senses, therefore, the Act introduced an environment
i sontern Canadian markets akin to that existing in the 7J.S.A. zince 1978 - it aholished antiw,
exit and fare comtols as did the &ihne Deyegulation Act and also the regulafion of flivhe
freqmm:ie., and aircraft tvpes used which were never controlled in the 1.2 A There e,
though, some differences. While fares are not contolled there is provision for the national
Tranaporadon &gency 0 dissdlow "wareasonabie” fare increnses on mouks whete "eie i 0o
other alternative effective, adequate snd compstitive transportation service”. Interestingly, alfred
Kahn who, as chedomanof the Civil Asronautics Board , wras responsible for carmying i}m:mgh the
7.3, reforms, would seem 10 have some sympathy with such a policy, s=2="1 hepe I do not

shock -uwru ﬂ'} h“ chaem ?]_"13' that [ Illll.hdh T wronld hawre heen TRV TE elnctant 1o ahapdon 5

TIIC
HELES S QAN §
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The A ic multi-modad i@l s is Poart I which appliss s adr transpont.

Oum apd Trethew 1924, op o hod earler »::pws.wu sOme echearn that withowt & -1-:;» pls
sompencyrion, subeilize {or mmode servivac ool be apen to abuss.  Adlines rumming ren

notth and south might try to eross-subsidize the latter by obtdning funding for the former. unﬂ.en_n;r s}.-ﬂll._
offer at Jeast a partial colution to this.
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e swch g move s effectively W remove any eal or supposed advantage a Crown Corpoiston

i :
that reloctance: markei concentaton does mavter; and their general tend ower tme hes been

towards the conclusion that it matiers i sreat deal"s2

The rles on mergers were also "u:ni ified 0 require due notice of change of o wrership and, if
there are objections, the National Transporiation Agency is left to determine whether the mergey
Or acquisition is in the public interest. The new general Competition &ct 1986 is lesz strict than
this but because of the salisr decizion of the Supreime Comrt of Cansda in B.C. Law Society 7.
Jabour in 1982 there is soine ambignity a3 1o the applicability of the &ct to aviation5?. The &ct

has, howewey, been invoked in the context of computer vezervation Systems
A final strand in the dereguiation process nas been the privatzaton of Air Cansda. The ohjective

may have In the market place over itz privately owmned rivals™.  In addition, it i work noting
that privatization is alz0 faking place at 2 time when &ir Canada wizhes o replace its aging fleet of
Boeing 7272 and DC9s and private finance may, from & macroecononic perspective, be an
attractive way of f]fmru,mg soine of the cost. The programme of privatization, with a 1045 limit
on individval share holdings (bt with the Siste retaining, at lesst in the short B, 3 majoriry,
90%% holding) is aimed at ensuring a spread of equity with no dominsnt, contrelling interest
Counter to thiz, of cowsze, is the power exeicised by the so-cailed “technostucture'SS in
compardes with such diversified owmnership. Whether the airline has sufficient market power 1o
survive operating ot less than macimum efficiency for any length of time will depend upon the
degree f0 which it can shelter itself from the full forces of competition.

5. Pre-1988 Changes in the Canadian Aviation Indnstry
wince aiilines weie given considerable wamdng of the impepding legal deiegnlation of Canadian
°"v=twn mackets, ard indeed a phased Je Srrliberalization preceded it, there was e for them
o adjust 10 what they thonglit the new condifions would require fromn them.  The airdines

dises of aline deregulation’, dmemus Swnemn e Fapeor gof Seomefioe: 75

SRR el ol SRR,

T, Bromdury azd BLOW Tretheway, * Analysi
1%, Sy of Fraveediogn and wmbiges or tis B

of the Changes In Ailine regulation praposed in Bill O-

WO MM 08 Fraaveert Tesue 17 1937
5t gaasted, for -:......mlz. that Fovernment pwRerthdp may Leok a lower eost of capitel and thet this
in hxm may mxke the costs of prmbenr behawiowr lower, cee bW, Gillen, TH. Cum and 2LW. Tretheway,
"Entry barriers and anti-competitive behaviowr in a deregilated airiine market: the case of Canady’, Sovenusiaa
:"ﬂ..im.t‘ﬂ;_!‘_ﬂ'{&;}&‘,‘_; 15, pp.c0di, 1932
rec
¥ The term applies 1o the mansgement and advisers in a company +

place and Iemes able to prue thedr own, mot necessayily Sommeis n3
of affestive csonprol whizh sgeompandes disyersion of owmershin, Ree K .T . Galheadt
{Houghton Miffhin; Boston] 1967




eszentially sdopled proactive stradegies in an sffor © gadn the best position when the market

becaine fully deregulated.

There was Increased concern from the established scheduled cawiers over the effects of e
expanding competition on the high-density routes being offered by Wardair. The spate of
mergers which also occurred during the mid-1980s (see below) added o this competitive
envirorument. As a reswli, and in an effort 0 maditain market shace, an Increasing arnount of
traffic began 0 be carred on discount fages. In 1976 less than 1595 of the two major carders'
wvenve came from disconnt fares but by 1935 this lad risen © 606, Figure 6 provides some
Indication of the recent trends, allowing for seasonsl wasiations but note that the above tren:d

Increase in discount trave] in the thind quartsy of 1986 is mairly dve o EXPO in Yancouver rather
than any dramatic shift in the airiines's strategies at that dne. '
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Ore of the fnporiant featiwes of e longes temn eifecs of U8, demgulation has been the arge

auwmnber of mergers sud soquisitions which have teken plece. Thiz trend andy Energad some dne
-1 - v

aiier the ymacket Hbeisdizadon - the indtis] esponze heing mors in wome of the creation of new
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alrlipes and e expanaion of existing (eapeck;
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these mergers, with the merket sham of e tweo lugest corvlers considerably entmnced (308 Tahis
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26 Taken from Statisties Conoda, 4 NSty ¢ Moy Poedlorrn 209, 2. 11, 1993
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17 T paiticnlar, the formation of Cansdian Airines Taferrations] thicmeh mevsers has meant =

genuine competitor 10 Air Canada exisis on all major muies.

In more detail, the important mergers and acquisitions in recent Feas were CF Alr's scguisition
of Eastern Provincial Alrways Inc. in 1954 and the subsequent merging of the two 0 become
Canadian Pacific Air Lines two years later. The company then acquired a 29¢% holding in
Mordair by the middle of 1956 with a fomusl merger resulting the following wyear. In toim,
Canadian Pacific Aivlines Lid was puichased by the Pacific Western &irlines Cosporation and the
undertakings merged in 1967, As & product of the eaxlier merger with Nordair, this also gives
Canadian Airtines International Lid. a 359 share in Gughecair, now conducting business as Inter-
Canadien with links 10 Nordair-Metro and Quebec Aviation. &2 sraeto this conglomerate of

-adriines, a number of third-level carriers were alsc taken over, e.g. Canadian Pacific Air Lines

acquired Air Afantic in 1986, while Air Canada acquired Air B.C., and a majority shareholding
in Adr Ontardo and Austin Adrerays in 1986.

Alrline ‘ Domestic Market Shae
{7% Revenue)

Afr Canada 50-55
Cansdisn Althines Indernational 35
Yairdair 7
Small Regionals Remainder

TABLE1

Shace of the Domestic Canadian Avistion Market {1987}

The airbines anteipadng the nitbnate heralization of markets, and with e benefit of hindsight
from the 1.5, experiences, attempted to foom themzelves into hob-snd-spoke style operations
siindlar 1 those which now dominge American domestic aviation operations. Essentiallvy, the
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Canadlian dusteor condorme 1ot
of the 1J.8.A 5% Itis found thet théfe are very few economies of scale in terms of the size of
netwrork served , but that there are marked sconcmies of deneity up 10 quite large waffic wolunes.
There are indications that Adr I"amda(was at about the mdndiom efficlent tradfic density prior 1o
the merzers in the mid-1980s but that CP Adr still had scope for expansion of waffic density - its
subzequent mergers effectively enabled it to achieve themi on this scenarin.

Alr Canada— Caradian Airlines International

Affiliates Relaticinship Affiliates Relationship

Air Ontario 7565 Ownership | Intr-Canadisn 359 Ownership

Al BC 1008 Ownership (B das R feois
Air Nova 49%% Ownership {Freden ey
Alr Alliance 5% Ownership Nowdar Fean)
Mothwest Territorial 909% Ovmership Ontario Expres 499% Ownership
A Toronto Tirme &ir 46% Owneyship
(v Zypesy) codeshaning (oxTiEy Mevrana)
Alr Atantic 457 Owmnership
C‘ dm Alr InternationadlS® Cwneiship
i1 St Pleire codesharing

TABLEZ .
Major Adrline Affiliations (1533352

Whether the mergers have proved successful iz a difficult question %o answer Fiven both the oi-
going process of change which is taking place and the comparatively recent incidents of the

s, The evidence foom the U3, iz thet meny of fhe mergers which have ocened thers,

albeit after deregulation rather then in an intervening period of gradval liberalization, hawe heen
miszmided®®.  Basically, the srgument iz that there are few ecopoinies associaied with

diversification and that the successful mergers have nvolved combining airlines with similac

operafon feames, and even here short enm problems axise snd 2 high dey tirnalizaton i3

often teqnired to reduce operatiny costz W pre-merger levels®! Many of the demand zide

See In. ‘-V Gi_M TH Sum and BLW. Tretheway, Aodhy oo fotivmenss dopiudions e Fuedfs and
£ "'-ul Centre for T?miyﬂi'fﬂi‘lln Studies, Usdves E.hL}l ‘.‘Uxmuu b} “.1'.!2(1!1'{"""'i 1‘335
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69 Far o wanple, Jordan, 1992, op o2 and WA Jorlan, Chmpasrty doeded of Al -‘5-4‘: NmaAme i2
Caanft and £ r-mw-r' m‘w.x, Feport for Transport Comsia Swbmitted to the Staading Commines on
;.wxxs;u:-r t, Howse of Commeons, Maeh 1987,
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2 of indormaton di3seninadicn, i) San
he obtained in schedunled aviation where there is diversity in the services provided by means of
the w2e of shared desiznation codes, Hrdied Trequest fiyer [oogiaines , g tated tmetabling, #in
without actual merzer. (Indeed, thele is e fidence of this already happening in Tabis 2 above }
Hence the merger between Pacific Western and Transair - two regional carders with similar types
of operation - in 1979 only 2aw a .,hcfht and temporary fall in profits smv-y-szvother carriers {see
Figure 7). However, the resultant netwiogk of the points sexved by the combined aiines had, by
1980 been reduced by eleven polnis coimnpared to the 1977 figure. Sirndlarly, and here the time
covered is much shorter, the acquisition of Eastern Provincial by Canadian Pacific and their

aubaequent merger has done Iitle 1o improve the lamers financial positen {see Fizure 8} which
declived fiom & small profitin 1986 10 1osses inonediately after the acquisition.
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FIGURE 7
Beiore Tox Profits {32 %% of Operating Revenme) of Dacific Western: and Transsir, P and Pogt

A Intepesting quedtion arsing from thiz phenomens 13 wheter the graduadizm of e
deregulation in Cansda hag permitted necessary retionelizationz after mergers to he completed
with les3 disvoption.  Im the T3 A, case the meigers cconrred after deregnlation whea the

v analqea oy = Cemats Ve ey -
W alilines had been wimoved. The O
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They m;;emially, uzing the comperitive-spectrim approach, bireak rlo“m seemingly oligepolistis morksi and
consider the possibility of ewming losal momopoly remts by sxerising, for examule. regiona] momopniy
power. In um sase of smm-,. pn_uvu,[ :mT—rvmmmn permits Hmit umm,: and is wym to Io-m moaopoiy
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FIGURE 3
Before Tax Profits (as %8 of Operating Revenve} of CP Air and Esstern Provincial, Pre and Post
Acquisition®3

In operatioral tere the mergers have meeuled in 4 dvopoly sitvation on most major tomes with
Wardadr gradusdly building up a3 a thind force. The evidence from the U.8.4. is that the
existence of actual competition on & youte tends to be preferable to the wesker foices of the

&

existence Of only potential competition. These findings sugeest, howewer, that competition
limnited 10 two carrers (or tree where Wardair is sctive) is still not a strong force for low fares®
The dvopoly in this csse, however, has been reinforced hj,f the sctons of the adlines involved

and this mey well redvce the hevefite of aotal ‘competition' compared with the 178 exnerience.

4ai ' W ¥
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Ajrport capacity problems in Canada, with the merginal exception of Tomonto's L.B. Pearson
AIrpoit, are not zevere.  There are, however, peshs in demand and ziot allocation can be

xm'm:rau'r atthess tnes. Inall cazes ere siz Iohedule Co-ordinating Comnitiees consisting

repregentatives of the main vsers and these allocate slote.  Monmally, either Afr Canada or

Canadian Alrlines Inermational take a "zwong leadership” positon in these Comininessds. Thers
12 thuz eope for mowmbents 10 it the awadlabilite of prme tke-offflanding sl o potential

B3 Deriwed from duts in Jorlen, 1982, op o

2% B Monison and . th-.un [Em;in‘» o] 1m Ih: a10Ls and tests of the comtestadility Jypothesis', JBwne o
Lo zud Seogemas, 30, po 33—‘35. 5N, f“r imstamee found that the exdstense of 52 aetwd i compeiitor was
three time more nnﬂ.-'enul in inflvencing a sarviers behaviow tham cates wers free entny wos possidle but not

Ilnl_,'s b-_\un}ﬁml T (1 I{[@nllt f ﬁ_}lmt l‘v!vg‘ﬂhvlp_-]'_ 1?) uffgt‘[# an 15_)“#'\11’-[\ [ 1u‘lf 4]
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Lot anf Eion PR A, 2 29, m.1 "Q lﬂﬁﬁ] found that maseste with five ar more
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Equally, the major airlines often h‘i'"'E' f-mcx'vd ‘grandfather’ rizhte o pafticolaily fawourable
feriinal Zakes oF even (83 &t Yancouy ! Inerpationgd Apo) 0 allocate gates. Agsin, entnts
are confronted with the prospect of Imnmg difficulty in zaining the vse of adequate and suitable
gates. Finslly, the dominent aivline &t & wrminal vsvally provides ground facilities (fueling,
baggagze handling, aircraft maintenance, etc.) and zells these services o other users and there is
the potential for a high price to he extracted.

The airlines have also attempted o protect thelr individval markets by vee of frequent flver
programmes designed 1o push up the cost of entry for new rivals and protect market share from
encroschments.-by-rival incumbents.. These prograymimes, which were started by American
Airlines in the U.5.A., offer bonus flights or up-gradings on flights after traveling with an airline
for certein 7nileages. Frequnent flver progremmes instil brend lovelty in customers bt 4o ativact
them in the first place it is necessary to have a good network over which collectors can use their
coupons and 0 have the esowces 1 fund the adidndistration of the scheme®®. The Canadian
programmes began in 1987 but now virtually all airlines operate one sither in their owna right or,
on payment of a fae, as a member of one of the majors' schemes.

- Linked with this has been the incresse in designator code shaxing which both helps to pmtect the

tlow of feed taffic 10 the majors and at the seme tWie tes the smaller airdines to them®?. &z
yientioned shove this gives a major advanteges on the demand side without the managerial
difficnlties of conimlling a heavily diversified airline. It dces mean, howewer, that potntal
rntrant? age confronted with incwnbents which can offer & wide network of servicas. Building
up theeshold levels of traffic is difficult in these cases for potential entrants and the option is often
10 engage In designation code sharing with an incumbent. This will normsal involve a pazment of
a subscription fee which must eventislly be paszed o in hizher fares,

YWidle these practices are adopid in wany covnwiss by ailines o protct fhelr individual
positions, in Canada &dr Canada and Canadian Airlines International hase | in addition, combingd

ina fashion which aprears o offer mputal proeciion of their -i'-._op::d}-'. Thev iniged In 1557 1
e3tablish a 2ingle compiter redarvation Syatem.  The vwast majodny of air tickew (anie 3095 ane
2 oIn Caneds wod wost of these avenis madis u3e of compuwieiizsd

. The airlines actmally o the 2vetem and the syents suberdhe. The svetemns

simpler and alloww the sdifines to fine nme 2 CRUEACIe? | &

65 fuller diceussion of their im portanse in sviation i eontained in Lovine, 1298, op o2
¢ For a thorough diseyssion of ihe m;-nc«uons for ¢on? shaping, albeit based on the 118, sitwation, see %,
Coter and DE Pilsll, 'Code sharing. joilmt fares, aml competition in the reriomal airline indwstiv,
Teanvpcetatson Kauard 224 pp 405417 1983,
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are taken vp. They are open, however, 0 abuse in ssveral ways®® For instancs
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explicitlly, the s¥stem can present information in such a way¥ that the parent aixline's services ape
favonred . Implicitdy, the parent ajrljn»- can glean Information on the demands for dvals’ 2ervices
which are being booked throvgh the swatem. There are also "halo' effects which are tather vague
in their nature bt embrace such things as agent lovaity induced by vendor treining programnes,
back-up services , etc.

Alr Carada's 'Reservec' swstem had formerly dominated the masket, with 85% of amtomated
travel agents linked 1o it, while Canadian Abvlines International's 'Fegasus' had 15%. Many
Canadian Airlines International tickets, therefore, were sold through Air Canada’z system g"-.-'ing

e later sdvantages in information collection but adso the Reservec system was bias againat

Canadisn Airlines Interrational's services in the sense that its informaton on the latter's flights
was 45 hours old.

When in 1967 the twn airlines combined their systems they formed 'Gemind' which i5 now usad
by about 2098 of agents. The remaining 1095 share is dominated by American Airline's ' Sabre’
svstem which is used by a number of large trasrel agents, especially thosze with substantive trans

|...

bopder affic. Because Gemind does not provide Jabre with with details of Air Canada's an
Canadian Adrlines International's last mivmte 2eqt availability maiy travel azents mmat subaciibe o
both systerns. Rather perversely, American Airdines, while in conflict with Air Canada gver this

matter, is cooperating with the Canadian airline in terms of developing Interlining conmectiors at

the new terminal being completed at L.B. Pearson Airport.

The merging activally ook place despite the fact that the Canadian Foveronent hed implicity
azsumed W0 COMPEIIng COMpYer reservation systems would remain when accepting the creation
of Cangdion Aflines Internafionad. In the sarly paxt of 1988, hesrings wrere galled hedore the

federal Competition Tribunal, indtiated by the Director of Investizations snd Resesmch of the

Department of Conznmer Protection and Corporate Affaics wwho s seeking 1o dizznlee the Gewand
aysienn.

Franialr was offered the chancs w join the Gemind system bt declined, noasibly becanze of

b

wndsvorabls woms. lnsksd 113 & pacticipating cander’ in te svatern and A DSsted cauniai in ©

Aravican dvatern One of the Texse Aw Corpomafion. Thos puwr e ope
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compenitve disadvanigs in the market foy scheduied services.

5% For a detailed azalysis see, US. Depatment of Transpotation, SPmir of <0 Compuer Suusretin
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The mnportkoce of conwolling computer reservaton systens 15, therefore, not simply that they

rovide an important source of revenue 1 the wendor - it is anticipated fo.r example, that Gemini

=]

will generate about $150 million per °mnm In revenue i i3 parent compandss - but that theiz is
the opportunity for protecting the '-rem.ul nperations from macket entry or froxn the full dzours

of competiion of incumbent carders. Even where, as in the Canedian case, messures are
aﬂapted 10 remove the mostobvious forms of bias that can be incorporated in s swstem, there still
refain the 'haln' effects which, it hes been 2ugzested, can be quite substamtal  The
computerized reservaton system vendors themselves in the U.S. &, estimated that in 1986 soime
1565 of airline yvevenue from the American Ajrlines' Sabre svstem was due to the halo effect and
9.1% of Texas Air's System One, although subsequent calculations, based on a modified

.definition, by the Department of Traneportation suggest:the figures are respectively, 39.99%% and

12.198999

6 After the National Transportation Act

Evaluation of the long ®mm effects of the 1985 deregulation of the domestic Clanadian marke?
must be speculative at ﬂn., esaly staze’™®.  Some indication of fhe types of change which have
t&k::-n' place in the first six months of liberalization are 1o be seen in Tebles 3 and 4. In the twelve
months up to mid-May 1983, Canadian carrders increased their total number of departures by
24% while he number of seats offered msze by only 12.15% reflerting a continued shift tovards
siiadiey afrcraft.

(f

Thiz is & sinular pamzm to that experienced in the U.5. A, where, after an initial adjustment

period, operators zed on Iaproving the freguency of zervices and on providing adequate

feeder services - all of which required fleets of simadler sireraft. Part of the improved service

=

quality in Cansda hes come about Imoreazed concentiation on macksts. Indesd, the das

1 55 in the perjod} | hutadded szervices o some X
all heen taken np by affiliatez. & similay exparcion hes tden place in the 2ervicss offered by

X _Ta

| adr Carsdati.
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The nabtwe and role of the affiliates hewe also develop somewhat durdng fhis tie, medndy in
anticipation of dersgulation rather than following it In seweral cases, affiliates are former
independants which have, In sarons waye, b heen hrovght nnder the wiahiella of & mwdor cander 1o
meet the needs of the evolving market - hence the shaup decline observed in the tables of the
independents’ share of both departines and seats offered. Additionally, many of the affiliates are
acquiring small jets and expanding into longer-hanl rontes, especially those formerlv served by
majors using turbo-prop equiprnent. The affiliates have also significanty increased the trans-
border services offered, both in terms of their capacity and the routes served. These tvpes of
change should ail be seen in the light of developments by the major cariers and are effectively
complements 0 them.

(K]

airiey Domestic { South) Domestic {Horh) Tranzhozder Internationad

1358 %change| 1933 % change| 1983 % change| 19G3 % change

o S T on S X oon

Alr Canada 2342 -1.1 10 0.0 246 -2.0 = -
Affiligtes 2143 32.9 631 323 154 10z.2 0 H
Tomf) SRS F G SrE) - S SEF = £,
Canadisn 2438 4.8 363 5.5 63 9.3 46 24
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Tomll LR N B &t i f42 ey S &

rardair 230 113.0 0 HA 0 Na 39 1ig
Independents 3337 -14.7 1050 -11.5 &3 -24.1 7 va
Towl 25955 227 4584 £9.7 1227 2.0 278 z

Hrhts per Week Compared with Second

The fonmar charter atvlin %, Wardaiy has o

{where I has Incressed 1z share of achaduled zea

ppdlv. The siilfiielas engagsd I 3 1

of $1 il oi 10 expaid 113 fleet Tomm 15 aweradt (1D was T oin 1957 o 5O adwradt o

Als0 proposing to initate linovatve fave achemes {the Wandadr Premder Pass 20 UU} fro regniar
tsiness tavellers on frans-Atantic servicez. In the domestic market the expangion has been
72 From Table 34 of 4ruon Sy Komin Somad (uvter J988 op ot
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either in the form of enhanced frequency in merkeis alvesdw served or entry into markets whese it

has o compete directly with both Air Canada and Canadian Adirlines International.

Cariier Domestic {South) Domestic (North) Transbordex Internationad

&dr Canada 297653 -1

1988 $ochange| 1988 % change| 1958 ¢S change| 1938 % change
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e TABLE 4
Second Quarter 1988 Changes in Total Scheduled Departing Seat per Week Compared with

Second Quarter 198772

7 The Possible Lessons of Cradualism

The changes in Canadian sviation policy, at least in the southem part of the conntry, have created

aderegulated domestic industry altin o that found in post-1978 U.A. 8. and similar to that some

rarties advocate for Evrope™ . There are stll differsnces it the main difference waz in the way

the deregulation was achieved . It was by eraduvalisin.  Whether thiz iz in the Jonger term o be
preferred o the more dramatc shift in U.S. policy i3 not easv 1o assess, after all the Canadian

4 - P 3 o o - g =TT & & 53 Yo - s JEN S e -
fefonns were ehacted with the expedonces of the U 8. A oo guide-lines. Somme genetsl polnis do

fecis of

o emerge and 10 indicate differsnces in hoth the short and long term &f

‘:‘ om

Sradnalism has given the opportmity for the Capadian aidines to adjnat their fleets in a

0 diely Ileels I

s¥zematc fashion rather than be confmnted with the types of shortage of suitabie aimraft which

Lracd
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many U5, altines enconptersd after 1973, The hub-and-spoke style of operations which hawe

rzed a3 the mest efficient form of providing awiation services necessitated a chenge from the
wride-bodied jets helng vsed on the linesr rowing stoachie:s which the Civil --..x:lOuddﬁEJ Doand
had imposed on the reguisted U. 3. industry. Many airdines {e.g. Braniff) misjudg ged this and met
with difficulties in keeping their costs down. Others had serions problems acquiring suffiecient
narrow bodied jetz 10 their operate hub-and-spoke style operations efficiently. The mergers and
changes in Canada, in contrast have been exploited o fres arcraft to meet the needs of a
gradually liberalized mmarket with puichases of additionsl equipment used o complement the
process?™s,

e Ry by girlines- hawe-enconiteed -fivancisl -problems - the-distdbution of that impact has differed

betwreen the deregulated U. 8. carxers and those operating under Cansda's gradvalist approsch.
Ezzentiall?, the U. 3. airlives have either declared hankruptoy and passed the incidencs of the
failure onto share holders or forced concessions from workers who consequently bear the
burden. In Canada thers has sither been direct subs idization of siling cacders (witness the
Quehecair case) or they have been taken over 10 be strpped of their profitable services {(e.g.
Eastern Provinciel in 1984). The tex-paver or oir traveller, therefore, hears the cost?®. The
desirability of the options is a normative judzement but certainly the ‘impacts of the w0 policies
differ. ‘
It haz been augqeswd that one of the main henefits of deregulation in the U.8 A was the entry of
w carrers into dwe market. These hawe provided innovased services {e.2. the low cost, no-fill
services of Scuthwest, People Exniess, ete) and have stiimmlated esponse from the ncumhent
carfiers. InCanada there hias heen no such entry”” . The incwnbent carrers have modified their
activities in response 1o the reforms bt it is difficult 10 speculate what the outcome maxw have

beEn with & igndficant new entrant 10 the maret. Wardalr In some ways represents a scheduled

.
A
=
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¥

7y caiviers, alhedt from & base of established chavter opersdonz, aod |, If its actions are indicat

a2l

...

of e mnpact a mew carrier would have exercised on the market, the baplications are of &
conservative kind. Rather then initiete new domestic types of operations, Wardadr has began to

ar? ke the tero majorz, and o pwrchese aircraft to operate similar tvpes of servicez. It haz

hormrerey, a2 mentioned ahosve, been more fnowatve i tereional operations.
FE Sn the wiridenge vited fom the Conadiae Aiviines Intermational sase oited In Gillen Stembany smd Trathewsy
1388, wped 125,
% Forz more detailed argument along these lines see, Jordan, 1936, oo o8
7 jt has been amue»i that even with suiden megulstory miotms ondy a r»m;c i 'mmcm.r it opamed for newr
crvents Whisk I soom slosed botk by the response of navmbents and the servi 1y th;e LR -
o Ty Saveny Sum L8

IL.S. Pwnes, L rxwuz:vmw .-wtff i Dy Asyrnded wad Durey a.a‘e;‘
rner{Heath 1 L"""'”YGM, Toromo], 1985, Lo effect ths window was ept olo
Ll time to adjust to the evolving na.;ul.ax-.nn,.r DALTS T
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New entrants have also been instroenial in nnderonting the foundations of meny existing high

cost practices in the U 2475 Labour agreemerts, in particular, were circwrivented by new
cartiers after 1570 and have acted 10 resiict te power of vidons In the post devezulation phase.
There has, therefore, been lese subsequent disruption v seriously affect customers.7¥.  IMany of
the new U.8. airlines, for example, were not unionized. In many cases the incuinbents have
rezponded by negotiating pay cuts, taking on part fime labowr or, following American Airlines
example from 1982, have entered Into %70 Her pay sgresments (i.e. the adoption of ovwer pay
scades for new emplovees) all in order 1o reduce costs v compete. In some cases, such a3 Pan
Am, the vnions have negotiated board membership a3 & gudf-p-aq The simation in Cansda
during the move o deregulation has been less clear-cut The Canadian aviation Industry is

- heavily unichized and-in~Die pericd 1979-1985 wwhile ik “numbver of suikes per ammwin f=1

compared © the perod 1975-1978, they were of considerably longer duration {ie. 64.9 davs
compared with 19 53 Whether air wravellers have benefitted i, therefore, teally a question of
judzement.

What does all this tell us about the success of the Canadian approach to deregulation of domestc
aviaton?

Certaindy it would appesr that some of the innovative enerzies which turst foirth after the 1.8
reforms of 1978 are missing but’ilﬁs may not be a serious Limcism. The U 3. aviation iIu.‘hBtf_’:?
hed no one to mimic when it was deregulated sad was, in effect, forced 10 experiment.  Equally,
there was really litde point in a more gradnaiist “-ztspro’ﬂ:h than thai it adopted - it would only haws

led 10 a longer pegiod of mneertain adjnatment in 1.3, swiation markets. Tn @ gepse, theiefors

Canadian domestic aviation benefited from the U8, indvsty hearlng the 'Reseaich sl
Deselopment’ cogts of operating in a deregwlation enviromment. Inconsequence, it has been able

o move up e leamning curve guie wepidly and withowd much less of e Irction that was

7
i

s
el

3:':2
¢

-:=‘:*mnr- wed inthe 1

Its remaining prohlems are, however, interestingly, similar to those in the .8 & pamely the
efforis of airlines o extract economic rent through mergers, the nse of compuierized reservation

sweterns, and the deplovment of frequent fliey programmes. Thev s also Toohlems which are

ize conerned with Burgpean avigton policy,

72 . ENperiemee imnlies thet
ad mmnull a anr-lan 1‘3-” , &F ¥& points out the ulht},r uf sirlines to sontime functioning during a strike

improved colsiderably dwing the Lier period, madnly due to generdly Ligh levels of wnemployment, and this
may have stiffened the resolve of mansagement in the indwstrial confliets.



Thexe would zeem, therefore, a caze for supporting the sradualist approach in the context of such
reforms a5 that of the Ewropean aviation industry bt equally, graduskism is no panacea for the

frictions and probleins which e 11'&'-:1'“1&1* going 1o arize a3 drmvuhm:m PIOZYeszes.
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