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Abstract

The upcoming effects of the US EU Open skies ages¢mwill have an impact on the
network structure of carriers operating transattargutes. This paper will focus on the
possible scope of actions within the network strteetof traditional legacy or network
carriers. It will point out the strategic optionsr fnetwork carriers in the context of
increased competition and consolidation with regarthe US EU Open skies agreement.
Network options such as decentralization of hulfitrar increased hub operations will
be examined. In terms of competition and consabdathe role of new business models,
alliances and transatlantic joint ventures willdigcussed. The research is mainly based
on qualitative data retrieved from traditional lgure and professional journals as well

as quantitative data base research.

Introduction

On March 30, 2008 the former system of individuédteral agreements on traffic rights
across the Atlantic was replaced by the new US BEnoskies agreement creating a
transatlantic Open Aviation Area. This first phadehis two-stage deal will mainly give
EU carriers the possibility to fly from any city the EU to any city in the US and vice
versa. According to the study “The Economic Impadtan Open Aviation Area between
the EU and the US” by Booz Allen Hamilton, the satlantic agreement will create

consumer benefits and increase traffic and conipetitThe transatlantic open skies



agreement will generate three million additionadg®ngers this year and 26 million over
the first five years.

This paper will focus on the positioning and scabeactions for traditional European
network carriers in the context of changing reguiaframework, increased competition,
and emerging consolidation. The regulatory chanige$’hase | of the open skies
agreement will light the possible network optioms tarriers operating transatlantic
services. The initial classification and transattam@market positioning with the main
European airlines clarifies their current and pmstn skies network strategies. From this
point of view the future scope of actions with oéies and European consolidation will
be examined. Moreover this paper will shade lighttloe role of new business models,
transatlantic joint-ventures and alliances in tbetext of increased competition.

We can conclude from this research that the rigrdaated for European carriers will only
be used to a limited scope due to lacking econowiiesale, scope and density which
this network options provide. The major changesl wicur at London Heathrow
affecting British Airways as the main actor. Moreovhe transatlantic liberalization and
following consolidation will definitely force oligaolistic market structures. Nevertheless
ownership and control regulations must change fee flow of labor and capital to

reduce airline inefficiencies.

Regulatory Changes in Phase |
According to the European Commission (EC), DireatiiGeneral Energy and Transport

the changes in the open skies deal in the firgestae as follows:

Market Access:

- US accepts Community air carrier concept

- Unlimited third/fourth and fifth freedom rights

- Seventh freedom rights: Unlimited all-cargo rglibr EU airlines, but no additional
rights for US airlines; limited passenger rights EtJ airlines, no rights for US airlines

- Free pricing, except US carriers cannot pricetlea intra-EU routes

Booz Allen Hamilton, The Economic Impacts of an @pwiation Area between the EU and the US, page
228
2 EC Presentation: EU/US First Stage Air Transpate®ment



- Unlimited code sharing

- Franchising and branding opportunities

- New opportunities for EU airlines to provide aaft with crew (wet-lease) to US
airlines on international routes

- Access for EU airlines to certain Fly Americaffia

- EU airlines qualify for antitrust immunity

Ownership and Control:

- US airlines: Guarantees concerning permissibtegmeage ownership by EU nationals,
including possibility to exceed 50% of total equity

- Guarantee of fair and expeditious consideratidn transactions involving EU
investment in US airlines

- EU airlines: Right to limit US investments in Edirlines reciprocally to 25% voting
equity

- Acceptance by US of any EU airline owned or coligd by EU or ECAA citizens

- 3rd country airlines: Unilateral acceptance by &FU ownership and control of any
airline in the EEA, ECAA, and 18 African countries

- Joint Committee role in matters concerning owhigraind control

16 EU member states already enjoyed open skies thigh US® Countries now
additionally covered by Open skies are: UK, Spaieland, Bulgaria, Cyprus, Estonia,
Greece, Hungary, Latvia and Lithuania. Norway, 3witand and Iceland though no
members of the EU were already covered with the/E&T service agreement (ASA).
The paper will exclusively focus on passenger itaffith respect to network related
topics as well as ownership and control issuesctifig consolidation and market
concentration. Due to the limited focus cargo amdgrator business will be neglected. In
addition this paper will rather concentrate on BPeen network carriers instead of

American carriers.

3 Air Transport World, March 2008, page 5
* Booz Allen Hamilton, The Economic Impacts of aneBpviation Area between the EU and the US,,
page 10



Classification of European network carriers
European network or legacy carriers can be defimedormer or still partially state
owned flag carriers which significantly focused b and spoke operations in the post-
deregulated European airline industryfthe way these airlines developed strongly
depends on factors such as geographical locatimmoaties, the size and purchase parity
of their home markets, the proportion of connectiradfic attracted partly by means of
governmental policies (bilateral regimes) or gedajall factors and opportunities created
by trade and migratioh.Distinct classification is therefore only possitite a limited
scope. However these factors are decisive for dut@twork strategies in the context of
the changing regulatory framework with open skies.estimate the impacts of the US
EU open skies agreement on future network structum@ the scope of actions that
airlines can make use of, the top 10 Europeamaslin terms of transatlantic traffic will
be classified according to the following factors:

- Regulatory change of the traffic agreement wittpees to the carrier's home

country
- Market size and potential of home markets
- Transatlantic market share based on frequenciessaat capacity (OAG

Data) and transatlantic stake of revenue-tonnaviekers (RTK)

Regulatory change of the traffic agreement witlpees to the carrier’'s home country:
Airlines from countries additionally covered by tbpen skies will be mostly affected.
The country primarily concerned is the UK. Spainl dreland are also concerned on a
medium level. Other countries which recently weowvered under open skies can be
neglected due to their smaller market economies thagt minor or lacking stake in
transatlantic operations. For the UK the carriecsthy affected are British Airways and
Virgin Atlantic as these were initially covered by Bermuda Il air service agreement
(ASA). This ASA granted extraordinary profitableaffic rights to the US for four
carriers from London Heathrow (LHR). British Airngand Virgin Atlantic as the UK

carriers and American Airlines and United Airlinas US carriers were allowed to

® Williams G., The Airline Industry and the ImpaxftDeregulation, page 114
® Staniland M., Open skies - fewer planes?



operate services from LHR to the US and vice vér$ais 30 year old agreement made
it possible for British Airways to gain around 708bits profits on the North Atlantit.
Moreover Bmi is affected as the third airline faetUK. Although having a major stake
in highly valuable LHR slots (Bmi's stake: 11.83%Bmi was up to now not allowed to
operate transatlantic flights from LHR. In the e®xitof intra-European consolidation the
role of Bmi will be later examined.

For Spain, Iberia as the former flag carrier wid boncerned. Iberia was up to now
restricted concerning services over the North AitaThe former agreement limited the
Spanish carrier to only three US gateways (New Y&HK, Chicago O’Hare ORD,
Miami MIA). *°

Aer Lingus is affected as it was for a long timaited on full transatlantic traffic rights.
They were forced under the old agreement to roexersl flights via Shannon and were
restricted to the following US gateways: JFK, BostBOS), ORD, Los Angeles
(LAX). ™ Due to its cultural bounds and near distance ¢oUS, Aer Lingus possesses
significant geographical location economies. Whike announcement of the open skies
agreement in 2007, Aer Lingus launched new routedVMashington Dulles (IAD),
Orlando (MCO) and San Francisco (SEO®).

These carriers were either restricted in free ntaakeess or protected from competition.
Therefore it can be assumed that their necessdypaessure to act is higher than with
carriers whose countries already operated undexirly fiberal ASA with the US. In
particular the abolishment of Bermuda Il on LHR Iwilfluence British Airways and

Virgin Atlantic in their strategic decision on tiatlantic networks.

" williams G., Airline Competition: DeregulationMixed Legacy, page 150

8 Calder S., Would transatlantic ‘open skies' bedgfor UK airlines and, The Independent
° Airline Business, April 2008, page 30

10 Airline Business, May 2007, page 28

1 Ajr Transport World, March 2008, page 30

12 Ajrline Business, April 2008, page 60



Market size and potential of home markets:

Examining European network carriers there are ggmt differences concerning the
home market size. In 2005 the top five Europeamtas (UK, Germany, France, Italy
and Netherlands) accounted for 82% (80% in 206f0}he complete traffic between
Europe and the U¥.The following table shows the top 10 European toemin terms
of total population and transatlantic passengeh& drder is descending from most to
least transatlantic passengers. In the last colwenderive the factor transatlantic
passenger per inhabitant to measure the importahservices to the US for the given

market economy.

Transatlantic Transatlantic
Country Population ** Passengers® Passengers per
(thousands) (thousands) Inhabitant

UK 60,776 18,158 0.30
Germany 82,401 8,490 0.10
France 64,057 6,358 0.09
Netherlands 16,570 4,659 0.29
Italy 58,147 2,635 0.05
Ireland 4,109 1,842 0.45
Spain 40,448 1,722 0.04
Switzerland 7,554 1,431 0.19
Belgium 10,392 753 0.07
Denmark 5,468 623 0.11

Source: CIA World Factbook, Booz Allen Hamilton

The amount of transatlantic passengers per inh@hbsignificantly differs from country
to country. It can be assumed that countries witigh value play a more significant role
in transatlantic traffic than countries with a lowealue taking into account their actual
size. Their market size (transatlantic passengass)well as their market potential
(transatlantic passengers per inhabitant) clarifesr initial stand point for open skies.
Hence the carriers from the countries with a largarket size and a higher value have a

13 Booz Allen Hamilton, The Economic Impacts of aneBfAviation Area between the EU and the US,
page 20

14 CIA World Factbook

5 Booz Allen Hamilton, The Economic Impacts of aneBfAviation Area between the EU and the US,
page 22



stronger pressure to act under the new transatlémgi@ty. Concerning market size the
UK, Germany, France, the Netherlands and Italy banseen as the most important
countries for transatlantic services. Concerningketapotential countries in a value
range of 0.45 to 0.15 are chosen: Ireland, the tb& Netherlands and Switzerland.

Transatlantic market share based on frequencies seat capacity (OAG data) and

transatlantic stake of revenue tonne-kilometersKRT

In order to derive a suitable classification of &ean network carriers the transatlantic
market share based on frequencies and seat capaeiti be analyzed. Therefore the top
10 European airlines will be considered. The fregyeand capacity shares in the table
below are calculated on a cumulated basis includihgarriers (also US carriers and fifth

freedom carriers).

The top 6 American carriers (Delta, Continental, ekitan, United, Northwest, US

Airways) have a cumulated frequency share of 48%redis the Top 10 European

Carriers account for 42%.

Carrier Frequency Share Capacity Share Transatlantic
April 2008° April 2008’ RTK share'®
British Airways 10.7% 11.6% 39.7%
Lufthansa 8.8% 10.1% 31.2%
Air France 5.1% 5.6% 23.1%
Virgin Atlantic 4.6% 6.6% 57.2%
KLM 2.9% 2.9% 19.7%
Aer Lingus 2.3% 2.7% 42 20419
Swiss 2.1% 1.5% 32.2%
Alitalia 1.8% 1.8% 25.5%
SAS 1.6% 1.6% 26.5%

Source: Air Transport World, March 2008, page 28RBA Yearbook; Aer Lingus

16 Air Transport World, March 2008, page 28

7 Air Transport World, March 2008, page 29

'8 AEA Yearbook 2007

19 http://www.aerlingus.com/Corporate/Results_ Prestent.pdf



British Airways, Lufthansa, Air France — KLM and igin Atlantic account for 76% of
the frequencies offered by European carriers. Aegus as a smaller carrier was able to
build up frequencies for the start of open skiesl @md of March 2008. Consequently
British Airways, Lufthansa and Air France - KLM diee clear leading European airlines
in terms of frequencies provided over the Atlantic.

Regarding the seat capacity the top 6 US airlimesunt for 44% of the total capacity
whereas the top 10 European airlines amount 46%istBrAirways, Lufthansa, Air
France — KLM and Virgin Atlantic with 79% of thet&d European seats on the market
are the main capacity providers on routes to the\WWBereas US carriers are leading in
terms of frequencies, European airlines tend telealarger proportion of capacity.

Virgin Atlantic, Aer Lingus and British Airways wbin derive a main part of their
revenues from the North Atlantic are mainly coneerrin the context of RTKs. As they
derive a major income factor from transatlantic raiens these carriers have a vital
interest in securing their historic and potentiatufe market share over the North
Atlantic. Especially Virgin Atlantic which producesore than half its RTKs on routes to
the US will be seriously affected by open skies.

The main affected carriers are British Airways, thahsa, Air France — KLM, Virgin
Atlantic and Aer Lingus. To a certain extent we camsider Iberia as another affected
carrier. By means of this classification Britishr&ays, Air France — KLM and Lufthansa
can be called ®l tier carriers as they play an active role andrtmearket power is
predominant in the European airline industry. \irditlantic, SAS, Swiss, Aer Lingus,
Iberia, Alitalia, Austrian, Lot, Tap or Finnair cére seen as"2or even 3 tier carriers as

they are lacking sufficient economies of scalepscand density for a long-term survival.

Initial market positioning with respect to transatlantic network strategies

From the classification of Europe’s full servicetwmerk carriers the initial market

positioning with respect to transatlantic networkategies will be revealed. The
following chapter will focus on the most affecteddapredominant European carriers:
British Airways, Air France — KLM, Lufthansa, VingiAtlantic, Aer Lingus and Iberia.

Aer Lingus in the last years oriented itself aldhg domestic competitor Ryanair and

even introduced one-way fares on long-haul flighitsey are seen differentiated from the



other carriers as it promotes itself as the tradastt price leader. Virgin Atlantic as a
pure long haul carrier leaves out short haul cotmedraffic and mainly fills its capacity
from the vast and valuable London catchment areamFa geographical point of view
one can recognize that the home countries of carsiech as Iberia and Aer Lingus are
not capable to locate a hub for intra-Europeansirarsal connection flights. Iberia
therefore and mainly due to its cultural boundscemtrated on connection routes to
Latin America. Aer Lingus whose hub Dublin is aleot appropriately located for
transversal intra-European connection flights fedusn the connection of continental-
European passengers to the US creating certairoetes of scale. British Airways as
the major European capacity provider over the Aitafor decades benefited from
Bermuda Il. In contrast to its main European rivAais France — KLM and Lufthansa,
British Airways is not so heavily dependent on aeetmg traffic to feed its transatlantic
services due to the extraordinary London catchnsat. Apart from that, London
Heathrow, Europe’s number one gateway to the UShrenically congested and its
lacking hub and spoke structure makes competitvanecting traffic almost impossible.
In contrast to other hubs LHR can be defined asimoous hub as there is no clear cut
bank structure. Also London Gatwick (LGW) is inappriate for hub and spoke
operations due to the lack of runway capacity amaway layout. British Airways
consequently does not offer so many transfer cdromecas for example Air France —
KLM or Lufthansa. KLM faces the dilemma of beinghm for the Netherlands and to
small for Europé® Due to the small home market KLM was always depandn
international connections and hence strongly foduse transfer traffic. Moreover the
Netherlands’ geographical location and liberal Usro skies policy ideally supported
KLM concerning US hub connection traffic. Hence KUMcame a precursor with the
KLM — Northwest partnership in 1992. Air Francemgar to British Airways, has the
advantage of a huge metropolitan area generatibgtantial local demand at Paris.
Additionally Air France developed a highly effictehub and spoke structure at CDG
exploiting excellent economies of scale, scopedertsity. Due to the decentralization of

Germany Lufthansa strongly focuses on its hubs Kuanand Munich. Lufthansa is

20 Burghouwt G., Airline Network Development in Euegnd its Implications for Airport Planning, page
107



today amongst the leading European carriers péigause of Germany's excellent
geographical location for serving intra-Europeasnswversal routes. Frankfurt benefits
from aircraft size effects but on the other hanffess from lack of capacity. Munich’s

geographically disadvantaged position concernirapdatiantic connection flights is
balanced with excellent connecting times and highvise quality. The double hub

strategy paired with a high density of frequen@eaabled LH an excellent competitive
positioning among other carriers in Europe.

The following table shows the number of transaitamtestinations for each carrier
concerned. Moreover the average number of freqaenmér transatlantic destination is
shown. In terms of total destinations and averagguencies British Airways and

Lufthansa are clear leaders.

Carrier # of transatlantic destinations™ # of frequencies per
transatlantic destination

British Airways 24 2.464
Lufthansa 18 2.022
Air France 13 1.538
KLM 11 1.312
Virgin Atlantic 10 1.743
Aer Lingus 7 1.102
Iberia 4 1.286

Source: OAG Data
KLM and Air France together offer 15 destinationghvan average frequency of 2.3 per

transatlantic destination. One can assume thae tfoes carriers might have the biggest
influence in the context of US EU open skies. ka plost-deregulated industry Lufthansa,
Air France and KLM managed to build up economiessadle, scope and density by
channeling the majority of transatlantic passengiemsugh their hubs and by reducing
competition by means of alliances and fortress hBhboisish Airways and Virgin which
were long protected under the Bermuda Il agreemdhtoe affected but nevertheless
have built up substantial market shares. Moreokiey thave the essential resource of

LHR slots which will finally decide whether markatcess is possible or not.

21 OAG Data
22 OAG Data
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The following table shows the slot share of Eurep@p hubs with the biggest 3 slot

owners?®
Hub Carrier 1 Carrier 2 Carrier 3
London LHR British Airways 41.4% Bmi 11.3% Lufthansa 4.3%
Paris CDG Air France 41.8% Lufthansa 4.7% CityJet 3.9%
Frankfurt Lufthansa 57.8 Condor 2.3% Austrian 2.2%
Amsterdam Schiphol KLM 45.2% Transavia 8.2% Martinair 3.2

Source: Airline Business, October 2007, page 72-74

The major European carriers built up anticompatifpositions in securing the majority
of slots at their home airport. Special interesiudti be given to the fact that Lufthansa
also ranks on foreign hubs among the leading cardencerning slot share. This might
be a competitive advantage in the context of of@ssand the possibility of"7freedom
flights for European carriers.

With respect to open skies one can assume thattelespransatlantic liberalization
market access is limited as the top European hubdaging under-capacity on slots.
Especially LHR where about 99% of all slots aredused which is one of the core
targets in the recent development of open skidsnatlbe able to provide sufficient slots
for new (American) entrants.

Competition under Open skies: Nothing but a LondorHeathrow gold rush?

So far competition was most harmed in the inteEdl market and in the transatlantic
market. The increased competition will lead to Higant cost reductions and the
replacement of less efficient firms by more effitidirms. This will lead to price
decreases stimulating demand and creating consberefits. With free access into
London Heathrow a long-lasted regulatory constriald and clears the way for enlarged
competition over the Atlantic.

The transatlantic market is currently served bya#bnes comprising 26 EU airlines, 8

from the US and 11 othef'Sreedom carrieré’Since 2003 capacity has increased almost

Z pirline Business, October 2007, page 72-74
2 ATW March 2008, page 25
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40% on transatlantic routé%. This raises the question whether there is realck of
competition on the transatlantic market. MoreoweAeerican network carriers rush into
London Heathrow, one might ask the question whetisris just a London Heathrow
open skies. Considering the increase of trafficdemmer 2008, European airlines did
not expand as fast as their American counterpémserican carriers expanded their
transatlantic operations by 7.9% (available sdanieters) while European airlines only
grew 3.7%2° Concerning routes from London to the US traffiewr8.5% from summer
2007 to summer 2008.

Looking at an Open Aviation Area we must not fortje¢ aviation background of the
airline regimes on both sides of the Atlantic. Wdzex the big four EU airlines (British
Airways, Air France, Lufthansa, KLM) gain the majgrof revenues on intercontinental
long haul operations, American carriers’ home mirkaccount for roughly 70%.
Consequently, according to Doganis, US based camlie have a competitive advantage
over EU airlines as they were able to become vamyel and were able to build up scale
on their large protected domestic markeEuropean carriers are more dependent on
intercontinental revenues than American carriersl amght therefore be stronger
affected.

With open skies American carriers are allowed tovesdntra-European "5 freedom
routes. For European airlines the access to thel@slomestic market is still forbidden.
These facts raise the question whether EU airlaresdisadvantaged in phase | of open
skies development. Europeaff 2nd 3 tiers such as Iberia, Alitalia, SAS, Lot, Finnair
or Austrian will be seriously affected as they &eking the economies of scale and
density such as the American network carriers amoge’s f' tiers provide.

The effects that take place in the course of op@ssare at the moment very limited to
London Heathrow. British Airways and Virgin Atlaatwhich from the European side
were protected under Bermuda Il will now face sgsicompetition on the London — US

routes. So far three American carriers and Air Eeamgained access into London

% Airline Business, April 2008, page 58

% Ajrline Business, April 2008, page 62

27 Airline Business, April 2008, page 62

Z williams G., The Aviation Industry and the Impadtderegulation, page 115
29 Doganis R., The Airline Business'™ &dition, page 58
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Heathrow for US routes. Most of the new operatiaresshifted from London Gatwick to

London Heathrow.

Consolidation with regards to Open skies: On the wato an oligopolistic market?
Following the deregulation in the US after 1978lyasix full service network carriers
were existent. After a time of deregulation, tharfdation of new airlines, competition,
bankruptcies, takeovers and consolidation lessecanwere left than in a pre-deregulated
industry. In the aftermath of the 9-11 terroritaeks and the following bankruptcy of
Sabena and Swissair it became clear that the Eamopdrline industry is facing
overcapacity and has a need for cross border adatioh. As a consequence in 2004,
KLM which was (is) definitely a ' tier carrier was bought by Air France creating the
biggest airline worldwide in terms of reveniléOne year later Lufthansa acquired Swiss
in order to strengthen its position in central BpgoLufthansa’s wait-and-see strategy
might be surprising. The German carrier has aagibn on 50% of Sir Michael Bishop’
Bmi stake and SAS is willing to sell its 20% stakeBmi.>* With one eye on the open
skies agreement Air France — KLM and Lufthansa hadinterest in ailing Alitalia.
Additionally British Airways extended its sharelberia to 13.15% to gain further access
into the Latin American markét. Therefore it is anticipated that the Europe&hadd
3" tier carriers will in the long run not have thespibility to build up economies of
scale, scope and density in order to cope wittbthehree ¥ tiers British Airways, Air
France — KLM and Lufthansa. On the other hand it ba assumed that the 1st tiers
which have a major active part in mergers see dmamn as a risk mitigating action
which enlarges synergies and size effects. Air égan KLM and Lufthansa — Swiss let
their operations and their governance separatedyaal losing traffic rights.

Regarding Phase | of the open skies agreemenhsattantic consolidation still seems to
be far away. European carriers are only alloweadquire a maximum of 25% of an
American airline and US carriers can hold a maximafnf®0% of an European airline.
Hence a real transatlantic consolidation is nosifda. Booz Allen Hamilton postulates

30 |atrou K., Airline choices for the future, page 52
3L Airline Business, April 2008, page 30
32 http://uk.reuters.com/article/businessNews/idUKV@8B 720080319
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two conditions for mergers across the AtlarificEirst the removal of investment
constraints permitting airlines to buy each othad aecond the ability of EU airlines to
operate from any Member State to the US regardiéssheir country of origin
(Community designation). The second point has bealized so far with the approval of
full seventh freedom rights for EU carriers. Oncgefgn investment restrictions are
liberalized, mergers and takeovers will prevail. 3o, alliances have been a very
effective means to make the industry more effigigiten that alliances contribute to
70% of airline synergie¥. The main argument for American officials why nifting the
stake of foreign investment into American carrigrthe CRAF (Civil Reserve Air Fleet)
program. This means that US airlines guaranteetamjliairlift in case of defense
emergency. In case of an abolition of the 25% owsmprrule in US carriers the US
would jeopardize its national security as they waseable to trust in the dependence of
foreign carriers. Otherwise the Brattle group in020undertook a feasibility study
concluding that an OAA between the US and EU waowbd jeopardize CRAF and
national security if EU carriers owning US carriarge to be incorporated like any other
foreign business acting within US domestic commétdenother reason for the US not
to open their airline market for foreign investmenight be the fact that American
network carriers are currently in an economicatfgfie position. In comparison to their
European counterparts they are lacking capitafjtplolity and the significant structural
advantages which strengthened Europé&sidrs in the past years. Whereas in 2000 the
top four leading airlines in terms of revenue wAreerican carriers, the situation shifted
in 2006 with Air France — KLM and Lufthansa Growgmking first in terms of revenue.
This development is mainly caused by high fuel ggicn connection with a weakened
dollar and the EC’s willingness to permit crossdmsrconsolidation among Europe’s flag
carriers®® While intra-European consolidation gradually mof@svard the US industry
only shows small evidence for consolidation dueaftditrust and labor union issues.

Nevertheless as time is running out for antitrustiew by the Bush administration,

33 Booz Allen Hamilton, The Economic Impacts of aneBpviation Area between the EU and the US,
page 172

* Lelieur I., Law and Policy of Substantial Ownepshnd Effective Control of Airlines, page 96

% Brattle Group Report 2002, page 7 - 21

3 Air Transport World, March 2008, page 5
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Northwest — Delta as well as United — Continerdahiched merger talRé However US
Airways and America West, although formally merge@005, so far did not manage to
fully join due to union pressure. In the courseha open skies development Lufthansa is
a precursor with the acquisition of a 19% stake rfivéb300 million) in US based
Jetblue®® The step seems to be quite clever with Jetblurgbai substantial JFK slot
owner and providing a large portion of onward catioms. The outcome of the
American consolidation might disturb the futuretparship between Lufthansa, United
and US Airways. Therefore other business models agc/irgin America or Jetblue gain
increased interest for US EU airline partnerships.

According to the Brattle Group report of 2002 thaimbenefits from a transatlantic
consolidation would be the replacement of lesscieffit firms, the exploitation of size
related economies, pricing synergies, output expassand cross-border flows of capital
and labor® These benefits would create sustainable costieffites resulting in
extraordinary consumer benefits. However if theaing transatlantic liberalization will
lead to an abolition of the constraints on trasdit cross-border ownership and control,
then one might assume the transatlantic airlinestrigt to become more concentrated. As
seen with the US and EU deregulation, the indusiityally de-concentrated with the
foundation of new competitors. After a surge of peitition, bankruptcies, takeovers and
consolidation there was a higher market conceotratihere less carriers were left than
within a pre-deregulated industfyThis reveals the fact of oligopoly markets creatgd
liberalization and following consolidation. Regargithe transatlantic market one can
also observe today a vast concentration amongoihéhtee European airlines (BA, AF-
KL, LH-LX) providing 32% of transatlantic seat cajitg (see table above). Together
with their European and American alliance partrikese carriers dominate 81% of the
total transatlantic capacify. The top two airlines’ (BA’s and LH'’s share togattveith
their alliance partners) has risen from 24% in 18997% in 2007 and they have 65% of

the market between North America and continentaiope* This mainly raises the

37 pirline Business, February 2008, page 14
38 Air Transport World, January 2008, page 5
%9 Brattle Group Report 2002, page V
“0Hanlon P., Global Airlines, page 113

“L Air Transport World, March 2008, page 29
“2 Air Transport World, May 2007, page 5
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guestion whether a transatlantic consolidation $eduunder Phase Il of the open skies
agreement is creating sustainable consumer bemeéfiign the context of an oligopolistic

market.

Network options with open skies: decentralization §. increased hub traffic

With open skies phase |, US and EU carriers aratgdaunlimited 3 and 4" freedom
rights. EU carriers are giver"#reedom rights in order to offer flights from eyeEU
city to the US. Additionally % freedom rights are given to EU carriers for fligheyond
the US. US carriers are grantel freedom rights to serve intra-European routes beyo
their first stop with restrictive pricing regulatis. What are the network options for
European carriers arising from this new regulatoaynework? — European carriers have
either the chance to decentralize their operatfom® their hubs or increase their hub
operations exploiting scale and density econonAaspointed out before, the carriers
mainly concerned, either focus on hub and spokeatipes such as Aer Lingus, Air
France — KLM and Lufthansa or lack sufficient coctimey possibilities within their hub
operations such as British Airways or Virgin AtlentBritish Airways as well as Virgin
Atlantic which are now particularly concerned wilte lift of Bermuda Il announced the
start of all-premium flights from continental Eue the US? This is simply due to the
fact that their home market is under heavy attacktherefore those two carriers have to
react.

Concerning ¥ freedom rights EU carriers have the opportunitydaxentralize their
operations from their hub and spoke systems andd®ase competition on point to
point routes. By offering a direct point to poirdnmection, airlines can gain a more
profitable positioning in the computer reservatgystems and have the possibility to
directly offer their product within the competiterhetwork. As this possibility runs the
risk of lacking connection traffic and economiesdeinsity only two European airlines
considered this option so far. Air France offerdadly London Heathrow — Los Angeles
servicé* and British Airways’ subsidiary OpenSkfésannounced decentralized flights
from continental Europe (CDG, FRA, MAD) to JFK wiimaller capacities. In June

“3 Airline Business, July 2007, page 17
“ Air Transport World, March 2008, page 29
> http://flyopenskies.com/ , retrieved 6 April, 2008
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2008 OpenSkies will start operations with fully depated B757-200s in a 52 business
seats and 30 economy seats configuraticfhe British Airways subsidiary will have a
separate cost structure and separate labor cantmaderlining British Airways’ virtual
airline strategy. Moreover British Airways’ maindrplans to differentiate their product
by adding services from London City Airport to JkKan all-premium A318. This plan
could be interpreted as the first step towards woes benefits in the context of
increased competition and the need for differeiotmat

According to Booz Allen Hamilton, EU carriers wiibt seize the chance of freedom
beyond US right§’ As costs for longer flights and additional stojse dramatically, EU
carriers will prefer connections to alliance orerine partners. The main problem is the
fact that ' freedom services must attract sufficient locaffizao support the economic
feasibility of such operations. This local trafig likely to choose US airlines with a
higher frequency density providing more flexibilityThe similar case applies to US
carriers having the right to perform intra-Europdhghts with the restriction of not
pricing below European competing carriers. Apastrfrthe additional costs arising from
extra operations, these carriers will face tremesdmmpetition.

Airlines will not enter competitor networks in whithe competitor's economies of scale,
scope and density prevail. Network decentralizainotihhe context of open skies might be
successful on routes generating enough volume staisuadditional competition. As
traditional long-haul capacities are too big fantter point to point routes technological

improvements with the B787 Dreamliner or A350 mifgdilitate such services.

6 Schreck A., British Airways introduces upscale 6®kies. Deseret News FindArticles.com. 06 Apr.
2008.

4" Booz Allen Hamilton, The Economic Impacts of aneBAviation Area between the EU and the US,
page 207
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Taking into account the S-cuffeeffect on future hub structures of European cerrime
can estimate frequencies and capacities to grow.S-burve effect can be measured by
taking the capacity or frequency share along tlhe&ig- Along the y-axis the market share
is shown. Airlines competing in a duopoly can gaidisproportional higher market share
to increased output volume (frequency, capacity)an oligopolistic market airlines can
even gain a higher market share with a small irsered their output volume. This effect
can be directly applied to the transatlantic cakeres we can estimate the output volume
to grow.
Hub and spoke operations will predominately pretaitause of the aircraft size effects
and economies of scope and density creating cdsieeties. With the opening of
Heathrow’s Terminal 5 British Airways will have bet connection opportunities to
advance seamless travel. Code-share agreementsinir expand over the Atlantic as
it is the most common way between two airlinesdmbine their services, network sizes
and market power. Code-sharing as well positivefijuences the S-curve effect without
risky investments. Therefore Bmi will place its eodn United flights from LHR. And

Lufthansa will add its codes to UA flights from C}& However code-sharing is not

“8 Joppien M., Strategisches Airline Management, da#e125
9 Air Transport World, March 2008, page 29
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endless, especially with the bigger carriers, bseaof the fact that they run out of

numbers with the four digit flight number system.

Role of new business models, alliances and transattic joint ventures

Open skies sets the course for new business madi@s,ces and joint ventures in a new
era of transatlantic travel. Apart from BA’'s Opemnk airline starting flights from
continental Europe to the US, other business madgjht also benefit from US EU open
skies. Although other all-premium carriers suchPawatAir, Silverjet, Eos or I'’Avion
did not announce any new routes underlying the og@es agreement, these carriers
contribute to extended competition which at the erehtes consumer benefits. On the
other hand these business models face the burdgrecdting small capacity services at a
low frequency out of a competitor's hub with a sigant amount of routes and
frequencies. In general the potential market of¢hearriers is limited to only very few
EU - US markets which makes their survival doubtful

Alliances in the context of open skies will playnaajor role. Airline alliances were
mainly founded to bypass regulatory constrainthag bilateral air service agreements
and cross border mergers. Moreover they generateoetes of scale, scope and density
with increased feeder traffic into the allianceigbh and the increased use of code-share
agreements. Alliances in general can be seeniak fige enlargement of capacity, route
network and market share at low costs creatingrgye®on various fields of interaction.
Open skies will definitely strengthen the globalliaé alliances. Due to the fact that
alliance partners already work under a high degre@etwork coordination we can
assume that most of the partnering and merger igesiwill take place within the
boundaries of each alliance. Additionally allianceten anticipated as anticompetitive
structures, will circumvent the increased compmtitin the course of open skies. As a
result British Airways and American Airlines wilpply for antitrust immunity as both
carriers are affected from vanishing protectionisrhHR.

Regarding transatlantic joint-ventures Air Franod ®elta intend to collaborate within a
joint venture similar to the KLM — Northwest tratisatic joint venture. Air France and

Delta which already have antitrust immunity wilagt sharing revenue and profits on
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selected routes in April 2008 and on all transaitaroutes in 2018° Additionally the
joint venture is planned to include the KLM - Nostbst joint venture creating a market
share of 30% on the North Atlantic marRé&t.

Conclusion

The impacts of the US EU open skies agreementosilainly create competition and
enhance the current market consolidation. Howegganding future network structure
the agreement will only have minor effects. THe fleedom rights as well as thd' 5
freedom beyond US rights in most cases will nott@nomically feasible.

The transatlantic market is currently served bya#bnes with 385 daily flights in each
direction. At first glance the North Atlantic seertasbe competitive enough. However
more than 80% of the market shares belong to alisnwhich reveals a vast
concentration.

The rights granted for European carriers will obly used to a limited scope due to
lacking economies of scale, scope and density. Medezed point to point traffic
granted under the"7freedom requires a lean cost structure and wikibeasy prey for
incumbent hub carriers. Traditional hub and spakeiers will therefore concentrate on
frequency and capacity expansion to cope withribeeasing competition. To exploit the
“S - curve” effect increasing frequencies and cé#pescwill be produced.

As the UK — US market accounts for 40% of totahsatlantic traffic the majority of
actions will be around London Heathrow and BritAihways. Especially in the case of
London Heathrow, slots, the most vital commodityl e an output constraint.

The transatlantic liberalization and following cohdation will definitely enforce
oligopolistic market structures which can already $een in terms of concentrated
clusters. Nevertheless intra-European consolidaisowital for European ®i tiers to
secure important scale effects. Ownership and ebrgégulations must change for free
flow of labor and capital to reduce airline ineifficcies and to promote consumer
benefits.

%0 Airline Business, November 2007, page 11
1 Done K., Air France eyes joint venture with mergadrier, Financial Times, 20 February 2008, pa@e 1

20



Alliances so far created global reach for airlin€sey increased the airlines’ networks,
market shares and output. They further strengthéimedeading carriers’ fortress hubs
and created sustainable synergies in many fieldstefaction. As the rival network is

better circumvented with alliance structures agdirwill tend to strengthen their alliance
partnerships. Hence alliances and deeper transatjamt ventures will dominate in a

post-open skies world. Eventually constraints obotage, ownership and control rules
must be removed to reduce airline inefficienciesl am create substantial consumer
benefits. From a regulatory view common law enforest for competition rules must be

created on both sides of the Atlantic.
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