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EXECUTIVE SUMMARY

The regul atory | andscape of international air transport is changing very quickly
and at many levels at the sane tine, reflecting the dynam sm of the sector. These
changes aimto nmeet consistently increasing demand for air services around the
worl d through nore flexible approaches to regul ation. The sector remai ns, however,
very conplex froma regul atory perspective. The task of reconciling the need for
flexibility with infrastructure, safety and environmental concerns can limt
considerably the scope for policy actions. The transition from a primarily
bilateral regime to an increasingly "inclusive" reginme, even in the absence of
physical and other limtations, raises intricate issues whose solutions are not
strai ghtforward. For devel oping countries, active participation in all levels of
regul atory change is inperative to ensure that the objectives underlying aviation
policy in developing countries are attained and that the efforts made in this
connection are conpatible. The review of the GATS Annex on Air Transport Services
shoul d be conpatible with and, to the extent possible, conplenentary to the work
undertaken at | CAO This is one of the reasons why devel opi ng countries nmay have
an interest in approaching the GATS Annex as a buil di ng- bl ock instrument which may
hel p in making liberalization nore predictable and accountable for all countries.
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1. MAJOR ISSUES IN THE CURRENT AIR TRANSPORT DEBATE

1. Trade in air transport services (ATS) enconpasses transport of passengers,
cargo, and mail services. Trade performance and services delivery are influenced
by the activities of all the actors in the international air transport industry,
including airlines (carriers), airports, air traffic control systens and the
aircraft industry. OQther actors whose dealings have a direct and fundanental
i npact on the air transport industry are air traffic regulatory bodies, fue
suppliers, aircraft |easing compani es and tour operators.

2. The industry has shown remarkabl e dynam sm despite regul atory regi nes that
are somewhat nore restrictive and rigid than regi nes applying to other sectors
of economc activity. Regulatory innovations and new market arrangenments have
become necessary to reflect consistently increasing demand for air transport
services. The sector exhibits many of the characteristics conmmon to other
gl obalized sectors such as the establishment of international cooperative
arrangenents and alliances of various types alongside donestic mergers and
acqui sitions, assisted by advances in information technol ogy. The outsourcing
of activities such as accounting and data entry and other conputer-related
services also nmake the industry |ook as global or globalized as any other
i ndustry in the world econony.

A Overall market trends
3. Air transport is one of the world s largest industries, accounting for US$
1.14 trillion in annual gross output worldw de and generating 24 million jobs.!

The devel opment of air transport is correlated with that of tourism and each
has contributed to the other's expansion. Air transport has expanded at a faster
pace than world output over the |last 40 years: since 1960, passenger traffic has
grown by 9 per cent per annum (p.a.), while air freight has expanded at a rate
of 11 per cent p.a. At the sane time, world GDP has risen at a rhythmof 3.5 per
cent p.a.

4, About 70 per cent of the market for air transport services is accounted
for by passenger travel, and 28 per cent by freight, while mail accounts for a
smal | and decreasing portion (2 per cent) of the total volune. The inportance
of passenger traffic is even higher in ternms of revenue, since it generates 88
per cent of the total. Freight accounts for 11 per cent of total revenue and nui
for the remaining 1 per cent. One of the salient features of past and future
trends in ATS in these segnments is the disparity in the conpetitive situations
between the air carriers of many developing countries and those of nost
devel oped countri es.

5. There has been a high concentration of trade in all segnents of
international air services in North Anerica and Europe during the last three
decades. However, the grow ng inportance of the market shares and growh rates
of the Asia and Pacific region in all segments of ATS has to be underlined

Forecasts by I CAO predict that the Asia and Pacific region will be the fastest
growing region in the world in this respect during this and the next decade

Latin Anerica, the Mddle East and Africa will continue growi ng at a sl ower pace
than the other regions. Three-quarters of international air transport of
passengers is accounted for by carriers fromdevel oped countries, and one-quarter
by carriers from devel oping countries. Simlarly, about 60 per cent of freight
is transported by developed country carriers and 40 per cent by devel oping
country carriers. Among the devel oping regions, Asia and the Pacific is the npst
dynamic in all categories, accounting for about 30 per cent of the gl obal
traffic. The other developing regions, including Latin Anmerica and the
Cari bbean, the M ddl e East and Africa, together account for 10 per cent.

6. Total inconme from operating revenues of the world s scheduled airlines
during the period 1985-1995 i ncreased at an annual average rate of 7.5 percent,
fromUS$ 166.2 to 291.0 billions. Simlarly operating costs (expenses) grew at
the same rate increasing fromUS$ 156.0 to 274.5 billions in the sane period.
On a regional basis total operating revenues for airlines of North America in
1996 were US$ 103.1 billion with an operating result (profit/loss(-)) of 6.2
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billion; for airlines of Europe, 82.4 and 2.7 billion, respectively, for airlines
of Asia/Pacific, 68.0 and 3.2 billion, for airlines of Latin Anerican and the
Cari bbean, 14.3 and .3 billion, for airlines of the Mddle East, 8.1 and -.2
billion and for airlines of Africa, 6.6 and .1 billion

7. Forecasts of trends in international air transport services during the

1995- 2005 period indicate increases from 373 mllions to 680 mllion in the
nunmber of passengers, from 13 mllions to 24.4 mllion tonnes of freight on
schedul ed services, from 1241 to 2395 billions of schedul ed passenger-Kkil onetres,
from 70.273 o 145.720 billions of schedul ed freight tonnes-kilonetres (Table
1). The severe econom c downturn in the Asia Pacific region has had a significant
negative inpact on donestic and international air traffic within that regi on and
on traffic flows between the Asia Pacific and ot her regions. Consequently, the
forecast growh in billions of passenger kilonmetres performed for the Asia
Pacific region for 1995 to 2005 has been revised downward from 1260 to 1081 and
the average annual growmh rate from8.5 to 7 per cent. The forecast for growth
in billions of passenger kilonmetres perforned worldw de has been adjusted
downward from 3807 to 3629 and the average annual growmh rate from5.5 to 5 per
cent.

8. During the period 1988-1997, the world's top 10 countries in terns of
i nternational passenger-kilometers performed were the United States of Anmerica,
the United Kingdom Japan, GCermany, the Netherl ands, Singapore, France, the
Republic of Korea, Australia and Canada. Some devel opi ng countries appeared
among the world' s top 30 in terns of passenger-kiloneters during the same period
(see Table 2). Among the top 30 transporters of the world, 13 were from
devel opi ng countri es.

B. Demand and supply conditions

9. Changes in world production, trade and investnent on the demand side and
technol ogi cal and pricing factors on the supply side have been responsible for
the remarkable growh of air traffic, which has doubled in each of the past three
decades, growing at about twice the rate of global GDP.2 Future growth of air
transport services will continue to depend primarily on world econom ¢ and trade
growh and airline costs (highly dependent on fuel prices), as well on the extent
to which the industry faces up to major challenges such as airport and airspace
congestion, environnental protection and increasing capital investnent needs.
The shape and size of air transport systens will also be affected by government al
deci sions, notably those determ ning the type and extent of econom c regul ation
of airlines.

C. Demand factors affecting ATS

10. | CAO projections of expected growth in demand for ATS (in particular in
Asia and the Pacific) depend on nmacroeconom c forecasts of sustained world
econom c grow h (resulting in higher disposable incones), but demand for ATS will
al so depend on nore specific devel opnents such as:?3

- Gowh of international and domestic tourism for both |eisure and busi ness
pur poses (see below). Approximately 40 per cent of international tourist
arrivals are by air transport, but this share should rise in the future;

- G obalization and the growing integration and inter-penetration of
econom es, |eading to an expansion of the flow of business-related trave
among and within countries, thus raising the density of air traffic. One
of the aspects of this process is the incorporation of new
regi ons/countries into international flows, which w dens the geographica
scope for air transport expansion

- The continuing trend towards lower air fares (which in real terms have
fallen by 40 per cent since the md-1970s);

- The growmh of the share of high-value/lowbulk products in the
manuf acturing and trade of industrialized countries, conmbined with the
application of just-in-time and |ean production managenent techniques,
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where tine is of paranmount inportance. This leads to increased air freight
denmand; ¢

- The rise in the share of services in total output. The services sector is
nmore travel -i ntensive than manufacturing;

- Increases in the international novenent of |abour, which gives rise to both
busi ness and personal travel;

- The trend towards several shorter periods of travel in the course of a
year, rather than one |ong period of vacation

- I ncreased consunption of fresh perishable foodstuffs originating in distant
countries (which necessarily have to be transported by air);

- Air traffic liberalization.

11. On the supply side, inportant devel opnents have taken place which have been
changing the aviation |andscape. First , the gradual relaxation of tariff
structures has been responsible in |arge neasure for the novenent towards freer
trade and competition conditions in the industry. The introduction of the
advanced purchase excursion fare (APEX), itself a response by the schedul ed
airlines to the growi ng i nportance of non-schedul ed (charter) traffic, introduced
great conpetition and consumer satisfaction in an otherw se very insul ated sector
by pronoting a general lowering of tariffs based on discounts for advance
purchase and conpliance with other additional conditions (e.g. limtations on
the length of stay). In addition, fares became nore flexible as benefits for the
regul ar consuner were introduced, such as the frequent flyer programres.?®

12. Second, carriers have organi zed systens to conbine traffic from converging
routes at a central "hub". This phenonmenon began in the United States as a
consequence of the domestic liberalization that took place in the [ate 1970s.
Internationally, the "hub-and-spoke" system has played an inportant role in the
evol ution of competition anmong carriers, since it has required carriers to
develop an international (or internationalized) strategy to connect hubs and
spokes within and beyond national borders. The pressure for the creation of truly
gl obal networks through hubs and spokes has been a recent characteristic of
avi ation rel ati ons.

13. In the devel opment of global networks, different carriers have dealt with
mar ket pressures to devel op gl obal networks in different ways. Only a very few
have gone it alone, attenpting to develop their own systens. Qthers have resorted
to marketing alliances, sonetinmes involving cross-ownership arrangenents, which
allow themto |link hubs through practices such as code-sharing. Estimtes from
the OECD indicate that to date nearly 200 airlines have been involved in
establishing over 500 alliances.® Mst of these have involved code-sharing
arrangenents where carriers can appropriate network benefits wi thout actually
i nvesting in the expansion of their own networks. The popul arity of code-sharing
derives also fromthe fact that it constitutes a powerful instrunent for carriers
to maxi mze the use of traffic rights, especially when these are granted in the
formof serving any point within and beyond a bilateral partner. Criticism about
code-sharing has focused on its effects on conpetition and consumer
satisfaction.” Alliances in general, and code-sharing in particular, have put
great competitive pressure on airlines by introducing a pragmatic way to
facilitate business in spite of existing regulatory limtations.

D. Regulations

14. The regulation of international air transport services conprises both
nmultilateral and bilateral agreenents involving Governments and airline
conpani es. The current regulatory framework can be traced back to the 1940s when
the failure to achieve a wdely accepted and conprehensive multilatera
agreenent on the exchange of economic rights during or imrediately after the
concl usion of the Chicago Conference in 1944 |led States to rely primarily on
bil ateral agreenents for that purpose. At present, sone 1,950 such agreenents
are filed with ICAO in accordance with Articles 81 and 83 of the Chicago
Conventi on. Many ot her agreenents are known to exist but have not yet been
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registered. Both nultilateral and bilateral regulatory practices have evol ved
since. Wth a few exceptions, however, global multilateral regulation has stayed
away from market access, focusing on technical and safety aspects of
international flights. The evolution of both the bilateral, and nore recently,
the regional multilateral regines has been in the direction of greater
flexibility and l|iberalization.

E. Bilateral regulation

15. Since the Chicago Conference, international air transport regulation has
been based primarily on bilateral air service agreenents, through which
deci sions on market access for air carriers, pricing and quantity of services
supplied are taken by States in the exercise of sovereignty over their air
space. Traditionally, such agreenents were based on reciprocity and included
predeterm nati on of capacity, double approval of tariffs, and routes of specific
cities to be served (see Box 1). Usually one or two airlines were designated as
flag carriers in international flights and thus enjoyed exclusive rights in
t hese markets.

16. The nost influential bilateral devel opnment in the aftermath of the Chicago
Conference was the 1946 bil ateral agreenent between the United Kingdom and the
United States; the Bermuda | Agreement provided that tariffs were to be
established by the airlines through | ATA, subject to approval by both parties
with capacity subject to ex post facto review. The so-called Bernuda-type
agreenent becane a nodel for the decades to come, but its expected libera
effect was di mi nished by airline pooling agreenents and other capacity sharing
arrangenents. The bilateral agreenents, inspired or not by Bernuda, had,
however, a very stabilizing effect on the regulation of air transport and in
| arge nmeasure permtted and ensured the enornmous growth of the industry in the
post - War peri od.

17. Over the last 15 years, many bil ateral agreenents have been renegoti ated
to nmake their provisions nore flexible and |iberalize them Though there are
many different degrees to which this has been done, typically the new agreenents
make nore flexible (or abolish) state control over frequencies, capacity and
prices (which are to sone degree left to be determned by the nmarket) and
increase or do not limt the nunber of designated carriers. This reorientation
of bilateral air service agreements is underscored by many of the same factors
which led to domestic liberalization (quest for greater efficiency and
conpetition, |ower prices, etc.).

18. Sone of the mmjor events that have set the new direction of internationa
air transport policy have been the US-Netherlands bil ateral agreenent of 1978
and the announcenment by the US Departnment of Transportation in 1992 of the
pursuit of the open skies policy. This was ained initially at liberalizing air
traffic with (Western) Europe and, subsequently, with other countries. During
the same year, an open skies agreenent was signed with the Netherlands, and
during the followi ng years, several other open skies or very |iberal agreenents
were signed with European countries (Austria, Belgium Denmark, Finland,
Luxembourg, Sweden, Norway, Switzerland, Iceland and Cermany). In 1995 a
bi | at er al US- Canada agreenent was signed, foreseeing the significant
i beralization of transborder air traffic within three years.

19. The bilateral regime began to include related comrercial rights (sonetines
referred to as "soft rights")as a result of a Standard Agreenent for Provisional
Air Routes adopted at the Chicago Conference. This Standard Agreenent included
provisions on non-discrimnatory wuser charges, custons and inmmgration
procedures, aviation fuel tax exenption, and ownership and control criteria (a
designated airline was to be substantially owned and effectively controlled by
the designating State or its nationals). Al though a clause granting designated
airlines a "fair and equal opportunity to compete"” often served to resolve
rel ated commercial issues, as the industry grew States found it necessary to
i nclude specific bilateral provisions on such matters as currency conversion and
remttance of earnings, sale and nmarketing of air services, office establishnent
and airline representation(entry and residence of non-national personnel),
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reci procal exenption fromincone taxes, ground handling, codesharing, conputer
reservation services, and aircraft |easing. Sone have argued that the inclusion
of such matters in bilateral agreenents derived principally fromthe |ack of a
better place to put them a situation which perhaps will change further with the
advent of the GATS and its annex on air transport services (see Chapter 11
bel ow) .

F. Regional regulation

20. In addition to bilateral agreements, there are also regional multilatera
arrangenments both for the conprehensive econom c regul ati on of international air
transport and for inportant aspects of it. Five prom nent exanples are presented
bel ow.

21. European Union (EU). Menber States have, over a period initially of 10
years and in three distinct phases, established a regulatory regine ainmed at the
creation of a single market for intra-Europe air services.® The last of the
i beralization "packages" took effect on 1 January 1993, acconplishing the
extension of EU regul ation to areas such as licensing, market access, pricing,
capacity and conpetition, conmputer reservation systems and airport access. The
Third Package for the first tine created an EU-wi de avi ati on market where an EU
person (i ndividual or company), irrespective of nationality, could create an air
carrier anywhere within the unified market and from there operate wherever
mar ket opportunities arose, w thout any need for governnent permi ssion to do so.
In addition, the distinction between schedul ed and non-schedul ed air services
was elimnated so that airlines could decide for thenselves according to market
conditions the type of service they were willing to supply. Price setting was
also left to airlines to decide, along with the | evel of capacity they wanted
to offer in the market.?®

22. Andean Pact. The menber States of the Andean Pact, nanely, Bolivia,
Col onbi a, Ecuador, Peru and Venezuel a, by Decision 297 of the Commi ssion of the
Cartagena Agreement, agreed in 1991 to establish an "open skies" area where al
five freedoms of the air would be granted without restrictions on intra-zone
traffic to all menber-state airlines.?

23. Caribbean Community. The Miultilateral Agreenent Concerning the Operation
of Air Services within the Caribbean Community was concluded on 6 July 1996
among 14 Cari bbean States, nanely, Antigua and Barbuda, Bahamas, Barbados,
Bel i ze, Dom nica, G enada, CGuyana, Jamaica, Mntserrat, Saint Kitts and Nevis,
Saint Lucia, Saint Vincent and the G enadines, Surinanme, and Trinidad and
Tobago. The Agreenent entered into force 11 Decenber 1998.

24. MERCOSUR. The Fortal eza Agreement, signed on 17 Decenber 1996, is the
first agreenment on air services negotiated by MERCOSUR countries, nanely,
Argentina, Brazil, Paraguay and Uruguay, and its associ ate nmenbers, Bolivia and
Chile. The Agreenent established freedomof the air for subregional airlines for
intra-zone traffic on routes not served by existing bilateral agreenents.

26. Southeast Asia. The CLM/ Agreement was concluded 14 January 1998 by
Canbodi a, Lao Peopl e’ s Denocratic Republic, Myanmar and Vi etnam for sub-regional
air transport cooperation.

25. Yamoussoukro Declaration. It should be noted that although all nultilatera
regi onal agreements have sonme things in common such as the application to al
schedul ed air services and the granting of first and second freedons, they vary
considerably with respect to inportant elenments such as tariffs, capacity and
nmul tiple designation. Qther work being undertaken regionally anong devel opi ng
countries includes the Yanoussoukro Declaration which has recomended shifting
the focus to sub-regional efforts and to strategic airline alliances. In that
regard, the Banjul Accord to inplenment the Declaration for six African States
(Cape Verde, Ghana, Cuinea Bissau, Sierra Leone, N geria and the Gambia) was
concluded 4 April 1997.12

F. Liberalization trends
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26. The original inpulse to liberalize international air transport policy has
cone fromthe policy adopted by the United States to extend the deregul ati on of
its donestic market to international routes. Simlarly, the |iberalization of
the West European internal market has led to a push for the international
expansion of such policies in the market of Central and Eastern European
countries, which should align thenmselves with the European airline policy over
the mediumterm

27. Anong devel opi ng countries, significant liberalization has taken place, for
i nstance between Argentina and Chile, Venezuela and Col onbia, Guatemala and
Panama, Ethiopia and the United Arab Em rates, Bahrain and Ml aysia, and Macau
and Nepal

28. The significant shift in the direction taken by international air transport
policy over the last 15 years® has cone about within the context of the existing
international institutional framework. The nore liberal bilateral agreenments and
the open skies agreenents are still agreements between two states (which can,
however affect third countries in the case of fifth and sixth freedomrights),
al though their clauses are significantly nore flexible than traditiona
bil ateral agreenents. They fall under the regi ne set by the Chicago Convention
On the other hand, there are sone market mechanisnms which are increasingly
putting pressure on the existing international regulatory framework. Alliances
among airlines of different countries and their practice of code-sharing, for
i nstance, can allow carriers preferential access to behind-gateway feed traffic
and franchising can indirectly circunvent nationality clauses in bilateral
agreenents and constraints on foreign ownership of national airlines.

29. On the other hand, some of the regional regulatory initiatives described
in G above ainmed at greater flexibility of rules which go beyond the existing
international bilateral regulatory framewrk. They involve the adoption of
regional regulation of air traffic, either conplenenting or superseding the
bilateral structure. Regional air transport policy is part of the w der process
of regional econom c integration

30. These initiatives seemto indicate a trend towards regionalization of air
transport policy, nostly undertaken as part of the construction of comon
mar kets or econom c integration processes which inply close economc integration
bet ween menber countries. The existing regional initiatives on air transport do
not treat the aviation sector as part of their discipline for trade in services,
but establish a comopn separate air transport policy.

11. PROBLEMS FACING DEVELOPING COUNTRIES
A. Trade interests

31. The history of aviation in the developing world, although undergoing
constant evolution and change, has had an inportant aspect in conmon with the
devel oped world: an overriding notivation in aviation policy to ensure the
exi stence of a national flag carrier. The interest in having their own nationa
airlines explains nmuch in the attitudes of devel oping countries. First of all

there is the perception that being connected to the outside world is of crucia
i nportance given the vagaries of world politics and economc relations.
Countries, in particular the devel oping ones, feel especially hesitant to forego
havi ng a national carrier when experience proves that in tines of emergency, war
or other crises, lower traffic and isolation do penalize affected countries.
Anot her i nportant reason for maintaining a national airline has to do with the
function that may be performed indirectly by international services in meking
feasible the supply of donestic services. It has been quite conmon for
devel oping countries to rely on the profits nmade by the international portion
of national airlines to finance donestic services which can be just as costly
as they are necessary for devel opnent reasons. Other reasons for maintaining a
national carrier relate to devel opnental issues such as the need to ensure
technol ogi cal and managerial transfers or the generation of foreign exchange.
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32. Governments throughout the world are increasingly recognizing the need to
adapt aviation policies, which have traditionally been mpre concerned wth
protecting the interests of their national airlines rather than the interests
of the consuners(passengers and shippers). In fact, a much broader policy
framework has for sone tinme been influencing decisions in air transport. For
exanple, aviation policies that restrain conmpetition limt the potential of
growth in tourism the |ost opportunity can be extrenely serious.

33. The challenge is for developing countries to reconcile a number of
potentially conflicting objectives such as protecting national carriers and
easing donestic traffic restrictions with a view to achieving greater
conpetition and | ower prices. Such conflicts generally derive fromthe fact that
air transport plays a dual function for developing countries: it ensures
external links to the major trading centres while at the sanme tinme providing for
econom ¢ and social devel opnment, whether through its contribution to other
econom ¢ sectors or through the provision of social services, for exanple to
renote areas and communities.

34. This reconciliation of potentially conflicting objectives is taking place
in a dynamc context of the restructuring of airlines to favour greater
efficiency and conpetitiveness, as well as in a changing internationa

regul atory |andscape. Despite the urgency of legitinmate devel opnent-rel ated
obj ectives, devel oping countries are increasingly having to face the need to
reduce and/or elimnate subsidies while securing a place in the market for their
airlines, joining airlines from devel oped countries in devising ways to provide
for more traffic at | ower prices and of better quality. Devel oping countries,
which in the past they could afford to protect national carriers, now have to
find market-oriented ways to Dbypass traditional barriers to greater
participation in international traffic or else risk being fully excluded from
t he market.

B. Economic issues and public policies

35. Expansi on of trade in air transport services calls for a proactive attitude
on several fronts. The need to stinulate efficiency and quality through greater
conpetition applies to both the domestic and the international markets, albeit
with varying degrees of intensity. Measures such as the de-restricting of
domestic regulations on airline and airport designation, alongside the
i beralization of fare structures, have done nuch to pronote greater
conpetitiveness in terns of both price and quality, as a result of which
national airlines can inprove their chances in international markets as well.
On the international front, greater freedomfor charter flights has also had the
same effect while adding greatly to the availability of air services for
countries which do not happen to be well placed in relation to the major
i nternational routes.

36. Other measures that have contributed to increasing the participation of
devel opi ng countries in trade in air transport services include investing in the
i mprovenent of the national airline or, alternatively, pronoting its
privatization. Additionally, developing countries have been very active in the
negotiation of new bilateral and, in sonme cases, plurilateral regiona
agreements. ™ The main question here is whether the negotiation of increasingly
I'i beral agreenents can in fact provide for the necessary security,
predictability and increased participation of devel oping countries or whether
a nore nuanced approach may be necessary (see chapter |11, bel ow).

37. There are a nunber of issues of special relevance from a public policy
perspective. In what follows, the nmpbst inportant ones will be reviewed wth
respect to air transport services in general and the inplications for devel oping
countries in particular.

(a) Pricing policies

38. Pricing is an area that has traditionally been characterized by much
cooperation anong air carriers, although with Iiberalization individual pricing
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by air carriers is becomng the norm particularly on major air routes. For
devel opi ng countries, tariff agreements and the systemof interlining have been
responsi ble for a greater participation of their airlines than would ot herw se
have been the case. Tariff coordination has favoured devel oping country and
other small and medi umsized airlines by providing themw th sales access in the
systens of larger airlines. This has had the effect of helping to ensure the
presence of these airlines in international nmarkets, which is good for
beneficiary airlines as well as for the overall I|evel of conpetition us
preserved in air transport. Another inportant element in price-setting and
coordi nation for developing countries has been the prevention of predatory
behavi our on the part of airlines that could, with relative ease, drive
unprepared or new entrant airlines out of the market by pursuing aggressive
pricing strategies.!® For this and other reasons, therefore, it could be said
that the current pricing systemnmay be sufficiently adequate to accommdate the
mai n needs of devel oping countries in this area.

(b) Routes, traffic rights, capacity

39. Routes. A route is determned by the points (cities) served by an airline
and therefore effectively represents the market of that airline. Typically,
Governments agree bilaterally on the routes on which traffic will be carried

often involving traffic between one or nore specific gateways in the home
country and one or nore gateways in the foreign country. Countries may indeed
have nore than one gateway to which traffic may be assigned, and | arge countries
usually do. In strictly bilateral negotiations, therefore, larger countries tend
to have greater bargaining power by virtue of the fact that they can offer nore
than one gateway to trading partners. Small and devel opi ng countries that do not
have nore than one gateway are often di sadvantaged ab initio in this aspect of
bi |l ateral negotiations, particularly if such negotiations are conducted on the
basis of a very rigid reciprocity approach to the matter. However, tourist
traffic potential and a geographic |location conducive to sixth freedom
operations can often conpensate for the bilateral inbalance in negotiating
strengths.

40. Traffic rights. These refer to the type of traffic that countries grant
each other in their agreements. The ability to carry traffic beyond or behind
a particular city or cities can determine in |arge measure the conpetitiveness
of air carriers. Countries that have well devel oped domestic hub-and-spoke
systens have an advantage in both the donestic and international markets because
they can achi eve conparatively nore than other countries in the realization of
econom es of scale and/or scope. For devel oping countries, the conpetitive
chal  enge in establishing international networks and obtaining the rights with
which to do so is rather form dable. In the absence of large traffic volunme and
synergy in donestic operations, developing country air carriers arrive on the
i nternational market w thout the benefits of econom es of scale or scope. Even
when the airline is relatively efficient, obtaining beyond rights nay be a very
difficult proposition, given the disparities in bargaining power between a
devel oping country and a country that has nmuch to offer in a bilatera
negoti ati on. '’

41. Capacity. This refers to a quantitative neasure of the supply of an air
transport service, usually expressed in terns of aircraft, passenger seats
and/or units of weight or space, and frequency of a particular air service.® For
devel opi ng countries, negotiations on capacity are made especially difficult by
a nunmber of factors, including concepts such as reciprocity or fair and equa

opportunity to conpete which results in any increases in capacity by the
airline(s) of the devel oping country being matched by a stronger conpetitor. The
argunent in favour or against capacity controls in the context of the
partici pati on of developing country airlines in the world market varies from
case to case, depending on the particularities of each airline, route and so on

It should not be forgotten that the experience with controlled capacity has in
many ways al so hel ped devel opi ng country carriers by guaranteeing thema m nimum
threshold of traffic while protecting them against capacity and price dunping
by the larger and financially stronger carriers. In addition, the effective
control of capacity by carriers at both ends of a specific route has
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traditionally been a reliable nmeans of ensuring higher fares thus also pushing
up conpany profitability at both carriers.

() Distribution, marketing and cost-cutting strategies and alliances

42. Airlines work on inproving service quality, advertising their product to
differentiate it from conpeting products, building consuner confidence through
quality and marketing, and |l owering costs to achieve a | ower final price for the
service they supply. Until recently, airlines could in |arge neasure rely on
bil ateral agreenents as a guarantee of a confortable share of any particular
market. Wth increased conpetition being introduced via |iberalization efforts,
airlines have had to becone nuch nore market-driven and they have done so in
a nunber of ways. Their use of sophisticated yield managenment progranms and
conputer reservation systems (CRSs) as well as the rapid pace with which nergers
and alliances have become comon in the industry attest to the power of
adaptation of air carriers despite regulatory rigidities. Even when they nmanage
to achieve low costs in their operations, devel oping country airlines have great
difficulty surviving and growing on that alone. In addition to | ow cost, they
need to develop and supply quality services alongside successful marketing
strategies in order to gain some space in the market. Strategic alliances, often
based on regional rel ationships, have proven to be a reliable response to this
| evel of conpetitive pressure.?! Another response, particularly in relation to
the difficulties involved in establishing brand identity, is the practice of
franchi si ng, whereby a new entrant pays an agreed sumto a mjor internationa
carrier to be able to rely on its expertise, reputation and assistance.®

43. It should be noted that the gap between the devel oped and the devel opi ng
world in ternms of market and marketing know- how and capabilities is so large in
some cases that it is very difficult to see how devel oping countries' best
efforts could be rewarded in the absence of some market "guarantees”. There have
been cases where smaller national carriers from devel oping countries, despite
bei ng very cost-efficient, needed some protection in order to conpensate for the
mar keti ng advantages of mmjor international airlines derived, anong other
things, from the very large scale and scope of their operations. Bilatera
agreenents, particularly the pre-determnation types wth their capacity
controls, have perforned a crucial function in that context, in effect
insulating smaller airlines fromthe full force of international conpetitive
pressures.

@ Subsidies

44. The granting of subsidies has been very wi despread in the aviation sector
The nost prominent forns of subsidies are restructuring subsidies, cross
subsi di es and soci al subsidies. Restructuring subsidies have becone increasingly
i mportant as l|iberalization evolves in world nmarkets and airline conpanies
demand support in order to adjust toward lower <costs and (greater
conpetitiveness. The difficulty with restructuring subsidies is the distortions
to conpetition they clearly introduce. Even in cases where the stated purpose
is to avoid the distortion of conpetition, it may still not be easy to determ ne
the extent of the effect of non-commercial aid to a particular air carrier on
overall supply and demand conditions. Subsidies justified on social grounds,
such as the need to ensure mninmum | evels of service to renpte areas, have been
primarily domestic in nature. The argument in favour of such subsidies hinges
on the criteria applied and the definitions used to justify them

45. For devel oping countries, the main issue relating to the issue of subsidies
may be their lack of funds and other conpeting priorities such as health and
education for limted budgetary resources. Devel oping countries do subsidize
airlines, especially where there is conplete or partial state ownership of the
carrier, thus facilitating capital injections and other forms of aid such as the
provision of collateral for loans. In many cases, the logic of aid in the
devel oping world is based on restructuring and social objectives in nuch the
same way as in the devel oped world. G ven the differences in scale of support,
devel opi ng countries may do better to push for Iimts on the granting of state
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aid, since they nay be the great victinms of the distortions introduced by such
ai d.

(e) Competition policies

46. The di scussion on conpetition |aw has often touched on whether donestic
regul ati on should be generic or sector-specific, while at the international
I evel the nmain focus has been on the possible harnonizati on of national |aws or
at least the reduction of differences in their application. Aviation has raised
a number of sector-specific issues such as multilateral tariff coordination,
international airline alliances, and airport slot allocation (an airport slot
is a designated tine for an aircraft to | and or take off).

47. Devel opi ng countries in many cases do not even regul ate conpetition. The
issues relating to conpetition, however, are of great interest to these
countries, especially as the world liberalizes air transport and nore
conpetitive carriers from other nations becone freer to resort to predatory
behavi our. Short of achieving the harnonization of conpetition law - a very
ambi ti ous objective indeed - devel oping countries could possibly benefit from
some formof nechanismthat could attenuate, albeit tenporarily, the effects of
mar ket openness.

483. Wth the liberalization of air transport and the gradual nobve towards nore
openness in the skies, however, the need to safeguard "fair conpetition" has
become nore evident as carriers, in the context of increasing freedom nay at
times resort to practices detrinental to conmpetition. These may include, for
exampl e, fares below costs, the addition of excessive capacity or frequency of
service, or the abuse of dom nant position in a route.

™ Ownership rules

49. Although the trend is toward privatization, the first inportant
consideration with regard to ownership rules refers to the fact that a
significant portion of the developing world still operates state-owned air
carriers. There are inportant exceptions, but poor nanagenment by public
authorities conmbined with the lack of restructuring "initiative" in airlines
that traditionally rely on state aid to continue to operate has made the
possibility of private ownership very attractive. The justification for the
growi ng nunmber of airlines with foreign ownership or equity is just a natura
result of the internal debate in many developing countries about public
owner shi p. Foreign ownership usually conmes with greater know how and expertise,
and devel opi ng countries have increasingly relied on that sort of privatization
effort.

50. Omnership rules have been very restrictive under the traditional bilatera

regime, and in many cases that has been to the detrinent of increased
participation of developing country airlines in the international market.
Devel opi ng countries, whose investnent regi mes have often been |iberalized, my
achi eve greater market access through nore flexible ownership and contro

provi sions under bilateral or other agreenents. More flexible owership criteria
have raised fears of the proliferation of flags-of-convenience in aviation which
may i npair safety and have the effect of allowing carriers to establish in tax
havens and avoid the national flag for tax reasons. Devel oping countries have
an interest in preventing this from happeni ng but must continue to explore ways
to ensure that their liberalized investnent regimes are accepted by bilatera

partners.

()] Non-regulatory limitations

51. Market positioning. The challenge for devel oping country airlines is to
find and maintain a place in the market. Wth increased conpetition in
i nternational markets, developing country airlines can no longer rely solely on
restrictive bilateral agreements as a neans to market access. In fact the issue
is no longer howto "guarantee" a certain |evel of market access but rather how
to ensure an increasing |evel of access comensurate with the dynam sm of
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i nternational conpetition. In order to do so, airlines have to be attractive
enough to be accepted as nenbers of alliances, as partners in code-sharing and
ot her cooperative arrangenents, as enterprises that may be successfully
privatized through national or foreign capital, or as conpanies capable of
absor bi ng market sol utions such as franchising or other arrangements with world-
class airlines. In the absence of a market-oriented m ndset, devel oping country
airlines will increasingly have difficulty in preserving their share of traffic
in international routes; regulatory regimes can only benefit airlines that
prepare thensel ves for increased conpetition. Even with the existing regulatory
regine, which is far from liberal in general terns, a carrier can hardly
insulate itself from conpetition. Conpetitive pressures force the pace of
restructuring and adjustment, which in turn are prerequisites for surviving
irrespective of regulatory reform Gven that the orientation of regulatory
reformitself is toward the elimnation of transaction barriers, market-oriented
solutions are all the nore urgent for those that have not yet sought them

52. Physical and other limitations. To expect increased participation of any
airlines, from developing or developed countries, may be wunrealistic if
infrastructure and other limtations relating to airport and airspace capacity
are not taken into account. Congestion continues to be a major problemin nost
of the world's promnent airports as a result of continuous traffic growth,
gover nnent measures, evolving travel patterns, environmental concerns and credit
tightening. Measures relating to noise, for exanple, have had a considerable
danpeni ng effect on airport expansion. In addition, the lack of airport slots
is bound to curtail expansion plans as airlines, particularly those from
devel opi ng countries which have had no access to certain hubs, can foresee no
guarantee of effectively using access which has in principle been granted

Providing for regulatory regines which on paper ensure greater access isS
therefore not enough, since infrastructure limtations can render that access
null and void in practice. Another inportant limtation is the infrastructure
situation of the devel oping countries thenselves, which often is not sufficient
to facilitate the achi evenent of the necessary quality and efficiency levels in
the operation of donmestic and/or international air services.

I11. ACTIONS TO ADDRESS THE PROBLEMS

A ICAO and the developing countries

53. | CAO s 1994 World-Wde Air Transport Conference recognized the genera

obj ective of a "gradual, progressive, orderly and safeguarded change towards
mar ket access in international air transport regulation".?? It also recognized
that a liberalized regulatory reginme would only be credible if it "provided for
sustai ned participation by all States, including devel oping ones".? In addition,
the Conference |ooked into the issue of preferential measures for carriers of
devel oping countries with a view to addressing possi bl e approaches that could
hel p carriers fromdevel oping countries sustain the increasing conpetition from
the much nore powerful carriers from devel oped countries. Pursuant to a
recomrendation from the Conference, the |ICAO secretariat produced a study on
preferential nmeasures for devel oping countries whose focus was "on increasing
participation rather than providing protection".? In addition, on 30 May 1997
the I CAO Council approved six recomendations, including one on participation
measures, which, albeit non-preferential in nature, addresses the interest of
devel oping countries in achieving greater presence in the market through
fl exi bl e approaches to market access. ?®

54. Al neasures suggested in the | CAO study on preferential nmeasures, although
i ntended as exanpl es that could be applied by devel oping countries at any |eve
of their regulatory relationships, could certainly be considered in the context
of an evolving nmultilateral regime for air transport services. Essentially, al

measures call for non-reciprocity in a nunber of inportant aspects of economc
regul ati on such as routes, fifth freedomrights and capacity. The logic here is
to allow sone additional market access for developing countries in order to
conpensate for their deteriorating conpetitive position in internationa
mar kets. Unless these countries have a "head start”, they will not be able to
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establish a credible presence in the market before conpetition frommajor air
carriers makes it inpossible altogether

55. Another way of preserving a certain level of flexibility for devel oping
countries suggested in the | CAO study relates to trial periods, phasing-ins and
faster-pace liberalization anong devel opi ng countries. Al three suggestions aim
at allowi ng devel oping countries to experinment provisionally with Iiberalization
i n whichever way they choose before going at it in a definitive manner. This
formof flexibility has the advantage of being reasonably proactive, engaging
devel opi ng countries in actual |iberalization, albeit it in the absence of a
| onger-term comm tnent. Liberalization and its conpetitive effects could then
be nmonitored for future reference in the application to other cases.

56. Devel oping countries may have an interest in including safeguard measures
al so addressed in the 1994 | CAO Conference. Safeguard neasures have as their
objective to ensure continued participation by any and all air carriers in the
event of unforeseen or tenporary circunmstances which may, anong other things,
cause significant economc damage to any carrier.? Wth increasing
liberalization and conpetition, devel oping country airlines are nore likely to
suffer from "surges"” of foreign air services in routes served by them and
devel oping countries may indeed have a greater interest in pressing for the
i nclusion of safeguard nechanisns into the existing and future regulatory
regi me.

B. The GATS and the Annex on Air Transport Services

57. Li ke all other services sectors, air transport services are covered hy
GATS di sci plines. However, the application of the Agreement to the sector is
qualified by provisions contained in an Annex specifically devoted to air
transport. The manner in which the sector is addressed in the GATS Annex
provi des vivid proof of the conplexity of the sector and of the suspicion with
whi ch policy-nmakers and industry operators view w de-ranging |iberalization in
the sector.? Fromthe very first draft of the Annex in the Uruguay Round, its
main feature was a broad carve-out of all traffic rights and "services directly
related to the exercise of air traffic rights" fromthe scope of application of
GATS disciplines. In fact, nost of the work devoted to the crafting of the Annex
related to the scope of the carve-out. In that sense, the solution enbodied in
the Annex revealed a conprom se between those who wanted a very limted
application of the GATS to aviation and those who wi shed to ensure that the
coverage of the sector be meani ngful enough to engage the sector in a truly
multilateral liberalization process. The Annex provides in its paragraph 5 that:
"The Council for Trade in Services shall review periodically, and at |east every
five years, developnents in the air transport sector and the operation of this
Annex with a view to considering the possible further application of the
Agreenent in this sector".

58. Forty countries made initial commtnments in at |east one of the three air
transport services covered by the GATS. Thirty-three countries made conm tnents
in maintenance and repair, 26 in sales and marketing and 23 in conputer
reservation systens (CRS) services. Regarding the application of the MN
principle, 28 countries took exenptions regarding at |east one of the three
types of services covered by the Agreement. Most of these exenptions related to
CRS services, and the sale and marketing of air transport.

59. As has been stressed above, supply-side factors common to other service
sectors, such as quality, efficiency and a favourable inmage, are vital for
penetration of the world market for air transport services. Like other service
sectors, air transport has a public service function which has to be taken into
account , and public and national security considerations are inmportant. What
particularly distinguishes the air transport sector are the physical limts to
i beralization and the existing regulatory structure in which the degree of
negoti ated market access is the determning factor in market penetration. To
increase their share in the market for air services, devel oping countries nust
concentrate on strengthening their negotiating position in obtaining greater
mar ket access for their airlines and enhancing the position of their airlines
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in negotiating alliances, codesharing and bl ocked space agreenents with the
maj or devel oped country airlines.

60. In order to consider approaches to achieving greater market access for
devel oping country airlines in the context of the positive agenda for future
negoti ati ons on services, the follow ng paragraphs exam ne the possibilities for
achieving this goal in the context of negotiations in the WIO, bearing in m nd
that the WO Council on Trade in Services will review the "possible further
application" of the GATS to the air transport sector in 2000.

61. Miuch further |iberalization of air transport services can be achieved
within the existing paranmeters of the Annex on Air Transport Services. WO
Members can renmove mf.n. exenptions as well as increase the number and |eve

of commtnents on "paragraph 3" services, i.e. aircraft repair and naintenance,
selling and marketing of air transport services, and CRS services. Devel oping
countries would , however, have to assess the degree to which they can conpete
in these sectors . Some have denonstrated conpetitiveness in the provision of
ai rcraft maintenance services.

62. Attenpts have been made at the national level and at the nultilatera

level inthe ICAOto address the risk of anti-conpetitive practices flowi ng from
i beralization. WO negotiations could deal with such issues through: (i) a
mul tilateral agreenent on conpetition policy; (ii) strengthening the rather weak
provisions of Article I X of the GATS;, or (iii) special sectoral rules (i.e

anal ogous to the annex to the Protocol on Basic Tel ecomrmunications Services
whi ch was suggested in the Expert Meeting on tourisn) as an inclusion to the
Annex whi ch woul d address the competition policy problens specific to the air
transport sector as a whole.

63. Devel opi ng countries sinply cannot afford the [ evel of support which some
devel oped countries grant to their air carriers, whether for restructuring or
for other purposes. Article XV of the GATS provides that nenbers shall enter
into negotiations with a view to developing multilateral disciplines to avoid
trade distortive effects, while recognizing the role of subsidies in relation
to the devel opnent programes of developing countries, providing them with
special and differential treatnment along the lines of the Agreenent on Subsi dies
and Countervailing Measures. Such disciplines would apply to the air transport
sector, as it would be difficult to agree that subsidies are directly rel ated
to air traffic rights. Wile these new di sciplines are being negotiated, Article
XV provides for exchange of information and consultations when a Menber
considers that it is adversely affected by a subsidy of another Memnber.

64. The next question relates to paragraph 2(b) of the Annex on "services
directly related to the exercise of traffic rights". The WIO secretariat, inits
note for the Council for Trade in Services, has draw attention to definitiona

probl ens which | eave the coverage of this exclusion unclear. The WO secretari at
points to a nunmber of elenents contained in the current Annex on Air Transport
Services, the national schedules of comitments and the GATS itself which could
be revised for greater legal clarity.?® For exanple, according to the secretari at
note, it is not clear whether the aircraft |easing sector, which is of mgjor
econom c inportance (over 18 per cent of the world's aircraft fleet is either
owned by | easing conpanies or |eased by other airlines or manufacturers) is
covered by the GATS. Thus, an inmportant elenment in the review of the GATS Annex
woul d be to establish an agreed definition as to the scope of paragraph 2(b).
One directly related service that is often nentioned as a candidate for
i nclusion is ground handling. However, there are also wide variations in the
extent to which a liberal stance on the supply by foreign conpanies is regarded
as appropriate. Another activity often nentioned may actually be considered a
full subsector of the air transport service sector: air cargo services. Wth
respect to air cargo services, for exanple, countries vary in their share of
passenger and cargo services, and especially with respect to conbination or
"conmbi " services where both passenger and cargo are carried on the same aircraft
and are subject to the same regul atory regine.
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65. The crux of the issue of market access for devel oping countries in the
air transport sector concerns the air traffic rights which have been

specifically excluded from the coverage of the GATS (i.e. paragraph 2(a)
services in the Annex). From the perspective of the positive agenda of
devel opi ng countries, the question is whether the incorporation of air traffic
rights or certain conponents of such rights would inprove their market access.
As noted above, the scope of traffic rights extends to routes (i.e. the eight
freedons), capacity, tariffs and other el enents.

66. Wth respect to the category of services directly related to the exercise
of traffic rights, many of the bilateral provisions which relate to comercia

presence, the novenent of natural persons and the remttance of earnings woul d
normal ly fall within the GATS negotiating franework. Others, dealing with unfair
pricing practices and the abuse of dom nant positions, could be dealt with by
i nproved disciplines in the area of conpetition policy in the forms suggested
above. It could be envisaged that a nultilateral decision could de-link these
elements frombilateral air traffic agreenents and confine the exception, if it
were decided to retain it, to the three essential elements, nanely, routes

tariffs and capacity.

67. The aspect of the GATS which has preoccupied air transport negotiators
from the begi nning has been the general obligation to grant unconditional M-N
treatnment. This obligation would apply even if the specific air traffic
agreenments were not inscribed in the Schedules of Commtnents, unless a
sectoral -specific sectoral derogation were made under Article Il .2. What would
unconditional MN inply? One aspect is that the terns of an open skies
agreenent between two |arge countries, e.g. the United States of America and
Canada, or the United States and the EU, would have to be extended
unconditionally to all WO nenbers, including those which were not necessarily
prepared to enter into such open skies agreenents.

68. If this possibility is viewed in isolation, the obvious question arises
as to what interest the two countries subscribing to the open skies agreenent
coul d have in extending the same access unconditionally to others? However, when
seen in the broader perspective of the GATS, it must be noted that in sectors
such as financial services and basic tel ecomruni cati ons, where the devel oped
countries possess the conpetitive advantage, developing countries have been
obliged to extend all their conmtments on an unconditional M-N basis.

69. Wth respect to the negotiation of routes in general, M-N treatnment would
inply at the nore detailed level that, if two countries agreed to nutually
extend fifth freedomrights, for exanple, those countries would have to grant
fifth freedom rights to airlines from all other countries. Wth respect to
capacity and tariffs(fares), the extension of M-N treatnment woul d appear even
nmore conplicated, although there is a trend towards freely determ ned capacity
and prices and fair and equal opportunity to conpete provisions in bilaterals
have generally allowed conpeting air carriers to match capacity and pricing in
international markets. It could be envisaged that the review of the air
transport Annex could lead to an extension of the GATS to cover paragraph 2(b)
services, certain elenments of bilateral air traffic agreenents, notably the
"ot her elenments" category, and possibly the allocation of routes.

70. Extension of the GATS would inply that specific comrtnents with respect
to air transport could be included in the Schedul es of Conm tnents. These woul d
have to phrased in MFN terms, and any subsequent nodification would involve
renegoti ati on and possi bl e conpensation, including in other service sectors or
in tariff rates on goods. All such conmtnents, as well as the generally
appl i cabl e obligations (notably unconditional MN treatment), would be subject
to the WIO di spute settlenment nmechanisms. Furthernore, any new obligations in
the area of subsidies or conpetition policy which are particularly relevant to
air transport would apply to those elenments of the air transport sector
"integrated" into GATS

71. As has been noted above, the weak position of devel oping countries in the
negoti ation of bilateral air traffic agreenents is seen as a mmjor inpedi nent
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to their increasing their penetration of world markets for air transport
services. Incorporation of air transport into the GATS WO franework is seen as
enabling devel oping countries to strengthen their negotiating position via
trade-offs between air transport and other sectors. Devel oping countries which
attach priority to expanding their air transport exports could offer concessions
in other areas, e.g. access to trade in goods of interest to the main "market"
devel oped countries. Alternatively, developing countries which do not attach
priority to maintaining a strong national airline could offer access in the air
transport sector in return for other concessions. Wether this potentially
i nproved bargai ning position could be applied effectively in practice is another
gquestion, and the ability of subregi onal groupings among devel opi ng countries
to maintain a conmon negotiating position could be a determ ning factor

72. Thi s bargai ning position should in principle be enhanced by the provisions
of Article IV, which oblige menbers to facilitate the increasing participation
of devel oping countries in world trade in services through negotiated specific
comm tnments, including those of particular inportance to the air transport
sector, such as those relating to access to technology on a comercial basis,
i nprovenent of access to distribution channels and information networks.

73. The study nentioned above which the Secretary-Ceneral of |1CAO circul ated
in January 1997 suggests a self-contained preferential system in the air
transport sector, setting out nine "potential preferential neasures for
consi deration and possi ble use by states” provides an alternative, or supportive
approach. These suggested preferential neasures include:(a) asymretric nmarket
access liberalization; (b) nore flexibility for devel oping country airlines in
relation to capacity, code sharing, etc.; (c) trial periods in introduci ng new
liberal air service arrangenents; (d) Ionger phase-in of market access
arrangements; (e) accelerated liberalization anmong devel oping countries; (f)
wai ver of ownership and effective control requirenents; (g) waiver of
restrictions on use of |eased aircraft; (h) preferences in the use of airport
slots; (i) longer phase in periods for liberalization in the areas of ground
handl i ng, currency conversion and renittance, enploynment of nationals and CRS

74. The nost constructive approach to the parallel initiatives in WO and | CAO
could be to ensure that actions in each forum are nutually conpatible. For
exanpl e, the GATS coul d be extended to cover paragraph 2(b) services, including
many services that are normally included in bilateral air traffic agreenents.
The preferential neasures suggested in the |ICAO secretariat study could be
applied to the residual aspects of air traffic rights, i.e. paragraph 2(a) of
the GATS Annex mnus the elenents of air traffic agreenents that would be
i ncorporated into the GATS. |CAO estimates that about 55 per cent of the 379
bil ateral agreenents, anendnents and nenoranda of wunderstanding reportedly
concluded from 1 January 1995 to 31 Decenber 1998 had one or nore participation
measures (such as multiple designation, flexible capacity provisions, or nore
i beral treatnment for non-scheduled and cargo services).This could be the
beginning of a trend, and if that were the case eventually the trend could
sonmehow be reflected in the disciplines to energe out of the GATS or its Annex
on Air Transport Services. In this context, nuch depends on what a review of the
Annex could produce with regard to the relationship between the GATS and
exi sting regul atory regimes.

75. The 1 CAO study on preferential nmeasures in favour of devel oping countries
suggested a number of measures which could be incorporated into arrangements of
various types negotiated by devel oping countries. The question for the GATS
Annex Review is whether any of those nmeasures could or should be incorporated
into the annex itself as an additional recognition of the legitinmcy of non-
reciprocity in nultilateral air transport relations.

76. First, it should be noted that a wi de recognition of the legitimcy of
non-reciprocity for devel oping countries would only nake limted sense, since
the scope of application of the GATS provisions to air transport is itself
limted. Thus, a nunber of recommendations regardi ng market access, for exanple,
woul d only have an effect on the GATS if the Annex were revised to include
traffic rights, since only then woul d GATS apply to the right to serve cities,
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the granting of fifth freedomrights, and the right to operate greater capacity
- all traffic-right-related recommendati ons. The recomendati ons on ownership
and control criteria and on "doi ng-busi ness” matters would be the only ones that
could be applicable in the context of the current coverage of air transport
servi ces under the GATS. ®

77. Second, the approach to devel opment and devel opi ng countries woul d need
to conformto the treatnment the GATS itself foresees for that issue. Article IV
of the GATS on the increasing participation of devel opi ng countries has avoi ded
a special and differential treatnent approach to devel oping countries in favour
of a proactive, pro-market approach based on the negotiation of specific
comm tments ainmed at the strengthening of the services capacity of devel oping
countries through access to technology on a comercial basis, as well as
i mprovenent of their access to distribution channels and information networks.
Article 1V would apply to all aspects of the air transport sector "integrated”
into GATS. If the core elenents of air traffic rights were to remain outside
of the GATS, it would be envisaged that the GATS Annex could recognize the
i mportance of applying the I CAO recomendati ons with respect to traffic rights.
Based upon the [ICAO premse, stated in the study, that "the growh of
international air transport in developing countries will serve the interest of
all States",*® which stemmed fromthe desirability of introducing or maintaining
greater participation and conpetition wherever possible in the sector, may in
fact corroborate the overriding nature of preferential and participation
nmeasures under GATS, as well as el sewhere.

78. Article XXVI11 of the GATS has a nunber of definitions, including that of
a juridical person that is "owned” or "controlled" by persons of a WIO Menber.
A revision of this provision with respect to air services suppliers could be of
interest to devel oping countries, since nore flexible approaches to ownership
and control could facilitate their access to aviation markets. For example, if
ajointly or foreign owned airline that has a principal place of business in a
devel oping country could be considered an air service supplier from that
devel opi ng country, that would already constitute a broadening of the definition
whi ch woul d hel p many devel opi ng countries to increase their market access. | CAO
has suggested that and other approaches (such as the concept of "comrunity of
interest” for developing countries in the same econonmic grouping) in both its
study on preferential measures and in the recomrendati ons by the Air Transport
Regul ati on Panel .3 The revision of definitions relating to ownership and control
is relevant to the activities already included in the GATS Annex.
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Box 1
AVIATION RIGHTS

First freedom rights grant a foreign carrier the right to fly over the hone
country w thout | anding.

Second freedom rights grant a foreign carrier the right to |and at specified
points in the home country, for purposes of refuelling and mai ntenance, but
not to pick up or disenbark traffic (passengers, cargo, or mail).

Third freedom rights allow for traffic that was picked up by a foreign
carrier outside the home country to be disenbarked at specified destinations
in the hone country.

Fourth freedom rights allow a foreign carrier to pick up originating traffic
in the hone country, for transport to the foreign country in which the
carrier is based.

Fifth freedom rights (also called beyond rights) permt the foreign carrier
to pick up or disenbark traffic en route

Sixth freedom rights allow the unofficial right to pick up and put down
traffic between foreign states via home state (by conmbining third and fourth
freedomrights).

Seventh freedom rights grant the right to pick up and put down traffic
between two foreign states.

Source: Derived fromdata in Doganis (1991). Courtesy of John Bowen.
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Table 1
Top 30 countries or groups of countries in 1997 and their ranking in 1996

and 1988 in terms of traffic carried on their airlines” scheduled services?
-l N 74

Esti nat ed : Esti nat ed :

Country or group 1997 Ranki ng Country or 1997 Ranki ng
of countries (mll) 1997 1996 1988 group of countries (mll) 1997 1996 1988
United States 267 753 1 1 1 United States 15 917 1 1 1
Uni t ed Ki ngdom 2 151 052 2 2 2 Republic of Korea 7 960 2 3 7
Japan 84 098 3 3 3 Japan 7 643 3 4 2
Ger many 82 258 4 4 5 United Kingdom 2 6 735 4 2 5
Net her | ands 70 465 5 5 9 Germany 6 267 5 5 3
Si ngapor e 55 459 6 7 6 France 5 129 6 6 4
France 53 781 7 6 4  Singapore 4 872 7 7 8
Republ i c of Korea 51 954 8 8 15 Netherl ands 4 435 8 8 6
Australia 48 554 9 9 7 Switzerland 1 887 9 10 12
Canada 40 928 10 10 8 Australia 1 808 10 9 10
Italy 29 285 11 11 14 Canada 1 669 11 11 11
Thai | and 27 747 12 12 10 Thail and 1 638 12 14 16
Switzerl and 26 160 13 15 13 ltaly 1 457 13 12 9
Brazi | 25 537 14 14 18 China ® 1 396 14 18 22
Mal aysi a 24 029 15 13 25 Hong Kong SAR °© 2 274 - - -
Spai n 23 235 16 16 11 Ml aysia 1 364 15 13 26
@Qlf States 3 21 576 17 17 24 Brazil 1 358 16 15 15
New Zeal and 19 970 18 18 19 Israel 1 142 17 16 13
Russi an Federation 18 135 19 19 - Q@lf States @ 1 132 18 17 32
Scandi navi a * 16 609 20 21 16 Chile 993 19 20 30
I ndonesi a 16 182 21 22 21 Saudi Arabia 863 20 19 19
China ° 15 781 22 20 30 New Zeal and 778 21 21 27

Hong Kong SAR ° 19 341 - - - Scandi navia * 727 22 23 20
Phi | i ppi nes 14 431 23 24 22 Indonesia 696 23 24 21
Saudi Arabia 13 061 24 23 17 Bel gium 691 24 25 14
I ndi a 12 877 25 25 20 Spain 675 25 22 17
South Africa 11 940 26 27 33 Russian Federation 513 26 26 -
I srael 11 492 27 26 26 Philippines 479 27 30 29
Bel gi um 11 277 28 28 28 India 443 28 27 18
Mexi co 10 983 29 29 23 South Africa 397 29 32 34
Austria 9 940 30 30 53 Paki st an 387 30 28 24

Source: I CAO Air Transport Reporting Form A-1 and | ATA

1. Most 1997 data are conputer-generated estinmates, and thus the ranking and the rate of increase or
decrease may change when final data becone avail abl e.

2. Excludes the traffic for Hong Kong, China, for the last six nonths of 1997.

3. Four States, nanely, Bahrain, Oman, Qatar and United Arab Enmirates, are partners in the

mul tinational airline "Qulf Air".

4. Three States, nanely, Denmark, Norway and Sweden, are partners in the consortium

airline "Scandinavian Airlines Systent.

5. The ranking of China is prelimnary. For statistical purposes, the data for China exclude the
traffic for the Hong Kong Special Adm nistrative Region (Hong Kong SAR) for the last six nonths of
1997 and that of Taiwan Province of China.

6. Traffic for the Hong Kong Special Administrative Region (SAR) for the last six nonths of 1997.
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Table 2
Top 30 scheduled air carriers in 1997 and their ranking in 1996 and 1988
in terms of scheduled traffic carried!
PASSENGER- KI LOVETRES PERFORMED FREI GHT AND MAI L TONNE- KI LOVETRES PERFORVED
Esti mat ed . Esti nat ed .
1997 Ranki ng 1997 Ranki ng
Carrier (mll) 1997 1996 1988 Carrier (mll) 1997 1996 1988
British Airways 99 086 1 1 1 Lufthansa 6 249 1 1 1
Uni ted 76 228 2 2 11 Korean Air 5 619 2 2 6
Luf t hansa 66 385 3 4 4 Air France 5 056 3 3 3
JAL 62 030 4 3 2 SIA 4 841 4 4 9
Air France 60 751 5 9 6 JAL 4 027 5 6 2
Anerican 55 878 6 5 13 KLM 3 971 6 5 5
KLM 55 595 7 8 9 British Airways 3 876 7 7 7
SIA 55 459 8 6 5 Cathay Pacific 3 621 8 8 10
Nor t hwest 52 370 9 7 8 Federal Express 3 483 9 9 43
Qant as 44 137 10 10 7 Uni t ed 2 672 10 10 25
Cathay Pacific 38 942 11 11 12 Nort hwest 2 093 11 11 8
Delta 36 907 12 13 23 Swissair 1 885 12 15 14
Korean Air 34 206 13 12 20 Anerican 1 862 13 12 29
Alitalia 28 720 14 14 19 N ppon Cargo 1 856 14 13 15
Thai Al rways 27 747 15 15 14  Asiana? 1 769 15 19 -
Swi ssai r 24 901 16 17 17 Qantas 1 687 16 14 13
Air Canada 24 147 17 18 21 Thai Airways 1 637 17 18 19
Mal aysian Airlines 24 004 18 16 32 Alitalia 1 443 18 16 12
I beria 21 539 19 19 15 Malaysian Airlines 1 364 19 17 34
Virgin Atlantic 19 158 20 22 53 Delta 1 335 20 22 42
Air New Zeal and 18 340 21 20 27 United Parcel? 1 240 21 21 -
Al N ppon Airways 18 306 22 24 46 Polar Air Cargo® 1 223 22 26 -
Conti nent al 17 376 23 33 18 E A 1141 23 20 16
Canadi an 16 781 24 21 25 Air Canada 1 059 24 24 20
Varig 16 717 25 25 26 Varig 1 037 25 23 18
SAS 16 157 26 23 22 Lan Chile 896 26 37 47
Gar uda 15 592 27 26 28 Al N ppon A rways 885 27 28 49
PAL 14 431 28 29 29 Saudia 863 28 25 26
Saudi a 13 061 29 27 24 Air China* 824 29 29 -
Asi ana? 12 527 30 31 - Air New Zeal and 810 30 27 36
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