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Let me begin by thanking the Committee for inviting us here today.

| am accompanied by David McAlligter - Mgor Case Director in our Mergers Branch. Dave has

extensve experience in deding with Bureau-rdlated arline matters.

We agpplaud your initiative in conducting these hearings and welcome this opportunity to provide a
Competition Bureau perspective on the important issue of air liberdization.

For many years, the Bureau has been a staunch advocate of alowing competition and market forcesto
play agreater role in Canada s arline industry.

For example, we strongly supported the government’s * Freedom to Move' initiative in the mid 1980's

on deregulating the domegtic airline market.

Our October 1999 |etter of advice to the Minister of Trangport, on arline restructuring, stated our view
that policies on foreign ownership and cabotage - that is dlowing foreign arlinesto fly domestic routes -
were the largest regulatory barriersto entry in the industry and should be reconsidered by the

governmen.

We continue to hold these views today and that is why we believe your hearings are so important.

My remarks will focus on three main aress.

. First, some background on the Bureau’ srole in the airline sector;



. Second, our view of the ate of competition in the industry since the merger of Air Canada and
Canadian Airlines in 2000; and

. Finaly, our response to the questions raised in the Minister of Transport's 2004 reference
paper on airline market liberdization.

Role of the Bureau

As Commissioner of Competition and head of the Competition Bureau, | am responsible for the
adminigration and enforcement of Competition Act in dl sectors of the Canadian economy, including
the airline sector. The Bureau aso plays an advocacy role as the champion of competition in Canadian

markets.

One of our main rolesisto review mergers. In 1999-2000 the Bureau was heavily involved in the
review of Air Canada s acquisition of Canadian Airlines. The concluson was that Canadian Airlines
was likdly to fall and it appeared inevitable that Air Canada would emerge as the dominate carrier in the
Canadian arline market. The Bureau was responsible for negotiating a series of enforceable
undertakings with Air Canada to address competition concerns arising primarily in the domestic market.

These undertakings were aimed at reducing barriers to entry and fostering competition in the domestic
market. They included, among other things, requirements that Air Canada give up dots at Pearson
Airport and surrender facilities at capacity constrained airports, provide access to Aeroplan, interlining
and joint fare agreements to digible Canadian carriers and to defer commencing its own discount
carrier service in Eastern Canada for a specified period of time.



In August 2004, the Minister of Trangport, pursuant to section 56 of the Canada Transportation Act,
and after having consulted with the Bureau, agreed to rescind these undertakings on the grounds that
they were no longer necessary or appropriate given changes that had taken place in the industry.

Since the merger, the Bureau has aso been active in enforcing arline specific provisons that were
introduced into the Competition Act to address concerns about potentia abuse by Air Canada of its
dominant market position. This enforcement activity included a number of investigations and litigetion
before the Competition Tribuna involving dlegations of predatory pricing againgt Air Canada. That
litigation resulted in the Tribuna accepting the Bureau' s gpproach to gpplying a cost revenue test for

ng predatory conduct in the airline industry.

In light of the changes that had occurred in the industry since the filing of the Bureau' s gpplication to the
Tribund and the important jurisprudence established in the 1% phase of the case, we concluded in
2004 that it was not in the public interest to proceed with further litigetion.

Last year, we undertook areview of the state of competition in the industry and concluded that the
gpecid provisons of the Competition Act relating to arlines could be repedled, provided that the
generd abuse of dominance provisons of the Act were strengthened to provide for administrative
monetary pendties. Bill C-19 is currently before the Industry Committee. This proposed legidation
would reped the airline provisions, but it dso includes a number of other measures to improve the
effectiveness of the Act, including adminigtrative monetary pendties for abuse of dominance. | would
note that Bill C-19 is congstent with a recommendation from the Industry Committeg’ s 2002 report
that the airline provisions be repealed subject to other genera amendments to the Act.

In September 2004 we issued a open to the airline industry setting out our enforcement policy. In light
of the jurisprudence established by the Competition Tribund in the Air Canada case, this policy darified
the types of conduct by a dominant carrier that could trigger enforcement action by the Bureaul.



Enforcement in the sector remains a priority for the Bureau. We investigate dl complaints where there

isfactua evidence of anti-competitive conduct.

Competition in the Canadian Airline Sector

| would now like to provide a brief overview of how the Bureau views the state of competition in the

industry as it has evolved since the time of the merger.

At the outset, however, it should be noted that many of the changes that have overtaken the industry in
recent years have not been unique to Canada. Traditiona network or “legacy carriers’ are being
forced to restructure their operations to compete as consumers shift toward services offered by low-
cost carriers. Consolidation has occurred and indeed severd established players such as Pan Am and
Ansett in Audtrdia, to mention two, have disappeared. The growth of the Internet as a means of
digtribution has aso changed the way the airline business operates.

Domestic service competition

The acquistion of Canadian Airlines by Air Canadain 2000 dramatically reduced the level of
compstition in Canada s domedtic arline markets. The merger resulted in a Sngle competitor having a
revenue market share in excess of 90% and diminated competition that had previoudy existed between
Air Canada and Canadian on the largest 200 domestic city pair routes.

In the five years Snce the merger, the competitive landscape has changed considerably. Air Canada
has emerged from a mgjor restructuring under bankruptcy protection. Important entry by low-cost
carriers has occurred with WestJet emerging a strong nationa competitor. There has aso been exit
from the industry. Aswell, the industry has aso gone through mgor shocks caused by events such as



9/11 and SARS.

According to data reviewed by the Bureau, total seat capacity in 2004 for mgjor Canadian air carriers
is about 14% below the level that existed at the time of the merger. The main cause of this decline has
been amgor reduction in Air Canada’ s seat capacity by dmost the same amount as the capacity
previoudy provided by Canadian. While they have been expanding their presence in the market,
carriers such as WestJet and CanJet have not replaced dl of this capacity.

Air Canada s market share has dropped from approximately 75% in 2000 to 55% based on available
seat capacity. Its market share based on revenue aso declined from 90% at the time of the merger, but
continues to be high, in excess of 70% in 2003, the last year for which this measure has been possible
to caculate.

During the same period, WestJet' s share of the market has continuoudly increased. The company’s
estimated revenue shares increased from under 5% in 1999 to just over 20% by 2003. Combined, Air
Canada and WestJet accounted for over 85% of al domestic trafficin 2004. Smdler carriers have
moved onto some, but not dl, of the routes no longer served by Air Canada. Generdly spesking,
pricing within the domestic market has been more competitive, particularly on mgor routes, with
greater availability of discounted tickets with fewer travel and purchase restrictions.

Transborder Competition

Air Canada s acquisition of Canadian had more limited competitive implications for transborder air
travel due to the 1995 air agreement between Canada and the US which removed most of the
restrictions againgt either Canadian or US carriers serving transborder routes. However, the 1995
agreement, was and continues to limit competition in important respects. For example, 5th freedoms
(sometimes referred to as  beyond rights' - enabling an airline to carry passengers to one country, and



then fly to another country, rather than back to their own) are generdly not permitted, 6th freedom
services (the ability to carry traffic between two other country viathe carriers own country) are
restricted and cargo extension services or co-termindization (the ability to carry cargo to multiple points

in aforeign country using the same aircraft) isnot alowed.

International Competition

With respect to internationa services, the acquisition of Canadian by Air Canada diminated
compstition that existed between the carriers on the limited number of important routes that they both
served. This competition has not been replaced. However, the principa barrier to competition on
internationd routes was and continues to be Canada s bilaterd air agreements with other countries.
While these agreements provide for some competition on routes between Canada and other countries,
they aso redtrict the specific routes served, the number of carriers on those routes and the frequency of
flights

In summary, the state of competition in the domestic market has improved since the time of the merger.
However, in our view there is clearly room for further improvement, not only within the domestic

market, but also in regard to transborder and international services.

Bureau Views on the Minister of Transport’s Reference Questions

The questions and positions outlined in the Minister’ s reference paper are dl directed toward alowing
for increased foreign participation in the Canadian airline industry and providing Canadian carriers with
expanded opportunities to serve transborder or international markets through a process of negotiating
more open bilatera or multilateral air agreements. On competition grounds, the Bureau strongly

supports such initiatives.



Domestic

The Bureau continues to support the eventua remova of al restrictions on the ownership and control of
Canadian air carriers. With very limited exceptions, most other sectors of the Canadian economy are
not encumbered with ownership controls. There does not appear to be any compelling economic

reason why the air transportation sector should continue to have such restrictions.

We recognize that the dimination of al ownership redtrictions may not be feasible under current bilaterd
ar agreements. Accordingly, as afirst step, the Bureau supports increasing the limit on foreign
ownership of voting shares in Canadian air carriers from the current 25 percent to 49 percent. The
arlineindudtry is capita-intensve. New entrants, as well as established players, would benefit from
grester accessto foreign capital that liberalized ownership rules would fecilitate.

The Bureau reiterates its support for alowing rights of establishment, to permit foreign owned ‘ Canada
only carriers . Rights of establishment would alow foreign carriers to draw upon their knowledge and
expertise to establish new operationsin Canada. A potentid benefit of dlowing rights of establishment
could be an increase in the number of routes served by alowing foreign carriers seeking to develop

feed traffic beyond the mgor gateways.

The Bureau aso supports reciproca cabotage. Permitting foreign air carriers to provide services

between points in Canada has the potentid to further promote competition on routes within Canada.



The Bureau recognizes that there is an important policy question of whether rights of establishment or
cabotage should be granted only on areciproca basis. Strictly on competition grounds, a strong case
could be made to implement such measures unilaterdly. However, air policy involves a broader set of
public policy objectives and, on that bass, it would be preferable to negotiate reciproca rights of
establishment and cabotage. However, if thisis not feasible within a reasonable period of time, Canada
should a aminimum consider following the lead of Audtrdiaand unilaeraly dlow right of
establishment.

Transborder

There is no doubt that the current air services agreement between Canada and the US has resulted in
important benefits for Canadian consumers and businesses. It hasled to subgtantid growth in
transborder services. Canada s tourism industry has benefited, trade has been facilitated and shippers
and travellers have greater choice and lower cost. Canadian air carriers have benefited as well, with
Air Canada continuing as the largest transborder air carrier. WestJet recently commenced service into
the US becoming the first low cost carrier to offer transborder services.

The Bureau supports negotiations to further liberdize Canada s air agreement with the US asaway to
further improve transborder service. In our view, the ultimate goa of such negatiations should be the
establishment of a sngle aviation market with the US similar to that which exiss within Europe. In
short, the casefor free trade in arline services within North Americaiis no different than for other

sectors of the economy.

At aminimum, negotiations should seek to establish a‘US syle open skies agreement. Thiswould
result in reciproca granting of 5th freedom traffic rights, the remova of dl pricing and other restrictions

on 6th freedom carrier service and the mutua granting of cargo co-termindization and 7th freedom



cargo traffic rights (dlowing a carrier to trangport cargo from the other country to or from athird

country even if the flight does not touch down in its home country).

The establishment of 5™ freedom rights would benefit Canadian travelers by providing Canadian and
US airlines with grester freedom and flexibility in setting up their route networks to third countries.
Modified sxth freedom rights would potentialy afford consumers more travel options by adlowing

cariersto serve city markets indirectly through their own domestic hubs.

With respect to cargo, co-terminalization would alow US or Canadian carriersto ddiver US or
Canadian cargo to the other country using routes having more than one destination in the country of
destination.  While thiswould not have the potentid competition and efficiency benefits of cabotage, it
could provide sgnificant benefits to Canadian businesses and consumers in terms of both costs and time

(due to reduced ground handling).

Cargo 7™ freedom traffic rights would alow a Canadian cargo carrier to operate cargo flights from the
USto other nations, and would adlow US cargo carriers to operate flights from Canadato other
nations. Since cargo moves uni-directionaly and suffers from unbaanced traffic flows, 7th freedom
services can be an important element in air cargo economics. Thiswould provide carriers with grester
flexibility in desgning lower cogt, more efficient routes, ultimately to the benefits of Canadian consumers

and businesses.

I nter national

The Bureau believes that opportunities for negotiation of international agreements creating more open
competition should be pursued on a priority basis and be subject to the minimum number of restrictions
possible. With respect to internationa travel, asis currently the case with domegtic air travel, there



should be no digtinction between the granting authority for charter versus scheduled service. Rather, it
should be left to market forces and the demands and preferences of air service users to determine

which type of service or combinations of services should be provided.

Regardless of whether passenger or cargo services areinvolved, bilateral or multilateral ar negotiations

should serve, firgt and foremog, the interests of passengers and businesses relying on aviation services.

However, the Bureau aso recognizes the importance of Canadian carriers having fair and equa
opportunities to provide service. If the Government were to pursue apolicy of libera open access
bilaterals, granting both Canadian and foreign carriers access to serve any city in Canadato any city in

the foreign nation this would serve to baance the interest of consumers and carriers.

Conclusion

In summary, the Bureau strongly supports efforts to further liberalize regulation of the airline sector in a
manner that would expand the role of competition and the benefits that will flow from such competition
to consumers and air trangport dependant indugtries. Given what we have seen occurring in the EU and
markets like Austrdlia and New Zealand, a clear trend toward greater reliance on competition and

market forcesin the provison of arline servicesis emerging worldwide.

We hope that the Committee will recognize in its report the benefits of competition and the importance

to Canada of moving forward with a process to modernize and open up our regulatory regime.

Thank you for the opportunity to share our views with you. We look forward to your questions.
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