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Air transport is an important economic sector with large growth generating effects. Its output is substantial:
internationally, the industry “generates at least US$1.4 trillion [a year]”. Notably, “[a]viation alone could be
contributing as much as eight percent of global GDP [or Gross Domestic Product].” The sector has been
critical to the development of the tourist industry in many parts of the world and to the international expansion
of tourism. Air transport has allowed large revenue transfers to and job creation in developing countries

through tourism.

Africa’s air transport sector relative to that elsewhere is comparatively small: Africa accounts for less than
four percent of international air passenger traffic. Major constraints to an expansion of air transport in sub-
Saharan Africa (SSA) are the presence of relatively heavily protected, inefficient airlines and inadequate

regulatory air transport frameworks.

Many SSA countries have begun restructuring their national airlines and liberalising their air transport
sectors. Yet, much still needs to be done in order for the returns from air transport to be secured across the
continent. Commitments by most SSA nations to follow the Yamoussoukro Il Decision — a plurilateral air

transport agreement — are set to address some of the problems which plague the air transport sector in SSA.

There is a window of opportunity available to launch properly a programme of liberalisation as per the
Yamoussoukro Decision’s steps and objectives, but the Mozambican authorities have decided to delay their
participation in the Yamoussoukro liberalisation process. It is a decision that affects the country’s ability to
tap into a relatively wealthy and large tourist market located in neighbouring South Africa. Numerous studies
have suggested that a large traffic and growth expansion would result from a reduction of the barriers to

entry into the Mozambican air transport market.

In this report, the meaning of liberalisation in the air transport sector is discussed and the difference between
deregulation and liberalisation is highlighted. Liberalisation entails a progressive opening up of a market with
state control enacted over the process, while some amount of regulation may be required to ensure that
market forces operate effectively and that some rules are followed in the process of air transport. The
government has a key role to play in developing and implementing a transparent, non-discriminatory

framework that facilitates competition, expands airport capacity and contains anti-trust laws.

A hurdle to liberalisation in the air transport sector may be with the exclusion of large segments of air
transport from the ambit of multilateral trade negotiations, through the General Agreement on Trade in

Services (GATS). The exclusion applies to air traffic rights for cargo, passengers and mail.



With access negotiated typically on a bilateral or plurilateral basis, large scale liberalisation progress may be
limited. Bilateral liberalisation (involving government to government negotiations) has only been notable
when large countries have engaged in such efforts and required access from their partners. The United
States of America (USA), which introduced competition via deregulation, typifies that approach. Plurilateral
deals generally overlap with the broader economic cooperation arrangements, as was the case for the

European Union (EU).

There are mixed opinions on the merits of the bilateral option as opposed to other liberalisation options.
Some argue, for instance, that bilateral air transport arrangements have allowed liberalisation to progress.
Plurilateral deals, which are larger in scope, may be superior in their effects, yet many such deals have not
been ratified or enacted. Moreover, such deals are more difficult for governments to alter and less

predictable than other types of arrangements.

The restrictions against air transport are specified for ownership, designation and withholding, tariffs,

capacity as well as in terms of air traffic rights.

Methodologically, the nature of the air transport context invites assessments of the removal of such barriers
which rely on a case study approach. Noting that there are methodological limitations with the case study
approach, the report presents some general arguments in favour of air transport liberalisation and discusses

some case studies from developed and developing contexts.

In terms of the impact of air transport liberalisation, it seems that a developing or developed country
distinction is not of great relevance to the discussion of the Mozambican sector’s liberalisation. Firstly, in a
context with a great variety of air transport regimes, it is not easy to identify cross-regional differences.
Secondly, large volumes of passenger air traffic in developing countries originate from the USA and the EU;

two particularly liberal regions in the air transport industry.

Some positive effects have been observed as competition was introduced into air transport sectors in a

range of countries:

A 12%-35% increase in passenger air traffic occurred as fares dropped. Though fares on some routes
increased when cross-subsidisation disappeared (as in the USA), the number of discount fare travellers grew

notably in all cases.

New entrants, including low cost carriers (in the USA, India, Brazil and the EU), entered the market. Such

carriers developed operational, service and overhead savings advantages over the traditional air carriers.

Greater competition translated into greater fare diversity, flight frequencies and a range of destinations on
offer. New airports were set up following liberalisation (as was the case for the UK). New hubs, including in

new regions, were established.



The following were secured through enhanced competition:

Improved efficiency and enhanced productivity (including via innovations) although the magnitude of the effects
varied according to the availability, size and efficiency of airports as well as with the efficiency of individual air

companies.

An expansion of revenues, triggered by the removal of large explicit and implicit subsidies, correlated with a

substantial growth of (passenger) traffic and an expansion of services at new or improved airports.
Employment expanded.

Economic integration was enhanced.

The link between tourism and air transport suggests that an expanding number of air passengers travelling
for touristic reasons is linked to the expansion of low cost airlines. More liberal air transport conditions

increase or are projected to increase growth, employment and government revenues.

Specific case studies are also discussed in the report. Some of the impacts of the rapid deregulation of air
transport in the USA are noted. While a range of positive changes occurred through deregulation, including
declines in fares, an expansion of traffic, the emergence of new air routes and innovation, some negative
effects also emerged such as the disappearance of some airlines, an oligopolistic industry structure and
some deterioration in the quality of services to the consumers. In the EU, where a more progressive process
of air transport liberalisation was pursued, the changes were positive across many dimensions.

Deteriorations of fares in the business and normal economy segments were noted exceptions.

Not only has the successful introduction of competition in the air transport sectors in the EU and the USA
generated momentum for liberalisation in other countries and regions, those liberalisation processes were
supported by progressive, well defined steps. The early EU position is similar to the present one for the
Southern African Development Community (SADC) wherein national airlines dominate and some

liberalisation is already in place.

A quite complex, occasionally heavily guided process of liberalisation and deregulation was adopted in
countries such as Mexico, Malaysia and Thailand. Deregulation and liberalisation only occurred once the
economic context became favourable in the case of Mexico. For Costa Rica, liberalisation took place in
combination with other forces as well as from specific demands from partners. In the case of Chile, where a
heavy regulatory environment created major problems, liberalisation occurred quite rapidly. In Chile, the
maintenance of the national carrier was costly to that society. All of the case studies discussed in this report
point to widely favourable liberalisation or deregulation effects: new airlines sprung up and traffic increased.

As for the national carriers, these were generally, but not always, sold to private companies.



Some problems are raised in the literature about the opening up of the air transport market. These range
from support to the national carrier(s) through to more general sectoral problems. Issues specific to the
expansion of low cost carriers are highlighted in the discussion. Significantly, some political concerns might
be valid in relation to the role of national carriers in the air transport sector. For instance, the protection of a
national carrier could have positive (cultural) externalities and might justify governmental support. In turn,
national carriers can perform last resort supplier functions. Governments may also need to step in if the
disappearance of particular routes is not socially acceptable or has developmental repercussions. However,
it is important to distinguish between political and lobbying arguments. The costs of such interventions need
to be transparent. With regard to issues of deteriorating quality of services, congestion, poor labour
practices and concentration, these do not belong to the liberalisation realm but pertain, instead, to the

regulatory domain.

Two main options are available to policy makers: that of maintaining the national carrier as a monopoly or
that of an engagement with gradual liberalisation. With regard to the option of dismantling the monopoly
national carrier, a great number of considerations need to be taken into account to ensure that liberalisation
progresses well and is managed effectively. Particular attention needs to be given to signalling, competition
policy issues and country specificities. Services changes to particular air routes also need to be assessed

from the outset.

The report also discusses the Yamoussoukro Decision (YD), a plurilateral air transport agreement that spans
the whole of SSA. Its implications for Mozambique are explored. The YD envisages a “single African
airspace” and a key role for the private sector. It also opens up air transport in SSA,; calls for a removal of
restrictions on traffic rights, including against the fifth freedom, free pricing, as well as the removal of
restrictions on capacity and on multiple designations; and for the creation of standards on safety and

security. The YD suggests that African states have decided to open up intra-Africa air transport.

The YD has not been followed fully in spite of it generating a plethora of sub-regional plurilateral
arrangements and air transport liberalisation initiatives (as in the SADC). The implementation of the YD was
supposed to have taken place from 2002 onwards but little progress has been made. Only a subgroup of
countries - Kenya, Uganda and Tanzania - has announced, in 2005, that its bilateral air service agreements
are aligned to the provisions of YD. South Africa, Zambia and Zimbabwe are in an in-between stage, having
opted for a somewhat lighter form of liberalisation, but have agreed to unlimited flights with multiple

designations of airlines permitted between one country and another.

The case of Mozambique is different even though other SADC ministers have approved a roadmap for the
implementation of the YD by 1 January 2009. A (confidential) briefing note indicates that in May 2005
Mozambique joined Angola and Mauritius in expressing its desire to delay participation in the implementation
of the YD. Mozambique has undertaken some air transport reforms since the end of the 1990s, but its air
transport market remains relatively heavily protected. Limited information is available about the air transport

situation in the country yet it is known that the authorities have generally (but not fully) granted the fifth



freedom to partners while standard restrictions on international and regional air traffic are applied. In parallel,
Linhas Aeras de Mogambique or LAM, the national flag carrier, has experienced financial losses and shown
little interest in international expansion. Mozambique’s regulatory context is inadequate. The national civil

aviation institute makes policy for the sector but should, in fact, be the regulator.

There are recent indications that the Mozambican authorities are seeking to invest in the national carrier.
The timing is interesting because the authorities are experiencing pressures to move the YD’s
implementation forward. As far as options are concerned, the Mozambican authorities should follow the YD
and minimise the delays in participating in the YD process. There are important issues linked to the current
timetable of action around the YD and some prerequisites need to be met by the country before it engages

with liberalisation.

Currently, Mozambique’s air transport sector is not reaching its fullest potential. Mozambican and foreign
consumers are penalised by the current air transport situation. Changes are clearly required for lowering the
barriers to entry; it is an issue addressed in the YD. Given the least developed country status held by
Mozambique, and the problems of access in its hinterland, there are large consumer stakes in a decline in
fares. An expansion of air services (in terms of economies of scale and scope) and a relaxation of fares are

needed. The latter objectives are also part of the YD.

Commitments have been made already by Africa’s civil aviation ministers to engage with intra-Africa air
transport liberalisation. Implementation is required at this point in time. Unfortunately, it is unclear exactly
what Mozambique’s problem is currently with the YD except that the authorities seem to be seeking more
time to prepare the national carrier to adjust to liberalisation. More time might be needed by the authorities
when considering the key issues that make liberalisation effective and politically acceptable in Mozambique.

Given that air transport is excluded largely from the multilateral arena, negotiations have to be conducted at
the bilateral and/or plurilateral level. Market access on a grand scale is better guaranteed by plurilateral
liberalisation progress, an aspect which the YD can offer. While the Mozambican authorities might push for
improved market access bilaterally, as with South Africa, the authorities have improved chances of securing
access to a larger market by aligning themselves with other African countries. Mozambique displays a
relatively closed air transport market and can tap into the YD to secure access to other, more restrictive

markets in Africa.

In order to remain competitive worldwide, African airlines will have to compete with other airlines. Those that
do not implement changes (as specified by the YD) will find it difficult to engage in those steps needed to
enhance their efficiency and to adjust to those changes at a later stage. Given the African focus embedded
in the YD, there is scope for air transport expansion that is tailored to local circumstances. Generally, the YD
offers a set of intermediary air transport liberalisation targets. Across Africa, the YD is seen as a phased

approach towards the creation of a more liberal air transport environment.



As has been observed the world over, the large size of a SSA airline (e.g. SAA) does not preclude the
setting up and expansion of an airline from another SSA country. Efficiency improvements and the

government’s ability to ensure that the supporting infrastructure is in place are key variables in that process.

Governments have to assess the costs of their interventions. The YD has acted as a catalyst for the
authorities to attend to the opportunity costs associated with state interference in the sector. The YD has
also helped governments recognise the role played by air transport in particular sectors of the economy,
especially for trade and tourism. Nevertheless, the main issues hindering the implementation of the YD lie
with the legal and institutional frameworks and, specifically, a lack of a clear harmonisation of competition
rules, dispute resolution mechanisms and an executing agency. Importantly, no additional capacity and
funding are offered by the YD. The remaining issues will need to be addressed if the YD is to be widely

effective and attractive in Africa



The air transport industry is an important economic sector. As an industry, it has large growth generating
effects and is shaped by and contributes to deepening globalisation. Air transport supports the movement of
goods and people and reduces transaction costs. The sector has been critical to the development of a
tourist industry in many parts of the world and to the international expansion of tourism. Such shifts have
been associated with large revenue transfers to and with job creation in developing countries.
Consequently, the airline industry is a large direct and indirect employment sector. Internationally, the
industry (including tourism) employs an estimated 28 million people.* The industry is a growth sector: at the
end of the 1990s and in the early 2000s, air transport grew at 5%-10% per annum. Air traffic levels have
doubled every 10 years. The sector’'s output is substantial. Internationally, it “generates at least [United
States dollars] US$1.4 trillion [a year]”. Moreover, it was suggested that “[a]viation alone could be

contributing as much as 8 percent of global GDP [or Gross Domestic Product].”2

In contrast to the key role played by the industry in growth and development internationally, air transport is a
comparatively small sector in Africa: Africa accounts for less than four percent of international air passenger
traffic (as shown in Figure 1); a proportion hardly altered when domestic passengers are included in total
passenger air traffic (Air Transport Action Group, 2003:94). The size of the air transport sector is correlated
with levels of development, population size and density, yet there are major constraints to the expansion of
air transport in Sub Saharan Africa (SSA) which includes the presence of relatively heavily-protected,
inefficient airlines and inadequate regulatory air transport frameworks. As will be argued in this report, many
SSA countries have restructured their national airlines and are liberalising their air transport sectors. Yet,

much still needs to be changed if the returns from air transport are to be delivered to the continent.

1 With possibly about four million jobs in air transport alone (see World Bank (2004) for alternative data illustrating the importance of the sector).

2 See http:/ledition.cnn.com/2007/WORLD/asiapcf/11/05/eco.about.planes/index.html. A lower figure of one percent of the world GDP is advanced by the World Bank (World Bank,
2004).



Most SSA nations committed themselves to following the Yamoussoukro Il Decision, a plurilateral air
transport agreement, in order to address some of the inefficiencies which plague the air transport sector in
SSA. There is a window of opportunity available to launch properly a programme of liberalisation, as
outlined in the Yamoussoukro’s documented steps and objectives, yet a handful of countries - Mauritius,
Angola and Mozambique - are resisting the change. In the case of Mozambique, the authorities have
decided to delay their participation in the Yamoussoukro liberalisation process despite a relatively wealthy,
large tourist market near the country’s borders with South Africa. Numerous studies, moreover, have
documented the large traffic and growth effects that would result from a reduction of the barriers to entry into

the Mozambican air transport market.

This report reviews a small sample of the literature on liberalisation in the air transport sector.’ Specifically,
given that limited information is available on the nature and depth of the barriers to entry into the air transport
sector in Mozambique, secondary information and case studies are used to consider some of the costs and
benefits entailed in a process of national carrier restructuring and the variants in the methods of air transport

liberalisation.

It is argued in this report that a programme of liberalisation, as outlined in the Yamoussoukro Decision,

entails some risks, yet remains an interesting option for the Mozambican authorities because:

Firstly, although (possibly) placing the national airline under severe financial threats, airline liberalisation will
generate significant tourist expansion and, in turn, will help secure large tourist revenues. The Yamoussoukro
Decision has been ratified by all SSA air transport ministers and reflects a collective acknowledgement that air
transport liberalisation is required to enhance development. An expansion of tourism fits this agenda in terms of
the development impacts of the sector.

Secondly, the Decision offers a liberalisation framework for SSA and has particular targets and steps to follow.
Coordination provides incentives for large scale action and the Yamoussoukro Decision offers a platform for
policy-makers to discuss and negotiate difficulties. Importantly, the Decision seeks to address changes to the
existent legal and regulatory frameworks; an important feature given the numerous weaknesses in place in this
context and, moreover, that many SSA countries share common economic characteristics. A process of
sequenced liberalisation minimises the risks of a late adopter being left behind and facing the typically large

costs associated with catching up with its neighbouring competitors.

Thirdly, the framework for the Yamoussoukro Decision is defined as an African project that supports integration

within the continent. Itis, thus, in line with a broader pan-African agenda.

3The focus of this report is with passenger, not cargo, air transport given that the concern is with the impact on tourism of air transport liberalisation. It is worth noting that air freight
has a critical role to play in development. As transport times are reduced, trade is facilitated. New markets, for example, in perishable items such as fresh food and flowers, become
available. According to the World Bank, 40% by value of all manufactured trade is currently transported by air (e.g. World Bank, 2004). In addition, private air charter is not discussed
here. While private air charters relax some of the capacity constraints which confront other types of air transport, the scale of such operations is small and/or typically linked to short,

specialist trips.



Fourthly, the Yamoussoukro Decision does not, per se, conflict with a programme of maintaining national

carriers.

The above points apply generally as well as specifically to Mozambique. Nevertheless, in the case of
Mozambique, there is a threat to the survival of Linhas Aéreas de Mocambique or LAM, the national carrier,
when there is a lowering and, in the extreme case, removing of the barriers to entry. From an examination of
a series of options available to the survival of a national carrier, the changes should be considered carefully.
Specific questions have to be raised and addressed by the authorities before engaging with these changes.
Legislative and regulatory changes have to be devised carefully in the process of air transport liberalisation.
Gradual liberalisation is essential to ensuring that some of the adverse effects associated with removal of the
barriers to entry are avoided. Some amount of governmental intervention could be justified in particular
circumstances. The Mozambican authorities might not be in a position to follow rapidly the timetable of air
transport liberalisation that is being adopted by a range of other countries. Moreover, the Yamoussoukro
Decision only offers a framework; no additional financial support or capacity is provided to engage with the

changes.

This report is structured as follows: in addition to this introduction, there are six sections.

Section Two outlines the concept of liberalisation in the air transport sector; clarification of liberalisation
principles in the air transport sector is important given the sector's complexity and that liberalisation
progresses on many levels. Liberalisation has frequently but incorrectly been confused with deregulation;

the latter implies a lack of regulation and a laissez-faire attitude on the part of governmental authorities.

Section Three identifies the various benefits associated with air transport liberalisation.

Notwithstanding the strong evidence in favour of air transport liberalisation, Section Four discusses the
specific arguments against it. In spite of typical protectionist interests around the preservation of national
carriers, some political considerations might be contradicted by liberalisation; it is, as one observer has
characterised it, a conflict between economic and political considerations. This report’s perspective is an
economic one and it is through this lens that the current, unsustainable situation in Mozambique is

considered.

In Section Five, some general options with regard to liberalisation models are described. Great attention is
paid onto particular steps which need to be considered by the authorities to ensuring that some adverse
effects associated with the opening up of air transport are minimised.

Section Six shifts the discussion to the case for Mozambique to adopt the Yamoussoukro Decision given the
nature of its air transport sector which is described in some detail. Most aspects of the Decision make it an

interesting model for Mozambique to follow, yet liberalisation should be implemented gradually.
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Consequently, the timetable of action presented in the Yamoussoukro Il Decision might not be appropriate

for Mozambique.

In Section Seven, a set of conclusions and recommendations are offered.

14]



There are two basic approaches to introducing competition into industries: the deregulation approach and
the liberalisation one. Briefly, deregulation is the removal of regulation. For example, deregulation of an air
transport industry occurred in the United States of America (USA following the introduction of the Airline
Deregulation Act of 1978.

Generally, liberalisation entails a relaxation of governmental restrictions. It is the phased opening of a
market with state control enacted over that process. Liberalisation may be accompanied by the
reintroduction of some amount of regulation to ensure that market forces can operate and that the process is
managed properly. In the air transport sector, liberalisation is a complex concept and that complexity cuts
across many levels. Firstly, there is complexity about what constitutes the air transport sector; secondly,
clarification is needed about how the barriers to entry in the sector are managed and negotiated; thirdly, in
terms of a limited number of truly liberal air transport cases, it is the case that even the more liberalised,
“open sky”-type of agreement contains some barriers to entry; and fourthly, liberalisation cannot be equated
with the absence of governmental interference: even in a liberalised market a government needs to adopt a
vigorous role in areas such as developing and implementing a transparent, non-discriminatory framework to
facilitate competition, anti-trust laws and airport capacity expansion. A failure by government to fulfil this role

can lead to negative developments such as congestion and a concentration of power through mergers.

In its simplest form, air transport liberalisation means that a set of strict, arcane rules are replaced by the
market. Thus, in the extreme, a liberal air transport system is one devoid of governmental interventions in
access, pricing and services. The introduction of market principles has proven repeatedly to be a decisive
influence in expanding the industry and making its benefits available to more people; liberal air transport
arrangements are scarce though. As such, and given that even those arrangements currently considered
among the most liberal were previously relatively restrictive, liberalisation progress is a key dimension to

consider.

Liberalisation implies that a particular type of change occurs over various dimensions; that makes
liberalisation something which is difficult to assess. It is challenging to rank and select liberalisation
alternatives. When limited information is available about an initial set of air transport restrictions, it

complicates an assessment even further; such is the case for Mozambique.

Noting that, there are specific difficulties around liberalisation progress in the air transport sector. One
particular hurdle is associated with the exclusion of large segments of air transport from the ambit of
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multilateral trade negotiations, under the General Agreement on Trade in Services (GATS). ltis to that issue

which this report’s discussion now turns.

2.1 Air transport services and the GATS

In the World Trade Organisation’s (WTO) standard services classification, there are five main sub-sectors in
the air transport services: passenger transportation, freight transportation, rental of aircraft with crew,
maintenance and repair of aircraft, and supporting services for air transport. (The latter has been added
relatively recently to the classification.) Only the “repair and maintenance” and “activities related to sales
(including computer reservation system services)” sectors are subject to GATS and, thus, to multilateral
liberalisation negotiations. The GATS’ Annex, which “applies to measures affecting trade in air transport
services ..., and ancillary services”, also specifies that a large number of air transport segments fall outside
the GATS, including: “(a) traffic rights, however granted; or (b) services directly related to the exercise of

traffic rights” (see paragraphs one and two in WTO, 2008).4

The details of the GATS’ Annex are important for many reasons. Generally, with the GATS not applying to
air traffic rights or those services directly related to such traffic, the scope for liberalisation progress is
defined in other arenas: access to major segments of the air transport sector can only be tackled within a
bilateral (between governments) and/or a plurilateral context®, rather than within an international or
multilateral one. This feature limits the scope for large-scale liberalisation progress. (It also relies on the
country which initiates the liberalisation process to have a large traffic volume if the impacts are to be
garnered.) In turn, the exclusion of large transport sub-sectors from GATS might have impacted adversely
on the sky access of those airlines that have been recently established and those in developing countries
created or expanded at a later stage if the relevant authorities decided that such airlines needed to be

protected in order to expand.

The International Air Transport Agency6 or IATA (1999) has a somewhat different stance from the GATS’
one. The current air traffic context is characterised by a proliferation of bilateral agreements: internationally,
about 3,000 bilateral agreements (with other estimates suggesting it is 3,500) have been identified as
managed by the International Civil Aviation Organisation (ICAO).7 According to IATA (1999) and the United

4 The Annex defines “traffic rights” as “the right for scheduled and non-scheduled services to operate and/or to carry passengers, cargo and mail for remuneration or hire from, to,
within, or over the territory of a Member, including points to be served, routes to be operated, types of traffic to be carried, capacity to be provided, tariffs to be charged and their

conditions, and criteria for designation of airlines, including such criteria as number, ownership, and control” (WTO, 2008).

5 Though the term “plurilateral” refers frequently to regional, plurilateral arrangements can span regions across continents. Plurilateral deals entail typically that a common set of civil
aviation rules is adhered to. Such deals are distinct from multilateral arrangements in that their scope is more limited and the negotiation models are disinct and involve less stringent

participation.
6 The IATA represents the industry’s trade interests towards governments.

7 The ICAQ is a (post World War II) United Nations (UN) agency that deals with international air transport and, more specifically, with air transport cooperation. Though it has both a

planning and sector development role, its core focus has been with the adoption of common procedures, principles and standards in the sector. ICAO's role was, in the

16
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Nations Conference on Trade and Development or UNCTAD (1999), it is because of the prevalence of
bilateral agreements that large segments of air transport have been excluded from the GATS.2 The
preference for bilateral deals is associated with the perception that negotiations are more easily instigated
under bilateral rather than under other types of arrangement.

While there is an ongoing debate over whether bilateral or multilateral negotiations should be pursued, the
sector has been affected by a wide range of plurilateral arrangements, as is summarised in Figure 1. These
are comparatively large in scope — in terms of the number of countries involved and the fact that a little over
23% of international traffic would be subject to plurilateral agreements — and overlap with the 3,000 bilateral
deals that are in place. Only limited comments are made in the literature about the benefits of a plurilateral
versus a bilateral approach because a number of such deals have not been ratified or enacted, as is the
case for the Yamoussoukro Decision, and because plurilateral deals appear superior to bilateral
arrangements on the basis of their scope. The former are difficult for governments to alter, are less
predictable than other types of arrangements and entail more complex regulatory framework issues (IATA,
1999).

organisation’s early years, articulated around the interests of specific geographical areas or regions in line with the recognition of distinct regional dynamics. Its current objectives are
safety, security, environmental protection, efficiency, continuity and the rule of law.

8 QOther reasons raised by IATA (1999) about the difficulties of integrating air transport within GATS lie with the specific nature of the air transport sector, the fact that the most
favoured nation principle, which underlies GATT/WTO trade negotiations, was seen asa threat by countries which were seeking rapid liberalisation progress as well as with the threat

that air transport liberalisation would become linked to the negotiations of other trade interests.

17]
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Figure 1: Plurilateral air services agreements (stylised representation)
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Source: WTO (2007: 12, Figure 1)

2.2 Barriers to entry into the air transport sector

A key issue in the liberalisation of air transport pertains to what it is that is to be liberalised. As this particular
question is rarely laid out in the literature advocating liberalisation, it is worth noting that the most frequent
restrictions to air transport operations are:

Ownership and/or designation-withholding restrictions. These refer to the extent to which air traffic rights and
related services may be “substantially owned” or -controlled by nationals;

Tariffs specifications - e.g. dual approval which means that both governments need to approve fares and tariffs
versus a free pricing approach;

18
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Capacity specifications (e.g. whether predetermination or capacity control is applied as opposed to the free

determination of frequency or aircraft capacity); and

Traffic rights restrictions which refer to specific freedoms of the air (see Annex).9

While all of the above affects entry to an extent determined by the details of the arrangements, a different
classification of the barriers to entry distinguishes between soft and hard rights. Soft rights refer to barriers
affecting air transport or air services operations (e.g. the rules on the import of aircraft parts or taxation) while
hard rights refer to the conditions applying to the freedoms in operating (e.g. the number of designated
carriers, traffic levels allowed, conditions governing access to routes). These are areas for which an

authorisation needs to be secured before the air transport service is supplied.

2.3 Assessing liberalisation progress and restrictions:
methodologies

Theoretically, liberalisation has deep and varied impacts on the implementing country but there are
comparatively few quantitative (and econometric) exercises carried out to determine the impact of airline
regulations or air transport restrictions (and the removal thereof). Only a small number of partial
assessments have been carried out to determine the extent to which the air transport industry is restricted as
well as the actual impact of the removal of those particular restrictions. As pointed out by WTO (2006a:10;
emphasis added), the “[c]urrent literature on air transport contains no comprehensive analysis of the degree

of liberalisation of bilateral Air Services Agreements.”

Evidence to support the claim that air transport liberalisation is generally positive relies on a dominant
methodology: the literature presents the impacts of air transport liberalisation on a case by case basis; once
the assessment is made for a group of countries, a general picture is obtained. This means that the
determination of whether liberalisation is overwhelmingly positive or negative draws heavily on collections of
case studies. The case study approach dominates for two reasons: firstly, air traffic is managed in complex,
multi-layered ways and secondly, discrepancies and gaps in reported and collected information (see WTO,
2006a and WTO, 2006b for a discussion of this issue). The sectoral complexity and the data discrepancies

are minimised (but not eradicated) with the use of the case study approach.

In terms of details, changes are assessed in many ways. The literature refers to assessments comparing
pre- and post-liberalisation data; extrapolating and comparing pre- and post-liberalisation trends; and
comparing the situation in more liberal cases vis-a-vis more restricted situations. (The latter can be done
within a particular country, such as in the USA which had some regulated or protected routes while other

routes were not.) The time series and cross-section data are applied to a series of variables and are used,

° These are the major restrictions reported. See WTO (2006a) and WTO (2007) for some other restrictions.
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for instance, to analyse passenger and price, cost or investment changes. Yet, in some cases, these are

inadequate. At least, as was noted by an informant in Viscusi, Vernon and Harrington (2000:562), “[t]he

essence of the case for competition is the impossibility of predicting most of its consequences."m

10 The emergence of hub-and-spoke systems has been one instance of an unpredicted outcome of competition. We describe these systems subsequently in this report.

20]
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The case for air transport liberalisation is based on evidence that it has delivered many positive effects

including these:

The consumer’s ability to choose airlines, routes, schedules, frequencies and airports is enhanced as air

transport is liberalised. Liberalisation has, by and large, translated into enhanced consumer choice;
Greater consumer surplus has arisen by allowing lower transport fares to become available;

Economic growth has been accelerated by providing additional tourism jobs and receipts.

In this section, the broad link between liberalisation and economic growth is explored. The section’s
discussion also explores the impact of air transport liberalisation on tourism and the gains experienced for

selected developed and developing countries.

3.1 Liberalisation and economic growth

Data difficulties notwithstanding, the WTO’s Council of Trade in Services, which is in charge of providing air
transport reviews,'" has attempted recently to establish the scale of restrictions within the sector.”? Stressing
that the exercise is complex, the approach adopted in a review conducted for 2005 resulted in the creation of
air liberalisation indices. Among these is the standard air liberalisation index (ALI), where higher figures (of

up to 50 points) reflect less restrictive regimes. (A methodological discussion is presented in the Annex.)
The WTO review’s main findings on the various air transport agreements in place were, among others, that:

Passenger traffic is concentrated: two-thirds of all World Air Services Agreement (WASA) traffic, as specified

by the ICAO, involves 50 parties and 100 air service agreements (ASAS).

11 The reviews aim to assess whether excluded air transport services could become incorporated into GATS. These are to be conducted on a regular basis: every five years. More

specifically, the 2005/06 review consisted of an evaluation of the extent to which the sector is restrictive.

12 The 2005/06 WTO review of air transport used data from the IACO (the World Air Services Agreement or WASA database) and from the International Air Transport Association
(the IATA). Since WASA provides only bilateral information, data have been manipulated to obtain quantitative information on plurilateral arrangements. Each pluritateral deal has

been directly and specifically scrutinised to refine the information and guide the analysis of the extent to which the sector is restricted.
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The existent bilateral agreements regulating air transport are overly complicated: given the prevalence of
common points across the bilateral agreements, there are seven main types of agreements (or sets of

provisions). There is, thus, great scope for streamlining the agreements.13

Important liberalisation impacts would be achieved by relaxing the barriers to market access contained within
plurilateral agreements given that a high portion of air traffic (equivalent to 23% of total air passenger traffic) is

managed by such deals. However, many such agreements have not been ratified.

One in six and one in three passengers travels under liberal and semiliberal conditions, respectively."* This

reflects the fact that some high air traffic areas have applied liberal air travel provisions.

Three important points arise from the above findings. Firstly, noting that some large, developed markets,
such as the USA and the European Union (EU), have undertaken substantial efforts to enhance competition
in the sector, there is a diversity of bilateral agreements that are similarly restrictive. Secondly, an
assessment of the impact of air liberalisation relies on an understanding of the current restrictions. A related
issue here is the extent to which air traffic is undertaken with restrictive partners and how that traffic is
curtailed by restrictive practices. Thirdly, WTO (2006a) considers restrictions at the level of regions and finds
comparatively limited cross-regional differences. This is because there are relatively wide disparities in air
transport agreements within any given region. Furthermore, a large volume of passenger air traffic from any
given country is with the EU and the USA. Thus, the distinction between a developing and a developed
pattern of liberalisation appears somewhat unhelpful when considering the extent to which air transport has

been liberalised or is still restrictive.

In an examination of a set of five, mixed case studies of country-pairs, InterVISTAS-ga (2006) finds that
liberalisation has been associated with a substantial increase in passenger traffic and economic growth:
post-liberalisation traffic growth tended to exceed pre-liberalisation growth levels by 12%-35%, rising up to
50% in some instances. The growth rates vary depending on the periods considered as well as on the size
and level of development of the economies examined. Though focusing specifically on the deregulation
case of the USA, Viscussi, Vernon and Harrington (2000) report that fare declines were not observed
consistently across routes, however; some fare increases occurred as low density air routes were cross-
subsidised by high density air route traffic. In spite of this, these authors concur with others that a growth of
discount fare passengers occurs as discount fare levels decline following the introduction of competition in
the countries considered.

Table 1 illustrates the variety of effects associated with growing air transport competition for specific cases.

3 One shortcoming in terms of the bilateral analysis is that intra-EU ASAs have not been excluded whilst liberal conditions apply to intra-EU air traffic. This biases many ALIs

downward.

14 The WTO defines this over the characteristics of the agreements and ALI ranges.
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The first impact that can be noted from the table is for new entrants. New firms are able to enter the market
as supply-side constraints are removed. While the information reported in the table is far from
comprehensive, it emphasises that low cost carriers are set up as competition is introduced. This has been
reported by InterVISTAS-ga (2006) for the USA (following the 1978 deregulation decision), India, Brazil and
the EU (as more liberal rules were adopted across Member States under the single European market). This
is as was expected. Such carriers develop operational, service and overhead savings over the traditional air
carriers. In order to reduce operating costs airlines have to fly as frequently as possible; the crafts have to
be filled with as many passengers and have as many seats on board as possible. Although there is some
uncertainty about the sustainability of the low cost model, consumers have benefited from these low cost
airlines in terms of greater competition, greater fare diversity, greater flight frequencies and a greater range
of destinations on offer (ICAO, 2003a). New airports have also been established, tapping on the proximity of
a consumer platform and following the infrastructural constraints associated with the expansion of air

transport, as is the case for the United Kingdom (UK).

The second impact to note is the emergence of hubs-and-spokes which increase flight frequency. (This first
occurred during the deregulation of air transport in the USA.) The main virtue of a hub-and-spoke system is
that it rationalises air traffic (Viscusi, Vernon and Harrington, 2000): the system entails airlines using a major
city as a centre for its operations. Airlines stop at this centre and use it as a hub from which to serve other
destinations. New services have been promoted through air transport services liberalisation. Moreover,

new, natural hubs can emerge in new regions, as occurred in Dubai in the United Arab Emirates (UAE).

Table 1: Effects associated with specific air transport deregulation and liberalisation events

Ewvent Results

U.S. deregulation, 1978 Ememence of hub and spoke systems, low cost carmers with
rationwide moute networks, new entrants and nlegrated camo
cATers.

UK Liberalzation of Sacondary Airpords Growth of nternational sarvices to Manchester, Bimningham,
CGlasgow, elc.

Open Skies Aqreaments for United Arsb Growth of Dubai as majpor intemational hub.

Emirates

Domestic deregulation in ndia Development of low cost camers and aggressive, expansion-
onented arines.

U.K-India Bilsderal and Creation of New Growth of capacily, new galeways and additional carners

Frequencies operating U.K.-India s=rvice.

Domestic deregulation in Bragzil Growth of low cost camier Gol and others.

Single Eurcpaan Markst Growth of low cost camiers. Ryanar, Easyjet, elc. New sarvices,

traffic growth, new gatewssys throughout Eurcpean Urion.

Source: InterVISTAS-ga (2006, Table ES-1:7).
Air transport liberalisation impacts positively on economic growth via a range of effects.

As inefficient air transport systems are dismantled and inefficient airlines are subjected to market forces,
liberalisation brings about improved efficiency and enhanced productivity (including via innovations).
Nevertheless, the magnitude of overall efficiency improvements are determined by some key dimensions:
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the availability, size and efficiency of the airports as well as the efficiency of individual air companies serving
that region.

With efficiency improvements, revenues expand. This is triggered by the removal of large, explicit or implicit
subsidies which are granted to ensure the survival of the national carriers and by a substantial growth of
(passenger) traffic. As passenger volumes increase and as new airlines are set up (or as operating airlines
expand), an expansion of existing or new airports can take place and increased employment and generated

revenues at airports occurs.™

Expanded employment in the medium- to long-term can result from and feed into economic growth. Air
transport liberalisation creates jobs directly (e.g. air crews, ground staff, airport staff) as well as indirectly

(through tourism, by enhancing economic growth, etc.).

Air transport liberalisation impacts on growth by enhancing the integration of the economy and of economies.
At the regional level, the difficulty of access can be a major barrier to development, particularly for landlocked
economies. This feature is a well established finding of the economic geography literature.

Much of the discussion on the positive impacts of air transport liberalisation revolves around reduced fares
and greater air transport consumption and supply, yet the causal relationship between air services
liberalisation and economic growth is complex. InterVISTAS-ga (2006:6) depicts a particular type of link
between liberalisation and economic growth (and eventually job growth); as is shown in Figure 1, particular
elements have to be in place if liberalisation is to be translated into growth. InterVISTAS-ga argues that
while bilateral agreements allow better services, the link between better services (where they occur) and
traffic growth is much stronger if airlines change their routes to match the market's requirements.
Importantly, there is adaptation in a more liberalised environment. Figure 2 illustrates that new and better
services stimulate traffic growth. Where traffic growth has been stimulated, a positive link with economic
growth emerges (InterVISTAS-ga, 2006).

Figure 2: The link between liberalisation and economic growth

New and .
Liberalization better Traffic Economic
air services growth growth

Source: InterVISTAS-ga (2006, Figure ES-1:6).

15 The main sources of these are with expanded services to consumers (advertising, shopping, car rentals, parking, banks, restaurants, bars, transport, etc.).
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3.2 Tourism and air transport

Liberalisation stimulates the creation and growth of low cost airlines. That segment of the air transport
industry is important: in the EU, low cost airlines, which were set up progressively, now account for 24% of
the scheduled intra-European air traffic. Low cost airlines creation was also observed in the USA’s air

transport deregulation case. Low cost airlines enter a market as fares restrictions are removed.

Statistics indicate that the growth of low cost airlines is not due to poaching from traditional airlines but rather
because of the presence of passengers who would not have travelled by air or who would not have travelled
at all had the fares not dropped. Internationally, passenger numbers for the traditional airlines have
increased, yet the growth of such traffic has been below that observed for low costs airlines. That trend is
indicative of a growth of passengers motivated by tourist visits. Indeed, business and “wealthy” travellers
have a relatively low sensitivity to the price of air travel; they form the core market of the national airlines. In
contrast, passengers attracted by low fare airlines in liberalised or more liberal air travel markets are highly

sensitive to the price of air travel."®

It is argued consistently in the literature that there is a link between lower air fares and greater tourist
passenger traffic, but tourism is constrained in many SSA countries because of the high cost of air transport
and by poor intra-Africa connectivity. That does not imply that no tourism potential exists. Tourism has a
huge potential in Africa generally and in Mozambique in particular. Presently, it is difficult to secure flights to

Mozambique and the cost of those air tickets is high."’

Evidence suggests repeatedly that liberalisation leads to a rapid expansion in the tourist industry. In addition
to the massive increase in tourism, three specific benefits of liberalisation to the tourist industry have been

identified in the EU (European Low Fares Airlines Association, 2004):

A substantial increase in the number of tourist destinations accessible by air;
A more even traffic distribution throughout the year; and

The mid-week holiday travel option has become popular.

16 A study in the EU (European Low Fares Airlines Association, 2004) indicated that 59% of passengers for low cost airlines are passengers that would otherwise not have traveled

or would have traveled by car, rail etc. (See Viscusi, Vernon and Harrington (2000) for a more detailed discussion.)

17 In spite of the fact, for instance, that Maputo and Durban are almost equidistant from Johannesburg, excluding airport taxes, ComMark (2006) indicates that a return fare to
Maputo is 163% more expensive than to Durban. The difference is, by and large, not explained by difference in taxes but by constraints on capacty: Genesis Analytics (2007)

suggests that fares could drop by about 30% if the access restrictions to Maputo were removed.
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Liberalisation is expected to have a large impact on tourism growth, on revenues earned and on GDP.
Substantial work has been carried out by ComMark for Africa in this regard. For the Southern African

Development Community (SADC) region, ComMark (2006) argues that liberalisation would lead to:

A 20 % increase in air travel;

An increase of 500,000 foreign tourists annually;

An annual increase in tourist spending of US$500 million;
An annual increase in the SADC’s GDP of US$1,5-bn; and

The creation of 35,000 new jobs in the tourist industry with a further 37,000 new jobs in the wider SADC

economy.
ComMark (2006) projects that the liberalisation of the Mozambican air traffic would lead to:

A 37% increase in tourist arrivals in Mozambique;
An associated increase in tourist spending by US$5m;
An additional US$9m contribution to Mozambique’s GDP; and

The creation of 1,000 new jobs in the tourist industry with about 2,000 new jobs in the wider economy.

In specific and more general cases, the expansion is based on both lower ticket prices and improved
accessibility. The cuts to fares, through the liberalisation of air transport, are estimated to range between
30%-45% (ComMark, 2006 and Genesis Analytics, 2007). Tourism in Mozambique would benefit from such
fares declines and ComMark (2006:23) states that for the SADC, airfares are 18% lower on liberalised routes
compared with non-liberalised ones, adding that “the presence of a low cost airline on a given route has

reduced prices by an average of 40 percent.”

3.3 Developed countries evidence: the USA and the EU

The experiences of the USA and the EU have been influential on international efforts to stimulate competition
in air transport via liberalisation and deregulation. The substantial progress made by the USA and the EU
offers two broad models for dismantling air traffic restrictions: the former used a bilateral approach that

promoted open skies strategies with its partners;18 the latter used a plurilateral approach but liberalisation

18 The USA's deregulation strategy was adopted subsequently by Canada and Australia.
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was extended through a particular air transport agreement being imposed on new members joining the

Union. These two experiences are discussed in some detail here.

3.3.1 The case of the USA: deregulation interventions

The USA was a pioneer which introduced air transport competition through a process of deregulation.
Deregulation of the airline industry was initiated with the introduction of the Airline Deregulation Act (ADA) in
1978. Previously, in terms of the Civil Aeronautics Act of 1938, the USA’s Civil Aeronautics Board (CAB)
was in charge and had three main functions: awarding routes to airlines, limiting the entry of air carriers into

new markets and regulating fares for passengers.

The Airline Deregulation Act of 1978 led to the disbanding of the CAB. Competition resulted from airlines
being allowed to enter the air transport market or to expand their routes as they saw fit. Airlines also had full

freedom to set their fares.

In 1983, further changes were implemented when USA-based airlines were allowed to determine
autonomously the routes, destinations, frequencies and airfares on their domestic flights, while new firms

were free to enter the market.

The resulting competition stimulated over the medium- and longer term efficiency and innovation®® within the

airline sector; lower fares and doubled demand.

3.3.2 The case of the EU

The USA favoured the deregulation approach, leaving everything to the market, whereas the EU favoured

liberalisation with state control over the process.

Liberalisation in the EU started with the opening of certain routes between Ireland and the UK, a change
which enabled the establishment of Ryanair, the low fares airline. Liberalisation of the EU’s air transport was
progressive, spanning a period of 10 years, and framed by the adoption of “packages” or a set of rules which

Member States had to adopt.

In a first package, adopted in December 1987, two main changes were introduced. These were in terms of
fares being made more flexible (which resulted in reduced fares) and capacity restrictions being relaxed
through changes made to the designation provisions for instance.

10 The large companies which survived the deregulation process developed an extensive hub-and-spoke network as well as their own computer reservation system. These

computer systems help enhance the cost structure and induce efficiency in the system as they had large capacities and were able to handlea complex fare structure.
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The second package, adopted in June 1990, was more complex and involved the following additional
improvements on the first package: (i) all European airlines were allowed to carry passengers to and from
other EU countries; (ii) increased rights were awarded to stop over at third countries and pick-up or drop off

passengers; and (iii) fare restrictions were reduced further.

A third package was adopted in January 1993 and formed the basis of the EU’s open sky agreement. This
package allowed (i) all carriers holding an EU licence to serve any international route within the EU and (ii)

the abolition of almost all fare restrictions.

It was not until 1997 that all carriers holding an EU licence had the right of cabotage or the right to operate
on all domestic routes within the EU. New members of the EU applied these liberalisation rules from 1 May
2004.

Currently, the EU’s air transport market is characterised by, among others, an absence of cabotage
restrictions, limited tariff controls and the freedom of establishment.*® Further changes were underway in
2006 when the EU Commission proposed an update of the third package including a proposal that
“remaining restrictions from existing bilateral agreements between Member States will be lifted, permitting
the free code sharing on routes to third countries and the free price setting on routes to third countries with

an intermediate stop in another Member State”.?*, ?*

3.3.3 Impacts of introducing competition in the USA and the EU

The short term results of the deregulation undertaken in the USA were:

Changes in routes: many airlines abandoned less profitable routes that took passengers to smaller cities. Hub-
and-spoke routes grew as the major airlines selected key cities as centres for their operations. Stops at the

hub cities, though, lengthened the time spent by many travellers in the air; and

New routes were opened up.

20 According to the European Cockpit Association, the EU currently has regulations on the following aviation related matters which apply to all Member States. These are in the
following areas: employment and labour; competition law; security and safety; environment; passenger rights and protection; the Single European aviation market; air traffic

management (including the Single European Sky regulations).

21 See http://ec.europa.euftransport/air_portal/competition/doc/acte_en.pdf.

22 A story somewhat similar to that of the EU can be identified for Australia and New Zealand. While the first steps towards air transport liberalisation between Australia and New
Zealand can be traced to 1966 when the New Zealand and Australia Free Trade Agreement was signed, in 1999, the Single Aviation Market was established. Full open skies access
was set up in 2000. The effects associated with the changes were, by and large, positive for the two countries: by 2005 AustraliaNew Zealand traffic was 56% higher than it would
have been in the absence of any liberalisation; according to a model, each nation gained more than 20,600 full time positions from the liberdisation and the ensuing traffic increase;
the GDP of each country grew by US$726m (See InterVISTAS-ga, 2006).
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There is evidence that deregulation has stimulated traffic in a range of countries over a longer time horizon.

The information from Table 2 illustrates this point for a range of city-pairs in the USA (as well as those
outside of the USA).

Table 2: Growth in passenger traffic between from the USA and partner following specific liberalisation

events

Vancouver-Phosnix America West 1995 Canada 1).S. Bilateral 31.216° 76,910 146.4%

Toronto-New Orleans Air Canada 1968 1995 Canada LS. Bilateral 31,280 44,320 41.2%

Montreal-Alants Delta 1966 1995 Canada 1).S. Bilateral 61,730 66.6%

Dadlas Fort Werh- American 1996 JEEE

Santiago
- - 2%
Chicago London United 1565 U.S-ULK Mini D=al, 19956 545162+ 774504+ 4Z21%

Cticag Buenos Ares  United 1968 | - A%

Washingbon-Sao Paulo  United 2002 Reassignment of outes SB.4%

‘Nodhwest 1896 — _ _ 743%
I:HIIIFM Worth-Lima  American 1996 4B20%

Aihnll-lhlrn Dedta 1950 1956 U.S . dtaly 1108%

Sources: United States Depar on Databases 18 and 2815; smmm«ms: 205 “Air
momwm,r da-United R “ The U.S. Depa of Tr port pe

disclosare of raw inter | origin-ck traffic statistics. Smdypﬂsshnmlwvtawm
ammmnormmmlmmmmmmwmmam

Source: InterVISTAS-ga (2006, Table ES-2:8).

Other rapid effects associated with deregulation were that:

New airlines entered the market and undertook decisions independent from those practiced by the larger

established airlines;

Increased frequency, generally improved fares and a better mix of connections and better safety records are

documented by Viscusi, Vernon and Harrington (2000).

Many airlines recorded difficulties from as early as 1981, with contributing factors being overexpansion, fuel

costs, economic recession and an air controllers’ strike. In turn, a number of airlines became bankrupt, e.g.
Braniff, American, TWA and Pan Am.



Deregulation favoured smaller airlines because entry into the industry was easier and they were able to take
over the shorter routes that were no longer profitable for the bigger carriers. Major airlines suffered mostly
from the negative consequences of deregulation. With the disappearance of several airline companies as
competition rose, the market structure became oligopolistic. Moreover, though passengers generally gained,
congestion in the air and at airports increased. Viscusi, Vernon and Harrington (2000) report that travellers
have had to confront more stringent restrictions on their travel arrangements, a higher load factor and a

worsening of their welfare associated with a growing number of connections and travelling time.

The EU'’s position is interesting. Its position, before the coordinated EU liberalisation process began, was
similar to the present position of the SADC where national airlines dominate but some liberalisation is
already in place. The European air transport sector’s liberalisation is, in turn, important for another reason:
the arrangements were changed after careful consideration; workable measures involved years of
negotiation. Numerous issues were of concern in the early phase of the EU’s negotiations. These related to
the survival of national flag carriers; ensuring that airlines would target profitable routes while essential but
uneconomic services could be lost; concerns that new entrants might focus on international routes which

may lead to less development of regional routes and compromised safety and security standards.

Evidence suggests that liberalisation has been beneficial overall (ICAO, 2003b). Table 3 illustrates that the
changes have been positive across a wide range of dimensions and that the concerns expressed early in the
negotiations did not materialise. Table 3 also reveals that fares have evolved in favour of the promotional

segment but against business travellers and the normal economy segment.
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Table 3: Key indicators of air transport liberalisation’s impact in the EU

Pre- Curremt Chamge Sourul
Liberalization (a)
Number of EU Schedubed Airhines 124 131 &%  AEAI
Number of EU domestic city-pair rowtes 813 910 1%  EUY
Number of domestic routes with more thas one carner 106 199 8§8%  EUX
'oekly Seats on EU domesti routes (in thossands) 2,891 4,084 41%  EUX
‘early ASKs ca EU domestx routes (in balkons) 73 108 4% EUD
‘early Fhights oa EU domestx routes (in thousands) 1486 2,220 4% EUY
share of EU domsentsc ASKs oa routes with more than oo carnier EEL 6X% +ddpps EUY
vumber of Intza-EU (istersational ) ety pair routes 692 1.202 4% EU2
‘umber of Intea E U routes with moee than two casmiens 6l 217 2567, ELJ
‘oekly Seats on Intza-EU rostes (in thousands) 2,231 4.571 108% EUZ
‘earky ASK s on Tntea B soutes (in billioss) 102 243 138% kU2
‘early Flights on lntra-EU routes (in thousands) 1,109 2,080 8% EUY
Bhare of Istra-EL! ASKs oo routes with mose than two carmiens 2% 2% +10ppts  EUY
No-Fnlls Airline share of toeal EU domestic ASKs 0.0% 19% sdppts EU
No-Frills Airline share of total Intra.EU ASKs 0.6% 12.9% +1 2ppts El J
[ hange in Busness Class Fares on routes withan the EEA (nomisal) €242 €350 45% EUI
[ hange in Normal Economy Fares oa routes within the EEA (noavinal) €213 €243 14%  EUI
[ hange in Prossotional Fares on routes within the EEA (nomanal) €147 €125 «15% EUI
[ Tanpe in AEA Aversge Yidd (conte RPK in US dollars a1 2001 ER) 14 .48 14.63 1% AFA2|
tﬁm\ﬂl 1nflation (1992 = 100) 100 119 199, m

Notes: ASK: available seat kilometres (kms); RPK: revenne passenger kns.

Source: ICAO (2003b, Table 1:7-8).

In 2003, the following conclusion was reached about the overall impact of liberalisation in the EU:

“Some of the effects of liberalization are readily apparent, although not knowing what would have
happened in the absence of liberalization makes it difficult to assess the impact of the single
aviation market in Europe with any precision. But the new regulatory environment certainly has
fostered innovation and enterprise, resulting in more routes served and greater competition on
many existing routes. The emergence of no-frills carriers...has necessitated a competitive
response from their longer-standing rivals. Consumers have benefited from a wider range of
choice... The evidence on fares is mixed... As a general observation, for many - though certainly
not all - users there is a wider range of fares and services available than previously. By contrast,

liberalization has had only limited impact on the basic structure of the airline sector, almost
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The positive developments associated with growing air transport competition have paved the way for
liberalisation to be initiated in other regions as per the regional and progressive line adopted by the EU. For
instance, IATA (1999) comments that the regional approach to air transport liberalisation is the model that
has been adopted by many regions, such as by the Common Market for Eastern and Southern Africa or
COMESA. Other specific lessons have been drawn from the USA’s and the EU’s experiences. Firstly, a
pragmatic approach was followed by both the USA and the EU (IATA, 1999:10). Secondly, liberalisation
progress was sustained by taking into account aviation-specific features.

Some barriers still remain in the EU’s and the USA’s air transport sectors. The International Chamber of
Commerce (the ICC) identified problems pertaining to divergences in competition policies and clarifications
(and consistency) in definitions of who has competence over aviation rights; it was a problem that the EU
had to address in the past. Though substantial progress was made towards the removal of barriers to entry,
further progress can still be made on the limits on foreign investment in air transport (which are quite
stringent in the USA and a hurdle for non-EU companies in the EU), in air transport infrastructure (for
instance, when a monopoly is involved with ground-handling) and in the application of cross-subsidies (ICC,
2005).

3.4 Developing country evidence

The argument is made occasionally that only developed countries have gained or would gain from air
transport liberalisation. There is no easily identifiable pattern of restrictions of air transport in developing
countries; hence, it is essential to acknowledge that many developing countries have secured important
economic gains from the liberalisation of their air transport sectors. Evidence from some case studies, from

different continents, is presented here.??

34.1 The Latin American experience

Mexico

The transport and communication sector (including aviation) plays a major role in the Mexican economy,
accounting for approximately 10.5% of the Mexican GDP (IATA, 2007). International air transport in Mexico

has supported growth in the tourism sector. Moreover, in terms of Mexico’'s domestic market, air transport is

2 This is also the main finding of ComMark (2005h:14) which examined case studies.
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essential for 85m of its 108m inhabitants who live outside of the capital-city’s region. In parallel, air transport

has promoted economic growth and the distribution of wider economic benefits beyond Mexico City.

IATA (2007a) notes that Mexico is the eighth most popular tourist destination in the world and the most
popular in Latin America, with approximately four times as many tourists as that for Brazil. In 2006, air

transport accounted for 40% of international tourist arrivals in Mexico.

A key question is how did Mexico develop its air transport industry?

In the early 1970s, two airlines, Mexicana and AeroMexico, competed with each other and dominated
Mexico’s air transport scene. In the early 1980s, as Mexico experienced an economic crisis, the government
took control of the two airlines to prevent them for going bankrupt and ensuring that the air transport sector
would not be compromised. The Mexican view was that private investment was important; a holding
company, Cintra, was set up in the mid-1990s with the main aim of making both operators financially stable,
private companies. As economic conditions were still difficult, it was only in 2005 that Cintra published a
tender to privatise the two airlines. Mexicana was sold; in 2006, it was announced that AeroMexico would
possibly be put up for sale in 2007 (Oklahoma Department of Commerce (2006); it is not clear whether this
has happened). The fact that AeroMexico was not sold when Mexicana was suggests that AeroMexico did

not attract the minimum selling price which the government was seeking initially.

In the early 1990s, private investment was also permitted in the Mexican air transport sector. A number of
airlines started operating and tried to compete with Cintra. However, because Cintra was government-
owned and initially highly subsidised, competition was difficult. Smaller airlines did not receive any subsidies
from the Mexican government, while on routes where a private operator became successful the major

airlines would target it through predatory pricing (Oklahoma Department of Commerce, 2006).

In 2005, when Mexicana was sold, the Mexican government agreed to grant free competition through the

elimination of subsidies. It also stated emphatically that AeroMexico would be privatised at some point.

According to the Oklahoma Department of Transport (2006), average growth in passenger transportation
was recorded at 6.2% per year from 2000 onwards. The development of new, low cost airlines, it said, could
raise passenger growth rates to 7.8% for 2006, which is equivalent to 493m passengers. The rise in low cost
airlines occurred mainly because of a series of regulatory changes that encouraged private participation in
the airline sector (although, of course, the privatisation of the largest airlines was a major contributor).
Details about the regulatory changes could not be found in the literature, however.



Chile

The Junta de Aeronautica Civil de Chile (JAC), the air transport regulator in Chile, regulated strictly its air
transport sector until 1977. The JAC perceived its main duty as the protection of Lan Chile, the state air

company.

Lan Chile controlled all domestic and international passenger and freight traffic in Chile. So, when a foreign
airline wanted to operate in Santiago, it had to reach an agreement with Lan Chile, normally in the form of a
revenue-sharing mechanism. Once the approval was given, both airlines would approach the IATA for a

recommendation on air fares. JAC would then approve and control strictly the air fares.

In the case of new national airlines, a similar procedure was followed, with more emphasis placed on the
ownership structure of the new airline. Wisecarver (1985) makes the point that control by the JAC was so
strict that any deviation from air fares (e.g. a discount) would result in severe fines for the offending airline.
The result of this strict regulation of the air transport market was that the service was expensive and,
specifically in the case of freight, very slow.?

The liberalisation process commenced in the late 1970s and the first step was to institute an open skies

policy that included the following provisions:

Free entry into markets: Chilean and foreign airlines can participate freely in the market provided they comply

with insurance and safety or technical requirements;25

Freedom of prices: airlines are free to determine their prices. They are only required to register these with the
JAC; * and

Minimum intervention by the JAC.

At the time of writing his report, Wisecarver (1985) noted that the results of the open sky policy included the
formation of three new Chilean airlines, the expansion of foreign airlines services, the take-over of Lan Chile
(immediately in 1979) by private sector Chilean companies for passengers and cargo on domestic flights, a
significant increase in the air-taxi service (94% in 1979, 64% in 1980 and 37% in 1981) and an abrupt

decrease in average international airfares.

2 Wiscarver (1985) illustrates the delay by describing a case of cargo remaining in a New York warehouse for a year before being transported. Also, Lan took six months to send

some equipment for the president of the JAC. The author notes that it was such delays that led to the deregulation of the Chilean air transport sector.

% However, there are some cases when the JAC can apply restrictions, including where a country applies restrictions against Chilean airlines (bilateral reciprocity) and for national

security reasons.

% Again, there are a few exceptions such as where another country does not accept the freedom of tariffs. This has not happened so far.



|[MOZAMBICAN AIR TRANSPORT LIBERALISATION REPORT,

Table 4, extracted from Wisecarver (1985), shows that during the four years prior to 1979, Lan Chile cost
Chile US$9.7m, though it made a profit in 1978. It can be seen that net profits — that is profits net of state
transfer - fell to US$219 in 1979 before continuing on towards incurring substantial losses. The point made
by Wisecarver (1985) is that even though Lan Chile was protected during the period of closed skies that did
not help it achieve profitability.

Table 4: Lan Chile’s financial results: 1975-1982 (US$000)

(h (2) (3
Profits Transfer from Total benefit

Treasury [(1)-(2)]
1975 - 19977 1.413.1 — 34108
1976 — 1.508,6 238.0 - 1.746,6
1977 17.091,0 23.124.0 - 6.033,0
1978 3.120.3 1.662.3 1.458,0
1979 2230 4.0 2190
1980 - 1.900,5 - 1.990,5
1981 ~34 5026 - 345926
1982 n’a 42.500.0 —42.500,0

Source: Wisecarver (1985, Table 4:25).

A report by the IATA (IATA, 2007b) finds that the overall experience and impact of air transport liberalisation
in Chile has been positive: air traffic has increased at rates well above regional and world average ones, with
the original national carrier, LAN (formerly LAN Chile), maintaining and, for many city-pairs, increasing its
market share. Over the past 20 years, arrivals of non-resident visitors by air in Chile have increased at an

average annual rate of 8%, with tourism receipts in US dollars rising at a greater rate for most years.

Domestically, passenger traffic grew from 800,000 in 1989 to 2,9m in 2002 (an annual growth rate of about
10%). International traffic increased from 957,000 passengers in 1989 to almost 3.1m in 2002 (equivalent to

an annual growth rate of nine percent).”’

Transport (including air transport) and tourism have played a significant role in supporting Chile’s average
annual GDP growth of over six percent for the period 1990-2005. (This growth was higher than that of other

major Latin American economies.)

Air transport is very important for Chile because of its geographical location and relative isolation from global
markets in North America, Europe and Asia. Air transport provides a crucial link between Chile and the

global economy for its trade. A survey of Chilean firms found that 28% of sales were directly dependent on

21 Domestic air cargo increased by 225% in the period (translating into an annual growth rate of 10%). International air cargo has increased by 207% between 1989 and 2002 (i.e. a
nine percent annual growth rate) (ICAO, 2003d).
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good air transport links, while 70% of Chilean firms found air transport important for their ability to serve a
larger potential market (IATA, 2007).

In terms of its spin-off effects, air transport played a significant role in the demand-side component in Chile.
It allowed value-adding and supply chain developments and has been very important for trade facilitation and
the tourism industry’s development (IATA, 2007b).

Costa Rica

The process of air transport liberalisation in Costa Rica was shaped by international tourist demand and
particular developmental circumstances within the country. The awarding of the 1989 Nobel peace prize to
ex-president Oscar Arias Sanchez marked an important historical moment in the development of its tourist
industry and turned the “eyes of the world” on Costa Rica. Liberalisation in Costa Rica also happened in
parallel with the global deregulation promoted in the USA during President Jimmy Carter’s administration. It

was a period of growing demand, internationally, for tourism.

The opening of the air transport market was bilateral: it coincided with a 1979 agreement with the USA which
became effective in 1983. It consisted of multiple designations, had full third, fourth and fifth freedoms, no

capacity restrictions and dual disapproval with regard to tariffs.

No reciprocity was allowed in Costa Rica by virtue of the fact that the route network was restricted to two
fixed points and three additional variable points in comparison to the very open routes that were given to the
USA.

Much later, in 1997, the USA and Costa Rica signed an open skies agreement which became effective from
1999. In 1999, with effect two years later, an agreement was signed with Chile. The agreement with Chile
was distinct from that with the USA in that Costa Rica gave Chile open sky access to its market. Moreover,

following requests from Chile, the seventh freedom was granted to it in 2003.

The Costa Rican air market is now characterised by a policy of open skies with reciprocity extended to other
countries, fifth freedom rights to EU operators via Miami (so as to tap into Miami as a tourist hub) and the
presence of airlines from third countries through alliances or code sharing. In parallel, the country developed

its airport and tourism infrastructure.

Table 5 illustrates Costa Rica’s experience before and after liberalisation. Overall, the impact of the
liberalisation process was positive. Positive effects included a greater number of flights, more destinations,

new airlines competing in the international market and a sharp decline in air fares.
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Table 5: Pre- and post liberalisation effects in air transport in Costa Rica

Before liberalisation After liberalisation
Passengers transported 576,547 2.4m
International airlines 9 26 (20 regular, 6 charters)
USA airlines 1 (Pan Am) 11 (6 regular, 5 charters)
Points of entry into the USA 1 (Miami) 12
Cargo 25,166 tonnes 77,958 tonnes

Source: Association of Caribbean States (2004b)

3.4.2 The Southeast Asian experience

Malaysia and Thailand

An original air transport agreement between the governments of Malaysia and Thailand was signed in 1969.
The agreement type, Bermuda 1%, offered substantially less benefits than an open skies agreement but it did
allow for new services to be introduced into the market. A Memoranda of Understanding was signed
subsequently and increased the degree of liberalisation in the aviation market. The direct and indirect
effects of liberalisation caused a market expansion of over 37%. The increased traffic demand on Thailand
and Malaysia has generated an additional combined 8,600 full time positions and added over US$228m to
the GDPs of Malaysia and Thailand (InterVISTAS-ga, 2006).

3.4.3 Other developing regions and countries’ experience

Kenya

Kenya Airways, Kenya’'s national flag carrier, was established in 1976 as an airline wholly owned by the
Kenyan government. Political interference and mismanagement led to a dire financial situation (involving
debt arrears and penalties because of accumulated losses over a period of 17 years) for Kenya Airways by
the early 1990s. A process of restructuring Kenya Airways commenced in 1993 (Goldstein, 1999) whereby

the whole board of Kenya Airways was overhauled and a partly foreign management team was brought in.

28 |t provides for tariffs to be set by airlines but subject to hilateral approval. Capacity under this type of agreement is revised ex-post. According to Intervista-ga (2006) this

agreement still defines bilateral relationships globally.
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Rationalisation of routes, fares and the fleet took place together with a training programme for staff employed
by the airline (with the focus being on customer satisfaction and financial prudence). The government
subsumed Kenya Airways’ debt arrears and converted its bridging finance loans to equity. Although,
ultimately, Kenya Airways was to be privatised, Goldstein (1999) reports that a complex restructuring took
place over an 18-months period to deal with, inter alia, debt and obtain the necessary approvals for foreign
shareholding. In January 1996, Royal Dutch Airlines or KLM bought 26% of Kenya Airways at a price of
US$26m; it was three times the book value of the airline. A comprehensive cooperation agreement was
signed between the two parties regarding corporate governance and management and to ensure that KLM

would deliver US$3m worth of goods and services as required by Kenya Airways to operate effectively.

The next privatisation phase involved 20% of Kenya Airways being sold to the Kenyan public and 14% of it to

other Kenyan and foreign institutional investors.

One of the reasons why the privatisation of Kenyan Airways has been successful in SSA is because fiscal
issues were addressed while strong management guided the changes that were required. The links between
the airline’s chairman and top government officials were also important in the transition period. The shift has
been associated with increases in profits and the opening up of new regional routes. The airline planned to

expand its international routes.

Having noted these successes, it is important to recognise that in 1998, the privatisation process seemed to
lose momentum and the international investors pulled out because of a deteriorating political climate. Some
routes were abandoned by Kenya Airways subsequently; in an attempt to boost tourism, East African Safari

Air, a company controlled by both local and European investors, was awarded a licence for those routes.?

When examining several developing countries cases, a complex, sometimes heavily guided process of
liberalisation and deregulation (in the cases of Mexico, Malaysia and Thailand) can be observed.
Deregulation and liberalisation only occurred once the economic context became favourable in the case of
Mexico. For Costa Rica, liberalisation took place in a context of a combination of forces as well as from
specific demands being made from its partners. In the case of Chile, where a heavily regulated environment
created major problems, liberalisation occurred quite rapidly. In turn, the discussion of air transport in Chile
highlights the point that the maintenance of the national carriers was costly to society. All case studies point
to the presence of favourable liberalisation or deregulation effects: new airlines sprung up and traffic

increased. As for the national carriers, these were generally, but not always, sold to private companies.

2 The authorities have tried to revoke that licence by citing that it has not completely withdrawn from those routes but at the time of the Goldstein report (Goldstein, 1999) the matter

was still being dealt with in the courts.
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There are a number of negative consequences associated with the liberalisation of air transport. These can
be grouped into two categories: a first set involves political and country-specific considerations; a second set
is more general in nature but includes liberalisation risks paving the way towards the expansion of low cost
airlines. There is a view that issues associated with low cost airlines demand entry restrictions. In this
section of the report, the various cases against liberalisation are raised along with the recognition that many

of the problems raised can be addressed by a regulator.

4.1 National airlines: prestige, capacity and political will

Based on economic considerations, such as overall employment and economic growth, the case for
liberalisation seems overwhelming, but political considerations must also be taken into account. How these
are articulated vary. In some cases, as for Jamaica whose position is reported above, a qualified pattern of
liberalisation is set forth. In other instances, as for Mozambique, the authorities have not articulated a
consistent, clear-cut set of commitments to liberalise progressively the airline sector.

The identification of the political foundations for the support of national airlines is a difficult task: national
airlines and their employees have considerable political influence; capacity might be lacking which (further)
favours the status quo. It is not easy to distinguish a true political concern from other dynamics. Whatever
the truth, the elements of the conflict between liberalisation and the interests around national airlines and

their employees are multi-dimensional and range from the issue of national prestige to that of a supplier of
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last resort. The case against liberalisation also occasionally relies on the infant industry argument (as it was

in the US’s air transport history, initially) as relevant to the air transport sector.®

Discussions about the prestige of a national airline are associated typically with a national airline being a
symbol of a country’s national identity. This social dimension typically entails a case for Iarge31 subsidies to
be deployed to ensure such airlines’ survival (as is the case offered for LAM).

The value of the national prestige associated with having a national airline is difficult to quantify but is real
and might simply reflect the fact that a specific set of cultural (and social) objectives are of high value in a
particular country. As such, the logic is economic. In turn, governments might argue that the demise of a
national airline may threaten small markets where there is little or no competition between private airlines.
The latter position, occasionally raised for national carriers to be supported as suppliers of last resort, is also

an economic case supported by specific developmental and political priorities.

Other politically-framed positions are underpinned by economics and are linked to a belief that consumer
benefits will not be realised as air transport is liberalised: national airlines and authorities fear that foreign
airlines may engage in predatory pricing, implying that they will lower the fares to eliminate competition and
then increase fares subsequently, once a near or total monopoly has been established. This is an argument
set forth in favour of retaining a national carrier. In turn, governments do not trust the argument made that
liberalisation has positive job creation effects. Generally, the problem seems to be that whereas existing
jobs in the national airlines are tangible, some find it difficult to believe that future employment in other

industries (such as in tourism) could be created.

Uncertainty about the outcome of a process of air transport liberalisation has real foundations; transparency
and careful consideration of the alternatives are key dimensions of the air transport liberalisation challenge.
While the aforementioned arguments favour the maintenance of a national airline, much of the uncertainty
appears to be unfounded. Fundamentally, the costs involved in the protection of an airline or air transport
market need to be established and made transparent: financial support emanates from taxpayers and there
are high opportunity costs of protectionist strategies if enacted in poor economies. Moreover, transparency
is critical for identifying the presence of vested interests. The lobbying context clearly matters: national
carriers and their employees are frequently well organised; they wield a strong political influence and often
tend to resist change. In contrast, consumer interests are poorly organised or absent. Consumer gains are
dispersed, too: small per consumer but sizeable across a large number of people.

% The argument by some developing countries, that they could be marginalised if they do not join the worldwide trend of liberalisation, is in line with the view that important

investments are required to catch up with the more moderm, competitive airlines. It pertains to the infant industry line of arguments.

31 The extent to which a national airline is subsidised varies depending on the case being considered. However, the point is that national airlines are frequently in financial difficulties

and, moreover, these difficulties span a long period of time.
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4.2 General problems associated with air transport liberalisation

4.2.1 Deterioration of customer service, congestion and poor labour practices

The quality of consumer services (including on board services; the load factor or the proportion of seats
occupied by passengers in a flight; safety) is an important component in welfare analyses of the impact of
liberalisation. Air traffic liberalisation is often linked to bad customer service. As noted earlier, customer
quality spans many dimensions and while liberalisation has, in fact, been accompanied by higher levels of
punctuality as well as lower rates of cancellations, denied boardings, lost bags and customer complaints, it

has been reported that some aspects of customer care, such as increased travelling time, have worsened.

Customer service deterioration has often been linked to specific liberalisation outcomes. Firstly, increased
passenger traffic has led to congestion, as was observed in many countries (e.g. in the US following
deregulation). Secondly, it has been associated with poor service provision from airlines and airport staff,
particularly by low cost airlines, ascribed to a management’s strategy of minimising variable costs. The latter
argument is, in turn, frequently bundled up with employees of national airlines having more job protection

(through unionisation or by virtue of being state employees) than for employees of low cost airlines.

While greater job protection has not been observed in African state-owned airlines compared to other airlines
(see Essenbert, 2005), there is, at least, evidence that employees of low cost airlines have to work harder
than other employees: The EU’s statistics indicate that the ratio of passengers per employee in low cost
airlines is roughly six times higher than that for traditional airlines; in Asia, the ratio of staff per passenger for
protected, loss-making state-controlled, long-haul airlines (e.g. Air India) was half of that observed for the

more efficient, private, southeast Asian airlines.

Governments concerned with the conditions affecting the labour force argue that some foreign labour
practices are imported into their countries, as foreign airlines gain ground and use these practices to put
themselves at a competitive advantage. While such strong commitments to labour conditions by
governments in the air transport sector can be debated, the point remains that employment conditions

cannot always be negotiated between parties within an air transport agreement.

Counterarguments to the above positions do exist. On the issue of congestion, the problem does not lie with
air transport liberalisation per se. Instead, it lies with the unrealistic schedules for arrivals and departures at
peak periods at the major airports. The congestion problem is a warning against a laissez faire approach to
liberalisation, which confuses liberalisation with deregulation. In fact, strict regulation is often necessary to
ensure the proper benefits of liberalisation. (The EU, for instance, has strict regulations on air traffic
management, including the Single European Sky regulations, and these are binding on all of its member

states.)
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Generally, the best safeguard against declining customer service standards is an effective independent
regulator, while the argument of poor labour practices needs to account for the fact that employees who are
paid less than others also frequently receive incentives based on the number of flights or are able to earn

commission for on-board sales.

In order to compete in liberalised markets, airlines often engage in mergers,32 thus reducing the benefits of
competition at home and abroad (through enacting market power). Mergers could, over the long run, be
associated with the development of private monopolies. Mergers have come about as the result of

unrealistic pricing (below cost), predatory pricing and cross-subsidisation.

Concentration can also lead to a situation of economic instability where a concentration of airlines occurs on
profitable, thick routes. The issue of concentration is, in a way, linked to the risk of destructive competition
where airlines cut costs on a variety of items so as to become one of the lowest priced airlines and,
therefore, able to attract customers. In cutting costs, airlines might compromise some operational aspects,
such as safety and maintenance, which could have a negative effect on the economic stability of the air

transport industry.

Though mergers (and concentration) can become a problem, they are not a threat associated with
liberalisation per se. Mergers should be controlled by the authorities in order to prevent the formation of
dominant firms; reckless or abusive pricing should also be monitored and, if necessary, regulated through

minimum pricing levels. Inherently, non-competitive airlines cannot be protected, though.

Destructive competition relates to the fear that once the air transport market is liberalised, large airlines may
use predatory pricing to undercut local, smaller airlines with the intention of driving them out of the market.
Once they are out of the market, the large airlines may increase their prices again to a sustainable level.
Large airlines can engage in predatory pricing practices through their ability to cross-subsidise their

operations.

Another example of destructive competition occurs when a developing country, for example, permits a weak
airline to avoid paying certain fees which consequently keeps its air fares artificially low. A major bone of

contention in this regard is with the EU where hidden subsidies are deployed to the national carriers.

32 Numerous mergers have been observed as the air transport market opens up. For instance, Air France and KLM; Lufthansa bought Swissair; in the US, Delta and Northwest

merged and there are ongoing talks on the mergers invalving other airlines (e.g. Continental, United).
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4.2.4 Loss of service

Air transport liberalisation can lead to airlines ceasing operation on thin, less profitable air routes. This has a
negative effect on those passengers who did, at some point, make use of such routes. In regulated regimes,
such routes are identified and efforts to sustain them are made through subsidisation or coupling the route
with more profitable ones. United Airlines is a case in point having supplied air transport services to
Bakersfield (consisting of approximately 225,000 people) in California until 1978. Post-deregulation, United
withdraw its air transport services in Bakersfield. Flights to bigger cities (such as San Francisco or Las
Vegas) ceased from that city. While it is difficult to prove that a loss of service is permanent, there might be
a case for policy interventions for the maintenance of particular routes if there are specific supply-side

failures which matter to government and/or to society.

4.3 Low cost versus other carriers

4.3.1 Safety

The view that liberalisation leads to lower safety standards as air companies seek to lower costs is
widespread and associated typically with low cost airlines. (Consider, for example, the recent events

involving Nationwide Airlines in South Africa.)

There are a series of counterarguments to that claim. On the one hand, low cost airlines point out that they
operate under the same safety rules as do the national airlines. (Safety standards are dealt with
internationally by the ICAO.) On the other hand, national airlines have, themselves, been found to be in
breach of safety standards (both internationally or as pertain to particular countries or regions). This has
been the case of LAM: it was on the French list of blacklisted airlines in the late 1990s (Knorr, 2006).

A link is also made between poor safety records and low levels of development. In spite of Africa’s poor
performance on safety, including by its state owned airlines, the problem relates to a lack of investment: on
average, African aircraft are about 18 years old though safety records have improved markedly in the recent

past across the continent (Essenbert, 2005).

4.3.2 Environment

Air transport liberalisation leads to increased air traffic. Damage to the environment can occur directly from
the airplanes and indirectly through the proliferation of airports and the extensions of existing airports.

Pollution increases with air transport liberalisation and is one of the major contributors to climate change.

The situation is serious, yet governments do not constrain (and have not constrained) entry and operations
on the basis of global environmental considerations. There are, moreover, marginal environmental benefits

associated with the expansion of low cost airlines as opposed to others:
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More modern aircraft are used (mainly the New Generation Boeing 737, but also the Airbus A-319 and A-320)

which are less polluting than the older aircrafts;

More efficient seat configuration and lower fuel consumption are associated with the newer aircrafts purchased
by the more recently established, lower cost carriers. It is reported that increased seating decreases the

average energy use per passenger by approximately 25%;

Decreased noise emission due to more modern airplanes;

Direct services lead to fewer connecting flights; and

Reduced waste because there are less frills on offer (e.g. waste from “free” newspapers, meals and drinks).

In other words, pollution per passenger can be lowered through the use of more modern planes and with

different seat configurations.

The links between air transport liberalisation and environmental degradation are complex. The problem is
real but a commitment to combating climate change and an internalisation of the problem is the solution; not

protectionism.
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Liberalisation options for the air transport industry are typically very thinly documented. Governments,
though, do require information about alternative strategies for liberalisation as well as guidance around a
particular sequencing of actions. This section contains a general description of the different options available
for opening up air transport markets. The strategies range from a strong protectionist approach to complete
liberalisation and deregulation. After outlining the available strategies, the specific case of LAM is discussed

at greater length.

5.1 Protection of the national airline as a monopoly

Protecting the national airline without opening the market is an approach involving shielding the national
airline from competition through strong governmental control. While the degree of control or regulation
varies across countries, this option refers mainly to the control of market access (i.e. the points served, traffic
rights, frequency and capacity), the control of market entry (i.e. the designation of airlines and ownership)
and the control of pricing and services. The authorities might even opt to restrict participation in domestic
and international alliances. Historically, the national airline as a monopoly was labelled a “flag carrier” if the
nationally owned airline basically had a de facto monopoly on the domestic and international routes serviced.

As the national airline is shielded from competitive pressures it tends to develop strategies that are
characterised by high operating costs, a high quality of service and relatively limited output growth. Low load
factors, low aircraft capacity utilisation rates and high wages for employees (relative to what prevails in a
competitive environment) are characteristic among the cases of a national airline as a monopoly (G6neng
and Nicoletti, 2001). Protected airlines would also normally be prevented from making commercial decisions

without instructions from the government.

That model of air transport impacts on an airline’s viability and its operations, at least because of
performance monitoring issues, information asymmetries and related incentives inadequacies; typically, high
amounts of financial support have been deployed by the government to ensure that the airline’s activities are

possible.®

38 Principal agent problems would affect the performance of national carriers. However, there are some debates in the literature as to what type of ownership mocel is superior (€.g.

fully statal, fully private or mixed).

¥ |n 1994, for example, European governments injected more than US$7bn worth of various forms of aid into national airlines (ICC, 1995).
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Consider, for example, some of the conventional reasons advanced for the state protecting specific airlines.
According to the ICC (1995), one argument is that a national airline is a public utility and should be run by
government. The argument also suggests that if a privatised airline were to go bankrupt, the country could

lose out on foreign exchange in the absence of an alternative carrier.

As was noted earlier, and as a counterpoint to that argument, multi-national and private airlines have been
successful in insuring that no tourism revenues are lost. As for the public utility claim, it is a complex one in

the case of air transport.

In the past, specifically in developed countries, the presence of a public utility was equated with a natural
monopoly; however, more recently, it has been associated with more distinctive features. Debate surrounds
the whole issue of what can be construed as public utilities. For the purpose of illustration, according to Kahn
(1988) and Howard (2001), public utilities involve a fixed network being in place for supply. This is not the
case for air transport. Public utilities provide outputs or services which are critical to other industries and
development. They also contribute to a large proportion of the country’s GDP. Air transport is a sector that
is critical for development and growth; it requires large (sunk) capital investments but the substantial

investments are directed into the facilities on the ground rather than with the aircraft per se.

On the matter of competition leading possibly to an undersupply of services, hence, justifying a public utility,
this was not substantiated by the experiences of various liberalisation cases. It would seem to invalidate a
particular dimension of air transport as a public utility, but there remain questions about ensuring that

particular air routes, especially domestic routes, are catered for by private airlines.

Another argument offered in support of a public utility is that it helps avoid the duplication of infrastructure
that would have resulted from competition. This is not the case for air transport. Furthermore, claims that
competition delivers adverse effects (e.g. it increases prices via cost increases), thereby justifying a public

utility, have not typically been observed for the air transport industry.

A further motive against intervention can be identified in the post-1970s context. Since the late 1970s, as
more liberalisation, including deregulation, was pursued, the problem has arisen to ensure that participants in
the air transport market are subjected to identical commercial pressures. This is difficult to achieve if

governmental support applies in a market.

The concept of the national airline appears to be eroding as the aviation industry globalises. Airlines from
different countries and regions are becoming more inter-dependent on each other; consequently, it is not
possible to claim that competitive practices in one region do not impact on other airlines in other regions.
Issues such as subsidies, market access, pricing and capacity have repercussions far beyond national and
regional borders (ICC, 1995).



The gradual liberalisation option involves engaging with market reforms. Three reasons can be identified for
why reform is important: to ensure better quality of service, better access to the service and/or to improve a
government’s fiscal position. Yet market reforms have political dimensions. Market reforms affect
employment, the environment and the dependence on foreign supply. Importantly, specific interests might
be vested in the process (e.g. by trade unions) and may translate into oppositions to the intention to reform a
market. These need to be borne in mind so that they are addressed appropriately and adequately.

Generally, if a market is opened up and more competitors enter it on a level playing field, then there is a
tendency for prices to go down: allocative, productive and dynamic efficiencies come into play in a process
of competition. However, the effects are progressive and a series of steps need to be devised to minimise
the disruptions and enhance the gains offered by liberalisation. Authorities, when considering a process of

opening up the sector gradually, will need to decide upon the following in a sequence:

The market's structure: This requires that a clear policy framework be designed that envisages the desired air
transport industry and what should be achieved by it through the initiated reforms. The authorities need to
consider how liberalisation will be carried out and how far to proceed with it, including what type and level of
access should be given to private players in the market as well as the degree of competition that will be
allowed.

The regulatory framework: The second important issue is designing the appropriate regulatory framework. A

framework should create an environment of regulatory credibility, stability and predictability for investors.

The nature of national airline restructuring: If there is a national airline, careful consideration to its restructuring

should be made.

Obviously, the sequence of liberalisation requires careful planning.

Focusing on the details of the process, Johnston and Trembath (2005) propose that the following questions

about routes and services be dealt with by policy makers:

What routes should be serviced? Is there scope for regular passenger transport services on a route or
network? These questions help determine what are the thick and thin routes that need servicing and contribute

towards strategising a regulatory framework for the services.

Is the route or network economically viable for one operator? This is an important question. If the route is
deemed to be unviable, the government may wish to provide a service that would otherwise not have existed.
Alternatively, it could opt to subsidise the service through a competitive tender process. It is a situation which
may provide a case for shielding the incumbent airline on specific routes. Yet, it is important to keep in mind

that a contestable market (or one that works and is efficient in spite of a limited number of players because of



the threat of competition) contains cost pressures and may prevent unnecessarily higher costs being passed

on to the customers.

Is the route or network economically viable for more than one operator? If the answer to this question is
affirmative, then unrestricted competition should be considered.

Is there a chance that competition on the route or network could lead eventually to the failure of the incumbent
firm and/or new entrant(s)? If the answer to this question is affirmative, it is possible that governmental

intervention will be in the public interest. Importantly, answering that particular question is difficult.®®

Do the benefits of the stability of the service, as guaranteed by a national carrier, outweigh the costs of
eliminating the prospect for competition? A positive answer to this particular question still needs to be
juxtaposed against the costs of an intervention. It is, for efficiency purposes, preferable to pursue a competitive

tendering model that gives an exclusive license to the bidder with the optimal price.

These issues are discussed in more detail.

Determining the market structure is the first step required to establish an adequate legislative framework.

This phase is important because the only way in which private investors or participants will be attracted to
that market is if they are comfortable with the governance of the industry. Governance relates to the
commercial risk which commercial participants will face when operating in a specific environment. This
phase should also ensure that the market structure takes the country’s and the sector's specific
characteristics into account. This phase, together with considerations of the regulatory body that will
implement the relevant policy, should precede any restructuring phase.

There are many types of market structures that can be followed. One option is for the national airline to be a
government-owned entity. In this scenario, it is important to prepare the national airline for the advent of
(possibly fierce) competition. The authorities will need to decide upon what restructuring tactics to use for
that purpose (e.g. how much capitalisation is required, how to consolidate the airline, what alliances to form,
among others). Once the national airline becomes part of the competitive scenario, it should be prevented
from being bailed out financially by the government. It is within this framework that decisions regarding
recapitalisation or partial privatisation come into play. If the national airline is small in comparison to other,
potential, foreign competitors, then predatory pricing or other kinds of anti-competitive strategies (used by

% Africa’'s and Australia’s regional aviation history have, for instance, been marked by instances of carriers that have exited the market. But new firms have then re-entered the

market. The problem is one of assessing when new entrants might not come in.



larger enterprises) will have to be considered as features of that market. This feature re-emphasises the

importance of having a clear regulatory framework and competition policy.

The market model is another option to follow and raises complex issues about whether the government
maintains a link with the national carrier and how this link is established. The link with and the transfer of a
state owned airline has many nuances. Successful cases of a change of the ownership structures have

been documented, including, for example, of EgyptAir and of Kenya Airways in Africa.

EgyptAir: Egypt adopted more liberal air transport policies in the 1970s and 1980s to exploit its tourist
attractions (ComMark, 2006). The country, which has experienced an eight percent growth of international
air passenger traffic over the last 20 years, has followed a particular model of national airline management:
“EgyptAir is a state owned company with special legislation permitting the management to operate as if the
company were privately owned without any interference from the government. The company is self-financing
without any financial backing by the Egyptian government” (Wikipedia, 2008). The airline, which has been
profitable under that model, operates under legislation that prefers governmental interference.

Kenya Airways: In Kenya, the national airway was privatised in 1996 when its shares were floated to the
public. Since then it has gone from strength to strength. Kenya Airways has won the “African Airway of the
Year” award five times out of seven years and its profits have increased to a record US$54m for 2005-2006

and its passenger numbers for 2006-2007 reached a record of 2,6m.

Once a decision on the market structure has been taken, it is important to establish a coherent regulatory
framework. If the decision, for example, is to retain the national carrier and a monopolistic situation, then a

separate regulatory function is not crucial.

However, if the decision is to open up the market, then this will require a separate regulatory function from
the government. The regulatory body will still be linked to the government since it will have to be
accountable to it and will have to implement the government’'s policies. In order to provide an open
environment it is important to make the regulatory environment stable, credible and predictable so that
potential competitors have incentives to enter into the air transport market. The regulatory framework should
guarantee fair competition, transparency of access to the market and consumer protection. Where there is a
national airline and other competitors, the playing field should be levelled and the national airline should not

be able to tap into the government’s financial backing in order to undercut other airlines.



This phase relates to the sequencing of those market reforms which involve strategic and tactical moves
pertaining to the market structure, the regulatory framework, the restructuring of the national airline and
finally, the opening up of the market.

Liberalisation in air transport services can be enacted over a wide range of dimensions: the removal of
barriers to entry and the dismantling of restrictions on fares and service levels. In practice, liberalisation can
either be done in a phased manner or via a “big bang” approach. Typically, the former is more acceptable to
a government but, specifically for developing countries, another dimension comes into play: liberalisation is
considered if it is a fair and equal opportunity for all players to compete on a level playing field. Those
supporting liberalisation need to recognise that there are great disparities in the sizes of countries, the levels
of economic development, technology, financial resources and the sizes of airlines. These issues should be
taken into account when deciding on the phasing in of liberalisation.

Global reform in the air transport industry has generally centred on the potential for free competition. This
was the case in the deregulation drive in the USA in 1978, in the Australia-New Zealand Common Aviation
area of 1992 and in the European Single Aviation Market of 1997. These countries’ and regions’ previously
protected national, regional and bilateral markets were opened up to competition and there were new
entrants on fares, frequency of flights and so on. Liberalisation has involved some amount of restructuring of
the form of privatisation and the formation of alliances; new practices (around pricing and the distribution of

air services) have also been implemented.

In order to implement liberalisation effectively, UNECA (2001) suggests that the following pragmatic issues
be considered:

Commitments and internalisation or understanding the benefits of liberalisation: it is unnecessary to liberalise
for the sake of liberalisation and the government needs to understand what will be achieved and what needsto
be achieved;

The continued presence of particular barriers to liberalisation, for example: divergences in terms of access to

skilled personnel (visa restrictions, work permits, etc.);

The lack of competition policies and institutional capacity, including policies to protect the interests of
consumers. These relate to the decisions about market structures and regulatory frameworks;

Deficiencies in the area of infrastructure, safety and security needed to support air transport liberalisation;

The lack of or poor quality of follow-up mechanisms required to manage the liberalisation process;

The terms for coordination and harmonisation. Such terms help manage sub-regional initiatives and avoid a
duplication of efforts;
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Any amendment to relevant bilateral agreements as is needed to cater for the changes.

5.2.4 The ultimate stage: full liberalisation and deregulation

When all of the restrictions and most of the regulations, except for safety regulations, are removed in the air

transport market, it can be said that the air transport market competes in an unregulated environment.

This is a complex model which has partially worked. For instance, in the US, deregulation has caused
airlines to abandon unprofitable routes, to adopt innovative systems, like the hub-and-spokes system, and
has allowed for new start-up airlines to enter the market. Although fares have dropped dramatically, the
environment became unstable temporarily and some airlines ended up bankrupt. Nevertheless, essentially,
while there are gains and losses associated with deregulation, it is still the case that customers are better off

in a deregulated environment.
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The Yamoussoukro Il Agreement is an agreement that is of great relevance to SSA and Mozambique. This

section defends the case for Mozambique to follow its Yamoussoukro Decision (YD) commitments.

This section of the report is structured as follows: a first sub-section presents briefly some key information
about air transport and tourism in Africa. Significantly, it is noted that there is a dominance of a few airports
and airlines on the continent. The discussion then shifts to the details of the Yamoussoukro Agreement. Air
transport in Mozambique is described, too. A final sub-section outlines the case in favour of the
Yamoussoukro Decision and builds on the points raised in the preceding sections. Of importance is the
recommendation that the authorities have to address the questions and aspects raised in the preceding

section to ensure that the benefits associated with the Decision are maximised in Mozambique.

Africa’s market share of the total world air passenger traffic is in the order of three percent (see Annex Figure
1). Although air services are vital to facilitating the development of a more diversified export base and
tourism, the African share reflects the lack of development of aviation across the continent. Africa has air
infrastructure shortages and limited competition in the air market which makes access both difficult and
expensive. The development of charter flights to destinations in Africa is still in its infancy. The safety of
airlines, airports and air routes in Africa remains a major source of concern and is an obstacle to the

development of tourism on the continent. *®

As with many other aspects of the continent’'s economic performance, relatively few countries account for
most air traffic flows. According to Oxford Economic Forecasting (ATAG, 2003), in 2001, Africa’s 10 biggest
markets accounted for 70% of the total number of passengers travelling by air and 90% of all cargo flights.
The biggest African markets for passengers travelling by air are South Africa (with 160,000 passenger flights
in 2001, of which 19% were international), Egypt (with 53,300, of which 51% were international) and Morocco
(with 40,800 flights, of which 54% were international). This concentration is one of the largest air transport
issues affecting Africa, along with the poor state of its air transport infrastructure. The high level of
concentration in traffic flows is indicative of the need to improve air services and airport infrastructure across
the continent (ATAG, 2003:17).%

% |n 1999, only five African states — Egypt, Ethiopia, Ghana, Morocco and South Africa— met the ICAQ's safety standards because insufficient investment had been made into other
airports and airways (OECD, 1999:21).

3 According to ATAG (2003:21), air trade among African countries was estimated at 66,000 tonnes in 2001; only 6.4% of the overall African cargo market. According to Business

Day (2008), Africa only contributes to about 1% of international air freight. The figures reflect both an underdeveloped intraregional trade pattern and deficiencies in infrastructure.
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The air transport industry can play a constructive role in the alleviation of poverty but the concentration of air
traffic flows in Africa does not facilitate that. The potential of air transport is not exploited to its fullest,
particularly in relation to the positive impact that the tourism industry can have on poor economies. Tourism
can help reduce poverty through growth as well as by generating additional employment, increasing tax
collection and fostering the development and conservation of protected areas and the environment (ATAG,
2003:37). Unfortunately, Africa has one of the lowest shares of the global tourism market. In 2000, tourism
represented, on average, 3.4% of Africa’s GDP, nearly half of that recorded for Latin America and the

Caribbean.

A related problem for Africa is that tourist arrivals are concentrated in a handful of countries: South Africa,
Egypt, Tunisia, Morocco and Zimbabwe had nearly 70% of the total of all international arrivals during 2000.
The top 10 destinations (when Nigeria, Kenya, Mauritius, Botswana and Tanzania are added to the
aforementioned list) received more than 80% of the tourist arrivals in that same year. And tourist spending is
even more concentrated than tourist arrivals: the top five countries accounted for 75% of the African total
during 2000 while the top 10 had 85%. In terms of intra-regional tourism, 46.3% of international tourist
arrivals in 2000 (by any means of transport) had other African countries as their origins (ATAG, 2003:40). A
substantial proportion of tourists, when all modes of transport are considered, are from Africa. When
attention is shifted to air transport, the bulk of tourists originate from Europe: Europe had a proportion of 65%
of revenue passenger kilometres, as shown in Table 6, compared with 15% for Africa. In other words, air

transport in Africa displays a limited intra-Africa dimension.

Table 6: Air traffic by regions and within regions in Africa: 1985-1996
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Source: OECD (1999, Table 1:18)

From Table 7, which ranks the busiest airlines in SSA in decreasing order of importance on the basis of
passenger carriers, it is clear that South African Airways (SAA) is a dominant airline. It carried, by the end of
the 1990s, 5.5 times more passengers (and 1.6 times more cargo) than the second largest airline, Air Afrique

(see the Annexure section 3 of this report for a discussion of this airline). Also of interest in Table 7 is the
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high rank of a developed country’s air transport company, namely Comair, which is part of British Airways.
LAM, for the purpose of comparison, carried about 96% fewer passengers (and 97% less cargo) than SAA
did in the late 1990s.

Table 7: Airlines in Africa
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Source: OECD (1999, Table 2:19)

In the late 1990s, Maputo had a world ranking of 490 in terms of its passenger numbers compared to a
ranking of 91 for Johannesburg. Those figures are listed in Table 8.
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Table 8: Busiest airports in SSA in the late 1990s
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Generally, the data point to the overwhelming dominance of SAA as an airline and of South African airports
(including Johannesburg which acts as a hub for the largest airline) on the continent. With the partial
exception of Nigeria, South Africa is a country with a large potential for domestic air transport activities. This

characteristic influences the viability of both low cost carriers and regional routes (Essenbert, 2005).

6.2 Background to the Yamoussoukro Decision

African ministers responsible for civil aviation have been concerned for quite some time with the potential
bottlenecks in air transport development, the poor quality and quantity of services and other issues created
by the bilateral agreement structure that governs air transport on the continent. The gap between the
conditions of air transport in Africa and those observed elsewhere was large at the end of the 1990s. The
Executive Secretary of the Economic Commission for Africa, at the 1999 Conference of African Ministers

responsible for Civil Aviation in Yamoussoukro, described the situation this way:

55



By the mid-1980s, the authorities had attempted to overcome some of the aforementioned challenges by

signing the Yamoussoukro Agreement.

The Yamoussoukro Agreement is important for Africa. Itis a plurilateral ASA covering many countries. More
specifically, the whole of SSA and a few North African countries are signatories to this agreement (see
Figure 1 for a Iist).38 However, given the low levels of intra-SSA trade, the arrangement only applies to about

two percent of total international traffic.

Two periods characterise the Yamoussoukro Agreement’s history. Yamoussoukro | consisted of a
declaration of a new common, competitive African air transport policy. The declaration was framed by the
realisation of a need for a continental consensus and collective solutions to the various air transport issues in
the region. The Agreement, signed in 1988 by the civil aviation ministers of 52 African countries, was
revised in 1994,

Little implementation followed the signing of the Yamoussoukro Declaration; it was endorsed in 1999 and

entered into force on 12 August 2000 among 44 African countries.

In 1999, the Yamoussoukro II Ministerial Decision called for a programme of integration of African airlines
regarding cooperation. More specifically, it represented a call towards integrating the airspace in Africa. The
private sector was seen as having a key role to play in this regard.39 The vision of a “single African airspace”

was meant to have been reached by 2002.

The official title of the Yamoussoukro Decision is the “Decision on the Implementation of the Yamoussoukro
Declaration concerning the Liberalisation of Access to Air Transport Markets in Africa”. The Decision calls
for (ICAO, 2003c):

The removal of restrictions on traffic rights including the fifth freedom (because qualifications apply on higher

freedoms);

% Effectively, the geographical scope of the YD means that the deal is relevant to a total of 2,450 traffic relations (WTO, 2006:29).

% See www.uneca.org/eca_resources/speeches/amoako/99/111399speech_amoako_air_transport.htm



The use of free pricing without the requirement for governmental approval but where price increases do need

to be notified;*

The removal of restrictions on capacity (free determination) and frequencies between city-pairs;

The removal of restrictions on multiple designations;

Specifying the criteria which eligible airlines must comply with as the requirements of the operation; and

Standards for safety and security.
The Decision should take precedence over any bilateral or multilateral agreement on services.

While limits remain for some provisions listed for the sixth to ninth freedoms and in terms of the community of
interest*" driving withholding of those freedoms, the Yamoussoukro Il Decision is a positive arrangement for
air transport liberalisation progress in SSA.? Although the Decision was ratified, it has so far not yet been

applied.

Capacity issues, commitment shortcomings and the loose nature of the 1988 deal were cited as reasons for
the lack of action in the post-1988 Yamoussoukro context. Limited progress was achieved in the aftermath
of Yamoussoukro Il. WTO (2006a) emphasises that when large volumes of air traffic are between the more
liberal countries, then liberal requirements are likely to be sought by partners. This dynamic is important for
Africa. It hints at the fact that there are policy implications from low intra-regional traffic: limited traffic lowers
the stakes in the implementation of a plurilateral agreement. This appears to have been the case for the

Yamoussoukro Decision.

In contrast, the 1988 Declaration induced some African regions and sub-regions to undertake some air

transport liberalisation. It led to the following initiatives:

The Banjul Accord for an accelerated implementation of the Declaration was created by six African states:
Cape Verde, Ghana, Guinea Bissau, Sierra Leone, Nigeria and the Gambia. This accord was concluded in
April 1997,

40 “In case of tariff increase, there shall be no approval required by the aeronautical authorities of State Parties concerned for tariffs to be charged by the designated airlines of State
Parties for the carriage of passenger, cargo and mail. The airlines shall in this case file such tariffs before competent authorities 30 working days before they enter into effect. This

provision is not applicable in the case of lowering tariffs which takes immediate effect according to the will of the airline” (UNECA, 1999:4).
41 [t is a withholding format that is favourable to regional (Africa) control and ownership.

42 Generally, WTO gives the YD an ALI of 34, a level that is a little below the COMESA arrangement (with an ALI of 38) but above some Asian plurilateral air transport agreements.
SSA countries have ALIs roughly between six and 12 points.
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The Arab Council on Civil Aviation to end restrictions on the third, fourth and fifth freedom traffic rights for

carriers of its member states. Total liberalisation was expected to be achieved by 2005.

The Communauté Economique et Monétaire de I'Afrique Centrale’s (CEMAC'’s) air agreement (adopted in
1999): it involved full third and fourth freedom traffic rights while designated airlines are allowed to carry 40% of
the traffic of the preceding year as fifth freedom rights; there was no capacity restriction and complete

liberalisation of non-scheduled services.

COMESA (as agreed to in 1999) involves 21 states that reached an agreement to phase in the liberalisation of
scheduled and non-scheduled air services. A two phased timetable was introduced. The first phase was to be
implemented by 2000 and the second by 2001. At a 2003 ICAO seminar (ICAO, 2003c), it was reported that
implementation had not been completed but some progress had been made. Where the states had engaged
with some parts of the agreement, a positive impact on the air transport industry was evident. Even though the
Yamoussoukro Decision provided for a continent-wide aviation agreement to liberalise the African skies by
2002, the main guiding instrument for COMESA was the COMESA Treaty.

In the West African Economic and Monetary Union (WAEMU), an agreement was reached to achieve

liberalisation within two years.

In turn, some momentum for liberalisation gained ground in the SADC in 2000 when the grouping of 13 states
“adopted a liberalisation programme covering a ten year period and according to three applicable
classifications for the granting of traffic rights: multilateral intra-SADC, SADC intra-Africa, and SADC ultra-
Africa. Intra-SADC objectives included free exchange of third, fourth and fifth freedom scheduled traffic by
2003, non-scheduled third and fourth by 2005 and fifth by 2007, cabotage for scheduled traffic by 2007 and for
non-scheduled by 2010. The approach includes multiple designation and free determination of tariffs, capacity

and frequency” (ComMark, 2005a:8).

Progress towards liberalisation has been made at the individual country level by Kenya and Uganda, as per the

Yamoussoukro Decision’s framework.

6.3 Current status of the implementation of the Yamoussoukro
Decision

The Yamoussoukro Decision (YD), as agreed to by all African states, was designed to lead to a radical

reduction of state control over the aviation industry. In other words, African states decided to liberalise air

transport in an intra-Africa context.

Implementation of the YD was supposed to take place within two years but little progress has been made.

When the African ministers responsible for air transport met in May 2005, they sought to re-stimulate the

process (ComMark, 2005a). Interestingly, the East African Community (of Kenya, Uganda and Tanzania)

was the first region to accept the YD’s provisions and has aligned its bilateral ASAs to it. South Africa,
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Zambia and Zimbabwe have also opted for liberalisation but have agreed to unlimited flights with multiple

designations of airlines permitted between one country and another (Janson, 2006).

A (confidential) briefing note indicates that in May 2005, Mozambique joined Angola and Mauritius in
expressing the desire to delay participation in the implementation of the YD. Other SADC ministers, meeting
in Gaborone, Botswana, in October 2007, have approved a roadmap for the implementation of the YD by 1
January 2009.

The more recent developments signal clearly a willingness by the SADC countries, save a few, to implement
the YD. However, although some amount of liberalisation has been accepted, a key concern has been

articulated around the protection of flag carriers. This concern emerged with the YD (see UNECA, 2001).

Mozambique became independent in 1975. The country, with a population of about 20m people, is bordered
by Tanzania to the north, Malawi, Zambia and Zimbabwe to the west, and South Africa and Swaziland to the
south. Although Mozambique has partially rebuilt itself since the end of the war in 1992, poverty, which
afflicts around 50% of its population, remains very high (OECD, 2005). The government is considering how
to enhance all areas of the country’s potential economic growth. According to ComMark (2006), the
Mozambican government has recognised the importance of tourism to the national economy. However, the
government is also intent on protecting the national airline by restricting competition on international routes.

This reduces tourist numbers in the country.

A description of the air transport sector in Mozambique and the regulatory framework in place in the sector is
described here. The findings from USAID (2006) are used as USAID (2006) provides an overview of the air
transport market and the policy issues prevalent in Mozambique. Following that, the discussion turns to the

merits of the Mozambican authorities adopting the YD principles in its market.

According to WTO (2006b), the Mozambican air transport context is characterised by: (i) the bulk of
passenger traffic granted the fifth freedom; (i) no cabotage and no seventh freedom; (iii) designation; (iv)
substantial ownership; (v) predetermined capacity; and (vi) tariffs restricted at the country of origin of the
passenger traffic (which is a semi-liberal tariff specification clause). Generally, the conditions suggest that
some amount of restrictions apply to entry into the market. Nevertheless, of the six bilateral ASAs recorded
at the ICAO in 2005, which Mozambique has with South Africa (the latest set up in 2002), Zimbabwe,
Malawi, Lesotho, Romania and the Russian Federation), the most favourable conditions apply to the
agreement with South Africa. (Direct air transport to Tanzania, Portugal, Swaziland and Kenya applies

outside a bilateral agreement recorded with the ICAQO.)
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In terms of infrastructure, Mozambique is equipped with several airports: there are three international ones
(at Maputo, Beira and Nampula) and six other airports. The country has a handful of secondary airports and

numerous landing strips.

Seven operators perform scheduled services on international, regional and domestic routes (USAID, 2006),

as is shown in Table 9.

Table 9: Air operators in Mozambique

Carrier International Regional Domestic
LAM v v v

Air Portugal (TAM) v

Air Corridor v

STA v

South African Airways (SAA) v

Pelican Air v

MEX v

TransAirways v

Note: Besides regular airlines, private charters operate on internal destinations

Source: USAID (2006:7) and airline-specific documentation

A distinction is made between regular and irregular services, where regular services are conducted mainly by
LAM which uses its own aircraft to provide domestic and regional services (largely to South Africa). There is
a special arrangement with Air Portugal (TAP) where a code-share flight system between Maputo and Lisbon
is used. As for non-regular services, these are supplied on a case-by-case basis. That has a negative effect

on tourism as tour operators experience difficulties when requesting special permits for particular flights.

LAM, the oldest airline in Africa, has experienced financial difficulties for quite some time. While not all of the
sources consulted concur that the airline has been persistently in deficit, financial weaknesses have been
recorded for the 1990-1996 period and parts of the early 2000s (see Essenbert, 2005, Bila et al., 2007 and
Engineering News, 2008).

There are many issues pertaining to air transport in Mozambique. Dibben (2006) reports four particular

problem areas which emphasise the importance of and need for an effective air transport system in the
country. These issues relate to safety and security promotion, the importance of tourism (because of its
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effect on the government’s budget43), the need for fast moving transport to cater for the expanding,
perishable goods production and exports sectors™ |, and the need to transport workers and manage

evacuation in times of emergency.

The main problem confronting the authorities is the state’s involvement in air transport. OECD (2005) notes
that the Mozambican authorities have to establish the priority sectors of the economy and the objectives of
privatisation over the long term; this does not mean that privatisation has not been considered and

undertaken in Mozambique; some restructuring of public firms has occurred.

While external donors (e.g. the World Bank) have played a key role in promoting privatisation agendas in the
post-war era, attempts to privatise LAM started in 1997. Bila et al. (2007) reported that a governmental
agency — the Unidade Technical para a Reestruturagao de Empressas (UTRE) — was involved in rejecting
bids in the aviation sector. In 1999, the privatisation move was reinstated. According to USAID (2004), LAM
sought exemptions from competition on a series of domestic routes lasting up until 2004. OECD (2005:347)
notes that this request was repealed. Air Corridor was allowed to operate in 2004, with the effect that
cheaper, non-peak fares became available. Progress on the domestic route front is still undermined

because the private airline faces severe growth constraints: they cannot expand their operations.

Bila et al. (2007) report that the Mozambican authorities sought to restructure LAM so that its ownership
structure would change: the company was to shift to a limited status so that it could be floated on the stock
exchange. While there is some uncertainty on the outcome of this particular decision, the Mozambique's
government still owns 80% of the company and the balance is controlled by employees (Engineering News,
2008). In 2002, an agency, dedicated to the transformation of public companies into private firms, was
formed: the Institute for the Management of State Shares or IGEPE. Other important reforms occurred in
2004.

In 2004, those reforms included (i) new (airline) entry points; (ii) a new civil aviation policy; (iii) a streamlining
of the licences; and (iv) a clarification of aircraft entry procedures. Little information is available on the
impact of these reforms, but substantial traffic growth has resulted from the greater number of entry points.
Air traffic grew by a substantial 238% following the creation of these points as well as with the entry of the

new carrier (Air Corridor). A number of airport workers were also retrenched in the process.

43 This dimension has been enhanced since the establishment, in 2004, of a strategic plan for the development of tourism. Nevertheless, Bila et al (2007) comment that the

continuing absence of a clear-cut policy from government for the sector is a hurdle for liberalisation progress.

44 Many farmers have moved from Zimbabwe to Mozambique and, currently, are growing and exporting flowers. Bila et al (2007) document limited international air cargo traffic forthe

country.
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6.4.2 The regulatory framework for air transport in Mozambique

USAID (2006) states emphatically that the main constraint on the development of the air transport market in
Mozambique relates to policy. In terms of governmental policy, LAM is protected from competition by
restrictions on entry and operation in the international market and by partial restrictions on entry and
operation in the domestic market (USAID, 2006).

The current institutional framework in Mozambique, as sketched by USAID (2006), is reproduced in Figure 3.

Figure 3: Mozambique’s institutional framework for air transport

. : . - Accidents
| Apors | Aines |

Note: ATC: Air traffic control; ADM: Aeroportos de Mocambigue (the airport authority)

Ministry of
Transport &

| Communic.

Source: USAID (2006, Figure 2.1:4)

Focusing on air transport, the figure captures the key role of one agency, the Instituto de Aviagéo Civil de
Mocambique (IACM) or Civil Aviation Institute, which is responsible for policy-making, technical regulation

and accident investigation. It is also involved with the legal framework.

The other main player is LAM.: “in all of its bilateral agreements Mozambique designates LAM as the
national flag carrier and the only one entitled to represent the [air transport] interests of the country” (USAID,
2006:4). Although LAM is supposedly independent from government, the IACM determines the status of
LAM as a matter of national interest and makes policy that affects it. In other words, the IACM protects LAM

and restricts market access for it against potential competitors.

Since the main institutional issues relate to conflicting and overlapping roles, it makes sense for the
institutional reforms to separate policy-making from regulation and the investigations of accidents; strengthen
technical regulation; and devise a new legal framework that will result in a comprehensive aviation law. In
order to solve the current institutional situation, USAID (2006) proposes a new framework which is sketched

in Figure 4:
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Figure 4. A New institutional framework proposed by USAID (2006) for air transport
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Source: USAID (2006, Figure 2.2:6)

USAID (2006) suggests that the Ministry of Transport and Communication, and the Civil Aviation Board that
forms part of the Ministry, should be the policy-maker. It should not be the regulator. The Ministry would be
involved with issues such as bilateral agreements, tariff regulation and market and route access. The IACM
should be the technical regulator and should observe air transport safety standards. Operations should be
handled by different entities, as is indicated in Figure 4. Preferably, accidents should be investigated by an

independent body that reports to Parliament.

Although the picture is tentative, the new scheme proposed by USAID (2006) appears to be well structured;

it prevents conflicts of interest and role overlaps.

In terms of liberalisation, the USAID report (USAID, 2006) proposes that foreign and local carriers be granted
additional air transport rights, particularly around the fifth freedom but also in other areas. OECD (2006:A-1)

comments that:

USAID (2006:A-1) also claims that one of the highest priorities for air transport is with removing market
access restrictions. In terms of demand, a key point for foreign travellers in Mozambique is reliability; high
air fares are currently not a primary concern for foreign travellers given the high value of the services
consumed and facilities used. However, fare levels are critical to the highly price-sensitive Mozambican

market and the new, potential tourists; a point which the authors of the report seem to ignore.
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OECD (2006:15) describes the situation as a vicious circle because the Mozambican “market does not
generate enough traffic to make domestic air transport operations profitable”. The market is (and remains)
“underserved, unreliable and expensive”. Moreover, though protected, LAM does not seek to develop the

international market.

LAM would have to become competitive in order to survive in a more liberalised environment. USAID (2006)
suggests that an important aspect of the change entail the development of a business plan that includes the
positioning of LAM in relation to its (potential) competitors. It comments that doing so “will involve
reallocation of resources, a marketing strategy, and a comprehensive capacity-building program” (USAID,
2006:16). Alternatives for private sector participation and a change in ownership structure (or, perhaps, a
management contract to provide for the competitiveness required) will also have to be examined in the

business planning process (Ibid.).

According to Engineering News (2008), LAM is seeking to invest $150m over the next three years. That
investment is to allow the airline to upgrade its services, expand its fleet of aircraft and invest in the training
of new pilots and technicians. That might mean that a larger effort is being made to develop the market at
this point in time.

A well designed aviation policy that includes economic regulation, safety regulation and the operation of
airport, air navigation services and the national airline will go a long way towards supporting an efficient air

transport sector. Specifically, in the case of Mozambique, changes have been suggested along these lines:

As discussed earlier in this report, there are important concerns with the impact of air transport liberalisation
in Mozambique. Nevertheless, a programme of dismantling the barriers to entry and operations can, indeed,

give rise to some negative developments, yet many of the adverse effects can be dealt with through the



introduction of a sound, independent, well-functioning regulatory framework. The discussion has also

highlighted that many adverse impacts cannot be attributed to liberalisation per se.

There are many benefits to be gained from an open air transport market and in spite of ex-ante difficulties in
assessing the impact large gains have resulted from the dismantling of miscellaneous barriers. That has
been the case for both developed and developing countries.

A gradual process of air transport liberalisation that is tied in with regulatory developments or improvements
does not lead systematically to the bankruptcy and/or the disappearance of the national airline. The
protection of the national airline, in the form of the maintenance of the status quo, runs counter to the
objective of generating private investments. That is because governmental interference inhibits a level

playing field.

There are some cases for which governmental intervention is required. Great emphasis is placed on the fact
that a range of questions ought to be addressed to ensure that liberalisation is effective. Liberalisation,
generally, needs to be well planned and progressive.

Specifically, in the case of Mozambique, limited progress has been made in terms of reducing the protections
surrounding LAM. In spite of some attempts to engage with some changes, the government-controlled
company has not managed to generate any notable profit for a period of at least more than a decade. In
contrast, there are signs that the authorities have, in the last 10 years, considered alternatives to the current
situation. LAM is also looking into strengthening its position through new investments. This strengthening is
set to take place outside of the YD framework since the authorities have asked for a delay for its particular

timetable of commitments.

It seems that the authorities need additional time to engage with the changes.

A particular option is for the Mozambican authorities to (i) follow the YD and (ii) minimise the delay in

participating in the YD process.* The following dimensions are relevant to that option:

Mozambican and foreign air transport consumers are penalised by the current air transport situation. Changes
are required to lower the barriers to entry, particularly those which affect supply. The full granting of the fifth
freedom and an expansion of the number of airlines allowed to operate is a feature which is considered
important for Mozambique. The dimension is contained in the YD. In turn, given the least developed country
status held by Mozambique, and the problems of access into the hinterland, there are considerable consumer
stakes in a decline in fares. It can be achieved by both an expansion of air services (to achieve economies of

4 A particular option might even be to go beyond the YD commitments and objectives. This is an extreme option for Mozambique given the current difficulties that the authorities

have in articulating more basic improvements. This option is ignored in this report.



scale and scope) and a relaxation of fares. The latter objective is also part of the YD. In turn, the YD seeks to
enhance airline safety (and security). That is important given the relatively mediocre performance of African
airlines, including LAM, in this regard.46

Commitments have been made already by the air transport ministries to engage with intra-Africa air transport
liberalisation. Implementation is pending. It is not clear what Mozambique considers specifically problematic
about the YD at this point, yet there are signs that the authorities are seeking more time to prepare the national
carrier to adjust. There is a lack of information to assess properly the status of that claim but, given the age of
LAM, there is no reason for the authorities to advance the position of infant industry motives for the protection

of the national airline.

Given that air transport is largely excluded from the multilateral arena, negotiations have to be conducted at the
bilateral and/or plurilateral level. Market access on a large scale is better guaranteed by plurilateral
liberalisation progress, an aspect which the YD can offer. While Mozambican authorities might push for
improved market access bilaterally, as with South Africa, the authorities have improved chances of securing
access to a larger market by aligning themselves with the demands articulated by other African countries. In
turn, although Mozambique displays a relatively closed air transport market, it can tap on the YD to secure
access to other more restrictive markets (see Annexure Figure 2). Most SSA countries have adopted already
more liberal air transport principles (such as for South Africa as reflected in the standard (weighted) ALIls

reported in Annexure Figure 2), and there remains much scope for further progress and negotiations.

In order to remain competitive internationally African airlines will have to compete against more open (and even
liberal) markets elsewhere. Those who do not implement changes (for example, as per the YD) may find it
more difficult to compete when other airlines engage in the steps required to enhance their efficiency or to
adjust to the changes at a later stage. Given the African focus embedded in the YD, air transport expansion
can be undertaken and tailored to local circumstances. Generally, the YD offers a set of intermediary air
transport liberalisation targets. In Africa, the YD is seen as a phased approach to a more liberal air transport

environment with the aim of benefiting the continent.

As has been observed the world over, the size of a SSA airline (e.g. SAA) does not preclude the creation and
expansion of that particular airline. Efficiency improvements and the ability by governments to ensure that the

supporting infrastructure is in place is the key to that process.

Governments have to assess the costs of their interventions. The YD is a catalyst for the authorities to pay
attention to the opportunity costs associated with state interference. It has also helped governments pay
attention to the role played by air transport conditions in particular sectors of the economy (e.g. in trade and
tourism). The YD does not preclude safeguards for relevant national interests to be preserved. Nevertheless,
attention should be drawn to the fact that, as raised at a recent presentation by the African Union atan EU-AU

Aviation Seminar in Brussels (held on 13-14 September 2006), the key issues hindering the implementation of

46 Alarge number of airlines blacklisted in the EU originate from a handful of SSA countries (Knorr, 2006:13).
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the YD were the legal and institutional frameworks as well as the lack of a clear harmonisation of competition
rules, a dispute resolution mechanism and an executing agency. Also, additional capacity and funding are not
offered through the YD. The remaining issues will need to be addressed if the YD is to be effective and more
attractive for all.*’

47 The list is far from exhaustive but seeks to draw attention to a few features of the YD. Others, such as OECD (2006), also make the point that in devising policy reforms, the
government of Mozambique should be guided by the protocol of the Declaration of a New African Air Transport Policy of 1988. However, the argument is articulated around the

importance of particular sectors and is, thus, not suitable to this report's purpose.
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7.1 Macro-benefits outweigh national carrier considerations

7.1.1 Conclusion

The international experience shows that macro-benefits far outweigh the considerations for national carriers.
However, national carrier considerations are real as well as emotive; hence, a compromise should be
sought. In the literature surveyed, no examples were found that suggested that on balance no country had

benefited from the liberalisation of its air transport sector.

7.1.2 Recommendation

Where appropriate, consideration should be given to a special position for national carriers as suppliers of
last resort. Issues pertaining to concentration require special attention, too. Particular care should be taken

to design a sound, independent regulatory framework.

7.2 Governmental control

7.2.1 Conclusion

Experience in the USA shows that liberalisation can be followed by congestion at certain airports and on air
routes as well as by mergers which could lead to anti-competitive behaviour. It is also necessary for
governments to anticipate the increase of traffic following liberalisation and to provide for the necessary

infrastructure to ameliorate that.

7.2.2 Recommendations

Government should monitor and, if necessary, take action to prevent ant-competitive behaviour in a liberalised

market.

Government must provide timeously the necessary infrastructure in anticipation of the increased air traffic that

follows liberalisation.
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7.3 Effect on poverty

7.3.1 Conclusion

Liberalisation of air transport has a particularly noticeable impact in the tourism sector; that has positive

consequences because tourism in Africa tends to concentrate in rural areas where poverty is at its worst.

7.3.2 Recommendation

The government and the industry should recognise that liberalisation of air transport will have a positive

effect on poverty.

7.4 Status of liberalisation

7.4.1 Conclusion

A decision for intra-Africa air transport liberalisation has already been taken and is now a matter for
implementation. In addition, in order to remain competitive, African airlines will have to compete in
international, liberalised markets. Those countries which do not implement the joint Yamoussoukro Decision
may find themselves at a disadvantage. There are large gains to engage in liberalisation as a group but the

level of readiness for this varies across countries.

7.4.2 Recommendation

African countries should proceed with liberalising their air transport sector. The Yamoussoukro Decision
provides the right objectives and liberalisation is way overdue. However a series of issues deserve careful
attention at country specific level in the process of liberalisation — e.g. the setting up of an adequate
regulatory framework. Liberalisation of air transport remains the target to reach.
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Annexure Figure 1: Share of passenger market for international flights per distribution by regions
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Restrictions in air transport: the WTO assessment approach

The 2005/2006 WTO review provides indices for the extent to which countries restrict air transport for each

other.

Indices, constructed by summing market access points, vary between zero and 50 points, with the highest
grade given to the most liberal agreements (or the classical “open sky” where, in the extreme definitions, no
control is applied on capacity, routes and tariffs). Weights, when applied, take into account the air traffic

between countries and regions.

A range of dimensions are considered as relevant to market access and, thus, have been incorporated into

the construction of the index. The restrictions taken into account by the WTO are:

Ownership and/or designation withholding. Though the WTO review experts had no information about the
extent of foreign ownership and/or designation withholding requirements at their disposal, generally these have

been found to have been specified across airline arrangements;

Capacity specifications and tariffs specifications. For the latter, it is important to stress that dual government

approval requirements are common; these are difficult to control and monitor;*®

Traffic rights. In this regard, only the fifth freedom, that is the ability for connecting flights to operate, the
seventh freedom (of relevance to low cost carriers because it involves passenger and cargo movements
bypassing one’s country for services), the eight and ninth freedom (cabotage and “stand alone cabotage”)

have been considered explicitly for the index;

The exchange of statistics. Though these are not compulsory, whether these take place and would allow for

capacity and tariff specifications to be relaxed has been considered in the WTO review.*?

48 Tariffs are only typically scrutinised when complaints are formally and officially made, a feature which links to the exchange of statistics.

49 These are important since, as commented upon by IATA (1999:10), “ironically, the moral liberal the agreement the greater the detail as to what is agreed, quite the opposite of

what one might expect”. They also look into whether a cooperative arrangement has been allowed, a feature typical of the US and Canada. That is ignored in this report as it is rare.
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Annexure Figure 2: Degree of restrictiveness (ALl indicator) across Yamoussoukro signatories
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Freedoms of the air

Countries can give airlines from other countries various forms of freedom of air as set out in the Chicago

Convention of 1944. As specified by Nijkamp (1996:5), these freedoms of air include:

First freedom: The right to fly over the territory of a contracting state without landing;

Second freedom: The right to land on the territory of a contracting state for non-commercial (technical)

reasons;

Third freedom: The right to transport passengers, cargo and mail from the state of registration of the aircraft to
another contracting state;

Fourth freedom: The right to take on board passengers, cargo and mail in another contracting state, and to
transport those to other countries of registration of the aircraft;

Fifth freedom: The right to transport passengers, cargo and mail between two other states as a continuation of,
or a preliminary to, the operation of the third and fourth freedom rights;

Sixth freedom: The right to take passengers, cargo and mail in one state and to transport them to a third state
after a stop-over in the aircraft’s state of registration and vice versa;

Seventh freedom: The right to transport passengers, cargo and mail between other states on a service which
does not touch the aircraft’s state of registration;

Eighth freedom: The right to transport passengers, cargo and mail within another state between the airports of
that state (or cabotage).

Annexure Figure 3 provides a schematic representation of what is entailed by the various air freedoms:
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Annexure Figure 3: Stylised representation of the freedoms of the air
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History of civil aviation in Africa: the case of Air Afrique

In 1961, 11 African nations (Benin, Burkina, Faso, Cameroon, the Central African Republic, Chad, Congo,
Gabon, Ivory Coast, Mauritania, Niger and Senegal) signed the Yaoundé Treaty. The oldest surviving, jointly
owned airline, Air Afrique, was established to operate on behalf of the contracting states in order to operate
between their territories and from their territories and on to non-contracting states’ territories and also to
service air routes within the territories of the contracting states. Air Afrique was a consortium, with capital
originating from the participating states and from a private foreign airline. Ownership evolved over the

airline’s history (Goldstein, 1999).

At its inception, two main markets were served by Air Afrique: the North-South Line corresponding to the
traffic of Europe-Africa and a South-South line corresponding to inter-state relationships. Goldstein (1999)
indicates that air links were created at a later stage from West Africa to New York, Jeddah and
Johannesburg. Significant investments were made to acquire planes despite a low cash-flow level; this
made the company vulnerable as there was a lack of confidence in the then Chief Executive Officer (CEO)
which led to his resignation and the appointment of a new CEO. The latter, Sir Harry Tirvengadum, made

some progress towards getting Air Afrique up and running again but he eventually resigned.

Over its life time, Air Afrique has had to deal with a number of challenges such as “high fuel prices, control
charges and airport taxes, as well as steep insurance premiums due to inadequate safety, both in the air and
on the ground” (Goldstein, 1999). In addition, in order to make up for a shortage of subcontractors the
company had to self-supply services such as handling, general sales and catering. Moreover, as with many
state-owned carriers around the world, cash-strapped governments were unable to provide adequate
financial compensation for its universal service obligations. (Universal service obligations typically refer to

requiring the state-owned carrier to operate uneconomical inter-state routes.)

With its heavily bureaucratic structure and weak organisational characteristics, Air Afrique found it difficult to
cut costs in order to compete effectively against aggressive carriers that had a strong presence in the West
African market (e.g. Sabena), or against others that were expanding (e.g. British Airways and Royal Air

Maroc)..

Another variable that harmed Air Afrique’s competitiveness was that France became more competitively
aggressive in West Africa where previously this was not the case. The main reason for France’s increased
competition was that it, too, faced an increase in competition in its domestic market and since France
represented 40% of Air Afrique’s market, it was inevitable that French airlines would have shifted their focus

to obtaining some of Air Afrique’s market for themselves.

Finally, Goldstein (1999) notes some other problems that are common for a multi-partner carrier: national
sensibilities in the appointment of personnel (staff's morale was weakened by the marginalisation of African

managers, for example); poor corporate governance; the acquisition of large, top-of-the-range aircraft
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instead of turboprop-equipped short-haul planes that are better equipped to operate on regional routes;
political considerations that have led to the establishment of multi-stop routes, which are more costly to
operate than direct flights (e.g. all member governments wanted a direct liaison with Europe; yet possibly
hubs could have been established in Abidjan); some countries started free-riding and opened their markets

to charters from Europe which was in contrast to the spirit of the Yaoundé Treaty.

Air Afrigue was terminated in 2002. Until its termination, it was constantly under-capitalised and subject to

unnecessary governmental interference (ATAG, 2003).
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