Alliances, Immunity, and
the Future of Aviation

eventeen years after

the U.S. Department of

Transportation (DOT)
granted antitrust immuwnity (ATI)
to an innovative KLM-Northwest
joint venture, ATI has become one
of the most controversial issues in
current aviation law and policy.
This article reviews the bistory of
ATI and its statutory foundation and attempts to place
airline alliances in a more contemporary perspective.
Criticism of the alliance/ATI development appears to
be predicated on a misunderstanding of both the role
of alliances as an essential element in the liberaliza-
tion of international air services and the importance
of ATI as a factor in that success. The article suggests
that the criticism of DOT’s bandling of alliances and
ATI fails to understand the evolution of the interna-
tional air transportation networks and puts at risk a
major aviation policy success story. DOT’s approach
to international airline alliances and ATI, the article
concludes, has been prescient and insightful, has ben-
efited botb the industry and its customers, and should
not be disturbed.!

In 1992, the United States and the Netherlands
entered into the world’s first Open Skies agreement,?
predicated on a new DOT policy initiative.> The agree-
ment eliminated most of the regulatory constraints
on entry, capacity, and pricing that had characterized
bilateral air transport agreements since the first U.S.-
U.K. Bermuda accord in 1946.* The Carter administra-
tion had launched the quest for more liberal bilateral
aviation arrangements in 1977. Fifteen years later,
by eliminating all regulatory constraints on carriers’
access to all gateway cities, the Open Skies model
took liberalization to an entirely new level.

Shortly after the agreement was concluded,
Northwest and KLM, already partners in a marketing
and operational joint venture, filed a petition with DOT
seeking immunity from the antitrust laws for all joint
activities undertaken within the framework of their
alliance.’ They sought to integrate their services more
completely and to operate as though they were a single
carrier. In January 1993, DOT approved the agreement
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and granted the requested antitrust exemption.°

The U.S.-Netherlands Open Skies agreement, and
the order granting ATI that followed shortly thereafter,
established the template for a major transformation of
international aviation. DOT had hoped it would do just
that. As it made clear in its order approving and immu-
nizing the KLM-Northwest alliance: “The United States
signed the Open Skies Accord with the Netherlands not
only to liberalize aviation services with the Netherlands,
but also to encourage other EC members to enter into
an open skies regime with the United States.””

In the years since, DOT’s expectation has been
vindicated. Liberalized regimes and Open Skies agree-
ments have become increasingly ubiquitous—not just
for air services to and from the United States, but
worldwide. To date, the United States has entered
into 94 Open Skies agreements,® many of which have
been followed by grants of ATI to alliances operating
in the newly liberalized bilateral markets.” The conflu-
ence of Open Skies agreements, alliances, and ATI has
spawned a fundamental reinvention of the global air
transport industry.

Today, however, a newly intensified debate about
the effect of airline alliances and ATI on competition
threatens to endanger the progress that the United
States and its many Open Skies partners have made in
fostering a more efficient and competitive global avia-
tion system. The outcome will have profound implica-
tions for the future of commercial aviation.

Evidence of the challenge abounds:

* Legislative proposals passed in 2009 by the U.S.

House of Representatives would sunset existing
ATI grants to airline alliances and require the
establishment of new criteria for the review of
future applications, while tightening further the
requirements for U.S. citizen control of U.S. air-
line operations.'

* In a 55-page objection to DOT’s tentative decision
in the recent “Star II” proceeding,' in which DOT
approved, inter alia, the addition of Continental
Airlines to a previously immunized alliance, the
Department of Justice suggested that the ben-
efits of inter-alliance competition had not been
established.'?

* In October 2009, Senators Herb Kohl and Orrin
G. Hatch, chairman and ranking member, respec-
tively, of the Senate Subcommittee on Antitrust,
Competition Policy and Consumer Rights,
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informed Secretary of Transportation Ray LaHood
that the Subcommittee would examine “whether
the DOT is the appropriate agency to have final
authority over the grant of antitrust immunity for
international airline alliances, or whether legisla-
tion should be drafted to give greater authority to
the Justice Department.”’?

These developments appear to reflect an attitude
approaching outright hostility, at least in some quar-
ters of the U.S. government, toward the airline indus-
try and its efforts to find a coherent and contemporary
operating model.

Importance of strategic alliances

Strategic alliances are not unique to the airline
industry. They are but one form of partnering among
business enterprises on a continuum of transaction
types, ranging from passive investment by one com-
pany in another to a complete merger of two busi-
ness entities.* Increasingly popular in today’s rapidly
evolving marketplace, alliances allow enterprises to
respond more efficiently to changes in the commercial
environment without incurring the costs, delays, com-
plications, or permanent commitments associated with
a full merger. The size and character of today’s global
marketplace pose challenges that require companies
of all sizes to enhance their reach and competitive-
ness through carefully structured partnerships.’> As
a general proposition, alliances generate important
competitive benefits. Put simply, if a combination of
resources from different enterprises is necessary to
compete effectively in a market, then allowing the
combination to take the most efficient form effectively
lowers the barriers to entry into that market.

In international aviation, alliances generate an
additional and unique benefit not found in other sec-
tors: airline alliances have been a vital contributor to
the liberalization of worldwide air transport. They are
helping to break down barriers to competitive entry
that even Open Skies agreements leave unaddressed.
For example, an Open Skies agreement between two
countries does not allow airlines from either country
to establish a system of domestic feeder flights in
the other country. A well-crafted alliance agreement,
however, can permit an airline to enjoy the benefits
of such a system without violating the domestic law
of the other country. Similarly, no Open Skies agree-
ment guarantees that an airline of one country will be
able to find enough traffic to make flights to the other
country economically viable, particularly if flights
beyond that other country are restricted by the poli-
cies of third countries.'® Alliance participation allows
an airline to create a network that enables it to fill up
seats throughout its system with traffic to a variety of
destinations, even where the “last segment” opera-
tions to some of those destinations must be on other
airlines.
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Alliances also have helped airlines address the
most conspicuous of the residual nationality-based
impediments to rational industry structure and perfor-
mance—the laws in most countries that make owner-
ship and control by citizens a prerequisite to eligibility
for an airline license.!” Those laws effectively prohibit
cross-border mergers and acquisitions and even some
forms of cooperation—transactions that have enabled
the globalization of so many other industries. By facil-
itating the sharing of resources, including capital and
possibly equity, without a change of control, airline
alliances have engendered many of the competitive
benefits of rationalization that would be available in a
more conventional legal and diplomatic environment.

Thus, by allowing airline partners to sell their ser-
vices freely on each other’s equipment and coordinate
their service offerings, alliances have allowed much
of the industry to replicate the advantages enjoyed by
the efficient global networks in many other sectors
(e.g., telecommunications, shipping, financial services).
They also have facilitated a new and robust form of
global competition. In sum, given the restrictions that
continue to impede efficiency and competition in inter-
national air transport even after the spread of liberal air
services agreements, the emergence of alliances—and
particularly immunized alliances—arguably has repre-
sented the most important development in the industry
since the introduction of jet aircraft.

Origins of DOT's jurisdiction over international
alliances

Congress, when it deregulated the U.S. airline
industry and abolished the Civil Aeronautics Board
(CAB), preserved and transferred to DOT the CAB’s
discretionary authority to exempt certain forms of air-
line conduct from the operation of the antitrust laws.'®
Although DOT’s authority relating to domestic airline
mergers, acquisitions, and agreements was terminated
on January 1, 1989, DOT’s authority to approve and
immunize agreements relating to international aviation
was left wholly intact.”” This outcome was consistent
with a DOT recommendation to Congress and wholly
supported by the Department of Justice.?® The congres-
sional decision to maintain the CAB’s antitrust exemp-
tion authority for agreements relating to international
aviation, and to keep it at DOT, was predicated on a
recognition that competition in international aviation is
closely related to, and often a product of, the bilateral
negotiating process.?! If the U.S. government was to
attempt through diplomacy to move its aviation trading
partners coherently toward a more market-based and
pro-competitive regime, it was essential that the anti-
trust exemption authority be vested in the agency pri-
marily responsible for the development of U.S. interna-
tional aviation policy. Some 94 Open Skies agreements
later, the wisdom of that assessment is undeniable.



Alliances and public benefits: The emerging
jurisprudence

If DOT finds that a proposed agreement between
airlines would substantially reduce or eliminate com-
petition, DOT can approve the agreement only if it
“is necessary to meet a serious transportation need or
to achieve important public benefits” and if there is
no less anticompetitive alternative.?> DOT is required
to exempt from the antitrust laws any agreement
approved on those grounds to the extent necessary to
allow the transaction to proceed.?

Where DOT finds that an agreement is not adverse
to the public interest and does not violate the statute—
i.e., that it does not substantially reduce or eliminate
competition—DOT is required to approve it. A grant
of ATI is permitted in such a case only if it is “required
by the public interest,” however, and then only “to the
extent necessary to allow the person to proceed with
the transaction specifically approved by the order and
with any transaction necessarily contemplated by the
order.”?

While references to the public interest appear in
both the test for approval (“not adverse to the public
interest”) and the test for granting ATI (“required by
the public interest”), the latter test is substantially
more daunting. As DOT wrote in its seminal KLM/
Northwest decision: “The Department has always rec-
ognized that the public interest standard in [49 U.S.C.
§ 41308] is a much more stringent standard than [49
U.S.C. § 41309’s] public interest standard.”? DOT also
has recognized consistently that, “[bJecause the anti-
trust laws represent a fundamental national economic
policy, one that serves consumers and travelers well,

. . immunity from the antitrust laws should be the
exception, not the rule.”?

Nevertheless, because the prospect of enjoying
the benefits of that exception became so attractive
to carriers following the KLM/Northwest decision,
and because DOT had made it clear that an Open
Skies agreement was an essential prerequisite to con-
sideration of a request for ATI, foreign government
interest in Open Skies relationships with the United
States began to increase dramatically. The result was
a rapid increase in international aviation liberaliza-
tion, in the number of alliance ATI applications sub-
mitted to DOT, and in the frequency of ATI awards.

It was essential, during a time of such ferment,
that DOT assess the real-world consequences for
competition and consumers. DOT’s first formal
assessments of immunized alliances and their effect
on international aviation markets were issued in
1999 and 2000, after seven years’ experience with
immunized alliances in Open Skies markets. Based
wholly on an empirical analysis, DOT’s conclusions
regarding the role and impact of airline alliances
were reported in two detailed reports: “Global
Deregulation Takes Off” (December 1999) and

“Transatlantic Deregulation: The Alliance Effect”
(October 2000).7

The 1999 report told a remarkable story. It found
that, operating within the framework of new Open
Skies agreements, immunized alliances were stimulat-
ing demand, accelerating system growth, and produc-
ing more attractive service and price offerings. The
report highlighted important consequences not just
for the users of air transportation, but also for local
and national economies through increased air service.
It concluded that global deregulation and alliance
development were still at an embryonic stage and
predicted the continued expansion of alliances in the
future, together with the emergence of new ways of
competing as alliances continued to expand and over-
lap each other.

The 2000 report, which was similarly quantitative
in its approach, concluded that “the pro-consumer
changes identified in our first report dramatically accel-
erated during 1999.72® Importantly, DOT found that “[a]
lliance-based networks are the principal driving force
behind transatlantic price reductions and traffic gains.
The ‘Alliance Network Effect’ will therefore play a key
role in the evolving international aviation economic
and competitive environment.””

The case for international alliances was a powerful
one, but the “fundamental national economic policy”
reflected in the antitrust laws required that any grant
of ATI be predicated on a transparent and sensible set
of criteria.

Approving agreements under 49
US.C. § 41309

DOT’s analysis of whether to approve an alliance
agreement is typically based on the Clayton Act* test,
long used to predict the competitive effects of merg-
ers. The issue is whether the alliance would be likely
to substantially reduce competition such that the
applicants would be able to exercise market power—
i.e., to profitably charge supracompetitive prices or
reduce service or quality below competitive levels in
any relevant market. This entails a determination of
whether the alliance would significantly increase con-
centration, whether the alliance would raise concern
about potential anticompetitive effects in light of other
factors, and whether entry into the market would be
timely, likely, and sufficient to either deter or counter-
act a proposed alliance’s potential for harm.

DOT’s jurisprudence during the past decade treats
an Open Skies agreement and its guarantee of open
market access as sufficient in most cases to prevent
partners in an alliance from reducing or eliminating
competition or exercising market power. Where an
Open Skies agreement exists, DOT typically finds that
it can approve a proposed alliance agreement under 49
U.S.C. § 41309 on the ground that it is not adverse to
the public interest.
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Granting ATI

The second element of a DOT alliance decision—
whether to award ATI to an approved alliance under
the more stringent test of 49 U.S.C. § 41308 (“required
by the public interest”)—is now predicated on the
applicants’ ability to demonstrate that the alliance will
deliver public benefits of sufficient quality and magni-
tude to justify the exemption.

DOT decisions both granting and denying ATI
over the past few years reflect a sophisticated under-
standing of the way alliances have evolved and how
airline networks function. The orders make clear
that ATI will be awarded only where the applicants
can demonstrate that the public benefits likely to
flow from the alliance will be significant—in keeping
with the positive effects DOT described in its 1999
and 2000 reports—and that those benefits would
not materialize without a grant of ATI.*>! Thus, for
example, in its most recent award of ATI as of this
writing—to the expanded Star immunized alliance—
DOT concluded that the alliance would produce
“numerous public benefits,” including

* an expanded network serving many new cities;

* new online service, including both new routes
and expanded capacity on existing routes;

* enhanced service options such as more routings,
reduced travel times, expanded nonstop service
in selected markets, new fare products, and inte-
grated corporate contracting and travel agency
incentives;

* enhanced competition due to the addition of a
major new gateway, the elimination of multiple
markups on code-share segments, and more vig-
orous competition between alliances;

* cost efficiencies;

* strengthened financial positions for the participat-
ing carriers; and

* substantial economic benefits to communities.?*

It would not have been sufficient, however, for the
applicants merely to make “theoretical and attenu-
ated” predictions about the likely public benefits of the
enlarged alliance.®® DOT noted that “[tlhe applicants
explain in detail how they will expand the existing
immunized alliance to incorporate the largely comple-
mentary services of Continental’—the carrier being
added to the Star immunized alliance—by implement-
ing a “metal neutral,” highly integrated, revenue-shar-
ing joint venture agreement.** DOT explained further
why it had concluded that ATI was essential to realiz-
ing the alliance’s potential benefits:

The carriers are not likely to achieve the efficiencies and

cost savings on their own; an integrated economic ben-

efit sharing arrangement is needed to provide the incen-
tive for the carriers to invest the significant resources
necessary to create additional consumer benefits. By
sharing risk and optimizing the joint network, the alli-
ance members will likely accelerate the introduction
of new capacity, give consumers more travel options
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and shorter travel times, and reduce fares at the margin,
due to the elimination of multiple mark-ups. Antitrust
immunity is well suited to enable carriers to achieve
merger-like efficiencies and deliver benefits that would
not otherwise be possible.*

In sum, DOT has reached its conclusions about
ATI and public benefits carefully and has validated
them repeatedly. DOT knows that anachronistic
regulatory constraints continue to impede the inter-
national operations of airlines everywhere, and
that those constraints compromise the value that
aviation delivers to consumers and national econo-
mies. Through a carefully calibrated exercise of its
long-standing authority to grant exemptions from
the antitrust laws, DOT has helped the industry to
begin overcoming these impediments and to begin
replicating the kind of market that would emerge
under more conventional legal and diplomatic
arrangements.

The ATI controversy

Much of the controversy surrounding DOT’s han-
dling of alliance agreements is attributable to the con-
viction among critics that alliances approved by DOT
following the negotiation of an Open Skies agreement,
if indeed unobjectionable on competition grounds as
DOT has found, do not need an antitrust exemption
to deliver the public benefits they promise. While
acknowledging that DOT is required by the statute to
approve an agreement that it finds will not reduce or
eliminate competition, the opponents maintain that
the statute prohibits DOT from granting an exemp-
tion from the antitrust laws in most cases because it is
not possible to make the prerequisite finding that the
public interest requires it. It is a seriously mistaken
view. ATI, in most cases, is an essential prerequisite
to realizing the competitive benefits that international
strategic airline alliances can engender.

First, alliances have become as complicated as
the international regulatory environment in which
they operate. The risk that private attorneys general
representing a large class of plaintiffs would seek
treble damages for some perceived wrong means that,
without immunity, the members of an alliance would
be deterred from exploiting its potential efficiencies.
Accordingly, it is critical that alliance parties have cer-
tainty regarding the lawfulness of their agreements.

To make matters worse, antitrust jurisprudence
itself is murky in this area. The Department of
Justice/Federal Trade Commission “Antitrust Guide
for Collaborations Among Competitors” illustrates
the challenge confronting alliance participants.*® The
document is nearly 40 pages of single-spaced “guid-
ance” that would require interpretation by a team of
antitrust experts working full time in the case of a
complex, multiple-party, and multiple-market joint
venture. Even then, the likely conclusions would be at



best tentative:

* What conduct is reasonably related to the objec-

tives of the joint venture?

* Is it the least anticompetitive alternative?

* Is there a market analysis of its effects?

No safe harbors exist, just safety zones that them-
selves are severely hedged. No relevant examples
are furnished.?” In addition, critical questions in this
area of antitrust law remain unsettled.*® The financial
consequences of failure in such cases are likely to be
enormous. Alliance members can have no confidence
in their ability, as defendants in a treble-damages
case, to explain to a court after the fact the dynamics
of a commercial aviation joint venture and the exigen-
cies of networked operations.

While a complicated subject beyond the immediate
scope of this article,® a legitimate and growing concern
exists in some quarters that U.S. antitrust laws—and the
inherently conservative jurisprudence that has devel-
oped under those laws—are not keeping pace with the
emergence of newly important joint venture models.
Some experts argue that the antitrust laws create an
unhealthy chill on the development of strategic alli-
ances and that this chill, in turn, generates anticompeti-
tive effects. Congress itself has recognized the impact
that the threat of treble-damage liability can have on
joint ventures, including those involving the production
of services.® In such an environment, DOT’s carefully
calibrated oversight, informed by its participation in
the crafting and conduct of U.S. international aviation
policy, provides a more appropriate regulatory frame-
work for alliances than conventional antitrust litigation,
with its inherent costs and uncertainties.

Unsurprisingly, airlines seeking a DOT antitrust
exemption for alliance participation routinely state in
their applications that they will not implement the alli-
ance agreement without ATI. The statement represents
an appropriate measure of caution—and in every case
is based on the advice of antitrust counsel. DOT is
correct to accord it significant weight. Without ATI,
alliance members will not undertake to generate the
innovative programs, service offerings, and scheduling
efficiencies that typically benefit travelers.

DOT’s decisions to grant ATI even to alliances that
it finds will not substantially reduce or eliminate com-
petition are consistent with the statutory test: Where
it is clear that the parties will not proceed with the
transaction in the absence of ATI, the exemption is
indeed “required by the public interest.”#! The analysis
is significantly reinforced by reference to the aviation
diplomacy required for the further liberalization of
aviation markets—a rationale that DOT is uniquely
positioned to acknowledge and evaluate.*?

Conclusion
Airlines and regulators have always understood the
value of efficient networks. For many decades, antitrust

immunity facilitated a single, monopoly network oper-
ated by IATA. Today, we enjoy competition among a
number of networks operating as immunized alliances.
Immunity allows alliance participants—which cannot
legally merge—to realize a level of economic integra-
tion that provides significant public benefits.

Open Skies, airline alliances, and DOT’s savvy
administration of its power to confer ATI have been a
major public policy success story for consumers, global
airline competition, and the airline industry itself.
Proposals to tinker with that success should be consid-
ered with great care, and proponents of any alternative
approach should bear the burden of showing how and
why it would serve the public interest better.
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