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1 Introduction

While international aviation markets have been extensively liberalised over the last three decades, this liberalisation process remains incomplete. In particular, the opportunities for airlines to operate on a 7th freedom basis remain tightly restricted. 7th freedom flights are those operated between two countries by airlines from third countries, which are not operated through the third countries nor are extensions for flights to or from those third countries. Nearly all the traffic directly between two countries is reserved for the airlines of those two countries. The limits on 7th freedom operations has the effect that competition on many international routes is not as strong as it could be, and there is little scope for trade in airline services. This means that it is not possible for the airlines best suited to serving a route, whether they are from the countries at the ends of the route or not, to actually serve the route. The result is that costs are higher than they need be, and the gains from international air transport are smaller than they need be.
This chapter focuses on 7th freedom traffic and why it has been slow to develop. The bilateral system, which still forms the framework of international aviation regulation, does not of itself ruel out 7th freedom operations, but it does make it difficult for them to come about. Many countries take an “exchange of rights” approach to international negotiations, and this severely limits the ability of countries to negotiate 7th freedom rights for their airlines. Other countries have moved away from this, and have emphasised liberalisation of their air transport markets. These countries have opened up their markets to their own airlines and the airlines of their partner countries. However, pro competition policies do not necessarily imply pro trade policies, and the same countries which are keen to promote competition on their routes are unwilling to allow airlines from third countries to participate in that competition.
Other countries have been taking a more pragmatic approach to air transport negotiations, and these countries are willing to liberalise only when they perceive gains from doing so. Parallel to this, economists have been developing models for measuring the benefits and costs of air transport policy changes, such as liberalisation options or allowing mergers or alliances between airlines. The same approach can be used to explore whether, and under what circumstances, allowing 7th freedom rights to other countries’ airlines will be beneficial to them. 

This model is used in this chapter- it shows that opening up routes to 7th freedom operations can be to the benefit of a country, though this is not always the case. The factors that determine whether it is beneficial can be identified. The issue is illustrated by means of a case study of the Trans pacific US-Australia route, on which Australia has rejected a request from Singapore Airlines to operate on a 7th freedom basis. 

The analysis indicates that granting 7th freedom rights to other countries can be in a country’s interest, even where it gains no rights in return. However it also shows that doing so is not always in a country’s interest. Thus a country might reject requests for 7th freedom rights because doing so is against its interests, even though such rights would lead to more efficient international air transport markets overall. 

The chapter begins with a review of international air transport traffic rights, with a particular emphasis on 7th freedom rights. It then looks at old and new approaches to negotiating air transport rights. The economic model by which the benefits and costs of policy options can be assessed is outlines, and the granting of 7th freedom rights is evaluated using this framework. The key points which emerge from this are illustrated by application to the Trans Pacific US-Australia market. Finally, some conclusions are drawn.
2 Open Skies, Competition and Trade
Recent years have seen extensive air transport liberalisation, especially in the markets of Europe and North America. Within the bilateral framework of international air transport regulation, countries have opened up their air routes, by allowing in more airlines to compete, and relaxing or abolishing capacity restrictions. The result has been more competition and lower costs and air fares, and new types of carriers, such as the low cost carriers, stimulating air travel (for a discussion of international aviation changes, see Doganis, 2002).

However it is notable that liberalisation has only gone so far- it has rarely been complete. Most liberal bilateral agreements only allow airlines from the two partner countries to participate in the market on an unrestricted basis. A typical US “Open Skies” agreement will be liberal in that it has no limits on the number of airlines from the US and its partner country which are permitted to compete on routes between the two countries, and that it does not restrict capacity. However it does not permit airlines from third countries to serve the route, except perhaps on a very limited basis, and it will impose strict controls on the ownership and control of the airlines which are regarded the US or the partner country’s airlines. The recent US-Europe open skies agreements opens the market up somewhat, in that it allows for all European airlines to fly the US-Europe route – for example, a British airline can fly from France to the US. However, it does not permit non US or European airlines to fly the route.
Thus these liberal agreements have typically allowed competition to develop, but not trade. By trade is meant the ability of an airline, regardless of which country it is based in or owned by, to participate in a route market between other countries. Thus the US to Japan market would be served by US and Japanese carriers, but Indian or Thai carriers are not permitted to offer services in it. Even otherwise liberal air services agreements will be very prescriptive about which countries airlines can serve the market. These restrictions limit the gains from trade – airlines from one country which could be very competitive in serving a market between two other countries are not allowed to enter. While it is natural to expect that airlines from two countries at either end of a route will wish to serve the route, there need presumption that they would be the most competitive airlines on the route.

In this respect, air transport is very different from most other goods and services. With manufactured goods there is no restriction normally on which countries can supply a particular product. Thus, there is no restriction which states that only Korea and the UK can supply the Korean and UK markets with motor vehicles. These types or restrictions are absent in the industry which is most similar to air transport- shipping. Shipping lines from any country can carry cargo between any other pairs of countries. Thus shipping lines from Denmark or Singapore or China can carry goods from Australia to the US or Japan to Canada. In many cases, the shipping markets of pairs of countries are dominated by shipping lines which are from neither of the countries. The shipping lines which are most competitive in serving a particular market are the ones which serve it – in this way, the costs of shipping is minimised.
Traffic Rights and the “Freedoms of the Air”

The regulatory framework which governs international aviation is based on bilateral agreements between the two end countries. The sets of rights which describe what traffic each countries airlines are able to access are described, somewhat oddly, as the “Freedoms of the Air” (these are outlined in Appendix 1). The agreement, say between the US and Japan, will specify what Freedoms are present in the market. Typically they will grant 3rd and 4th Freedom- the rights for airlines of the two countries to carry passengers or cargo between the countries. Thus some or any US and Japanese carriers will be permitted to carry passengers and cargo between the US and Japan. Many air routes are dominated by airlines operating on a 3rd/4th freedom basis. 

An agreement may permit an airline from a third country to pick up passengers or cargo and carry them between the two countries as part of a longer trip from or to the third country. This is described as 5th Freedom traffic. Thus a Thai airline might be permitted to carry passengers from Japan to the US as part of a longer Thailand – US service via Japan. US airlines have extensive 5th freedom rights beyond Japan to other parts of Asia and Australia. These rights were negotiated in the early postwar period, and many countries did not expect them to be exercised. Thus the US airline Northwest flew from the US to Australia via Japan, and was permitted to pick up passengers from Japan to Australia, though the Australian government attempted, unsuccessfully, to restrict Northwest’s ability to do this. 5th freedom rights must be negotiated by the three countries, and many countries are not willing to make them too extensive. Depending on the rights they gain from their partner countries, they may be prepared to allow some 5th freedom traffic on longer routes to enable their partner countries’ airlines to fill up their flights on sectors to and from the country in question. The expectation is that most of the traffic on a flight will be 3rd and 4th freedom traffic.
6th Freedom is rather different. It comes about when an airline of one country, which serves routes to two other countries, serves the route between these countries through its home base. Thus a Singapore based airline can serve routes from Singapore to Australia and to France – this means that, in effect, it can serve the Australia- France market through Singapore. 6th freedom comes about because of geographical location rather than negotiation between countries. As such, it is difficult for countries to prevent 6th freedom operations even when they do not approve of them. Thus Singapore might have rights for its airlines to fly between Australia and Singapore, and France and Singapore, and if so, its airlines can effectively operate from Australia to France via Singapore. Some airlines have built up their market on the basis of 6th freedom traffic- an early example was Singapore Airlines, and more recent examples have included the Middle Eastern airlines such as Emirates.
7th Freedom

7th Freedom is where an airline from one country is permitted to serve a route between two other countries, other than on a 5th or 6th Freedom basis. An example would be a Singaporean airline serving the route between the US and Chile, not through Singapore or as a sector of a Singapore-Chile service via the US. Very few air services agreements, other than those involving multiple countries, allow for genuine 7th Freedom traffic,
7th freedom flights can come about as a result of multilateral agreements between a group of countries. Some multiple country agreements are regional- the best example of this is within Europe. Airlines from one country can fly between two other counties. Thus an Irish airline, Ryanair, is permitted to fly between the UK and Germany on flights which do not involve Ireland. The European regional grouping is the largest and most comprehensive group, though others do exist. Thus Australia has a single aviation market with New Zealand, and a New Zealand airline can operate between Australia and the US. Airline groupings need not be based on a region- any group of countries could agree to liberalise air transport amongst them. A grouping which is only partly regionally based is MALIAT, which includes the US, Singapore, Brunei and Chile. These are all countries which are members of the Asia Pacific Economic Cooperation grouping, APEC, though most countries in APEC are not members of MALIAT. Airlines which are owned by countries which are members of MALIAT are permitted to fly between the member countries- thus a Singaporean airline can fly between the US and Chile. The existence of 7th freedom rights is a factor which discourages some countries from being members of MALIAT.
The lack of 7th freedom rights means that international air transport traffic has a very restricted pattern. Even after many years of liberalisation, most of the filghts operated between two countries are operated by airlines of those two countries. This is especially true for direct flights. Some traffic between two countries will be carried on a 5th freedom basis, but this is usually restricted to a small proportion of the traffic. On some, mainly longer routes, 6th freedom operations will be feasible, and sometimes airlines operating on a 6th freedom basis will have a majority of the traffic (as is the case between Australia and Europe). Within regional groupings, such as within Europe, airlines will operate on a 7th freedom basis, but only airlines from the region will be permitted to do this. Thus, while Ryanair can fly between the UK and Germany, the Malaysian airline Air Asia cannot. 
Restrictions on 7th freedom operations mean that trade in airline services is still quite restricted. An airline from one country will normally not be permitted to sell its services on a route between two other countries. Most countries are essentially quite protectionist when it comes to their international air transport services- these will be more or less reserved for their own airlines, or the airlines of their direct partner countries. Even the US, which is normally pro competition, is restrictive when it comes to allowing third countries to operate services between it and other countries (though it is a member of MALIAT, which permits 7th freedom services between members). 

The Ownership and Nationality of Airlines

The discussion of 7th freedom above presupposes that the nationality and ownership of airlines is clear. In practice it is not, and the notion of the nationality of an airline is becoming more cloudy over time. Until two or so decades ago, the nationality of an international airline was clear. An airline would be owned by interests in a country, probably the national government, and it would be based in that country and would have the core of its operations in that country. Over time, this is ceasing to be the case. With privatisation, and the quotation of airlines on stock exchanges, it has become possible for interests outside the country to part own the airline. Partly because most international air service agreements specify that airlines from a country be substantially owned and controlled by that country’s interests, governments have put limits on the ownership of their international airlines. Thus the US limits foreign ownership of its airlines to 25% or less, and other countries put a limit of just less than 50%. 
For many airlines, there is strong pressure to relax these limits. Some airlines have financial structures such that they are more than 50% owned by foreign interests, but control remains in the home country. In some countries, airlines are not owned by home country interests, but their principal place of business is in the country – other countries with which the country has aviation agreements may be prepared to accept a “principal place of business” test rather than a substantial ownership and control test. An example of this is Cathay Pacific, which is owned by non Hong Kong interests, but which has its principal place of business in Hong Kong. It is possible that there will be a shift by countries. Some countries are becoming willing to allow more than 50% foreign ownership of their airlines, along with foreign control, and moving more to a principal place of business test in their international air services agreements, but they cannot do this unilaterally, since they have to convince their partners in these agreements to accept their airlines on this basis.
Apart from the ownership aspect, airlines are beoming more internationalised in other respects. Airlines are employing more of their staff on international rather than just domestic labour markets. They may contract out maintenance in other countries, and they may outsource services, especially IT services, abroad. They sometimes operate hubs in foreign countries. A substantial proportion of the economic activity associated with operating an airline may take place outside the airline’s home country.
Ownership of airlines is important in the context of the 7th freedom issue for two reasons. The first is that ownership and aviation rights are to an extent, substitutes. If ownership conditions are liberalised, but air service agreements are not (and do not allow 7th freedom operations), an airline from one country may be able to operate airline services between two other countries by setting up a subsidiary on one of these countries (assuming that both of those countries are willing to accept a principal place of business test of nationality). Thus, Singapore Airlines might not be permitted to operate between Canada and New Zealand on a 7th freedom basis, it might be able to set up a subsidiary in New Zealand which could fly to Canada. If this begins to happen in a big way, countries may be prepared to permit 7th freedom operations directly. 
The second reason concerns the benefits and costs which accrue to countries as a result of their air services. Profits accrue to airline owners, not countries, though countries may tax some of the profits. If an airline is part foreign owned, less of the profits it earns on a route will be retained by its home country. This country may be less prepared than before to protect it by refusing competitor airlines 7th freedom rights. If a foreign airline sets up a subsidiary to be able to access a route from a country, that country will share some of the profits it earns. The economic activity associated with an airline will occur, at least to a large extent, in the airline’s home country. If countries perceive that there are benefits to be gained from airline economic activity, they will be favourable to options which encourage such activity. In short, the benefits and costs of permitting 7th freedom operations will depend on who owns the home and foreign airlines, and whether foreign subsidiaries give rise to benefits from greater profits and greater economic activity to the home country. These benefits and costs will be explored further in Section 4 below.
3 Trading Rights
The international air transport market is regulated through a system of bilateral agreements between countries. Thus two countries, such as  the US and China, come to an agreement which governs air transport between the two countries- most international air services are governed by bilateral air services agreements (ASAs). The main exception to the bilateral approach is where there are regional agreements, such as applies within Europe. While there have been attempts to establish a multilateral approach to air transport, these have not got very far- indeed even regional agreements are difficult to achieve and most agreements are not very far reaching. This bilateral structure has an important effect in making 7th freedom services difficult to achieve.
When countries negotiate ASAs with their bilateral partners, the focus will be on their own airlines. Historically, with the exception of limited 5th freedom rights and 6th freedom rights (which are difficult to prevent), most or all traffic between two countries will be reserved for the airlines of those countries. In earlier years, there was normally only one airline from each country which was permitted to operate on any international route. Bilateral agreements were typically very restrictive, specifying which airlines could fly, which cities they could operate to and how much capacity they were permitted to offer. Over time, many of them have become more liberal – for example, the “open skies” agreements that the US prefers to enter into do not specify the number of airlines, or the capacity they are permitted to offer, or the cities they are allowed to fly to. This bilateral structure is not conducive to the development of 7th freedom services. For these to come about, a country must conclude agreements with two other countries to induce them to permit its airlines to fly between them. 
While the bilateral structure of ASAs is not helpful to the development of 7th freedom services, it does not necessarily prevent them. Perhaps a more significant barrier has been the content of ASAs, and the ways in which countries have gone about negotiating them. Traditionally, air services negotiations have been undertaken on a strictly legalistic basis, with countries seeking to exchange “rights”. These rights are rights for airlines to access markets. Thus country A may grant country B the right for its airline to service an additional city, or may grant the right for the airline to operate additional services. In return for granting these rights, country A will expect to be granted rights by country B, for example, the right for its airlines to fly through B and then on to third countries. Each opportunity for an airline to access a new market, or to expand its access to its existing markets, is regarded as a right which has to be negotiated from the partner country. Rights are regarded as valuable and countries are unwilling to grant them unless they gain additional rights for their own airlines. In addition, it is typically the case that aviation rights can only be traded for other aviation rights- agreements which trade aviation for non aviation rights (for example, greater access for a country’s manufactured goods) are frowned upon, though in practice implicit trade offs are often made between aviation and non aviation rights.
The values of rights depend on airline strategies and the ability of airlines to make use of them. Airlines from country B may be able to gain from having more flights into A, but As airlines may not be able to gain from having more flights into B. Unless there are some other rights that A’s airlines want, it will be difficult for B to negotiate for more capacity into A. This may be a particular problem for a country, such as Singapore, which already has liberal agreements with most of its aviation partner countries- there are few rights of value which it can grant in return for being granted rights which it wants. Since most original ASAs are quite restrictive, it can be difficult and slow for countries to negotiate less restrictive agreements- hence the slow pace of international air transport liberalisation. 

In this scenario, a country which wishes to secure 7th freedom rights so that its airlines can operate between two other countries must obtain this right from both these other countries. It will need to offer each of them something which they value, and often this will not be possible. If either or both the potential partner countries is satisfied with the existing arrangements, they will not agree to grant the right to operate 7th freedom flights. Thus, under the “exchange of rights” approach to international air transport negotiations, achieving 7th freedom services is problematic, though not impossible.
The Gains from 7th Freedom Operations

Thus the bilateral system as it is operated makes for very limited use of 7th freedom flights. Does this matter- is there a need for 7th freedom flights? 

There is no strong reason why airlines from two countries, A and B, should be dominant in serving a route between them. These airlines could have a locational advantage, though this could be quite small as compared to airlines from nearby countries. An airline from country C, which operates services to A and B, could have effective operational bases in A and B, and also have a strong marketing presence in these countries. Such an airline would easily be able to operate between A and B. Airlines from other countries can have other advantages- perhaps the most important of these might be a lower cost base. Airlines from Asian countries may be as technically efficient as European airlines, yet pay lower input prices- such airlines could be competitive in the Europe- North America markets. Overall performance of the industry will be best if the airlines most suited to serving routes are permitted to do so. Potentially, all countries which are involved can gain, though this may not happen in particular cases. The contrast between aviation and shipping is strong- international shipping is now globalised and shipping lines from origin and destination countries do not seem to have much advantage in serving the origin- destination markets. 

Perhaps the strongest evidence on the gains from permitting 7th freedom operations comes from markets which have been opened up to them. When 7th freedom flights are permitted, they happen. This is clearly evident from the European experience, where many of the new low cost carriers operate a high proportion of flights between countries other than their home country. As soon as the Trans Atlantic route between Europe and the US was opened up, European airlines moved to start flights to the US from countries other than their home country- for example, a British Airways subsidiary has commenced flights from France to the US. Some countries and their airlines, such as Singapore Airlines, have actively sought 7th freedom rights. The recognition that obtaining such rights is very difficult is probably the main reason why most airlines are not actively pursuing them.
The exchange of rights approach is essentially producer oriented- countries seek to expand market access for their carriers. Airlines seek additional market access, because they can expand their business, and potentially earn more profits. In negotiations, governments seek to satisfy their requests. Agreements they conclude will usually have to involve granting rights to partner countries, and this will impact negatively on the home airlines business and profits. Governments will thus try to conclude agreements which result in a net increase in market access, business and profits for their airlines.
Many countries have now moved beyond the exchange of rights approach, and this has facilitated liberalisation. Several countries, such as the US, have been actively seeking to liberalise their international air transport markets. Doing this could also be motivated by producer interests- perhaps they believe that their own carriers will do well in a liberalised context. However, it is likely that governments which have been promoting liberalisation have broader interests, and in particular, are willing to take account of consumer interests. Such countries will be willing to encourage competition on a route, through more airlines competing, and fewer restrictions on the ability of these airlines to compete (e.g. through the removal of capacity limits). Such governments may be prepared to liberalise even where it is not in the interests of their carriers, as long as the gains to their consumer/travellers outweigh any losses to the carriers. 

Countries may be pro competition, though not pro trade. They may be willing to have their international air transport routes being competitive, but they may not wish to open up these routes to foreign airlines (except perhaps on a limited 5th freedom basis). Such countries may not be concerned about the division of the benefits from operating the route between travellers and carriers, but may still wish to ensure home production of air transport services. This policy stance has parallels elsewhere. Many countries promote competition in their domestic air transport markets, but they do not permit foreign airlines to enter. The US promotes competition in its coastal shipping, but does not permit foreign vessels to enter the trade. Thus, in international air transport, the US is pro competitive, and seeks to conclude open skies agreements with other countries which facilitate competition between the airlines of the US and its partner countries. However it is not willing to open up routes to airlines from third countries (though it is open to this possibility in the context of multilateral agreements, such as in MALIAT). 
Economic and Pragmatic Approaches to Negotiations

A contrast with the “rights” approach to air services negotiations is what can be termed the “economic” approach. This approach poses the question of what are the benefits and costs of some option, such as one to liberalise, and what the balance of these benefits and costs is. This approach would indicate liberalisation when the overall net benefits from doing so are positive, though it should be recognised that government decisionmakers might chose to give different weights to different groups (for example, they might put more emphasis on airline profits than consumer or traveller benefits). The two primary stakeholders in air transport policy changes are consumers/travellers, and producers, such as the airlines, though other stakeholders can be identified, such as the nation’s tourism industry, and its government, which can be affected through its tax collections. Furthermore, a country will be mainly concerned about the benefits and costs to its own citizens, through the fares they pay for air travel and the profits its airlines make, though it will also be interested in how its partner country fares, since this will affect its willingness to enter agreements.

Agreements which have the effect of liberalising air transport are more likely than not to provide net benefits to a country. Typically, there will be an efficiency or welfare gain from increased competition, with benefits to travellers outweighing reductions in profits to the airlines. This does not imply that all liberalisation options are positive for a country however. A country’s airlines might have a high market share on a high fare, high profit, but its share of passengers might be small. Liberalisation which leads to increased competition would lead to lower fares on the route, and benefits for travellers. These could well exceed the reduction in airline profits. However the country only gains a little from the increased traveller benefits, but it loses a lot from the reduction in airline profits – overall, it would lose from liberalisation. This was a real possibility for Australia in the context of the Australia Japan route. Fares and profits were high, and the Australian airlines had about half the traffic. However, most of the travellers were Japanese, and these would be the main beneficiaries from liberalisation (Yamauchi, 1997). Liberalisation could be negative overall for Australia, and while Australia was generally favourably disposed to liberalisation, it was ambivalent about applying such a policy to the Australia Japan route.
The economic, or cost benefit approach to evaluating air transport policy options has developed over the last twenty or so years. The objective has been to quantify the benefits and costs of an option. An early study was that of Morrison and Winston (1986) which retrospectively evaluated the benefits and costs of US domestic airline deregulation. The approach has been used to set out a framework for international ASA negotiations (Department of Transport, 1988). A number of authors have used the approach to examine specific liberalisation options (Street and Smith, 1994; Gillen, Harris and Oum, 1996; Productivity Commission, 1998; Gregan and Johnson, 1999 and Gillen et al, 2001). This approach was employed by competition authorities and consultants for the airlines in evaluating the economic effects of a proposed alliance between Qantas and Air New Zealand (now abandoned) (Australian Competition and Consumer Commission, 2003; Commerce Commission, New Zealand, 2003; Air New Zealand Limited and Qantas Airways Limited, 2002). These studies identify the benefits and costs of policy changes and quantify them. The main direct benefits and costs are those which accrue to travellers and airlines, though there can be other benefits and costs, such as those stemming from additional foreign exchange receipts (relevant for some developing countries), and employment (perhaps relevant when unemployment is present). 
One type of benefit which has been receiving more attention of late is tourism benefits. When aviation policy changes lead to more inbound tourism to a country, that country may gain. Additional exports of any service such as tourism, do not necessarily lead to a gain for the exporting country. However there can be positive effects, in particular, due to the presence of tax distortions, and terms of trade effects (see Dwyer and Forsyth, 1993; Dwyer et al, 2003; Forsyth, 2006). When a country experiences increased inbound tourism expenditure, the cost of providing goods and services to the tourists may be less than the revenues gained, because tourism is a relatively highly taxed export industry in many countries. Additional demand for tourism resources also can push up their prices and the home country can enjoy a terms of trade increase. These possibilities are discussed in Forsyth (2006). Tourism benefits have been recognised as something of relevance for international aviation policy (Department of Transport, 1988; Productivity Commission, 1998) and they were discussed in the context of the Qantas- Air New Zealand alliance proposal (Commerce Commission, 2003). Estimates suggest that tourism benefits are moderately significant but they are not likely to be as large as the direct benefits and costs to travellers and airlines (Forsyth, 2006). Tourism benefits are of distinct relevance in assessing the benefits and costs of proposals to permit 7th freedom operations.
The economic approach to ASA negotiations is being implicitly, and sometimes explicitly, recognised in countries aviation policies. Probably most countries around the world still adhere to the “exchange of rights” approach, though others are now taking an explicit pro competition approach, such as that of the US and its promotion of open skies. However, there are other countries which can be described as taking a pragmatic approach to their ASA negotiations –the UK and Australia are cases in point. Such countries are neither inherently restrictive nor liberal- rather they a case by case approach to each proposal. When considering whether to grant 7th freedom rights to Singapore, Australia undertook an explicit economic evaluation of the costs and benefits of doing so. While such explicit use of an economic approach is not yet common, countries are becoming more systematic about what economic and other benefits and costs they expect from proposals. 
This approach needs to be qualified by the recognition that the assessment of benefits and costs is something which informs a negotiation strategy, and that other aspects may also be critical in these negotiations. A country may be seeking to gain the most it can from negotiations with a partner country, and that country will typically have its own objectives for the negotiations (and these may not be similar to those of the home country). The home country may see itself as gaining from a proposal to liberalise, but it may hold back from agreeing, in order to attempt to gain larger benefits in the longer run. It will seek to keep negotiating coin. If it liberalises completely now, which may be its preferred option, it will not have any negotiating levers to use with the other country in the future. For example, Singapore has concluded liberal aviation agreements with Australia- this means that there is little that Australia wants from Singapore, and thus Singapore has little leverage with Australia if it seeks additional rights, such as 7th freedom rights. 
4 Air Transport Policy Changes- Benefits and Costs
The economic or cost benefit approach to evaluating air transport policy options, as discussed above, involves identifying the possible impacts that a change might have, and evaluating them. It also identifies who is affected by the impacts- whether they are home or foreign interests. This approach can be (and has been ) used to evaluate a wide range of options, from domestic deregulation, opening up international markets to more airlines and freeing up capacity, evaluating the effects of alliances between airlines, and benefits and costs to a region of a major shift, such as a move to open skies. It can also be used to determine how a country will fare if it permits airlines from other countries to operate on a 7th freedom basis on its routes. 

Policy changes can have a range of impacts, though some are likely to be much larger than others, except in special cases. In Table 1 below, the main types of impacts are identified, along with other impacts which are likely to be less significant. This Table supposes that the change consists of liberalisation on a route, leading to more competition and lower fares – other policy changes would have similar types of impacts, though the pattern of benefits and costs would be different. 

Table 1

Liberalisation: Sources of Benefits and Costs

	Source
	Main Impacts
	Other Impacts

	Passenger Benefits
	Lower Air Fares
	Greater Frequency

Direct Flights

Network Changes

	Airline Benefits and Costs
	Changes in Profits
Possible impacts on costs
	Production by the air transport industry
Employment changes

	Tourism Benefits
	Changes in tourism benefits from changes in expenditure
	

	Government Revenues
	Changes in taxes on airline profits
	Changes on taxes on tourism

	General Economic Effects
	
	Foreign exchange changes
Regional economic impacts

	Environmental Effects
	Environmental externalities (e.g Greenhouse gas emissions)
	Other environmental impacts, such as airport noise impacts


The main gain to travellers is likely to be lower fares. Travellers may also be affected by changes in frequency, by changes in the number of direct flights, and possibly by more convenient routings. Airlines will be negatively affected, though lower fares, and possibly, profits. They will enjoy a larger market, and this will partly (and sometimes completely) counteract the effects of lower fares on profits. A more competitive environment may lead the airlines to lower their costs through improving their productivity. This too will moderate the impact on airline profits, though it could mean that airline workforces will enjoy less attractive working conditions. All of these are impacts which are potentially central to any evaluation of a liberalisation option. In addition, the production of the home air transport industry could change, and employment in it could also change. These aspects may be of interest to a government.
Liberalisation will lead to changes in tourism flows. Lower fares will increase inbound and outbound tourism. If the effect on inbound tourism is greater than outbound (discussed below) the country will face a net increase in tourism expenditure, and as noted above, it can gain from this. Government revenue could change, as taxes on airline profits will change. In addition, taxes on tourism could change (though these may have already been counted as part of tourism benefits). There will be environmental impacts- if air transport increases, as it is likely to do so under liberalisation, there will be increased environmental externalities. In particular, greenhouse gas emissions will increase- this could be a moderately significant impact, and airport noise will increase. Beyond these aviation specific impacts, there can be other impacts which will be of interest to some governments, including foreign exchange impacts and impacts on regional economies. 

These impacts will affect both home and foreign stakeholders. Thus both home and foreign travellers will gain from lower fares. Governments can be presumed to be interested in those benefits and costs which accrue to their own citizens. In most models of aviation policy changes, it is implicitly assumed that all of the profits of home country airlines accrue to home country citizens. While this was a realistic assumption, it is becoming increasingly less so, with large foreign shareholdings in home country airlines. In evaluating policy changes, it is now necessary to allow for this, and only count the changes in airline profit which accrue locally. A proportion of airline profit will be taxed and will accrue to the home government, some will accrue to home citizens, and some will accrue to foreign citizens.

Both inbound and outbound tourism will be affected by a change such as more competition on a route. There is an asymmetry however, and it is likely that lower fares will have a greater impact on inbound than outbound travel. When air fares fall on a route, travel on that route will increase. Some of this will be at the expense of other routes. In the case of outbound travel, some of the increase in outbound travel on the route will be at the expense of outbound travel on other routes- the change in outbound travel overall will be smaller than the change on the liberalised route. Inbound tourism will also increase, and some of this will be at the expense of travel on other routes- to other countries. Thus the net gain in inbound tourism will be the same as the gain on the route. If the impacts of the lower fares on inbound and outbound tourism on the route are similar, there will be a net gain in inbound tourism to the home country as a whole, after the fall in outbound tourism on other routes has been allowed for. 

Evaluating 7th Freedom Operations

When 7th freedom rights are granted to the airlines of a country the market between two countries is opened up to more competition. Assuming that this competition comes about, it will generally lead to lower fares. In this respect the outcomes will be similar to those when a market is opened up to more competition from the 3rd / 4th freedom carriers. However, there are some important differences.

Firstly, when a 7th freedom carrier enters, it will gain some market share at the expense of the home and foreign carriers already serving the route. The home carriers will face lower fares and a smaller market share, and even with expansion of the market, they will experience a fall in profits. This will be a particular issue of the profit margin on the route is high, and the new competition does not bring fares down by much.

Secondly, it is possible that the 7th freedom carriers will have different cost bases. It is possible that they will have a similar cost base to those of the existing carriers, in which case they will have no particularly strong competitive advantage. If they have a higher cost base they are unlikely to enter. If the 7th freedom carriers have a cost advantage, this could lead them to be strong competitors, and entry might be followed by substantial fare reductions. This will be positive for travellers, but negative for the home airlines. If profits margins were not high before entry, they could become negative, and the home carriers will exit. This is not unlikely- almost all city pairs on the Europe to Australia route which used to be served by European and Australian carriers are now served solely by 6th freedom carriers, which have been able to exploit their cost advantages on the route.

As with any situation of increased competition, the exact outcome is uncertain. Two areas of uncertainty involve the strength of competition and the cost response of the incumbents.

New entry might be accompanied by much stronger competition amongst the airlines, with significant falls in fares, or it could be accompanied with a small fare reduction, with the entrant obtaining a modest market share and the incumbent carriers accommodating it. In the latter case, profitability in the market will be maintained. The outcome depends on the strategies of the incumbents and entrants- most entrants prefer not to start price wars, but sometimes incumbents defend their market shares strongly. 
Another uncertainty concerns the ability of the incumbents to reduce their costs. If they have allowed their costs to be higher than the minimum, during a period of weak competition, they may be able to respond to stronger competition by reducing their costs. One of the advantages of competition is that it forces firms to pay more attention to their costs. If incumbents are already quite efficient, they will have little scope to reduce their costs. 
The impacts that 7th freedom entry will have, and the benefits and costs for the home country, will also depend on the initial competitive environment. The market could be relatively uncompetitive, with a small number of airlines enjoying high profit margins. This could come about because competition is limited by the ASA for the route- if so, the origin and destination countries should not just contemplate allowing 7th freedom entry, but they should also permit more entry from their own carriers. Alternatively, the route could already be moderately competitive, with fares close to costs- if a 7th freedom entrant were to be successful, it would need to have a lower cost base than the incumbents. 
Some key impacts on the market, and the resultant benefits and costs to the home country, are as follows:

7th Freedom Entry on Profitable Routes

· The market share and profitability of the home carriers would be reduced;

· The reduction in home carrier profits would be greater than if competition had been increased as a result of entry by a new home carrier;

· If a 7th freedom entrant has lower costs than a  home based entrant, there will be more pressure on fares and costs;

· Entry by a 7th freedom carrier could be either positive or negative for the home economy;

· If there is weak price competition, it is more likely that the home economy will lose from entry, since benefits to home travellers and tourism will be small, but the loss of home carrier profits could be significant;

· If there are only small cost savings, little foreign ownership of the home carrier, and moderate to large loss of market share by the home carrier, the outcome is likely to be negative for the home country.

Entry by the 7th freedom carrier results in the following benefits and costs:

· An efficiency gain by through fares being closer to costs, which the home country shares;

· Possible cost reductions, which the home country shares;

· A gain to the home country from lower airline profits paid to foreign shareholders; 

· Tourism benefits; plus

· A loss of profits for the home country airline. 

 Thus, depending on the circumstances, the home country could either gain or lose from permitting 7th freedom operations on a route. 
7th Freedom Entry on Marginal Routes
· Lower air fares reduce the profitability of incumbent carriers and induce exit by them;

· The loss of profits is limited by exit;

· If the market is strongly competitive and air fares fall considerably, there are substantial gains to home country travellers, through greater reliance on trade in airline services;

· In this situation, extensive rather than limited and restricted entry by 7th freedom carriers is in the interest of the home country; 

· In some situations, incumbents may be able to reduce costs and survive;

Overall, in this second case, the home country is likely to benefit from allowing 7th freedom operations, since the gains to its travellers will exceed profit reductions to airlines, and tourism benefits will be positive. Production by the home air transport industry will be reduced, and the country will be relying more on imports of air transport services- in short, it will be taking advantage of the gains from trade.

5 Case Study: the Trans Pacific Route
The Trans Pacific  US- Australia route provides a useful case study of the benefits and costs of 7th freedom operations. For several years, Singapore Airlines has wanted to fly on the US-Australia route, and the Singapore government has supported it in its request. The US, which like Singapore is a member of the MALIAT group, is willing to allow 7th freedom operations on the route by Singapore Airlines. In 2005-6, in response to repeated requests by Singapore Airlines, the Australian government conducted a review of the issue, and in 2006 announced that it would not grant the request. At the same time, it agreed to facilitate the entry on to the route of a new Australian carrier, V Australia, a subsidiary of the domestic carrier, Virgin Blue. Singapore Airlines is still seeking to enter the market. 
For a number of years, the US Australia route has been dominated by United Airlines from the US and Qantas from Austrlaia. Other US airlines are permitted to operate on the route (which is now subject to an open skies agreement), and in the past, several have operated. Hawaiian Airlines has a small presence on the route, and Air New Zealand operates on it via New Zealand. The route is very profitable – while there are no other Australian airlines which could credibly enter, the absence of more US carriers is surprising. 

Singapore Airlines has mounted a strong campaign to enter the route. It has argued that stronger competition would bring down fares, to the benefit of Australian travellers and to the benefit of the Australian tourism industry. Tourism interests in Australia support the Singapore Airlines case. Singapore Airlines has commissioned modelling to illustrate economic benefits from its entry, and the Australian government also undertook economic modelling of the proposal, though it has not released the results of its studies. This is a 7th freedom proposal which has been subjected to detailed scrutiny, especially of its economic aspects.
It is possible to evaluate the benefits and costs to Australia from permitting 7th freedom operations on the Trans Pacific route. A range of possible outcomes is summarised in Table. These estimates are not definitive, though they are illustrative of possible orders of magnitude. In the base case (not necessarily the most probable scenario), it is assumed that Singapore Airlines is permitted to enter the market, and that it is quite competitive. Its entry results in a 10% reduction in average fare per passenger, and it is assumed to result in the Australian carrier’s market share falling by 15 %, from 56% to 41% (it will also win market share from US carriers, though this is not relevant for these calculations). Passenger flows increase, as does net inbound tourism expenditure. The full assumptions are listed in Appendix 2, and the calculations are discussed in detail in Forsyth (2005). 

Table 2

Benefits and Costs of 7th Freedom Entry

In $Am
	
	Home Travellers Benefits
	Change in Carrier Profits accruing to Australia
	Net Tourism Benefits
	Net Benefits to Australia

	Base Case
	124.2
	-95.53
	51.28
	71.95

	With Cost Reduction
	124.2
	-65.74
	51.28
	109.74

	Entry by Australian Subsidiary
	124.2
	-80.97
	51.28
	94.51

	Entry with no Impact on Fares
	0.0
	-16.8
	0.0
	-16.8

	Smaller Scale Entry
	58.05
	-56.18
	25.64
	27.52

	Lower demand Elasticity
	118.8
	-97.89
	29.72
	50.63


Source: Calculations as described in text.

In the base case, there is a net gain to Australia from allowing access by Singapore Airlines. The gains to home country travellers exceed the loss to home airlines profits mainly because some of these profits accrue overseas, due to approximately 50% foreign ownership (allowing for profits tax, it is assumed that 70% of Qantas profits accrue to Australia). In addition there are benefits from additional tourism, giving rise to an overall net benefit for Australia. The benefits would be larger if the home carrier were able to reduce its costs to moderate the loss of profits.
Another possibility is that, instead of a 7th freedom entrant, an Australian based airline which is part foreign owned enters. Such an airline could be a subsidiary of an existing Australian airline, such as Virgin Blue’s subsidiary, V Australia, or it could be a subsidiary of Singapore Airlines. Such an entry could have the same benefits in terms of reduced fares to Australian travellers, and the same impacts on tourism expenditures, but it would lead to a smaller reduction in airline profits accruing to Australia. This option would be superior to a 7th freedom entry if the two are mutually inconsistent, but this need not be the case, and entry by both could be feasible. 

If entry by the 7th freedom carrier led to smaller reductions in fares, the negative impact on home airline profits would be smaller, but so would the positive impacts on home traveller benefits and on tourism. Overall, the net gain would be smaller. The net benefits to Australia would be smaller if demand elasticities are lower, and the positive effect of entry on tourism is smaller. In the extreme, it might be possible for the 7th freedom entrant to gain some market share without reducing prices, if it has a strong reputation in the market (this could be the case for Singapore Airlines which is well regarded on both sides of the Pacific). In this case, there would be no benefits to home travellers or through increased tourism, and only a loss of profits by the home carrier- Australia would lose from granting 7th freedom rights. 

These numbers are the result of a set of simulations, and do not constitute a forecast of what would happen if Singapore Airlines were permitted to operate on the US-Australia route. They do indicate how the benefits and costs to a country of permitting 7th freedom operations depend on various key factors. Granting 7th freedom flights can be positive or negative for a country, however it is more likely to be positive:
The lower the current profit margin;

The higher the home country share of traffic;

The lower the home country airlines market share;

The greater the demand elasticity;

The greater the net benefits from tourism;

The greater the scope for home carriers to reduce costs in the face of increased competition;

The greater the foreign ownership share of the home airlines; and

The larger the impact of entry on competition and fares.
6 Conclusions
If international air transport markets are to become as efficient as is feasible, individual markets between two countries need to be open to all airlines, so that those which are best suited to serving the markets are actually permitted to do so. For this to be the case, 7th freedom rights would have to become freely available. In reality, this is not the situation, and the extensive use of 7th freedom rights, outside the context of regional groupings, is rare. This is not surprising given the bilateral structure of air transport regulation along with the preference of many countries for a producer oriented ‘exchange of rights” approach to air transport negotiations. However, many countries espouse liberalisation and competition in their international air transport policies, while others have become more pragmatic, seeking to assess the benefits and costs to them of liberalisation options. In spite of this, few of the liberal or pragmatic countries have been willing to allow 7th freedom operations.
When the benefits and costs, to a specific country,  of allowing 7th freedom operations is assessed in terms of a rigorous economic model, there is no general result. Granting 7th freedom rights can be in a country’s interest, though it may not be. On the positive side, this suggests that the widespread aversion to granting 7th freedom rights may be misinformed, and that such countries may be rejecting options they can gain from. At the very least, countries should be taking a pragmatic view, and assessing what the benefits and costs to them might be. The factors which determine whether granting 7th freedom rights will be favourable for a country can be identified, and tested against actual conditions on a route market. Broadly, if granting 7th freedom rights results in little additional competition or fare reductions on a route, but mainly involves sharing of profits with foreign airlines, it is unlikely to be beneficial. However, if it results in fare reductions, to the benefit of home country travellers and the tourism industry, it is probable that the benefits will outweigh the costs. This is especially likely to be so if the airlines which operate on a 7th freedom basis possess cost or other advantages, which result in lower transport costs for the home country.
In a number of cases, countries will lose if they grant 7th freedom rights- this will be so even though granting such rights increases the efficiency of the route market overall. Countries with pragmatic approaches to international air transport policy will reject such options, and this will make achieving comprehensive international air transport liberalisation more difficult to achieve. Efficient solutions will only come about if there is some means of compensating those countries which lose. In this way, as in other ways, air transport differs from other trades. Apart from cases where the optimal tariff argument applies, unilateral opening up of markets is in a country’s interest. In the air transport case, countries can lose from unilateral liberalisation, and this can be so when the liberalisation option being considered is that of granting 7th freedom rights. 
Appendix 1
Freedoms of the Air

First Freedom of the Air - the right or privilege, in respect of scheduled international air services, granted by one State to another State or States to fly across its territory without landing (also known as a First Freedom Right).

Second Freedom of the Air - the right or privilege, in respect of scheduled international air services, granted by one State to another State or States to land in its territory for non-traffic purposes (also known as a Second Freedom Right).

Third Freedom of The Air - the right or privilege, in respect of scheduled international air services, granted by one State to another State to put down, in the territory of the first State, traffic coming from the home State of the carrier (also known as a Third Freedom Right).

Fourth Freedom of The Air - the right or privilege, in respect of scheduled international air services, granted by one State to another State to take on, in the territory of the first State, traffic destined for the home State of the carrier (also known as a Fourth Freedom Right).

Fifth Freedom of The Air - the right or privilege, in respect of scheduled international air services, granted by one State to another State to put down and to take on, in the territory of the first State, traffic coming from or destined to a third State (also known as a Fifth Freedom Right).

ICAO characterizes all "freedoms" beyond the Fifth as "so-called" because only the first five "freedoms" have been officially recognized as such by international treaty.

Sixth Freedom of The Air - the right or privilege, in respect of scheduled international air services, of transporting, via the home State of the carrier, traffic moving between two other States (also known as a Sixth Freedom Right). The so-called Sixth Freedom of the Air, unlike the first five freedoms, is not incorporated as such into any widely recognized air service agreements such as the "Five Freedoms Agreement".

Seventh Freedom of The Air - the right or privilege, in respect of scheduled international air services, granted by one State to another State, of transporting traffic between the territory of the granting State and any third State with no requirement to include on such operation any point in the territory of the recipient State, i.e the service need not connect to or be an extension of any service to/from the home State of the carrier.

Eighth Freedom of The Air - the right or privilege, in respect of scheduled international air services, of transporting cabotage traffic between two points in the territory of the granting State on a service which originates or terminates in the home country of the foreign carrier or (in connection with the so-called Seventh Freedom of the Air) outside the territory of the granting State (also known as a Eighth Freedom Right or "consecutive cabotage").

Ninth Freedom of The Air - the right or privilege of transporting cabotage traffic of the granting State on a service performed entirely within the territory of the granting State (also known as a Ninth Freedom Right or "stand alone" cabotage).

Source: International Civil Aviation Organization (ICAO), Manual on the Regulation of International Air Transport (Doc 9626, Part 4)

Appendix 2
Assumptions for Simulations
Base Case

Size of market  (Passengers PA):





800,000 
Australian carrier share






56%

Australian share of passengers





45%

Tourism demand elasticity






3.0

Air Fare








$A3000

Average total trip cost







$A6000

Profit per passenger







$A400

Tourism benefits –proportion of inbound expenditure


0.1

Tourism cost- proportion of outbound expenditure 

(part spent in Australia)






0.05
Reduction in fares







$300

New Australian carrier market share





40%

Share of home carrier profits accruing to Australia



70%

Alternative Cases

Reduction in costs by Australian carrier




$A100

Fare reduction under smaller scale entry




$A150

Australian carrier share under smaller scale entry



48.5%

Share of profits from home based entrant accruing in Australia

70%

Lower demand elasticity






2.0
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