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STATEMENT OF DANIEL M. KASPER

My name is Daniel M. Kasper. I am a Director and head of the Transportation practice for
LECG, LLC. (“LECG”). 1 also serve as Director of the firm’s Cambridge, Massachusetts office.
LECG is an economic consulting firm that provides expert analysis and consulting in wide range
of public policy matters including competition, antitrust and regulatory policy. Ipersonally have
more than 20 years of public and private sector experience dealing with issues of regulation and
competition in the airline industry. I earned my M.B.A. and J.D. degrees from the University of
Chicago where T did graduate coursework in microeconomics and industrial organization with,
among others, Nobel Economic Laurcates Ronald Coase and George Stigler. Subsequently, 1
served on the faculties of the University of Southern California and the Harvard Business

School , where my research and teaching dealt with economic regulation and competition policy
 in airline and other “regulated” industries. I have also authored a leading book on competition
and regulation in international aviation markets - Deregulation and Globalization: Liberalizing
Trade in International Air Services (American Enterprise Institute) — as well as a monograph
examining competition in The U.S. Regional Airline Industry (The Economist Intelligence Unit).
T have also written numerous articles, case studies, and research papers on various aspects of

transportation and government policy in both domestic and international markets.

Prior to joining LECG, I consulted extensively on economic and public policy matters with
clients in both the public and private sectors as a Partner and Head of the National Transportation
Program at Coopers & Lybrand, L.L.P. and, before that, as Head of the Transportation Practice
at Harbridge House, Inc. Before joining Harbridge House, I served at several senior level
positions at the United States Civil Aeronautics Board, including more than three years as
Director of International Aviation. In the latter capacity, I was responsible for formulating and
implementing the Board’s policies with respect to intemational aviation, including fares and
rates, bilateral and multilateral aviation negotiations, as well as competition and regulatory

policy.
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In 1993, T was appointed as one of 15 voting members of the U. S. National Airline Commission,
a body created by an act of Congress to evaluate and make recommendations on how to improve
the performance of the U.S. airline industry. I have testified as an expert on airline and aviation
industry matters before state and federal courts as well as legislative bodies, Executive Branch

agencies, and international organizations.

In response to reply comments, including those filed late, I was asked by American Airlines and
British Airways (both of whom I had previously advised on competition and regulatory policy

aspects of their proposed alliance) if I would be willing to share with the Department of
Transportation my reactions to arguments raised in opposition to the proposed alliance and why 1
believe that competition and international aviation policy considerations support the grant of
immunity sought by the applicants. Because I am convinced that the public generally and
conswmers in particular would benefit from approval of the proposed alliance and the resulting
adoption of an Open Skies agreement with the United Kingdom, I have agreed to do so. I
therefore respectfully request the Department for leave to file this answer. Acceptance will not
prejudice any party and will enable the Depai‘trnent to bave a more complete and reliable record
upon which to decide the issues raised in this matter. I have no economic or financial interest in
any of the parties to this proceeding, nor do I have any economic or financial stake in the

outcome of this proceeding.

For more than two decades, the United States has pursued an aviation policy designed to
transform U.S. international aviation markets from highly regulated regimes that restncted
competition into competitive markets that rely principally on market forces and competition to
serve and protect the interests of the traveling public. This policy is based in large part on the
conviction that freedom of entry and pricing -- key components of Open Skies agreements —
would result in better and more efficient air service than would continued bilateral regulation, a
conviction buttressed by the substantial benefits generated by airline deregulation, the U.S.

domestic version of Open Skies. Throughout this period, securing an Open Skies agreement
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with the United Kingdom has been a central objective of U.S. aviation policy. Hence, I find it
troubling that, just when the United States appears to be on the brink of securing the Open Skies
agreement it has long (and properly) sought -- on terms virtually identical to those previously
negotiated with other European countries -- opponents now seek to impose conditions for their
own apparent private benefit that would scuttle 2 U.S.-UK Open Skies agreement and, with it,

the anticipated public benefits that have heretofore been widely acknowledged to flow from such
agreements.

This opposition is even more troubling when one considers that, even in the absence of an Open
Skies agreement, AA/BA's combined share of slots (and flights) at LHR -- approximately 39% --
is not only well below that typically required to raise serious antitrust concerns but also well
below the shares held individually by KL and AF (whose alliance partners have opposed the
AA/BA application), as well as LH, at their respective hubs. Likewise, the increase from 37% to
39% that results from combining the slot holdings of AA and BA is well below that which has
raised — or should raise -- antitrust concerns. And like Professor Kahn, I am not aware of any
prior airline alliance or merger where such a small share increase was deemed “worthy of
antitrust concern, let alone condembation,”’ particularly when the pre-merger share was as low
as 37%.

Following a U.S.-UK Open Skies deal, moreover, both U.S.-LHR and U.S.-London markets
would have competitive structures equal to or better than other U.S.-European airline hub
markets. In addition to existing non-stop competition from UA and VS and CO (which offers
blocked space code share service on Virgin Atlantic’s flights between the U.S. and London,
including flights to LHR), AA/BA are certain to face new non-stop competition from British
Midland. And, as discussed below, additional new services will in all likelihood be offered by
other U.S. carriers between their hubs and LHR following an Open Skies agreement. In
addition, Open Skies will for the first time allow airlines to serve London from any U.S. city,
further enhancing competition. Thus, it is difficult to see how (or why) U.S.-London markets
would be less competitive following the grant of immunity to AA/BA than they are today or why
they would be Jess competitive than are the markets between the U.S. and other European hubs --

! Statement of Alfred Kahn, p. 6.
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including FRA, AMS and CDG -- where competing alliances already enjoy the antitrust

immunity.

Nonetheless, several opposing carriers have claimed that, notwithstanding the elimination of the
existing bilateral’s restrictions on the number of U.S. carriers permitted to serve LHR, they
would be precluded from using LHR because they would be unable to obtain slots. For a variety
of reasons, such statements are simply not credible.? Since new entrants are given preference to
available slots in the LHR slot pool, additional U.S. carriers seeking access to LHR would have
preferential access to slots at LHR. In addition, under existing rules, all new U_S. carrier entrants
at LHR would be able acquire and then swap slots with other airlines serving LHR. Since a
significant number of LHR slots now appear to be used for less economically valuable services
than the transatlantic services proposed by the U.S. carriers,3 it is reasonable to expect that, if the
proposed new U.S.-LHR services are as valuable as their proponents claim, they will be able to
acquire additional slots in the existing slot market from these less valuable uses/users.* This
expectation is supported by the'U.S. experience following domestic deregulation, when major
airlines were generally able to obtain slots even at the most severely slot constrained U.S.,
airports (DCA, LGA, ORD). |

Even if they were unable to obtain sufficient slots from the slot pool, most of the carriers
opposing AA/BA could obtain slots from their partners under alliances previously granted
antitrust immunity by the Department. It is my understanding that such transfers occur with some

regularity,’ and that VS and the European alliance partners of U.S. airlines opposing AA/BA also

? Even at congested airports like LHR, new slots are periodically created and existing slots returned to the slot pool.
Since under existing rules, new entrants are given preference to such slots, they have been able to acquire slots at LHR
which, in some cases, have been swapped to obtain slots at different times. See, Joint Reply of American Airlines and
Bnnsh Airways (“AA/BA Joint Reply”), p. 80.

Sec, for example, AA/BAJoint Reply, pp. 84-86 and Exhibit JA-R-8.

¢ As first demonstrated in an analysis by Nobel Economic Laureate Ronald Coasc, an cxisting holder of property rigbts
(here, a slot) has strong cconomic incentives to consider not only how valuable that slot is when he uses it but also how
much other potential users would be willing to pay for that slot (i.e., the “opportunity costs”). If other prospective users
believe they can use the slot more effectively, they have strong incentives to offer a price for the slot that exceeds the
value the existing holder can obtain from continuing to use (rather than sell) the slot. In short, there is little reason to
conclude that new U.S. carrier entrants at LHR would be unable to acquire slots for their proposed services via the
exlstmg slot market.

S AA/BA Joint Reply, at 82. In addition, LHR slot transfers between Star Alliance member carriers followed rapidly the
grant of immunity to that alliance.
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have significant slot holdings at LHR.® It is clear that not all of these carricrs” existing LHR
slots are currently being used on routes with significant network value. KL, for example,
operates a total of 2 daily round trips between LHR and Eindhoven and 4 daily round trips LHR-
Rotterdam. These services do not connect to a Wings alliance hub and hence carry
predominantly local traffic. As a result, they have relatively little network value, particularly in
comparison to LHR-DTW/MSP, routes that NW will be permitted to serve, once Open Skies is
instituted. Likewise, AF has 6 daily round trips (3 each from LHR to Lyon and Toulouse) that
have little network value. Once existing bilateral regulatory restrictions are lifted following
Open Skies, some or all of these‘slots could readily be converted to transatlantic service. AF/DL,
for example, could use these slots to institute service on routes such as LHR-JFK and LHR-ATL.
In addition, AF and KL could also make modest frequency reductions between their hubs and
LHR - offset by using larger aircraft on their remaining LHR flights and/or by adding service
from LGW or other London aixports.” KL, for example, already holds a significant share of the
slots at London City Airport where it enjoys even better access than at LHR to central London
business travelers. Both AF/DL and NW/KL presumably formed their respective alliances in
order to earn greater profits. And both clearly have profit shaning elements at the core of their
alliances. So I fail to understand why they should be rewarded — and AA/BA penalized — for
their own threatened failures to re-deploy their existing LHR slot holdings in an economically

rationally manner, once the restrictions of Bermuda 11 are lifted.

Likewise, carriers with code sharing agreements can effectively share slots, which provides yet
another means for carriers to obtain access to LHR. CO, for example, already provides code-
share service to LHR under its agreement with VS and recently received approval from the
Department to engage in an extensive code-sharing arrangement with KL.®  As discussed
previously, alliance partners have clear and strong incentives to utilize slot transfers and/or code

shares to serve LHR when such arrangements will generate greater profits for thejr respective

% See, for example, AA/BA Joint Reply, Exhibit JA-R-4, pp. 2-6.

"This type of scheduling is common in major U.S. citics with multiple airports, one of which is capacity constrained.
Examples include service between major hubs and: DCA, IAD, and BWJ; LGA, EWR, and JFK; and ORD-MDW.

® Even if an immunized alliance might provide CO with better access to alliance partner’ LHR slots, the lack of such an
alliance is the result of stratcgic business choices made by CO. If CO were to deepen further its relationship with
KL/NW. It is not apparent under such circumstances, why CO should be rewarded, or AA/BA should be penalized, for
CO’s own strategic decisions, including its decision to delay joining Wings.
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alliances. Hence, assertions by opponents that their alliance partners will not make LHR slots

available to them should be viewed with considerable skepticism.’

In any event, the Department has long recognized that alliances and alliance-building have
become increasingly important aspects of competition among airlines and that one of the most
significant competitive features of alliances is that they provide carriers with access to markets
and airports that would otherwise be more difficult for them to serve. But the Department has
thus far wisely resisted the urgings by some that it rewrite the rules to protect some competitors
at the expense of others. Finally, in the unlikely event that there is little entry and expansion of
transatlantic air services at LHR following Open Skies, LHR’s competitive structure would still
be superior to that of other European and U.S. hubs since it would have extensive direct
competition between two major hub competitors (Star and oneworld alliances) plus substantial

service by VS and additional service by several 3™ party carriers.

Still other comunents have invoked the concept of the competitive parity or “ubiquity” of airline
networks to justify their pleas for massive slot divestitures or, in the altemative, denial of
immunity to AA/BA.'° But upon examinatioh, this "rationale” is likely to create more problems
than it resolves. For example, it would permit carriers that do not currently compete on any
AA/BA overlap routes to receive slots for service to their hubs even though many such services
would be unlikely to add any significant incremental one-stop competition on the overlap routes.
Although it is clear that such an approach would transfer scarcity rents (an issue that is discussed
below) from AA/BA to their competitors, it would do so by eviscerating BA/AA’s London route
network. Simply stated, it is far from clear how a “remedy” that effectively dismantles one major
network would strengthen overall network competition or otherwise benefit consumers (as

opposed to competitors).

In addition, the key premises upon which the “network ubiquity” justification depends are highly

suspect. As previously discussed, for example, its assumptions that new entrants would be unable

¥ See, for example, Delta, p. 28; Northwest, p. 23. Even if true, moreover, there would be no reason for the Department
to penalizc AA/BA or reward other alliances for engaging in such economically inefficient behavior.

1 note, for cxample, that the total number of slots demanded by opposing carriers exceeds the total number of slots
held by AA & BA. See¢ also, the late-filed Answer of Michael E. Levine.
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to obtain slots at LHR is unconvincing on both theoretical and historical grounds. And even if
these assumptions were valid (which I do not believe to be the case), it is undisputed that both
airlines and passengers would still have an extraordinary range of airport choices at London
when compared to other European or ¢ven U.S. hubs. Unlike the typical hub situation (DTW,
ATL, FRA, or AMS, for example), London travelers and the airlines serving them have a range
of convenient airports from which to chose. Both Gatwick'' and Stansted are well-established
international acrodromes, while London City Airport provides competing alliances with
convenient access for business travelers to/from London's central business/ financial/legal
centers for connections via their BEuropean hubs as well as point-to-point traffic in competition
with BA's services from LHR.'

While it may be the case that some passengers prefer LHR to other London airports, that fact
cannot justify the draconian “divest or deny” relief sought by those opposing the pending
agreement. That is particularly true where, as discussed above, there 1s an ample supply of
airport capacity in the immediate London area. By removing existing bilateral restrictions on
routing and pricing (i.e., deregulating), moreover, a U.S.-U.K. Open Skies agreement will make
it casier for airlines to develop these "secondary" airports into even stronger competitive
alternatives to LHR - as happened with U.S. airports -- including BWI, IAD, EWR, MDW,
HOU and OAK, among others-- following U.S. deregulation . Thus, although it used to be
argued that there were no effective substitutes for LGA, today EWR with its CO hub clearly
serves as a highly effective competitor/substitute for LGA, and CO carries more traffic than any
other airline serving the New York City area.'® Likewise, the rapid growth in traffic enjoyed by
low-fare European airlines from London airports other than LHR casts further doubt on the
proposition that access to LHR is indispensable. Thus, both U.S. and recent U.K. experience
suggests that it would be a mistake to assume -- as opponents here seem to argue -- that,in a
deregulated marketplace, these relatively unconstrained secondary airports cannot provide an
effective alternative to established gateways, including LHR. In short, unless the Department is

' I note in this regard BA's recent announcement that it is eliminating a substantial number of operations at LGW which

will make several hundred slots available there for other airline(s) and increase both actual and potential competition for
BA’s flights from LHR.

2 In addition, Luton Airport has additional unused capacity which could be utilized by airlines that voluntarily relinquish
their existing LHR slots (in the slots market) following Open Skies.
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willing to assume that consumers are simply sheep who will continue bleating a path to LHR
forever and without regard to alternatives, concemns about “network ubiquity” neither justify nor

require the relief sought by those carriers objecting to the proposed transaction.

Finally, the fact that average fares at LHR exceed those at other London airports is largely
irrelevant to the issues in this proceeding because, as Professor Kahn has pointed out, it simply
reflects the existence of scarcity rents caused by the absolute limits on the number of flights
permitted at LHR, not monopoly profits. As a result, these scarcity rents “would persist even if
operations at Heathrow were markedly less concentrated.” '* The important difference between
scarcity rents and monopoly profits, noted by Professor Kahn and many others, highlights
another reason for skepticism regarding the demand of oneworld’s competitors for substantial
slot divestitures on “network parity” grounds: It is effectively a claim that competitive network
parity requires a redistribution of scarcity rents at LHR."* I am aware of no competition policy
precedent or justification for such a claim. Moreover, implementing such a redistribution policy
would inevitably force the Department to engage in highly subjective, legislative decisions
regarding the distribution of wealth.

I* Following the introduction of services at JFK by new entrant JetBlue, traffic using JFK has also eclipsed traffic using
LGA 10 a2 number of common destinations.

14 Statement of Alfred Kahn, p. 6. For similar reasons, average fares at U.S. slot constrained airports DCA, LGA and
ORD typically cxceed average fares at adjacent facilities that are not slot constrained.

' The risk of rent seeking behavior is exacerbated here by the EU's economically confused slots policy, which appears to
suggest that airlines that are required to divest slots may not be entitled to sell or otherwise receive compensation for the
divested assets.
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If these requests for redistnibution were nonetheless to be accepted by the Department, logic and
faimess would require that any redistribution “tax” be imposed not only on AA/BA but
proportionally on all LHR slot holders (since all benefit from the scarcity rents), including
United, British Midlands, and Virgin Atlantic. Overall, I can see no need or justification for the
Department to contemplate, let alone to undertake, such a significant departure from its
established standards.'®

Respectfully submitted,

'8 1t is noteworthy in this context that following an agreement with Japan permitting additional U.S. carriers to serve
Tokyo’s Natrita -- an airport cited in opposing comments as being comparable to LHR in importance and for which there
is no alternative for services from the United States — the Department did not require, nor apparently even consider
requiring, the divestiture of slots by the dominant incumbents, including NWA, in order to guarantece ‘“‘network
ubiquity.” Rather, new entrants had to acquire NRT slots from existing operators and/or new slots as they became
available.

10
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