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ABSTRACT
The study examines the economics and regulation of
commercial air transport, with particular reference-to those
Manitoba—b%sed air carriers generally regarded as 'third
level', and with the basic objective of considering appropriate

public policy in the regulation of such carriers.

At present, no universally recognized definition. of
»'third level' commepciél air transport exists. Concomitantly,
there has been no statement of public inicy regardiﬁg the
regulation of this sector. Hence, ‘the setting'of some terms
of reference, in defining the norms of public policy, in con-
éidering the economid implications of alternative approaches,
and in defining the industry, is the taék,of'this analysis. |
In brief, it is only in examining éhe interaction of insti-
tutional, environmental, and operational variables that the
devising of regulatory policy may be pursued.

The immediate need for a proper weighting of the object-

ives of public policy is evident. The study places emphasis on
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developing concepts of:

productive efficiency in a static sense
dynamic efficiency

optimum allocative efficiency

the proper role of competition

service integration '

stability of firm operation.

U D W
.

.

In conclusion, the public policy recommendations offered
imply a consideration of all these norms; yef, in the final
development of policy, the role of normative judgment cannot

be ignored.

.The thesis draws from this broad consideration of the
theoretical implications of different regulatory appfbaches
as well as from a consideration of actual Manitoba air trans-
port experience, and a contrast of ‘'third level' and 'regional'
ailr carrier situations. An interpretation of existing regu-
latory ‘influence and of the 'third level' air carrier's dis-
tinctive problem is derived. In short, it is the p{oblem of
institutional inflexibility in a dynamically fluctuating en-
vironment. Iﬁ the end, a change in the direction of regu-
lation, away from the present case-by-case consideration of
individual market reguirements, or 'structuralist' approach,
and towards a more flexible arrangement of licensing with some

degree of investment guidance, is suggested.
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As a generalization, ‘third level' air carriers re-
present a 'fringe' of Canadian domestic air transport operating
in thin markets suitable to small capacity aircraft, low
freguency operétion, and monopolistic seller concentration.
Because of their monopolistic positions, these carriers gain
an importénce in public policy which'significantly outweighs
their size. At the same time, however, the prevalence‘of
small owner-manager enterprises in this secté? has led to
ad hoc, short-run, and often opportunistic beha&iour by these
firms consistent with their lack of specialization and stability.
A general tendency to heterogeneous fleets and excess capacity
is thus attributed to the industry. Thé-need_for some form of

regulatory control on expansions of capacity is undeniable.

Concurrently, the volatility of seasonal demand
fluctuations and of temporary demands suggests a stréng need
vfor variability in the cost  structures of these firms and
flexibility in their abilities>to reallocate fesourdes as
demands change. To éome extent, these needs ére met by the
operational reguirements of the licence authorities under

which these firms are legally allowed to provide air services.
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As a result, 'third level' commercial air carriers
have not experienced the critical losses associated with
‘regional' air carriers in the.mid—l960‘s.and reflected in
present 'regional' policy. The reQuirement for a different
regulatory approach relative to 'regional’ policy is thus

‘established.

The emphasis here is on 'dynamic efficiency', the
ability to adapt to 'exogenous' change over time in a manner
which avoids serious maladjustments in individual markets.
The objective set,-furtherﬁore, is the maintenance of total
capacity in a 'general' equilibrium with total demand rather

than on any 'partial' or individual market basis.

Present regulation operates only ambiguously and in-
flexibly. In interpreting the ‘public interesﬁ',_regulators
have seen fit to concentrateé most particularly on seller
concentrations and the licensing of entry to individﬁal'markets.
As a result, inflexibiliﬁies in réallocating resources over
a system of fluctuating markets has been observed. 1In com—
bination with the over-expansionary and inconsistent invést—
ment policies of these smaller firmsr a tendency toward merger
and consolidation activity and a lack of ability to otherwise
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integrate services is noted.

As a change in public policy, therefore, it is sug-
gested that the present policy of licensing entry to specific
points on an individual trial basis be altered in favor of
a more_fléxible arrangement. A policy which allows greater
freedom in reallocating capacity among‘ specific points and,
at the same time, regulates capacity in a general equilibrium
sense, i.e. in relation to some total system of‘markets or
demands, is advocated. Such a policy should remove the
problems of excess capaciﬁy.attributed to the 'third-leveli
.inaustry. ,Concomitantly, increased market-orientation by the
regulatory authority aﬁd the individual firms;.greater inter-
line ;o—oéeration,’and a éréater integ:ation and rafionélization

of route systems can be established.
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INTRODUCTION

~ An economic examination of third level air carrier
operationsg in Manitoba is, at the outset, hampered by the
fact that no universally accepted or comprehensive definition
~of this sector of the Canadian commercial aviation industry
has yét been recognized. ‘'Third 1evel} ié merely a notion
~or concept of those commercial air carriers involved both
in unit toll and charter operations, whose size was not’
sufficient for them ﬁo be recognized és regional carriers.
Recognition as 'ﬁhira level! carriers has derived simply
ffom generally held opinidns by those intimately connected

with the commercial air carriers.

The approach to the énalysis suffers from this limitétion}
and, as an expedient,‘a close examination of the areas of only
ﬁhose operatipns in Manitoba widély recognized as third level
has been undertaken. The carriers are:

1. Lambair Ltd. |

2. Ilford-Riverton Airways Ltd.

and, 3. Midwest Airlines Ltd.




“"2.

The operatiohs of these carriers are examined mainly in regard
to the theoretical considerations brought forward in economic
theory, in regard to existing public ?olicy ih Canadian com-
mercial aviatién, in regard to the approaches implied, and
finally, in regard to those aggregative average features which
are suggestive of economic conditions faced nationally by all

third level carriers.

At the outset, a broad examination of economic theory
is presented to identify the areas of ecoﬁomic analysis which
apply to the operations of commercial air services. In par-
ticular, identification of those standards suggested -as relevaat
in conceiving whét‘the ideal third level systém, from a public_
interest standpoint, would involve, and the forms of regulation

necessary to derive such conditions, merit greatest attention.

In contrast to these theoretical standards, and in
contrast to the various regulatory approaches suggested, actual
Canadian commercial aviation regulatory principleé are examined.
The rationales fof public intervention are established and
correspbnding legislatioﬁ is examined for its consistency
with such rationales. In brief, the relevant institutional’

framework of regulation is presented. Examination of regional



policy developments set precedents and terms of reference
against which to examine third level policy reguirements.

As will be suggested, there are parallels in the nature of
regional and third level operating circumstance and, there-
fore, an examination of the role of regional carriers will
Vnecessariiy precede identification of the écope of third

- level acfivities. Finally, the nature of present institutional
- determinants of third level behaviour are examined and certain
-conclusioné drawn as to those impliéit and explicit variables
which, in the presence of regulation, influence third level

performance.

Following the inferences drawnlfrom‘aispecific exami-
nation‘of the named carriers' activities in meeting the re-
guirements of the Manitoba transportation system, an extehsion
into a more general discussion of third level economics is -
attempfed. It is from the combinations of institutional, .
environmental, and operating variables, based on certain
functional relationships, that the problems and chéices of
the regulatory authority in devising public policy to achieve

optimum performance from the third level sector may be drawn.

In essence, the examination attempts to bring into the

areas of discussion the relevant theoretical considerations.




In doing so, the similarities in the fegional operators re-
gquirements and third level carrier operation remains an
important theme. Yet, in the final result, it is the
dissimilarities which suggest a different public policy

approach to third level operations.



Chapter I

THEORETICAL DISCUSSIONS




A) Approaches:

'Optimum resource allocation', elusive as that concept
may be, is that state towards which public policy ideally
presses. In practice, however, devising the regulations or
criteria which will guide the specificvindustry to such a
standard presents a task difficult for any economist. The
task set is to find ". . .4 fhe best means of allocating re-
sources, of enhancing efficiency in the production of goods
and services and of transmitting the benefits of efficiency
to the public."l The state of 'optimum resource allocation'
is definea adequately in the moéels or abstractions of economic
theory; adapting the analysis into empirical terms, of use to
public policy administrators, is the particular problem at
hand. As such, however, all the relevant considerations must
be brought forward. Theories are abundant; correct applications
will, therefore, always require measureé of discretion and

judgment as to their appropriateness to the situation.

Hence, two problems in public policy may be recognized:

lThe preamble, Bill C-256, presented in the House of
Commons of Canada, June 29, 1971.




6.

1. The adaptation of the theoretical abstractions of
economic analysis into ‘workable' norms or standards
by which to guide decicion-makers in public policy:
and

2. The recognition of all pertinént or relevant areas
of theory in connection with the particular

problems .

Although emphasis is placed on the identification of
-relevant theories, this present section is directed towards
these two aspects of public policy in the regulation of com-

mercial air services.

i) General Equilibrium Aspects
The significant contribution of a general equilibrium
approach to quesfions of public policy in air transport is
that it relates the ‘'partial’ activitieé of sectors, industries,

or markets to some designated total of overall economic per-

formance. In transportation, such an approach implies examining

the contributions of each transport mode in the satisfaction of
the network of various demands, or markets, which constitute
the designated transportation 'system'. Indeed, in this respect,

commercial aviation may represent only a particular sector of
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the transportation industry, and is to be employed, therefore,
only where its basic characteristics (in cost and service
dimensions) give it advantage or make it a useful alternative

to other modes.

In fact, such an approach is implicitly recognized in
‘the Federal regulation of transportation in Canada, which
describes this aspect of the public interest;aé ". . . an
economic system making the best use of all available modes of

. 1
transportation . . ."

.Indeed, regulatory agencies have often been suspect

of an overly 'endogenous' concern with the financial welfare
of their constituent industry members to the ﬁeglect of out~-

| side or exogenous interests. As Caves notes, "There are . .
aspects of the Board's'(CAB) decisions that‘suggést a friendly
attitude toward the regulatéd carriers and an unfriendly one
toward their enemies."2 FA more ‘'general' approaéh in policy
might serve to reveal’to regulators the entirety of the

economic process, which overemphasis on partial analysis may

lSection (3), The National Transportation Act, 1967,
Statutes of Canada 1967, chapter 69. :

2 .

Caves, R. E., Air Transport and Its Requlators: An
Industry Study, (Harvard University Press, Cambridge, Mass.,
1962) p. 275.




obscure to policy-makers.

In short, general equilibrium ;pproaches to public
policy are useful in that they indicate the wholeness of the
economic prbcess. Specifically, the following aspects are
‘realized:.
1. The public interest in allocating resources to
each mode to the extent that its -advantages, in
~cost and servicé dimensions, effectively suit it
to service particular markets.

2. .The interrelationships between markets, and
between de&elopments in substitute and complementary.
services.

35 The interdependencies between related'sectors.

These aspects are possibly overlooked in policy
formations which adhere too closely to the dictates of strictly

'partial' analysis.

ii) Paretian Welfare Aspects

Paretian Welfare economics, as commonly presented,
involves the stating of certain marginal conditions to derive
a social welfare optimum in utility space, and, as a corollary,
shows how the market structure of free competition derives such

an ideal.



The conce@t of the optimum is the»starting point in

- Paretian Welfare Analysis. The optimum in general egquilibrium

welfare economics has come to refer to three basic aspects

of the performance of the economny:
1. productive efficiency.
2; distributive efficiency.

and, 3. allocative efficiency.

It is this third aspect wﬁich has proved so elusive,

for it implies an.economic cendition which is the optimﬁm

from a social welfare or utility standpoint. As a result,

" 'Paretian optimum'l has geperally,been'modified to a standard

.whieh refers~te the suecessful achievement of the first twe

.aspects of performance as above.  However, it is impertant to

note that there is a range of theoretical positions in utility

: 'lIt is assumed the reader is familiar with the basic
‘model. The marginal requirements, therefore, are only sum-
marized: ’ ’

(a) the marginal rates of substitution between com-
modities must be the same for every pair of indivi-
duals (no "gains from trade" are possible).

(b) ﬁhe technical rates of substitution must be tﬁe
same for all factors and commodities.

(c) the marginal rates of transformation and the equi-
valent marginal rates of substitution between any
two goods must be equal.
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space (as represented in theory by the utilities possibilitiés
frontier) which may satisfy these modified Paretian conditions; .
the social welfare optimum represents only one point on that

frontier.

Public policy which moves simply to derive~greatér
productive and distributive efficiency may succeed in meeting
the requirements of ﬁhe 'lesser' Pareto optimﬁﬁ, but it will .
also reflect the status quo in income distributions. It may,
therefore, be far removed from the social welfare optimum as

defined .in utility space.

The particular problem in designating the welfare
functioh, and in directing allocations towards its maximization,
is the impossibility of making objective interpersonal com-

parisons of utility. What is therefore required is a normative

1 I
Such a statement deserves comment. It assumes-

(1) that the social objectives of society can possibly
be distilled through the political process from the
multitude of conflicting interests - i.e. that there
is some means to group consensus on ordered pre-
_ferences.

(2) that the social welfare function is an independent
function; distinct from a severe social belief in
the justice of initial ownership and the rights of
private property to remain as accumulated.
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judgment as to income distributions; and this decision, in a
political environment, is often avoided. Indeed, there often
seems a strong desire among North-American policy-makers to
avoid such explicit value judgments, and place emphasis rather
on the aspects of productive and distributive efficiency.
4Still, thé public interest in maximizing social welfare willA
be difficult to attain without first placing greater effort and
emphasis in attempting to detail social'consénsus on industrial

objectives.

.The application of.Parefian welfare analysis to pfoblems.
of regulating specific industry behaviour invariably leads to
thé marginal cost - pricing rule. It has also lent the com-
‘petitive‘market more credence és the ideal market structﬁre,
or poiicy norm, than is-perhaps'warranted, ". . . there ié at
work a powerful disposition to favor market'situations which
are peffect . « » the prejudice in its favor has not alﬁered

2

greatly."l

1 -
Hunter, A., ed., Monopoly and Competition, (Penguin
Books Ltd., Middlesex, England, 1969), pp. 32-33.
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The theory of Second Best,2 however, has sufficiently
shaken any theoretical connection between marginal cost-
pricing and increased social welfare in the less-than-competitive
economy. Arguments for such pricing behéviour have thus re-
treated into the partial analyis of Marshall and Pigou based

on the loss of consumer surplus.

In short, examinations of the Paretidn system reveal

thesé two important conéiderationé:

(a) without proper designation of social objectives
or, in theoretical terms, "the social welfare
function", pdlicy-makers will 5e unable to
distinguish‘positiVely movements Eoward'more
soéially optimal states, and

(b)'there is no necessity for.employing competitive

standards as ideal policy norms.

4

2, . . . s
“. . . the attainment of a Paretian optimum requires

the simultaneous fulfillment of all the optimum conditions. If
there is introduced into a general equilibrium system a constraint
which prevents the attainment of one of the Paretian conditions,
the other Paretian conditions, although still attainable, are,

in general, no longer desirable." - from Lipsey, R. G., and
Lancaster, K. "The General Theory of Second Best" Review of
Economic Studies, vol. 24, p. 11.
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These observations should by no means invalidate the
usefulness of competitive market pressures for securing in-
centives to production'efficiency and the passing of those
gains on to coﬁsumers. It is merely to place the standard of
perfect competition in a position of neutrality where it appears

to have had strong exercise as the ideal.

Furthermore, stated objectives must be defined,
policies suggested, and, .then analysis employed. Hicks notes,
"When thevenasAof the society are certain,. . . co-ordinating
plans as firmly and direcfly as possible, has a strong case
on grounds of efficiency, . . . in the ordinary'pgrsuit of . . .
economic welfare, immediate ends are likely tb be muéh less
certain . . ."l Proper regulation of air transport will theré—

fore require proper goal-definition.

The process, howeve;,Aseems to have been used in reverse:
an analytically ideal state is described, pblicy implications
devised, and standards imposed. However, as Winch notes;

"What is the best policy in anyrinstance depends upon

the objective, the welfare function . . . and that

function consists entirely of value judgments. The

1, ' . . :
Hicks, J. R., Value and Capital, (Oxford University
Press, Oxford, England, 1946), p. 137. :
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value of applied welfare economics rests on its
ability to deduce appropriate policies for any
particular set of social objectivés, not on its
inability to obviate the need for the making of
value judgements for society through the political
pi:ocess."l
Arguments for the optimality of compotition and the
‘minimization of the politicél process mayvtherefore‘have to

be reconsidered.

‘Bator observes, "It is fhe centrél theorem of modern
welfare economics that under certain strong assumptions . . .
the equilibrium conditions thoh characterize‘a éysﬁem ofi
competitive marketé wili exactly correspond to the require-.
ments of Pa;etian efficiency."2 Free markets, however, may
not be able to obtain Paretiaﬁ optimality because of:

(1) market imperfections.

- and, (2) market failures.

lWinch, D. M., Analytical Welfare Economics, (Penguin
Books Ltd., -Middlesex, England, 1971), pp. 29-30.

2

Bator, F. M., "The Anatomy of Market Failure" Quarterly
Journal of Economics, {(August, 1958), p. 351. :




15.

In the commercial air'transport industry, it is
evident that many of these elementsl exist, notably:
(1) immobile and indivisible factors of production.
(2) direct and indirect subsidieé to air carriers.
" {(3) externalities.
(4) public good characteristics.
The existence of market faiiure is the primary con-

cern of welfare analysis.

Given the existence of such failures, the case for
extra-market activity may be présented. A guantitative
: measure of the net increase in social benefit resulting from
the operations of the regulatory authority2 over what the
free market would provide% could give a clearer picture

of the welfare gains from regulation. However, such data are

1 : ey was

Plus, the possibility of areas of 'excessive'
competition developing under conditions of free entry and
fluctuating demands.

i. e. The Canadian Transport Commission.

2
“Coase, J. "The Pro:
—~ I

Law and Zgonomigs, vol, I

Social Cost", Journal of
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virtually impossible to obtainl and such judgment must remain

in question.

‘The principal £ailure of the market obviously sﬁrrounds 
its inability to cope with externalities, or conditions whefe
one individual's satisfaction is affected by another's
activities. While these effects take the form of economies or
diseconomies, of main interest here are the Pareto relevant |
exterﬁalities, or conditions where gains from trade are
possible, " . , . when the extent of the activity may be modified 
in such a way the extérnally affected party . . . can-be made
bétter off without the}acting pafty being made worse off."

It is easily made apparent that extensions of the route systems

1Problems are twofold:

a) where income redistributions are involved, interpersonal
utility comparisons will be necessary.

b) adjusting levels of output in individual markets to
where incremental increases in social benefit equal
incremental increases in social costs (satisfying
second-order conditions, also) will be virtually
impossible because of the existence of:

{i) Jjoint products.

(ii) problems in quantitative measurement of extra-
market influences. ‘

2 X
Buchanan, L. M., and Stubblebine, W C., "Externallty"
Economica, (November, 1962), p. 374.
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served by any carrier, through internal cross-subsidization of
services, do not satisfy such an absolute welfare standard.
The extension of .air service netﬁorks through State subsidy
will also require a comparison of the tax structure with the
structure of benefit receptions, in order to identify the

proper welfare implications.

" However, certain externélities are important in the
proviéion of air services tovthe North, and, speéificaliy, the
following may be noted:

(1) provincial/national unity enhancement.

(2) a loss of éense of isolation.

(3) aids to industrial devélopment and tourism.

(4’ rapid communicationS’(neceSsitated by emergency

or industrial sitﬁatiéns).

Since some economic units can enjoy these benefits from regular
air service without having to pay the fully éllocated costs
of their productién, there is a divergence between ébnsequent
marginal sdcial benefiﬁ and privéte marginal costs. Extra-
market regﬁlation may'then‘see fit to extend such ser&ices in

the public interest.
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It migﬁt also be observed that air transport exhibits
certain public good characteristics, as " . . . a good, once
produced, (that) can be made partially available, though
possibly in varying degrees to more than one individﬁal."

As an example, the provision of aif services to non-consumptive
units (e. g. as an occasiodon, relieving a sense of isolation)

is, in a very real sense, a public.good and'wiil therefore
support, to a degree, govefnment action to appropriate fuller
values of the good in support of its prodﬁction. Furthermore, .
Weisbrod's 'option values'2 are suggested. .As stated, consumers
value the'option.of being able to consume a particular service,

" . . . they will be wiiling‘to pay something for |

the option to cohsumé the commodity. in the future . . .

it will probably not exert any influence if the pfi#ate

market is allocating resources . . . expansion or re-
commencement of produéEion'ﬂ‘. . must be difficult

or impossible."3

1 . . .
Head, J. G., "Public Goods and Public Policy", (Public
Finance, Vol. 17, 1962), p. 203.

2 . P ' . : ; ,

See Weisbrod, B. A. "Collective Consumption Services of
Individual Consumption Goods" Quarterly Journal of Economics,
August, 1964, pp. 472-474.

3. . .
Weisbrod, B. A,, Ibid., p. 473.
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In alir services, these valueé are witnessed when a
community is threatened with the abandonment of reqgular air
services. While recommencament of production in free markets
could be instaﬁtaneous (given the inter-market mobility of
aircraft), institutional features (licensing procedures) make
the recomﬁencement of regular unit toll air services somewhat

less than spontaneous.

As a final consideration in welfare, it-will be noted
that ﬁhe levels of demand for services are a function of the
existing distributions of incomé and tastes. Demands, there-
fore, will be subject to these péfameteré. Familiarity with
air'tfavel mayvincrease its demand, and, consequently, its
market value. Where services operéte into low-income com-
munities, the existence of low'demand for air sérvices does
not attest to low utilities from such service; it mefely
testifies_to the inability of low-income consumers to register
tﬁeir subjective values through spending in the markétéplace.-
'In this area, however, the provision of affordable services
through suﬁsidized.travel is not recommended; direct payment of
iincome increments by the State will be seen to allow higher
utility to the consumers and thus greater increases in social

welfare.
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In conclusion, welfare analysis will be seen to suggest
this final consideration; the public interest in securing ‘optimal
resource allocation' will require acknowledging both. problams
of income distribution and extra-market influences. The primary
technical problems are, therefore, the inability to produce
pbjective'interpersonal utility comparisons and the inebility
to quantitatively identify extra-market values. It is unlikely
that these problems will ever move out of the realm of ﬁdrma—

tive economics.

Finally, however, each dimension of air service, wﬁether
reliability, dependability, low‘cost, or wide availability, mey
be’seen to evolve different strucéures of income diStributiOn
and extre—market influence. As these objectives to a greater
or legser degreée, are seen to be mutﬁally.exclusive,‘ordered'
priorities must be established and the various welfare'impli—

cations considered.

iii)vDynamic.Aspects

Dynamic theory attempts to deal with the patterns of
adjustment or adaptation of a system to changes over time,
Certain aspects of industrial behaviour must be considered

from such a standpoint if public regulation of air transport
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is to be consideraed effect:

(

Schumpeterian analysis is- important, in this respect,
for the distinction which it makes in indicating the potential
benefits of industrial poliqies which allow extra-normal re-
wards positively into their systems,

"A system . . . that an every given point of time.

fully utilizes its possibilities may yét in the

long-run bes inferior to a system that does so at

no given time, because the latter's failure to do

so may be a condition for'the level or speed of

long-term performance." |
jAdaptability of the system to economic change may be a condition
of the public interest; therefore, periods of short-term extra-
normal profit may be seen as necessary. Profits will deter-
mine the terms of borrowed capital, the levels of retained

earnings as sources of capital, and, though debatable, may present

1 . . . . :
Schumpeteyr, Joseph, A., Capitalism, Socialism, and
Democracy (Harper & Row Publishers, New York, N. ¥., 1950), p. 83.
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. . . 1 . . . .
a possible spur to innovation. Schumpeter is clear in his
belief that profits are the guiding spirit of an entre-
preneurial or adaptive system, "These cases then provide the
o — . . . wl .
baits that lure capital on to untried trials. Hence, static
standards of efficiency with short-run normal profits may
. have to be modified or rejected. However, what should also
be apparent is that restrictive policies which allow such

3

securad positions, may also lead to entrenchments of positions

and consequent social losses.

An important trade-off is.here encountered. As notéd,
profits in the aviation firms will determine their ability to
re-equip. Profit protection may then be considered desirable,
and can bebseéured through State licensing which protects the
market positions of these firms. However, inequities in the

structure of licences issued may lead to eguipment advantages

1 . .

Caves concluded that the larger profitable firms are
most able and likely to innovate through new equipment:; the
low profit firms are most likely to devise market innovations.

2 . . . :
Schumpeter, J. A., Capitalism . . . , op. cit., p. 9C.

2

A firm with existing equipment advantages and no res-
trictions as to cavacities offered may continue to profit in
competition with less advantaged firms; thus, it mav always be
better equipped. The less profitable opsrations may find it
expedient to continue to capitalizc their fleet capacity with
‘more obsolete, cheaper eqguipment. :
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over the less secure firms.

It is possible that such imbaléﬁces in the competitive
structure of the aviation system wili lead aggressor fifms to
move against opponents, encouraging merger or failure, and
thus increasing industrial concentrations in the long-run.
Furthermgre, the pattern of licensing may cause less advantaged
(but equally ambitious) firms actively to seek combinafions,
with firms holding licensing‘priviléges as their only évenue
to expansion. . Again, in the long—fun, increased concentratibns
in industrial structqre can occur énd thére is an increased

threat of social loss.

iThe essential tradé—off is therefore bétween 1icensihg
markets in protection of pfofitability}‘as thé coﬁdition for‘
an adaptive system (and less certainly as an ihnovative incentiye),
and licensing for increased competitioh as an incentive to cost
efficiency and social benefit. The public interest therefore,
is divided between the development of air services, and the

extensions of greater consumer surplus to the travelling public.

. .1 . . . .
A Hicksian approach to dynamics has further implications.

See Hicks, J. R., Value and Capital, op. cit.
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Hicks sces the firm as a planning agent acting in a dynemic
environment, in which present investment decisions are held
accountable to the firm as fixed capacity in future markets.
At any one point'in time, therefore, the-firm will have

established some sort of 'organic unity' which cannot be re-
duplicated instantly (the familiar short-run fixed resources
of Marshall) and which is the result of past investment

decisions based on past expectations.

Lags in production to meet unexpected increases in
demand, and‘periods of excess capacity from unexpected declines
in demand will thus become a feature of‘any transportation
system. Stochastic shocks or random fluctuations in the 3ysteﬁ
of demands composing the transportation netWork, plus'the
impossibilitylof inventorying trénsport services, create an
environment in which a fine sensitivity or instant adapt-
ability to demand oscillations cannot be ekpected. A ceftain
amount of marketbdisequilibrium will always be encoﬁntered.

The public interest in tuning the transportation system to
meet the demands placed upon it, where fluctuations are signi-

ficant or market information poor, wmay thus also entail low

See Williamson, O. E. "Peak-Load Pricing and Optinal
Capacity Under Indivisibility Constraints", American Economic
Review, 1966, vol. 56, pp. 810-827.




- 25.

‘average load factors, excess capacities, and consequent low
utilizations (waste) of those resources. employed in the

system.

As mentioned, maladjustments in individual markets
may derive from past investment undertaken under conditions
of uncertainty, and expectations of future markets. Lags in
output expansions and inertia in present output levels may

. . ’ !
“therefore be expected in a dynamic situation, presenting
instances of economic waste as a corollary. The fact derives,

in essence, from the immobility of resources through both.

economic and institutional factors.

‘The problem is evident in the production of scheduled
air services. A certain short-run capacity for output will
be maintained by any carrier for use over its licensed network
of markets. The exact divisien of this capacity over its
route network will be deterﬁined by these frequencies estab-
lished in the carrier's service schedule. Lags in outpdt
expansions will then be presented by problems in leasing or:

- . 1 .. .
acquiring new capacity, adding new scheduled frequencies,

1 . . .
_ Demand increases which are considered temporary way
elicit no response in output capacity or short-term leasing of
capacity:; permanent demand increases may elicit strip or ground .

facilities construction, and the acquisition of new fleet
egquipment and crews.
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and re-scheduling factor inputs throughout the firm's system

of routes. Inertia in providing capacities after demands have
fallen will be provided through expectations thét the declines
are only temporary, the particular institutional problemsl of

service abandonments, and the immobility of fixed resources.

The lags and inertias in service provisions to changes
in demands may lead to periods of extended financial loss
"which may have serious implications for the economic viability

of a scheduled route system.

-It will be noted that such problems are obviously less
threatening to the non-scheduled operators, who need operate
- services only in markets where demands are sufficient to cover
at least all variable costs of operation. In this respect,
excess capacity with demand declines need only result in those
losses contingent with fixed fesources, incurred only so long

as these resources cannot be reallocated out of the industry.

Again, an important trade-off is encountered. For

example, the public interest may require reliability of service,

1 - . . . ' . .
Applications for termination of scheduled air services

will reguire considerations by the regulatory authority and
involve protests by the communities involved.
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and such a request will, in turn,.require protection from the
types of léés noted above. It may be seen that periods of
excess profitability duringlconditions of high demands are

to be protected'from competition, in order to cover the_losses
of sinking demands and preserve reliable and economically
viable car:‘riers.l 'On the other hand, due to the different
vnatﬁre of his obligations, tﬁe nénQSChedu;ed carrier is not
subjeét‘to such e#ténsive_losses and, due to ;he increaéed '
'§ariability of his costs,‘it may be seen that tﬁere'is iess
need for protection of the profitability bf'éuéh services.
Indeed, it may be considered invthe public interéstbtb mééiﬁize
competition in the areas of non-scheduled ope_rétions.2 So iong’
as capacities can be‘képt in éome reasbnable eéﬁiiibriumwith
aemahd; it should be.possible_for all;suchAcarriefs to.main—

- tain viable_oﬁerations, and, at the‘same time, enCountef-all

the»behefits possible from‘freely competitive markets.

lSuch a system of temporal cross-subsidization will
involve an income redistribution from the peak-demand travellers
to the off-peak travellers. ' ‘
_ 2At the same time, however, the role of the non-scheduled
operators may have to be confined in order to avoid diversions
of scheduled traffic, and a threat to the viability of such
services. :
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It will be noted that such a non-scheduled system of
air transport would be analagous to thQA'taxi’ system of urban
transport. Viﬁh all markets free to entry, each individual
carrier will disperse its fleet as demands arise. The sensi-
tivity of the system to the network of demands would derive
from the individual carriers' knowledge of market needs (hers,

there may be some advantage seen in 'localized' or restricted

geographical area carriers), the way in which market information
is conveyed to the carriers, and the skill with which fleet

are utilized to meet 'ad hoc' demands. In any case, the
economic viability of such service would only seem thréatene&
by the development of chronic excess capacity in the industry
leading to conditions of cutthroat competition between ;arriers.
In turn, such competitions might evolve into merger and con-

solidation activities which threaten those social losses alleged

to accrue from increased industrial concentrations.

As a final area in dynamics, the nature of invastment -
planning may be observed. In this respect, the firm is seen
as a planning agent; conditioned by its information as to

present conditions (the data of static s stems) and its expecta-

+ions as to future situations. In this environment, Hicks notes
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that four caﬁsesl of disequilibrium are possible:

1. divergent expectations.

2. inconsistent plans.

3. stochastic elements in the system,

and, 4. risk-avoidance tendencies.

Aé noted, problems of stochastic change.and risk-
avoidance are impossible to avoid; However, it shbuld be
possible to remove problems of inconsistent plans (i.e. excess
investments in capacity) and divergent expectations to some
extent through increasing the informatioh éVailable to firms

and through an improvement in market-orientations.

As a further development, some systemlof centralized
investmeﬁt planning by the regulatory authority may be seen
as useful in co—ordinating the different ﬁraﬁsportation invest-
ments as undertaken by federal, provincial, and private interests.

' 3 _ . . N
Chenery notes that there are external economies in such investment

‘2

lHicks, J. R., op. cit., p. 133.

2It is to be noted that this change may require increasing
present data accumulations and will therefore involve an increase
in costs. Furthermore, firms operating under "free-enterprise"
philosophies may be reluctant to provide reliable data on their
investment plans. ' -

3

See Chenery, H. B., "The Interdependence of Investment
Decisions", The Policy Sciences, (Stanford University Press,
Stanford, california, 1951), pp. 83-98. '
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co-ordinations, i. e. that one investment's profitability may
be contingent on another investment. As an example, private
investments in aircraft may depend for utilization and profit-
ability on strip developments which are a function of the State.
The efficiency gains may be seen in the timing or co-ordinating
of industgial and governmental activities. A general equili-
briﬁm systems approach (for example, of the Leontief-type) may
identify potential bottlenecks in supply while a dynamic‘coﬁ—
sideration of the lead times for investment wouid co-ordinate

the completions of capacity.

In conclusion, therefore, it'is-to;be noted that a system
of centralized planniné‘,l if efficient, wili be ablé to remove
much 6f the uncertainties present in the market place, thereby:
‘facilitating a better qo—ordinatioﬁ of activities. . While
reliance on the structural and behavioufal hypotheses of statié
analysis may be more,administfatively expedient to the fegulators
of air transport, in theory, at least, there are distinct
benefits to be gained from centralized planning - benefits

which a mereIStrehgthening'of the market-orientations by firms-

lOne should realize that this function, in its data
accumulating and informational elements, involves certain
costs or levels of resource use itself in addition to its
possible benefits. '
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may not be able to provide.

iv) Linear Programming Approach to Efficiency

A static general equilibrium norm for the efficiency
of domestic air transport is presented by Miller (1963),

"In particular, it is felt that new light is shed

on at least one 1dng-standing objective of govern-

mental regulatory policy in the dqmesfic air transport

system: némely, on the ¢oncept of the efficiency

of that system."l

The study attempté to arrive at the efficient (least-
cost) scheduling of available tybes of aircraft (i.e. in the
short-run) over the specified route system,‘given pafticular

levels of demand to be satisfied.

The objective funcfibn in Miller's linear program is-
to minimize total direct operating cost; it is the efficiency
of the entire air transport system, and not the abiiity of
individual firms to make the best of their given route nétworks

(i.e. internal firm efficiency), which is to be considered.

1. . . s .

Miller, Ronald E., Domestic Airline Efficiency: An
Application of Linear Programming, (the M. I. T. Press, Cambridge,
Mass., 1963), p. 2. '
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It is therefére this norm which is established as a measuring
stick for the performance of the system. Given as the paramaters
of the system are:
1. its total capacity - as indicated by the stock of
aircraft ia the industry.
2; levels of demands.
3. costs (by aircraft types).
and, 4. route systems (flows between nodes or origin-
destination points - irregardless of airline
distinctions).l
As Miller notes,
‘"Given the available stoék of aircraft owned by the
domestic . . . lines serving‘the nodes selected,
given direct costs and other operating characteristics
of eacH aircraft type between each possible pair of
- nodes, and given paésenger demand, it is possible . . .
to distribute this demand among available aircraft
in such a manner as to minimize total direct operating

costs while meeting a series of availability constraints,

1 . . . - . .
Institutional boundaries created by State licensing,
which don't allow carriers access to particular markets.

2 ' . . ‘s .
e. g. Safety requirements, availability of daylight,
technological constraints on service availability.
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. 1 ' . 2
balance equations, and demand requirements."

The model, thereforz, presents a static and short-run
picture of cost efficiency, a goal which admittedly only re-

presents one objective of regulatory policy.

In essence, the model views the air transport network
as if it were operated by a monopolist, faced with linear cost
functions, whose objective is to meet the series of fixed
demands in the transportation system at least cost.3_ The
efficiency gains in the solution of the program are seen to
derive from the flexibility of equipment‘aSSignmenté in an
bptimal pattern df use; Without the restrictions of limited
markets through licensing,’and thebinability of firmsito co-
operate in equipment exchanges and interline services, it may

be observed that there are.significant cost saVings. The model

le g. The total hours of use must equal or be less than
the total hours availability; at each node, departures of certain
- plane types cannot exceed arrivals; the total numbers of passen-
gers accommodated will equal total scheduled capacities/route.

2Miller, Ronald E., Domestic Airline Efficiency: ég.
Application of Linear Programming, (The M. I. T. Press, Cambridge,
Massachusetts, 1963), p. 57. '

3 . . . .

Obviously, this abstracts from the position of a profit-
maximizing firm facing costs variable with distance and density
of operations, and downward sloping demand functions.
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attempts to make clear that the loss in the system is possible
cost efficiency, through institutional restraints which restrict
entry to markets. From this viewpoint, it might be considered
that the public interest in a lowest cost transportation systen

might be best served by free entry to all markets.

In any case, the pubiic interest in maintaining " . . .’
the best use of all available modes of traﬁsportatiqn at the
lowest total cost . . . wl may be seen toifequire an inter-
pretation of economic efficiency as presented in the model.

In this respect, institutional inflexibilities in utilizing
fleet capacity may bé seen as a source of inefficiency to the

system.

v) Industrial Organization Aspects
- The central theorem of industrial organization is that

market'étructure2 will functionally determine the conduct3

2

1 . . .
Section (3), The National Transportation Act, 1967,
Statutes of Canada, 1967, Chapter 69.

2

In the féllowing dimensions:

1. seller concentration.

2. buyer concentration.

3. the degree of product differentiation.

4. condition of entry to the market.
3". . . the patterns of behaviour that enterprises
follow in adapting or adjusting to the markets in which they
sell (or buy)." Bain, J. S. , Industrial Organization, (John
Wiley & Sons, Inc., New York, N.Y., 1968), p. 8. ' '
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and performance1 of firms within the designated industry. The
basis for such predictions rests primarily on the partial

equilibrium analysis of price theory.

Given such a cause-and-effect relationship, it is felt
that regulatory controls would be better confinéd into solely
conditioning market structure, ". . . we find that direct re-
gulation of performance (such aé direct determination of price
and output by a government commission) is not a generally work-
able means of regulating a free-—enterprise ecoﬁomy. On the
other hand, regulation of market étructure and conduct is mﬁch
more feasible and, in general, a workable mode Qf regulation.
Then the feasible regulatory pchedure aimed at securing
satisfactory performance is to devise regulation which will
secure market structures. and patterns of market conduct which
will lead to satisfactory performance.“2 Such an approach

is obviously dependent on the determinant features of partial

lThe end results in price-output configurations,
production and selling costs, and product gualities. It will
be seen that these results correspond to the social objectives
of technical efficiency, technologically advancec systems, and
attainment of technological adaptability. '

2_ . .
Bain, J. S., Ibid., pp. 12-13.
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analysis, "A determinate solution is achieved by making the
impersonal mwarket forces the very powerful factor, and re-
stricting the independent action of the firm to an adjustment
to these forces . . .",1 and on the ability of analysis to
recognize those market structures which will determine ideal
dimensioné in performance. A particular problem, however, is
encountered in}oligopolistic market situations, " . . . writers,
vonce they have shown the inadesquacy of the deter&inate §olu—
tions . . . may deny the possibility of a generél theory covering
industry under oligopolistic conditions and substitute for it_
voluminous case studies . . . or oligopolistic industry»is~jusf
viewed as a chaotic mess where pfactically anything may happen,
and about which.economic anélysis has very little tovsay."2
Indeterminateness of solution is recognized involigolopistic
maikets. The regulatdrs of oligopolistic air: transport markets
are in a difficult position, fherefore, in regulating market

.structure towards the achievement of desired objectives.

1 g g .
Rothschild, K. W., "Price Theory and Oligopoly", (as

reprinted from The Economic Journal, Vol. LVII, 1947), pp. 299—320,'

in Readings in Price Theory, (Richard D. Irwin, Inc.,Chicago,
Illinois, 1952), p. 443.

2pothschild, K. W., Ibid., p. 446.
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Discussions of competition in the market place follow.
It may be felt that regulation of market structure in orxrder to
achieve a better 'operating' competition will secure the de-
sired performance; in particular, requlation of conditions of
entry may be stressed, "It thus determines the relative force
or‘potential of competifion as an influence or regulator on
the conduct ahd.performance of sellers alreadyvestablished in
a market."l 'Withi'effective' competition, there wiil be no
need for government to regulate performance directly, or 'plan'
industrial activities. Such a competitive presumption is found
both adﬁinistratively expedient and philosophically acceptable
in North America, ". . . it is tﬁe sound instinct of conserva-
tives that planning involves, inevitably, the control.of in-

dividualbehaviour."2

In Canadian air transport regulation, this competitive
presumption is seen in the emphasis placed on intermodal com-
petition, " . . . regulation of all modes of transport will

not be of such a nature as to restrict the ability'éf any mode

lsain, J. S., Ibid., p. 8.

2 g . .
Galbraith, J. K., The New Industrial State, (Signet
Books, Boston, Mass., 1967), p. 34. :
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of transport to compete freely with other modes of-transport."l
In other words, no transportation mode is to be weighed with

obligations to serve particular markets or secure objectives of
national policy, if such obligations create distortions in the

competitive relations among carriers.

v

Competition, therefore, is to be relied upon as a major
means of ensuring the desired performance in cost efficiency
and high standards of service.vlﬁt'ﬁhebsame time, however, the
need for density in route operations to ensure the efficient
utilizatidn of capacity, and to maintain self-sufficient operators,
will constrain the levels of competition admissable in air
. transport markets. The trade-off is clear. Concentration of
markets will allow higher (i. e. more efficient) utilizations
of exisfing capacities, thévemployment of larger, moré efficient
: aircraft, and should assure the financial geif—sufficiency
(i. e. stability) of the carriers involved. On the 6ther hand,
de-concentration of markets will increase their compétitiveness,

and hence induce greater cost control and the transmitting of

1 . ' . .
Section (3), The National Transportation Act, 1967,
-Statutes of Canada 1967, Chapter 69. ‘ :
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the benefits of efficiency to the public. Concentrations of

marlets will always involve the potential threat of market abuse.

The rationaie of structure, especiallvaith respect to
concentration, forms the cornerstone of industrial organization.
Its central concerh is with the technical efficiency of the
organization of firms within the industry. The degree of
technical efficiency is measured by the relationship of attained
unié costs to the minimum attainable. Fulfillment of the
.objective of technical efficiency in production, given the size
of the relevant market and the extent of the economics of scale
present, will imply a certain level of industrial concentration
as a result of these two interacting determinants. }Rationai—
ization' of industrial output into firms of optimal scale aﬁd
optimum levels of effiéiency may therefore by required in the

public interest.

The nature of cost efficiency in commercial aviation

deserves some attention at this point. Early articles by Cranel

1 . . .
Crane, J. B., "The Economics of Air Transportation”,
{(Harvard Business Review, vol, XXII, Sunmer 1244). v
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and Koontzl revealed that the economies encountered by the air-
lines are not distinctly related to the.size of operation of
specific air carriers, whatever index of size is taken (assets,
gross revenue, available ton-miles). It may be summarized that
economies are found in:

1. aircraft type.

2. stage lengths (by average, variance, and connactivity

of flight patterns).

:3. traffic flows (in total; temporal and directional

patterns) - i. e. density of routes.

4. utilization rates of eguipment.

5. economies of firm scaie.

In four of the factors above, it is not firm scale but
the nature of'the route system faéing the carrier which produces
cost sévings; The carrier's route system comprises zll the in-
dividual city-pairs in which the firm is legally licensed to
operate.2 This vital cost determinant'is presented to the firm

. through regulatory policy and institutional methods rather than

1 . ' .
Koontz, H. D., "Economic and Managerial Factors Under-
lying Subsidy Needs of Domestic Trunk Line Air Carriers", (Journal

of Air Law and Commerce, vol. XVII, Spring 1951).

2 - ) ) ,
As well as the types of service which may be operated.



%l.

through the natural evolution of the free entry patterns of
the individual carriers. As a result, cost performance has
arisen as much out of the evolutions of licensing as the

efficiencies with which various firms produce output.

Route dscisions, in turn, may tend to be haphazard.
For example, in the U. S., Caves notes, ". . . it (thé C. A. B.)
has not taken the initiative in planning.the airline route
patfern. Rather it has simply decided cases as- they have been
preéented as a result of the initiative of some carriers who
file applications for new routes or extensions-."1 Decisions
in favor of licensing have derived from the caréiers persuading
~the Canadian Transport Commission of the need for additional 
- service, while denials héve been based on the insufficiency
of traffic or excessive diversions from existing'operators.
It does not seem that the CommiSSion'hasvdeveloped tﬁe carriers'
‘route systemé with the goal of econcmic efficiency specifically
in mind. The ‘inflexibility in the evolution of speéific.firm
route systems (due to thé problems of transferring carrier

property, business, or licences to other carriers) has perhaps

1 . . . .
Frederick, John H., Commercial Air Transvortation,
(Richard D. Irwin, Inc., Homewood, Illinois, 1955), p. 198.
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encouraged more merger activity, as a means to 'rationalize'
the industry, than is specifically warranted by consideratioas

of efficiency.

The prime concern of the regulatory authority may be in
maintaining the density of route operations. Indeed, bad cost
performance due to excess entry is a valid concern, ". . . the
decrease in unit costs as a carrier's passenger volume in any
city-pailr increases is such that service by more carriers

. . . . . wl
rather than fewer is likely to raise operating costs. As a
2 . s ' . r s
result,  commercial aviation markets evolve necessarily high
seller concentrations; and the problem for the regulatory
‘authorities is clear, ". . . static theoretical analysis is
almost entirely irrelevant . . . because the analysis itself
recognizes that where there are conditions of duopoly and
- oligopoly . . . the equilibrium position is largely indeter-

. 3
minate."

lStraszheim, Mahlon, The International Airline Industrvy,
(The Brookings Institution, Washington, D. C., 1969), p. 186.

2 . . . s
It is also felt that the main benefits of competition
are derived when onlv two carriers exist.

3. , L oo : .
; Wheatcroft, Stephen, The Economics of Europsan Air
ransport, (Manchester University Press, Manchester, England,
1956), p. 210.
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The most thorough study of this industrial organization

of the air transport industry is that undertaken by Caves.

In relation to the.different levels of air carriers,
Caves notes they are ". . . unquestionably‘different types of
firms.'f2 The exigtence of a 'ﬁhird level' group of airlines,
functioning mainly in charter and irrsgular oxr nonschedulea
service is recognized only iﬁ brief.and acknoWlédged a con-
tinuing policy problem for the regulatory authority. Yet,
severalvgéneral”qualities of the market structure of commercial
services.are noted and may be re?eated as of relevance td ﬁhe

'third level' type of operation.

In relation to the demand for air services, Caves notes
that the availability of alternative transport and the distances
C I . . . ' ‘ oz
to be coverad  are the prime determinants of demand elasticity.
Hence, it is in markets where air transport has a monopoly, and
over long-hauls that inelastic demands for air transport services

(and, concurrently, the ability to charge higher relative prices)

1 ' .
Caves, R. E., Alr Transport and Its Regulators An
Industry Study, {(Harvard University Press, Cambridge, Mass., 1962).

2 .
Caves, R, E., Ibid., p. 87.

3. . . . .
Air service, given alternative transport, will be se=n
to be less competitive over short-hauls.



may be expected.l Caves also notes a higher consumer prefsrence
for newer technologies and for the airline with the most service
| frequencies. Hence, firms with the ability to re-equip will
maintain a distiﬁct marketing advantage over less advantaged»
carriers who will likely have to charge lower prices to remain
competitive. Furthermore, rivalries for markets will likely go
to the carrier maintaining tﬁe most frequenciés, and "active"
competitions may be seen to erupt into "excessive" scheduling

if price and quality remain invariable.' The stability of -such

a situation cannot be reassured.through successful product~dif—
>ferentiation, since carriers operate with standardized equipment
types. Only safety appears to remain an important-factor, "L .
if it»seéks business on the basis of iowiprice and relativeiy
spartan service, it might well face a disadvantage-due to con-

sumer suspicion of its safety . . ."2

The degree of seller concentration, as mentioned, is
strictly at the discretion of the regulatory authority. How-
ever, it should be noted that, without sﬁch controls on entry,

the mobility of aircraft transfers between markets makes entry

1 . ' .
Ultimately, such areas of service command the greatest
concern for consumer interests by the regulatory authority.

2 .
Caves, R. E., Ibid., p. 88.
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exceedingly eaéy. Furthermore, with smaller aircraft or low-
cost obsolete aircraft, initial capital investments are relatively
small and absolute cost barriers may therefore be considered

low. 1In effect, without the condition of licensed entry to the
markets served, the barriers to entry by low-cost used aircraft

or by small aircraft must be considered low.

As regards cost levels, Staszheim sums up the cost dis-
advantage of smaller firms as not particularly attributable to
scale economies, ". . . the nature of small firms' operations -
short stage lengths, small aircraft, poor station and labor
utilization - are the important explanations of their higher

" : nl »
costs rather than firm scale per se. Caves concurs with such
an analysis and notes that, by operating over only a small net-
work, using homogeneous types of aircraft, and contracting out
operations that involve scale economies (e. g. overhauls), the

2 . . . . .

small operator may be able to substantially reduce his cost
disadvantages. By serving a limited numwber of points, a local
carrier may lower administrative and indirect costs while

maintaining an easier knowledge of the markets he serves. Hence,

Straszheim, Mahlon, The International Airline Industry,
(The Brookings Institution, Washington, D. C., 1969), p. 87.

2 v .
Such an argument may be termed the "specialist doctrine".
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it may be suggested that the scope of operations of the smaller
carriers be limited both in types of markets served (i. e. pre-
serving homogenous fleets) and in the geographical extent of

networks served.

Caves makes a special reference to the importance of
investnent planning to firms in commercial aviation, "By far
the most important aspects of market conduct in the airlines are

those surrounding the carriers' decisions on investment in

aircraft and on the use of these aircraft in product cdmpetition.‘

These decisions set the quality of the industry's market per-
formance . . .“1 Investment planning and aircraft purchase be-

come part of the long-term strategy to‘éompeteyin markets.

Expectations of consumér éreference andufuture markets
‘determine decisions ". . . heavily keyed to considerations of
market rivalry",2 and are made.under éonditionsAof uhcertainty{
The ideal is tq select that aircraft which best suits the re-
quirements of markets while ensuring minimum cost performance.
However, it appears that opportunistic and over-enthusiastic>

behaviour by owner-managers, absence of Well—develéped plans

lCaves, R. E., Ibid., p. 303.

2Caves, R. E., Ibid., p. 312.
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for market developments, problems in forecasting future demands,
and equipment orders placed on the basis of hoped-for route
awards, have often led to severe misjudgments of capital require-
ments. Capital (loanable funds) availability, furthermore, tands
to create a growing advéntage for the profitable carrier and
possibly ieads to long-run increased industrial concentrations.
In any_event, control of this aspect of firm conduct will likely
be strongly defended from regulatory control as it represents

a major competitive variable in the firm's aréenal, "Market

share aspirations are highly riwvalrous, and thié wouid be even
more apéarent if the availability of finance did nqt‘réstrain

the smaller carriers so significantly."l

In conclusion, indusﬁrial o:ganization analysis emphasizes
the effects of structure on performance. In examination'of>air
transéort regulation, the indeterminancy of oligopoly situations,

- the tréde-offs between higher seller concentrations‘and‘increased
competitiveness, and the effects_of regulation on the achieve-

ment of objectives arise as problems which warrant considesration.

Questions regarding the necessity of regulatory intervention

lCaves, R. E., Ibid., p. 323.
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in the operations of firms within the air transport industry
follow. Whether or not regulators influence market structure
sufficiently to produce a better industrial performance in

line with social objectives remains the principal issue.

Economic performance, as suggested in the theory of
industrial organization, may derive, on the basis of certain
stated relationships, from industry structure, defined to
include both technology and the reguiatory environment. The
essential trade-off, therefore, surrounds placing more reliance
on regulation to achieve the desired ends of society or, con-
versely, placing most emphasis on competition and the market

place to achieve the desired goals.

Wheatcroft notes, ". . . a comprehensive definition of com-
petition must take into account the ability of new firms to
enter the field, the absence of restrictions on the introduction
and development of innovatioﬂs, the freedom of operators to
determine their own output, gquantitatively and gualitatively,
as well as their freedom to alter their price."l Free com-

petition, therefore, implies complete freedom of entry, outputs,

1 . .
Wheatcroft, Stephen, The Economics of European Air
Transport, op. cit., p. 211.
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pricing, quaiity,‘and investment, as decisions solely the res-
ponsibility of firms in the industry. At present, hoﬁever,
only investment decisions (although influenced by the expected
reactions and incentives created by the regulatory authority)
remain the sole directly undisturbed decision of the private

firm in the commercial air industry.

In general, rationales for the public'fegulatiOn of
commercial air tfansport may be placed into three categories:
1. that unregulated competitiVe practices will léad
to "excessive" or destructive competitiVe'pracfices.
2. thaf control éf entry by the régﬁlatory authority
inevitably involves, as a corollary, the regulation
of fares, qualitites, and quantities of servicé
to ensure pﬁblic protection against the potential
abuseé of State-created monopolies. . oo
3. that scheduled air services are public uﬁilities,

part of the necessary infrastructure for economic

development,l or simply, services vested with

lThe National Transportation Act, Section (3), refers to
". . . an economic system making the best use of all available
modes of transportation . . . is essential . . . to maintain.
the economic well-being and growth of Canada."
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the public interest: and that, therefo;e.com—
mercial operators must be regﬁlated to énsdre
performances required by the public, and protected
to ensure that they are able to meet their pub-
lic obligations.l
The startiﬁg point is obviously that contention that the market
structure of commercial air transport will determine "exces-
sive" entry-and competition. Without such a conditién, the
regulation of state—created protected positions would seem
unnecessary. The final category above appears less open to
economic interpretation. The central issue centers‘on poli-
“tical and philosophical discussions régérding whether trans-
port services should be operated_by private entérprise under
strict business principles; or‘whether such services’should
-pérform also as instruments in securing particular social
objectives. As Currie notes, the problem ié " . . whether,
because of the general and widespréad benefits which trans-
portation conférs onAthe‘community and the’nation, it is

desirable to'include'transportation services in the general

lll > h) . . .
. « . carriers who are required.. . . to maintain

service at regular intervals according to a published schedule
regardless of whether or not the traffic offered is sufficient
to provide a profitable flight, ought, in order to achieve
maximum loads, to receive protection from undue competition by
carriers who are not so required.” (i. e. non-scheduled
carriers) from, Air Transport Board, General Order No. 5/51.



category of government services . . . or whether it would b=

more desirable for transportation to be financed by the user,

. . . 1 .
as is the case of other goods and services . . ." Whil

®

ct

economic analysis may be useful in indicating public interes

aspects and tracde-offs, problems in defining the public inter=st
and estaklishing ordered social preferences, and in designating

externalities and public good r=zasons for intervention, the

guestion undoubtedly remains policital.

The central economic concern in the regulation of com-
me;cial air services is that free competition would result in
déficient market.performance, that, given its structure, the
free mérket misallocates'resdurces, and that competition is an
unsatisfactory regulator of market conduct. Given the physical
ease»with which factors (aircraft) can enter markets, the low

absolute barriers to entry in relatively low capital requirements,

Currie, A. W., Canadian Transportation Economics,
(University of Toronto Press, Toronto, 1967), p. 27.

For example, Cliver Wende
that a business is clothed with t
been devoted to the public use is e more than a fiction . . .
the legislature may forbid or restrict any business when it has
a sufficient force of public opinion behind it," as quoted in
Kahn, A. E., The Economics cf Regulation, (John Wiley and Sons,

7

Inc., New York, N. Y., 1970), p. 7.
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the consumer preference for firms with most frequencies of
service and newest technologies, the lack of significant
econonies of scale, and the inabiiity to successfully product
differentiate with standardized equipment typés, cOmpétitive
market struggles will obstensibly lead to cutthroat price and
guality competitions, excessive scheduiing in lucrative markets,
and too rapid re-eguipping in invesﬁment programs. In the
short-run, concessions to safety to maintain financial viability
may occur. In the long-run, increasing market concentration
'may result from the successful price-cutting and equipping
?olicies éf the larger firms, followed by necessary merger and
consolidation activity. As general featﬁres, the unregulated
industry allegedly may display chronically subnormal earnings,

- chronic excess capacity relative to demand}'and high rates of
small business mortality. Industrial stability would only

seem to derive after the industry had dynamically evolved into
one of high seller concentration. In referring to such market
situations, Bain notes, ". . . the.excesses of competition have
had a sufficiently unfavéurable impact.. . . that the interested
parties have usually . . . and freguently obtained special

governmental regulations of their industries to lessen or limit

L i s S, Y e e
The term way appear arwbiguous. In the short run,
~xisting plant capacity ig undorutilized., In the long-run,
the term applies to the tandency for =xcess =ntryv to occur.
creating excess cavnacity in light of the ~conomic ovportunities

involved,
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s 1
free competition.”

At stake in fhe regulation of commercial air services,
are those service variables - reliability, continuity, safety
and availability,2 which consumers may stress over those
benefits alleged to accrue from competitive markets, lower
fares, wider choice, higher service standards, and greater
managerial control of costs. Indeed in regulating competi-
tion to lower levels, and thus maintaining denservmarkets,
the fegulatory authority may allow the operators to achieve

lower unit costs and hence gain efficiency with existing

capacity.

This need for regulation to limit competition, however,

lBain, J. S., Industrial Organization, op. cit. pp. 470-71.

The use of a system of internal cross-subsidization as
a method to extend route networks is suggested. The practice
may be imposed on a transportation system by the regulatory
authority to satisfy both social and political objectives. By
using the profits from protected lucrative markets, a carrier
may be able to meet regulated obligations in unprofitable
markets while still maintaining a viable total operation. The
practice is thus politically expedient as it makes air services
more widely available without loss in Treasury funds and with-
out explicitly increasing the tax burden. There is, however,
income transfers from users in the viable markets to users in
the marginal wmarkets. Cross-subsidy can thesrafore only be
justified where such transfers are socially acceptable. Furthsar,
teaporal cross-subsgidization of services may be considered a
necessity in order to maintain price stability where conditions
of fluctuating demand are prevalent.
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is far from being a clear necessity. Wheatcroftl presents

the most conclusive case for regulation, ". . . it is unlikely
that an unregulated air transport industr? would achieve the
stable equilibrium that has been obtained in other oligopolistic
industries . . . there will always be newcomers who, in order

to establish themselves in a new market, will offer lower ratss
than those of the existing operations. This action is almost
certain to precipitate a rate war bécause, without the protection
of a clearly differentiated product, the established operators
are cértain to‘retaliate. Such price wars can be ruinous to

rall competitors.”zv On the other hand,'Caves opts for-deéregulation,
"Apart from the fact that some aircraft are more efficient for
any given market than others, théy are freely transferable from -
one market to énother. In the short-run, this stock of aircraft
will produce only so many seat-miles of service, and there is no
just reason to suspect that market forces would allocate them in
such a way as to produce é great volume of unprofitable service

in a few large markets and a small volume of very profitable

services in others. In the long-run.it is impossible to see

lSee Wheatcroft, Stephen, Air Transport Policy,'
(Michael Joseph, Ltd., London, 1964), pp. 46-65,

YWheatcroft, Stephen, Ibid., p. 56-7.
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why funds would be used to buy new aircraft that would raise

he output of the industry to a level that could not earn . . .

t l s k) : " . q

a normal rate of return. Straszhelm concurs, . . o it does
not follow that easy entry necessarily leads to excessive entry
since there are no economic grounds for firms to enter if profits

" 2 sl s - b . 1.

are below normal. The guestion i1is, therefore, whether un-
regulated markets will lead to optimal distributions of avail-
able stock capacity as described in the Miller model, and an
equilibrium of total capacity to total demand over the long-run,
or whether, as Wheatcroft describes, markets will remain as
short-run-unstable oligopolies, with perhaps increasing concen~
trations over the long-run. Quite obviously, no definite
conclusions can be offered. The choice of regulation or com-
petition will depend particularly on the interpretations of

likely firm behaviour in these markets.

In discussing such problems, Wheatcroft3 claims the

following possible benefits attributable to increased competition:

lCaves, R. E., op. cit., p. 383.

2 i . . . . .
Straszheim, M., The International 2irline Industrvy,
op. cit., p. 186.

“Wheatcroft, S. F., Airline Competition in Canada,
(Department of Transport, Ottawa, 1958).
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1. mbre adequate and efficient services

2. more rapid technological progress

3. more rapid traffic development

4, tﬁe satisfaction of choice

and, 5. the provision of a yardstick of efficiency

Agéinst such benefits it was noted that paralellisms
in service may be developed, that there may be overall increases
in costs with decreased route densities, and that possible
diversithvof traffic and revenues could well retard or even
reversé the‘carriers' progress toward self-sufficiency. The
policy cﬁoice was ". . . to weigh the poésible advantages of
having a competiti?e service against the risks of increasiﬁg
the cost level."l« As a guide to devising the best levels of
intré—modal competitibh2 in the provision of commercial air

services, however, such a standard is far from definitive.

lWheatcroft, S. F., Ibid., p. 3.

A 21t should be noted that the guiding statute to the public
regulation of commercial air transport in Canada, the National
Transportation Act, makes specific reference only to the desire
nature of inter-modal competition. '

The possible trade-offs are immense. Use of larger, more
efficient aircraft will require lower frequency operations to
maintain break-even load factor requirements. Thus, for example,
increased efficiencies and technological progress may require
fewer frequencies, greater market concentrations, and subsequent
loss of competition. Judgment will be required as to which
alternative better suits the "public interest."
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Hence, the role of regulatory policy can be seen in
its proper perspective. A careful balance must be struck.
Restrict entry enough to realize the economies of scale and
savings from higher route densities, yet allow enough compe-
tition to ensure that such efficiencies are not lost through
monopoly pfofits. The quandry for policy makers evolves from

the indeterminacy of the oligbpolistic situations.

B) General Implications
Idehtification of relevant theoretical approacheélin
devising public policf for the regulation of 'third level’
air carriers has focused on concepts of:
1. genéral equilibrium
2. Paretian welfare
3. dynamic adaptationvto change
4. static efficienc& (in linear pfogramming)
- 5. 'structural' behaviour and performance
and, 6. the proper role of competition.
While regulatory policy cannot hope to cope successfully with
each aspect suggested in thebvarious theoretical discussions,
certain general_implications may be drawn from the preceding

analysis.
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Discussions in general equilibrium aspects of theory
the public interest in recognizing:
1. interdependencies between sectors or
industrial activities,
2. interrelationéhips between markets,
3.‘the proper role of individual transport modes or
-'levels' in a fully integrated,transportation system.
The examination of Paretian welfare aspects in theory
the need for:
1. normative judgment in establishing industrial objectives,
2. recognition of extra-market influences in the ?ro—

vision of air services,

3. recognition of the income distribution consequences

of extending 'socially obligated' services.

- Meeting the ‘'public interest! in a social welfare sense,

as defined in Paretian theory, will require consideration of

all the

above implications.

The dynamic aspects in theory recognize the public

interest in:

1. the ability of a transportation system to adapt

to exogenous change over time,
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2. éssuring the individual firm's ability to adapt
to such change, (in particular, the role of
profits is noted),
and, 3. avoiding those economic wastes brought about
through market disequilibriums or unco-ordinated
investment activities.
The dynamic approach sees thevtransport sysfem.in a time
dimension subject to stochaStig change and divergent or incon-

sistent expectations of individual investors.

A-stati¢ épproach to effiéiency, such aé Miiler's linear
programming model, may recognize effiéiency gains'in the flexi-
bility of equipment aséignments. Without the restrictions bf
limited mérkets (i. é.‘the institutional constraints of licences
which restrict entry to individﬁal markets), individual firms
may be able to develop more 'rational' route systems and greater
co-operafions,throughvequipment exchanges and interline services.

Significant cost savings may accrue.

In a dynamic context, where demands are seen to change
frequently and licence authorities remain relatively inflexible
to such change, there is an even greater likelihood that such

cost savings, as above, may be incurred.
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Finally, the industrial organization aspects of
commercial air transport are examined. The basic theorem of
industrial organization théory is that market structure will
condition industrial performance. This 'structuralist’ approacﬁ,
which implies an emphasis on individual market regulation, is
found less'operable in markets whiéh require oligopolistic seller
concentration on grounds of efficiency. Recognition of optimum
firm scales in deriving maximum productive efficiency is
important. Yet,-in commercial aif transport, it ié the rational-
ization of individual firm route.systemsvwhich appear”to warrant
the gréafest consideration. The influence of reguiatory licen-
sing in producing available route systems may therefoﬁe be of

major importance in establishing the cost performance of air

| . carriers in the industry.. Regulatory policy in licensing which

induces the development of 'irrational' route systems will there-

fore have to be re-examined.

An important trade-off is récognized. The need for
regulation’of individual market entry through licenéing may
be éonsidered necessary to avoid excess capacity, éutthroat);
competition, and instability in air services. At the same time,
protection of individual markets by the licensing authority

may be seen to lose those benefits alleged to accrue from competition.
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In the final analysis, any regulatory policy will have
to allow the striking of a careful balance in such trade-offs.
Each implication in theory should, however, exert its influence

in the final evolution of policy.



Chapter II

EXISTING REGULATION



6l1.

in almést direct contrast to the preceding theoretical
approaches, an examination of existing regulation of Canadian
commercial aviatibn is undertaken. A sounding of what may be
considered regulatory norms, in a Canadian context, is implicit
in the analysis. Close attention is paid to the evolution of
regional cafriervpolicy as the activities of these carriers
most closely resemble any distinguishablé third level system
and hence offer a frame of reference. 1In the latter parts of
the discussion, a more particular description of-actual re~
gulatory positions and institutional obligations is made. In
conclusioﬁ; distinctions as to the types of obligations imposed

on the carriers by the regulatory authority are drawn.

A) Presént.Regional Policy

Present regional éir carrier policyl provides a useful
frame of reference against which to examine proposals fér a
distinctive 'third level' public policy. A consideration of
those features most relevantvto latef proposals for 'third

level' regulation is therefore undertaken.

1 . .

See, the Hon. J. W. Pickersgill, "Statement of
Principles for Regional Air Carriers", Tabled in the House
of Commons, October 20, 1966,
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A common problem is the extent to which public policy
will seek to impose social obligations on the carriers, regu-
lating them as 'chosen instruments' and extending both the

-obligations and protection afforded by the regulatory authority.

The issue of internally cross-subsidized services is
immediately recognized. In considering the problem, Kahn g;q;fg
notes, ". . . social or political objectives are especially
obviéus . « . where some services or markets pay less than fheir
marginal costs, thus clearly imposing a burden on other users.

The practice is often rationalized on distributional grounds,
1

the desire being to make the service more widely available . . .

The following factors should be evident:

1. there is a definite income redistribution; the
income tranéfers must be judged on the basis on
interpersonal comparisons which are purely objective.

2. the means of incﬁme redistribution, if considered

socially acceptable, is inefficient.

lKahn, Alfred E., The Economics of Regqulation: Principles
and Institutions Vol. 1, (John Wiley & Sons, Inc.,New York,
New York, 1970) p. 190.

2Kahn cites Turvey, Ralph, Optiwmal Pricing in Electrical
Supply, An Essay in Applied Welfare Economics, (George Allen and
Unwin,Ltd., L.ondon 1968), p. 97-8.
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3. without designated social priorities, it is difficult

to determine whether the subsidization decreases or
increases total welfare.

and, 4, vunprofitable services are expanded beyond what the
private market would produce, while viable markets
remain underdeveioped; a 'misallocation' of re-
sources may be alleged.

Society, however, may be willing to accept such a means
of developing the desired expansion in a 'regional' network of
alr services. Indeed, for the regulatory authority, the admin-
istrative convenience of the system over a system of direct
subsidy, with its problems in cost accounting, negotiating with

carriers, and facing the taxpayers, is obvious.

In developing a 'regional' nétwork of scheduled air
services, however, certain deficiehcies are noted, ". . .-should
the estimated profits fail to materialize, or should they
decline due to an unexpected external factor, then the ébility
of the organization to cross-subsidize would be seriously

affected . . . where the fluctuations of operating income are

1 . . .

Obviously, however, a first step would be to examine
the exact extent of the income transfers, determining loss and
benefit distributions under the system, and without it.
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considerable and the scale of 6perations . « . small, an external
disturbance temporarily dec;easing their revenues, on any one
service, can rarely be overbalanced by opposite tendencies in
other parts of the system".l Hence, as firms grow progressively
smaller and operate over émaller numbers of city-pair markets,

- their abiliéies to dynamically withstand demand fluctuations
decline. This feature is a combination of their inability to
spread their risks in concentrated markets, and the weak economic

base of their services.

The gituation was evident, as TransAir stated inli965,
"TransAir has been able to continue to develop its existing
regional network by cross-subsidizing reéional routes operated
at a loss with profits earned on its long distance charter
operations . . . the continued operafion and further development
of an economically and sociaily necessafy local air service in
the entire mid-continental portion of Canada is dependent for

its very existence on the ability of the company to continue

Studnicki-Gizbert, K. W.,'The Regional Air Carrieré'
Problem, (The Queen's Printer, Ottawa, 1966), p. 66.

i. e. Short stage lengths, low traffic densities,
severe fluctuations in demand, cyclical fluctuations in resource
development.
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. . 1 . . :
long distance charter contracts.” As predicted, with the Dew

Line completion in 1966, charter contracts became scarce. Sub-

sequent company losses2 were recordedB:
1966 ($256,ooo)
1267 ($184,000)
1968 ($762,000)

With smaller operations, therefore, imposed social obligations

and institutional inflexibilities requiring the servicing of
particular marginal markets becomes a less operable format.

.Some befter means of regulating competition to achieve the desiréd

performancz of regular scheduled regional services is required.

The regional carrier's problem derived from its economic
environment which produced higher unit costs relative to mainline
operations, necessitated operating smaller, less efficient air-
craft because of thin markets, and created sévere marketing

problems in markets where highly developed short-haul surface

lTransAir Ltd., "Regional Air Transport in Canada",
presented to the Hon. J. W. Pickersgill, Minister of Transport,
1965, p. 2.
2_
It should bes noted, however, that loss of Dew Line con-
tracts 'was not the sole aggravation. Management inexperience
with competitive scheduled service, an obsolete and uneconomnically

v

large fleet, plus high operating costs all contributed.

1bid., p. 27.
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transport existed.

The answer to these kinds of economic problems lay in
the re-equipping or modernizing of fleets, with aircraft of
higher productivity and marketability in the specific types

of markets which these carriers were to be allowed to operate.

Two final problems were to be answered. .Shouldering.the
-financial burdens of re—equiphent requirea that sufficient
opportunities would be presented to the firms to achieve the
utilizations and adequate load factors necessary to profitabls
Ope:ation; and necessary to meet the obligations of financing
éuch acquisitions. In effect, this neéd i@plied acéess to the
traffic of larger markets plus the protection of their route‘
systgms from the competition of both mainline énd lower level
carriers. To ensure the proper decisions in fleet investment,
clear definition of the types of markets in which the éarriers)
would be allowed or licensed to operate had to be ﬁadé; 'Eqﬁip—
ment had to be selected to properly fit thé network of services
over which it was to be employed. Finally, the areas_of
operations reguired designation; to ensure tﬁe viability éf
each operator {(mainline, regional, or other), services were not

to be allowed access to traffic sufficiently to weaken the viability

of another level of operation.
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In short, viability of the regional network of scheduled
services required increased traffic, implying both access to
larger markets and protection from competition. The areas of
operation of the different levels of carrier, in turn, required
defiﬂition to guide proper investments and to ensure that no
level encroéched on the economic stability of a neighbouring

level.

-Another important factor to note is the recognition of
the regional carrier in its function as a 'feeder service' in
transporting consumeré to centres served by mainline carriers.
‘Regional traffic development may be seen to impose benefits on
the operations of the mainline carriers, as the traffic generated

serves to strengthen those operations. Conversely, mainline

carriers bring consumers to mainline points where travel to the
R R o R .

more remote regional.points is recquired. It is in this reciprocal
arrangement that various levels of carriers can be zeen as comp-

lementary and supplemental.

Interline travel arrangements, joint fare schemes, agree~
ments on revenue sharing, co-operations in the joint use of faci-

Cos 1 . . .
lities,” and a better co-ordinating of services are therefore

1 . Do . . . o as s .
Where higher utilization of fixed capital or indivisible

factors resulting in lower unit costs occur, efficiency gains
may also be served.
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justly recognized as useful in developing efficiency and a better
integration of the entire air service system, "A substantially
greater degree of co-operation can 5@ developed . . . in a

variety of fields relating to techniéal and servicing érrangements,
inter~connections, joint use of reservations; advertising, sales
activities, etc. Benefits to regional carriers will result. fromn
their ability to make use of mainline carrier experiénce and
facilities. A continuing committee will be established . . . to
develop areas of co-operation in'fhese fields."; Both economies
and higher service standards can hopefully be derived from co;
operations. Fears that such arrangements will provide éﬁ incentive
or avenusa er collusive efforts aiméd ét monopoly exploitations
are believed unnecessary.z The policy defines roles to be com-
plimentary;{both by function and geography, Co—o?eratioﬁ,.

rather than a competitive atmosphere, would seem the better way

of échieving a co-ordinated or integrated system, and maximum

gains in efficiency.

In conclusion, therefore, the role of the regionals is

established mostly in respect of its position vis-a-vis the

The Hon. J. W. Pickersgill, ‘'Statement of ... .©® op. cit,

-~
£

In allowing for such a case, a government obsarver is
required at all comittee meetings. o
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mainline carriers. In policy, the emphasis is placed upon
“developing a viable system of regional scheduled services ét
standards compatible with consumer preferences for modsrn equip-
ment. Such a réquirement called for the expansion of the

revenue base through access to denser markets, public subsidy

on social ébligation services, and development of charter markets.
The need for cb—operation to achieve a.mutually beneficial in—-
tegration of the different 'levels' of carrier services is also’
recognized. To take over previously mainline routes and operats
these more efficiently than the mainline operators required the
'specialist doctrine'to be imposed, with a carrier operating a
more rationalized fleet in a designated ‘regional'-market.l It
further resulted in carriers emerging with a certain standardiza-

. 2 . . .
tion of fleets operating in markets which could support such

aircraft both economically and functionally.

B) The Nature of Existing Regulation
Two main pieces of legislation provide the regulatory
authority for the Canadian Transport Commission in the economic

regulation of commercial air transport in Canada. Part IT of

lThis standard applies, as admitted, only looéely.

i. e. Within a certain range of capacities.

-3, Cn s C
1. e. With those support facilities existing.
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the Aeronautics Act (123C8) gives the legislative authority con-

i
e

sidered necessary effect vely to regulate the economic operations
of the carriers; the Natiocnal Transportation Act gives these
powers to the Commission, which it establishes, and outlines,
in brief, the broad public interest in which transportation
is to be régulated.

It would be cumbersome to list all the'séparate powers

1

of control presented by the Aeronautics Act. What is important
to note is that the ecohomic regulation revolves around the Com-
mission's powers to regulate ehtfy through licensing, to regulate
fares, to prescribe routes and areas to be served, to impose
conditions of service in scheduling, types of carriage, and
points to be served, and, very importantly, to establish classi-
fications of licehcés and.groupings of service as the terms of
licences. The Commission must function both in the legislation
of the ekact terms of each regulétion.developed, and, in the
judicial function of designating which of many interests is to be

emphasized in such regulations.

The major problems in regulation are immediately apparent.

Proper fulfillment of its advisory, legislative, and regulatory

lSee Appendix B,
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tasks requires’that the Commission be supplied with adeguate in-
formational flows. While the legislation provides the powers to
accumulate all imaginable information necessary, the cumulations
and processing of the relevant data involve costs both for the
carrier and the Commission. While such requirementsl nay be
readily fulfilled by the accountiﬁg staffs of the larger firms,
the task may become an objectionable burdén and impossibility.to
‘the smaller owner-cperator establishments. Secondly, regulatory
procedure in decisions pending the interpretation of material
may involve costly delays and loss of busineés to the carriers.
Again, while such delays may be sustainable by the larger firms
operating, and necessary to the viable operation of a scheduled
air network, they may prove excéedingly disadvantagsous to the
smaller carriers Whose.limited markets fluctuate to any great
extent. Finally, the economic regulation.of the air transport
industry involves a certain cost in resources. .The need for
administrative efficiency_is obvious. Furthermore, the net gain

in social benefit from regulating the unregulated air transport

market must exceed or equal the costs of such regulation. Where

1., . . s . .

Standardized cost accounting, auditing of financial
statements, and careful recording and maintenance of financial
activities.
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regulatory costs are excessive in relation to its possible
benefits, regulation implies an inefficient duplication of

internal management and a loss in welfare. In the case Qf the
small firms, whether maintaining extensive regulation is reasonabls

must satisfy these above requirements.

The problems in defining the public interest, given the
aspects involved in such a definition, have been discussed
earlier. Furthermore, in examining existing mainline and regional
policies, the aspects emphasized in actual Canadian policy have
been revealed. Noted are a concern with self—sﬁfficiepcy (fore-
most), adaptability of the system to technological change and
innovation, the efficiency of the system from a general equili-
brium framework, concern with the extra-market welfare consi-
derations of a total air transportation system, and a concern
with protecting the markets.of scheduled services from 'oﬁtside'

competitors.

In essence, the CTC gears itself to the regulation of
market structure and conduct in line with such interests as
above. Lesser emphasis is placed on designating performance
standards such as "reasonable rate of return" calculations,
in detailed cost-bénefit type appraisals of fhe extensions of

service, or some deep sounding consensus of social priorities.
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The main reference to the public interest in the regulation of
commercial air services is found in the National Transportation

Act, (1966-7).

Again, it would be cﬁmbersome to list all thebprovisions
of the Actkl Section (3) ,however, is important in defining the
public interest as "... . an economic system making the best use
of all available modes of transportation at the lowest total
cost . . ."2 The concept is mindful of Miller's model ofla
static lowest cost air transport system requiring Flexibility
of fleet dispersions over a general system of markets. Further,
considerations of dynamic efficiency suggests a Schumpeterian

need for profitability, and, in the face of a general system of

shifting demands, flexibility or mobility in resource allocations.

The Act suggests as a major means of achieving the econo-
mic system outlined,in Section (3), the need for complete freé—
dom in intermodal competitions, ". . . regulation of all modes
.of transport will not be of suchAa nature as to restrict the

ability of any mode of transport to compete freely with other

lSee Appendix C.

2 . . .
The National Transportation Act (1966-7), Section (3),
op. cit.
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modes of tranéport."l Literally interpreted, policies of internal
subsidy to meet social obligations are rejected. Furtﬁermore,

a more competitive arrangement of the national transportation
system, relying more'oﬁ the allocating mechanism of the privatz
market is implied. Hence, ény extension of socially desirable
services, ﬁot provided privately, will depend on the davalop-

ment of a government subsidy program, extended equitably to

all modes of transport.

Two other means emphasized, ". . . to protect the in-
terests of the users of transportation and to maintain the
: 3 : 1 .u 2 : .
economic well-being and growth of Canada, . . . , aside from.
a greater emphasis on competitiveness between the different
modes, are the provisions for regulating fares found discrimina-
tory, Section (23), and the provisions for regulating merger,

Section (27).

The CTC is geared essentially to regulate market struc-
ture and conduct, in line with theoretical assumptions as to
the kinds of performance which will derive. As such, it places

particular emphasis on regulating seller concentration

1 . . .
The National Transportation Act, Section (3), op. cit.

2Ibid.
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and determining the‘conditions of entry, ". . . the moderate
ease of entry has been responsible in part for the existence

at all times of potential entrants".l The market structure,
therefore, has left the air transportation an openly competi-
tive system where institutional considerations are ignored.
While emphasis in stated policy is placed on allowing freer
intermodal competitions, the Commission has placed its major
emphasis on regulating or restricting competitions of an intra-

modal nature among the different types of air carriers.

The principal concern of the CTC is setting the levels
of market concentration in the public interest - a difficult

task.

The nature of cost efficiency is such that acale econo-
mies»are available, notably‘in overhaul and maintenance, and
in the specializations possible in certain functions. Full
advantage of such economies will only be possible under certaihn

-scales of firm size, and is seen to require a homogeneity of

1

Caves, R. E., Air Transport and Its Requlators, cp. cit.
p. 428. Caves also notes, "The traits of the demand for air
transport rule out product differentiation." p. 429,
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fleets.l Poséibilities for subcontracting functions to larger
opzarations may be seen to enhance efficigncy without increasing
scale, ". . . technical co-operation . . . has helped produce

a greater homogeneity among firms in production techniques.

It has also produced a considerable cost saving, which has done
much to reduce the cost disadvantage of small-scale operations . . .
In light of the possibilities for subcontracting, the old as-
sumption that six or seven planes of one type were necessary

for efficient operations is no longer considered valid."
Nevertheless, 'optimal’ roductiqn by firms of efficimn£ scale

will imply definite levels of concentration.

Given the technological environment in which air carriers
operate, with efficiencies most evident in operating large capa-
city turbine equipment over dense stages, it appears that effi-

ciency will always require oligopolistic market structures.

lThe mixed fleet problem creates inefficiencies as it
requires multi-functional staffs, trained in handling all the
various operating neaeds of the different aircraft; further-
more, it does not allow carriers to reduce spares' or contin-
gencies' reqguirements where only a small number of each aircraft
are maintained.

2 . . . . . .
Straszheim, Mahlon, The International Airline Industry
op. cit., p. 63. '
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Consider the following:

Ir. 1. COST PERFORMANCE
DIFFERENT AIRCRAFT AVAILABLE

Engine Type Aircraft Capacity Total Cost/ Table
(Passengers) Mile (8) Cost/Avail-
able Seat-
Mils (S)
jet Boeing 737 115 3.52 .031
turbo Hawker
Siddeley 74 40 1.75 .044
turbo DeHavilland DHC6 18 1.50 083
piston Douglas DC-3 28 1.40 050
piston Piper Navajo S . .60 .06
piston Beechcraft D18 9 .30 .089
piston Piper Aztec 5 .50 .100
piston ' Cessna 206 5 .50 .120
piston Cessna 180 4 .55 .137
Source: TARIFFS - published by TransAir, Midwest,
Lambair, Ilford-Riverton Airways -- costs designated refer

to Charter Rates considered representative of fully allocated
costs.

Lower cost services are provided by the lafger aircraft
As markets expand, therefore, efficiency will dictate the transfer

of such routes to carrlers operating such equipment,.

Furthermore, as a hypothetical case, if it.is assumed
that socially desirable services require four frequencies/day

. . 1 ' .
in any given city~pair pair market,” the following may be

1 K

For the hypothetical example, stage lengths of 200 miles
with load factors averaging 50% daily are assumed in the calcu-
lations.
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presented:

IT. 2. - BREAK-EVEN TOLL REQUIREMENTS
(Assuming Stage Lengths of 200 Miles and 50% Load Factors)

Aircraft Total Cost Break-Even Total Traffic

Type per Flight Unit Tolls or = Generation (Origi-

’ ($) One-Way Tolls nating & Depart-
($) ing) Reqguired in

the Market

Boeing 737 704 12.13 - 232
Hawker Siddeley '

748 350 17.50 80
Douglas DC-3 280 20.00 56
Piper Navajo 120 24,00 20
Piper Aztec 100 - 33.34 12

Source: TARIFFS - published by TransAir, Midwest,
Lambair, Ilford-Riverton Airways.

Sélf—sufficient operation of higher efficiency aircraft
will require increasingly.dense markets for viable support.
Operation of craft in ill-suited markets will either result in
losses (if fares remain constant), higher fares, or dissatisfied

traffic as calculated below:
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II. 2. - BREAK-EVEN TOLL REIQUIRFMENTS
(Required by 4-Frequencies Operating in 56-Passenger Market)a
Aircraft Break-Rven Daily Loss, $20 Average
Type Fare Require- Fares Constant Load Factors
ments ($)
($)
B737 50.28 $2,137.72 12.2%
HS-748 25.00 420.00 35%
DC-3 20.00 C - o 50%
Navajo 8.57 20 passengers excess 100%
Aztec 7.14 36 passengers excess 100%

(a) Assumes balanced traffic flows.

Source:

TARIFFS - published by TransAir, Midwest,

Lambair, Ilford-Riverton Airways.

Thus, in the hypothetical situation, the following

trade-offs may be seen:
Y

1.

the lower unit costs appropriable from the use of
larger capacity aircraft will require increasingly
dense markets, and therefore, self—sufficient
operations will always concur with a high degree
of seller conceatration if such efficiéncies

are to be made available to consumers.

using aircraft not suited to a market will result
in either higher fares, losses, or dissatisfied
consumers, and can, therefore, not bz condoned -

either on the grounds of efficiency or service.



3. higher load factors may allow lower break-
even fares; while at the same time increasing
the possibility of dissatisfied consumers

during peak demands.

Given such a production function, the CTC has spent
much of its regulation in creating a system of domestic
scheduled services which operate as protected monopolies.

Policy is clear in this respect:

". . . commercial air carriers who are required by

Board reéulations to maintain service at regular intervals
according to a published schedule regardless of whether or
not the traffic is offered is sufficient +o provids a pro-
fitable flight, ought, in order to ensure maximum loads, to

. . . . 1
recelve protection from carriers who are not so reguired,”

As a result, ". . . no commercial air carrier may

1. :
Alr Transport Board, General Order No. 51/51,
October 23, 1951.

80.
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carry traffic between pointsl named on the same licence of

. . . 2 .
any . . . scheduled commercial air carriers . . ." It is well
established that the efficient operation of a scheduled air
service is hindered by diversions or thinning traffic which
raises the unit costs of providing such service: and such
‘franchise provisions may therefore be considered "in the public
~interest". 1In short, reguiation has developed a éystem of
domestic scheduled servﬁces operating either as monopolies ox
duopolies, in the interesfs of maintaining self-sufficiency,
maximuﬁ efficiency of operations, and regularity of scheduled
services. These are the priorities established in the’netwoxk
of domestic scheduled air services; Yet, .in deciding between

competitions. or concentrations, Wheatcroft notes, "The relation- -

ship between route traffic density, frequency, and size is

l'Po::qt' in respect of a unit toll commercial air service
means the city, town, or place specified in a licence that a
carrier is authorized to serve by such licence and that is
identified. . . ‘

(@) in respect of a point in a class 1 licence, com-~
prises an area 25 miles in radius measured from the
main post office . ., . or from the latitude and long-

titude of such point and:

(b) in respect of a point in a class 2 licence, comp-
‘rises an area 10 miles in radius measured . . .
(similarly)
Canadian Transport Commission, General Order No. 1972-1
Air, May 5, 1972.

2
Air Transport Board, General Order No. 51/51
October 23, 1951.
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_ 1 ‘ . co s . -
complex",” and, again, it is to the judgment of the regulators

that exact policy must be established.

Several conclusions as to the nature of regulation in
scheduled air services are bbserved:

1. the regulatory authorify is cohcerned mainly with
‘the effects of 'excess' éntry-onvthe‘efficiency
and viaﬁility Of scheduled or regular air services;‘
"such a cqncern-has developed a‘regulatory environ-
ment which strictly protects the markets of'regular
carriers.

2. entry régulétion has seen fit to deveiop'highly
concen#raﬁed.markets in schedﬁied serviceé.

3; lessef conéern is plécéd on,ensuringf'rafional*
pricing,,i.é; regqlafing’farg structure to
ensure 'justbl farés which cqnfOrm closely with-
the costs as properiy a;located to individual

services, and with the establishment of "reasonable

Wheatcroft, S. F., Airline Competition in Canada,
op. cit., p. 26.

2Historically; the pattern has perhaps developed from
a concern with maximizing the network of scheduled air services
in the interests of national'unity. Extensions were possible,
without subsidy, under a system of internal cross-subsidization:
but this, however, required close control of entry.
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o

. ' 1
rate of return" calculations. Y=2t, such con-

siderations would secem essential, having accepted
governmental protection of markets as necsssary
policy.
In the casé of commercial air transport, therefore, it
is not the ébuse of monopoly which motivates regulation sofmuch'
as it is excessive_éompetiﬁion'whiéh‘destroysvcompetent firms
as well as the regularity of consumer services. The loss of con-
suﬁer surplus to the public is endangerad, however, by licensing
which éstablishes market franchises; goverhment coﬁtrol of

price, quality, and quantities is‘only necessitated as a.corollary.

In actual experisnce, the CTC acts malnly on the parW—
phery of tha prlvaue market, actlng only after conditions have
shown that private 1n1t1aglves comblned with regulatory 1&cen—
tives-have obyiously resulted in undesirable-performances.
Indeed,'fhe Commission can do little'more; otherwise it would,
be necessary to duplicate all private managements with gévern—

mental ones. In effact, the CTC can only arbitrate, post facto, -

lSection (23) of the National Transport atlon Act calls
for such a considasration; however, +he problams of cost alloca—
tion, ‘'measuring sticks' of or;1c1oncy, and essentiality of
‘costs has perhaps opposed such measures. The CTC remainsg de-
‘pendent on public reaction and notification in assessments.
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 between consumer interasts, as an exogenous concern, and f£i:

‘\

m
interests, as an endogenous concern. XKahn reviews such a
situation ", . . the initiative, operating control, and res-
poneibility fo:.economic performence continue, even under re-—
gulation, to rest primarily with private managemc 1t. The role
of the government remains esse ally negative - setting maximum
prices, . . . specifying ninimum staﬁdards, in short-contraven—
ing the decisions of private persons only after_the fact, only
where their perfor mance has been or rould be oov1ously bad nl
As a result, there is a tendency to flnallty and rﬂgldwty once
1n1t1al licensing is invoked unless a carrier proves Slgnl£
cantly incompztent in oper tibn; Private changes mainly are
initiated; The Commission gives its~permission'rather than
-ité guidance. Finally, it may be observed that govcrnmental
regulation has a t >ndency to be endogenous, considering par-
ticularly the buoyancy of firms, rather than any in-depth con-

siderations of consumer needs.

In fares regulation, the main concern is with price
levels or price discriminations which might prove publicly'

objectionable, 1In stress11g fares regulation, Ho& ever, it must

1 ‘ : o :
Kahn, A. E., The Economics of Regulation . . . op. cit.,
p. 18. '
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bé noted that reliability, continuity, availability, and safety
of services may be the overshadowing concerns of the publié.

Once such variables are satisfied, little concern may bé voiced
over fare structures or laevels. Further, while the regqulatory
body regulates to avoid price competitions which might lead to
instabilitf iﬁ the industry; it has to be considered that firms

might compete just as destructively through éapacity and quality

provisions.

The CTC seems primarily concerned with the total re- .
venues available to any firﬁ, so that stabiiity will accrue.
Charges are allowed adjustment primarily to allow for viable
operations. However, only entry, the prime determinant of the
degrees of market rivalfy, ﬁay be considered as an effective
regulator to énsure qut efficiency through tighter cost controls.
There is, it appears, a lack of emphasis in'supervisiﬁg.and
controlling the levels of'operating costs and‘capital outlayé;
the determination of an allowable raté base,.or the selection

of a suitable rate of raturn.

Admittedly, regulating costs should prove the most
difficult task facing the Commission. Tha major problem is
the inability to develop adequate measures for comparison.

‘The behaviour of unit costs varies enormously in relation to
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various dimensions over which the output wmay be produced. In
-commercial air services, the important dimensions are:

l. incr=ased utilizations

2. increased load factors

3. increasad stagé lengths

and, 4. increasad structural consistency of route patterns..

‘Incremental changes in any of thesé dimensions.will nave a dis-
tinct bearing on the naturs of‘costs. In particular, these
dimensionsllwill be affectzad through the evolution of licensed
‘route systems, and by private initiative (i. e. management) in

cost control and investments.

In éonclusion, thé econonic rationale justifying public
intervention may be placed on thé_existence of the externalities
or public good characteristics in the provision of commercial
air services, or on the supposition that the unregulafed market
and competition simply‘do not perform well. In this respect,v
the Commission may be criticized for an inability to accoﬁnﬁ’

for externality and distributional effects in the former case,

Other variables influencing costs may be suggested:

1. types of carriage - by density, size or volumes,
handling difficulties. '

2. directional balances of flows.

3. whether changes in demand are sporadic or expectad,
Fhy
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and, in the latter, its excessive concern with proper procedure,
or tendency to inflexibility in licensing, may be alleged to

generate inefficiencies where dynamic factors are involved.

C) Third Level Regulation

As yet, there is no statement of public policy speci-
fically regarding 'third level' operations. The fegulafory
environment for such operators is only that which lies evolved
under Ehe pattern of regulations established‘by the regulatory
authority. Such regulations divide into two categories, the
devising of regulations for specific ope’rationsl and the deci-

sions regarding route awards.

First however, a further discussion on the nature of

internal subsidy is relevant.

It’is clear that.coméaniés do not normallf calcuiate
long-run marginal cost and demand elasticities in setting their
rate structures. Typically, they attempt to allocate their
Atotal revenue requirements among the different services, or
functions, which constitute their entire operation. At the

same time, costs will be distributed among the various categories

1 .
See Appendix D, E,and F.
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of servicel on the basis‘of some cdst accounting procedures
-adopted by the company. To the extent that farés chosen for
the different types of service conform with the fully distri-
buted costs of each unit of output,2 fares may be said to be
fully nondisériminatory. In practice, however, firms pricing
in such a wéy.are not pricing on the basis of marginal cost,

i. e. the cost of extending output to extra units, but are
"pricing on the basis of average cost. 'Rational' pricing or
non-discriminatory pricing is felt to be satisfied where fares
conform with such average costs. Where firms do not conform to
these standards, their fare structures will be considered dis-.

criminatory.

However, in seeking business, securing markets, or in
finding utilizations for excess capacity, firms may be induced

to carry any traffi¢ which at least covers the marginal coSt-s3

} , lSpace does not‘pérmit a full discussion of the problem
in allocating costs where joint or common products exist,

i. e. Either ton-miles or seat-miles.

31n the long-run, this requirement ultimately applies
to the covering of fully-allocated costs; in short-run competi-
tions, however, only the variable costs of each service, given
existing capacities, is likely to be considered.
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of each service. If demandé in a limited number of the markets
which a carrier faces in its network of services are elastic,
fares in such markets may be reduced lower than fully allocated
costs. Such business is sought.for the return to overhead which
it contribute;. Such is the competitive position of carriers
when faced Qith competitive markets, or elastic demands. Con-
sumers in less competitive circumsténce, will perhaps face re-
latively higher fares as firms adjust their fare.structufes to—‘
wards total revenue reqﬁirements. The pracfiée‘cannot be said
to be discriminatory or ihternally subsidiﬁiné in the strict
sense. Itvis concluded that, for any particular firm,‘service
extensions should be judged on a determination of the mérgihal
cost of that serviéé to the carrier, rather than any calculation.
of loss based on a fully allocated cost accounting. In compe-
titive markets, such is the pricing to be'égﬁéétéd dufigﬁ*»

struggles for business.l

Another diversion from 'rational’ pricing may be seen
in scheduled services with stable fares. As shown, higher load

factors reduce the need for fare levels to remain high to meet

1 .. . . .
Cutthroat pricing may be considered Pricing below MC.
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break-even revenue requirements on a particular flight. At
‘higher load factors, fares may be reduce@ substéntially while
still covering the costs of any service. Such a relationship
adaquately reveais the pricing competitiveness of flights

guaranteed full load factors, such as in charters.

Whether or not this competitive advantage will be allowed

in competition with scheduled services, which maintain a regula-

rity of services at stable fares regardless of load factors
achieved, remains the decision of regulators. 1In effect, how-
ever, it may be considered the protection of an internally sub-

sidizing system.

The problem is essentially that government, in consi-
dering its various social and political objectives, desires a
network of scheduled services, maintained at set frequencies,
and operated regardless of demahdblevels for particﬁlar flights.

Temporal fluctuations in demand change load factors and the

schedule requirements of particular times - annually, séasonally,

and daily. The averaging of group costs to buyers to meet

revenue requirements inevitably involves a pricing system which
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irrational andAunfair. In effect, it may be contended that peak
demand travellers subsidize off-peak travellers only where
off;peak consumer revenues fail to meet their variable costs of
service, and that, therefore, a network of scheduled services,
combininé regularity and fares' stability over a network of
fluctuating-demands,'is éxtended only on the basis of internal
subsidization. The extent ofvsuch subsidy may be determined,

and can only be judged subjectively by society.

Canadian regulation bf commercial air services has con-
sidered it a major objective to maintain a designated systeﬁ of
scheduled services, mainline plus regional, and hés impoéed
obligations on the holders of class‘l.and class 2 licences1 to
provide'suéh servicesz'in corresponcence with certain require—.
ments. Correspondingly, it has felt compelled to provide the
regulatory protection of such markets from carriers who operafe
under liéences; without the obligations of regular service.
Carriers operating under primarily class 3 and 4 requirements3

are not required to extend services without at least matching

lSee Appendix D,
2 .
See Appendix F.

3See Appendix D.
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variable costs. 1In effect, such firms are not required to

internally subsidize and therefore require less protection.

- The revenue advantage afforded class 3 and 4 licenced
operators is that there is no legal requirement to fly where
‘the variable costs of each service cannot be met. Firms with
a high ratio of variable to fixed costs operating under such
licence requirements are therefore at an advantage to carriers

. . e s 1 vq 4 e e

with a larger portion of fixed costs™ and obligations to scheduled
service. ‘Self—sufficiency is much more easily attained: the
burden of. fixed costs and 'loss' route obligations during con-
ditions of fallen demand is not so heavily carried. Obviously,

. . . 2 v
the more variable a firm can make its cost structure,” the more
easily it can achieve self-sufficiency under a system of fluc-
tuating demands.,6 Hence the more unstable and less reliable
the system of markets over which a carrier operates, the greater
is the need for flexibility and variability in the operations

‘maintained, if self-sufficiency is in any way to be assured.

The maintenance of jet equipment involves a much higher
investment in capital than do piston operations.

2Air carrier costs may develop relatively higher variable/
fixed cost ratiocs than other modes. Airways are maintained at
public expense,charged only with use to the carriers, leasing
on equipment on short-term basis may be arranged, and other
functions subcontracted. ' ’
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D) Specific Regulations

As a general observation, third level operators are
particularly involved in class 3 and class 4 operations.
Hence, a clear distinction between the obligations extending
to such iicences is required. _Class_l and 2 services may be
grouped toéether as scheduled until toll services'operating
.under published schedules.l The differentiation between the
two appears more in qguality than in regularity. Class 1 ser-
vices operate in éstablished markets with well-developed support
facilifies, Y. . . éerving points in accordanée with a service
scheddlé . ..;",2 while class 2 services operate in neﬁer;
developing markets with less extensive ground support, ". . .
to the extent that facilities are available in accordance with
a service pattern."3 In operaticn, however, the two impose
virtually the saﬁe-economic burden on carriers; and, as such
both feceive protection from the regulatory authority, ". . .
no commercial air carrier may carry traffic between poiﬁts named

-on the same licence of any Class 1 or . . . on the same licence

lSee Appendix D and F.
2 .
cTC, General Order No. 1972-1 Air, Part I, Section (3).

3
CTC, General Order No. 1972-1 Air, Part I, Section (3).
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. . . 1
of any Class 2 . . . commercial air carriers . . L On the

other hand, Class 3 licensed operations nead operate only

". . . serving points consistent with traffic requirements . . .
under unit toll. 1In effect, these are charter-like services,
moving iﬁ response to demands as they occur, undgr no parti-
cular routings, into points which the carrier is liéensed to
serve. Such licencing offers ideal flexibility to the carrier
"~ where demands are generally temporary, developmental, or severély
fluctuating. Howgver, it is often found that unit toll sefvices‘
are oniy successfully marketed as publicized,lscheduled.ser-
viceé,s a feafure denied class 3 operations. Inevitabiy, theré—A
fore, market development involves a transfer of the market to

a class 2 licensed authority. Finally)icharters or Class 4
services'operate.only where the full costs of each servicé

are covered, offéring ", . .'transportation.on reasonable

demand, . . . from the base specified in the licence issued for

ATB, General Order No. 5/51, except in emergencies,
under permission of the class I carrier or specific approval
of the regulatory authority.

2 |
CTC, General Order No. 1972-1 Air, Part I, Section (3).

3ATB, General Order No. 5/51 states, for example:

". . . in no case may Class 3 . . . or Class 4 . . .
carriers develop regular air services or hold out to the public
by advertising or any other means that regular services will

be provided." ' '
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that commercial air service or the base declared by the Committee
to be the protected base for that commercial air service . . .

at a toll per mile or per hour for the charter of an entire

: Kd u:L l 1 t

aircraft . . . Hence, revenue requirements are met for each
flight. Carriers operate out of named bases into any markets,
not protected by the regulatory authority and satisfied by the
types of equipment, by weight groupings, which the carriers

have been licensed to operate.

The essential difference where class 1 and class 2 are
compared with class 3 and classv4 licences is that class i and -
2 carriers opérate according to an institutionally fixed
structure of services while class 3 ana 4 opérate with greater.
flexibility, in answer to demands.arising and with better térﬁé

in revenue.

The Base protection afforded class 4 services warrants
further discussion. It is observed that aircraft in different

. . . 2 . s .
‘weight groupings”™ are not strictly competitive with each other:

1 .
CTC, General Order No. 1972-1 Air, Part I, Section (3).

2See Appendix D,
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each grouping roughly represents a certain capacity aircraft,
which can be best fitted'to a particular demand or market.

The Committee states, "It should be noted that if protectidn is
afforded a base it will'apply only to group against group. No
base profectioh will be afforded in any case in respect of the
new Group A aircraft."l Hence, in the smallest aircraft
grouping, the 'taxi' function is recognized to its fullest,

and craft are allowed universal entry into all points. 1In the
other groupings, however, for larger aircraft, recognition is
taken of the fact that larger capacities imply the maintenance
of larger grdund facilities aﬁd the incidence of greater de-
preciation. In other words, fixed césts become~a higher per-
.centage of total cost and, therefore, higher utilizations are
required to result in efficient bperaﬁioné. The rationale for
baée protection ‘then surrounds protection of investments which»
will result in better public service, ". . . the Cémmittee réf
quires . . . to be satisfied that . . ; the granting of baée’
.protection is required . « . to result in én improvement in

air?serVice for the public . . . and the applicant's position

1l o . : '
ATC Notification to all class 4 operators, September 24,
1971.
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is expected to improve . . . the applicant . . . will obtain

- permanent base facilities, eguipment, personnel and financing
adequate to provide service safely and continuously."l The
regulatory authority, then, presumes the right to remove pro-
tection st any time where the protected carrier is not meeting

the area's demands.

Charter licences allow any carrier to operate into any
points not‘given‘regulatory protection. Protection, as a policy,
has derived from the need to ensurevutilizations of fixed in-
vestments and to maintain viability of carriers. waever, it
1s evident that the marketlng flexibility as well as the com-
petitive stimulus of freely entering carriers is lsst through
sucﬁ a policy. Control of investments rather than protection
of markets would,seem a wiser policy in the long-run. Where
investment in base facilities can rasult in eff1c1ency gains
to a carrier, it would seem that competitive advantages would
be secured2 in ‘its markets up to full capacity invcompetitions

with other non-based carriers. The extra costs in dead flight

lIbid.

2 . . .
Only if operations are ef ficient; the policy, it is
assumed, does not aim to protect inefficiencies.
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~time fo? positioning and depositioning aircraft imposed on
carrieré outside thé area serviced by the based carrier, would
appear to establish the based carrier securely in its markets.
Problems would ohly result where too many carriers were licensed
to operate out of any particular base or area, or where incon-
sistent pri&ate investments result in duplications. Both con-
ditions lead to situations of excess capacity, with either
under-utilizations or inefficiencies in use of capacity, or
competitive struggles resulting in ins ability and long~-term
conSdliéation. Iin either case, however, reguiation of invest-

ments rather than monopoly-creating base-protections would seem

wiser policy.

1 . .
Particularly, where charters are required to charge:

I

"(a) . . . the lesser of the miles or flight time,
if any: : .

i) from carrier's base to which the . . . air-
craft is shown as available . . . to the place
at which the work is to be performed:; or

from the place at which the . . . aircraft

is actually located at the time of the charter
to the place from which the work is to be per
formed; and:

.
[

(b) the miles or hours flown in parformlng the work
of the charter; and,
(¢) . . . the miles or flight time, if any:

(i) to return the air carrier . . . to carrier's
base named . . ." -~ from Lambair Limited,
Charter Tariff.




The other main restrictions under which the
Operate regards their market conduct -~ in price discriminations
and merger. Toll requirements™ require 'rational! pricing,
“. « . under substantially similar circumstances and conditions,
with respect to all traffic of the same description, (tolls must)
be charged équally to all persons at the same rate."2 In com~-
mercial air operations into isolated areas and_'captive'-marxets,
there is a particular sensitivity to prices even where actual
demands are not particularly stfong; hence, while demands re-
main thin but inelastic, the regulatory authdfity is unéer
major preésuré from public opinion to maintain fares which the
population feels are ". . . just>and'reasonable . .‘."3 While
charges of price discfimination might thus be suggested the
task of competition policy, in the particular circumstance out—
lined above, close control by the regulatory authority would

seem most beneficial., Merger activity is also controlled both

- by compstition policy and the ragulatory authority.4 In either

lSee Appendix E.

2 .
CTC, General Order No. 1972-1 Air, Part V, Section (45),

3 . .
CTC, General Order No. 1972-1.Air, Part V, Section (45),

4 .
See Appendix E.




100.

.case,'prevention of merger has been minimal, Given‘the finality
and rigidity of licencs awards, plus carrier ambitions for
aggrandizement, mergers have often been promoted as an avenue

of expansion thréugh combined licences. In other cases, it has
" been a 'means' to rationali ing route systems orbachieving

better scheduling of equipment. Whether merger 1is necessary, or

4
e

whether a greater flexibility in licencing authorities is suf-

ficient, remains a question.

In conclusion, therafore, the following points may be

récognized:

1. Class 1 and 2 services are recognized to. carry
obligations recognized in tﬁe public intérest
which warrant protection of théir markets*from
carriers not so obliged.

2. Class 3 and 4 services offer both the degrées of
flexibility and terms of revenue which enable
viability of operations where demands constitufing
the carrier's system fluctuate widely and un-
expectedly.

3. Given investments in capacity, each carrier re-
quires a certain l=avel of traffic over its total
system of licensed mwarkets, to achieve the utili-

zations necessary to efficiency, and in order to
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meet the revenue requiremsnts of his total operation.
Thus, while class 1 and 2 services may require pro-

tection of markets to ensure orderly developments in the public
interest, the flexibilities afforded class 3 and 4 operations
may be cénsidered sufficient to zllow markets to becone openly
competitive; So‘long as investments are controlled to ensure
no generations of excess capaéity, competitive stability sSeams
assured while the benefifs of a competitive system of markets
are maximized. Again, Ehe only threat to the general equili-
brium system is if independent investmenfs leaa‘to excess capa-.

cities and cutthroat competition ensues.



Chapter III
THIRD LEVEL OPZRATIONS

IN MANITOBA
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The two areas of discussion, the relevant theoretical

‘approaches and actual regulation, are examined together in a

study of actual developments in the specified Manitoba 'industry'

An interpretation of regulatory influence on the firms observed
is develéped. Specific considerations, of interest to public
policy, in iine with those theoretical norms outlined earlier,
are noted.
A) Acfual Route Awards

(and Industrial Developments in Manitoba)

Peiffer notes, ". . . licensing action did not display
any positive transportation planning by the government but
rathet‘a passive rasponse to demonstrated need."l ’Regulatioﬁ )
has been imposed relatively 1ndependantly by the regulatorv
authorlty, operating under amblguous legislative dlrectlon,
in the case of thlrd level' operations. There has been little

mention (perhaps, implying little attention) in route decisions

of economic efficiency as developed by a carrier's route system

in relation to its equipment. There has been little goal

definition which, while admittedly difficult, would guide the

i

Peiffer, K. P., "Air Transportation to and within the
Artic" paper delivered at the symposium on Artic and Middle
North Transportation, May 5-7, 1969, Montreal.
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regulatory authority in weighing alternatives and allow the
carriers to form their own long-run developmental policies

on the basis of some stated principles. " In effect,-much‘of
the guesswork and gamesmanship which has evolved in the route

decisions may be avoided.

Given the existing pattern of route system developments
based on cumulative individual route grants, an examiﬁation of
overali efficiency may suggestl the need to rationalize route
systems by transfers of licences or by a basic change in policy.
In Manitoba, this major task has been accomplished, to a large
eXtent, through merger éctivity. Haphazard developments have
thus become more orderly. ‘However, it hasvbeén by private
initiative rather than by regulatory pressure on public policy

grounds that the changes have occurréd.z

Markets follow an evolutionary pattern in development,
beginning with low frequency charters and ending in the main-

tenance of a viable scheduled service with turbine equipment.

lAé in Miller's model.

2 .

see Adams, Russel, B., "The Air Route Pattern Problemf
Journal of Air Law and Commerce, . vol. XXII (Spring 1955)
‘pp. 138-9,
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In seeking licénsed authority, therefore, the main task is to
establish that appropriate levels of dewand exist to support
the applied for service. In evolving unit toll sérvices

(i. e. class 3 authority), evidence of increased charter acti-
vities (&eveloped by the carrier in question) is likely to
ensure that'carrier of its licence grant. Yet, all manner of
factors can contribute, besides prior service. Manégement,
investments in facilities, and financial ability may be consi-
dered more important in determining which carrier is_chosen to
provide the new service of compete with existing services, once
sufficienf'demand, for the operation>of the service in question,
has been demonstrated to the regulafors. However, as Peiffér
notes, "It should not be up to the carriers to have to merge;
agree ihformally on route- licensing interventions and applica-
fions,1 to run investment risks in order to "be the first in“
and get‘squatters rights, to operate so as té not ruffle the.l

feathers of those areas in which they hope for future profits.“2

lFor example, ATC Decision Serial No. 2558 shows major
changes in the particular applications in the midst of pro-
ceedings to decide route awards. Whether such changes suggest
an interdependent.compromising of objectives or evidence of
"gamesmanship" among applicants, the Committee believes it to
". . . signify a practical realization by the applicants con-
cerned of existing air services in the area and the traffic
available for such services."

2_ .
Peiffer, K. P., Ibid.
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o

The noticeable inflexibility in licences, once awarded, as

{

the property of tha carriers to whom they are issued, has
created a major incentive to bz spmeculative in seeking rout: -
grants, to hold rigidly t existing licences, and to seek

2.

merger as a neans to flexibility in operations.

The need for flexibility in the licénsing of authority
to commercial air services is particularly evideﬁt in 'third
level' markets, where firms are small and do not mainfain the
resources to sustain major losses in revenue. The underlying
environment of aconomic activity; to which‘activity in the |
industry will be so closely tied, can be extremely variable

and excessive merger activity may then be encouraged,

Further, third level operations may find their ability.
to secure traffic and provide services subject té 'outside!
decision. There is a certain variability in demands, ".. . .
the- applicant estimated that the Hydro project at Gillém'would
be building up for at least five years and if no additional

power sites were developed then the air traffic would fall
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off as the projact is completed.”l Development52 may even be
more precarious, as when the Government of Manitoba stopped

the Missi Falls project, "The project may be completely
abandonad so0 as to eliminate the requirements of certain air
serviceslor it may be materially changed sO0 as to recuire air
serviceas differing materially from those applied for.”3 In
its,ability to utilize inveStﬁents, the carriers may be further
'Vdependent on such exogenous change, ". ., . there are no landing
strips or facilities at the Northe:n.communities in Manitoba

to serve aircraft of the size and weight.of the Bristol
freightef."4 Given the provincial responsibility for Hydro
developments'and minor airstrip building, the depsndency of
operétors‘in serving td»the commercial exploration and invest-
ment decisions of private businesses, and the volafility of
resource - based invegtments, there is an increasingly evident

need for flexibility in designating licensed authoritiess by

lATC Decision Serial No. 2558, April, 1968.
2ATC Decision Serial No. 2849, November, 1969, stated,
". . . there would be a considerable demand for the transporta-
tion of men and supplies . . . when the (Hydro) project at
Missi Falls is reactivated . ., ."

3 N ‘ :
Special Report - G. R. Boucher on the proceedings, to
-ATC Decision Serial No. 2849, November, 1969.

4ATC Decision Serial No. 2615, October, 1968.
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Federal regulators. Without such a provision, the financial
success of carriers may tend to signify more successful

speculation than efficient operation and innovation.

The need, also, for co-operation between the different
levels of government, if such changes are to be readily ad-

justed to, is evident.

The relationship between exogenous decisions, inflexibla .
licensing, and independent investments based on independent
aspirations, is particularly evident as a combination inducing

merger activity.

Route transfer and route system reorganizations have
not seemed to take place under regulatory guidance. There is
a finality to its decisions.» Merger activity,_as a result,

has been extensive.

However, there are certain advantages gained in merger

'which must be observed. These are:

l. integrated route patterns (léss interline con-
nections are required).

2. eliminations of Quplications in facilities and

economies of scale realized.
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3. the combining of licens2d authoritiss allows the
more ratioﬁal development of route systems and
greaﬁer flexibility in assigning equipment to-
serve particular markets.

4. increased revenues from a more>intégrated system
may financially strengthen the cafrier and, in’
sustaining greater earning power, allow it to
re-equip much more effectively. |

5. - ther= may be thé probability of improved manage-
ment by placing a weaker carrier under the
direction of a st?onger»management unit. .

Hence, mergers may be approved; in the public interest,
in gi&ing improved services, economies in operation, and in
strengthening the finances of carriers. H§wever, the costs of
’ sﬁﬁh egtensive activity is that they maY“c:eate a domihation
of the system by one carrief, and a'larée loss in competition
through the creation of a large imbalance in competitive

- abilities among a particular 'level' of carrier.

In 1968 - Manitoba was served by the following operators:
1. TransAir Ltd.
2. MidWest Aviation Ltd.

3. Northland Airlines Ltd.
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4. Ilford Airways Ltd.
5. Riverton Airwvays Ltd.
6. Lambair Ltd.
By the end of‘l96§, only three operating units could be de—
signated from the above:
1. TransAir - MidWest (TransAir Plus MidwWest Airlines).
2. Ilford - Riverton.
3. Lambair.
While the Ilfoxd and Riverton Airways had been operatihg in a
parent—subsidiary relationship for some yearévand were only
. "officially" merged in 1969, a startling increase in seller

concentration is evident.

The important developments are in the Northland - MidWest -
TransAir combination. The Northland - MidWest mergér was
first, completed in June, 1969. .In-1955, MidWest had become a R
profitable, if small operator,l operating as the franchised =
Piper dealership in Winnipeg. Hydro charter contracts first
at Grand Rapids and then at Gillam, plus the profitability of

its helicopter services, allowed Midiest +o re-equip into

large modern equipment which was suited more to ‘regional

lWith fleet of 8 aircraft, 4 helicopters.
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. . 1 . .
than third level operations. In attempting to find markets
for its larger wheeled eguipment, MidWest sought entry into
» vqq 2 - - ,

Thompson and Churchill® but found itself thwarted by the
regional licensing policy which acted as an ‘umbrella' on its
abilities to expand into larger markets. Still the invest-
ments had been made and management looked for markets into

"which it would be allowad ‘access.

Its fleet of fixed wihg wheeled aircraft-became suit-.
able for inland Northern operations in Manitoba only with the
strip developments of tﬁe pro&incial government, Qn.the other
hand, Northland held the major inland licehces3 but was eéuipped
mainlvaitﬁ float and amphibian aircraft, vaiously necessary
before strip development, but mads obsolescent by suqh change.
The merger was ipitiated by MidWest whose aspirations to growth.
could 5e sdtisfied no fastef than the general growth in air
transportation, under governmenﬁ controlled routes and licences,

without such a step.

1, . . ' . X ' L
in 19588, the company equipped with 1 DHC-6 and 2 HS-748
aircrafts.

2see ATC Decision No. 2558, April, 1968.

3see Appendix G ,
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This ﬁerger, therefore, derived through the neced +o
find an avenue for expansion and the nz2ed to utilize squip-
ment acquired'from the profits of successful charter contract
awards;' A regulatory policy which would have allowed Northland
to re-squip in anticipation of strip developments, or which
had eitne:’controlled Midwest'sg investments, or allowed routs

ficient utilizations, might

i

transfers which would give it gsu
have avoided the need for complete merger to rationalize systamws.
The merger, howevar, left Midwest strongly entrenched as the

dominant 'third level' oparator in Manitoba.

The TransAir - MidiWest merger, in December 1989, com-
pleted the merger activities. The 'public intérest‘vin the
nergar waé particularly indicative of the bénefits listed
abova, Given the over-extension of TransAir operations to meet
obligations with obsolescing flest, its viability was in

jeopardy.




112.

Compare the positions of the two companies in 1969:

IZT. 1. - TRANSAIR LTIMITED
STATEMENT OF LOSS AND DEFICIT
(Annual Statements for 1968 and 1969)

Items . Years
1268 1969
Operating Revenue $6,362,437 . $8,501,254
Operating Expense 6,165,805 9,254,909
Depreciation _ 960,450 o 1,260,010
Annual Loss (s 762,097) ($2,358,919)
 Accurulated Deficit ($  427,689) ($2,313,669)

Source: TraansAlr Limited, Fiﬁancial Statements,
1968 and 1969, ’ ’ '

ITI. 2. ~ MIDWEST AIRLINZES LIMITED
STATEMENT OF INCOME AND RETAINED EARNINGS
(8-Month~Period, Ending December 31, 1969)

Items o ' ' Year

1969

Operafing Revenue » : '$2,527,290
- Operating Expense 1,533,582
Depreciation - ' 291,172
Net Income 299,954
Retained Earnings $1,374,221

Source: MidWest Airlines Limited, Financial Statement,
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Midilest was a small owner-manager carrier while TransAir was a-
much larger public company. MidWest's'earning capability im-
proved the financial base and re-opened access to capital
markets. At the same time, TransAir's position as a regional
carrier éave Midllest an outlet to its 'denser’ market aspira-
tions. The.merger was activated to provide financial stability
for TransAir. Great NorthernvCapital,l a holding company,
which had just previously secured the rmajority of_TransAir

- stock, and MidWest, provided the infusions,of new management
which fightened the 'internal' efficiency of the coﬁbined
operatiqn; Much of the obsolete equipment was discardéd, staffsﬁ
reshﬁffled, and a strictgr operating economy was adopted by

the company.

However, the major gain was in the flexibility afforded
the combined unit in reallocating its licences and equipment
befween the two carriers, who were to remain distinctive, ". . .

under . . . a plan to separate the route licences and ajircraft

lGreat Northern Capital was able to send temporary

management to aid the company in reorganization, as well as
obtain better terms in financing re-equipment than those
available to TransAir. Thus, for example, it was Great Northern
which arranged financing for the acquisition of TransAir's
Boeing 737's, and which leases these to TransAir on a con-
tractual basis. '
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between TransAir Ltd. (the designated carrier by stated govern-
. . o 1 .

ment policy) and MidWest Airlines Lid.™ . Thus, a combined
operation was able to institute the sorts of changes, necassitated
by regional policy and government regulation, necessary to

. e s - e 2 . .
a rationalization of fleets” and route systems in Manitobha.
Again, it was the task of private initiatives rather than re-

gulatory guidance which provided such development.

'ATC Decision Serial No. 3193, April, 1971,
2As.of October 15;'1971, fleets were ligted:

" TRANSAIR LTD. FLEET

Aircraft (Number and Tyvne) _ Capacity (Passengers)
1 Argosv. freight
2 HS-748 o : 40
2 ysS-11 : - | 46
2 Boeing 737 ) : : 115
3 DC-3 ' 28

MIDWEST LTD. FLEET |

Aircraft (Number and Type) - Capacity (Passengers)
-2 Argosy : » freight

1 Canso 18-26

2 DC-3 : .29

3 DH-6 ' 18

2 Grumman Goose ' 10

1 Beech D-18 8-9

plus numerous smaller aircraft and helicopter fleet

Source: Statistics Canada, Fleet Report Inventory of Com-
mercial Aircraft in Canada (Ottawa, Aviation Statistics Centre,
1971).
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The economies in the merger derived from previous com-

monalities in service and equipment, higher utilizations of fixed

base eguipment, marketing advantages, and, most importantly, the

increased flexibility in matching equipment to the load factors

generated on particular sectors.

Instead of losing business or

. maintaining services with ill-suited equipment, the company was -

able to internally arrange transfers of operating authority to

the more specialized carrier.

While no

doctrinaire policy has

yet been established by TransAir - MidWest for allocating routes

and equipment between the two types of carrier, internal manage-

ment has.seen fit to divide the carriers roughly by function and

by equipment.l

l.

The main advantage of the combined operation is

lThe divisions are roughly as follows:

by  FUNCTION

TRANSAIR (REGIONAL) -

scheduled services with larger 1.
turbo and turbine equipment’

(class 1 and 2)

international and large air-
craft charters (e.g. Dew-line
resupply, affinity groups,
inclusive tours, fishing camps,

etec.) 3.

by  EQUIPMENT

Boeing 737 - 115 passenger

[\
62

DC-3 - passenger

MIDWEST (THIRD LEVEL)

Inland shuttle services,
scheduled services with
smaller aircraft: (class
2 and 3) ’ ’

Extensive charter activity
with larger freicght aircrafi:
and smaller wheel and float
equipment.

Specially helicopter services.

DC-3 - 28 passenger

Piper PA-23 - 4 passenger
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]

such authorities as guickly as changes in the traffic are
observed through internal transfcrs. The large TransAir air-
craftvare therefors integrated into a single system scheduls
with the smaller lMidWest craft, and the efficiency of the total

-

system is thereby enhanced.

.In its operations, a definitionvof 'third level!
carriér by types of equipment is suggested by TransAir -
MidWest developments, Roughly, thg "third level' operator be-
comes a carrier with both scheduled (up to class 2) and charter
authorities, operating in given arzas, best serviced with up

to DC-3 and DHC-6 capabilities.

Poét—merger‘actions taken by TransAir - Midiest,
indicate how the two carriers Were able to institute changes
made necessary due to:

1, exogenous change {i. e. commercial development in

thé area, stri building,vetc.).

2. licensing evolutions (i. e. irrational licensged

systens) .
3. indepandant investment activity (i. e. cguipment

. planning which evolvad 'unsuitable’ fleets).
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after the merger, Midiiast transfor 2d its larger cana-
- (=g - o ~— ~ b’
city HS-742 aircraft +o Transiir's operation. Hence, the eccouip-
. -~ = N~ - —~ ' —~—~
ment bescame available for use over ‘reglonal routes, with

revenue-generating abilitieg. Previously, MidWest's class 2
service to Gillam had been overflown by TransAir'sg service to
Churchill, The service was, thersfore, aLionallzcﬂ by a

transfer of the Gillam point to TransAir's licence to serve

Churchill. The transfer resulted in better load-factor per-

-~

formance on TransAir's services plus an increase in efficiency,

cr

through the reduction in duplicating servicss. Presently,

© Norway House with DC-3 aircraft has
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met a large imbalance in traffic flows and a growth in traffic
which has taxed the service capabilities of its DC-3. Transfer
of the route to TransAir was thus suggested and approved by

-

the regulatory auLho ity pending improvement of support faci-

0]
0]
cr

‘litiss at Norway House. Midle would continue, in a supple-

mental role, operating an inland shuttle along the route,

Winnipeg - Little Grand Rapids - Bera=ns River - Poplar
River - Norway House - {iross Laka.
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catering to 'feeder' and local traffic needs with smaller air-
craft. In short, the cfcre, MidWest and TransAir, since the
meiger, have adopted 'coﬁpany policy' which designates markats
either as 'thiré levéi' or 'regional! operations. The mergar
has provided an avenue of co-operation, through which prlvate
initiatives may octtar devc1op rational systems. In doing so,
it is apparent that they'have accountad for the.following:»
1. given fleets (i. e. short-run capacities and
abilities) representative ot the production'
ifunction characteristics of the particular
'level' of.carrier.
2. the ablllty to adapt easily to chaﬁges in the
exogenous env1ronmant (1. e. dynamic change
whlch nay ca11 for tranSLers in operating
authority).‘ |
‘3. the designaticn of carrier functions, to allow
proper lohg~term planning_of investments and -
re—cquipping policies (i. e. institutional
restraints cn markets availabie to carriers
should be designated, and carriers must plan

"to re-equip 1n light of the market opportunltlas

afforded them by the regulatory authority).
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Regulatory policy, aiming at a soundsr de-
velopment of 'third level! operations must
obviously consider these same factors.

Furthermore, advantages in higher utilizations of fixed
base facilities and in combined marketing were envisioned for
the carriers. A large investment in base facilities for main-
tenance and overhaul requires a heavy through put to take full
advantags of the lower costs available in full utilizations
and scale economies. TransAir felt substantial savings in its

.. . 1 . . \ s
maintenance function™ could be had Qy concentrating: such activi-
. . Tt 2 .. .
tles at its Winnipeg base. Furthermore, by combining marketing

and accounting operations, it was hoped sufficient scale would
ba developed to allow specializations and higher utilizations

of existing personnel and facilities. Finally, the‘company

saw a marketing advantage in having its retail outlets able

fad

A problem, noted here, however, is the heterogeneity of
'third level' fleets (i. e. the problems of operating mixed
fleets). Labor specialization is retarded because of the need
to maintain multi-trained staff or incur low utilizations.

2The exact relationship between the scale of operations
and the extent of the economies available deserves rigorous
analysis. Whether such disadvantages can he overcome by ths
smaller firm through subcontracting the function to a 'specialist’
firm remains an important question.




120.

to allocate traffic to the nmost suitable supplierl within its
total system of operations. Hsre, then, =conomies of scala
and marketing advantages for the integrated operator may »be
experienced. On these grounds, also, merger may be in the-
'public interest'. The only means to such benefits, without
merging sysﬁemé, is seen in the subcohtracting of functions,
and the development of co—opefations between carriers in sus-

taining traffic promotions and interline services.

Undoubtedly, merger activity presents major advantages
for the‘combining firms under certain circumstances. However,.
regulatory policy vhich induces mérger, as the only reliable
ﬁeans to'efficiency (static and dynamic) and to the development
of integrated systems of commercial air services, may be un-
wisé in its evoiptionary consequencss. Both the level and
structure of competition within the industry are affected.
Advantages, cited earlier for competition, may be lost, and an
added burden placed on the regulatory authority to develop

. 2
standards™ of performance and *o regulate operators closely -

1 . . .

Co~operative developments at marketing outlets can im-
prove the market penetrations of smaller carriers, who, in turn,
may benefit the larger carrier by developing 'feeder! traffic.

2 .
Base rates, reasonable rates of return, 'allowable'
costs, impositions to serve, etc. :
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- to ensure the benefits of increased efficiency - are, in fact,

“transmitted to consumer.

The Air Transpo¥t Committee has recognized the role of
competition in third level operations, "to grant protection to
- « .« the only unit toll carrier in the area would not only de-
prive other licences in the area of substantial and established
services but would virtually eliﬁinate competition and leave
the éublic without choice of a carrier;"l As TransAir -
MidWest declared, ". . . the two air carriers merged their
financial, éxecutive, aircraft, and operating resources . . . to
provide for a better rationélization of route network and other
services for the pﬁblic through the most beneficiél use of the
combined resources of the two companies, the develdpment of
viable service benefitting the public in the areas served."
The question is essentially how to manage the two objéctives
above. In Manitoba, the evolution of licensing and merger activity

has led to a situation in which the basic framework of regular

;ATC Decision No. 2849, November, 1969.

2ATC Decision No. 2913, January, 1970.
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ailr services (class 1 and 2) has been developéd by TransAir -
MidWest. Compétition has been provided by less advantaged
carriers, devendent mostly on charter activities, who have
been licensed to operate claés 3 unit toll services in com-
petition with, and supplemental to, TransAir - MidWest's major
developmenés.b Merger activity, therefore, no longer seems
appropriate and, in fact, thé‘CQmmittee has already established
precedent in suggesting better means to efficient and integ-
rated sefvices, "the Board will . . . expect proper co—opération
between TransAir and Norcanair (a recognized 'third levelf
cafrier in Saskatchewan) in the matter of scheduling so that
reasonable connections between the two services may be main-
tained."l

In conc{usion, therefore, it is evident that ﬁhefe_re—
mains a neéd for definitive policy regafding 'third lével'
carriers. Specifically, the»carriérs must be-deéignated by
function (i. e. those markets into which 'third.level' operators.
will be allowed entry), by eduipment typeg, and possibly Ey

geographical area. @iven the economic environment of the

1 . : .

Suggested are interchanges of sgquipment over particular
licenced authorities and interlinse arrangements for through
flights on wet lease. ATC Decision No. 2603, August,1968.
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operators, it is furthermore necessary that a greater flexivility
in licensing policy be developed, either by institutional
leadership in developing rationalizations through route transfers
and investment cohtrol, or by allowing greater freedom toward
co-operative efforts under regulatory direction. 1In any casg,
the Committee should no longer consider specific cases through
partial analysis, but develop a concépt of general system
efficiency and designate each level of carrier's role in such

a system.

B) The Third Level System in Manitoba
i) General Features

In describing the nature of Canadi;n commeréial aviation
in the 1920's, J. R. K. Main states, "a few were.well—financed
and organized. The.majority.had slender financial resources
and were accordingly témpted to cut cornefs . + o New oﬁes
(operators) were coming in, mergers taking place, aﬁd a general
tendency toward consolidation in the interests of stability and
rationalization was in evidence.“l To a limited extent, the

description applies to the operations of 'third lzvel! carriers

1. . : . ‘
Main, J. R. K., Vovageurs of the Air (Ottawa, Queen's
Printer, 1967), p. 64,
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in Manitoba.

The description is appropriate, %or 'third level!
carriers are, in many cases, thé first step in the developmaent
of class 1 services between newly established resource develoﬁ—
ments or growth centres. In this sense, therefore, they re-
pPresent an 'eérly' Phase or dévelopmental stage in air services.
As noted, routes may reveal an evolutionary pattern of develop~
ment,'in tune with industrial and commercial developments,
through four stages:

(1) irregular to heavy charter operations (class 4

‘dperations are suitable) |

(2) - increased charter activity (suggest‘tﬁe need

for p:ovisionafy class 3 authority)

- (3) iowffrequency uﬁit tolls (class 3 opefations) and

(4) increased development to high and stable frequency

operations (class 1 and 2 scheduledlsefvices be—'
come viable) |
It will be observed that»thifd level operators §peréte mainly
in the first three stages of route dg&elopment. Functionall?,
ﬁherefore, third levels offer developmental sérvices; feeder
services to both mainliﬁe and trunk operations; and essential

links between isolated communities. It appears that only where
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traffic is sufficiently stable to require regular services, yet
too thin to be operated successfully by the equipment maintained
by the Regionals, are such services operated by 'third level!

carriers.

Operationally, firms at this level are often owner-manager
private corporations with a lack of development inraccounting
techniques, departmentalization, and reporting requirements.
There'is a corresponding lack of investigation into markets or
into any long-range planning of operations. Similérly, there
is a tendency to be short-run and atomistic in the plaﬁning of
firm strétegies and investment§T- ?hus,_problems of inconsis~
tency and overcapacities in investmenf become most possible ana,

indeed,'likely;

Another important consideration, in this respect, is

the varying abilities of firms in terms of their access to
capital marketsf Inability to generate-adequate capitalization
can remove a well—managed.firm from competitivénesé with other
firms in the industry, through no other reasons than exogenous
developments creating wéak route systems or obsolete equipment.
Such firms will also show an increasing incapacity to meet the:
re-equipping strategies of competitor firms as its disadvanﬁages

become more pronounced over time. 1In an environment of -
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restricted markets and regulation against price competitions,
such disadvantages may become increasingly debilitating and

increasing market concentrations are likely to result.

The industry also reveals a combination of easy entry
and slow exit which, along with independent investments, sug-
gests that the likelihood of chronic maladjustment or dis-
equilibrium}between capacity and demand is stfong. Notwith-
standihg the conditions of liéensing, entry must bé considered
easy. .Nof only douaircraft maintain complete mobility in
aliocations between city-pairs, but the low capital reguirements
in beginning small pistbn aircraft operations, and the lack of
any pérceptible disadvantages vis-a-vis existing carriers (par-
ticularly at the 'taxi' function level), suggest very eaéy
initial entry. given the high maintenance standards on aircraft,
used capital may be.expected to have a long productive life,
even if technological changes suggest rapid obsolescence. Equip-
ment can therefore remain serviceable for extended periods in
-non—competitive markets or markets where demands do not require
the newer technologies. Thus, in the industry, given a supply
of new owner-enterprisers who would take over and run ex1st1ng
facilities, there may develop a tendency for the very slow exit

of capital. This situation, in many cases, is witnessed in the
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~operation of 'third level' carriers. 01d equipment often re-
mains in use in markets where newer technologies are ofﬁen
neither demanded nor suitable. 1In parallel with these condi-
tions of easy entry and slow exit, independence in the decisions
of owner-managers to invest in greater capacity and larger
fleets may Ee evident. Firms may show a tendency to o&erinvest
in equipment as it becomes available to them. As a fesult,
fleets will have a tendency to become larger and more heter-
orgenous, with obvious implications for performance. This
tendency to 'overcapacitY' is thus a very real danger in third

level operations.

In the provision of 'third level' services to Manitoba
excess capacity has often resulted from historical events which
have initially induced the creation of capacity, and dynamic

change, which has thereafter reduced the levels of demand.l

1. : POPULATIONvTRENDS IN NORTHERN MANITOBA

1951 1956 1961 1966 resource activity
Thompson ———— ---- 3,418 8,846 ‘mineral
Grand Rapids 207 274 986 454 hydro (61)
Snow Lake 552 659 881 1,349 mineral
Sherridon 778 88 43 117 mineral

Source: data compiled by Manitoba Government of Industry
and Commerce from DBS Census Statistics.

The trends show the great fluctuations in population
(as representative of demand) in the resource-based centres
in Manitoba.
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Increases in demand from the Dew Line and Hydro projects saw
temporarily high levels of demand inducing MidWest and TransAir
to equip in larger capacity, only to find it excessive when
demands returned fo normal. Furthermore, 'exogenous' decisions
by the provincial government in the development of surface
transport, in beginning and cancelling projects such as Missi
Falls, and in deciding to devélop a larger system of Government
Air Services may all result in historical developments towards
excess capacity. These historical events are the triggering
mechanisms which generate excess capacities.- There is need,

- therefore, for continual readjustments which, given both
institutional and market characteristics, are only arrived at
sluggishly. In this process, therefore, there is obviously
some need for longer térm planning and a better co-ordination
bgtween the 'exogenous' plans.of'government and the endcgenousv

strategies of the individual firms.

The consequences of any pe§sistent tendency to excess
capacity is the continuing partial utilization of equipment or
capacity by the firms in the industry. ~Where this situation
occurs) weaker firms may find themselves operating perpetually
in markets in which they are unable to earn sufficient revenue

to allow themselves a 'reasonable'’ rate of return. They become,
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in effect, desperate for revenues. In their struggle to main-
tain financial solvency, these firms may become highly oppor-
tunistic or‘short~term in their thinking. It may lead to the
enployment of inferior techniques or equipment because of in-
ability to finance better ones. Antagonistic behaviours ‘may be
evidenced. With a limited number of flying hours available,

firms may attempt to get the jump on'competitors by rapid action.
Such attempts may involve the 'stealing' of business or excessivé
investments in new equipment by competing interests. In any
event, the results of excess capacity will be poor market per-

formance and must therefore be avoided.

Public intervention, to assure stability in'supply,is
warranted; the problem is that the need for competition in indi-
vidual markets has also beén recognized. The means of licehsing
entry, mentioned previously, do not seem as suitable to.the
achievement of desirable market performance, therefore, as the

co-ordination and planning of investments might bel. The

. lIt must be noted that successful regulation of the kind
recommended above will demand greater reporting from the carriers.
It is possible that the smaller carriers are not suited to’ such
requirements, and, perhaps, regulatory interventions in the
investment strategies of firms will meet with criticisms that
they are limiting a basic corporate freedom and private com-
petitive variable. - ’
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tendency to chronic excess capacity and unstable per formance
should be satisfactorily removed by the regulation of in&estments;
At the same time, the de-regulation of entryvto specific points
should allow operators the greater flexibility desired in
operating over a system of fluctuating deménds. Lower institut-
ional barriérs to entry of this kind implies a.liberation of
market forces, with patterns of output ranging more closély to
related consﬁmer demands. There is also an incréased sensitivity
in production to changing consumer preferences and éatterns of
demands. Thus, except where it is a stated social‘objective to
secure regular services regardless of specific demand levels

at any one time (i. e. class 1 and 2 services), greaﬁer flexi-
bilities in allowing exit and entry to individual markets

should be encouraged. The regulation of investments to avoid
situations of excess capacity should remove any tendencies

toward instability and increasing concentration.

It has been noted that economic efficiency Will require
“that unit toll operationé, over thin routés, be served by single
firm monopolies.  In geographically remote areas, however,

this requirement takes on édded signifigance. In these cases,
competition is desired but it is usuélly only allowed to be
indirect or of a charter nature. However, such routes, as

distinct geographical markets may still remain competitive
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if:
1. within a larger geographical area (for example,
'within provincial boundaries), there are enough
firms that oligopolistic interdependence, in this
wider sense, is not substantial,, |
and, 2.' if competition remains ‘open' through}the threat
of possible route transfers under perioaic reviews
by the regulatory Commission._
Hence, while unit toll operations ovér thin routes must retain
‘an esééntially monopolistic nature,‘maintenance of more atomistic
concentration of'the largef systém Qf markets can ensufe condi?»
tions of 'open, competition. In short, while governmental
regulation seeks to develop 'rational' and coﬁnective route
systems for each individual carrier, it maj also be able to
_ensure the prohibition of monopoiistic exploitations by main-
taining a number of carriers in the position of 'potential‘
- competitors. Thus, flexibility in foute éllocations-should be
maintained for two purposes:k
1. to allow the continﬁal development 6f rational
route systems for the firms in the industry,
.and, 2. to maintain the influence of 'open’ cdmpetitibn

on carriers in the industry.
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In conclusion, therefore, it may be suggested that re-
gulation of capacity in a general equilibrium sense, i. e. in
relation to some total system of markets defined geographically,
may be desirable to regulation which concentrates on the condi-
tions existing in individual city pairs. The regulation of
~ specific ma?kets in the partial equilibrium sense, as presently,
tends to generate greater inflexibilities in the allocations of
'individual fleets and, as Caves notes, ". . . has raised the
cost of air transéortation through pfotécting inefficient firms
and through maintaining'. . . imbalanced route‘structures that
require firms to own many types of airc_:raft.'.ll Where markets
have proven to be'dynamicallybunstable éver fime, the inflexij
bilities generated by the present licensing system may be con-

sidered undesirable.

ii) Route Systems

Functionally, the third level éarriefs operaté esSenﬁial,
services in connecting isolated points'with regionai centreé;
they act as a limited competitive force to the regional operators
(indirect services provide an alternative to the direct flightS'

of the scheduled and regular operators), and they sﬁpplemeht

1 . . '
Caves, R. E., Air Transport . . . op. cit., p. 430.
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regional operations by providing feeder serwvices to the regional
systems. In this latter purpose, there is obviously some gain
in initiating co-operation between firms to co~-ordinate schedules

and to ease arrangements for the marketing of interline services.

Finally, a fourth function of the third level operators
may be observed. Where routes requiring regular services can-
not be served by regionél carfier equipment, *due either to a
deficiency in ground handling.faciiities or a thinness in traffic,'l
the smaller equipment of third level carriers may be implemented_
in establishing a regular air service. Where suéh services
could not otherw1se be v1ably operated with the larger equip-
ment mélntalned by the regional carriers, the role of the
‘third level' operator is clear and such services shﬁuld.obvioﬁ51y'
'be rendered as a fourth function of the third levels. 1In
designating such routes for third,level operation, the-co—

operation of the regional carrier is again essential.

- It is where this fourth function has been dominant

that attention is to be focused.

lAn example is the services operated by MidWest to
Norway House and the Island Lake reglons.
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~a) The Prairie Services

’Perhaps the most fully documented case establishing
~this fourth function of third level air carriers is in the'
provision of aif‘services to the prairie'points, Winnipeg,

' Brandon, Yorkton, Regina, Saskatoon and Prince Albert.

It was considered that these centres were 'regional!
points whichf falling within TransAir's designated geographical
territory, were the responsibility of that carriér; The func-
tion of providing regular or scheduled air services on routes
linking together main centres of Winnipeqg, Regina, and Saskatoon,
by means of intermediate stops at points of lesser population
proved to be a non—sustalnlng ourden which threatened the
carrier's overall viability. The problems of generating and
capturing sufficient traffic for a self—sufficient operation
was overwhelmed by a combination of short stage lengths;‘avail—»
able alternative transport (thin traffio flows),1 and inadequate
equipment. However, in 1966, the routes seemed welltwithin

the definition of regional service and therefore, it'seemed,

lAlr Canada provided malnllne scheduled services in
turbine equipment between Winnipeg -~ Regina, and Winnipeg -
Saskatoon. 1In competition, TransAir's indirect flights with
turbo-prop (Viscount) equipmant were singularly unsuccessful.
’The‘major air traffic flows therefore developed North-South,
in the Prince Albert - Saskatoon - Regina connections.
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remained the obligation of TransAir,

In 1968, its fleet characteristies and eblidations
to serve East - West conneetions en-the prairies, TransAir
applied for subsidized services and was rejected. The Com—
mittee required that, F. . . relatlvely low traffic generating
characterlstlcs (be met) by means of‘smaller alrcraft appro-
priate to the actual traffic requirements of the points being
served."l It was also stated that services were not to be
malntalned by the publlc which could not be developed 1nto a
rlable Operation by the carrier concerhed,e"The Boardvis not
Prepared to accept_the ?osition”thatbbeeauseia rdute'fells
within the . . . area of operatlon‘of a reélonal carrler 1t
has the rlght to operate the route. - . w1th assmstance from.
public funds wnen nelthcr the reglonel carrlers aire¢raft nor
~its proposed service bears any_relatlon to the actual traffic
requirements of thetroute."z‘ In turn, the Commlttee left the
dec131on as to the melntenance of the serv1ce, at~a continuing

loss, to the discretion of TransAir,

lATC Decision- No. 2550,'February 22, 19e68.

2Ibid.
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Not‘wishing to lose ité licensed foothold in ﬁhe
Prairie markets, TransAir decided in favor of maintaining thé
service with its smallest aircraft, the DC-3. At the same
time, however, Norcanair, a recognized third level air carrier
operating to points in northern Saskafchewaﬁ,'wished tovéon—
néct its nérthern services to the lucrative Prince Albert -
Saskatoon - Regina markets, establishing a single line North-
Souﬁh connection on a regular service basis. However, given

TransAir's prior claim to these markets and its willingness to

operate without public financial assistance, the Committee merely

decided to Maintain TransAir's position, while reqguiring the
co-operation of the two lévels of carrier in establishing an
integrated North-South air'service.in Saskafchewan.. Third
levei carrier entry was thus effectively blockedl into the
prairie markets, although the»fouteé continued to be bperated
by TransAir whose inadequate equipment continued to provide

inefficient services.

1l . . : .

See ATC Decision No. 2696, March, 1969, MidWest's
application to operate Twin Otter aircraft over Winnipeg -
Brandon - Yorkton - Regina on a class 2 basis was denied.
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It was only after merging with MidWest, that TransAir
attempted to 'rationalize' its prairie services. 1In January
1970, TransAir asked for permission to amend its prairie ser-
vices so that it might operate non-stop between Winnipeg and
Regina and Wlnnloeg and Saskatoon on a clasé 1 basis, while
‘MldWest operated 'third level' services, Winnipeg tQ Brandonl
and Winnipeg - Dauphin - Yorkfon.z These changes were allowad
by the Committee with the provision that Air Canada determine
the types of operation TransAir would be allowed in competing
with ifs direct services from Winnipeg to Regina and Saskatoon.
- MidWest Airlines was thus required to operate regular ﬁnit toil
services outbof Winnipeg, n,o . the two licences shall contain
a condition requiring the.iicensee to operate the élass 2 ser-
vices with aircraft suited to serve the traffic demands of the
'points named . .'."3 This “rétionalization' waé necessary
givenbthe environmént in which the carriers operated; yet, the
slowness in altering the development of services gives good

‘indication of the inflexibilities in the licensing system.

1On a class 2 basis.
2 .
On a class 3 basis.

3ATC Decision No. 2913, January‘l970.
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Only in early 1972, furthermore, has TransAir made ar-
rangements to allow Norcanair access to the North-South marikets,
Prince Albert - Saskatoon - Regina.l MiéWest itself, however, |
has continued to meet losses on its Operations into Brandon,
Yorkton, and Dauphin, since the provision of services in the
smaller capacity aircraft supplied by the 'third level' operation

has been accompanied by further declines in traffic.2 Hence,

l’I'he agreement comes, not surprisingly, on the basis of
a lease by MidWest of two of its DHC-6 Twin Otter aircraft. The
service can be operated most rationally as an extension of Noz-
canair's northern services. Given the lack of traffic develop-
ment on an East-West basis, the viable operation of the service
- by MidWest or TransAir would require establishing base facili-
ties in Saskatchewan, increasing overhead, or positioning air-
craft in Saskatchewan, at cost, frequentlygﬁg

2Cohsider the following'data{

ORIGIN AND DESTINATION TRAFFIC - BRANDON
(Total Outbound and Inbound Traffic)

From Brandon: 1965 1966 1967 1968 1969 1970

To Winnipeg 515 865 1320 1675 2735 625
To Yorkton 15 10 ———— 50 ———— ———-
To Regina . 60 270 405 575 960 135
To Saskatoon _ 25 135 280 345 700 120
Totals 1145 2105 2885 3810 6815 2050

Source: D. B. S., Origin and Destination Statistics
1965-70 (Ottawa, Queen's Printer, 1966-71), Table 1.

The main traffic flows between Winnipeg and Brandon: there
is a much lower development of traffic to the western points
- Regina and Saskatoon. There is virtually no flow between Yorkton
and Brandon. Significant also is the drop in traffic concommittant
with the cancellation of TransAir's services in 1970.
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MidWest has a?plied for a further réduction in the licensing
requirements on the service, to a clééé 3 basis. 1In Ooperating
the routes only as a taxi service, rather than as a regqular
Aéervice, the company expects to remove the variable-cost losses
aésociated with maintaining regular services over a network

of points éenefating insufficient or unstable demands. Thus,
in the opinion of the company, the points have become suitable
for the main type of 'third level' unit toll éervice, the class

authority. -

In coﬁclusion, therefore, if regulatory policy:is té
establish services without public subsidy or‘intérnal cross-
subsidization of routes, it must'requife that operators service
markets With equipment fitted to the needs of the traffic,
Whére traffic capnot'be déyeloped_to levels which sustain
scheduled or reqular services, unit toll services will have to
revert tb a claés 3 authofity, operating only in accordanée
with arising demandsvif services are to be self-sustaining.

At this level of traffié development,. it would appeér that the
capacities ﬁaintained by 'third level' operators will be most

ideally.suited to the traffic; However, the deteriorations in
- the qualities of the services, both in terms of'regularity'and 

equipment offered, must be expected; the levels of air traffic
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demand will likely decline and, in this sense, the public

interest may be considered lost.

b) Other Traffic

Adeqguate analysis of the system needs for air services
in Manitoba would bé befter determined from the collection and
public availability of deféiled origin - destination statistics,
However, smaller firms do not maintain such extensive records
aﬁd suéh.data is tﬁerefore not availabie. Therefore; a more

generalized analysis must suffice.

In Manitoba, conditions have conspired to segmént air
traffic into divisions, according mainly to the availability

of alternative transport.

of intergst here is the fraffic developed in the north
eastern di&ision of the pro&inée. The aréa:is characterized
by’thin éopulations, underdeveloped.industrial activity, and
remotenessllfrom the larger centres of population. 1In effect,

it has been observed that the area is 'Siberianized’., The

1 . . . .
The major locations of population, in the Island Lake
region, have interests mainly with Norway House and Winnipeg.
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dependence on air service, given the existence of no viable
surface connections, is therefore at its maximum. The thinness
of traffic,'moreover, has made the area éuitable only to ‘'third

level' operations.

MidWest Airlines has deveioped the only regular unit
toll service into the area. However, allowing these class 2
services to operate as a monopoly has its obvious probléms in

markets which are so effectively 'captive'. This problem has

been recognized by the regulatory authority and, correspondingly,

competition has been introduced‘into these 'third level!
operations. In 1969, Ilford - Riverton was allowed to‘connect
its existing class 3 operations iﬂto'Island Lake with Winnipeg,
tﬁus providing competition against MidWest's class 2 service,

"< . . the demand for Unit Toll services to ana from‘Island Lake
and God's Lake is principally to Winnipeg . . ."1 The rationales
for allowing such competition are'familiar; the Committee noted
fhat the public ". , . had'clearly indicated their desire for a

-choice of carrier ., . .",2 the likelihood of ". ., . improved

lATC Decision No. 2849, November, 1969,

2Ipid.
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services resulting from compétition . . .",l and finally,

that ". . . this demand is of sufficient volume to sustain the
additional service proposed . . ."2 Furéhermo:e, the area was
to remain an 'open point‘3 as far as charﬁer operations Were
concerned. The Island Lake area is thus presently served by

a minimum of four charter éarriers4 on a designated points

basis.5

- At the same time, MidWest services connecting the Island
Lake region with Norway House and Thompson, as major.Northefn‘
centreé, haye beeﬁ paralelled by the issuance of class 3
authority to Lambair. Thus, MidWest's entire system bf class 2
services has received some measure of competition from class 3

services in the remote north eastern areas of the province..

In short, therefore, where 'third level! bperations are
necessitated by thin traffic in remote areas requiring regular
service, both the need for small capacity aircraft and competi-

tion are recognized by the regulatory authorities.

Lbiq.

2Ibid.

3ATC Decision No. 2940, March, 1970,

4See ATC Decision No. 3187, April, 1971.

5Carriers without bases at the points are not required
to charge consumers Positioning and de-positioning charges.
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iii) Welfare Aspects

The social welfare implications in ‘third level’
operations to Manitoba surround the social priorities often
established for less advantaged groups. Whether an increase
in social welfare requires a redistribution of income in favor
of these groups is, as noted, the subjective decision of the
State in désignating the social welfare function. A1l that
may be indicated here is the large extent to which such groups

comprise the traffic served by third level operators in Manitoba.

The problem surrounds the regional shifts in location
of economic activity in Northern Manitoba, which have occurred
in the long term, but which have left important bbligations to
- declining areas. Two distinct areas may therefore-be recbgnizéd,
The Historic North and the New North.l In‘Manitoba,.resourcé
exploitafions have evidenéed-subsﬁantial growth in certain
pocketed areas, ". . . based on thé large scale exploitation
of the mineral, forestfy, and hydro resources. The associated

large scale public and private investment in these resource-based

1from Submission on the Manitoba Government on the Require-
ment For and Adequacy of Fixed Wing Commercial Air Services in
Northern Manitoba, submitted to the aATC Hearings, Winnipegq,
April, 1971. ' :
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industries has brought new urban centres into existence,"
“Adequate surface and air transport has, gorrespondingly,.evolved
and such centres2 have developed socially satisfactory trans-
portation service. At the same time, the Historic North, those
communities growing out of settlements established during the

fur trade éctivities and the developments Qf indigenous popu-
lation, have not received such adeguately déveloped services,

In a sense, these populations have remained stagnant, "Here

are found social, economic and pelitical problems of human
adpatation to the requirements of modern society; The Historic
North is one of swaller. settlements where the.économy is based
Von fishing, fur trapping, and hunting,"3 The communities com-
pfise large segments'of_the Indian-Metié populations Qf Manitoba4
and, with their emphasis on primary'producﬁion, present low
income groups whose human resource potentials remain a.éontinuing

social and political concern.

Given these conditions of Indian-Metis populations,

lIbid., P. 2,

2 . .
The Pas, Flin Flon, Lynn Lake, Thompson, Gillam, Churchill.

3Ibid., p. 2.

4See Appendix 1.



4underdeyeloped economic regions, isolated commﬁnities, and
low-inconme groups, the social welfare implications in securing
adequate air services td the communities in the Historic North
are obviously ndmerous._ Thus, exténsion of services on a larger
subsidized basis may be suggested. However, trénsportation as

a means to éatisfying the public poiicy desires for these regioas
should not be viewed in isolation. The problems of these arsas
regard cultural change, labor immobilities, and even gquestions

- of equity. The problem of socially integrating such areas with
the rest of Canada will, therefore, remain a highly comélex
issﬁe requiring considerations far beyond the scope of this

investigation.

In any event, the divisions in Federal-Provincial
authorities are such that the above considerations will likely.
require some co-ordination of activities. The B. N. Ai Act
gives the provinces control over all local matters. Specifically,
the provinces retéin res?onsibility}for education, poor relief,

hospitals (health and welfare), and natural resources. Decisions
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~affecting extensions of air serviées into the isolated areas

©of the North are thus primarily focused in provincial juris--
dictions. Yet, the regulation and control of commercial
aviation and the operation of wellédeveloped airstrips are

the responsibility of the Dominion Government. vThere is, there;
fore, an ob&ious need for co-operation and collaborations in
defining the role of commercial air carriers (specifically,
third. level) in meeting the socio~economic needs of these

isolated communities.



Chapter IV

THIRD LEVEL ECONOMICS
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A) Introduction

In general, 'third level! carriefs may be.considered
small_businesses, although conditions vary considerably from
organized firms with well- ~developad fleet characteristics and
stabilized .operations, to nulti-purpese owner -~manager directed
firms with obsolescing fleets and high labor turnovers. In the
- common owner -manager firms, the managers often act as multi-
purpose adwvnlstrators, with duties ranging from accounting,
general administration, sales negotiations, and promotions, to
maintenance. Such internal firm.arrangements have developed
characteristics of short-run, opportunistic, and ad hoc market
strategies by these firms. These are firms which have not
reached a.high level of organizational maturity with its cor-
responding tendency towaré long-term planning for equipment
betterment, for developing permanent ground facilities, and
long—ruﬁ peréonnelltraining programs. FIn short, individual
firms show a tendency to exploit economic opportunifies for

short term gains, and this short-run philosophy has resulted in

lA problem often encountered is that the smaller firms
act as training grounds for the larger or more stable operations
of government, "mainline, or regional air services. To retain
experienced staff in isolated and developmental firms, there-
fore, the carriers are often required to pay a premium. The.
larger operators obviously benefit from these supplies of trained
labor.
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a lack of long-term market investigation and investment
planning. The firms, therefore, in many cases, have not them—
selves developed policies for rational route systems or equip—
ment. This short-term gains philosophy, a common consequence

of small firm size and conditions lacking permanency, has
developed firms réady to exploit situations for yearly advantage
rather than longer term objectives, Such behaviour must be
expected where opportunities are left to these tYpes of firms.
There may be a tendency to exploit, rather than develpp, markets

. when revenues are scarce.

A concomitant element of such types of organization is
also a lack of well-developed and standardized operating records.
Data regarding developments in levels of out-put, traffic flows,

and definitive costs analysis are commonly not kept.

Furthermore, 'third level! carriers, submit statistics

1

in accordance with a Statistics Canada gross revenue classification
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. systeml which.does not strictly conform with any notions2 of
'third level! operation,3 and which has different data re-
porting requirements for each group. In depth stﬁdy obviously
requires a better standardization in the reports of 'thirdvlevel'

designated carriers as well as more dis-aggregation in ths public

provisions of such data by Statistics Canada.

1 . . v o . ‘ -

The financial classifications are as follows:

Level I ~ mainline carriers dasignated.

Level II - regional carriers designated.

Level III - "Canadian Air Carriers (excluding those in

Levels I and II) with either:

(a) Unit-Toll Revenues of '$150,000 (or over)
per annum; or :

(b) Unit-Toll and Charter/Contract (excluding
specialty flying) revenues of $500,000
(or over) per annum . . L

‘Level IV - “"Canadian Air'Carriers (excluding those in
Levels I, II and II) with annual gross flying
revenues of $150,000 (or over) per annum . . "

Level V. -~ "Canadian Air Carriers with grosé flying
revenues of less than $150,000 . . M

-Source: Statistics Canada Aviation in Canada 1971
(Ottawa, Information Canada, 1971), p. 113.

There is no official definition of what constitutes a
'third level' operation.

3 . . , .
For example, in 1970, Midwest, Lambair, and Norcanair
~were included in Statistic Canada's Level III. Ilford-Riverton
was included as a Level IV carrier.

p .
/
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Presently, indications suggested by available data
can only be interpreted with these limitations in mind-
1. that reporting techniques by the smaller firms
will inevitably be less refined than those of
larger carriers.

2. that 'third level' carriers may be found in Statistic
Canada's;highly aggregated reports for Levels ITI,
IV, and V, although concentrated in Levels IIT
'and Iv.

Designation of carriers constituting the 'third level!
Camadian'Commercial air transport industry is thus required:
standardizations and dis-aggregations of ‘third level' statistics
thereafter would allow more definitive analysis of the indus-
try.

B) The Posifion of 'Third Lewvel' Carriers
in the National Industry
'Third Level' air carriers represent only-a relatively

minor segment of the Canadian comrercial aviation industry in
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terms of output provided:

IV. 1. - RELATION OF 'THIRD LEVEL' CARRIERS TO TOTAL
DOMESTIC CCOMMERCIAL AVIATION
(Based on 1970 Data)

_ Statistics Canada
Items ' Financial Classifications
II ITI & IV

~

Revenus Passenger=-

Miles 9,781,628,439 956,942,644 832,585,840
Percentage of : ' o

Total?d 84.5% _ 8.3% 7.2%
Ton - Miles . 1,257,712,777 138,882,209 100,269,448
Percentage of

Total P 84.0% 9.3% 6.7%
Number of Carriers 2 : 5 117

(a) of total domestic output of those classifications
considered. o

(b) Again, of total domestic output considered.

‘Source: D. B. S., Alx Carrier Onerations in Canada 4
October -~ Decamber 1970 (Ottawa, Information Canada, 1971) Table 1.

Given that these carriers provide roughly 7% of output,
it may bé arguad that the develo?ment of a highly regulated
segment, occupying the limited resourceé'of the Canadian Transport
Commission to a marked degres, is unn=cassary. Ihdeed( given:
this relatively unconcentrated segrent of Canada commercial

aviation, it may be considered that de-ragulation is a wiser

policy, ". . . taken to reflect a belief that, over +he greater
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part of thes economy, competitive marlket forces are potentially
canablza of alloyating rasourceas better and more cheaply - with
a less cumbersome administrative overhead, than any alternative
arrangement such as . . . detailed government regqulation of

. nl o . . : .
enterprise . .- . This alternative is a Serious one, Re-~

B

gulatory resources might be better spent in supervising main-

line and regional operations, leaving the 'thlfd level' g

competitive 5ﬂctor Increased regulatory activity and reporting
by these carriers may be considered excessive in lieu of the

types of operation under consideration.

C) Definitions of 'Third Level’
A comprehensive and satisfactory definition of 'third
level' operations would obviously simplify matters. In this

case, however, economic classifications by substitutability

Or cross-elasticity of demand for outputs does not seem appropriate.

Public policy will require more workable definitions. .

It has been observed that ‘'+third level' carriers perform
commercial air services into networks of markets extending from
regional systems, and in some cases, operating out of mainline

centers. In general, they operate in thin markets suitable to

lEconomic Council of Canada, Interim Report on Corpetition
Policy, (Ottawa, Queen's Printer, 1967), r. 8.
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small aircraft, low frequency operations, and monopolistic seller

concentrations. The firms, themselves, are also relatiVely

small:
IV. 2. - AVERAGE TOTAL ASSETS/COMPANY
(by Statistics ‘Canada Classifications)
. » ~ ~ Statistics Canada
Years Financial Classifications
’ I IT - IIT v
1968 $289,750,857 $13,944,845 $2,269,543 $489,582
1969 375,629,788 22,446,342 2,521,667 = 471,924

- 1970 422,269,925 24,199,017 ‘1,958,141 513,241

Source: D. B. S., Air Carrier Financial Statements 1970
(Ottawa, Information Canada, 1971), Table 3.

Hence, a first definition of third levels might be that they are a
‘fringe' of the Canadian commercial air transport industry,

operating small capacities in thin markets.

A better definitioh, however, may be deriﬁed from the
-functions'served-by the carriers. Alfhough SOmewhat arbitrérily
designated, five functions may be recognized: -

1. local alr services from regional or distributional

centres to'smaller centres.

2. feeder services to regional and mainline centres.

3. developmental air services between growth centres.
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-4, charter and-spécialty air services.
5. main transportation services.fo isolated points.
It is in this last function that third level carriers
function in providing what might be considered socially
‘essential’ s_ervicesl and, therefore, it is hefe that social
welfare coﬂsidefations and hence regulatory concern should be

greatest.

The relative importance of the various functions may be
suggested by the following:

IV. 3. - AIR SERVICES RENDERED, 1970
(By Percentage of Miles flown?d)

Statistics Canada

Types of Service Financial Classifications

» ~ I IT III _ IV
Scheduled (Class 1 94.3%  59.8% 19.4% -
and 2 licenses)
Irregular (class 3) . - 15.5% 19.0% 17.5%
Charter A 5.7% 24,6% 61.6% 82.5%

(a) Of each classification total

Source: D. B. 8., Air Carrier Operations in Canada
October - Decembesr 1970, Oop. cit., Table 2.

lIn eéssence, non-paying routes of this kind may bhe seen
to qualify for subsidy under similar provisions to those extended
to regional air carriers under ATB Circular No. 61/66,
October 31, 1966. ’ '
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To a iarge extent, therefore, 'third level carriers
are to be considered essentially charter carriers. Unit toll
passenger services are limited, for the most part, to c¢lass 3
licensed authorities. However, the larger third level carriers

have extended into regular class 2 operations.

An examination of revenue sources further confirms thig

interpretation:
IV. 4. -~ SOURCES OF INCOME, 1970.
(By Types of Services Offeredd)
) Staﬁistics Canada
Types of Service : Financial Classifications
IIT . IV

Unit Toll 11.4% - 10.0%
Charter . - 74.1% 59.1%
Specialty 7.3% 22.4%
Non-Flying : 7.2% 8.5%

(a) As percentages of each classification total

Source: D, B. S., Alr Carrier Operations in Canada
October - December 1970, op. cit., Table 2.

Dependency on charter revenues haé inexorably linked third level
air carrier viability to the health of such markets. The creation
of excess capacity, in regard to fhé.overall system of‘charter
markets available to any 'third le&el' carrier, must therefore
become a major concern of regulatory policy towards these carriers.

Whether this requirement necessitates control of investments
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remains an important issue.

A second definition of 'third leéel’ carriers is thét
of local charter operators, operating unit toll services'only
as a supplemental source of revenues and only where specialized
abilities to serve thin markets have made such services a

logical extension of their revenue base.,

Implied also in the above is the possigility that a
third definition may be derived from thé types of equipment
operafed. As nbted, given the diversity in types of operation
maintained by the third levels, there is a wide rangé 6fv air;
craft ana capacities maintained by these carriers. HOwevér,

a limited list of-aircraft considered representative of the
carriers may be forwarded due to fheir recurrence in the fleets

. 1 . .
of recognized™ third level carriers:

lAdmittedly, this designation begs the guestion.
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IV. 5. - AIRCRAFT REPRESENTATIVE OF 'THIRD LEVEL'
FLEET CHARACTERISTICS2

Aircraft Type Capacity (Passengers) Weight Group

Cessna 172 (single engine) 4 A
Piper Apache (bi motor) 4 - 5 A
Cessna 180 (single engine) 4 - 6 A
Cessna 185 (single engine) 4 - 6 A
Piper Aztec (single engine) 6 A
Beech 18 (bi motor) 7 -9 c
Norseman (single engine) 7 -9 C
Beaver (DHC2) (single engine) 7 B
Piper Navajo 9 A
Otter (DHC3) (single engine) 9 C
Twin Otter (DHC6) (turbo) 18 C
Douglas DC3 (bi motor) 28 D

(a) Collected from aircraft most commonly appearing
in reported fleets of Statistics Canada Financial
Classifications III and IV.

Source: Statistics Canada, Flect Report Inventory of
Commercial Aircraft in Canada (Ottawa, Aviation Statistics Centre,
1971). : .

The‘abéve list is by nolmeans definiﬁive or comprehensive,
but it does establish some general terms of referencéz As noted
earlier, fleet structures‘are generally organized to c0néentrate
aircraft in the A-C weight groupings with a féw operating
bassenger capacities up to DC-3 capacitiés, and freight capacities
up to Argosy capacity. In any- event, limiting third level

operations to certain defined Capacities is a workable means of
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designating which carrier, regional or third level, is most
adequately equipped to service any given.level of traffic, and

is therefore useful in regulating licences.

A fourth definition of third level, on the other hand,
is to designate such carriers by the types of licences held;
Third levels may be seen to act in underdevelqped markets, in
which class 4 and class 3 auﬁhorities are the moét suitable
authorities, given thin and ﬁnstable demands for air service;
Cnly where markets are developed sufficiently to fequifev
class 2 services, but traffic is foo thin to allow viable oﬁerétions
by the regionalsl are third level carriers to operate unéer

‘regular service licences.

The four definitions extended, however, suggest con-

tinuums which pafallei each other, as suggested helow:

1. s . .
Without requiring the regionals to maintain a wider
range of mixed fleet,
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LICENSES EQUIPMENT MARNETS

limited charters

c¢harter - Ciass & group A §
i . . )
{ (Cessna, Piper, increzased charter
| Beech) activity
t f
. } {
lrregular } f
. ' i
unit toll - class 3 : group B local unit toll services ... -
[ (Twin Otter) feeder services
- . |
third level unit +toll -
class 2 : group D (DC-3) main services +o
% : 4 isolated points
regional unit toll transition to regional

class 2 (HS-748) - operator
In essence, as traffic develops in any city-pair, increased

charter activities will signal a need for developmental unit

toll services. Further increases in traffic will reqﬁire larger
aircraft and perhaps greater regularity of services until such
time_és traffic has increased sufficiently to support viable
fegional opefationsf' It is only in this»broad context that

any complete definition-of third level operations ﬁay be developead.
Thi:d level operations may be designated as those fallingvinto

the upper half above the dottad lines, as above.
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In diétinguishing the regional air carriers'vprbblem,
Studnicki~-Gizbert, (1966), solved the methodological problem
of defining the industry according to some Operational standard,
by simply naming the éarriers'involved. Such a step may be tha
most workable definition in terms of applying actual third level
policy. If_designates, for certain, those carriers to whom -
pfovisions will apply and the carriers benefit from the removal
- of uncertainty which definition by anj other'méahs might tend
to generate. Finally, however, lacking such a définitive
standard, it is understood that the ferm 'third level' refers to
a large gfoup of small carriers providing essentially charter .
and irregular air services on rouﬁes which link fogether major
or secondary centres of population'with the very remote areas
of the country; there is,. further, a limited amount of regular
éir servicés on routes too thin in traffic to be served by the

fleet capacities developing in regional operations.

These 'third level! Operators operate mainly,’ but not
exclusively, single engine and bimotor piston fixed wing air-
craft in the provision of local air service, feeder services,

developmental route services, extensive charter opzrations,

and specialty services. It is in corbining these various functions

that the third levels have been able to widen their revenue base
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sufficiently to-sustain each type of service. Specialization
in any one function seems inappropriate; those carriers
operating strictly bush-Fflying charter operations are not re-
cognized, in general, therefore, as 'third level' carriers
even though charter activity remains the mainstay of all third

levels.

D) Operating Environment (Exogenous System)

In accounting for the weak eccnomic base of the regionalsg,

Studnicki-—Gizbertl suggests that:
1. vyear-to-year fluctuations in demand (as a result
of dependence on north-south traffic dictated by

levels of resource development activity, and subject

to the changing patterns of discovery and exploitations

of individual projects),
2. seasonal fluctuations in demand,
3. directional traffic imbalances,
4. short average stage lengths,2

and, 5. 1low traffic densities,

1 . . . . . .
Studnicki-Gizbert, The Regicongl Air Carrier's Problem
(Queen's Printer, Ottawa, 1266), Chapter IT.

2 , . . .

A good discussion of these problems is found in
Wheatcroft, S. J., The Economics of Zuropean Air Trangport,
{Manchester University Press, Manchester, England, 1956), ch. 2.
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;have combined to produce severe financial diffieulties which
periodically have introduced instabilities into the industry.

The smaller scales of operation, combined with short to very
short-haul routes resulted in loss of economies and higher unit
costs relative to mainline operators. Furthermore, the thin
traftlc on routes accounted for low station utilization and

the use of_smaller, less efficient equipment. In conclusion,
tﬁerefore, Studnicki—Gizbert states, "For these reasons the
economic base of the regional carriers' routes tends to be weaﬁ,
vwhloh results in the dlfflculty tnese carrlers experience in
assuming reasonable financing of their expansion, and which is
reflected in occasional periods of various financial difficulties
.+« . 1If the regional carriers are to continue to_perform their
- task properly and if the crises which continued to plague them
in the past are to be avoided positive action aimed at strengthen-.

ing and stabilizing their operations is required."

Two important considerations bear on this diséussion.
"A large long-haul aeroplane operated over short—haul seotors
may well be more expensive to operats, per seat mile, than a

smaller aeroplane designed for shorter stages."2 Foremost,

lStudnicki—Gizbert, Ibid., p. 6.

2
Wheatcroft, S. F., The Economics of Furopecan Air
Transport, op. cit., p. 37.
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therefore, is the need to fit alrcraft to the traff1c availahle,
Efficiency requires the development of a sector of the air
transport industry which develops fleet suitable to thin short
stage markets even though such a sector will ultimately always
Ooperate at costs per unit substantially higher than those

produced b? larger carriers in dense markets. Such 'specialist®
firm positions may also require augmentation by limiting fields

of service, such és geographically designated greas of service,

". . . it seems an inescapable conclusion that tﬁe top manaée—
ment of an airline with a concentrated and homogeneous market

is likely to be more eff1c1°qt in the assessment of the prec@feqces
of its customhrs than . . . an airline of an equal size but with

a more diverse and widespread market.f2 The specialist role

of the ﬁhird level operator in serv1n§ a confined geographical
area may therefore be a nacessary element of eff1c1ency. Howe&er,
it is Stlll apparent that, even though in certain markets,
specialist firms may be most effective in terms of cést efficiency

-and markets sensitivity, their costs, relative to the larger

lThis concept is that pursued in regional policy which
designates each regional carrier' S geographical area of reg-
ponsibility, and limits its Operations through policy to such
designated geographical regions.

2 v
Wheatcroft, S. F., Ibid., p. 70.
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carriers operating over lengthier and denser route systems,

will be high. The structure of costs will theréfore show an
increase as 'third level' operations become suited to any market.
In itself, however, such situations do not explain why any sector
of an industry_is financially troubled. Economic viability will
be assured'where tevenues cover costs. A second consideration

is therefore to acknowledge that even though costs may be driven
higher through the economic environment of operation, if suf-
ficient revenues can be returned, there is no neéd to feel that
the problem of the third level sector of commer;ial carriers is
to bé fouhd in thé need to strengthen its revenue base. Self-
sufficiency is not simply a question of higher costs. It is a
question of why firms cannot achieve revenues high enough to
sustain economic viability in the provision of adequate services
incurring relatively higher costs. These latter questions are

reserved for later discussion.

The present situation of the third level carrlers, as a

sector paralellingl the operations of the regionals (on a minor

1 . . .
Their functions are essentially the same:

provision of local alr services
feeder services

developmental route services
charter services

W
L]

*
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scale), suggests an external or exogenous environment creating
at least as weak an economic base as that faced by the regional
cafriers in 1965. At the same time, their role in providing
services to the most isolated areas in the country and in thin
markets, where few alternative transport modes exist, has given
these carriers an importance in national policy which may be
considered well beyond proportion with their size relative to

the national. commercial aviation industry.

As noted the third level firms have exhibited 1rregula“
growth from small size bush operatlons to carriers comparablev
in stature to the regional carriers of the’ early sixties. There
is a dependency on demands of the more femote areas of the
country te service natufal resource developments, tourist activi-
ties, and basic services to isolated or semi-isolated communites.

‘With a decline in any -one of these sources of demand, revenues

méy’decline drastically leaving the carrier with an over-expanding

fleet of excess capacity. Of particular relevance, then, are
the dependencies on contracts to service the irregular or limited

‘demands of construction programs and resource developments.

Seasonal or limited activity periods associated with such projects

may create only temporary requirements for increased frequencies,

After a healthy beginning, individual firms may lose their major
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sources of revenus, subsequently decline, and consolidate with
other carriers, A boom-and-bust quality. is therefora attributed

to the third level sector.

Periods of profitability and rapid growth have thus often
met with periods of consolidations following declines in re-
source development activities.' Furthermore, it should also be
noted that 'exogenous' changé, in the form of surface tranépor—_’
tatidn and ground handling facilities, ray introduce competition
on short-hauls or allow the use of more advanced énd consumer-—
vreferred equipment. Either change can alter traffic deménds
_significantly,l and leave carriers in a serious position re-

garding revenues.

Seasonal fluctuations in demand also present serious
operational difficulties for the carriers. Such conditions
make it extremely difficult for the carriers to achieve satis-.

factory annual rates of utilization on their equipment which

1For example, surface connections between local pointsg
and secondary centras may reduce the use of air services between
these points. Secondly, development of strip facilities at
Norway House will allow the basing of direct turbo services
from that point to Winnipeg. Hence, traffic from the Norway
House region may wish connection with Norway House to take
advantage of the newer technology, abandoning direct services
to Winnipeg in smaller or more obsolete aircraft. Such changes
may have serious_repercuSsions on the carriers already operating -
in the area.
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is responsible for the higher costs these carriers encounter.
The problem is most serious, however, in. the maintenance of

a network of scheduled ser§ices. Demand fluctuations create
periods of the year where economic routes may become uneconomic,
incurring substantial losses for the carriers. Given the third
levels! smell endeavour into regular services, therefore, the
losses threatened by market fluctuations do not appear as
severe in the case of these operators. It is more in operetion
that such external circumstance create preblems for the third
levels. Greater staff flexibilities and multi-specializations
are requifed. Major overhauls, vacations, ang accountlﬂg and
marketlng prreparations will be deferred to the off—seasons,
while staff and. capacity are utilized to the maximum'during
’vpeak-demand periods in line maintenance and flying operations.
These changes put a strain on the carriers to accommodate their
markets with the flexibilities requlrcd - It also detracts from
higher levels of specialization which, in the interests of

efficiency, these firms might wish to employ.

1

Higher utilizations of equipment reduce unit costs of
output by spreading the fixed charges, essentially depreciation,
accumulatea by idle dircraft.



A comparison of quarterly fluctuations, based on avail-
able data, emphasizes the conclusions made above:

Iv., 6., - QUARTERLY FLUCTUATIONS i'N TOTAL UNIT TOLT. RE’VENUES
(Based on 1970 and 1971 Quarters)

Quarters Total Unit Toll - % Deviations from
' Revenues ($) ths Means
, Statistics Canada Statistics Canads
1¢70: Financial Classifications Financial Classifications
I1I® 110 - III II
st 1,889,055 10,842,502 | - 2.4 ~27.3
2nd 2,603,915 14,145,769 . +34.5 - 5.3
'3rd , 2,671,976 17,352,390 +37.8 +15.5
4th » ‘1,700,356 _14,406,703 -12.2 - 4.1
1971:
1lst 1,216,687 14,580,163 = . -37.2 -~ 2.9
2nd 1,536,580 18,842,056 - -20.7 . +425.4
Means - 1,936,428 115,028,263

(a) Representative of 'third level' operation
(b) Representative of 'regional' operation

Source: D. B. S., Air'Cafrier Opzrations in Canada
(Ottawa, Information Canada, quarterly issues) Tabls 2.

It is evident that both regional and third level carriers
face serious fluctuations in revenue (demands) in +the seasonal
structure of their operations. Comparison, as above, suggests

that the fluctuations are even more volatile for the third level
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. operator. A similar examination of charter operations emphasizes
this situation most strongly:

IV. 7. - QUARTEZRLY FLUCTUATIONS IN TOTAL CHARTER REVENULES
(Based on 1970 and 1971 Quarters)

Quarters - Total Charter N % Deviations from
' Revenues ($) the Means
. Statistics Canada Statistics Canada

1970; Financial Classifications Financial Classifications
1118 TP III o IT

lst 7,327,275 6,536,981 -45.4 - 5.9

2nd 15,096,350 7,501,905 +12.5 + 6,7

3rd 25,032,537 8,826,313 +86.6 . +25.5

4th 7,748,147 5,094,576 , -42,.2 27.5

1971:

1st 8,482,238 6,764,522 -36.7 - 3.7

2nd 16,795,954‘ 7,445,839 +25.2 + 5.9

Means - 13,413,751 7,028,356

(a) Representative of 'third level'’ operations
(b) Representative of Fregional' operations

o Source: D. B. S., Air Carrler OpeLatlons in Canada,
ﬁop cit., quarterly issues, Table 2.

Given that third level carriers’ greatest percentage of services
are located in their charter activities, it can be forcibly

concluded that they face a system of demands far more volatile
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in their fluctuations than those encountered by any higher
level carrier. This characteristic is an essential factor in

the environment of the third level operators.

The importance of the variability of demands facing the
third levels relative to all other carriers cannot be over-—
emphasized; and is clearly established below:

IV. 8. - QUARTERLY FLUCTUATIONS IN ALL SERVICES
BY MILES FLOWN, 1970

Percentage Deviations from
Annual Means

‘Quarters

Statistics Canada
Financial Classifications
I ITI ) IIT IV
1st - 8.6 -11.3 ~12.4 ’ -32.8
2nd + 1.1 + 3.9 + 5.4 + 6.0
3rd +16.5 +15.3 +50.1 +58.7
- 8.9 - 7.9 -36.0 . -=31.8

4th

Source: D. B. S., Air Carrier Operations . . .s op. cit.,
quarterly issué¢s, Taple 1.

The need for flexibility in each third level carrier's Operation
to meet the fluctuating patterns of demand which it faces over
its route system is therefore the major requirement to maintain
viability. Obviously, the flexibilities gained by class 3 and

class 4 authority operations are hecessary. The 'taxi' function,
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~

discussed earlier, is here dev veloped to its greatest extent.

Thore appears little hope in thé.carriers' ability to
generate sufficient off-peak traffic to develop enough business
to.gompensatevfor this essential characteristic of third level
operations. The maintenance of fle exibility in operation and

variability in the cost structure appears the major means to a

viability of services.

There is little also that a carrier can do to compensate

: o .1, ’ .
for the essentially northward traffic 1mbalances encountered.
While paSSGngr services reveal a ?elaulv” balancs, cargo re-
supply movements are found to be essbnglally northward. These
directional traffic imbalances raise costs and prices discouraging
traffic. Yet, aside from maintaining mixed configuration air-

craft, there apﬁears little the third levelvcarriers.can do.

Costs are further raised by the nature of the'stages
over which the carriers operate. The diseconomies of short-haul

are well=«known, and it nead be established only that these

For example, in ATC Decision No. 3193, April 1971,
Midwest notes: "The traffic on tha direct DC-2 service Winnipeg-
Norway House is.directional, with 70% being northbound and 30%
south bound, whereas on the inland shuttle service 90% is north
bound and 10% south bound . . . such aircraft are not suitable
- for mized passe nger~freight configuration as thers is no pro-
vision for segregating the two . ., "
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diseconomies are most prevalent in the third level markets:

IV. 9. - AVERAGE STAGE LENGTHS OF
CANADIAN AIR CARRIERS, 1970

Average Stage Statistics Canada

Lengths (Miles) Financial Classifications

by Services I IT I11 Iv v
Unit 7Toll 495.0 310.3 112.6 - 71.1 58.3

Charter 1,775.4 454 .7 121.8 81.9 .092

Source: D. B. S., Air Carrier Operations in Canada
October - December 1970, op. cit., Table 1.

The stage lengths over which the,third.level carriers'operate on the
a&erage, ére not‘only extremely short relative to higher level
bperationé, but show considerabletvariance in route system
patterns. These features result not'phly-in high unit costs

but in greater difficultiés inbobtaining aircraft suited to the

wide range of stéges over-which they will be utilized. vThird

level operators combining relatively long-haul and short-haul
shuttle:serviceé may be forced to use aircraft over sfages.for'
which they are not suited simply to meet the average tréffic needs

and, at the same time, maintain adequate aircraft utilizations.

In short, third level carriers will be observed to
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~Operate in markets featuriﬁg:

1. ‘year—to—year fluctuation.

2. seasonal fluctuations..

3. directional traffie imbalances.

4. short and variable stage lengths.
and,.S. low traffic densities.
'Each factor pfesents itself in a more extreme versien than that
faced. by the regional carriers; and‘ as a result, there ie a
great difference in the costs of services prov1ded by these two.

levels of carrier.

E) Cost éonditions

Examinations of cost performance in the third level
sector are dlfflcalt where the analysis wishes to flnd generallzed
, resulés._ Depending on tﬁe.tlme of purchase and marﬁets entered, 1
acqulsltlon costs on aircraft can vary substantlally. There may
be major ‘differences in the operational costs of 1dent1cal air-
craft wﬁere route systems, utlllzatlon rates, labor contracts,
manaéerial skill, spares' policies, and'metheds of finance differ.

- The terms available on loanable funds, on lease arrangements,

1 . - . » .
New aircraft, used aircraft, or aircraft rentals.
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and the firm policy on depreciation, can all combine to produce
experienced costs divergent by more than.twenty percent when

determined on a fully allocated basis.

Consider-the following reported data as an example:

- IV, 10. - REPORTED OPERATING COSTS
(Divergences in Beaver DHC2 Reports)

"~ Aircraft Capacity ' Reported Operating Unit Costs/

Type (Passengers). A Expenses/Hour ($) ~ Hour ($)
Beaver ,
DHC2 8 . 45,77 5.72
: : ' © 49,94 . 6.24
'56.50 . 7.06
6l.16 - 7.77
76.74 2.62
78.85 | 9.86
Range (unit costs/hour) - % Deviations from
= 4,14 , : . the Mean
Mean (unit cost/hour) _ ' ~25.8
=7.71 S S _ -19.1
' - 8.4
+ .01
+24.8
+29.2

Source: D. B. S., D. B. S. Service Bulletin, vol. 3, No. 49

(Ottawa, Aviation Statistics Centre, 1971).
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Hence, cost data reported will reveal considerable variance,
and it is difficult, therefore, to forward generalizations or
interpretations of cost performance without keeping this basic

fact in mind.

Qualitatively, certain aspects of cost'perfcrmance will
be noted and supported by aggregative data. Exceptions to
these results should not overrule these generalizations, but

should, on the contrary, be expected.

A comparison of the cost structures of the different
level.carriers reﬁeals the relativelyAmore variable nature of
costs,‘Wifh the majority of expenées concentrated in the flying
operatiohs catégory, in the third levels’ operations:‘

IV. 11. - SOURCES OF OPERATING

COSTS BY PERCENTAGES
(Annual Results, 1970)

Statistics Canada

Operating Categories ' - Financial Classifications
I ITI __IIT
Flying Operations . ~22.8 37.5 45,1
‘Maintenance ' 16.9 18.8 27.9
General Services and '
- Administration _ 49.8 35.0 18.3
Depreciation and . A _ s
Amortization 10.4 8.7 8.6

Source: D. B. S., Air Carrier Financial Statements; 1970
Annual Results (Ottawa, Information Canada, 1971) Table 1.
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Again, greater insurance against losses incurred by declining
demand is assured. The higher proportion of maintenance costs
encountered by the third levels reflects the fact that the piston
and older aircraft operated by the carriers require greatef main-
tenance to stay in service. Finally, the low administrative and
general costs may be attributed to the low levels of promotion,
passenger services, and administrative overhead maintained by

the third levels in proportion to their outputs.

The comparable figures for depreciation and amortiéétion
as a source of cost to the third levels is maintained essentialiy
by the higher levels of debt incurred by these carriers relative
to the regionals and mainline carriers:

IV. 12. - INTEREST EXPENSE

AS A PERCENTAGE OF TOTAL OPERATING EXPENSE
(By Statistic Canada Financial Classifications)

Statistics Canada
Categories Financial Classifications
I Ix IIT Iv

Total Operating

Expense (3) 600,427,805 84,340,029 74,314,828 27,895,063
Interest

Expense ($)a 38,334,677 6,035,387 3,304,800 924,602
Percentages - 15.6 13.9 22.5 30.3

(a) Includes interest on all kinds of debt - premiums,
discounts, long and short-term debt. ' Lo

Source: D. B. S.,'Air Carrier Operations in Canada
October ~ December 1970, Oop. cit., Table 2.

1 . .
Who may be able to either achieve better terms on loanable
funds or finance equipment through_retained earnings. :
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At the same time, the costs incurred by the third level
carriers are, as expected, significantly higher than either main-
line or regional carriers:

IV. 13. - AVERAGE COSTS (¢)
(By Financial Classifications 1970)

Statistics Canada

Unit Categories - Financial Classifications

I o IT 111 1v @
Flying Operations
Cost/Ton-Mile - 10.9 22.8 35.1 271.0
Total Operating
Expense/Ton-Mile 47.7 60.7 77.8 593.0
Flying Operations '
Cost/Revenue : _ )
Passenger-Mile _ 1.4 3.3 4.1 : . 56.5
. Total Operating
Expense/Revenue
Passenger-Mile 6.2 8.8 9.2 ' 124.0

(a) The substantially higher costs encountered within this
+ classification may be attributed to:

i) helicopter (high cost) and specialty aircraft
(low utilization)

ii) specialty services which result in long air
time but little mileage produced.

Source: D. B. 8., Air Carrier Operations in Canada, op. cit,,
Table 2.
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The economies ‘in operating larger capacity equipment over denser

long-haul routes appears the major cause of such cost differentials.

Costs reported also reveal the economies of higher utili-
zations and the amount of excess capacity maintaineq Dy carriers
during the off-peak periods of demand:

v, 14. - VARIATIONS IN QUARTERLY OUTPUTS AND COSTS
(Financial Classification Irx, 1970)

Outputsa:' ' Quarters 1970

1 : 2 3 4
Total Ton-Miles : 100 126.9 326.5 11g8.1
Revenue Passenger-Miles 100 116.7 354.7 130.6
Costs®:
Flying Operations 100 129.7 166.7 111.6
Maintenance 100 - 117.1 143.5 98.8
General Services and '
Administration } 100 107.3 132.8 116.1

Unit CostsS:

Total Operating Expenses/- | ,
Ton-Mile ($) ) 1.35 1.28 .61 1.23

- Flying Operations Cost/ .
- Ton-Mile ($) .55 .56 .28 .52

(a) Let outputs in 1st quarter represent an index = 100
(b) Let costs in 1st quarter represent an index = 100

(c) These represent average costs allocated to each level
of output per quarter. '

Source: D. B. S., Air Carrier Operations in Canada, op. cit.,

1970 Quarterly Issues, Tables 1 and 2.

1 , '
, In specific, note that Level II and III flying operation
cost/ton-mile differ by 12.3 cents; yet total Operating expense/
ton-mile differences have only increased to a margin of 17.1 cents.
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It is evident that output levels show great seasonal
fluctuationvplacing maximum sﬁrain on the carriers in the third
quarter. Higher load factors are implied in the fact that
operating costs do not rise in the same proporfions as increasead
outputs; furthermore, increaéed utilizations of existing capaéitiés
over the peék periods of demand show substantial reductions in.
costs. it is obviously in the carriers interests to seek increased
‘utilizatiohs of idle capacities during +the periods‘of 1§w demand;
while costs remain more variabie reiative to méinline and regional
operatérs, third level carriers are still in a position where costs
- cannot be fully reduced in respect to fluctuaﬁions-in'demand:

Iv. 15. - COMPARISON'OF_QUARTERLY |

CHANGES IN OUTPUTS AND COSTSs2
(By Percentage Changes in Quarters)

Outputs: , Quarters 1970

_1 2 3 _4

 Ton-Miles , | - | +26.9 +226.5 =+ 18.1

Revenue Passenger-Miles - +16.7 +254.7 + 30.6
Costs:

fotal Oéerating Costs - +19.7 + 48.4 + 7.8

(a) Again, using lst quarter results as a datum

Source: D. B. S., Air Carrier Operations in Canada, op. cit.,
1970 Quarterly Issues, Tables 1 and 2.
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There is, therefore, a 'fixed cost' element in the operations of
third level air carriers and a need to develop off-peak traffic

to offset the losses encountered.

F) Revenue Conditions

Economic stability or viability will depend on the relation-
ship between the structure of costs and revenues eﬁcountered by
the firms in an industry. As noted, third level carriers main-
tain cdst structures which are variable relative to the operations
of larger scheduled carriers. However, conditions in the_economic
environment served produée higher relative costs and severe
. demand fluctuations. 1In thé short run,‘there is a signifiéant
element of fixed resources in the industry and hence, the con-
comitant appearance of excess capacity and economic losses

during declines in demand may be expected.

Indeed, such is the case in third level operations and in-
ternal cross-subsidization of temporal services is a prevalent feature:
IV. 16. - OPERATING INCOMES ($)2

QUARTERLY RESULTS FOR 1970
(By Financial Classifications)

Statistics

Canada Financial Quarters 1970 ‘
Classifications 1 2 3 4
I -3,577,747 10,001,207 30,653,344 -9,662,773
IT - 873,946 629,507 2,258,335 -1,309,574
11 -3,918,420 2,601,780 8,543,342 -4,580,494

v - 946,293 1,176,771 2,738,513 -2,162,670
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PERCENTAGE DEVIATIONS
IN QUARTERLY OPERATING INCOMES
(From the Quarterly Means Established 1970)

Statistics

Canada Financial ' Quarters 1970

Classifications 1 2 3 - 4
I - -152.2 + 45.9 +347.3 -241.0
II ) -269.1 + 21.8 +337.1 ~353.5
III -559.4 +205.0 +901.56 -637.0

Iv -301.1 +150.2 +482.,2 ~559.8

(a) Operating Incomes - net income before allowing for:

i) non-operating income
ii) interest expenses
iii)  income taxes

Source: D. B. S., Air Carrier Operations in Canada
October - December 1970, op. cit., Table 2.

As shown above, the degree of tempofal cross—subsidization may
be considered ejen greater in the case of third level operations
than in the other levels of carrier. Seasonal fluctuétions in
demand therefore may be considered responsible for higher ovefall
fares; policies aimed at gaining greatér variability in.costs

are therefore necessary.
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On an annual basis, revenues have shown the pattern of
boom and bust suggested earlier.

v, 17. - NET INCOME AFTER INCOME TAXES ($)
(By Statistics Canada Financial Clagsifications)

"Statistics Canada

Years Financial Classifications
I I o IIT IV
1966 ' 11,434,638 15,156 1,458,721 957,937
1967 6,942,061 - 738,406 3,432,075 565,492
. 1968 10,558,605 - 920,777 969,857 1,362,942
1969 5,043,108 -2,815,131 478,549 - 252,940
1970 - 68,969 -1,008,241 111,475 - 383,650
1971 ' 3,800,000 3,684,263 . 5,907,849 489,157

Sources- D. B. S., Civil Aviation Annual 1966 69,
(Ottawa, Queen's Printer, 1967- -70), Table 12. D, B. S., Air Carri

er

Financial Statements Annual 1970~ ~71, (Ottawa, Information Canada,
1971-72), Table 2.

Ohe curious feature is evident. Although third level
carrlers operate over a system of markets substantlally s1m11ar
to those systems encountered by the regional carriers, in the
aggregrate there is no.report of losses equivalent with those ene
countered by the regional carriers. While no data was availabie
on the variances in net incomes earned by the third levels, it
appears that the sector has been able.to.remain viable in its
economic environment. This success, it is felt, is attributable
to the greater incidence of activity under class 3 and 4 licensed

authority. Such licensing permits the carriers the flexibilities



necessary to establish a greater variability in their cost
structures and this feature has allowed them to survive in markets

similar to those faced by the regionals.,

Obviously, however, there is a need to examine individual
third levels to examine rates of failure, variances in’profitabi—
lities, and ihdividual returns on assets before making positive
statements regarding this sector's stability and performance of
éérviée. However, failing such data, the following aggregative
performance will be noted:

IV. 18. -~ AVERAGE NET INCOME

AS A PERCENTAGE OF AVERAGE TOTAIL ASSETSa
(As Representative of Return on Investment (%))

Statistics Canada

Years » Financial Classifications
I I . ITI Vv

11966 3.3 .04 4.22 3.55
1967 1.6 ~1.54 5.90 1.73
1968 1.8 -1.65 1.47 3.39
1969 0.7 -3.14 0.53 -~ .69
1970 -0.007 - .83 0.14 - .98
1971 0.43

3.04 5.86 1.00

(a) See Table 2, Chapter 1IV.":

‘ Sources: D. B. S., Civil Aviation Annual, op. cit.,
1966-69, Table 12. D. B. S., Aixr Carrier Financial Statements
Annual, op. cit., 1970-71, Table 2.
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As a generalization, therefore, third level carriers, in
“terms of generating a return on investment, have fared better
than any other sector of Canadian commercial aviation. Only a
wide variance in the levels of indidivual third level profits
ﬁould indicate that there is a major n=ed to strengthen the re&enue
base of third level carriers, in proposals similar to those put

forward for the regidnal operators.

G) In&estment Behaviour
Those aspects of third level economic behaviour which

perhaps warrant the greatest éttention are policies towards re- .
equipment and fleet modernization.. Purchasés of aircraft will
represent the carrier's futufe abilities to attract traffic, to
compete with rivals, . and to offer various standards of service,

encé, investmenﬁ deéisions are a variable which will.absorb
much of the attention ofbmanagemehts, which will have éarticularly
enormous effects on the long-run viability of any specifié
organization, and which will, therefore, be a guarded strategy
of the highest levéls_of carrier management. Strategies to secure
markets_in‘competition with other carrier;vwhich surfound thé
dispersions of aVailablé fleet, scheduling of equipﬁent,.and the
leveis Of passenger service can only be considered short-run

adjustments to given or static circumstance. It is in the

expectations regarding present investments that opportunistic,
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~or overly-optimistic decisions may result in serious future
marketvdisequiiibriums, instabilities, and necessary wastefu;
readjustments, Yet, the importanée of investment strategies,
as a variable critical to the firm's financial viability, make
them an element over which the firms wish to maintain full res-

ponsibility.

' The objective of concern in regulation, hbwever, should
be wifh developing dynamic efficiency; that is the ability to
adapt to 'exogenous' changes over time in a manner which avoids
_serioué maladjustments.in individual markets. The task set,
therefore, is to maintain eéuilibrium of capacity with total
demand, or the sum of individual demands in city-pairs. More
specifically, adjustments should be made which maintain the
structure of capaciﬁy, or fleets, in equilibriﬁm with.tﬁe structure:
of demands, presehted as the network of various types of demanas
which the industry serves. IE is a state which is required both
for the individual firm, and for the industry designatéd as a-
whole., In short, éapacify, ideally would be gquided so as not
to become excessive, leading to cutthroat competitioﬁs‘and.
instability,,yet at the same time be hot o) restriéted as to
generate super-normal returns to the carriers in the incdustry.

It is an equilibrium which is obviously difficult to maintain
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at a very fine level, as decisions to invest are derived from

future expectations, and are therefore subject to risk-avoidance,

stochastic elements in the

system, and uncertainty.

While the regulatory authority can therefore never hop=z

to achieve -the ideal result pictured above, there are certain

economic characteristics of the third level sector which deserve

gréatér consiaeration:
1. the ability to
2. the prevalence
planning
3. the prevalence

and,'4. the effects of

finance necessary re-equipments

of short-term and imprecise investments

of divergent or inconsistent investments

institutibnal“rigidities on a system

of fluctuating markets.

Each aspect warrants individual consideration: a different

regulatory approach to the

plénning may be required.

question of individual firm investment

The regulatory authority, in the exercise of its powers

to licence entry both by function (class of licence) and capacity

(weight grouping authority), has controlled the carriers' access

to markets. Licensing has

therefore become a prime determinant

of any individual carrier's ability to operate profitably; control

of accessibility has meant

control of revenues.
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Indirectly, therefore, there is a definite functional
‘relationship between the regulatory policies towards the_carfiers/
and their respective abilities to re-equip. As Schumpeterian
analysis argues; profits may be the prime factor in the system's
abiiity to dynawmically adapt to exogenous changs and in the
developmené of an entrepreneurial and innovative industry..l
Quantitative'analysis of the exact marginal adjustments required
in the profit rate to secure dynamically adaptive and innovative
systems,’While at the same time avoiding 'excessive' returns
Contrary to consumer interests, cannot be attempted. The important
point here is that the profit performance of any firm is to a
significant degreé determined by fegulatoxy decisions; profits,

at the same time, determine the terms on loanable funds which
firms will encounter in capital markets, as well as the rate at
which pools of fetained earning may be accumulated. Regulatory
policy, therefore, in restripting'carriers to weak or irrationél
route systems may be instrumental in retarding an individuél
cérrier's_ability to adapt (i. e. re—equip)‘to éhange, and survive

viably in the long—run.

1 . . .

The relationship between profits and successful innovation
is by no means clear. This latter suggestion is therefore only
cautiously forwarded.



les.

In the areas of third level operation, it has been

noted that:

a) in the aggregate, firms have operated with subs-
tantial financial success relative to 6ther levels
of commercial air carriage;

b) the profitabilities encountered by firms have
largely followéd short-term demands or contracts;
in operating over these systems of fluctuating
demands,l carrier successes have shown a marked
correspondence to their abilities to secure’
lucrative markets.

What is suggested is that while fhere is a general viability

in third level operations,.certain carriers, either through
succeséful management, correct ;ntigipations of change in the
economic environment, or fhrough hoidings of the necessary
licences, have beenrable to develop relatively stronger profit-
abilities than rival firms. Through the filtering'of capital
markets and the institutional restrictions of the licensing
authorities, therefore, the stronger carriers have been able

to become more adaptive to eéxogenous change, and in the long

1 . . o '
Consider the following specific cases:

a) TransAir dependency on Dew Line operations.

b) MidwWest dependency on Hydro prOJects at Grand
Rapids and Gillam.

¢) Northland dependency on demands for float plane
markets.
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run, the result has been a tendency towards increasing concen-

trations in the airlines.

As a generalization,l it has also been suggested that
the small business characteristics of the third level carriers
have led them away from well defined long-term plans for either
market or fleet developments. As a result, gross misjudgments
in the acquisition of aircraft have periodically appeared. Ad-
miftedly, there ére pfoblems in forecasting future demands with
accuracy, but the severe consequences of excess capacities and
the ihcreased costs of low utilizations indicate the need for
greater.care. As noted, there is a definite tendency in'the
industrykto exXcess capacity, to the use of management intuition,
enthusiasms, and, perhaps, over-indulgence, in expansions of
fleet, and to the use of investments as the basis for satisfy-~
ing hopes for route awards. Aspirations tend to be high while
absolute capital requirenents are low: the threat of excess

capacity creation appears an ever-present feature,

Studnicki-Gizbert has considered the problem of re-

equipment and fleet modernization from two points of views:

It is necessary to note that a small minority of third
level carriers do maintain the resources to institute well-
developed policies ang investment planning. Such conditions
tend to arise with larger scale and greater financial stabi-
lity.
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"(i) The financial burden resulting from the acquisition
: of modern equipment . . . can only be justified if
this equipment finds sufficiently high utilization
and achieves adequate load factors . . .

(ii) The choice of suitable equipment which should be
able to replace satisfactorily the older aircraft
without proliferation of the aircraft types."l

The former -view refers to the need forvsecuring aircraft fitted
,fo the needs of the marketsvin which they operate. Given the
technological and operaﬁing cost.characteristiéé of various air-
craft types, there will be some optimal choice of aircraft for
the route system faced by any carrier. Inevitably, averaging is
involved, as utilization requireé operating specific aircraft in
numerous markets; choice of aircraft will be such as to meet,

on the average, the marketing requirements of thé several routes
consisting the firm's route pattern. The economies involved in
developing homogeneity iﬁ operations (i. e. developing carriers
specialist in catering to thin short-haul markets with smaller
capacities) derive from the maintenance of more sténdardized
fieéts and route segments, which lessens the need for averaging
or operating aircraft over segments which they are‘not ideally

suited to serve. The latter'view of Studnicki-Gizbert refers to

the diseconomies prevalent in mixed fleet operations, which

1 s e s . . .
_ Studnicki-Gizbert: The Regional Air Carrier's Problem,
op. cit., p. 20. '
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accuﬁulate where carriers attempt to serve markets of too
diverse nature or where carriers develop fleet in a random
manner as opportunities present themselves. It has been
observed that there are definite functional relationships
between utilization rates, suitabilities in equipment, and
the costs encountered in operations. On the revenue side of
production, it has been observed that break-even fare levels
react inversely' to increased load factors, higher utili-
zation, and a better 'fit' of aircraft to its operating en-
vironment. The conclusion is therefore that there may be
particular economies both in cost aﬁd fares where fleetsg are

planned into orderly developments, based on the benefits of

fleet and route system homogeneity, and the specialist doctrine.

Third level operations, on the other hand, have often exhibited
mixed fleet and diverse market operatiéns; é more definitive
statement regarding the types.of markets they will serve and
greater attention to orderly fleet development by the regu-
latory authorityﬁmay therefore be useful in increasing the

efficiency of operations.

Essentially, carrier choice in equipment may be consji-
dered determined by:
1. availability of capital restraints,

2. the nature of the route systems facing carriers,

and, 3. managerial influences.
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. As the process of licensing will have major influences on the
first two factors above, the regulatory authority must assume

- some responsibility for orderly development, if increasing seller

concentrations are to be avoided.

Third level carriers have also revealed these other
featuresl in their choice of equipment:
1. a reluctance or»inability té modernize fleeés,
2. a general desire to move into larger equipmenf,

and, 3. a corresponding general desire to géin entry into

denser markets.

In moving towards fleet médernization, the'cérriérs ﬁay
be unwilling to modernize due to lack of financial ability,
due to lack of competitive incentives, or simply due to the
effective marketébility of old equipment in the markets served.
" The elements involved may be bést‘revealed b&la comparison of -

two of the larger capagity third level aircraft:

Again, subject to widespread exception.



IV. 19. - COMPARISON OF
OPERATIONAL CHARACTERISTICS, DHC6 AND DC-3
(Representative Third Level Aircraft, New and 01ld)

Items _ Aircraft Types
' DHC6 (Twin Otter) Douglas DC-3
Years of introduction 1960's 1930's
Present Purchase Price $400 - $600,000 © app. $50,000
Ideal Range - 875 miles ' ' 1,500 miles
Configuration mixed/20 passenger/ non-convertible/
' a. STOL 28 passenger
Cost Structure  (in ' ' -
Percentages: : ' o o
Flying costs 41.3 49.4
Maintenance 30.8 o - 40.3
Depreciation 27.9 _ : 10.3

(a) Based on average operating costs/block hour,
experienced by Canadian Carriers (1969).

Source: Statistics Canada, Aviation in Canada,
(Ottawa, Information Canada, 1972), Table 7.5.

The following characteristics are noted:
(1) the older equipment is available at much lower

initial capital~cost and will therefore be

attractive to the eﬁtrant firm‘or the less
profitable operator;

(2) in convertibility, suitability to_shéft—haul
thin markets, and STOL charadteristics;vthe
newer equipment may be better fitted to market

requirements in third level operations;
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(3) the older equipment shows a higher proportion
of variable to fixed costs as its operation is
subject to greater mainténahce and often, greater
flying costs. |
Third level operators, therefore, may be'content to
maintain fleets of older equipment and to expand capacity with
these lower capital cost aircraft; marketability and low dé—
~ preciation charges will make the older equipment fully com-
petitive with the new. However, newer equipment mayvbe con-
sidered better suited to the markets served Qrvsimply more
trustworthy aircraft. Policy aiming at modernizations of fleet
must therefore’induce greater incentives to re-equip with |

-newer equipment than are provided byAthe market.

. The long—ferm problem is in terms of increasing seller
éoncentrations. 1With timé, the variable costs of-maintaining
old equipment will increase and firms whoAhave modernized
will dévélop variable cost-advan#ages over the 6lder fleet
carriers.» Whefe compefitive struggles or excess capacity
barise, the modernized éarriér,:in cufting fares to wvariable
cbst levels, may achieve significant pricing advahtages over
the less ably equipped carriers. The older fleets may be

caught in a "cost squeeze" which reduces their ability to
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sustain viable operations or compete in markets; increased

industrial concentrations may derive.

The desire to move into denser markets with larger

equipment is also a feature which may lead to problems of excess

capacity. Carriers have :egularly attempted route extens-

ions conneéting thin.route systéﬁs to large traffic generating
'centers.l Such connections have resulted in the'spoke pattern
common to third level opefations,2 with its concomitant Weaker
loads fowards the farthest range of thin markets. Choice of
équipment has been'complicated in that aircraft selected must
satisfy é greater range of markets and denéities.. If barrieré
decidé to move into large equipmeﬁf on.the basis of a éingle
stfong'terminal,'there ié danger of either low utilization or
poor load factor performance. Subsequently, such requests may

evolve into requests for further extensions of stub-end points3

into further strong terminals.4 The developments of such 'upward

'pre5sures' in growth aspirations will only be‘effectively dulled -

1 : . s . PR
e.g. Ilford-Riverton's extension into Winnipeg.

. e.g9. Norcanair's extension into Prince-Albert -
Saskatoon - Regina. '

3The farthest, weakest market extensions.

4 " . - s ' .
For example, TransAir's prairie service may be viable
with extensions westward onto Edmonton or Calgary. :
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with regulatory policy which more strictly defines the areas
accessible to third level carriers by operational definitions,
either according to function or equipment. The case for greater

control of investments may be furthered.

The. final concern.ig investment regulaﬁion cénsiders
divergent or inconsistent investments. ~As noted, céntralized
control of investmenté could remove such elements from the com-
mércial'éir system. Whiie it is unlikely individual‘firms will
give up control.of their freedoms of investmenﬁvchoice,‘thefe
does appear need for some greater.involvement or 'indicativé'
invéstment planning by the regulatory authority. Cehtral'
economic planning of this sort by the regulatofy authority,
stressing Qréater effort'in'gathering market data for individual
decision—makeré,,a more léng-term concern With fhird level
economic developmeht,'and greafer consultations in investment
dedisioné>by the pfovincial government, the private carriers,
and the federal regulators, do reduiré consideration. The small
business éharacter of the third levels, the 'exogenbus' effects
of provincial_decisions, and the tendency towards excessive
capacities all suggest the need for such measures. Co—Qrdination,
rather than competition, in these areas may beAbetter suited
to the public ihterest;given the invéstment behaviour of third

level firms.
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Regioﬁal policy notes, ". . . where an air carrier has
a sound financial structure and adequate prospects, it can
obtain financing . . . problems in this connection . . . may
have resulted from weaknesses in capital structure, fromvun-
certainty . . . or from small size . . ."l This situati@n is
obviously frue of the third level carriefs. The policy con~
.tinues to nbte,v"A co—operative approach . . . mighf offer ad-
vantages that aré not available if each carrier approaches this
problem se?arately .« . individual carriers have, upon occasion,
acquired aircraft«without»dué regard fo the_suitability of the
facilitiés on the proposed routes."2 The policy suggests én
advisory or coﬁéﬁltétive role forhéhe regulatory authdrity in
co—ordinating_investments. The precedent has been eétablished,

therefore, and is even more necessary to third level operators.

In conciusion, fhird ievgl services are-characterized
by the ébsence of Well—developed investment‘policies, and the
importance of 'exogenoﬁs"decisions on the viability of opera-
tions. Conditions which tend to generate under thé system of
licensing allow some carriers greater adaptability'td techno-

logical and exogenous change, léading to the development of

l"Statement of Principles for Regional Air Carriers"
Tabled in. the House of Commons, October 20, l9e6,

2Ibid.
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,ma:ket structﬁres which are highly interdependeht Oor monopo-
listic. Providing better dpportunities_for ill-equipped
carriers to reorganize their fleets into rational, efficient,
and mofe viable systems may be considered necessary to avoid
long~term tendencies towards increased conceﬁtration. The
means empléYed may be:

1. indicative investment planning by the regulatory

authority,

2. increased access to loanable funds to carriers
disadvantaged through institutional rigidities,
‘and, 3. greater flexibility in allowiﬁg carriers to
stréngthen their reveﬁﬁe béses towards balanced

competition.

g
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The difficultiee in deriving conclusions about a non-
defined‘industry, from an extremely smal; sample of represen-
tative firms operating in a limited geographical area and from
data available only in limited and highly aggregated form,u
are considerable. However, there are certain basic character-
istics revéaled, certain coﬁmon problems encountered, and,
therefore,,certain concluding recommendations Which, if for-

warded with some restraint, may be argued.

The small sample of Manitoba thira level carriers sur-
‘veyed, while not sufficient basie for generalization, does
suggest Qide variability invpfofitability. The economicbprob—
lem of tne‘third level-air carrien, therefore, is not the need
for greater fevenues in view of the oost structures he faces,
but the need for greater cost.efficiencies and a greater balance
in the'profitabilities (i. e. financial strengths) of the
nnmerous-carriers. The essential policy theme should there-
fore emphasize increased productivity and opportunity for the
weaker carriers. In concluding on the regionale' situation,
Studnicki~Gizbert notes, "; . « the strengthening.of the re-
gional carriers' revenue base is essential to enable them to
modernize their fleet, which in turn requires high utilization

of equipment. Without equipment modernization the regionalv

carriers will be simply squeezed out by the cost pressures
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due to increasing . . . costs."1 The third level situation is

obviously qualitatively different.

The incidence of costs given the operational features
of'ciass 3 and 4 licenée authorities plus cost struétures
‘which feature largely depreciated aircraft and facilities, a
minimum of bassenger handling services, and low édministrative
overheads, is relativély variable.- The nature of fares under
class 4 licences, the monopolistic pbsition of air serviées
in serving isolated points (i. e. lack of éubstitute transport
has geherated inelastic demands in femote areas), plus the con-
cern of the regulatory authofity in protecting the Viéﬁility |
of operatoré, have resulted in a fére structure suiﬁed to the
revenue requirement of the third level operator. A strong re-
venue position in cémbination with higher degrees of variable
costs have thus allowed the third level operator to sustain a
solvent operation, even when operating over a dynamically
fluctuating and uncertain system of markets, and even where the

regional carriers experienced serious financial difficulties.

Economic generalizations are forwarded, but only with

the greatest caution and the acknowledged criticism that

lStudnicki—Gizbert, The Regional Air Carrier's Problem
op. cit., p. 21.
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individual cases will differ significantly.

As a first generalization, third level operators re-
present small 5usinesses with short-run opportunistic opera-
tions, lack of markets investigation, lack of equipment élann-
ing, and little provi§ion for future fleet modernizations,
characteristics consistenﬁ»with their small size and lack of
specializations. Market behaviour may therefore be considered
éd hoc; fleet and route developments will be triggered by in-
“dividual requirements and i£ is unlikely therefore that é pro-
grammed pattern of aircraft acquisitions and route system deve-
lopments will occur. On the contrary, the industry is character-
ized especially by the prevalence of mixed fleets, due both to
| the diversity of markefs serviced,vand the varying opportﬁni—
ties for aircraft acquisition. Hence, as a first condition,
it-may be stated that the third level industry reveals a tend-
ency to investments in obsolete equipmént, over capacity, and

heterogeneous fleets.

The operating environment of the third levels reveals
that the greatest problems facing the carriers are the seasonal
and cylical fluctuations in demand. vIn its'liéensed system of
markets, there is therefore an uncertainty as to long-run de-

velopments and a need for flexibility in services in order to
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maintain a viable operation. Relatively high operating costs,
éiven the structure of markets served by. the third levels ap-
pear inescapable, yet inefficiences revealed in costs beyond
those necessitated through the economic environment may be
noted. Inflexibilities in disgarding'obsolete or excess equip-
ment, in ré—arranging route systems into 'rational' patterns,
-and in developing means to integrateé‘systems have caused in-
efficiencies and lead to merger activity. . As a fesult, firms
have had to maintain mixed fleets at low‘levels of ﬁtilization
to maihtain market footholds, and mérger activities have ied

to an increasing imbalance in the competitive abilities of_thé
various carriers. Such imbalanceé’can only lead to.further
seller concentrétion, an increasing'recognition of oligopolistic.
interdependence, and either service deteriorations to thé

public or an increased role for the regulatory authority.

In conclusioh; the'opportunistic behaviour of third
levels combined with the importaﬂce of 'exogenous' decisioné in
Adetermining markets for the carriers have created a situation
where the possibilities of inconsistent and divergent investments
are highly likely. The need for some better overall cé—ordina—

tion of investments is evident, and it is here that regulatory
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'policy must also place emphasis. Continuing market disequili—
briums in supply and demand can only lead to wasteful periods

of readjustment.

A):The_Regulatory Environment

Present regulation of third level operators is essen-
tially based on control of market entry, reyealing a basic
concern with the probabilities of excessive egtry and in-
stability. Two requirements ére therefore placed on the
regulafory.authority, the need to interpret the public interest
and the need to set criteria by which to select carriers to

service particular markets.

The particular concern, in the question of public in-
terest, is that the ATC operates with extensive aufhority
under legislation which provides only an ambiguous framework,
given the numbers of performance trade-offs which the air
carriers encounter. Foremost, therefore, is evidence of no
consistent pattern‘in third level decisions and the pressing
need for a set of enunciated principles establishing the
directions in which third level operations will be allowed to
develop, in the loﬁg—term,.and in the public interest. Goals
definition and a better handling of the trade-offs involved

would obviously create an element of certainty, ensuring more




204.
orderly development of investments and applications to the
regulatory authority. Without some better definition of
objectives, it would seem the regulatory authority will re-
main indecisive in assuring that movements towards higher

levels of social welfare are attained.

However ill-defined in existing legislation and regu-.
lation, the public interest in this examination has centered
on the following principles:

1. productive efficiency - a static concept implying
both internal carrier cost efficiency and general

- system efficiéncy. The objective recognizes the
need for rationalization of route systems and in-
dustry configutation, the elements of the special-
ist doctrine, and the need for sufficient competi-
tion to ensure efficiency with public bénefit.

2. dynamic efficiency - a concept implying a frans-
portation system dynamically adaptive to exogenous
change. The objective recognizes the problems of
fluctuating demands, and the role of profits and
flexibility in eﬁsuring‘the‘proper respoﬁse in
the system to such changes.

3. service integration - a concept implying a trans-
portation system with each mode properly suited

to its markets and co-ordinated activities by all
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carriers. The objective recognizes the role of

co-operation and limited collaboration in ensuring

complementarity of supplemental activities.
stability - a concept implying viability of firm
operations, concern with orderly investment and

developments in the industry, and avoidance of

. eXcessive entry. The objective recognizes the

tendency to excess capacity in the third level
carriers' operation and the role of regulation in

limiting competition to ensure regularity and

orderly progress.

competitive presumption - a concept implying the
greater efféctiveness of market rivalry relative
to administrative regulation_in ensuring consumer
choice, incentives tq productive and dynamic
efficiency, and normal profits. The objective

recognizes the cost in resources to regulate in-

the public interest and the expediency in allowing

market forces to contfol behaviour.

allocative efficiency - a concept implying that the
income diétributions resulting from the regqulation
of the commercial air transport system will meet
with social priorities. The objeétive recognizes

the element of normative judgment in distinguishing
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social groups for income transfers and remains
a political question.
Given this multitude of considerations, without a dictation
of objective weightings, the regulatory authority is maintained
in a constant guandry of decision and the firms must try guess;

work in developing initiatives and long-term policies.

The concern with carrier selection has involved the
reguiatory authority particularly with 1icensing._ On the thin
‘routes common to third léVel'operatioﬁs'the;e has been a tightnzss
in route authorizations showing particular concern with:

1. tﬁe advérse effects of diversion and'duplications

in raising costs énd destroying the viébility of
the operations of third level carriers.

2. greater concern with ﬁaintaining the selfésufficiency
and regularity of class 1 énd 2 thaﬁ with.the |
irregular services of class 3 and chérter'operatibns.

and, 3. the competifive presumtpion where essentially
captive markets ére concerned.

Regulation, theréfore, has been concerned mostly with
establishing seller concéntrations. Lesser.aﬁtention is paid

to regulating conduct through merger and fares activity. 1In

these regards, the ATC has felt satisfied to focus major attention
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on mainline and regional operations, who, after all, maintain
the large majority of commercial air services. It is mainly
in answer to public complaint that regul;tory decisions inter-
fere in fares and merger proposals established by the third
levels. 1Indeed, given the limited resources of the regulators,
there may be a strong case for taking such a structuralist |
approach to regulation and avoiding the larger problems in de—v

veloping more rigorous standards for performance.

Given the extent of their share of national output and
disproportionate tying-up of regulatory resources, arguments
for defreéulation of third level carriers may be presented.

It is argued that only where essentialityl of air>services ig-
established should regulatory authorities show substantial cbn—

cern,

A qualitative change in the nature of regulation is
thus suggested. It has been noted that the indeterminacy of

oligopolistic market structure has made it difficult to deter-

lLikely, regular class 2 services will be supported.
In any case, services to isolated points may be considered
essential. Communities dependent on air transport have come
to establish:

a) regularity,
b) reliability,
and, c) dependability, far beyond other objectives, and
therefore, substantial regulatory protectlon of
such markets may be required.
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ﬁine behaviour and performance from seller concentration. At
the same time, the problem of easy entry without regulation is
prominent in.third level operations and strict limits on capa-
'city are therefore required to ensure efficiency and staﬁlity.
Yet, given the econo#ic environment in which third levels
operate, the rigidities of licensing entry to points and pro-
tecting markets has perhaps caused sufficient inflexibility

to induce greater merger activity and seller_concentration
than is necessary or desirable. Given the nature of irregular
and charter licences, and ﬁhe concentration of third level
operatiéns in such sefvices, it may be that competitiye ma;ket
forces could be allowed greater freedom as far as entry is
cbncerned. Except at points where class 1 and 2 services‘have
been established, policy.éould.allow»class'3 and 4 operators
to opefate under conditions of unrestricted entry into ali
points not serviced by at least regular_operations. Increased
fle#ibility would allow operators to rationalize route systems
more adequately in response to exogeneous change. The exis-
tence of open competition would also préducé a competitive

thrust into third level operations.

At the same time, easy entry would still threaten
stability. Therefore, instead of limiting by the present

policy of licensing entry, the regulatory authority would
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0perate so as to control investments thereby maintaining
- limited capacity but not restricting entry. Dynamic'effi-
ciency would be enhanced, and the regulaéory authority would
have to re—orient itself into indicative or compulsory invest—
ment planning and a consideration of.market:forecasting.
In other words, the regulatory authority would have to move
away from a structuralist apprdéch and into an interventionist:

planning approach in supervising third level operators.

B) The Third Level Carriers' Problem

The 'third level! carriers' problem derives from their
small size and uncertain economic envirénment. This environe
ment represents an exogenous system of markets giving the third
level operators aﬁ even-weakér economic base thén that exper-
ienced by the 'regional' carriers. However, the institutional
.obligations pPlaced on these carriers have not been as large
a burden as those placed on the regional carriers inrthe 1960's.
As a resulf, as a'bésis of réference( regional poliéy can only

extend to the 'third level' operations to a limited extent.

A great pro?ortion of this discussion has centered‘on
the development of rggiohal policy in 1966. The policy was
created in answer to economic circumstances paralelling the
third level present position to a significant degree. The ob-

jective was to maintain regular services to secondary centres
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over routes proving uneconomical to mainline oéerators! fleet
development. To fill in and meet such obligations, it was

.,\ ’
necessary to findAways and means of improving the economic
position of the ;egional éarriers. There wés a particulér
need for operators to specialize in structuring. their opera-
tions to most efficiently meet their needs and tq reduce fleets

to the minimum capacities required to meet such commitments.

The carriers, however, were set to the task of meeting socially

obligated services supported by internal cross-subsidizations.

At thevsame time that'public policy moved away from such
systems, (with Wheatcroft's reportl in 1958, "The most. effec--
tive manner in which Air Canada éan be absolvéd from the ob;
vious economic strait-jacket in which it finds itSelf because

of the burden of social routes, is to divest itself of these

3 , . C w2 ' o
routes to the regional carriers"  and the Roval Commission on

Transportation in 1961, "No particular form of transport should.

be singled out as an instrument of national policy,if any bur-
den is involved in the performance of its function unless

sufficient (public) compensation is provided"3), the regionai

1 . . c e
Wheatcroft, S. F., Airline Competition in Canada
op. cit., 1958. . '

‘ZWheatcroft, S. F., Ibid., p. 42.

3 . L.
Royal Commission on Transportation March 1961, (Queen's

Printer, Ottawa, 1966), p. 13.
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carriers found themselves in serious financial difficulties

because of such social obligations.

The regional policy, therefore, was conceived to meet
the regionals' obvious need for greater traffic and revenues
in order to sustain efficient utilizations and raise the capital
necessary to re-equip their obsolescent equipment with modern
technologies, competitive in operations to the secondary centres

and more satisfactory in meeting the service requirements of

those regional centres.

Given these'objectives - regular and scheduled serviceé'
“to secondary centrés by specialized carriers, fleet modernizations
to sociélly satisfactory service levels, and the avoidanée.of
extending services irrationally.under internal subsidy, the
regional carriers' policy needed to establish:
1. the carriers involved, through a delineatidn of‘
airlines, scope of services, and relationship
with other carriers,
2; fhe extent of government supportnin aiding theb
carriers fo'fulfill their objectives,
3. the éxtent of aids to allow re-equipment programs,

and, 4. the nature of route allocations policy.




212.

In short, it was up to the regulators to provide a definitive._
statement of public policy, creating a certain framework in
which the carriers might clearly see their roles, and, there-
after, through private initiatives organize their operations to

most adequately suit such purposes. -

The particular problem of the regionals therefore was
to meet the burden of social obligations by developing more
. . . 1 ,. . . .
rational carrier operations™ (increased efficiency), by desig-
. _ . 2 . - .
nating geographical areas” of operation sufficient to provide
enough revenues to sustain an economic and self-supporting
operation, and in creating conditions enabling the carriers to
re-equip.
Aside from those public obligations imposed in main-

taining a system of regular or scheduled routes, the carriers'

lStudinicki—Gizbert notes,

“"The healthy development of regional carriers reqguires
a proper balance between the diversification of services and
preserving the advantages of mutual complementarity and compact-
ness of the operation. This pragmatic approach does not allow
a strict delineation of the regions or strict definition of the
" types of services to be combined." from: - The Regional Air
Carriers' Problem, op. cit., p. 84. Indeed, such an approach
will obviously develop in establishing the 'third level con-
cept', and some regulatory discretion will always remain.

2The exclusive nature of such a proposal obviously
presents serious public policy concern. Air service has public
utility or externality features which imply a particular need
for careful public regulation. '
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economié problems were felt to derive from the following

features of their economic environment:

a)

b)
c)

d)

e)

and, £)

and,

year-to-year fluctuations in demand, given the

dependence of traffic on the levels of resource

development activities as well as changing patterns
of discovery and exploitations of individual pro-

jects.

seasonal fluctuations in demand.

directional traffic imbalances.

short average stage lengths and low traffic den~

sities.

equipment needs and capitalization problems.
e

diversity of functions and fleet, required to

produce:
i) provisions of local air services
ii) feeder services
iii) developmental route services
iv) essential services
v) charter serviées.

The economic environment in which the third level

carriers operate appears as weak, if not more SO, an economic

base on which to sustain operations. However, given the

‘nature of its obligations under class 3 and 4 license autho-
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rities and the revenue strengths in providing such servicés,
third level carriers have been able to survive profitably.

Even where route abandonments by the regional carriers to

avoid tﬁe needs for internal éubsidy have resulted in the main-~
tenance of class 2 authofities by the third levels, overall
viability has been substantially maintained. Hence, there is

a significant difference in the third level carrier's.problem

relative to the regional carrier. ,

Regional carriers rgquiréd increased revenu=s and public
protection to ensure their ébility to extend high standard
regular air services; third level cafriers iny operate to a
limifed extent in providing scheduled or regulér services and
.therefore have not faced the losses~charac£eristic of regional
operations in the 1960's. Thus, while_requiriﬁg a definitive
statement of public policy regarding the role of‘these.carriers
in order to consistently shape fleets and organization to meet
such requirements, the thirdvlevel industry does>not suggest
‘the urgency for financial strengthening characteristic of the

regionals' problem.

Where regional policy, therefore, has emphasized
measures to ensure viability, third level policy should focus
more on the development of long-term efficiencies and high

standards of service.
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The main problem in third level operations is that thay
are small operators, lacking depth in market studies, developing

ad hoc approaches to short-run operations and investments

planning, and operating under particular conditions of uncertainty,

<

Such a position has often created divergent and inconsistent
investments leading to inefficiencies through mixed fleets, idle

equipment, or financially unstable operations.

The tendency of these smaller carriers to invest in
obsolescing aircraft creating overcapacity, heterogeneous fleets,
and high variable cost operations has often caused inefficient

firms to find their operations increasingly subject to the cost-

price squeezing of efficient competitors. Unless such tendencies

are regulated, these inefficiencies will continue and, in the
long—term, increasing selier concentrations may derive. Overall,
also, a general co-ordination of investments is lacking; pfqvin—
cial decisions, private induétrial decisions,'and federal ré—
gulatory policy will all shape the environment in which third

level carriers must survive. A better consultation and co-

operation between all these interests will provide that exogenous

change does not arise so unexpectedly for the capabilities
developed by the smaller operators; lags in adjustments towards

rationalized systems may then be avoided to a greater extent.
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C) Public Policy Recommendations

The inflexibilities in the licensing system could be
removed if replaced by an effective systém of centralized in-
vestment planning by the regulatory authority. The incfease
in competition provided by free entry to all points not served
by regular air transport would induce greater efficiency as
:carriers are given greater flexibility to rationalize route
systems, The prevalence of open competition should de:ive
those Bénefits aileged to accfue'from open market rivalries.
Where third levels are operating class 2 éervices into isolated
points and such services are'considered'essential, regulatory -
policy sﬁould be able to operate as at:present - limiting entry
to ensure étébility of‘services. The other de~-regqulations of
entry, however, would réquire some level of intervention with.
control over individual car:ier investment policies. The in- .
.creased needs of gathering information and deciding criteria
for matching capacity with demands will likely increase.the re-
sources allocated to the regulatory authofity. Whether such
policy would be poséible obviouély depends on its acceptance
by the carriers. Sfill, maintenance of current licensing in-
»fléxibility and a lack of direction in investment planning
has likely contfibuted to considerable inéfficiencies in opera-

tion. As noted, inflexible licensing has created irrational
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or inefficient carrier operations where exogeneous change has
developed, and merger activity has been necessary as the best
avenue to readjust systems and restore efficiency. Such factors
have developed competitive imbalances which promise only further
concentrations, unless provisions, through regulatory leader-
ship,ican be established to modernize fleets and allow greater
flexibility in allocations of such equipment. Centralized in-
véstmentsplanning and control will therefore need to be em-
phasizéd, in increasing the standards and efficiency of third

level operations.

In short, public policy in the regulatién of third
level carriers would seem best directed in:
l.. developing. a definiﬁive-description of the third
level indusfry by cafriers, by function, by’
licensing obligations, and equipment, és the major
framework against which to develop the proper
long-term investment strategies.
~ 2. developing a greater éompetitive balance in re-

lationships between carriers® in the industry

<

lAt present, for example, MidWest, with the combined
resources of itself and TransAir plus all class 1 and 2 licences
is in an ideal position to out-perform all less advantaged
carriers. If class 3 and 4 operations are opened to free com-
.petition, it is likely this carrier would command all markets
in due course. ‘
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t0 ensure that increased industrial concentrations,
unless considered in the public interest, can be
avoided.

3. re—orienting regulatory controls away from route
authorizations and into economic planning, con-
trolling investments through some system of 'indi-
cative' planning, compulsory investment direction,

or co-operative developments between carriers.

While investment regulation remains a controversial

issue, it will be most useful in circumstances where:

a) private firms maintain poorer information than thé
central authority and where, in acting in-
dividually they will misailocate resources,

b) where investment planning appears as a means of
ensuring economic stability by maintaining aggre-
gate supply in a 'reasonable' equilibrium with

the level of projected demands.l

c) where investment co-ordination ensures externali-
ties through timing complementary investment or,
where, through standardizing equipment, integra-
tion}of systems and subcontracting to specialist

firms is eased.

Here, a Leontif -~ system of economic organization may
be useful in forecasting carrier reguirements.
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In short, investment planning is a means of curbing the

misallocations generated by pessimistic, opportunistic, or
overly optimistic individual carrier investment schemes. The
circumstances outlined above are obviously major feétures of
the third level industry. As Wheatcroft notes in regard to
éompetitioﬁ, co-operation, and planning, ". . . preconceptions
that these things are mutually exélusive énd incompatible

should be rejected."l

Wheatcroft, S. F., The Economics of European Air Transport,

op. cit., p. 229.
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APPENDIXN A
TRANSAIR LTD. OPERATIONS
1. ~ SOURCE PERCENTAGES O REVENUE, 1969

Sources TransAir Alr Canada

Unit Toll Services:

Passengers .57 .82
Express .01 .02
Freight .05 .03
Excess Baggags .002 .003
Mail .03 .04
Total .66 .95
Charter Services .32 .02

Source: D. B. S., Civil Aviation 1969, (Ottawa, Queen's
Printer, 1970), Tables 1 and 2.

General conclusions as to the nature of costs, based
on reproduction of the unit costs experienced by firms, must
therefore be treated with caution. The operating circumstances
of each may vary considerably; wide variations are therefore
inevitaoly encountered. Calculations of optimal scales are
correspondingly thwarted. :

2. - SOURCE PERCENTAGES OF RREVENUE, 1970.

Sources ' TransAir
Unit Toll Services - .77
Charter .23

Source: D. B. S., Air Carrier Operations in Canada
October ~ December 1970 (Ottawa, Information Canada,
1971), Table 4.
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It can be seen that TransAir's services depend more
on charter operations than the mainline carrier; bdbut that unit
toll passenger services are becoming increasingly the najor
source of income,

3. - TRANSAIR FLEE"
(As of October, 1971)

Alrcraft Number Terms of Power
Type Ownership Plant

Hawker Siddeley AW650 (Argosy) 1 Leased turbo
Hawker Siddeley HS 748 2 Leased turbo
Nihon vSll 2 Leased turbo
Boeing 737 2 Leased jet
Douglas DC6 1 ‘Cwned piston
Douglas DC3 3 Owned piston
Source: Statistics Canada, Fleet Report Inventory

of Commercial Alrcraft in Canada, (Ottaﬁa, Aviation Statistics
Centre, 1972). '

All are reasonably large capacity aircraft with the
DC-3 dapacity (28 passengers) the smallest passenger craft in
the fleet (and the most obsolete), and the_Boeing 737 (115
passengers) the largest. Obviously, markets chosen for operation

should accommodate the various requirements of such a fleet.
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APPENDIX R
THE ATRONAUTICS ACT

Tho statutory powers presented by the Act to the
Commission allow it to operate in fulfilling three separate

functions - advisory, legislative and judicial.

Sections (12) and (13) direct the Commission to under-—
take investigations and surveys ". . . relating to the operation
and development of commercial air services in Canada . . .",
and to direct recommendations to the Minister of Transport
". . . in the exercise of his dut¥es and powers . . .'", as

well as in regard to its studies. Its first function is there-

fore as an advisory body to the Government.

Section (14) gives the Commission broad pbwers in

legislating regulations regarding:

a) terms and classifications of licences,

b) requirements in both the form and exfent of
information, regarding nearly all imaginable dimen-
sions of airline economic behaviour,

c) penalties and exemptions in respect of compiiance
with its regulations,

d) establishment of classifications or groups of carriers,

€) prohibitions of merger activity,
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and, f) proper regulation of commercial tolls.
In line with the broad objectives of Government policy, there-
fore, the Commission's second function is to legislate regu-

lations regarding the conduct of the air carriers.

Finally, Section (16) provides the Commission with
the control of licences made necessary for the legal operation
of a commercial air.service by Section (17) of the Act. The
three important conditions in licensing are those presented in
subsections {3), (6), and (8), of Section (16) in the Act.
Subsection (3) requires that ". . . the proposed commercial
air service is and will be required by the present and future
public convenience and necessity." Subsection (6) gives the
Commission power to prescribe routes and areas to be served,
to attach to the licences such conditions as may be considered,

". . . necessary or desirable in the public interest . . .",
and td,

"impose conditions respecting schedules, places of

call, carriage of passengers and freight, and, subject

to the Post Office Act, the carriage of mail."
Finally, Subsection (8) gives the Commission the right to,

"« . . suspend, cancel, or amend any licence or any
part thereof where in the opinion of the Commission,

the public convenience and necessity so0 requires."
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Its third function, therefore, is essentially judicial. 1In
adjudicating hetwzen individual private intevests, the Commission
is to cstablish conditions of operation which will, in its

cpinion, best serve the public interest.

As a final observation, it should be noted that
Section (18) of the Act allows for the grsnting of assistance
to carriers,

"The Governor in Council may auvthorize the Minister

to enter into a contract with any carrier for the

grant of such assistance, financial or otherwise,

as may be specified by the Governor in Council

payable out of moneys to be appropriated by Parliament

for that purpose."”
Subsidy, therefore, is given a definite part in the governing
statute but it is set as a Cabinet responsibility; Further-
more, -funds drawn from the Treasury are a matter of both
public and governmental sensitivity, and one might easily
theorize that their issue would be a matter of avoidance to

the Government.

In summary, the legislation of the Acronautics Act
would seem to give the Canadian Transport Commission extensive

powers in controlling the economic activitics of the commercial




air carriers. Indeed, extremely adequate controls exist for
controlling conditions of entry, lcvels of fares, and the
guantities and gualities of air services in Canada. Dxcept

for its inability to extend subsidies autonomously, the Com-
mission would seem to possess sufficient authority to regulate
commercial services in line with "the public interest" and

in respect to its functions as an advisory, legislative, and
judicial agency. Governed overall by broad Government policies,
the Commission is allowed a wide exercise of powers which,
except for the possible inefficiencies generated in such a

large bureaucratization, appear necessary to the proper economic

regulation of the industry.

A criticism is that the powers of regulation granted
in the regulation do not distinctly allow for regulating the
dynamic properties of the air transport industry. The ability
of an'air transport system to properly adjust to changes in
its 'econowic circumstance' or exogenous variables, over time
will depend most heavily on concomitant chaﬁges in the stgucture
of the resources employed by the system. Dynamic chanée will
require adaptability. In this respect then, conspicuously

absent from the Act are provisions which would allow the Com-

mission to properly regulate the investments of air carriers.
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There is no requirement in the Act for the filing of prospective
capital purchases and of information regarding proposed exman-
sions in equipment and in the route system. lFurthermrore, no
provisions allow the Commission the statutory authority to
direct the investment »rograms of the air carriers. Any signi-
ficant benefits which might be derived from regulation by
centralized investments planning are dismissed; and, therefo:e

these deficiencies in the legislation may bes considered serious.




APPENDIX C
THE NATIONAL TRAMSPORTATION ACT 1966-7

NATIONAL TRANSPORTATION POLICY - SECTION (3)

"It is herchby declared that an economic system making

the best use of all available modes of transwvortation at the

lowest total cost is essential to protect the interests of

the users of transportation and to majintain the economic well-

being and growth of Canada, and that these objectives are most

likely to be achieved when all modes of transport are able

to compete under conditions ensuring that having due regard

to national policy and to legal and constitutional require-

ments

a)

b).

c)

regulation of all modes of transport will not be
of such a nature as to restrict the ability of any
mode of transport to compete freely with other
modes of transport

eééh ﬁode of transport, so far as practicable,
bears a fair proportion of the real costs of the
resources, facilities, and services provided that
mode of transport at pgblic expense

each mode of transport, so far as practicable,
carries traffic to.or from any point in Canada

under tolls and conditions that do not constitute:
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i) unfair advantage - in respect of such traffic
beyond that disadvantage inherent in the
location or volume of the traffic, the scale
of operation connected therewith, or the typ:
of service or traffic involved.

ii) an undue obstacle - to the interchange of coa-
modities between points in Canada or unreason-
able discouragement to the development of primary -
or secondary industries or to exportrtrade in or
from any region of.Canada or to the movement of
commodities through Canadian ports; and this
Act is enacted in accordance with and for the
attainment of so much of these objectives as
fall within the preview of subject matters
under the jurisdiction of Parliament relating
to transportation."”

Source: The National Transportation Act, (Statutes
of Canada 1967, Chapter 69). underlining added.
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APPENDIX D

CLASSTIFICATIONS AND GROUPING O COMIERCIAIT,

AIR SERVICES AND CARRIIERS

"The following classes of comwercial air services are

established for the purposes of these Rzgulatinns:

(a) Class 1:

(b) Class 2:

(c) Class 3:

Scheduled commercial air service, being a service
that is operated wholly within Canada and that is
required to provide public transportation of
persons, goods or mail by aircraft, serving points

in accordance with a service schedule at a toll

per unit of traffic;

Regular Specific Point commercial air ssrvice,
being a service that is operated wholly within
Canada and that is required to provide, to the
extent that facilities are available, public
transportation of persons, goods dr mail by
aircraft, serving points in accordance with a
service pattern at a toll per.unit of traffic;
Specific Point commercial air service, being a
service that is operated wholly within Canada
and that offers public transportétion of éersons,
goods or wail by aircraft, serving points con-

sistent with traffic requirements and operating

‘conditions at a toll per unit of traffic;
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(d) Class 4: Charter commercial air service, beoing a service

that is operated wholly within Canada and that
offers transportation, on reasoalable demand, of
persons or goods from the base specified in the
licence issued for that commercial air scrvice
or the base declared by the Committee to be the
protected bhase fér that commercial air service
at a toll per mile or per hour for the charter
of an entiré aircraft, or at such other tolls as
may be allowed by the Committee, and includes

recreational flying;"

". . ."protected base" meang an area twenty~-five miles
in radius measured from the main post-office of the
base of a Class 4 air carrier . . . to and from which
area the Committee, by conditions inserted in the
licences of other Class 4 air carriers, has prohibited
or restricted operations of such other Class 4 air
carriers, and which area is declared by the Committee

to be a protected base:;"

Class 5: refers to private contract carriers.

Class 6: refers to flying club opecrations, for training

and recreation on a non-profit basis.
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Class 7: refers to specialty air services, . . . Tor

any purpose not provided for by any other class

of service . . .

i

"FTach class of commercial air service estaklished . . .

igs divided, on the basis of the weight of the aircraft authorized

to be operated, into the following groups:

{(a) Commercial air services operated with the fixed

wing aircraft,

i)

iii)

iv)

V)

vi)

vii)

viii)

Group A, having a maximum authorized
take~off weight on wheels not greater than
4,300 pounds,

Group B, . . . greater than 4,300 pounds
but not greater than 7,000 pounds,

Group €, . . . greater than 7,000 pounds
but not greater than 1§,000 pounds,

Group D, . . . greater than 18,000 pounds
but not greater than 35,000 pqunds,

Group &, . . . greater than 35,000 pounds
but not greater than 75,000 pounds,

Group F, . . . greater than 75,000 pounds
but not greater than 150,000 pounds,

Group G, . . .vgreater than 150,000 pounds
but not greater than 350,000 pounds.

Group H, . . . greater than 350,000 pounds,

and
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Commercial aircraft operated with rotating wing
aircraft. . ."
from CTC, General Order No. l972~} Air, Part I,

Section (3).
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APPENDIX E
REGULATORY REQUIREMENTS

Each carrier must publish a tariff containing tolls
and condition of carriage pertaining to its scrvices; changes
require 30 days notice to the regulatory authority. The
principal consideration is avoiding price discriminations, and
reasonableness as relating to costs and efficient production:
Part V, Section (45), CTC General Order No. 1972-1 states,
(1) All tolls and terms or conditions of carriage
established shall be .just and reasonable and
shall always, under substantially similar cir-
cumstances and conditions, with respect to all
traffic of.the same description, be charged
equally to all persons‘at the same rafe.
(2) No air carrier shall in respect of tolls:
(a) make any unjust discrimination against any
other person or other air carrier; -
(b) make or give any undue'or unreasonable
preference or advantage to or in favor of any
person or other air carrier in any reépect
- whatever; or

(c) subject any person or other air carrier or

any description of traffic to any undue or
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or unreasonable prejudice or disadvantage in
any respaect whatever.,"
It is the judicial tashk of the Air Transport Cormittec
to determine such cases.
Regarding merger activity Section (45), CTC Generali
Order No. 1972-1 reguires that parties to such activity,
"(1) must notify Air Transport Committees.
(2) the Committee will decide whether the merger:
(2) unduly restricts competition, or
(b) is otherwise likély to be prejudicial to the
public interest.
(3) The Committee will also decide whether to notify
the Director of Investigation and Research under

the Combines Investigation Act."



APPENDIX F
LICHRNCE REQUIREMENTS ON
CLASS 1 AND CLASS 2 SERVICE
The only justifiable dolays for such scrvices are
weather or conditions affecting safety. Otherwise, schedules
are to be rigidly adhercd to, and flights must go regardless

of whether traffic is sufficient to maet bread-even load

factors on that segment.

General Order No. 1972-1 Air, however, provides a measure
of flexibility in operating scheduled services allowing for:
(1) flight Qdeferrals - where no traffic is availablec
at the time of departure.
(2) £flight cancellations - where it is not reguired
before the next departure of ancther séhedwled

flight closely timad to the cancelled £light;

and where the svcceeding flight has sufficient

capacity to handle all demands.

(3) consolidations of traffic ~ where it may all be
handled by a single flight.

(4) avoidance of intermediate points - wheve no

destination or origination of passengers occurs.,
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LICENCF HOLDINGS AT TIME OF MEIRGER

Morthland Unit

1. 1266/61 (1S

serving

2. 419/49 (NS)

serving

3. 168/47 (NS)

serving

Toll Licoences:

) Base - Wabowdan

S. Indian Lake
Nelson House
Wabowden

Cross Liake

Norway House.

Base -~ Winnipeg

Berens R.

Little Grand Rapids
Poplar River
Norway House

Cross Lake

Base - Norway House

Brochet

Lynn Lake
Pukatawagan
Granville Lake

The Pas

Class 2

class 2

Wabowden

Nelson House

Red Lake
Sioux Lookout
Thunder Bay

Warren's Landing

class 3

York Factory
Ilford
Shamattawa

God's Lake
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HidWest Unit Toll Licances:

1. 1787/62 (NS) class 2 nase Winnineg
serving Gillam
2. 1258/61 (NS) class 3 base Vinnipeg
serving Grand Rapids
Gillam

Source: Canadian Transport Commission, Directory of
Canadian Commercial Ailr Services, (Ottawa, Queen's Printer,
1968).
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APPENDIX H
MANITOBA SYSTEM OF UNTIT TOLIL SERVICES

TransAir has developed regular and scheduled services
using turbine and turbo-prop cquipment (large capacity) undar
two licences:

class 1 Winnipeg ~ The Pas - Flin Flon - Lynn Lake

Thonwpson - Churchill

class 2 Winnipeg - Gillam - Churchill
These services consist the basic framework of developed service
at regular freguencies. MidWest maintains the remainder of
regular services operated under class 2 authority, as well as
an additional class 3 service:

class 2 Winnipeg - Little Grand Rapids - Berens River

Poplar Point - Norway House - Ste Therese Poiante -

Garden Hill - Red Sucker Lake -~ God's Lake -

Narrows - God's River - Oxford House
class 2 Norway House - Cross Lake
class 3 Norway House - The Pas

In effect, these services represent the main unit toll services
available in Manitoba. Competition with, and supplemental
local and fseder services to, these main networks of scrvice

are provided mainly by Ilford - Riverton Airways Ltd. and

Lambair Ltd., though on a restricted basis:
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base Winnipeg - Riverton, Island Laks,

_ . 1
rRed Sucker Lake, God's Lake, Gillam.
’

1. Ilford - Riverton -
class 3
2. Lambair -

class 3 (bas=)

(West)

class 3 (base)

base Ilford - Split Lake Shamattawa.
The Pas - Nelson liouse, Thompson, Cross
Lake,

Norway House, Moose Lake,
Easterville, Grand Rapids
Thompson - Oxford House, God's Lake,
Narrows, Island Lake (St.

Theresa Pte. Garden Hill),

. . 2
Kelsey, Split Lake, Gillam,

In conclusion, therefore, it is suggested that as a general
’ C g

pattern, Ilford - Riverton has developed a complementary and

supplementary service to MidWest in traffic flowing from the

Island T.ake Region to Winnipeg. Lambair acts to serve local

1 . . Co Co
Restricted to no pick-up of traffic in Winnipeg -

Gillam market.

2 . . .
There are several restrictions:

(a) No pick-up of turnabout traffic betwecen Cross Lake
and Norway Housc.

(b) No development of direct services competing on

The Pas - Norway House
The Pas -~ Thompson
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traffic connecting with the regional centres The Pas, Norway
House, and Thompson in the Weat, and Norway House, Gillam aad
Thompson in the Bast. The northecast remains an area of sparTsc
population and little development of unit toll scrvices.

Source: Canadian Trangport Commission, Directorv of
Canadian Commercial Air Services (Cttawa, Information Canada, 1971).
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APPENDIX I
POPULATION STATISTICS

Indian/Metis Residonts (by Reserv: or Comnmunity)

Island Lake 2,250
God's Lakc 824
Oxford House 611
Shamattawa 334
Little Grand Rapids 302
Berzns River | 741
Poplar Riverxr 343
Norway House 2,420
Crogs Lake 1,688
South Indian Lake 152
Brodiet 215
Grand Rapids 499
Easterville S5
Moose Lake 372
Nelson House 1,261
Split Lake 550
Wabowden - , 360
TOTAL = 13,167

Source: Data accumulated by The Community Welfare
Planning Community Agency, Winnipeg as of June, 1968.



APPENDIX J
FI.EDTE OF ILPORD-RIVERTOM AIRWAVS LTD.,
LAYMBAIR LTH., AND MIDWEST AIRLINDS LTO.,

Compar: tho flects of the following carriers:

1. TITlford - Riverton Airways Ltd,
ATRCRALT NO. GROSS TAXE-OFY WEIGHT CAPACITY
(1bs.) (Passengers)

Commando C46 1 50,000 ' freight
Canso PBYEA 1 35,000 18 - 26
Douglas DC3 1 30,000 28
Beech 18C-45 1 9,000 8 - 9
Beech D185 1 10,000 8 - 9
Cessna 180 3 2,750 4 - 6
Cessna 185 3 3,500 4 - 6
Cessna 206 1 3,750 4 - 5
Cegsna 402 1 6,500 &€ - 8
Dehavilland DHC 2 1 5,500 8
Dehavilland DH3 1 8,000 12
Dehavilland DHC2

(Turbo) 1 5,500 9
Grumman Goose 1 92,500 10
Norseman 1 8,000 7
Piper PA23 (Aztec) 1 4,000 4
Cessna 172 1 2,500 4 - 6
Cessna 185 1 3,500 4 - 6
TOTAL NUMBER 21

(5 owned, 16 leasecd) (all piston aircraft, cxcept
' ' for the Turbo-Beaver, with most
capacity between 4-12 passenger
aircraft).



2. Lambair Ltd.:

ATRCRATT NO.
Bristol 170 1
Dehavilland DICGS 2
Dehavilland DHC3 5
Dechavilland DHC2 2
Britten Norman 1
Cessna 180 o
Piper PA23 2
Bell 47 helicopter 4
Alouette 2 1

TOTAL NUMBER:

B

(20 owned, 4 leased)

3. Midwest Airlines Ltd.:

ATIRCRAFT

NC.

Hawker Siddeley
Argosy

Canso PBYSA
Douglas DC3

Beech D185
Dehavilland DHC6
Cessna 206

Grumman Goose
Pipper PA23 (Aztec)
Piper PA30 (Apache)

N

NN W NN W

GROSS TAWE-0OFF WHRIGHT CAPACITY
(1bs.) (Passengars)
45,000 Ercight
11,000 13

8,000 12
5,000 8
6,000 , N.A.
3,000 4 - 6
4,000 2
3,000 -
3,750 -

(all piston aircraft, except for
the turbo win Otter, wiith most

capacity in 4 - 12 passenger rang:z)
GROSS TAKE~OFF WLEIGHT CAPACITY
{1bs.) (Passenger)
100,000 freight
35,000 freight
30,000 28
10,000 8 - 9
12,000 » 18
3,750 4 - 5
9,500 : 10
5,500 4
3,600 5
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ATIRCRAT NO. GROSS ’I‘AKE.-OFF WEITGITE CADPACTTIY
(Lbs.) (Passenger)

Piper PA3L (Navajo) 1 6,500 9

Bell 206 (helicopter)3 3,250 -

Bell 47 (helicopter)ll 2,500 -

TOWAL NUMBER 32

(30 owned, 2 leased) (all are piston aircraft, except for

the turbo Argosy and Twin Otter aircraft,
with most capacity betwzen 4 - 10

passenger alrcraft)

It is evident that all carriers maintain heterogeneous fleets
with major capacities ranging between 4 - 12 passenger aircraft,
but with limited ability to serve‘traffic in Twin Otter (13
passenger) and DC3 (28 passenger) capabilities. Each fleet also
maintains large freight capacity aircraft; while Ilford-Riverton
exhibits the greatest heterogeneity of fleet (17 aircraft types
out of 21 oporated), both MidiWest and Lambair have diversified
into helicopter operations.

Source: Fleet Report Inventory of Commercial Aircrafi

in Canada, as at October 15, 1971, Statistics Canada, Air
Transport Committee.




