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Bilateral Air Service Agreements
within the Greater China Area:
| mplicationsfor Future Cross-Strait
Air Transportation Services

ZHENG-Y | SHON

Direct flights acrossthe Taiwan Strait have been the hottest issuein
cross-Strait relations since the 1980s. Although Taiwan's poli cy toward di-
rect flightsisnot yet clear, many beli eve that theentry of both sides into the
World Trade Organization (WTO) wil | speed up theflight schedul eprocess
There are, however, some technical problems to be solved before theair-
lines of either side can operate nongop flightsacrossthe Strait. Onecriti-
cal issueregards the griking of a bilateral agreement between China and
Taiwan. If both sidesagree to negotiate such an official document, serious
political and economi c conflictswould likely occur as soon as negotiati ons
are begun.

This paper discussesthehistory of air trangportati on servicesamong
Macau, Hong Kong, Taiwan, and China. Past and new agreements are
examined, their impacts and posd ble influences on the regional markets
are analyzed, and both the business and political cond derations rel ated to
these agreements are explored. Given the experiences of both past and
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existing agreements, the format as well as the content of any cross-Srait
bil ateral agreement would need to be car eful ly constructed in order to be
acceptabl eto both s des. The possi bility of a multil ateral agreementwithin
these states and zones, and the resulting impacts on this area will also be
exami ned.

KEevworbps: air transportation; bilateral agreement; direct flights; cross
Strait direct linkages, Greater China.

Whether and how to open direct flights across the Taiwan Strait has
been the hottest issueincross Strait relationssince the early 1980s. During
mogt of the 1980s, the Kuomintang (KM T, or the Nationalist Party )
government grictly prohibited any form of travel between Taiwan and
China This so-called "three no's" policy ( ) has stayed firm for
amog adecade. Inthe 1990s, Taiwanese were allowed to travel to China
if they stopped over in a "third ared' before reaching China. Given its
geographica proximity to and close relationship with China, Hong Kong
has successfully played therole as agateway to the Chinese mainland over
the last twenty years. Most Taiwanese have traveled to China by way of
Hong Kong during the past decade, with Taiwanese travel ers congtituting
an average of one-sixth of thetotal number of passengersthrough the Hong
Kong airport every year.? Thisflow has helped Hong Kong to continue to
beamgor hub in East Ada after the 1980s.

Few of the millions of passengerstransiting Hong K ong have noticed

1The "three no's' policy—no contact, no negotiation, and no compromise with the Beijing
government—was articul ated by ROC President Chiang Ching-kuo ( ) on April 4,
1979 in responseto YeJianying's ( )"threelinks and four exchanges' ( ) pro-
posal of January 1, 1979. These two documents are available at <http://www.mac.gov.tw/
rpir/3_6.htm> and <http://www.peopledaily.edu.cn/Bl G5/channel 1/14/20000522/72536.
html>, respectively. Taiwan's "three no's" policy is different from the new "three no's' de-
clared by U .S. President Bill Clinton when he visted Chinain 1998. The latter "three no's”
are known as "no support for Taiwan independence; no recognition of two Chinas, and no
support for Taiwan's membership as a sovereign nation in any international organization."
See As an Wall Sreet Journal, July 1, 1998, 1.

2Zheng-yi Shon, Yu-hern Chang, and Cheng-cheng Lin, "D eregulating Direct Flights Across
the Tai wan Strait: The Transformation of Eastern Asian Air Transportation Market and Net-
work," Transport Reviews 21, no. 1 (January 2001): 15-30.
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that, before 2000, Chinese carriers flew to China more often than Hong
Kong carriers. The unbalanced agreement between China and Hong Kong
allowed China to operate twice as many flights than could Hong Kong.
This agreement, which has existed for decades, changed the structure of air
transportation-related service indugtries in thisregion. After Hong Kong
was handed over to Chinain July 1997, the bilateral agreement was modi-
fied and announced to the public for the first time. The modification of
the agreement has not only made the market more competitive, but will
also greatly affect the future market across the Taiwan Strait.

The experience of Hong Kong and Chinais similar to that between
Macau and China. In 2001, Macau aso signed an agreement with China
This arrangement, which replaced the formal memorandum of understand-
ing between the two sides, has increased M acau's competitivenessin the air
travel sector. However, negotiations between Hong Kong and Taiwan, as
wdll as between Macau and Taiwan, have both proved difficult. The 1990
verson of the Hong Kong-Taiwan agreement was extended seven times
before a new agreement wasreached in 1996. This agreement expired on
June 30, 2001, but negotiations were not able to commence until the end
of that year. In the beginning of 2002, the agreement had to be extended
again, thistimeto the end of June 2002." Similar experiencescan befound
with the Macau-Taiwan agreement, which should have been updated in
2000. Six months after being signed by the airlines, the agreement was
finally approved by both governmentsin thethird quarter of 2001.

Obvioudy, there are some significant economic and political conflicts
concerning air trangportation between Taiwan and the rest of China, in-

3The 1990 version of the Taiwan-Hong K ong agreement expired in April 1995, yet a new
agreement was not reached until June 1996. During the fourteen months, the old agreement
was extended seven times. See Zhongguo shibao (China Times) (Taipei), June 14, 1996, 9.
Also see Shen Hai-han, Woguo kongyun hangquan zhi yanjiu (The studies of aviation free-
doms inthe ROC) (Taipei: Liming wenhua shiye gongs, 1994), 20-35.
4The 199 version of the Tai wan-Hong Kong agreement expired in June 2001 but was soon
extendedtothe end of 2001. Beforetheextended expirati on date arrived, the agreement was
extended agai n to June 30, 2002. Seethenews release of the Civil Aeronautics Administra-
tion ( ) of June 6and December 28, 2001, at <htt p://www.caa.goviw/news/900606-1.
htm> and <http://www.caagov.tw/news/901228 htm>. Also see Taiwan ribao (Taiwan
Daily) (Taichung, Taiwan), December 29, 2001, 7.
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cluding Hong Kong, Macau, and the mainland. These conflicts would
likely reoccur when negotiations between Taiwan and China finally begin.
There are, however, some possible ways to develop an acceptable solution
based on the experiences of past and exiging versons of the bilateral
agreements within the Greater China area. These experiences are not only
changing the air transportation market structure of this area now, but will
also stabilize cross-Strait relations in the future.

The Higory of Air Trangportation Between
China, Taiwan, Hong Kong, and Macau

Since Hong Kong has played an important role as an intermediary
across the Taiwan Strait, the bilateral agreement between Hong Kong and
either Chinaor Taiwan has awaysbeen acomplex political affair. Back in
the early twentieth century, Hong Kong, as a colony of the United King-
dom, was one of thefirst few citiesthat provided internationa air transpor-
tation services to China.®° During the Chinese civil war in the late 1940s,
two carriers of the Republic of China (ROC)—the Central Air (

) and the China National Aviation Corporation (CNAC

)—maintained al their aircraft in Hong Kong. Some pilots of the two
carriers threw their lotin with the communists after 1949 and flew their air-
craft to Beljing. These new pilots and aircraft became the basis of the civil
aviation industry in the People's Republic of China(PRC).®

In addition to the carriers of the ROC, the newly established Cathay
Pacific Airways ( ) and Hong Kong Airways ( ) of Hong
Kong were a so operating China-Hong Kongflights before the PRC regime

5Chen Yaohuan, ¥inyi chuchu: Zhongguo dal u, Taiwan sheng ji Xianggang minhang shil ue
(Silver wings everywhere: A brief history of mainland China, Taiwan, and Hong Kong avi a-
tion) (Beijing: Zhongguo huagiao chuban gongs, 1990), 4-9.

6CNA C changed its national identity from the ROC to the PRC after thisincident. Seethe
Editorial Board of China Today, Dangdai Zhongguo de minhang shiye (China today: The
civil aviation industry) (Beijing: Zhongguo shehui kexue chubanshe, 1989), 39-44. Also see
Qu Shao-hua, Hangkong shiliao (Hi storical materials of civil aviation) (Tai pei: Guoshiguan,
1991), 658-82.
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was established in the late 1940s. The market was focused on the heavy
travel demand in the Shanghai-Hong Kong passenger and cargo service
markets created during the civil war. After the ROC regime lost the civil
war inmainland Chinaand moved to Taiwan, China-Hong Kong linkswere
suspended.

During the period 1949-79, Beijing's closed-door policy prohibited
any further development of China-Hong Kong links until China was re-
opened in the late 1970s. By the end of 1978, Guangzhou ( ) began
providing charter service to Hong Kong again after a thirty-year hiatus.
A few years later, Dragon Air ( ) was egtablished to serve specif-
icaly the China-Hong Kong market. This new carrier was a milestone
for ChinaHong Kong air transportation services. In November 1985,
Dragon Air began operating Hong Kong-Xiamen ( ) flightswhilelinks
between Hong Kong and mainland China increased annualy. 1n 1990,
Cathay Pacific acquired majority ownership of Dragon Air and made the
airlines amajor carrier in the Hong Kong-China market.

The experience of the development of China-Hong Kong air transpor-
tation services in the lagt fifteen years of the twentieth century has reflected
the relationship between the British Hong Kong government and Beijing.
China has not only initiated unfair policies, but also blocked the entry of
foreign companiesinto different markets. Markets in China were opened
a avery dow pace. The first Hong Kong-China link for Dragon Air
was Xiamenin late 1985, followed by Guilin ( ), Nanjing ( ), and
Hangzhou ( ) in 1986. Haikou ( ) and Kunming ( ) undertook
services in 1987, and Dalian ( ) in 1988. After taking over Dragon
Air, Cathay Pacific transferred its Hong Kong-Beijing and Hong Kong-
Shanghai linksto Dragon Airin 1990. In1991, Changsha ( ), Chengdu
( ), and Tianjin ( ) were aso connected. More links—including
Xi'an ( ) in 1992, Ningbo ( ) in 1993, Qingdao ( ) in 1996,
Chongging ( ) and Wuhan ( ) in 1997, and Fuzhou ( ) in 1998
—were dso established in the 1990s.” In the process of network expansion,

"The development of the Hong Kong-China aviation market after 1979 can be found on
Dragon Air's website at <http://www.dragonair.com/english/corporate/index.html>.
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the economy of China and the number of linksto Hong K ong grew simul-
taneously. Hexible charters also performed well and contributed much to
market growth. The pattern of market development—from non-scheduled
charters to scheduled charters and finally scheduled flights—has been a
characterigtic of the Hong Kong-China air transportation market.

Two and haf years after Hong Kong reverted to Chinese rule, the
Civil Aviation Administration of China (CAAC ) and
the Economic Service Bureau of Hong Kong® ( ) announced an
air servicearrangement in February 2000. This arrangement, whichis aso
a form of bilateral agreement, allowed new flights and degtinations for
Hong Kong carriers and turned all charter flights into scheduled flights. A
carrierin Hong Kong could thus operate flightsat amuch lower cost given
economies of scale. Therapidly expanding links between Hong Kong and
China also made Hong Kong's air transportation network more complete,
and successfully kept the former British colony protected from a possible
challengefrom Taiwan. Thisarrangement could possbly change the entire
gructure of the aviation industry in the Greater China areain the coming
decade.

The huge volume of passengers from Taiwan has not only created an
air hub in Hong Kong, but also one in Taiwan aswell. Taipei-Hong Kong
air traffic has ranked number one on the lig of al internationa flights
around the world since 1995.° Airlines that operate flights on this special
link have an acceptabl e return on investment, while airports are a so enjoy-
ing the benefits of having busy carriers. Since the Hong Kong-Taiwan
links are economically the most important market to both sides, negotia-
tions of an agreement between Taiwan and Hong Kong have never been
easy. From the mid-1960s to the mid-1990s, all flights were operated only

8The Economic Service Bureau has been reorganized into the Economic Development
Branch of the Economic D evelopment and Labour Bureau since July 1, 2002.

9The traffic between Taipei and Hong Kong has been ranked at thetop of the list inthe Sta-
tistics of Passenger Volume among all international city pairs since 1995. These statistics
can be found in Intemational Civil Aviation Organization (ICAO), Civil Aviation Statistics
of the World 1995 (Montreal: ICAQ, 1997).
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by China Airlines ( ) and Cathay Pacific except for some foreign
carriers with thefifthfreedom.™ Thesetwo airlines have captured amazing
profits in this single market and thus made potential competitors keen to
break the entry barrier. For instance, as mentioned above, the 1990 version
of the bilateral agreement between Hong Kong and Taiwan was extended
seven times before a new agreement was reached in 1996. The magor
difficulty encountered during the negotiations involved new airlines that
desired to enter the market. Another issue was that Hong Kong's sover-
eignty would be returned to China one year after the new agreement
became effective. An agreement extending into the post-1997 handover
was very hard to negotiate. Finally in 1996, Dragon Air opened a Hong
Kong-Kaohsiung ( ) link after the company's equity was acquired by
CNACM EVA Airways ( ) was also approved to serve Taipei-
Hong Kong links with very limited flights.

Meanwhile, Macau also initiated air trangportation service by intro-
ducing a newly built airport and anew carrier, Air Macau, in late 1995. At
that time, Macau was gill a colony of Portugal. The only reason Macau
established an air transportation service industry was out of desireto earn

10T he term "freedom” refers to air traffi c rights granted to foreign nations. Theterm was for-
mally included in the "Convention on I nternational Civil Aviation" signed on December 7,
1944 &fter the Chicago Intemnational Civil Aviation Conference. There arefive degrees of
freedom in mogt bilateral air service agreements. The"first freedom” isthe privilege to fly
across theterritory of a state without landing; the " second freedom" isthe privilege to land
for non-traffic purpose; the "third freedom" is the privilege to put down passengers, mail,
and cargo taken onin the territory of the state whose nationality the aircraft possesses; the
"fourth freedom" is the privilege to take on passengers, mail, and cargo destined for the
territory of the state whose nati onality theaircraft possesses, and the "fifth freedom" isthe
privilege to take on passengers, mail, and cargo destined for the territory of any other sate
and the privilege to put down passengers, mail, and cargo coming from any such territory.
The 1944 Convention can be found at <http://www.yale.edu/lawweh/avalon/decade/
decad048.htm>, or in Alexander T. Wells, Air Transportation: A Management Perspective
(Belmont, Cdlif.: Wadsworth, 1999), 535.

1The new player was believed to be the PRC govemment. Since only the Swire group and
ChinaAirlines can operateflightsin the cross-Strait market, the PRC felt unequal ly treated
and asked to join. After the PRC's China National Aviation Corporati on acquired 64 per-
cent of Dragon Air, the 1996 version of the bilateral agreement was finally approved.
See Zhonghua jingji yanjiuyuan (Chung-Hua Institution for Economic Research), Weilai
shinian jingji fazhan dui minhang shiye fazhan zhi yingxiang (The impact of economic de-
velopment onthe development of air trangportati on business in the comi ng decade) (Tai pei:
Zhonghua hangkong shiye fazhan jiji nhui, 1996), 114-18.
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ashare of the profitsin the cross-Strait market. Aswill be seen below, the
earnings were plentiful .2

Both carriers from China and Taiwan have operated flights from dif-
ferent cities to Macau. Although the history of air services between Macau
and both China and Taiwan is short, and the air transportation market be-
tween China and Macau isnot smilar, much can gill be learned from its
cross-Strait trangportation experience. Fird, Air Macau served the Taiwan-
Macau-China link with a only sngle arcraft that had different flight
numbers at theend of 1995. The same-flight service shortened the transfer
time and attracted many passengers. A few months later, Dragon Air aso
provided similar servicesin the Taiwan-Hong Kong-China link. This pat-
tern has been the most significant changein cross-Strait air transportation.
Another interesting fact is that Macau is located in China's Guangzhou
Hight Information Region (FIR) ( ). Air traffic to and
from the Macau airport cannot avoid flying over the Guangzhou FIR.®* A
smilar situation was a hot issue at the end of 2001 when aircraft flying
from Taiwanto Southeast Asiaflew over theSanyaFIR inHainan Province
( ) due to aroute change announced by the Inter-
national Civil Aviation Organization (ICAO).** The anti-terrorist war in
Afghanigtan in 2001 aso caused problems when Taiwanese airlines tried

2Air Macau began earni ng operati on revenue within three years after establishment. Even
in the worst year duri ng the East Asian financia crisis, Air Macau i Il made huge profits.
In 1999 and 2000, Air Macau's profit was US$7 million and U S$15 million, respectively,
while maost carriersin the Greater Chinalost money in these two years. Compared tothe
limited initial i nvestment of US$54 million, Air Macau has done agreat job in the market.
See the Commercia Department of Air Macau, Air Macau Saleskit (Macau: Air Macau,
2000). Also seethe financial statement of Air Macau at <http://www.airmacau.com.mao/
eng/gen_info/finance/rep2000.htm>.

BMacau airport is located in the Guangzhou FIR. Currently all the aircraft movement in
Macau is served, or at leas monitored, by the Guangzhou FIR. See Jingji ribao (Eco-
nomic Daily News) (Taipei), November 1, 2001, 11.

14The actual route between Taiwan and Europe via South Asia has been in operation for
decades s nce Talwanese aircraft are not allowed to fly over China due to the regulati ons
of both sides. Some airlines sought to promote a new route via China during the anti-
terrorist war i n Afghanistan in 2001 to avoid the risk of being shot. However, this proposal
was soon rej ected. See Zhongguo shibao, December 14, 2001, 13; Zhongyang ribao (Cen-
tral Daily News) (Taipei), November 2, 2001, 6.

June 2002 155



ISSUES& STUDIES

to fly over PRC territory in order to avoid dangerous gunfire.'®

The most important issue for Taiwan-Macau air services is that Air
Macau isthe first PRC airline to provide service to Taiwan. With 51 per-
cent of its shares held by CNAC, Air Macauis an airline controlled by the
PRC government. Authoritiesapproved its operationsin Taiwan as a"third
party" rather than as a Chinesecarrier.

These facts have shown the flexibility of Taiwan's policy toward
direct flights to mainland China in the mid-1990s. Everything seemed
possible and negotiablein 1995. Note that throughout the 1990s, many air-
lines placed orders for new aircraft that were to be used in the cross-Strait
market.'® However, the deregulation of direct flights across the Taiwan
Strait has not yet occurred. Theinvestment in expanding fleet size created
huge losses after the East Asian financial crisisin 1997. Thoseliquidating
the aircraft suffered capital losses, and those keeping them have had to bear
huge interest payments. Moreover, these excess capacities also ruined
domestic market discipline. By not being able to sell inthe Chinese mar-
ket, the nontransferable excess supply has made domestic market fares too
low for airlinesto survive and created an operational deficit for each airline
in Taiwan."

Properties of an Air Service Agreement

Air trangportation services between Taiwan and Hong Kong have

15since November 2, 2001, routes above the South China Sea in the region between China
and Vi etnam have been reassigned to the Sanya FIR. These routes are crowded given that
most aircraft from N ortheast to Southeast Asia takethese routes. These routes were moni-
tored by Vietnam in the pagt, but the navigation service was poor. To enhanceflight safety,
the ICA O decided to reassign thisregion to China's Sanya FIR in 2001. All aircraft and
airlines from Taiwan have therefore had to either receive permission to pass through this
region or find another route to their destination. Airlines in Taiwan have yet to get per-
mission, but arguments against granting such permission have also occurred. See Zhong-
guo shibao, November 1, 2001, 1; Jingji ribao, September 12, 2001, 11.

16Jingji ribao, November 8, 1997, 13.

17Airlines serving Taiwan's domestic market have been suffering operating losses since the
mid-1990s. See Jingji ribao, February 3, 1997, 17 and December 31, 2000, 16.
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lasted for over fifty years, yet there isno official "agreement" between the
two regions. No forma document from the first decade of air links is pub-
licly available. Beginning in 1957, Taiwan's Civil Air Transport (

) and Hong Kong's Hong Kong Airways used a contract between
themselvesrather than an official bilatera agreement between the govern-
ments of Hong Kong and Taiwan as the bass from which to provide
services inthe market. Currently, the contract between Taiwan and Hong
Kong is still signed by the airlines instead of the governments from the
two sides.

Taiwan's policy in the 1950swas that Hong Kong wasa part of China
and that the ROC government was the formal representative of China
Suchanarrangement solved the problemof bilateral agreementswith Hong
Kong at that time, since Hong K ong was officially considered apart of the
Republic of China. Fortunately, this articulation also solved the problem
of Taiwan's status in the 1970s after the ROC was replaced by the PRC in
the United Nations. Commercia contracts were broadly used as bilateral
agreements for amost half century snce many countries acknowledged or
recognized Taiwan as apart of China rather than an independent sovereign
gate. The common belief is that only an independent state has the right to
grant traffic rights and commercial privileges to the other states.

Currently there are almost no formal bilateral agreements between
Taiwan and other gates in the world. There are five different types of
bilateral agreements used by the Taiwan government: governmental, semi-
official representative, airling, airlinesassociation, and airport.'® Anagree-
ment can be sgned by any one of the five parties with a foreign nation's
corresponding organization. All organizationsinvolved in the agreement
from the Taiwan dde are believed to be "informal representatives' of the
government. Some argue that the ability to make these kinds of agreements
is an acknowledgment of a sovereign state since government bureaus are
also involved. On the contrary, however, one may also arguethat the need

18 inX in-deand Li ng Fong-yi, Hangkong yunshuxue (Air transportation) (Taipei: Wensheng
shuju, 1997), 84-90.
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to use these representatives sgnifies that the sovereignty of Taiwan is
either not recognized by other countries or isinfringed upon by the PRC.

Following this ideology in principle, unsurprising isthat Macau did
not have any officia agreement with Taiwan, either. The bilateral agree-
ment was titled a"commercial agreement” ( ) and was signed by
the Taipei Airlines Association (TAA ) and
Air Macau. Government officialsfrom Taiwan'sM ainland Affairs Council
(MAC ) joined the negotiations in 2001, but the contents
of the commercia agreement were not changed.

Similar considerations can aso be found in the China-Hong Kong
and China-M acau arrangements. "Arrangement” ( ) instead of "agree-
ment" ( ) is used in the two different versions to show that these two
places are"specid adminigtrative regions" (SARs ) with their
sovereignty belonging to China. The China-Hong Kong arrangement was
settled in 2000, while the China-Macau arrangement was signed in 2001,
after their respective sovereignty was returned to China.

In addition to the format of the agreement, some of the contents be-
tween the lines of the agreement are also creative. Based on the expeti-
ences of scheduled air service agreements, bilateral air transportation
agreements can be divided into three different categories:

1. Air navigation, including airworthiness certificates, personnel li-
censing, and air traffic control

2. Legd subjects, including private law issues and dispute settlement

3. Air trangt and transport, as well as other economic matters, in-
cluding operation of international air services®

Mostitemsin thefirst two categories are associated with the positions
of both governments; that is why thetitle "bilateral agreement” issenstive.
To prevent unnecessary disputes regarding these issues, some contents
were eliminated or neglected in both the past and current versions of bilat-

Marek Zylicz, Inter national Air Transport Law (Dordrecht: M artinus Nijhoff, 1992), 135.
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era agreements between Taiwan and Hong Kong, as well as between Tai-
wan and M acau.

Current Versonsof the Bilateral Agreements
Within the Greater China Area

Currently there are four different versions of bilateral arrangements
or contracts within the Greater Chinaarea. All were negotiated with dif-
ficulty, but settled with wisdom. These include the China-Hong Kong
arrangement of 2000, Taiwan-Macau agreement of 2001, China-Macau
arrangement of 2001, and Taiwan-Hong Kong arrangement of 2002 (see
table1). The Taiwan-Hong Kong agreement has proven the most difficult
oneto handle.

Taiwan-Hong Kong

The Taiwan-Hong Kong agreement has always been complicated due
to both political and economic factors. The billions of dollars of revenue
associated with this single link has made this market both attractive and
competitive. Moreover, China Airlines and Cathay Pacific have dready
used thefifth freedom on the Taipei-Hong Kong link for years. This route
alows Taipe to connect with Southeast Asiavia Hong Kong while Hong
Kong can reach Northeast Asia via Taipei. These niches have created
amazing profitsfor both carriers. Other challengers are trying to partici-
pate, but have been unsuccessful. However, the best opportunity for par-
ticipation is yet to come. Minority airlines in the market are seeking to
expand their market share with new contracts, while Taiwan is trying to
duplicate the Taiwan-Macau modd in negotiating a new agreement with
Hong Kong. These factors have worked to hinder Taiwan-Hong Kong
negotiations.

In 1996, the year when the agreement between Taiwan and Hong
Kong was settled, there were some serious political and business conflicts.
New entrants tried to break into the market, while the rel ationship between
Taiwan and Hong Kong was not yet well-defined. To solvethese problems,
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Bilateral Air Service Agreementswithin the Greater China Area

China-HongKong China-Macau = Taiwan-Hong Kong  Taiwan-Macau
Title Arrangement Arrangement Arrangement Commerdal
Agreement
Parties China: China: Taiwan: Taiwan:
Civil Avidion Civil Aviation  Taipei Airlines Taipei Airlines
Adminigtration Adminigration  Associgtion Assodation
Hong Kong: Macau: Hong Kong: Macau:
Economic Civil Aviation ~ Cahay Pacific, Air Meacau
Service Bureau Authority Dragon Air, and
Air Hong Kong
Startingfrom  February 2000 October 2001 July 2002 July 2001
Valid Through  Valid until Valid until June 2006 Novemnber 2005
further notice further notice
Type of 1,234 1,234 12,345 1,234
Freedoms

a verson of a multilateral agreement—not between states, but between
airlines—was developed. All the carriers in the market (including China
Airlines, Cathay Pacific, Dragon Air, and EVA Airways) were involved.
Oneyear after the 1996 agreement wasreached, the Taipei-Hong Kong link
has turned into the busiest route in the world. Five years have passed, and
the Taipei-Hong Kong links are still the busiest. As may be expected, new
entrants are trying to expand their market share and the political factors
involved in this market have proven very hard to settle. After a year of
negotiation, Taiwan and Hong Kong sgned a new five-year pact on June
29, 2002, to replace the accord inked in 1996.%° For thefirst time, theterm
"arrangement” was used between Taiwan and Hong Kong. It seemslikethe
clock hasturned back to before the 1996 agreement wasreached. Thesitu-
ation was chaotic and complicated; the main difference between now and
thenisthat Hong Kongis part of Chinaand Taiwan has elected a president

2For details of thenew pact, see Taipei Times, June 30, 2002, 1; Zhongguo shibao, June 30,
2002, 1, 3.
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from the Democratic Progressve Party (DPP, ).

China-Hong Kong

A similar experience can also be found in the China-Hong Kong
agreement of 2000.%* Thisagreement wasnot only politically meaningful,
but also economically criticd. After atwenty-year wait, Hong Kong final-
ly received an opportunity to compete with China in a fair market. The
better-managed carriers in Hong Kong currently have achance to improve
their business, and the Hong Kong-China market should expand in the
short run. The arrangement seems to be a bilateral agreement between
Hong Kong and China only, but since Hong K ong has been a gateway to
China, the arrangement will also certainly affect the cross-Strait air trans-
portation market.

Theimportance of afair competitive environment can befound in the
new Hong Kong-China arrangement. Some adjustments have made the
network between Hong Kong and China more competitive. Inthe British
Hong Kong government era, carriersin Hong Kong could secure only half
the number of flightsthat the Chinese carriers could. Moreover, some of
the links could only be operated by Chinese carriers. Thus, airlines from
China had a competitive advantage since they had more frequent flights
and convenient services. According to an esimate from the Economic
Service Bureau of Hong Kong, the new arrangement made in 2000 will
probably increase capacity by 60 percent in the Hong Kong-China market
and fares will drop 15 percent. Moreover, some domestic airports will be
open only to Hong Kong links. Foreign carriers can hardly compete with
Hong Kong-based airlinesin such a market.

All airlines based in Hong Kong and Macau that fly into China have
dready been acquired by the CNAC group. Moreover, their new sover-
eignty status has turned the China-Hong K ong and China-Macau bil ateral
agreements from an international into a domestic affair. These changes
have created certain limitationsfor further development of the Hong Kong-

2IThe China-Hong Kong agreement of 2000 is available at <http://www.edlb.gov.hk/edt/
refer/press/ 020200 .htm>.
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China air trangportation market. Since the content of the arrangement will
beamagjor factor affecting profit sharing, predictableis that carriersof both
Hong Kong and Chinawill design an arrangement that would exclude pos-
sble challenges from other competitors.

There are some interesting points listed in the articles of the China-
Hong Kong arrangement. Among the seventeen articles, the firg is the
mogt important. Art. One states. " Air transport between the Mainland and
Hong Kong is specialy managed domestic air transport by nature with
reference made to the management of internationa air transport. Docu-
ments of internationa carriage shal be used and in respect of their liability
provisions reference may be made to the relevant internationa conven-
tions." Theidea of "by nature with reference made to the management of
international air transport” and "reference may be made to the relevant in-
ternationa conventions" is very important to the future of cross-Strait links
becauseit has defined the pattern of air transportation between Hong Kong
and China as an internationa affair. The macroscopic srategies between
Hong Kong and China should allay Taiwan's concern of being treated as a
provincial entity in terms of negotiating and managing cross-Strait direct
flights. Still, there are some phrasesused in the articles that remain debat-
able. The word "domestic" is a good example of a term both sdes must
clarify before an agreement can be reached.

Taiwan-Macau

Compared to the status of Hong Kong, Macau is not only politicaly
less sensitive, but also economically lessimportant. However, the current
agreement between Taiwan and Macau has also caused some unnecessary
controverses. During the negotiations, the Mainland Affairs Council,
rather than the Ministry of Foreign Affairs or the Civil Aeronautics Ad-
ministration, joined the negotiation as a team leader for the Taiwanese air-
lines. However, the PRC does not want to negotiate with representatives
of the MAC, aTaiwanese government organization. Some believethat the
one mgjor reason Chinastopped negotiations issimply because Beijing did
not want the MAC to get involved in civil business activities.

The content of the Taiwan-Macau agreement of 2001 is the same as
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a commercial agreement rather than a bilatera agreement between two
governments.”? Economic matters are the only issues addressed in the
agreement. Although the Taiwan-Hong Kong agreement faced the same
obstacles in the mid-1990s, this less-sensitive agreement between Taiwan
and M acau took months to be approved by the MAC of Taiwan.

China-Macau

Four months after the Taiwan-M acau agreement was approved, China
sgned another arrangement with Macau at the end of 2001. Air transpor-
tation services between China and Macau began shortly after the Macau
arport was built a the end of 1995. During its five years of operation,
there was just one memorandum of understanding between the Portuguese
government and China. After Macau was trandferred to Ching, the ar-
rangement between China and Macau was modified (as also occurred in
the arrangement between China and Hong Kong) since the old version
was dgned as a colony of a foreign power, Portugal. Nevertheless, the
China-Macau air travel market in 2000 expanded nearly three times over
that of 1996.* The commercial considerations in the original version were
not enough to compensate for the increasing demand. For further devel op-
ment of the air trangportation industry in Macau, one solid version of the
bilateral agreement was necessary. This was signed in the fourth quarter
of 2001 with content that was amost the same as the Hong Kong-China
agreement.”

The Market and the Agreement

Undoubtedly, these four arrangements/agreements have had a huge
impact on the Greater Chinamarket (seetable 2). Thebusest Taipei-Hong

22This agreement has been kept "confidential" and is thus not available to the public.

23The number of passengers passing through the M acau airportwas1.3 millionin 1996. The
volume grew to 3.8 million in 2001. See Macau airport's website at <http://www.macau-
airport.gov.mo/chinese/news/pressrelease.htm>.

2pomen ribao (Macau Daily News) (Macau), October 17, 2001, B11.
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Table2
Commercial Matter swithin Greater ChinaAir Agreements

China-HongKong  ChinaMacau  Taiwan-HongKong  Taiwan-Macau

Basic Rules Far and equal Fairandequal  Fair and equal Fair and equal
opportunity opportunity opportunity; fifth opportunity
freedom; foreign
carriers
Carriers Hong Kong: 1 Mecau: 1 Hong Kong: 3 Macau: 1
China: 6 China: 6 Taiwan: 3 Taiwan: 2
Frequency 478 100 340 184
Current Links 3B 10 2 2

1Seventy extended flightsto Southeast and Northeast Asia are approved by China Airlines
and Cathay Pacific. In addition, al the foreign carriers areusing the fifth freedomto reach
athird destination through Hong Kong and Tai pei.

2Service frequencies between China and Hong Kong or China and Macau are calculated
based on the schedule of year-end 2001. New agreements have given Hong Kong and
Macau some fl exibility to adjust their flightsto meet the market demand. These numbers
vary by season.

SCapacity was contrall ed by passenger vol ume instead of service frequency in the Taiwan-
Macau links. Passenger volume was set at 22,800 in the beginning and then 30,800 after
2001. The dataisavailable at <<http://www.airmacau.com.mo/big5/newsnews23.htm>.

Kong link was the first one to be reshaped. The 1996 version of the bilat-
era agreement between Taiwan and Hong Kong offered EVA Airways
and Dragon Air an opportunity to share the market. EVA istaking the
advantage of the dua destinations of both Hong Kong and Macau by ap-
plying new marketing strategies to endorse tickets freely between Taipei/
Kaohsiung and Hong Kong/Macau. The convenience of the "open jaw"*
ticketing strategy has attracted many passengers and created very high load
factors. Meanwhile, Dragon Air is dso making a huge amount of profits
from the Kaohsiung-Hong Kong market. Dragon Air consigtently turned a
profit since 1996, including during the East Asian financia crisis. Despite
such a strong performance, these two airlines trail the other two major
airlinesin the market: Cathay Pacific and ChinaAirlines. Thesetwo major

2"Open jaw" refersto multiple city pairswithin around trip ticket. It usualy comes with a
same origin or desti nati on requirement.
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carriers have made amazing profits on the Taipei-Hong Kong route with
probably the highest revenue per passenger-kilometer (RPK) in the global
market. The so-called golden routesin the Taiwan-Hong K ong market have
contributed approximately 15-25 percent of thetotal revenue of both these
two airlines® this success has attracted many competitors from around
the world. Foreign carriers are alowed to share this market. However,
compared to the 85 percent market share of the biggest two, al the other
carriers are negligible. According to the new agreement signed on June 29,
2002, both Taiwan and Hong K ong will have a third airline company share
the new flight routes. Taiwan's Mandarin Airlines ( ), which is
owned by China Airlines, and Hong Kong's Air Hong Kong ( ),
which is owned by Cathay Pacific, will join the Taiwan-Hong K ong flight
route operation from duly 1, 2002.*"

Compared to the Taiwan-Hong Kong market, the China-Hong Kong
market is even more profitable. During the 1980s, capacity was limited
given that China only cameto adopt the "reform and opening-up" policy in
thelate 1970s. As of the 1990s, however, an increasing number of Taiwan
travelers to China began to push the old, small Kaitak ( ) airport toits
limits. Air transportation services in Hong Kong did not improve until
thelate 1990s. InJuly 1998, the new Chek Lap Kok ( @ ) airport, the
largest arport in Asia, began operation. Eighteen months later, a new
agreement between Hong Kong and China—one that would double the
capacity of the market—was finally reached. This arrangement and the
new airport were believed to be the salvation of the air transportationindus-
try in Hong Kong. The negative aspects of the market—such as the con-
gested Kaitak airport, inefficient Chinese carriers, uncertainty of the future
of Hong Kong, and even conflicts between the United Kingdom and China
—havedl offered Taiwan opportunities to promote direct flightsacrossthe
Taiwan Strait and replace Hong Kong as aregional hub in the mid-1990s.
Even after most of the problems in Hong Kong have been solved, direct

%6See note 2 above.
ZSee note 20 above.
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flights between China and Taiwan could gtill have a very negative impact
on Hong Kong's air transportation industry. According to previous re-
search,”® approximately 33 percent of the current volume in the Taiwan-
Hong Kong link will shift to direct flights when the four major nodes—
Beijing, Xiamen, Shanghai, and Guangzhou—in China are connected.
However, updated data for the year 2000 has shown that doubled service
frequency could lead to a maximum demand shift of only 16.5 percent.?
The percentage would be lower if a 15 percent lower fare is consdered.

Hong K ong has so far managed to survive threats from Taiwan. The
new competitive power of the former British colony derives in large part
from its service network structure. By the end of 2000, the flight density
of the China-Hong Kong route was four times that of its Taiwan-Hong
Kong counterpart. Although most of the aircraft that served the China-
Hong Kong market were single aisle planes, the Taipei-Hong Kong link
was still the busiest, boagting the highest flight frequencies on earth in
2000. Thishigher density provesthat Taiwanesetravelers have had limited
impact on Hong Kong's air transportation industry at present. Thisimpact
will be even smaller in the future since half of the passengers headed to
China via Hong Kong are non-Taiwanese.*

28See note 2 above.

29Zheng-Yi Shon, "The Experiences of Bilateral Air Trangport Agreement Between China
and Hong Kong: Some Implications for Future Cross-Strait Air Transport Services" in
Proceedings of the 14th Annual Meeting of the International Chinese Transportation Pro-
fessional Associ ation (M iami, Florida, April 2001).

3OFor ingtance, the number of air traffic passengers between China and Hong K ong/Macau
was 3.76 million in 1999. There were 2.58 million Tai wanese visiting Chinathat same
year. However, approximately 46.4 percent of the Taiwanese passengers were traveling to
theneighboring cities of Hong Kong and M acau according to other studies. These passen-
gers would mostly take ground transportation between Hong Kong/Macau and Chinasince
there are no air transportati on services between the cities. That isto say, around 1.38 mil-
lion Taiwanese were taking flights into China in 1999—congtituting approximately 36.7
percent of the passengers flying between Hong Kong/Macau and China. For details, see
Institute of Transportation, A Survey Study of Air Passengersfrom Taiwan Area to Hong
Kong/Macau (Taipei: Institute of Transportation, 1998), 153. For other statistics, see
Zhongguo minyong hangkong zongju guihua kejisi, Cong tongji kan minhang (Statistical
data on civil aviation of China) (Beijing: Zhongguo minhang chubanshe, 2000), 3 and
Zhonghua renmin gongheguo guojia luyouju (China National Tourism A dministration),
Zhongguo luyou tongji nianjian 2000 (Yearbook of Chinatouri sm statistics 2000) (Beijing:
Zhongguo luyou chubanshe, 2000).
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The flexibility allowed within the China-Hong Kong arrangement is
detrimental to the carriers of other regions. Carriersin the Hong Kong-
Chinamarket can easily determinetheir faresand service frequencieswhen
new competitors arrive. This is very different from how the CAAC cur-
rently regul ates Chinas domestic market. Thus, the position of Hong Kong
as aregional hub and agateway to Chinawill hardly change. Future direct
flights between Taiwan and Chinawill only change the behavior of some
Taiwanese travelers as well as a few from other countries.

Two years after Macau was handed over to China, the CAA C moved
to protect Macau from the threat of Taiwanese competition with a new ar-
rangement between China and Macau. Unlike Hong Kong, the air trans-
portation industry in Macau has mostly served as a transfer station for
cross-Strait passengers. Except for those in China and Taiwan, very few
cities are connected to Macau. Direct flights across the Taiwan Strait
could, however, possibly ruin Macau's air transportation industry. Thus,
the strategy for future devel opment of the air transportation industry inthe
former Portuguese enclave is to a least be able to break even. Although
solely for self-protection, this srategy will still have a negative impact on
the cross-Strait market. That the wait for direct flights across the Taiwan
Strait has been long bodes well for Macau's minimalist surviva srategy.
Thus, Taiwan islikely only to lose in the distribution of benefits of direct
flights across the Taiwan Strait as time goes by.

In addition to the strategy of different governments and airlines, a-
liances between different carriers from different states will make the stu-
aion even more interesting. Currently EVA Airways has dready acquired
10 percent of Air Macau from the CNAC; China Airlines is also trying
to merge with the cargo divison of ChinaEastern Airlines (

). If mergers and acquisition between the different airlines from dif-
ferent states are dlowed, apotential Chinaalliance—onethat includes Tai-
wanese carriers—can be expected. Compared to the current " One World"
or "Star Alliance,"** the aliance of al the Chinese carriers will be one of

31"One World" and "Star Alliance" are currently the biggest global airline alliances. "One
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the most powerful in theentire Asan market.

I mpact of the WTO

One interesting issue relating to any cross-Strait agreement is the
role of the World Trade Organization (WTO). Both China and Taiwan
have wanted to join the WTO for decades and both candidates were ap-
proved in late 2001. Some believed that the WTO's Genera A greement
on Trade in Services (GATS) will coerce Taiwan to grant traffic rights to
China, but thisis not necessarily the case. The air transport service agree-
ment under GATSis aloose or "soft" one, as described by the|CAO. The
Air Transport Annex of the GATS has clearly defined the "soft" rights, that
is, the liberdization of the following three air transport services: (1) air-
craft repair and maintenance services, (2) the selling and marketing of air
transport services;, and (3) computer reservation sysem (CRS) services.®
Traffic rights were believed to be of the tight or a"hard" variety that was
excluded by Art. 2 of this Annex.

Members of the WTO are required to allow foreign enterprises from
any other WTO member to operate maintenance, ticketing, and/or CRS
services. Currently, the WTO is ill "reviewing the developmentsin the
air transport sector and the operation of this Annex with aview to consider-
ing the possible further application of the Agreement in the sector."®
Nevertheless, theimpact of the WTO on the air transportation industry will

World" is composed of American Airlines, British Airways, Cathay Pacific, Finnair, Lan-
Chile, Qantas, Aer Lingus, and Iberia. "Star Alliance" is composed of United Airlines,
Lufthansa, Singapore Airlines, Air Canada, Air New Zealand, All Nippon Airways, Aus-
trian Airlines, British Midand, Lauda Air, Thai Airways, Mexicana Airlines, Scandina-
vian Airlines, and Tyrolean Airways.

32The original texts of GATS and the Annex on Air Transport Services is available at the
WTO website at <http://www.wto.org/english/docs_e/legal_e/26-gats.pdf>.

33The viewpoints of ICAO on GATS and the A nnex on Air Transport Services can be found
at the ICAO website at <http://www.i cao.int/icao/en/atb/ecp/tshtm>. Also see Gu Jingyi
and Ho Fang, WTO falu guize yu Zhongguo fuwu maoyi (WTO regulations and trade in
servicesin China) (Shanghai: Shanghai caijing daxue chubanshe, 2000), 53-56.
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beminimal at best, given that traffic rights have yet to be addressed.

There are, however, other influences on the cross-Strait market other
than direct flights within the WTO agreement. In addition to the "soft"
rights, market access and national treatment clauses as described in Arts.
16 and 17 of the GATS have forced every sngle member in the WTO to
alow other WTO members to hold equity inany firminthe air transporta
tion industry. Any foreign businessor individual from aWTO member can
easily set up and operate—whether through a joint venture or otherwise—
airlines, catering services, ground handling devices, or cabotage servicesin
any other WTO member country. Taiwan and China must thus alow each
other'sairlines to invest in their airlines or related businesses. Further in-
tegration or reorganization of the airline groupings and air transportation
indugtry within China, Taiwan, Hong Kong, and Macau will thus become
very possible. The concept of bilateralism will be a challenge for different
parties engaged in bilateral negotiations since they might have smilar
backgrounds and even have the same shareholders. Two interesting cases
can be found in the ChinaeHong Kong and China-Macau negotiations.
Since both Dragon Air and Air Macau have aready been acquired by the
CNAC of China, thecommercial matters within these arrangements better
resemble a domedtic rather than international affair.

Themost lasting impact that the WT O will have on agreementsacross
the Taiwan Strait is viamultilateralism. The multilateral negotiation struc-
ture of the WTO is certainly welcomed by Taiwan sincetheislandisalways
trying to be treated as an equa with Chinain international affairs. The
mechanisms of the WTO can provide the opportunity for both sides to sit
and tak, yet will not guarantee fair negotiations given Chinas greater in-
fluence in both politics and economies around the world. Moreover, the
multilatera structure of air trangportation hasyet to be clarified. However,
Beijing holds that al disputes between China and Taiwan are Chinas
domedtic affair and should therefore be settled bilateraly, as Chinadesres
to prevent possible intervention from foreign nations. Since China has
accused Taiwan of dumping in the WTO, China could also use this same
mechanism to ded with cross-Strait economic matters. Chinamay accuse
Taiwan of blocking traffic rights or other related business opportunities
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for Chinese airlinesin the future as soon asthe air transportation scheme
for WTO membersiswell defined. By then, multilateral negotiations will
be a new issue for cross-Strait direct linkages since different parties with
their own interests may al enthusiagtically get involved.

Possible Conflicts and Suggested Solution
in a China-Taiwan Agreement

Although there adready exist bilatera agreements and negotiation
mechanismswithinthe Greater Chinaarea, conflicts inacross- Strait agree-
ment could gill prove numerous and complex. The experiences of past
negotiations between Taiwan and both Hong Kong and M acau were hardly
pleasant due to both political issues and economic factors.

In both format and content, the arrangement between Hong Kong and
China was conducted as a domestic rather than international affair after
Hong Kong was handed over to China, especially after both carriers of
Hong Kong and Macau were acquired by the CNAC. The arrangements
between China and both Hong Kong and Macau were designed to not only
enhance passenger convenience, but aso to enrich the competitive power
of both Hong Kongand M acau. However, the arrangementswill also affect
profit digribution and human resource planning among different carriers
because the CAAC controls most of the carriersin China

The agreement between Taiwan and Hong Kong has aways been a
commercial one, asis the current one between Taiwan and Macau. Bus-
ness matters and not political concerns are found in the content of the
agreements. Compared to the domestic ChinaHong Kong and China
Macau agreements, the Taiwan versions are much more sensitive. The
consensus reached by all parties involved has been to try to stay awvay from
possible political conflicts.

Based on the past experiences of the four agreementsarrangements
noted above, Chinaand Taiwan canwork to avoid potentia conflicts toany
settlement before the main negotiations begin. Such issues to be worked
out in advance include:
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1. Title

The terms "commercia agreement” and "air transportation arrange-
ment" are currently used in the four bilatera agreementsarrangements
within the Greater Chinaarea. Neither of the current titles is unacceptable
toeither side. Nevertheless, thetitle canstill be anissueif any party should
seek to promote itspolitica agenda. For thissimplereason, even the 2002
verson of the Taiwan-Hong Kong aviation pact has already used the title
"arrangement”; theterm "commercial agreement” would still be better than
the alternative "air transportation arrangement” since the former is cur-
rently used in the Taiwan-M acau aviation pact. The term "air trangporta
tion arrangement” currently used in the ChinasHong Kong and China-
Macau markets could easily be recognized as a domestic document by
Taiwan snce Hong Kong and Macau both belong to China. The word
"commercial agreement” is also a neutral term that could be employed if
a delicate solution is necessary; Chinais aready involved in two com-
mercia agreements between Taiwan, Hong Kong, and M acau.

2. Format

Since the title is labeled as a commercia agreement, the content
should aso refer to commercial issues. That is to say, addressing issues
other than the commercial matters of air trangportation should be kept to a
minimum. This means ignoring necessary subjects such as air navigation
and legal issues, aswas donein the Taiwan-Hong Kong and Taiwan-M acau
air transportation agreements.

3. Foreword

One very specid characteristic found in the arrangement between
Chinaand Hong Kong is the "foreword" or "preface™ paragraph. Thefore-
word can sometimes also befound in other copies of bilateral agreements,
yet has never been a critical part and thus has been left out when necessary.
The foreword of the China-Hong Kong arrangement mentions that the
arrangement was "for the purpose of maintaining Hong Kong's long-term
prosperity and stability and its status as an international and regional avi-
aion center, and promoting the development of air transport between the
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Mainland and Hong Kong." If a preface smilar to this is placed in the
agreement between Taiwan and China, the paragraph will make a strong
politica satement. Sincetoomany politica considerationsareinvolvedin
direct flightsissues, the foreword seems unnecessary and should be omitted
in order to preempt any meaningless disputes. A completebilateral agree-
ment can still be maintained even if this part is removed.

4. Certificateand License

Although air navigation and legal subjects can be ignored in the
agreement, the problems of airworthiness certificates, personnel licensing,
air traffic control, private law issues, and settlement of disputes should be
verified and discussed. Only internationa conventions should be applied
to cross-Strait links no matter if they are defined as regiond or domestic.
Since China decided to manage the Hong Kong and Macau markets
through the international conventions, as has Taiwan, thereis no reason for
both sidesto disregard this solution. The easest solution for either sideis
to accept the other sde'slicensesand certificates asboth currently do under
the Taiwan-Hong Kong and Taiwan-Macau links. More difficulties will
occur if new licenses or certificates—especidly for the pilots, crew mem-
bers, aircraft, and maintenance sites—from the other sde need to beissued.
The most difficult situation would be if the validation of the other side's
licenses and certificatesis denied. All relevant employees will then need
to pass examinations or tests to obtain new licenses or certificates in order
to operate the aircraft on both sdes. Obviously, this testing would take a
long time and would disrupt transportation along al direct links. The first
optionis highly recommended. If there are difficulties with political con-
sderations under the first option, the second option is aso acceptable.

5. Legal Subjects

One potentia political conflict concerns legal issues. Each side's
jurisdiction is only partially recognized by the other side. This will cer-
tainly cause serious problems when negotiations begin. Conflicts of laws
do existintheinternational air trangportation industry, and a Taiwan-China
disoute could be a very difficult one to resolve since Beijing holds that
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Taiwan isa Chinese province while Taipel ingsts that the idand is asover-
eign and independent entity. If both sidesexamine sovereignty issuesfrom
alega perspective, direct flights will not take place. Since air transpor-
tation between Chinaand Hong Kong is "by nature with reference made
to the management of internationd air transport,” a smilar arrangement
should aso be applied to cross-Srait air trangportation. Thus, each sde
should be able to exercise its domegtic jurisdiction over its nationa air-
craft. Thisis probably the one and only solution that would be acceptable
to both Taiwan and China. Another important issue that must be dealt with
is dispute settlement. Hong Kong and Macau, as "specia administrative
regions" of Ching, aredifferent from Taiwan. Both SARs have given deci-
sion-making power to the PRC government, an approach that would never
be an acceptable way to settle cross-Strait disputes.  Establishing one
specid organization by both the authorities of Taiwan and Chinato settle
al disputes is highly recommended. Although utilizing athird party asa
coordinator could be another solution, finding a party that both can trust
would likely prove to be quite difficult.

6. Economic Matters

In additionto political consderations, thekey issuesinany air service
agreement would still concern economic matters. The cross-Strait market
isa sendtive one, with many factors affecting profit sharing in the market.
Such factors—including type of freedoms, destinations, hub selections,
service frequencies, and charters—all highly influence an individua air-
line's successin theworld's biggest international air trangportation market.
Disputes may occur in the following areas: (1) number of destinations air-
lines from each side are dlowed to serve; (2) possibility of both Sdes re-
ceiving the fifth freedom and extending their service to athird nation; (3)
possibility for both sides to get cabotage rights and extend their service to
domestic cities on the other side; (4) airlinesto be included in the agree-
ment; (5) airlines alowed to service a specific route; (6) service frequency
on aspecificroute; (7) possbility for foreign carriersto service the market;
and (8) regulations for charter services.

I'n most cases around the world, a sovereign state is not likely to give
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away its cabotageright to aforeign nation. Foreign carrierscan only serve
the international market with the third, fourth, and fifth freedoms. How-
ever, thisisnot the case acrossthe Taiwan Strait. |f both Taiwan and China
can be categorized under the "one China" principle, cabotageis negotiable.
Foreign carriers would like to see "state-to-gate" relations across the
Taiwan Strait in order to increase the posshility of serving the market.
Unfortunately, economic matters in this agreement are as complicated as
politica factors. Not surprisingly, thisissue could take along timeto re-
olve.

7. Representatives in Negotiations

Negotiation representatives have been an issue since Taiwan decided
to send MAC officers to serve as consultants during the Taiwan-Macau
negotiations in 2000. Taiwan even tried to promote these officers as
negotiators in the following Taiwan-Hong Kong negotiations of 2001.
However, this negotiation srategy would not be acceptableto Chinain any
negotiations on establishing Taiwan-mainland air links since it involves
forma contact between the two governments. During the China-Hong
Kong and China-Macau negotiations, China, Hong Kong, and Macau all
sent officers from related bureaus as representatives—including China's
CAAC, Hong Kong's Economic Service Bureau, and Macau's Civil Avi-
aion Authority. Since these bureaus have central-local SAR government
relationships, these representatives were quite acceptable to China, Hong
Kong, and Macau. However, negotiations between Taiwan and both Hong
Kong and Macau focused soldly on business issues in order to prevent
problems of defining the "relationship” between the representatives. Air-
line officials and not government officers were the negotiatorsin the talks
before 2000. Since Taiwan decided to include government officers in
the negotiation team, the possibility of government-to-government negoti-
ationisasoincreasng, but will probably not become fully realized. Such
arrangements as airlines-to-airlines or authorized representatives-to-
authorized representatives are ill the smplest ways to avoid most sen-
stive issues. Unless the relationship between Taiwan and China can be
clearly defined, asking for any type of government negotiation is pointless.
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Conclusions

The negotiations of air service agreements within the Greater China
areahave proven one very important issue in the air transportation market:
the format and the content of any bilateral agreement critically impact air-
linerevenue, development of theair trangportation industry, and stability of
bilateral relations. Not surprisingly, afuture air service agreement between
Chinaand Taiwan will also be afactor affecting cross-Strait relations. Re-
sources among airlines will be realocated. The competitive power of dif-
ferent cities and airports will quickly be verified. Politics will also factor
into such an agreement. Thereis, however, too little research and analyss
on the issue of direct flights across the Taiwan Strait. This topic is thus
worthy of further discusson.

This study has provided some information on the agreements and
arrangements among China, Taiwan, Hong Kong, and Macau. Any future
agreement between Taiwan and China will not be very different from
current versions of the agreements with both Hong Kong and Macau. Dif-
ferent parties can at least accept, if are not totally satisfied with, their own
current market situation. Both Taiwan and China should use the arrange-
ment or agreement with Hong Kong or Macau as a template for future
negotiations. The same conventions used should be accepted and differ-
ences should be discussed and adjusted. Still, thereis not enough research
focusng on the agreements between al parties—Hong Kong, Macau,
China, and Taiwan.

Asthe economy grows in China, future air travel demand within the
Greater Chinaareawill createthe biggest market in Asa. This highly con-
centrated market will makethe eight major airline groupswithin the market
very profitable. Currently, most major factorsare gill changing and should
gill be monitored. The strategy used to develop the individual carrier
market will also be the biggest variable that might affect each carrier's
performance in the coming decade. Some sendtive and critical issues
regarding direct flights across the Taiwan Strait might even affect the po-
litical stability of both Taiwan and China.

Finally, aregional agreement isone issueleft to be discussed. While
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the possibility of a multilateral agreement in the Greater China area has
not been discussed, multilateral negotiations and agreements are a popular
option under WTO mechanisms. The rest of the world has provided suc-
cessful cases to be studied—such as the AFCAC in Africa, LACAC in
Latin America, CACAS and ACAC inthe Middle Eag, and the ECAC in
Europe.® If each statewithin the Greater China area gives their fifth free-
dom to any other in the market (as Hong Kong and Taiwan are currently
doing), a multilateral agreement can thus be initiated. Airlines from dif-
ferent regions within the areacould then start servicesin any route they de-
sred. A more competitive market would possibly be formed, while amore
complex multilateral relationship among China, Taiwan, Hong Kong, and
Macau could a so be expected.

Direct flights across the Taiwan Strait have been suspended for over
haf century. Obvioudy, the political and economic dynamics within the
Greater China area could be affected by cross-Strait direct flights. |ssues
involving the market—including cargo transport, hub and spoke network
design and development, and marketing strategies in different states—are
undoubtedly important related issues. All should be studied further by
academic researchers and policymakers. Air transportation practitioners
should aso pay more attention to these issues that would certainly affect
their future business operations.

34Tang Mingyi, Xiandai guoji hangkong yunshufa (Modem international air transport | aw)
(Beijing: Falu chubanshe, 1999), 123-49; Michale E. Levine, "Scope and Limits of Mul-
tilateral Approaches to International Air Transport,” in International Air Trangport: The
Challenges Ahead (Paris. Organization for Economic Cooperation and Development,
1993), 75-91.
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