Case 4 The US Airline

Industry in 2012

The year 2011 was another dismal one for US airlines in terms of financial
performance. Despite an increase in both passenger numbers and revenues for the
year, profits were down on 2010. In total, US airlines earned net profits of about
$0.4 billion, representing a net margin of less than 1%. The dire financial state of
the industry was underlined by AMR (the parent of American Airlines) entering
Chapter 11 bankruptcy in November 2011. This ended AMR’s distinguished record of
being the only one of the major legacy airlines to have avoided bankruptcy. In 2005,
Delta, United, Northwest, and TS Airways had all filed for bankruptcy protection.

The early months of 2012 offered little hope of improvement. Airline revenues
were up by 8.2% during the first quarter of 2012 compared to the same quarter of
2011. However, as a result of higher costs, net income was down by 73.6%: net mar-
gins had deteriorated from —3.2% to —5.2%.}

The woes of the US airline industry during the 21st century were typically attrib-
uted to the triple-whammiy of the September 11, 2001 terrorist attacks, the high price
of crude oil, and the 2008 financial crash. Certainly, each of these was a powerful
force in boosting costs and depressing demand. Yet, the financial problems of the US
airline industry predated these events. Even during the generally prosperous 1990s,
the US airline industry had been barely profitable. Outside the US, the state of the
airline business was little better. The IATA, the worldwide association of airlines,
showed that the global aidine industry had consistently failed to earn returns that
covered its cost of capital (Figure 1; see also Table 1).

However, amidst the gloom, several airline executives expressed optimism about the
future. At a Merrill Lynch conference on May 17, 2012, the CFO of United Continental
Holdings Inc., John Rainey, observed that, compared to the past, the airline companies
had become more disciplined and financially oriented. Instead of competing for market
share through capacity growth, the major airdines were cutting capacity. Between the
fourth quarter of 2006 and the first quarter of 2012, the major airlines would each cut
capacity by between 3% and 10%. Southwest was the exception—its capacity would
increase by 15%. In addition, the consolidation of the industry would reduce the
number of competitors which would help support fares. Revenue generation would
also be assisted by the unbundling of fares: the growing practice of charging separately
for seat reservations, baggage services, and onboard refreshments, According to US
Bureau of Transportation Statistics, airline yields (revenue per occupied seat per tnile)
increased from 14.4 cents in the fourth quarter of 2010 to 16.8 cents a year later?

The airlines had also made progress in cost reduction. Competition from low-
cost carriers (LCCs) such as Southwest and JetBlue, had forced the “legacy carriers”
into an endless quest for cost efficiencies and a reexamination of their business
models. In particular, they had confronted the labor unions and gained substantial
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concessions on pay, benefits, and working practices. Chapter 11 bankruptcy had
given the aitlines a new flexibility in addressing some of the rigidities of their legacy
systems—in particular pruning employee and retiree benefits and introducing more
flexible working practices.

FIGURE 1 Retwn on capital and cost of capital for the world airline industry, 1993-2010
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Orders for new aircraft from the US airlines also pointed toward confidence in
the future. In July 2011, AMR had placed an order for 460 planes—the largest
in its history—with Boeing and Airbus. In May 2012, it made a progress payment of
$162 million to the plane-makers, despite its bankruptcy filing. During the early part
of 2012, United Continental was negotiating with Boeing and Airbus for 180 new
planes, an order worth up to $15 billiom.

Was it possible that the new climate of realism and financial prudence in the
industry and the willingness of the airlines to reduce capacity when demand was
weak would usher in 2 new era of prosperity for the industry? For many airline
executives, consolidation supported by steadily growing demand for airline travel
could offer a way out of the flerce price competition, low margins, poor labor rela-
tions, and frequent encounters with bankruptcy that had characterized the industry.

Others were less optimistic. The problems of the airline industry could not be
attributed to the specific circumstances of the time: international terrorism, high fuel
prices, or the financial crisis and its aftermath. Dismal profitability had been a near
constant feature of the US airline industry since deregulation. And the situation was
litlle different in other countries: almost all European airlines were losing money.
Nor could poor industry performance be attributed to inept management. Despite
criticism of the managerial effectiveness of the legacy carriers, the LCCs were also
weak financial performers. Even the much-lauded Southwest Airlines had failed to
cover its cost of capital during 2008-2011. “We've been here before, many times,”
observed one industry veteran, “Just when the industry seems to be climbing out of
the mire, the industry’s dite economics reassert themselves.”

From Regulation to Competition

The history of the US airline industry comprises two eras: the period of regulation
up until 1978 and the period of deregulation thereafter.

The Airlines under Regulation (Pre-1978)

The first scheduled aitline services began in the 1920s: mail rather than passengers
was the primary business. In the early 1930s, a transcontinental route structure was
built around United Airlines in the north, American Airlines in the south, and TWA
through the middie. To counter the threat of instability from growing competi-
tion (notably from Delta and Continental), in 1938 Congress established the Civil
Aeronautics Board (CAB) with the authority to administer the structure of the indus-
try and competition within it. The CAB awarded interstate routes to the existing
23 airlines; established safety guidelines; approved mergers, acquisitions, and inter-
firm agreements; and set fares and airmail rates {on the basis of cost plus a reason-
able rate of return). Industry structure ossified: despite more than 80 applications,
not a single new carrier was approved between 1938 and 1978.

During the 1970, the impetus grew for less government regulation and greater reli-
ance on market forces. Political arguments for deregulation were supported by new
developments in economics. The case for regulation had been based traditionally on
arguments about naiural monopoly—competitive markets were impossible in industries
where scale economies and network effects were important. During the early 1970s, the
theory of coniestable markets was developed. The main argument was that industries
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did not need to be competitively structured in order to resuit in competitive outcomes.
$o long as barders to entry and exit were low then the potential for hit-and-run entry
would cause established firms to charge competitive prices and earn competitive rates
of return. The outcome was the Airline Deregulation Act, which, in October 1978,
abolished the CAB and inaugurated a new era ol competition in the airline industry.f

The Impact of Deregulation

The abolition of controls over entry, route allocations, and fares resulted in a wave
of new entrants and an upsurge in price competition. By 1980, 20 new carriers—
including People Express, Air Florida, and Midway—had set up.

Deregulation was also accompanied by increased turbulence in the industry: the
oil shock of 1979, recession, and the air-traffic controllers’ strike of 1981. During
1979-1983, the industry incurred widespread losses that triggered bankruptcies
(between 1978 and 1984 over 100 carriers went bust) and a wave of mergers and
acquisitions. Despite strong expansion from 1982 onward, the industry experienced
a profit slump in 1990-1994. Figure 2 shows industry profitability since deregulation.
Profitability is acutely sensitive to the balance between demand and capacity: losses
result from incustry load factors falling below the breakeven level (Figure 3). The
role of competition in driving efficiency is evident from the near-continuous decline
in real prices over the period (Figure 4).

FIGURE 2 Profitability of the US aitline industry, 1978-2008
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FIGURE 3 Load factor in the US airline industry, 1978-2007
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FIGURE 4 Average fares in the US airline industry, 1995-2011

Assodiation, annual economic reports (various years); Bureau of Transportation Statistics.
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Firm Strategy and Industry Evolution

Changes in the structure of the airline industry during the 1980s and 1990s were
primarily a result of the strategics of the airlines as they sought to adjust to the new
conditions of competition in the industry and to gain competitive advantage.

Route Strategies: The Hub-and-Spoke System

During the 1980s, the major airlines reorganized their route maps. A system of pre-
dominantly point-to-point routes was replaced by one where cach airline concen-
trated its routes on a few major airports linked by frequent services using large
aircraft, with smaller, nearby airports connected to these hubs by shorter routes
using smaller aircraft. This hub-and-spoke system offered two major benefits:

e It allowed greater efficiency through reducing the total number of routes
needed to link a finite number of cities within a network and concentrat-
ing traveler and maintenance facilities in fewer locations, It permitted the
use of larger, more cost-efficient aircraft for inter-hub travel. The efficiency
benefits of the hub-and-spoke system were reinforced by scheduling
flights so that incoming short-haul arrivals were concentrated at particular
times to allow passengers to be pooled for the longer-haul flights on large
aircraft.

o It allowed major carriers to establish dominance in regignal markets and on
particular routes. Table 2 shows cities where a single airline held a dominant
local market share. The hub-and-spoke system also created a barrier to the
entry of new carriers, who often found it difficult to obtain gates and landing
slots at the major hubs.

TABLE 2 Local market shiare of largest wirline tor selected US
cities (by passenger numbers), 2011

City Airline Share of passengers {%)
Daltas/Fort Worth American 71.83
Miami American 69.56
Atlanta Deita 63.74
Raltimore Southwest 57.57
Charlotte S Alrways 56.75
Houston Continental 5506
Minneapolis-St. Paul Delta 50.00
Newark Centinental 4588
Detroit Delta 4417
Cincinnati Delta : 37.74
San Francisco Unied 33.18
Denver United 2393

Source: Bureau of Transportation Statistics,
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TABLE 3 Concentration in the US aitline inclustry

Year CR4 (%) Year CRA4 {%}
1935 88 1987 64.8
1939 82 1990 61.5
1949 70 1999 664
1854 71 2002 71.0
1977 56.2 2005 554
1982 54.2 201 543
Note:

The four-firm concentration ratic (CR4) measures the share of the industry's passenger miles
accounted for by the four largest companies. During 19351 954, the four biggest companies were
United, American, TWA, and Eastern, During 1982-2005, the four biggest companies were American,
United, Delta, and Northwest. The 2011 data relate to American, United, Delta, and Southwest.
Source: US Department of Transportation.

The hub-and-spoke networks of the major airlines were reinforced by alli-
ances with local commuter aitlines. Thus American Eagle, United Express,
and Delta Shuttle were franchise systems established by AMR, United Airlines, and
Delta, respectively, whereby regional airlines used the reservation and ticketing
systems of the major airlines and coordinated their operations and marketing poli-
cies with those of their bigger partners.

Mergers

New entry during the period of deregulation had reduced seller concentration in the
industry (Table 3). However, the desire of the leading companies to build national
(and international) route networks encouraged a wave of mergers and acguisitions
in the industry, some triggered by the financial troubles that beset several leading
airlines. Had it not been for government intervention on antitrust grounds, consoli-
dation would have gone further; however, Department of Justice apptoval of the
Delta Northwest and United-Continental mergers during 2009-2010 suggested 2
more lenient approach to airline mergers, Figure 5 shows some of the main mergers
and acquisitions. During 2002-2011, despite several major mergers, concentration
declined as a result of capacity reduction by the biggest airlines and market share
gains by LCCs.

Prices and Costs

Intensification of competition following deregulation was most evident in the pric-
ing of air tickets. Price cutting was typically led either by established airlines suffer-
ing from weak revenues and excess capacity or by LCCs. The new, low-cost entrants
played a critical rofe in stimulating the price wars that came to characterize compe-
tition after deregulation. People Express, Braniff, New York Air, and Southwest all
sought aggressive expansion through rock-bottom fares made possible by highly
efficient cost structures and a bare-bones service (the LCCs economized on
in-flight meals, entertainment, and baggage handling). Although most of the low-cost
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newcomers failed during the early vears of airline deregulation, they were soon
replaced by new entrepreneurs eager to start up their own airlines.

Price cutting by the major carriers was highly selective. Fare structures became
increasingly complex as airlines sought to separate price-sensitive leisure customers
from price-inelastic business travelers. As a result, fare bands widened: advanced-
purchased economy fares with Saturday night stays were as little as one-tenth of the
first-class fare for the same journey. :

Price cuts were also selective by route, Typically, the major airlines offered low
prices on those routes where they faced competition from low-cost rivals. Southwest,
the biggest and most successful of the LCCs, complained continually of predatory
price cuts by its larger rivals. However, the ability of the major airlines to compete
against the budget airlines was limitec by the majors’ cost structures, including infra-
structure, restrictive labor agreements, old airplanes, and commitments to extensive
route networks. To meet the competition of low-cost newcomers, several of the majors
set up new subsidiaries to replicate the strategies and cost structures of the budget
airlines. These included Continental’s Continental Lite (1994), UAL's Shuttle by United
(1995), Delta’s Song (1993), and United’s Ted (1994) and were all expensive failures.

The legacy airlines were more successful in cutting their own costs: during 2001
2011, union contracts were renegotiated, inefficient working practices terminated,
unprofitable routes abandoned, and staffing reduced. However, higher fuel prices hit

the major airlines more heavily than they did the LCCs. Not only did the LCCs have
newer, more fuel-efficient planes but their stronger financial positions allowed them
to hedge through forward contracts.
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The Quest for Differentiation

Under regulation, price controls resulted in ajrline competition shifting to non-price
dimensions: customer service and in-flight food and entertainment. Deregulation
brutally exposed the myth of customer loyalty: most travelers found little discernible
difference among the offerings of different major airlines and were becoming more
indifferent as to which airline they used on a particular route. As airlines increasingly
cut back on customer amenities, efforts at differentiation became primarily focused
upon business and first-class travelers. The high margins on first- and business-class
tickets provided a strong incentive to attract these custorners by means of spacious
seats and intensive in-flight pampering. For leisure travelers it was unclear whether
their choice of carrier was responsive to anything other than price, and the low
matgins on these tickets limited the willingness of the airlines to increase costs by
providing additional services.

The most widespread and successful initiative to build customer loyalty was
the introduction of frequent-flyer schemes. American’s frequent-fiyer program
was launched in 1981 and was soon followed by all the other major airlines. By
offering free tickets and upgrades on the basis of miles flown, and setting thresh-
old levels for rewards, the airlines encouraged customers to concentrate their air
travel on a single airline. By the end of 2006, airlines’ unredeemed [requent-flyer
distance had surged to over 10 trillion miles. By involving other companies as
partners—car-rental companies, hotel chains, credit card issuers—frequent-flyer
programs became an important source of additional revenue for the airlines,
being worth over $10 billion annually.

The Industry in‘2012

The Airlines

At the beginning of 2012, the US airline industry (including air cargo firms) com-
prised 151 companies, many of them local operators. Table 4 lists those with annual
revenues exceeding $100 million. The industry was dominated by five major pas-
senger airlines: United, American, Delta, US Airways, and Southwest. The impor-
tance of the leading group was enhanced by its networks of aliances with smaller
airlines. In addition, domestic alliances with regional airlines, the Big 3, were also
core members of international alliances: United with Star Alliance, American with
the oneworld alliance, and Delta with SkyTeam.

Market for Air Travel

Airlines were the dominant mode of long-distance travel in the US. For shorter jour-
neys, cars provided the major alternative. Alternative forms of public transportation—
bus and rail—accounted for a small proportion of journeys in excess of a hundred
miles. Only on a few routes (notably Washington-New York—Boston) did trains pro-
vide a viable alternative to air.

Most forecasts pointed to continued growth in the demand for air travel, but at
a much slower rate than in eatlier decades. Duting the 1980s and 1990s, passenger
miles flown grew at a rate of 5% per annum and then slowed during the next decade.
Boeing predicted that annual growth in air travel (in terms of revenue passenger
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TABLE 4 The US airline companies in 2011

Airline Employees  Airline Employees
Major Carriers

AirTran 7,704 Hawaiian 4438
Alaska 9,635 JetBlue 14,362
American 69,810 Kalitta Air 1,174
American Eagle 10,887 SkyWest 10,378
Atlas Air 1,529 Southwest 38,945
Deita 82,181 US Airways 32,257
Federal Express 151,308 United 87 440
Frontier 5073 Unlted Parcel Service 5,592°
National Carriers

ABX Air 480 Miami Air international 380
Alr Transport Intl 409 North American 638
Air Wisconsin 2,814 Omni Air Express 830
Allegiant Air 1,760 PSA Airlines 1,057
Amerijet Intl 608 Pinnacle 5,452
ASTAR USA 269 Polar Air Cargo 145
Centurion Cargo 226 Republic 2,01
Colgan Alr 1,826 Ryan International 465
Comalr 1,709 Shuttie America 1,844
Compass 1,076 Southern Air 713
Fvergreen International 378 Spirit 2,850
Executive 2014 Sun Country Airlines 3968
Expresslet §,699 USA Jet ) 306
Golet Airlines 769 Virgin America 2421
Horlzon Air 3,062 Vision 444
Mesa Airlines 1,820 World 388
Large Regional Carriers

Aerodynamics Inc. 195 Kalitta Charters Il 84
Aloha Air Cargo 347 Lyndan Air Cargo 171
Asia Pacific 42 National Air Cargo Group 219
Avjet 161 Narthern Air Cargo 230
Capital Cargo Intl 178 Tatonduk Outfitters Ltd 299
Florida West 0 Tradewlnds T 154
Gulf and Caribbean Cargo 94 !

Medium Regional Carriers

Ameristar Air Cargeo 47 KaiserAlr 144
Caribbean Sun Airlines 81 Prescott Support Company 46
Dynamic 49 Sierra Pacific 28
Fatcon Air Express 162 Swift Air 105
Note:

aThe list includes both passenger and freight-carrying airlines.
UPS Airlines only.
Source: Bureau of Transportation Statistics.

miles) would grow by an average annual rate of 2.9% during 2010-30, the slowest of
any of the world’s major markets.’ Some observers thought this overoptimistic, citing
not just depressed consumer spending but also the upsurge in video conferencing
that suggested that the long-anticipated shift from face-to-face to virtual business
meetings had finally arrived.
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Changes were occurfing within the structure of demand. Of particular concern
to the airlines was evidence that the segmentation between business and leisure
customers was breaking down. Conventional wisdom dictated that the demand for
air tickets among leisure travelers was fairly price elastic; that of business travelers
was highly inelastic. Hence, the primary source of airline profit was high-margin
business fares. During 2008-2009, increasing numbers of companies changed their
travel policies to limit or eliminate employee access to premium-class air travel.®

Changes in the distribution of airline tickets contributed to increased price com-
petition. The advent of the internet had decimated traditional travel agencies—retail-
ers that specialized in the sale of travel tickets, hotel reservations, and vacation
packages. Airline tickets were increasingly sold by online travel agents such as
Expedia and Travelocity, or through airlines” own websites. However, the airlines
were slower than e-commerce start-ups in exploiting the opportunities of the inter-
net. A key impact of the internet was providing consumers with unparalleled price
transparency, permitting the lowest price deals to be quickly spotted.

The decline of the traditional travel-agent sector was hastened by the elimination
of commissions paid to travel agents. By 2008, commissions paid by airline com-

" panies to reselless fell to 1% of operating expenses (Table 3), down from 6.2% in
1991. By 2012, the traditional travel agency industry was dominated by a few global
leaders such as American Express and Thomas Cook.

TABLE 5 Operating costs in the US airline industry, 2006 and 2008

Increase in cost (%)

Percentage of total operating expenses

Cost item 2000-2011 2006 2008
Lakor 30 238 244
Fuel 268P 255 359
Professional services 17¢ 78 8.1

Food and beverage (38 15 13

Landing fees 70° 2 19
Maintenance material (o 14 23
Insurance 629 (08 0.5
Passenger commissions {73 13 10
Comrunication {19y 09 1.0
Advertising and promation 45y 08 06
Transport-related and other 346 223 2331

operating expensas

Notes:

*Compensation per employee;
bcost per gallory

‘per avaitable seat mile;

dper revenue seat mile;

#per ton landed;

foer aircraft block hour;
faircraft and non-aircraft;

has % of passenger revenue;
'per enplanement;

ito 3rd quarter.

Source: Airlines for America, Cost tndex for US Passenger Airlines.
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Airline Cost Conditions

Labor and fuel costs were by far the biggest individual cost items (Table 5). A key
feature of the industry’s cost structure was the very high proportion of fixed costs.
For example, because of union contracts, it was difficult to reduce employment and
hours worked during downturns, The majors’ need to maintain their route networks
and flight schedules meant that planes flew even when occupancy was very low.
The desire to retain the integrity of the entite network made the airlines reluctant to
shed unprofitable routes during downturns. An important implication of the indus-
try’s cost structure was that, at times of excess capacity, the marginal costs of filling
empty seats on scheduled flights was extremely low.

Labor The industry’s labor costs were boosted by high levels of employee remuner-
ation: average pay in the scheduled airline sector was $55,640 in 2011 (a slight decline
since 2007). In private sector employment as a whole, average remuneration was
$38,300). Pilots, co-pilots, and flight engineers earned an average of $119,180; flight
attendants $41,640.7 Labor costs for the major network airlines were boosted by low
labor productivity resulting from rigid working practices that were part of the employ-
ment contracts agreed with unions. Their employees belonged to one of a dozen
major unions: the Association of Flight Attendants, the Air Line Pilots Association, and
the International Association of Machinists and Aerospace Workers being the most
important. Despite these unions’ tradition of militancy and past success in negotiating
pay increases well above the rate of inflation, since 2001 the precarious financial state
of the airlines and the flexibility offered by Chapter 11 bankruptcy had enabled the
airlines to impose pay restrictions and more flexible working practices.

Fuel How much a carrier spent on fuel was dependent on the age of its aircraft
and its average flight length. Newer planes and longer flights led to higher fuel
efficiency. Fuel-efficiency considerations had encouraged plane manufacturess to
develop long-distance, wide-body planes with two rather than four engines. Fuel
represented the most volatile and unpredictable cost item for the airlines due to fluc-
tuations in the price of crude oil. Between January 2002 and June 2008, New York

spot crude prices rose from $19 to $140 a barrel before falling to $40 in December

2008. Oil prices were on a rising trend during 2009 and 2010, then during 2011 and
the first five months of 2012 traded in a range between $80 and $110.

An airline’s fuel costs also depended upon two other factors: the changing rela-
tionship between crude prices and jet fuel prices and the airlines’ procurement
strategies:

e During 2010 to 2012, the effects of high crude oil prices were exacerbated
by a widening margin between the price of jet fuel and the price of crude.
Historically, jet fuel had sold at a 15-20% premium over crude oil. During
2012, the margin widened to 33%.%

» High, volatile fuel prices encouraged the airlines to hedge using options and
futures contracts and make forward contacts. The extent of hedging varied
hetween airlines according to their expectations about the future direc-
tion of prices and whether they had the financial resources for hedging. In
March 2012, hedging of 2012 fuel requirements varied from almost 100%
(Southwest) to 0% (US Airways); United was at 32% JetBlue 27%.°
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Delta Airlines took its fuel hedging one step further by becoming an active trader
of jet fuel and crude oil. In 2011, it moved its jet fuel procurement unit into its
treasury services department and hired oil traders from Wall Street, including Jon
Ruggles from Merrill Lynch. However, its most audacious move was buying the
185,000 barrel/day Trainer oil refinery in Pennsylvania from ConocoPhillips for $180
million, Delta estimated that the purchase would allow it to cut $300 million annu-
ally from its $12 billion jet fuel bill. The refinery would be supplied with crude by
BP, which would also exchange refined products from the refinery for jet fuel. As
a result, the refinery would provide 80% of Delta’s US fuel needs. In addition, i
believed that its fuel-trading activities would benefit from having 2 physical product
to trade and access to detailed information on production costs.*

Equipment Aircraft were the biggest capital expenditure item for the airlines. In 2012,
with list prices for commercial jetliners ranging from $75 million for a Boeing 737 to
$390 million for an Airbus A380, the purchase of new planes represented a major source
of financial strain for the airlines. While Boeing and Airbus competed fiercely for new
business (especially when their order book was low, as in 2002-2004), aggressive dis-
counts and generous financing terms for the purchase of new planes disguised the fact
that a major source of profits for the aircraft manufacturers was aftermarket sales. Over
the past 20 years, the number of manufacturers of large jets declined from four to two.
Lockheed ceased civilian jet manufacture in 1984; McDonnell Douglas was acquired by
Boeing in 1997. The leading suppliers of regional jets were Bombardier of Canada and
Embraer of Brazil. During 2005-2011, Boeing’s return on equity averaged 36%.

Increasingly, airlines were leasing rather than purchasing planes. The world’s
two biggest aircraft owners were both leasing companies: GECAS (a subsidiary of
General Electric) with 1,732 planes and ILFC (a subsidiary of AIG) with 1,031. The
attraction of leasing was that, first, many US airlines lacked the financial resources
to purchase planes and, second, their borrowing costs were higher than those of
leasing from companies.!!

Airport Facilities  Airports play a critical role in the US aviation indusiry. They are
hugely complex, expensive facilities and few in number. Only the largest cities
are served by more than one airport. Despite the rapid, sustained growth in air
transport since deregulation, Denver International Airport is the only major new
airport to have been buiit since 1978. Most airports are owned by municipalities;
they typically generate substantial revenue flows for the cities. Landing fees are sct
by contracts between the airport and the aitlines and are typically based on aircraft
weight. New York’s La Guardia airport has the highest landing fees in the US, charg-
ing over $6,000 for a Boeing 747 to land. In 2011, the airlines paid over $2 billion
to US airports in landing fees and a further $3 biltion in passenger facility charges.

Four US airports—]FK and La Guardia in New York, Newark, and Washington's
Reagan National—are officially “congested” and takeoffs and landings there are reg-
ulated by the government. At these airports, slots were allocated to individual air-
lines, who subsequently assumed de facto ownership and engaged in trading them.
According to Jeff Breen of Cambridge Aviation Research, “Slots are a lot like baseball
franchises. Once you have one, you have it for life.”*?

Cost Differences between Airlines One of the arguments for deregulation had
been that there were few major economies of scale in air transport; hence 1age
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and small airlines could coexist. Subsequently, little evidence has emerged of
large airlines gaining systematic cost advantages over their smaller rivals. However,
there are economies associated with network density: the greater the number of
routes within a region, the easier it is for an airline (o gain economies of utilization
of aircraft, crews, and passenger and mainienance facilities. In practice, cost dif-
ferences between aitlines are due more to managerial, institutional, and historical
factors than to the influence of economies of scale, scope, or density. The industry’s
cost leader, Southwest, built its strategy and management systems around the goal of
iow costs. By offering services from minor airports, with limited customer service, a
single type of airplane, job-sharing among employees, and salary levels substantially
Jess than those paid by other major carriers, Southwest, Jet Blue, and other LCCs had
the industry’s lowest operating costs per available seat mile (ASM), despite flying
relatively short routes. However, the gap has narrowed: in 2006, US Airways {tradi-
tionally the highest-cost airline) had cost per ASM that was double that of JetBlue;
in 2011, the difference was tiny (Table 6).

Capacity utilization (ioad factor) is a key determinant of operating cost per ASM.
Profitability depends on achieving breakeven levels of capacity operation. Operating
below breakeven capacity means not only that fixed costs are spread over a smaller
number of passengers but also that there are big incentives to cut prices in order to
ateract additional business. The industry’s periodic price wars tended to occur dur-
ing periods of slack demand and on routes where there were several competitors
and considerable excess capacity. The industry’s rising average load factor during
2011 and early 2012 was taken as a favorable indicator of moderating competitive
pressures.

Achieving high load factors while avoiding ruinously low prices was a major
preoccupation for the airlines. All the major airlines adopted yield-management
systems—highly sophisticated computer models that combine capacity, purchasing
data, and forecasts to continually adjust pricing. The goal is to maximize revenue
for each flight.

Entry and Exit

Hopes by the deregulators that the US airline business would be a case study of
competition in a “contestable market” were thwarted by two factors: significant bar-
riers to both entry and exit and evidence that potential competition (“contestability™)
was no substitute for the real thing.’® The capital requirements for setting up an
airline can be low (a single leased plane will suffice), but offering a scheduled airline
service requires setting up 4 whole system comprising gates, afrline, and aircraft
certification, takeoff and tanding slots, baggage handling services, and the marketing
and distribution of tickets, At several airports, the dominance of gates and landing
slots by a few major carriers made entry into particular routes difficult and forced
start-up airlines to use secondary airports. Despite the challenges of entry barri-
ers and the dismal financial performance of the industry, airlines seemed to offer
a strange attraction to entrepreneurs. The most recent major entrant was Richard
Branson’s Virgin America, which began service in August 2007. International airlines
were also potential entrants into the US domestic market. The second stage of the
US-EU Open Skies agreement lifted the 25% ownership limit on US aitlines and
offered greates potential for European airlines to offer services between Us cities.
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TABLE 6 Operating data for the larger airhines, 2006, 2008, and 2011

Operating revenue Operating expense
Airline ASMs (billions} Load factor (%) per ASM (cents) per ASM (cents)

2006 2008 2011 2006 2008 2011 2006 2008 2011 2006 2008
American 175.9 1504 1544 820 822 82.0 12.5 14.5 11.6 125 157
United? 1398 1232 2194 821 813 828 13.1 14.9 11.8 13.1 16.2
DeitaP 1335 1173 2346 778 B23 82.1 130 163 129 136 16.3
Southwest* 852 949. 1205 730 N2 80.9 9.5 10.7 130 85 10.3
US Airways 839 683 7256 776 818 83.7 15.7 168 1.7 152 19.2
JetBlue 238 297 8.5 825  BOS 814 76 105 106 75 102

Alaska 32 23 296 764 773 845 113 133 134 115 134 Ote_?

Notes:

sMerged with Continental in 2010.

dMerged with Northwest in 2010,

Merged with Alrfranin 2010,

Source: Bureau of Transportation Statistics; 10-K reports of companies.

A key factor intensifying competition in the industry has been the barriers to
exit that prevent the orderly exit of companies and capacity from the industry. The
tendency for Joss-making airlines to continue in the industry for long periods can
be attributed to two key exit barriers: first, contracts (especially with employees)
give rise to large closure costs; second, Chapter 11 of the bankruptey code allows
insolvent companiesto seek protection from their creditors (and from their exist-
ing contracts) and to continue to operate under supervision of the courts. A critical
problem for otherwise financially healthy airlines was meeting competition from
bankrupt airlines, which had the benefit of artificially lowered costs.

Looking to the Future

At the end of May 2012, the US airline industry presented a mixed picture. The finan-
cial picture remained dire—the total market capitalization of all quoted US airline
companies was $30.1 billion—less than the market value of Starbucks, less than one-
third of the market value of Facebook on the day of its initial public offering, and
about one-half of that of the industry’s major supplier, Boeing. The credit position
was no better: with the sole exception of Southwest, all the US airlines had a “specu-
lative” credit rating. Nor was there any clear sign of relief from crippling fuel prices.

Yet there were positives. As a result of consolidation and the efforts to remove
excess capacity, the industry appeared to be on a better structural footing than it had
been for decades. These improvements were reflected in the escalation of fares in
recent years. In addition, the major network airlines had been successful in reducing
their cost base through productivity improvements and reductions in compensa:
tion and benefits. As a result, the LCCs no longer had a substantial cost advantage:
However, a key issue for the airlines was whether the beneficiaries from improve:
ments in cost efficiency were the airlines’ shareholders (through higher proﬁts) or
their customers (through lower fares).

The evidenx

end either as a
invest. In the ¢
events were th
crisis of 2008)
the newfound
industry’s fortu

. Adrlines for America, Toue
Economic Empowerment
18, 2012, http://www.slidt
ad-a-indy-review-1288487
. John Rainey, Presentatior
Lynch Global Transportat
. US Department of Transp
Transportation Statistics,
Financial Data, May 17, 2
. Abolition of the CAB me:
bility for airline regulatios
. Administration, which wz
. Boeing Current Market O
. http://active boeing.comy
index.cfm, accessed Sept:
“Business Travel Blues,”
2009, http://www.washin
article/2009/03/17/AR20C
October 20, 2009,

US Bureau of Labor Statit
Oceupational Employmer
NAICS 481000, Air Trans|
Airlines for America, Tow
Economic Empowerment




! Operating expens
per ASM (centg)’

2006 2008
125 157
13.1 163 industry’s fortunes improved.
136 163
85 103
152 19.2 .
75 102 -
115 134 _ fes.
- T

Ajrdines for America, Toward Global Competitiveness,
Economic Empowerment and Sustained Profitability, May
18, 2012, hitps//www.slideshare.net/adamediarelations/
ad-a-indy-review-12884873, accessed September 12, 2012.
. John Rainey, Presentation to Bank of America Merrill
Lynch Global Transportation Conference, May 17, 2012,
" s Depattment of Transportation, Bureau of

* Transportation Statistics, 4th Quarter 2011 Aidine
Financial Data, May 17, 2012.

i Abolition of the CAB meant that the primary responsi-
bility for airline regularion was with the Federal Aviation
Administration, which was responsible for airline safety.
5. Boeing Current Market Outlools, “Long-Term Market,”

© hup://active. boein, g.com/commercial/forecast_data/

. index.cfm, accessed September 27, 2012,

6 “Business Travel Blues,” Washington Post, March 17,
2009, hitp://www. washingtonpost.com/wp-dyn/content/
article/2009/03/17/AR2000031701280.html, accessed
October 20, 2009.

. US Burean of Labor Statistics, Nationa! Industry-Specific
Occupational Employment and Wage Estimates for
NAICS 481000, Air Transportation.

Airlines for America, Toward Global Competitiveness,
Economic Empowerment and Sustained Profitability,

the barriers to
e industry, The
1g periods can
ith employees)
2y code allows
o their exist-
ourts. A critical
npetition from

ure. The finan-
sted US airline
, less than one-
¢ offering, and
credit position
s had a “specu-
ing fuel prices.
orts to remove
ting than it had
don of fares in
ful in reducing
in compensa-
:ost advantage.
from improve-
ther profits) or

10.

11.

12.

13

CASE 4 THE US ATRLINE INDUSTRY IN 2012

The evidence of previous revivals in the industry suggested that they came to an
end either as a result of external events or by the industry’s own propensity to over-
invest. In the case of the two previous upturns (1996-1999 and 2006-2008) external
events were the critical factors (the September 11 terrorist atiacks and the financial
crisis of 2008). The eagerness of the airlines to order new planes suggested that
the newfound financial prudence and capacity discipline might evaporate once the
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ttons/ad-a-indy-review-12884873, accessed September
12, 2012,

Bloomberg, “Jet Fuel Hedging Positicns for U.S,,
Canadian Airlines” March 26, 2012, http://www.bloom
berg.com/news/2012-03-26/jet-fuel-hedging-positions-
for-u-s-canadian-airlines-table- html, accessed September
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