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[:,; et THE US AIRLINE INDUSTRY IN 2004
Table 3.4 The US passenger airline companies in 2003 o

Major airlines Alaska. America West. American. Continental, Delta, Northwest,

Southwest, United, US Airways

National airlines — Air Tran. Air Wisconsin, .\lnhu-. Atlantic Sot
Express. Continental Micronesia, Exceutive, Prontier. H
Air, JetBlue. Mesaba, Midway. Midway Express. Ryan Int
Air, Sun Country, Trans States, US Airways Shuttle

Regional airlines — Air Midwest. Allegiant, Ata, Atlantic Coast. Casino Express. Chautauqua,
Chicago Express, Colgan, Corporate. Falcon, Air Freedom. Florida West,
Gulfstream, North American, Pan American, Pinnacle. PSA. Skyway.
Sun Pacific, Trans Air Link, Trans States. Transmeridian

\theast, Comair. Continental
awaiian. Horizon
‘|, Skywest. Spirit

Source: Air Transport Association.

B THE INDUSTRY IN 2004 W
The Airlines

At the beginning ol 2004, the US passenger airline industry comprised about 60 firms,
ranging from the major airlines to small local companies (sce table 3.4). The indus-
try was dominated by seven major passenger airlines — United. American, Delta.
Northwestern, Continental, US Airways, and Southwest. This dominance of the
leading group was increased by their networks of alliances with smaller airlines. Thus.
American, United, Delta, Northwest, and US Airways all had alliances with smaller air-
lines with whom they coordinated schedules and routes and allowed access to their
reservations and ticketing systems. Given the perilous financial state ol so many ol the
leading airlines. most observers expected that the trend towards consolidation in the
industry would continue (see table 3.5).

\

Market for Air Travel

At the beginning of the twenty-first century, airlines provided the dominant mode of
long-distance travel in the US. For shorter journcys. cars provided the major alterna-
tive. Alternative forms of public transportation — bus and rail — accounted for a small
and diminishing proportion of journeys in excess of a hundred miles. Only on a few
routes (e.g. between Washington, New York, and Boston) did trains provide a viable
alternative to air.

Most forecasts pointed to continued growth in the demand for air travel — probably
below the 5% annual trend rate of the past two decades, but most likely faster than the
rate of population growth. The chances of any significant shift of demand to alterna-
tive modes of transport scemed slight. With Amtrak mired in financial and political dif-
ficulties, there seemed little chance that the US would develop high-speed train services
similar to those of Lurope and Japan. Meanwhile, the communications revolution
seemed to have done little to relieve business people of the need to meet face-to-face.
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Table 3.5 Operating data for the larger airlines
(Operating

expense per
available seat
mile (cents)

Operating,
revenue per
available seat
mile (cents)

Load factor
(%)

Available seat
miles (billions)

L el ——

2003 2002 2003 2002 2003 2002 »_Z(J)”j ,,:’1”_2.
ited 136.6 148.8 76.5 73.5 9.4 9.4 l().; l:-}*
American 1652 1722 728 707 8.7 B4 102 10,3
Delta 1344 1417 734 720 99 o4 T
Northwest 88.6 93.4 77.3 77 8.6 8.3 ()') ()'_
Continental 78.4 80.1 75.5 74.1 8.4 8.6 3'4 _:
Southwest 718 689 668 659 8.3 8.0 7.6 | g
US Airways 58.0 623 715 096 10.6  10.1 11.6 (:',:
AirTran 10.0 §3 711 67.6 8.9 8.6 o> 6.1
Jet Blue 13.6 8.2 845 830 7.3 7.7 f_v-? o
AmericaWest 279 270 764 736 99 97 i -
Alaska 2.2 23 629 62.1 19.0 19.3 17.7 19.5

More important changes were occurring within the structure of market demand. Of

particular concern to the airlines was evidence that the segmentation between busi-
ness and leisure customers was breaking down. Conventional wisdom dictated that
while the demand for air tickets among leisure travelers was fairly price elastic. thgt of
business travelers was highly inelastic. allowing the airlines to subsidize leisure fares
with high-margin business fares. Between 2001 and 2003, the price gap between
leisure [ares (restricted tickets typically requiring a Saturday night stay) and business
fares (first-class tickets and flexible coach tickets without advance purchase require-
ments) continued to grow.” The primary reason was falling leisure fares as LCCs ofl fered
increasing price competition over more and more routes. However, the huge and
growing premium of full-price coach and first-class fares to leisure fares was causing
many companies to change their travel policies. During the 2001-03 period. the
demand for first- and business-class travel slumped as business travelers traded down.’

Major changes were occurring within the distribution side of the industry. Histori-
cally, the primary channel of distribution of airline tickets was travel agencies —retailers
that specialized in the sale of travel tickets, hotel reservations. and vacation packages.
From 1996. airlines began pruning their commissions paid to travel agents with cuts
from 10% to 8%. then to 5%. In 2001 Northwest led the way in withdrawing standard
rates of commissions from independent travel agents altogether. and was followed by
Continental, American and Delta in 2002. Sales commissions were still paid to larger
travel agents, but only on a selective basis. By 200 3. commissions paid by the airline com-
panies amounted to only 1.7% of the industry’s operating expenses (see table 3.7 below).

Meanwhile the companies were developing their direct sales organizations using both
telephone and Internet reservations and ticketing systems. However. the airlines were
slower than e-commerce start-ups in exploiting the opportunities ol the Internet. Despite
the launch of Orbitz (the airlines’ own online reservations service) in June 2001, by June

R
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Table 3.6 The cost structure of the US airline industry, 2002 breakdown by activity

Percentage ol total operating costs

Flying operations 30,1
Aireraft and traflic servicing 159
Maimtenance 2.2
Promotion and sales 93
Transport related 10.0
Passenger services 83
Administrative 7.5
Depreciation and amortization 6.7

TOTAL 100.0

i . g ——

Sorrces Air Transport Association.

2002, Expedia. Travelocity. Cheap Tickets. Priceline. and a host of other “c-tailers” had
established themselves asleading online sellers of air tickets. Not only did their size allow
them to wicld greater bargaining power than traditional travel agencies, but also they
provided consumers with unparalleled (ransparency of prices permitting the lowest
price deals Lo be quickly spotted. Meanwhile, the traditional travel agent sector was con-
solidating rapidly as small independents closed and global leaders such as American
Express and Thomas Cook acquired rivals. In attempting to grow their sales through
their own web sites and telephone sales services, the major airlines were again imitating
the 1.CCs who had long focused upon direct sales in order to avoid commissions.

Airline Cost Conditions

Less than one-third of airline operating costs are accounted for by (lying operations:
servicing and maintenance account for almost the same proportion ol costs as flying
operations (see table 3.6). In terms of individual cost items, labor costs are by far the
biggest. followed by fuel and the depreciation on aircralt (see table 3.7). A key feature
of the industry’s cost structure was the very high proportion of costs that are fixed. 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 added
to the inflexibility of costs — the desire to retain the integrity of the entire network made
the airlines reluctant to shed unprofitable routes during downturns. An important
implication of the industry's cost structure was that, at times of excess capacity, the
marginal costs of filling empty seats on scheduled flights were extremely low.

LABOR

The industry’s labor costs are boosted by the high level of employee remuneration —
average pay in airlines was 45 percent higher than the average for all private industries
in 2003. Labor costs were also boosted by low labor productivity that resulted from rigid
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Table 3.7 \irline costs In expense item, 1991 and 2003

Cost index ' of total operating

(1982 = 100) expenses

1991 20003 1991 )
Labor cost 129 210 32.5 37.1
Fuel cost ) 81 14.5 12.6
Fleet cost 187 317 86 10.0
Interest cost Q] 23 2.4 A
Aircraft insurance S1 423 0.2 0.2
Non-aircralt insurance 21 391 0.5 11
Maintenance materials 183 9) 3.4 1.5
Landing fees 133 214 1.9 2.3
Advertising and promotion 94 42 1.0 0.9
Sales commissions *6 28 6.2 L7
Other 127 169 8.8 295

Source: Air Traffic Association.

working practices agreed with unions. Most airline workers belong to one of a dozen
major unions, the Association of Flight Attendants, the Air Line Pilots Association. the
International Association of Machinists and Acrospace Workers being the most impor-
tant. These unions have a tradition of militancy and have been highly successful in
negotiating pay increases [ar above the rate ol inflation despite intense competition,
falling real ticket prices, and the financial weakness of the industry. Labor relations in
the industry have been historically adversarial, with work stoppages and strike threats
becoming increasingly frequent as contracts come up for renewal. In summer 2000,
United pilots refused to work overtime, resulting in delays and canceled flights. The
outcome was a 28 percent pay rise for pilots agreed just before United announced a
$600 million loss for the first half of 2001.

During 2002 and 2003, the threat and reality ol bankruptcy resulted in widespread
negotiation of union contracts. American avoided bankruptcy in 2003 primarily
because of pay concessions by unions, while United’s unions agreed wage cuts of
between 4% and 18% and allowed the company the flexibility to use small regional jets
on routes previously flown by larger jets.®

FUEL

How much a carrier spends on fuel depends on the age of its aircraft and its average
flight length. Newer planes and longer flights equate to higher fuel efficiency. Also. the
fuel efficiency of different aircralt varies widely, primarily dependent on the number of
engines. Fuel prices represent the most volatile and unpredictable cost item for the air-
lines due to fluctuations in the price of crude oil. Since January 1999 crude prices have
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of profits for the airc ralt manule f
the number of manufacturers o

civilian jet manulacture in 1984

compe
spare capacity), aggressive discounts and gener
new planes disguised the fact that a major source
turers was aftermarket sales. Over the past 20 years
large jets declined from four to two. Lockheed ceased < of regional
McDonnell Douglas was acquired by Boeing in 1997. The leading suppll‘crs of 1 ahiet
jets were Bombardier of Canada and Embraer of Brazil. In 2002. the llhlrd rcgl(":" ls'c
manufacturer, Fairchild Dornier, went bankrupt and was acquired by D’Long. @ CRiBe

investment firm.
AIRPORT FACILITIES

aviation industry. They arc hugely complex. expen-

sive facilities and few in number. Only the largest cities are served by more than .Ont’
airport. Despite the rapid, sustained growth in air transport over the 25 )./cars since
deregulation, only one major new airport has been built — Denver. Mos! alrporL? ’arc
owned by municipalities and can gencerate substantial revenue flows for the cities.
Landing fees are set by contracts between the airport and the airlines. and are typically
based upon aircraft weight. Although airports are required to base landing fees on the
basis of cost, calculations are problematic given the difficulty of determining the appro-
priate capital costs. In 1993. Los Angeles International airport raised its landing fees
by 200 percent, and increased them again by 33 percentin 1995. Threatened with the
withdrawal of their landing rights. the airlines soon fell into line. Landing fees and ter-
minal rents increased substantially over the past decade. In 2002, the airlines paid
$1.47 billion to US airports in landing fees.”

Four US airports — JFK and La Guardia in
Washington's Reagan National — are officially “congeste
slots are allocated to individual airlines where the airlines assume de facto owner
Growth of air travel is likely to increase problems of congestion and increase the value
of takeolf and landing slots. At London's Heathrow airport, slots have been traded
between airlines at high prices: American and United paid more than $27 million each
for PanAm’s takeoff/landing slots; Qantas paid BA $30 million for two slots.”

Airports play a critical role in the us

New York, Chicago's O'Hare. and
d" and takeolf and landing
ship.
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Entry and Exit
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airline service requires 2"‘1 e can be low (a single leased planc will mm'(.c ). of ](.:,i,rfr;n
certification, takeoll “‘n'(; Il(:::ﬁ]::: ill\\'ht)lv svstem comprising gates. "ir(ll""";:?rjn'rkdmg
and distributi M o lent slots, baggage handling services, an et
by a ro‘:rlll]:(.:li:;:]c:l,-:‘!L.ltel3' At several airpnfj(s‘ Thc d(‘nnine:‘nce of gates ;mld lan(“.r:.grz]_(:,l ;
airlines 1o use quOH‘;l s m""dt‘ entry into particular routes difficult ant (“r(‘.cd ; = By
T dary airports. Yet, despite the challenges of entry parriers and
dismal financial pertor pite the ¢ ‘ o Ao achoe
an airline. In .l()(H‘.’
,CC. Virgin USA.
il a new airline agrqc—
lines either acquir-

i i . 7 . g(l
airline business would be a ¢ ‘ o
ors: signifi ant barriet
\bstitute for

re thwarted by two fact
1S no st

that potential competition Wi

entreprencurs allr;lclct:imtl:: (;l(:l‘ l.hc i’nd"“r.\’ there secemed o be
Britain's Richard Branson a ¢ apparent glamour of ‘umrmg !
Looking further ahead, lar ‘“ﬁ()unccd plans to establish @ r’wvx
ment between the US éll.] ]( lgL ¢ all“ entry was also a p()?Slblhl_? &
ing US airlines or 6l:l'e|-~ X 11.1(\ EU lifted US restriction on l%lfn'opczlll air
A major reason [ .nlu, lnlcrn.;u seryiges wikiin lh.c ["b'. - dustry has been the
RN or the chaotic competitive conditions 1 the in gs y has Do s
" s to exit that prevent the orderly exit of companies and capacity from dus-
) tI‘he tendency for loss-making airlines to continue in the industry for long pcn{)ds
of time can be attributed to two key extra barricrs: first. contracts (especially with
employees) give rise (o large closure costs; second. Chapter 11 of the bankruptcy C(?de
allows insolvent companies to seck protection from their creditors (and from their L"X'ISI-
ing contracts) and continue operation under supervision of the courts. A critical
problem for otherwise financially healthy airlines was meeting competition [rom bank-
rupt airlines which had the benefit of artificially lowered costs.

W FUTURE PROSPECTS B

Looking to the future, any feelings of relief over surviving the turmoil of 2003 were
tempered by apprehensions about the future. In the absence of any new disruptions to
the industry caused by global strife or macroeconomic turbulence, demand growth of
6 percent seemed feasible in 2004. Yet, such stability seemed elusive during the first
quarter of 2004. The US economic situation remained precarious — a record current
account deficit and projections of a rapidly escalating federal deficit looked likely to
undermine the 2004 economic recovery. Politically, the industry remained exposed to
international events, the March terrorist bombing in Madrid providing a stark reminder
of this vulnerability.

For the major airlines, efforts to address the severe linancial problems of their com-
panies remained focused upon cost cutting. During 2002 and 2003, American suc-
ceeded in cutting its annual costs by $4 billion. and claimed that this was just a start
in what it described as “the largest consensual restructuring in the history of the airline
industry.” Yet, for all new-found eagerness for cost reduction, most industry commen-
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tators were skeptical over the industry’s capacity for substantial and sustained cost
reduction, stry's capert-
A study by McKinsey consultants argued that the major airlines had limited scope
for radical cost cutting, New \\'i(l¢--l;(vzlv airline tween $80 million arel 8130
m“.“”" cach - they impose a heavy (ﬁl%()irul cost d or n”?' This aiFiine
unions also show little inclination to give up (heir hard-won privileges i rclmiun' to
pay. benefits, and working conditions. The 20 percent reduction irn m'ﬂilnhlv’ f(fz:t‘m.l(--,
by the airlines following September .] ] \'\-;s achieved mainly by Jower utilization of
active aircrall — the resulting cost reductions were modest. Moreover. xl'umc costs —
;}()lilbly the costs of insurance, sc‘curilv. and fuel - incrcuscd shaffpl"f df;m{]ngc(r’z)i—,:
sven as the airlines were cutti o it : _their fleets were AUg”
ke :; 11’1:&[;:1;]3:]; :\l(yl t,‘(u,' (.1!1}'4 ‘c&lpilt‘l( v du.rmg Z(i(glr;:::lbj : )g{i”'] 10 .
i : aircraft ordered piror to Sep the cost e,
The McKinsey study also noted that the pmblcms had not all beer.l on tf " -~
A critical determinant of profitability is passenger yield = the price paid for [cic
passcngcr-kilonwlm' flown. A key l'ucl;)r causing yield to deteriorate was the C(;n rac
tion in business travel. Allhougﬁ business men and women continued to travet typi-

cally they were doing so in coach class - often at the cheapest available fare: B'y 2()()3
the proportion of passengers in the premiu! pin had fallen to aroun

n sections of the ca ;
20 percent as compared to around 35 percent in 1999. As increased security mcrc?asc*(?
the inconvenience of scheduled air travel. so corporale jets became an i.ncrcasmgly
attractive alternative for top executives. The McKinscy consultants also pointed to ﬂ'?C
possibility that videoconferencing might finally take off asa to-face

n alternative Lo face-
meetings, especially with the lower cost and increased convenience of web-based
conferencing."’

The other factor depressing the
lines was the rapid growth in compc

s cost be
whether use

yiclds‘ (and overall revenues) of the established air-
tition from the budget airlines during 2002—4.
Despite depressed market conditions, 2002 and 2003 saw unpreccdemed growthin the
number and size of America’s low-cost airline companies. While Southwest continued
its steady expansion, its smaller imitators — JetBlu, AirTran, America West. and
Frontier — grew aggressively and rapidly. Several long-cstablishcd regional carriers
transformed themselves into budget airlines. Atlantic Coast Airlines became Indepen-
dence Air and, instead of being a feeder and partner for United Airlines. emerged as its
vigorous competitor. The Economist estimated that between 2000 and mid-2004, the
budget airline sector had grown by 44 percent. 12 This expansion looked set to continuc:
in June 2004, the major airlines had 150 new jets on order: the budget airlines had

orders totaling 200.

The ability of the low-cost carriers to take market share from the major airlines was

nion labor. It was the result of a business model and set of
f regulation. According to

not simply a result ol non-u
t a legacy of a bygone era 0
rs are striking. Flexible

operating practices that were no
The Economist: “The cost advantages enjoyed by low-cost carrie
workforces mean that airlines such as Southwest need only 80 workers to fly and

support each aircraft, compared with 115 or more ata traditional network carrier. For
passengers, the clearest evidence of the rival cost structures is the way the cabin staff
of low-cost carriers parade rubbish bags before and after each landing. performing the
task assigned by the network carriers to an expensive, standby cleaning crew.""’ As a
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" pricing a
result, it was the budget airlines that were increasingly in control of pricing on
T the established your ) and are successful in
I the established network carriers lollow American’s lead ""‘,I -cost carriers,
reducing costs, this may make them better able (o compete with !h( -{|M ) EIIQ competi-
But would it make much difference (o industry-wide pmli(nl)ilit;‘” /\? (-,f'ilﬁilfics of cost
tion in the industry remaing strong, it seems likely that the major bL{K{: yr this reason,
reductions would be airline customers who would receive lower mr.es. r(oVCd long-run
some industry insiders believe tha the industry’s best chances for‘ |‘mp e
profitability lic wih measures that would reduce the il][gnlsily (’)l u"?,[:tcrvcnlirm by
industry, cither through mergers or through some form of regulatory
government,
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Questions 1 and 2 on the airline industry case are COMPULSORY. Answer any 1 from short
questions 3 to 5.

Please read the US Airline Industry Case, and analyze the airline industry using the | 20
Porter 5 forces framework. Is it an unattractive/attractive industry based on your
analysis?

Based on your industry analysis, what are the key success factors for a company | 10
in the airline industry? In other words, what does it take to be a successful company
in the industry? Explain clearly.

Your company wants to use a strategy implementation framework for entering a | 20
new business. From your strategic management class, you suggest using the
Strategy Diamond by Hambrick and Frederikson. Explain how the model is used.

Your company wants to do an internal analysis of the company including an | 20
evaluation of the key resources and core competences of the company. Explain how
you will perform an internal analysis.

Your boss asks you to help him with a strategy for turning around the struggling | 20
company. You suggest using value chain analysis as a strategy tool. Explain to him
how value chain analysis can be applied to company strategy.




