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THE us AIRLINE INDUSTRYIN 20~0:.:,:4 _________ _,I ----
l'ahll• 3.4 Tlw llS p.1:-:--cn~l'r nirli,w rnmpa11ie~ i11 200 J 

M.lJ\'r nirliiws ,\hskn. \nwrkn \VL'sl. .\mcrirnn. Co111im•111i1l. Dclln. Northwl'sl. 
Snullnvcsl. ll11ited. IIS ,\irwm·s 

Nathmal airlines :\1r Tran. t\ir \\'isrnnsi1t. t\loha: ,\tla1ttic Southca~t. Comair. Continental 
Express. Contitwntal ~licronesia. Execulivc. Frontier. Hawr1iiart. Horizon 
,\ir. ]l't13lul'. \k~ab.-1. Mid\\'ilV. Midwav Express. Hyan Intl Skywest. Spiril 
t\ir. Sun Counlry. Trnm Staics. US 1\inray~ Shuttle 

Re~wnal airlines Air \1idwcst. Allegiant. ,\ta. ,\tlantil' Coast. Casino Express. Chautauqua. 
Chicago Express. Colga11. Corporate. Falco11. 1\ir Frccdo111. Florida We5r. 
Culfstrcam. l\orth /\menran. Pa11 1\ 111crirnn. l'innacll'. I'S/\. Skyway. 
Sun Pacific. Trans t\ir Linlc Trnns States. Transmcridian 

S011rrl': Air Transport Assodation. 

THE INDUSTRY IN 2004 

The Airlines 

At the beginning ot' 2004. the US passenger airline industry comprised about 60 firms. 
ranging from the major airlines to small local companies (sec table 3.4). The indus-
try was dominated by seven major passenger airlines - United. American. Delta. 
Northv,,estern. 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 !JS 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 of so many of 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 journeys. 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 shifl of demand to alterna-
tive modes of transport seemed slight. With Amtrak mired in linancial and political dif-
ficulties. there seemed little chance that the US would develop high-speed train services 
similar to those of Europe 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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t\vnilahle ~cnl Load fnclor 
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111ilc (ccnt~I mile (cent~) 

2002 
2002 200 1 2002 20(H 

2003 2002 2003 
9.4 9.4 I 0.5 11.4 

llnrted 136.6 148.8 76.5 7 3.5 
8.7 8.4 10.2 l l.J 

Amcricnn H15.2 J 72.2 72.8 70.7 
9.Y 9 10.1 10. 3 

Delta 1 H.4 14 I. 7 71.4 72.0 9.9 I 0.0 
North\\'cst 88.(1 l) 3.4 ii. 3 ii. I 8.(1 X. 3 

8 - 8.n 9.4 9.5 
Continental ,8.-l 80.1 /1.:; 74.1 ./ 

65.9 fU 8.0 7.6 7.-t 
Soutlnvcst 71.8 68.9 66.8 
llS Airways h9.h J().(1 J 0.1 l l.6 12. 7 

58.0 62. 3 71. 5 
'17.h 8.9 8.6 n.1 6.h 

AirTran 10.0 8.3 71.1 
Jct Blue 83.0 7.3 7.7 6.0 6.1 

13.6 8.2 84.5 
America West 27.9 76.4 73.6 9.9 9.7 7.9 8.1 

27.0 
Alaska 2.2 62.9 62. I 19.0 I 9. 3 17.7 19.5 

2.3 

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

particular concern to the airlines was evidence that the segmentation between busi-

ness and leisure customers was breaking down. Conventional wisdom dictated that 
,,vhile the demand for air tickets among l;isure travelers was fairly price elastic. that of 

business travelers was highly inelastic. allowing the airlines to subsidize leisure fares 

with high-margin business t~1res. Between 2001 and 2003, the price gap between 

leisure fares (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.4 The primary reason was falling leisure fares as LCCs offered 
increasing price competition over more and more routes. I lowever. 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 81½,. then to 5%. In 200 I Northwest bl the \o\'ay 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 2003. 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 dc\'eloping their direct sales organizations using both 
telephone and Internet reservations and ticketing systems. However. the airlines 1;rere 

slower than e-commerce start-ups in exploiting the opportunities of the Internet. Oespitc 

the launch of Orbitz (the airlines· ow11 on line reservations service) in June 2001. by June 
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2002. Expedia. Travclocity. Cheap Tickets. l'ricclinc. and a host of other "c-taikrs" had 
established themselves as leading on line sellers of air tickets. Not only did their size allow 
them to wield greater bargaining power thHn traditional travel agencies. but also they 
provided consumers with unparalleled transparency of prices permitting the loweSt 
price deals to be quickly spotted. Meanwhile. the traditional trnvel agent seclur was con-
solidating rapidly as small independents closed and globc1l 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 imitt1ting 
the LCCs 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 flying operations: 
servicing and maintenance account for almost the same proportion of 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 aircraft (see table 1. 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 dovmturns. 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. al limes of excess capacity. the 
marginal costs of filling empty scats 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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('()q it1clr\! 
11 1)~2 100\ 

1991 200 I 

1 ,lt'1ll l'(),( 129 210 
Fud cn'1 89 81 
Fll'l'I ('1):-I 18~ 31 7 
lt1ll'l't'~I l'Ml fl 1 52 
.\ityraO insmancc xl 421 
Non-aircraft 111s11ra11ce 241 :;91 
~faintcnann' mntl'rials 11'(3 92 
Landin~ li.'cs 1:; 3 214 
Adwrtisin~ and promotion 94 42 
Sales commissions 7'1 28 
Other 12~ 1<19 
Sourer: Air Trartic ,\ssociation. 

11(1 d 101111 np1•n1llng 
I"( prt1 ~l"l 

1 IJ l) I 211111 

12 :; 17 I 
IL 1 1 2 (1 
R.fi 10() 

2.4 J I 
0.2 Cl. l 
o.:; I. I 

3A I. 1 

1.9 2. 3 
1.0 U.9 
6.2 l 7 

28.8 29.i 

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 Aerospace Workers being the most impor-
tant. These unions have a tradition of militancy and have been highly successful in 
negotiating pay increases far above the rate of 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 of bankruptcy resulted in widespread 
negotiation of union contracts. American avoided bankruptcy in 2003 primarily 
because of pay concessions by unions. ,,vhile 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.r. 

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 efficiencv. Also. the 
fuel efficiency of different aircraft 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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r fac.:turcrs o 

tnrcrs was aftcrmarket sales. Over the past 20 years the number O rnanu . 4
. 

large jels declined from four 10 two. Lockheed censed civilinn jet mnnul'ncture rn 1.98 . j 
McDonnell Douglas was acquired by Boeing in J 99 7. The leading suppliers of rcgror~c1 

jets were Bombardier of Ca,wdn and Embraer of Brazil. rn 2002. rhe rhird regi?11."
1 Jet 

manufacturer. Fairchild Dornier. went bankrupt and was acquired by D'Long. a Chrncsc 

im-cstmcnt firm. 

AIRPORT FACILITIES 

Airports play a critical role in the US aviation industry. They arc hugely complex. expen-

sive facilities and tew in number. Only the largest cities are served hy more than one 

airport. Despite the rapid, sustained growth in nir transport over the 2 5 years since 

deregulation. only one major new airport has been built - Denver. Most airports arc 

av.med by municipalities and can generate 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 lhe difficulty of determining the appro-

priate capital costs. ln 199 3. Los Angeles International airport raised its landing fees 

by 200 percent. and increased them again by 33 percent in 199 5. Threatened with the 

withdrawal of their 1,mding 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. 7 

Four US airports - JFK and La Guardia in New York. Chicago's O'Hare. and 

Washington's Reagan National - are oflicially "congested" and takeoff and landing 

slots are allocated to individual airlines where the airlines assume de facto ownership. 

Growth of air travel is likely to increase problems of congestion and increase the value 

of takeoff and landing slots. Al London's Heathrow airport, slots have been traded 

~etween airlines at high prices: American and United paid more than $2 7 million each 

Jor Pan Am's takeofl1/landing slots; Qantas paid 81\ $30 million for two slots. x 
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short routes. Conversely. US Airways has the highest openitmg cos 5 II I· nes and 
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. . . • ··1· . t· Because mos 

A cnt1cal factor determining average costs was capacity ut1 1za 10n. . 

costs. at least in the short run. were fixed. profirnbJe operation depended upon achiev-

ing break-even levels of capacity operation. When airlines were operating below _b~cak-

even capacity there were big incentives to cut prices in order to .-1ttrnct add'.twrrnl 

business. The industry's periodic price wars tended to occur during periods of slack 

demand and on routes where there were sevcrnl competitors and considerable excess 

capacity. 
Achieving high load factors while avoiding ruinously low prices is a major preoccu-

pation for the airlines. During the late l 990s. all the major airlines adopted yield man-

agement systems - highly sophisticated computer models that combine capacity and 

purchasing data and rigorous financial analysis to provide flexible price determination. 

The goal is to earn as much revenue on each flight as possible. Achieving this goal has 

meant a proliferalion of pricing categories and a plethora of special deals ranging from 

'\veekend Internet specials" lo the auctioning of tickets over Internet auction sites such 

as eBay. 
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. LJ' . ~en the US and the EU lifted lJS restrict ion on European airlines either c1cqu 
mg S a1rlmes or off .• . . 

A . ei mg tntenrnl services within the lJS. b tl . 
ma1or reason for ti . ·h . . . . 1 . • dustrv has een 1c 
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try. The tendenc,, 1·01· lo , . k' • · h • dt1st1·)1 'or long periods 
. - ss-ma ·mg airlines to contrnue rn t e m 11 . . 

of time can be attribu1cd to two key extra barriers: first. contracts (especially with 

employees) give rise to large closure costs: second. Chapter I I of the bankruptcy c~de 

~llows insolvent companies to seek protection from their creditors (and from their ~~1st-

mg contracts) and continue operation under· supervision of the courts._ A cntrcal 

problem for otherwise financially healthy airlines was meeting competition lrom bank-

rupt airlines which had the benefit of artificially lowered costs. 

FUTURE PROSPECTS 

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 lo address the severe financial 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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the propo,·t· f 
. f h ., b' had fol/en to around 

ton o passengers in the premium sections o t e ca m ' . . ed 

20 ~erccnt as compared to around 3 5 percent in 1999. J\s increased secur~ty mcr~as 

the mconvenicnce of scheduled air travel. so corporate jets became an ,ncreasmgly 

attractive alternative for top executives. The McKinscy consultants also po~nted to the 

possibility that videoconferencing might finally take off as an alternative to_ lace-lo-face 

meetings. especially with the lower cost and increased convenience of web-based 

conferencing. 11 

The other factor depressing the yield; (and overall revenues) of the established air-

lines was the rapid growth in competition from the budget airlines during 2002-4. 

Despite depressed market conditions. 2002 and 200 3 sc.1w unprecedented growth in the 

number and size of America's low-cost airline companies. While Southwest continued 

its steady expansion, its smaller imitators - JetBlu. AirTran. America WesL. and 

Frontier - grew aggressively and rapidly. Several long-established 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 continue: 

in June 2004. the major airlines had I 50 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 

not simply a result of non-union labor. I( was the result of a business model and set of 

operating practices that were not a legacy of a bygone era of regulation. According to 

The Economist: "The cost advantages enjoyed by low-cost carriers are striking. Flexible 

workforces m~c:1n that c:1ir/ines such as Southwest need only 80 workers to fly and 

support each aircraft, compared with 115 or more at a traditional network carrier. For 

passengers, the _clearest evidence of the rival cosl structures is the way the cabin staff 

~f.Jo~,~~ost~carners parade rubbis~1 bags before and after each landing. performing the 

task assigned by the network earners to an expensive, standby cleaning crew ... 1 1 As a 
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result. it was the budget airlines t 1 . , • • • growing number or routes. hit were 111<.:rl'asingly In control of pricing on a 
If' the established network .... · . . • reducing costs tt,,·. . ( •1111e1 s loll ow American's lc;1d am! arc succcssfu I 111 • • • s may nl'lh.' tl l • But would it mak, ,

1 
: . H~lll 1cttcr nhlc to compete with I he low-cost rnrners. c nn,c l d1llcrcn . , l • d • , I • tion in the indu ·t. . , . cc o 111 ustry-widc prolitabilttyt ;\s ong c1s compct,-s 1Y lClllHlllS stro · f' ' • f reduct ions would b . . . . ng, tt seems likely that the major bcnc 1ciancs o cost ea11l111ecust>, I • I' th'•· some industP · ,'d · < mers w 10 would receive lower fares. ·or 1s rec1son. , J ms, crs bcli , , ti .. , . • d I prohtabilit" 1·, . 

1 
c\c 1(11 the industry s best drnnccs for improve ong-run J ic Wtl , mcasur, ti • • • • th industrv cit! . 

1 
• cs 1at would reduce the intensity of compct1twn m c - • 1c1 t ,rough me.. t· b government. rgcrs or through some form of rcgulntory intcrvcn ion Y 
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Questions 1 and 2 on the airline industry case are COMPULSORY. Answer any 1 from short 
questions 3 to 5.

Question
No.

 Max.
Marks

Q1 Please read the US Airline Industry Case, and analyze the airline industry using the
Porter 5 forces framework. Is it an unattractive/attractive industry based on your
analysis?

20

Q2 Based on your industry analysis, what are the key success factors for a company
in the airline industry? In other words, what does it take to be a successful company
in the industry? Explain clearly.

10

Q 3 Your company wants to use a strategy implementation framework for entering a
new  business.  From  your  strategic  management  class,  you  suggest  using  the
Strategy Diamond by Hambrick and Frederikson. Explain how the model is used.

20

Q4 Your  company  wants  to  do  an  internal  analysis  of  the  company  including  an
evaluation of the key resources and core competences of the company. Explain how
you will perform an internal analysis.

20

Q5 Your boss asks you to help him with a strategy for turning around the struggling
company. You suggest using value chain analysis as a strategy tool. Explain to him
how value chain analysis can be applied to company strategy.

20


