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An Analysisof Current and Emerging Issuesin the Airline Industry
EXECUTIVE SUMMARY

Thisreport isintended to provide an enlightening look at the competitive structure of the
USair travel industry, the realities of regulation, airfare pricing issues and factors
affecting prices, airline efficiency and operating strategies, the prevailing attitudes of
organized labor in the industry, the level of air travel and traffic, the state of
infrastructure and traffic management, and the outlook for the industry in general.
Within this report, in greater detail, lies an explanation of these general findings.

® Popular opinion seems to hold that discount airlines are having great difficulty
penetrating major markets due to "predatory” and anticompetitive practices by
major airlines; however, the truth is that discount airlines have achieved, in a
fairly short period of time, significant and surprising market penetration and
success.

* Ninety-eight percent of the top 60 US airports have one or more discount airlines
in operation. Nearly 50 percent now have more than two discount airlines. At
several of these airports, discounters now carry the majority of passengers.

» Discount airlines and so-called "major" airlines alike behave so as to maximize
profits. Discounters seek to penetrate the most lucrative and largest markets and
tend to ignore smaller markets. Any lack of discounter penetration in major
markets is due nearly entirely to status quo barriers--simply put, "the way things
are,"--and not due to any "predatory" behavior on the part of mgjor airlines to
exclude them.

» Airlines pricing of airfaresisrational and based on economic, market,
environmental and competitive realities; and, while low cost air travel has come
to be viewed as highly desirable and accorded great priority by elected
representatives and regulators alike, treating inexpensive air travel as a new
"entitlement” would have negative and potentially severe consequences for the
industry and traveling public.

* Theimpact of lower airfaresis complex--lower fares induce more people to
travel; discount airlines tend to use smaller, regional jets, thus lower costs fuel
increased demand, and exacerbate an already overcrowded situation.

* Therecent trendin air travel prices has been downward. Having significant
potential to positively influence this trend are the following: airline industry
consolidation, improvements to infrastructure and air traffic management systems,
and ultimately a better-informed and proactive consumer.



A number of this nation's largest airports are operating at or perhaps above
capacity. Our skies are crowded, and the overtaxed nature of the system, rather
than poor airline management, is responsible for the majority of industry
problems witnessed over the last two years.

Increased regulation, or re-regulation of the airline industry, is unwise and will
only exacerbate problems the industry is currently experiencing. Only the
operation of the free market will provide long term solutions and allow the
industry to achieve itsfull potential.

Organized labor has proved to be a significant obstacle to industry progress.
Increased efficiency is mandatory, not aluxury for major airlinesif they areto
compete with the rapidly growing discounts airlines. Y et unions have repeatedly
demonstrated their recalcitrance regarding any strategic cooperation with
management to achieve streamlining, including most recently, opposing industry
consolidation.

The average "old line" major airline serves 1,054 passengers per employee each
year. Southwest Airlines serves 2,400 passengers per employee, an efficiency
advantage of nearly 128 percent. Failure to close that gap substantially will
ultimately spell disaster for the major airlines.

The airline industry is indeed encountering some turbulence at present. While the
problems facing the industry are complex and difficult to resolve short term,
additional regulation or new legislation are not the answer. It is nonetheless
reasonable to hope that over the relatively near term, given management-labor
cooperation and regulatory forbearance, market-driven solutions will be devised
and implemented.



Market Penetration by Discount Airlines

For the past two years the Allegheny Institute has conducted a great deal of primary
research into the competitive conditions of the US airline industry.® We've discovered a
subject that is complex. One where redlity often defies intuition and nearly always bears
no resemblance to the received wisdom and generally held beliefs concerning airlines and
the air travel industry in general.

Our research reveals adomestic airline industry consisting of multiple layers of
competitors, all seeking to identify and serve profitable nichesin aflying market that is
itself complex and varied. One layer is comprised of truly large national airlines such as
American, Delta, United and Southwest--this nation's four largest airlines in terms of
passengers served. A second tier consists of airlines such as AmericaWest, Alaskaand
American Trans Air (ATA), which represent fast growing, but smaller national airlines.
The third grouping is a'so comprised of fast-growing regional airlines such as AirTran,
Horizon, Spirit and JetBlue, which are clamoring for more access to major markets so as
to grow into national airlines themselves.

The Allegheny Institute has argued for some time that the only guarantee of lower prices
in any market is asufficient level of competition. And, in the case of the airline industry,
that means the presence of at least two, and preferably more, competitors who are willing
to compete on the basis of price. An automobile industry consisting of Rolls Royce,
Ferrari, Jaguar (while it was independent) and Lamborghini would provide choice, but
there would be no bargains. The US airline industry offers an array of choices, but the
old line airlines (American-TWA, Continental, Delta, Northwest, United and US
Airways) do not compete on the basis of price unless they must--which isto say that they
behave like all entrepreneurs.

There has been agreat deal of discussion within and without Congress on the topic of
low-fare specialistsin the US airline industry. Time and again at Congressional hearings
on airline industry consolidation (read: mergers of the old line airlines like United and US
Airways) those testifying have clamored for more access by discount airlines at major
airports. A review of data concerning passengers served by all airlines at the nation's 60
largest airports reveals some surprising statistics.

The magjority of the population apparently believes that discounters are having atough
time penetrating major markets in the face of predatory practices by old-line airlines.
After all, that's what they hear and read constantly in the mainstream news media. So,
what's the truth?

! The Allegheny Institute has published the following: A Report on the Acquisition of USAirways by UAL
Corporation, Parent of United Airlines (December 2000); The Importance of USAirways to the
Pennsylvania Economy (May 2001). Other reports have been published concerning economic impact,
airfares, and developmental activity and outlook at Pittsburgh International Airport. All of these are
available upon request from the Allegheny Institute. For more information visit us on the web at
www.alleghenyinstitute.org.




According to the latest datain Aviation Daily, at America's top 20 markets (which
include over half of the nation's largest airports), discounters have arrived. Asthetable
below shows, 98 percent of the top 60 airportsin the US have at least one discounter
currently operating, and 75 percent have two or more. What's more:

* In 3 (15 percent) of the top markets, a discounter is the dominant airline;

* In 12 (60 percent) of the top markets, discount airlines have 10 percent or greater
market share; and,

* In 10 (50 percent) of the top markets, there are three or more discounters with at
least one percent of the market (considered a significant presence).

It would appear that, for all intents and purposes, the entry of discount airlines into major
marketsis well established.

TABLE 1 Discount Airline Penetration of Top Airports

Statistics on Discount Airline Operationsat America’s Top 60 Airports (March 2001)

Airports with No Discounters 1 01.7%
1 Discounter 14 23.3

2 Discounters 23 38.3

3 Discounters 14 23.3
4 or more Discounters 8 13.3
TOTAL 60

Only one of the top 20 markets in the US lacks service from a discount airline; and, more
importantly, at 65 percent of our largest airports, a discounter is among the top three
airlines. Why, therefore, is there such uproar about a supposed inability of discountersto
gain access to major airports?

First, upon being invited to testify at Congressional hearings on airline industry
consolidation, operators of small, discount airlines presented their "wish list". At the top
of thislist was a demand for increased access to the nation's largest air travel markets.
Discounters attempted--apparently successfully-- to leave Congress and the mainstream
media with the impression that they were being excluded unfairly from competing at
major airports serving the majority of Americans. Second, alarge measure of this
perception is due to the fact that customersin small markets, that discounterslargely
ignore, are registering alarge number of complaints regarding high airfares. We recently
testified before the Pennsylvania House of Representatives Subcommittee on Aviation
regarding the " State of Airfaresin Pennsylvania." The lament expressed by elected
representatives and the operators of Pennsylvania's smaller airports such as Allentown-
Bethlehem, Altoona and Erie was that passengers were being driven away from these
airports toward major facilitiesin Cleveland, Pittsburgh and Baltimore where airfares
were dramatically cheaper.




Discounters Behavior No Different From Major Airlines

The discounters are clearly after the top US markets, and are exhibiting every bit as
"predatory” anature as the major airlines. Other experts are only now beginning to
confirm what we have recognized for the past year, that real growth in market shareis
occurring between the discount and large "second tier" airlines. And their growth is
coming at the expense of the old-line airlines share of the principal and most lucrative
markets.

Discount and major second-tier airlines have captured 30 percent of passenger traffic.
Southwest is the fourth largest airline in the US. America West isin eighth place having
passed TWA in passenger count. Once American absorbs TWA, for thefirst timein
history four of the top ten US airlines will be discounters, and, in the post-consolidation
eraenvisioned by most realists, six of the top ten US airlines will be discounters,
including in our opinion, an independent Continental Airlines. Contrary to the widely
held perception, the US airline industry is evolving rapidly. Rather than facing the
prospect, as some "experts’ have claimed, of are-monopolization of the airline industry
due to consolidation of the largest old line carriers, the US iswitnessing arapid
expansion of airlines started post-"deregulation™ in both numbers and market share.

Table 2 below shows the Top 20 US Air Travel Markets and delivers a breakdown of
information regarding passenger counts and market share held by mgjor, vs. so-called
"discount” airlines.

The reader will note that "markets" often consist of more than one airport serving a
metropolitan area such as New Y ork, where Kennedy, LaGuardia, and Newark airports
comprise the relevant "passenger market,” sometimes called the "catchment area" in
industry terminology. Research confirmsthat priceisincreasingly driving customer
behavior, and that customers often "shop" between the relevant airports in the market for
the best price consistent with unbendable travel parameters. Thus, in the Washington DC
market Baltimore Washington International (BWI), Dulles, and Reagan National are the
relevant airports. Other identified multiple-airport markets are indicated in Table 2.



TABLE 2 Discount Airline Penetration of the Top 20 US Air Travel Markets

Top 20 US Air Travel Markets

Market Principal Market Principal Market Share # Discs Enplaned
Carrier Share Discounter Share All Discs* W/ > 1% ** Passengers

1 New Y ork Continental 23.24 Jet Blue 01.25 <09.00 4 44,526,527
(Kennedy, LaGuardia, and Newark Combined)

2 Chicago United 35.73 Southwest 08.04 >17.00 6 40,125,483
(O'Hare and Midway Combined)

3 Atlanta Delta 73.01 AirTran 08.88 >09.00 1 38,943,455

4 Los Angeles United 22.24 Southwest 14.33 >23.00 3 38,575,253
(Los Angeles, Ontario, and Orange County Airports Combined)

5 Dallas American 55.21 Southwest 10.54 >10.00 2 31,512,000
(DFW and L ove Combined)

6 Washington US Airways 20.66 Southwest 12.83 >16.00 4 25,943,668
(BWI, Dulles and Reagan National Combined)

7 San Francisco United 39.34 Southwest 16.19 >22.00 4 24,242,958
(SFO and Oakland Combined)

8 Miami American 39.91 Southwest 04.30 >08.00 4 23,501,534
(Ft. Lauderdale and Miami Combined)

9 Houston Continental 57.20 Southwest 18.41 >20.00 3 20,583,391
(Bush and Hobby Combined)

10 Denver United 61.70 Frontier 07.69 >15.00 2 18,104,355

11 Phoenix America West 41.06 Southwest 26.79 >70.00 3 17,985,273

12 Detroit Northwest 77.65 Southwest 03.11 >06.00 2 16,995,244

13 Minneapolis/ Northwest 79.90 Sun Country 04.15 >04.00 1 16,498,479
St. Paul

14 LasVegas Southwest 31.19 Southwest N/A >59.00 5 16,009,817

15 St. Louis American/ 75.43 Southwest 11.86 >15.00 2 15,076,524

TWA

16 Orlando Delta 27.13 Southwest 09.80 >12.00 2 14,329,574

17 Seattle/ Alaska 28.49 Alaska N/A >50.00 3 13,795,327
Tacoma

18 Boston Delta 20.60 None w/> 1% N/A <05.00 0 13,094,090

19 Philadelphia US Airways 59.35 AirTran 01.65 <05.00 1 12,146,440

20 Charlotte US Airways 81.67 NONE N/A 0.00 0 11,443,095

* Discs = Discount Airlines ** Number of Discount Airlines with One Percent or Greater Market Share

Data From Aviation Daily Report on Airline Operating Statistics at Top 60 Airports as of June 2000




Competition in America’s Top Air Travel Markets

It is noteworthy that discount airlines have significant (10 percent or greater) market
share at 12 (60 percent) of thetop 20 air travel marketsin the US. In three markets,
Phoenix, Las Vegas and Seattle/Tacoma, discount airlines have more than 50 percent of
the market; and in eight others, Chicago, L os Angeles, Washington, San Francisco,
Houston, Denver, St. Louis and Orlando, discounters are approaching or in some cases,
exceed 20 percent of the market. Our "percentage of market” is based on actual
passenger counts reported by the airlines.

Thisisasignificant finding, and seems to contradict the popular opinion that discount
airlines are having great difficulty penetrating major air travel markets. What seems
more likely is that discounters suffer from the same problem that all new market entrants
encounter.

Market incumbents tend to be entrenched, to dominate infrastructure and market
promotional and distributional systems, and collude (in perfectly legal ways) with
vendors and suppliers to make it very difficult for new competitors to lure customers
away. Inertiaisamajor factor in al industries, but especially in regulated industries
where customers are reluctant to exercise great effort to discover, and are even more
reluctant to test new opportunities. Complaints about "frequent flyer" programs and
entrenched relationships with travel agents are understandable, but nonetheless fail to
prove much of a case of predatory behavior on the part of incumbent airlines who can
hardly be expected to assist competitors in taking market share away.

To virtually all entrenched market participants, whether one is talking about ice cream or
air travel, the status quo and their place in it seems secure and preferable to the often-
jarring dislocations caused by the entry of market-transforming upstart newcomers. Thus
it istempting to blame incumbents for all percelved inadequaciesin the current air travel
marketplace. Does your airport lack discount airlines? Blame predatory pricing and
anticompetitive behavior by the mgjor airlines entrenched there. Never mind the
admission by Southwest Airlines Chief of Operational Planning that up to now his airline
has had no interest in attempting to enter airports such as Pittsburgh International, where
the competition is indeed entrenched and the traveling public has well formed habits that
are difficult to break. Instead, Southwest has along list of better opportunities, despite
the fact that gates are available at PIT, and airport management has aggressively courted
Southwest.

Passengers whose travel originates from small or mid-sized markets pay more for the
privilege because there ssmply are not enough of them to compete for the attention of
discounters with, say, the 45 million New Y orkers, or the 40 million Chicago area
residents whom the Jet Blues and the Southwest Airlines of this world find more
attractive.



Air Travel Market I's Segmented

Our research has solidly demonstrated that the air travel market is highly segmented.
One major segment demands convenience, perceived superior quality, and other factors
provided by major airlines--and are willing to pay a premium for these amenities. Other
travelers are price-sensitive and are willing to endure more Spartan service and
conditions in order to achieve significant travel savings. Thislatter group isaso
motivated to seek out information, to search for bargains, and to plan and conduct travel
around cheaper airfares. The former segment--presumed to be comprised largely of
business travelers--prefers to rely on established information networks--corporate travel
offices or professional travel agents--to book their flights, often on the spur of the
moment.

Another factor driving airfares, and perhaps the principal one, is the enormous power of
supply and demand. Airline costs are largely fixed and must be spread over an existing
customer base. In markets where the population of travelersis small, there are ssmply
fewer customers over which to spread costs, and therefore the average fare must be
higher. In such markets, although fares are high, it is not necessarily advantageous for
discountersto enter. Simply put, they have too many better opportunities to penetrate
larger markets. Given the choice of struggling for market share, it is simply more
efficient and profitable to go after the larger marketsfirst. After al, one percent of New
Y ork tranglates into 445,000 enplaned passengers per year. That is more than 100
percent of Harrisburg, Pennsylvanids air travelers.

The Allegheny Institute first compared Southwest Airlines to Wal-Mart by noting the
similarity of the airline's pursuit of adiscount pricing strategy to build what will soon be
the nation's largest (in terms of passenger count) airline. Like Wal-Mart, Southwest also
avoided direct competition with larger retailers at their "fortress" hubs. The newer
discounters are attempting to achieve market penetration while avoiding head-to-head
competition with Southwest, and that drives them to pursue alow-price strategy at those
fortress hubs. Thus we have atwo-tier pricing regime in the air travel industry. Faresare
expensive in smaller markets; and, in those large markets where discounters are
aggressive airfares are substantially lower on average. Again, pricing regimes are logical
once scrutinized and reflect not collusion, but legitimate business strategies tempered by
economic, market, environmental and competitive realities.
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Airline Pricing: Rational, If Difficult to Understand

Pricing in the airline industry is rational, despite the fact that the typical passenger has
difficulty grasping the process. Airlines have a perishable commodity--each seat on each
flight. Based on history and expectations, the airline management anticipates demand
and prices accordingly. The public is able to obtain a price quote far in advance of the
actual travel event. Aswe move forward and closer to the date when the seat's product
life expires, airlines adjust prices to reflect existing supply of unsold seats. If demand
appears to be pushing past supply, airlines adjust prices upward to avoid too dramatic an
overbooking situation. All airlines overbook, because a certain percentage of booked
passengers fail to show up to claim their seats. On the other hand, should more than the
anticipated number of seats remain unsold approaching expiration, last minute shoppers
will find there are bargains to be had, as seat pricing becomes increasingly marginal the
nearer to flight time the seat remains unsold. Even so in order to maximize revenues,
many airlines hold a small fraction of seats for last minute booking at the extremely high
fares which reflects the inelasticity of demand of last minute travelers.

Uncontrollable factors such as spikesin fuel costs, frequent-flyer obligations, costlier-
than-expected labor negotiations, etc. affect pricing to agreater or lesser extent. Indeed,
asignificant percentage of theincrease in airfaresin 2000 and thus far in 2001 can be
attributed to difficult to control factors.

Finally, the major airlines are less efficient and therefore more costly than discounters to
operate and therefore must avoid competing wherever possible on aprice basis. As
previous Allegheny Institute reports have stated, the old-line major airlines have core
routes and markets that they defend, but along which the old-line carriers avoid
competing directly against one another. These core markets are the last vestiges of the
regulated years when the air travel market was divided between competitors by the
government in order to allow the airlines to operate profitably, while simultaneously
guaranteeing air travel to all communities with available airports.

Recent hearings in Washington, DC and around the nation have often proved to be a
scene of witnesses arguing along the lines of the "air travel entitlement.” One
representative of "the consumer" even went so far asto argue in favor of subsidizing the
entry of more low cost airlines to those markets where airfares are high. In an even
stronger statement he suggested that states could use their power of eminent domain to
reallocate gates and landing slots away from major (high fare) airlines by transferring
them to discount airlines. Over the past two years our research has uncovered a strong,
perhaps irreversible bias on the part of the public--abias that is nourished by most news
media, elected officials and career bureaucrats charged with airline industry oversight--
toward the propositions that air fares are too costly, and that operators of major airlines
are driven by profit considerations to the detriment of passenger convenience and saf ety
and employee well being. What's more, the recent hearings and discussions on airline
industry consolidation in general, and the proposed mergers of American Airlines TWA
and United AirlinessUSAirways specifically, were populated by a collection of so-called
airline industry "experts' who hold and clearly seek to reinforce this bias. Time and
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again, these "experts' assured us that the holy grail--cheap, abundant air travel--will
never be achieved should the airline industry be freed of regulation and allowed to make
itsown decisions. And, we were told; consolidation must be avoided at all costs.

In Search of the Holy Grail-Cheap Airfares

Pricing--airfares--has become perhaps "the" major issue of late in discussions on the state
of the airlineindustry. Table 3 below provides an indication of the relative costs of

flying in the magjor markets. It isa"snapshot" in that the index is based on the particular
market's cost ranking when comparing the average of "next day" airfaresto two bi-
coastal destinations--Seattle and Miami (hence Miami's lack of an index). Dallas, with an
index of 13, indicates that the rankings of its lowest next day fares to Seattle and Miami
at the time of the survey summed to 26 (Dallas was 15" least expensive of 18 when
flying to Seattle, and 11™ least expensive to Miami). A high number indicates a higher
cost ranking, while alow number indicates alower cost ranking, 18 being the highest,
and 1 being the lowest possible.

While the sample of destinationsis admittedly small, our research indicates that such a
random, "snapshot" sample isindicative of results found when alarger "market basket"
of destinations is surveyed.

TABLE 3 TheTop 10 USAir Travel Markets
ENPLANED PRICING

MARKET PASSENGERS SNAPSHOT *

New York 44 526,527 08.5

Chicago 40,125,483 07.5

Atlanta 38,943,455 10.5

Los Angeles 38,575,253 04

Ddllas 31,512,003 13

Washington DC 25,943,668 04

San Francisco 24,242,958 09

Miami 23,501,534 N/A

Houston 20,583,391 07.5

Denver 18,104,355 10.5

TOTAL 306,058,627

Average Rank Based on Best Fares for Next Day Travel to Selected Destinations, Seattle and
Miami. These destinations, while in the top 20 markets, were precluded from the survey results
dueto their "destination" status. Thus, 18 isthe highest (most expensive) rank for cost to either
destination, and the highest possible "average" score. Conversely, 1 would be the lowest possible
average ranking.

One can infer from our Price Index that Los Angeles and Washington DC are the least
expensive markets in the top 10, while Dallas is the most expensive. Aswill be discussed
later in this report, Southwest Airlines and other discounters have significant market
shares in both Los Angeles and Washington, DC. While Southwest has operationsin
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Dallas, the discount airline does not fly into Miami, and there are no other significant
discountersin the Dallas market. Asisexplained in more detail later, discounters do
serve to constrain prices downward in those markets where they have concentrated
power--but then only along those routes where they compete with the major airlines.
Furthermore, the impact of lower airfares is complex--lower fares induce more people to
travel; discount airlines tend to use smaller, regional jets, thus lower costs fuel increased
demand, and exacerbate an already overcrowded situation.

Time and again in public hearings held at the local, state and Congressional levelsthe
suggestion has been made that the cure for high airfares is attracting Southwest Airlines
to the high cost airport. By now "The Southwest Effect” has become engrained in
American folklore. Our research has, perhaps unsurprisingly, confirmed a strong
correlation between market penetration by discounters and generally lower fares to most
destinations.

Those markets where discounters have arelatively small share of the market--Charlotte
(no discounters at all), Boston (less than five percent), and Philadelphia (Iess than five
percent)--tend to have higher than average fares. Those markets where discounters have
significant share--Las Vegas (59 percent), Phoenix (70 percent), and Seattle (50 percent)
tend to feature lower than average airfares. The strongest correlation in pricing however
occurs when the passenger has either the misfortune of combining an origin and
destination that are both underrepresented by discounters, such as Boston to Minneapolis,
or the good fortune to combine two markets with strong discounter presence, such as
Washington, DC and Phoenix. A next day fare (available as of April 30, 2001 for aflight
May 1, 2001, returning May 3, 2001) from Washington to Phoenix was $651.00. From
Boston to Minneapolis, the best fare (a so-called "special” fare was $1,366.00--a
difference of nearly 110%.> Boston, by the way, had a"snapshot" ranking of 13,
Minneapolis 13, Washington 4 and Phoenix 9.

Factors Affecting Air Travel Pricing

It certainly makes sense that a greater presence of discount airlines would have a salutary
effect on pricing in any market. And, in fact, both the US Department of Transportation
and the Allegheny Institute have independently determined that additional entry to
markets by major airlines had no downward effect on prices. The DOT went so far asto
conclude that adding another major airline to a given market actually had the opposite
effect--an increase in average airfares. Once again, only significant penetration of
markets by new, discount airlines guarantees lower airfares.

However, other factors obviously affect pricing. Relative congestion, absolute and
specific competition, capacity level (availability of gates and/or landing slots) and
demand all have significant impact on pricing.

For example, a market such as Washington, DC has not only specific competition--
numerous airlines vying for many markets--but general competition, that is, several

2 Based on search for "best fare" utilizing the search engine at the EXPEDIA.COM website.
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airports vying for their share of the flying public, aswell. Metropolitan areas served by a
single airport suffer from a"monopolization of infrastructure.” Not only isthere less
incentive for the airport's management to undertake efforts to increase airline choices for
customers, but thereis also little by way of information to forecast the benefits of such
effort. For example, at Pittsburgh International Airport (PIT) in 2000 and 2001, severa
discount airlines introduced new service or expanded existing service, due in no small
part to the efforts of airport management. That effort led from awareness on the part of
management that airfares at PIT were significantly above average, but it also owed to the
fact that studies had confirmed leakage of customersto airportsin Cleveland and
Columbus and even to Baltimore-Washington International (BWI). Markets such as
Charlotte, NC (#20) and even Boston (#18) remain exceptionally expensive, lacking a
significant discount component in specific competition and also lacking general
competition. However, in the case of Boston, it will be interesting to see the effect of an
increasingly strong presence of Southwest and other discountersin Providence, Rl and
Manchester, NH. Providence's Green Airport iswithin two hours drive of Boston, and
Manchester is within one hour. What's more, it is reported that approvals have been
granted for Southwest Airlines to begin operations at Hanscom Field, aregional (general
aviation) airport located just off Route 128, within 20 miles of downtown Boston. Itis
expected that Boston Logan Airport's management will come under greater pressure to
grow the level of discount service should significant passenger migration to competing
airports occur.

Asimplied already, aflying public willing to vote with their feet (or, automobilesin this
case) can have a significant impact on airfares at their local airport. The Allegheny
Institute was not the first to recognize that, as information on the availability of lower
airfares at other airports within a given region became more widely available to the flying
public in that region, customer patterns shifted to take advantage of those airfares.

What's more, the advent of the Internet continues to have a profound and increasing
affect on the public's flying habits. Our research utilizes various Internet sites such as
EXPEDIA.COM. The public isincreasingly employing the Internet to find and book the
lowest possible airfares. In fact, use of the Internet has actually accustomed travelersto
dightly alter their itinerariesin order to achieve significant savings.

While the Allegheny Institute was initially reluctant to give weight to the theory that
airports actually compete with one another, we have come to recognize that, to a certain
extent, thisis now true. Competition from adjacent airports where bargain fares from
discounters are available will eventually cause airports to attempt to attract new entry by
discount airlines, or convince incumbent airlines to reduce fares in order to avoid losing
market share. Airports are becoming less a set of passive infrastructure waypoints, and
instead are increasingly active participants in the business of air travel.

The elasticity of demand for all aspects of air travel increases as more information on

pricing and quality of substitutes becomes available to the consumer. Airlines and
airports alike that fail to recognize this fact do so at their peril.
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The Skies Are Crowded

Of course, the overarching mission of al airlines and air travel professionalsis not
growth in market share, or even profitability, but the safe delivery of passengersto their
destinations.

Given the complex mix of service providers and the intricacies of the infrastructure
(airports, runways, terminals, gates, landing rights and fees, air traffic management
systems, etc.) that impact the cost, quality and depth of services, accomplishing the
primary objective--safety--become more critical. All airlines seek to serve the most
profitable markets, but unlike most other industries, airlines are constrained by the
availability of such major infrastructure as runways, and such details as specified times to
userunways. Thisnation'sair travel infrastructure could soon be operating beyond its
functional capacity. Operating safely under current conditionsis a credit to the
outstanding capabilities of air travel practitioners and air traffic and facilities managers.
But over-utilization has, in the past two years particularly, led to obvious strains on
service quality in the form of flight delays and cancellations, lost and misdirected
baggage, and a host of other more minor irritants that have caused the industry's
customers to complain, often quite loudly.

The top ten markets for air travel in the United States, and the number of passengers who
in 2000 boarded airplanes at each was previously presented in Table 3 above. About half
the flying public's air travel last year involved the top 10 markets. Another 147 million
passengers embarked at the next ten largest markets; giving one an idea of how crowded
are the skies surrounding this nation's busiest airports. In fact, the top 20 markets account
for approximately two-thirds of the total passengers boarded in the US. Inthe New Y ork
Metropolitan Market, served by LaGuardia, Kennedy and Newark airports, close to 90
million passengers take off and land in agiven year. There are more than three large
airlinerslanding every minute of operation in the New Y ork market and a similar number
taking off. Nationwide some 30 million landings and takeoffs are forecast to occur each
year in anot too distant future.

It is shortsighted to blame airlines for the travel delays and congestion that are smply a
fact of life, given thelevel of air travel demand and the state of the industry's almost
totally government-owned and operated infrastructure. Discussions are underway about
privatizing air traffic control. More consideration needs to be given to privatizing the
"bricks and mortar"--the airports--in order to bring the full power of the marketplace to
bear upon the process of allocating the currently scarce resources, and undertaking an
orderly development of new resources to meet forecast demand. The proper level of
infrastructure, and the proper level of pricing of such cannot and will not occur under
government control no matter how local the level of that control. Furthermore, it
becomes increasingly unjust to continue to ratchet up the burden of taxpayers supporting
what must be characterized as aluxury rather than a necessity. Continuing to treat air
travel as an entitlement--to both leisure and business travelers alike--will only exacerbate
current problems.
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Deregulation vs. Re-regulation

Further muddling mattersis the fact that the airline industry continues to operatein a
tightly regulated environment, despite the myth that "deregulation™ occurred sometime
around 1980. The fact isthat airlines are watched intently by the Federal Aviation
Administration, the Department of Transportation, the Department of Justice and, of
course, Congress. (For aword on deregulation, please see the Appendix.)

The announcement by UAL Corporation, parent of United Airlines, of the agreement to
acquire US Airways launched a firestorm of criticism by elected representatives and
"consumer watchdogs' in both public and private sectors. Typical was the reaction of US
Senator John McCain (R-Arizona) who continues to insist that airline consolidation will
be bad for consumers, lead to "less choice" and, of course, inevitably "higher airfares.”
Here'swhat he had to say:

| believe the public interest would likely be harmed by a United Airlines-US
Airways merger...[A]lmost all analysts agree that the merger would trigger
additional consolidation in the airline industry. The six largest hub-and-spoke
carriersin the country would likely become the "big three." Everything else being
equal, basic economic principles suggest that consumers are better served by
having six competitors in a market rather than three.

The Allegheny Institute has previously respectfully communicated its disagreement with
his opinion to Senator McCain. First, mergers, should they occur, are triggered by
strategic decisions based upon careful analysis of the best interests of the merger
proponents. Firmsrarely, if ever, merge simply because other firmsin their industry
decideto do so. There have to be genuine business reasons to precipitate so significant
and costly atransaction. Second, McCain's allegation that the "big six" will likely
become the "big three" is quickly followed by a clever non-sequitor that has been
universally adopted by opponents of airline industry consolidation with amazingly little
critical analysis. That isthe "six competitors are better than three" statement. Senator
McCain and virtually everyone else considering the airline consolidation issue know full
well that there are literally dozens of competitorsin the industry, as has been amply
demonstrated in thisreport. Y et, the impression stands that airline consolidation will
reduce the number of airlines from six to three. Naturally, public opinion is easy to
galvanize against such an absurd proposition. McCain continues:

| believe new entry into the airline industry would be hurt by consolidation among
the major airlines. The mega-carriers would have additional resources to engage
in fierce and prolonged behavior designed to drive new competitors out of the
market, and to signal to potential entrants that they dare not compete with the
incumbents. Today many new entrants simply choose not to enter the major
airlines' hub markets because they fear they cannot survive a sustained head-to-
head battle. A United-US Airways merger, and the consolidation that would
ensue, would further entrench the incumbent air carriers' positions.
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The quote above neatly encapsul ates the anti-competitive argument against major airline
mergers. Nonetheless, it is deeply flawed and easily rebutted. Mergers, as those actually
familiar with them know, absorb resources, not create them. The transitional and
transactional costs are enormous, and the true justification of mergers, contrary to
decades of received wisdom, liesin the economies of scale and increased operating and
other market efficiencies that are believed by the merger proponents to be achievable by
combining the enterprises. Though current historians see elimination of competition and
collusion as the basis of every merger ever contemplated, the truth is otherwise. Note the
obvious bias in the senator's statement, assuming as he does, the first acts of the
management of the newly-formed enterprise will be to "drive new competitors out of the
market, and.signal...potential entrants that they dare not compete...."

Reality? Nearly all "new competitors’--the JetBlues, AirTrans, and Spirit Airlines--who
testified recently before Congress, and indeed Senator McCain himself, were not
clamoring that they feared the merged major airlines, but instead were clamoring for
more opportunity to compete "head-to-head" with them in their own so-called "fortress
hubs." So, which isit? Do mergers spell the end of competition, or merely afierce new
round of competition, thistime with the playing field more level? Our research supports
the proposition that consolidation, despite what Senator McCain may think, is actually
good for nearly everything currently ailing the airline industry, and will lead to more, not
less, competition and help sustain the generally downward trend in air travel costs.

However, the consensus in Congressis that airfares are too high, and the principal cause
is"monopoly power" of the major airlines.

American Airlines Takeover of TWA a 'Special Case?'

While American Airlines was recently allowed to acquire TWA, that merger was
approved on humanitarian grounds--Congress overwhelmingly encouraged DOJ approval
of that transaction because it was the last, best hope of saving jobs at TWA, a doomed
airline. Several attempts to position USAirways as a"failing" airline were strongly
rebuffed by those who consider further airline industry consolidation to be against the
best interests of competition and the public.

Congress seems unalterably opposed to further mergers of magjor airlines, having
subscribed to the criticism of some industry "experts" who insist that consolidation will
result in "three huge airlines controlling 80 percent of the air travel market" and having
the power "to eliminate competition." Again, those purporting to be "consumer
advocates' suggest in lockstep that the public needs "more successful low fare airlines’
and propose aforceful reallocation of landing rights away from the major airlines and
into the hands of the smaller discounters in those major markets where they alege an
insufficient presence of low fare providers. Congress has expressed the opinion that a
"moratorium” on any further major airline mergers should be enforced. Last February
Senator Charles Schumer (D-NY) wrote to Attorney General John Ashcroft: "l am
writing to request a moratorium of at least nine months on approval of all proposed
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airline mergersin order to allow the Department of Justice to study the competitive
effects of the continued consolidation of the airline industry...."

Slightly more than three months had passed from the date of Shumer's letter and the
writing of this report, and, despite nearly ayear's worth of "study" by the Justice
Department of the United-USAirways merger, no decision wasimminent. It appearsthe
combination of the transition to a new executive administration in the White House and
the escalation of political pressure on the issue from Congress has made the United-
USAirways merger a hostage and has effectively placed a moratorium on further airline
industry consolidation beyond American Airline's acquisition of TWA.

Streamlining Older Airlines

However, any moratorium runs the risk of depriving the old-line providers from the one
strategic tool at their disposal to remain competitive. That isthe ability to craft truly
national networks that would streamline their operations, reduce costs, and actually serve
to mitigate the current congestion and delays that are in part reflective of the old hub and
spoke systems the major airlines are attempting, through mergers, to replace.

Once again we witness a situation in which regulators, faced with problemsthat arein
fact the residuals of past regulation, see only more regulation and meddling as the
solution. Combine a hostile Congress with a hostile labor pool, and it is clear that the
major airlines face an uphill battle in their return to efficiency if not their very survival.
While this sounds alarmist, it is clear from recent words of union officials and job action
organizers that big labor isin no mood to cooperate with management on the issue of
consolidation or streamlining. Certainly management bears the burden of proof when
making the argument that certain strategies are in the organization's best interest; and it is
not clear at all that management has been good in that regard. When one considers that
the senior management team at USAirways once stood to reap awindfall of more than
$100 million upon completion of the airline's sale to UAL Corporation (United's parent)
it is easy to understand why labor might be reluctant to enter contract negotiationsin a
cooperative, much less conciliatory mood.

Organized Labor's Objections

Most are aware that the airline industry remains one of the last private sector bastions of
organized labor. Thisimportant constituency findsitself at atrue crossroads.
Approaching the intersection at a high rate of speed are two opposing forces--the old-line
major, full-service airlines, and the new, upstart, discount airlines. At one end of the
spectrum is the high-cost, inefficient US Airways. At the other end is the highly
efficient, nimble and profitable Southwest Airlines. Lump the other mgjor airlines--
American, Continental, Delta, Northwest, United and TWA (now owned by American
Airlines) into a single group with USAirways, and you have the complete collection of
high-cost, but full service airlines. Lump nearly every other airline in with Southwest,
and you have their principal competitors for market share, if not survival.
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Thetask for the so-called major airlinesis to eliminate the inefficiencies, cut costs,
improve service, and increase capacity so asto be able to compete for the privilege of
serving safely and happily approximately 50 percent more customers than at present.
And this must be accomplished within the next eight years or so. The means to that end,
crafted by the major airlines, isto merge--combine United with USAirways, Deltawith
Continental, American with Northwest and forge streamlined but all-encompassing
national route networks that enable each new airline to deliver more passengers, more
quickly and cheaply to more destinations. Faced with this prospect, the operators of the
newer, already more efficient airlines suggest that mergers are OK, but only if they--the
discounters--are granted greater access to major markets so as to guarantee that the
increased industry concentration resulting from the wave of mergers will not come at the
price of monopolies and decreased consumer choice. Therefore, it appearsthat labor isin
aquandary. Should they support the consolidation of the major airlines?

Table 4 below is split to show the statistics on the "top ten" airlines followed by statistics
on the "second tier" of airlinesthat serve at least 1 million customers annually.
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TABLE 4 Top Airlines Passenger & Employment L evels

7RS 8 6 $ LUOQHV %\ 3DVVHQJHU 9 RXP H LQ 7 KRXVDQGYV

$ VRI 0 DUFK

Top 10 Passenger s (000) Employees Passenger s per
Employee
Delta Airlines 98,000 80,390 1,219
American Airlines 78,000 110,623 705
United Airlines 78,000 101,814 766
Southwest Airlines 71,000 29,688 2,392
US Airways 64,000 45,833 1,396
Northwest Airlines 61,000 53,889 1,132
Continental Airlines 48,000 45,944 1,045
TWA 24,000 20,136 1,192
AmericaWest Airlines 24,000 13,801 1,739
Alaska Airlines 15,000 10,333 1,452
TOTALS 561,000 512,451 1,095 (avg)
"Big Six" * 451,000 458,629 983 (avg)
"Big Three" Discounters 110,000 53,822 2,044 (avg)

* TWA dataincluded (asif merged with American)

6 HFRQG 7 LHU 8 6 $ LUQQHV %\ 3DVVHQJHU 9 RXP H LQ 7 KRXVDQGV

$ VRI 0 DUFK

Passenger s (000) Employees Passengersper

Employee
Largest Second Tier:
American Trans Air 11,000 7,971 1,380
AirTran 10,000 4,035 2,478
Mesaba Airlines 7,000 3,124 2,241
Aloha Airlines 6,000 2,812 2,134
Atlantic Southeast 6,000 4,133 1,452
Hawaiian Airlines 6,000 3,435 1,747
SkyWest Airlines 6,000 3,082 1,947
Atlantic Coast 5,000 3,200 1,563
Horizon 5,000 4,142 1,207
MesaAirlines 5,000 3,480 1,437
Air Wisconsin 4,000 2,861 1,398
Frontier 4,000 2,317 1,726
Spirit Airlines 4,000 1,973 2,027
Midway Airlines 3,000 2,212 1,356
Trans States Airlines 3,000 1,473 2,037
Midwest Express 2,500 3,185 785
Executive 2,000 1,475 1,356
National Airlines 2,000 1,371 1,459
Vanguard Airlines 2,000 912 2,193
JetBlue 1,500 1,158 1,295
Great Lakes 1,000 N/A *ok K
TOTALS2"° TIER 96,000 58,351 1,645 (avg)

Airlinesin BOLDFACE type are old-line "hubbing" airlines
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\ Passenger statistics are annualized First Quarter 2001 data as reported by the individua airlines
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The"big six airlines" (we include TWA employeesin American Airlines numbers)
employed 450,000 at the end of fiscal year 2000. The vast mgjority of those are union
members and all are exceptionally well paid by most standards. Combining American
and TWA has formed the world's largest airline in terms of both passengers (102 million)
and employees (approximately 131,000). But, as can be seen, efficiency is another
matter. Each American/TWA employee supports, and is supported by only 780
passengers.

Competitive Advantage Now Rests With Discounters

By contrast, Southwest Airlines, the largest employer among the so-called "discount”
airlines employed less than 30,000, generating a passenger to employee ratio of nearly
2,400 to one. Adding America West, Alaska and those employed at the 21 "second tier"
airlines shown in Table 4 increases employment at non-major airlinesto 112,000. As
these airlines carry some 200 million passengers per year, we have an average passenger
to employee ratio of about 1,800. In contrast, the "big six" have a passenger to employee
ratio of only 1,054 to one, approximately 41 percent less efficient.

It appears the unions could determine quite logically that success of discount airlines will
come at the expense of agood deal of current industry jobs. Y et, listen to the words of a
spokesperson of the Association of Flight Attendants (AFA) speaking last February of
what it would take to secure their cooperation in the United - USAirways merger:

A three percent raise does not put United flight attendants above
the top of the industry,” said AFA's United Master Executive
Council President Linda Farrow. "Three percent is much less than
the flight attendants deserve, and if United even wants to discuss a
waiver to proceed with its plan to purchase USAirways and its
wholly-owned carriers, it's going to have to pay more and provide
anumber of job security protections for flight attendants.

And, from the AFA's Merger Hotline newsletter, captioned: "No Improvements, No
Merger of Operations' comes the following:

Whileit isimpossible to address each personal issue of each
individua flight attendant, we must demand that United turn this
merger into a positive for us. We can do that by working together,
by showing United that we are united in our fight, and by focusing
on the negotiations for a contract that has the best wages, benefits,
working conditions and work rulesin the industry to cover the
entire merged group. The clear message to United is: This merger
was management's idea. Work with us, not against us. If the flight
attendants don't get what we need to come out ahead in this
transaction, there will be no merger of operations.
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In previous reports, copies of which have in fact been transmitted to the Association of
Flight Attendants, the Allegheny Institute has attempted to point out that consolidation is
in the best interests of all major airline employees. Aswe have sought to demonstrate
(again) inthisreport: It is fact, not surmise or rumor, that the major airlines are currently
not organized to be effective competitors against discount airlines once the remaining
artificial barriersto discounters full penetration of all major markets are removed. For
some reason, the unionized employees of the major airlines seem to believe that obtaining
contracts that provide ever greater benefits from their employers will somehow insulate
employees from future shocks brought on by the ruthless competitive tactics the
discounters will inevitably employ.

Nothing could be further from the truth, yet the tone is clear: "Give us more or we will
oppose you." Perhaps the flight attendants, pilots and mechanics at the surviving major
airlines should take timeto talk to their counterparts at TWA regarding the efficacy of
consolidation.

But the attitude displayed in the quotes above is not isolated among the major airlines.
Even employees of so-called second tier airlines are willing to dig in their heels and make
demands that run counter to strategic reality.

The Comair Stuation

[llustrative of the stance taken by unionsis the recent job action at Comair. At the time
of thiswriting, its pilots shut down the airline, a so-called "regional” that operates as
"The Delta Connection,” dueto astrike. Comair President Randy Rademacher was
reported by Aviation Daily to have said that the strike by the Airline Pilots Association
has caused cutbacks by Comair including the loss of 200 pilot positions--a contention
disputed by the pilots. Rademacher also said the strike has affected the company's ability
to train new pilots that will be needed when the airline resumes operations.

Comair's pilots are paid alittle less than half what a senior pilot at amajor airline
receives per year. The strike was called in part for closer pay parity, but that effort, if
successful, would make it difficult if not impossible for Comair to achieve its business
strategy, which islower-cost air travel in smaller markets. Another interesting point: If
we assume an average one-way fare of $150 among the big six airlines and use the
"passengers per employee” datafrom Table 2 above, it is apparent that a pilot earning
$200,000 per year is not covered by "his' share of airfares (1,054 X $150 = $158,100). At
Comair, where apilot is paid only $96,000, profitability can be achieved while charging
lower airfares or while serving markets with substantially fewer passengers than can the
major airlines. In fact, Comair represents an effort by Delta Airlines to develop a
subsidiary with the efficiency of a Southwest Airlines in order to compete head to head
with that discounter.

At other airlines, union members voice opposition to mergers and industry consolidation

for the principal reason that they fear pay reductions or the loss of seniority, not because
they fear airfares will rise or customer service will decline. Union work rules and
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confrontational job actions are not designed to improve customer satisfaction or to
accomplish increased productivity and lower costs to employers. Of late, unions have
shown little interest in discussing, much less taking, the steps necessary to allow the
major airlines to achieve the kinds of efficiencies demonstrated by Southwest Airlines.
Southwest's ground crews are capable of turning an aircraft around (land, prep and take
off) inside of 20 minutes on average. The magjor airlines cannot seem to do it in less than
45 minutes--that's approximately 125% less efficient. The result is ahigher cost on the
part of the airline to operate, and a dissatisfied customer spending more time on the
ground than necessary--an average of nearly an hour per round trip. Long term, such
inefficiency cannot be sustained. The days of government-regulated consumer subsidy of
airline inefficiency are over and the handwriting ison thewall: Any airline unable to
match Southwest's customers to employeeratio is either going to serve aluxury niche
market, or fail. Air travel isincreasingly becoming viewed as a commodity by the public
and, as occurred in the case of the personal computer industry, the inevitable shakeout
will doom those competitors who fail to evolve into low cost producers while
simultaneously maintaining a high level of quality and customer service.

The major airlines have struggled to field their own version of "discount” airlines--
USAirways "Metrojet,” United Airlines "Express,” and others have begun service with
regional jets and airfares reduced to compete with Southwest. But bitter negotiations
with the unions consistently delayed the start-up of these ventures, and then strung out
the deployment of assets to the point that market penetration was impossible, and
customers were unimpressed.

In the high-stakes world of semi-deregulated airlines, aworld that, despite loud
protestations from Congressis inevitably headed toward total deregulation, where
companies like Southwest and AirTran have proven that low fares and high quality
service can be synonymous, unions will be compelled to reassess their position. They
need to get behind consolidation, if only to afford their current employers an opportunity
to save as many of their jobs as possible. A future of low-priced, highly efficient airlines
will probably not include at least half of them.

Magjor airlines face a problem similar to that faced by the Savings and L oans and so-
called Thrift Institutions in banking at the end of the 1970s. Having been "given"
markets by the government, and having had prices set by the government, those financial
institutions built their operations and set their costs assuming the status quo would never
change. When banking deregulation came it was in response to market forces that had
caused the more stringently regulated sectors of the financial industry to become
unprofitable. In effect, the S&L's and the thrifts with their antiquated services were
unable to compete with the more nimble "predators’ of their day--money market funds
paying unregulated rates of interest on deposits, for example, and commercia banks
undercutting rates on consumer and mortgage loans.

Old-line airlines today are still largely structured, as they were when they were regulated.

Current labor and operational costs are too high to alow effective competition against
new airlines that have organized more efficiently and profitably; as aresult they are
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increasingly hard pressed to survive, much less prosper. The airline industry istruly at a
crossroads. Unlessthey are able to streamline and reorganize through merger and
consolidation, the mgjor airlines will, over time, see their share of the market continue to
decline, and as their profit margins erode, some of them will fail dramatically. That type
of adjustment will be jarring to say the least. In another way, the old-line airlines find
themselvesin a predicament of their own making. Much as did the first dominant makers
of personal computers--I1BM, Commodore, Apple and Compag--who were shown a better
way by Dell Computer in the late 1980s, the old-line airlines refused to attempt to
replicate the obviously superior strategy of Southwest Airlines even after it became
obvious the Southwest model was correct. Like the old computer manufacturers who
watched Dell grow at unparalleled rates well into the 1990s without adopting its
assembly and direct-sales methods, so too the old-line airlines continued to operate
stilted, essentially regional hubbing networks long after Southwest's rate of growth more
than doubled. One need not be sympathetic toward such oversight to concede that the
old-line airlines, having finally awakened to the error of their ways, deserve a chance to
rectify the situation.

On the other hand, fashioning an industry that is based on the operating methodol ogies of
the discount airlines will likely lead to an explosion of demand in air travel far beyond
the capacity of the system to absorb. Assaid previously, discount airlines fly smaller
planes with fewer people, meaning that as passenger traffic levels grow toward one
billion each year domestically, congestion and safety will be increasingly critical issues
until sufficient infrastructure and vastly improved air traffic management systems can be
delivered.

In any case, it isclear that Congress, the DOT, the FAA and the DOJ cannot possibly,
despite their collective wisdom, come up with a one-size-fits-all solution to the quandary
now facing the industry. Instead, the industry and the market must be left to craft
solutions by identifying and solving the actual problems facing them as competitors and
astrue public (customer) servants.

Conclusion: Airlines Problems are Solvable

To state, as some pundits have recently, that the US Airline Industry isin deep trouble, is
to speak only a somewhat truthful statement. Some airlines are indeed in deep trouble--
USAirways among them, and TWA prior to its acquisition by American Airlines. To no
small extent, it istrue that al of the old-line major airlines are in trouble, faced with stiff
competition, rising fuel and labor costs, and operational inefficiencies that render them
far less than competitive against the likes of Southwest Airlines and other successful
discounters nibbling at their most prized markets.

Having said that, it is also clear that the problems so evident over the past two years--
delays and cancellations, a deterioration in the consistency of quality service, and a
perceived inattention to customers--have resulted in large part from factors beyond the
control of any managementsin the industry. And, despite the problems, the overarching
mission of the industry--safe, convenient and affordable air travel--continues to be
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accomplished daily. On the other hand, a quote from the previously cited University of
Omahas Airline Quality Rating Summary Report demonstrates a reason for more
imminent concern:

Continuing decline in industry service quality should be regarded as a primary
reason to oppose the current mergers and acquisitions being proposed. There is
no evidence to support that carrier's party to these discussions have effectively
managed current operational environment effectively and efficiently.
Consequently | we cannot assume that doubling the size of the operation will
enhance management's operational efficiency. There is little reason, either
managerially, competitively, or fiscally | for the country to support industry
consolidation without clear considerations regarding pricing, better airline
cooperation, consumer service concerns, and the loss of competitive options
(Note: errorsin the original)

WEell then, there you haveit. Academia has spoken. And they go on, calling the airline
industry "...asystem that is fractured and near a breaking point," and insisting "Travelers
face personally disastrous situations regularly.” What arrogant nonsense. |t seems that
the politically correct have identified a new enemy--big airlines--and are determined to
have a high-altitude lynching despite the fact that their case has no merit. Even these
industry-bashers are forced to admit the facts: The Department of Transportation
received 2.98 complaints per 100,000 passengers for the 10 major carriersin 2000. That
means |ess than three-thousandths of one percent of passengers were dissatisfied to the
point of complaining about it. And thisisasystem that "is fractured and near a breaking
point?' Hardly. The truly amazing thing is the hysteria recorded by those who are the
airline industry's critics.

Airline safety has no equal. 1n 2000, 88 passengers lost their lives. It isafact that one
runs 500 times the risk of dying by merely entering a hospital for routine treatment. Itis
400 times more dangerous to travel by automobile. It is more dangerous to travel by
train, or by bus, or by any other public conveyance known to man. Asfor on-time
passenger delivery, again, the airline industry has no equal. On-time arrival was recorded
at 73 percent of all flightsin 2000. No other public conveyance can match that record.
And, no other system of public conveyance moves even one tenth of the humanity yearly.

Yes, the airlineindustry, like all other industries has some problems. When an industry
operates as openly and affects the public, as does the airline industry its problems are
obvious and are magnified by intense public scrutiny. However, it isdifficult to recall a
time when the airline industry has been subjected to such vitriolic attack asis occurring at
present, atime when Congress, the news media, and so-called academicians and
"experts' seem engaged in a high-profile effort to sway public opinion against the
industry.

There are some obvious solutions to afew of the industry's problems. Privatizing the Air
Traffic Control System has been suggested previously and remains an important step that
should be undertaken. A better system of market rationing of landing slots and departure
availabilities could be affected by eliminating regulations that prohibit peak pricing, for
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example. Assimple aregulatory change as allowing airports to operate as for-profit
entities would have dramatic positive effects. Providing airlines with financial rewards
for disposing of un- or underutilized gates and infrastructure is another key component.
But it must be absolutely understood that longer-lasting and sustainable industry
reorganization can only be accomplished in the free marketplace, unfettered by regulatory
intervention and central government planning. Airline consolidation is part of the
solution and should be proceeding apace. The bitterly adversarial relationship between
labor and management in the industry must be corrected, but that will take a great deal of
time and a spectacular transformation of both managements' and unions' perspective on
things.

Once again it should be clear that progressis adisorderly pilgrimage. Those who seem
to insist that industry deregulation should proceed only so long asit can be accomplished
painlessly and without dislocation are too naive to be taken seriously any longer. Others
who insist that air travel is an entitlement rarely entertain discussion of how costly the
provision of that entitlement to every community with an airport will ultimately proveto
be. Finaly, those who, like the passenger angered at being stranded for 24 hoursin
Boston upon returning from Europe, suggest that the industry's problems should only be
viewed from the customer's perspective need to pause and reflect upon what the possible
unintended consequences of areturn to an over-regulated, over-legislated air travel
industry would be. At the risk of seeming to pick on Senator John McCain, it isworth
reflecting upon the praise he received for suggesting that the airline industry should be
run more like the Information Superhighway.

We at the Allegheny Institute admire the high technology industries immensely, and find
the Internet a fabulous invention with truly earth-changing potential. However, we
shudder to think of an airline industry that took its standards for reliability from even a
corporation as outstanding as Microsoft. Anyone who realizes that Windows isthe
standard operating system for 90 percent of US personal computers will appreciate the
fact that they are seated steadfastly on terrafirmaas they "surf the Net." A little more
logically-sequential thought will then lead them to a greater appreciation of just how
outstanding ajob the airlines actually do, day in and day out.
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Appendix

A word on "deregulation”: Time after time the federal government has claimed to
"deregulate” one highly-regulated industry or another. In reality, what Congress
inevitably doesisto recast regulation, rather than eliminate regulation. The energy
industry, agriculture, pharmaceuticals, food, banking, transportation,
telecommunications, and even professional sports and the entertainment industry (which,
sadly, must include the news mediain general) continue to have prices and even the basic
supply of the product or serviceitself distorted by local, state and federal regulations,
some of which began to be layered upon these industries as the ink on the Constitution
was still drying (or so it would seem). Inevitably, whether the issue is a sharp spikein
electricity and gasoline prices, or anincrease in ATM fees, or airfares the public
perceives astoo high (or, prices politically-powerful suppliers deem too low) Congress
and elected officials at nearly every level seize the opportunity to demagogue, and they
often blame "deregulation.” It isdifficult to persuade arationally ignorant public that the
cure proposed by regulators--tightened government control of supply and/or prices--is
worse than the symptoms that were actually caused by earlier regulatory poultices. The
mere suggestion of the facts--that regulation distorts the market process and inevitably
leads to inefficiencies--is met by the same forces aluded to previoudy (the mainstream
news media, academiain general, the consumer advocacy industry, and el ected
politicians representing the offended) with derision and intellectual contempt. "Do
something!"” isthe cry, when "Undo regulations!” is the solution.

A recent "analysis' by the federal government attempted to lay most of the blame for the
congestion and delays at mgjor airports on the airlines, stating that the industry attempts
to "crowd" too many flightsinto a narrow "window of convenience" tailored to
"customer preference.” Y et the same federal government in the form of Congress
consistently berates the airline industry for not being attentive enough to customer
"rights." Trandlation? Give customers lower fares, more destinations, greater
convenience, greater legroom, and ever more frequent and numerous flights, and get
them to wherever they want on time or sightly ahead of schedule--bags in hand--and, of
course, do al thissafely. And, be prepared to take the heat (and blame) when it proves to
be impossible given the current state of air travel infrastructure and regulations that
actually prevent amore orderly, market-driven allocation of traffic.
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