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I’m going to follow up on Jay Pardee’s remarks remarks by using the state of airline economics to demonstrate just how critical it is that we have a rigorous and disciplined system to set priorities we apply our very scarce resources  to the most important needs.  Moreover, in today’s state of continuing huge financial losses, we need analytical systems like CAST to help us ensure that we only expend resources right now on those needs that are truly urgent.

Discussion of Issues:

 So, what is the state of the US airline industry? Good News.

Airlines have been a growth business in the US since the 1950s.There have been occasional slight dips in growth at recessions But all recessions were followed by quick recoveries to historic growth curve.

· What’s particularly striking is that air travel tripled during a period in which the U.S. economy, in terms of real GDP, did not even double.

In addition to being a long running growth  industry, Scheduled airline flying is extraordinarily safe -- even including 9/11 events Accidents have become so seldom, now they are statistically random events 

· Deregulation, from the viewpoint of a passenger, has been a spectacular success.  This is borne out by the fact that the price of air travel since deregulation, has not kept pace with inflation.

· Here we see the Consumer Price Index growing at a fairly steady rate of 2.5 - 3% per year; while the average price of a ticket has remained nearly flat. 

· In real terms, airfares, measured by the price paid per mile flown, have declined 45% since deregulation.

This leads to some really BAD NEWS! Airlines are just NOT very profitable.

The sum of profits & losses since deregulation will be approximately ZERO by 2003 at the end of this charted period.  After a staggering $7.7B loss in 2001, mitigated by nearly $4B in federal compensation, the industry is expected to lose upwards of $4B in 2002 and fall just below breakeven in 2003. ‘03 margin not available, but probably –1% or so.

A contrast of airline profitability with the total US industry base is not at all favorable -- even in best airline years

These facts lead to the bad joke that “A quick way to make a small fortune is to invest a large fortune in an airline”

When you add this chronic lack of profits to the very high capital costs to equip an airline with expensive airplanes, you see a balance sheet picture that compares very badly with other US industries over the years. Total balance sheet debt is now at $109 billion.

When we calculate profits/losses, these are the drivers”:

We look at Traffic:  the number of  passenger that show up to fill seats;


and compare that to:

Capacity: the number of seats we make available for sale.

This gives us the Load Factor, or percentage of seats filled


Load Factor is one of the things that tells us how we’re doing.

We then compare the Yield (or Price) we get for each seat, to the Cost of providing that seat.  From there we can compute what level of load factor it takes to break even.

The picture last  year was very bad indeed!

 And the forecast for this year, while slightly improved, is still very bad!

Load factors are good, but at today’s prices they’re not enough.  Airlines are flying fewer airplanes, carrying fewer total passengers, each paying lower prices, producing far less total revenue.  These elements combine to  drive break-even load factors up to a level we are unable to reach. Recall the last down cycle in the early 90s when some big name airlines collapsed -- Eastern, Pan Am, Braniff and others.  In this down cycle, one famous name, TWA, has already gone bankrupt and been swallowed up in shrunken form.  Others are on the precipice.  The message is clear. Companies that lose money at these rates cannot survive very long at all. Therefore we must either raise revenue or reduce costs -- or both.

Let’s look first at Revenue:
  -The sad truth is that passengers are simply not willing to pay very much to fly these days --  given concerns their about :

       --Economic conditions, and 

       --Security conditions 

  -Further, it is a provable fact that revenues virtually never go up during economic downturns   -So, the prospects for success are quite dim for raising revenues.

This leaves us to concentrate on Costs:

Labor costs are a big portion of expenses in any service industry.  This is  especially true where employees are well paid -- as they are in the US airline industry. 

A large proportion of the 3 largest slices is attributable to labor.  So, when serious cost cutting is absolutely required, labor simply has to be reduced.  After 9/11, US airline furloughs and layoffs reduced the workforce by nearly 15% The loss of those workers, meant we had to reduce flying by about 15% also. US carriers actually reduced flying a bit more than that.  In reducing the operation by nearly 20%, carriers were able to park a lot of airplanes, so they did park over 500 jets, with heavy concentration in older, less efficient types. Reduced flying leads to reduced cost of fuel by burning less.

Industry has also been improving efficiency of how it uses fuel over time.  So effectively there are only small fuel cost reductions as older aircraft retire.  But, when you’re searching for silver linings among dark clouds, every little bit counts.

Commissions aren’t a huge slice of cost pie, but they have been coming down over time also Reductions in the percentage paid to travel agents combined with ever increasing sales over airline web sites yield this downward cost trend. Maintenance costs also come down as operations are reduced 20%. But some of savings don’t show up for a long time because heavy maintenance is scheduled based on previous usage, not on current daily operating rates.

MORE BAD NEWS

The airline industry is so competitive, that price always tracks down to cost 

As costs get driven down, somebody among the competitors can’t resist lowering prices trying to gain market share.  All others must follow, or that market share will indeed shift.

That’s why consolidation through mergers continue to be attempted

But the impediments to that are another briefing

Meanwhile, prices stay down to induce passengers to fly, 

But total revenue improves only slightly, if at all.

The yellow line shows how desperate price cuts must be to attract customers in today’s  market of shaky economics & heightened security.

While the traffic trend is generally upward, this chart clearly shows traffic, and therefore revenues, at a very unhealthy level.

Potential for Future Direction
My entire purpose in this presentation is to drive home the picture that the airline industry is deathly ill.  Initiatives that cost money, must either bring in revenue immediately, or directly reduce costs (actual dollar expenditures) immediately.  Otherwise spending borrowed money cannot be justified.

When you’re losing cash at millions of dollars per day, any new spending must by definition come from cuts in some other spending that is already happening.  Such cuts put at risk those safety gains that have brought us to the level we are today -- the safest form of transportation in the world.  Reducing established investments in that proven safe system in favor of a new, unproven initiative is perilous business -- and should therefore be avoided except in a provably most urgent situation.

Such proof, if it exists, can only come from a reliable set of analysis tools like Jay Pardee has described in his presentation of CAST.  CAST is our best hope to show that an initiative is worth risking the other program cuts required to fund it.  This ability to examine facts through rigorous analysis can give us confidence that our decision to initiate -- or not -- was a good decision. 
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